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Preface
 

This fourteen-country comparative study is the result of a multi-year 
project at the Asian Development Bank in Manila and at the East-West 
Center in Honolulu. In its comparative examination of three groutps of 
countries, the authors look at both Asia's success stories-to which so 
much deserved attention has been directed recently- and at cases that have 
been far less successful. 

This is the Center's third collection of country studies, following 
Arnold Harberger's edited World Economic Growth: Case Studies of 
Developed and Developing Nations (1984), and Lawrence Lau's edited 
Models ofDevelopment: A ComparativeStudy ofEconomic Growth in 
South Koreaand Taiwan (1986). This study, like the other two, focuses 
on issues of major interest to the Center, especially the relationship 
between policy and growth, and impacts on human welfare. Its broad 
conclusions are also consistent with the other studies in finding that 
policies encouraging growth, which are generally supported by policy 
professionals, also encourage human development and human welfare. 

Nicolis Ardito-Barletta 
General Director 
International Center for Economic Growth 

Panama City, Panama 

October 1987 



Foreword
 

Over the course of the past twenty-five years the economic performance 
of the developing countries of the Asia-Pacific region has been exceptional. 
A quarter-century ago no onc could have foreseen the breadth and speed 
of the changes that in many cases have beer nothing short of phenomenal. 

There has been rapid modernization and industrial growth; rural 
development and increased food production; and improved living stan­
dards, including better health care, nutrition, and education. Integration 
of the region has increased, trade and investment relations have been 
enhanced, and regional cooperation has grown. To be sure, much remains 
to be done - poverty still exists on a massive scale, and there are great dis­
parities in income. Moreover, in recent years the world economy has been 
less kind. Nevertheless, the dynamism of the Asia-Pacific region has made 
it the focus of world attention. 

This rapid growth, particularly in the more market-oriented East and 
Southeast Asian economies, has generated new policy issues and altered 
the focus of research at the East-West Center. Similarly, new developments 
in South Asia, which contains two-thirds of the world's poor and is just 
beginning a surge of growth, also have added new research issues. The 

work being carried out in the Development Policy Program of the Resource 
Systems Institute has been a response to these changes. 

The book grows out of the important and timely research done by 

Nl
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that program and emphasizes the fundamental importance of the forma­tion of appropriate national policies for economic development in theregion. The scope and depth of the analysis will make it a valuable toolfor leaders and policymnakers as they approach the task of shaping the 
future of the Asia-Pacific region.

As the East-West Center enters its second quarter century, we believe
this book will be a significant contribution to the fulfillment of the Cen­ter's mission of improving understanding and relations among the coun­
tries of Asia and the Pacific and the United States. 

Victor Hao Li 

President 
East-West Center 

Honolulu, Hawaii 
October 1987 



Authors' Note
 

This book appraises the unprecedented economic development record of 
the countries of Asia. It focuses on the extraordinary performance of the 
Asian "newly industrializing countries" (Hong Kong, Korea, Singapore, 
and Taiwan), resource-based ASEAN-4 countries (Indonesia, Malaysia, 
the Philippines, and Thailand) and the low-income countries of South 
Asia (Bangladesh, Burma, India, Nepal, Pakistan, and Sri Lanka). Of 
prime interest iswhy the records of development performance have differed 
among these countries. In answer, we place major emphasis on the 
differential success in devising and implementing appropriate policies in 
the countries themselves. 

The success of so many countries in such a diverse region as Asia 
is surely one of the most significant accomplishments in economic his­
tory. There appears to be a dynamic process of growth at work in Asia 
whereby countries at varying levels of development are able to accelerate 
their progress and begin catching-up with the leading countries. The pro­
cess is best exemplified by the newly industralizing countries (NICs) fol­
lowirngJapan. It ispossible that the ASEAN-4 countries will in turn grow 
fast enough to gain on the NICs. Whether South Asia will eventually begin 
to catch-up remains problematic though the growth rates of some-
Pakistan, Sri Lanka, and India-have improved. In South Asia aigher 
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growth and employment generation are prerequisites to the lessening of 
abject poverty. 

The Asian success story that is documented in this study is very
clearly based on adoption of appropriate policies by Asian governments
since the 19 60s. Ever during the period of sharp changes in the inter­
national economy during the 19 70s-oil shocks, world inflation, reces­
sions, external debt crises, new technologies, new products, and new
industries-the Asiin countries have shown exceptionai flexibility in
responding. Their ability to adjust to changing external conditions is
closely related to -he type of policies they have implemented.

Development strategies and policies have differed from country to 
country in Asia. The general policies followed range from the open,
market-oriented NICs and ASEAN-4, to thse more inward-looking inter­
ventionist regimes of South Asia, But the direction of policy change in
Asia has increasingly been toward a more open, outward-looking, market­
oriented approach. 

The growing interdependence of the Asian LDC&with each other
and with the moie advanced economies of Japan, the United States,
Canada, Australia, and New Zealand is reflected in the rapid expansion
of trade arid investment in the Asia-Pacific region. The positive record ofeconomic development of the Asian LDCs has contributed greatly to the
ascendancy of the Pacific over the Atlantic. In the past, growth in the 
United States and Japan pulled up the growth rates of the smaller econo­
mies of the Asia-Pacific region. In the future, it seems likely that, increas­
ingly, it will be the growth of the Asian developing countries that acts as
 
a catalyst to growth in the more advanced economies. China's emergence

and modernization efforts are likely to reinforce this trend.
 

The emphasis in our approach is on the empirical record of growth
and development performance of the Asian LDCs. Behind the statistics
of differential development performance among the countries of North­
east, Southeast, and South Asia- lie this book's emphasis on the impor­
tance of effective domestic economic policies. A country's course of
development is determined riot by its "initial conditions" but by its qual­
ity of national economic management. 

As the chapters in ,his book explain in detail, what matters most are
appropriate policies that promote industrial development based on com­
parative advantage (Chapter 2), relax the savings constraint and allocate
investible funds most productively (Chapter 3), make the best use of exter­
nal capital in overcoming the treign exchange constraint (Chapter 4), 
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provide incentives and technologies to develop the agricultural sector 
(Chapter 5), and relax the human resources constraint (Chapter 6). 

The Asian countries provide an excellent opportunity to assess the 
role of policy in determining development performance. This volume 
presents cross country comparisons and assessment of secular trends in 
specific countries and subgroups (NICs, ASEAN-4, South Asia) with 
regard to macroeconomics, trade, and sectoral policies. It also empha­
sizes the changing international economic environment and the influence 
of external events and trends. 

The study originated from research initiated at the Economics Office 
of the Asian Development Bank (ADB) in Manila, wl.ere from 1980 to 
1984 Seiji Naya served as Chief Economist, and William James as Econ­
omist. The ADB monograph "Developing Asia: The Importance of 
Domestic Policies," prepared in 1982, outlines some of the basic ideas we 
have been able to more fully develop as part of the Development Policy 
and International Affairs program of the East-West Center's Resource 
Systems Institute over the past few years. 

This book is intended to serve a wide audience of economists and 
noneconomists. We have tried to make the analysis accessible to non­
economists by keeping technical and theoretical discussion to a minimum. 
Students ofdevelopment theory and Asian studies will find the book useful 
as an empirical complement to more theoretical studies. It should also 
be useful as a source book for business and social science majors con­
cerned with Asian and Pacific affairs. Policymakers and development
practitioners may gain a wider perspective from the overview that this 
book provides. Instead of having to rely on numerous individual coun­
try reports the reader may gain a synthetic summary from this book. 

We have been fortunate to have the strong support in initiating and 
carrying out the research necessary for completion of the study from two 
remarkable regional institutions -the Asian Development Bank and the 
East-West Center. We are thankful for the support the ADB's management 
gave us. The research we conducted at the Economics Office of the ADB 
was instrumental in beginning the study. President Victor Hao Li of the 
East-West Center saw the need for completion of this study, and his sup­
port and encouragement are deeply appreciated. We must also acknowl­
edge our debt to Professor Theodore Morgan and Dr. Roger Ernst who 
provided us with detailed comments and suggestions on various drafts. 
Pearl Imada, Clarita Barretto, Janis Togashi, and Eric Ramstetter provided 
outstanding support in preparing the study. The untiring secretarial help 
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of Ann Takayesu, Jeni Miyasaki, and Cynthia Nakachi in preparing the 
manuscript is gratefully acknowledged. 

Any remaining errors and omissions are the authors' responsibility. 

William E. Jame-
Seiji Naya 

East-West Center 
and University of Hawaii 

Gerald M. Meier 
Stanford University 
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Chapter1 

Development Performance:
 
An Overview
 

Before the 1960s, world economic activity was concentrated in and around 
the North Atlantic. Europe and the United States were the major centers 
of industrial growth and trade. But a quarter century of spectacular eco­
nomic growth in the Asia-Pacific region has shifted the center of the world 
economy from the Atlantic to the Pacific. The dynamic economic per­
formances ofJapan in the 1960s and the East and Southeast Asian coun­
tries in the 1970s have reshaped the global economy. Since 1960 real 
economic growth rates in the Asian less-devel-ped countries (LDCs) have 
been among the highest in the world (Table 1.1). 

The rapid economic growth of the LDCs in the Asia-Pacific region 
is one of the most significant events of the past twenty-five years, leading 
to predictions of the coming of a"Pacific Era." Four countries in particu­
lar- Hong Kong, Republic of Korea (henceforth "Korea"), Singapore, and 
Taiwaii - have been so successful in terms of both economic growth and 
social development that they are now used as models of development. 
Numerous articles and books have been written about the "four little 
tigers,' the "gang of four,' or the "newly industrializing countries (NICs),' 
as they are often referred to, and the benefits of the outward-looking, 
market-oriented policies they have adopted. The four large members of 
the Association of Southeast Asian Nations (ASEAN-4)-Indonesia, 
Malaysia, the Philippines, and Thailand-followed the lead of the NICs 
toward more outward-looking policies and rapid growth in the mid-1970s, 
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'TABLE 	 1.1 World: Annual Rate of Growth of Real GDP (percentages) 

1960-70 1970-80 1980-86
 

World 	 4.9 3.5 2.5 
Industrialized countries 4.8 3.0 2.4 

United States 3.8 2.8 2.2
 
Japan 11.5 5.4 4.2
 

Developing countries 5.5 5.3 2.3 
Africa 4.9 3.8 0.6 
Asia 4.5 5.1 6.1
 
Middle East' 7.9 6.1 1.3
 
Latin America, 5.7 5.9 1.2
 

Regions are as defined by IMF. 
b 1980-85. 

Excluding countries in the Western Ilemisphere with population of less than one 
million. 

Soiurces: 	Asian Deveiopment Bank, ADB Annual Report 1986.
 
International Monetary Fund, International Financial Statistics, Yearbook
 

1986, june 1987. 
Republic of China, Council for Economic Planning and Development, 

Taiwan Statistical Data Book, 1985. 
World Bank, World Development Report, 1984 and 1 86 issues. 

while the South Asian countries and the People's Republic of China
 
(henceforth "China") enacted policy reforms in this direction more
 
recently. 

Generally, the last fifteen years have been difficult ones for develop­
ing countries, which have had to contend with a rapidly changing world 
economy. Table 1.1 shows that growth of world output slowed in the 1970s 
and even further in the 1980s. The two oil shocks and prolonged reces­
sions led to balance-of-payments problems for oil-importing countries, 
and the softening of the oil market in the 1980s created difficulties for 
even the oil-rich nations. High interest rates in the early 1980s increased 
the debt-servicing burden and contributed to the repayment difficulties 
of many developing countries, to which the commercial banks reacted 
by drastically reducing the flow of private external funds to these coun­
tries. At the same time, problems in industrialized nations led to decreasing 
trends in official flows. Thus, despite falling interest ratrc in the mid-1980s, 
external sources of funds were not readily available to developing coun­
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tries. World trade (especially exports of developing countries) fluctuated 
widely and generally stagnated in the 1980s, declining in nominal terms 
from 1981 until 1984 (Table 1.2). 

Most developing countries, including those in Asia, have been nega­
tively affected by these changes in the world economy. The spectacular 
growth rates of the NICs in the 1960s and 1970s, averaging 8 to 10 per­
cent, have slowed significantly in the first half of the 1980s (Table 1.3). 
The ASEAN-4 countries also had slower growth, but South Asian coun­
tries generally have improved their economic performance. Asian develop­
ing countries as a group, however, continued to grow faster than other 
regions. They represent the only developing region growing at about 5 
percent per year. 

The key to the success of these countries has been the adoption and 
implementation of domestic policies that promote efficient use of resources 
and encourage private sector initiative. The worsening of external con­
ditions in the 1980s makes appropriate policies even more important if 
Asian developing countries are to overcome problems with less disrup­
tion to long-term development. It will not be easy, but the record of these 
countries leaves us very optimistic about their future. 

This introductory chapter provides an overview of development 
strategies and performance records in the various Asian countries. The 
process of development in the region might be best understood by examin­
ing the constraints on development and the appropriate policies that can 
relax these constraints. In so doing, we shall place Asian development 
in a wider context by viewing it as a good testing ground for develop­
ment theory. We shall also be able to draw some more general conclu­
sions for developing countries-especially regarding the need for a set 
of appropriate governmental policies and the recognition of the interrela­
tionship between trade and structural transformation. Subsequent chap­
ters will explore more intensively some particular features of the 
development process in these Asian countries-industry, agriculture, 
employment, savings mobilization, trade and foreign investment, human 
resources, balance-of-payments adjustment, and external debt. 

Comparative Analysis 

Three main groups of Asian LDCs can be distinguished by income level, 
economic structure, and overall economic performance over the past quar­
ter century. Included in this study' are four newly industrializing coun­



TABLE 1.2 Growth of Merchandise Exports' (percentages) 

NICs 

Hong Kong 
Korea, Republic of 
Singapore 

Taiwan 

ASEAN-4 

Indonesia 

Malaysia 

Philippines 


Thailand 


South Asia 
Bangladesh 

Burma 

India 

Nepal 

Pakistan 

SriLanka 

World 

1960-70 1970-80 1980-8 6 d 

19.9 29.2 9.6 
13.8 22.9 10.3 
38.1 35.6 12.1 

3.2 28.7 2.5 
24.6 29.6 12.4 

4.3 25.2 -1.8 
2.8 34.8 -6.3 
3.6 22.6 1.2 
5.3 18.6 -3.0 
5.6 24.8 5.2 

-0.5 14.2 1.3 
NA 14. 3 b -1.7 

-7.0 15.9 -7.3 
4.3 15.5 0.7 
1.4c 6.7 8.8 
0.I 20.8 4.4 

-1.2 12.0 2.3 

9.3 20.7 - 1.0 

1981 

13.3 

10.5 
21.4 

8.2 

13.9 

-0.8 

1.6 

-9.1 
-1.5 

8.1 

0.7 
4.4 

1.1 
-3.4 

75.0 

10.1 

2.4 

-1.7 

1982 

-1.0 

- 3.8 
2.8 

-0.9 

-1.9 

-1.0 

0.1 

2.2 
-12.1 

-1.2 

2.7 
-2.8 

-17.4 

12.8 
-37.1 

- 16.9 

-5.2 

-7.2 

1983 

8.9 

4.6 

11.9 

5.0 

13.6 

0.6 
-5.1 

17.2 
-1.6 

-8.3 

3.1 
-5.9 

-4.1 

-2.2 

6.8 
28.4 

3.1 

-3.0 

1984 

20.1 

29.0 
19.6 

10.2 

21.2 

9.8 

3.5 

16.9 
7.9 

16.4 

2.9 
28.6 

0.3 

3.2 
36.2 

- 16.8 

38.0 

5.9 

1985 1986 d 

1.7 16.2 
6.6 17.4 
3.5 14.6 

-5.2 -1.3 
1.0 29.5 

-10.4 -7.7 
-15.1 -20.4 

-6.3 -10.2 
-12.7 3.8 

-3.9 23.5 

-9.1 8.5 
7.3 -31.7 

-20.1 -1.0 
-15.3 11.8 

25.8 -9.3 
7.1 23.5 

-9.1 -8.9 

1.2 NA 



TABLE 1.2 continued 

1960-70 1970-80 1980-86d 1981 1982 1983 1984 1985 1986d 

United States 7.7 17.7 -0.3 5.9 -9.2 -5.5 
Japan, 16.9 21.0 8.4 16.1 -8.7 6.2 
Developing countries 6.4 25.4 - 4.3c -2.2 -11.6 -7.0 

NA = Nut available. 
a Compounded annual growth rate iii current prices.
b 1972-80. 
c 1963-70. 
d Estimate for 1986. 
c 1980-85. 
Sources: Asian Development Bank, ADB Annual Report 1986. 

International Mcnetary Fund, InternationalFinancialStatistics, Yearbook 1986, and May 1987.
Republic of China, Council for Economic Planning and Development, Taiwan Str!isticalData Book, 1985. 

8.7 

15.5 

3.7 

-2.2 

4.4 

-4.6 

2.0 

19.0 

NA 
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TABLE 1.3 Growth of Real GDP and GDP Per Capita 
(compounded rates) 

Real GDP 
Real GDP per capita 

1960-70 1970-80 1980-85 1986a 1960-85 

NICs 
Hong Kong 10.1 9.8 4.2 8.7 6.3 
Korea, Republic of 9.5 8.2 7.5 11.4 6.4 
Singapore 9.2 9.3 6.0 1.9 6.7 
Taiwan 9.6 9.7 6.1 9.9 6.4 

ASEAN-4 
Indonesia 3.8 8.0 3.6 2.0 3.0 
Malaysia NA 7.9 5.1 0.5 4.2 b 

Philippines, 5.2 6.3 -0.9 0.1 1.6 
Thailand 7.9 6.9 5.3 3.8 4.2 

South Asia 
Bangladesh NA 5.8d 3.9 5.2 2.5 
Burma 2.8 4.2 5.2 3.7 1.8 
India 3.9 3.2 5.4 5.0 1.6 
Nepal 2.2 2.0 3.9 4.2 0.1 
Pakistan NA 5.6 d 6.3 7.2 2.7e 
Sri Lanka 5.8 4.7 5.0 4.0 3.2 

China, People's 
Republic of 4.0 5.8 9.8 7.4 3.9 

NA = Not available.
 
a 1986 preliminary estimates except for Bangladesh, Burma, China, Nepal, and the
 

Philippines.
b 1970-85. 
c GNP. 
d 1973-80. 
c 1973-85. 
Sources: Asi.n Development Bank, ADB Annual Report 1986. 

International Monetary Fund, International Financial Statistics, Yearbook 
1986 and May 1987. 

People's Republic of China, State Statistical Bureau, Statistical Yearbook of 
China 1986. 

Republic of China, Directorate-General of Budget, Accounting, and Statistics,
Statistical Yearbook of the Republic of China, 1986. 

World Bank, World Tables 1980, Second and Third editions. 
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tries: Hong Kong, Korea, Singapore, and Taiwan; four middle-income 
Southeast Asian nations: Indonesia, Malaysia, the Philippines, and Thai­
land; and six low-income South Asian countries: Bangladesh, Burma, 
India, Nepal, Pakistan, and Sri Lanka. The groupings are based on cer­
tain characteristics shared by the countries: per capita income, structure 
of economy, openness to trade, and policy orientation. There are differ­
ences, however, among countries within each group. These are taken into 
account wherever important. We recognize that statements made about 
a group of countries may not apply with equal force to each country within 
that group. 

In the 19 50s, development economists might plausibly have referred 
to a "representative poor country" that had fairly st:,.dard characteris­
tics. But over tht: past three decades diversity among the LDCs has 
increased greatly, making it dificuh to select a set of characteristics com­
mon to al. Sharp differences exist in availability of natural resources, 
structure of production, degree of participation in world trade, political 
stability, importance of private enterprise, and population size and qual­
ity. Income-level differences among LDCs have been re-ognized formally 
by multilateral lending institutions lik the World Bank; "middle-income" 
LDCs are distinguished from "low-incone" LDCs and loan terms are 
adjusted accordingly. Because of these differences, it is not easy to gener­
alize about the economic performance of a group of countries. 

Initial conditions of the Asian developing countries varied greatly. 
The countries encompass a wide range of cultures, religions, ethnic 
groups, and languages. Resource endowments, size, and terrain are strik­
ingly different (lible 1.4). Indonesia and Malaysia export oil and natu­
ral gas; Indonesia belongs to the Organization of Petroleum Exporting 
Countries (OPEC). Countries such as Taiwan and Korea are highly depen­
dent on external sources of oil and other natural resources. 

Real per capita gross domestic product (GDP) growth in the NICs 
was sustained at an average rate of more than 6 percent for more than 
two decades (1960-1985). Because of this rapid growth, Hong Kong and 
Singapore, with per capita incomes of $6,288 and $6,238, have almost 
graduated from the ranks of LDCs. Korea and Taiwan are larger, with 
populations of 41 million and 19 million, and per capita incomes of 
$2,099 and $3,095 respectively. 

Per capita income for the ASEAN-4 ranged from US$523 for Indone­
sia to $2,128 for Malaysia in 1985. Malaysia is classified as an upper­
middle-income country by the World Bank; the other three are classified 
as middle-income countries. Indonesia is the third-largest of the Asian 
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TABLE 1.4 Size ot Asia-Pacific Countries in 1985 

Area GDP Merchandise 
Population (1,000 Per capita exports 
(millions) sq. km.) (US$ mil) (US$) (US$ millions) 

NICs 
Hong Kong 5.4 1 34,081 6,288 30,184 
Korea, 

Republic of 41.1 99 86,180 2,099 30,283 
Singapore 2.6 1 15,970 6,238 22,812 
Taiwan 19.1 36 59,141 3,095 30,688 

ASEAN-4
 
Indonesia 165.2 1,919 86,445 523 18,590
 
Malaysia 15.7 330 33,360 2,128 15,441
 
Philippines 54.7 300 32,789 600 4,607
 
Thailand 51.3 542 38,572 752 7,121
 

South Asia
 
Bangladesh 98.7 144 14,208 144 1,000
 
Burma 36.6 6,812
678 186 304 
India 750.9 3,288 187,609- 255- 8,003 
Nepal 16.7 147 2,280 137 160 
Pakistan 96.2 804 30,029 322 2,740 
Sri Lanka 15.8 66 5,823 368 1,333 

Other Asian LDCs 

China, People's 
Republic of 1,042.9 9,561 232,302 223 27,759 

Developed countries 
Australia 15.8 7,682 155,585 9,847 22,759
 
Canada 25.4 9,971 348,854 13,751 90,781
 
Japan 120.8 372 1,325,208 10,970 177,164
 
New Zealand 3.3 269 23,370- 7,082' 5,720
 
U.S. 239.3 9,363 3,957,000 16,537 213,144 

1984 
Sources: Asian Development Bank, Key Indicators of Developing Member Countries 

of ADB, July 1986. 
Far Eastern Economic Review, Asia 1986 Yearbook. 
International Monetary Fund, International Financial Statistics, May 1987. 
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LDCs after China and India, in terms of both land area and population. 
With 165 million people, it isthe fifth most populous country in the world. 
The Philippines and Thailand have populations of approximately 50 mil­
lion people. Both are endowed with considerable natural and human 
resources, but in the Philippines political tensions and economic mis­
management have held back growth. Thailand's is still primarily an 
agrarian-based economy, but its manufacturing and service sectors have 
been expanding rapidly. Malaysia isa resource-rich country with a smaller 
population of approximately 16 million. 

The South Asian countries are all low-income countries, with per 
capita GDPs in 1985 ranging from $137 in Nepal to $368 in Sri Lanka. 
India is the second-largest Asian LDC and one of the largest countries 
in the world in terms of both land area and population. In addition to 
India's 751 million people, there are populations of approximately 100 
million ini Bangladesh and Pakistan, 37 million in Burma, and 16 million 
in Nepal and Sri Lanka. These countries are still predominantly agricul­
tural, though large industrial sectors exist in India, Pakistan, and Sri 
Lanka. 

The region's diversity is striking. Asia includes both extremely large 
and populous India and the tiny island city-state of Singapore. Nepal is 
a mountainous, land-locked country; Indonesia and the Philippines are 
vast archipelagic nations. Malaysia is thinly populated; Bangladesh has 
one of the highest rural population densities in the world. 

In many Asian LDCs, over half -he population still relies on small­
scale peasant agriculture, but in others the industrial sector has grown 
so much that their exports are more than 90 percent manufactured goods. 

The countries in Asia diffec politically as well. Some struggled for 
national independence - Indonesia, Korea, India. Some were more or less 
granted independence-Malaysia and the Philippines. Others were never 
successfully colonized-Thailand- or never achieved full independence-
Hong Kong. Many of the countries in the region have strong authoritar­
ian regimes, although India is the world's largest democracy. 

Despite these differences, there are enough common characteristics 
in levels of income, structure of production, and development strategies 
and policies to give coherence to analysis of the three groups. 

The combined GDP in 1985 of the fourteen Asian countries included 
in our analysis was less than half that of Japan. India has the largest GDP 
(excepting China) among the Asian developing countries, yet with a popu­
lation of 751 million its 1984 per capita GDP was $255. The combined 
1985 GDP of the ASEAN-4 was about 14 percent of Japan's; that of,.he 
NICs was barely 15 percent of Japan's (Table 1.4). 
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Despite the relatively small size of their individual economies, the 
Asian developing countries have a far greater impact on the regional econ­
omy than GDP estimates would imply. The total merchandise exports and 
imports of these countries in 1985 were almost the same as those ofJapan. 
The NICs, with only 30 percent of the three groups' combined GDP, 
accounted for 67 percent of their merchandise exports. 

The more trade-oriented countries have attained the highest rates of 
economic growth and have also achieved faster rates of structural trans­
formation from agriculture to industry and services. The quality of eco­
nomic growth has been higher in the NICs than elsewhere because it has 
been accompanied by full employment and improved opportunities for 
a larger share of the population. Poverty declined steadily in the NICs, 
while the distribution of income in these countries has been more equal 
than in other LDCs. Income distribution in Taiwan is at least as equita­
ble as that in any other market economy, including Japan. 

The type of economic development that has occurred in the NICs 
has attracted attention out of proportion to the small size of these coun­
tries. Other LDCs regard their performance as exemplary. However, the 
conditions faced by the ASEAN-4 and South Asian nations are different 
from those faced by the NICs in several major aspects. Ethnic and reli­
gious heterogeneity in ASEAN-4 and South Asia is much greater than 
that in Taiwan, Korea, or Hong Kong. And despite the racial mix in Sin­
gapore, it has a small, entirely urban population and never had to face 
the enormous regional disparities of countries like India, Indonesia, or 
Pakistan. Because of differences in internal conditions, development strate­
gies in ASEAN and South Asia have to be adjusted accordingly. Never­
theless, some general policy lessons and guidelines can be extracted from 
a comparative assessment of economic performance of the three group­
ings of Asian developing countries. 

Newly Industrializing Countries 

The Asian newly industrializing countries-Hong Kong, Singapore, 
Korea, and Taiwan-have achieved economic growth rates virtually with­
out historical precedent, and the speed with which they have industrial­
ized is astonishing. Only Japan charted a similar rapid path of growth 
in the 1960s. Nineteenth-century development in Europe and North 
America and the later achievements of the Soviet Union pale in compari­
son with the record of the NICs. 
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Hong Kong and Singapore have very little agriculture; more than 60 
percent of their GDIP is contributed by the service sector (Table 1.5). The 
agricultural sector is more important in Korea and Taiwan, but the share 
of the agricultural sector in the GDP cf both countries has declined shar­
ply. In 1985, agriculture was down to 14 percent of GDP for Korea and 
only 6 percent for Taiwan. For the NICs, the policy emphasis on labor­
intensive exports has made the industrial sector more imporart in.terms 

of both total output and labor force (Table 1.6). In the 1980s, ind'ustrial 
activities made up about 30 percent or more of GDP and labct force. 

Southeast Asian Countries 

Three resource-rich Southeast Asian nations-Indonesia, Malaysia, and 
Thailand - also demonstrate strong economic growth. In the 1960s, real 
growth of GDP ranged from 4 percent for Indonesia to nearly 8 percent 
for Thailand (Table 1.3). Although lower in Southeast Asia than in the 
NICs, GDP growth rates for these countries were much higher than the 
average for LDCs. Growth of real income per capita, at 4 to 5 percent 
annually, has been impressive in Southeast Asia. 

The lone exception has been the Philippines. The assassination of 
Senator Aquino, of course, triggered the political crisis, but the Philippine 
problem began much earlier than 1983. Economic growth has slowed 

since the late 1970s. Per capita income growth over 1965-85 averaged 
less than 2 percent, comparable to that of South Asian countries. 

These four Southeast Asian countries, together with Singapore and 
Brunri, have established the most successful regional grouping in the entire 
Third World-the ASEAN. 2 

Significant structural transformation has also occurred in the 
ASEAN-4 (Tables 1.5 and 1.6). During the 1970s, the share of industry 
in GDP rose while the share of agriculture fell. In Indonesia, the share 
of industry in GDP increased from a low base of 14 percent in 1960 to 
36 percent in 1985, but much of this gain was due to the petroleum boom. 
The Philippines started at the highest base, 28 percent in 1960, and expe­
rienced a slower rate of structural change through the 1970s. Industry 
accounted for less than 20 percent of GDP in 1960 for Malaysia and Thai­
land, increasing to 37 and 30 percent respeLtively. Industrial employment, 
however, did not increase as rapidly. In the 1980s, it comprised approxi­
mately 10 percent of the total labor force in Indonesia and Thailand, and 
a little more than 15 percent for the Philippines and Malaysia. 
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TABLE 1.5 Structure of Production (percentage of GDP) 

Agriculture Industry Services 
1960 1970 1985 1960 6170 1985 1960 1970 1985 

NICs 
Hong Kong- 4 2 1 38 37 30 55 56 68 
Korea, 

Republic of 
Singapore 

Taiwan 

37 

4 

29 

27 

2 

16 

14 

1 

6 

20 

18 
29 

30 
30 
41 

41 

38 
50 

43 

79 

43 

44 

68 
45 

45 
61 

44 

ASEAN-4 
Indonesia 54 47 25 14 18 36 32 35 39 
Malaysia 36 31 20 18 25 37 46 44 43 
Philippines 

Thailand 
26 

40 

28 

28 

27 

17 

28 

19 

30 

25 

33 

30 

46 

42 

43 

46 

40 

53 

South Asia 
Bangladesh 

Burma 

India, 

58 

33 

47 

55 

38 

43 

48 

48 

35 

7 

12 

19 

9 

14 

20 

15 

13 

27 

36 

55 
28 

37 

48 

28 

37 

39 

38 
Nepalb NA 68 58 NA 11 14 NA 21 27 
Pakistan 44 33 25 15 20 28 36 37 47 
Sri Lanka 32 27 24 20 23 27 48 46 50 

Industrial 
market cconomies 

Australiac 12 6 6 40 41 35 48 54 59 
Canada 

Japan, 
6 

13 

4 

6 
3 

3 
34 

45 

32 

47 

24 

41 

60 

43 

65 

47 

72 

56 
United Statesb 4 3 2 38 35 32 58 62 66 

NA = Not available. 
a 1984. 
b 1983. 
c 1982. 
Sources: Asian Development Bank, Key Indicators of Developing Member Countries

of ADB, July 1986. 
Organization for Economic Co-operation and Development (OECD),

National Accounts Statistics 1972-84. 
World Bank, World Development Report, 1980, 1982, 1984, and 1986 issues. 
World Bank, World Tables, Second edition. 
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TABLE 1.6 Structure of Labor (percentageof laborforce) 

Agriculture Industry Services 
1960 1970 1981 1960 1970 1981 1960 1970 1981 

NICs 
Hong Kong 8 4 3 52 55 57 40 41 40 
Korea, 

Republic of 66 50 34 9 17 29 25 33 37 
Singapore 8 4 2 23 30 39 69 66 59 
Taiwan 50 37 19 21 28 42 29 35 39 

ASEAN-4 
Indonesia 75 66 58 8 10 12 17 24 30 
Malaysia 63 56 50 12 14 16 25 30 34 
Philippines 61 53 46 15 16 17 24 31 37 
Thailand 84 80 76 4 6 9 12 14 15 

South Asia 
Bangladesh 87 86 74 3 3 11 10 11 15 
Burma NA 70 67 NA 8 10 NA 22 23 
India 74 74 71 11 11 13 15 15 16 
Nepal 95 94 93 2 2 2 3 4 5 
Pakistan 61 59 57 18 19 20 21 22 23 
Sri Lanka 56 55 54 14 14 14 30 31 32 

Industrial
 
market economies 

Australia 11 8 6 40 37 33 49 55 61 
Canada 13 8 5 34 32 29 52 60 66
 
Japan 33 20 12 30 34 39 37 46 49
 
United States 7 4 2 36 34 32 57 62 66 

NA = Not available.
 
Sources: Republic of China, Council for Economic Planning and Development, Tai­

wan Statistical Data Book, 1984. 
World Bank, World Development Report, 1985 and 1986 issues. 
World Bank, World Tables, Third edition. 
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South Asian Countries 

Average annual rates of growth of real GDP have been lower in the South 
Asian countries (Bangladesh, Burma, India, Nepal, Pakistan, and Sli 
Lanka) than in the NICs and ASEAN-4 throughout the 1960s and 1970s. 
They began to accelerate in the late 1970s, however, and in the 1980s have 
converged with those of other Asian countries. 

Real GDP per capita has grown very slowly in large parts of South 
Asia- India, Burma, and Nepal. In Bangladesh, Pakistan, and Sri Lanka, 
real per capita growth has averaged better than 2 percent per year. 

Overall, industrial development has been relatively slow in South 
Asian countries. By 1960, the industrial sector comprised 15 percent of 
GDP in Pakistan and approximately 20 percent in India and Sri Lanka 
(Table 1.5). These rates were similar to those for Malaysia, Thailand, and 
Singapore. Industry's GDP share increased slowly to approximately 25 
percent in these three South Asian countries by 1985, but labor absorp­
tion by industry has been minimal. Agriculture remains the major source 
of income and employment for most of the population of South Asia. 

This section has emphasized the diversity within the Asia-Pacific 
region as a whole, as well as commonalities within the three groups of 
nations. Despite differences, the countries have all confronted the same 
economic challenge of having to relax a number of constraints on their 
development in order to absorb their surplus labor and achieve a struc­
tural transformation of their economies so as to raise the level of per cap­
ita real income. The most prominent constraints that have been common 
to the Asian developing countries are: 1)the saving constraint; 2) the for­
eign exchange constraint; 3) the agricultural constraint; and 4) -he human 
resource constraint. 

Constraints 

The attainable rate of development in a country is limited by its ability 
to mobilize sufficient domestic resources-its ability to relax the savings 
constraint. An increase in the ratio of savings to national income is gener­
ally a necessary-if not sufficient-condition for making resources avail­
able in order to accelerate a country's development. Even though labor 
may be abundant, the output of an LDC remains limited by a shortage 
of capital; if any one factor has been emphasized as the major factor gov­
erning rate of development, it has been capital accumulation. When 
presenting his model of a dual economy in the early 1950s, Sir Arthur 
Lewis contended that 
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the central problem in the theory of economic development is to under­
stand the process by which i community which was previously saving 
and investing 4 or 5 percent of its national income or less, converts itself 
into an economy where voluntary saving is running at about 12 to 15 
percent of national income or more. This is the central problem because 
the central fact of economic development is rapid accumulation (includ­
ing knowledge and skills with capital).' 

The second constraint-lack of foreign exchange-will obviously 
limit a country's development when its growth of GNP depends on some 
increase in imports. The capacity to import will be determined by the 
country's growth in exports, commodity terms of trade, net inflow of for­
eign capital, and access to foreign exchange reserves. To the extent that 
a passive balance on current account cannot be financed, the country must 
reduce its rate of growth as it becomes impossible to fulfill import 
requirements. 

The "two-gap" model focuses on the savings and foreign exchange 
constraints.4 An increase in savings will not relax the foreign exchange 
constraint-even though it releases resources for investment-if the coun­
try is unable to substitute domestic resources for imports, or if there are 
limitations to exports on the demand side. An inflow of foreign capital 
is more growth-promoting when a country's development is constrained 
by a shortage of foreign exchange than by a shortage of domestic savings. 

Any lag in agricultural production constitutes another bottleneck 
in a country's development. Agriculture contributes to the development 
process in a number of ways: it provides inputs of raw materials and food­
stuffs that are used in the industrial sector; a marketable surplus from 
agriculture gives rise to a demand for industrial products; an investable 
surplus of savings and taxes may be tapped from the agricultural sector; 
balance-of-payments improvement may depend on the export or import 
substitution of primary products; and the containment of labor in more 
productive agriculture may be necessary to stem excessive ruril-urban 
migration. Successful industrialization thus depends on a prior or paral­
lel agricultural revolution. 

If, as Marshall observed, "the part of nature in production may show 
a tendency to diminishing returns, but the part of man shows a tendency 
to increasing returns,' then the ultimate constraint on development can 
be said to be limited human resources.' Time-series and cross-sectional 
studies of the sources of growth based on aggregate production functions 
reveal that an increase in the inputs of labor, capital, and natural resources 
over time can account for only 50-60 percent of the realized increase in 
output.6 The unexplained residual of 40--50 percent of growth in out­
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put must be attributed to technical progress, improved quality of inputs, 
and improved ways of combining inputs to produce goods and services. 
The development of human resources must thus account for a large part 
of the unexplained residual. Accordingly, economists have reduced their 
emphasis on physical capital and given more attention to human capital, 
as reflected in their recent emphasis on human capital theory,7 redistri­
bution with growth,' and fulfillrment of basic human needs.9 

A country's developmental progress can be interpreted in terms of 
the relaxation of the foregoing constraints. As the constraints become less 
binding, the country succeeds in absorbing more labor from the tradi­
tional sector and in undergoing a structural transformation in the pat­
tern of production, employment, and demand. The labor absorption 
process has been analyzed in the classic dual-sector models of Lewis and 
Ranis-Fei;1 extensive quantitative analyses of the structural transforma­
tion process have been provided in studies by Chenery and associates.11 
From these studies it can be concluded that the sources of growth come 
from both the supply side of the economy through increases in capital, 
labor, and technical change, and from the demand side through the effects 
of reallocation of resources to higher productivity activities and through 
changes in demand and trade as income rises. 2 Bur if a country is to 
achieve its potential rate of development, it must pursue appropriate 
domestic policies, and the international environment must also be 
sufficiently favorable to allow the country to take fuller advantage of the 
sources of growth. 

Economic Growth Factors and Domestic Policies 

Recently a proliferation of books and articles examining the factors behind 
the success of Japan and the NICs have appeared. Some economists point 
out that the initial conditions have been a crucial element in the success 
of these countries, and that the feat thus cannot be duplicated. 13 Some 
suggest, for example, that small size and lack of resources helped the NICs 
perform much better than the resource-rich ASEAN countries. This con­
forms to the adage that "a country's development prospects are inversely 
proportional to its natural resource endowmcnt.'14 

One economic explanation for the paradox refers to the sudden 
increase in export earnings and the inflow of external funds induced by 
a natural resource boom." This would lead to an upward pressure on the 
real exchange rate and to a squeeze on other traded goods. Although the 
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so-called Dutch disease (referring to the discovery of petroleum in the 
North Sea) describes ashort-run condition, along-term equivalent of the 
disease iscommonly found in countries with plentiful natural resources. 
An abundance of natural resources leads to a comfortable balance-of­
payments position and a strong national currency, which discriminates 
against exports of manufactures. Countries with no natural resources, 
on the other hand, must make the most of their human resources. The 
NICs used their large and skilled labor force and emphasized exports of 
labor-intensive manufactures. The rapid growth of these industries led 
to increasing wages and improvements in income distribution. 

A second explanation for the paradox stems fiom the nature of 
resource development. Resources (especially minerals) tend to have 
concentrated ownership and require capital-intensive technology. These 
traits encourage rent-seeking activities rather than efforts to improve 
productivity. 

Both of these explanations, however, are suggestive at best-some 
countries have done well with resources, while others without resources 
have done poorly. The declining terms of trade in the 1980s have forced 
the ASEAN-4 countries to attempt to diversify their economic and export 
structures. Exports of light manufactures that use abundant labor have 
become increasingly important. 

There isalso a hypothesis that the success of the Asian countries, 
including Japan, can be attributed to their Confucian heritage and other 
so-called characteristics of Asian ethics that encourage hard work, loy­
alty, and diligence. 16 There can be no doubt that the quality of the labor 
force and entrepreneurial talent have played a major role. But these fac­
tors cannot be attributed solely to cultural heritage. The provision of 
opportunities for educational advancement and market activitieshave also 
contributed to the development of human resources and institutions in 
the successful Asian countries. Counterexamples indicate that such cul­
tural preconditions are not asufficient condition of industrialization, and 
may not even be necessary. 7 

Other economists emphasize several fortuitous events in the world 
economy, including large foreign aid and arelatively unchallenged mar­
ket for light manufactures, as the most important factors behind the NICs' 
rapid growth. External factors do indeed play an important role; arela­
tively open international trade environment iscrucial for the continued 
growth of these countries Yet export growth as well as economic growth 
continued in the 1970s despite turbulent events and slower world trade. 

Thus, although special conditions were important, we contend that 
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the key is the outward-looking development strategies adopted by these 
countries. Such policies have led to long-term development and dynamic
gains in technology, economic organization, and management. The next 
question to ask, then, is this: Will this strategy continue to work in the 
future, and is it transferable? We believe the answer is yes. 

The distinguishing feature of industrialization in Asian developing
countries isthat all of them have moved away from import substitution 
policies to export orientation. Export orientation has involved dismantling 
or offsetting previously imposed protectiorn maur~s rhatdis,,rin-;nrr
against exports, e.g., by redeeming duties on imported inputs, ending mul­
tiple exchange rates, and correcting overvalued currencies. Promotional 
measures in favor of exports, especially cheap bank loans and tax con­
cessions for exports, were implemented to neutralize import protection.
Generally the countries moved toward more neutral policy stances, reduc­
ing distortions caused by import substitution policies. In other words,
policy incentives for firms to produce for the domestic and external mar­
kets became more balanced. Hong Kong and Singapore have long been 
virtually free-trade economies, while Korea and Taiwan substantially 
reduced tariffs and corrected exchange-rate misalignments in the 1960s. 
ihe ASEAN-4 countries have not been as outward-looking as the NICs
because of a number of economic and political constraints; they have 
generally followed more restrictive trade policies designed to foster indus­
tries producing for the domestic market. But in the 1970s they followed 
the NICs and began to adopt an export-oriented approach. South Asian 
countries, especially Sri Lanka and India, have also moved in direction. 

The countries that pursued an export-oriented strategy were able to
relax their foreign exchange constraint. Exports in the NICs grew at an 
average of 20 and 30 percent in the 1960s and 1970s. The ASEAN-4 coun­
tries were also able to expand exports in the 1970s, while other coun­
tries that 
 continued with import substitution suffered balance-of­
payments difficulties. Countries following export-oriented policies also 
enjoyed higher rates of real economic growth. 

Overall Development Strategy 
The outward-looking development strategy adopted by the NICs involved 
more than export orientation, though openness to world trade and invest­
ment was a crucial element. Export-oriented strategies will not succeed 
without agood macroeconomic environment. Several aspects of the overall 
development strategy of these countries should be highlighted: 
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1. Gijtward-looking development strategies also involve a market­
or private sector-oriented approach. Business activities are mainly left 
to the private sector, and the allocation of resources is basically left to 
the market. Policies adopted by the governments strive to provide a sta­
ble economic environment in which the private sector can flourish. The 
market mechanism is effective in providing information at minimum cost, 
and the greater competition allowed under such a system intensifies the 
search for innovations that increase efficiency of production. 

Countries that tried to replace the market through direct controls 
have generally had inferior records of development. 8 If governments are 
to overrule or replace the market, they must have the knowledge, fore­
.,ght, and administrative capacity to undertake complex intervention. In 
practice, however, administrators often are not able to accomplish these 
tasks. Governments overextend themselves when they try to take over 
decision-making in areas best left to the market. The difficulties of plan­
ning and the misallocation and corruption resulting from numerous regu­
lations and controls have been underestimated, and good effects have been 
overestimated. 

However, governments do not necessarily have to follow the textbook 
laissez-faire model; administrative planning and regulation is still required. 
In more successful developing countries, while emphasis on direct con­
trols has been reduced and administrative decrees have become less impor­
tant, governmental policies are implemented primarily through indirect 
controls that work through the price mechanism. 

The governments of the Asian developing countries have all (with 
the possible exception of Hong Kong) been a determining force in eco­
nomic development, yet there have been major differences in the degree 
and quality of their involvement. The NICs have been especially success­
ful in selecting appropriate economic policies. They have used financial 
policies to reduce uncertainties and encourage investment in new indus­
tries, and industrial and trade policies to shift the structure of produc­
tion in line with changing comparative advantage. Even Singapore, which 
has generally adopted a practice of noninterference in trade, has used other 
measures to stimulate certain industries, though perhaps to excess in some 
areas. Yet governments did not try to overwhelm the market, and they 
were flexible enough to adjust policies when necessary. 

In contrast to the relatively market-oriented policies of the govern­
ments of the Asian NICs and to a lesser extent the ASEAN-4, the gov­

ernments of the South Asian countries have regulated their economies 
more directly and more extensively, with less reliance on the market price 
system and private enterprise. Although the South Asian countries have 
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recently taken steps to expand the role of private enterprise, they clearly
have further to go in liberalizing their economies. If the quality of their 
national economic management rises, the South Asian countries will also 
raise their economic performance closer to their potential. 

2. Price distortions in the national economies have to be reduced 
to correspond to conditions in the world economy. Price distortions 
usually take the form of wage rates too high for unskilled labor (given
the abundance of that labor), exchange prices too high for domestic cur­
rency (given the foreign exchange shortage), too low for interest rates 
(given the scarcity of capital), and too low for farm products (given the 
need to increase farm production). 

The correction of price distortions so as to establish honest prices
reflecting the true scarcity or abundance of a commodity or factor (equat­
ing supply and demand) achieves a more cfficient allocation of resources. 
Specifically, it increases employment, stimulates production of scarce 
goods, avoids arbitrary bureaucratic decisions, and averts delay, ideolog­
ical bias, and corruption in those decisions. 

Although "getting prices right" does not assure development, "get­
ting prices wrong" frequently blocks growth. 9 A World Bank study
found a high correlation between price distortions and low growth 
rates. 2oThe same study reported that Asian developing countries have 
a lower composite index ofdistortions than developing countries in other 
regions. LDCs with big price distortions and slower export growth were 
also more likely to experience debt-servicing problems. Many LDCs with 
serious price distortions in the 19 70s had to undergo debt rescheduling 
in the 19 80s. 

The outward-looking policies of the NICs ir.tegrated national econ­
omies into the world 
 market. Price distortions were lessened, near­
equilibrium exchange rates stimulated exports, positive real interest rates 
stimulated domestic saving and investment, wage levels that were kept
in line with productivity stimulated employment, and agricultural price
policy stimulated larger supplies. An outward-looking approach tends 
to set bounds on how far one can stray from the market. In an economy
subject to competition, the costs of supporting an inefficient industry and 
the strain this puts on the government budget are more readily apparent 
than in a closed and heavily protected economy. 

3. Openness reqt ;res cautious financial management. TheAsian 
developing countries have generally adopted prudent macroeconomic r.-' 
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icies to control budget deficits and restrain excessive demand and infla­
tion. Even those with serious bouts of inflation (e.g., Korea, Indonesia, 
and the Philippines) continued to keep the average rate below that of other 
middle-income developing countries. 

Prudent demand management has gone hand in hand with promo­
tion of financial development. An Asian Development Bank study on 
resource mobilization found that saving is positively related to the real 
interest rate, the availability of financial institutions and instruments, and 
investment efficiency.2 The Asian developing countries have opted for 
financial liberalization and deregulation of the interest rate. Financial 
development, combined with low rates of inflation and rapid growth, 
encouraged high rates of resource mobilization and increased saving rates. 

The NICs and ASEAN-4 countries have generally been very success­
ful at mobilization of domestic resources, and have for the most part
relaxed the savings constraints to development. Savings-to-GNP ratios 
increased or maintained high levels through the 1970s, especially in the 
NICs (see Chapter 3). By the 1980s, domestic saving averaged more than 
30 percent of GDP in the NICs, financing most of gross domestic invest­
ment; some of these countries have emerged as capital surplus countries. 
The ASEAN-4 countries have also improved their savings and investment 
performance, though not as dramatically as the NICs. 

Of the South Asian countries, only India increased its savings ratio 
to 20 percent by the 1980s. Sri Lanka and Burma now save over 10 per­
cent of GNP. But other South Asian countries have not been able to over­
come the vicious circle of poverty, low growth, and low savings; despite 
their remarkable domestic resource mobilization, investment nas con­
tinued to exceed saving in most cases. Korea, Indonesia, Malaysia, Thai­
land, India, and the Philippines have in fact accumulated large foreign 
debts, though only the Philippines has had a debt-servicing crisis. 

4. The NICs and ASEAN countries have given priority to economic 
growth over social welfare spending. Active redistributive policies played 
a minor role except for policies to help indigenous groups - pribumi and 
bumiputra-in Indonesia and Malaysia. But outward-looking policies
encouraged the use of the abundant factor of production: labor. Thus, 
the NICs in particular gave considerable resources to education, primar­
ily to promote future growth. Increased demand for labor and emphasis 
on human resource developmtnt helped to spread the benefits.of growth
widely. Such policies have helped the NICs to overcome their human 
resource constraints (see Chapter 6). 

http:benefits.of
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As a result, the NICs are among the most egalitarian countries in 
the world, far more so than Latin American and South Asian countries 
that have stressed redistributive policies. Thailand, Indonesia, and Malay­
sia have also made great strides in reducing the incidence of poverty. All 
of these countries have made significant gains in health, life expectancy, 
literacy rates, and other social indicators (Chapter 6). People in the 
ASEAN-4 countries, for example, could expect to live ten years longer 
in 1985 tman in 1970. The probability of infant survival doubled during 
the same time period. 

Asian countries demonstrate a high positive correlation between eco­
nomic growth and social indicators.22 Countries with the highist eco­
nomic growth rates since 1960 have also had the greatest improvement 
in general living standards, poverty amelioration, and income distribu­
tion. In Korea and Taiwan the incomes of the poorest 40 percent grew 
as fast or faster than GNP in the 1960s and 1970s, and urban-rural income 
differences were reduced in both countries. 

5. The combination of outward-looking, market-oriented policies 
and cautious macroeconomic management gave the Asian developing 
countries a great deal of flexibility. Policymakers learned from past mis­
takes and have been able to change inappropriate policies. Korea, for 
example, chose to concentrate on the development of heavy industries 
in the late 1970s, but recently slowed its movement in this direction. Sin­
gapore also reversed its high-wage policy that was meant to move its econ­
omy to higher skill and technology industries but only eroded its 
competitive position. 

Summary: Comparative Development Performance 

This chapter has emphasized th. pursuit of appropriate domestic policy 
measures in order to relax constraints on a country's development, thereby 
leading to better development performance as measured by real economic 
growth and various social indicators. 

Behind the statistics of differential development performance among 
the countries of East, Southeast, and South Asia lies the fact that each 
country's course of development appears not to have been limited by its 
initial conditions, but determined by the quality of its economic policies. 
The outward-looking approach has had apervasive influence on all poli­
cies: monetary, fiscal, agricultural, and those relating to human resource 

http:indicators.22
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dev,-lopment, and these strategies in turn have strengthened the organiza­
tional framework of the economy and intensified learning rates. 

The following chapters reason that what matters most are appro­
priate policies that stimulate trade, industrial growth, and employment 
(Chapter 2), raise the saving rate and allocate funds to the most productive 
investments (Chapter 3), maintain equilibrium in the balance of payments 
(Chapter 4), provide incentives to accelerate agricultural development 
(Chapter 5), and develop human resources (Chapter 6). The final chap­
ter brings together the ky lessons of successful development strategies 
for Asian countries, and looks to the future. 



Chapter2 

Industrialization and
 
Trade Policies
 

Raising the general standard of living is the goal of all national develop­
ment, but governments have not always agreed on the best rmethods of 
achieving this goal. Historically the growth of the now-developed nations 
has been accompanied by a shift from agricultural into industrial activi­
ties; indeed, this process of structural change, as noted first by Kuznets 
and later by Chenery, has occurred without exception.' It is not surpris­
ing, therefore, that present day LDCs consider industrialization the key 
to higher levels of income and standards of living. 

In the 1950s and 1960s, many developing countries began adopting 
policies to promote industrialization. At that time, conventional wisdom 
supported industrialization that initially aims at replacing imports of con­
sumer goods in the domestic market.2 The special characteristics of 
developing countries (e.g., imperfections in the factor markets) and other 
dynamic factors (e.g., external economies resulting from learning by doing 
and economies of scale) were believed to mitigate the optimality of laissez­
faire and the doctrine of comparative advantage, thus warranting inter­
vention. As a result, many developing countries adopted extremely pro­
tective trade policies and built high tariff walls around their industrial 
sector. Inpractice, however, import substitution strategies have produced 
only short spurts of industrial growth, after which most countries have 
not been able to continue rapid development. 

Most of the Asian developing countries followed import substitu­
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TABLE 2.1 Exp~ort and Import Ratios (percentage of GDP at current 
prices) 

Exports Imports 
1970 1978 1985 1970 1978 1985
 

NICs 
Hong Kong 101.1 98.9 105.8 95.7 102.2 99.4 
Korea, Republic of 14.3 31.1 36.4 24.1 35.1 35.9 
Singapore- 77.1 122.8 1 2 4 ,8 d 122.7 154.9 14 7 . 2 d 
Taiwan 29.7 52.4 55.1 29.7 45.9 44.1 

ASEAN-4 
Indonesia 12.8 21.9 22.7 15.8 20.8 21.0 
Malaysia 

4 0 . 5 b 49.1 54.9 3 9 .0 b 43.5 49.8 
Philippines 19.1 20.8 23.218.2 19.3 17.8 
Thailand 16.7 21.5 26.3 21.5 25.5 27.5 

South Asia
 
Bangladesh 6.0 c 
 5.5 6.5 5.0c 14.0 14.5 
Burma 5.6 5.8 4.6 8.2 10.1 8.6 
India 4.4 7.3 6 .8d 4.5 7.6 8 .5 d 
Nepal 4.9 10.6 1 1 .0 d 8.3 15.5 20.0 d 

Pakistan 14.9c 9.3 10.9 14.3c 18.3 21.1 
Sri Lanka 17.0 33.3 19.2 38.826.0 37.9 

Developed countries 

Japan 10.7 11.2 16.5 9.5 9.5 12.7 
United States 5.7 8.3 7.0 5.5 9.7 10.1 

Merchandise exports only.
b 1971. 
c 1973. 
d 1984. 

Sources: Asian Development Bank, Key Indicators of Developing Member Countries 
of ADB, April 1984, April 1985, and July 1986 issues. 

Hong Kong, Census and Statistics Department, Hong Kong Monthly Digest 
of Statistics, August 1986. 

International Monetary Fund, InternationalFinancialStatistics, May 1987. 
World Bank, World Development Report, 1984 and 1986 issues. 
World Bank, World Tables, Third edition. 
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tion strategies, at least initially. The NiCs, howev- , after the first stage 
of import substitution, shifted to a more export-oriented strategy in the 
1960s, with spectacular results. They did not share the export pessimism 
expressed by many development economists in the 1950s and 1960s3 

and, because of the limited size of their domestic markets, they were quick 
to recognize that import substitution was a self-limiting process. Korea 
and Taiwan, like Japan in the 1950s, dramatically increased growth rates 
of GDP, industry, and exports after the strategy change. The NICs have 
become among tile most trade-oriented countries in the world, with ex­
ports nd imports constituting between nearly 40 and more than 100 per­
cent of their GI)Ps (Tible 2.1). 

Other Asian developing countries ultimately began to follow the 
NICs' lead. The ASEAN-4 began to liberalize trade in the 1970s, while 
the South Asian countries shifted their policies in this direction even more 
recently. Growth of exports and output increased rapidly in the ASEAN-4 
throughout the 1970s; export-to-GDP ratios increased to more than 20 
percent in Indonesia, the Philippines, and Thailand, and to 55 percent 
in Malaysia. Export-to-GDP and growth rates of South Asian countries 
also increased in the 1980s over their averages of the past two decades. 
These countries have shown that trade policies have a profound effect on 
industrialization and growth. 

This chapter reviews trade and industrialization strategies pursued 
by the various Asian developing countr' iscusses changing economic 
conditions, and examines the options available for promoting export 
growth and further industrial and employment expansion. 

Conceptual Issues in Industrialization Strategies 

For thirty years, developing countnes have adopted explicit policies for 
promoting industrialization. This experience has shown us that, although 
the pace of industrialization depends in part on initial conditions- factor 
and resource endowment, size, location, and social mores-and on the 
international environment, policy is the main determinant of industrial 
growth rates and structural change. 

The two major approaches to industrialization are frequently iden­
tified as import substitution and export promotion.4 In this chapter, 
importsubstitutiondoes not refer to the natural process of import replace­
ment that occurs as more financing, technical knowledge, and skilled labor 
are made available with economic development. Under this natural pro­
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cess, new industrial activities will tend first to supply dom,-stic markets.Production for the domestic market was a major source of industrial
expansion in all Asian countries, including those, such as Korea, that fol­lowed an export-led growth path.' Moreover, as other industries reach a more advanced stage of maturity, they begin to compete in internationalmarkets. Naturally occurring import substitution and export diversifica­tion tak2 place simultaneously. Instead, importsubstitutionwill be usedhere to indicate deliberate policies by home governments aimed at increas­ing the share of domestic producers in the home: market faster and to ahigher level than would occur under natural import substitution.

Export promotion policies, on the other hand, are policies used tocompensate export industries for discrimination resulting from preferen­tial treatment granted to import substitutes. Because such policies donot usually entail net subsidies to exports and are often implemented inconjunction with import substitution policies, however, the term exportpromotioncan be misleading.' Throughout this chapter, then, export­orientedwill be used in reference to all policies that reverse the discrimi­nation against exporters and allow for more balanced incentives. 

Import Substitution as an Industrialization Strategy 
As mentioned in the introduction to this chapter, import substitutionstrategies rest on the assumptions of external economies resulting fromlearning by doing, imperfect markets for information and for capital, and,with some qualifications, the existence of factor market distortions (e.g.,the prevailing wage is higher than the social opportunity cost of labor).Because of these conditions, it is argued that trade protection is neces­sary for infant industries until they can compete internationally. An importsubstitution strategy is often appealing to developing countries becauseit is believed that replacing previously imported goods with domesticproduction will ease the balance-of-payments situation and at the sametime fulfill the countries' aspirations toward industrialization. Import sub­stitution policies are often amanifestation of economic nationalism; estab­lishment of protected enterprises, often state owned, is seen as a meansof developing indigenous productive facilities and entrepreneurs.

In the first phase, import substitution usually covers nondurable con­sumer goods industries. After the initial filling of market demand for thesegoods, industrial growth inevitably slows down to the rate ofexpansionof domestic demand, unless the growth can be sustained by penetrating
foreign markets. Most often the import substitution process must be 



INDUSTRIALIZATION AND TRADE POLICIES 29 

pushed into a second phase: domestic production of consumer durables 
and intermediate and capital goods. This phase does not necessarily reflect 
a greater maturity of the economy or a changing factor endowment; it 
results from the necessity ofopening up additional markets for industrial 
output, even while artificially high profits and production inefficiencies 
become embedded in the already established industries. 

Import substitution involves a wide variety ofgovernment interven­
tions into product and factor markets that artificially raise output prices 
and factor demand in the industries promoted. It also allows a country 
to maintain a stronger domestic currency than would otherwise be the 
case. Yet it discriminates against export-oriented industries and agricul­
tural activities through higher factor costs (because of resource flows into 
protected industries), higher prices of other inputs, and less competitive

7
prices for exports. 

The difficulties associated with these polices have become apparent 
in recent years. In practice, as protected infant industries grow, their unit 
costs fail to decline. A,id even if they do decline, deliberate import sub­
stitution often leads to the entrenchment of business and labor groups 
more interested in retaining monopoly privileges than in raising produc­
tive efficiency. Moreover, these policies may not even save foreign ex­
change, because imports of machinery, other equipment, and intermediate 
goods must increase in the initial period. 

One indicator of how the structure of protection affects the produc­
tion pattern is the effective protection rate (EPR). 8 The EPR differs from 
the nominal protection rate (NPR): NPRs measure the difference between 
domestic and border prices of commodities brought about by protection, 
while EPRs measure the extent to which domestic value-added exceeds 
international value added. Despite some criticism on both theoretical and 
empirical grounds, EPRs offer some insight into the effect of protection 
structures on resource allocation.' They are important in evaluating 
incentives offered by government policies because they tell us the extent 
of the production subsidy awarded to each sector by the whole system 
of protection. As such, the EPR is a useful measure of the degree of dis­
tortion brought about by various taxes and subsidies on tradeables. 

Import substitution strategies usually result in wide variations in 
EPRs across industries. Tariffs on capital and intermediate goods tend 
to be lower than tariffs on final products, frequently resulting in large posi­
tive subsidies on "final touch" production. Because exportables are usually 
not protected and inputs used in the production of exportables are often 
subject to duties (thus constituting atax on exports), the EPR for export­



30 

ASIAN DEVELOPMENT 

ables is often below average or even negative. The escalation of EPRs (rateswill increase with degree of processing) common in most countries adopt­ing inward-looking strategies indicates that protection schemes provide
the least protection for capital goods and, in fact, subsidize the use of 
imported capital goods. 

A number of policies associated with import substitution regimesartificially encourage the use of (scarce) physical capital relative to (abun­dant) semiskilled labor. Direct interventions by government in factor
markets ­ minimum wage laws, interest rate controls, tariff concessions 
on imported capital inputs, and tax concessions on investment in capital
equipment-have commonly been used. Tariff and nontariff barriersusually provide greater protection to industrial activities intensive in the 
use of skilled labor and capital equipment. Firms in all industries are oftengiven incentives to choose techniques using less low- or semiskilled laborthan otherwise, and investment is distorted toward heavy capital outlays 
per employee and per unit of output. 

The Role of Small- and Medium-Scale Enterprise 
Import substitution policies favor development of larger, well-established
firms. Yet most industrial firms in developing countries are small in size.The numerical importance of small- and medium-scale enterprises and
their role in generating employment are reco'.4nized throughout Asia. Buttheir potential contributions to growth have not been realized, particu­
larly in countries following import substitution strategies.

The small-scale sector is an excellent vehicle for promoting indus­trial employment, because the production process in small-scale indus­tries tends to be more labor-intensive than those of larger firms. "' Small­and medium-scale industrial firms (SMIs) can also make substantial con­
tributions toward capital formation, development of entrepreneurs, andgeneration of off-farm employment in rural In developedareas. anddeveloping countries, a large proportion of the labor force in the manufac­
turing sector is employed in SMIs. In Japan, for example, SMIs are anessential part of the industrial structure; they supply parts to larger firmsin a subcontract::.- system and even exported more than 50 percent oftheir total output in the mid-1950s." In Taiwan, SMIs provide ruralemployment opportunities and have contributed to improvements in thedistribution of income. 12 However, the development of healthy, econom­
ically viable small- and medium-scale industries has been hampered bypolicies avoring large-scale, capital-intensive enterprises in many develop­
ing c( untries. 
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One study of the ASEAN countries found that, even at prevailing 
prices uncorrected for possible dirtortins in favor of large-scale indus­
try, SMIs were more efficient than large-scale enterprises in about half 
of all industrial subsectors. " The fact that the smaller firms could com­
pete effectively in nearly half of the industries indicates that they could 
contribute even more if distortions biasing competition for scarce factors 
in favor or large-scale firms were reduced. 

But a caveat is in order: an industrialization and employment strategy 
based predominantly on small-scale firms may encourage the establish­
ment of many small, inefficient firms that use more capital per unit of 
output than larger firms. Such policies may lead to an extremely dual­
istic industrial structure-many small, traditional firms and a few large 
firms with no middle-sized, modern ones. The general conclusion is that 
industrial activities should be evaluated for both scarce and abundant fac­
tors before their potential contribution to economic development is 
judged. 

Export-Oriented Industrialization Strategies 

In general, export-oriented strategies tend to involve fewer and smaller 
departures from free trade and markets than do import substitution strate­
gies. The superior performance of countries under export-oriented growth 
is spurred by a more efficient allocation of resources from participation 
in world trade. Traditional international trade theory explains this as being 
the result of specialization in accordance with comparative advantage. 
Optimal resource allocation (in static analysis) under competitive con­
ditions is achieved when the marginal rate of transformation (MRT) for 
domestic production equals that for international production. When the 
domestic and international MRTs of x:y are equal, no additional national 
product can be had by shifting resources out of product x in order to pro­
duce more of y. Empirical evidence generally supports this notion and 
strongly links trade and efficiency ' s well as trade and growth.' 4 

The dynamic benefits of export-oriented policies are crucial: exploi­
tation of economies of scale in the wider export market, fuller utiliza­
tion of capacities, exposure to more competition, better quality controls, 
and enlarged technological and social capabilities. Economies of scale 
from higher potential export volume encourage new industries to start 
up much earlier than if they were confined to the domestic market. Exports 
also enlarge technological capability by facilitating technical transfers and 
by stimulating technical effort.'* 

According to Allvn Young, the learning rate ofan economy is highly 
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FIGURE 2.1 	 Average Annual Growth of Real Output in the 
Manufacturing Sectors of Developing Regions, 1973-84* 
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Sources: Asian Development Bank, Key Indicators of Developing Member Countries 
ofADB, July 1986. 

World Bank, World Development Report, 1986. 

dependent on people's aptitudes and attitudes and on their social insti­
tutions and political arrangements. 6 A country's "social capability" to 
incorporate change is enhanced greatly by participation in international 
exchange. As the success Ftories of Taiwan and South Korea indicate, the 
most important induced effects of trade and foreign investment are likely 
to be in the acceleration of the economy's learning rate when the outward­
looking policies are combined with reliance on the market system and 
selective government interventions. Moreover, relaxation of the foreign
exchange constraint through exports improved the creditworthiness of 
these countries. Export earnings facilitated the importation ofcapital and 
intermediate goods necessary to sustain the capacity for high growth. The 
expansion of exports even increased demand for intermediate inputs from 
other industries, and the rising incomes from exports increased consumer 
demand. Because exports tended to be labor intensive, they increased 
employment and labor earnings in the NICs. 
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Experiences of Asian Developing Countries 

The rapid industrial growth of many of the Asian developing countries 
compared to other developing regions reflects the different types of poli­
cies they have adopted. During the 1970s, industrial sectors (manufac­
turing, mining, construction, and public utilities) made substantial 
contributions to economic development in Asian less-developed nations 
by accelerating their total income growth, by expanding opportunities 
for productive and remunerative employment, and by easing balance-of­
payments problems. The success of many Asian countries in promoting 
industrial expansion is demonstrated by high average growth rates of 
industrial and manufacturing output during the 1970s. Manufacturing 
GDP,on average, grew more than four times as fast in the NICs and 
ASEAN-4 (over 10 percent) as in Latin America, and more than three times 
as fast as in Africa between 1973 and 1984 (Figure 2.1). 

Because of this rapid growth, the shares of the industrial and 
manufacturing sectors in GDP have grown, while, by contrast, the share 
of agriculture in GI)P has been declining continuously in nearly all Asian 
countries.'- The progress made in shifting the labor force out of agricul­
ture into industrial jobs has varied widely among the regions, however. 
In the NICs, high rates of industrial growth have led to rapid growth of 
employment. In the ASEAN-4 countries, the growth rate of industrial 
employment has barely exceeded that of the labor force as a whole, and 
the share of industrial employment has remained low. Although the larger 
South Asian countries had a substantial industrial base by the 19 70s, the 
performance of the industrial sector as a whole was below the average 
for the Asian region in terms of both output growth and employment 
generation. 

Rapid rates of Asian manufacturing and industrial growth were 
achieved despite severe international disturbances in the 1970s. Before 
adjustment to the first oil price shock of 1973-74 had been completed 
in many oil-importing countries, however, oil prices surged up further 
in 1979-80. This second oil price increase plus prolonged recession in 
many of the OECI) countries had a more severe negative impact on Asian 
industrialization than did the first oil shock-recession sequence. Table 
2.2 shows that growth rates of industrial and manufacturing GDP fell in 
the 19 80s from the previous decade-long average in all of the NICs and 
ASEAN-4 countries. In most South Asian countries, on the other hand, 
GDP growth rates and the growth of the industrial and manufacturing 
sectors improved in the 1980s. 

The next section will review the policies adopted by the three groups 
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TABLE 2.2 Asian Less-Developed Countries: 
Growth of Industrial and Manufacturing Real Output 
(compounded annual rates in percent) 

Industry 

1960-70 1970-80 1980-85 

Manufacturing 

1960-70 1970-80 1980-85 

NICs
 
Hong Kong 


Korea, 
Republic of 

Singapore 

Taiwan 

ASEAN-4 
Indonesia 

ialaysia 

Philippines 

Thailand 

South Asia 
Bangladesh 

Burma 


India 


Pakistan 


Sri Lanka 

NA = Not available. 

a 1980-84. 
b Including mining. 

NA 

16.5 

14.3 

13.2 

6.5 

NA 

5.9 

11.5 

7.9 

3.4 

5.5 

10.8 

6.6 

10.3 

14.0 

9.9 

12.5 

11.3 

9.6 

8.3 

9.2 

4.4 

5.1 

3.8 

5.2 

4.0 

NA 

8.8 

4.7 

5.9 

4.6a 

7.2 

-2.9 

4.9 

4.8 

7.3 

5.22 

8.8 

4.0 

NA 

16.8 

14.5 

14.7 

4.6 

NA 

6.5 

11.6 

6 . 5 b 

4.1 

5.2 

9.9 

6.2 

10.4 NA 

15.4 8.4 

10.9 1.3 

12.7 6.5 

13.6 6.5a 

11.4 6.2 

7.0 -1.4 

10.0 5.4 

6 . 3 b 2 .5 b 

4.0 6.4 

4.3 5.5a 

4.3 10.1 

2.0 4.2 

Sources: Asian Development Bank, Key Indicatorsof Developing Member Countries 
of ADB, July 1986. 

Republic ot China, Directorate-General of Budget, Accounting and Statistics,
Statistical Yearbook of the Republic of China, 1986.
 

World Bank, World Tables, Third edition.
 

of countries to adjust for changing economic conditions. The ability of 
these countries to sustain or improve their industrial performance depends 
mainly on their own domestic efforts and policies. Structural adjustment 
to the changing world economic environment may require substantial 
investment in new lines of industrial production and in increasing the com­
petitiveness of existing industries. 
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The Newly Industrializing Countries 

Nowhere in the world has the growth of trade and the industrial sector 
played as critical a role as in the NICs of Asia." The economies of Tai­
wan and Korea in particular underwent fundamental structural changes 
in a remarkably short time. These countries are now so thoroughly iden­
tified as exporters of manufactured goods that it is hard to remember that 
only a couple of decades ago they were predominantly agricultural. In 
1960, primary goods, mainly agricultural, accounted for 86 percent of 
Korea's exports and 73 percent of laiwan's. At that time, exports were 
less than 10 percent of GNP in Taiwan and 5 percent in Korea. But indus­
trial sector growth in the NICs was generally in excess of 10 percent per 
year (Table 2.2) and accounted for more than 40 percent of the total 
growth of GNP in the 19 60s and 19 70s; by 1970, manufactures accounted 
for over 70 percent of total exports. Manufactured exports led the high 
growth of the industrial sector in the NICs (Table 2.3). 

The NICs' success is, of course, due to many factors," but there is 
no doubt that their outward-looking industrialization strategies are an 
essential component. Hong Kong was from the outset virtually a free­
trade economy and experienced exceptionally high export growth in the 
1950s. Singapore, after it was forced out of the Federated States of Malay­
sia in 1965, had a brief import substitution phase but shifted to export 
orientation in 1967. In the 19 50s, Korea and Taiwan entered the first phase 
of import substitution; however, a major policy change in the late 1950s 
and carly 19 60s reduced tariffs substantially and provided more equal
incentives for expansion of all economic activities. The biases against 
exports resulting from import barriers were offset by subsidy schemes 
(mainly tax and credit preferences), and export preferences compensated 
for a slight overvaluation of home-country currencies so that exporting
remained as profitable as domestic sales. Exporters were not handicapped 
vis-i'i-vis foreign competitors. This "balanced" incentive system facilitated 
the shift from production for domestic markets to production for export,
and encouraged the use of semiskilled and unskilled labor in light con­
sumer goods manufactures and other labor-intensive industries. With the 
lifting or reducing of tariffs and other trade restrictions, profit rates in 
export-oriented, labor-intensive manufacturing rose sharply.2 0 

Korea and Tiwan continued to provide protection for selected indus­
tries even as they moved toward an export-oriented growth path. They 
appear to have followed Japan's pattern of export-oriented industriali­
zation. Japan in the 1950s shielded several of its infant industries from 
foreign competition, and some of these industries have grown to become 
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TABLE 2.3 	 Asian Less-Developed Countries: 
Growth of Manufactured Exports 

Compounded 
Growth Rate 

1970 1985 (%) 

NICs 
Hong Kong 1,940 15,773 15.0 
Korea, Republic of 621 25,825 28.2 
Singapore 415 11,474 24.8 
Taiwana 1,037 21,902 26.4 

ASEAN-4 
Indonesiab 12 2,191 44.9 
Malaysia 121 3,471 32.3 
Philippinesa 68 1,205 24.8 
Thailandb 30 2,386 36.6 

South Asia 
Bangladeshd 216 641 10.4 
Burmae 2 6 22.8 
India f 908 4,609 15.9 
Nepald 7 76 25.0 
Pakistan 398 1,657 10.0 
Sri Lankab 5 382 36.9 

Total LDCsb 8,929 139,740 21.7 

Worldb 172,868 1,067,938 13.9 

a 1970 and 1983. 
b 1970 and 1984. 
c 1971 and 1983. 
d 1974 and 1985. 
e 1970 and 1976. 
t 1970 and 1981. 
Sources: Republic of China, Department of Statistics, Ministry of Finance, Monthly

Statistics of Exports and Imports, The Republic of China, December 1986. 
United Nations Conference on Trade and Development, Handbook on Inter­

national Trade and Development Statistics 1986. 

the world's most efficient producers of various manufactures.2' It seems 
that the degree and duration of protection afforded to an industry is a 
significant factor in its subsequent development. High rates ofprctection 



INDUSTRIALIZATION AND TRADE POLICIES 	 37 

TABLE 2.4 Asian Less-Developed Countries: Average Tariff Rate 

Simple Average 
Tariff Rate (%) 

NICs 
Korea, Republic of 23.5 
Singapore 6.4 

ASEAN-4 
Indonesia 32.6 
Malaysia 25.0 
Philippines 29.2 
Thailand 30.7 

South Asia 
Bangladesh 74.7 
India 65.7 
Pakistan 71.0 
Sri Lanka 44.2 

Sources: 	Data computed by Philippine Tariff Commission from:
 
Customs Tariff of Thailand 1983.
 
India Douanes 1979-1980.
 
Indonesia's Customs Tariff 1980.
 
Korea Douanes 1982-1983.
 

Malaysian Practical Guide to Customs Duties Order 1982.
 
Pakistan Douanes 1979-1980.
 
Philippine Tariff and Customs Code 1982.
 
Singapore Trade Classification and Customs Duties 1983.
 
Sri Lanka Douanes 1983-1984.
 
United Nations Conference on Trade and Development, Trade Information
 

System (Computer Tape 1984) for Bangladesh 

for prolonged periods usually result in inefficient, monopolistic indus­
try. In Japan and the NICs, moderate protection for infant industries was 
coupled with export incentives to encourage the,-i to become competi­
tive. The overall structurc of protection was relatively neutral. 

Average nominal and effective tariff rates were lower, and nontariff 
barriers and quantitative restrictions were used less widely in the NICs 
than in most other developing countries (Table 2.4). The ffective rate 
of protection for all manufacturing averaged 13 percent in Kom a in 1968, 
4 percent for Singapore (1967), and 14 percent for Taiwan (1969).22 The 

http:1969).22
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TABLE 2.5 Exports of NICs by Principal Commodity Groups 
(percentageof total exports) 

Hong Kong Korea Singapore, Taiwan 
1970 1983 1970 1984 1970 1984 1970 1983 

Prir.iary commodities 7.5 8.3 24.9 15.8 70.3 45.5 29.9 12.8 
Raw materials 3.7 4.4 15.3 11.4 53.9 36.9 9.6 6,5 
Agricultural &
 

food products 3.7 3.9 9.6 4.4 16.4 
 8.6 20.3 6.3 

Manufactured goodsb 92.2 90.9 75.! 84.1 26.7 47.7 70.0 87.2 
Chemicals 4.0 3.7 1.4 2.9 2.7 5.0 2.3 2.5 
Resource-based 

manufactures 5.8 3.5 12.5 4.0 3.0 2.2 9.2 7.1 
Textiles 10.9 9.3 10.2 8.9 3.5 1.4 13.3 7.3 
Metal manufactures 2.4 2.4 1.5 4.8 1.3 1.0 1.9 4.8 

Electrical machinery 9.2 14.8 5.3 13.8 4.0 16.9 11.9 16.1 

Non-electrical
 
machinery 
 1.5 6.4 1.0 3.1 4.0 10.5 3.3 6.3 

Transport equipment 0.7 1.6 1.1 18.9 3.0 3.4 0.8 3.8 

Precision
 
instruments 0.0 8.9 0.0 
 1.4 0.0 1.5 0.4 2.1 

Clothing 27.8 24.2 25.6 15.4 2.0 2.2 14.3 11.9 
Furniture 0.6 0.5 0.0 0.2 0.0 0.3 0.2 2.3 
Footwear 2.0 0.9 2.1 4.6 0.3 0.1 1.9 7.2 
Miscellaneous
 

msrtufactures 27.2 14.6 14.6 6.0 
 2.9 2.3 10.4 15.8 

Total exports, 
(US$ billion) 2.5 22.0 0.8 29.3 1.6 25.7 1.5 25.1 

Singapore records no values for trade with Indonesia. Singapore exports to Indonesia 
derived from Indonesian imports from Singapore using Singapore conversion factor 
CIF/FOB fnr the respective year. Total exports are adjusted to include exports of Sin­
gapore to Indonesia which is not reflected in original source. 

b The categori,:s of manufactured exports do not necessarily add up to total manufac­
tured exports since not all categories are listed. Manufactured plus primary com­
modities may not add up to 100 because SITC 9 (commodities and transactions not 
classified elsewhere) is excluded. 

c Including re-exports. 
Sources: Republic of China, Department of Statistics, Ministry of Finance, Monthly

Statistics of Exports and Imports, The Republic of China, December 1986. 
United Nations, Commodity Trade Statistics, 1970, 1983, and 1984 issues. 
United Nations, Yearbook of InternationalTrade Statistics, 1983 and 1984 

issues. 
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protection structure left little room for excess profits or inefficiencies in 
these countries. In Korea, high profits were generally reinvested by Korean 
entrepreneurs.2 3The Korean government encouraged investment partic­
ularly in export and import substitution industries through credit and 
tax incentives, control of foreign exchange, and informal pressure. In addi­
tion, taxation on undistributed profits invested in new technology was 
kept low.2" 

An important feature of protection in the NICs was that, for the most 
part, international competitiveness was greatly emphasized. This meant 
that domestic prices were not allowed to exceed international prices for 
prolonged periods. In fact, ,ndustries receiving protection were pushed 
rapidly to become internationally competitive; firms were expected to pro­
duce goods of comparaL le quality and price to imports, and to begin ex­
por!ing within a few years. The requirement to produce at world market 
prices prevented proliferation of excessively capital-intensive activities, 

The overall industrialization strategy of the NICs supported an out­
put mix that conformed to domestic factor endowments. The resources 
available had a strong influence on the pattern of industrial development. 
Because of Singapore's proximity to the ASEAN-4, petroleum refining 
and other resource-processing industries along with labor-intensive man­
ufactures contributed to its industrial growth. Its geographical position 
also enabled it to use its considerable marketing talents and advanced ser­
vice sector to trade intensively with its ASEAN partners. The large per­
centage share of primary commodity exports reflects Singapore's role as 
an entrep6t center. 

For the other NICs, their comparative advantage lay in their abun­
dant and well-educated labor force. Traditional labor-intensive products 
(clothing, textiles, resource-based manufactures, and miscellaneous man­
ufactures) constituted about 50 percent of total exports in 1970 (Table 
2.5). Labor policies were used to enhance this advantage: into the 1970s, 
government intervention in labor markets remained moderate, tending 
more toward wage ceilings than minimum wages in excess of equilibrium 
wage rates. Average wage rates for unskilled labor were low and stable 
during the 1960s; they began to rise when surplus labor was largely 
absorbed and labor productivity increased in the late 1960s and early 
1970s.2 

Because of their emphasis on labor-intensive manufactures and their 
highly elastic supply of low-cost semiskilled labor, two-thirds of the NICs' 
industrial expansion was generated through added industrial employment. 
In Korea and Taiwan, the industrial sector completely absorbed the annual 
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rise in the labor force and also drew labor from other sectors. From the 
1970s on, there has no longer been a labor surplus. The increase in indus­
trial employment has allowed all workers to share the benefits of rapid 
economic growth, especially in Taiwan. 

The increase in overall industrial employment corresponded with a 
decrease in employment shares of small- and medium-scale industrial 
firms, from about 50 percent in Taiwan and Korea in the 1960s to 37 per­
cent and 26 percent respectively in the 1970s.2, The larger employment
share of small- and medium-scale industry in Taiwan is due in part to the 
fact that, unlike the Korean government, iaiwan did not actively pursue
policies aimed at deliberately encouraging large enterprises.-' The SMIs 
in Taiwan contributed to a more even income distribution and a wider 
regional distribution of manufacturing activities (see Chapter 6).

Small- and medium-scale industrial firms (establishments with 5-99 
employees) represented more than 90 percent of the total number ofestab­
iishments and accounted tor 30 to 34 percent of manufacturing employ­
ment. The share of SMIs in manufacturing value-added ranged from 17 
percent in Korea to more than 20 percent in Singapore and Taiwan.2 In" 
Singapore and Tliwan, where price distortions are minimal, SMIs are 
highly efficient, contributing strongly to exports and serving as subcon­
tractors for large firms.2 9 In Korea, however, subcontracting and export­
ing is not prevalent among SMIs: a survey in 1975 found that less than 
20 percent of SMI sales were contract sales to othe- firms in Korea. Like 
exports, the percentage of sales to other firms increased with size. "I 

The iiMcentive systems applied in the NICs were not entirely free of 
bias, however. Intermediate and engineering goods industries enjoyed
heavily protected domestic markets. Yet traditional consumer goods

industries suffered: they had to pay higher prices for protected inputs. Still,

such biases were not strong enough to affect either the profitability or the 
international competitiveness of labor-intensive manufactures. 

Beginning with the mid-1970s, the prospects for future NIC develop­
ment became less favorable. At the same time that higher labor costs 
tended to reduce the international competitiveness of some traditional 
exports (even though productivity gains acted to offset this), rising
balance-of-payments deficits, inflation, and unemployment led Europe
and the United States to impose additional (mostly nontariff) trade bar­
riers, discriminating against the exports of NICs. 

Before the NICs were seriously affected by these changes, their gov­
ernments instituted new policies aimed at diversifying industrial exports.
These policies were based on the judgment that the effects of the new pro­
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tectionism in more-developed countries (MDCs) and the loss ofcompeti­
tiveness because of rising domestic wages could best be countered by 
shifting industrial production toward technology-intensive and heavy 
industrial activities. The NICs were also concerned about their own 
balance-of-payments positions: if some imported raw materials and 
machinery could be produced domestically, foreign exchange would be 
saved. This strategy is clearly revealed in the changing composition of 
industrial output and exports in these countries: capital- and technology­
intensive goods increased while light manufactures decreased." In Korea 
and Taiwan, incremental output shifted to machinery, basic metal indus­
tries, and chemicals, though light consumer goods maintained an impor­
tant share. 

In the NICs, the share of traditional labor-intensive manufactured 
exports in total exports declined, while remaining large enough to keep 
these products among the top individual export items. During the 1970s, 
the factor content of NIC exports increasingly shifted into human and 
physical capital-intensive products and services. In Taiwan and Hong 
Kong, the shares of electrical machinery in total merchandise exports were 
larger than those of primary products by the 1980s. Similarly, the shares 
of nonelectrical machinery, precision instruments, and transportation 
equipment showed significant gains. These changes indicate the enhanced 
competitiveness of the Asian NICs in sophisticated manufacturing 
industries. 

The industrial policies aimed at shifting the output mix toward more 
skill- and capital-intensive manufactures had varying degrees of success. 
Korea embarked on an industrialization program emphasizing heavy 
industry by providing credit for selected industries at artificially low inter­
est rates, and introducing import controls plus selective tariff protec­

' tion. 2 Its exports of iron and steel increased from less than 2 percent of 
total exports to almost 10 percent in the 1970s. But Korea had only mixed 
success in its promotion of heavy industrial exports. Although its indus­
trial strategies had encouraged private investment to reach an unprece­
dented level by 1979, therm v a s substantial downturn in 1980 owing 
to social and political unrest, a poor harvest, and rising prices of food, 
oil, and other necessities. Domestic inflation accelerated during a time 
when output growth slowed down and even turned negative. This crisis 
led the Korean government critically to review its heavy-industry strategy. 
Subsequent policy changes have de-emphasized heavy industries and 
moved to develop exports that are smaller in scale, are less import­
intensive, and encourage development of technology. 
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Taiwan and Singapore ,hosc a different adjustment path, aimed at 
export-led growth with standardized product cycle goods (e.g., radios, 
color televisions) and selected heavy-engineering goods. Taiwan did not 
intervene in capital markets and foreign trade; instead it established a 
science-based industrial park to facilitate the inflow of advanced tech­
nology. The Singapore government chose to intervene in the labor mar­
ket. Legal wages were raised in several successive increments by a total 
of about 80 percent in 1979-81. At the same time, measures were taken 
to upgrade the skills of the labor force. The wage increases were meant 
to induce a shift from unskilled to skilled labor-intensive activities, in 
which higher labor productivity would permit higher wages without con­
ferring any advantage to capital-intensive industries. Still, many workers 
have little education, making such a transition very difficult in a short 
period of time. 

The government of Singapore continued to pursue a high-wages pol­
icy into the mid-1980s. Between 1981 and 1984, hourly wages ofproduc­
tion workers were raised by 61 percent. This made 1984 wages in Singapore 
almost 70 percent higher than in Hong Kong and Korea, and 25 percent
higher than in Taiwan. (In 1981, Singapore wage rates had been about 
the same as in Hong Kong, and a third higher than in Korea.)" The 
higher wages led to the contraction of traditional labor-intensive export 
manufacturing in Singapore, causing resources to shift to capital-intensive 
industries-ship building, machincry, petroleum refining, chemicals, and 
the like. The country's industrial export base narrowed, its share of tradi­
tional manufactured exports in total manufactured exports falling below 
those of the other NICs. These misguided wage policies contributed to 
the drop in Singapore's economic growth rates in the mid-1980s. The 
appearance of negative growth for the first time in more than two decades 
forced the government to revise its strategy. New policies aimed at reduc­
ing labor and other costs of production were quickly adopted. 

Hong Kong was hit hard by the prolonged world recession that sent 
exports and growth plummeting in 1982, and also by a crisis of confidence 
over the territory's future. The September 1984 Sino-_;4tah agreement 
calmed the nerves of the business community but failed to rekindle invest­
ment to expand manufacturing capacity. Hong Kong's sharp drop in 
exports to the United States in the mid-1980s and its continued slow 
growth of domestic demand and construction contributed to less than 
1 percent real growth in 1985. Unlike other NICs, however, Hong Kong 
has not dramatically changed the composition of its manufactured 
exports; instead it has developed a highly competitive service sector that 
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contributes to foreign exchange earnings. Increasing protectionism in the 
MDCs and uncertainties over the intentions of the government of China 
over the long run could reduce growth prospects in flong Kong. On the 
other hand, China's modernization opens up vast new opportunities for 
Hong Kong. Its exports to China have already increased tenfold in 
1980-85,4 and investment by Hong Kong residents in China's Special 
Export Zones (SEZs) has also grown dramatically. 

Overall, slower real economic growth has accompanied the new 
industrial strategy of the NICs. Some of the policy changes had the effect 
of reducing economic efficiency even as the external economic environ­
ment became more hostile. The NICs' industrial development will con­
tinue to be export-oriented because of the limited size of their domestic 
markets and their poor natural resource endowments, which create a high
dependency on imported raw materials and energy. But protec-ionism 
against their traditional labor-intensive and semiskilled products, increas­
ing wage rates as a result of full employment of the labor force, and emerg­
ing competition from more labor-abundant countries will probably check 
further export growth in products such as textiles and clothing. 

Whether the NICs can sustain high rates of export growth in the face 
of growing protectionism (particularly in Europe, Japan, and the United 
States) and slower real growth of international trade depends on future 
expansion of world and regional markets, and on which products the 
NICs can utilize to gain a comparative advantage. Structural shifts in 
MDCs can open up new, less-protected markets for more sophisticated 
exports from the NICs. But such opportunities will be limited if economic 
recession and rising unemployment continue to slow down adjustment 
processes in MDCs. There appears to be little reason for optimism for 
the revival of rapidly growing, open world trade in the late 1980s. 
Nonetheless, to some degree the Asian NICs may be able to circumvent 
barriers to their exports by export diversification toward more skill­
intensive products, as they have done in the past. The markets for these 
products are less distorted by trade barriers, and retaliatory measures are 
less likely than in traditional labor-intensive sectors. 

Another option, however, may lie in trade between the NICs and 
other LDCs. In the 19 70s, trade channels were established successfully 
between NICs and Middle Eastern oil exporters, while trade with other 
LDCs inside and outside the region grew fast enough to maintain aver­
age shares of about 20 percent and 12 percent since 1970. Declining oil 
revenues are likely to slow export growth to the Middle East, however. 
Moreover, trade with other LDCs is hampered by protection. Progress 
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TABLE 2.6 Exports of ASEAN-4 by Principal Commodity Groups 
(percenrage of toral exports) 

Indonesia Malaysia Philippines Thailand 
1970 1983 1970 1984 
1970 1984 1970 1983
 

Primary commodities 98.6 89.2 90.9 73.5 93.5 49.9 89.5 65.7 
Raw materials 79.0 82.0 77.4 54.2 49.5 19.5 39.0 15.0 

Agricultural 	& food
 
products 19.6 7.3 13.5 19.2 44.0 
 30.5 50.5 50.7 

Manufactured goods, 1.1 10.0 8.2 26.4 6.3 24.1 5.2 32.9 
Chemicals 0.5 2.4 1.1 1.1 0.5 1.7 0.4 1.0 
Resource-based
 

manufactures 0.2 
 3.9 2.9 1.9 4.5 3.9 2.1 6.1 
Textiles 0.0 0.9 0.4 1.0 0.5 0.9 1.2 5.4 
Metal manufactures 0.0 0.0 0.3 0.3 0.0 0.2 0.2 0.6 
Electrical machinery 0.0 0.6 0.4 15.7 0.0 4.3 0.0 5.6 
Non-electrical
 

machinery 0.3 
 0.4 0.9 1.6 0.0 0.3 0.0 1.4 
Transport equipment 0.0 0.0 0.8 1.5 0.0 0.5 0.0 0.3 
Precision
 

instruments 0.0 0.0 0.0 0.0 0.0 0.0
0.3 0.6 
Clothing 0.0 1.4 0.5 1.8 0.0 6.4 0.1 7.4 
Furniture 0.0 0.0 0.0 0.1 0.0 1.7 0.0 0.6 
Footwear 0.0 0.0 0.2 0.1 0.0 1.1 0.0 1.1 

Miscellaneous
 
manufactures 0.0 0.3 
 0.6 1.2 0.8 2.8 0.5 2.7 

Total exportsb 
(US$ billion) 1.1 21.9 1.8 16.5 1.1 5.0 0.7 7.4 

I The categories of manufactured exports do not necessarily add up to total manufac­
tured exports since not all categories are listed. Manufactured plus primary com­
modities may not add up to 100 because SITC 9 (commodities and transactions not 
classified elsewhere) is excluded. 

bIncluding re-exports. 
Sources: United Nations, Yearbook of InternationalTrade Statistics, 1983 and 1984 

issues. 
United Nations Conference on Trade and Development (UNCTAD), com­

puter tapes, 1983 and 1984. 
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depends ou the willingness of I.DCs to cooperate with one another 
through mutual access to each other's markets. 

Development of the NICs' domestic markets for consumer durables, 
housing, and discretionary spending could increase demand for many new 
products and services. Such expansion seems to be inevitable in the 1980s 
because incomes and consumer spending power have risen substantially, 
while the quality of housing and the ownership of durables such as auto­
mobiles, color televisions, videocassette recorders, and refrigerator- have 
lagged. For example, Koreans owned fewer than 14 automobiles per 1,000 
people in 1980, even though per capita income was close to that ofJapan 
in 1968, when automobile ownership there was 170 per 1,000 persons.35 

Domestic market development need not imply more protection for 
domestic producers. In fact, high-tariff and nontariff protection has slowed 
growth in consumer durables buying in Taiwan and Korea. Reducing high 
rates of protection in the auto, housing, and durables sectors can spur 
greater domestic efficiency and boost consumer demand without threaten­
ing the overall viability of domestic industries. 

As income continues to grow in the larger NICs, domestic industrial 
growth in sophisticated sectors, e.g., microcomputers, electrical appli­
ances, and home furnishings, can expand and strengthen overall indus­
trial growth. Hong Kong and Singapore cannot rely much on domestic 
market expansion because of their small size, but both may continue to 
boost their industrial sectors by capturing ashare of the expanding China 
market. 

The ASEAN-4 

Industrial expansion was also a major source ofgrowth for the ASEAN-4 
countries in the 1960s and 1970s (Table 2.2),'6 but primary products 
continue to account for the greater share of total exports (Table 2.6). In 
1970 the share of primary commodities in total exports exceeded 90 per­
cent; it then declined sharply to average less than 80 percent in the early 
1980s. The reliance on primary exports is highest in Indonesia (89 per­
cent) and Malaysia (74 percent), but is still substantial in Thailand (66 
percent) and the Philippines (50 percent). 

The large share of primary exports reflects the comparative advan­
tage of these countries and differentiates them from the NICs. But the 
presence of natural resource wevalth in the ASEAN-4 is a mixed blessing. 
Although it has contributed substantially to the foreign exchange earn­
ings of the ASEAN-4, resource wealth often results in rent-seeking 

http:persons.35


TABLE 2.7 Comparison of Simple Averages of Tariff Rates in ASEAN (percentages) 

IndonesiaSITC Malaysia Philippines Singapore Thailand ASEANCode Product group 1978 1980 1978 1982 1978 1982 1978 
 1983 1978 1983 1978 1983 

0 Food and live animals 42.9 47.9 10.7 13.7 67.2 40.6 1.3 0.6 42.6 50.6 33.0 30.7
1 Beverages and tobacco 46.0 61.9 346.8 1361.6 82.5 55.2 458.2 593.2 62.4 52.6 199.2 424.9
2 Crude materials, inedible 14.2 14.5 2.8 4.0 27.4 21.6 0.0 0.1 18.4 16.7 12.6 11.43 Mineral fuels 15.2 8.5 7.1 4.9 14.9 17.0 9.0 0.8 14.2 15.5 12.1 9.4 
4 Animal and vegetable oils

and fats 30.0 28.8 0.3 1.0 43.9 28.1 0.0 0.0 24.7 23.6 19.8 15.5S Chemicals 
 26.8 10.6 19.2 8.1 41.1 
 18.0 37.2 1.5 28.1 20.7 30.5 11.86 Manufactured goods 37.9 42.2 14.9 16.7 52.0 33.2 
 0.4 0.1 32.0 32.4 27.4 24.9
 
7 Machinery and

transportation equipment 18.0 20.0 10.7 10.2 23.0 21.9 1.4 0.5 18.0 24.0 14.2 15.3 
8 Miscellaneous 

manufactured goods 49.9 49.8 19.0 12.5 68.9 35.0 3.4 0.8 37.8 39.9 35.8 27.69 Miscellaneous 
 21.7 28.5 7.7 7.2 62.5 
 36.7 0.0 0.0 20.8 22.1 22.5 18.9 
OVERALL 33.0 32.6 15.3 25.0 44.2 29.2 5.6 6.4 29.4 30.7 25.5 24.8 

aASEAN 1983 data reflect average tariff rates of member ASEAN countries in the years noted. 
Sources: Philippine Tariff Commission, TariffProfilesin ASEAN, An Update. 

Philippine Tariff Commission, Tariff Profiles in ASEAN. 
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behavior as various interest groups try to capture a share of the wealth 
that natural resource development promises. Moreover, such development 
often requires large amounts of capital and requires skills that are in short 
supply-thus creating little employment. Logging and other extractive 
industries may also produce environmental problems and diseconomies 
to traditional agriculture. In addition, as discussed in Chapter 1, the 
appreciation of the effective exchange rate often brought about by natu­
ral resource wealth may deter exports from manufacturing and agricul­
ture as well. Finally, the abiiiLy to generate exports from natural resources 
reduces the drive of policymakers and the business community to develop 
labor-intensive manufactured exports. 

The policy package used to accelerate industrial growth in the 
ASEAN-4 involved selective protection ofdomestic producers against for­
eign competition by raising domestic output prices above world market 
prices. To achieve this, tariffs were frequently used along with import 
quotas and surcharges. Because protection was usually introduced ad hoc 
and its structure was frequently changed, its impact is difficult to assess. 
Nevertheless, for t6e most part a cascading structure of protection was 
created in which typically the highest levels of protection were granted 
to finished goods, the lowest to raw materials and primary products. 7 

This led to the wide dispersion of EPRs across individual industries as 
well as between manufacturing and agricultural subsectors. Effective pro­
tection of capital-intensive, import-competing industries producing final 
consumer goods tended to be high, while EPRs for exportables were often 
negative. Sectors with comparative advantage often faced heavy discrimi­
nation, and some sectors producing negative domestic value-added were 
strongly promoted. 

Although the ASEAN-4 countries' experiences with import substi­
tution policies have had many commonalities, the degree o'government 
intervention has varied. Indonesia, the largest ASEAN country in popu­
lation and !and area, has a history of widespread government interven­
tion, ownership, and regulation, and it has had the most inward-looking 
policies. Although the present government has partially dismantled the 
import licensing and exchange controls of the Sukarno regime's "guided 
economy,' it still makes much use of nontariff trade barriers and price 
controls. Even without considering nontariff barriers, estimates of nomi­
nal and effective protection rates for consumer goods manufacturing 
industries in the 1970s were generally higher for Indonesia than for any 
other ASEAN nation. One study of Indonesia's trade policies found nega­
tive EPRs for more than one-third of the sectors that export, but for only 
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one-eighth of the sectors that import."3 In 1978, the simple average of 
nominal tariffs was lower in Indonesia than in the Philippines (Table 2.7),
but the 1980 data show Indonesia with a somewhat higher average tariff 
level than the other ASEAN-4 countries. 

In contrast, Malaysia has had few nantariff trade restrictions. The 
overall simple average tariff rate is quite low, though there is a wide dis­
persion of individual tariffs. EPP s for manufactured goods are also low. 
One explanation for this limited protection is that it was generally believed 
that Chinese-run businesses would be major beneficiaries of protec­
tion. 'State involvement in the industrialization process for Malaysia
(and also for Indonesia) has instead aimed at promoting indigenous busi­
nesses vis-a-vis Chinese-run firms: Malaysia, in fact, has included 
indigenous ownership and employment requirements as part of its over­
all economic plan since the late 19 60s. It has among the largest public
enterprise share in industry and manufacturiig in ASEAN. The Phil­
ippines and Thailand are intermediate cases-though in the 1970s Thai­
land's tariffs were substantially lower than those of the Philippines. Both 
countries have resorted extensively to nontariff barriers, with fairly high
nominal tariff rates for manufactuies. EPRs are also high, particularly 
in capital-intensive, import-competing industries. 

Import substitution policies led to an initial period of rapid growth
followed by a slowdown as the domestic market became saturated. Typi­
cal industrial enterprises overbuilt in the optimism engendered by this ini­
tial import substitution growth eventually operated far below capacity.
Rescue through expansion into export was not possible because protec­
tion tolerated inefficient production and low quality compared to inter­
national standards. 

Movement into the next stages of import substitution in the early
19 70s became the main source of the continued industrial growth expe­
rienced by Indonesia, Thailand, and Malaysia. In the Philippines, how­
ever, industrial expansion was stifled by exhaustion of domestic markets 
for consumer durables and capital goods, and by the increasing scarcity
of investible funds. The inability of firms to import needed intermediate 
goods and equipment contributed to negative growth rates with large 
excess capacity. Exhaustion of the domestic market revealed a second 
effect of continued high import protection: the more inward-looking in­
dustrialization is, the greater the need for imported capital and technology. 

Increased import dependence accompanying import substitution 
industrialization caused severe balance-of-payments problems for the oil 
importers during the 19 70s. Until then, their rich natural resource endow­
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ments allowed them to keep trade deficits within reasonable lim'-s through 
agricultural and raw materials export earnings that financed the imports 
of capital a~id technology necessary for continued import substitution 
industrialization. Since the ability and willingness of outside lenders to 
finance ever-increasing balance-of-payments deficits are constrained by 
their estimates of debt-servicing capacity, governments in the Philippines 
and Thailand tended to control foreign exchange and ration imports. Such 
measures had a destabilizing effect on the investment climate in general, 
and especially on industries depending on imported inputs. As govern­
ment administrative decisions are increasingly relied upon, the energies 
of the busines community are spent lobbying for special privileges rather 
than for production and innovation. The Philippine experience has 
provided repeated examples of both of these effects. 

Strong incentives favoring the use of physical capital were offered in 
all the Southeast Asian countries, the most frequently used and most 
powerful of which was government intervention in capital markets. This 
artificially lowered the user cost of capital below equilibrium, often to 
even negative real rates of interest. 4' In addition, fixed capital investment 
was promoted by preferential credits, tax holidays, special depreciation 
allowances, and tariff exemptions for capital goods not available domes­
tically. These preferences were 15 to 45 percent of total capital costs in 
the Philippines, and exceeded by a considerable margin the mostly indirect 
subsidies granted to the employment of labor (like deductibility of train­
ing expenses).4 The prevailing incentive structure thus promoted the 
expansion of physical capital-intensive industrial activities and the intro­
duction of labor-saving technologies, reinforced by the underpricing of 
public utilities and energy inputs- all too often overlooked when we evalu­
ate incentive structures. Capital-intensive production processes use large 
amounts of oil, coal, electricity, and water; hence price controls on these 
products subsidize these processes and discriminate further against labor 
use. 

Labor marke: policies artificially increase wage and nonwage labor 
costs, favoring the employed and discriminating against the under- or 
unemployed by reducing employment growth. Minimum wage and other 
social policies raising wage costs above the shadow wage rate place at a 
disadvantage firms that primarily employ unskilled labor and scarcely use 
(subsidized) capital.4 2 Moreover, in times of inflation governments often 
respond to growing social tension caused by the erosion of real wages by 
increasing the nominal minimum wage in excess of productivity increases. 
For -xample, between 1973 and 1975, the government granted four con­
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secutive minimum wage hikes in Thailand, resulting in a rise in the mini­
mum wage rate of more than 100 percent.4 Such drastic changes in the 
price of labor- and uncertainty with respect to future erratic wage pol­
icy decisions on the part of the government-discourage employment of 
labor in all enterprises and grant an artificial advantage to capital-using 
technologies and products.14 

Therefore, unlike the NICs, about two-thirds of industrial output 
growth in the ASEAN-4 countries in the 1970s came from higher output 
per worker, and only one-third from more employment in the 1970s. 
Employment in manufacturing grew at less than 5 percent annually in 
the 1970s except for Malaysia. The increments to employment were not 
sufficient in most countries to ease the burden of either rural or urban 
surplus labor. 

The emphasis on capital-intensive, large-scale industries has also 
negatively affected the development of small-scale enterprises in Indone­
sia, the Philippines, and Thailand, despite policies in all of these coun­
tries promoting small-scale industry. The development of modern, 
middle-sized firms that serve as subcontractors or exporters has been 
retarded by policies (e.g., preferential credit schemes, import licensing,
and tariff exemptions) favoring estabihshed large-scale firms. Many of the 
unemployed resorted to activities in the informal sector; cottage indus­
tries (establishments with fewer than five employees) accounted for more 
than 75 percent of the total number of establishments in these coun­
tries.4" But profits were concentrated in privileged large-scale firms that 
had higher shares of value-added than employment. As a result, income 
distribution worsened, particularly in Indonesia, where almost 80 per­
cent of the manufacturing labor force remains in cottage industries.46 In 
Malaysia, in contrast, SMIs constitUte a smaller proportion of the total 
number of enterprises and a higher proportion of value-added, reflect­
ing the relative efficiency of SMIs in that country. SMIs have been pro­
moted in Malaysia as part of its effort to develop indigenous entrepreneurs 
and businesses. 

The above overview of industrialization strategies in Southeast Asia 
explains major forces shaping the pattern of industrial development tp 
to the mid-1970s. When domestic forces still provided room for expan­
sion, industrial output grew at respectable rates (as in Indonesia, Thai­
land, and Malaysia). But output growth slackened when these markets 
were exhausted, and lack of competition, as well as discrimination against 
exports, prevented a spillover into export markets (as in the Philippines). 

In the second half of the 19 70s, in an effort to adjust to the increases 
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in the oil-import bill, the governments of the oil-importing countries (the 
Philippines and Thailand) tried to increase manufactured exports. Export 
controls were relaxed, export taxes abolished or reduced. Governments 
granted duty-free importation allowances to exporters for necessary in­
puts, introduced special rebates on income and turnover taxes, and opened 
new (mostly short-term) export credit facilities. Overall simple average 
tariff rates decreased sharply in the Philippines (lable 2.7). 

The Philippines made a cautious attempt to reduce the overvalua­
tion of its currency, but because domestic inflation rates remained above 
those of its major trading partners, real exchange rates soon returned to 
their former levels.47 Thailand studiously avoided devaluation in the 
1970s, but it took a bold step .ndevaluating the bhat substantially in 1984. 
With the help of the World Bank's "structural adjustment loan" (SAL) 
programs, Thailand and the Philippines have tried to provide more bal­
ance to their incentive systems inorder to promote more efficient and resil­
ieitt industrial growth. 

The oil exporters, Indonesia and Malaysia, undertook similar 
reviews of their trade and industrial policies in the late 1970s and 
mid-1980s with the aim of promoting more vigorous manufacturing 
export growth. Indonesia's 1978 rupiah devaluation was designed to pre­
vent erosion of incomes in the non-oil sectors of the economy, particu­
larly incoir es of smallholders in agriculture. It gave a surprisingly strong 
stimulus to manufacturing exports, which surged until the inflation 
differential and a boom in the domestic economy cut back their 
growth. 41 The second oil price bonanza of 1979 and 1980 had the unfor­
tunate effect of casting aside any concern regarding the need to diversify 
the sources of foreign exchange earnings until oil prices fell and current 
account deficits mounted after 1982. It then became plain that Indone­
sia would have to expand non-oil exports greatly if it was to attain accept­
able economic growth without unacceptable foreign debt. As a result, a 
second major devaluation occurred in March 1984, with a third follow­
ing in September 1986. 

Changing from inward- to outward-oriented industrialization is a 
lengthy process. It is premature to make a final judgment on the long­
term effects of these policy changes, but some general conclusions are 
possible. 

The new policies favoring manufactured exports were adopted with 
some tariff cuts but without substantial reductions in nontariff barriers 
and other preferences promoting production for domestic markets. In 
Indonesia, more nontariff barriers were erected, so that tariff redv.tions 
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did little to reduce the average EPR or to reduce dispersion of EPRs. 
Export incentives thus had little net impact on the sectoral pattern of
incentives. Hence discrimination against exports was only partly mitigated
by the new measures; even subsidized exporters were still at a net disad­
vantage vis-A1-vis producers of import-competing goods. The incentive 
structure favoring capital-using industrial activities remained basically 
unchallenged. 

Malaysia, however, seems to have been more successful with its indus­
trial promotion policies to encourage industrial employment and exports.
Amajor part of the change was the setting up of several free-trade zones
(FTZs), also called export-processing zones (EPZs), in which production
of textilus and electronic goods rapidly expanded. Scattered evidence sug­
gests that added industrial employment was created mainly in the FTZs;
by 1982, more than half of Malaysia's manufacturing exports originated
there. Hence the notable overall performance of Malaysia's manufactur­
iag was based to a considerable degree on footloose production in the 
FTZs where multinational corporations dominate. 

Despite their success to date, the long-term viability of the FTZs is
debatable. For example, FTZs attract subassembly types of activities with
little linkage to the domestic industrial sector, and may impede the transfer 
of technology and the accumulation of marketing expertise usually gained
from exports. A more serious criticism of the FTZs is that, by establish­
ing them, governments may feel less pressure to pursue more open,
outward-looking policies in general. However, recent studies conclude
that the benefits of F'fZs have exceeded their costs. 49 Still, efforts to bet­
ter integrate FTZ firms into the economy have been hindered by the fail­
ure of domestic industries reliably to make available to FTZ firms 
good-quality locally processed materials and equipment. Regulations that
limit the sale of FTZ goods in domestic markets on an equal footing with 
imports have also prevented integration.

Despite various programs and measures to promote manufacturing 
exports and industrial efficiency, government planning in ASEAN-4 con­
tinues to favor import substitution and investment in skill-intensive and 
capital-intensive heavy industries.SO Yet the number and share of 
manufactured exports increased in each ASEAN-4 country. In the Philip­
pines, Malaysia, and Thailand, manufactured exports by 1984 were as 
great as 24 to 33 percent of total exports (Table 2.6). For Indonesia,
manufactured exports were smaller (10 percent in 1984) despite the high
19 70s growth rate; the oil price hikes of the 1970s brought about huge
increases in oil export earnings in Indonesia, thus reducing the incentive 
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to develop manufactured exports. The high growth rate of manufactured 
exports ii the ASEAN-4 during the 1970s (Table 2.3) indicates that fur­
ther reductions in distortions that discriminate against exports could sub­
stantially enhance their competitiveness in labor-intensive goods. 

The ASEAN-4's expansion of manufactured exports was accompa­
nied by some diversificition iato new export products, but to a lesser 
degree than in the NICs (Tables 2.5 and 2.6). Exports of the "classical 
trio'!- clothing, textiles, and miscellaneous manufactures - grew fast. In 
the 1970s the share of clothing xiports rose from 4 to nearly 15 percent 
ofmanufactured exports; together, the share of the "trio" increased from 
21 to 28 percent. Exports of electrical machinery (primarily microchips) 
in Malaysia also grew rapidly. 

The processing of primary goods and the production of manufac­
tures using locally available materials and large labor input would seem 
to be an area of continuing strong comparative advantage in ASEAN. Pro­
cessing industries tend to be physical capital-intensive but not skill­
intensive and, in many cases, have strong backward linkages to the rural 
sector. Although the share of these res-,irce-based manufactures declined 
to about one-fifth of all manufactu,:d exports over the 1970s, more 
recently the export substitution of processed raw materials and resource­
based manufactures for unprocessed primary goods is gathering momen­
tum in the AS'ZAN-4. For example, canned fish products in Thailand and 
the Philippines have rapidly become major exports. Malaysia has also 
sought to enhance its commodity exports' value added through down­
stream processing, although most of its nontraditional exports have been 
generated by footloose assembly operations (especially electronics) in 
export-prtcessing zones. 

Nonetheless, there are problems with attempting to achieve export 
substitution through quantitative restrictions on exports of raw materi­
als and subsidization of processors. The emphasis on processing raw mate­
rials for export has led to restrictions on log exports in Malaysia, the 
Philippines, and Indonesia; each of these countries now exports plywood 
and other processed timber products. But although Indonesia has been 
the largest supplier of plywood in the world since 1984, its export earn­
ings from plywood, veneer, and processed wood in 1984 were barely 60 
percent of 1980 earnings from export of logs and sawn wood.' What 
happened was that the ban on exports led to rapid proliferation of ply­
wood and sawmill firms; many were onerated inefficiently, and when 
world prices fell during the recession, excess capacity forced a number 
of mills into bankruptcy. Transition to resource-based manufacturing 
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exports based on comparative advantage would allow maximal foreign 
exchange, productivity, and employment gains. 

Indonesia and Malaysia have also tried to upgrade and expand their 
petroleum refineries, and they have reduced imports of refined products 
(mainly from Singapore). These are high-risk and capital-intensive; and 
worldwide overcapacity in petroleum refining has already put pressure 
on efficient refiners in the United States, Japan, and Singapore. Compe­
tition with low-cost Middle Eastern refiners may be difficult, so caution 
should be exercised in any further domestic refining investment. 

In the past, the ASEAN-4 countries' manufacturing exports have not 
been closely linked with their strong and diverse agricultural and mir­
eral resources, in part because the investments and management skills 
required are in very short supply in the ASEAN-4. Foreign investment has, 
however, helped overcome these bottlenecks in some cases (see Chapter
4). Future growth of resource-based manufactured exports should be 
rapid, provided appropriate policie, to encourage investment and increase 
the supply of skilled manpower are adopted. It will also be necessary to 
reverse the discrimination against agricultural and mineral exports inher­
ent in existing trade and industrial policies. 

The sharp and prolonged decline in prices of primary products in 
the 1980s emphasizes the importance of export diversification. Declin­
ing oil revenues have forced Indonesia and Malaysia to adopt austerity 
measures to solve current deficits and debt-servicing requirements. Al­
though decreasing oil prices are welcome news to oil importers such as 
the Philippines and Thailand, falling prices for rubber, tin, timber, and 
other commodities have necessitated similar measures even in non-oil pri­
mary exporting countries. The weak commodity prices reflect not only
weak cyclical demand due to slower growth of output in MDCs, but also 
some longer-term substitution factors. Technological improvements have 
reduced the need for primary inputs, and the shift toward higher tech­
nology and service-oriented industries may indicate a long-run trend 
toward lower demand for commodities. 

If these natural resource-rich countries are to continue their successful 
growth performance and increase employment in their industrial sectors, 
they must continue with major reforms to improve efficiency of resource 
use and international competitiveness. These reforms require correction 
of an artificially distorted price structure through tariff cuts and trade liber­
alization, junking of disincentives to export, and redesign of investment 
incentives (which now favor large-scale, capital-intensive projects). At the 
firm level, the changes must include a new output mix, new production 
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technologies to conserve energy, and higher product-quality standards. 
Some of these policy revisions are now being worked out and 

implemented. If properly executed, the structural adjustments should lead 
to more balanced industrial production, both geographically and in the 
relationship of the industrial sector to other sectors; and to an increased 
supply of consumer goods and manufactured exports. There will proba­
bly be stiff resistance to the policies from vested interests within these coun­
tries; however, this opposition is based partly on the expectation that trade 
liberalization plus higher interest rates will result in bankruptcies of exist­
ing firms and rising unemployment, because the export potential is too 
limited or because internationally competitive firms cannot be established 
rapidly enough. This pessimistic expectation in fact describes the real tran­
sition problem, for which painless solutions are not available. 

The prospects for increased manufactured exports from Southeast 
Asian countries look favorable, even if existing trade barriers remain. As 
the NICs lose their comparative advantage in unskilled labor-intensive 
goods due to rising wage levels, countries at lower levels of industrial 
development can gradually replace the NICs in exporting to countries 
within Asia and to the OECD nations. And high wage rates in OECD 
countries encourage the relocation of labor-intensive parts of production 
to countries with low wage levels plus a work force sufficiently skilled to 
assure reasonable labor productivity. These conditions exist in Southeast 
Asia and in some South Asian countries. 

South Asia 

Growth rates of income, industrial output, and employment in South 
Asian countries have been somewhat better than the performance ofnon-
Asian low-income nations, but they have still lagged behind the achieve­
ments of the other Asian countries.2 In the 1970s, industrial perfor­
mance in South Asia helped neither output growth nor employment 
creation (Table 2.2). 

In Bangladesh, Nepal, and Burma, industrial development is still in 
its infancy; expansion of marufacturing has been constrained to varying 
degrees by lack of entrepreneurs, financing, and technological know-how, 
and by weak infrastructure. India, Pakistan, and Sri Lanka have a long 
history of industrial development and experience with heavy industrial 
production. During the 1960s, industrial growth in these countries was 
much like that of Southeast Asia. But it slowed down considerably dur­
ing tht 1970s: India managed to increase manufacturing output only 
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slightly, while in Sri Lanka and Pakistan there was a steep drop in manufac­
turing growth rates. 

Pakistan in the mid-1960s was widely regarded as asuccessful case
of import substitution industrialization strategy. 3 However, the highly 
uneven distribution of the benefits of industrial growth between East and 
West Pakistan (in favor of the latter) and the capital-intensive pattern of
industrial development led to social unrest, high unemployment, and stag­
nation in the late 1960s and early 1970s. Industrial production did not 
recover until the late 1970s, when a more export-oriented strategy wasinitiated. " 

The 19 70s experience ofSouth Asia was a sharp contrast to that of 
the NICs and ASEAN-4, where growth rates of manufacturing were main­
tained or even accelerated. This divergence in growth rates was the prod­
uct of differing industrialization strategies added to internal constraints. 

In most South Asian countries, policy-produced price distortions and 
direct government interventions advei sely affected industrial development.
These policies aimed at industrial self-sufficiency (especially in basic 
industries, e.g., chemicals, metal products, machinery) under close gov­
ernment supervision, and largely disregarded the countries' factor endow­
ments and the bottleicks to industrial development (such as insufficient 
infrastructure, energy shortages, and lack of organizational and mana­
gerial skills). These countries also added another dimension to import
substitution by trying to coordinate closely the activities ofprivate enter­
prise with national development plans, using a tight net of regulations
that affected almost every step of production and distribution. They have
also maintained the highest average tariff rates in Asia, although exten­
sive bureaucratic controls on imports make many of the tariffs redundant 
(Table 2.4). Inefficient public enterprises, burdensome administrative and 
licensing procedu'es, and government policies aimed at industrial self­
sufficiency at any cost have not mitigated but merely reinforced existing
impediments to industrial growth. The consequences have thus been nega­
tive for economic development: debt accumulation, discouragement of 
private domestic and foreign investors, little expansion of industrial 
employment, and underuse of productive capacity.

The government of India viewed state control of industry as a cru­
cial means for redressing income inequalities and rapidly establishing a
modern industrial economy. Soon after independence, economic plan­
ning became pervasive. Under the direction of Professor Mahalanobis,
India's public enterprise sector was substantially expanded in an inward­
looking direction: the government adopted apolicy of taking over numer­
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ous firms until it developed a monopoly in several industries and became 
one of the few oligopolists in others." 

At the same time, private industry faced elaborate controls. Indus­
trial entrepreneurs were hindered by licensing requirements for initial 
investment and any subsequent expansion of capacity. And because 
import allotments were based on rated capacity, the licensing system 
encouraged businesses to begin with excess capacity. It also made it more 
lucrative to lobby politicians and bureaucrats for license approvals than 
to set up and operate efficient production facilities. Strong barriers were 
erected against imports; protection was given to a large number of indus­
tries without regard for relative costs or quality. Imports of intermediate 
and capital goods were allowed only if no domestically produced coun­
terpart was available. Importers were sometimes required to export a per­
centage of their output, but the overvalued rupee and the high cost and 
low quality of inputs made this difficult."' Extensive bureaucratic con­
trols also constrained competitive exports that were already suffering from 
negative rates of effective protection. Minimum wage laws, price controls, 
and the omnipresent threat of nationalization further inhibited the growth 
of the private sector. 

Small-scale industrial development was promoted in India by reserv­
ing production in specific industries for the small-scale sector and by offer­
ing substantial financial and fiscal incentives. However, these incentives 
discouraged the growth of new, more efficient small- to medium-scale 
firms. Instead they kept existing small firms in business, even though these 
tended to be technologically stagnant and inefficient in using scarce 
capital.1

7 

A pattern of inward-looking, autarkic industrial development became 
widespread in South Asia in the 1950s, 1960s, and even early 1970s for 
some countries. Public enterprises were believed to be better agents for 
government policies than were private enterprises. Hence, industrial 
development in these countries came to be mainly controlled by large state­
owned corporations. The private sector, with the exception of a few large 
firms, mostly consists of cottage and small-scale traditional industries. 
New privately owned industrial enterprises have been discouraged; sub­
sidized credit and other privileges are granted first and often exclusively 
to established firms. 

The performance of public enterprises has all too often been unsat­
isfactory."8 They have suffered from management inefficiencies and bu­
reaucratic impediments, and have been burdened with executing too many 
government policies. They have also been used simultaneously as vehi­
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cles for employment policies, for supplying essential consumer goods at 
artificially low prices, for executing ambitious government plans for heavy 
industry, and for achieving foreign exchange savings or earnings whether 
or not they were competitive. Such varied tasks have undermined the eco­
nomic viability of public enterprises. Heavy expenditures have often been 
needed to sustain them. 

A major rationale for extensive controls has been the desire of gov­
ernment policyinakers to protect the poor. But a recent study of economic 
development and political change in South Asia finds that populist gov­
ernments asserting poverty amelioration and greater income equality as 
objectives had distinctly poorer performance even with regard to the poor 
than regimes seeking higher rates of economic growth through pro-growth 
policies. " The electoral success of pro-growth governments was usually 
assisted by the higher employment made possible by growth and the sub­
stantial effect employment creation had toward reducing poverty. But 
structural problems from external trade deficits plus an inability to attract 
foreign investment often disrupted growth and brought populist govern­
ments back into power. 

In sum, inefficient public enterprises, distorted prices, and bureau­
cratic rigidities have led to high-cost, low-productivity industry and a 
reluctance by private domestic and foreign investors to invest; in fact, it 
often has led to capital flight by the private sector. The resulting limited 
foreign capital inflow, lack of international competitiveness, and over­
valued currencies cause recurrent foreign exchange shortages that limit 
supplies of necessary inputs.60 Adjustment of industrial structure has 
been impeded by government policies favoring large-scale, physical capital­
intensive and technology-intensive industries, and by artificially increased 
wage costs and employment guarantees to employees of public enterprises. 
Overall, the industrialization strategy followed in South Asia has placed 
heavy demand on scarce factors (skills and capital), and has made little 
use of unskilled labor. The result has been predictable: slow growth of 
output and industrial employment. 

The inward orientation of industrial policies has constrained the abil­
ity of South Asian countries to diversify exports, and pressing food and 
population problems have until recently diverted resources from export­
oriented agriculture. But the policy direction of South Asia has begun to 
change, and government policymakers have indicated their desire for more 
market-oriented policies to boost exports and sustain higher growth. In 
pursuit of more efficiency and more employment, discrimination against 
private enterprise is being reduced, and more efficient management of pub­
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lic industrial enterprises is being sought. Sectoral priorities are also being 
reconsidered: more emphasis is being given to production for export and 
to unskilled labor-intensive manufactures. 

The Sri Lankan government has taken major steps to rationalize its 
incentive system and ease restrictions on private enterprise. Removal of 
import restrictions helped to spur manufacturing and industrial produc­
tion in the late 1970s, while export subsidies and the unification and 
devaluation of the domestic currency increased incentives for production 
of exports. Sri Lanka's exports were still dominated by agricultural and 
food products and raw materials, but manufactured exports rose from 
less than 2 percent to 28 percent between 1970 and 1983 (Table 2.8). 
Clothing exports made the strongest gains, accounting for almost 70 per­
cent of the country's manufactured exports by the 1980s. Sri Lanka is the 
only South Asian country with trade-to-GDP ratios comparable to those 
of the ASEAN-4 countries (Table 2.1). 

After the major reform in 1977, however, the exchange rate was 
allowed to appreciate in real terms and high tariffs protecting domestic 
manufacturing industries created large profit opportunities in the domestic 
market. Steps taken in 1985 toward tariff reform aimed at reducing the 
variance of EPRs, and discussions of privatization of the generally poorly 
performing public enterprises, demonstrate the Sri Lankan government's 
resolve to improve resource allocation and economic efficiency. Yet the 
future development of Sri Lanka, despite its improved policy direction, 
is uncertain because of intensifying political and social unrest. 

India also has moved toward liberalization of its economy since the 
late 1970s, and even more rapidly in recent years. Licensing requirements 
for large firms, as well as import restrictions, have been loosened. India 
has achieved much in the way of export diversification; in fact, it has done 
better than most Asian LDCs in both number of products exported and 
the index of exports concentration.61 The value of India's exports has 
remained very small, however, for an economy of such large size: exports 
represer ted less than 7 percent of GDP in the mid-1980s, less than that 
of the United States (Table 2.1). In a sense, India exports a little of every­
thing but not much of anything. It has good prospects for expansion in 
areas such as machinery (electrical and nonelectrical), certain types of 
transport equipment, and some engineering and consumer goods. But 
balance-of-payments problems arising from swiftly expanding deficits and 
political realities may force the government to slow down the implemen­
tation of liberalization policies. 

In Pakistan and even in socialist Burma, more freedom for private 
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TABLE 2.8 Exports of South Asian Countries by Principal Commodity Groups (percentage of total exports) 
Bangladesh Burma India Nepal Pakistan Sri Lanka1975 1983 1970 1976 1970 1980 1976 1981 1970 1983 1970 1983Primary commodities 31.9 38.3 98.5 97.0 54.2 42.2 67.0 48.0 41.2 37.1Raw materials 98.6 71.924.7 19.2 32.7 32.9 24.7 14.1 37.4 35.8Agricultural & food products 30.9 16.1 26.0 25.47.2 19.0 65.8 64.2 29.5 28.1 29.6 12.2 10.2 21.0 72.6 46.5Manufactured goods- 67.7 61.0 1.5 2.9 45.4 57.5 32.8 51.9 58.8Chemicals 61.6 1.4 28.00.6 1.3 0.1 0.5 2.3 4.2 0.4 0.5 0.8 1.0Resource-based manufactures 0.3 0.66.9 9.5 1.5 2.3 8.6 14.5 1.1 14.8 45.1Textiles 4.6 0.6 5.459.5 44.9 0.0 0.0 22.7 15.2 25.6 17.3 4.4 42.7 0.0Metal manufactures 0.60.0 0.0 0.0 0.0 1.6 2.9 0.0Electrical machinery 0.0 0.0 0.5 0.0 0.00.0 0.6 0.0 0.0 1.1 1.5 0.0 0.0 0.0Non-electrical machinery 0.0 0.0 0.00.0 1.0 0.0 0.0 1.9 3.4 0.0 0.0 1.1 0.5Transport equipment 0.0 0.30.0 0.6 0.0 0.0 2.3 3.2 0.0 0.0 2.8 0.4Precision instruments 0.0 0.40.0 0.0 0.0 0.0 0.0 0.4 0.0 0.0Clothing 0.0 0.0 0.0 0.00.0 2.6 0.0 0.0 1.8 7.8 0.7 2.1Furniture 0.7 7.4 0.4 18.90.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0Footwear 0.0 0.0 0.00.0 0.0 0.0 0.0 0.8 0.6 0.0 0.5 0.0 0.5Miscellaneous manufactures 0.0 0.00.6 0.3 0.0 0.0 2.3 3.5 4.9 16.8 3.5 3.8 0.1 1.3Total exportsb (US$ billion) 0.3 0.8 0.1 0.2 2.0 7.5 0.03 0.1 0.7 3.1 0.3 1.1The categories of manufactured exports do not necessarily add up to total manufactured exports since not all categories are listed. Manufactured
plus primary commodities may not add up to 100 because SITC 9 (commodities and transactions not classified elsewhere) is excluded.
b Including re-exports.
 

Source: United Nations. Yearbook of InternationalTrade Statistics. 1983 and 1984 issues.
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entrepreneurs has produced an upswing in private investment and in indus­
trial growth. Bangladesh plans a return to private ownership for jute mills 
and other enterprises that have been poorly managed by the public sec­
tor. Export-to-GDIP ratios have risen in these three countries in the 1980s, 
but they have not increased enough to overcome large trade deficits. Still, 
economic growth rates have generally increased in the 1980s. 

These examples indicate that national policies can enhance indus­
trial development in South Asia, despite the substantial hurdles these 
nations face in the form of deficiencies in infrastructure, administration, 
and entrepreneurial capabilities, as well as scarcity of foreign exchange 
and domestic savings. Poor economic performance has been more a result 
of inappropriate policies than a consequence of low levels of economic 
development. 

In South Asia, the industrial sector will probably make only a mod­
est contribution to economic growth and direct employment creation dur­
ing the late 1980s. Problems of industrial development remain formidable, 
and internal ethnic and political conflicts along with declining conces­
sional aid are likely to add to the problems. But national policies can do 
much to facilitate the shift of resources from agriculture to industry, to 
increase industrial efficiency, and to strengthen the linkages between eco­
nomic sectors so that the effects of industrial and agricultural development 
can be reinforcing. 

Industrialization can make an indirect contribution to employment 
through linkages with the primary sector and through increasing the 
demand for services. If industrial production is to have more linkages and 
be more labor-absorbing in years to come, there will be aneed for: 1)diver­
sifying industrial outputs among traditional consumer goods and manufac­
tures using domestic raw materials; 2) improving industrial infrastructure 
and streamlining customs procedures to reduce waste and delays; 3) di­
recting the priorities of public sector corporations so that productivity 
and profitability become primary goals; and 4) dismantling direct con­
trols and restructuring incentive systems to make them more economi­
cally rational. 

Appropriate strategies differ widely between large countries with 
well-established industrial sectors, such as India, and much less devel­
oped economies, such as Bangladesh, but there is potential everywhere 
for more efficient use of domestic resources. India has given priurity to 
its science-based engineering industries and has developed new nontradi­
tional exports. It is unlikely that the other South Asian countries can repeat 
India's achievements in technology-based industries, but they can benefit 
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fiora increased foreign investment and joint ventures in order to produce
resource-based products and selected nondurable consumer goods, which 
can become significant foreign exchange earners. This step is already being
taken today with the production of ready-made garments. 

Issues for Future Industrial Development 

Although sustained high growth in agriculture is important, primary com­
modity production in the Asian countries undoubtly will decline com­
pared to industry and services. Thus structural change is going to be a
crucial issue for years to come. This change in response to shifts in com­
parative advantage - as old opportunities close and new opportunities 
open -- will require flexibility in resource allocation. Reforms of macro­
economic and sectoral policies that influence investment decisions, choice 
of technique, product mix, and marketing will be needed in most of the
Asian countries. A dismantling of trade barriers and lessening of restric­
tions on private enterprise and markets would increase flexibility. The 
policy reforms toward freer trade and less distorted incentive systems will 
encourage a transition toward new internationally competitive lines of
manufactured commodities. But the transition will not occur easily or 
quickly. The industrial restructuring schemes that now are being formu­
lated and reviewed in all Asian countries will demand of their govern­
ments political determination and administrative skills of a high order. 
The flexible reactions of many of these countries to external shocks of 
the recent past have shown that it is possible to maintain the momentum 
ofeconomic development despite adverse external conditions, as long as
there is sufficient social consensus and political support to carry out the 
necessary policy changes. But such changes will probably cause political
and social friction, which will delay and discourage their adoption. In 
South and Southeast Asia in particular, labor and capital market prob­
lems are likely to be conspicuous in the transition period ahead. 

If Asian countries continue to dismantle their protectionist trade
regimes and to support more export-oriented industrialization, the emerg­
ing international division of labor may at minimum create scope for
increased intraregional trade. Countries generally move up the ladder of 
comparative advantage - beginning with specialization in primary prod­
ucts and advancing to unskilled labor-intensive manufactures, skilled 
labor-intensive products, capital-intensive goods, and finally knowledge­
intensive goods. As one group of countries moves up the ladder, another 
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group can take its place. A large part of the NICs' exports replaced Japa­
nese exports in the world market and did not depend only on increases 
in import demand. Malaysia, Thailand, and Sri Lanka have begun to 
make their presence felt in the world market for textiles, clothing, and 
electronics as the NICs move into more skill-intensive products. A "mul­
tiple catching-up process" has been seen in world trade.62 

With slower growth in trade in the 1980s, however, this process has 
become more difficult. Countries find it harder to move up the ladder. 
Structural adjustmenrs become more painful, and pressures to protect 
declining industries grow. The new protectioaiism may limit trade expan­
sion in manufactured goods between more- and less-developed nations. 
Because of more difficult external conditions, adjustment will require not 
only adaptations at the margin; it will require redeployment and, in some 
cases, renewal of major parts of each country's capital stock. 

In sum, all of the Asian developing countries will have to achieve 
major industrial reforms in order to improve their efficiency of resource 
use and the international competitiveness of their manufacturing indus­
tries. They must first make better use of their current and prospective com­
parative advantage in industrial production; second, promote regional 
dispersion of industries and develop efficient small- and medium-scale 
enterprises; third, improve domestic resources by increasing and better 
allocating domestic savings and by furthering education, on-the-job train­
ing, and the development of entrepreneurial skills; and finally, disman­
tle administrative obstacles to industrial expansion, particularly overly 
restrictive trade and investment regulations. 

This task requires changes in incentive systems in many of these coun­
tries in order to achieve a more effective combination of market forces 
and government intervention than in the past. Emphasis on market 
mechanisms does not imply that government intervention cannot play 
an important role in industrial expansion. The point is simply that gov­
ernment intervention, instead of creating distortions in prices and resource 
flows, should instead work to shrink distortions resulting from economic 
problems like sluggish flows of information, external economies or dis­
economies, rigidities in technology, and excessive rigidity or volatility of 
prices. 

Appropriate macroeconomic, financial, and labor market policies 
are crucial. If they allow factor prices to measure marginal contributions 
to production, an optimal allocation of resources will be achieved. A crit­
ical review of interest rate subsidies, overvalued currencies, minimum wage 
rates, and administratively fixed nonwage labor costs is necessary for suc­

http:trade.62
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cessful structural adjustment. Some of these policies may be justified or
partially justified, but most should be eliminated. 

The envisaged readjustment of prices and output structures will tendto result io a larger supply ofconsumer goods (at lower prices), and will 
encourage an overflow from domestic markets to exports.

The benefits from industrial development will be larger and morewidespread if industrial structures are adapted to comparative advantage.
More open, and thus more competitive, industrial development in both
South and Southeast Asia, and fewer government controls on the private
sector, can help to restructure the economy toward comparative advantage
more readily than can bureaucratically determined investment priorities.

The dismantling of policy-induced distortions suggested in this chap­ter is an urgent though difculr task. Import liberalization may increaseimports before export performance can be improved, and may add tobalance-of-payments difficulties for some time. If exchange rates arerevised to correct for overvaluation of national currency, the prices of
imports will rise, including prices of food and other products that figureheavily in the consumption of low-income groups. In both private and
public enterprises, entrenched interests that have long been protected willprotest, pleading the infant industry case, the need to preserve existingjobs, and nationalist arguments for continuing protection against foreign 
competitors. 

Most Asian LIDCs will need assistance from foreign donors to seethem through the short-run problems inherent in the adjustment ofmajor
parts of their industrial sectors. Such lending has a high rate of return;
the alternative is import compression and slowed economic growth.

Governments cannot afford to postpone policy reform. Policies tomaintain the status quo will become progressively more costly through
income foregone and increased unemployment and underemployment.

Poorer countries are less able to bear such waste than are more developed
 
countries. 

As for petroleum, the favorable impact of the oil price decline in the1980s on the economic prospects for the oil-importing Asian developing
countries is obvious. Oil-importing developing countries should havebreathing room for at least the remainder of the 19 80s: the pressure of
oil prices on their balance of payments should decrease. But energyprices-particularly oil and gas-are likely to rise in the 199 0s. MostAsian countries have not done very well in conserving energy in theirindustries,6 and their concern for appropriate energy policies should 
continue. 
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Still, despite the uncertainties offuture capital flows and energy costs,
Asian LDCs should be able to realize further gains in output and employ­
ment growth from industrial specialization and trade. 
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Listing of Countries in Regional and 
Subregional Groups 

Republic of Korea, Singapore, Taiwan. 

Indonesia, Malaysia, Philippines, Thailand. 

Bangladesh, Burma, India, Nepal, Pakistan, Sri Lanka. 

Argentina, Bolivia, Brazil, Chile, Colombia, Costa Rica, 
Dominican Republic, Ecuador, El Salvador, Guatemala, 
Haiti, Honduras, Jamaica, Mexico, Nicaragua, 
Panama, Paraguay, Peru, Trinidad and Tobago, 
Uruguay, Venezuela. 

Burundi, Cameroon, Central African Republic, Chad, 
Congo, Ethiopia, Ghana, Ivory Coast, Kenya, Lesotho,
Liberia, Malawi, Mauritania, Niger, Sierra Leone, 
Sudan, Senegal, Tanzania, Togo, Uganda, Upper
Volta, Zaire, Zambia, Zimbabwe. 



Chapter3 

Domestic Savings
 
and Financial Development
 

Early theories of economic development emphasized capital accumula­
tion. W. Arthur Lewis, for example, formulated the central task for eco­
nomic development as that of raising the proportion of national income 
saved and invested from 4-5 percent to 12-15 percent.' In contrast to 
affluent countries, where the growth problems were viewed in Keynesian 
terms - too much saving, too little spending- in the newly emerging coun­
tries investment and hence economic growth were constrained by the insuf­
ficiency of saving.2 Domestic saving rates in many developing countries 
were barely sufficient to maintain the existing capital stock. The rates did 
not permit enough investment to sustain economic growth at a high
enough rate to employ the rapidly growing labor force, let alone to uplift 
the general standard of living. To overcome the savings constraint initially,
foreign capital inflows were essential, but in the longer term sustained 
economic growth would require increased domestic saving.3 

Three steps are necessary for the process of capital accumulation. 
First, there must be an increase in the volume of real saving so that addi­
tional resources become available for investment. Second, a means ofcol­
lecting and channeling the savings to make them available to investors 
is necessary. Third, there must be some act of investment by which sav­
ing is transformed into productive capital. 

The mobilization of additional real saving to increase investment and 
initiate higher economic growth can come from internal or external 
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sources. Internally, saving may be increased voluntarily by a reduction 
in consumption or involuntarily through higher taxation, compulsory 
lending to the government, or inflation. Savings from external sources 
can be generated by reduced imports of consumption goods, foreign cap­
ital inflows, improvements in the terms of trade, or earnings from factors 
employed overseas (remittances). 

The increase in real saving necessary for growth in low-income coun­
tries is unlikely to result from self-imposed cuts in consumption. Nor is 
such an approach compatible with economic growth and development: 
consumption by the poor must rise if development is to occur.4 Taxation 
of luxury consumption is warranted but can hardly be relied on much to 
increase saving. 

What is needed is a process of highcr growth and a rise in the mar­
ginal saving rate of the community as a whole. Positive interactions of 
growth with saving and investment can be promoted by appropriate pol­
icies, particularly those that encourage financial development. 

However additional saving is generated, it must then be collected and 
channelled to investors. There are three channels or mechanisms by which 
this can be done-self-finance, government appropriation, or financial 
intermediation -and their efficacy varies. Channeling is a crucial process. 
Numerous studies of economic growth have shown that increased inputs 
of capital and labor explain only part of the increment in output; much 
of growth must be attributed to the residual factors of technology, im­
proved quality of labor (human capital), and economies of scale. In short, 
it is not just the size of investment but also its efficiency that determines 
growth. Unless increased saving is channeled to the most productive invest­
ments, growth will not be as high as it otherwise would be. 

Savings can be accumulated as real assets (gold, land, livestock, 
jewelry, inventories of goods) or as financial assets (stocks, bonds, sav­
ings deposits, currency). In the less-developed Asian countries, particu­
larly in rural communities, much saving and investment takes place in 
nonfinancial form. Farm households save and invest by making improve­
ments in their land and buildings, making simple tools, or accumulating 
inventories of commodities they produce (e.g., rice). Thtir investments 
are limited to what they can make rhemselves. Even when money changes 
hands, it is often used to purchase real assets (gold, jewelry, land) that 
protect the saver-investor from inflation but add nothing to the nation's 
productive capacity. Self-finance reduces the farm household's dependence 
on outside funds, but represents in most cases a socially suboptimal use 
of scarce savings. 
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Informal finance involving direct lending by the saver to the investor 
is also quite common in the Asian LDCs. Relatives, acquaintances, and 
neighbors often engage in reciprocal lending and borrowing, but again 
this limits the efficiency with which savings are allocated to investment. 
Primary lending is restricted to small amounts insufficient to permit cap­
ital improvements of even modest scale. 

Government appropriation is a second channel by which public sav­
ings or the surplus of current revenue over current expenditure is directed 
to investment. Government may also gain access to private savings through 
the imposition of regulations and controls on financial institutions.5 In 
coL.ntries with large public enterprise sectors, budgetary appropriations 
are a more important nic ans of. 'iannelling saviing to investment than in 
countries where private enterprise is predominant. 

Financial intermediation, the remaining charnel, has significant 
Advantages over self-finance an6 primary lending. Cole and Patrick sum­
marize the role of financial ;,-crmediation in economic development: 

Practically every kind of proc"uctive activity- in agriculture, manufac­
turing, infrastructure, domestic and foreign trade, and by large units 
and small- requires some form of finance. The financial system pro­
vides the medium of exchange; it allocates resources to investment; it 
provides a retur;. on and presumably affects the level of savings; it pools, 
trinsf,,rms, and distributes risk; it is an important locus for the 
implementation of stabilization policy. 6 

Financial institutions or other intermediaries attract many small sav­
ings deposits that together provide a large fund to be lent for investment 
projects of substantial size to creditworthy borrowers. Through the law 
of large numbers, these institutions can provide owners of savings deposits 
with safety, convenience, and liquidity, yet finance long-term investments. 
Banks are the most important intermediary institutions in Asia, but non­
bank intermediaries (finance companies, post office savings, investment 
trusts, insurance companies) as well as stock exchanges (in which pri­
vate companies raise funds through share issues) and organized bond mar­
kets (trading in government dbt instruments) also play a significant role 
in the more devzloped financial systems. 

Throughout Asia, financial intermediation is the main channel for 
mobilization of domestic savings and financing of investment. Govern­
ments have been active in promoting and establishing new financial insti­
tutions in order to develop the financial sector. But government control 
has also been used extensively to direct finance to those investments 
deemed to have priority by government, which has often made it more 
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difficult to increase domestic savings and develop an efficient financial 
system. Below we will examine the record of Asian countries in saving,
investment efficiency, and financial development. Before turning to this, 
however, we will review the policy issues pertinent to choosing among 
alternative techniques for mobilizing savings and allocating investment. 

The three channels for mobilizing savings for investment outlined 
above are alternative techniques, or substitutes for one another. Gurley
and Shaw designate government appropriation (taxation) and self-finance 
as "internal financial processes"; whereas foreign .id (considered in 
the next chapter) and financial intermediation are "external financial 
processes."' 

External finance, in the Gurley-Shaw sense, involves decentralized 
decision-making, market organization, and relative prices that guide
behavior. Private savings are drawn into intermediary institutions and 
securities markets for use by government and private investors. Investment 
decisions are based on market criteria and are strongly influenced by mar­
ket interest rates. The financial markets operate most efficiently and grow
faster in a macroeconomic environment conducive to development of pri­
vate enterprise; trade restrictions kept to modest indirect measures (tariffs),
relatively undistorted markets for goods and factors of production, 
absence of rampant inflation, equilibrium foreign exchange pricing, and 
freedom to invest and operate business without excessive taxes or regu­
lations are components of this type of macroeconomic environment. 

Internal finance, in contrast, involves greater centralization, less 
specialization, and more government control, all compatible with a highly
regulated, inward-looking economic development strategy. Means of 
mobilizing savings to meet government plan objectives include "scissors 
pricing" that turns the terms of trade against agriculture, overvaluation 
ofdomestic currency, heavy taxation of foreign trade, and inflation, which 
acts as a tax on money balances and transfers real resources from credi­
tors (holders of money) to debtors (issuers of money, i.e., the government). 
The government almost always has a strong incentive to reduce the price 
of capital, so interest rates charged by financial institutions (owned or 
regulated by government) are driven down Lo below-equilibrium levels, 
even to negative real rates. This exacerbates economic dualism by forc­
ing would-be borrowers who are rationed out of the formal sector to seek 
funds from the informal sector at much higher rates of interest. It also 
creates an incentive for capital-intensive production techniques and favors 
capital-intensive activities among enterprises with access to cheaply priced
loans. In addition, macro price distortions usually accompany this ap­
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proach. In short, internal finance requires "financial repression": the finan­
cial system is prevented from developing and expanding. 

Most of the Asian developing countries have imposed numerous con­
trols on financial intermediaries, which have inhibited the ability of finan­
cial institutions to mobilize savings deposits and allocate funds to the most 
productive investments. The extent of these constraints varies according 
to the overall macroeconomic and deveopment strategy of each country. 
The market-oriented NICs- Hong Kong and Taiwan, in particular- have 
fewer controls, and financial institutions have functioned in a highly 
efficient manner. Though most banks in Taiwan are government-owned, 
private cooperative financial institutions are widespread and have 
increased their share of the market. Competition for funds has kept interest 
rates honest. Korea, Singapore, and the ASEAN-4 countries have more 
regulations and sizable government involvement alongside private finan­
cial institutions. The South Asian countres have tended to have the most 
regulated and least developed financial systems; government ownership 
and control ispervasive. But changes and reforms in the financial sector 
have accomparited efforts to spur economic development. 

Domestic Savings Performance 

In 1960, Asian domestic saving and investment rates were generally below 
what was thought necessary for adequate economic growth (Table 3.1).
Domestic savings in the Asian LDCs other than Malaysia, Indonesia, and 
the Philippines, financed on average only slightly more than half of gross 
domestic investment. Hong Kong, Korea. and Singapore had among the 
lowest saving rates in Asia; those of Indonesia, Pakistan, Nepal, and Sri 
Lanka were under 10 percent. Domestic savings rose impressively during 
the 1960s, but there remained for most countries a gap between invest­
ment and savings as investment rates also rose (Table 3.2). This gap was 
generally filled by foreign capital inflows. 

Saving and investment rates increased sharply throughout Asia dur­
ing the 1970s (Table 3.1), and by 1985, over 80 percent of gross domestic 
investment was financed by domestic savings in the Asian LDCs. Domestic 
saving rates averaged nearly 30 percent of GDP in the NICs and ASEAN-4. 
For South Asia, the rates averaged only about 11 percent, wi:h wide vari­
ations among the countries. Through great effort, India raised its domestic 
saving rate to 20 percent in the 1980s; Sri Lanka improved its saving after 
the mid-1970s but fell back in 1985.8 
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TABLE 3.1 	 Domestic Saving and Investment of Asian Developing
Countries, 1960, 1970, 1980, and 1985 (percentage of GDP) 

GrossGross domestic saving domestic investment 
1960 19/0 1980 1985 1960 1970 1980 1985 

NICs 
Hong Kong 6 25 31 27 18 21 36 21 
Korea, Republic of 
Singapore 

1 
-3 

15 
21 

23 
38 

31 
42 

11 
11 

25 
39 

31 
45 

30 
43 

Taiwan 13 26 33 31 20 26 34 18 

ASEAN-4 
Indonesia 
Malaysia 
Philippines 

8 
27 
16 

11 
22 
20 

29 
31 
25 

26' 
35 
13 

8 

14 
16 

14 
21 
20 

21 
28 
31 

23' 
34 
16 

Thailand 14 22 21 19 16 26 27 23 

South Asia 
Bangladesh 
Burma 

8 
11 

9 b 
9 

3 
18 

3 
14 

7 
12 

1 0 b 

12 
13 
22 

11 
17 

India 14 18 20 20' 17 18 25 23' 
Nepal 
Pakistan 

NA 
5 

2 
9 

11 
7 

11 
7 

NA 
12 

3 
;6 

18 
17 

18 
18 

Sri Lanka 9 19 12 12 14 21 34 24 

NA = Not available. 
a 1984. 
b 1973. 
Sources: Asian Development Bank, Key Indicators of Developing Member Countries 

ofADB, July 1986. 
World Bank, 	 World Development Report, 1984. 

Insofar as domestic saving was less than investment, the gap was filled
by foreign capita, inflows (Table 3.2). Taiwan was an exception: domes­
tic saving exceeded inves.ment. 

The means by which Asian countries increased domestic savings rates
varied considerably. Most domestic savings were generated by the pri­
vate sector, especially by households. In the 1970s government saving (the
excess of current revenues over current expenditures) in less-developed
Asian countries averaged less than 3 percent of gross domestic savings. 
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TABLE 3.2 	 Saving and Investment Gap in Selected Asian
 
Developing Countries (periodaeragesin percent)
 

Saving investment gap/GDP, 
1961-70 1971-80 

NICs
 
Hong Kong 5.4 b -0.6
 
Korea, Republic of -9.6 -5.9 
Singapore - 11.0 c 9.3 
Taiwan 0. 4 d 1.4-

ASEAN-4
 
Indonesia 
 -2.3 4.3 
Malaysia 4.8c 4.9 
Philippines NA -4.4 
Thailand - 1.2 - 4.5 

South Asia
 
Bangladesh NA 7.8c
-
Burma - 4.2f -2.2 
India - 1.5g -3.4 
Nepal NA - 3.4 h 

Pakistan -6.5 -9.5 
Sri Lanka 0.1i -8.3 

NA = Not available. 
S-1 was computed by subtracting investment from savings in the same year. Since the 
period averages presented for saving and investment do not always cover the same
 
number of years, the resource gap given here is not just the difference between the
 
two average ratios.


b 1970. c 1965-70. d 1969-70. c 1973-80. f 1964-70. g 1968-70. 
h 1975-80. 11966-70. 

Sources: Asian Development Bank, Key Indicatorsof Developing Member Countries 
of ADB, April 1984, April 1985, and July 1986 issues. 

International Monetary Fund, Government FinanceStatistics Yearbook, 
1980. 

International Monetary Fund, InternationalFinancialStatistics, Yearbook 
1986. 

World Bank, World Development Report, 1981. 
World Bank, World Tables, Second edition. 
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Substantial fiscal efforts raised tax revenue as a percent of GDP, but in 
most cases governments expenditures increased almost as much, so that 
the contribution of governments to domestic saving remained small. 

Of the NICs, Taliwan had by the earl), 1960s achieved the most growth 
in its domestic saving rate, after large inflows of foreign aid in the early 
1950s. Personal (household) saving rose from 3 percent of disposable 
income in 1952 to 21 percent in 1980. Improved incentives to save were 
established at the same time that household real incomes, particularly 
those in rural areas, increased. Among the key elements inducing more 
saving were ready access to depository institutions and positive real xeturns 
to financial savings. 

By the mid-1960s Korca and Singapore had instituted major policy 
reforms aimed at raising domestic savings. The Korean effort focused on 
raising interest rates on time deposits. That country maintained high 
deposit rates into the early 1970s, and in the space of only a decade-1960 
to 1970- Korea's domestic saving rate rose from 1 percent to 15 percent. 
Singapore, with negative domestic saving in the mid-1960s, had by 1970 
attained a domestic saving rate of over 20 percent (Table 3.1). 

By 1970, in all of the NICs the government budgets were making their 
own contributions to savings, although greater emphasis was still placed 
on raising household saving through financial incenives, including posi­
tive real rates of return on savings deposits. Structural change factors, 
including the rising share of industry and manufacuring as well as exports 
in GNP, also made it easier to mobilize domestic saving in the NICs than 
in more agrarian, less trade-oriented economies.' 

The ASEAN-4 countries made rapid strides in mobilizing domestic 
savings in the 1960s and, except for Indonesia, domestic saving rates 
exceeded 20 percent by 1970. (Indonesia had saved only 8 percent of GDP 
in 1960; when oil prices surged in the 1970s, however, incomes rose and 
domestic saving achieved impressive growth.) The financial sector was 
vibrant in the rest of the ASEAN-4, with private and government bank­
ing both strong. Incentives created by rapid economic growth, and the 
presence of large mineral, plantation and commercial sectors, tended to 
produce substantial saving rates. In the countryside, growth of small­
holders' incomes was higher in the ASEAN-4 than South Asia, which 
growth contributed to higher saving rates. 

In South Asia, domestic resource mobilization efforts varied widely. 
India and Sri Lanka have higher domestic saving rates than the other South 
Asian countries. Both inherited strong fiscal institutions from the Brit­
ish; subsequently, their tax performance was notably strong. India, for 
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example, raised its ratio of tax revenue to GNP from 6 percent in 1950 
to 16 percent in 1980. Both countries have also had success in reducing 
population growth and hence dependency ratios. And some argue that 
their relatively stable political environments have also encouraged 
saving. 0 

Overall, South Asian policies in the 1960s generally aimed at increas­
ing tax revenues. Some efforts were madc to extend branch banking and 
thus make deposit institutions more accessible, but little attention was 
given to improving financial incentives. Government controls often 
included holding nominal interest rates at low levels to facilitate cheap 
government borrowing, but this policy made it difficult for banks to pro­
vide attractive incentives to depositors. Domestic saving rates thus stag­
nated or rose only slowly. 

Throughout the 1970s domestic saving rates continued to rise in the 
NICs and ASEAN-4, as well as in Burma, Nepal, and India. Those rates 
fell in Thailand and the Philippines in the 1980s, however, and fell or 
remained low in much of South Asia. 

Investment rates varied less than domestic saving rates in Asia because 
of the availability of foreign savings during the 1970s and early 1980s. 
Remittances from workers employed in the Middle East became an impor­
tant new source of saving for oil-importing Asian countries, for they aug­
mented domestic incomes and savings, as well as foreign exchange and 
government revenue. National saving rates in Pakistan and Bangladesh, 
for example, are far higher than domestic saving rates because of these 
remittances. 

Within each subgroup of coun.. es, differences in real GDP growth 
were not due to differences in saving and investment rates. Other influences 
on incremental output - the types of invctments made, changes in other 
inputs, skills, and organizational improvements-often arc dominant in 
determining growth. The Philippines, for exanple, had saving and invest­
ment rates highc than Thailand's, but still grew more slowly from 1970 
to 1980. India, which saved and invested ahigher proportion of GNP than 
any other country in Scuth Asia, had at best a mediocre growth perfor­
mance. In the late 1970s and early 1980s, Pakistan achieved a real GDP 
growth rate nearly twice that of India's, with an investment rate that was 
only two-thirds as high. 

The recent rapid growth of output in Pakistan was accompanied by 
increasing productivity in agricalture and industry. Agricultural produc­
tivity gains were derived through the use of higher-productivity farm 
inputs (e.g. seed, fertilizers, and tubewells); reorganization, management, 
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improvement, and consolidation of public sector enterprises resulted in 
higher industrial capacity utilization. The share of private investment in 
total investment increased from only a third to more than half between 
1970 and 1984, leading to further efficiency gains. By contrast, a sharp 
rise in India's incremental capit:,I-output ratio (ICOR) offset the improve­
ments in its rate of saving." 

The efficiency with which savings from domestic and foreign sources 
are allocated among alternative investments is !hmited by the efficiency 
of capital markets. As the financial system evolves, it becomes better able 
to attract doniestic and foreign funds and to allocate them effectively. The 
development of financial markets and institutions, in conjunction with 
effective macroeconomic policies and competitive markets for factors and 
goods, has a positive influence on the efficiency of overall investment allo­
cation. Strong links exist between financial development, the saving rate, 
and investment efficiency on the one hand, and the rate of economic 
growth on the other. Policies to promote financial development have 
helped to increase saving rates in the Asian LDCs, but much remains to 
be done. 

Financial Markets and Financial Development 

Financial development varies greatly within the Asian region. While Hong 
Kong and Singapore have emerged as international financial centers in 
their own right, some rural areas in South and Southeast Asia at the oppo­
site extreme remain essentially nonmonetary economies, with most trans­
actions made in kind. In between there are mixes of formal financial 
institutions and informal curb markets, monetary and nonmonetary con­
tracts and transactions, and private and public ownership of firms sell­
ing financial services. 

The gap between interest rates in formal and informal credit mar­
kets is often astonishing. 2 Farmers owning large parcels of land may 
obtain loans to purchase tractors or mechanical harvesting equipment 
at interest rates of 6 to 12 percent from commercial banks. But in some 
cases mechanization of planting and harvesting displaces labor and 
imposes greater social costs than benefits. Small farmers may borrow only 
small amounts from village moneylenders or, in the case of tenants, their 
landlords. Working capital loans (for purchases of seed, fertilizer, feed) 
often carry interest rates of 50 percent or more in rural Asia. 

Market segmentation also occurs in urban areas and in the indus­
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trial sector. In general, large firms have access to relatively cheap credit 
from banks. Small- or medium-scale establishments are often rationed 
out of formal credit markets and must borrow funds in the curb market 
at interest rates of 20 to 30 percent or more. This segmentation of urban 
credit markets can hinder the expansion of relatively efficient labor­
intensive firms and industries. Government policies have often increased 
segmentation and have exacerbated interest rate differences paid by vari­
ous groups of borrowers. 

In analyzing the policy issues associated with financial development, 
one should distinguish "organizational dualism" from policy-induced 
dualism.'3 The problem of organizational dualism if inherent to eco­
nomically less-developed societies and it will not disappear simply by 
eliminating government-caused price distortions. Fragmentation exists 
even within informal and formal financial markets: there are often large 
differences in interest rates offered various types of horrowers. Similarly, 
credit-rationing by modern financial institutions occurs with or without 
government intervention in setting interest rates and allocating funds.'" 
Government policies can either speed the pace of financial development 
or cause increased fragmentation. 

The informal sector often is more efficient and more equitable in 
mobilizing and allocating funds than is a highly repressed formal finan­
cial sector. 11Inthe informal sector, interest rates are set by market forces; 
competition isusually substantial among lenders because entry is unres­
tricted (except by povly enforced government prohibitions). Playing a 
role complementar -the repressed formal sector, the informal sector 
provides a mechanism through which official credit can be extended to 
more efficient uses. Attempts to abolish the informal market by law would 
reduce economic well-being and growth. A better approach would be 
gradually to absorb the informal sector into the regulated financial sys­
tem through a process of liberalization and reform of the repressed system. 

The extent of organizational dualism depends in part on the infor­
mational and transaction costs faced by financial intermediaries. Formal 
institutional lenders, usually commercial banks, prefer to lend in fairly
large amounts to the small number of established creditworthy big busi­
ness firms. The administrative cost of such lending tends to be rather low; 
so is rt,,k. Transaction costs of lending the same amount in small loans 
to many small and new firms would be substantially higher, even with­
out the costs of assessing the creditworthiness of many small borrowers 
and the higher risk involved. Informal sector lenders must gradually 
acquire information about various small farms or businesses, and vary 
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TABLE 3.3 Financial Deepening in Asian Developing Countries 

Real deposit 
M2/GDP-(%) rateb (%) 

Avg. 
1961-70 

Avg. 
1971-80 

Avg. 
1981-84 

Avg. 
1961-81 

NICs 
Hong Kong 89.3c 85.7 112.4 1.8 
Korea, Republic of 19.0 33.7 37.8 1.0 
Singapore 59.8d 61.7 70.6 2.8 
Taiwan 34.1 58.1 79.9 4.1 

ASEAN-4 
Indonesia 7.5e 16.1 19.3 -35.4 
Malaysia 29.4 44.2 59.9 3.0 
Philippines 22.0 19.8 22.4 -0.7 
Thailand 26.0 35.8 46.0 2.6 

South Asia 
Bangladesh 

Burma 
NA 

27.6 
19.9 

23.3 

23.4 

32.9 
- 4.3g 

NA 
India 24.0 31.2 43.9 - 1.1 
Nepal 9.3f 16.6 26.8 -0.9 
Pakistan 49.5e 44.2 45.6 -1.0 
Sri Lanka 25.5 23.1 30.2 0.3 

NA = Not available. 
a Currency and demand, savings and time deposits divided by gross domestic product 

in current prices.b The real deposit rate is represented by the continuously compounded nominal
12-month deposit rate of interest minus the expected rate of inflation (i.e., continu­ously compounded rate of change in GNP deflator).

c 1965-7. d 1963-70. - 1966-70. f 1968-70. g 1973-81.
Sources: Asian Development Bank, Domestic Resource Mobilization through Finan­

cial Development. 
Asian Development Bank, Key Indicators of Developing Member Countriesof ADB, April 1985, October 1985, and July 1986 issues. 
International Monetary Fund, International Financial Statistics, Yearbook 

1986. 

interest rates charged according to risk assessment, collateral offered, and 
the competition in lending that they face. Formal financial institutions 
may not find enough business to justify setting up branches in rural areas 
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or small towns, and the total amount of deposits they can attract may 
be small because of low income levels and the absence of the "banking 
habit" in households engaged in small-scale farming or business. 

Financial Deepening vs. Financial Repiession 

Financial deepening, the growth of financial assets faster than the growth 
of nonfinancial assets, involves the monetization of an economy, the 
increasing use of financial intermediation by savers and investors, and the 
rise of specialized financial institutions (SFIs). Formal institutions gradu­
ally absorb or displace informal finance. Savings are increasingly held in 
financial forms rather than in nonfinancial assets. 

The best available, albeit rough, index of financial deepening is the 
ratio of money (defined as currency in circulation, demand, savings, and 
time deposits [M2]) to GDP. This ratio has been rising in most of the Asiani 
countries, although at uneven rates (Table 3.3); the Asian LDCs are still 
far behind the United States and Japan in degree of financial development. 

Countries with higher levels and faster growth in the M2/GDP ratio 
tended also to have higher saving, investment, and real rates of economic 
growth. Between 1961 and 1984, financial deepening was most rapid in 
Taiwan; its M2/GDP ratio, and those of Singapore and Hong Kong, 
exceeded .70 by the 1980s. The demand for money is also strongly 
influenced by the real deposit rate of interest; countries with negative real 
deposit rates had among the lowest M2/GDP rati,-s. In Pakistan and the 
Philippines, negative real deposit rates were associated with stagnation 
or decline in their M2/GDP ratios. 

Some government policies inhibit the growth of the financial sector. 
Government interventions that hold nominal interest rates down to low 
levels under inflationary conditions restrict demand for financial assets 
as real rates of return are low or even negative. Savers invest in real assets 
that provide some protection from inflation. Financial savings are dis­
couraged and loanable funds are in short supply. The real rate of growth 
of financial markets and the real size of the financial system relative to 
nonfinancial magnitudes are reduced by financial repression. 6 The 
financial sector then remains "shallow," Financial institutions, other than 
a few dominant banks, are unlikely to be very successful, if they even 
become established. 

Financial repression aggravates financial dualism. The supply of 
loanable funds issmaller than demand (at the low or negative real inter­
est rates), so credit is ever more tightly rationed by commercial banks and 



80 
ASIAN DEVELOPMENT 

other lending institutions. The banks' preference for low-risk lending,usually to large-scale enterprises with strong credit ratings orgovernmentbacking, makes it difficult or impossible for smaller firms to obtain bankcredit. They must go to informal markets or do without. Would-beentrepreneurs are not able-to gain term financing sufficient to set up new 
businesses. 

The structure of interest rates isone set of prices that isnowhere leftentirely to the free play of market forces. Yet it is important to recognizean underlying equilibrium (or "natural") interest rate structure that equates,he supply ofsavings with the demand for loanable funds at the full capac­
ity output in each developing country.

The practice of setting interest rate ceilings at levels far below thosethat are consistent with underlying market conditions has not been aswidespread in Asia as in other-less-developed areas. i7 There are, however,few Asian LDCs that have not, at one time or another, been adverselyaffected by interest rate controls and selective credit policies. Below­equilibrium interest rate ceilings reduce economic efficiency in a numberof ways: project selection becomes suboptimal, incentives are offered toa selection of capital-intensive production processes while disincentives 
are given to labor-intensive ones. 

Controls on interest rates are usually accompanied by policies aimedat directing funds to government-determined "priority" sectors. Highreserve requirements have often been used to channel funds into govern­ment coffers or to borrowers in priority sectors at lower interest rates thanare faced by "nonpriority" borrowers. These requirements also reducebank profits and diminish the amount of discretionary lending throughthe financial system. As the size of the financial system is reduced, so is
the amount and growth of financial saving.


The extent of public sector involvement varies throughout Asia. Gov­ernment's share of domestic credit appears to be negaively related toincome levels. In 1977, for example, the public sector absorbed 70 per­cent of domestic credit in Bangladesh, 60 percent in Nepal, 48 percentin Pakistan, 42 percent in Sri Lanka, 20 percent in Thailand, and 13 per­cent in Korea. Conversely, countries with a higher share of privatesectorabsorption of domestic credit have tended to attain higher rates of eco­
nomic growth.

Edward Shaw stresses that "financial repression has its typical com­plements in development strategy. It is part of a package."I8 This pack­age generally includes an overvalued domestic currency, low or negativereal interest rates, inflationary monetary-fiscal policies, artificially cheap­
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ened prices for food and industrial raw materials, imposition of minimum 
wage laws in the protected industrial sector, high tariffs on imported goods 
(other than imported inputs for protected industries), and high taxation 
of traditional exports. Shaw concludes that financial repression 

isan inferior strategy under the best uf circumstances and a self-defeating 
strategy inthe usual case: the excess demands or 'gaps' that itgenerates 
on some markets and the excess supplies that occur especially in mar­
kets for labor and for products of capital-intensive industry prove impos­
sible to close at desired or acceptable growth rates of income and 

9

consumption. 1


The case for financial development through liberalization of poli­
cies rests on the need for more financial saving and more efficient invest­
ment. Although the details of policy depend on the circumstances of each 
country, enough theory, practice, and evidence exist to arrive at general 
policy implications for the Asian LDCs. 

Financial Institutinws and Development Experience 

Over the past three decades all of the Asian nations have expanded their 
financial sectors at rates that differed greatly across countries and sub­
groups and have diversified their array of financial institutions. 

In almost all Asian countries, governments to a greater or lesser 
degree have intervened in the allocation of credit, believing that market 
forces alone would not satisfy development priorities. These interventions 
have almost always included the establishment of state-owned financial 
institutions, and some governments have even gone so far as to national­
ize private banks. Only in Hong Kong has intervention been confined to 
purely regulatory functions. 

Other financial policies adopted by governments, however, have been 
very different. In the NICs and Malaysia, government policies have 
provided incentives to depositors since the 1960s. Inflation rates have been 
low and interest rates high enough to provide a positive real return on 
deposi,.s. Financial institutions, public and private, grew and became more 
efficient. Investment increased in amount and quality as government pol­
icies encouraged term lending to industrial enterprises. In short, govern­
ment interventions strengthened financial markets and helped promote 
financial development. 

In other coantries, government policies during the 1960s and 1970s 
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often held interest rates at unrealistically low levels. i!.re was less suc­
cess in mobilizing svings deposits. Financial institutions were used to 
provide large established private business groups and the government with 
cheap credit. Shortages of funds and the preference of financial institu­
tions for low-risk lending made it difficult for smaller or newer ente-prises
and farmers to obtain bank credit. Financial dualism worsened aS gov­
ernment policies amounted to financial repression. 

To correct t&is, governments set up new institutions. But a major
shortcoming of these financial dcveiopment efforts in most contrie, of 
South Asia and the ASEAN-4 was the onc- sided empliasis on improving
the financial sector's ability to disburse credit. Little attention was given 
to measures aimed at encouraging growth of private savings deposits.

The NICs were exceptions to this problem, and the exp,:riences of 
Korea and Taiw,,n are particularly instructive. 

Taiwan and K-reo 

Accelerated growth inTil, in coincided with marked ncreases in house­
hold (personal) saving rates, and with a steady rise in the ratio of domes. 
tic savings to GNP. The experience of hyperinflatiori during the civil war 
on the Chinese mainland had convinced Taiwai officials that inflation 
had to be restrained. With some hesitation, the government of Taiwan 
broke with the generally accepted LDC policy of keeping interest rates 
lcw in order to encourage investment, and began adopting iigh interest 
rates in order to prevent inflation in the 1950s. Interest paid to ,avers and 
charged to borrowers was uPped to levels far higher than anywhere else. 
These high interest rates then had the unexpected effect of spee.itig up 
capital accumulation and growth. As Scitovsky notes, 

high deposit rates raised both the saving rate and the proportion of sav­
ings :hannelled into bank deposits, lending rates apparently were not 
high enough to reduce husincssrien's demand for investible funds to 
below the rate at whi,-h funds I[,,:.meavailable.-" 

Financial development was not limited to urban ,areas i Taiwan. 
Rural households were encuraged to join saving schemes at the same 
time that farm credits were being made available through rural banks and 
cooperatives. I&hen productivity atd income gains took hold in agricul­
ture, household savings rose retnarkab!y. The financial system served effec­
tively to encourage savings and allocate them efficiently. Strong incentives 
to save provided by positive real deposit interest rates "ere reinforced by 
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favorable tax treatment of interest income. 
Government intervention figured heavily in Korea's financial develop­

ment. In tne 19 50s Korea's household saving rate was only slightly less 
than Taiwan's, lagging behind partly because of the ravages o" the Korean
War but partly because of its policies. The two nations' saving rates 
diverged sharply until September 1965. Then Korea's low interest rates 
on si.vings deposits were doubled. By the early 1970s, the country had 
witnessed a sharp rise in the saving rate and a sevenfold rise in bank depos­
its. As part of its strategy, the Korean government also established a num­
ber of SFIs. The government became the main owner of larger commercial 
banks; local banks and branches of foreign banks were in private hands. 

Several features of the Korean government's role in its financial sys­
tem stand out. First, the SFIs have been active in attracting savings, unlike 
their counterparts in some other Asian countries. Their finds, raised from 
deposits and sales of debentures, have provided over 50 percent of loans. 
Emphasis on deposit-taking has favored their expansion. Second, private
local banks have been allowed to flourish, catering to the needs of local 
businesses; they have also been effective in attracting funds and in gain­
ing a rising share of total deposits. Yhird, there has been an active policy
to incorporate traditional tending and saving into modern institutions. 
As early as 1972, mutual savings and finance companies were set up to 
attract funds from informal money markets into the formal sector. Th'ese 
companies make small unsecured loans and discount bills for holders of 
installment savings accounts. They also operate mutual credit "kyes" in 
the manner of the traditional rotating savings and loan societies. Funds 
from small private savers are available as loanable funds for small pri­
vate borrowers, ard are not monopolized by government. Hence, while 
the informal money markets continue to operate, an even greater num­
ber of small savers and borrowers are using the financial institutions. In 
the late 19 70s the formal sectors of both Korea and Taiwan provided about 
60 percent of total agricultural credit (Table 3.4).

The Ko:ean domestic saving rate remained substantially below that 
of Taiwan. From 1965 to 1981 the average difference was 10 percent,
mainly because Taiwan's private household saving rate v:as more than dou­
ble that of Korea, 12.1 percent of GNP, to 5.4 percent. The explanation
for this enormous gap is clearly related to Taiwan's consistent policy of 
keeping positive real interest rates on deposits. Korea, on the other hand,
had large fluctuations in real interest rates: sometimes they were nega­
tive, 	sometimes positive. 

Households save for various reasons, but saving can be viewed essen­
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TABLE 3.4 Percentage Distribution of Agricultural Credit by Source 

Institutional Noninstitutional 
loans (IL) loans (NL) 

%of IL as % NL as % 
farmers of agricultural of agricultural 
with IL credit credit 

NICs 
Korea, 

Republic of 1974 95 65 35 
1977 NA 59 41 

Taiwan 1974 40 34 66 
1979 NA 65 35 

ASEAN-4 
Indonesia 1979 NA 5 95 

1983 9 49 51 
Malaysia 1974 2 NA NA 

1979 NA 18 82 
Philippines 1974 28 42 58 

1979 NA 61 39 
1981/82 25 29 71 
1983/84 8 13 87 

Thailand 1974 7 8 92 
1981 NA 64 36 

South Asia 
Bangladesh 1974 15 14 86 

1981 NA 15 85 

tially as one among several alternative means of providing for one's old 
age. In Korea, the wild fluctuations in deposit rates were a disincentive 
to changing the traditional reliance on one's children in favor of financial 
savings. In Taiwan, accumulating personal savings became a more cost­
effective means of old-age security because of the steady positive 
returns. 21 

High personal saving rates also make it possible for people to start 
their own businesses. In Taiwan the growth in the number of small- and 
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TABLE 3.4 continued 

Institutional Noninstitutional 
loans (IL) loans (NL) 

%of I as% NLas% 
farmers of agricultural of agricultural
with IL credit credit 

South Asia continued 
India2 1974 20 30 70 

1974/75 NA 33 67 
1981 NA 61 39 

Nepal 1974 NA 25 75 
1976/77 NA 43 57 

Pakistan 1956 NA 29 71 
1970/71 5 40 60 

Sri Lanka 1974 14 20 80 
1978/79 NA 22 78 

NA = Not available. 
All estimates of types of lenders are based on sample surveys except in India where anational credit survey was available. Estimates of farmers getting institutional loans 
are usually nationwide, but some are from sample surveys; in a few cases they repre­
sent potential rather than actual borrowers in a given year. 

Sources: Asian Productivity Organization, Farm Credit Situation in Asia, p. 19. 
Bandyopadhya ,, A.K., Economics of Agricultural Credit: with Special Refer­

ence to Small Farmers in West Bengal, p. 121. 
International Labour Office, "Group-based Savings and Credit for the Rural 

Poor," p. 106. 
Floro, Sagario L., Credit Relations and Credit Interlinkage in Philippine 

Agriculture, p. 209. 
Sacay, 0., M. Agabin, and C. Tanchoco, Small Farmer Credit Dilemma, 
pp. 6-8.
 

Wells, RJ.G., The Informal Rural Credit Market in Malaysia, 1980, p. 20. 
World Bank, Bank Policy on Agricultural Credit, Annex Tables 2 and 3. 

medium-sized enterprises has been much higher than in Korea, where 
industry isdominated by large corporations (cbaebol).The rapid expan­
sion ofsmall manufacturing enterprises in Taiwan in terms of both num­
ber and contribution to manufacturing output is related to good financial 
policy. Whereas in Korea the government directed concessional credits 
to already established firms and thus discouraged newcomers, Taiwan's 
system made credit available to small and large, new and established alike. 
The perception that it was feasible to start one's own business in Taiwan 
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helps explain the higher personal saving rates as well. As Scitovsky states,
"growth Taiwanese-style kept business firms small and encouraged per­
sonal saving by the newly entering or about-to-enter small businessmen;
growth Korean style discouraged new entrants and their savings and made 
it easy for established firms to grow without generating their own 
savings."-" 

These differences in domestic saving performance had significant
macroeconomic implications. The gap between investment and domes­
tic saving in Korea (averaging almost 8 percent of GNP between 1965 and
1981) had to be filled by foreign capital inflows, resulting in an enormous 
foreign debt. Taiwan avoided accumulation of foreign debt and even had 
a small and growing capital surplus. 

Since the early 19 80s, however, Korea has succeeded in controlling
inflation. Savings deposits have been encouraged by consistently positive
rea! returns. Consequently, by the mid-1980s, Korean domestic saving was
sufficient to finance domestic investment (Table 3.1), curtailing the growth
of foreign debt (see Chapter 4). In 1983, the five major government-owned
commercial banks in Korea were sold to private owners. The government
reduced its involvement in bank operations in order to create a more com­
petitive banking sector that would draw funds away from the unregulated 
financial markets. 

South Asia and ASEAN-4 

Financial policies in the ASEAN-4 and South Asian countries generally
have supported development strategies based on import substitution 
industrialization. However, in the last decade, financial reforms have

begun to accompany efforts to promote more outward-looking develop­
ment strategies in a growing number of Asian LDCs.
 

At independence, the financial sectors South
in Asia and the

ASEAN-4 were dominated by a small number of private commercial banks
 
that provided finance mainly for commerce; little was left for investment
 
in agriculture or industry. Informal sources of credit provided most of
the working capital for rural enterprises and manufacturing, because com­
mercial banks were reluctant to lend in accordance with government
development priorities. In particular, private banks were averse to mak­
ing medium- or long-term loans to industrial enterprises. As a result, 
governments in South Asia nationalized existing commercial banks and 
also set up new government-owned banks. Nationalization of commer­
cial banks took place in the 1950s and 19 60s in Nepal, Burma, Sri 



87 DOMESTIC SAVINGS AND FINANCIAL DEVELOPMENT 

Lanka, and India; and in the 1970s in Pakistan and newly independent 
Bangladesh. 

In the ASEAN-4, more private participation was permitted in bank­
ing and the nonbank financial institutions, though government-owned 
banks were also established. In Thailand, private commercial banks 
retained a dominant role in the financial sector. Private finance and secu­
rities companies proliferated in the 1960s and 1970s, but few new com­
mercial bank licenses were granted. Indonesia's financial sector came to 
be dominated by state-owned commercial banks and development .inance 
institutions; private banks in operation there mainly served the Chinese 
business communities in urban centers. The Philippines and M.laysia 
had an intermediate mix of private and government banks. In both the 
ASEAN-4 and South Asia, more often than not state-owned commer­
cial banks operated unprofitably and contributed little to attracting sav­
ings or increasing capital formation. 

State-owned institutions were viewed as a means to promote indig­
enous businesses and to attain other nationalist economic objectives in 
Southeast Asia. As Myrdal noted: 

The financial institutions created since independence in Asia are mostly 
state owned. Each country in the region has established a Central Bank 
to create an independent money and investment supply that can be regu­
lated to serve its own development goals. But all countries have also 
expanded the private banking systems inherited from their colonial 
predecessors. In the whole region there has also been frequent govern­
ment intervention in trading and commerce, with the establishment of 
state export-import institutions. This intrusion in commerce and busi­
ness has often been motivated by prejudice against foreigners, particu­
larly the Chinese and Indian middlemen who are present to some degree 
in all the Southeast Asian countries. 2 

In predominantly Muslim nations like Malaysia and Indonesia, reli­
gious beliefs prevent indigenous people from becoming moneylenders; 
traditionally, Chinese and Indian businessmen have played that role. Pro­
tective laws and expansion of state-run rural banks have only partially 
replaced informal sector creditors. Relations between the Chinese and 
indigenous populations remain tense in parts of Southeast Asia, but they 
have improved considerably since the 1950s and 1960s in Thailand, the 
Philippines, and Indonesia. In Malaysia, the particular role of the state 
in promoting indigenous economic control was greatly expanded under 
the New Economic Policy (NEP) during the 1970s and 1980s. 

The philosophy behind government involvement in finance and, more 
broadly, commerce and industry in South and Southeast Asia has strong 
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TABLE 3.5 Population Per Depository Institution Branch (thousands) 

1961 1965 1970 1975 
 1980 1982
 

NICs
 
Korea, Republic of
 

Urban 29.1 26.3 17.7 11.3
13.3 10.5 
Rural 121.1 118.4 109.0 51.0 9.7 9.6 
Total 63.4 54.4 35.1 10.521.8 10.1 

Taiwan
 
Urban 26.0 21.6 21.6 20.8
19,9 20.4 
Rural 10.8 10.4 9.6 6.2 4.5 3.7 
Total 15.0 14.5 14.2 11.2 10.0 9.2 

Southeast Asia
 
Thailand
 

Urban 24.0 19.1 16.7 15.4 
 12.9 12.5 
Rural 43.8 46.3 42.4 37.9 27.9 26.6 
Total 39.7 39.1 35.2 31.5 23.9 22.9 

South Asia
 

Bangladesh
 
Urban 
 NA NA NA 8.5 10.2 8.0 
Rural NA NA NA 98.4 30.8 27.5 
Total NA NA NA 50.0 23.5 20.7 

India
 
Urban 18.5 17.5 14.3 9.7 
 8.4 8.4 
Rural 484.1 415.8 114.9 64.6 31.3 25.1 
Total 87.4 48.278.7 29.5 19.5 17.2 

Nepal
 
Urban 23.2 25.5 12.7 
 13.1 10.3 10.1 
Rural 919.5 521.2 233.4 141.5 79.4 68.8 
Total 412.9 310.9 139.4 98.7 59.3 52.7 

Sri Lanka
 
Urban 31.9 21.1 
 14.6 10.7 7.2 6.5 
Rural 8,284.3 1,119.2 108.2 16.1 16.1 38.5 
Total 171.8 98.8 45.0 12.114.3 16.4 

NA = Not available. 
Source: Asian Development Bank, Domestic Resource Mobilization through Financial 

Development. 
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nationalistic and redistributive elements. This contrasts with the growth­
oriented motives for government intervention in the NICs, where ethnic 
rivalries are minimal or nonexistent (except perhaps in Singapore).24 The 
establishment of a class of indigenous entrepreneurs in most Southeast 
Asian countries has, however, somewhat lessened this motive for expanded 
state control over the economy since the late 1970s. 

The thrust toward rapid industrialization through import substitu­
tion led South and Southeast Asian governments to establish SFIs aimed 
at providing medium- and long-term credit to industrial firms, which were 
themselves often state owned. Little was done to expand agricultural credit 
facilties until the introduction of modern rice and wheat varieties in the 
mid to late 1960s, when commercial banks were encouraged to set up 
numerous branches in rural towns and communities-although some­
what indiscriminately and at high cost. These banks did crepte anetwork: 
they were in a better position to lend to farmers and small-scale rural 
industrial firms than were other government institutions. But they also 
were required to push out a large volume of small loans as quickly as pos­
sible to meet the requirements of farmers, and they had little experience 
or administrative skill in this area. Serious problems of loan recovery arose 
in most rural credit programs. 

As late as the mid-1970s institutional credit seldom reached more 
chan a fraction of rural households in South Asia and the ASEAN-4, and 
it generally provided only a small share of total agricultural credit (Table 
3.4). This isso even though throughout developing Asia since 1960 there 
has been a great increase in the number of depository offices. Table 3.5 
shows that population per branch has fallen rapidly in both urban and 
rural areas. But there is still much room to improve access, especially in 
rural areas of Nepal, Bangladesh, India, Sri Lanka, and Thailand. Suc­
cessful rural development in Taiwan and Korea has been accompanied 
by greatly improved access of rural people to depository institutions. 

Agricultural credit in the Asian LDCs is by and large in the hands 
of informal lenders. Inthe mid-1970s, about 80 percent of total agricul­
tural credit came from noninstitutional sources in South Asia and 
ASEAN-4, with only about 20 percent accounted for by institutional 
sources. By the late 1970s and early 1980s, although moneylenders still 
provided more than half of total agricultural credit, Bangladesh, Nepal, 
and Sri Lanka experienced a slight increase in the proportion of agricul­
tural borrowing from the formal sector. InThailand and the Philippines, 
institutional credit provided a greater share of total credit, but the distri­
bution of funds was concentrated in favor of large farmers. The wide­

http:Singapore).24
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spread preference for moneylenders over banking institutions as a source 
of credit stems from the rural borrower's distrust and dislike of institu­
tions and bureaucratic procedures. The extensive paperwork and stiff col­
lateral requirements of formal lenders contrasts with the convenience and 
personal touch of village moneylenders. 

South Asian policy throughout the 19 70s emphasized increasing the 
financial sector's capacity to disburse credit to activities given priority by
planners. In order to spur investment and to provide inexpensive credit 
to government enterprises, interest rates were kept low. This depressed
the rates of interest the banks could offer to depositors: positive real 
deposit rates were rarely offered to savers in South Asia during the 1960s 
and 19 70s. Chronic credit shortages arose; public enterprise had the first 
claim on loanable funds, while private enterprise faced very strict credit
rationing. Credit for new private businesses was rarely available through 
the banking system. In addition, financial institutions gave only limited 
consideration to raising the efficiency of their own operations. A shallow 
system of finance evolved. 

An Asian Development Bank stud),of financial development in four 
South Asian countries (Bangladesh, Nepal, Pakistan, and Sri Lanka) 
stated: 

Except for spreading the network of bank branches in rural areas, little 
was done during most of the 19 70s in any of these countries to enhance
banks' capacity to attract deposits. Efforts to meet targets for agricul­
ture and other mandatory types of loans were not matched by sustained
efforts to promote the banking habit and to mobilize rural savings. ...
Banks were not under any pressure to compete for deposits .... Taken
overall the performance of domestic commercial banks as mobilizers 
of savings ha- not been all that impressive. "s 

Sri Lanka allowed a number of foreign banks to set up branches in 
the late 19 70s, creating competition for deposits with domestic banks. 
As a result, a wider range of financial instruments and services became 
available and the domestic savings rate began to increase. 

Nonbank financial institutions are generally less developed in low­
saving countries of South Asia than elsewhere in the region. Governments 
have established insurance companies, provident funds, savings banks,
and related schemes, but their coverage is limited and their contribution 
to savings mobilization small. Similarly, stock exchanges and securities 
trading institutions that attract savings for private investment have re­
mained small due to market thinness, risks, and hence illiquidity of equity
instruments and bonds. 
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Nearly all the deposits taken in by nonbank institutions go to the 
government coffers. Private savings are also diverted to the government 
through reserve requirements placed on deposits with commercial banks. 
The government therefore ends up with control over most private sav­
ings in addition to its own revenues. 

The governments of South Asian countries have in the 1980s 
proclaimed a change in development strategy in favor of greater private 
sector participation. Financial resources must be made available if pri­
vate business is to play a larger role in economic development. Significant 
reforms will be needed to allow financial institutions to attract greater 
savings. More freedom in allocating funds and setting interest rates in 
accordance with market conditions will also be necessary for financial 
development in South Asia. 

In the ASEAN-4, private banking and nonbanking financial insti­
tutions by the 1970s represented significant shares of the financial sec­
tor. Government-operated provident funds are still limited in coverage, 
but they are more developed than in South Asia, as are savings banks and 
securities exchanges. The broad range and diversity of financial institu­
tions contributed strongly to growth of domestic savings. 

The existence of private banks, other financial institutions, and secu­
rities markets in the ASEAN-4 provided some competition to government 
financial institutions. Banks and other depository institutions aggressively 
have sought to increase savings deposits by offering a variety of financial 
instruments and, within the government-imposed interest rate restrictions, 
by providing favorable incentives. Interest rate controls in the 1980s were 
relaxed in the Philippines and Indonesia (Malaysia generally pursued anti­
inflationary, pro-saving interest rate policies) but remained at restrictive 
levels in Thailand. Thailand's domestic saving rate declined from 22 per­
cent in 1970 to only 19 percent in 1985. Government involvement in bank­
ing has been minimal; private banks have been used more as a cheap source 
of loans for powerful business interests than as effective institutions for 
mobilizing private savings. Introducing more competition and providing 
positive real deposit and lending rates in the financial sector in Thailand 
and Indonesia have been advocated by the World Bank and the ADB as 
means of improving savings mobilization and investment allocation. In 
the Philippines, however, the financial sector since the early 1980s has 
been hamstrung by bad loans and loss of confidence by depositors. The 
negative macroeconomic environment created by external debt and inter­
nal political crises make it necessary first to consolidate and stabilize the 
financial sector there before renewed expansion can take place. 
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Singapore and Hong Kong 

In Hong Kong and Singapore, the rapid growth of financial sector insti­
tutions from the 1960s to the early 1980s contributed enormously to sav­
ings mobilization and was a main cause of rapid economic growth. Their
divergent approaches-Singapore's strong government control, Hong
Kong's near-complete absence of government regulation and intervention 
-demonstrate that there is no single path to follow. 

No formal untrol on interest rates exists in Hong Kong, though the
largest commercial banks are said to have an informal "interest rate car­
tel." Real deposit rates have been maintained at positive levels consistently
in Singapore, less consistently in Hong Kong. In neither city-state have
interest rate structures been seriously out of line with market conditions 
for long, as both wish to avoid capital flight. Their macroeconomic envi­
ronments have been favorable to savers and investors; financial deepen­
ing has accompanied outward-looking trade and industrial policies.

Both city-states are now significant exporters of financial services and 
expect rapid financial sector growth to be a major force in their future 
development. Singapore has enacted a universal provident fund scheme
that has raised compulsory savings and allowed the government to under­
take ambitious infrastructural development. These compulsory contri­
butions to the central provident fund did not deter private voluntary saving
much: since the early 19 70s Singapore's domestic saving rate has been 
the highest in Asia. 

Financial development in Singapore and Hong Kong has been asso­
ciated with strong foreign bank participation. Sound monetary manage­
ment, particularly in Singapore, has held inflation down and enhanced
the demand for financial assets. Malaysia, among the ASEAN-4 coun­
tries, has also had strong foreign bank participation and noninflation­
ary monetary policy, with high rates of saving and investment and a stable 
and convertible currency. 

Financial Sector Growth and Change 

The growing reach of financial systems in Asian countries during the 1970s
and 1980s led to substitution of financial for nonfinancial forms of sav­
ing. Greater availability of facilities and more choice of financial instru­
ments over the past two decades have been a powerful stimulus for
increased saving. Some of the changes include: a) the spread of commercial 
bank offices, post office savings banks, cooperatives, credit unions, say­
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ings and loan associations, development banks, investment and unit trusts; 
b) an increase in the volume and variety of financial assets available to 
savers; c) a rise in the degree of monetization of the rural economy asso­
ciated with the spread of commercial agriculture; and d) greater access 
to credit from formal sector institutions. 

This widening and deepening of the financial system has allowed 
greater and more productive investment to occur, a change most notice­
able in the household sector and in private business corporations. Gov­
ernment investment has also been routed through the financial system in 
Korea, India, and Sri Lanka, though the uses of funds have not always 
been efficient. In general, financial intermediation has greatly increased, 
lending to a virtuous cycle of higher saving, improved investment effi­
ciency, and higher real economic growth. 

Financial Liberalization: Policy Issues 

The financial sectors of nearly all Asian countries face new stresses and 
new opportunities in the 1980s. Difficulties in collecting more govern­
ment revenues through taxation, the slowdown in growth of foreign 
development assistance and commercial bank lending, and lower remit­
tances from emigrant labor in the Middle East- all make financial reform 
imperative, regardless of whether countries have high or low domestic 
saving rates. There is now awareness among governments that financial 
policy has a major effect on a country's ability to mobilize loanable funds, 
and hence domestic resources, and to allocate them effectively. 

The interrelationships between saving rates, financial intermediation, 
and economic growth have been topics of extensive research conducted 
by the Asian Development Bank. The ADB's econometric study shows 
that higher real deposit rates of interest, economic growth, per capita real 
income, and improved terms of trade all increase the saving ratio in the 
Asian developing countries, as does access of the population to deposi­
tory branches.26 A larger population dependency ratio in turn reduces 
the saving ratio. 

The positive effects of increased financial saving and intermediation 
on economic growth are found to result from improved efficiency, not just 
larger amounts of investment. Financial development reduces dualism and 
fragmentation in financial markets. It broadens the access of business­
men, farmers, and new entrepreneurs to funds. 

Financial development policies are likely to succeed when they 

http:branches.26
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accompany reforms that reduce or eliminate price distortions in markets
for foreign exchange, labor, and goods. Allocation of credit by financial 
intermediaries is then likely to facilitate investment in activities in which 
a country has comparative advantage, and that can make use of relatively
abundant local resources, such as labor. Broader access to loanable funds 
encourages about-to-enter entrepreneurs to launch new enterprises.

A number of modifications are needed to develop the financial sec­
tor further in the Asian I.l)Cs. Greater freedom in setting interest rates
and reforms in other operational aspects of the financial system are among
the most pressing. Restrictive policies designed to place the lion's share
of funds at the government's disposal (or to direct them to activities favored 
by planners) have impeded the financial system's development. 

In rural areas of Asia that are now undergoing rapid change, improved
access to financial institutions that are responsive to the particular require­
ments of rural communities (timely provision on a seasonal basis of credits
for working capital) can help mobilize rural savings, raise farm produc­
tivity, and spur the creation of rural nonfarm businesses. In more remote 
or less-developed rural communities, use of satellite offices, mobile bank­
ing units, or other arrangements requiring less overhead than a branch 
bank should be considered. Low-cost arrangements have proved effective 
in a number of developing countries. 

The establishment of a complete network of rural banks that serves
the needs of village communities in Asia involves far more than setting 
up bank offices or branches. In order to attract deposits, they will have 
to provide security and convenience to small savers. Operational efficiency
will have to be improved greatly if institutions are to replace informal credit 
arrangements. And timely lending to farmers without extensive red tape 
and delay will be essential. 

Government policies also will have to be modified so that rural banks 
can charge interest rates commensurate with the costs of their operations.
High interest rates do not deter cultivators from borrowing as long as credit
is available in sufficient amounts at the time it is demanded. In the infor­
mal market, making a deposit often entitles one to receive credit when
it is needed, but with formal institutions cumbersome loan approval pro­
cesses are common. When institutions are able to make credit available 
on short notice and in adequate amounts, they bind customers and their 
savings to them. 

Small savers in urban areas also are a potential source of greater sav­
ings. The informal service sector's credit needs, now met mainly by curb­
market lenders, could likewise be served by financial institutions were they 
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to have sufficient flexibility in setting interest rates and other loan terms. 
Small savers are influenced by size of minimum deposit accepted, required 
minimum balance, ease of deposit and withdrawal procedures, charges 
for checking, and prizes or bonuses for opening deposits in varying 
amounts or of varying maturities. Attractions such as regular periodic 
compounding of interest, conversion to negotiable certificates of deposit, 
access to charge accounts or overdraft privileges, and linking to insur­
ance or annuities can also be important to more sophisticated customers. 

The uniformity of instruments and practices imposed on branch 
offices often limit the freedom of local managers and discourage aggres­
sive marketing and deposit-seeking. Within reasonable guidelines, local 
managers could have greater latitude in deposit-taking incentives and mar­
keting techniques. When interest rates and conditions on types of depos­
its are set by the government, initiatives by financial institutions are 
handicapped. And even when government or Central Bank control is not 
inhibiting, absence of competition among private institutions leads to 
sluggish performance. 

New savings instruments other than bank deposits are important for 
savers in higher income brackets and for more educated, urban middle­
income groups. Such savers are sensitive to yield and liquidity differences, 
and are often willing to underta. risk in order to obtain higher expected 
yields. An increase in the supply and variety of financial assets like bonds, 
shares, debentures, mortgages. and certificates of deposit-all readily 
tradeable in organized markets-could generate additional saving. In 
almost all of South Asia and the ASEAN-4, such financial claims consti­
tute a much smaller proportion of "money" than do currency, time, and 
demand deposits. 

In a number of Asian countries, a sizable fraction of private saving 
is in the form of contractual payments into provident, life insurance, or 
social security funds. Much of this contractual saving is used by govern­
ments to finance their expenditures. Because the motive for contractual 
saving is mainly risk coverage rather than yield maximization, it is likely 
that in most countries the contribution of contractual saving to overall 
financial saving could be expanded by broadening the coverage offered. 
The impact on the national saving rate depends on the extent to which 
contractual saving cuts into voluntary saving by newly covered groups. 
Evidence from several Asian countries indicates that compulsory saving 
can be increased without substantially reducing other private saving.2 7 

One area of common concern in Asia is the supply of all types of 
credit to small- and medium-scale industrial firms (Chapter 2). Financial 
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TABLE 3.6 	 Government Saving and Investment in Asian
 
Developing Countries (percentages)
 

Government 	saving as
Government saving' as percentage of 

percentage of GDP government investment 
1970--75 1975-80 1980-85 1970-75 1975-80 1930-85 

NICs 
Hong Kong 3.7 4.2 3.0 88.4 74.2 50.3 
Korea,
 

Republic of 1.9 2.7 3.1 
 60.4 150.6 122.8 
Singapore 7.1 7.3 1 1 .0 b 74.0 57.9 66.1b 
Taiwani 6.2 6.4 3.1 105.9 89.6 80.8 

ASEAN-4
 
Indonesia 5.3 8.3 
 8.3 63.0 67.2 68.1 
Ma!aysia 0.8 1.1 0.5 10.6 10.9 4.2 
Philippines 1.9' 2.8 2 .9b 101.7' 75.5 66.1 b 

Thailand 1.6 1.0 - 0.0 b 41.1 25.1 -

South Asia
 
Bangladesh 0.Od 
 2.2 2.6 3.9d 25.0 21.1 
Burma -2.6c 2.6 4.5b - 118.3 1 2 8 .5 b 
India 0.6 0.1 1.7b- 8.9 1.1 -
Nepal 2.2 3.0 3.1f 43.4 39.4 29.O f
 

Pakistan -0.5 1.4- 1.9f - ­ -

Sri Lanka -7.7 -1.6 -0.6 ­ -

- indicates that government runs deficit or incurs dissaving.
 
aGo,2rnment current 
revenue minus government current expenditure. Negative sign

indicates government dissaving.
 
, 1980-84. c 1972-75. 
 d 1973-75. c 1971-75. f 1980-83.
 
Sources: Asian Development Bank, Key Indicatorsof Developing Member Countries
 

of ADB, April 1986.
 
International Monetary Fund, InternationalFinancialStatistics, Yearbook
 

1986 and May 1987.
 

institution,s prefer to lend to larger industrial borrowers because they pro­
vide a substantial ameant of business at low administrative cost. Tradition­
ally, bankers in Asia have viewed larger, established business houses as 
less likely to default than new, smaller establishments. Governments have 
therefore tried administrative measures to allocate credit to smaller-scale 
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firms. But establishment of institutions catering to small- and medium­
scale enterprises is by itself no solution: if lending to such borrowers is 
unprofitable, neither administrative guidelines nor new financial institu­
tions willi help much. !f, on the other hand, such lending is made profita­
ble (when the borrowing firms themselves become viable), then no new 
financial institutions are nccessary. Technical and marketing assistance, 
and some equity participation, is where new institutions can help most. 

An alternative approach, adopted in parts of India with some suc­
cess, is the offer of credit guarantees. A fee is paid for insurance cover and 
a ceiling is put on iie liability of the guarantor, which adds to the will­
ingness of financial institutions to lend to sinal! firms. These guarantees 
have in large part obviated the need for more new institutions to serve 
the small-scale industrial sector. 

The lack of private banking and other financial institutions in South 
Asia has led to complacent, noncompetitive financial systems. With 
monopoly government banks come high operating costs, large malgins 
between saving and borrowing rates, and costly bureaucratic procedures. 
Complacency means that technological advances in financial services are 
not adopted, and deposit mobilization is given low priDrity. Licenses for 
private financial firms, and invitations to foreign banks to establish 
branches and provide technical assistance, would improve the situation. 
Increased competition can produce long-term efficiency gains, encourage 
cost-effective operations, and stimulate efforts to attract deposits. 

Government Resource Mobilization 

How can governments use their budgets to mobilize resources for develop­
ment? Among the considerations are the ratio of tax revenue to GNP, the 
"buoyancy" or elasticity of tax revenues as income grows, and govern­
ment saving. 

Government saving depends formally on statistics on current and 
capital expenditure and the treatment of public enterprises. We measure 
government saving as the difference between current revenues and current 
expenditures (Table 3.6). In the 1970s and 1980s a few countries in South 
Asia had chronic deficits; in others, surpluses in current budgets financed 
part of public investment. The percentages financed varied considerably. 

In the NICs, government ci'rrent budget surpluses contributed to 
higher rates of domestic saving. In other countries the contribution of 
government saving to economic growth was blunted by inefficient invest­
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mrent: there were low rates of return and rising capital-output ratios (as 
in the Philippines). The two factors that most often depress government 
contributions to domestic saving are pressures on politic. ns to increase 
current expenditures, and difficulties faced in raising taxes and other 
revenues. 

Much government expenditure on public goods such as health, edu­
cation, and dispensation of justice are essential and complementary to 
physical investment for development. But there is evidence of government 
expenditures in Asian countries that subsidize the production or consump­
tion of goods and services with little or no economic justification. Tighter 
controls against government waste, including elimination ol unnecessary 
subsidies and cutting back of low-priority expenditure programs, could 
do much toward generating additional budget savings in most South Asian 
and ASEAN-4 nations;. The excellent overall saving performance of Tai­
wan, for example, is due in part to a tight fiscal policy that generated sub­
stantial government saving. By encouraging the flow of private saving to 
the banking system, noninflationary government finance therefore increases 
the importance of financial intermediaries and raises their earnings. 

The obstacles to raising tax collections are many in countries with 
low income per capita, weak administrative systems, and social attitudes 
nonconducive to compliance with tax laws. Nonetheless, much can be 
done to bridge the huge gap in performance between countries such as 
Singapore and Malaysia at one end of the spectrum, and Nepal and Ban­
gladesh at the other. In many Asian developing countries the tax system 
is overcomplex and cumbersome, and inelastic with respect to levels of 
and chlinges in income. Indirect taxes, including taxes on international 
trade, are still the main source of government revenue in most of Asia. 

Simplification of tax regulations could improve collection and com­
pliance. There must first be the political will and the administrative and 
legal capacity to override vested interests and to halt the erosion of the 
tax base through evasion and corruption. Adoption of taxation measures 
that do not unduly penalize work effort and entrepreneurship, but that 
do levy charges on nonproductive activities and conspicuous wea!th (e.g., 
urban real estate, private luxury automobiles) could enhance growth. 

One kind of government performance not usually considered, but 
warranting close scrutiny, is public enterprise. Often state enterprises are 
a drain on government saving because of their pricing of services below 
costs, bureaucratic overstaffing, poor management, and nepotism and cor­
ruption. An International Monetary Fund survey of sixty-four public 
enterprises in developing countries showed that the average rate of return 
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before tax was negative 4.8 percent! 28 In South Asia and the ASEAN-4, 
government enterprises operate inefficiently and require continual budget­
ary transfusions to stay afloat, representing a serious wastage of potential
saving. The financing of government and quasi-government enterprises
could often be shifted advantageously from budget to commercial chan­
nels, thereby forcing the question of whether the enterprise is able to pay
its own way. Market-based evaluation of costs and returns would 
encourage wiser investments and greater efforts to recover costs. 

Conclusion 

Government commitment to better domestic resource mobilization for 
growth through financial development has increased throughout Asia. 
Since 1980, programs of financial reform have been initiated in Sri Lanka,
Bangladesh, Indonesia, Thailand, the Philippines, and Korea. In some 
cases liberalization has meant greater scope for private banking and 
finance. The Bangladesh government, for example, has issued licenses 
for six private commercial banks and announced that two of these six 
nationalized banks will be returned to their original shareholders, with 
49 percent of the shares in the other four offercd to private investors. In 
Indonesia, interest rates have been adjusted to reflect more accurately the 
market situation and scarcity of funds, and to make financial institutions 
more competitive and efficient. 

Emphasis on domestic saving is partly a reaction to harder external 
financial conditions and to external debt problems. The excellent sav­
ings performances of the NICs, the ASEAN-4 countries, and India have 
been a major ingredient in raising investment rates, but more efficient 
financial intermediation will be important in supporting further rapid
growth in other Asian nations. This need is being handled in different 
ways by different countries, but in general the outlook is for greater reli­
ance on market forces and private initiative. 



Chapter4 

External Financial Flows 
and External Debt 

Inflows of foreign capital can relax savings and foreign exchange con­
straints on development. Whether or not these infusions result in greater 
and more productive investment, higher economic growth, and improve­
ments in general living standards depends largely on the internal policy 
environment and institutions of the country in question., 

There are few industrialized nations that have not in the past made 
substantial use of external finance. Net flows of capital into less-developed 
countries unable to finance investment (and import.) from domestic sav­
ing (and exports) alone may increase economic welfare in capital surplus 
and deficit countries alike. In the former, returns on investment would 
be lower in the absence of foreign lending opportunities. In the latter, some 
domestic resources would lie idle without external funds or would be used 
less effectively, and development programs would have to be cut. In Asia, 
additional real resources supplied through external financial inflows 
helped sustain economic growth rates during the 1970s, especially after 
the first oil crisis. 

The colossal expansion of LDC foreign debt since the early 1970s, 
and the eruption and spread of debt reschedulings in the early 1980s, have 
rekindled debate on the role of foreign capital in economic development. 
Remarkably, the Asian developing countries (with the exception of the 
Philippines) avoided external debt crises in the first half of the 1980s, 
despite the exposure of the trade-dependent Asian countries to the external 
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TABLE 4.1 Ratio of Current Account Balance to GNP (percentages) 

NICs
 
Korea, Republic of 
Singapore 

Taiwan 

ASEAN-4 
Indonesia 


Malaysia 


Philippines 

Thailand 

South Asia
 
Bangladesha 


Burma-


India 


Nepala 


Pakistan 

Sri Lanka 

NA = Not available. 
a Ratio to GDP. 
b 1973-75. 
c 1983-84. 

1970-75 1976-78 1979-82 1983-85 

-7.4 -1.2 -6.4 -1.6 
- 18.0 -6.6 -9.9 -3.4 
-0.7 4.3 1.2 12.2 

-2.0 -1.8 -0.7 -4.1 
-3.3 2.9 -5.8 -6.6 
- 1.1 -4.7 -6.1 -4.1 
-2.0 -4.6 -5.9 -5.6 

- 5. 3 b -4.0 -5.1 -2.8 
-1.7 -2.7 -6.6 -­4.0 
-0.2 1.4 - 1,1 - 1. c 

NA -0.2 -1.9 -5.3 
- 7. 5 b -4.6 -3.5 -2.4 
-2.5 -2.4 -11.3 -6.0 

Sources: Asian Development Bank, Key Indicators of Developing Member Countries
of ADB, April 1984, April 1985, and July 1986 issues. 

International Monetary Fund, International Financial Statistics, Yearbook 
1986, and May 1987. 

shocks of the preceding decade. Their experiences are indicative of the 
positive role foreign capital can play in a country's development. 

Since 1970, all of the developing Asian countries but Taiwan have 
experienced substantial current account deficits, except for temporary sur­
pluses in India and Malaysia in 1976-78 (Tablc 4.1). In almost all cases, 
current account deficits were lower than overall deficits in the trade bal­
ance (goods and services) because of positive current transfers (only Sin­
gapore and Malaysia are exceptions). The deficit on current a -count was 
financed mainly by borrowing, except in Singapore, where direct foreign 
investment was exceptionally large. 
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Current account deficits in most Asian developing countries resulted 
in part from the large oil price shocks that occurred in 1973-74 and 
1979-80.2 There is also evidence that booming investment-particularly 
in the late 1970s-played a substantial role.' In some cases (e.g., the 
Philippines) public expenditures grew much faster than revenues, and 
widening fiscal deficits were financed by foreign borrowing. 

Foreign Capital, Investment, and Growth 

External capital inflows can be used to augment domestic saving and thus 
raise the investment rate, to smooth out consumption and so avoid dras­
tic changes in the well-being of a country's population, or to do some 
of both. As long as foreign capital inflows do not cause a reduction in 
overall saving and investment, the) may contribute to economic develop­
ment. In low-income countries, foreign assistance targeted specifically for 
consumption by the poor can be as productive as an investment. 4 In most 
instances foreign capital inflows are intended for investment purposes; 
to the extent that they entail an obligation to repay, these inflows must 
be used primarily to build up the productive capacity of an economy. 

Foreign savings inflows augment the total resources available to a 
country. The contribution they ultimately make to economic growth and 
development hinges, however, on the relationship they have with domes­
tic saving and the quality of investment. Early plaiming models frequently 
neglected the potentially large negative impact foreign savings inflows 
could have on the domestic saving rate.' They also failed to consider 
possible adverse impacts on the efficiency of investment." In soiPe cases, 
rapidly increasing foreign savings inflows appear to be associated with 
premature increases in the capital intensity of production and with declines 
in the output (value-added) per unit of capital.- It is difficult to general­
ile, however, because in other cases ­ especially Tiiwan and Korea-these 
inflows seem to have bolstered saving, investment, and growth.) 

The increases in the investment rate that occurred in Asian develop­
ing countries during the 19 70s coincided with increases in foreign saving 
in most cases. Taiwan had a surplus of domestic saving over investment 
during most years (corresponding to its current account surpluses). The 
rise in the saving rate relative to the investment ratio there and in Hong 
Kong reflect the transition these ?:conomies have made from dependence 
on foreign capital to self-sustained growth. 

In the oil-exporting ASEAN-4 countries, Mialaysia and Indonesia, 
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foreign saving declined in importance (relative to domestic saving) dur­
ing the years of high oil prices (and therefore, high domestic saving). But
in the early 19 80s, foreign saving rose sharply as domestic saving was in­
sufficient to finance investment. In the other ASEAN-4 countries and 
South Asia, increased foreign inflows undoubtedly allowed investment 
to be higher than otherwise. 

The impacts of various types of foreign financial inflows on domes­
tic saving, capital formation, and long-term economic development can 
be quite different. There is cc;nsiderable heterogeneity in types of exter­
nal finance. Despite their financial fungibiliy, various types of inflows 
are not perfect substitutes for one another: inflows of foreign economic 
assistance are usually tied to specific projeLts and imports of specific goods
and services. Direct foreign investment is thought to have much different 
effects on long-term economic development than does borrowing from 
capital markets (bond issues and syndicated commercial bank loans).'
The terms and conditions of loans from different sources vary substan­
tially; therefore, where a country gets its funds may have significant effects 
on the cost of servicing its external debts. 

The composition of external finance varies, of course, according to 
each country's specific circumstances, and changes over time. The fol­
lowing section will examine the composition and trends of external finan­
cial flows in the Asian developing countries. 

Composition and Trends of External Financial Flows 

External financial flows are summarized by type in Table 4.2. Total net
 
flows are defined as the trade deficit; as such, net capital flows should equal

the sum of unrequited transfers, direct and portfolio investment, other 
long-term ca3pital, other short-term capital, errors and omissions, and
 
changes in reserves. Yet this equality does not always hold in the statis­
tics because of incomplete or erroneous accounting. IMF data from the 
balance-of-payments accounts of the Asian LDCs allows some disaggre­
gation of capital flows. 

For the Asian developing countries as a whole, net capital flows were 
relatively high during the periods coinciding with the first and second oil 
shocks, 1973-75 and !979-82, but relatively low during 1976-78 and
1983-85. The patterns differed among countries, however. For example,
Thailand, the Philippines, ani Indonesia had large increases in capital
movements and net inflows in 1976-78 (see Appendix Table 4.1), cor­
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responding to the higher domestic investment rates these ASEAN coun­
tries had during the late 1970s. For the South Asian countries, inflows 
increased most during 1979-82. 

The composition of the capital inflows changed as well, particularly
after 1979. Most notable was the jump in the size of short-term capital
in 1979-82. Long-term capital (with more than one-year maturities) was 
the most important type of external finance for the Asian LDCs; unre­
quited trani..[ers, direct investments, and official transfers (non-debt creat­
ing flows) were next in size. However, unrequited transfers have exceeded 
long-term capital in South Asia. And in Singapore, direct investment and 
short-term borrowing were more important than long-term capital or 
transfers. 

Long-term capital as defined in Table 4.2 covers a wide range of debt­
financing instruments from various sources (official and private) and under 
differing terms and conditions (concessional and commercial). Short-term 
capital includes trade finance and accommodating finance. Major differ­
ences in the composition of external finance in the subgroups are appar­
ent in the relative size of direct and portfolio investment and short-term 
borrowings. Direct and portfolio investment tends to be much smaller 
in South Asia than in the NICs or ASEAN-4 countries; short-term bor­
rowing exhibits no clear pattern among subgroups, except for the previ­
ously mentioned bulge in the relative share of short-term borrowing in 
1979-82. Short-term capital was large in earlier years in two heavily
indebted countries - the Philippines and Korea - and in Thailand (1976­
78), 	and became higher in India and Pakistan after 1982. 

Investment income Pows in Table 4.3 include interest and dividend 
payments and receipts on debt and equity, but exclude amortization pay­
ments. A negative sign indicates negative investment income or a net 
outflow. The investment outflows for Asian LDCs increased on average,
becoming more than half the size of the net capital flow in 1976-78 and 
again in 1983 -85. Until 1983-85 the majority of this income was that 
earned by foreign investors from direct investment in the Asian countries. 
However, because of rising debt repayments made by Korea and the 
ASEAN-4 countries, the outflow of"other investment income" has risen 
rapidly, exceeding outflows of direct investment income by a substantial 
margin in 1983-85. Thus a smaller portion of net capital inflGws has been 
available for purposes of increasing domestic investment in recent years.
Taiwan is an exception; by 1983-85, it had positive net investment income 
in addition to its substantial current account surplus. India in 1979-82 
and Nepal in 1976-85 also had positive investment income, but both had 



TABLE 4.2 Total Net Capital Flows and Net Investment Income by Recipient Group and Type (annualawvrages,USS millions) 

Net capital flows Net investment income 

Group Period 
Total 

net flow 
unrequited 
transfers 

Direct & 
portfolio 

investmentb 

Other 
long-term 

capital 

Other 
short-term 

capital 

Errors,
omissions, 

and changes 
in reserves 

Direct 
investment 

incomed 

Other 
investment 

income 

Thirteen Asian 

less-developed 

countries 

1973-75e 

1976-78 
1979-82 

1983-85 

7,049 

5,441 

22,915 

20,681 

2,368 

3,540 

7,847 

9,290 

1,454 

1,923 
3,838 

4,736 

3,280 

6,394 

11,444 

12,574 

927 

-60 

4,203 

917 

- 1,638 

-6,979 

-5,161 

-7,567 

-1,610 

-2,514 

-4,591 

-5,284 

-650 

-1,236 

-4,040 

-7,172 
Three NICsf 1970-72 1,157 180 231 442 244 88 -13 -70 

1973-75 2,680 192 675 1,298 751 -289 -102 -298 
1976-78 

1979-82 

1983-85 

254 

5,161 

-4,744 

301 

271 

229 

838 

1,280 

1,916 

1,853 

3,984 

1,189 

-806 

3,175 

-1,129 

-2,321 

-3,632 

-7,303 

-128 

-195 

-247 

-689 

-2,640 

-2,270 
ASEAN-49 1970-72 828 199 277 522 289 -584 -422 -36 

1973-75 
1976-78 

1979-82 
1983-85 

1,540 

2,599 

6,669 
9,484 

434 
352 

685 
742 

776 
1,070 

2,434 
2,914 

983 
2,711 

5,169 

6,437 

102 
786 

1,044 
-401 

-1,188 
-2,174 

-2,823 

-649 

-1,510 
-2,382 

-4,379 
-4,992 

33 
-215 

-1,287 
-4,057 



TABLE 4.2 Continued 

Net capital flows Net investment income 

Errors,Direct & Other Other omissions, Direct OtherTotal unrequited portfolio long-termGroup short-term and changes investment investmentPeriod net flow transfers investment" capital capital in reserves incomed income 
South Asiah 1973-75, 2,828 1,743 3 999 73 -162 3 -3851976-78 2,588 2,887 15 1,830 -40 -2,484 -5 -3321979-82 11,086 6,892 124 2,291 -15 1,314 -i7 -1131983-84 11,906 8,254 87 3,662 600 -568 -31 -914 
" The total net flow is defined as minus the balance of trade (merchandise and other goods, services, and income). This total is taurologically equiva­lent to the sum of all flow types but, in reality, a substantial difference exists between the total and the sum of flow types in many cases.b For 1970-72, direct investment only.
 
c For 1971-72, includes portfolio investment. For 1970 portfolio investment not available.
d Data not available for Singapore, Burma, and India; aggregates exclude these 
 .ountries. 
I Excludes Nepal.
f Korea, Singapore, and Taiwan. 
g Indonesia, Malaysia, Philippines, and Thailand.
h Bangladesh, Burma, India, Nepal, Pakistan, and Sri Lanka.

Sources: International Monetary Fund, InternationalFinancialStatistics, 1979 and 1986 Yearbooks, various months.


International Monetary Fund, Balance of Payments Yearbook, various issues.Republic of China, Central Bank of China, Balance of Payments, Taiwan District, ROC, 1958-87 summary, various months. 



TABLE 4.3 Financial Flows from OECD, OPEC, and Multilateral Institutions (US$ millions) 

Group Period 
Total 
flows Subtotal 

Official flows 

Bilateral Multilateral Subtotal 

Private flows2 
Direct Portfolio 

investment investment 
Export 
credits 

All less-

developed 

countries 

14 Asian 

developing 
countries 

NICs 

1970-72 

1973-75 

1976-78 
1979-82 
1983-85 

1973-75 

1976-78 
1979-82 
1983-85 

1970-72 

1973-75 

1976-78 

1979-82 
1983-85 

16,326 

33,077 

59,577 
88,193 
69,655 

6.732 

8,852 
14,777 
13,332 

1,087 

1,492 

2,048 

3,979 
2,070 

NA 

NA 

28,774 b 

42,116 
43,787 

4,814 

6,226 
8,952 
9,118 

621 

805 

905 

1,141 
417 

NA 

NA 

2 0 ,2 8 0 b 

29,408 
28,104 

3,363 

3,985 
4,876 
4,319 

493 

542 

533 

714 
77 

NA 

NA 

8, 4 9 4b 

12,709 
15,684 

1,451 

2,241 
4,076 
4,799 

128 

263 

372 

427 
340 

NA 

NA 

3 6 ,3 2 7 b 
46,077 
25,868 

1,918 

2,626 
5,825 
4,214 

466 

687 
1,143 

2,837 
1,654 

NA 

NA 

10, 7 
0 

4 b 

13,298 
9,014 

NA 

1,050 
2,543 
1,435 

NA 

NA 

403 

1,322 
1,071 

NA 

NA 

16 ,2 2 0 b 
23,191 
13,065 

NA 

442 
1,183 
2,073 

NA 

NA 

78 

520 
724 

NA 

NA 

9,402 

9,588 
3,367 

NA 

1,135 
2,084 
706 

NA 

NA 

661 

996 
-142 



TABLE 4.3 Continued 

Official flows _Private flowsa
Total

Group Period Direct Portfolio Exportflows Subtotal Bilateral Multilateral Subtotal investment investment credits 

ASEAN-4 1970-72 1,194 837 726 111 356 NA NA NA
1973-75 2,513c 1,238 884 354 1,274 NA NA NA
1976-78 3,267 1,806 1,122 685 1,460 624 380 4561979-82 5,509 2,898 1,516 1,382 2,611 1,120 622 869
1983-85 6,036 3,841 2,034 1,807 2,195 323 1,136 737 

South Asia 1973-75 2,727c 2,771 1,936 835 -44 NA NA NA
1976-78 3,537 3,515 2,330 1,184 23 23 -17 17
1979-82 5,289 4,913 2,646 2,267 376 101 41
1983-85 5.225 4,860 2,209 

219 
2,652 365 41 213 111 

NA = Not available. 
DAC countries only; no private flows recorded from other countries or agencies.

b 1977-78. 
c Sum of components; does not add to total given in source (1975 only). 
Sources: Asian Development Bank, Key Indicators of Developing Member Countries of ADB, April 1984, April 1985, and July 1986 issues.Organization for Economic Co-operation and Development, OECD, GeographicalDistribution of FinancialFlows to Developing

Countries, 1976-79 through 1982-85 issues. 
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substantial current account deficits. These two countries had relatively
light interest payments to make on the borrowings they undertook in the 
1970s. 

Flows by Source 

The OECD provides data on external financial flows to LDCs by source ­
private and official. These data also permit a breakdown of official finan­
cial flows from bilateral and multilateral sources. It can be seen that total 
external financial flows to Asian I.DCs rose substantially in 1970-78, 
though at a lower rate of growth than for all developing countries (Table
4.3 and Appendix Table 4.2). From 1979 to 1982, the period coinciding 
with the second oil shock, inflows to Asia grew faster than to all develop­
ing countries. And in 1983-85, total inflows fell less in Asia than else­
where. The real value of financial flows increased greatly in 1979-82, even 
though the dollars were eroded by inflation. The sources of external finan­
cial flows to Asi I, however, changed drastically. The share of official flows 
(divided between bilateral and multilateral sources) declined in 1979-82, 
even though a sharp decline in the share of bilateral assistance was par­
tially offset by a large increase in multilateral assistance. Private flows, 
especially commercial bank ;ending, increased much faster than official 
flows in this period. 

The share of official flows in the Asian developing countries declined 
from over 70 percent of total inflows in 1973-78 to only a little over 60 
percent in 1979-82, but rebounded to 68 percent in 1983-85. Private 
inflows increased as a share of total inflows between 1973-75 and 
1979-82, but fell back in 1983-85. The relative importance of private
 
inflows rose 
steadily in the NICs, but fluctuated more in the ASEAN-4 
and South Asia. 

The share of multilateral flows increased more steadily than that of 
private flows as a whole. The fastest-growing components of multilateral 
flows were those of the ADB;1" lending from the ADB and the World 
Bank continued to grow rapidly between 1980 and 1984. But in 1985 
growth of multilateral flows fell sharply." 

Since rapid increases in flows from multilateral sources helped offset 
a decline of Asian countries' share in bilateral official flows to L.DCs, a 
slowdown in future flows from multilateral sources could be damaging 
to the region and could lower its share in global aid flows. The ADB and 
the World Bank met strong resistance from some donor countries during 
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capital-replenishment exercises in the early 1980s. Other multilateral 
agencies also faced constraints on their resources: OPEC fund activities 
were severely affected by sharp declines in oil prices between 1982 and 
1986; United Nations agencies and the IMF faced increasing demand on 
their limited funds from heavily indebted Lat;n American countries, with 
donor countries reluctant to contribute more. 

The Baker Plan anounced in Seoul in 1985 offered one positive sign 
that the donor countries were becoming more favorably dispos.d to i.­
creasing the resources of multilateral agencies. The difficult budgetary 
positions of the United States and a number of European countries may 
place obstaicles in the way of increasing official flows, but Japan and West 
German), with their iarge balance-of-payments surpluses could step up 
their levels of assistance. On the demand side, the Asian countries them­
selves became less willing and less able to absorb new inflows in the 
mid-1980s. The alarming increases in the current account deficits of major 
borrowers like Malaysia, Indonesia, Thailand, and India in 1983-84 
caused these countries to delay investment and cut government spending 
in the mid-1980s. 

Within Asia, the distribution of flows among regions varied. The 
NICs' share of total inflows declined sharply during the first oil shock­
recession period (1973-75), but rose afterward until a large decline in 
1983-85. The ASEAN-4 countries had a roughly constant share of total 
inflows, but then in 1983-85 experienced a sharp increase. South Asia's 
share rose and then gradually fell. 

The NICs saw a very sharp decline in the share of official inflows 
for the period 1970-85. The shares of ASEAN-4 countries in official and 
private flows fluctuated considerably. South Asian countries had a sharp 
rise in their share of official flows in 1973-75, and throughout the period 
1970-85 they received more than half of officiai flows to Asia but only 
a small share of private flows. Multilateral flows became particularly 
important to South Asian countries. In 1983-85, inflows from multilateral 
sources exceeded those frGm bilateral and private sources combined. 

In Asia as in other developing regions, international capital market 
borrowing became increasingly important after the first oil shock of 1973. 
Usually these borrowings took the form of syndicated loans from com­
mercial banks; bond issues also rose sharply. Most of the borrowings went 
to the NICs and ASEAN-4 countries judged to be more creditworthy than 
the low-income nations of South Asia (Table 4.4). 12 Increased reliance on 
world capital markets worsened the debt-servicing burdens of these coun­



TABLE 4.4 Concentration of Gross Borrowingsa in International Capital Markets 

Amount (USS millions) 
Distribution (percent)Gross borrowings Eurocurrency credits Bonds

1972-75 Gross borrowings1976-80 1981-85 1972-75 1976-80 1981-85 1972-75 1976-80 1981-85 1972-75 1976-80 1981-85 
NCs 2,173.8 14,857.1 34,913.2 1,890.4 13,981.3 29,127.1 283.4 875.8 5,786.1Hong Kong 910.1 3,143.7 8,415.8 33.8 45.9 52.8Korea,142 759.1 3,015.4 7,037.5 151.0 128.3 1,378.3 14.2 9.7 12.7 

Republic of 792.5 972.8,419.0 22,705.0 773.6 8,125.9 18,937.8Singapore 18.9 293.1 3,767.2 12.393.5 1,109.5 2,006.1 - 26.0 34.4729.9 1,650.5Taiwan 93.5 379.6 355.6377.7 2,184.9 1,786.3 1.5 3.4 3.0357.7 2,110.1 1,501.3 20.0 74.8 285.0 5.9 6.7 2.7ASEAN-4 4,233.0 16,738.6 25,427.5 4,105.9 14,933.9 18,049.5 127.1Indonesia 2,322.1 4,264.7 1,804.7 7,378.0 65.9 51.76,987.9 2,304.6 38.54,052.0 6,112.6 17.5 212.7Malaysia 875.3 36.1 13.2543.1 3,014.1 11,518.4 500.7 10.62,668.8 6,673.9Philippines 1,353.1 7,452.5 42.4 345.3 4,844.5 8.53,102.9 1,285.9 6,496.8 3,004.4 9.3 17.467.2 955.7Thailand 98.5 21.114.7 2,007.3 3,818.3 23.0 4.714.7 1,716.3 2,258.6 0.0 291.0 1,559.7 0.2 6.2 5.8South Asia 20.0 778.3 5,730.4 17.5 748.3 4,894.8 2.5Bangladesh 0.0 0.0 30.0 835.6 0.3 2.40.0 0.0 8.70.0 0.0 0.0Burma 0.0 0.00.0 132.5 13.3 0.0 11.0 0.00.0 132.5 13.3 0.0India 0.0 0.012.5 263.7 4,157.1 0.0 9.4 ­10.0 233.7 3,332.8Nepal 0.0 0.0 
2.5 30.0 824.3 0.2 0.8 6.313.0 0.0 0.0 13.0 0.0 0.0Pakistan 0.0 0.07.5 278.8 1,176.8 0.0 ­7.5 278.8 1,176.8 0.0Sri Lanka 0.0 0.0 0.0 0.1 0.9103.3 370.2 1.80.0 103.3 358.9 0.0 0.0 11.3 0.0 0.3 0.6 

- = Negligible amount.
Published figures only, but likely to account for a major portion of such borrowings.Source: Organization for Economic Co-operation and Development, OECD, FinancialStatistics Monthly, August 1984 and April 1986 issues. 
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tries. Some South Asian countries that borrowed little directly from the 
capit,! :'arkets experienced much less of a hardening of average terms 
and conditions of their external debts." 

In South Asia and the ASEAN-4, Malaysia was the only country to 
which multilqteral flows grew more slowly than overall flows (Appendix 
Table 4.2). The ADB, as we have noted, had the highest rate of expan­
sion of the multilateral agencies in funding Asian LDCs; though ADB 
financing isnot dominant, itdid help i iaintain Asia's share in total official 
flows. Because it began in India only after 1985, ADB lending was more 
important for the other Asian LDCs, pa::icularly in South Asia, than the 
total figures suggest. Among the NICs, only Korea showed faster growth 
in multilateral official flows than in total flows. 

The pattern of external financial flows to South Asia during the 1970s 
conforms to their low levels of economic development and persistent pov­
erty. Yet this pattern has begun to change. India borrowed small amounts 
from the capital markets through bond issues in the early 1970s (Table 
4.4). By the early 1980s, India, Sri Lanka, and Pakistan were active in 
borrowing from commercial sources. India and Sri Lanka issued bonds, 
and Pakistan undertook short-term borrowing from foreign banks to shore 
up its foreign exchange reserves. 

Concessional aid will have to continue to be the major source of 
funds, particularly for the poorest South Asian countries-Bangadesh, 
Nepal, and Burma. Since 1980, India and Sri Lanka have sharply increased 
the share of private sources in the external funds they receive. Of their 
total outstanding public and publicly guaranteed debt, the share owed 
to private sources by India rose from less than 5 percent in 1970 to 9 per­
cent in 1980 and 20 percent in 1984. 14 Of Sri Lanka's outstanding debt, 
the share owed to private sources was 27 percent in 1984, and more than 
half of that carried a variable interest rate."5 Pakistan was careful to keep 
its share of debt owed to private sources low; since 1970 it has remained 
less than 10 percent. 

There has been an overall hardening of terms on external financial 
inflows to South Asia. One study estimates that the grant element of 
inflows into South Asia declined from about 66 percent in the early 1970s 
to 56 percent in the early 1980s. 16 This hardening of terms was more 
pronounced for India and Sri Lanka than for the other South Asian coun­
tries. India's share of soft loans from the World Bank's International 
Developmnt Association (IDA) had to be reduced. 7 The government 
drew on IMF resources in order to adjust its balance of payments to the 
external shocks of the early 1980s, and the policies it followed led to 



TABLE 4.5 Bilateral Financial Flows from DAC and OPEC Countries by Major Country/Group of Origin(annualaverages, US$ millions) 

Total bilateral receipts Official bilateral receiptsRecipient Private bilateral receiptsaOther OtherGroup Period Total Japan U.S. DAC OPEC OtherTotal Japan U.S. DAC OPEC Subtotal Japan U.S. DAC 
All LDCs 1977-78 56,607 6,742 11,267 32,736 5,863 20,280 1,737 4,184 8,497 5,863 36,3271979-82 75,485 6,964 18,899 5,005 7,083 24,23842,183 7,438 29,408 2,575 5,518 13,8771983-85 53,972 8,169 13,773 7,438 46,077 4,389 13,382 28,30628,301 3,727 28,104 2,933 7,221 14,223 3,727 25,868 5,237 6,553 14,078
14 Asian 1976-78 6,612 1,977 1,013 2,831 791 3,985 641 1,030 1,524Developing 1979-82 791 2,626 1,33710,701 3,427 2,482 -17 1,3074,576 216 4,876 1,403 1,012Countries 1983-85 8,533 3,671 1,281 3,652 

2,246 216 5,825 2,024 1,471 2.330-71 4,319 1,372 844 2,176 -71 4,214 2,299 437 1,477
NICs 1976-78 1,676 527 288 814 47 533 50 331 106 471979-82 3,552 1,143 477 -42 708983 1,174 1,378 17 714 109 446 143 171983-85 1,730 1,146 -15 2,838 874 728 1,236603 -4 77 -2 26 56 -4 1,654 1,147 -41 548
ASEAN-4 1976-78 2,582 1,206 410 907 59 1,122 357 354 351 591979-82 4,127 1,862 876 1,460 849 56 5561,347 42 1,516 727 160 5861983-85 4,229 1,938 42 2,611 1,135 716 760823 1,449 19 2,034 893 369 754 19 2,195 1,045 454 
South Asia 1976-78 2,353 244 314 

696 
1,110 685 2,330 234 345 1,067 685 231979-82 3,022 582 11 -31 43432 1,852 156 2,646 567 405 1,517 1561983-85 2,573 587 376 15 27 335473 1,599 -87 2,209 481 449 1,366 -87 365 107 25 233 

a DAC only; no private flows received from OPECSource: Organization for Economic Co-operation and Development, OECD, GeographicalDistributionof FinancialFlows to Developing Countries,1976-79 through 1982-85 issues. 
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increases in domestic saving and a shift in the composition of capital 
inflows toward private credits. India has sought to augment its access to 
multilateral funding by requesting ADB loans, but these are not likely to 
offset completely the IDA reduction. 

Despite these changes, average terms on outstanding debt in South 
Asia have remained favorable. South Asian countries will continue to rely 
on Official Development Assistance (ODA), much of it concessional, for 
their financing needs through the remainder of the century. 

The Asian countries' share of total flows from OECD, OPEC, and 
multilateral sources (public and private) declined from about 20 percent 
in 1973-75 to less than 15 percent in 1976-78, but it has since risen to 
17 percent. There was also a sharp increase in Asia's share in private flows, 
from 7 percent in 1976-78 to 13 percent in 1979-82 and 17 percent in 
1983-85. This increased reliance on private inflows was most pronounced 
for the NICs-Hong Kong and Singapore, in particular--but was also 
important in ASEAN-4 countries, especially Malaysia. The inflows of 
private funds to Korea, the Philippines, Thailand, Malaysia, and Indone­
sia were associated with the accumulation of external debt, since private 
flows were mainly in the form of commeicial bank lending rather than 
direct foreign investment. The rapid increase in private flows during the 
late 1970s and early 1980s was in part stimulated by government guar­
antees of the loans. 

The spectacular growth of commercial bank lending to developing 
courtries during the late 1970s, including some in Asia, was reversed after 
1982. The size of new bank commitments to most Asian developing coun­
tries by private lenders fell after 1981, and dropped sharply in 1983 and 
1984. In the ASEAN-4 the share of official sources in total net flows 
increased to nver 50 percent in 1983-84. The reluctancc of private credi­
tors to extend new credits (particularly to the Philippines) and the difficul­
ties these countries face in servicing commercial debt explains their shift 
back to greater reliance on official sources. 

Flows by Country of Origin 

Table 4.5 breaks down bilateral flows by major country of origin. First, 
Japan contributes relatively more to Asian developing countries than it 
does to all developing countries. On the other hand, the share of other 
Development Assistance Committee (DAC) countries in Asia is consid­
erably lower than in all developing countries, with rne U.S. share being 
somewhat smaller in Asia than for developing countries as a whole. Thus 
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Japan and the United States account for more than half of all flows in Asia. 
This dominance is particularly strong in East and Southeast Asia. 

In the NICs and ASEAN-4, the combined share of Japan and the United 
States has generally been well over 60 percent. In the NICs the United 
States contributes a disproportionately large share of official flows (over 
60 percent in 1976-82) while Japan and the other DAC countries account 
for relatively large shares of private flows. For the ASEAN countries, Japan
has clearly been the most important source of funds, with a share of 45 
percent. The other DAC countries combined account for about one-third 
of total flows. The U.S. share in total bilateral flows has been about one­
fifth (1979-85). 

The South Asian picture is quite different, with other DAC countries 
contributing over 60 percent of total and official flows (1979-85) and over 
80 percent of private flows (1976-82). Japan's share of all flows, about 
17 percent, is about the same as the U.S. share of official flows (16 per­
cent). OPEC countries provided a large share of official flows in 1976-78 
(30 percent), but this contribution dwindled thereafter. Private flows have 
been at a very low level, and the United States actually receved more pri­
vate capital from these countries than it disbursed to them in 1976-78. 
Thus, while Japan and the United States are he major sources of finan­
cial flows for Asian developing countries, the other DAC countries are 
also very important, especially in South Asia and to a lesser extent in the 
,ASEAN-4. Finally, it should be noted that if military aid and mi. *lateral 
contributions were included in the figures, the U.S. shares would be much 
larger. 

The Role of Foreign Aid 

The explosive growth of private capital inflows that occurred in the late 
1970s would not have been thought possible at the beginning of that 
decade. The rationale for ODA in economic development theory was for 
a long time the view that private capital would not be available in amounts 
needed to make meaningful progress. Debate hinged on whether or not 
aid itself contributes to development. 

Myrdal, after noting how little foreign private capial was forthcom­
ing for development in Asia, complained bitterly that bilateral economic 
assistance was misallocated by political considerations." Multilateral 
lending under the guidance of international agencies was then argued to 
be a more appropriate mechanism for channeling external assistance. This 
view has also been challenged from both the political right and left: the 
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right has focused on alleged wastefulness of foreign aid, and the left has 
claimed that aid isnot in the interest of the poor and leads to excessive 
external control over national policymaking. 9Serious empirical studies 
of the relationship between foreign aid, savings, investment efficiency, and 
economic growth have had mixed results.2 0 But there isstrong evidence 
in Asia that foreign aid has been highly efficient in stimulating growth
when it has been accompanied by appropriate economic policies in the 
countries concerned. Asian countries have made greater use of IMF facil­
ities in the 1970s than the Latin American nations, mostly because the 
Asian LDCs' macroeconomic policies were basically in conformity with 
IMF recommendations. 2' Hence, loss of sovereignty never became as big 
a political issue in Asia as in Latin America. 

Foreign economic assistance includes those external capital inflows 
that are offered on concessional terms. Interest rates are below those 
charged on commercial loans, and longer grace and amortization peri­
ods are the rule. Pure foreign assistance could be envisioned as agrant
that transfers resources without any obligation (repayment or otherwise).
In reality, most foreign assistance creates an external debt the recipient
country will have to pay off. The grant element is the difference between 
the present value of the assistance and that of acommercial loan of the 
same amount. The real value of foreign assistance isoften lowered by
attachment of conditions, such as the tying of development loans to pur­
chases of specific products from donor countries (even though prices may
be lower elsewhere). 

Even when it isreadily admitted that the real value and the face value 
of foreign assistance loans diverge, that often foreign aid projects do r.ot 
fully meet their objectives, and that some leakages of aid into wasteful 
activities are unavoidable, one isstill impressed with the achievements 
aid has made possible in Asia. 

Aid played a prominent role in the successful development of Tai­
wan and Korea; in the 1950s, American aid to these countries was sub­
stantial (reaching about 15 percent ofGNP on average in Korea). Foreign
assistance helped these newly independent nations to stabilize their econ­
omies, rebuild or add to physical and social infrastructure, and import
inputs vital to getting their economies moving forward. It was essential 
to the initiation of aprocess of noninflationary economic growth and an 
atmosphere conducive to adoption of appropriate policies. Despite the 
low initial income levels in both countries, human resource development 
was stressed even in the early 1950s; by the 1960s these countries were 
able to redirect their economies from export of primary goods to export 
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of labor-intensive manufactured goods. Though aid declined as a frac­
tion of total investment in both countries, it still contributed by overcom­
ing bottlenecks in manpower, infrastructure, technology, and foreign 
exchange availability. Foreign aid was also a positive force in helping to 
motivate domestic efforts to improve organizational and policymaking 
capabilities. 

Taiwin was less dependent on foreign capital than Korea was dur­
ing the 1970s because of its stronger domestic saving performance (see 
Chapter 3). Whereas toKorea's drise industrialize in the 1971s was 
financed to a substantial extent by foreign borrowings, Taiwan was able 
to finance its imports and capital formation entirely out of exports and 
domestic saving. By the 19 80s it had repaid the bulk of its external debt 
and had become a capital exporter itself. Still, by the mid-1980s Korea 
was on its way to producing a surplus of exports over imports and gradu­
ally reducing the size of its external debt. 

The NICs turned to outward-looking development strategies dur­
ing the transition they had to make from reliance on foreign aid to growth 
sustained by domestic saving. Export promotion policies were adopted
in order to c\vercome foreign exchange scarcities and to ensure their abil­
it), to service dents. The phenomenal success of export promotion in labor­
intensive manufacturing led to full employment, an egalitarian distribu­
tion of income, and higher domestic saving. Foreign aid played a cata­
lytic role in pushing policies in the right direction and contributing a 
number of valuable resources to the development effort."2 

The NICs in Asia are in the process of graduating from the ranks 
of the LDCs. The speed with which they changed from low-income pre­
industrial economies dependent on foreign capital to high-income mod­
ern economies with a capital surplus is unprecedented. Their attainment 
of high growth and equitable income distribution was facilitated in part 
by foreign aid, as well as by successful internal policies. Aid more than 
fulfilled expectations in countries such as Japan, which made an extraor­
dinary transition from capital deficit to capital surplus. It has also had 
a significant role in accelerating the development of the middle-income 
ASEAN-4 countries and the low-income nations of South Asia, where 
foreign aid is likely to be of continued importance until the next century.

In the countries of South and Southeast Asia, growth is limited by 
the inability to mobilize sufficient domestic resources for essential expen­
ditures and new investments. A country can supplement its own resources 
by borrowing abroad, within the limits of its international credit­
worthiness. Efficient use of foreign borrowing can accelerate GNP growth 



119 EXTERNAL FINANCIAL FLOWS AND EXTERNAL DEBT 

if increased produ tion exceeds interest plus amortizations. The capac­
ity of low-income countries efficiently to absorb large increments of exter­
nal resources islimited; but the capacity expands as experience isgained 
and administration improves. 

Asia's strong growth isconsistent with the view that financial resource 
inflows have been used relatively effectively. But the emergence of "aid­
fatigue" is cause for concern, especially among the low-saving countries 
of South Asia. For much of the rest of Asia, the rising cost and diminished 
availability of commercial credit from the world's capital markets are hin­
drances to growth. And the existence of huge outstanding external debt 
clouds the prospects of some Asian countries for future development. 

External Debt and Asia's Development 

In 1986, the total external liabilities of the LDCs exceeded the stagger­
ing figure of $1,000 billion. In many LDCs, the costs of servicing accumu­
lated external debts exceed new commitments. The ten largest borrowers 
among the LDCs in 1986 had more than half of all outstanding public
and publicly guaranteed debt. Though the bulk of the external debt is 
concentrated in relatively few countries, the problem of debt-servicing 
burdens a large group in all regions: Latin America, Africa, and Asia. 
Between 1981 and 1986, 63 countries had to reschedule debt-service pay­
ments. In 1982, a year of world recession, the near-defaults by mega­
debtors Mexico, Brazil, and Argentina sent shock waves through world 
capital markets. The debt crisis began to abate in 1983-84 as there was 
some recovery in world production, but the amounts rescheduled rose 
to a record high of $93 billion in 1985 when the world economy again 
slowed. 

In 1983, the Philippines asked for a rescheduling of a major portion 
of its estimated $25 billion of public or publicly guaranteed external debt, 
in the midst of a domestic economic and political crisis. But the Philip­
pines is still not the largest debtor in Asia: the Republic of Korea holds 
that distinction. Although Korea has had no difficulty servicing its debt, 
other Asian countries, including Indonesia, Malaysia, and Thailand, that 
have also resorted heavily to foreign borrowing have experienced prob­
lems. In 1984 Korea, Indonesia, Malaysia, and Thailand ranked 4th, 7th, 
11th, and 14th in terms of the size of outstanding public and publicly­
guaranteed external debt. The ability of the ASEAN nations to meet their 
external payment obligations without sacrificing the pace of their develop­



TABLE 4.6 External Debt and Debt-Service Ratioa of Developing Regions (values in USS bilhons; ratiosin percentages) 

1979 1980 1981 1982 1983 1984 1985 1986 1987 b 
1 9 8 8b 

Total Developing Countries 
Total debt 
Debt-service ratio 

533.4 
14.1 

633.9 
12.9 

745.5 
16.2 

849.6 
19.5 

898.4 
18.9 

946.8 
20.1 

1,009.1 
20.5 

1,094.9 
22.4 

1,183.8 
20.7 

1,222.9 
20.0 

Africa 
Total debt 
Debt-service ratio 

84.8 
15.3 

97.0 
15.2 

107.0 
18.0 

122.2 
22.1 

130.8 
24.3 

133.2 
26.8 

140.0 
28.7 

156.3 
30.2 

169.8 
27.0 

175.3 
29.9 

Asia 
Total debt 
Debt-service ratio 

114.4 
9.4 

137.8 
8.7 

157.6 
10.0 

184.2 
11.9 

204.2 
11.4 

216.7 
12.1 

243.6 
12.9 

272.3 
13.0 

300.1 
11.2 

313.9 
10.6 

Europe
Total debt 
Debt-service ratio 

81.0 
18.2 

93.6 
20.0 

102.0 

24.0 
106.8 
25.2 

107.4 

23.6 
112.0 

25.0 
127.1 

27.2 
138.2 

26.7 
146.3 

24.7 
149.3 

24.2 
Western Hemisphere

Total debt 
Debt-service ratio 

188.0 
39.6 

231.3 
33.4 

288.4 
41.9 

333.5 
51.0 

342.8 
43.9 

361.9 
41.7 

368.0 
38.7 

383.2 
45.6 

408.9 
44.9 

417.9 
40.9 

2 Excludes debt owed to the IME. 
b Estimates. 
Source: International Monetary Fund, Worli Economic Outlook, April 1987. 
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ment has been weakened by unfavorable external conditions, particularly 
falling commodity prices and protectionism in the MDCs. 

Increasing External Debt 

The heavy buildup of debt following the first oil price shock is under­
standable if one examines the choices facing policymakers. Following the 
oil shock and recession of 1974-75, commercial banks were extremely 
liquid, economic growth and trade expansion were moderate, and the cost 
of funds appeared to be low: expected inflation rates were often higher
than interest rates. Borrowing allowed many developing countries to main­
tain or accelerate investment programs despite the burdens imposed by 
higher oil prices. 

Anumber of Asian countries, including those heavily dependent on 
imported oil, had benefited from the commodity boom of the early 1970s 
and were able to ride out the first oil shock-recession with little difficulty. 
Thailand and the Philippines had current account surpluses in 1974 
despite the higher oil prices. These countries and Korea had a domestic 
investment boom in the mid to late 1970s through the early 1980s, while 
the external public and publicly guaranteed medium- and long-term debt 
of Asia as awhole rose rapidly (Table 4.6). Fairly healthy growth in world 
trade during those years (averaging about 6.5 percent per annum) helped 
allay fears of debt problems, however, even though structural changes such 
as reduced reliance on energy imports, increased exports of nontraditional 
products, and improvements in industrial competitiveness remained 
incomplete. 

The second oil shock of 1979-80 upset the adjustment process, 
quickly forcing the more prosperous but unemployment-, deficit-, and 
inflation-ridden OECD nations toward austerity measures. The result­
ing recession, unlike that after the first oil shock, was prolonged and pain­
ful. Disinflationary monetary and income policies seemed necessary in 
many high-income countries. Difficult financial conditions arose in world 
capital markets: nominal interest rates climbed to high levels and persisted 
despite gradual declines in the rate of inflation. There were unprecedent­
edly high real interest rates, and alarming rises in the debt-servicing bur­
dens of oil-importing LDCs. Some of the larger oil-exporting LDCs 
(Mexico, Nigeria, Venezuela, and Indonesia) continued to expand bor­
rowing for ambitious development programs, expecting continued 
increases in oil revenues. 

Simultaneously, protectionist pressures in high-income countries 
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increased as a result of severe unemployment and widespread business
failures. World trade growth slowed in 1980 and virtually collapsed in1981-82. The severe recession plus harsh financial conditions forceddeclines in export receipts and slower growth in LDCs, while the reces­sion plus energy-saving, in OECD nations led to declining oil prices. Oilimporters benefited, but there were serious adjustment problems for largeoil exporters, Mexico in particular. Many Latin American and Africancountries suffered declines in real GDP and exports promptly after thesecond oil price shock; Asian LDCs continued to grow. But in 1982 Asiawas hard hit by recession: real GDP growth rates fell to half the average

of 1973 to 1981. 
As with the recession, the external debt crisis appeared in Asia aftera time lag. By 1982, debt problems had forced reschedulings for largedebtor nations in Latin America and Eastern Europe. Commercial banksthen tightened lending policies. The international financial institutions

found their resources stretched; high-income donor countries were unwill­
ing to increase support to them. 

Compared with the other regions, Asia has fared better in terms ofservicing its debts. The debt-service ratio (debt-service payments to ex­ports) of Asian LDCs during the period 1979-86 (11 percent) was onlyabout two-thirds the average ratio of 18 percent for all LDCs. Latin Ameri­can and Caribbean countries had the highest ratio (42 percent).
There are two sides to the debt crisis in the LDCs. On one side isthe unexpected deterioration in external conditions: declines in externaldemand, sharp drops in commodity export prices, and tightening of lend­ing terms and conditions. On the other are delays in adjustment measuresand inappropriate domestic economic policies in some countries.
The Philippines crisis resulted from both external and internal causes,heightening awareness of the need to make efficient use ofexternally bor­rowed funds. The World Bank argues that external conditions created adifficult situation but that inappropriate government domestic and mac­roeconomic policies turned difficulty into crisis.2" After a decade of rapidgrowth, the Philippines faced problems of long-term structural adjust­ment and short-term stabilization. The long-term problem was to shiftthe economy to a more open, outward-looking stance. The old importsubstitution industrialization strategy could no longer be paid for by tax­ing exports of primary products; the Philippines needed to promoteexports of labor-intensive manufactured goods to achieve sustained eco­nomic development. This in turn required liberalization of foreign trade,including relaxation of trade restrictions and lessening of tariff rates and 
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their dispersion. A structural adjustment program funded by the World 
Bank was adopted, and policy reforms were begun in earnest in 1980 (and 
continued until 1982). 

However, before structural changes could take place, the external 
environment became worse. The government began relying more and 
more on capital market borrowings to cover the saving and foreign 
exchange gaps. Fiscal deficits mounted and the current account deficit 
rose in the late 19 70s. Rather than cutting expenditures and thus sacrific­
irg some growth in orOdr to, suhilizc the economy, the government in the 
early 19 80s gambled that export growth would pick up, as had occurred 
in the previOUs decade. 

Between 1980 and 1982 the budget deficit in the Philippines rose from 
1.3 percent of GDP to 4.2 percent; the current account deficit rose .,t the 
same time from 5.8 percent of GDP to 8.0 percent. Expansionary fiscal 
policies were financed by external borrowing. The Philippine peso 
appreciated against the currencies of major trading partners, lessening 
the competitiveness of exports and increasing the incentives to import. 
The government increased investment in poorly managed state enterprises. 
In the meantime capital flight reached alarming proportions; domestic 
saving was discouraged by low real interest rates and the overvalued peso. 
The external economic environmenr did not help, as the terms of trade 
deteriorated for the Philippines. This made adjustment more difficult, but 
was secondary to the inappropriate macroeconomic policies in bringing 
about the crisis. 

In response to the worsening external and internal deficits, the Philip­
pine government reversed trade liberalization policies and restricted 
imports rather than abandoning its inappropriate spending and exchange 
rate policies. Subsequently, with exports falling and access to additional 
external finance dwindling, the government was forced to seek a reschedul­
ing of its huge external debt in 1983. 

The growth rate of the Philippine economy declined steadily after 
1978 despite the government's efforts to prop it up. The growth that was 
attained under the mismanaged macroeconomic policies proved to be 
short-lived and expensive; living conditions for much of the population 
were worse in the mid-1980s than in the mid-1970s. Real GNP declined 
by over 5 percent in 1984 and by 3 percent in 1985, and though the Philip­
pines experienced positive growth in 1986 and 1987, per capita incomes 
were still below the 1980 level. Its huge foreign debt burden will make 
it extremely difficult for the Philippines to restore high growth and improve 
the living conditions of the majority. 
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Debt-Servicing Capacity 
Debt-servicing difficulties of the heavily indebted middle-income LDCs 
are a serious constraint on their growth. The short-run problems ofbalance-of-payments adjustment and the long-run problems of structural
adjustment vary from country to country. In Asia, most of the foreigndebt financed reasonably sound investments in development projects, butthere could have been greater efficiency in resource allocation and more
reliance on domestic resource mobilization. 

Information on private nonguaranteed debt is scanty; thus most ofthe discussion below focuses on public debt or publicly guaranteed pri­
vate debt. 

As was noted above, since 1970 the external debt of the Asian LDCsincreased less rapidly than that of all LDCs, at a rate that averaged about16 percent yearly from 1970 to 1984. The terms of new loans to AsianLDCs became harder, though with sharp differences among countries andsubgroups. The average real interest rates on new borrowings by the Asian
NIC d ASEAN-4 countries in -he 19 8 0s were twice as high in 1981 as tiy were in 1970; average grace and maturity periods decreased greatly;
the number of fixed-interest rate loans were fewer compared -o variabbe­rate borrowings. The proportion of concessional loans in outstanding
public debt fell to only 15 percent for the NICs and 33 percent in theASEAN-4, but remained close to 90 percent in South Asia.24 Worsening
conditions for borrowers caused a much faster increase in debt-servicing
payments than in total external public debt in the NICs and Southeast 
Asian countries. 

"Aid fatigue" in donor nations caused further difficulties. As men­tioned earlier, India has been especially burdened by this contraction, and
will have to seek commercial sources of loans as its soft loans from the

World Bank 
are reduced. The collapse of export growth in the 19 8 0s,increasing protection against manufacturing exports from Asia, and doubtabout the sustainability of economic recovery have caused commercial
lenders to be much more cautious about extending new credit or rolling 
over short-term trade credits. 

Though accurate data on the exact size and composition ofexte naldebt are difficult to obtain, estimates of the total foreign debt, including
short-term borrowings, are available and are used in the debt indicators
presented below. Ratio analysis is widely used to compare the debt situ­ation across countries and over time. The ratio ofdebt service to exports
does not constitute a comprehensive measure of a country's long-term 
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capacity to service its debts, nor does it reflect whether that capacity is 
strengthening oc weakening; a country may increase its GNP growth and, 
by swit, H-ing its expenditures away from imports and tradeable goods, 
raise export growth even more. The debt-to-GNP ratio provides a more 
comprehensive measure of a country's solvency, but is not an adequate 
measure of debt-servicing capacity at any particular point in time. Mea­
sures such as the ratio of debt service to exports and debt service to GNP 
have not been particularly reliable for predicting which countries will have 
to reschedule their debts or when they will do so. These ratios are best 
regarded as rough indicators of the comparative severity of the debt prob­
lem. Table 4.7 presents debt service-exports ratios for the years 1982-84. 

The heavily indebted Latin American countries have very high debt 
service-export ratios, usually well over 20 percent, indicating that the 
burden of debt-servicing is heavier in latin America than in most Asian 
LDCs. Among the latter, only Burma, the Philippines, and Thailand have 
comparably high debt-service ratios; interest payment ratios are gener­
ally well beow 20 percent of exports in the Asian countries. Interest rate 
declines in world capital markets in the mid-1980s have reduced debt­
service burdens in these countries to the extent that they have been able 
to restructure their debt. Loans carrying variable interest rates have also 
become less burdensome. 

The ratios of external debt to GNP and of debt service to GNP rose 
sharply from 1970 to 1984 among major borrowers in Latin America and 
Africa (Table 4.8). In Asia, the debt-GNP ratio worsened in some coun­
tries (Malaysia, the Philippines, Korea, Thailand, Sri Lanka, Burma, 
Nepal, and Bangladesh)- but fell or remained stable in most of the NICs, 
India, Indonesia, and Pakistan. Debt service to GNP increased in all the 
Asian countries but India, yet it remained below 3 percent (except in 
Korea). The low debt service-GNP ratios in Bangladesh, India, and Nepal 
reflect the large proportion of concessional loans in total debt. La-in 
American and African borrowers must pay far larger parts of current GNP 
to service their debts than have Asian countries in the 1980s. 

Much of Asia's berrowing has been highly productive because it 
financed investments primarily in domestic energy, agriculture, and indus­
trialization. But throughout East and Southeast Asia, too large a share 
of the external borrowings from the mid-1970s on were used to finance 
construction and property developments in urban areas.2S Construction 
activities were useful in absorbing labor and expanding local service indus­
tries, but property investment became excessively speculative. Rates of 
return on ofce buildings, hotels, and luxury housing fell sharply with 
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TABLE 4.7 Total External Debt and Debt-Service Ratios' 
of Major LDC Borrowers 

Total external debt Debt service ratio 
($US billions) (percent) 

1982 1983 1984 1982 1983 1984
 

Asia
 

Burma 2.3 2.6 2.7 37.4 43.1 43.9 

China 7.7 9.6 12.4 8.2 8.0 6.9 

India 23.2 24.0 26.6 12.9 13.0 13.2 

Indonesia 27.5 30.6 32.7 17.1 18.8 19.3 
Korea, Rep. of 39.2 42.8 47.6 20.3 20.8 21.7 

Malaysia 12.2 16.5 16.5 8.5 8.9 10.6 
Philippines 22.2 22.2 23.0 42.3 34.8 30.1 
Thailand 12.0 14.5 15.9 21.6 25.6 26.4 

Latin America 

Argentina 38.7 41.0 44.3 56.2 57.4 46.7 

Brazil 94.8 98.3 105.4 79.2 49.7 5'.5 

Chile 17.9 17.5 20.6 72.4 59.0 62.1 

Colombia 10.9 11.7 12.0 29.3 36.4 30.7 
Costa Rica 3.1 3.8 3.4 18.3 31.6 28.5
 

Ecuador 7.0 7.4 7.. 43.9 26.2 36.6
 
Mexico 90.8 93.2 94.7 51.9 52.0 43.8
 

Peru 12.0 12.9 13.5 44.5 31.6 28.5
 
Uruguay 2.7 2.9 3.1 20.1 27.4 33.4
 

Venezuela 32.1 31.1 28.7 30.0 29.8 23.4
 

Africa 

Algeria 19.4 17.9 1.8.4 33.7 38.1 37.5 
Cameroon 2.8 3.0 3.2 22.6 21.5 23.0 

Morocco 10.9 11.4 12.5 49.9 46.2 47.9 

Nigeria 13.3 15.9 14.1 19.2 22.6 28.4 

Sudan 5.8 6.3 6.0 26.0 25.0 26.8 

Tunisia 4.6 1.9 5.3 21.2 26.2 31.6 

a Includes short-term debt, but excludes IMF credit. 

Sources: International Monetary Fund, InternationalFinancialStatisti-s, 
Yearbook 1986. 

Organization for Economic Co-operation and Development, OECD, 
Financingand ExternalDebt of Developing Countries, 1985 Survey. 
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TABLE 4.8 	 Ratios of External Debt Outstanding' and Debt Service 
to GNP (period averages in percent) 

External debt 
outstanding to GNP Debt service to GNP 

1970-72 1980-82 1983-85 1970-72 1980-82 1983-85 

NICs
 
Hong Kong 0.0 1.2 0.8 0.0 0.4 0.2
 
Korea,
 

Republic of 24.2 28.3 31.7 3.4 5.1 5.7
 
Singapore 9.2 10.7 9.7 0.9 1.9 2.7
 
Taiwan 10.6 12.0 10.0 2.6 
 2.9 3.5 

ASEAN-4 
Indonesia 34.1 19.4 29.3 1.1 2.4 4.0 
Malaysia 12.2 23.6 41.3 1.3 2.2 7.3 
Philippines 9.3 20.5 36.2 1.5 2.2 3.7 
Thailand 5.0 14.8 21.0 0.6 1.8 3.2 

South Asia
 
Bangladesh 1.2 29.7 38.9 NA 0.8 
 1.3 
Burma 6.2 29.0 38.3 1.0 2.1 2.6 
India 15.5 11.1 12.8 1.0 0.6 0.8 
Nepal 0.8 10.5 18.1 0.1 0.2 0.4 
Pakistan 35.2 30.9 30.8 1.7 1.9 3.1 
Sri Lanka 19.3 37.6 44.6 2.2 2.4 3.5 

Africa
 
Algeria 21.4 37.3 25.8 1.6 9.7 
 9.0 
Ivory Coast 22.0 59.9 88.1 3.1 12.1 11.3 
Morocco 18.7 50.3 84.9 1.8 7.9 7.8 
Nigeria 4.8 8.5 17.0 0.5 1.2 4.2 
Sudan 15.8 57.2 73.3 2.0 1.5 1.4 

Western Hemisphere 
Argentina 9.1 22.6 46.0 1.9 4.0 4.9 
Brazil 8.8 17.4 33.5 1.0 3.5 3.7
 
Chile 23.1 18.7 63.3 2.1 5.0 
 6.9
 
Mexico 9.0 23.6 45.7 1.9 4.7 
 7.4 
Venezuela 8.5 18.0 30.3 1.1 4.6 4.6 

NA = Not available.
 
a Refers to long and medium external public debt outstanding and disbursed.
 
Sources: 	Asian Development Bank, Key Indicatorsof DevelopingMember Countries 

of ADB, April 1983 and July 1986 issues. 
World Bank, World Debt Tables, External Debt of Developing Countries, 
1984-85 and 1986-87 editions. 
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recession in the 19 80s. Collapsing property prices and low earnings from 
building investments in the 1980s led to default on loan repayments, which 
contributed to the collapse of financial institutions in the Philippines as 
well as numerous banking and business failures in Hong Kong, Singa­
pore, and Malaysia. 

The unexpected deterioration in the price and volume of commodity 
exports in the 1980s has compounded the difficulties of the ASEAN-4 
in servicing their debts. Korea, however, has benefited: by boosting exports
faster than imports, it achieved a current account surplus in the mid-1980s. 
Korea's capacity to service its debts was strengthened as well by a sharp 
fall in the cost of oil imports. 

Capital flight on a large scale was another problem that contributed 
to debt crises in heavily indebted Latin American countries and the Philip­
pines.'" Borrowings from commercial banks were often not invested in 
the country guaranteeing repayment, but were transferred to private 
accounts elsewhere and used to purchase property or other assets in amore 
politically stable location. "xchange rate distortions (overvaluing of the 
borrowing country's currency), hyperinflation (three digits), and lax gov­
ernment institutions motivated and contributed to capital flight. In the 
Philippines capital flight occurred on a large scale at the same time as a 
buildup of guaranteed commercial bank debt. Public officials abused the 
system to circumvent exchange controls there. Expectations of devalua­
tion of the currency, increasing inflation, and uncertainty regarding the 
stability of the government all contributed to the business community's
progressive lojss of confidence in the economy; thus large amounts of
 
money were sent 
overseas in the early 1980s. External borrowing was 
increasingly used to shore up loss-making enterprises- some in the pub­
lic sector and some owned by businessmen friendly to the Marcos regime, 
the so-called crony capitalists. This steadily eroded the effici.ncy of invest­
ment and contributed to economic decline. 

Elsewhere- in Korea, for example -government-guaranteed bor­
rowings were profitably invested in most instances, and capital flight was 
prevented by strong government institutions and regulations. Governments 
in much of Asia responded to the increased burden of debt-servicing by
reducing domestic and government spending, raising taxes, and encourag­
ing domestic saving. There was less motivation to send capital out of Asian 
countries where inflation was low, foreign exchange was realistically val­
ued, and the domestic investment climate was favorable. 

The rise in external debt and the increased burden of debt-servicing 
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has become an important domestic political issue in Korea and Thailand, 
preceding the onset of a true debt crisis. The strong public concern with 
external debt in those countries is likely to force a slowdown in external 
borrowing, at least by the governments, during the late 19 8 0s-even at 
the cost of somewhat slower economic growth. 

Domestic Policies and External Shocks 

Debt-servicing problems arise when export earnings stagnate during reces­
sions, but crisis situations arise mostly from inappropriate domestic pol­
icies. In Asia most countries undertook domestic policy adjustments 
before crises appeared. Fiscal and monetary restraints, plus relaxation 
of trade restrictions, flexibility in wage setting, and realistic pricing of 
energy, food, and foreign exchange, have all been hallmarks of the major­
ity of Asian countries' macroeconomic policies. 

The differential success Asian countries had in responding to the 
external shocks of the 19 70s illustrates the importance of appropriate pol­
icies. World inflation, the two oil price hikes, and the two recessions in 
high-income countries were the external shocks that accrued between 
1973 and 1982. The balance-of-payments effects for oil-importing Asian 
LDCs can be divided into two categories. The first comprises losses from 
terms-of-trade deterioration. These include higher import bills from 
higher oil prices, and downward pi'icc inflexibility of foreign manufac­
tured and capital goods. In contrast, prices for Asian primary commodity 
exports had downward flexibility; these exports were especially significant, 
as Chapter 2 indicates, for South Asian and ASEAN-4 countries. In the 
second category are losses owing to world recession, mainly from falling 
export volume as aggregate demand and incomes fell in the high-income 
nations. Interest rates rose to high levels in the early 1980s in the interna­
tional capital markets. The developing countries that borrowed heavily 
from commercial banks with variable interest rate loans were hit by an 
"interest rate shock" that sent debt-servicing payments up at precisely the 
time that external trade accounts were deteriorating. We have not factored 
in the interest rate shock, but certainly it would show a large negative 
impact on most Asian co,":,jk.es with substantial commercial borrowings 
in the early 1980s. 

We have estimated the size of the external shocks in current dollars 
and as a proportion of GNP (Table 4.9).7 The net oil importers had an 
adverse shift in balance of payments averaging 17.5 percent of GNP in 
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TABLE 4.9 	 Size of External Shocks an-; the Ratio of 
External Shocks to GNP, Average of 1974-82 

External shocks Ratio of external shock 
(US$ million) to GNP (percent) 

NICs -2,833.7 -24.8 
Hong Kong -2,800.1 -26.7 
Korea, Republic of -3,668.2 - 13.3 
Singapore -2,506.1 -46.3 
Taiwan -2,360.4 -12.7 

ASEAN-4A -2,462.9 -14.9 
Indonesia 7,740.9 23.6 
Malaysia 696.9 6.4 
Philippines -2,531.8 -14.5 
Thailand - 2,394.0 - 15.2 

South Asia - 1,885.2 - 14.2 
Burma -50.8 -1.8 
aLia -­3,808.7 -4.6 

Pakistan -3,152.9 -26.8 
Sri Lanka -528.5 -23.5 

Average for the Philippines and Thailand only.
Source: Naya, S., and W. James, "External Shocks, Policy Responses and External 

Debt of Asian Developing Countries:' 

1974 to 1982. The percentage effects were greater for the small, more open 
countries (Singapore, Hong Kong, and Sri Lanka) and less for larger or 
relatively closed economies (India and Burma). The positive effects for 
the two oil exporters are conspicuous-especially for Indonesia, which 
is more dependent on oil revenues than in Malaysia. 

The terms-of-tradt effect on the b-:ance of payments was generally 
larger than the export volume effect, except for Taiwan, Hong Kong, and 
Pakistan (Table 4.10); that is, oil price hikes had more severe consequences 
than did the world recessions for the balance of payments of most of these 
countries.2" The two effects add up to 100 percent of the balance-of­
payments impact of external shocks, so it can be said that roughly three­
fourths to four-fifths of the effects are from terms-of-trade losses, the rest 
from export volume declines. 
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Adjustment to External Shocks 

Table 4.10 sets out four types of economic adjustment to external shocks 
(see colunis 4 through 8).-" One possible adjustment response is for a 
country to export more to pay for its higher import bill. To do this it is 
necessary to increase its share of world export markets by successfully 
competing against other producers in established markets or by expand­
ing new exports and finding new trade partners. It is significant that an 
increase in export market shares was the predominant form of adjust­
ment response by Taiwan and Korea (see column 4 of Table 4.10); they 
were so successful in expanding exports that the additional export earn­
ings outweighed the external shocks (exceeding 100 percent)! Hong Kong 
and Singapore were also successful in boosting export market shares, but 
they were unable to offset the external shocks completely. 

Export market shares of the two oil-importing ASEAN countries, 
Thailand and the Philippines, increased by a smaller proportion. Export
shares of South Asian countries (and competitiveness) actually declined, 
save for India's modest increase. 

Import substitution in response to external shocks was generally 
smaller than export promotion (column 5, Table 4.10). Taiwan and Korea 
were able to replace imports with domestic production even as they were 
expanding exports; in Hong Kong and Singapore, import substitution 
was negative. In Thailand and the Philippines, import substitution was 
minor. In South Asia, the countries most associated with import substi­
tution industrialization poficies (Burma, India, Pakistan) registered fairly
low or even negative values. Import substitution was a'substantial response 
in Sri Lanka. ' 

The comparatively low values for import substitution may indicate 
that by the mid-1970s the scope for further cutting of imports by substitut­
ing domestic production was limited. Remaining imports were mainly 
essential supplies and equipment not available domestically. The finan­
cial constraints caused by external shocks may also have hindered import 
substitution by limiting investment in capital goods and other import­
competing industries. 

A third means of adjustment was to slow growth in real GNP by
lowering aggregate demand. With any given income elasticity of import
demand, a fall in aggregate demand implies a fall in import expenditure.
This belt-tightening type of adjustment could not be entirely avoided by 
most oil-importing countries, even by the oil exporters during recession 
years. Moderation of average real GNP growth below trend values was 



TABLE 4.10 External Shocks and Adjustments (percentages) 

Balance-of-payments effects Direct adjustment 
Total Export Import reduction Net

Terms of Export external Market Import through !ower external 
trade volume shocks penetration substitution GNP growth Totala finance 

NICs 
Hong Kong -35.6 -64.4 100.0 85.2 -2.2 13.6 96.6 3.4
Korea, Republic of -83.2 -16.8 100.0 104.5 17.1 4.6 126.2 -26.2 
Singapore -98.1 -1.9 100.0 67.0 -41.8 17.5 42.7 57.2
Taiwan -43.8 -56.2 100.0 132.9 16.3 13.5 162.7 -62.7 

ASEAN-4 
Indonesia 83.6 16.4 100.0 2.3 - 1.1 0.5 1.7 -101.7
Malaysia 71.6 28.4 100.0 39.9 -25.4 4.3 18.8 -118.8
Philippines -75.1 -24.9 100.0 17.5 2.3 -2.6 17.2 82.9
Thailand -90.1 -9.9 100.0 25.5 8.6 2.6 36.7 63.4 

South Asia 
Burma -158.5 58.5 100.0 -153.9 -0.8 111.4 -43.3 143.3
India -72.8 -27.2 100.0 8.3 -2.3 2.2 8.2 91.9
Pakistan -46.7 -53.3 100.0 -8.1 0.8 -5.6 -12.9 112.9
SriLanka -76.5 -23.5 100.0 -8.6 14.8 -17.5 -11.3 111.3 

Figures are averages of 1974-1982.
 
aDirect adjustment total = export market penetration + import substitution + import reduction through lower GNP growth.

Source: Naya, S., and W. James, "External Shocks, Policy Responses and Externl Debt of Asian Developing Countries."
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a significant form of adjustment in three of the NICs (Hong Kong, Sin­
gapore, and Taiwan), though it was less so for Korea, as well as Thailand 
and India. The Philippines adopted overly expansionary policies, as indi­
cated by the negative coefficient in column 6 of the table. In Sri Lanka 
higher growth occurred despite balance-of-payments deficits. For other 
countries the change was small. Burma cut imports by reducing growth 
by more than enough to offset the shocks-but the size of shocks there 
was small (Table 4.9). 

The extent of these adjustments- acombination of increased export 
market shares, import substitution, and import savings through lower 
growth - indicates the extent to which each country resorted to borrow­
ing. Net external financing (Woiumn 8 in Table 4.10) is the difference 
between the external shocks and the direct adjustments to the shocks. 
The resource gap between imports and exports created by the external 
shocks and not offset by dirtct adjustments must be filled by additienal 
net financial inflows. 

Korea and Taiwan (like Malaysia and Indonesia) were net creditors 
in the residual resource gap measure.3' All the other countries, save 
Hong Kong, relied to a significant degree on added net external finance. 
This last type ofresponse among oil importers was smallest for the NICs, 
ranging from high negative values for Taiwan (-63 percent) to a fairly
high positive value for Singapore (+57 percent). Additional net external 
finance was important for the Philippines and Thailand, being substan­
tially larger in the Philippines (83 vs. 63 percent). In South Asia net finan­
cial inflows actually exceeded 100 percent of the external shocks in three 
of the four countries, and was by far the predominant mode of Idjustment. 

Although the NICs were most vulnerable to external shocks, they 
adjusted more readily and outperformed all other countries. The Asian 
NICs are more dependent on imported oil and have much higher reliance 
on international trade than do most other developing countries. How­
ever, the outward-looking development strategies they had adopted in the 
1960s prepared these countries to meet external shocks of the 1970s by
increasing their exports. They grew faster than inward-looking countries 
more insulated from the shocks, such as those in South Asia. 

Oil Exporters' Adjustment 

For the net oil exporters, Indonesia and Malaysia, the challenge posed 
by external shocks was quite different from that confronting oil-importing 
countries. They did not face tradeoffs as harsh as those facing the oil 



134 ASIAN DEVELOPMENT 

importers, but they still had to make difficult decisions. 
Malaysia and Indonesia were helped by better (oil-dominated) terms 

of trade and injured by (recession-induced) export volume declines. The 
first influence dominated: there was an improvement and often a surplus 
in the net balance of trade accounts of these two countries (see Tables 
4.9 and 4.10, column 8). Both countries still expanded external borrow­
ing to support larger current government outlays and to finance more 
imports, larger infrastructure, and other investment programs. External 
debt of Indonesia and Malaysia expanded, especially after the second oil 
shock of 1979. As the oil boom increased the earning power of the two 
oil exporters, their international credit standing improved. But better inter­
national credit standing is not a panacea. Unless external funds are used 
efficiently, the long-run effect of higher oil earnings is not favorable. The 
impact of oil exports on production of non-oil tradeables through appreci­
ation of the real exchange rate (the "Dutch disease") can cause problems 
even before the resource bonanza comes to an end. 12Income distribution 
can turn against smallholders in agriculture unless countermeasures are 
taken; domestic prices may be forced up as oil revenues are spent; and 
there is temptation to spend the windfalls in ill-advised subsidies. 

Declining oil prices in the mid-1980s (the third oil shock) adversely 
affected Indonesia and Malaysia, although Malaysia was less vulnerable 
because oil exports account for a smaller share oi total exports there. Fall­
ing oil earnings are forcing both countries to cut expenditures, imports, 
and growth as they attempt to diversify their exports and government rev­
enue sources. 

Pblicy Initiatives for Adjustment 

It is important to both debtor and creditor nations that the debt crisis 
be resolved in a manner that permits continued economic growth in the 
LDCs. With the increased economic interdependence of the developed 
and developing countries, growth in one group is in the interest of the 
other. Debtor nations have a responsibility to undertake all reasonable 
fiscal measures to prevent lapses in debt-service payments and to correct 
them quickly when they occur. Macroeconomic and trade policies of cred­
itor nations that permit indebted countries to increase exports are equally 
desirable. 

The long-term debt repayment capacity of the NICs, and Korea in 
particular, appears to be adequate. But the ASEAN-4 countries face con­



135 EXTERNAL FINANCIAL FLOWS AND EXTERNAL DEBT 

siderable difficulties in debt-servicing and will continue to need inflows 
of ODA to maintain their growth momentum, though the longer-term
trend toward an increasing share of private capital inflows will likely con­
tinue. The South Asian countries will continue to rely overwhelmingly 
on ODA, but most of them will also look more to private sources for exter­
nal finance. 

The short-run task for Asian countries with problems in debt­
servicing is to reduce import demand and improve foreign exchange
earnings so as to achieve a sustainable balance-of-payments position. Gov­
ernment budget deficits must be pared and inflation controlled as part 
of the process of stabilization. 

Austerity programs are unpopular and require social stability to be 
implemented successfu!ly. Care must be taken to insure that low-income 
households do not bear a disproportionate share of the burderz. Short­
run stabilization measures should be accompanied by longer-terni poli­
cies that promote structural change. Initiatives to liberalize trade and finan­
cial markets and reduce price distortions would encourage saving and 
increase investment efficiency. Expenditure po!icies aimed at cutting down 
public sector waste and upgrading the skills, health, and education of the 
labor forces are also essential for long-tern, economic development. 
Growth of new jobs in manufacturing, services, and other industrial activi­
ties can be accelerated by adoption of appropriate policies. 

A world economic environment conducive to renewed economic 
growth Aould ease the adjustment process of heavily indebted LDCs. Cur­
rent problems in the international arena include the "new protectionism"f
in the MDCs, volatile foreign exchange and interest rate changes, and 
reduced private capital flows. Both protectionism and protectionist threats 
of the OECD nations discourage LDCs from a more outward-looking 
orientation. 

Falling oil prices have been beneficial to most Asian LDCs, with the 
exceptions of Indonesia and Malaysia. The sharp declines in oil prices
of the mid-1980s will reduce import costs and stimulate growth in the 
NICs, non-oil ASEAN countries, and South Asia. Indonesia and Malaysia 
will have to reduce reliance on oil as a source of foreign exchange and 
government revenues. 

The state of financial flows isalarming. At a time when commercial 
banks are more cautious, aid fatigue has slowed the growth of ODA, and 
available ODA is less concessional. Most countries are seeking alterna­
tives to debt-creating financial flows. New initiatives to encourage direct 
foreign investment and to increase equity participation by outside inves­
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tors are being explored. These are likely to remain fairly small, however, 
as a proportion of total external financial inflows. 

Flaws in th,- international system are responsible to some extent for 
the outbreak of debt crises in the developing countries. " The bulk of 
external financial flows into the developing countries since 1973 have been 
in the form of publicly guaranteed borrowings from commercial banks, 
financial markets, and international development agencies. Repayment 
of a publicly guaranteed foreign loan depends not on the economics of 
the specific project or program financed, but on the overall credit­
worthiness of the borrovig country. Though disbursement of funds may
be tied to a specific proitct. repayment is a general nonspecific obliga­
tion of the borrowing country government. 

One effect of increased reliance on publicly guaranteed borrowings 
from commercial banks and international agencies was to weaken the 
incenti ves of lenders to evaluat,., the projects or programs they were financ­
ing. In contrast to equity-type inflows, where foreign investors have a 
strong interest in the success of the project, there is no such incentive under 
general obligation credits. '" It doesn't matter to the commercial lenders 
whether funds are used to invest in irrigation projects or to provide the 
directors of public enterprises with Mercedes-Benz automobiles. Whether 
or not the specific loan has a high rate of return matters little as long as 
debt-servicing continues in a timely manner. The system concentrates risks 
on LDC borrowers instead of spreading them to investors with a com­
parative advantage in risk-bearing. " The problem is most severe for low­
income LDCs such as those in sub-Saharan Africa, with few exports and 
weak government institutions. Also, in countries with large and autono­
mous public enterprises (such as the Philippines) abuses of the system
 
tend to become rife.
 

Greater reliance on 
 bank credits carrying variable interest rates
 
increased the likelihood of debt crisis breaking o'J. 
 in the LDCs: there 
is a perverse negative coi relation between the burden of servicing these 
bank credits and an LDC's ability to pay. 1hThe attractive feature of bank 
credits to the LDCs was that they appeared to minimize the level of direct 
foreign involvement in and control over their own economies. For the 
banks, government guarantees made it easy to push out loans (and earn 
substantial fees) without carefully assessing individual projects and, in 
many cases, overall development strategies. 17 

The wave of debt reschedulings that swept across Latin Amer'ca and 
Africa in the first half of the 19 80s imposed heavy deadweight losses on 
borrowers and creditors alike. The ability of the Asian countries (except 
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the Philippines) to avoid the debt crisis is closely related to the sound mac­
roeconomic management, the promotion of exports, and the strength­
ening of government institutions. In Korea there has been substantial 
reliance on guaranteed external borrowings from commercial banks; the 
government has been able to direct the borrowed funds through the bank­
ing system to e'.cient investment projects. Debt-servicing has not been 
a problem becau - ? exports have grown by more than enough to meet 
repayment obligations. 

Still, the Asian countries that have large outstanding foreign debts, 
particularly publicly guaranteed debts with variable interest rates, will 
have to control spending, maintain incentives to increase exports, and 
raise the saving rate. These countries are attempting to shift their reliance 
from debt-creating financial inflomss to non-debt creating ones. Interna­
tional agencies and banks will also need to consider means of increasing 
the flexibility of debt-servicing requirements in futire lending. The scope 
for general obligation lending has dwindled. "Debt fatigue" is endemic 
among both borrowers and lenders. The Asian developing countries have 
become strongly averse to incurring more external debt and are giving 
greater attention to an expanded ro!e for private equity capital in the form 
of direct foreign investmert. 

Direct Foreign Investment 

Although relatively small in relation to total capital inflows in Asia, direct 
foreign investment has been an important element in outward-looking 
development strategies. Like foreign aid, private direct foreign investment 
can be important in helping fill the saving and foreign exchange gaps.
The real effects of this kind of investment may also be substantial in provid­
ing more productive capital, technology, management, labor training, and 
linkages elsewhere in the host economy. 

Direct foreign investment did not increase as much as debt-creating 
capital inflows, although there was a surge in the early 1970s (Table 4.11). 
However, it was an important catalyst to domestic activity and, with a 
few exceptions, appears to have complemented the outward-looking devel­
opment strategies of the NICs and ASEAN-4. This role was particularly 
important in resource extraction, certain manufacturing activities (espe­
cially textiles and electronics), and the service sector. The growing impor­
tance of direct foreign investment in the service sector is especially 
conspicuous. 
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TABLE 4.11 	 Average Annual Net Direct Foreign Investment (DFI)
and Ics Shares of Total Investment (TI) by Host 
Region/Economy (US$ millions and percent) 

Total DFFa DFI from DACb 
Host region/economy Period DFI %of TId DFI % of rid 

Hong Kong 1966-76 NA NA NA NA 
1977-85 NA NA 476.7c 6.55" 

Korea, Republic of 1966-76 50.0 1.55 NA NA 
1977-85 89.8 0.45 71.1c 0.40e 

Singapore 1966-76 274.59 22.539 NA NA 
1977-85 982.6 17.34 401.8c 7.91c 

Taiwan 1966-76 46.1 1.82 NA NA 
1977-85 155.8 1.41 88.7c 0.84e 

Indonesia 1966-76 108.4 4.23 NA NA 
1977-85 227.8 1.30 540.2e 3.491 

Malaysia 1I66-76 193.5 13.949 NA NA 
1977-85 868.9 10.93 80.9c 1.12c 

Philippines 1966-76 20.7 0.83 NA NA 
1977-85 55.8 0.65 119.2c 1.39' 

Thailand 1966-76 63.6 2.19 NA NA 
1977-85 201.2 1.69 136.O 1.24c 

India 1966-76 - 7.0 -0.06 NA NA 
1977-85 0.01 0.00 i 32.5c 0.09c 

Becoming competitive in new areas so as to facilitate the restructur­
ing of trade has required some difficult transitions in Asian developing 
countries. Limited capitnL and technological and managerial resources 
continue to be important factors policymakers need to take into account. 
One way in which these constraints have been loosened is through the 
encouragement ofdirect foreign investment. Although the capital trans­
fer involved isusually minimal, the technology ai:d managerial skills trans­
ferred through direct foreign investment have often been of far greater
importance than the size of the capital flow. Furthermore, foreign firms 
are often very export-oriented and promote the integration of the domestic 
and world economies. Finally, with the decline of other foreign capital 
flows, official development assistance, and commercial bank lending,
direct foreign investment can be expected to increase in importance as 
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TABLE 4.11 Continued 

Total DFI' DFI from DAC b 

Host region/economy Period DFI % of Tid DFI % of TId 

Pakistan 1977-85 61.7 1.43 9.6c 0.24c 

Sri Lanka 1966-76 -0.5 -0.12 NA NA 
1977-85 33.8 2.90 11.3' 1.05 

NA = Not available. 
Sum of net DFI flows to the host economy as reported in balance of payments data.
Ideally this figure includes equity capital, reinsested earnings, and other capital move­
ments, both long- and short-term; one or more of these items often go unreported
however. 

8 Sum of net DFI disbursements by Development Assistance Committee (DAC) countries as
reported by the OECD; components of these flows are not given.
Sum of total DF1capital outflows as reported by the U.S. Department of Commerce; theseflows consist of equity capital flows, reinvested earnings, and intercompany debt flows.d Total investment refers to gross domestic capital formation including changes in stocks. 
Refers to 1976-84. 1 Excludes 1968-69. Excludes 1966., h Excludes 1968. 
Excludes 1984-85. 

Sources: Asian Development Bank, Key Indicators oj Deteloping Member Countries of 
ADB, April 1984, April 1985, and July 1986 issues. 

Hong Kong, Census and Statis:ics Department, Estimates of Gross Domestic Prod­
uct 1966-1983. 

Hong Kong, Census and Statistics Department, Hong Kong Monthly Digest of 
Statistics, February 1986. 

International Monetary Fund, Balance of Paynents Statistics, volumes 23 and 27 
through 37. 

International Monetary Fund International Financial Statistics, Yearbook, 1979,
1986, and January 1987. 

Organization for Economic Co-operation and Development, OECD, Geographical
Distribution of FinincialFlows to Developing Countries, 1976-79 through 
1982-85 issues. 

Republic of China, Central Bank of China, Balance of Payments, Taiwan District,
Republic of China, 1958-1982 summary, March 1984, and September 1986. 

Republic of China, Central Bank of China, Financial Statistics, Taiwan District,
Republic of China, monthly publications January 1981 to September 1986. 

World Bank, World Fables, second edition. 

a source of capital and other resources. 
Unfortunately, analysis of the role of direct foreign investment is ham­

pered by a severe data problem: there is no internationally accepted way
of compiling data, which sometimes leads to large differences among
different sources and a lack of relevant data for some countries. This fact 
mandates caution in interpreting the information presented in this sec­
tion, although it is still possible to isolate some important characteris­
tics of direct foreign investment in Asia. 

First, as mentioned above, direct foreign investment flows generally 
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have been rather small and have accounted for only small shares of total 
investment. Table 4.11 illustrates this. According to IMF data, the only 
countries in which this kind of investment exceeded 10 percent of gross 
domestic capital formation for 1965-84 were Malaysia and Singapore. 
OECD data show that direct foreign investment from the DAC countries 
exceeded 5 percent of gross domestic capital formation in Hong Kong 
and Singapore alone. Of particular note are the small shares observed in 
Korea and Taiwan; although it is often asserted that they have benefited 
greatly from direct foreign investment,"X shares in both these countries 
were under 2 percent for 1966-85. In South Asia there are small shares 
of DFI in all countries except Sri Lanka. 

Second, Japan and the United States have been the major sources 
of direct foreign investment in East and Southeast Asia. Given the small 
amount of such investmera in South Asia, these two countries have thus 
become the major investors in the Asian region. With the exception of 
indonesian, Malaysian, and Thai approval-based figures, which exclude 
investment in oil and other key sectors, host country data show thatJap­
anese and U.S. investment together have accounted for more than one­
half of total direct foreign investment in the NICs and the ASEAN-4. How­
ever, this combined share is much smaller in the South Asian countries 
for which information is available. 

In addition, the United States appears to be the largest single investor 
in all NICs and ASEAN-4 countries except Korea and possibly Malay­
sia. In this respect, investing country data are consistent with available 
host country figures except for Indonesia and Malaysia. U.S. investment 
in Malaysia is shown to be larger than Japanese investment; this contradic­
tion is probably a result of accounting for investments in oil and other 
sectors not subject to approval. The discrepancy in the Indonesian case 
is more difficult to explain. Here Japanese investment is shown to be larger 
than the U.S. investment, contradicting estimates based on Indonesian 
data including oil. 

Third, the industrial pattern of direct investment has differed between 
the United States and Japan. Taw.. investors have been more involved 
in service activities and petroleum than in manufacturing. Available data 
indicate that the major share of U.S. investment in Southeast Asia has been 
in petroleum, while in the NICs service activities-especially banking, 
finance, and commerce- have predominated (Table 4.12). In South Asia, 
U.S. investment was mainly in manufacturing, with smaller shares in ser­
vices 	and petroleum. 

Japanese direct investment has, in contrast, been more focused on 
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manufacturing; it accounted for 40 percent of Japanese direct foreign 
investment in 1984. Mining (including petro!eum) is the second-largest 
area for overall Japanese investment. Between 1976 and 1984, the share 
ofJapanese service-type investments rose in the NICs while the share of 
manufacturing fell. But in Southeast Asia over the same period, the 
manufacturing share of Japanese investment increased. Japanese invest­
ment in South Asia, as in Southeast Asia, has been concentrated in 
manufacturing and mining. 

However, these patterns-especially the Japanese one-have been 
changing. A study comparing U.S. and Japanese direct investment in Korea 
in 1962-72 found that Japanese investment was slightly more concen­
trated in labor-intensive, low-technology industries than was U.S. direct 
investment. 9 Then there was a change in patterns in 1973-78: both U.S. 
and Japanese direct investment became concentrated in skill-intensive, 
high technology industries. Structural differences between the U.S. and 
Japanese economies have lessened, and one can expect differences in for­
eign investment patterns to subside as well. 

The increasing service and technology orientation of both the U.S. 
and Japanese economies is likely to be reflected in future direct foreign 
investment patterns in Asia. Less-developed Asian countries should try 
to take advantage of these changes, partictd!arly in view of their efforts 
to liberalize financial and trade policies in order to boost foreign exchange 
earnings. Such shifting patterns of trade and investment also reflect struc­
tural changes. As the NICs have become labor-scarce economies, labor­
intensive and low-technology industries have tended to relocate to labor­
abundant Southeast and South Asian nations and to China. 

Fourth, it is important to note that foreign firms have beer directly 
involved in host country trade to a large extent. Though data are unavail­
able for many countries, surveys show that foreign firms accounted for 
substantial portions of foreign trade in some countries. In 1974-78 they 
accounted for 27.9 to 33.7 percent of annual Korean imports and 22.3 
to 25.4 percent of exports; 40 in Taiwan they represented 12.5 to 18.0 
percent of annual imports and 18.2 to 29.4 percent of exports 1Gr 
1974-83. 41In Singapore, foreign majority-owned manufacturing firms 
accounted for over 80 percent of direct manufacturing exports in 
1975-84.42 Nayyar shows that foreign firms represented "nearly 70 per­
cent" of Singaporean manufactured exports in 1970.11 He also gives for­
eign firm shares of manufactured exports for other countries: Hong Kong 
(1972), 10 percent; Korea (1971), at least 15 percent; Taiwan (1971), at least 
20 percent; and India (1970), approximately 5 percent. 

http:1975-84.42


TABLE 4.12 Japanese and U.S. Direct Foreign Investment (DFI) in Asian Developing Countries and the World by Sector
(US$ millions and percentages) 

Percent of ASEAN-4 100 100 32 

All Industries 

1976 1984 

Japan3 
Manufacturing 

1976 1984 

Mining 

1976 1984 

All Industries 

1976 1984 

United States' 
Manufacturing 

1976 1984 

Petroleum 

1976 1984 
World 

Percent of World 
14,661 71,431 

100 100 
6,035 22,048 

41 31 
J .b59 11,158 

33 16 
133,335 212,994 

100 100 
57,651 85,253 

43 40 
26,636 59,189 

20 28 
Asiac 

Percent of Asia 

5,464 18,027 

100 100 

2,218 

41 

7,057 

39 

2,152 

39 

5,883 

33 

5,346 

100 

15,119 

100 

1,440 

27 

3,396 

22 

2,352 

44 

6,389 

42 
NICs 
Percent of NICs 

1,670 
100 

6,924 

100 
1,017 

61 
3,065 

44 
3 
0 

13 
0 

2,172 

100 
6,659 

100 
627 1,956 
29 29 

424+D 775+D 
20+D 12+D 

Hong Kong 
Korea, Republic of 
Singapore 

Taiwan 

448 2,799 
690 1,548 
305 1,930 

227 647 

100 

485 
221 

211 

23? 

908 
1,352 

572 

0 

2 
-
1 

5 

3 
3 

2 

1,166 
359 
402 

245 

3,249 

731 
1,943 

736 

195 
149 
109 

174 

364 

190 
911 

491 

260 

D 
148 

16 

372 
D 

403 

D 
ASEAN-4 3,641 10,604 1,151 3,847 2,059 5,764 2,649 7,514 500 1,077 1,638 5,244

36 57 54 100 100 19 14 62 70 
Indonesia 2,703 8,015 682 2,270 1,755 5,261 1,298 3,987 103 92 1029 3,618Malaysia 356 1,046 205 759 102 120 419 1,175 76 395 278 630 



TABLE 4.12 Continued 

Japana United Statesb 
All Industries Manufacturing Mining All Industries Manufacturing Petroleum 
1976 1984 1976 1984 1976 1984 1976 1984 1976 1984 1976 1984 

ASEAN-4 Continued 
Philippines 

Thailand 
354 

228 
832 

711 

92 

172 
311 

507 
197 

5 

378 

5 
698 

234 

1,264 

1,088 

274 

47 

427 

163 

215 

116 

202 

794 

South Asiad 

Percent of South Asia 
32 

100 
168 

100 

29 

91 
89 

53 
0 

0 

12 

7 
330 

100 

403 

100 

262 

79 
296 

73 
22 

7 

D 

D 
India 32 79 29 60 0 12 330 403 262 296 22 D 
SriLanka NA 89 NA 29 NA 0 NA NA NA NA NA NA 
NA = Not available. D = Not disclosed. 
a Thesc data refer to total DFI approved by the Ministry of Finance as of fiscal year end (March 31 of the following calendar year). Note that theseapproval based figures apparently overstate the true amount of investment; for 1965-84, total net DF/abroad as reported in balance of paymentsstatistics was US$37,974 million, only 54% of the approved total (US$ 70,100 million) for the same period. Note also that petroleum is not listed 

as a separate category.
b These data refer to the U.S. direct investment position abroad as of calendar yearend. Mining sector figures are very small or not reported. The1976 data are based on the 1977 benchmark survey and the 1984 data on the 1982 benchmark survey.c For the U.S. -his category includes other less developed countries in Oceania, a!though DFI in these countries is minimal.d Data for other South Asian countries were unavailable. 
Source JPan Ministry of Finance, Zaisei Kinyu Tokei Geppo, September 1977 and December 1985 issues. 

United States Department of Commerce, U.S. DirectInvestment Abroad 1977. 
United States Department of Commerce, Survey of CurrentBusiness, August 1986. 



TABLE 4.13 	 Export/Sales Ratios for Japanese and United States Affiliates in Asian Developing Countries
and the World by Sector (percentages) 

Japan, United Statesb 

All Indusines Manufacturing Mining All Industries Manufacturing Petroleum 
1975 1981 1975 1981 1975 1981 1977 1982 1977 1982 1977 1982 

World 	 36.8 50.1 35.4 25.9 63.0 77.2 38.2 34.5 30.8 33.9 49.5 35.4 

Asiac 44.7 58.8 42.6 34.5 31.7 73.4 60.9 58.7 D57.0 67.5 63.7 

NICs 
Hong Kong 45.5 NA 35.0 NA NA NA 77.5 59.5 80.5 77.4 D 55.6 
Korea, Republic of 65.4 NA 65.3 NA 45.0 NA 58.5 44.0 68.5 D NA D
Singapore 40.9 NA 40.2 NA NA NA 67.4 82.0 93.2 91,8 30.4 82.9
Taiwan 49.5 NA 50.3 NA 0.0 NA 58.9 49.9 71.4 59.4 D D 

ASEAN-4 
Indonesia 27.8 NA 9.6 NA NA NA 80.9 66.1 40.8 D D 73.2
Malaysia 48.4 NA 48.2 NA 50.0 NA 44.3 47.4 76.2 81.5 19.0 29.3
Philippines 41.8 NA 36.0 NA 90.0 NA 17.2 15.7 25.7 26.5 0.0 D
Thailand 19.9 NA 13.7 NA 0.0 NA 11.4 17.5 D D D D 

South Asiad 

India NA NA NA NA NA NA D 7.8 3.6 0.0D D 



TABLE 4.13 Continued 

Ratios (in percent) are calcu1ated as (1-(local sales/total sales)).
 
NA = Not available or not applicable.
 
D = Not disclosed.
 
2 These data come from annual Ministry of International Trade and Industry surveys and refer to the corresponding fiscal year (ending March 31 of
the following calendar year). Petroleum is not listed as a separate category and cou;:-v by country breakdowns have not been published since 1975.b These data come from U.S. Department of Commerce benchmark surveys and refer to calendar years. Mining sales are small or not reported.
c For the U.S. this category includes other less-developed countries in Oceania.
 
d Data for other South Asian countries were unavailable.
 
Sources: Japan Ministry of International Trade and Industry, Wagakuni Kigyo no Kaigai Jigyo Katsudo, 7th (covering fiscal 1975) and 12th-13th
 

(covering fiscal 1981-1982) surveys.
 
United States Department of Commerce, U.S. Direct Investment Abroad 1977.
 
United States Department of Commerce, U.S. Direct Investment Abroad, 1982 Benchmark Survey Data.
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Thus foreign firms account for much greater shares of trade than of 
gross domestic capital formation in several countries. While one would 
expect the difference between the ratios of foreign firm trade/total trade 
and direct foreign investment/gross domestic capital formation to be the 
highest in the NICs mentioned above, a substantial gap is to be expected 
in the ASEAN-4 and is suggested in India as well. Another perspective 
is provided in Table 4.13, which indicates that a large portion of Japa­
nese and U.S. affiliate sales are exported These export-sales ratios are 
especially high in the NICs and in Malaysia's manufacturing sector. Nota­
bly low ratios are observed in only India (U.S.), Indonesia (Japan), the 
Philippines (U.S.), and Thailand (Japan and the U.S.). 

Finally, intrafirm trade is an important factor to be highlighted. This 
type of trade is less threatened by trade restrictions and has the advan­
tage of raising productivity in both less-developed and more-developed 
nations through specialization in production. Intrafirm trade of trans­
national corporations with divisions in Asia has made Asian countries' 
foreign exchange earnings more susceptible to business conditions in 
MDCs. As an example, direct foreign investment and intrafirm trade have 
had a major impact on the export of electrical machinery from South­
east Asian nations. In 1970 exports of electrical components hardly existed 
in Southeast Asia; the growth of these exports from 2 percent to almost 
30 percent of manufactured exports between 1970 and 1983 was almost 
entirely derived from sales to the United States and the NICs. 44 This 
change reflects the fact that in Southeast Asian countries, electronic com­
ponents are mainly manufactured in subsidiaries of U.S. firms and increas­
ingly in subsidiaries of parent companies from the NICs that have shifted 
labor-intensive parts of the production process to Southeast Asia. Export 
growth of electrical machinery in Southeast Asia is dependent on the busi­
ness prospects facing parent companies in their home markets. 

The above discussion indicates the importance of direct foreign 
investment as a source of industrial competitiveness and new technology. 
This role appears to have been limited in South Asia (except Sri Lanka), 
where arms-length licensing arrangements have been the major source 
of foreign technology. However, direct foreign investment has been a much 
more important source of U.S. technology than such agreements in South­
east Asia.4" Furthermore, the supplies of Japanese and U.S. technology 
are becoming more sophisticated and the NICs are becoming the main 
suppliers of standardized technology in Southeast Asia.16 

Foreign capital and technology has been especially important in the 
development of natural resources in Southeast and South Asia and is likely 
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to become even more significant. Slower growth of official development 
assistance and the high costs of external commercial loans make direct 
foreign investment an attractive source of such capital and technology. 
The costs of resource extraction and development of related industries 
owing to large capital and technology requirements are often too great 
for internal financing in these countries. Specifically, direct foreign invest­
ment could be helpful in the development of Thailand's offshore natural 
gas, India's offshore oil, Burma's gas and oil, Nepal's minerals and hydro­
power resources: and Indonesia's minerals and geothermal and hydro­
power potentials. 

Various incentive schemes have been adopted to attract direct for­
eign investment. However, the proliferation of these incentives has had 
less effect in bringing in new investment than have the overall business 
climate and each country's political stability, economic growth, and con­
sistency of regulations. Competitive incentive schemes introduced by sev­
eral countries simultaneously can be costly and have the effect of reducing 
the net benefits of direct foreign investment to the host country that "wins" 
the competition. Strong economic growth and favorable business climates 
in Asian countries contribute the most to make these countries attractive 
to foreign investors. Special schemes that may distort investment alloca­
tion are unnecessary. 



APPENDIX TABLE 4.1 Total Net Capital Flow and Net Investment Income by Recipient Country and Type
(annualaverages, USS millions) 

Net Capital Flow Net Investment 
Income 

Country Income 
Total 
Flow 

Private 
Net 

Transfers 

Official 
Unrequited 
Transfers 

Unrequited 
Investment 

Direct 
Investment 

Other 
Portfolio 
Capital 

Other 
Long-term 

Capital 

Errors,
Omissions 
& Changes 
in Reserves 

Other 
Investment 

Income 

Other 
Investment 

Income 
NICS
Korea 

Singapore 

Taiwan 

1970-72 
1973-75 
1976-78 
1979-82 
1983-85 
1970-72 
1973-75 
1976-78 
1979-82 
1983-85 

1970-72 
1973-75 
1976-78 
1979-82 
1983-85 

793 
1,614 

808 
4,664 
1,859 

591 
681 
395 

1,141 
412 

-216 
385 

-948 
-645 

-7,015 

106 
156 
266 
417 
546 
-15 
-31 
-41 
-57 

-174 

13 
10 

3 
-131 
-152 

65 
57 
81 
55 
25 
10 
4 

-3 
-9 

-14 

1 
-4 
-4 
-5 
-2 

52 
84 
70 
-2 
72 

133 
532 
575 

1,063 
1,087 

46 
59 
74 

102 
174 

NA 
0 

62 
31 

501 
NA 
0 

50 
10 

100 

NA 
0 
7 

76 
-18 

477 
912 

1,483 
2,594 
1,793 

55 
75 
43 

356 
-93 

-90 
311 
327 

1,034 
-511 

165 
608 
181 

2,379 
1 

97 
-6 
154 
336 
674 

-18 
150 

-1,141 
460 

-",803 

- 13 
-205 

-1,322 
-863 

-1,078 
285 
59 

-725 
-535 

-1,317 

-184 
-143 
-274 

-2,233 
-4,908 

-4 
-22 
-46 
-33 
-56 

NA 
NA 
NA 
NA 
NA 

-25 
-67 
-68 

-133 
-185 

-84 
-250 
-546 

-2,316 
-3,031 

20 
-65 
-50 

-363 
-58 

-10 
14 

-79 
30 
01 

ASEAN-4
Indonesia 1970-72 

1973-75 
1976-78 
1979-82 
1983-85 

393 
373 
808 
629 

3,440 

0 
0 
0 
0 

41 

54 
44 
18 

117 
109 

143 
147 
286 
192 
262 

NA 
0 

34 
117 
96 

46 
538 

1,369 
2,372 
3,035 

72 
-586 
-179 
-260 
370 

-165 
-154 
-806 

-1,839 
-430 

-214 
-1,060 
-1,566 
-3,077 
-3,320 

-4 
16 

-20 
161 

-408 



APPENDIX TABLE 4.1 Continued 

Net Capital Flow 
Net Investment 

Income 

Country Income 
Total 
Flow 

Private 
Net 

Transfers 

Official 
Unrequited Unrequited 
Transfers Investment 

Direct 
Investment 

Other 
Portfolio 
Capital 

Other 
Long-term 

Capital 

Errors, 
Omissions 
& Changes 
in Reserves 

Other 
Investment 

Income 

Other 
Investment 

Income 

ASEAN-4 (continued)
Malaysia 1970-72 

1973-75 
1976-78 
1979-82 
1983-85 

Philippines 1970-72 
1973-75 
1976-78 
1979-82 
1983-85 

Thailand 1970-72 
1973-75 
1976-78 
1979-82 
1983-85 

63 
265 

-413 
1,337 
1,915 

162 
494 

1,266 
2,614 
1,749 

210 
408 
938 

2,089 
2,379 

-63 
-59 
-54 
-47 
-49 

48 
127 
164 
294 
176 

13 
135 
68 
56 
86 

10 
13 
15 
23 
23 
99 

148 
118 
140 
237 

37 
26 
23 
102 
119 

103 
364 
429 

1,042 
914 

-19 
52 
146 
22 
33 

50 
117 
78 
179 
303 

NA 
89 
65 

780 
916 
NA 
-2 
7 
5 
3 

NA 
9 

25 
97 

386 

113 
87 
156 
210 

1,064 
97 

243 
825 

1,187 
1,460 

65 
115 
361 

1,400 
878 

4 
64 

101 
-32 

58 
177 
427 
347 

1,063 
-1,272 

36 
197 
518 
72 

443 

-136 
-315 
-974 
-557 
-949 
-276 
-512 
-185 
-401 
629 

-8 
-206 
-208 
-48 
101 

-168 
-373 
-630 

-1,104 
-1,512 

-26 
-61 

-170 
-179 
-130 

-15 
-15 
-16 
-19 
-31 

45 
44 
65 
83 

-600 
-94 
-37 

-160 
-888 

-1,831 

17 
10 

-100 
-743 

-1,217 
South Asia 

Bangladesh 1973-75 
1976-78 
1979-82 
1983-85 

782 
724 

1,721 
1,621 

27 
85 

316 
524 

315 
323 
778 
716 

0 
0 
0 

-0 

0 
0 
0 

-1 

381 
333 
431 
495 

-7 
- 11 

7 
-23 

61 
-42 

98 
-69 

0 
0 
0 
0 

3 
-28 
-44 
-70 



APPENDIX TABLE 4.1 Continued 

Net Capital Flow 
Net Investment 

Income 

Country Income 
Total 
Flow 

Private 
Net 

Transfets 

Official 
Unrequited Unrequited 
Transfers Invest.nent 

Direct 
Investment 

Other 
Portfolio 
Capital 

Other 
Long-term 

Capital 

Errors, 
Omissions 
& Changes 
in Reserves 

Other 
Investment 

Income 

Other 
Investment 

Income 

South Asia (Continued) 
Burma 

India 

1970-72 
1973-75 
1976-78 
1979-82 
1983-85 
1970-72 
1973-75 
1976-78 
1979-82 
1983-84 

69 
65 

135 
452 
332 
656 
890 

-140 
4,565 
5,065 

1 
1 
2 
7 
7 

97 
259 
902 

2,262 
2,464 

18 
15 
16 
65 
70 

148 
802 
413 
563 
468 

0 
0 
0 
0 
0 
3 

-10 
-3 
0 
0 

NA 
0 
0 
0 
0 

NA 
0 
0 
0 
0 

6 
48 
94 
359 
180 
532 
157 
792 
728 

2,150 

- 1 
6 

- 1 
5 

16 
5 
12 

-64 
-161 

397 

34 
-4 
16 
6 

61 
-266 
-304 

-2,357 
1,100 
-310 

NA 
NA 
NA 
NA 
NA 
NA 
NA 
NA 
NA 
NA 

-6 
-9 

-16 
-44 
-45 

-302 
-269 
-112 
308 

-155 
Nepal 1976-78 

1979-82 
1983-85 

54 
153 
53 

19 
33 
37 

33 
82 
86 

0 
0 
0 

0 
0 
0 

17 
48 
75 

-8 
-3 
1 

- 11 
-3 
60 

0 
0 
0 

6 
12 
2 

Pakistan 1973-75 
1976-78 
1979-32 
1983-85 

956 
1,767 
,413 

4,004 

200 
912 
,196 

2,915 

79 
110 
279 
330 

8 
17 
74 
77 

0 
0 
0 

43 

346 
502 
460 
366 

55 
91 
105 
201 

63 
-10 
45 
32 

-1 
-2 
-8 

-33 

-94 
-168 
-296 
-456 



APPENDIX TABLE 4.1 Continued 

Net Investment 
Net Capital Flow Income 

Errors,Private Official Other Other Omissions Other Other
To-a Net Unrequited Unrequited Direct Portfolio Long-term & Changes Investment InvestmentCouniry Income Flow Transfers Transfers Investment Investment Capital Capital in Reserves Income Income 

South Asia (Continued) 
SriLanka 1970-72 55 -3 16 0 NA 49 1 -12 -s -161973-75 135 1 44 1 67 8 23 -2 -15
1976-78 49 13 59 0 0 87 -48 -81 -2 
 -15
1979-82 782 163 
 150 51 
 0 265 32 
 68 -9 -48
1983-85 784 273 172 
 33 0 335 15 -33 ­ 11 -121
 
The total net flow is defined as minus the balance of trade (merchandise and other goods, services, and income). This total is tautologicallyequivalent to the sum of all flow types but, in reality, a substantial difference exists between the total and the sum of the flow types in many cases.b For 1970-72, direct investment only. 

Sources: IMF, InternationalFinancialStatistics, 1979 and 1986 Yearbooks, various monthlies. 
IMF, Balance of Payments Yearbook, various issues.
Republic of China, Central Bank of China, Balance of Payments, Taiwan District,ROC, 1958-82 summary, various monthlies. 



APPENDIX TABLE 4.2 Financial Flows from OECD, OPEC, and Multilateral Institutions (annual awrages, USS millions) 

Country Period 
Total 
Flows Subtotal 

Official Flows 

Bilateral Multilateral Subtotal 

Private Flows' 
Direct Portfolio 

Investment Investment 
Export 
Credits 

NICS 
Hong Kong 

Korea, Republic of 

Singapore 

Taiwan 

1970-72 
1973-75 
1976-78 
1979-82 
1983-85 
1970-72 
1973-75 
1976-78 
1979-02 
1983-85 
1970-72 
1973-75 
1976-78 
1979-82 
1983-85 
1970-72 
1973-75 
1976-78 
1979-82 
1983-85 

273 
192 b 

286 
1,227 
302 
510 
813 

1,445 
1,360 
1,629 

114 
176 
50 

895 
360 

90 
11 
66 

494 
-220 

70 
73 
3 

31 
- 1 
414 
537 
780 
848 
562 

53 
67 
49 
43 
0 

84 
128 
73 

220 
-144 

70 
67 
3 

16 
-3 

361 
340 
414 
417 
198 

34 
46 
25 
42 
9 

28 
90 
92 

239 
-126 

0 
6 
0 

15 
2 

53 
197 
367 
431 
364 

19 
22 
23 
1 

-8 
56 
38 

-19 
-20 
-18 

203 
119 
284 

1,198 
303 

96 
276 
665 
513 

1,067 
61 

108 
202 
852 
360 
106 
183 
-7 
275 
-76 

NA 
NA 
184 
614 
356 
NA 
NA 
98 
40 

117 
NA 
NA 
100 
566 
459 
NA 
NA 
22 

101 
139 

NA 
NA 
-3 
91 

-254 
NA 
NA 
21 

248 
1,136 

NA 
NA 
104 
112 
-54 
NA 
NA 
-44 
69 

-104 

NA 
NA 
103 
493 
201 
NA 
NA 
546 
225 

-186 
NA 
NA 
-3 
173 
-45 
NA 
NA 
16 

105 
-111 



APPENDIX TABLE 4.2 Continued 

Official Flows Private Flows' 

Country Period 
Total 
Flows Subtotal Bilateral Multilateral Subtotal 

Direct 
Investment 

Portfolio 
Investment 

Export 
Credits 

ASEAN-4 
Indonesia 

Malaysia 

Philippines 

Thailand 

1970-72 
1973-75 
1976-78 
1979-82 
1983-85 
1970-72 
1973-75 
1976-78 
1979-32 
1983-85 
1970-72 
1973-75 
1976-78 
1979-82 
1983-85 

1970-72 
1973-75 
1976-78 
1979-82 
1983-85 

745 

1 ,7 12 b 
1,684 
2,407 
2,742 

124 
267b 

250 
808 

1,070 
222 
SO 

954 
1,079 
1.017 

02 
179 
378 

1,215 
1,207 

523 
746 
954 

1,261 
1,560 

70 
118 
171 
238 
397 
159 
265 
384 
655 
982 

86 
108 
297 
743 
902 

483 
585 
674 
768 
743 

46 
68 
81 

115 
319 
136 
178 
216 
260 
522 

61 
54 
151 
373 
450 

40 
161 
280 
493 
817 

24 
51 
90 
123 
79 
22 
87 
169 
395 
459 

25 
54 
146 
371 
452 

222 
966 
730 

1,146 
1,182 

54 
149 

0 
570 
673 
64 
8 

570 
424 
35 

16 
71 
81 

472 
305 

NA 

NA 
366 
760 
144 
NA 
NA 
87 
35 
137 
NA 
NA 
138 
174 

-107 

NA 
NA 
33 
51 
149 

NA 

NA 
143 
191 
372 
NA 
NA 

-17 
217 
430 
NA 
NA 
218 
95 

115 

NA 
NA 
36 
19 

219 

NA 

NA 
221 
195 
666 
NA 
NA 

9 
317 
106 
NA 
NA 
214 
155 
27 

NA 
NA 
12 

202 
-63 



APPENDIX TABLE 4.2 Continued 

Official Flows Private Flowsa 

Country Period 
Total 
Flows Subtotal Bilateral Multilateral Subtotal 

Direct 
Investment 

Portfolio 
Investment 

Export 
Credits 

South Asia 
Bangladesh 

Burma 

India 

Nepal 

1970-72 
1973-75 
1976-78 
1979-82 
1983-85 
1970-72 
1973-75 
1976-78 
1979-82 
1983-85 
1970-72 
1973-75 
1976-78 
1979-82 
1983-85 
1970-72 
1973-75 
1976-78 
1980-82 
1983-85 

NA 
678 
770 

1,252 
1,157 

43 
66 
179 
417 
327 
824 

1 , 2 4 0 b 
1,398 
2,045 
2,215 

26 
39 
70 

170 
215 

NA 
74 

763 
1,246 
1,147 

38 
S2 

149 
321 
312 
803 

1,227 
1,427 
1,916 
1,881 

26 
38 
70 
170 
214 

NA 
484 
525 
871 
671 
38 
51 
83 

227 
207 
671 
731 
860 
663 
571 

21 
25 
38 
96 

110 

NA 
190 
238 
374 
475 
1 

11 
66 
93 
05 

132 
496 
567 

1,254 
1,310 

5 
13 
32 
74 

104 

NA 
4 
7 
6 
10 
5 
4 

30 
96 
14 
22 
13 

-29 
129 
334 

0 
0 
0 
1 
1 

NA 
NA 
6 
3 
0 

NA 
NA 
0 
0 
0 

NA 
NA 
11 
73 
13 

NA 
NA 

0 
0 
0 

NA 
NA 
0 
2 

-15 
NA 
NA 
0 
5 

-1 
NA 
NA 
-18 

9 
230 
NA 
NA 

0 
0 

-0 

NA 
NA 
-0 

25 
NA 
NA 
30 
91 
16 

NA 
NA 

-21 
33 
91 

NA 
NA 

0 
0 
1 



APPENDIX TABLE 4.2 Continued 

Offidal Flows 
Total 

Country Period Flows Subtotal Bilateral Multilateral Subtotal 

South Asia (Continued) 
Pakistan 1970-72 NA NA NA NA NA 

1973-75 598 643 53 90 -45 
1976-78 905 881 669 213 24 

1979-82 992 880 504 376 
 112 

1983-85 728 803 294 509 -75 

Sri Lanka 1970-72 60 59 48 10 2 
1973-75 
 10 6 b 126 93 33 -21 
1976-78 215 225 56 69 -9 

1979-82 413 380 284 
 6 33 
1983-85 584 504 355 
 149 80 


NA = Not available.
 
DAC countries only; no private flows recorded from other countries or agencies.


bSum of components; does not add to total given in source (1975 only). 
Sources: 	OECD, GeographicalDistributionof FinancialFlows to Developing Countries,various issues.

OECD computer tape as cited in ADB mimeos, no date. 

Private Flows' 

Direct Portfolio Export 
Investment Investment Credits 

NA NA NA 
NA NA NA 
9 2 13 
15 28 69 
0 -11 -63 

NA NA NA 
NA NA NA 
-4 -1 -5
 
10 -3 26
 
27 12 42
 



Chapter5 

Asian Agriculture in Transition 

A number of theories of economic development have considered agricul­
ture to be peripheral to the primary task of industrialization., The rural 
sector was thought to abound with surplus labor that could be transferred 
at little or no cost to the industrial sector. Agricultural producers could 
be taxed to provide resources for industrial development, receiving little 
or nothing in return from government. 

By the early 1960s, economists began to recognize a more positive 
role for agriculture in economic development as they became familiar with 
the experiences of Japan and Taiwan. However, they gave little thought 
to the idea that overall development would be difficult or impossible in 
Asia unless the agricultural sector were itself developed. 

This neglect of agriculture and rural development was based in part 
on some misconceptions regarding peasant behavior: peasant farmers 
were often regarded in development circles as tradition-bound and 
unresponsive to market incentives.2 The pathbreaking work of Nobel 
Laureate Theodore Schultz, however, did much to change this view.3 The 
"rational peasant" was poor but efficient, operating at minimum cost 
within the limits of existing technology.' Moreover, peasants would 
respond substantially to price changes. The problem was one of opening 
up new opportunities in agriculture through research and technological 
advances. At the same time, education was needed to increase the capac­
ity of farmers skillfully to adopt innovations. Economic incentives would 
speed up the process by making increased production more profitable and 
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offsetting the higher risks associated with new methods of farming.
Economists and policymakers began to recognize that the sluggish

growth of agriculture in the 19 50s and early 1960s was related to a lack 
of incentives and the failure to invest in rural development. The experi­
ences of two Southeast Asian neighbors make for an interesti,., compar­
ison. Burma and Thailand traditionally have been major rice-exporting 
nations; in the early 1960s, Burma accounted for about a quarter of total 
world rice exports, and Thailand one-fifth. Burma had some initial advan­
tages over Thailand: educational levels were higher, rice land was richer,
and rainfall more abundant. Both countries taxed rice exports in order 
to maintain low and stable domestic prices and also to provide a source 
of government revenue. The major difference between the two was eco­
nomic policy. Thailand invested in improving agricultural infrastructure, 
especialiy irrigation and roads, often with funds from external donors. 
It adopted an outward-looking policy stance and, except for the rice 
premium, allowed market forces to operate rather freely. Burma, on the 
other hand, became extremely inward-looking, and socialistic government
controls over economic activity became pervasive. Investment in rural 
improvements declined as Burma cut itself off from the external world. 

Agricultural growth accelerated in Thailand during the 1960s as 
farmers took advantage of expanding domestic markets and world trade. 
Despite the rice export tax, Thailand managed to keep a constant share 
of the world rice market, even as it began to diversify its agricultural 
exports. In contrast, Burma's share of world rice exports declined by more 
than two-thirds. With no government support for diversification and lit­
tle incentive to generate marketable surpluses, agricultural growth barely
kept pace with Burma's population in the 1960s. 

The Asian countries that neglected agriculture in the pursuit of in­
dustrialization through import substitution in the 1950s experienced an 
overall slowdown in economic growth in the 19 60s.1 India and the 
Philippines both adopted import substitution industrialization strategies 
heavily biased against agriculture in the 19 50s. The annual average real 
rate of economic growth in India was 3.6 percent during the First Five­
year Plan (1951-55) and 4.0 percent during the Second Plan (1956-60).
Subsequently, real growth fell during the Third Plan period (1961-65) 
to an average annual rate of only 2.2 percent. In the Philippines the decline 
was from 8 percent in the first half of the 1950s to less than 5 percent from 
1956 to 1970. In contrast, Taiwan, which emphasized agriculture in the 
1950s, experienced an acceleration of growth from 7.6 percent in the 
1950s to nearly 10 percent in the 19 60s.6 
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Agricultural Conditions in Monsoon Asia 

Asian agriculture has some distinctive features that pose major challenges 
to development. The monsoon rainfall pattern that covers most of Asia 
has profound effects on the rhythm of economic activity. The seasonal­
ity of demand for rural labor is extremely pronounced. 

Wet rice cultivation is the most labor-intensive type of agriculture 
in the world; in Asia population densities by the late 1940s were already 
much higher than anywhere else in the world.7 The monsoon belt ex­
tends from Japan and Korea in the north, through China and Southeast 
Asia, across the Indian Ocean to southern India and Pakistan. During 
the rainy season (about four to five months a year) much of the rural work 
force is engaged in an intensive effort to produce sufficient food for rap­
idly expanding numbers under severe resource constraints. 

Many parts of Asia have long faced an acute scarcity of agricultural 
land. Over the centuries irrigation systems have been built up to provide 
greater control over the environment and to support more intensive cul­
tivation. But by the 1960s, most Asian countries had reached the end of 
their land frontiers. Population pressures and hunger for land have since 
resulted in serious environmental problems (discussed below). 

The average size of farm holdings in Asia is less than one-tenth the 
world average. The prevalence of extremely small farms and the depen­
dence of most on monsoon rains meant that scientific farming technolo­
gies that were developed under western conditions were inapplicable. The 
technology of the "green revolution" had to be developed and adapted 
to the particular conditions of monsoon Asia. 

By the 1960s, high rates of population growth and increasing urbani­
zation were creating strong growth in demand for food. Many govern­
ments, in the interest of political expediency, kept food prices artificially 
low, substantially benefiting urban consumers at the expense of farmers. 
Outside of some of the traditional food surplus countries (Thailand and 
Taiwan), most of the Asian countries were having difficulties in adequately 
expanding domestic food supplies, despite technological advances that 
promised higher cereal yields. 

Asian governments in the mid-1960s began to give greater attertion 
to agriculture. The establishment of priorities and the identification of 
tradeoffs and conflicts in objectives were essential to designing an appro­
priate agricultural development strategy. The most difficult objectives to 
reconcile involved fostering structural transformation through a net flow 
of resources from agriculture while at the same time improving the living 
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FIGURE 5.1 Daily Per Capita Caloric Supply, 1965-83 
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conditions of the rural population. Once it was recognized that agricul­
ture could not make a sustained contribution to overall development unless 
it was itself developed, governments could effectively seek a strategy that 
took full advantage of positive intcractions between agricultur,: and otier 
sectors.' 

In reviewing agricultural contributions to industrial growth, Rey­
nolds observed: 

It is incorrect, however, to suppose that an expanding industrial sector 
can be fueled for more than a short time by resource transfers from a
static agricultural sector. The economic potential of agriculture must 
be mobilized before it can be used. The requirements for such mobili­
zation lie at the core of development theory and policy.9 

The production of food grains, rice and wheat in particular, was a 
logical focus for government efforts. The food grain sector encompassed 
almost 70 percent ofAsian farmlands and, because of its labor intensity, 
an even higher share of total agricultural employment. Major government 
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efforts were made and supported by external donors to encourage the rapid 
spread of ijew seed varieties, to promote the use of chemical fertilizers, 
and to expand irrigation works so that two or three crops could be raised 
annually on the same parcel instead of only one. 

Despite all these efforts, in the mid-1970s food self-sufficiency 
appeared to be even further out of reach than in the r.-id-1960s in mosc 
of Asia. Droughts, pest infestations, and inadequate agricultural support 
services led to widespread harvest failures between 1972 and 1975. Per 
capita food supplies were not much larger than in the 1960s (Figure 5.1), 
and in some cases (such as lndiM) they were lower. Cereal imports reached 
record levels and food grain prices skyrocketed. 

The Second Asian Agricultural Survey of the Asian Development 
Bank'" presented a grim picture. Outside of the NICs and possibly 
Malaysia, rural poverty was spreading, landlessness was on the rise, and 
agricultural real wages were falling. Because larger farmers were appar­
ently the main beneficiaries of government programs in the areas of credit, 
extension, and infrastructure, rural income distribution seemed to be wor­
sening.", There were fears that rural populations were being increasingly 
polarized into haves and have-nots, landed and landless. 

If internal conditions were unfavorable, external events also gave little 
cause for optimism. Sudden upsurges in fuel and fertilizer prices in 
1973-74 made it more difficult to promote crop intensification. The 1970s 
closed with a second oil shock that again increased farm input prices, 
followed by a long period of reduced demand for agricultural exports and 
increased agricultural protectionism in the MDCs. Yet in spite of all these 
internal and external difficulties, by the mid-1980s Asia was producing 
a large surplus of food grains. Though uneven, undeniable progress had 
been made in improving living conditions in many rural areas. 

At the beginning of the 1970s, the conditions for agricultural growth 
differed among countries and subgroups. Land availability, the concen­
tration of land holdings, irrigation and infrastructural development, the 
commercialization of agricuiture, and, most importantly, the levels of skill, 
education, and health of the rural work force varied considerably. 2 The 
relationship between these initial physical and social conditions and sub­
sequent agricultural development is complex. Countries such as Thai­
land and Malaysia that had the most favorable starting conditions­
indicated by higher income levels, more land per capita, low concentra­
tion of land holdings, a high ratio of exports to total agricultural output, 
bettei infrastructure, and higher literacy rates - tended to grow faster than 
the others. But some Asian countries that began with disadvantages, such 
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FIGURE 5.2 	 Average Annual Growth Rates of Agricultural

Production in Developing Regions, 1973-84*
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as Indonesia, India, and Pakistan, were eventually able to achieve higher 
growth by adopting policies that corrected or compensated for initial 
handicaps. 

The impressive growth of Asian agricultural production since the 
early 1970s must be attributed in large part, then, to the policies im­
plemented. Investments in technology and in the capability of the rural 
population to adapt new methods paid high returns: the positive response 
of Asia's peasant farmers to the opportunities presented by new technol­
ogy in areas with adequate infrastructure and services was remarkable. 
The extent to which poverty and inequality were lessened in rural Asia 
depended greatly on the agricultural development strategies and associ­
ated policies of governments. Taiwan and Korea adopted a "unimodal" 
strategy, aimed at gradual modernization of the entire rural sector, over 
one that seeks to concentrate resources in a highly commercialized sub­



163 ASIAN AGRICULTURE IN TRANSITION 

sector ("bimodal")." Taiwan's experience indicates that the unimodal 
strategy has considerable advantages in maximizing agriculture's contri­
bution to overall development, while simultaneously raising rural living 
standards. 14 

Recent Agricultural Growth Performance 

From 1971 to 1981, agricultural GDP, including crops, livestock, forest 
products, and fisheries, increased in the Asian LDCs at an average annual 
rate of 3.6 percent, exceeding the figures for Latin American and African 
countries (Figure 5.2). In the first half of the 1980s, Asian agricultural
GDP growth fell to about 3 percent. Most of this decline was in export 
crops and forest products, both of which suffered from depressed exter­
nal markets. Food and cereal production still continued to grow rapidly
in the 1980s, although at widely varying rates. Korea and the ASEAN-4 
countries enjoyed generally greater growth of agricultural production
(including food production) than the countries of South Asia (Table 5.1).

Agricultural production growth also exceeded population growth
in most of Asia. The ASEAN-4 and South Asian countries moved toward 
greater food self-sufficiency as much of sub-Saharan Africa became more 
dependent on food imports. 

During the 19 70s, structural change- measured as the change in the 
share of agriculture in GDP and total employment of the labor force­
was pronounced throughout Asia, although its impact varied among
countries and subgroups. The South Asian countries, save Burma, all 
experienced declines in the share of agriculture in GDP (Table 5.1). Agri­
cultural employment fell as a share of total employment but still accounted 
for large percentages. The rate of structural change from agriculture to
industry and services depended on industrial sector performance. The 
slower decline in agriculture's share of employment in South Asia was, 
in general, a result of the capital-intensive patzern of industrial develop­
ment: though the service sector absorbed a greater part of the labor force,
it was often in low-productivity occupations. In contrast, there was a 
strong shift of resources out of agriculture in Taiwan and Korea associ­
ated with continued rapid industrialization during the 1970s. Among the 
ASEAN-4, Indonesia and Malaysia experienced sharp drops in agricul­
ture's GDP share during the 19 70s, matched by a decline in agriculture's
share of total employment. Malaysia had greater success in creating new 
jobs in industry and services than did the other ASEAN-4 countries. 
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TABLE 5.1 Agricultural Production and Labor Force Growth Rates, 
1970-1985 (percentages) 

Real growth 
Share of agriculture of agriculture 

Output per
agricultural 

GDP Employment Output worker 
1960 1970 1985 1970 1985 1970-85 1970-85
 

NICs 
Korea, 

Republic of 37 27 14 50 25 3.1 5.0 
Taiwan 29 16 6 35 17 1.4 2.9 

ASEAN-4 
Indonesia 54 17 25 622 5 5 b 3.8c 2.3 d 

Malaysia 36 31 20 48c 36 4.7f 4.0 f 

Philippines 26 28 27 54 49 3.9 0.9 
Thailand 40 28 17 729 69 4.5 h 0.8 i 

South Asia 
3.1 kBangladesh 58 55 48 741 64 1.7 k 

Burma 33 38 48 60 66 4.6 2.3 
India 47 43 31 74 691 2.1 m 0.6" 

Nepal NA 68 53 94 930 1.6P NA 

Pakistan 44 33 25 57 53 2.5 0.1 
Sri Lanka 32 28 24 512 44q 4.8 r NA 

NA = Not available.
 
a 1976. b 1982. c 1971-82. d 1976-82. e 1971. f 1971-85. s 1972.
 
h 1972-85 i 1972-83. 1 1973. k 1973-85. ' 1980 m 1971-84. " 1970-80.
 
o 1981. P 1975-85. q 1983. ' 1975-83. 

Sources: Asian Development Bank, Key Indicators of Developing Member Countries 
of ADB, April 1984, April 1985, and July 1986 issues. 

International Labour Office, Yearbook of Labour Statistics, 1980 2nd 1985 
issues. 

World Bank, World Development Report, 1986. 
World Bank, World Tables, 1983 and 1980. 

South Asian countries, except Nepal, generally attained cereal 
production growth rates almost as high as those of the Southeast Asian 
countries, so food production in those countries outpaced population 
growth. However, output per agricultural worker stagnated or declined 
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in Pakistan and Nepal and showed only modest gains elsewhere in South 
Asia. 

India was nearly able to eliminate reliance on food grain imports by 
the mid-1980s. In years of adverse weather there was a need to import 
some grain, and after prolonged drought in the early 1980s there was con­
cern that India would lose the race for self-sufficiency. But with normal 
weather India has surpluses of wheat and rice. This impressive achieve­
ment of meeting effective domestic demand entirely from domestic sup­
ply does not mean that the food problem has been solved, however. 
Malnutrition is still widespread because of lack of purchasing power and 
low incomes in both rural and urban areas. 

Burma, Sri Lanka, Pakistan, and Bangladesh have had fairly high 
rates of food and cereal production growth. Since 1970, Burma has had 
one of the highest rates of agricultural growth in Asia, close to 5 percent 
per annum, which reflects a remarkable recovery from its abysmal per­
formance in the 1960s. When in the first half of the 1970s Burma's rice 
exports sh.runk to about one-tenth of the volume attained in the early 
1960s, Burmese policymakers attempted to reverse the trend with im­
proved incentives to rice farmers through introduction of subsidized 
inputs, new high-yielding rice seeds, better infrastructure, and expanded 
irrigation works. This resulted in the rapid spread of HYVs and associ­
ated inputs, and greatly improved rice yields. Rice exports recovered as 
annual growth in rice production in the latter half of the 1970s averaged 
over 10 percent. 

Indonesia, the largest Asian LDC after China and India, has made 
substantial progress in domestic production of cereals and other food 
products. Between the introduction of high-yield rice varieties in the late 
1960s and 1984, production more than doubled, and rice self-sufficiency 
was achieved (Figure 5.3). Over a period of fifteen years, rice output 
increased at an average rate of 5 percent a year- by any standard a remark­
able achievement. Agricultural strength helped Indonesia adjust to fall­
ing oil prices in the 1980s, particularly by reducing the expense of food 
imports and providing an alternative source of foreign exchange earnings. 

The Philippines became self-sufficient in rice during the 1970s and 
was a large net exporter of a variety of tropical agricultural commodi­
ties. However, increased government intervention in pricing, marketing, 
processing, and trading hampered growth in the late 1970s. The Philip­
pine government established the National Food Authority (NFA) and gave 
it a monopoly in export and import trade in rice. The NFA was supposed 
to set support prices that would provide farmers with adequate incen­
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FIGURE 5.3 Rice Self-Sufficiency in Indonesia 1962-84* 
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tives and also control retail prices so as to protect consumer interests. It 
was to accomplish these objectives by means of a buffer stock scheme mak­
ing use of domestic paddy procured from farmers at the support price,
supplemented if necessary by imports. In practice, however, the NFA had
inadequate budgetar,- resources to procure more than 10 percent of domes­
tic rice production, and ithad limited warehouse facilities for storage.
In years of surplus production the NFA was powerless to prevent domes­
tic paddy prices from falling below the support price; during lean years,
limited foreign exchange and inadequate buffer stocks prevented it from 
stabilizing retail prices. By driving private rice traders out of business,
government policies aggravated retail price fluctuations. Both rice farmers 
and consumers were worse off than under free-trade conditions.I 

Improvements in agricultural technology and irrigation and strong
external demand for Philippine exports boosted the agricultural growth 
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rate in the 1970s, but after 1980 it fell sharply. During the 1970s incomes 
of smallholders and the rural landless grew much more slow!y than those 
of large farmers, plantation owners, and forest concessionaires, and by 
the 1980s smallholders actually began experiencing income deterioration. 
Pervasive government controls over marketing and external trade coupled 
with price disincentives, an overvalued peso, and deteriorating rural wages 
worsened income distribution. 16Moreover, the economy also failed to 
generate off-farm employment opportunities in the Philippines: average 
productivity per agricultural worker rose by only 0.9 percent per year 
between 1970 and 1985 (Table 5.1). Rural real wages and incomes in 
general deteriorated. 

In Malaysia and Thailand, unprecedented growth in the production 
of a wide variety of agricultural exports helped sustain high rates of overall 
economic growth. Labor productivity in agriculture, on average, rose by 
4 percent per year in Malaysia. Though Malaysia isa net importer of rice, 
it was able to achieve high agricultural growth by investing in a number 
of other crops, especially palm oil and rubber; it also greatly expanded 
exports of forestry products. Thailand was even more successful in diver­
sifying its agricultural export base and it remained a major food grain 
and rice exporter. 

In the NICs, structural change led to transfers of labor and other 
resources (at an increasing rate) out of agriculture and into manufactur­
ing and services. The agricultural labor force began declining absolutely 
in Taiwan by the late 1960s and in Korea by the mid-1970s, but agricul­
tural output continued to rise. The modernization and mechanization 
of agriculture in Korea is reflocted in its 5 percent annual average gain
in agricultural labor productivity during the 1970s. Korea and Taiwan 
also sustained output growth by diversifying into higher-value crops and 
into fishery- and livestock-related products. 

The increase in farm household income in the NICs has provided 
strong growth in demand for domestic manufactured goods, including 
agricultural machinery. Much of the total househo!d income of farm fam­
ilies in Taiwan is derived from nonagricultural employment.17 

Pressing problems remain in the NICs' agt icultural sector. Even the 
NICs have found it difficult to balance adequate returns to rice farmers 
against cheap prices to consumers. In Korea, large rice deficits have made 
imports necessary, and attainment of full self-sufficiency would be costly
given the goal of low consumer rice prices; Taiwan has protected its rice 
sector and has a chronic problem of high-cost surplus production. Con­
tinued protection of rice production poses a major policy dilemma in both 
countries. Efforts to consolidate farm holdings into larger, more econom­

http:employment.17
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ical units have been set back by resistance among part-time farmers and 
owners of small parcels of paddy land. Protection of the rice sector has 
artificially increased the market value of farmland as well. This has now 
become a serious impediment to further structural change and increased 
specialization in agriculture. 

The sources of growth in agriculture have shifted perceptibly in land­
scarce monsoon Asia since the 1960s. The need to make technological 
progress in noncereal crops, animal husbandry, and other subsectors, and 
the changing patterns of resource availability and trade have placed new 
challenges before the developing countries of Asia in their design of 
agricultural development policies. 

Agricultural Intensification and Cereals Production 

Agricultural land, as was noted above, is relatively scarce in most of Asia. 
Agricultural land per capita averaged less than one-fifth of a hectare in 
1980. Population density in rural areas of Asia is more than twice as great 

8as in Africa, and more than three times as great as in Latin America."
Between 1966 and 1982, while the agricultural land area increased 

by less than 4 percent in South Asia, the agricultural labor force grew 
more than 21 percent. In Southeast Asia, arable land expanded by 25 per­
cent and agricultural working population by 21 percent. If Thailand is 
excluded, agricultural labor growth of 16 percent outpaced arable land 
area growth of 12 percent. The expansion of the agricultural frontier in 
Thailand came to a virtual halt in the early 1980s; the pattern of growth 
is shifting to the intensive margin. In the future, only Eastern Malaysia 
and the outer islands of Indonesia offer much potential for clearing new 
land for agricultural settlement. In Korea and Taiwan, where farm area 
per capita is only one-twentieth of a hectare, the decline in the agricul­
tural labor force was more than offset by reductions in agricultural land. 

This scarcity of land relative to agricultural labor has induced a pat­
tern of more intensive use of scarce farmland in Asia. Farmers have strived 
for production growth through adoption of land-saving technology and 
use of inputs complementary to labor. Crop yields per unit of land have 
become the focus of growth. Yield increases have invilved irrigation invest­
ment, the practice of multiple cropping, increased use of fertilizer and 
chemicals, improved seeds, selective adoption of mechanical equipment 
and tools for weeding, improved farm management, a variety of agricul­
tural services, and continuous research to improve technology. 

Rice is by far the most important crop in Asia in terms of land area, 
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production value, and impact on employment, incomes, and nutrition. 
Of the total cereals area harvested in 1983 in Asian LDCs (178 million 
hectares), more than half was accounted for by rice, about a fifth by wheat, 
and one-tenth by maize. Production of rice and other cereals in Asi. has 
increased since the emergence of modern seed varieties. Indeed, most of 
the gains in rice production since the late 1960s (about three-quarters) 
have been due to increases in land productivity rather than extension of 
the land area. Though the shares of gains in wheat and maize produc­
tion due to yield increases are lower, those shares are rapidly rising as land 
becomes still scarcer. 

Three maju, interrelated factors contributed to the upsurge in food 
grain production in Asia, the most important nfwhich ha,; been the rapid 
dissemi..ition of modern seed varieties. The rates at which farmers in Asia 
have 'dor,,.d high-yielding seeds have been exceptional-even exceed­
ing the rates .'chieved by more-developed nations. 19After their introduc­
tion in the iiid-1960s, modern rice varieri:*r expanded to cover over 70 
percent of thc rice area of the Philippines a ,, i Lanka by the late 1970s, 
and over 50 pe:cent in Pakistan and Indonesia. Within seven years of the 
introd'iction of modern wheat varieties in India, they covered over two­
thirds of the total area planted to wheat. 

Asecond major factor m food grain production was the greater use 
of chemical fertilizers. btal fertilizer consumption increased more than 
fourfold in South Asia and sixfold in Southeast Asia between 1966 and 
1982. South Asian farmers used 36 kilograms per hectare in 1982 com­
pared with only 7 in 1966; in Southeast Asia the increase was from less 
than 9 kilograms to more than 47. The availability of fertilizer-responsive 
seed varieties and irrigation lifted the profitability of fertilizer use sub­
stantially. Thus consumption increased in spite of higher fertilizer costs 
caused by the two oil price hikes. 

Irrigation investmen was the third major component of Asia's cereal 
revolution. The proportion of farmland under irrigation was about 20 
percent in the mid-1960s; by 1982 it was over 28 percent. More than 22 
million hectares were added to the irrigated area between 1966 and 1982. 
This expansion of irrigated area was accompanied by large-scale rehabili­
tation and improvement of existing irrigation systems, which also con­
tributed to production growth. 

Rice imports into South and Southeast Asia fell from almost 9 mil­
lion tons per year in the mid-1970s to less than 1 million tons in the early
1980s, as total production rose from 140 million tons per year to 190 mil­
lion tons. By the mid-1980s production exceeded 210 million tons and 
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FIGURE 5.4 Cereal Yields in Asia, 1961-85 
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Asia had a substantial surplus of rice. 
Wheat, the second most important cereal crop in Asia, showed even 

more impressive growth than rice. Wheat production was up by almost
110 percent in the five major producing countries (i.e., South Asia, exclud­
ing Sri Lanka) between 1973 and 1984, a growth rate in excess of 7 per­
cent a year. Net imports of wheat in normal crop years in wheat-growing
South Asia declined significantly in that period.

The production of maize, Asia's third-largest cereal crop, expanded
by over 30 percent in the 1970s. Indonesia, the Philippines, and Thai­
land had high rates of growth owing to both area and yield increases; in
fact, Thailand emerged in the late 1970s as a substantial net exporter of
feed corn. Maize production expanded at a slower rate, except in Burma 
(where tapid percentage increases came from a small base), Sri Lanka, 
and Pakistan. 

Millet, sorghum, and barley ire grown in dry areas of Asia. Most 
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past production increases in these grains have been from area expansion
(mainly in Burma, Thailand, and India). Newly developed drought- and 
disease-resistant strains of millet, sorghum, and other coarse grains should 
lead to growth in per hectare yields and overall production. 

Cereal yields have increased at an annual rate of about 3 percent in 
South and Southeast Asia on average since the introduction of HYVs in 
the mid-1960s (Figure 5.4). But the average yield of cereal crops still is 
less than 2 metric tons per hectare in south Asia, compared to 2.5 tons 
in the ASEAN-4 and more than 4 tons in Korea and Taiwan. Large varia­
tions in yields exist between countries in South Asia and the ASEAN-4. 
In Burma and Sri Lanka cereal yields were approaching 3 metric tons,
but were only half that in Pakistan and India; Indonesian yields were about 
3.5 tons, twice that of the Philippines. These large disparities reflect differ­
ences in levels of development, but they also indicate the need for policy 
improvements in a number of countries. 

Farm Income and Linkages to Other Sectois 

The rapid increases in cereal production after the introduction of new 
varieties had strong positive effects on farm incomes and expenditures.
These, in turn, through linkages with the other sectors of the economy,
fostered structural changes and overall economic growth. The share of 
farm output sold commercially has increased dramatically in areas where 
the new technology has been widely adopted. In the early 1960s in Java,
Indonesia, for example, orly about 20 percent of rice production was mar­
keted; by the late 1970s the marketable surplus was equivalent to almost 

'half of total production.2
 

Gains in production and commercial sales lead 
to increases in 
farmers' cash incomes. Expenditures for agricultural inputs (chemicals,
fertilizer, seed) and tools and machinery (ploughs, irrigation pumps) go 
up. Farm households also tend to purchase more simple consumer goods
(clothing, cosmetics, furniture) and to increase consumption of food prod­
ucts (including processed food) with higher income elasticities ofdemand. 
The growth in farm incomes stimulates domestic industrial production 
and services, particularly trade, transport, and marketing.

There is evidence from village surveys in West Java, Indonesia, that 
the rapid gains in rice and food production since the mid-1970s haive led 
to increased positive interaction between agriculture and other sectors. 
Rapid growth in off-farm employment and higher farm incomes have con­
tributed to a significant improvement in living standards in the villages 
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TABLE 5.2 Agricultural Exports in Asian Developing Countriesa 

NICs 
Hong Kong 

Korea, 
Republic of 

Singapore 

Taiwan 

ASEAN.4 

Indonesia 

Malaysia 

Philippines 

Thailand 

South Asia 

Bangladesh 

Burma 

India 

Nepal 

Pakistan 

Sri Lanka 

Real average 

agricultural 


exports 

(US$ million)b 


1970-72 1983-85 


588.7 1,837.9 


738.0 	 1,533.1 

NA 2,780.7 

509.6 629.7 

2,422.8 'L262.0 

4,926.1 7,910.1 

2,041.5 2,064.1 

1,967.5 5,012.7 

276.3c 327.5 

338.4 410.6 

2,850.1 3,090.8 

244.9 47.6 


671.0c 924.3 

836.8 923.5 

Real average 
agricultural 

exports per capita 
(LS$)b 

1970-72 1983-85 


145 342 


22 38 


NA 1,100 


34 33 


20 27 


460 521 


54 39 


52 101 


4c 4 


12 11 


5 4 


23 3 


10 10 


66 60 


Real average
 
agricultural exports
 

as a percentage
 
of merchandise
 

exports (%)
 

1970-72 1983-85
 

6 6
 

25 5
 

19 11
 

7 2
 

50 19
 

62 42
 

76 36
 

72 59
 

45c 32
 

89 85
 

38 27d 

NA 35
 

38c 30
 

96 60
 

NA = Not available. 
a Agricultural exports include forestry and fishery products.
b Deflated by expor. unit values of each country except for Bangladesh, India, Nepal, 

Indonesia, Malaysia, Hong Kong, Singapore, and Taiwan where export unit values 
of total Asia were used (1980 = 100). 

c 1973-75. 
d 1983-84. 

Sources: Food and Agricu'tre Organization of the United Nations, FAQ Trade Year­
book, 1975 through 1985. 

Asian Development Bank, Key Indicatorsof Developing Member Countries 
of ADB, April 1983 and July 1986 issues. 

International Monetary Fund, International Financial Statistics, Yearbook 
1986, May 1987. 

Republic of China, Council for Economic Planning and Development, 
Taiwan Statistical Data Book, 1986. 
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surveyed. Poverty incidence fll from about half to only one-third of the 
population between the mid-1970s and mid-1980s. 21 

In Taiwan, productivity growth in agriculture, particularly in cereals, 
was rapid enough to allow farm incomes to rise even though asignificant 
net transfer of resources was made to other sectors. 22 Farmers purchased 
more inputs and consumer gcods, thus increasing the market for domes­
tic manufacturers and service establishments. These tended to be very 
labor-intensive, and their growth led to increased off-farm employment 
opportunites. The rising deriand for rural labor reduced poverty inci­
dence sharply. 

One aspect of Taiwan's txperience that deserves emphasis isthe role 
agricultural exports played in releasing the constraint on farm cash earn­
ings from domestic sales alone, especially during the initial period of rural 
u,.velopment. By taking advantage of external markets for agricultural 
goods, Taiwan was able to achieve structural transformation much more 
quickly than otherwise. Exports of agricultural goods (including pro­
cessed items) accounted for more than half of total cash sales in the 1950s 
and early 1960s. Though most cereal sales were for domestic use, alarge 
share of noncereal crops, livestock, forestry, and fisheries products were 
exported, often in processed form. 

Agi icultural Exports and Growth 

Most Asian countries in the 1970s were successful in rapidly expanding 
the value of agricultural product exports, despite sharp fluctuations in 
commodity prices. Table 5.2 shows that in 1970-72 (aperiod of boom­
ing commodity demand) and 1983-85 (aperiod of depressed demand) 
real agricultural product exports increased sharply in all the ASEAN-4 
countries but the Philippines. Agricultural exports were growing fastest 
in the countries with the highest rates of agricultural growth (Thailand
and Malaysia) Burma, as explained above, was an exception: much of 
its incremental agricultural production was used not for export but to 
meet its rapidly growing domestic food demand. 

Per capita exports of agricultural products were very low in South 
Asia (except Sri Lanka) compared to the NICs and ASEAN-4 countries. 
The high level of agricultural exports per capita reported by Singapore 
and Hong Kong in Table 5.2 are really re-exports from neighboring coun­
tries. Higher growth rates of agricultural GDP in the ASEAN-4 than in 
the South Asian countries are related to differences in agricultural export
performance; macroeconomic and trade policies in the ASEAN-4 were 
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fairly conducive to expansion of agricultural exports, while this was 
often not the case in South Asia. By expanding agricultural exports the 
ASEAN-4 countries realized greater foreign exchange earnings and 
improved the linkages between agriculture and other sectors, especially 
processing and related service industries. The contribution of agricultural 
exports in easing the constraint on farm earnings was much greater in 
the ASEAN economies than in South Asia. 

There are some inherent difficulties in relying on agricultural exports 
for increasing rural incomes and foreign exchange earnings in larger coun­
tries, and even in small ones that rely on one or a few primary commodi­
ties. There is some tendency for world supply to outstrip demand of farm 
products. Though the early 1970s saw periods of booming prices for pri­
mary goods, there has been a persistent fail in th- tcrm, of trade for pri­
mary product exporters in the 1980s. Thailand's experience indicates that 
by exporting an arrayof agricultural goods, some buoyant external mar­
kets can usually be found; despite its high share of agricultural exports 
in total, Thailand has one of the most diversified export bases in Asia. 
This diversity of Thai agricultural exports contrasts sharply with Burma, 
where rice and teak continued to account for more than two-thirds of 
merchandise exports in the 1980s. Throughout developing Asia the share 
of agricultural exports in total merchandise exports fell, in most cases 
sharply, during the 1970s and 1980s (Table 5.2). In snme South Asian 
countries, especially Burma, the high share of agricultural exports reflected 
poor performance of manufactured exports rather than exceptional 
growth of agricultural exports. 

The agricultural export performance of Asian countries was closely
related to their success in expanding supplies of noncereal crops, livestock, 
and fishery and forestry products. 

Noncereal Crops 

The noncereal crops range from pulses and root crops often produced 
for subsistence purposes by low-income, limited resource farmers in rain­
fed plots to avariety of tree crops, fibers, and horticulturi! products some­
times produced by highly commercialized agribusiness firins or modern 
plantations. Anumber of cash crops are simultaneously raised by small­
holders and on modern estates (rubber, cocoa, coconut, sugar, tobacco, 
cotton, jute). Usually the estates generate higher yields and better qual­
ity, though they are not necessarily more efficient than sniallholders when 
economic costs and returns are considered? 3 
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The share of noncereal crops in agricultural GDP varies among coun­
tries, but it accounts for 20 to 30 percent of total agricultural output in 
South and Southeast Asia. Noncereal crops account for a considerably
larger share of agricultural exports than do cereals. In Taiwan and Korea 
the noncereal crop sector is smaller, and accounts for a lower share of 
agricultural exports, than in South Asia or the ASEAN-4 countries. 

The ASEAN-4 countries had higher growth ii: production of non­
cereal crops, particularly major export crops (palm oil, rubber, coconut, 
coffee, sugar), than did South Asian countries in the 1970s, which con­
tributed to stronger overall growth of agricultural production and exports 
there. Those countries had more abundant land resources than did South 
Asia or the NICs for expansion of noncereal crops; they also did more 
to promote noncereals crop production, and their policies left agricul­
tural product and factor markets relatively undistorted. This allowe-d a 
degree of diversification to oLCcur in response to market incentives. 

Livestock, Fisheries, and Forestry 

Livestock are an integral component of smallholder agriculture through­
out Asia. The larger animals (buffalo, cattle) are valued more as a source 
of draft power, manure, and transport than as a food source in low-income 
rural areas. In most of Asia cattle and dairy production are constrained 
by the scarcity of land for grazing purposes. Technical services are less 
developed and there are problems of disease that adversely affect the size 
and quantity of larger ruminants. 

On the demand side, consumption :j! ;oeat, milk, and eggs is very 
low, though income growth has incrf-astd demand for these income-elastic 
products, particularly in the NICs and more piosperous parts of South 
and Southeast Asia. Meat aid dairy production has been expanding most 
rapidly in Korea and Taiwan - as reflected in the large importation of ani­
mal feed by these countries. The production of poultry and pork has 
increased rapidly in South and Southeast Asia, but overall the livestock 
sector has been lagging and its share of agricultural GDP has been stag­
nant or declining. 

In contrast to livestock, fisheries production has been among the most 
dynamic aspects of Asian agriculture since the 1970s. The total fish 
production of the Asian developing countries doubled between 1965 and 
1982, and their share in total world production increased from 12 per­
cent to 20 percent in that period.-4 The rapid growth of fisheries produc­
tion provides employment opportunities, brings in foreign exchange, and 



176 ASIAN DEVELOPMENT 

increases protein supplies to consumers. Fishery products provide the main 
source of animal protein consumed in most Asian countries. In all three 
subregions of Asia, fish product exports increased much faster than overall 
agricultural exports. Taiwan and Korea showed the largest increases, but 
gains were also made by South and Southeast Asian countries. 

Marine production accounted for four-fifths of the export total. The 
extension of exclusive economic zones to 200 miles from the coasts has 
changed the distribution of marine resources, expanding opportunities
ior some countries and reducing thcm for others. Overfishing and pollu­
tion have become problems in many coastal areas near population centers,
having a negative impact on small, village-based fishermen. Freshwater­
capture fisheries have also been adversely affected by population pressures,
and production has stagnated. Aquaculture technologies for development
of high-yield fish ponds present promising new opportunities for expan­
sion of production in Asia. 

The forestry sector's contribution to agricultural growth and foreign
exchange earnings in Asia rose sharply in the second half of the 19 70s 
but declined in the recessionary conditions of the 1980s. The size and 
importance of forestry as an economic activity varies enormously within 
the Asian LDCs, reflecting the uneven distribution of forest resources. 

At the beginning of the 19 80s about one-third of the land area in 
the Asian developing countries-more than 300 million hectares-was 
formally classified as forest land, but this aggregate figure greatly over­
states the actual area covered by forests. There are few remaining stands 
of primary tropical rainforest in Asia outside of Burma, eastern Malay­
sia, and some of Indonesia's large outer islands. Distribution of forest 
land is very uneven within the region as well. The ASEAN-4 countries
 
and Burma account 
for most of the region's forest resources, having
approximately two-thirds of a hectare of forest per capita. In contrast,
South Asian countries have less than one-tenth of a hectare of forest per 
person; Taiwan and Korea have around four-tenths. 

Forest product exports accounted for about 25 percent of total 
agricultural exports in the ASEAN-4 and Korea in the 1970s, but were 
less than 5 percent of agricultural exports in South Asia. Overall, the share 
of forest product exports in total agricultural exports fell from one-fifth 
in the late 1970s to one-seventh in the 19 80s. This decline happened not 
only because of depressed prices in overseas markets but also beLause of 
rapid depletion of forests. I the mid-1980s, annual deforestation in Asia 
was estimated at more than ten million hectares ­ a rate in excess of 3 per­
cent!2 1 In Southeast Asia the destruction of tropical forests has reached 



177 ASIAN AGRICULTURE IN TRANSITION 

alarming proportions. Thailand used to be a major exporter of hardwood 
logs, but it must now import a major part of its lumber; rapid expansion 
of agricultural land for farming has all but eliminated the rainforests there. 
The Philippines is also expected to become a net importer of wood by 
the early 1990s, if not before, and even Malaysia and Indonesia are 
encountering difficulties in supplying wood processing industries with 
raw materials. 

The rate of forest exploitation has exceeded the natural capacity of 
forests to regenerate. Hunger for land, demand for fuel wood, careless­
ness, and the pursuit of quick short-term profits have all contributed to 
the degradation of Asia's forests. Vast areas of South and Southeast Asia 
are now covered by worthless but tenacious alang-alang grass-mainly 
the result of logging followed by shifting cultivation. In South Asia, 
roughly two-thirds of rural energy consumption is met by fuel wood, but 
forests are critically depleted and fuel wood is becoming increasingly 
scarce. Environmental effects of deforestation on other agricultural activi­
ties are severe, too: destruction of forests in watershed areas leads to soil 
erosion, flooding, and siltation of irrigation reservoirs and canals. The 
high costs of wanton deforestation include reduced overall agricultural 
production in the long term. 

Assessment of Agricultural W!!cies 

The improvement of agricultL .. production in Asia between thf. 
mid-1960s and the mid-1980s occured in large part because of the types 
of policies adopted by governments. Policy changes have been instrumental 
in improving both the incentives to produce and the capacity of the sec­
tor to respond. Advances in technology, large investments in infrastruc­
ture, institutional reforms, and increased human capital formation have 
all contributed to Asia's agricultural performance. The macroeconomic 
environment has also played a strong role in agricultural development. 

Government policies affecting agriculture can be conceptually sepa­
rated into those that influence the pattern of incentives ("price" interven­
tions) and thjsc that operate on the underlying ability and capacity of 
rural households to produce ("nonprice" interventions). In practice, a neat 
separation between the two is difficult. Interaction between incentives and 
capacities to produce are fundamental to the process of agricultural 
growth. Before examining sector policies in detail, we will consider the 
broader macroeconomic environment; in a number of Asian case stud­
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ies, sound macroeconomic policies were found to be essential for the suc­
cess of more specific agricultural policies.26 

Macroeconomic Policies and Prices 

The fundamental importance of agriculture to economic development 
was first elaborated by Johnston and Mellor.2 7 They enumerated five 
vital agricultural functions: 1)meeting the demand for food of a grow­
ing population to an extent consistent with comparative advantage; 2)
providing a source of foreign exchange earnings or savings; 3) providing 
a source of savings for investment in development of other sectors; 4)
providing manpower and raw materials for other sectors; 5) providing
internal demand for domestic industry and service sectors. 

Each of these functions is sensitive to macroeconomic policy. But 
macroeconomic policy hardlywas ever made with the importance of 
agriculture in mind. The view that agricultural production pricewas 
inelastic, the fallacy of the irrational peasant, and the somewhat narrow 
sector orientation of agricultural policy specialists contributed to neglect
of the effects of macroeconomic policies on agriculture. Too often policy­
makers and economists concerned with agriculture have tended to neglect
broader policy issues in their preoccupation with micro-level and sector­
based concerns. In the late 1960s and during much of the 1970s, research 
on agricultural development eschewed macroeconomics in favor of vil­
lage studies in which researchers sought to gain a "view from the paddy."
Valuable as these studies were for understanding peasant behavior and 
specific problems of adapting new technology and institutional change,
they sometimes led researchers astray in deriving policy implications.21 

Awareness of the importance of macroeconomic policy for agricul­
tural development was revealed in only a few studies of the development 
process. Little, Scitovsky, and Scott (1971), McKinnon (1973), and John­
ston and Kilby (1975) argued that in a number of developing countries 
agricultural development was adversely affected by high rates of inflation,
tariff and trade protecticn that was biased in favor of capital-intensive
import substitution industries, overvalued domestic currencies, and gov­
ernment interventions that set interest rates too low and wage rates too 
high. 29 

Pakistan and India, countries that both adopted import substitution 
industrialization strategies in the 1950s, restricted imports by means of 
high tariffs, exchange controls, and a system of import licensing. Protected 
industrial firms were encouraged to adopt capital-intensive techniques 

http:implications.21
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by government policies that underpriced capital and raised the cost of 
unskilled labor. Artificially low interest rates and underpricing of foreign 
exchange enabled privileged firms (often public enterprises) to avail of 
cheap government credits and to import capital equipment "inexpensively." 
Of course, unprivileged firms and producers in other sectors were un­
able to get credit except from moneylenders at much higher interest rates. 
Exports and savings were discouraged. Investment was inefficient and con­
sumers faced limited choices-to buy low-quality domestic goods at high 
prices, or to do without. Farmers had little incentive to increase marketable 
supplies of food or primary exports. Agricultural production growth in 
Pakistan was under 2 percent in the 1950s. Domestic markets for manufac­
tured goods produced by protected firms failed to expand. Growth slowed 
and underemplo ,nent increased. Slow structural transformation resulted. 

In Taiwan ni rocconomic policies kept the exchange rate at a realis­
tic level, raised interest rates to encourage savings, prevented high inflation, 
and gradually improved the intersectoral terms of trade for agriculture. 
Agriculture grew at an annual real rate of between 4 and 5 percent there 
during the 19 50s and 19 60s. - 1 

The trauma of world inflation, recession, and the demise of the sys­
tem of fixed exchange rates in the 1970s underscored the importance of 
macroeconomic policy for agriculture. Peter Timmer and his colleagues 
focused attention on the interactions of "macro prices'L- exchange rates, 
interest rates, wage rates, inflation rates, and the intersectoral terms of 
trade- and agricultural performance. "' The experience of Timmer and 
others advising the Indonesian government convinced them of the sig­
nificance of macroeconomics for agriculture. 

Indonesian farmers until the late 1960s labored under the weight of 
high inflation, an overvalued rupiah, acute shortages of credit, and deteri­
orating internal terms of trade (caused by the setting of artificially low 
food prices in urban markets). Between 1958 and 1966 agricultural 
exports fell by a third and agricultural production growth of 1.6 percent 
failed to keep pace with pu;pulation growth." 

Indonesia's complete turnaround in agricultural performance in the 
post-Sukarno era-with the growth rate more than doubling from less 
than 2 to almost 4 percent-was in large part a result of the improved 
macroeconomic environment. The intersectoral terms of trade were 
reasonably stable, inflation was kept under control, a liberal exchange 
rate policy was adopted, interest rates were raised to economic levels 
encouraging an increase in the supply of funds, wage rates were left to 
market forces, taxation was moderate, and the pattern of protection, 
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though far from ideal, allowed producers to respond to international mar­
ket opportunities. 33 

Macroeconomic policies in other Asian countries that experienced 
strong records of agricultural growth-Thailand and Malaysia-provided 
an environment broadly supportive of agricultural development. Policies 
kept inflation rates under control, permitted international markets to 
stimulate domestic producers, gave incentives to save and invest, kept tax­
ation of agriculture moderate, and did not turn internal terms of trade 
against farmers. Specific agricultural sector policies and programs work 
far more effectively when introduced under favorable macroeconomic con­
ditions. In Korea, agricultural prices rose relative to nonagricultural prices.
The protectionist Korean agricultural policy increased the growth rate of 
agriculture but at the cost of slowing down structural transformation.34 

When macro prices are freed from excessive distortion, more efficient 
resource allocation is one result. But market-priced foreign exchange and 
interest rates also expand the total supply of foreign exchange and sav­
ings available. More investment and employment become possible With 
a reduction in trade protection and lower relative cost of labor, more pro­
ducers have access to more and cheaper inputs. Income distribution 
improves, which tends to lead to a pattern of consumer demand that favors 
producers of food and labor-intensive commodities. The positive link­
ages between agriculture and industry are stimulated. 

Bottlenecks may still appear in agriculture and constrain the growth 
process. Agricultural policies are necessary to overcome these. Price and 
nonprice policy interventions were made by Asian governments to help 
overcome constraints on agricultural production. 

Agricultural Pricing 

The pricing of agricultural products and staple foods in particular is a 
sensitive political issue in most Asian countries. Governments must bal­
ance the objectives of providing food to consumers at affordable prices
and offering adequate incentives to farmers. InAsia, rice and edible oils 
make up a large share of consumer expenditures; unstable prices for these 
major items can have large effects on overall price stability and on real 
incomes. It isno exaggeration to say that price instability for rice can lead 
to political instability for Asian governments."5 

During the 1950s and 19 60s, farm incentives were often sacrificed 
in favor of low consumer prices. The belief that peasant farmers were 
unresponsive to price incentives was a convenient rationale. Also, with 
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limited double-cropping and low yields, most farm households were in 
the market as sellers only once a year. During the long months in between 
harvests, more and more farm households became buyers of rice. There­
fore, governments wished to attain seasonal balance in staple food 
prices-slightly higher during harvests, lower in the lean period preced­
ing them. Meeting this objective obliged governments in deficit countries 
to encroach more and more or, food grain markets, reducing the scope 
for merchants and private operators of storage and marketing facilities 
or driving them out altogether. 

Government food agencies were not particularly successful in stabiliz­
ing prices of rice and other staples in deficit countries because import 
prices themselves could be quite volatile. Indonesia's Bureau of Logistics 
(BULOG), for example, was unable to prevent a more than doubling of 
retail rice prices from 1972 to 1973, when a domestic shortfall in the rice 
harvest made it necessary to import more than a million tons of rice on 
an emergency basis. Large-scale harvest failures in the Soviet Union and 
China that year had driven up international rice prices by almost 400 per­
cent. Similar difliculties were experienced in other Asian rice-importing 
countries. 

The early to mid-1970s were di 'cult years for price stability of any 
kind in Asian countries. The booming commodity markets of 1972 to 
1974 enabled some countries with exportable crops (Thailand and the 
Philippines) to accumulate surpluses that helped them overcome the effects 
of the oil shock and subsequent world recession. Domestic political and 
economic stability were threatened by sharp jumps in food prices. The 
green revolution appeared to be losing momentum or petering out com­
pletely in some countries-Pakistan, Indonesia, and India. To counter 
the problem of a slowdown in cereals production, most Asian governments 
acted to increase farm incentives. 

Probably the most important individual prices to the majority of 
farmers in Asia are those of rice and fertilizer at the farmgate. Variation 
in yields and production levels of rice can be largely accounted for by differ­
ences in fertilizer application.3 6 The intensity of fertilizer use, in turn, is 
positively correlated with the farmgate ratio of rice to fertilizer prices 
(Table 5.3). After the mid-1970s the paddy-fettilizer price ratio was 
increased or at least maintained in every Asian country except Taiwan, 
where the ratio was still rather high in 1981 and the country continued 
to produce a rice surplus. Price incentives were improved most in Sri 
Lanka, Indonesia, and Korea; Sri Lanka increased domestic rice produc­
tion to over 90 percent of consumption needs (Figure 5.5). Price ratios 
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TABL. 5.3 Paddy Yields, Ratio of Paddy Price to Fertilizer Price, 
and Fertilizer Applied Per Hectare of Rice 

Fertilizer applied 
per hectare
 

Farmgate price ratio of of planted rice Paddy y~elds 
- paddy and fertilizer (kg/ha) (kg/ha) 
1976 1981 L.ocation 1976' 1976 198119 8 1b 


NICs 
Korea, 

Republic of 0.65 0.84 Hwaseong-gun 311 3.51 5,966 5,841 
Taiwan 1.25 0.75 Taichung 205 287 4,539' 4,953' 

ASEAN-4 
Indonesia 0.40 0.62 Central Jaa'ad 57 74 2,784 3,493 
Malaysia 0.49 0.56 Selangor' 971 92 2,733 3,225 
Philippines 0.28 0.2- Central luzon 29 32 1,821 2,362 
rhailand 0.24 0.30 Suphan Buriv 11 1 1,'/80 1,952 

South Asia 
Bangladesh 0.51 ').57 ' tlebpur 11 44 1,784 1,955 
Burma 0.55 0.55 Rangoon 9 17 1,799 2,942 
India 0.17 0.37 Coimbatore 32 34 1,637 1,962 
Nepal 0.33 0.45 Kathmanduh 8 9 1,891 2,000 
Pakistan 0.27 0.28 Punjab' 46 53 2,347 2,604 
Sri Lanka 0.60( 0.93 Kurunegalad 65 77 1,971 2,646 

This column ksobtained by extrapolation of to-al fertilizer used per hectare of rice 
from period 1971-1975.

h Reies to total fertilizer consumed per hecztare oi arable land and permanent crops. 
Fertilizer statistics are not A,idely collected in Asia, the figures provided b.-re must be 
viewed as estimates Of total use. And sonce ice is the major crop planted and grown
in Asia, the Egures are deemed as approximations for iertdizer used in rice. 
According to Beth Rose, Appeidix to the Rice Econorm' of Asia (1985), riC 
pioduction in Taiwan is reportd in metric ton, of brown (husked) rice and the 
conversion factir is I kg of paddy equal to 0.76 kg of brown rice as used in this 
table. 

d 1976 and 1978/80. , 1976 and 1982. I West Malaysia.

9 1976 and 1977. 1977 ind 997X. -977 and 1979.
 
Sources: Barker, R., R. W. le~dt, and B. Roe, The Econoy.oj Asia.
 

Food and Agriculture Organization of the United Nations. F40 Fertilizer 
*learoook, 1984. 

Food and Agriculture Or&,aniz.tioii of the United Nations. FAO ProduLtion 
Yearbook, 979 aid 1983 '-,sues. 

Palacpac, Ade!ita C., World Rite Sti.tistics. 
Republic of China, Council for Economic Planning and Development, 

Tinmia Statistical Data Book, 1985. 
Rose, B., Appti :hx to the Rice Economy of Asia: Rice Sratstics by Country. 
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FIGURE 5.5 Rice Self-Sufficiency in Sri Lanka, 1962-84* 
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remained low in the Philippines, Thailand, Pakistan, and India. 
The employment of subsidies to promote fertilizer use was exten­

sive in Burma, Bangladesh, Sri Lanka, Pakistan, Malaysia, Indonesia, and 
Thailand. In some cases fertilizer subsidies were used to offset low domes­
tic paddy prices (in Burma, Pakistan, Sri Lanka, Thailand, Indoaesia). 
Budget deficits ballooned after fertilizer costs moved sharply upward in 
1979 to 1981 and domestic rice prices fell below the cost of imported rice. 
Governments tried to avoid the problem of fluctuations in import prices
by building up stocks. But storage costs proved to be excessively high. 
Governments learned that overreliance on price manipulation and buffer 
stock arrangements to attain rice self-sufficiency could be very costly
indeed. Other factors, particularly irrigation, agricultural research and 
extension, farmer education, transportation, marketing, communication 
infrastructure, and improved institutions are more important in dctermin­
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ing long-run supply." Investments in these complementary factors were 
stepped up during the 1970s. Across developing Asia traditional importers 
of rice moved closer to self-sufficiency. 

Government promotion of rice self-sufficiency has become excessive 
in some cases, especially in Japan, Korea, and Taiwan. In Sri Lanka it 
has also been found that the cost of additional domestic rice production 
is several times as high as in nearby rice-exporting countries like Paki­
stan, Burma, and Thailand. 81

Technology, Infrastructure, and Institutions 

Montague Yudelman has described the investment in yield-improving 
cereal varieties-and the subsequent investments in irrigation, rural credit, 
fertilizer distribution, and related infrastructure -as the largest transfer 
of technology in modern history, affecting millions of farmers in Asia. 9 

And agricultural technology continued to advance at an exceptional rate 
in the years after the initial development of high-yield grain varieties. Asian 
developing countries increased budgets for agricultural research and devel­
oped closer links between national centers and the international crop 
research institutions.4" In the 19 70s, new seed varieties that outper­
formed the initial HYVs were developed. The new strains were more 
disease-resistant, faster to mature, more capable of withstanding weather 
and rainfall variations, and more palatable. 

Massive investments in improving rural infrastructure-irrigation, 
roads, communications, electrification, health and educational facilities 
-were undertaken during the 1970s acioss rural Asia, paralleling the 
green revolution. Irrigation works facilitated rapid acceptance of new var­
ieties, encouraged higher levels cf input use, and allowed multiple crop­
ping to spread; about 50 to 60 percent of the increase in food production 
in the developing world since the mid-1960s came from new or rehabili­
tated irrigated lands-mainly in Asia.4 The annual investments in irri­
gation and related infrastructure works run to almost $10 billion in Asia. 
A parallel "transport revolution" in rural Asia reduced the costs of mar­
keting and improved the returns earned by farmers, particularly where 
competition increased among grain merchants and farm input suppliers. 

Other support facilities were also built up: improved storage, han­
dling, and distribution facilities have helped control losses from spoilage 
and pests. Efficient development of additional capacity for post-harvest 
operations requires a clear demarcation of the roles of the private and gov­
ernment sectors, because expansion of government facilities has some­
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times displaced the private sector. Government agencies also often have 
higher rates of grain spoilage and are not very quick in responding to 
changes in the market for grains. 

Government intervention in grain marketing and other agricultural 
trading activities is common in LDCs where food prices and supplies are 
highly politicized. But Asian countries have not permitted government 
marketing boards to completely monopolize trading, as has been done 
in parts of Africa. The private sector continues to play the major role in 
marketing, and nongovernment organizations (NGOs) such as coopera­
tives have been organized to provide farmers with better access to inputs 
and credit and to reduce marketing costs. 

The institutional changes associated with new technology can have 
significant impact on employment and income distribution. The technol­
ogy of the green revolution was itself "scale neutral"; that is, it could pro­
vide roughly the same gains in productivity per hectare to small or large 
farms. The problem was that successful adoption of the technology 
required larger cash inputs and greater risks than did traditional varie­
ties. The technology could not be neatly separated from the institutional 
and policy environment into which it was introduced. Large farmers have 
easier access to credit and can more easily accept the risks associated with 
a new technology. 

Mechanization of agriculture in countries with an abundance of rural 
labor is undesirable if machines displace laborers. Government distor­
tion of prices has sometimes induced premature mechanization; well-to­
do farmers have been encouraged to purchase tractors and other machines 
through concessional credits, duty-free importation, and overvalued 
domestic currencies. Large landho!ders may favor mechanization because 
it reduces the need to hire and monitor numerous laborers. There was 
some evidence in the 1970s of labor displacement in parts of Indonesia, 
Pakistan, and the Philippines, but it is not a universal problem. 

Because government research and extension agencies and adminis­
trators of credit programs had themselves been influenced by the prevail­
ing rural power structure, loan and extension agents coul,! be expected 
to spend more time with the politically powerful, prosperous, and edu­
cated rural elite than with the rural poor. Large and prosperous farmers 
could more quickly adapt the new technologies, and if they benefited dis­
proportionately from credit programs and other public services, income 
equalities would be increased. The "neutrality" claim of the green revo­
lution could be invalidated by the real-world institutional setting.42 

Inorder to offset this potential for worsening of income distribution, 
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governments introduced reforms to provide greater access to credit and 
greater security of tenure. Rural financial institutions were expanded and 
provided a larger share of farm credit. In Korea and Taiwan, banking insti­
tutions provided two-thirds of farm credits by the late 1970s; in Thailand 
the share of farm credit from institutional sources rose from 7 percent 
in the mid-1970s to almost two-thirds by 1981. The share of institutional 
finance was lower in South Asia, but it rose gradually during the 1970s.41 

Making rural credit available to small farmers caused a number of 
problems. Loan programs had to be tailored to the needs of small farmers, 
who often lacked collateral. Costs of administering many small loans were 
high, and many new institutions lacked experience. Undue emphasis was 
given to pushing out loans to meet lending target3. Lax enforcement of 
repayments led to high default rates and caused severe difficulties for the 
rural banks. Promisingly, rural financial institutions in South and South­
east Asia have considerably improved their performance as they have built 
up expertise in lending. As was discussed in Chapter 3, these institutions 
are now placing greater emphasis on attracting savings deposits. 

Land reform legislation in Asia has been aimed at preventing con­
centration of land ownership and at protecting the rights and security of 
tenant farmers. It was notably successful in Taiwan and Korea in estab­
lishing an even distribution of income in rural areas, but less so in South 
and Southeast Asia. In the latter countries, estimates of idle or surplus
land were sometimes exaggerated. In none (outside Korea and Taiwan) 
was as much as 5 percent of the land transferred to the landless. Land 
reform laws, at best, may have helped slow the trend toward increasing 
concentration of land holdings in parts of South and Southeast Asia. 

Factors other than institutional reform have been more important 
in reducing rural poverty in Asia: the spread of educational facilities, 
improvements in health and nutrition, and developm ,nt of skills through
vocational training (see Chapter 6) are some. The development of non­
agricultural activities in rural areas and the growth of off-farm employ­
ment has transformed many rural communities. 

The experience of rural development in densely populated Java indi­
cates that a broader view than that from the paddy is required to under­
stand the process of change. Java, containing over 60 percent of Indonesia's 
population on only 7 percent of the land area, provides an important test 
case for the new rice technology. By the mid-1970s, traditional "poverty­
sharing" institutions such as rice harvesting arrangements were being rap­
idly displaced. Under the traditional system, all villagers, using small 
knives, had a right to participate in rice harvesting. The harvesting of 

http:1970s.41
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paddy was a major source of employment and income for the rural poor 
and landless. Introduction of modern rice varieties made it possible for 
farmers to earn substantially higher returns by restricting harvesting to 
a team of hired laborers using sickles. This, coupled with the introduc­
tion of mechanical rice milling in place of hand-pounding, was thought 
to have severely negative effects on income distribution and the rural poor. 
Initially fears were expressed by scholars that rural Java would be "polar­
ized" into haves and have-nots based on unequal access to land and capi­
tal. But village surveys later showed that fears of polarization were 
somewhat exaggerated. 

In fact, new rice varieties, by allowing up to three harvests per year, 
did not displace labor. And as employment in nonagricultural occupa­
tions was rising sharply, rural real wages actually started to increase. The 
incomes of the lowest 40 percent grew faster in 1977-83 than did those 
of other income groups-reducing both poverty and inequality. 44 

In principle and practice, better income distribution through institu­
tional reform need not be at the cost of worsened resource allocation and 
slower growth of agricultural production. Reforms that improve the oper­
ation of markets can contribute to growth with equity. A successful rural 
transformation requires political and economic reorganization of rural 
society (the "software" of agricultural development) to accompany greater 
investment in technology and infrastructure (the "hardware"). 

Future Problems and Prospects 

Agricultural production achievements in the 1980s have been spectacu­
lar in most of Asia. By the middle of the decade a huge surplus of rice 
had led to falling real food prices; a number of countries that had had 
serious deficits in cereal production during the mid-1970s-Indonesia, 
India, Sri Lanka-suddenly had to cope with the problem of disposing 
of surplus production. Countries -hat traditionally have exported rice-
Burma, Thailand, and Pakistan-will have to deal with shrinking mar­
kets in the coming years. 

Improved cereal production means that Asian countries will have to 

establish new priorities for agricultural development. Diversification of 
agriculture, however, requires a technological and infrastructural base that 
is more complex than that needed for food grains alone. Of the ASEAN-4 
countries, Thailand and Malaysia have successfully established the under­
pinnings for a diversified agriculture. They have adapted to changing inter­
national markets and shown an ability to export a wide range of processed 
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and semiprocessed agricultural goods in addition to staples. But other
ASEAN and South Asian countries will have to reorient agricultural pol­icies (and macro prices) to provide suitable incentives for shifting resources 
from cereals to other crops. 

The technological requirements of developing a diversified agricul­ture are challenging, but £irst steps have already been taken. Genetic
research has been extended to crops other than wheat, rice, and maize:better varieties of root crops, legumes, and other food crops are beingdeveloped. These foods can substitute for cereals in diets and are impor­tant to farm households in areas outside the prospering irrigated rice flood­
plains of Asia. Research money has also been devoted to improving thequality and yields of a number of commercial and industrial crops likepalm oil, sugarcane, coconut, rubber, and various natural fibers.

The success with rice and wheat has stimulated policymakers toadvocate expansion of the green revolution to unirrigated and uplandfarms. But because cropping patterns and environmental conditions arefar more varied and complex outside of the rice plains, it will be moredifficult to repeat past successes. The "package" approach to technologyand inputs that worked for rice is not likely to be feasible for limited 
resource farmers in rain-fed and upland areas of rural Asia, where develop­
ment will depend on location-specific research and even greater reliance on market signals. Reforestation and soil protection programs that allowupland farms to prosper require innovative research and creativeimplementation. Upland farmers can supply Asian urban centers with 
a variety of products-vegetables, fruit, dairy and livestock products, treecrops-that have higher income elasticities of demand than do cereals c- other staples. The markets for these goods have improved and will con­
tinue to grow in the future. 

Diversification of agriculture offers one means of coping with rural
poverty, but it must overcome 
a number of internal and external con­straints. The capital requirements for further agricultural development 
are projected to be very large.4S The Food and Agriculture Organization(FAO) projected that the capital requirements to sustain agricultural
growth of 3 to 4 percent a year will be ,bove $20 billion (1982 prices) in1990 for South Asia and more than $7 billion for the ASEAN-4.46 Theseestimates may be excessive given the rapid improvements being made intechnology and the gradual replacement of old equipment by more effi­
cient machinery (fuel-efficient irrigation pumps, multipurpose small trac­tors, etc.). Nevertheless, the amounts required are not small and pointout the need for vigorous efforts to mobilize domestic saving in rural Asia. 

http:ASEAN-4.46
http:large.4S


189 ASIAN AGRICULTURE IN TRANSITION 

Even if the internal constraints can be overcome, the world trade envi­
ronment for agricultural commodities is harsh. A number of Asian coun­
tries have experienced severe terms-of-trade losses in the 1980s. World 
markets for primary commodities were depressed by sluggish demand 
growth in the OECD countries coupled with supply gluts for most major 
primary goods. Real prices for food and agricultural raw materials fell 
by nearly 20 percent in 1981-82, recovered by about 8 percent in 1983-84, 
then dropped by over 12 percent in 1985." v 

Trade conflicts have emerged between Asian exporters and the devel­
oped countries. Protection of domestic agriculture and subsidies to 
exporters have been combined by anumber of European countries; Japan's 
market for many agricultural goods is highly protected, and the United 
States, in adopting export subsidies in order to compete with European 
exporters, has harmed Asian primary exporters. The reversal of protec­
tionism would greatly facilitate agricultural diversification in Asia. Asian 
countries could then benefit from inexpensive imports of temperate-zone 
products and expand exports ofa variety of processed and semiprocessed 
tropical goods. 

In making rural development a success, human rsources will be a 
fundamental determinant. The ability to cope with disequilibrium, as 
Schultz observed, is directly related to the development of human skills 
and knowledge.4 Transformation of rural Asia gained momentum in the 
1970s and 1980s. The achievement of production growth far outstripped 
expectations. Though vast problems remain-poverty, diminishing for­
est resources, erosion, income inequalities, and ethnic tensions-with 
good policies nd international cooperation there are excellent prospects 
for continued progress. 
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NICs: 

ASEAN-4: 

South Asia: 

Latin America 
and Caribbean: 

Africa: 

ASIAN DEVELOPMENT 

Listing of Countries in Regional and 
Subregional Groups 

Taiwan, Republic of Korea. 

Indonesia, Malaysia, Philippines, Thailand. 

Bangladesh, Burma, India, Nepal, Pakistan, Sri Lanka. 

Argentina, Bolivia, Brazil, Chile, Colombia, Costa Rica, 
Dominican Republic, Ecuador, El Salvador, Guatemala,
 
Haiti, Honduras, Jamaica, Mexico, Nicaragua,

Panama, Paraguay, Peru, Trinidad and Tobago,
 
Uruguay, Venezuela.
 

Burundi, Cameroon, Central African Republic, Chad,
 
Congo, Ethiopia, Ghana, Ivory Coast, Kenya, Lesotho,

Liberia, Madagasc;ir, Malawi, Mali, Mauritania, 
 Niger,
Nigeria, Sierra Leone, Sudan, Senegal, Tanzania, Togo,
Uganda, Upper Volta, Zaire, Zambia, Zimbabwe. 



Chapter6 

Human Resource Development 

Human resource economics scarcely existed in the early 1950s. As 
Tinbergen observed, only "gradually was the importance of human skills 
for the development process discovered."' Still, despite this neglect of 
human as opposed to physical capital in early economic development 
theory, by the late 1950s many government leaders were convinced that 
investment in education deserved priority.2 As the experience of Asian 
countries has proved, human resource development is essential to the 
wealth of nations. The newly industrializing countries were able to accom­
plish their remarkable social and economic performance by developing 
the skills and knowledge of the labor force and then utilizing its energies 
and capacities to the fullest. 

Sheer numbers of people and their rate of increase drew increasing 
attention in the 19 60s, when it was realized that population growth was 
higher than expected and seemed to be accelerating most in the poorest 
countries. The demographic patterns of today's less-developed Asian 
nations are unlike the historical patterns of the present higher-income 
nations: population growth in much of Asia is far in excess of that ever 
experienced in the more-developed nations, and net out-migration as a 
percentage of population is far smaller then what Europe lost to the New 
World colonies a century and more ago. Declines in both mortality and 
birth rates are much steeper in less-developed Asian countries than they 
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were in the higher-income countries during their demographic transitions, 
but the populations of Asian nations are still expanding. Rapid popula­
tion growth unquestionably burdens the Asian I.DCs. 

In the Asian I.DCs with populations dependent mainly on agricul­
ture for their income and employment, the increments in rural popula­
tion growth add greater pressure to already limited agricultural land and 
water resources. Rapid population growth is occurring at a time when 
social and economiC institutions and physical infrastructure are still Lin­
dtdeveloped. Unfortunately, too, tile most rapid population growth 
occurs among impoverished people who suffer most from its effects: the 
gap between the social effects and private perceptions of gain from hav­
ing many children is particularly wide among the most poor. 

The effects of rapid past population growth on employment will soon 
become apparent in South Asia and ASEAN-4 countries. Their popula­
tions are young. Age pyramids (Figures 6.1 and 6.2) for the Philippines 
(1983) and Pakistan (1981), countries without vigorous population poli­
cies in the past, show that 44.5 and 41.0 percent of their populations 
respectively were Under 15 years of age. Countries at comparable income 
levels to the Philippines (Thailand)and Pakistan (Sri Lanka) with strong 
family planning programs have a smaller percentage of population under 
15: in 1984, Thailand had 37.2 percent of its population in the youngest 
age groups (Figure 6.3), while Sri Lanka in 1983 had only 33.5 percent 
(Figure 6.4). Korea, at a higher income level and with strong family plan­
ning policies, had 31.6 percent of its population under 15 in 1984 (Figure 
6.5). Singapore (1984) had less than one-fourth (Figure 6.6). 

Births to fertile young adults will cause continued labor force explo­
sion until early in the next century. Unless dramatic declines in fertility 
can be brought about, job creation will be an imposing challenge for many 
years thereafter. With limited land resources, rapid growth of the rural 
population will bring about more rapid nonagricultural employment 
growth, which will occur mainly in existing or new urban centers and 
produce an explosion of urbanization. Bombay, Jakarta, Madras, Karachi, 
Seoul, Manila, Bangkok, and Delhi could all have populations over 10 
million by the turn of the century. Negative social effects from disloca­
tion and change may occur as traditional lifestyles are threatened. As 
urbanization leads to the proximity of culturally, religiously, and socially 
heterogeneous groups in large urban centers, there is potential for conflict, 
especially in multiracial societies with wide disparities in income and 
opportunity. 



FIGURE 6.1 Philippines: Population Pyramid, 1983 estimates 
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FIGURE 6.2 Pakistan: Population Pyramid, 1981 census 
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FIGURE 6.3 Thailand: Population Pyramid, 1984 estimates 
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FIGURE 6.4 Sri Lanka: Population ?yramid, 1984 estimates 
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FIGURE 6.5 Korea: Population Pyramid, 1984 estinates 
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FIGURE --. Singapore: Population Pyramid, 1984 estimates 
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Assessment of the consequences of*population growth has a long 
tradition in economics, though only in recent decades has population 
dynamics been developed as a separate field of study. Classical econo­
mists differed in their views of population growth and of the need for gov­
ernment policies or other social measures. In Adam Smith's "progressive 
state," population growth was seen as a lagged response to increasing 
demand for labor and rising real wages. With the New World colonies 
offering abundant land and the dawning of the industrial revolution, 
population growth seemed to Smith only an indicator of prosperity. For 
Malthus, however, the possibility that population would outstrip the 
growth of capital and the means of subsistence was a very real worry. His 
early writing stressed that famine, disease, and war would check popu­
lation growth. Later he became more optimistic, sceing delayed marriage 
and premarital moral restraints as possible checks on population growth. 

Ricardo carried the classical analysis further. Population would even­
tually level off at a point where profits would fall to zero as land rents 
absorbed any surplus, and wages would equal subsistence. Capital 
accumulation is the prime mover in Ricardo's system. But capital stops 
growing once the land constraint is sharp enough and when returns to 
new investments are near zero. Subsistence wages bring birth rates into 
line with death rates, and population no longer increases. 

More recent writers see technology and institutions changing under 
the pressures of rapid population growth. Contraception, delayed mar­
riage, and the rise of the small-family ideal serve to replace the fearsome 
Malthusian checks. Innovations in agriculture and accelerating growth 
in nonagriculture prevent the onset of Ricardo's stationary state. The adop­
tion of high-yield varieties of cereal grains, intensification of land use in 
densely populated areas, and institutional changes supplementing employ­
ment accommodate the growing labor supply. These are, in part, "induced 
innovations--economic, technological, and institutional responses to 
rapid population growth.' 

The extension of economic analysis to the household and its deci­
sions regarding fertility is of relatively recent origin. The "new household 
economics" approach applies the maximization postulace of microeco­
nomic theory to the family.' Understanding the interaction of economics 
and demographics is crucial to framing appropriate policies with respect 
to population quality and size.' The limited current state of knowledge 
in economics is one cause for caution in suggesting human resource pol­
icy. With this caveat in mind, we examine the problems and prospects 
of population change in Asian countries. 
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TABLE 6.1 	 Population Growth Rates in Asian Developing Countries 
(percentages) 

Population Average annual growth rate 
(millions) of population (percent) 

1984 20001 1965-73 1973-84 1980-2000a 

NICs
 
Hong Kong 5 6 2.0 2.4 1.2
 

Korea, Republic of 40 49 2.2 1.5 1.4
 

Singapore 3 3 1.8 1.3 1.0
 

Taiwan 19 NA 2.7 1.9 1.4 

ASEAN-4
 

Indonesia 162 212 2.1 2.3 1.9
 

Malaysia 15 21 2.6 2.4 2.1
 

Philippines 53 76 2.9 2.7 2.2
 
Thailand 51 66 2.9 2.2 1.7
 

South Asia
 

Bangladesh 96 141 2.6 2.5 2.4
 
Burma 37 49 2.3 2.0 2.1 
India 738 994 2.3 2.3 1.9 

Nepal 15 24 2.0 2.6 2.6 
Pakistan 93 138 3.1 2.9 2.6 

Sri Lanka 16 21 2.0 1.8 1.8 

NA = Not available. 
Projected. 

Sources: Asian Development Bank, Key Indicators of Developing Member Countries 
of ADB, Supplement October 1985 and April 1985 issues. 

Population Reference Bureau, Inc., '1985 World Population Data Sheet,' 
April 1985. 

Republic of China, Council for Economic Planning and Development, 
Taiwan Statistical Data Book, 1985.
 

World Bank, World Development Report, 1986.
 

Population Growth and 
Its Implications for Development 

The population of the developing Asian countries (excluding China) was 
1.3 billion in 1982, or one-fourth of the world total; the six South Asian 
countries alone comprised one-fifth of the world population and one­
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fourth that of all LDCs. By the year 2000, the World Bank projects the 
population of the Asian I.DCs at nearly 1.9 billion. India will have almost 
a billion people by the year 2000, and will shortly thereafter be more pop­
ulous :han the People's Republic of China. 

Population growth rates have been falling in the NICs and the 
ASEAN-4 (Tible 6.1). In South Asia the picture is mixed, although growth 
rates are expected to start declining before the end of this century. Sink­
ing death rates in the past 100 years or more have been the main cause 
of high population growth, but declining birth rates have reduced popu­
lation growth rates in Asia in recent years. 

In South Asia birth rate declines have been largely offset by improv­
ing mortality rates. Pakistan and Bangladesh have crude birth rates of over 
40 per 1,000; these rates have changed little since 1965. Pakistan's popu­
lation growth of around 3 percent a year since 1965 means that its popu­
lation doubles every 24 years. In Nepal population growth has accelerated 
because of declines in infant and overall mortality combined with con­
tinued high fertility. India's growth has held steady at an average of about 
2.3 percent a year since the 1960s. Birth rates have dropped sharply in 
some states but decreased hardly at all in others: the average rate was about 
33 per 1000 in 1984. Sri Lanka is the only country in South Asia that 
has reduced its population growth rate below 2 percent. It has done so 
by cutting its birth rate to under 30 per 1000, while its death rate at 6 
per 1000 is one of the world's lowest. 

In the NICs and the ASEAN-4, vigorous family planning and popu­
lation control programs were adopted early (though India has been the 
pioneer). Since 1965 birth rates have decreased in Hong Kong, Taiwan, 
Korea, Singapore, and Thailand by more than 30 percent. Crude birth 
rates were under 30 per 1000 in all of the NICs, and 14 and 17 per 1000 
respectively in Hong Kong and Singapore by 1984. In the ASEAN-4 they 
remained above 30 for Indonesia and the Philippines but were 30 and 
below in Thailand and Malaysia in 1984. With the significant decline in 
mortality between 1965 and 1984, the reduction in birth rates has cut 
population growth from about 2.4 percent in 1965 to 2.0 percent in 1984. 

The NICs have achieved population growth rates that are among the 
lowest in the I.DCs of the world. This success has accompanied full 
employment of labor and near-eradication of the worst forms of poverty. 
The decrease in population growth rates has owed mainly to the declin­
ing rates of fertility induced by more educational and employment oppor­
tunities for women, later marriages, more equitable distribution ot ificome 
gains, more birth control and family planning services, and rapid rural 
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development. The growing prosperity of the NICs and their social sta­
bility have helped to reduce the desire for large numbers of children by 
low-income families in the farming sector and elsewhere. The size of the 
farm population has even begun to decline absolutely as labor resources 
are absorbed in fast-growing manufacturing, construction, and service 
sectors. 

In contrast to the NICs, the numbers of rural and poor people con­
tinue to rise in South and Southeast Asia. At currently projected popula­
tion growth rates, given the large share of rural households and the slow 
growth of nonfarm employment, not until the next century will rural 
populations cease expanding in most of South and Southeast Asia. 

Private Gains and Social Costs of Population Growth 

Higher fertility is usually found in poorer countries and social groups 
because poor people perceive gains from having many children.' High 
infant and child mortality rates provide one motivation for fertility: par­
ents want to ens' re that some children survive, especially to provide old­
age security in societies where financial saving opportunities are limited 
and social security programs do not exist. A second factor is the more 
immediate economic contribution children can make in rural households. 
When women's wages are low, the opportunity cost of child-bearing is 
also low; the income lost in the period the mother is unable to work can 
be recouped by the child several years after birth, as the child collects 
firewood, tends livestock, and helps in farm tasks. With limited educa­
tional opportunities, as children grow older their capacity to work and 
earn increases and peaks quickly. Finally, therc may be cultural pressures 
to have a large family. And even if birth control is socially acceptable, 
accurate information on family planning and birth control may be hard 
to obtain, and birth control devices or pills may be costly. 

Although poor parents may gain from large families, the children 
are likely to lose. They usually suffer from poor nutrition, inadequate 
health care, and substandard education. Larger families must spend 
proportionately more on food and still may not escape malnutrition; with 
food not abundant, children tend to be smaller and more sickly. Even 
when government spends more on health and education and tries to make 
services equally accessible to all families, a poor child from a large fam­
ily benefits less than a well-off child from a small family. And because 
the poor will grow up to have large numbers of children of their own, 
an intergenerational vicious cycle of poverty results: low investment per 
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child causes future low skills and low income. 
The social costs and returns from having many children are also of 

great concern because of high social overhead expenditures and increased 
pressures on resources such as fuel wood, land, and water. Resources can 
be rapidly exhausted, restricting future income growth. And beyond this 
justification for government intervention to lower fertility is also the pos­
sibility that people may wantto have fewer births; if so, information about 
and access to effective fertility control is a service to them and an addi­
tion co their current real income. 

Adverse Effects of Rapid Population Growth 

Between 1973 and 1984, population growth rates ranged from a low of 
1.3 percent in Singapore and 1.5 percent in Korea to 2.9 percent in Paki­
stan, 2.7 percent in the Philippines, and 2.6 percent in Nepal. Rates are 
projected to fall to 1.0 percent in Singapore and to 1.4 percent in Korea 
between now and the turn of the century. 7 In Pakistan growth rates 
should average 2.6 percent, in the Philippines 2.2 percent; no decline is 
foreseen as likely over the same period in Nepal. 

Continued rapid population growth in the South and Southeast Asian 
countries has dire implications for development of both natural and 
human resources.' The NICs have demonstrated that a strong natural 
resource base is not necessary for development. While their natural 
resources are very limited, educational levels are already fairly high, invest­
ment in physical infrastructure is quite advanced, and political and eco­
nomic institutions are fairly resilient. But the South Asian and ASEAN-4 
countries (except, perhaps, Thailand and Malaysia) cannot claim to have 
attained the administrative capacity- much less the human skill level­
of the NICs. The ASEAN-4 countries and Burma have some natural
 
resources in abundance, but they 
are not assured of rapid progress. In 
South Asia the acute scarcity of undeveloped agricultural land or untapped
natural resources (with possible exceptions of hydropower in Nepal and 
oil in Pakistan and India) makes rapid population growth an unfavora­
ble factor for development. Thus far, technological change in agriculture
has kept food production ahead of population increase. But agricultural 
growth has required sizable investments. Meanwhile, income inequali­
ties have remained great or worsened, and the numbers in poverty have 
increased. 

One significant effect of rapid population growth is the subsequent 
explosion in the labor force. Moderate population growth means a moder­
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TABLE 6.2 Labor Force Growth Rates in Asian Developing 
Countries (percentages) 

Average annual growth rate of labor force 
1965-73 
 1973-84 1980-2000a
 

NICs
 
Hong Kong 3.5 3.7 1.1
 
Korea, Republic of 2.9 2.7 1.9 
Singapore 3.4 2.2 1.1 
Taiwan 4.2 3.0 2.3 b 

ASEAN-4
 
Indonesia 1.9 2.3 
 2.1 
Malaysia 2.9 3.2 2.9 
Philippines 2.1 3.1 2.6 
Thailand 2.4 3.0 1.9 

South Asia
 
Bangladesh 2.3 2.6 
 2.4 
Burma 1.3 1.3 2.0 
India 1.8 2.1 2.1 
Nepal 1.6 2.3 2.6 
Pakistan 2.3 3.3 2.9 
Sri Lanka 2.0 2.1 2.2 

a Projected.
 
b 1980-85.
 

Sources: World Bank, World Development Report, 1986.
 
Asian Development Bank, Key Indicators of Developing Member Countries


of ADB, Supplement October 1985 and April 1985.
 
Republic of China, Council for Economic Planning and Development, 

Taiwan StatisticalData Book, 1985. 

ate number of new entrants to the work force, who are likely to possess 
a higher skill level and more education than those they replace. Rapid
population growth creates problems: higher unemployment and difficult 
decisions for governments with limited resources as to what should be 
priorities for development spending. Capital-widening expenditures on 
the health, education, and infrastructural needs of an expanding popu­
lation can all but eliminate prospects for governments to invest in sub­
stantially upgrading the skills of the work force. In low-income countries, 
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even the low-quality standards of existing programs in education and 
health may be difficult to maintain. This problem is apparent in Nepal, 
Pakistan, Bangladesh, and in some states of India. 

Deterioration of social services from existing low standards is a major 
problem in South Asia. To the extent that poorer regions and groups 
(usually with more rapid population growth) suffer the sharpest cuts in 
quantity and quality of public services, social tensions are likely to 
increase. Governments have found itdifficult to reduce regional and eth­
nic income disparities precisely because population growth among the 
poor has outstripped the government's capacity to provide services. 

In much of Asia, work force growth will exceed the population 
growth rate for many years to come. In Pakistan, Nepal, Malaysia, and 
the Philippines, labor force growth will equal or exceed 2.6 percent per 
year (Table 6.2). This is less of a problem for a resource-rich country like 
Malaysia, but in the low-income agrarian setting of Pakistan and Bangla­
desh, there could be a, explosive social situation if sufficient employment 
is not created. 

In the Philippines the labor force is growing much more rapidly than 
in the past (Table 6.2). In the 1960s it increased at only a little more than 
2 percent per year because of the impact of World Wau II.But by the 1970s 
the rate of growth had accelerated to 3.0 percent and will continue to 
increase by 2.6 percent up to the year 2000. Accelerated growth of the 
work force in Nepal will place greater strain on that impoverished nation's 
agricultural land, water, and forest resources. 

Barring unforeseen change, Burma will also face rapid and acceler­
ating labor force growth. Serious employment problems will arise unless 
new agricultural land can be cheaply and effectively brought into use, and 
unless a clear change in policy that allows scope for private investment 
stimulates more dynamic and market-oriented industry. 

India's labor force will grow about 2.1 percent a year until the turn 
of the century. The amount of new employment required annually is stag­
gering: in 1982 the work force exceeded 400 million, and grew in that 
year by 8.5 million. Regionally, work force growth within India is uneven, 
the burden tending to fall more heavily on poorer states. 

Sri Lanka, though it has had success in lowering birth rates, will have 
steady labor force growth at about 2 percent until the turn of the cen­
tury. The growth of the labor force will be much higher in Pakistan, Ban­
gladesh, and Nepal. Thus, in South Asia, policies and strategies that 
provide for rapid employment growth will have to be favored over alter­
natives that create the same amount of output but require fewe" hands. 
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In the ASEAN-4 countries and the NICs, labor force growth rates 
are falling due to past successes in population control. The most dramatic 
changes are found in Hong Kong and Singapore, where labor force expan­sion averaged 3.7 and 2.2 percent in the 1973-84 but will be only 1.1 
percent until the end of the century. Reduced inflow of workers from 
nations on their borders, and slower population growth, have brought
about these changes. Along with Taiwan and Korea, these nations are 
shifting their development strategies toward more skill-intensive products
requiring greater investment per worker and more scientific manpower. 

Thailand especially will benefit from lower population grovth: dur­
ing the 1980s and 19 90s labor force expansion will average 1.9 percent
(down from 3.0 percent). Indonesia will continue to experic .ce high labor 
force growth of 2.3 percent. The absolute numbers of new entrants will 
be very high; also, Indonesia has the added problem that over 65 percent
of the population is concentrated in Java, on about 7 percent of total land. 
Both Malaysia and the Philippines are con fronting the effects of past high
population growth rates, but Malaysia is in a much better position to equip
its new entrants with skills, capital, and other resources than is the 
Philippines. 

Throughout Southeast Asia, labor force absorption 'n manufactur­
ing and modern service industries is essential to more equitable develop­
ment. The more rapid the expansion of the labor force in countries highly 
dependent on traditional agriculture, the more likely it is that income in­
equality and poverty will rise. Education can to some extent offset other 
disadvantages facing new entrants to the work force. But many of the
 
young workers entering the labor force in South and Southeast Asia have
 
low levels of education and technical training; hence the productivity and
 
wages of those finding jobs are also low. Continued high growth of
 
unskilled labor will put downward pressure on wage rates, and with rapid
labor force growth, the proportion of underemployed in occupations
requiring little capital and producing only low incomes (hawkers, hand­
icraft workers, vendors of personal services) will grow. 

The debilitating effects of rapid population growth include the slow­
ing of change in the composition of the work force from agriculture to 
industry and services and the deterioration of the environment. The redis­
tribution of the work force from traditional agriculture (or other tradi­
tional activities) to manufacturing and modern service industries was 
envisioned as a smooth transition in labor surplus models. In reality, 
uneven structural changes in countries with rapid population growth have 
created new problems. 
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If land and other agricultural resources are limited, high growth rates 
in agricultural labor will depress the wage-rent ratio and increase the num­
bers of landless. Greater income inequality and higher incidence of pov­
erty will result, as in Bangladesh and Nepal. 9 In Bangladesh and the 
Philippines, labor force growth accelerated in the 1970s, and real agricul­
tural wages declined. 

Technological change that is landsaving (Chapter 5) can help offset 
these trends. So can rapid growth of off-farm employment, as in Taiwan 
and Korea. where real wages have risen steadily since the mid-1960s. But 
industrial employment growth has been inadequate in the countries of 
South Asia and the ASEAN-4, except Malaysia (Chapter 2). Fortunately, 
technological change and investment in irrigation has kept food produc­
tion growing in advance of population in most of Asia. (Nepal is an excep­
tion: per capita total food production has been falling there since the early 
1970s. The acceleration of Nepal's population growth rate is a major fac­
tor in its change from a net grain exporter to an importer.) 

Over-rapid population growth, even if food and agricultural output 
expand more or less in line with the number of mouths to feed, can lead 
to ecological deterioration. Farming populations push into steeply sloped 
areas, cutting down forest stands and clearing away vegetation that best 
serves to protect soils, absorb rainfall, and regulate water flows. The result­
ing problems of deforestation, soil erosion, silting of irrigation and 
hydropower facilities, and periodic flood and drought are evident in many 
parts of Asia. These disasters will be exacerbated by continued high popu­
lation growth. 

Between 1960 and 1980, the share of total population in urban areas 
rose sharply throughout Asia. The number of cities with populations over 
one-half million increased from 25 to 73. In Bangladesh, Pakistan, Indone­
sia, Thailand, and Korea, more than half of the total urban population 
was concentrated in the largest cities. Rapid population growth and high 
rates of rural-urban migration will make urban centers hard pressed to 
meet needs for water, sanitation, housing, health, education, utilities, and 
public security. Lower fertility ratcs gene;ally found in urban areas have 
been thought to result from higher child-rearing costs, but the evidence 
is not conclusive; in some urban areas of Pakistan, Thailand, and Indone­
sia, there is higher fertility than in rural areas. 

Rapid population growth is usually perceived as contributing to lower 
private saving rates and overall domestic resource mobilization (Chapter 
3). Although econometric studies have found the linkage between the 
population dependency ratio and the rate of domestic saving to be not 
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TABLE 6.3 Family Planning Policies of Asian Developing Countries 

Year 
official program Family planning index' 

initiated 1972 1982 

NICs
 
Hong Kong 
 1973 B B 
Korea, Republic of 1961 A A 
Singapore 1965 A A 
Taiwan 1968 A A 

ASEAN-4
 
Indonesia 
 1968 C B 
Malaysia 1966 C B 
Philippines 1970 C C 
Thailand 1970 D C 

South Asia
 
Bangladesh 
 1971 E C
 
Burma 
 NA E E
 
India 
 1952 B B
 
Nepal 
 1966 D D
 
Pakistan 
 1960 D C 
Sri Lanka 1965 C B 

NA = Not available. 
a A = Very strong. B = Strong. C = Moderate. D = Weak. 

E = Very weak oz none. 
Source: World Bank, World Development Report, 1984. 

strong, in the Asian LDCs there is a definite negative and significant rela­
tionship between population growth and saving rates. In the life-cycle
model of saving, high rates of population growth can, through increases 
in the dependency ratio, reverse the positive effect of increased economic 
growth on the saving rate.10 There is less saving at any income; and since 
the timing of saving is delayed in private households with more children,
increases in per capita income can lead to a lower saving rate. Conversely,
reducing the population growth rate while accelerating real income growth 
can lead countries into a virtuous cycle: more income growth causes a 
higher domestic saving rate, which causes investment, which causes fur­
ther increases in economic growth. 

Most Asian governments are convinced that population policies are 



209 HUMAN RESOURCE DEVELOPMENT 

of the utmost importance for long-term economic development. Govern­

ment policies can be critical for checking population growth and for 

promoting investment in human resources. 

Population Policy 

The view that market forces alone can bring population growth down 

to a tolerable level in the LDCs has little basis in experience. The posi­

tion that governments and other organizations have a responsible role to 

play in bringing fertility down to manageable leveis, in contrast, has con­

siderable validity both for theoretical reasons and because experience has 

shown that policies can effectively slow population growth and thereby 

expedite the attainment of development objectives. Countries like the 

NICs that have attained higher living standards, more equitable income 

distribution, and reduced poverty are now experiencing sharp declines 

in population growth. That relationship is not accidental. 

Programs for the prevention of unwanted pregnancies can succeed 

when economic and other incentives are accompanied by safe, effective, 

and practical family planning programs. Attention to making informa­

tion on preventive devices pervasive, backed up by effectise organization 

of supply, will help make programs more successful. 

The experience of Asian LDCs with population programs and related 

social programs that influence fertility offers useful insights. Table 6.3 

presents data on family planning policies in the Asian LDCs; tFr- only 

nation in Asia that has no governmental support for family planning is 

Burma. These policies have varied in terms of the length of time programs 

have been in place, the degree of commitment, and recent changes in 

effectiveness. 
India was the first LDC to implement a national family planning 

policy (in the 1950s). The Indian government's Family Welfare Program 

has been in every five-year plan and has expanded since the second plan 

(1956-61); concurrently, spending for family planning has risen greatly." 

The percentage of coulpies using modern birth control measures rose from 

0.2 percent during the second plan to 22.5 percent by the end of the fifth 

plan in 1978, slowing to 23.7 percent by 1982. The 1971-81 census indi­

cated a porulation growth of 2.28 percent a year, rather higher than the 

expected 2.20. So the government renewed its efforts and has successfully 

raised the percentage of couples with effective coverage to 32 percent 

in 1985. 
India's program relies heavily on outreach efforts in remote rural 
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areas. The success of the Family Planning Program is partly due to thelong-term commitment of the government, and the close association offamily planning with overall health care and government programs to raiseagricultural productivity. The program has also benefited from the factthat over 80 percent of India's popuiation belongs to the Hindu religion,which has no aversion to voluntary family planning.In many rural areas of iuw-income Indian states, however, the pro­gram has not been successful. One reason isits reliance on underpaid andundertrained health workers, who may lack commitment to what theyare doing. Another is the failure to communicate accurate informationon birth control methods and their effects. Low literacy rates among recip­ients is no help. And the low status of women in some areas has com­pounded the problem, as has overexuberance in the past in promotingsterilization over other means of birth control.There are signs of change, however. India has made progress in rais­ing both overall and female literacy rates (although they are still quitelow-40.8 percent and 25.7 percent, respectively-while male primaryand secondary school enrollment rates were still Pearly twice those offemales in 1981). The rate of population growth was 1.8 percent in Ker­ala (1971-81), where female literacy rates were 59 percent in 1971 and71 percent in 1981. In Rajasthan, population growth was 2.9 percent;female literacy was 9 percent in 1971 and only 12 percent in 1981. Thefamily planning program is experimenting with new methods focusingon local conditions and making use of amultimedia approach. The num­bers ofpublic heafth centers have been expanded; one now exists for everyten villages. Thes2 persistent governmental efforts should lead to further
declines in fertility.

Other South Asian countries have followed India's lead. Sri Lanka
has made the strongest effort, and its relatively low rate of population
growth attests to its success. Bangladesh has failed to arrest population
growth and reduce fertility rates, but isconsidering new incentive schemes
aimed at limiting family size for both rural and urban areas.
In Southeast Asia, adoption of family planning policies has been
slower than in South Asia, perhaps because of the apparent abundanceof uatural resources and agricultural land. Indonesia, where governmentefforts have been continuous, has experienced more success than haveMalaysia and the Philippines, where government commitments have
waxed and waned. 

Thailand isaccorded a fairly low score for its family planning poli­cies in Table 6.3. This rating is based on a very limited survey. Although 
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Thailand has not spent large amounts to subsidize contraceptive use, it 
has achieved by far the highest degree of coverage of married women 
(15-49 years of age) among the thirty-two lower-middle-income coun­
tries included in the World Bank survey. 

The NICs had all created strong family planning prugrams by the 
mid-1960s. Taiwan had a population growth rate of 3.6 percent in the 
1950s, 2.8 percent in the 1960s, and 1.9 percent by the early 1980s. Much 
of the credit goes to family planning efforts there. In its early recognition 
of the problem and strength of government efforts, Korea has been unsur­
passed. Singapore has been a leading experimenter with economic incen­
tives. Income tax deductions have been limited to three children; after two 
children, maternity benefits have been restricted and child-delivery costs 
raised; children from small families have had priority in school admis­
sion; and state housing has been allocated regardless of family size. There 
has been a sharp decline in fertility since these disincentives to large fam­
ilies were implemented in the late 1960s and early 1970s. 

Excess demand for family planning services exists in much of Asia. 
In South Asia in 1980, total fertility rates averaged 5.22; only 20 percent 
of couples were thought to use contraceptives. The fertility surveys and 
contraceptive prevalence surveys of the World Bank indicate that the unmet 
need for contraceptives equaled about 18 percent. If this need had been 
fulfilled, total fertility would have been only 4.15.12 

The costs of family planning services have varied widely and have 
often been high in the early years. In Nepal in 1980, the cost per contra­
ceptive user was nearly seven times as great as in India (see Table 6.4). 
The NICs and ASEAN-4 countries have generally been able to deliver 
family planning services to a high proportion c population at low 
unit cost. In South Asia, India and Sri Lanka have achieved coverage of 
a significant proportion of couples at lower unit costs than elsewhere, 
indicating the wider coverage and greater institutional development of 
family planning programs. Unmet demand for contraceptive devices is 
smaller where programs are well developed. 3 

Private expenditure on contraceptive devices, and private sector sup­
ply of them, varies directly with income levels. In low-income ccuntries, 

poor households would be hard pressed to meet the full cost of modern 
contraceptive methods. A year's supply of oral contraceptives would cost 
the equivalent of nearly a fifth of income per capita in Bangladesh. 

In the NICs, private suppliers are predominant. In Korea, for exam­
ple, about 54 percent of married women using oral contraceptives had 
private suppliers. By contrast, government programs supplied about 80 
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TO BLE 6.4 Public Expenditure on Population Programs, 1980 

Total public 
expenditure 

(USS millions) 

Expenditure per
contraceptive user 

($) 

NICs 
Hong Kong .0 3 
Korea, Republic of 27.1 9 
Singapore 
Taiwan 

ASEAN-4 
Indonesia 
Malaysia 
Philippines 
Thailand 

South Asia 
Bangladesh 
India 
Nepal 
Pakistan 
Sri Lanka 

NA = Not available. 
Source: World Bank, 

1.8 7 
NA NA 

86.2 11 
16.4 19 
37.6 11 
28.1 7 

45.1 26 
226.9 10 

10.6 69 
24.5 33 

6.2 7 

World Development Report, 1984. 

percent of married women using oral contraceptives in Thailand. 
Expansion of family planning programs requires additional finan­

cial resources, as well as trained people. Financing the programs can be 
a burden to government, but there is every reason to believe that added
spending will result in substantial future savings for other items. In South
Asia, spending on family planning has been highly effective and econom­
ical, despite low per capita incomes ($100 to $400 per annum), literacy
rates averaging 40 percent, high infant mortality, poor transport and com­
munica-ions facilities, inadequate health facilities, and lack of trained peo­
ple. Cost-effectiveness is likely to continue to improve, making investments
in family p anning more and more rewarding. Progress in related social
development areas also needs to be sustained. Fertility declines will be 
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facilitated by improvements in the status of women and in overall social 
development. 

Infant mortality has an important influence on fertility. When infant 
mortality rates are high, parents want more offspring to ensure sufficient 
survivors. Because breast-feeding delays regular ovulation, child death 
shortens the interval between pregnancies. Where infant mortality declines 
rapidly there isa short-run effect of higher population. But parents devote 
more attention to each of fewer children, and investment in child health 
and education tends to rise; these changes reinforce a desire for smaller 
families. Public health policies, including those that improve the nutri­
tion and health of expectant and nursing mothers, contribute to lessened 
infant mortality and thus to reduced fertility. So do public health mea­
sures that provide immunizations to infants and prevent or cure intesti­
nal disorders in babies and young children. 

Integration of health service with family planning, as in India, Thai­
land, and Indonesia, is particularly effective. Village-based health care 
plus family plannirg services have done much to reduce fertility rates in 
these three countries. 

Educational levels of women are also critical in reducing fertility.
Women who complete primary school have fewer children than those with 
no education; as women's educational levels rise, the average number of 
children declines further. (Male education does not necessarily lead to 
the same result.) The opportunity cost of child-bearing is higher for edu­
cated women than for the uneducated. Educated women are also more 
aware of birth control measures and how to use them effectively. Women 
receiving secondary and tertiary instruction delay marriage, partly be­
cause of the time it takes to complete their education; they also tend to 
be more career oriented and to spend more time finding a suitable hus­
band. Where modern sector activities are open to women, fertility tends 
to be lower. And when women have respect and authority in household 
affairs, they have a stronger say in the planning of their families. 

Education Policy 

Improvement in the quality of human resources through education and 
vocational training isthought to be a key element in explaining economic 
growth.14 Numerous studies of the social value of investment in educa­
tion in the LDCs indicate that the social rates of return are highest for 

http:growth.14
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primary education, but they are also quite high for secondary and ter­
tiary training.S 

In Asia, most societies place a strong cultural emphasis on educa­
tion. This is particulai ly true for East Asian cultures. Government leaders 
have also placed great emphasis on schooling, as rising enrollment ratios 
and literacy rates of the past few decades demonstrate. Formal education 
costs have been rising, however, and the efficiency with which basic educa­
tional skills have been imparted to fast-growing school-age populat:ons 
seems to have been uneven: high drop-out rates in the South and South­
east Asian countries reflect this problem (discussed below). 

In the low- and middle-income countries of South and Southeast 
Asia, there are conspicuous problems of policy: matching educational out­
puts with development priorities; providing the broadest possible access 
to educational opportunity within financial, organizational, and human 
resource constraints; and balancing quality of instruction with the need 
to expand rapidly. 

Formal education can be supplemented and applied in programs at 
the work place, in extension programs for farm households, and through 
electronic mass media. It is efficient to concentrate on areas of practical 
need (improved techniques of farming, family planning, nutrition, and 
health) and to coordinate efforts in formal and nonformal education. On­
the-job training programs and pre-employment vocational training dese-ve 
greater emphasis in South Asia and the ASEAN-4 countries. The incen­
tives for participation are strong because returns are prompt. 

Economic and social change is becoming more rapid, so education 
should equip students with the capacity and skills to learn mort on their 
own. Rural Asia is undergoing a rapid transformation from traditional 
agriculture to a more complex diversified economy; young people in rural 
areas will f ce new challenges in a changing job market. But educational 
systems and facilities are unevenly distributed, and often tho-e in rural 
areas are ill equipped to prepare young people to meet changing condi­
tions. Government and nongovernment organizations involved in edu­
cation need to adjust educational institutions to changing demands. Poor 
planning has resulted in overexpansion of secondary and higher educa­
tion in some Asian countries, as sometimes there is almost no coatrol over 
numbers of students either through entry qualifications or fees. This has 
contributed to the rise in unemployment among the educated.16 It has 
also reduced resources available for primary education-where returns 
are highest. Better planning of formal education can reduce inequalities 
and improve the economic benefit of educational expenditures.17 

http:expenditures.17
http:educated.16
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The enhancement of a population's educational level is a means of 
relieving poverty both by raising income-earning potential and by ena­
bling other development programs (population control, health main­
tenance, nutrition) to work more effectively. Poverty and lack ofeducation 
are closely linked."i Without attainment of a minimum level of educa­
tion a society is unprepared to cope with development challenges. But 
when enough of the population attains literacy, there is a leap forward 
in development potential. Spillover benefits from education multiply. They 
strengthen the functioning of social institutions and give impetus to suc­
cess in various programs and projects. One study concludes: 

Unless the primary school enrollment ratio isover 80 percent, the per­
formance of the socio-economic system seems fundamentally con­
strained in the long run . . . and the society seems to begin falling
backwards .... At schooling rates over 80 percent ... per capita income 
rises and population growth steadily declines. 19 

Taiwan and Korea had already placed strong emphasis on primary 
education in the 1950s and 1960s, as had Hong Kong. These countries 
entered the 1970s with a better-educated work force. Improved income 
distribution, lower fertility, and higher economic growth were all furthered 
by emphasis on primary education. But secondary schools and colleges 
need to expand to provide enough primary school teachers. 

Public education is one of the largest recurrent expenditures in the 
budgets of Asian LDCs. Within Asia there are wide differences not only 
in the percentage of total resources devoted to education, but also between 
public and private expenditutes on education, and the composition of 
expenditures by level of education. The small share of expenditures on 
public education in low-income South countries, in terms both of total 
central government expenditures and GNP is striking (Table 6.5). 

In the ASEAN-4 the picture is different. The Indonesian and Philip­
pine governments are increasing their share of expenditures for public edu­
cation from low past levels, and there is also a large private educ ,tion 
sector. In Malaysia substantial outlays to public education have fallen as 
a share of centrai government spending, but have remained constant as 
a share of GNP. In much of South and Southeast Asia it has been difficult 
to maintain or improve educational quality because of the low pay of 
schoolteachers at all levels. 

In the NICs the increasing emphasis on education correlates with 
the shift toward more skill-intensive and technologically advanced indus­
tries. The ability to acquire and apply new advances in technology and 
knowledge depends to a large degree on the attitudes and motivations 



216 ASIAN DEVELOPMENT 

TABLE 6.5 	 Central Government Expenditures on Education, 
1972 and 1983 

Percentage of 
central government

Percentage of GNP expenditure 
1972 1983 1972 1983
 

NICs 
Hong Kong NA NA NA NA 
Korea, Republic of 2.9 3.8 15.9 20.5
 
Singapore 2.6 5.1 15.7 21.6 
Taiwan, 3.5 4.8 17.3 19.5 

ASEAN-4 
Indonesia 1.2 2.3 7.5 9.4 
Malaysia 6.5 6 .5b 23.4 15.9 
Philippines 2.2 3.0 16.3 25.6 
Thailand 3.4 4.1 19.9 20.7 

South Asia
 
Bangladesh 1.4c NA 14.9c 
 NA 
Burma 3.0c NA 15.0 c 11.2 
India NA 0.3 NA 1.9 
Nepal 0.6 1.7 7.2 9.9 
Pakistan 0.2c 0.6 1.2c 3.1 
Sri Lanka 3.3c 2.4 13.0c 7.1 

NA = 	 Not available. 
Includes all levels of government.


b 1982.
 
c 1973.
 

Sources: Republic of China, Council for Economic Planning and Development, 
Taiwan StatisticalData Book, 1985.
 

World Bank, World Development Report, 1986.
 

a population gains through its educational experience. The crcsion of 
past comparative advantage in semiskilled and labor-intensive operations 
has led the NICs to seek niches in human-resource intensive industries, 
placing heavier demands on the educational system. 

When one examines the achievement of Asian countries in term-; of 
enrollment ratios, drop-out rates, and literacy rates, the patterns are similar 
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TABLE 6.6 	 Primary School Enrollment Ratios and Drop-out Rates,
1960 and 1983 

Number enrolled as a percentage 
of population aged 6-11 

Total Male Female Drop-out ratio 
1960 1983 1960 1983 1960 1983 (various years) 

NICs 
Hong Kong 87 106 93 107 79 104 NA 
Korea, Republic of 94 103 99 104 89 102 8 (1972) 
Singapore 111 113 121 115 101 111 9 (1973) 
Taiwan 96 100 NA NA NA NA 1 (1970) 

ASEAN-4 
Indonesia 71 115 86 118 58 112 53(1971) 
Malaysia 96 99 108 100 83 98 10 (1973) 
Philippines 95 114 98 115 93 113 41(1970) 
Thailand 83 99 88 101 79 97 16 (1973) 

South Asia 
Bangladesh 47 62 66 67 26 55 66 (1967) 
Burma 56 91 61 87a 52 81a 75 (1970) 
India 61 85 80 100 40 68 61 (1969) 
Nepal 10 73 19 100 1 43 76 (1970) 
Pakistan 30 49 46 63 13 33 54 (1975) 
Sri Lanka 95 101 100 103 90 99 44 (1969) 

NA = Not availahle. 
.11982. 
Sources: Asian Development Bank, Developing Asia: The Importance of Domestic 

Policies. 
Republic of China, Directorate-General of Budget Accounting and Statistics, 

Statistical Yearbook of the Republic of China, 1984. 
World Bank, World Development Report, 1984 and 1986 issues. 

(Tables 6.6, 6.7, and 6.8). Impressive gains have been made in total and 
female primary school enrollment ratios in South Asian countries; only 
Bangladesh and Pakistan have been much under the 80 percent figure for 
total enrollment. But female secondary enrollment has continued to lag, 
and primary drop-out rates have been substantially high. 

In South Asia, drop-out rates have exceeded 50 percent in all coun­



TABLE 6.7 Secondary and Higher Education Enrollment Ratios and Drop-out Rates, 1960 and 1983 

Number enrolled in secondary school
asa percentageof population aged 12-17 

-
1960 1983 

Drop-out ratio 
(various years) 

Number enrolled in higher education 
as a percentage of population aged 20-24

1960 1983 
Hong Kong 

Korea, Republic of 
Singapore 
Taiwan 

20 

27 
32 
30 

68 

89 
69 
87 

NA 
32 (1972) 
8 (1973) 

NA 

4 
5 
6 
312 

12 
24 
12 

ASEAN-4Indonesia 
Malaysia 
Philippines 
Thailand 

South Asia 

Bangladesh 
Burma 
India 

NepalPakistan 
Sri Lanka 

NA = Not available. 

6 
19 
26 
13 

8 
10 
20 

611 
27 

37 
49 
63 
29 

19 
23 
34 

22
16 
56 

2S (1970) 
50(1973) 
31 (1970) 
79 (1972) 

20 (1969) 
NA 

71 (1966) 

29 (1969)
49 (1975) 
87(1969) 

1 
1 

13 
2 

22 

1 
1 
3 

1 
1 
1 

4 
4 

26 
22 

4 
5 
9 

5 
2 
4 

a Age group is 18-24. 
Sources: See Table 6.6. 
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TABLE 6.8 Literacy Rates, 1960, 1970, and 1980 (percentages) 

1960 1970 1980 

NICs 
Hong Kong 71 77 90 
Korea, Republic of 71 88 96 
Singapore 50 72 84 
Taiwan 54 85 90 

ASEAN-4 
Indonesia 47 57 62 
Malaysia 23 58 60 
Philippines 72 83 75 
Thailand 68 79 86 

South Asia 
Bangladesh NA NA 26 
Burma 58 70 66 
India 24 34 36 
Nepal 10 13 19 
Pakistan 16 21 24 
Sri Lanka 61 78 86 

NA = Not available. 
Sources: Asian Development Bank, Key Indicators of Developing Member Countries 

of ADB, April 1985. 
World Bank, World Development Report, 1978. 
World Bank, World Tables, first edition. 

tries but Sri Lanka. The low level of expenditure per pupil is not the only 
reason for these high rates; the burden ofcost on poor families is extremely 
heavy even when public education is provided free of charge. In Malay­
sia it was found that up to 20 percent of household income of the poorest 
quintile of families is required for out-of-pocket expenses related to edu­

0cation. 2 And this accounting does not include income foregone by the 
household when family members attend school instead of working. 

All of the ASEAN-4 countries have attained primary enrollment 
ratios much in excess of 80 percent. The primary drop-out ratios are still 
large in the Philippines and Indonesia (above 40 percent), though much 
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lower in Thailand (16 percent) and Malayasia (10 percent). In the NICs,
primary enrollment rates are high, with dropout rates below 10 percent.

Allocation of government expenditures on primary, secondary, and
higher levels of public schooling differs widely among countries and sub­
groups. In South Asia expenditures are concentrated on upper levels of
education. India actually allocates a larger share of its education budget
to colleges than to primary schooling. Pakistan, Nepal, and Burma allo­
cated the largest share of spending to the primary grades, but in not one
of the three was the share much over 40 percent. 21 In the NICs and
ASEAN-4 all countries gave the largest share to primary schools, the next
largest to secondary schools, and the smallest share to higher education. 
Such a distribution favors lower-inconie groups.


The enrollment ratios in secondary 
and higher education are far
higher in the NICs and ASEAN-4 countries than in South Asia. The aver­
age cost of secondary and higher education per student, compared with
primary education, is higher in South Asia than in ASEAN-4, and far
higher in both of these than in the NICs. The short-changing of primary
education in the low-income countries and in the ASEAN-4 must be
reversed if the educational needs of the poor are to be met. The desirabil­
ity for such a reallocation is supported by studies of thirty LDCs: the social 
rate of return to primary education is calculated as twice that of higher
education, and about two-thirds more than that of secondary school­
ing.22 The progress of South Asian and ASEAN-4 countries in poverty
alleviation, fertility reduction, and improvement of the skills of the labor
force depends on full primary education for the greatest possible num­
bers of the school-age population. This achievement requires more invest­
ment in primary schools and other measures to reduce drop-out rates.
Attention to curriculum development and to adequate incentives for teach­
ers is also needed. 

In addition, the ASEAN-4 and South Asian countries should look
in other educational directions. Rural education presents a major chal­
lenge. Since female education substantially reduces fertility, increasing
female enrollment at all levels deserves more attention. And middle-level 
technical and trained management people, along with some kinds of
skilled labor, have been in short supply. Secondary education and voca­
tional training programs can be appropriately changed to meet needs in 
these areas. 

In the NICs the strong primary scLool base and changing labor mar­
ket require a different emphasis. There, a strengthening of technical and 
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higher education is needed while maintaining the quality of primary 
schools. 

Enhanced educational opportunities for the poor are essential if 
Asian countries are to have a basis for eradication of widespread poverty 
and better income distribution. Education's positive externalities on fer­
tility, health and nutrition, entrepreneurial ability, the resilience of social 
institutions, and the functioning of markets provide powerful arguments 
for greater investment in learning. 

Health and Nutrition 

Delivery of effective health care services and improvement of nutrition 
are important components of any human resource development strategy. 
Governments can substantially improve health and nutritional levels 
among low-income households and thereby boost labor productivity, 
enhance the abilities of poor children for educational attainment, lower 
infant and child mortality, and reduce fertility. 

The availability and quality of public health services vary enor­
mously, not only among countries and subregions, but within countries 
as well. The number of persons per physician ranged from over 30,000 
in Nepal in 1981 to slightly over 1,000 in Singapore (Table 6.9). Large 
strides have been made in reducing the population per health worker in 
all of Asia, but health personnel and facilities are still concentrated in 
urban and more prosperous regions. 

Parasitic and intestinal diseases remain a major cause of illness and 
death in South Asia and the ASEAN-4. Water-borne and insect-carried 
diseases are particularly frequent, causing lower labor productivity and 
much school absenteeism. Safe supplies of drinkiug water are crucial for 
lower incidence of most of these diseases. Throughout Asia, the percent­
age of the population with access to safe water has been rising, particu­
larly in rural areas, but generally it is still woefully low (Table 6.10). 

Government health care expenditures in some Asian countries 
flagrantly favor the well-to-do; this is reflected in state-of-the-art hospi­
tal facilities in primary cities of Southeast Asia. These institutions are 
specialized in modern surgical technique and advanced medicine, but are 
far beyond the financial reach of low-income people. At the same time, 
many rural communities do not have even rudimentary health care facil­
ities. The financing of even a minimum standard of health services for 



TABLE 6.9 Selected Health Indicators of Asian Developing Countries 

Life expectancy at birth (years) 
Male Female 

1960 1984 1960 1984 

Infant mortality rate 
(aged under one) 
1960 1984 

Population per: 
-Physician __ Nursing person 
1960 1981 1960 1981 

NICs 
Hong Kong 
Korea, Republic of 
Singapore 
Taiwan 

61 
52 
62 
61 

73 
65 
70 
702 

69 
56 
66 
67 

79 
72 
75 
753 

37 
78 
35 
32 

10 
28 
10 

84 

3,060 
3,540 
2,380 
1,661 

1,260 
1,440 
1,110 
1,318 

2,910 
3,240 

650 
1,484 

800 
350 
340 

13,196 
ASEAN-4 

Indonesia 
Malaysia 
Philippines 
Thailand 

40 
52 
51 
50 

53 
66 
61 
62 

42 
56 
54 
55 

56 
71 
65 
66 

150 
72 

106 
103 

97 
28 
49 
44 

46,780 
7,060 
6.940 
7,900 

11,320 
3,920 
2,150 
6,770 

4,510 
1,800 
1,440 
4,830 

2,300b 
1,390 
2,590 
2,140 

South Asia 
Bangladesh 
Burma 
India 
Nepal 
Pakistan 
Sri Lanka 

45 
42 
43 
39 
44 
62 

50 
57 
56 
47 
52 
68 

42 
45 
42 
38 
42 
62 

51 
60 
55 
46 
50 
72 

159 
158 
165 
195 
162 
71 

124 
67 
90 

135 
116 
37 

NA 
15,560 
4,850 

73,470 
5,400 
4,490 

9,010 
4,660 
2,610 

30,060 
3,320 
7,620 

NA 
8,520 

10,980 
NA 

16,960 
4,170 

19,400 
4,890 
4,670 

33,430 
5,870 
1,260 

NA = Not available. 1983. b 1980. 
Sources: Republic of China, Directorate-General of Budget Accounting and Statistics, Statistical Yearbook of the Republic of China, 1984. 
World Bank, World Development Report, 1984 and 1986 issues. 



TABLE 6.10 Selected Health Indicators of Asian Developing Countries 

Percentage of population with 
access to safe drinking water 

Urban Rural Daily per capita calorie consumption
1970 1980 1970 1980 1965 1970 1975 1980 1982 

NICs 
Hong Kong 
Korea, Rep.of 
Singapore 
Taiwan 

92.5 
84.0 
96.0 
69.9 

NA 
85.0 
100.0 
NA 

48.8 NA 
38.0 54.9 
NA 100.0 

26.7 NA 

2,370 
2,280 
2,430 
2,270 

2,690 
2,580 
2,800 
2,660 

2,580 
2,700 
2,850 
2,720 

2,920 
3,000 
3,120 
2,810 

2,750 
2,980 
2,890 
2,720 

ASEAN-4 
Indonesia 
Malaysia 
Philippines 
Thailand 

10.0 
100.0 
67.0 
60.0 

41.0 
93.0 
66.0 
49.0 

1.0 
1.0 

20.0 
10.0 

18.0 
4.9 

33.0 
12.0 

1,920 
2,310 
1,890 
2,190 

1,570 
2,530 
1,960 
2,260 

2,040 
2,540 
2,050 
2,330 

2,340 

2,660 
2,320 
2,310 

2,380 
2,680 
2,390 
2,300 

South Asia 
Bangladesh 
Burma 
India 
Nepal 
Pakistan 
Sri Lanka 

i3.0 
35.0 
60.0 
53.0 
77.0 
46.0 

15.0 
30.0 
83.0 
81.0 
60.0 
45.0 

47.0 
13.0 
6.0 
NA 
4.0 

14.0 

55.0 
13.0 
20.0 
5.0 

17.0 
13.0 

1,960 
2,020 
2,150 
2,020 
2,190 
2,080 

2,100 
2,180 
2,000 
2,070 
2,210 
2,400 

1,760 
2,220 
1,790 
2,030 
2,210 
2,020 

1,950 
2,300 
1,910 
1,930 
2,310 
2,250 

1,920 
2,460 
2,050 
2,020 
2,280 
2,380 

NA = Not available. 
Source: Asian Development Bank, Key Indicators ofDeveloping Member Countresof ADB, April 1985. 
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the millions of poor in rural hinterlands and sprawling urban communi­
ties is a severe problem. But training local community health workers in 
basic health care and family planning has achieved much success in parts
of Thailand, India, and Indonesia. Professional health workers, especially 
physicians, need incentives to serve in rural areas, which typically have 
10 to 100 times more persons per health professional than the urban areas 
h~ive. It may even be necessary to assign newly trained people to several 
years of mandatory service in rural areas. Private sector health facilities 
can provide services to more prosperous segments of the population and 
so release government resources for basic preventive health care in out­
lying rural areas. 

Government regulation needs strengthening, especially in licensing
and controlling the distribution of drugs and pharmaceutical products. 
In most of the Asian 1,I)Cs, the distribution of substandard and overpriced 
drugs of dubious benefit has been a consequence of inadequate laws, infor­
mation, and organization. More competition, careful screening of drugs,
and ir iportation and manufacture of generic drugs are measures that 
would improve quality and safety at minimum cost. 

Health education can lower the cost of delivery of health services: 
prevention of many common tropical diseases is far cheaper than treat­
ment. Recent research on endemic diseases has emphasized finding vac­
cines and other preventive measures that are effective and low cost. De­
velopment of vaccines for malaria, for example, would revolutionize 
health care in much of Asia and provide a powerful boost to productivity. 
To treat intestinal disorders, low-cost and effective rehydration therapy 
is available and gaining broader use. 

Nutrition is closely related to health issues. In much of South Asia, 
per capita consumption of calories and protein remained static or declined 
between 1965 and 1975 (Tible 6.10). Since then it has begun to rise, except 
in Nepal. On average, calorie consumption in South Asia exceeds miini­
mum standards only in Sri Lanka, Burma, and Pakistan. But malnutri­
tion is widespread among the poor in rural South Asia, since the 
distribution of food is only slightly less skewed than that of income in 
societies at per capita income levels of between $100 and $400 per year.
Inadequate ncome and poverty-not scanty supplies of food-are the 
chief causes of malnutrition in Asia. 

In the ASEAN-4 countries, caloric consumption per capita has 
shown sharp improvement since the early 1970s and is now above mini­
mum standards. Still, malnutrition among the poor in neglected rural 
areas remains a severe problem. Malnutrition is conspicuous in rural corn­
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munities dependent on dryland farming, and in fishing communities 
where marine resource exploitation has been excessive and no alterna­
tive employment is available. Income reductions in times of poor crops 
or fish catches create great hardships. 

Throughout the NICs, nutritional levels appear to be adequate, with 
malnutrition a fairly rare phenomenon. Per capita protein consumption 
in the NICs is typically twice as high as in low-income South Asia. 

Adequate nutrition is vital to all aspects of human resource develop­
ment. Especially essential are nutritional improvements for reducing infant 
mortality. Special attention needs to be given to pregnant and lactating 
women, and to children. Educational programs on nutrition would sup­
plement entitlements to food and would help accelerate reductions in fer­
tility as family planning and health care programs expanded. 

Malnutrition is especially severe among children under ten years of 
age in South and Southeast Asia. Village surveys in southern India have 
revealed that 50 percent of children between one and four years of age 
are malnourished, and that half of all child deaths are caused by malnutri­
tion.2' In addition, surviving children frequently have impaired abilities 
related to nutritional deficiencies. 

General food subsidies have not been very effective in reducing mal­
nutrition; more than half the population of South Asia still suffers from 
inadequate diet. Often, urban middle-income consumers benefit most 
from government food subsidies. In Sri Lanka it was estimated that for 
each additional calorie consumed by those with inadequate diets, thir­
teen went to people with enough to eat (or to those who resold the subsi­
dized food at commercial prices).2 4 There is also the problem of meeting 
the needs of the poor without destroying incentives to produce more food. 
The budgetary costs of general food subsidies often force governments 
to seek to control domestic agricultural prices at low amounts; this reduces 
producer incentives and can, in food-deficit :ountries, lead to large in­
creases in food imports. Balance-of-payments burdens are then increased. 

Nongovernment organizations, however, have successfully imple­
mented highly effective, low-cost food assistance programs in Asia. Gov­
ernments have learned from the experiences of NGOs that a more cost­
effective approach to the problem is possible. The most important step 
is to target food assistance to the people most at risk of malnourishment. 
By aiming feeding programs at expectant mothers and children of pre­
school age, costs are kept clown and the incidence of malnutrition is sharp­

' ly reduced." India and Sri Lanka have made food entitlement programs 
more effective in reaching the needy and have significantly lowered pro­

http:prices).24
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FABLE 6.11 Income Distribution 

Year QI Q2 Q3 Q4 Q5 Ila 12b 

NICs (Avg.) 6.7 11.9 16.0 22.2 43.2 0.15 50.9
Taiwan (1976) 8.9 13.6 17.5 22.7 37.3 0.24 40.0 
Korea,

Republic of (1976) 5.7 11.2 15.4 22.4 45.3 0.13 55.4
Hong Kong (1980) 5.4 10.8 15.2 21.6 47.C 0.11 57.2 

ASEAN-4 (Avg.) 5.2 8.5 12.9 21.0 52.3 0.10 66.6
Malaysia (1973) 3.5 7.7 12.4 20.3 56.1 0.06 72.8
Philippines (1970-71) 5.2 9.0 12.8 19.0 54.0 0.10 68.0
Thailand (1975-76) 5.6 9.6 13.9 21.1 49.8 0.11 61.8
Indonesia (1976) 6.6 7.8 12.6 23.6 49.4 0.13 66.0 

South Asia (Avg.) 6.3 10.0 14.1 19.9 49.7 0.13
India (1975-76) 

59.4 
7.0 9.2 13.9 20.5 49.4 0.14 59.8

SriLanka (1969-70) 7.5 11.7 15.7 21.7 43.4 0.17 50.2
Nepal (1976-77) 4.6 8.0 11.7 16.5 59.2 0.08 78.4
Bangladesh (1976-77) 6.2 10.9 15.0 21.0 46.9 C.13 55.8 

U.S. andJapan (Avg.) 7.0 12.6 17.7 24.1 38.7 0.18 45.5
United States (1980) 5.3 11.9 17.9 25.0 39.9 0.13 49.8
Japan (1979) 8.7 13.2 17.5 23.1 37.5 0.23 41.2 

Latin America (Avg.) 3.3 7.4 12.5 20.7 56.1 0.06 73.6
El Salvador (1976-77) 5.5 10.0 14.8 22.4 47.3 0.12
Costa Rica (1971) 3.3 8.7 13.3 19.9 54.8 0.06 

59.4 
69.6 

gram costs by targeting food assistance more carefully. This has been
accompanied by increased investment in food production so that food
supplies from domestic sources have risen and reduced the need to rely 
on imports. 

Growth with Equity 

The average level and growth of GNP, or even GNP per capita, is not an 
accurate measure of economic development. Participation of the poor in
economic growth is fundamental to progress. The emphasis we have
placed on social indicators and employment in previous chapters reflects 
our concern with the issue of distribution of the rewards of economic
growth. If the poor are unable to participate in productive activities, they 
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TABLE 6.11 Continued 

Year QI Q2 Q3 Q4 Q5 11' 12b 

Latin America, Continued
 
Peru (1972) 1.9 
 5.1 11.0 21.0 61.0 0.03 84.0
Chile (1968) 4.4 9.0 13.8 21.4 51.4 0.09 65.6
Brazil (1972) 2.0 5.0 9.4 17.0 66.6 93.20.03
Argentina (1970) 4.4 9.7 14.1 21.5 50.3 0.09 63.6
Mexico (1977) 2.9 7.0 12.0 20.4 57.7 0.05 76.2
Panama (1970) 2.0 5.2 11.0 20.0 61.8 0.03 83.6
Venezuela (1970) 3.0 12.9 54.07.3 22.8 0.06 73.6 

Africa (Avg.) 5.4 9.2 13.4 18.8 53.3 0.10 66.5 
Malawi (1967-68) 10.4 11.1 13.1 14.8 50.6 61.20.21 
Tanzania (1969) 5.8 10.2 13.9 19.7 50.4 0.12 60.8
Sierra Leone (1967-69) 5.6 9.5 12.8 19.6 52.5 65.00.11 

Kenya (1976) 2.6 6.3 
 11.5 19.2 60.4 0.04 80.8 
Sudan (1967-68) 4.10 8.9 16.6 20.7 49.8 0.08 61.0
Zambia (1976) 3.,t 7.4 11.2 16.9 61.1 0.06 82.8
Egypt (1974) 5.8 10.7 14.7 20.8 48.0 0.12 57.6 

al1 = (QI/QS) 

b12 = E (Q,-20) 

Sources: Republic of China, Council for Economic Planning and Development,
Taiwan StatisticalData Book 1984.
 

World Bank, World Development Report, 1986.
 

will be unable to share fully in the benefits of growth. Even when the poor 
are employed, if they lack access to public services, are poorly paid, and 
have their incomes implicitly taxed by inappropriate policies, they will 
have less incentive and ability to work, save, and invest. 

Strong interactions exist between production and distribution. Asian 
countries like the Philippines that initiated capital-intensive growth strate­
gies shortly after they became independent concentrated resources in a 
few favored industries; incomes of participants in those industries rose
faster than incomes of people in agriculture, services, and the less-favored 
(labor-intensive) industries. The result was widening income inequality.
The pattern of demand generated by a capital-intensive strategy will fur­
ther distort production and resource allocation in a manner that wors­
ens or perpetuates inequality. The increasing demand for income-elastic 
luxury imports may impose strains on the balance of payments and ulti­
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mately reduce the rate of economic growth. 
A strategy of labor-intensive growth, such as that of Taiwan, 

improved incomes of those inagricultuie, and by stimulating demand for 
labor resulted in more egalitarian income distribution. Demand patterns 
favored goods that could be produced efficiently by domestic industry. 
Small- and medium-sized enterprises developed, producing labor-intensive 
manufactured goods, absorbing surplus labor, and eventually expand­
ing exports. Incentives to save and to work improved, so the growth rate 
was raised even higher. The varied experience of the Asian developing 
countries in the area of income distribution provides useful insight into 
the past policies and future prospects of these countries. 

There are too few studies available in most Asian L.DCs to compare 
time trends of income distribution accurately; the iata that do exist can 

"be used only for broadly comparative purposes. The data from house­
hold income surveys reported by the World Bank are used (Table 6.11) to 
compute two indicators of relative income inequality. The first index of 
inequality (11) is simply the income share of the poorest quintile of fami­
lies divided by that of the top quintile. The higher the ratio, the smaller 
the gap between income shares of the richest and the poorest. The sec­
ond index of inequality (12) is the sum of tt1 e differences in income share 
and of families in each quintile, ignoring pluses and minuses.2 The sum 
would be zero if there were perfect quintile equality. 

The NICs have the highest I I ratio and the lowest 12 ratios in Asia. 
In Taiwan (in 1976) the distribution of income was as even as that of any 
of the more-developed nations, including Japan. Though income distribu­
tion was less egalitarian in Korea than in Taiwan, by developing country 
standards these NICs have done well. The land reforms and agricultural 
development in Taiwan and Korea proved favorable to the development 
of labor-intensive manufacturing and service industries. Domestic de­
mand patterns favored labor-intensive goods like processed foods, cloth­
ing, and simple durables. The achievement of full employment allowed 
housewives to join the labor force and earn money to further their chil­
dren's education; this, in turn, reduced family size and increased the aver­
age educational attainment of youth. Falling birth rates by the late 1960s 
allowed new technolo;.. .o be adopted, substituting capital for labor 
and moe-skilled for less-skilled workers without unemployment. 

Korea has less equitable income distribution than Taiwan because 
of the concentration of industry in larger enterprises and conglomerates 
(the so-called Chaebol).21 Income disparities were aggravated by govern­
ment industrial policies in Korea during the 1970s,2 However, the 

http:Chaebol).21
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Korean government in the mid-1990s moved to lessen the use of credit 
subsidies to large established firms, to reduce its emphasis on heavy and 
large-scale industries, and to improve social services and the quality of 
life. 	 These measures should help reverse any long-term trend toward 
greater income inequality. 

Singapore and Hong Kong had greater income inequality than lhi­
wan and Korea because of their large and heterogenous service sectors. 
Great disparities exist within services betwecn modern service firms and 
traditional firms with little capital and unskilled workers. '" 

The ASEAN-4 countries have the highest degree of income inequality 
among the three groups. This inequality is related to the "dualism" found 
in agriculture between large commercial farms and plantations on the one 
hand, and small-scale peasant farms on the other. Limited opportuni­
ties for off-farm employment in services and manufacturing and high 
population growth are blame. The unevenalso to ownership of land 
(except in Thailand) and the concew rated ownership of mineral and other 
natural resources heighten the inequalities. Urban-rural and regional 
income disparities are large, as is the gap between incomes of the urban 
elite 	and the urban poor. 

Malaysia's very high income inequality despite a per capita income 
comparable to Korea's is related to ethnic differences and to the uneven 
access to natural resources. In Malaysia the relative weight of capital­
intensive extracive activities and plantation agriculture in the economy 
is higher than aryvhere else in Asia. Despite the New Economic Policy 
aimed at promoting the economic interests of the indigenous Malays (the
"sons of the soil" or bumiputras), there is little indication that overall in­
equality has fallen much. " Though the mean incomes of the bumiputras 
has risen slightly relative to that of the Chinese and Indian population, 
no data are available on income distribution within the various ethnic 
groups. 

The Philippines' inequality is probabl) reater than is indicated by 
the figures: underreporting of income by the highest quintile was proba­
bly greater there than anywhere else in Asia.' 2 Thailand's relatively even 
income distribution is related to a policy of allowing peasants to clear 
and settle public land rather freely for agricultural purposes. Its indus­
trial sector is the most labor-intensive in the ASEAN-4, with strong link­
ages to agriculture. Indonesia was strongly affected by the oil boom of 
the 1970s and early 1980s, which undoubtedly contributed to concen­
tration of income despite government efforts to offset unfavorable distribu­
tional effects through subsidies, devaluation, and an expanded agricultural 
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development program. The skewed income distribution is related to the 
extreme dualism in Indonesia's industrial sector. 3 

The quality and availability of data on income distribution is lowest 
in South Asia. Overall inequality there appears to be slightly less than 
in the ASEAN-4 countries, although not as much so as one would expect 
for these low-income agrarian societies. 14 Nepal, surprisingly, has the 
greatest degree of inequality in all of Asia; the extreme concentration of 
land ownership there may explain this relationship. " Inequality is only 
moderate in Sri Lanka, where social welfare policies have been in piace 
since before independence. These low-inequality indices, however, may 
mask differences among ethnic groups and regions that create social fric­
tions; the perception of unequal treatment among ethnic, religious, and 
regional groupings can be explosive in the heterogenous South Asian 
countries. 

Available studies indicate that despite avowed government empha­
sis on distributional equity even at the expense of growth, income dis­
parities in South Asian countries have been increasing. 16 The promotion 
of heavy industries by the Indian, Pakistani, and Sri Lankan authorities 
during the 1950s, 1960s, and 1970s created an inefficient niix of capital­
intensive industries that generate little employment. Policy changes to 
emphasize more outward-looking and labor-intensive industrial develop­
ment introduced in the late 197 0s have begun to result in higher growth, 
but not much information is available on very recent trends in income 
distribution. 

In comparison to Latin American and African countries, Asian 
developing countries have a far better record of income distribution. The 
average II ratio for Latin America in the 19 70s was 0.06 ­ less than even 
that of the ASEAN-4; for the African countries the I1 ratio was .10. The 
12 index for the nine Latin American countries was 74, almost twice as 
high as in Taiwan (40) and much higher than in other Asian countries. 
The African countries' 12 index value of 67 was as high as that of the 
ASEAN-4, though the per capita income level of the African countries 
(1983) was only S400 compared to about S700 in the ASEAN-4. The 
evidence on income distribution is that high growth need not come at the 
expense of improved equality and sharing of the poor in growth, pro­
vided appropriate policies are in place. The record of the Asian countries 
tends to substantiate the view that government resources are more effec­
tive when they are used for development of agriculture, infrastructure, 
and human resources instead of subsidizing inward-looking, capital­
intensive industries. 
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Conclusion 

Rapid population growth burdens economic development efforts. It 
absorbs much of the agricultural surplus obtainable from new technolo­
gies. It also puts a heavy strain on a government's limited resources for 
providing basic health care, education, and infrastructure, leaving a 
smaller portion of public resources for financing development programs.
The large flow of new entrants to the labor force resulting from high popu­
lation growth adds to the pool of the unemployed and underemployed 
in rural and urban areas. And population pressure 1eads to deterioration 
of forestry and water resources. 

Although low-income countries in Asia have managed to reduce their 
birth rates, family planning programs still deserve high priority. Services 
and information need to be made available especially to poor rural house­
holds, which produce the most offspring. The success of family planning 
programs in some of the Asian LDCs suggests that there is widespread 
willingness to adopt birth control measures; these measures must be 
widely available, at low cost, arid easy to apply. For Asian countries with 
higher per capita incomes and higher income growth rates, priority in 
population policy should be given to the expansion of educational and 
job opportunities for women and of employment for the rural poor. These 
changes will indirectly lead to lower birth rates. 

The lower-income Asian countries shou!d devote a larger share of 
government expenditure to public education. In South Asia, greater 
emphasis should go to primary education as compared to higher educa­
tion; in the middle-income ASEAN-4 countries, there is need for voca­
tional and technical courses in secondary schools to improve job

opportunities for their students. Rapid expansion of higher education
 
without careful evaluation of priorities is dubious policy: university gradu­
ates in a number of South Asian and ASEAN-4 countries are finding it 
hard to obtain suitable employment. 

With respect to public health and nutrition policies, there is much 
to be done in the low- and middle-income countries of South Asia and 
the ASEAN-4. Preventive measures are far more cost-effective than cura­
tive efforts. It is essential that public health services reach poorer indi­
viduals and those in outlying areas. Village-based programs combining 
health care and family planning can be very effective. 

The ability of low-income South Asian countries to accelerate their 
development hinges on reducing population growth through morc rapid 
declines in fertility rates so that human "capital-deepening" can occur. 
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The processes are mutually reinforcing when they are in operation over 
long periods: lower population growth allows more investment per per­
son, which in turn causes faster per capita income growth and further 
reductions in fertility. 

The remarkable achicvenents of some of the low-income countries 
of Asia (India, Sri Lanka) in slowing population growth give hope that 
the future development of these economies can be the next economic suc­
cess story in Asia. Much remains to be done even in countries as advanced 
as those of the ASEAN region, where high population growth rates in 
the past have created a labor force explosion i the present. Employment­
focused development programs must operate to reduce supply as well as 
to inciease demand for !:,bor. The NICs illustrate this double success in 
conquering the employment problem. 

In order for the Asian L.DCs to realize their potential, fuller use of 
human resources must be made. Policies need improvement; institutional 
advances are essential. Governments must improve their own learning and 
implementation capacities if their policy reforms and innovations are to 
succeed. 



Chapter7 

Policy Lessons
 
and Future Prospects
 

Outward-Looking Development Strategies 

By the early 1970s, the success of the East Asian countries that had fol­
lowed a strategy of export-led development was becoming widely her­
alded.I The remarkable growth and industrialization in the 1950s and 
1960s, first of Japan and then of Hong Kong, Taiwan, Singapore, and 
Korea, challenged the old orthodoxies of export pessimism and in­
dustrialization through import substitution.' But there was some skepti­
cism regarding the applicability of export-led growth strategies to other 
LDCs, and the external shocks of the early 1970s seemed to confirm this 
skepticism. 

Surprisingly, a second group of Asian developing countries-the 
ASEAN-4-deliberately chose to become more export-oriented in the 
1970s. The economic growth of this second tier of Asian LDCs was mixed 
during the 1960s: Thailand and Malaysia (the more trade-oriented coun­
tries) had done relatively well, but more inward-looking Indonesia and 
the Philippines had slower growth.I Still, all of the NICs and ASEAN-4 
countries grew much faster in the 1970s than was expected, even by those 
economists advocating an export-led growth strategy.' The 1970s 
growth rates of most of these countries-Indonesia, Singapore, Korea, 
the Philippines, Malaysia, and Taiwan-equaled or exceeded those of the 
1960s, external shocks notwithstanding. 
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By the late 1970s, a third tier of Asian countries, including Asia's 
two giants-China and India-began experimenting with more open, 
outward-looking economic policies. The South Asian countries that had 
stagnated for much of the 1960s and early 1970s began to grow faster 
as they implemented measures to increase exports and liberalize imports. 

The prolonged world recession in the early 1980s and the weak sub­
sequent recovery through the mid-1980s have cast new doubt on the advis­
ability of following an export-oriented growth strategy. The different 
world economic conditions of the 19 80s and the internal structural 
changes that have transpired in the Asian countries are evaluated below; 
here it is sufficient to note that, despite the disappointing events in the 
1980s, the Asian countries have still been growing more rapidly than coun­
tries in any other part of the world. There thus appears to be no viable 
alternative to outward-looking development strategies. International trade 
in the 1980s may not be the engine of growth it was in previous decades, 
but this alone does not controvert the case for export-oriented policies. 
Trade, even if it is not the engine of growth, may be, as Kravis has said, 
the "handmaiden of growth." What needs to be discussed ae what types 
of policies might successfully move relatively inward-looking countries 
like Pakistan, India, or Indonesia toward more outward-looking strategies. 

The Importance of Appropriate Policies 

There can be no doubt that inappropriate macroeconomic and trade pol­
icies have been the bane of economic development in many developing 
countries, while export-oriented growth and suitable macroeconomic pol­
icies have been mutually reinforcing aspects of economic success. A key 
factor in the development of successful Asian countries, especially the 
NICs, has been the relative absence of large price distortions created by 
government intervention or private monopoly. Instead, appropriate pol­
icies have consisted of uniform exchange rates, removal or at least minimi­
zation of quantitative restrictions on imports and exchange controls, 
liberalization of financial markets, and noninflationary fiscal-monetary 
policies. 

The neoclassical policy prescription to "get prices right" by means 
of lowering tariff barriers, freeing exchange rates and interest rates, keeping 
wage costs competitive, and allowing other input and output prices for 
tradeables to change in line with international prices is well meaning, but 
it avoids the issue of how and in what sequence to correct or reduce dis­
tortions. Should tariffs be reformed and trade restrictions lessened before, 
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during, or after exchange controls are removed? Should capital markets 
be liberalized before trade reforms and exchange rate changes are imple­
mented? Can such reforms be introduced before macroeconomic stabiliza­
tion- control of inflation and reigning in of fiscal deficits-is achieved? 

There are no readily apparent, generally applicable answers to these 
questions. The difficulties confronted by World Bank structural adjust­
ment loan (SAI.) programs (in the Philippines, for example) indicate that 
the issues involved in the optimal sequencing of liberalization measures 
and their relationship to political realities are not well understood.6 The 
speed and timing of liberalization measures are also subject to disagree­
ment. Gradualism has the benefit of easing the adjustment process, but 
it allows adversely affected interest groups to dig in their heels and try 
to sabotage implementation of reform meaSUres. Shock therapy, on the 
other hand, preempts hostile coalitions but carries the risk of destabiliz­
ing the economy. The Unhappy experience of Chile and other Latin Ameri­
can countries in the mid-1970s points out the shortcomings of sudden 
but incomplete liberalization.-

Trade liberalization cannot be effective in improving exports and eco­
nomic growth when macroeconomic policies are inconsistent and desta­
bilizing. Yet, even if macroeconomic stabilization is achieved, trade reform 
may riot be imme-diately effective. Export markets have to be developed 
and contested with competitors. There are risks involved in exposing 
domestic industry to international competition. In moving toward a more 
export-oriented, outward-looking strategy, each government must con­
sider, within its own institutional context, how best to proceed. The inter­
national development agencies have become increasingly attuned to the 
need to support policy reform with research and with technical and finan­
cial assistance. We believe that consideration of the role of government 
and government policies in a comparative context may provide some ini­
tial insights useful to reform efforts. 

The Role of Government 

Government involvement in reducing the uncertainty faced by businesses 
and in providing su~pport for innovation has been important, particularly 
for the NICs.x The role of governments in the rapid industrial growth of 
those countries, with the possible exception of Hong Kong, seems to have 
been much greater than that allowed for by neoclassical economics. But 
the manner and effects of state intervention there also appear to be quite 
different from the frequently adversarial government-business relations 
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found in the West. The central motive behind government intervention 
in the NICs has been to spur economic growth. Growth and exports are 
the yardsticks of success in those societies. 

A number of scholars have attacked the "new" orthodox develop­
merit economists (meaning the advocates of export-led growth strategy) 
on the grounds that they miss the point in praising the NICs for their min­
imal government distortions, free trade, and market-oriented po!icies.'
Rather, some authors stress heavy direct government intervention, par­
ticularly in "picking winners" in the industrial sector and relentlessly
promoting exports as central featires of economic development inKorea,
Taiwan, Singapore, and also in japan." ' Some political scientists argue
that export-promotion strategies required authori:arian governments and 
very special historical circumstances to succeed as much as they have. U 

The criticism of neoclassical economics- that it plays make-believe 
in explaining the success of the Asian NICs by extolling their reliance on 
the market while neglecting the visible hand of state industrial policies
and active export promotion -- isonly half true. Many "neoclassicals" are 
keenly aware that the NICs' planning agencies, such as Japan's Ministry 
of Trade and Industry (MITI), have tried to pick the winners and provide
them support through access to credit, duty-free imports of equipment, 
export subsidies, insurance, transport preferences, and so forth. They do 
not suggest that the governments of Japan and the NICs are uninvolved, 
but neither do they go to the opposite extreme and paint these govern­
ments as the sole architects of success. I The governments of these coun­
tries have relied on markets to a large extent and, as we point out below,
human resource policies and the presence of entrepreneurs have also been 
vital institutional ingredients to successful development. 

The NICs did take somewhat of an interventionist approach in selec­
tively promoting labor-intensive manufacturing in the 19 60s and early
1970s. Their decision to develop these kinds of exports was practical and 
had beneficial side effects: it reduced unemployment and improved income 
distribution. Still, whereas the "pick-the-winner" approach may be feasible 
when rather labor-intensive activities- textiles, garments, footwear, pro­
cessing, light consumer goods-are involved, selective governmental 
industrial promotion policies can he very costly when applied to capital­
intensive or high-technology areas. Labor-intensive industries involve stan­
dardized technology that isreadily available in the marketplace, and they
require relatively low inputs of capital, skills, and technology. In contrast,
heavy and technology-intensive industries are more complex and require
substantial inputs of highly skilled manpower and large capital invet­
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ments. These industries present special difficulties in management and 
quality control. Picking the winners becomes much more difficult, and 
the price of establishing industries not suited to a country's factor endow­
ment or disfavored by subsequent market and technological developments 
elsewhere can be very high. Countries that pursue development of heavy 
industries prematurely risk losing flexibility and bearing high losses in 
both economic growth and employment. 

Singapore and Korea promoted heavy industries (e.g., ship build­
ing, petrochemicals, integrated circuits) excessively in the late 1970s and 
early 19 8 0s, and they both had near-disasters as a result. When the NICs 
have moved away from outward-looking, narket-oriented policies they 
have had problems, slowing their economic growth and increasing income 
inequalities. Governments find it increasingly difficult to guide and direct 
industrial development as an economy becomes more complex. The 
integration oi the NICs' industries into world and regional economies is 
essential to their long-term growth. Achievement of better integration 
requires less direct government intervention and greater reliance on pri­
vate initiative and market forces. Greater freedom would allow foreign 
investors and domestic entrepreneurs to establish links, adapt technolo­
gies, and develop markets. 

The relatively sound macroeconomic policies and undistorted prices 
in the NICs' economies will permit the governments of Singapore and 
Korea to overcome quickly the mistakes they made in excessive promo­
tion of inappropriate heavy industries. LoAss-making (sunset) industries 
will not be perpetuated indefinitely through subsidies or conversion into 
public enterprises that drain the budget. The NICs have shown the flexi­
bility to phase out losers so that scarce resources are released for new 
endeavors. 

The theory of industrial organization allows the extension of neoclas­
sical economics to include the role of direct government intervention in 
promoting economic groN. th and development. In the NICs (and Japan) 
powerful government agencies charged with responsibility for oversee­
ing economic planning, trade, and industrial development have forged 
close relationships with the private business sector. The hierarchical rela­
tionship between these agencies and private business, and the coincidence 
of objectives between government and business leaders, facilitates the 
efficiency of policy implementation. Government and business, instead 
of behaving like adversaries, act as if they were linked in a "quasi-internal 
organization."'' Government support in the context of an outward­
looking strategy helps to encourage risk-taking and innovation by busi­
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ness, while the hierarchical relationship allows coordinated and timely
4 

responses to unforeseen contingencies. 1 

The commitment to outward-looking development and export pro­
motion by government encourages efficient policies. The prices established 
in world markets outside the NICs are regarded by them as parameters. 
As such, governments cannot arbitrarily distort internal prices for long 
or by much to offset the consequences of inappropriate policies. Losses 
by private firms are treated as losses by the internal organization as a 
whole. If the government must cover private losses with subsidies, trea­
sury losses are incurred, requiring resources that could have been invested 
elsewhere. These losses usually lead the government to quickly discard 
the mistaken policies." 

The close working relationship between government and business 
in the NICs and the high degree of professionalism in the ranks of the 
civil service are well known. These are not Myrdal's "soft states.' 6 One 
need only compare the record of land reform implementation in Taiwan, 
Korea, and Japan with that of the Philippines and India to appreciate the 
differences in governmental efficiency. The prevalence of corruption and 
inefficiency in the civil service of most ASEAN-4 and South Asian coun­
tries has increasingly been the target of outspoken criticism from reform­
minded political leaders. '-The honesty and efficiency of government and 
the likelihood that it will be able to correct market failures and intervene 
in a manner that improves the well-being of society are closely related. 11 

The high cost of government failure has given impetus to moves 
toward greater reliance on market forces and the private sector in most 
South Asian and Southeast Asian countries, as well as in China. These 
moves are accompanied by efforts to improve government institutions and 
the skills and abilities of government employees. Technocratic and eco­
nomic measures of success are adopted only slowly in countries where 
patronage and nepotism are t~e prevailing standards. 

The issue of whether authoritarianism is the price to be paid for 
efficient government is somewhat nisplaced, however. A strong govern­
ment does not ensure efficiency. Some authors usefully distinguish 
between "hard" and "soft" states, or "strong" and "weak" authcritarian 
governments. " Many authoritarian rulers in South and Southeast Asia, 
as well as in Africa and Latin America, have been notoriously corrupt 
and inefficient. Governmental efficiency in economic management in each 
of the NICs, however, has been facilitated by a policymaking process in 
which economic policy can be set independently of political pressures from 
various interest groups. Top political-military leadership provides back­
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ing for the decisions of economic technocrats, thus undercutting the polit­
ical strength of groups prone to oppose market-based economic policies 
(labor unions, "sunset" industries, landlords). Policyrnakers have been 
able to sustain economic reforms so that long-term benefits can be reaped. 
And some potential rent-seeking groups have been effectively controlled 
or eliminated (e.g., rural landlords). Moreover, by the 1980s the process 
of political liberalization was clearly gaining momentum in Taiwan, 
Korea, and Singapore."' 

Government efficiency can also be measured in more mundane terms, 
such as the ability to provide local public goods and services-potable 
water, sewage systems, roads, public health facilities, and public schools. 
In the NICs, governments have proved successful in mobilizing resources 
and allocating them effectively at the local level. These governments have 
done well in providing the basics-law and order, public goods, and 
defense. Sadly, in much of South Asia, limited government resources have 
all too often been squandered on capital-intensive public enterprises at 
the cost of neglect of basic services, infrastructure, and public security.2' 
As a result there has been weak human resource development in South 
Asia because of inadequate resources. At the same time government pol­
icies have adversely affected incentives to work, to innovate, and to raise 
productivity. Functions normally left to entrepreneurs have been taken 
over by bureaucrats. The excessively protectionist policies have created 
public and private monopoly and have suppressed and discriminated 
against efficient entrepreneurs in business, trade, and small-scale industry. 

Improving the quality - resourcesf huu;an has been central to the 
success of the NICs (and Japan). Theodore Schultz argues that invest­
ment in human capital and education in particular is crucial to people's 
ability to reallocate resources in response to disturbances. He emphasizes 
the relationship between human resource development and the emergence 
of innovators and entrepreneurs, claiming that "the mainspring ofdevelop­
ment consists of the 'creative and innovative responses' of the entrepre­
neur."22 In Schultz's view, investment in education and training can 
increase the efficiency with which people undertake equilibrating activi­
ties in response to internal or external disturbances. Greater investment 
in human resources therefore enhances the efficiency of markets. 

Jagdish Bhagwati regards the willingness to take risks as a vital com­
ponent of building entrepreneurial and technological abilities: 

Perhaps the chief lesson of the success story of the EP [export-promotion] 
strategy countries is not in the demonstration of the success of this 
strategy per se. Rather, it may be in the demonstration that economic 
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success comes from taking risks, from recognizing and seizing oppor­
tunities. The risk-averse export pessimists saw the postwar trade oppor­
tunities pass them by; the Schumpeterian risk-takers of the Far Eastern 
four . . . seized the opportunities and prospered. 23 

The slower-growing economies in Asia have been those in which 
returns on expenditure of energy and time have been, on average, higher
in rent-seeking and redistributional activities than in the creative responses
to disequilibrium stressed by human capital theorists. Nowhere is this 
more apparent than in countries' abilities to take advantage of changing
international trade opportunities. Size, growth, and diversity of exports 
are far greater in countries with efficient government, relatively undistorted 
markets, and increasing human capital. As Hla Myint has said, export­
oriented policies can succeed only when supported by corresponding
"open" domestic policies. 24 These enable an economy to adjust flexibly 
to external changes through internal factor mobility and innovation. 

The International Economy and Export Prospects 

With the slow growth of world trade in the 19 8 0s, there is truly cause for 
concern regarding prospects for development of the trade-dependent Asian 
countries. Export-GNP ratios are close to 40 percent or more in Korea,
Malaysia, Taiwan, Hong Kong, and Singapore, and over 20 percent in 
the other ASEAN countries and Sri Lanka. We must now ask to what 
extent export-oriented industrial development can continue. 

External Demand and New Export Pessimism 

Despite the success of the NICs and ASEAN-4 in the 1960s and 1970s, 
a new export pessimism is being expressed and appears to be gaining cur­
rency in some quarters. The pessimists contend that the experience of the 
NICs constitutes a unique historical episode not to be repeated, that slow 
growth in the MDCs and protectionism will limit exports from.. LDCs,
and that over the longer run the importance of international trade will 
diminish. 

Growing demand for imports in the U.S. and Japanese markets is
especially important for the Asian LDCs. The relatively open American 
market has been the major source of growth in demand for the NICs' 
exports in the last decade; half of Taiwan's exports, and more than a third 
of Korea's and Hong Kong's, went to the United States in the mid-1980s. 
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About one-fifth of ASEAN-4 and Singapore's exports also went to the 
United States as these nations increasingly diversified into manufactured 
exports. But access to the American market will become more difficult. 
Increases in the already huge U.S. trade deficit are untenable. Political pres­
sures to reduce the budget deficit and protect declining industries indi­
cate that the United States is no longer willing to serve as a locomotive 
for world trade. 

Miyohei Shinohara argues that, although Japan has contributed to 
Asian growth by supplying capital goods, it has failed to provide much 
support for Asian growth from the demand side.2" He stresses that 
Japan's regional role would be much enhanced if it would more rapidly 
increase its imports from the Asian developing countries. Japan's market 
is potentially huge for labor-intensive and simpler capital- and skill­
intensive manufactured products in which Asian LDCs can be competi­
tive. Import liberalization and adoption of expansionary demand poli­
cies by Japan would greatly benefit other Asian economies-ASEAN-4 
countries in particular. 

China is a major new export market that is growing rapidly. The 
Asian LDCs will find China's open-door policy a mixed blessing, as China 
may compete with them for external markets in some primary goods (rice, 
feed, oil) and in labor-inten,;ive manufactures as well. 

If demand slackens in the United States ind Japan, or if Asian 
developing countries are denied market access, an export-led growth 
strategy will be more difficult to maintain. But this fear can be overdrawn. 
Contradicting the commonly held belief that LDC export growth depends 
on income growth in the MDCs, a study by James Reidel emphasizes sup­
ply conditions in the LDCs rather than external demand as the principal 
cause of LDC manufactured export performance." Competitive LDC 
manufactured exports can substitute for domestic production in MDCs. 
Several studies of individual countries show convincingly that domestic 
policy is much more important than overseas market constraints in 
explaining export performance." Further, the emphasis on protection 
can be overdone. Despite lower economic growth rates and more protec­
tionism, manufactured exports of the LDCs rose more rapidly during the 
1970s than in the 1960s, and LDCs' share in the markets of the MDCs 
also rose. Asian LDCs did particularly well in capturing larger export mar­
ket shares, substantially outperforming the Latin American countries.2" 

Stephen Haggard, in a study of three major East Asian industrial 
sectors (textiles and apparel, automobiles, and semiconductors) concludes 
that 
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protectionist trends coexist with the quest for expanded trade and invest­
ment opportunities, creating new forms of regional interdependence.
Crosscutting pressures, both from export-oriented industries and from 
the growing multinationality within industries such as autos and semi­
conductors, limits the demand for protection. Contemporary protec­
tion in the form of quotas actually encourages this multinationalization, 
also providing incentives for market and product diversification. 2" 

The textile agreement concluded between the EEC and ASEAN in 
1986 (and running to 1991) was less restrictive than the previous agree­
ment, helping to offset the more restrictive U.S. posture. The EEC 
rewarded Singapore with higher annual growth in its quota in recogni­
tion of that country's free-market policies. And its moves to liberalize the 
Multi-Fibre Arrangement came despite virulent demands by textile pro­
ducers for increased protection. The defeat of the protectionist Jenkins 
bill in the United States also was a major victory for the freer-trade forces. 
Even with quantitative restrictions there is scope for export product
improvement, since the various quota and other "voluntary restraint" 
agreements tend to specify a maximum growth rate in quantity blit not 
in value. The exporting countries may then shift toward higher value­
added exports. If the MDCs attain higher rates of growth, there should 
be less protectionism. 

It should be remembered that the Asian LDCs themselves constitute 
a huge market for the exports of the MDCs; they are, in fact, the largest
LDC market for Japan and have surpassed Latin America as the largest
such market for U.S. exports. Between 1983 and 1985 non-oil imports 
of developing Asian countries increased at an average annual rate of over 
7 percent, while import compression (negative growth) occurred in other 
developing regions.1 0 Rapid growth and relatively strong external pay­
ment positions of Asian LDCs will lead to further expansion of their 
demand for imports from the MDCs in the future. 

The Multiple Catching-Up Process in Asia 

Uncertainty about whether others can follow the Asian NICs in export­
led industrialization had led some authors to raise the fear of market satu­
ration.3" But projections for the future cannot be made simply by dividing 
up a fixed amount of exports. Indeed, manufactured exports ch.rp.cter­
istically become ever more diversified. Asian LDCs like Thailana and 
Malaysia have also succeeded at diversifying and expanding exports of 
primary goods. Empirical studies have shown that intra-industry trade 
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through horizontal specialization has increased, and that the extent of 
the MDCs' intra-industry trade has grown much more rapidly with 1.DCs 

2than with other MDCs. 
The experience of the ASEAN-4 countries indicates that newcomers 

may folloxk a path of export growth similar to the NICs'. 11After begin­
ning with some exports of resource-based manufactures and moderate 
amounts of the classical trio of clothing, textiles, and miscellaneous man­
ufactures, these countries can subsequently expand exports of the labor­
intensive trio and then make a modest start in export of more sophisti­
cated consumer goods. There is some concern that computtrization and 
robotics may erode the comparative advantage of low labor costs in tradi­
ional labor-intensive manufacturing sectors, -4 but the rapid growth of 

labor-intensive exports from South Asian countries during the 1980s indi­
cates Lhat this possibility may well have been exaggerated. The NICs have 
been able to capitalize on dynamic forces that create changes in compara­

_tive advantage and that lead to a "multiple catching-up proces:;. J The 
ever-changing structure of comparative costs allows a given country to 
proceed up the ladder of comparative advantage from specialization in 
primary products, to unskilled labor-intensive exports, to skilled labor­
intensive exports, to capital-intensive exports, to knowledge-intensive 
exports. And as one country moves up the ladder, another country below 
it is able to climb another rung: as Japan has risen on the ladder toward 
knowledge-intensive exports, the Asian NICs have replaced the Japanese 
as exporters of skill-intensive manufactures and services and some heavy 
industrial goods. 

As factor endowments shift with capital accumulation in the high­
income MDCs, and as the NICs shift their industrial structures toward 
the more skill-intensive and capita!-intensive production activities, there 
is room for other countries to replace them in the markets for the more 
labor-intensive manufactures and resource-based goods. The middle­
income ASEAN countries like Thailand, Malaysia, and the Philippines 
(and in South Asia, Sri Lanka) have begun to gain a stronger presence 
in world markets for manufactures of resource-based items, the classical 
trio, and consumer electronic products. It should also be noted that India, 
Pakistan, and other South Asian countries have low export proportions, 
and as a consequence have a much greater margin by which to increase 
their supply of labor-intensive manufactured exports. Because their par­
ticipation remains small and their trade orientation is modest, these coun­
tries plus Indonesia are still able to increase manufactured exports

6
rapid'ly. 1
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The multiple catching-up process has not been an easy or smooth 
transition; there have been failures as well as successes. Numerous chal­
lenges must be surmounted by the NICs in shifting to more sophisticated 
exports. The ASEAN-4 countries have been called quasi-NICs but have 
had more difficulties in transforming their industrial structures away from 
heavily protected import-substitution industries to a more competitive 
export orientation. And labor-abundant economies of South Asia have 
only recently started to promote manufactured exports. Encumbered as 
they are by inefficient industrial structures, in these counties progress is 
likely to be slow. 

Policy liberalization -­ lesser quantitative restrictions, reduced bureau­
cratic controls, lower tariffs, more liberal investment terms, and foreign
excharge regulations-is under consideration in South and Southeast 
Asian countries as well as in Korea and Taiwan. Many of the Asian devel­
oping countries are in the process of liberalizing and reforming trade and
other economic policies under terms of agreements made with the IMF 
and World Rlink. We believe it also would be to the advantage of these 
countries to adopt trade liberalization measures under the General Agree­
ment on Tariffs and Trade (GATT) auspices. In the GATT, the Asian coun­
tries could exchange their own tariff cuts for concessions from the MDCs. 

GATT 

The negotiations in preparation for the Punta del Este (Uruguay) round 
of the General Agreement on Tariffs and Trade present an opportunity
for the developing Asian countries to further the cause of maintenance 
of a liberal and open system of international trade. Inclusion of a num­
ber of new issues in the talks could substantially bezefit the Asian nations 
and help reduce trade frictions between them and their major trading
partners - the United States, Japan, and the EEC. Among the new issues
of significance are agriculture, trade in services, the preservation of intellec­
tual property, and foreign investment-trade related issues, such as local 
content and export performance requirements. 

Although it is expected that GATT negotiations will not be concluded 
rapidly, the type of trade environment that evolves in the 1990s will depend
in good measure on the sucess of the GATT in handling these issues. Favor­
able resolution would enable Asian developing countries to explore
dynamic gains from trade and accelerate growth and structural change.
The ASEAN-4 and South Asian countries stand to benefit most from liber­
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alization of agricultural trade. In the NICs, service-type exports have 
begun to grow rapidly as these countries have undergone continued struc­
tural change. Indeed, trade in services was estimated to account for about 
one-fourth of total world trade in 1985, and it is of particular importance 
to the EEC, Japan, and the United States as net service exporters. In order 
for progress to be made in these areas, however, the Asian countries will 
themselves have to make concessions in openin6 their markets. The com­
plementarity of resource endowments and levels of industrial develop­
ment in the Asian region could be better employed with greater openness 
in agriculture, services, and investment. Finally, recognition and protec­
tion of intellectual property would stimulate technological advances and 
e:occtrage rapid diffusion of innovations. 

The talks also present the Asian developing countries with a forum 
to highlight the moves they are making in trade and investment policy
reforms, and to negotiate the halting and dismantling of protectionist 
devices erected in key manufacturing sectors such as textiles and cloth­
ing. The past practice of developing countries protesting against restric­
tion of their exports while ignoring their own protectionist policies would 
only be counterproductive. 

Intra-Regional Trade 

There is also increasing scope for trade among the Asian LDCs themselves. 
In 1970, Asian NICs sent only about 10 percent of their total exports to 
the ASEAN-4 countries, about 0.5 percent to South Asia, and 7 percent 
to other NICs; the ASEAN countries' trade with other Asian LDCs was 
equal to less than one-fourth of their total. South Asian LDC exports to 
other Asian LDCs were less than 9 percent. Intra-regional trade increased 
in the late 1970s, however, reflecting the greater heterogeneity among the 
countries and subgroups (Figure 7.1). This demonstrates the consider­
able potential for trade expansion among countries at various levels of 
income and with different resource endowments. Trade expansion might 
be enhanced if the various Asian countries would together reduce import
protection and adopt more outward-oriented policies. The higher the rate 
of economic growth achieved by Asian LDCs, the greater intra-LDC trade 
will be and the less the Asian LDCs will depend on growth of the United 
States and Japan. Of course, trade among LDCs need not be confined 
to the Asia-Pacific region. If other LDCs in Africa, the Middle East, Latin 
America, and Southern Europe relax trade restrictions, more trade will 
be possible with Asian LDCs. 
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FIGURE 7.1 Developing Countries: Intra-Regional Trade, 1975-85* 
(as percentage of total exports) 
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Source: IMF,Direction of Trade Statistics, Yearbook 1986, and May 1987. 

Future Prospects: Renewed Growth, or Stagnation? 

In the 1980s, economic growth and trade expansion have fallen short of 
expectations in most of the NICs and ASEAN-4 countries, for whom 
rapid growth seemed almost automatic during the 1960s and 1970s. In 
the mid-1980s, in fact, zero or negative economic growth rates were expe­
rienced by the Philippines, Singapore, Hong Kong, and Malaysia. Growth 
rates were down significantly in the other nations as well. 

In contrast to the countries to their east, South Asian developing 
countries were able to sustain economic growth in the 1980s at rates com­
parable to or even better than those of previous decades. It is tempting 
to conclude from this that adverse changes in external conditions explain 
the different and noticeably poorer growth performances of the ASEAN-4 
and NICs in the 1980s compared to the 1970s. And if outward-looking 
development strategies appeared superior in the buoyant decades of world 
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trade in the 1960s and 1970s, perhaps inward-looking strategies seemed 
better suited to the stagnant 1980s. 

There is truth to the view that deteriorating external conditions­
falling commodity prices, slower growth in the developed countries, pro­
tectionism, unstable financial conditions, and exchange rate changes­
are the cause of slower overall grcwth in the 1980s. But the substantial 
differences in growth rates across countries cannot be explained simply 
by worsening external conditions. The difficulties Asian countries expe­
rienced in the 19 80s are mainly the result of inadequate domestic policy 
responses to changing world economic conditions, and the failure of some 
countries tu makt necessary structural changes in the 1970s. The lesson 
to be learned from slower growth in the 1980s isnot that outward-looking 
development strategies art outmoded; indeed tthe more open, outward­
looking countries will continue to perform better than inward-looking 
ones. Those countries that have taken steps to become more open and 
market-oriented in the 19 80s, such as some of the South Asian countries 
(and China), have improved their growth rates. 

The slowdown in world economic activity in the 1980s exposed a 
number of structural weaknesses in the ASEAN economies. And although 
the South Asian countries performed creditably in terms of economnic 
growth, they also have glaring structural problems. 

The major deficiencies are those described in previous chapters. The 
ASEAN-4 countries relied excessively on external borrowing to propel 
growth in the late 1970s and early 1980s. Their failure to translate enough 
of this publicly guaranteed borrowing into viable investments that generate 
foreign exchange earnings and savings has forced them to reduce expen­
ditures and cut imports. Positive adjustment policies are needed to pro­
mote export-oriented and labor-intensive activities, and to encourage 
greater savings, better revenue collection, and more efficient investment 
and expenditure programs. Given their heavy debt burden, without 
meaningful policy change it is unlikely that these countries will be able 
to restore growth. ' 

The South Asian countries have extremely large trade and budget 
deficits, and their reliance on foreign funds for domestic investment has 
increased. Employment and poverty problems are even more severe in these 
countries than in the ASEAN-4. Yet after experimenting since the late 
1970s with policy reforms to make it less costly to trade, the South Asian 
countries have achieved higher growth rates. They have turned the cor­
ner in solving the problem of enough agricultural production, and are 
able to diversify rural activities as the ASEAN-4 began to do in the 1970s. 
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TABLE 7.1 Real GDP Growth Forecasts 

Estimated Forecasts Compounded 
. . .growth (%)

1986 1987 1988 1989 1990 1991 
 (1987-1991)
 

NICs 
Hong Kong 7.6 6.0 5.3 5.0 4.7 4.5 4.9 
Korea,
 

Republic of, 12.2 8.5 7.2 7.5 7.0 7.0 
 7.2 
Singapore 1.9 4.1 4.83.6 4.6 
 4.9 4.6 
Taiwan, 10.8 8.0 7.28.6 7.7 7.0 7.5 

ASEAN-4 
Indonesiaa 1.0 2.0 3.5 3.8 4.0 4.0 3.8 
Malaysia 0.5 1.0 2.7 3.2 3.2 3.3 3.1 
Philippinesa 0.1 4.0 4.54.5 4.5 4.5 4.4 
Thailand 3.3 4.3 4.54.8 4.1 4.4 4.3 

South Asia
 
India 
 5.1 4.6 4.9 5.1 5.1 4.8 5.0 
Pakistan 7.5 6.9 6.5 6.5 6.3 6.4 6.4 

GNP. 
Source: Dowling, J. M. Jr., J. P. A. Verbiest, C. N. Castiflo, and S. Montreevat, "Short­

term Economic Prospects for Selected Developing Economies in the Asian-
Pacific Region." 

The NICs are undergoing a process of change in several important
directions. Structurally they are becoming more like advanced industrial­
service economies. Agriculture's share of income and employment is very
small except in Korea, where it is falling rapidly. Manufacturing activi­
ties are 
becoming more sophisticated and skill-intensive, and the com­
position of exports will reflect this transition. The export of heavy 
industrial products and differentiated consumer durables, including
automobiles and personal computers, finds the NICs emerging as com­
petitors of Japan in some areas." 

At the macroeconomic level, the NICs, led by Thiwan, are becom­
ing net capital exporters. Trade surpluses and an excess of domestic sav­
ing over investment are expected to continue and grow. Korea will have 
the means to reduce the growth and then the size of its external debt, and 
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other countries will have increased funds for foreign direct and portfolio 
investment. The smaller NICs wiii have to devise investment strategies 
to take advantage of the transition, for there are too few domestic invest­
ment opportunities in those countries. The relocation of more labor­
intensive industries to other parts of Asia will be an important part of 
the NICs' reorientation from export- or trade-oriented to investment­
oriented economics. Japan has already begun this process with the inter­
nationalization of Tokyo's financial market. Increased financial and invest­
ment links will accelerate the process of industrial restructuring 
throughout Asia. 

Projections 

A number of short- and medium-term forecasts of economic growth are 
available for the Asia-Pacific countries. Projections for Pakistan and India 
are included in forecasts prepared by Project Link. One projection for 
growth for 1987 to 1991 is presented in Table 7.1. Even taking into account 
the favorable effects of lower oil prices and a higher yen, the projected 
growth rates are substantially lower than forecasts prepared before 1985 
growth figures became available. Projections of growth rates are between 
2 and 7 percent for most countries thrc~igh 1990, with Pakistan, Taiwan, 
and Korea among the growth leaders. 

Although the average growth projected for the NICs a.Id ASEAN-4 
countries is low by their previous performance standards, it is still higher 
than can be expected in any other region. In the NICs, the increases in 
per capita income are such that they will continue to close the gap between 
themselves and the MDCs, including Japan. The relatively low growth 
projected in ASEAN-4 countries (except Thailand) will probably result 
in little gain in per capita income. Pakistan, if it overcomes structural prob­
lems, can be expected to have large enough increases in per capita income 
to rise to lower-middle income status; to do so it will have to sustain growth 
of 6 to 7 percent through 1990. India will also have per capita income 
gains of better than 2 percent per year if it attains the projected growth 
rates. 

Projections for a resurgence of economic growth in the ASEAN-4 
in the 1990s are valid only to the extent that the explicit (and some implicit) 
assumptions are valid. " A number of internal factors could still prevent 
resumption of growth in ASEAN developing countries, even if external 
conditions improve. 
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New Challenges to Asian Development 

One challenge facing numerous Asian countries is that of making smooth 
transitions from old to new political leaderships, a difficulty that threatens 
political stability from Korea and Taiwan in the East to Pakistan in West 
Asia. Managing political change goes beyond the issue of replacing aging 
leaders with new, younger ones, and extends to the selection process itself. 
In some countries there is no generally accepted institutional mechanism 
in place for political succession. Several countries are in danger of conflict 
as a result of their failure !o legitimate the process in the eyes of their 
citizenries. Ethnic, regional, and religious conflicts add to the political 
tensions, particularly in the South and Southeast Asian countries. Unless 
these problems are successfully handled, serious disruption of economic 
development is likely. Politically induced economic crises have already 
occurred in the Philippines and Sri Lanka and have threatened Burma, 
Pakistan, India, Bangladesh, Indonesia, and Malaysia. 

The other major internal challenge involves the management of struc­
tural change in a positive manner. In several Asian developing countries, 
governments have initiated effective programs to liberalize imports, invest­
ment regulations, an(d financial markets, and to reduce budgetary deficits. 
Structural adjustments at both the macro and micro levels are necessary 
to restore sustainable growth in Asian countries with large external debts 
or with excessive current deficits. At the macro level, exchange rates must 
be adjusted and then maintained at appropriate levels to encourage 
exports; investment must be given proper emphasis; and monetary-fiscal 
poiicies must be balanced to keep inflation low to moderate. At the micro 
level, it is necessary that trade restrictions be reduced, the price system 
be allowed to operate more freely, financial systems be developed, and 
public enterprises be made more efficient, in some cases by selling them 
to private investors. 

Positive adjustment entails achievement of a sustainable balance-of­
payments position with export, employment, and income growth. Eco­
nomic growth should also be accompanied by social and human resource 
development. 

For structural adjustment to succeed, the Asian developing countries 
must continue to have access to the markets of the MDCs. Improved inter­
national relations require concessions on the part of both the more- and 
less-developed countries. The increasing interdependence between the 
Asia-Pacific region and the world economy is widely recognized: the severe 
recession and international debt crisis of the 19 80s has led the United 
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States and Japan, for example, to present complementary plans to assist 
the indebted developing countries in order to renew economic growth. 
At the same time that expanded programs of financial assistance are 
enacted through the World Bank, IMF, and other international agencies, 
it will be essential that the basic framework for an open system of inter­
national trade and investment be stren:,theneo. Financial packages will 
be unsuccessful unless trade expansion is forthcoming. 

Regional groupings like ASEAN and the newly formed SAARC 
(South Asian Association far Regional ('operation) can be more effec­
tive in promoting developing countries' interests in a stronger system of 
open trade than in aclosed, protectionist system. These groupings could 
begin by doing more to liberalize member countries' own trading and 
investment practices so they more closeiy conform to international rules 
and standards. This would do much to revitalize cooperative efforts and 
would accelerate trade and other ties anong member countries. 

There isvast potential for increased beneficial investment and trade 
linkages anong the developing countries in the region and also between 
developed and developing concries. The United States and Japan, Aus­
tralia, and New Zealand can provide new tec uology, capital and sup­
ply sources for new products, as well as energy and other resources. They 
can also provide large markets for tropical resource-based products and 
manufactured export- )f the developing Asian countries. 

The appreciation of the Japanese yen against the dollar and most 
other Asian currencies since late 1985 has made the manufactured exports 
of the NICs, ASEAN-4, and South Asian countries more competitive. 
Even prior to the higher yen, the NICs and ASEAN-4 vere gaining com­
petitive strength in a number of manufacturing sectors relative 
Japan. 

40 

The yen's appreciation, if sustained, will ;,lso lead to a substantially 
greater source of inputs and components by Japanese industry in other 
Asian countries. Intra-industry trade is likely to expand particularly rap­
idly in machinery industries, which account for a large share of imports 
of MDCs and LDCs alike. The enormous number and diversity of 
machinery products present great opportunities for development of intra­
industrial linkages among Japan, the NICs and ASEAN-4, and the United 
States. The higher yen should in any case substantially lessen the bilateral 
problems in U.S.-Japanese trade, provided the United States is able to 
reduce its budgetary deficits. The NICs, like Japan, simply will have to 
implement policy changes that allow the United States and other coun­
tries to compete in their domestic markets. 
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The yen appreciation is not all favorable for the NICs, ASEAN-4,
and South Asian countries. Alarge share of their imports are capital goods,
consumer durables, arid other producer goods from Japan. They will con­
tinue to require spare parts and other imports from Japan over the medium 
term, and these will be more costly. Those that have borrowed in yen­
dominated instruments will face higher debt-servicing costs. But the
realignment of the yen will also make U.S. machinery and equipment more
competitive, and should thereby help ease trade frictions between Asian 
developing countries and the United States. 

The NICs are emerging as new sources of finance and standard tech­
nologies useful to ASEAN and South Asian countries. They, like Japan,
are large net importers of resources and resource-based products, and their
complementary relationship with ASEAN and South Asia can be devel­
oped further. There is also scope for expanding ties among South Asian 
countries and between South Asia and the ASEAN region.

The emergence of China after decades of self-imposed isolation is
in no small way related to the rapid economic development occurring in
neighboring countries. China's open-door policy introduces a new ele­
ment of dynamism and a new source of competition, particularly for
countries promoting labor-intensive manufactured exports. China's rapid
economic growth following its adoption of policies to provide incentives 
to farmers and to encourage profit-making and exports again demon­
strates the lessons of Asian development. The analysis of this volume indi­
cates that fundamental policy changes are needed in order to reduce the 
gap between potential and actual development performance in most South 
Asian and ASEAN-4 countries. China's modernization policies and the
 
new initiatives in South Asia for economic reform and regional coopera­
tion are very encouraging. Still, although 
 regional cooperation can

enhance the environment for changes, the success 
of those changes

depends critically on the implementation of good policy in each country.


Ultimately, the future success of Asian development will depend on
the conversion of good policy analysis into good policymaking. Broadly
speaking, government policies have been adjusted in the proper direction:
encouraging exports, liberalizing imports, enhancing domestic savings,
and relying more on private business and markets to allocate resources.
In the past, economists have underestimated the ability of the Asian court­
tries to adapt to changing conditions. We do not wish to gloss over the
difficulties these countries face in sustaining satisfactory growth rates, but
the fact remains that the development progress of countries like Thailand,
Korea, Taiwan, Hong Kong, Singapore, Indonesia, and Malaysia has regu­
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larly exceeded expectations of policymakers and economists. South Asian 
countries formerly regarded by smug Western politicians as "basket cases" 
have shown great resilience. The Philippines' remarkable democratic revo­
lution has at least increased its chances for an economic recovery and 
renewed growth with more equity. 

In assessing the external conditions for Asian development, it is 
important to recognize certain negative features of the 1980s-sporadic 
world economic growth, protectionism, debt-servicing problems, aid and 
debt fatigue, uncertainties with regard to exchange- and interest-rate 
changes, and mounting international tensions. But counterbalancing posi­
tive developments should not be overlooked. Low world inflation, declin­
ing interest rates in the world financial markets, inexpensive and abundant 
supplies of raw materials and energy, and increasingly rapid technologi­
cal progress are favorable for growth. Asia's attainment of food self­
sufficiency, the improvement of transport and communication, and ris­
ing standards of health, education, and nutrition are significant develop­
ments beyond mere growth statistics. 

The m: jor policy challenge for the remainder of this century is for 
the Asian countries to restore growth and simultaneously raise the qual­
ity of economic growth. For South and Southeast Asian countries, eco­
nomic growth must be intensive in employment creation and balanced 
between rural and urban communities. Improvements in environmental 
conditions and increased investment in human resources can raise the 
quality of life. Development efforts must also rely more on domestic sav­
ings than on foreign borrowing. External resources will still be necessary; 
direct f,,reign investment and other forms of equity finance are likely to 
increase in importance. 

We have continually stressed the importance ofdomestic policies for 
development. Yet it is undeniable that the basis of Asian success in eco­
nomic development has been the growth of international economic rela­
tions. This very growth has magnified the economic interdependence of 
all countries in the region. The prospects for further progress in economic 
development of the region therefore depend in large part on a conducive 
international environment. The developing Asian countries have turned 
increasingly in the direction of greater openness and increased freedom 
for markets, and it is in the interest of the MDCs to nurture this process 
by every means at their disposal. Adoption ofpolicies that favor the growth 
of international economic relations will allow the greatest improvement 
in living standards throughout the region. 
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