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DEVELOPMENT IN ASIA AND AFRICA:
 
LEGACIES AND OPPORTUNITIES
 

PREFACE AND ACKNOWLEDGEMENTS 

Over the past 30 years, the rapid economic growth and industrialization of East 
Asia has been a dom ,iant story, so much so that Korea, Taiwan, Hong Kong, and 
Singapore are repeatedly viewed as models for development in other countries. 
More recently, it has become appreciated that three countries in Southeast Asia--
Indonesia, Malaysia, and Thailand--have also achieved rapid income and industrial 
growth and offer - development legacy for other countries. 

During the same 30 years, another story was taking place in Sub-Saharan 
Africa, where most countries, having won independence, experienced a decade or 
so of moderate growth, and then suffered a decade or more of economic shocks, 
poor policies, and stagnation or decline. Since the mid-1 980s, several of these 
countries have been trying to regain their economic balance and start growing 
again, but with limited success. 

This book has been written in the conviction that Africa, though it has 
missed opportunities over the past 30 years, has not completely closed the door on 
sustained development. African conditions have not favored development, but 
neither did those in Southeast Asia in the beginning. The difference in perfor
mance has been substantially, though not entirely, due to policy differences. We 
believe that African countries intent on changing their economic fortunes can do so 
and that Southeast Asia, in pr3ference to East Asia, would be a good model for 
Africa. 

Many writers have analyzed and advocated Asian strategies of development. 
This book provides three perspectives that have not been emphasized previously. 
First, our analysis of the Asian experience is tailored, not to the generic developing 
country, but to specific circumstances of Africa. Each chapter includes at least 
one author with extensive research or policy experience in Africa. Second, we 
focus iwore on the Southeast Asian examples, rather than those from East Asia, 
though we use one to underline the different characteristics of the other. Most of 
the chapters are authored or co-authored by writers with extensive Southeast 
Asian experience. Third, many of the contributers have worked for years as policy 
advisers, in both Asia and Africa, and take the view of practitioners as well as 
students of development. The capacity of governments to implement strategy 
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choices weighs more heavily in these pages than theoretically or hypothetically 
preferred approaches. 

This book has been written for the Africa Bureau of the United States 
Agency for International Development, which financed the effort through the 
Consulting Assistance for Economic Reform (CAER) project. Jerome Wolgin gave 
strong support for this volume in the early stages, while Jay Smith and Lee Ann 
Ross saw it through to the finish. Therese Feng compiled much of the data used in 
this volume during the summer of 1992 and Alison Barrows put on the finishing 
touches a year later. Ken Repp processed the edited chapters into a final manu
script. Nicolas Ardito-Barletta, with his usual enthusiasm, saw the merits of this 
volume and encouraged us to submit it for publication by ICEG. We are grateful to 
all of ihese supporters and, of course, to the authors who made the book possible. 

David L. Lindaucr 
Michael Roemer 

Cambridge, Massachusetts 
3 September 1993 



CHAPTER ONE 
LEGACIES AND OPPORTUNITIES 

David L. Lindauerand Michael Roemer 
September 1993 

Three decades ago it made sense to speak of the Third World. By the middle of 
the 1990s this term makes little sense. The Third World no longer is an undiffer
entiated mass of poverty and economic stagnation. The variance in economic 
performance between the countries in Asia, Latin America and Africa hcs been 
enormous. The city-states of Hong Kong and Singapore are already classified as 
"high income" economies and if current growth rates persist, per capita income 
levels in Taiwan may well overtake those in Belgium, Italy and elsewhere in Europe 
by the end of the century. Korea and even Malaysia are not far behind. By 2000, 
China will probably no longer be a locus of world poverty as it has been for most 
o- the last one hundred years; Africa and South Asia probably will claim most of 
this unenviable distinction. 

There was nothing pre-ordained about which regions would succeed. In the 
1950s and early 1960s Asia appeared caught in a low-level equilibrium trap. With 
large and growing populations, unstable governments, and in many cases a weak 
natural resource base, many thought Asia'a economies were destined for pro
longed poverty. Africa, while starting from a relatively disadvantaged position in 
stocks of human capital and experience in governance, nonetheless held great 
promise. Natural resources were thought to be in abundance, destructive civil 
wars had been avoided, population pressures were minimal, and national indepen
dence brought a wave of optimism that anything could be done. 

But Africa has not succeeded. The economic growth that began to mark 
East Asia in the 1960s has only been fleeting in Africa. Kenya and C6te d'lvoire's 
performance in the 1960s and 1970s offered promise to the rest of the Sub-
Saharan region. But external shocks, poor policy responses, and ineffective 
development strategies caused even these front-runners to sink back into the 
economic stagnation of the continent. Today, those looking for practical lessons 
for development can turn to both Africa and Asia. 

East Asia as Neoclassical Paradigm 

By the early 1970s there was mounting evidence that economic growth in East 
Asia was not a temporary phenomenon. Korea was completing a full decade of 
rapid expansion of exports; Hong Kong, Singapore and Taiwan had even longer 
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records of sustained growth. Threats, especially external ones, to the continued 
success of these economies were real, but their records encouraged development 
practitioners to look to these newly industrialized countries (NICs) for a "model" 
that might be transplanted to other, more slowly growing, regions. 

The early consensus among economists identified the NIC model 3s a 
market-based, outward-oriented development strategy supported by relatively low 
and uniform protection of imports, a stable real exchange rate, well functioning 
internal markets with factor prices reflecting (cal scarcities, and private enterprise 
as the engine of growth.1 But in recent years this neoclassical interpretation of 
East Asia's success has been Challenged. Several observers of Korea and Taiwan 
have noted that considerable government intervention, import and investment 
controls, and highly differentiated price and tax incentives existed alongside 
neoclassical features of open economies.2 

Enriched b/ these revisionist views, the emerging consensus now sees East 
Asia as a continuum of development strategies. At one extreme lies Hong Kong, 
perhaps the purest open, neoclassically managed economy in the world. At the 
other end lies Korea, where government did intervene, but within a matrix of sound 
macroeconomic policies, flexible factor markets, and export targets that forced 
firms to compete in world markets. 

The new consensus on East Asia offers a broader choice of policies for other 
countries to follow. But it also reveals East Asia as a dubious model for countries 
in Africa (or South Asia or Latin America). 3 At one pole are the city-states, Hong 
Kong and Singapore, wide open economies with well-educated populations, no 
natural resources, and no rural economies. At the other pole lies Korea, a much 
more closed economy, also with scanty natural endowments, a well-educated work 
force, an ethnically homogeneous population, and highly effective cadres of 
officials to implement interventionist policies. Neither pole describes many, if any, 
countries in Africa. 

1This consensus is represented by Frank, Kim and Westphal [1975], Balassa [1980], Bhagwati 
[1978], Krueger [1978] and World Bank [1987]. 

2Especially Jones and Sakong (1980], Luedde-Neurath [1986], Westphal 11987], and Amsden 
(1989] on Korea; and Wade [1990] on Taiwan. 

3The use of East Asia as a model for Africa is suggested in the well-known World Bank report 
on African development by Berg et aL [World Bank, 1981]. 
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Southeast Asia as an Alternative Model 

It has only recently become appreciated that three countries in Southeast Asia-
indonesia, Malaysia, and Thailand--have also enjoyed sustained, rapid growth in per 
capita incomes of 3 to 5% a year from 1965 to 1990. Though they have not 
matched the growth of the four tigers, these three ASEAN 4 countries have en
joyed growth well in excess of the average for all developing countries, as shown 
in Table 1-1. Moreover, in several crucial respects these three countries are much 
closer to many African countries than are any of the four tigers. 

Southeast Asia is relatively rich in natural resources-- minerals, forests, and 
productive farmland--and, at the beginning of its rapid growth, was relatively poor 
in human capital. The most productive entrepreneurs in a!l these societies were 
ethnic Chinese minorities, not indigenous people. Indonesia and Malaysia have 
enjoyed stable governments, but neither they nor Thailand and the Philippines have 
had regimes that have shown themselves capable of disciplined, export-oriented 
interventions. In these respects, the ASEAN three have much in common with 
many African countries. 

The three ASEAN countries employed an economic policy mix that differed 
in important respects from either of the East Asian models. All the Asian econo
mies shared two features: sound macroeconomic management, including especially 
flexible exchange rate management, and flexible factor markets. They differed 
mainly in trade and industrial policy. Southeast Asian countries had highly protec
tive trade regimes, but were unable to intervene to use these as tools of export 
policy, as Korea did. Instead, the ASEAN countries insulated their exporters from 
the high costs of protection and rent-seeking. This policy mix satisfies neither the 
old neoclassical orthodoxy nor the proponents of intervention, but it has worked 
extremely well. 

Why Has Asia Grown Faster than Africa? 

The macroeconomic data of Table 1-1 suggests some broad explanations for the 
differences in African and Asian economic performance. One obvious possibility is 
that Asian countries invested a larger share of their income. Indeed, they did: the 
average rate of investment for Africa is 17%, below all Asian countries in the 
table. Several African countries--Cameroon, Cote d'Ivoire, Kenya, Tanzania, and 

4The Association of Southeast Asian Nations includes these three plus Brunei, Philippines, and 
Singapore. For convenience, we treat Singapore as part of the East Asian newly industrialized 
countries (NICs); Brunei has more in common with the Persian Gulf emirates than its ASEAN 
partners; and the Philippines, though much like Indonesia, Malaysia, and Thailand in terms of 
endowments, has not matched their policies or economic performance. 
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Zambia--invested at least 20% of their GDP during the 25-year period, however,
without coming close to the growth performance of the Southeast Asian countries 
and Taiwan, which also invested 20 to 25% of GDP Only Hong Kong, Singapore,
and China--as well as Botswana--can be said to have invested massively in their 
growth since 1965. 

We can, by rough approximation, measure the total contribution of invest
ment and labor force growth to the growth in GDP, through the familiar sources-of. 
growth equation.5 In the formulation used here, the residual includes all factors 
other than capital and labor force growth, including gains in human capital and 
productivity. The fourth column in Table 1-1 shows that for all Asian countries 
except Malaysia and the Philippines, the residual accounted for growth of 3 to 5% 
a year. In Africa, except for Botswana, the residual was small and, in several cas
cs, negative, as it was for the continent as a whole. To understand Asia's legacy
for accelerated growth in Africa, we need to understand why the residual has been 
so much higher in East and Southeast Asia. One reason is that Asian countries 
invested more in educ&tion and other forms of human capital.6 A second reason,
indicated in Table 1-1, is that productivity gains have been central to Asian 
success and apparently lacking in Africa.7 

Why has Asia invested more than Africa and employed its resources more 
productively? We look for answers in patterns of governance, use of factor 
endowments and the mix of economic policies. The rest of this chapter discusses 
each of these in turn. 

'The normal approach is to use g(Y) = OLg(LI + aKg(K) + T, where a' is the share of labor (L) or 
capital (K); g( ) is the growth rate of GDP (Y), labor, or capital; and r is the unexplained residual,
taken to be a measure of the growth of total factor productivity. In this rough approximation, how
ever, we employ an alternative formulation:
 
g(Y) = crg(P) + r(I/Y) + T, where g(P) is the population growth rate, r is the mar.jinal product of
 
capital, and I/Y is the share of investment in GDP. We further assume that, for all countries, UL =
 
60% and r = 12%. See Perkins and Syrquin [1989 : 17371.
 

'A more complete analysis by Young [1992: 361 shows that, when the increase in human 
caoital is incorporated into the estimates, total factor productivity growth for Hong Kong still ac
counted for about a third of national income growth from 1961 to 1985. Young's estimates for
Singapore, howaver, show that factor accumulation acrounts for more than the actual growth of 
income, so that TFP was slig'Atly negative on average o,:er the same period. 

"The measure of total factor productivity in Table 1-1 includes contributions from human 
capital, so is an overestimate of pure productivity gains. 
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Governance and Economic Strategy8 

Perhaps the most central question in comparing the economic performance of 
Africa and Asia is why, over the past three decades, have Asian governments been 
more development oriented? Polit'cal stability has certainly played a role. 

Park's 18-year reign in Korea, the Kuomintang's hold on Taiwan, Britain's
 
colonial regime in Hong Kong, Lee's long dominance of Singapore, Suharto's 27
year rule in Indonesia, and UMNO's long-tenured prime ministers in Malaysia, all
 
coincided with rapid developments in those countries. Thailand is a special case:
 
although prime ministers changed frequently, the popularly revered monarchy has
 
been able to protect and entrench the high-ranking officials who make economic
 
policy.
 

Though political stability may be necessary for sustained rapid growth, it is
 
obviously not sufficient. The Philippines, despite long-lived regimes, has nuL
 
developed rapidly. Africa also has had stable governments for a decade and often
 
much longer in Cote d'lvoire, The Gambia, Kenya, Malawi, Senegal, Tanzania,
 
Zaire, Zambia, and Zimbabwe, none of which has maintained rapid development
 
into the 1990s.
 

For a regime to become developmentally effective, economic development 
must weigh so heavily in the government's priorities that it is willing to risk 
political capital to achieve growth. Dwight Perkins and Michael Roemer observe in 
Chapter 2 that several Asian governments saw rapid development as essential to 
the survival of their regimes, as in Indonesia and Malaysia, or even to their coun
tries, as in Korea, Taiwan, and Singapore. 

The choice of long-run development over short-run political and personal 
gain manifests itself in different ways. Rent-seeking is a common feature of both 
Southwest Asian and African countries. Yet leaders in Southeast Asia, with the 
notable exception of Marcos in the Philippines, have understood that growing rents 
require growing economies; when rent-seeking threatened sound economies, the 
rents were curbed. Leith and Lofchie [1993] observe that, in Ghana and other 
African countries, leaders have extracted rents without sustaining the limited 
resource that produces them. The result has been economic decline. 

The accommodation of entrepreneurially able ethnic minorities is another 
choice for development over politics. Ethnic Chinese have played major, even 
dominant roles in commerce and industry in Indonesia, Malaysia, and Thailand, 

8 For the remainder of this chapter, we draw substantially on material from the chapters that 
follow and do not repeat the citations of sources from those chapters. 
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where governments have secured the political and economic rights of their Chinese 
minorities despite strong, sometimes violent, popular pressure for their suppres
sion. The position of Lebanese in West Africa and ethnic Indians in East Africa has 
been far more precarious, discouraging their investment. Even indigenous Africans 
have been suppressed, often violently, if they belonged to an ethnic group that 
opposes the government or is unpopular with a more powerful group. Few African 
governments have pushed forcefully for accommodation among different racial or 
ethnic groups as an essential ingredient for sustained development either explicitly, 
as in Malaysia, or implicitly, as in Indonesia and Thailand. 

The insulation of economic policymaking from politics is another important 
manifestation of Asia's development priorities. In Korea, Taiwan, and Singapore, 
where econornic prosperity and national survival were linked inextricably, good 
economic policy was considered good politics. In Southeast Asia, however, where 
rent-seeking was inherent in the cliente/istic style of governance, regimes made 
self-denying choices to establish planning commissions, finance ministries, and 
central banks as bastions of economic technocrats entrusted to manage the 
economy. These officials have enjoyed long tenure in their jobs. In Thailand, pro
tected by the monarchy, the leading economist outlasted several governments. 
Though Africa has had a number of excellent economic policymakers, none of 
them was as influential over so long a period as their counterparts in Asia. 

Where politics dominates development, governments often seem hemmed in 
by the forces that have sustained their regimes, unable to reform either their 
administrations or their economies to promote growth. In Chapter 3, Jennifer 
Widner suggests that for determined leaders there are paths out of this thicket. In 
Thailand, the reforming government of Prime Minister Prem Tinasulanond struck 
alliances with trade associations that had interests in reform, ri/ercoming the 
barons who had supported previous clientelistic regimes. Indonesia's Suharto also 
appealed to businessmen when he brought in a Swiss firm to perform many tasks 
of the customs administration, dramatically reducing costs and waiting times. Yet 
in C6te d'lvoire, which also has active trade associations, Houphuet-Boigny has not 
taken advantage of their potential to support reform. 

Governments in Asia have been able to choose economic development and 
reform without sacrificing regime stability and African regimes could do ihe same. 
The governments of Korea, Taiwan, and to a lesser extent Singapore, threatened 
by foreign enemies and anxious to spur growth, chose to intervene forcefully to 
push their economies faster than unaided markets would, although in the same 
general directions. Determined political leaders, well educated and generally
honest officials, and military-like discipline combined to elevate public goals above 
private gain as officials interacted with businessmen to generate export-led growth. 
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These characteristics were not so strong in Southeast Asia. Disciplined 
intervention to promote public goals was almost certain to be thwarted by the 
clientelism and rent-seeking that were entrenched features of governance.
Consequently the governments of Indonesia, Malaysia, and Thailand have left 
development more to the market than did Korea and Taiwan. They have actively
managed their macroeconomies to establish stable and productive climates for 
investment; have invested heavily in infrastructure and agriculture; and acted to 
insulate exports from the distortions of protection and rent-seeking. Other in
terventions have occurred, especially public investmert in large-scale industry, but 
for the most part these industries have not played a central role in export-led 
growth in t'ie ASEAN three. Export growth in Southeast Asia came from smaller 
firms and from agriculture, guided by market incentives, not by government. 

The application to Africa of Asia's experience with government seems clear. 
No African regimle today has the characteristics that would enable it to intervene 
decisively in private decisionmaking to accelerate development, as Korea once did. 
Clientelisrri and rent-seeking are characteristic of most African regimes; they have 
weakened, whether permanently or temporarily, only where economies have been 
largely destroyed, as in Ghana and Uganda. African developers should choose 
strategies that are no more interventionist than those in Southeast Asia. For many 
countries, a mix even closer to open market economies is likely to be more 
effective until governments themselves are transformed. 

Factor Endowments: Making the Most of What You Have 

Each one of the rapidly growing economies of East and Southeast Asia followed 
the dictates of comparative advantage. Korea, Hong Kong, and Singapore, poor in 
natural resources and capital but well endowed with unskilled labor, based their de
velopment strategies on labor-intensive manufactures until skill levels and savings 
began to make other exports possible. Korea's most drastic intervention, the 
heavy and chemical industry drive of the 1970s, probably pushed beyond the 
market and beyond Korea's comparative advantage at the time, but still in the 
same direction, towards goods intensive in physical and human capital. Taiwan 
had better endowments of land than the other tigers and used it intensively in the 
early stages of growth, while also emphasizing labor-intensive manufactures. 

All the Southeast Asian countries are endowed with highly productive 
agricultural land and other natural resources, which determined their export base 
during the early stages of rapid growth. The ASEAN countries, not merely accept
ing their endowments, invested to maintain their cost advantage in traditionbs 
exports such as oil, natural gas, metals, timber, rice, palm oil, and rubber, .. ilso 
diversified within primary products into exports of coffee, tea, cocoa, and fruit. As 
Thomas Tomich, Michael Roemer, and Jeffrey Vincent document in Chapter 5, in 
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Indonesia and Thailand the primary export share of gross domestic product 
increased from 1970 to 1990, while in Malaysia it was maintained at nearly 40% 
of GDP. 

Thus the ASEAN three moved into manufacturing, for import replacement 
and for export, from a solid base of primary export earnings. This strategy helped 
the ASEAN nations avoid Africa's chronic shortage of foreign exchange, which 
crippled manufacturing in the 1980s. Nor did the Southeast Asian countries 
succumb to the opposite problem, Dutch disease, which handicaps export industry
and agriculture through exchange rate appreciation brought on by rising export 
earnings. Indonesia, for example, devalued its exchange rate despite booming oil 
revenues in order to protect agriculture, whie investing its oil rents productively in 
agriculture (especially irrigation for smallholder rice production), education, public
health, and infrastructure. Employing such policies, Indonesia and Malaysia 
converted their primary export wealth into sustainable development in other sec
tors. Nigeria, in contrast, allowed its exchange rate to appreciate, almost destroy
ing export agriculture, and invested too much of its oil rents in projects with poor 
long-run returns. 

Investment to raise productivity in food agriculture not only was consistent 
with comparative advantage but was a component of successful development in 
Asia, as Richard Goldman reminds us in Chapter 6. Rising output of rice and other 
foods, especially in Indonesia and Thailand, freed workers for employment in 
industry, contributed to the relatively low costs of urban labor, and minimized the 
need to use foreign exchange for imports of staple foods. Agricultural productivity 
gains also played a central role in the dramatic reduction of poverty in Indonesia 
and Malaysia. In Africa, neglect of agriculturL ,s reflected in the decline of food 
production per capita since 1975. 

During the 1980s, as agricultural productivity rose and world prices fell for 
many commodities, Indonesia and Thailand took advantage of their low-cost labor 
by moving with almost explosive force into labor-intensive export manufacturing, 
especially in textiles, clothing, and electronics. Malaysia had anticipated this 
development a good decade earlier. The ASEAN three followed in the wake of 
their East Asian neighbors, who were abandoning markets in textiles, clothing, and 
other labor-intensive manufactures to pursue their growing comparative advantage
in human capital- and technology-intensive exports. In all these countries, eco
nomic policy supported the exploitation of comparative advantage. Industrial 
growth was thus more a rapid evolution than a revolution. In Africa, inward
looking policies lost sight of comparative advantage and created a high-cost in
dustrial sector with little export potential. 
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Industrialization was immeasurably helped by the ability of Asian countries 
to utilize, not only thei, natural resources, but all the human resources available to 
them. For Japan and Korea, with their homogeneous populations, this was no 
problem. The Kuomintang government of Taiwan encouraged small-scale industry, 
guided by market forces, at least partly because that strategy would tap the 
productive energies of the native Taiwanese without threatening the political 
control of the mainland Chinese who moved to Taiwan with the communist take
over of China in 1949. We have already spoken of the accommodation of ethnic 
Chinese businessmen in Southeast Asia. Indonesia's Sukarno, though no develop
ment leader, did knit many ethnic groups into a nation, largely if not entirely ending 
ethnic strife as a deterrent to development. Africa has been less successful in 
drawing on the talents and energies of all its ethnic groups. 

Southeast Asia in particular has supplemented its own resources with capital 
from abroad, including direct foreign investment. This has added, not only capital, 
but entrepreneurial and technological capacity. African ccuntries with limited en
trepreneurial capacity, or which cannot easily accommodate ethnic minorities, may 
wish to utilize foreign investment as a substitute for some period. Louis Wells 
warns us in Chapter 10 that, though useful, this approach cannot substitute fully 
for locally generated resources. And to attract foreign investors, African countries 
will have to follow the ASEAN three in managin] rather open economies, with 
export-oriented incentives and a minimum of controls. 

African developers, like those in Asia, will have to follow the path of 
comparative advantage, making full use of all their human and natural resources. 
Africa's comparative advantage continues to lie in its natural resources and 
unskilled labor, which means in smallholder agriculture for most countries; in 
mineral exports for Algeria, Botswana, Cameroon, The Congo, Namibia, Nigeria, 
Zambia, and Zaire; and in tourism. Investment opportunities still exist in these 
often maligned industries, including both food and export agriculture. In light of 
the Southeast Asian experience, these investments ought to be pursued. 

Labor-intensive manufacturing for export is presumably the next realm for 
many countries in Africa, especially those facing population pressure on their land. 
Several of the chapters in this volume focus on the policies needed to take this 
next step. Great leaps into manufacturing, beyond existing factor endowments 
and capabi;ities, were tried only rarely in East Asia, with mixed success, and never 
in the ASEAN three. Neither factor endowments nor governmental capabilities 
suggest that they could work in Africa. 
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Components of Development Strategy 

Asian governments followed a range of strategies to move their economies briskly 
along the path of changing comparative advantage. All managed stable 
macroeconomies that attracted investment, using similar approaches, though with 
some significant differences. All maintained flexible labor and capital markets. But 
they followed different industrial strategies. We take up each of these topic in 
turn. 

Macroeconomic Management 

The Asian economies seldom strayed from balanzed macroeconomies, as Jeffrey 
Lewis and Malcolm McPherson describe in Chapter 4. Government budget deficits 
were generally low, ranging from Singapore's surplus of 3% of GDP over the 
1980s to Thailand's deficit of 2.3% of GDP. Low deficits meant that governments 
were not seeking finance that would crowd private investors out of credit markets; 
or pressure central banks to increase the money supply beyond private demand for 
balances; or build up unsustainabie for.ign debt. The one exception was Malaysia, 
which ran a deficit over 10% of GDP on average during the 1980s; however, as 
the country saved over a third of its GDP, the deficit could be financed without 
unbalancing the economy. Several African countries ran high budget deficits 
during the 1980s. In Kenya, Senegal, Tanzania, Zambia, and Zimbabwe the 
deficits ranged from 5 to 14% of GDP, and in none of them was savings sufficient 
to provide noninflationary finance without crowding out private investors. 

Supported by conservative fiscal and monetary nnli.s, Asian countries also 
kept inflation under control. Higher-thani-customary inflation, or the fear of it, dis
torts relative price signals, increases the uncertainty faced by investors, and con
sequently diverts entrepreneurial and managerial energies from productivity
enhancing activities to financi ,l management. During the 1980s, all of the seven 
rapidly growing economies in Asia had inflation averaging 8.5% a year or less and 
in all cases the rate was lower than over the previous decades. Of the African 
countries for which Lewis and McPherson have data, few managed inflation in the 
range of the Asian economies. In Ghana, Nigeria, Tanzania, Zaire, Zambia, and 
Zimbabwe, inflation was not only high during the 1980s, but markedly higher than 
during the previous 10 years. These inflations were severe enough to disrupt 
investment and growth. In all six cases, investment was a significantly lower 
share of GDP during the 1980s than during the rrevious decades, though it cannot 
be certain that inflation was a major contributing factor. 

From the standpoint of investment and industrialization, the most important 
price in the macroeconomy is the exchange rate. Exchange rate management has 
two development aims. First, managers need to establish a rate that is sufficiently 



CH. 1: LEGACIES AND OPPORTUNITIES 11 
LINDAUER AND ROEMER: 9/27/93 

rewarding to producers of tradable goods, so that investment in exports arid import 
substitutes will take place. Lewis and McPherson present data that starkly 
contrasts Asian and African exchange rate management in this respect. For most 
of the period since 1965, thee seven rapidly growing Asian countries had official 
exchange rates quite close to their free market rate; only the Korean won was 
moderately overvalued. Virtually all African countries, except those in the franc 
zone, had official rates that were, in comparison to the parallel market rate, 
overvalued by anything from 10 to over 100%. The parallel market for currency 
can be thin and illegal, so may not be a perfect indicator of the equilibrium rate; 
nevertheless, large deviations from that rate suggest a problem. 

Once a sufficiently rewarding official exchange rate is achieved, 
macroeconomic managers need to maintain the real value of that rate over an 
extended period. Rapidly growing countries such as Korea, Malaysia, Singapore, 
Taiwan, and Thailand have been able to do this, but so have Kenya and the franc 
zone countries, though the latter suffered some appreciation. Wide fluctuations in 
the real rate, especially if these tend towards appreciation, have severely hurt 
development in Nigeria, Tanzania, Zaire, Zambia, and Zimbabwe. Indonesia also 
had a fluctuating real rate, however, largely because, until the mid-1 980s, it used 
large devaluations to correct the appreciations of Dutch disease. In that case, 
productive investment of oil revenues overcame the exchange rate problem until oil 
prices fell in the mid-1980s, when Indonesia devalued again and began using a 
crawling peg to maintain the real value of the exchange rate. Since then, in
vestment in exports has soared. 

Hong Kong, 3ingapore, Indonesia, Malaysia, and Thailand have maintained 
fully or nearly convertible currencies and totally or nearly unrestricted capital flows 
for many years. This appears to have cemented sound macroeconomic 
management in place as a cornerstone of development policy. Without exchange 
controls, fiscal and monetary policies are the only tools available to protect re
serves, avoid sharp devaluations of the exchange rate, and maintain economic 
stability. Convertibility also gives investors confidence that they can get their 
money out at will, reducing their risk and thus lowering the return they require to 
invest. 

In Africa, The Gambia has made its currency convertible, while Ghana and 
Kenya are moving in that direrction. The franc zone countries have, of course, had 
convertibility with the French franc since their independence. The consequence of 
French backing, however, is that value of the CFA franc is virtually unrelated to 
economic scarcities and conditions in franc zone countries. It appears, then, that 
for convertibility to promote investment and growth, it should be combined with 
flexible exchange rate management. 
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In sum, just as political stability and growth-oriented governments are 
prerequisites for economic development, the successes of Asia and failures in 
Africa strongly suggest that stable macroeconomies are also necessary conditions. 
In East and Southeast Asia rapid growth was accompanied by macroeconomic 
management that maintained sustaiiable fiscal deficits as well as achieved 
balances in the current account. Africa will have to do the same. 

Industrial Strategies 

Industrialization in Asia followed the contours of comparative advantage 
determined substantially by factor endowments. In Korea, Singapore, and Hong 
Kong this has meant expansion from a base in labor-intensive manufactures into 
human and physical capital-intensive exports and finally technology-intensive 
fields. Taiwan began with more of an agricultural base, but traversed essentially 
the same path. The ASEAN three, with much richer natural resources bases, have 
taken longer to reach the stage of labor-intensive manufactures. 

Despite this neoclassical path, the policy measures supporting indus
trialization were far from neoclassical in all but Hong Kong and Singapore. As 
Michael Roemer discusses in Chapter 7, Korea, Taiwan, and the ASEAN three all 
employed protectionist trade regimes. Though the average rate of extra-market 
incentives was low in Korea and Taiwan, 9 its dispersion was not strikingly 
different from protectionist regimes in Latin America. Effective protection was 
higher in Indonesia and Thailand, and widely dispersed in all three ASEAN 
countries. Korea in the 1970s, and to a lesser extent Taiwan, also embraced 
import substitution through investment in and official promotion of large-scale 
heavy industries such as petrochemicals, steel, shipbuilding, and automobiles. 

All five of these countries found ways to promote manufactured exports 
despite their protection of their domestic markets. Catherine Hill, in Chapter 11, 
stresses the macroeconomic policies that supported export growth, notably 
exchange rate management that avoided overvaluation and maintained a steady 
real exchange rate. Without an encouraging macroeconomic environment, other 
export promotion measures were likely to fail. But Korea, Taiwan, Indonesia, 
Malaysia, and Thailand went beyond macroeconomic support. Each took steps to 
insulate exporters from the disinceil~ives of protectionist regimes, providing 
manufacturers with simulated free trade environments that offered easy access to 
inputs essentially at world prices. 

9The measure used is effective rate of subsidy, which combin is the effects of tariff-, other 
taxes, subsidies, and interest rates; see Roemer [Ch. 7]. 
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Korea employed an arsenal of weapons to encourage exports, especially by 
the conglomerates, including subsidized credit from government banks, licenses for 
and duty drawbacks on imported inputs, protection in the domestic market to 
cross-subsidize export development, relaxed enforcement of income taxes, and 
moral suasion. Officials, meeting with the chacbol, established and enforced 
ambitious export targets on which continued subsidies depended. Targets and 
their enforcement were directly sanctioned by President Park. Even several of the 
heavy and chemical industries promoted in the 1970s became exporters, especially 
steel, shipbuilding, and automobiles. 

Korea's pro-export interventions, which others have described as "market
conforming," probably speeded industrial development beyond the rate dictated by 
coMparative advanta,' t, and market forces, though in the same general direction. 
But these measures required an extraordinary performance by Korea's bureaucracy. 
President Park laid down and enforced export goals as a national imperative. 
Officials were sufficiently disciplined to manage these complex interventions 
without putting personal gain ahead of national goals. And firms that did not meet 
targets suffered the c. isequences. 

Southeast Asian countries tried nothing so ambitious. Malaysia used export 
processing zones extensively, especially but not only for electronics exporters.
Indonesia established an agency to grant exporters both access to imports despite 
protective licensing restrictions and drawbacks of (or exemption from) duties on 
inputs. Thailand relied more on macroeconomic incentives to support exports, but 
also granted duty exemptions to foreign investors who planned to export. In all 
three countries, gradualist but determined reform programs have begun to reduce 
protection, turning all industries outward to face international competition. These 
well-established reforms have given investors clear signals about the direction and 
dependability of future policies. 

In Africa, trade policies have been exclusively inward-looking and gov
ernment intervention has been pervasive in industry. The political culture of 
clientelism and rent-seeking, combined with the ineffectiveness of bureaucracies, 
have been a hindrance to industrialization. After two decades of industrialization, 
there is little evidence of internationally competitive manufacturing. One exception 
is Mauritius, which adopted open-3conomy policies akin to those in Asia. For Sub-
Saharan Africa as a whole, intervention has been tried and failed. 

Export zones in Africa have foundered because officials try to control or 
extract rents from them; tax rebate schemes are so slow and uncertain that firms 
do not count on them. A few determined governments may make such programs
work, and they could be helpful. But for the majority of countries, a mix closer to 
the open, market-based economy, with very limited protection for infant industries, 
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may be more effective in moving towards the next, manufacturing-based phase of 
comparative advantage. 

Flexible Factor Markets 

If outward-looking, market-based economies are to deliver rapid growth, they must 
contain markets for labor, capital, and other factors of protection that can generate
appropriate price signals and respond to them, moving resources quickly towards 
industries that are most profitable. At issue is whether Africa can be competitive 
with otheb" economies. Since. by definition, all nations possess some comparative 
advantage, a key issue is whether Africa can be a low-cost producer of 
manufactured products. One view says no. Relying on cultural stereotyping, this 
view sees Asia's labor force inherently as disciplined and hard-working, Africa's as 
lazy and unproductive. 

David Lindauer and Ann Velenchik, in Chapter 8, take exception with this 
view, arguing that unit labor costs and hence competitiveness depend on the 
relationship between wages, productivity, and exchange rates. To the extent that 
African wages are influenced by strict labor codes, productivity by low investments 
in physical and human capital, and exchang3 rates by deliberate overvaluation, 
then Africa will suffer competitive disadvantages. But this is a statement more 
about policy directions than about the basic attributes of the work force. 

Asia's lesson is to let wages be set by the market rather than government 
regulation. Equally important, to enhance labor productivity investments must be 
made in educational opportunities, acquiring new technology, and developing a 
complementary physical infrastructure. And the macroeconomy must be managed 
to permit realization of the economy's comparative advantage. This package
produced rapid growth of real wages and employment in East Asia and the ASEAN 
three are following a similar pattern. 

Africa's economies may not have the identical experience, in part because 
they face different factor endowments, often with relatively greater land 
abundance, than in Asia. But a policy strategy similar to Asia's of letting the labor 
market, not government regulations, determine wage and employment outcomes 
will enhance competitiveness, growth and the welfare of the work force. 

In contrast to labor markets, many national financial markets in Asia were 
dominated by government institutions and repressed by government controls over 
entry, interest rates, and credit allocations, as David Cole and James Duesenberry 
recount in Chapter 9. Korea was among the most interventionist countries in Asia, 
using directed, subsidized credit as a tool to encourage investment in new exports,
especially by the conglomerates (chaebol). Taiwan had a similar approach and 
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Indonesia's banking system has been dominated by state-owned banks that offered 
subsidized credit to large firms and clients of the regime. Only Hong Kong and 
Singapore adhered to neoclassical principles, developing open financial markets 
that have become international financial centers. 

Despite pervasive government intervention, financial markets remained 
flexible in all seven Asian countries, though for different reasons. Korea and 
Taiwan each had a flourishing parallel or curb market that handled sufficient credit 
for the needs of small and medium firms, which were among the most dynamic 
exporters in the early stages of Korean growth and remain so in Taiwan. Although 
interest rates were much higher on curb market loans than on bank loans, labor
intensive small firms were able to pay interest in excess of 30% and still earn 
profits in export markets. 

The three ASEAN countries did not develop informal credit markets capable 
of financing industrialization. But, because these countries maintained convertible 
currencies, many investors, especially ethnic Chinese businessmen, had access to 
financial markets in Singapore and Hong Kong. This enabled firms to overcome the 
most stifling effects of financial interventions. During 1980s, the Southeast Asian 
countries inaugurated financial reforms that started to release domestic markets 
from repressive interventions. 

African financial markets have also been repressed by credit and interest rate 
controls. Governments have not, however, been able to direct credit into 
productive channels as in Korea and Taiwan. Informal credit markets have 
operated on a small scale, serving households, farmers, traders, and 
microenterprises, but not modern manufacturers. Foreign exchange controls have 
barred all but the largest firms from world financial markets. Financial reforms 
were not a prerequisite for outward-looking growth in Asia. In Africa, however, 
some reforms may be necessary to overcome the disadvantages of small, 
fragmented informal markets and the long absence of African firms from world 
credit markets. 

Prospects for Africa 

It is easy to be gloomy about Africa. Three decades of independence have not 
produced a foundation upon which to build rapid growth, as in Asia. But the 
picture was also gloomy in Asia three decades ago. Perkins and Roemer [Ch. 2: 
Appendix] show that in some ways Africa in 1990 was similar to Asia in 1965. In 
other respects, however, Africa today is behind Asia of the 1960s. Despite a 
comparable educational effort, it has some distance to go to match Asia's early 
levels of literacy and other forms of human capital. Nor has Africa developed 
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many governments with the capacity and development focus needed to implement 
sustained programs of accelerated growth. 

African populations are growing far more quickly than did Asia's and the
 
specter of AIDS was unheard of when Asia began its forward march.
 

While tWe challenges are formidable, there is reason for some optimism. 
African countries are putting considerable effort into developin, their human 
capital. Meanwhile, an outward-looking strategy will take advantage of the human 
capital base that does exist. Accommodating policies can supplement indigenous 
human resources by encouraging a return of talented emigrants; the economic 
participation of ethnic minorities; and investment by foreign firms. Governments 
now riddled with clientelism and inefficiency can become more developmental, as 
those in Asia did. And if governments adopt market-oriented strategies, limited 
bureaucratic capacity need not halt development. Several countries, such as The 
Gambia, Ghana, and Mauritius, have moved in these directions already. 

Governments able to manage programs of accelerated growth need to adopt 
reforms that send clear signals to investors, at home and abroad. 

N Macroecc.iomic stabilization, with realistic and flexibly managed exchange 
rates and reduced budget deficits, is the foundation for everything else. Currency 
convertibility should be considered as a discipline on macroeconomic policy that 
also signals government's determination to the private sector. 

* Investment in primary production, especially smallholder agriculture, will 
directly contribute to growth and broaden the economic foundation for gradual 
industrialization. 

* Investment in education, perhaps more in quality improvement than in 
expansion of capacity, will make possible the productivity gains needed to sustain 
development in the long term. 

* Financial markets should be reformed by freeing interest rates to be deter
mined by banks and the market; ending credit controls; and creating competition 
by opening entry to new banks and other financial institutions. More developed 
and flexible financial markets may be necessary to finance investment in newly 
profitable export industries. 

N Trade and investment reform should turn economies away from their 
exclusively inward focus. Import controls should be eliminated; tariffs reduced and 
made more uniform; and barriers to domestic and foreign investment should be 
brought down. 
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= Export promotion will be less important with these other reforms in place, 
but may still be helpful. A range of instruments can be considered, including 
export zones, bonded warehouses, duty drawbacks and exemptions. But it is more 
important to implement one of these mechanisms well than to have an array of 
them available. 

If African countries get reforms in place, as The Gambia and Ghana have 
already done, will the outside world respond? The NICs enjoyed rapidly growing 
world markets for at least two decades, entering markets for labor-intensive 
manufactures as Japan was abandoning them for more sophisticated exports 
during the 1960s and 1970s. The ASEAN countries repeated the process, albeit in 
less buoyant markets, during the 1980s. Foreign capital, whether as loans or 
direct investment, flowed readily to all these countries, whether from the industrial 
economies or from East Asia itself. 

Conditions are less promising in the 1990s. The industrial economies seem 
mired in slow growth. Commodity prices have been unrewardingly low for the 
past several years. Trade blocs may restrict access by African (and Asian) 
countries to markets in Europe and North America. Investors are more attracted to 
other developing regions, Asia and Eastern Europe in particular, than to Africa. 
And Africa's nearest market, itself, generates little effective demand and is 
segmented by trade barriers. 

This is sobering, but not completely discouraging. The industrial economies 
will eventually step up their growth and there will be new opportunities in markets 
in Asia, Latin America, and Eastern Europe. Trends since the 1920s suggest that 
commodity prices will recover. And there is much that Africa can accomplish even 
within the constraints of sluggish world markets in the 1990s. 

Poor policies, especially towards primary exports, have cost Africa market 
shares in many of their major exports over the past 20 years. Correcting those 
policies should help regain some market share, which would help boost economies 
at low world prices. Greater competitiveness in traditional and some new export
lines is also necessary for Africa to capture its share of market expansion when the 
industrial economies break out of their doldrums. Africa's share of manufactured 
export markets is so small that competitiveness is the only problem: any conceiv
able expansion can be absorbed without difficulty. 

Access to markets in Europe and North America can be negotiated, as was 
done under the Lom6 Treaty. Africa's leverage would be greater if it acted in con
cert. Within Africa, some gains can be made, and a structure laid for future 
growth, if trade barriers could be reduced and a start made on a continent-wide 
common market. Africa has two potential growth poles of its own: if Nigeria and 
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South Africa were to become dynamic economies with borders open to African 
neighbors, the effects might radiata some distance across the continent. 

We reject the pessimism that surrounds so much discussion of African 
prospects, but not because we view the obstacles as any less formidable than do 
others. Instead, it is the expanding success stories of Asia that provide both hope 
and guidance. It is important to remember that Asia's achievements were neither 
automatic nor inevitable. Each country had to overcome major obstacles to 
growth, such as war, revolution, political instability, corrupt regimes, and grinding 
poverty. Africa's nations can do the same. 
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TABLE 1-1: GROWTH, RESOURCES, AND PRODUCTIVITY, 1965-1990 

Annual Growth Rate, % p.a.
 

Exports: Total Ratio (%) 
GDP per Popula- goods + factor investmt. 
capita tion nfs' prod'y2 to GDP 

East/S 'east 
Asia 5.3 1.9 13.5 2.4 30.6' 

Korea 7.3 1.7 18.9 4.9 26.7 

Taiwan 6.9 1.9 15.2 4.9 23.8
 

Hong Kong 6 .Ig 2.09 11.0 3 .69 29.7' 

Singapore 7.0 1.9 12.1n 3.6 35.3 

China 6.1i1 2.21 10.79 3.2' 31.59 

Indonesia 4.3 2.2 13.6 2.7 21.1 

Malaysia 3.0 2.7 8.7 1.1 25.4 

Philippines 1.4 2.7 7.2 0.0 20.7 

Thailand 5.1 2.5 10.5 3.3 24.3 

Sub-Saharan
 
2.9 4.5 -0.4 17.3fAfrica 0.2 

Botswana 7.9 3.7 15.9c 6.4 *8.01 
hCameroon 1.5 1.8 4.4' 2.51 20.21 

Chad -0.69 2.2 1.39 na na 

C. d'Ivoire -0.79 3.91 4.8m -0. 7 k 20.01 

Ghana -0.7 2.7 1.5 -0.8 9.6 

Kenya 1. 3e 3.8 3.3' O.29 20.5 

Mali 1.89 2.3 6 .39 1.g2 13.29 

Nigeria 2.1f 2.8 10.91 1.3' 17.41 

Senegal -0.39 3.2 2.5 -0.6 14.1 

Tanzania 0.3 3.2 3.0 -0.7 19.7 

Zaire -3.Of 2.0 -4.5' -4.3' 14.6
 
hZambia -1.9 2.7 -1.3 -3.1' 21.1i 

Zimbabwe 1.0 3.0 3.8' -0.5' 18.1 i 



CH. 1: LEGACIES AND OPPORTUNITIES 22 
LINDAUER AND ROEMER: 9/27/93 

Developing
 

Countries 2.5 2.2 7.4 0.4 24.8' 

Notes:
 

a. 1965-89. b. 1965-88. C. 1965-87.
 
d. 1965-86. e. 1967-89. f. 1970-90.
 
g. 1970-89. h. 1970-88. i. 1970-87.
 
j. 1970-86. k. 1970-85 	 M. 1971-86.
 
n. 1975-89.
 

1. 	 Revenues from exports of goods plus non-factor services in
 
constant U.S. dollars.
 

2. 	 Total factor productivity calculated by the approximation
 
explained in footnote 3 of text. Regional averages are
 
roughly indicative only, as they use figures in this table,
 
which are not all for the same years.
 

3. 	 From World Bank [1992a] category, East Asia and the Pacific.
 

Sources:
 

International Monetary Fund, 1992: growth of GDP per capita and
 
[population?]; investment ratio.
 

World Bank, 1992a: Summary data for regions (except productivity
 
growth).
 

World Bank, 1992b: export growth.
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Most of the essays in this volume look at various economic policies that were tried 
in Asia and Sub Saharan Africa. Conclusions are drawn about which policies 
worked best in Asia and what Africa can learn from Asia's experience with these 
policies. But a policy that worKs well in Asia will not necessarily do so in Africa 
and vice versa. Successful policies must be rooted in the underlying structures 
and characteristics of particular countries or societies, and those underlying 
structures and characteristics differ in marked ways between Asia and Africa. 

This essay discusses three fundamental -eatures of Asian and Sub Saharan 
societies: their natural resource endowments, their human resource endowments, 
and the nature of their systems of politics and government. These three features 
are picked in part because they are central to the development process in all na
tions. But these features are also picked because the differences between Africa 
and Asia in these underlying endowments are pronounced and the resulting impact 
on policy choices is profound. 

The differences between Africa and East Asia -... Japan, Korea, China, 
Taiwan, Hong Kong, and Singapore -- are so pronounced that relatively few policy 
lessons from East Asia can be readily applied to Africa. The differences in endow
ments between Southeast Asia (Indonesia, Thailand, Malaysia and the Philippines 
and Africa are less pronounced. Although hardly identical, the natural and human 
resource endowments of Southeast Asia a few decades ago and Sub Saharan 
Africa today have enough in common to make the comparisons meaningful. The 
same can be said of some features of the inherited political systems of Africa and 
Southeast Asia. 

There are also large differences in the underlying endowments within Sub-
Saharan Africa and Asia. There is an enormous gulf in the level of education and 
modern sector management experience between Ghana and Chad, just as in Asia 
there is a gulf between Singapore and Indonesia. But, for all the differences within 
the two continents, the generalizations made in this essay about Asia versus Africa 
hold for a surprisingly large share of the individual countries within each continent. 
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Natural Resources 

Arable Land 

East and Southeast Asia include some of the most densely populated areas on the 
globe, while on average Sub-Saharan Africa is among the least densely populated. 
In 1987, Asian countries as a group, including South Asia, had 1.0 hectare of 
agricultural land per agricultural worker; Africa had 5.5 hectares per worker. If 
pasture land is excluded, the difference shrinks: 1.1 hectares in Africa and 0.5 
hectares in Asia. And there is considerable overlap among countries: Kenya and 
Tanzania have less cropland per worker than Indonesia, Malaysia, or Thailand 
[Tomich, et al.: Table 5.1]. 

Underlying these people-land ratios was an agricultural development experi
ence in Asia that contrasted markedly with that in Africa. In Asia the people-land 
ratio and yields per hectare have been rising steadily for several centuries. Farmers 
in East Asia and in the more densely settled parts of Southeast Asia, notably Java, 
built elaborate irrigation systems, developed their use of fertilizer, and employed 
other techniques to increase yields. Well before the advent of the Second World 
War, Japan introduced modern scientific methods for raising crop yields into its 
home islands and its colonies in Taiwan and Korea. After the war, research on 
new high-yielding plant varieties spread to other countries in the region, reinforced 
by the founding of the international crop research institutes, such as the Interna
tional Rice Research Institute in the Philippines. Throughout East Asia, little new 
land was brought under cultivation, but food output managed to stay well ahead of 
population growth through yield increases. This was made easier by the fall in 
population growth to well under 2% a year. By the 1970s food imports did begin 
to rise rapidly, but the reason was sustained increases in per capita income. 

In Sub-Saharan Africa, food supply also kept ahead of population growth in 
the 1950s and 1960s, but virtually all of this increase was achieved by expanding 
sown acreage. Yields per hectare stagnated. With large amounts of arable land 
potentially available, this did not matter very much at first. But Africa's population 
growth rate continued rising from 2.7 percent a year in 1965-1980 to 3.1 percent 
per year in 1980-1990 [World Bank, 1992: 268-91. Because of rising population 
pressure, parts of Africa, such as Kenya and Malawi, have already run out of land 
onto which new settlers can expand. The domestic supply of food could not keep 
up and food imports began rising rapidly, eating into limited foreign exchange 
earnings. 

Africa's population is forecast to rise from about 500 million persons in 
1990 to 1.2 billion in the year 2025 [World Bank, 1992a: 268-91, by which time 
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person-land ratios will be approaching those in Asia thirty or forty years ago. Even 
if incomes remain stagnant, Africa must begin achieving yield increases in food 
crops of 2 or 3 percent a year or suffer severe consequences, including starvation, 
malnutrition, or, at best, heavier dependence on food imports. Scarce food would 
also lead to higher real wages, penalizing Africa's ability to produce competitive 
exports. And by devoting more of its limited foreign exchange earnings to food 
imports, Africa would jeopardize the supply of imports to modern industry and crip
ple its development, as happened during the 1980s. 

In most of Africa, such yield increases will have to be achieved primarily by 
smallholder farmers. In this, Africa resembles Asia, which has demonstrated that 
small farms can become as productive as large farms in North America. But Asia 
had centuries to build the critical infrastructure and accumulate the learning needed 
to achieve high ,'ields. Africa will have to move much faster than did Asia and 
must operate under more difficult ecological conditions. The Asian experience 
demonstrates the need for rapid growth of food production and the possibility of 
achieving it on smallholdings, but does not provide clear examples of how this 
might be done in Africa. 

An alternative use for arable land is export crops. In this respect, there are 
strong similarities between African countries such as Cameroon, C6te d'lvoire, 
Ethiopia, Ghana, Kenya, Nigeria, Tanzania, and Uganda, and the Southeast Asian 
countries, Indonesia, Malaysia, Philippines, and Thailand. All have exploited a 
share of their richest agricultural land to grow export crops such as coffee, tea, 
cocoa, rice, cassava, palm oil, rubber, spices, and tropical hardwoods. 

Here there are clear lessons from both Africa and Southeast Asia, which are 
explored in Chapter 5 by Tomich, et al. The most successful agricultural export
ers, especially those in Southeast Asia, have invested heavily in research, ex
tension, and infrastructure to increase yields and reduce the costs of growing 
exportable crops; and have maintained exchange rates that offer attractive rewards 
to exporters over long periods. Their reward has been growing earnings of foreign 
exchange that have helped the Asian exporters to avoid the foreign exchange 
shortages that paralyzed many African economies. The rapid industrialization of 
Indonesia, Malaysia, and Thailand was supported by the savings and foreign ex
change generated by the growth of primary exports, including cash crops and 
minerals. 

Some African countries have also enjoyed periods of reasonable growth 
partly as a result of investment in exportable crops, notably C6te d'lvoire in cocoa 
and coffee; Kenya in coffee, tea, and other crops; and much of West Africa in a 
variety of crops during the colonial period. There are likely to be similar opportuni
ties facing several African countries today, in horticulturals for example. 
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Minerals 

Parts of Africa are rich in minerals and these, along with cash crops, are the main 
source of foreign exchange earnings for the region. In contrast, South Korea, 
Taih, in, and Japan never had much in the way of minerals, other than coal, and 
Horj Kong and Singapore are city states with no hinterland of any kind. Ciiina has 
many minerals within its borders, but like most large countries that have experi
enced several decades of industrial growth, most of these minerals are consumed 
at home.' In the four ASEAN countries -- Indonesia, Malaysia, Thailand and the 
Philippnes -- minerals and cash crops accounted for 40 to 60% of export earnings 
in 19'90; during the 1960s the share was over 90% in all cases [World Bank, 
1992a: 248-9]. Indonesia and Malaysia export oil, natural gas, tin, copper and 
other metals. Although the primary share of export earnings is declining in both 
countries, there is much that other m'lreral-rich nations can learn from Indonesia's 
and Malaysia's experience since the 1960s. 

Africa's mineral surplus is a product of its rich endowme:it, the small 
population of most of Africa's nations, and its low incomes. A nation of a few 
million ;eople in possession of a large copper mine, like Zambia, is bound to vent 
its huge surplus of copper. While several of Africa's mineral exporters are small, 
notably Botswana, Gabon, Congo, Zambia, Togo, and Niger, several others are 
among Africa's larger countries, notably Nigeria and Zaire. These latter countries 
continue to export minerals because their poverty limits domestic demand. Nigeria, 
with a per capita income of $290 in 1990, has limited use for its petroleum 
resources other than for export, despite having about 100 million people. If Nigeria 
follows Indonesia's consumption pattern, when its per capita income doubles it will 
consume twice the oil per capita that it does today and, with a growing population, 
export much !ess of its production.2 Exports will also fall, of course, if new 
petroleum and other mineral deposits prove difficult to find or expensive to exploit 
and existing deposits are depleted. 

Three characteristics of mineral exports place large demands on government 
to convert mineral wealth into sustained development. First, because minerals 
yield few benefits to the economy other than the high rents that accrue to the 
government, government bears the burden of converting these benefits into 
productive investment for the rest of the economy. Though Indonesia and Malay

'The limited role of natural resource exports in large countries is analyzed in Perkins and Syrquin 
[1989: 1691-1753]. 

2Based on data from the World Bank [1992: 218-9, 226-71. Based on data from Malaysia, with 
per capita income almost 8 times that in Nigeria, energy consumption per capita will rise almost 
proportionately to income per capita for the indefinite future in Nigeria. 
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sia wasted some of their resource rents on unproductive projects, for the most part 
they used their mineral wealth to raise investment in education, health, infrastruc
ture, irrigation, agricultural research and extension, and subsidized farm inputs, 
which contributed directly to enhanced growth and poverty reduction. With the 
important exception of Botswana, the mineral-rich countries of Africa failed to 
invest their resource rents so productively. 

Second, when mir;ng and petroleum industries generate substantial foreign 
exchange relative to the size of the economy, the real exchange rate appreciates, 
rendering non-mineral export and impert-substitution industries less competitive on 
world markets. This is one symptom of the familiar Dutch disease. To avoid it re
quires strong macroeconomic countermeasures, as demonstrated by Indonesia 
during the oil boom but absent from Nigeria, for example. 

Third, the prices of both minerals and cash crops fluctuate widely. Its ability 
to manage these fluctuations has been a haillmark of development in Indonesia, 
which used fiscal, monetary, and exchange rate management to dampen the 
impacts of shifts in the terms of trade [Lewis and McPherson: Ch. 4]. 

It should be noted that many African nations are nnt at all rich in mineral 
resources or even in a climate and soil suited for export crops. The nations of the 
Sahel, for the most part, have no natural resource surpluses and relatively little 
good arable land. The implication of this modest natural resource endowment is 
that most of Africa, unlike parts of the Middle East, is not likely to be able to 
pursue a development strategy centered on natural resource exploitation alone. 

Natural rescurces have been called both a blessing and a curse. Southeast 
Asian countries have seemed adept at realizing the blessing, while several African 
countries especially Nigeria, Zaire, and Zambia, have not managed their wealth 
productively. Could these primary product-exporting nations in Afr Za become 
more like Malaysia, Thailand, and Indonesia of two decades ago with the appropri
ate mix of policies? Botswana has been remarkable proficient at converting 
mineral wealth into sustained development, so African countries also have a model 
of their own. There is enough of a natural resource base in many African countries 
to follow along the path blazed by Botswana and Southeast Asia. 

Human Resource Endowments 

The contrast between Africa and Asia's human resource endowments, both today 
and over the past century, is as great as the differences in natural resource 
endowments. There was, and is, considerable variation within Asia as well, 
however, there are guides for Africa in how the least well-endowed Asian nations 
worked to overcome this disadvantage. 
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Formal Education 

There are two elements to a nation's human resource endowment, formal educa
tion and experience, the latter sometimes referred to as learning by doing. In 
terms of formal education, Japan, Korea, and the Chinese-populated areas of Asia, 
which include Singapore, Bangkok, and sizeable minorities elsewhere, were well 
ahead of much of the developing world at the time when each entered into a 
period of sustained economic growth. Fifty percent of the males were literate in 
Japan, China, and probably Korea in the middle of the nineteenth century. 3 Hun
dreds of thousands of individuals had received fifteen or twenty years of formal 
education, albeit in the clas! :s. Modern universities on the Western model were 
established first in Japan, but started in China at the beginning of the twentieth 
century and existed in Taiwan and Korea during the Japanese colonial period. 
Modern primary and secondary schools were also common throughout the region in 
the 1920s and 1930s, although a great majority of youth, particularly in the rural 
areas, had no access to those schools. The Koreans speak of having only a few 
hundred university graduates at the time independence was regained in 1945, but 
the number graduated from universities in Japan as well as Korea was probably 
much higher. 

Whatever the precise situation prior to the Second World War, from the late 
1940s on the entire East Asian region experienced a rapid expansion in education 
at all levels. Universal primary education was reached in most parts of the region 
by the early 1960s and secondary education had cxpanded rapidly. In South Korea 
and Taiwan there was also a rapid expansion in university graduates, but growth at 
the tertiary level was more moderate in China, Hong Kong, and Singapore. Tens of 
thousands of students from South Korea, Taiwan, Hong Kong and Singapore also 
went abroad, particularly to the United States. Initially most of these students 
trained abroad stayed ther., but the flow back grew from a trickle to a flood in the 
1970s. 

Formal education is as much a question of quality as of quantity. Measures 
of quality are hard to establish, but there is little doubt that East Asian education 
has been markedly improved since 1945. Graduates of the universities in Korea, 
Taiwan, China, Hong Kong, and Singapore compete easily with the best students 
anywhere. 

In the 1950s and 1960s much of East Asia enjoyed a large stock of reason
ably well-trained primary and secondary school teachers. University teachers took 
longer to develop and it was not until American and European PhD's began to 

3For a discussion of pre-modern education and literacy in the region, see Dore [1965], Rawski
 
1979], and Mason et al [1980: Chapter 3].
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return from abroad in substantial numbers in the 1970s and 1980s that the 
universities in South Korea and Taiwan began to match developed country stan
dards. The University of Malaya, now the National University of Singapore, was a 
high quality university much earlier, but it then used a mainly foreign teaching 
staff. 

Most of Southeast Asia began the post-war era in a much less favorable 
position than East Asia. Indonesia, with a population approaching 100 million at 
the time of independence in 1948, had around 200 university graduates. Condi
tions in primary and secondary education were poor. Dutch colonial policy had 
been to keep the Indonesian population isolated from the modern sector and few 
schools of any kind were built for Indonesians. Indigenous education, where it 
existed, was in Koranic schools that stressed rote learning. But after indepen
dence, expansion of primary education was rapid. Near-universal primary educa
tion was achieved by the mid 1980s, but at that time only 3 or 4% of any age 
cohort made it all the way through secondary school [Government of Indonesia, 
1989: 1171. A high proportion of those who did get through secondary school 
went on to university or other post-secondary training. Indonesian universities, as 
a result, expanded rapidly but faced a desperate shortage of qualified teachers. 
Except for three or four elite universities, the quality of tertiary education was low. 

Malaysia and Thailand achieved independence in a stronger educational 
position than Indonesia, but much of Malaysia's advantage resulted from the heavy 
emphasis placed on education by its large Chinese minority. By the 1960s primary 
education was becoming available to most of the relevant age cohort, but only 30 
percent of those who completed primary school went on to secondary school 
[Government of Malaysia, 1969: 102-6]. As secondary school students graduat
ed, pressure built up to expand the university system rapidly. Standards were 
maintained in some cases, but political influence often overcame quality consider
ations. Malays from poor rural backgrounds, many of whose parents were 
illiterate, frequently could not compete with the better educated urban Chinese. 
Special programs in subjects such as Malay studies were created, programs that 
could have been culturally enriching for all Malaysians, but in practice often ended 
up as vehicles for circumventing more rigorous curricula. Ethnic considerations 
also played a central role in the hiring and promotion of teachers. 

In Asia, as this brief discussion indicates, there was enormous pressure to 
expand the education system at all levels. In many cases private demand out
stripped the government's ability to respond and schools such as those in South 
Korea drew increasingly on private funding [McGinn, et aL, 1980]. In East Asia 
this expansion began with a core of able teachers and at least a few very high 
quality schools at each level. The quality of education steadily improved as the 
quality of teachers was gradually upgraded. Southeast Asia experienced much the 
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same expansion in demand for education but with a much weaker supply of 
teachers. Occasionally quality could be maintained and strengthened by isolating a 
few elite schools from these expansionary pressures. Thailand's top universities, 
for example, maintained high standards and limited enrollments, while the rising 
demand for tertiary education was met through a separate open university system 
with minimal standards.4 This defense of quality was more the exception than the 
rule. At the primary level quality undoubtedly improved as teachers with only 
minimal schooling were gradually replaced with teachers who had spent years in 
secondary school. As one went up the educational hierarchy, however, this 
upgrading became more difficult to accomplish. 

Africa's experience with the expansion of its education system is more like 
that of Indonesia than anywhere else in Asia. In Sub-Saharan Africa around 1900 
literacy was confined to a few traders along the coast and to Koranic schools, 
where they existed, in the northern tier of Islamic countries. Missionaries and 
others began to establish a few primary schools in the 1920s and 1930s, but only 
a handful of Africans attended these schools. 

After World I the colonial governments began to make some effort to 
formally educate Africans. By 1960, 36% of the relevant age cohort in all of Sub-
Saharan Africa was in primary school but only 3% was in secondary school [World 
Bank, 1981: 181]. The first universities, such as Makerere in Uganda, were not 
created until after World War II. By 1960 university students constituted a minute 
fraction of their age cohort, perhaps a few thousand students overall in school in 
Britain or France or in the handful of universities that then existed in Africa. 

Enrollment expanded rapidly after independence in the mid-1 960s, with 
most of the growth coming before the fiscally stringent 1980s. The percentage of 
the primary age cohort in school rose to 69% by 1989, the secondary school 
percentage multiplied six-fold to 18%, and the percentage of the age cohort in 
universities reached 2 percent [Table 2-1]. This latter figure may not seem large, 
but it indicates that tertiary enrollment by 1989 was around one million students, 
up from a few thousand a quarter of a century earlier. 

Any expansion of this magnitude was bound to leave a host of quality 
problems in its wake. The weakness of much of the political leadership, described 
below, made it difficult for governments to deal effectively with the problem of 
quality, but the most enlightened leadership would have faced a formidable task. 
Even by Indonesian standards, Africa was starting from a weak position. By 1965 
Indonesia had 72 percent of its age cohort in primary school and 12 percent of the 

4 Private communication from Dr. Charles Myers. 
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secondary school age cohort as compared to 41 percent and 4 percent in Africa in 
that year, if the figures for these earlier years can be believed and are measured in 
a comparable way. 

The problem of educational quality stands in the way of any short-term 
solution to Africa's shortage or weil-educazed p:,rScnnel. Universal education at 
the primary level plus forty percent enrollment at the secondary level would put 70 
to 80 million children in school, perhaps twice the number that are there now. 
Depending on class size, the number of teachers would have to expand by one to 
two million. Paying for these teachers is a problem, but it would not be beyond 
the economic capacities of many African nations to devise a universal education 
program that would raise the salaries of teachers to attract able people and provide 
them with well-built classrooms and quality training materials. Six percent of 
Africa's current GNP plus a third of its foreign aid would provide a total of about 
one hundred dollars per pupil.5 Some countries -- Botswana, C6te d'lvoire, 
Senegal, and Zimbabwe -- spent more than this in 1983, but for most African 
countries, $100 per pupil would more than double public expenditures on primary 
and secondary education in 1983 [World Bank, 1988: 141]. The barrier to 
meeting this six percent target is more political than economic. These political 
barriers to raising the share of educational expenditures, however, are often 
formidable. 

Indonesia has attempted what is being suggested here. In the 1970s and 
1980s, Indonesia used a portion of its oil revenues to expand education, particular
ly in the rural areas. By the 1980s it was spending 3.2 percent of GNP on 
education at all levels, around $60-70 per pupil [Boediono, et aL, 1992]. The 
Indonesians argued convincingly that this sum would not be sufficient if they want 
to begin to catch up to the educational levels of East Asia, but their achievements 
in the education field to date suggest that much can be accomplished even if a 
country cannot allocate as much as 6 percent of GNP to education.' 

Does Africa have the capacity to attract its ablest people into teaching and 
mount an educational effort of either the Indonesian or 6 percent of GNP magni
tude? Or would the money be frittered away by weak ministries of education? 
Several countries probably could manage such an all-out effort. Zimbabwe spends 
over 9% of its GDP on education, Botswana and Kenya each spend at least 6%, a 
higher share than in most East and Southeast Asian countries in 1990 or even 

5The "Education for All" initiative, using somewhat more sophisticated calculations, arrives at 
similar figures [UNICEF, 1990: 158-160]. 

'Boediono, et. al. [1992: 10], imply that a figure of $130 per student at the primary, secondary 
and tertiary levels in 1998 and $190 in 2003 would be required. 
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1965 [Table 2-11. But even if a broad initiative of this kind is started, the results 
will come slowly. Indonesia began its big educational push over two decades ago 
and, as indicated above, its educational system still suffers from severe quality 
problems at all levels. Even with tens of thousands of Indonesians trained abroad, 
it may be another generation before the system catches up to levels achieved 
today in much of East Asia. Africa today is behind Indonesia in the early 1970s. 
An optimistic projection would have Africa matching Indonesian 1990 levels of 
educational development two decades from now and those of East Asia some 
decades thereafter. If African nations do not begin a major educational effort 
soon, educational levels such as those of Indonesia in 1990 will take even longer 
to achieve. 

In the appendix to this chapter, we report some statistical tests of the 
proposition that Africa in 1990 is behind Asia at the beginning of its rapid growth 
in the mid-1960s. On the basis of economic structure, there is no statistical 
difference between Asia then and Africa today. In human capital endowments, 
however, there are statistically significant differences: Asia had enrolled twice the 
eligible population in secondary education; had half the adult illiteracy; had redu?,ed 
infant mortality to 70% of Africa's 1990 level; and enjoyed 5 to 7 years' longer 
life expectancy. There is, however, substantial overlap, even in human capital. 
The more advanced African countries today are comparable to those of Asia 30 
ears ago; and Indonesia in 1965 would be behind many African countries today. 

Moreover, a;I of these differences between samples, except adult illiteracy, 
can be explained by the differences in income per capita. In purchasing power 
parity prices of 1985, Asian average income in 1965 was twice that of Africa in 
1990. The regressions reported in the appendix suggest that Africa might be on a 
similar growth path as East and Southeast Asia, though it starts much farther 
behind most of those economies. Africa's significantly higher adult illiteracy raises 
a caution, however. Literacy is crucial to rapid transformation, which requires up
grading the labor force. 

Learning by Doing 

Much of what a person requires to be effective in a modern economy is learned on 
the job, not in school. Here too East Asia had enormous historic advantages over 
both Southeast Asia and Africa. Japan never lost its political independence so 
Japanese, not foreign colonials, gained experience in running the government. 
Japanese also owned and ran their own firms. China was closer in this respect to 
Japan than to Southeast Asia. China's government was run by Chinese, and 
commerce and banking were largely in Chinese hands. There was a thin veneer of 
foreigners on the Chinese coast, but they sat atop organizations staffed and mostly 
managed by Chinese. Even farmers were familiar with written contracts, com
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merce, and credit. Taiwan and Korea under Japanese colonialism fared less well 
because Japanese held many of the top posts, but there were large numbers of 
Taiwanese and Koreans at all levels of the system except the top. And millions 
more lived for long periods in Japan where they gained experience with urban life 
and the organizations of a modern economy. 

Indonesia is an extreme example of a pattern found in much of Southeast 
Asia that contrasts sharply with that in East Asia and has much to do with why 
Indonesia's experience is more relevant to the countries of Africa. The colonial 
service of the Dutch East Indies was staffed almost entirely by Dutch. A few 
traditional Indonesian rulers were retained but they played little role in the manage
ment of the colony. Commerce and other businesses of any size were also run by 
Dutch. Smaller scale commerce was largely in the hands of Chinese immigrants, 
who brought knowledge of commerce and credit with them from China and had 
little trouble outcompeting local people as commerce expanded under the Dutch. 
Native Indonesians were effectively cut off from any experience other than farming 
and fishing. 

The experience was similar in Malaysia, only the number of British colonials 
was a smaller proportion of the total population and the number of Chinese and 
Indians was much larger, constituting over 40 percent of the total population. 
Though Thailand was never colonized, the commerce of Bangkok was largely in 
Chinese hands. 

Once independence was regained, in 1948 in Indonesia and 1957 in Malay
sia, government service at least became localized, but commerce remained in 
foreign and Chinese hands for the most part. Then independent governments in 
much of Southeast Asia faced the question of how to bring indigenous majorities 
into ownership, management, and employment in the modern sector. Three 
different strategies could have been used to achieve this goal. One was to fully 
integrate the ethnic minority into the mainstream of society. Integration could be 
accomplished both by incentives, such as full privileges of citizenship for those 
who accepted them, and sanctions, such as discriminatory legislation against those 
who retained their foreign citizenship and ethnic identity. This strategy was 
followed in Thailand with success, and Thais and Chinese lost most of their 
separate identities. Much of Bangkok's business world is still controlled by 
individuals of Chinese descent, but this is neither a political issue nor a significant 
barrier for those of Thai descent rising within the system. 

A second strategy was to throw the ethnic minority out of the country. 
Burma carried this policy to its logical extreme, expelling its entire Indian cummuni
ty and all foreigners, including, the international aid agencies. Much of the three 
decades of stagnation in the Burmese economy can be attributed to this xenopho
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bic act. Indonesia under Sukarno (until 1965) also threw out most of the foreign
ers, notably the Dutch, and there were major tensions between Indonesians and 
Chinese culminating in the slaughter of tens of thousands of Chinese in 1965. 
Anti-Chinese feeling in Vietnam helps to explain why so many members of the 
Chinese minority became boat people in the 1980s. 

This second strategy did open up positions for the indigenous people, but to 
what purpose? To gain useful experience on the job, individuals must work within 
efficiently functioning organizations. Expelling all of the experienced managerial 
personnel ensured that most of these businesses would collapse or at best would 
operate inefficiently, often with heavy dependence on government subsidies. The 
new indigenous managers learned the wrong lessons, inimical to sustained devel
opment. Certainly the two countries that followed this strategy, Burma and 
Sukarno's Indonesia, had disastrous economic performances. The consequences 
of Vietnam's policies have been fewer partly because those policies have been 
abandoned.
 

The third, middle strategy was followed with variations by Malaysia and 
Suharto's Indonesia after 1965. The Chinese business community was retained 
and, in many ways, encouraged in its entrepreneurial and even managerial roles, in 
commerce and industry. Foreign investment was also encouraged, especially in ex
port industries. To this extent, entrepreneurial and managerial experience for the 
ethnic majority was deemed subordinate to economic growth that promised higher
incomes for all citizens, including the ethnic majority. But, especially in Malaysia 
after 1969 under the New Economic Policy (NEP), government took major initia
tives to promote ownership and management by Malays, as well as their increased 
employment in the modern sector. Malaysia applied targets for increased Malay 
ownership. In both Indonesia and Malaysia, though both remained resolutely 
capitalist, state ownership of production, through nationalization or expansion, be
came an important means of exerting control over the economy on behalf of the 
ethnic majority. 

The results of Malaysia's experiment were pronounced. The Malay 
majority's ownership of firms rose dramatically, from 4% in 1971 at the beginning 
of the NEP to 18% in 1985. This was far short of the goal of 30%; furthermore 8 
of the 18% Malay ownership share was in the hands of state agencies, not 
individuals. But it was a substantial change nonetheless. Outright Chinese 
ownership did riot decline, but rose from 34% to over 60%, while foreign 
ownership fell preciiously. The decline of the foreign share was contrary to 
policy and governmen took steps to encourage foreign investors. [Bruton, et a/, 
1992: 286-94; Jesudason, 1989: 136-60.] 
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Malays made much larger gains in their share of modern sector employment: 
by 1987 they represented 45% of employment in manufacturing, and non-agricul
tural employment grew by 6% a year during the 1980s. Moreover, the NEP had a 
dramatic impact on the incidence of poverty, which fell from 40% in 1976 to 18% 
in 1984, benefitting the Malays most of all [Bruton, etaL, 1992: 283-4, 317-81. 
However, this was due only partly to the employment impact of the NEP and 
substantially to investments made in smal!-scale farming and rural development in 
general. Indonesia, which did not employ so aggressive a policy towards the 
Chinese majority as Malaysia, also invested heavily in rural areas and had an even 
more dramatic decline in poverty, the incidence of which fell from about 60% of 
the population in 1970 to 17% by 1987 [World Bank, 1990: 7-10]. 

As in Southeast Asia, Africa has its own local ethnic minorities that 
dominate commerce and industry: Indians in East Africa, Lebanese in parts of West 
Africa, and Europeans and others scattered throughout the continent. Moreover, 
some commercially-oriented indigenous ethnic groups, like the Ibo in Nigeria and 
Kikuyu in Kenya, have been under economic and political pressure from other 
groups. How should African governments deal with these ethnic minorities? 
Uganda demonstrated that throwing out foreigners works no better in Africa than 
in Burma. The Thai solution, fully integrating the principal minority groups with the 
dominant ethnic group, is probably not feasible anytime soon, as the ethnic and 
cultural differences are too great. Tribal conflict, it is clear from Africa and Europe, 
can only destroy a country's economic potential for years or generations. 

It seems clear that for Africa, as for Asia, some middle path, one that 
employs the strengths of the foreign minority groups but uses them in part as 
vehicles for training Africans, is the only solution consistent with rising living 
standards. But the experience of Malaysia, which made a determined effort to 
improve the participation of the ethnic majority, gives pause. Malaysia was most 
successful in reaching its employment goals and in reducing poverty. But in 
African countries the wealthy minority is much smaller than in Malaysia and does 
not present much of a barrier to African employment. And the reduction of 
poverty is best attacked by investment in rural activities, especially small-scale 
farming, as in Malaysia and Indonesia, and also in Kenya and Zimbabwe. 
Managerial advancement for the Malay majority came mostly through government 
employment and state-owned firms, not so much through the private sector. But 
state-owned enterprises have performed poorly in all parts of the world and 
Malaysia itself is in the midst of a major privatization effort. 

The Asian experience, then, suggests a clear trade-off for Africa. 
Aggressive solutions to majority management and ownership are likely to be 
frustrated or, if successful, to result in substantial inefficiencies and the inevitable 
reduction in income growth. Real progress in reducing poverty and increasing 
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majority employment, on the other hand, is quite consistent with--indeed may 
depend upon--encouraging the entrepreneurial minority to continue investing, while 
government enforces policies of gradual change towards majority employment and 
management and, eventually, ownership. 

Political Conditions 

At times, discussions of government failure and market-led development seem to 
suggest a withering away of government's development role towards laissez-faire. 
Properly framed, however, the debate on government's role is not about lesser or 
greater intervention, but about the kind of state intervention that promotes private 
activity and rising productivity. Sustained development is inconceivable without an 
effective government devoted to development. Infrastructure in most nations is 
provided through government investment. Macroeconomic policy can only be man
aged by government. Law and order is a government function and is essential if 
private agents are to be productive. And the iecent literature on Korea and Taiwan 
suggests that pro-market government intervention in resource allocations may be 
very helpful to development [Amsden, 1989; Wade, 1990]. 

As with learning by doing, the current effectiveness of government derives 
in part from the colonial experience or lack of it. Several East and Southeast Asian 
countries--Japan, Thailand, and China--never completely lost their independence. 
Many of the others--Vietnam, Korea, Cambodia, Burma, and the Philippines--had 
been independent for centuries prior to the advent of brief colonial rule that lasted 
less than a century. In contrast to Africa, these nations were ethnically and 
linguistically hIomogeneous, with centuries-old boundaries based on these ethnic 
and linguistic g;oupings. When outside powers did create artificial boundaries, 
such as the demilitarized zone in Korea or the seventeenth parallel in Vietnam, 
political and military pressures to obliterate such boundaries were immediate and 
powerful. 

The major exceptions to this picture are Indonesia, Malaysia and Singapore. 
Singapore exists as a country partly to help diffuse Malay-Chinese ethnic tensions. 
Although this ethnic split has reflections in East and West Africa, nowhere in 
Africa is the Asian or Lebanese community as strong a political force as are 
Chinese in Southeast Asia. 

The Indonesian experience is closer to that of Africa, but with important 
differences. Toe current boundaries of Indonesia are a product of Dutch 
colonialism, not of some inherent unity of the region. However, that colonial 
regime lasted centuries, not decades 3s in Africa. Opposition to Javanese control 
led the outer islands to attempt secession in 1958 and a brief civil war ensued. By 
the 1980s, however, most Indonesians thought of themselves as one nation, not 
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as a collection of Javanese, Sundanese, Sumatrans, Balinese, and other ethnic 
groups. The common fight for independence from the Dutch brought the core 
leadership of the country together under Sukarno. Their decision to pick a 
synthetic national language, Bahasa Indonesia, rather than ethnically based 
Javanese, helped to solidify the countiy. Sukarno's charisma and even his 
posturing on the international scene helped people to think of themselves as being 
part of one country. 

In addition to national unity, most Asian nations were ruled for decades at a 
time by one individual or by cn. group within the society without effective 
challenge. In some cases there were the trappings of multi-party democracy, as in 
Singapore, or even genuine democracy, as in Malaysia and Japan, but there was 
no shift in power to the opposition. In most cases the system was openly 
authoritarian, based on a large modern combat army, as in South Korea before 
1987 and in Indonesia after 1965, or on a Communist Party, as in China, Vietnam, 
and North Korea. In . Gverai Asian states Confucian beliefs, with their hierarchical 
emphasis on obedience of son to father, father to official, and official to emperor,
provided cultural support for authoritarianism and discipline. Governments did not 
have to rely on gurs alone to stay in power. 

Many of Asia's leaders in the decades immediately after World War II were 
just as preoccupied with international activities and utopian visions for society as 
the early post-independence leaders in Africa. One only needs to mention the 
names of Mao Zedong, Sukarno and Sihanouk to make the point. Others con
centrated on trying to restore unity over their historical territory: Ho Chi Minh in 
Vietnam, Syngman Rhee and Kim II Song in Korea, and Chiang Kai-Shek on 
Taiwan. 

In the 1960s, however, a number of Asian leaders came to the fore who 
dedicated themselves to achieving sustained economic development in their 
countries. The motive in many cases was survival both for themselves as political 
leaders and for their country. In the face of strong external threats, failure to 
achieve economic growth could well have doomed South Korea, Taiwan, Hong 
Kong, and Singapore as states in control of their own destinies. Raid growth and 
a relatively fair distribution of its benefits, thanks in part to land reform, provided a 
measure of popular support to regimes otherwise considered illegitimate because of 
the way in which they came to power. 

The leaders of South Korea and Taiwan were well situated to learn from the 
successful development experience of Japan, which was becoming riore and more 
obvious by the 1960s. Hong Kong and Singapore could build on their already 
formidable commercial and financial structure. The success of the four tigers then 
became a model for Southeast Asian nations in the 1970s and 1980s. Prime 
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Minister Mahathir in Malaysia was explicit about the need for Malaysia to become 
more like South Korea. Indonesia, Thailand, and, sporadically, the Philippines also 
looked to East Asian examples in building strategies of sustained growth through 
manufactured exports. Most dramatically, the People's Republic of China shifted 
over tc an export- and market-oriented development strategy with reforms 
beginning in 1979, thereby abandoning three decades of Soviet-style emphasis on 
central planning and autarky. Vietnam followed suit in 1986. 

Though they have verN different political structures, Indonesia and Thailand 
tell a remarkably similar story about the interaction of military regimes and 
economic development policy. Thailand is a constitutional monarchy under a 
highly revered king. Since World War II, however, it has been ruled by a self
enriching military that rotates the prime ministership and has, until recently, kept 
itself in power principally to retain its lucrative control of timber and mining 
concessions and of the boards o, state enterprises. Indonesia is ruled by Suharto, 
a general whose principal support has expanded from the military to include 
businessmen and Islamic organizations. Both regimes maintain clientelistic relation
ships in which rents are created through concessions, state-enforced monopolies, 
trade protection, and other devices; and then are distributed to allies of the regime 
(the clients) in return for their active support. 

Rent-seeking and clientelism are common features of government in 
developing (and many industrial) countries. The four tigers seem to have avoided 
its worst manifestations and this seems to have been essential to the ability of 
governments in Korea, Taiwan, and Singapore to intervene actively in the market 
to promote development. In Southeast Asia clienielism is more prevalent. It has 
played havoc with development in the Philippines, where Marcos's rapacious 
clientelism outran the capacity of the economy to support it. Yet both Thailand 
and Indonesia have so far kept rent-seeking within bounds. The leaders if both 
countries appear to recognize, as do many other Asian leaders, that the legitimacy 
and stability of their regimes depend on a well managed, growing economy. In 
Indonesia, as in Malaysia, legitimacy of the regime is also perceived to depend on 
improving the welfare of the majority of the population, parti-ularly those in rural 
areas. rhese regimes also recognize, tacitly or explicitly, that rent-seeking has 
limits that can only be expanded by economic growth. 

Thus the governments of the ASEAN three have all bestowed a high priority 
on sound macroeconomic management and measures for long-term development. 
Macroeconomic and de'. elopment policies are under the control of skillful 
technocrats whose counsel is respected and followed by the leadership. In 
Thailand the National Economic and Social Development Board, the Ministry of 
Finance, and the Central Bank were shielded from political control and left to 
manage the macroeconomy. In Indonesia, a coterie of senior economic managers 
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controlled the ministries of finance and planning and the central bank for 25 years.
Though the President has the final word on economic policy, he has usually 
listened to his technical advisers whenever the economy required difficult 
measures. 

Asian politics, as this brief overview has indicated, are rooted in Asia's own 
culture and history. Africa's political history is radically different. The boundaries 
of African nations were drawn by colonial powers with no regard for the traditional 
political and economic structures that existed before the late 19th century 
European scramble for colonies. Ethnic, religious, and political atfiliations evolved 
within ecological zones such as the fertile coastal belt, the rain forest, the 
savannah, and the desert, that strongly influence the way people live their lives. 
But colonial influence and boundaries were based on different considerations, such 
as the competition among powers for good harbors and the favorable tre',,. 
routes that emanated upcountry from these ports. Thus the African countries that 
emerged from colonialism contain many different ethnic groups and many ethnic 
groups are divided between countries. During the six or seven decades of colonial 
rule, European colonists kept these ethnic groups divided as one way to avoid a 
challenge to their rule. 

Few Africans played any role in governance of the colonies until well after 
World War I1.When independence was granted in the late 1950s and 1960s, 
European-style parliamentary democratic systems were created. In most cases 
Africans were thrown into this system with no preparation. Francophone countries 
had been a part of Metropolitan France, at least in theory, so a tiny group had 
participated in French elections, but this system disappeared with independence.7 

In Europe an effective parliamentary system depends on a widely educated 
population and a large middle class. Neither existed in most of Africa. 

Three different patterns emerged from this chaotic approach to nation 
building. The worst was civil war. There have been prolonged civil wars along the 
Islamic-Christian fault line in Nigeria arid Sudan; between ethnic groups within Libe
ria, Chad, Ethiopia, Somalia, Angola, Mozambique, Rwanda, Uganda, and Zaire; 
and between whites and blacks in Zimbabwe, Kenya, and Namibia before 
independence. Some of these clashes were prolonged and highly destructive. 

A second common pattern was for the leader at independence to rule for 
two decades or more using increasingly authoritarian instruments of control. Many 
of these independence leaders, like revolutionary leaders elsewhere in the world, 

'Political l arties were formed in Francophone Africa right after World War II and by 1952 these 
parties had taken on an ethnic orientation. At independence, all Francophone countries had multi
party parliamentary, democratic regimes. See Manning [1988: Chapter 6]. 
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were more interested in international affairs or in new utopian visions for their 
societies. Kaunda in Zambia, Sekou Toure in Guinea, Nkrumah in Ghana, and 
Nyerere in Tanzania are the prime examples. Others did concentrate on economic 
development to a large degree, notably Kenyatta in Kenya, Mugabe in Zimbabwe, 
Houphet-Boigny in Cote d'lvoire, and Banda in Malawi. The development 
strategies chosen in these latter cases can be criticized on a number of grounds, 
but these states did have a non-utopian strategy of some kind, something that 
could not be said about the majority of states in Africa. 

The third and most common pattern was a mi!itary government brought to 
power through a coup. Often one coup was followed by another a few years later. 
Altogether there were 61 military coups in Africa from independence to 1985 
[Decalo, 1990: 2]. With the exception of a few nations in the middle of civil wars, 
such as Angola, Ethiopia, and Nigeria, these armed forces have been small, 
numbering a few tens of thousands in most cases. Most of these forces have 
been poorly educated and trained. A few may come to power with genuine 
modernizing goa!s, but most appear to seize control because it is there for the 
taking if one possesses a few heavy weapons. Zaire under Mobutu is the most 
extreme and corrupt version of this model, but there are more than a few others 
that lack anything that could be called a development vision, the will, or the skill to 
carry it out. 

What has this contrast between Asian and African politics meant for 
development policies in the two regions? The most important difference is that 
many Asian nations had coherent development strategies that were sustained over 
several decades. After survival of the state, economic growth was the primary 
goal of these governments. The specific policies varied from country to country, 
and the choice of policies did affect performance, particularly when they wece 
inward looking as in China prior to 1978 and Vietnam prior to 1986. But even 
inward-looking policies pursued consistently and vigorously did better than the 
shifting or indifferently executed policies of many African countries. 

Few Afri, an governments, other than those headed by independence 
leaders, have had much legitimacy in the eyes of their people. The nations 
themselves are not entirely legitimate among people whose first loyalties are often 
to their ethnic group. Power, once gained, is less an opportunity for designing a 
coherent development policy than a chance to take c.ci of one's supporters and 
"neself. 

Most African governments are deeply clientelistic, their power rooted in the 
creation and distribution of rents. This rait is compounded by an ethic that holds 
family and local loyalties on a higher plane than loyalties to the nation, in what 
Hyden [1983] called the "economy of affection." For such governments, Asian 
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experience has two !essons. One is from East Asia: it takes a highly nationalistic, 
Confucian or puritanical government to accelerate development. This would be a 
counsel of despair, as few if any African (or most other Asian) governments are 
likely to reform themselves so drastically in one generation. Tanzania's gallant try 
was crippled by its devotion to a socialism that undercut economic growth. 

The second lesson is from Southeast Asia: even clientelistic, rent-seeking 
governments can promote development if they give priority to, and insulate from 
political interference, the functions of macroeconomic management and most long
term development strategy. This lesson seems more transferable from Asia to 
Africa. Leith and Lofchie [19931 have heuristically modeled rent-seeking potential 
as a common property resource. If managed by a cohesive state, as in Southeast 
Asia, exploitation of rents can be consistent with a healthy economy. If, however, 
rent-seeking is unregulated, as Leith and Lofchie observe in Ghana, its external 
costs reduce the economy's productive potential and thus reduce the realization of 
rents. Some African governments, such as those in the C6te d'lvoire and Kenya, 
cnce appeared to understand this model, but most do not. 

Even if clientelism is likely to remain, political conditions can change. Much 
of Asia from the 1920s through the 1950s was nol fruitful territory for the pursuit 
of economic development. But politics in most Asian nations changed 
fundamentally in the 1960s and 1970s. Africa's political systems are also 
evolving and no doubt will look very different a decade or two hence than they 
appear now. 

Prior to the 1990s, for example, only a handful of countries maintained the 
multiparty democracies with which they embarked on independence, including 
Senegal, The Gambia, and Sierra Leone. But changes in Eastern Europe, among 
other things, brought renewed pressures to reinstitute genuine democratic 
procedures in nations from Zambia and Kenya to the C6te d'lvoire. If democracy 
takes hold in many parts of the region, it may elect governments devoted to broad. 
based economic growth in order to develop coalitions for electoral support. Or it 
may lead to a continuation of rent seeking and payoffs to the coalitions that put 
one in power. Africa's brief experiences with democracy over the past two de
cades fit more often into the latter category than the former. Political changes, 
however, if they are to be perceived as legitimate by the people being ruled, must 
come largely from within the country. Only rarely will external pressures affect a 
favorable outcome when internal support is missing. 

Conclusion 

As this essay has argued, there are large differences between the human and 
natural resource endowments of Africa and East Asia. There are also differences 
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between Africa and the nations of Southeast Asia, but they are less pronounced 
than in the case of East Asia and Africa. That fact has much to do with why 
Southeast Asia rather than East Asia provides more potential lessons for Africa. 
The political systems of Southeast Asia are also more like those of Africa than are 
the culturally homogeneous states of East Asia with their hundreds of years of self 
rule within established borders. 

Are there specific lessons, even at this very general level, that can be
 
applied to Africa from this Asian experience? Do tha differences in endowments
 
themselves dictate certain outcomes over others?
 

One important lesson derives from the interaction of the political system 
with the human resource endowment. When a nation with low levels of literacy 
and limited experience managing complex organizations is also a nation where 
politics is dominated by clientelism and ethnic rivalry, some version of the 
neoclassical prescription of an economy dominated by market forces is the only 
viable option. The highly interventionist model of development of South Korea or 
Japan, let alone the centrally planned economies of China or North Korea, simply 
will not work. 

What is the basic neoclassical prescription? First of all, prices, including the 
prices of capital, labor, and foreign exchange, should be left mainly to the market. 
Specific state interventions with the price mechanism, such as infant industry tariff 
protection, should be kept to a minimum. The trained and experienced human 
resources needed to staff an interventionist government probably does not yet 
exist in much of Africa. And the weaknesses of these technically diverse and 
clientelistic states ensures that even well-trained people will be under great 
pressure to pursue short-term rent seeking at the expense of long-term 
development. The Philippines demonstrates that the development program of even 
a human resource-rich country can be undone by rampant clientelism. 

Although the neoclassical approach eschews discretionary government 
interventions for particular sectors or firms, there is still a large role for 
government. Among other things, macroeconomic policy must be well managed in 
a way that avoids excessive inflation, an overvalued exchange rate, and much else. 
Good macroeconomic policy, however, requires a few well-trained economists and 
the government's willingness to insulate those economists, at least to some 
degree, from political pressures that would undermine development-oriented fiscal, 
monetary, and balance payments policies. As Indonesia and Thailand have demon
strated, sound macroeconomic policy is possible even when the number of well
trained economists available is small and the government is elsewhere buffeted by 
the demands of clientelism. 
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A weak base of education and experienced personnel also suggests that, in 
the first phases of a development program, the major emphasis of that effort 
should be on agriculture and rural development. The people of Africa are already 
experienced farmers. They need more infrastructure and better technology, but 
they do know the basic princip!es of how to raise crops and animals. The 
improvements required are at the margin. With large-scale industry, in contrast, 
most Africans are starting from scratch and know little about either industrial 
technology or industrial enterprise management. Improvemerts involve major 
discontinuous leaps, not marginal improvements. Some investment in industry is 
required so that the learning-by-doing process can begin. But the rate of return to 
investment in agriculture is likely to be much higher for the next decade or two 
precisely because large discontinuous leaps in knowledge will not be required. 

This emphasis on agriculture also suggests that there will be a payoff from 
successful efforts to reduce the rate of growth of population. East and Southeast 
Asia have demonstrated that it is possible to raise crop yields as the density of the 
population on the land rises, but the process is a slow one. The same yields can 
be achieved, for the most part, in the absence of a rise in population density.
Africa's three-plus percent rate of population growth virtually ensures that 
increased food production will have to accelerate simply to keep farm incomes and 
consumption where they are. A lower growth rate in population would make 
increases in farm output per capita more likely. 

Another lesson for a nation with low literacy and limited experience with 
modern organizations and technologies is obvious. There must be a major effort to 
expand and improve education at all levels, and the learning-by-doing process must 
also begin in earnest. Expanding the education system is straightforward in 
principle, but difficult to manage in practice. The greatest challenge is to expand 
the quantity of trained people while simultaneously raising the quality of that 
training. Providing the necessary learning-by-doing raises even more complex 
issues. The way to learn to build and manage a large factory is to build and 
manage one. But such learning can be prohibitively costly if the rate of return on 
infant industries is as low as frequently observed in both Asia and Africa. This 
issue is explored furthcr in Chapter 7. 

Finally, the nature of the political system matters a great deal for 
development. Governments capable of focusing the nation's efforts on 
development goals are going to do better than governments riven by ethnic 
rivalries and dominated by rent seeking goals. Because so many governments in 
Africa fit this latter pattern, there is every reason to believe that political change
will have to precede economic development. That too is a lesson that can be seen 
in the Asian experience. Divided clientelistic governments can change into 
governments unified around government goals. The rent-seeking government of 
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Syngman Rhee in Korea became the growth-oriented government of Park Chung 
Hee in the 1970s. More relevant to Africa, the fragmented ethnic groups of the 
many islands of Indonesia were turned over a period of three decades into the 
unified and development-oriented nation that emerged over the 1970s and 1980s. 
Malaysia responded to bloody race riots in 1969 by instituting a two-decade 
development program that has integrated Malays into the modern economy and 
substantially reduced poverty. Each nation's evolution will have to arise out of its 
own traditions. African states will need to make similar transformations if 
sustained economic progress is to be realized. 
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APPENDIX TO CHAPTER 2
 
COMPARING AFRICA TODAY WITH ASIA 25 YEARS AGO
 

From the perspective of 1990, after a quarter century of rapid growth, the 
countries of East and Southeast Asia may seem to pose daunting conditions for 
accelerated growth in Africa. But what if we view Asia from the perspective of 
1965? Were those countries, a quarter century ago, so very different from Africa 
today? If not, Africa may have better hopes of following Asia's growth path,
assuming that world markets are as accommodating to Africa in the 1990s as they 
were to Asia in the 1960s and 1970s. 

Two kinds of comparison are relevant to a judgment about Africa's similarity 
to Asia. First, did Asian economies then have economic structures similar to those 
found in Africa now? Within the limits of readily available data, the two groups 
can be compared along dimensions such as incomes per capita; the shares of agri
culture, manufacturing, saving, investment, and exports in GDP; and the share of 
the population living in urban areas. 

Second, is Africa today as well endowed with human and physical capital as 
Asia in 1965? Indicators for the provision of infrastructure, such as the density of 
the road network, the population per telephone, and the availability of water sup
plies--are unfortunately not available for the countries and years needed. As 
proxies for human capital, three indicators are used: the share of primary- and 
secondary-aged children attending school (measures of inputs) and the rate of adult 
illiteracy (a measure of educational output and quality). As measures of health, 
two indicators of health outcomes are infant mortality and life expectancy; and an 
indicator of health inputs is the average population per doctor. 

The sample consists of 29 African and 7 Asian countries (Hong Kong, 
Indonesia, Korea, Malaysia, Philippines, Singapore, and Thailand). A list of 
countries and the available data is given in Table 2-4 at the end of this appendix. 

The null hypothesis is that African countries today are statistically indistinct 
from Asian countries in 1965. A simple test of this hypothesis is the differences in 
means between the two groups of countries for each of the indicators. Table 2-2 
gives the results of these tests. In each case, the test is run using all 36 countries 
first (outcomes labelled a), then repeated for all except the three outliers, Hong 
Kong, Singapore, and Botswana, whose incomes per capita are substantially higher 
than others in their respective groups (outcomes b). Given their very different 
physical endowments and economic structures, Hong Kong and Singapore are at 
best only marginally relevant to this comparison. 
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In one fundamental respect, Asia in 1965 was already well ahead of Africa 
in 1990. Asian income per capita, measured in purchasing power parity prices of 
1985,8 was twice as high as Africa's today if the all countries are included and 
50% higher for the reduced sample. These differences are statistically significant 
at the 10% level or better. Because we know that indicators of structure and 
human capital change with average income, this finding weakens any further 
results that show Africa behind Asia, but strengthens results that show no 
statistically significant difference between the two groups. 

For most of the indicators of economic structure--the GDP shares of agri
culture, manufacturing, investment, and exports, and the urban share of the 
population--Africa in 1990 looks similar to Asia in 1965, particularly when Hong 
Kong and Singapore are eliminated, as they should be. The only exception is the 
share of saving, which was almost twice as high in Asia then as in Africa now 
(16.0% versus 8.7%). As Africa's investment share is actually higher than Asia's 
for the reduced.sample, this suggests that Africa's saving deficiency has been 
compensated by foreign capital, almost certainly dominated by foreign aid. 

Human capital endowments give a different picture. In all cases, the 
education and health indicators show Asia in 1965 to have been significantly 
ahead of Africa in 1990 at probabilities mostly in the range of 0.5% to 5%, 
whether the full or reduced sample of countries is used. Asia had enrolled twice 
the eligible population in secondary education; had half the adult illiteracy; had 
reduced infant mortality to 70% of Africa's 1990 level; and enjoyed 5 to 7 years' 
longer life expectancy. 

Could these differences in human capital be explained by the difference in 
average income? Indeed, could 1990 Africa have been ahead of 1965 Asia in 
economic structure, with income held constant? These propositions can be tested 
by assuming that structure or endowment are determined by only two independent 
variables: income per capita and location in Asia or Africa. The equations take the 
form: 

X = ao + a1D + b0Y + b1DY + CoY 2 + cDY2, 
where X is the dependent variable, D is the dummy (0 for Africa, 1 for Asia) and Y 
is ICP income per capita. The second-order terms in Y permit curvature in the 
regression line. 

If a dummy coefficient is significantly different from zero, it implies that 
Asian countries are different from the sample as a whole and therefore different 

'As given by Summers and Heston [1989] in the International Comparison Project (ICP). They 
give data for 1965 for Asia and for 1985 for Asia and Africa. To convert Africa to 1990 incomes, 
we projected from 1985 using the real growth rate as measured from the IMF [1992]. 
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from African countries. If, for example, a, is negative and b, positive, then Asian 
countries start from a lower level than African countries at similarly low incomes, 
but progress more rapidly as cross-section incomes rise. This result is observed in 
some regressions. 

The regression results are contained in Table 2-3. 9 None of the dummy 
coefficients is significantly different from zero in the economic structure 
regressions for agriculture, manufacturing, saving, or investment shares of GDP, 
nor for the urban population share. This confirms the results of the differences-in
means tests: in structural economic terms, Africa today resembles Asia in the 
1960s. Nineteen-ninety Africa does have a higher intercept for export share than 
1965 Asia in the reduced sample (significant at the 1% level), but exports grow 
more slowly with cross-section income. 

The human capital regressions show mixed rcsults, however. Regressions 
for primary education, medical services, and infant mortality contain no significant 
dummy coefficients. In the reduced sample for secondary education, Asian 
countries might actually start from a lower base (the intercept dummy is not quite
significant at the 10% level), but appear to broaden access to secondary schools 
more rapidly than Africa in higher-income countries (the slope dummy is 
significant). 

In the linear regressions, Asian countries appear to start with less adult 
illiteracy (negative intercept dummy). In the second-order equation, however, the 
difference comes in the slope dummy: Asian illiteracy falls more rapidly with in
come than that in Africa. Curiously, in the reduced sample, second-order regres
sion, Asian life expectancy is significantly lower at lower incomes (negative inter
cept dummy), but rises more rapid!y (positive slope dummy). Neither difference is 
significant in the linear equation. 

It is worth noting that, even where there are statistically significant 
differences between Asia then and Africa now, there is substantial overlap. In 
adult literacy and life expectancy, for example, Botswana, Kenya and Zimbabwe 
today are comparable to Asia in 1965, and Indonesia in 1965 would be behind 
several African countries today. 

9Although the table reports regressions for both the complete and the reduced samples, it is 
inappropriate to compare Africa to Hong Kong and Singapore. Regressions with second-order 
terms in Y are reported if they yield significant coefficients and a higher R2 . Where the second
order results differ from those of linear equations, both are reported. 
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Summary 

Thus the similarity in economic structure between Asian countries in 1965 and 
African countries in 1990 seems robust. The disparities in human capital, 
observed in differences-of-means tests, can to some extent be explained by 
differences in per capita incomes. Africa starts with a clear disadvantage in adult 
literacy, however. This may be a crucial shortcoming because literacy is so 
important to upgrading work force productivity in both agriculture and industry. In 
the other two cases where the regressions show significant differences, secondary 
education and life expectancy, the poorest Asian countries may actually have 
started behind comparable African countries. However, the higher-income Asian 
countries had, by 1965, already progressed will beyond African countries with 
comparable incomes today. Though not conclusive, this analysis cannot dispel the 
impression that Africa has some catching up to do in the provision of human capi
tal before it can enter a development path resembling that in East and Southeast 
Asia over the past quarter century. 
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TABLE 2-1: HUMAN CAPITAL INDICATORS -- ASIA AND AFRICA 
Education: Enrollment as Government Adult 

Primary 
% of Age Group 
Secondary Tertiary 

Expenditure 
% on 

Illiteracy 

Education 
1965 1989 1965 1989 1965 1989 1972 1990 1960 1990 

East and S'east Asia 
Korea 
Taiwan 

101 
.. 

108 
.. 

35 
.... 

86 6 
.... 

38 15.8 
17.3a 

19.6 
19.8a. 

29 4 

Hong Kong 103 105 29 73 5 ...... 30 
Singapore 
China 
Indonesia 
Malaysia 
Philippines 
Thailand 

105 
89 
72 
90 

113 
78 

110 
135 
118 
96 

ii 
86 

45 
24 
12 
28 
41 
14 

69 
44 
47 
59 
73 
28 

10 
1 
1 
2 

19 
2 

.. 

.. 

.. 

7 
28 
16 

15.7 
7.4 
7.4 

.... 

16.3 
19.9 

18.1 
8.4 
8.4 

16.9 
20.1 

57 
61 
47 
28 
32 

23 
23 
22 
10 
7 

East Asia & Pa
cific 88 129 .. 46 1 5 .. 24 

Sub-Saharan Africa 
Botswana 
Cameroon 
Chad 
C6te D'Ivoire 
Ghana 
Kenya 
Mali 
Mauritius 

65 
94 
34 
60 
69 
54 
24 

101 

ill 
101 
57 
.. 

75 
94 
23 

±03 

3 
5 
1 
6 

13 
4 
4 

26 

37 
26 
7 

20 
39 
23 
6 

53 

.. 

0 
.. 

0 
1 
0 
0 
3 

3 
3 
1 

...... 

2 
2 

.... 

2 

10.0 
.. 

14.8 

20.1 
21.9 

13.5 

20.2 
12.0 

.. 

25.7 
19.8 
9.0 

14.4 

81 
94 
95 
73 
80 
98 
.. 

26 
46 
70 
46 
40 
31 
68 

Tanzania 
Nigeria 
Senegal 
Zaire 

32 
32 
40 
70 

63 
70 
58 
78 

2 
5 
7 
5 

4 
19 
16 
24 

0 
0 
1 
0 

0 
3 
3 
2 

4.5 
.... 

17.3 
15.1 

.. 

.. 

1.4 

90 
85 
94 
69 

49 
62 

Zambia 
Zimbabwe 

53 
110 

95 
125 

7 
6 

20 
52 

.. 

0 
2 
6 

19.0 
.. 

8.6 
23.4 

71 
61 

27 
33 



Sub-Saharan Af
rica 41 69 4 18 0 2 50
 

a/ Includes science and culture. From Taiwan Statistical Data Book, 1990, p. 157.
 
The World Bank. World Development Report 1992. New York: Oxford University Press, 1992.
 
The World Bank. World Development Report 1985. New York: Oxford University Press, 1985.
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TABLE 2-2: 
 AFRICA IN 1990 VERSUS ASIA IN 1965: DIFFERENCES IN MEANS OF
 
ECONOMIC AND SOCIAL INDICATORS
 

Characteristic 


GDP per capita 

(US$, ICP) 


Agriculture share GDP: 

(%) 


Manufact. share GDP 

(%) 

Saving share GDP 

(%) 

Investment share GDP 

(%) 


Export (gnfs) share 

GDP (%) 


Urban popul'n share 

(%) 


Primary education 

(% eligible pop.) 


Secondary education 

(% eligible pop.) 


Adult illiteracy 

(% adult pop.) 


Population (1000) 

per doctor 


Infant mortality 

per 1000 


Life expectancy 

(years) 


Notes:
 
a. All countries.
 

Mean value for
 
Value of Level of
 

Asia 1965 Africa 1990 t-stat. signif.
 

a. 1261 658 1.87 .05
b. 874 583 1.79 .1

a. 25.7 35.3 1.22 .1+
 
b. 35.0 36.4 0.25 Accept
 

a. 15.4 11.5 1.40 .1
b. 11.7 11.7 0.01 Accept
 

a. 17.0 8.7 1.88 .05+
 
b. 16.0 8.7 1.56 .1

a. 20.3 18.1 0.54 Accept

b. 16.8 18.1 -0.36 Accept
 

a. 42.8 23.5 1.11 .1+
 
b. 21.6 22.0 -0.07 Accept
 

a. 44.0 27.9 1.10 .1+
 
b. 23.8 27.9 -0.80 Accept
 

a. 94.6 71.4 2.83 .005
b. 90.8 69.8 2.11 .025

a. 29.1 17.6 2.00 .025
 
b. 30.3 16.8 1.65 .05
 

a. 27.0 53.0 4.17 .0005
b. 27.0 54.0 3.29 .005

a. 8.7 20.6 1.74 .05
b. 10.9 21.3 1.34 .1+
 

a. 70.6 106.9 2.59 .01
b. 75.7 109.q 2.18 .025

a. 57.6 50.7 2.07 .025
 
b. 55.1 50.0 1.69 .05
 

b. Without Hong Kong, Singapore, Botswana
 
Significance levels:
 
n- means that the t-statistic is significant at the probability n or
 

less;
 
n+ means the t-statistic is significant at a slightly higher proba

bility than n;
 
Accept means the hypothesis of no difference in means cannot be reject

ed.
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TABLE 2-3: REGRESSION RESULTS COMPARING AFRICA IN 1990 WITH ASIA IN
 
1965 (T-ratios in parenthesis; boldface if level of signifi
cance is 10% or less.) 

Dependent 
variable' 

Con-
stant 

Dummy 
D 

Income 
p.c., Y DY Y2 DY2 R2 

Agricul-
ture 

a. 

b. 

54.82 

52.69 

19.97 
(0.95) 
7.00 

-35.78 
(2.50) 
-27.87 

-21.51 
(0.65) 
- 0.36 

6.02 
(1.20) 

5.11 
(0.49) 

.570 

(0.40) (3.63) (0.02) 

Manufac-
turing 

a. 

b. 

6.38 6.57 12.56 -13.40 
(0.46) (1.25) (0.59) 

NO SIGNIFICANT COEFFICIENTS 

- 4.68 
(1.33) 

6.37 
(0.90) 

.142 

.115 

Saving NO SIGNIFICANT COEFFICIENTS; <.120 

Investment a. 9.76 - 2.53 14.24 - 3.39 .210 

b. 9.76 
(0.28) 
- 5.91 
(0.35) 

(2.08) 
14.25 
(2.01) 

(0.45) 
0.20 

(0.01) 
.144 

Exports a. 

b. 

10.32 

10.31 

-78.64 
(3.07) 
-19.23 

20.27 
(1.17) 
20.11 

117.14 
(2.90) 
13.27 

- 0.27 
(0.04) 

-29.59 
(2.34) 

.681 

.358 
(1.38) (3.28) (0.84) 

Urban pop-
ulation2 

a. 

b. 

15.72 

19.25 

-41.47 
(1.60) 
- 6.57 
(0.36) 

26.55 
(1.52) 
14.75 
(1.86) 

45.35 
(1.12) 
- 2.03 
(0.10) 

- 8.04 
(1.30) 

- 2.01 
(0.16) 

.570 

.132 

Primary 
educat'n3 

a. 

b. 

25.30 

32.91 

33.05 
(0.84) 
36.25 

96.05 
(3.14) 
67.10 

-47.43 
(0.75) 
-42.35 

-23.38 
(2.25) 

11.35 
(0.57) 

.489 

.425 
(1.10) (3.80) (1.11) 

Secondary 
educat'n 

a. 

b. 

- 1.76 

17.81 

- 7.18 
(0.37) 
-51.49 

39.28 
(2.63) 
-30.88 

16.11 
(0.52) 
154.50 

- 9.05 
(1.78) 
43.69 

- 6.21 
(0.64) 
-101.3 

.510 

.458 
(1.18) (0.60) (1.42) (1.17) (1.56) 

Adult il-
literacy3 

a. 

b. 

62.95 

67.36 

67.78 

-34.68 
(2.44) 
-41.14 
(1.49) 
64.54 
(0.88) 

.-L4.86 
(2.21) 
-22.90 
(1.76) 
-24.29 
(0.38) 

13.86 
(1.23) 
23.80 
(0.76) 
-238.4 
(1.35) 

0.941 
(0.02) 

147.1 
(1.46) 

.391 

.339 

.407 

Medical 
services4 

a. 

b. 

48.22 

68.70 

- 6.29 
(0.20) 
31.94 
(0.41) 

-57.94 
(2.15) 
-133.2 
(1.51) 

12.13 
(0.24) 
-59.03 
(0.30) 

15.76 
(1.74) 
73.55 
(1.14) 

- 3.99 
(0.25) 
18.26 
(0.16) 

.355 

.341 



55 

TABLE 2-3 (continued)
 

Dependent Con- Dummy Income
 
variable' stant D p.cO., Y DY 
 Y2 DY2 R2
 

Infant a. 142.2 7.58 62.36 -30.56 
 9.23 9.03 .58
 
mortal'y (0.18) (2.12) (0.45) (0.89) (0.42)


b. 166.4 62.08 145.2 -126.7 66.93 40.54 .45
 
(0.64) (1.72) (0.54) (1.20) (0.30)
 

Life ex- a. 43.78 - 8.36 11.57 15.00 - 1.08 - 4.36 .74
 
pectancy (1.21) (2.38) (1.37) (0.64) (1.27)
 

b. 44.26 - $.42 9.98 5.03 .47
 
(0.58) (3.75) (0.75)


43.89 -24.52 11.19 57.13 - 0.81 -29.14 .52
 
(1.54) (0.79) (1.49) (0.09) (1.33)
 

Notes:
 
a. All countries.
 
b. Excludes Hong Kong, Singapore, and Botswana.
 

1. Share of gross domestic product except where noted.
 
2. Share of total population.
 
3. Share of relevant age group.

4. Population (in 1000s) per doctor.
 
5. Deaths per 1000 infants, age 0 to 1 year.
 



TABLE 2-4: DATA FOR COMPARISON: ASIA 1960S VS. AFRICA 1990 

Income 
per 

capita 

Agricul-
ture/ 
GDP (%) 

Manf./ 
GDP 
(%) 

Savings/ 
GDP (%) 

Invest- Exports 
ment/ G&NFS/ 

GDP (%) GDP (%) 

Urban 
pop. 
% of 

Secondary Adult 
Primary enroll. % Illiter 
enroll, of age -acy % 

Pop. per IMR per Life 
doctor 1000 ex. 
(thou.) births 

total % of age cohort adult 
cohort pop. 

Botswana 
Cameroon 

2741 
1041 

3 
27 

6 
13 

.... 

19 17 
64 
21 

28 
41 

ill 
101 

37 
26 

29 
46 

6900 
.. 

38 
88 

67 
57 

Chad 279 38 14 6 12 26 30 57 7 70 38390 125 47 
Cote 

d'Ivoire 
Ghana 

902 
441 

47 
48 

.. 

9 
14 
8 

10 
18 

37 
21 

40 
33 

.. 

75 
20 
39 

46 
40 

.. 

20390 
95 
85 

55 
55 

Kenya 
Mali 

753 
475 

28 
46 

11 
8 

18 
10 

24 
26 

25 
18 

24 
19 

94 
23 

23 
6 

31 
68 

10050 
25390 

67 
166 

59 
48 

Nigeria 
Senegal 
Tanzania 
Zaire 
Zambia 

762 
850 
430 
218 
637 

36 
21 
59 
30 
17 

7 
13 
10 
1,3 
43 

29 
9 

-6 

17 

15 
13 
25 
11 
14 

40 
26 
18 
25 
32 

35 
38 
33 
40 
50 

70 
58 
63 
78 
95 

19 
16 
4 

24 
20 

49 
62 
.. 

28 
27 

.. 

24970 
13540 
7150 

98 
81 

115 
94 
82 

52 
47 
48 
52 
50 

Zimbabwe 1073 13 26 21 21 28 28 125 52 33 6700 49 61 

Hong Kong 
Indonesia 

2704 
461 

2 
51 

24 
8 

29 
8 

36 
8 

75 
13 

89 
16 

103 
72 

29 
12 

23 
43 

2520 
31700 

27 
128 

68 
44 

Korea 
Malaysia 
Philippines 
Singapore 

797 
1309 
972 

1753 

38 
28 
26 
3 

18 
9 

20 
15 

8 
24 
21 
10 

15 
20 
21 
22 

10 
41 
18 

123 

32 
26 
32 

100 

101 
90 

113 
105 

35 
28 
41 
45 

12 
42 
17 
31 

2680 
6200 

.. 

1900 

62 
55 
72 
62 

57 
58 
56 
66 

Thailand 833 32 14 19 20 19 13 78 14 21 7160 88 56 



CHAPTER THREE 
REFORM BARGAINS: THE POLITICS OF CHANGE
 

Jennifer A. Widner 1 

September 1993 

In Chapter 2, Perkins and Roemer write that, "the sharpest distinction between 
Southeast Asia and Africa lies in the effectiveness of government." They suggest 
that the higher rates of growth and development in the economies of Thailand, 
Malaysia, and Indonesia, compared to most countries of Sub-Saharan Africa, 
reflect differences in "politics" even more than differences in resource endow
ments. They note that "even clientelistic, rent-seeking governments can promote 
development if they give priority to, and insulate from political interference, the 
functions of macroeconomic management and most long-term development strate
gy." Southeast Asian governments have by and large succeeded in doing so, while 
most African governments have not. 

This chapter proposes an explanation for this difference in the character of 
"governance" between the countries of Southeast Asia and Africa and among the 
countries in the two regions. As does other recent writing on the political econo
my of development, it tries to understand the patterns observed by focussing on 
the "autonomy of the state" from fluctuating, short-term economic interests of 
elites and interest groups. The chapter begins by operationalizing this concept and 
does so in a slightly different way from much of the political science literature; 
introducing the notion of a "reform bargain." Liberalizing economic reform is 
understood as the consequence of more or less explicit "deals" negotiated between 
leaders, technocrats, and the heads of the networks or groups that structure 
political life. These compromises insulate policy in the short- and sometimes 
medium-term. 

1The author would like to thank Glenn Jenkins, Clark Leith, David Lindauer, Michael Roemer, 
Peter Timmer, Thomas Tomich,and Louis Wells for the helpful comments and challenges they
provided and their collective effort to think about the Indonesian case. Errors of interpretation are 
those of the author alone. 
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The governments that have succeeded in improving macroeconomic man
agement 2 and in shifting to an export-oriented strategy of development have 
sought to counter the resistance and demands of the "barons" who previously 
were the most influential and powerful supporters of the regime. Governments 
circumvented the barons by cultivating the growth of economic interest groups, ad 
hoc coalitions, or diffuse bodies of public opinion, and by providing fledgling 
institutions that could support bargaining and compromise with these new actors. 
Faced with "aristocratic" rent-seeking and demands for resources that threatened 
to undermine the economic viability of the country, some rulers perceived that they 
could pit the growing power of new economic interests against the "nobles" of the 
clientelist order. 

There are three key points. First, bargains may occur when some kinds of 
horizontal associations, are able to organize and can be drawn into reform negotia
tions through informal consultation, corporatist structures, national dialogues, or 
other mechanisms. These new groups may be economic interests too new to have 
entered into rent-seeking themselves. Where the interests of key rent-seekers 
diverge, bargains may also result from efforts by a leader to oppose the demands 
of one clientelist network against another in order to force a reduction in the 
demands made by both. 

Second, compromises or reform bargains require some level of trust among 
parties. Absent long experience of working together or widespread belief that 
impersonal rules will guide relationships, the governments that succeed in negotiat
ing reform bargains are those that can devise ways to instill confidence that they 
will live up to their agreements. 

Third, where reform bargains occur, the leaders, including the senior 
ministers or officials responsible for macroeconomic management, have incentives 
to propose reform and to invest in the politically costly effort to negotiate terms. 
These incentives may derive from personal belief, the electoral system, donor 
conditionality, the desire of senior technocrats to maintain international profession
al status, or a number of other sources. 

In short, where governments have successfully shifted to export-oriented 
strategies of development from import-substitution, leaders or ministers of finance 
have usually acted as "technopols," economists who involve themselves in political 
life in o'der to create constituencies for outward-oriented policies [Dominguez, 

2Although sound macroeconomic management is not technically a "reform" in most cases, its 
insulation from popular and elite pressures results from the same kind of bargaining in process, in 
this view. 
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1993: 4]. These men and women are especially visible in Latin America and Asia, 
but they exist in African countries as well. 

The chapter first offers a brief survey of the explanations scholars have 
offered for patterns of economic policy in Southeast Asia and Africa. The chapter
then develops the explanation outlined here with regard to several important cases 
from the two regions. The conclusion relates the explanation and findings to other 
social science research and to policy. 

Ways of Thinking About the Politics of Reform 

The literature on the politics of economic policy in Southeast Asia and Africa 
remains fairly limited in volume and motivated until recently by questions other 
than the ones posed in this chapter. In thinking about the differences between 
Southeast Asia and Africa, several explanatory variables inevitably surface: ethnic 
or cultural homogeneity, political "culture," the character of colonial rule, the
"autonomy of the state" from societal pressures, and the pro-reform demands of 
interest groups themselves. This section outlines these approaches briefly and 
indicates their strengths and weaknesses.3 

Ethnic or Cultural Homogeneity 

Ethnic or cultural differences within a population can make economic policy 
difficult to formulate and implement in two respects. They can lower levels of 
trust, making negotiations among policy clienteles a longer, costlier, and in some 
cases inconclusive process. Alternatively, where the burdens and benefits of 
policies are distributed to some groups and not others, cultural heterogeneity can 
trigger ethnic claims against the state and promote instability. 

Complicated transactions and transactions across time, including political 
compromises, require trust among parties that each will adhere to the terms 
originally agreed to or modify these only in accordance with procedures accepted
in advance. Where language differences or variations in attitudes and habits 
impede effective communication, levels of social trust are likely to be lower. 

The relationship between cultural heterogeneity and levels of social trust is 
by no means straight-forward, however. Cultural heterogeneity may be rejected as 
an explanation for economic reform on three grounds. 

'For alternative ways of organizing the theoretical debates within this field, see Bowie [1991] 
and Doner [1991]. 
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First, where individuals have multiple group affiliations that create "cross
cutting cleavages,"--for example, memberships in economic associations that 
include people of diverse backgrounds--the tendency of people from different 
cultural communities to come into conflict with one another is reduced. The 
relevant independent variable is not ethnic fragmentation (heterogeneity) or the 
number of communities, but the way the members of these different groups come 
into contact with each other in economic and social institutions, or the degree to 
which ethnic group interests and economic interests overlap. 

Second, some numbers are more stable than others. That is, the evidence 
of the past thirty years in Africa suggests that countries whose members belong to 
two or three ethnic groups are more likely to experience disruption and competing 
ethnic claims against the state than those with many more cultural communities. 
In Africa, ethnic identities have less political importance in C~te d'lvoire and 
Tanzania--both countries with large numbers of communities, many of roughly 
equal size--than they do in Rwanda, Burundi, or even Kenya, where there are fewer 
groups. 

Third, there is abundant evidence that cultural identities are not "fixed" and 
that where differences do not exist, people often create them. For example, the 
phenomenon of becoming Muslim for economic or political advantage is common in 
large parts of both Africa and Southeast Asia. As a result, there is no permanent 
relationship between ethnic or religious heterogeneity and levels of trust or conflict. 

Where cultural boundaries and economic status or occupational groupings 
correspond, differences reinforce one another and can provide a basis for conflict 
that disrupts the economy and increases the risk surrounding investment calcula
tions. Post-independence Nigeria is a case in point. Again, however, the Nigeria 
case illustrates the need to consider political institutions as critical intervening 
variables. Various Nigerian governments have sought to use redistricting and 
modifications in electoral rules to attenuate the influence of ethnic communities 
and ethnic claims in politics. The returns from the 1983 elections suggested that 
they had achieved some measure of success, as have the results of the recent 
presidential election. Although communal divisions continue to be important in 
Nigerian politics, there are other sources of instability as well, and these often 
overshadow ethnic divisions in importance. The example suggests that even when 
ethnic group boundaries and economic situations coincide, the effect of these on 
economic policy and political stability depends on the pattern of incentives and 
disincentives political institutions create. 

In Malaysia, where ethnic group boundaries and economic status have long 
coincided, ethnic heterogeneity is an explanatory variable in the sense that, as 
Bowie [1991: 9] wrote, policy reflects the nature of the "communal settlement 
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that has prevailed in Malaysia since 1957." Policy change within Malaysia has 
taken place as the content of the contract between social groups has altered. The 
groups that count most are not economic actors but communal groups. Bowie 
[1991: 154] writes 'chat, "Malay, Chinese, and Indian communities are linked at the 
top in Malaysia in a coalition that embodies a political settlement of differences--a 
quid pro quo acknowledging spheres of political and economic influence...Changes
in the scope of this settlement in successive decades have changed the extent to 
which the (Malay-dominated) state has felt constrained from using its Isychologi
cal power to advance the economic interests of the Malay community." This form 
of explanation is fundamentally different from other theories that consider ethnicity 
or communal identities important in that it recognizes the explicit use of communal 
organizations by leaders to control the behavior of clientelistic networks. 

Political Culture 

An alternative view is that political cultures shape the content of policy and the 
process of reform. "Confucianism" first appeared as a way of explaining economic 
outcomes in the work of Max Weber, who argued that the doctrine fostered back
wardness in China. More recently, scholars have used the same approach to 
account for rapid development in East and Southeast Asia. But they have often 
chosen cases selectively: Vietnam's slow industrialization correlated with the deep 
infusion of Confucian ideas in local culture [McVey, 1992: 9-10]. 

Nor is it possible to explain change on the basis of cultural continuity. 
Unless some aspect of political culture has altered in the period before policy 
change, it is not logically possible to use culture per se as a variable to explain 
policy shifts or modifications in the behavior of economic decision makers. 

The Character of Colonial Rule 

As Perkins and Roerner point out, there are differences in the character of colonial 
rule between Southeast Asia and Africa. Some of the countries of Southeast Asia 
had existed as cohesive political units before the advent of colonial rule, unlike 
their African counterparts. Further, Japanese colonial policy and investment 
patterns in these areas may have had different long-term developmental conse
quences than British or Dutch control. Although the relationsihips between colonial 
policies and current development patterns are under-specified in this account, there 
does appear to be an association between the character of economic management 
and two aspects of colonial rule: the degree to which the colonial power invested 
in agriculture and infrastructure and the extent to which it trained and incorporated 
local people into economic and political institutions. 
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Differences in patterns of colonial rule within Africa may also have had 
repercussions for patterns of economic and political development. Countries that 
were formerly settler colonies display relatively lower levels of "urban bias" against 
agricultural production. The policies pursued in most of the former Belgian and 
Portuguese areas, where colonial rulers prohibited association and invested little in 
either people or infrastructure, generated high levels of political fragmentation and 
political instability in countries. British and French rule left different "institutional 
legacies" that bequeathed varying degrees of preference for centralization in public 
administration, forms of parallel association, monetary systems, and attitudes or 
policies toward circulation of information. 

These forms of explanation have compelling aspects. However, they are of 
little use in explaining why a country such as Indonesia, subject to a highly 
repressive Dutch rule that invested little in the country, should eventually see high 
levels of economic growth, while the overwhelming majority of African countries, 
including those in which imperial powers invested more extensively, should 
continue to experience comparatively low rates of growth. Further, like political 
culture explanations, colonial policies that shaped subsequent patterns of develop
ment may be useful for understanding some kinds of events and outcomes and not 
others. They may help us understand broad patterns of interest group formation, 
for example, but they provide little leverage for explaining why some leaders have 
incentive to negotiate with these groups and associations, while others have not, 
outside of periods of crisis. 

State-Centered Approaches 

Research by political scientists has tended to define states in both regions as 
"patrimonial:" the relationship between leaders and people is mediated, not by 
institutions, but instead by shifting, personal relations between patrons and clients. 
Theories that invoke the state and stop there merely reify "the state." If all states 
have this same defining character, then the problem is to explain the variety of 
economic policies and performances observed. Most efforts to do so explain 
differences in policy choices, especially degree of reliance on the market, as a 
function of the "autonomy of the state" from strong societal interests. These 
analyses take several forms. 

Autonomous Elites 

In his study of Indonesia, Liddle [1991] writes, "In Indonesia...patrimonial rule does 
not seem to have been a significant obstacle to the adoption of market-oriented 
growth policies. The reason, in my view, is Soeharto's discovery that some of the 
golden eggs produced by growth can be distributed to patrimonial clients without 
starving the capitalist goose" [Liddie: 5]. He explains the empowerment of this 
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view within government as the consequence of the rise of decision makers who 
had both American training in economic analysis (and therefore had the analytic 
tools to answer politicians' questions as well as a pro-market orientation) and 
backgrounds in the nationalist movement. Because of the mix of heritages, these 
men secured acceptance from many quarters and were able to secure support for 
their ideas--or buy time for experimentation [Liddle: 4081. 

This analytic strategy is of considerable interest. Liddle comments else
where that these economists "were also nationalists, Western-educated but not 
Westernized, trained in a foreign science but brought up in colonial Netherlands 
India and revolutionary Indonesia" [Liddle, 19921. By contrast, their counterparts 
in most parts of Sub-Saharan Africa are younger, born after the nationalist move
ments of the 1940s and 1950s. Independence came when they were children. 
Comparatively fewer attended American universities. Those who urge economic 
reform and pursuit of market-conforming policies today are young and often 
performed their "internships" with the World Bank or the International Monetary 
Fund and may therefore lack legitimacy in the eyes of many fellow citizens. For 
example, the Ivoirien opposition press, not generally given to extreme statements, 
routinely characterizes Alassane Ouattara, prime minister of C6te d'lvoire, as a 
representative of an international, technocratic elite who will simply flee the 
country when the policies he implements cause hardship. 

Even if some technocrats are more politically acceptable than others, 
whether they are allowed to manage the economy insulated from the pressures of 
short-term interests depends heavily on whether they have the backing of leaders 
who have responsibility for maintaining order. Ultimately, says Liddle [1992: 800
1], Soeharto was also able "to construct a set of political arrangements--legitimat
ing principles, a base of support, and means of coercion--compatible with [the 
economists' solutions] ... if Soeharto had not seen how liberal economic policies 
could be made to fit into a supportive political structure, it is highly unlikely that he 
would have adopted them." Why these ideas could be "made acceptable" in some 
countries and not in others has elicited much speculation. 

Decision Makers With Stakes in Enterprise 

A second way of understanding "state autonomy" has rested on analysis of allianc
es between politicians and businessmen. Some types of links between civil 
servants and businessmen may be more conducive to reform than others. Scholars 
have pursued a number of avenues of inquiry. For example, McVey [1992: 23] 
has posited that those who secured political power in Southeast Asia "were not 
businessmen, but they were for the great part political entrepreneurs, men who 
had made their way up by finding footholds on the crumbling face of a decaying 
power system ....Men like these were glad to make business arrangements which 
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provided a slice of the profits in return for protection and preference, but where 
real money was concerned they were unlikely to leave it at that. Who could know 
if his portion was fair if he did not really understand how the business was being 
run?" For that reason, she suggests, coupled with nervousness about the "vulner
ability of riches based on office holding," many government decision makers 
invested in enterprise. By so doing they could protect themselves against the 
economic consequences of dismissal from office, ensure an income stream after 
retirement, and build equity to pass on to heirs. "In capitalist Southeast Asia, 
McVey writes, "access to office-holding coild not effectively be restricted by 
aristocratic, caste, or nomenklatura systems. What was available instead was 
investment in business enterprise." 

Office-holding in many parts of Africa is similarly unstable, although it is true 
that until recently governments have been reluctant to dismiss any but their most 
senior officials. According to this analysis, one would thus expect a similar 
outcome in Africa as well. By and large, however, African office holders have 
invested the combined proceeds of salaries and rent-seeking not in productive 
businesses in competitive sectors but in protected enterprises, or they have shifted 
their capital abroad. The perception that tenure in office is unstable does not 
automatically lead to attempts to build manufacturing enterprises or invest in 
agriculture as a way of diversifying risk to the family sources of livelihood. Indeed, 
the greater the uncertainty, the more intense the effort to extract rents from 
official positions. As Achebe [1987: 221 paraphrases a Nigerian proverb, "[The] 
giant iroko... is not scaled everyday, so I must get all the firewood it can yie!d me 
now while I am atop." Researchers have suggested that where there is a threat of 
losing office, the "political discount factor" is very high and encourages adoption 
of policies that actually diminish the future worth of a government's political assets 
[Leith and Lofchie, 1993: 257]. 

McVey [1992: 30] is attentive to this problem and notes that, "Had it not 
been for the East Asian capitalist boom, the connections of Southeast Asian 
businessmen around the Pacific Rim, and the desire by more industrialized coun
tries to invest in a region with low environmental protection and cheap labor, it 
would have been much less easy for the region's political leaders to see the virtues 
of encouraging rather than bleeding domestic enterprise." In short, whether public 
officials invest the rents they collect in productive enterprise and develop a stake in 
the welfare of agriculture and manufacturing sectors depends on the incentives to 
invest provided by macroeconomic conditions. In this general form, this approach 
gives researchers little way to explain the differences that exist among Southeast 
Asian countries. Thailand, Malaysia, Indonesia, and the Philippines all responded 
very differently to the opportunities that investment :n the Pacific Rim by other 
countries has created. 
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Further, although it is certainly important to understand the conditions under 
which business and political groups work together, this approach does not indicate 
whether and cannot explain why investment of bureaucrats and politicians in 
business produced not monopolists but competitive enterprises (it has not in some 
cases) or why these relationships supported a shift toward export-orientation. 
Social scientists have invested too little effort in deciphering these patterns. 

The Locus of Rent Seekinq 

Among Southeast Asia specialists there has recently developed a debate about 
whether the locus of rent-seeking activity critically influences the ability of govern
ments to redirect their policies and pursue new strategies for promoting growth. 
One argument tries to explain low rates of growth in the Philippines, compared to 
other Southeast Asian economies, as the consequence of rent-seeking activities by 
entrepreneurs outside the state instead of within it. "Patrimonial rule" in Thailand 
and the Philippines varies in character. In the case of Thailand, "a bureaucratic 
elite extracted privilege from a historically weak business class," while in the other,
"a powerful oligarchic business class extracts privilege from a largely incoherent 
bureaucracy" [Hutchcroft, 1991: 449]. Writes Hutchcroft [1993: 9], "where rents 
are most commonly grabbed by a bureaucratic elite based inside the state (as in 
the former 'bureaucratic polity' of Thailand and Indonesia), we can speak of 
'bureaucratic capitalism;' where they are generally grabbed by groups with an 
economic base outside the state.. .we can speak of booty capitalism." The 
consequence of this division for economic policy and macroeconomic management 
remains somewhat unclear in these accounts. The contention is that "booty 
capitalism" is "more resistant to fundamental transformation" than other forms of 
rent-seeking based in the state because the entrepreneurs who seek such rents are 
in a position outside government to monitor and repress the emergence of new 
business and interest groups. In these systems, the power of technocrats is 
sharply circumscribed. 

This view might be considered a political economy approach that does not 
take the autonomy of the state as its focus. As posed, however, the argument 
appears to suggest that the most serious effect of rent-seeking outside the state is 
the elimination of the social forces that can vie for power with the barons of a 
clientelist system and thereby free decision makers from dependence on their 
cronies. For that reason, it appears here as a variant of the state-centered ap
proaches that have the autonomy of the state as their principal concern. 

To date, the research to establish this hypothesis has concentrated on a 
single case, the Philippines. More comparative investigation is needed, with soge 
way of assessing the magnitude of rent-seeking outside the state. It is also not 
clear that rent-seeking within the state leads to different behavior on the part of 



66 CH. 3: POLITICAL ECONOMY 
WIDNER: 9/28/93 

state elites, who could certainly close down independent associations, given their 
privileged access to means of repression, if they believed their opportunities 
threatened. The difference between the two loci of rent-seeking, if there is one, 
may lie in the greater willingness of non-state rent-seekers to "run down" or 
exhaust the rents available through government because of their greater indepen
dence from the revenues these activities provide over the long-run.4 

The African cases also raise a challenge to this analysis. Although the 
outcomes resemble those in the Philippines more than those of other Southeast 
Asian countries, these countries tend to have very small numbers of citizens with 
significant businesses. The locus of rent-seeking is predominantly within the state, 
not outside of it. 

Whether the autonomy ot the state is an appropriate focus for research at all 
is an important question. Doner [1991: 833] has pointed out that all approaches 
focusing on the state misunderstand the problems governments face. "An autono
mous state may not always be best suited for development tasks. Autonomously 
developed preferences may lead to predatory behavior by state officials." Doner 
suggests that governments of Southeast Asian countries have little indeperrience 
from powerful groups, in any event, yet they continue to grow. He points .j the 
need to study non-state insviiutions and their role in solving some of the problems 
that confronted business in earlier periods. These include business groups, which 
try to overcome market failure "by internalizing transactions within a firm or group
of firms;" networks, which perform functions similar to those of business groups, 
but involve "regularized linkages between or among independent firms;" business
interest associations; and informal consultative mechanisms. 

Interest Group Explanations 

In an earlier period, political scientists often understood policies as the result of 
interest group competition or a struggle between conflicting, organized "horizontal" 
associations including people of common economic position but often dissimilar 
community origins. If there is one thing upon which most contemporary observers 
agree, however, it is that economic policy reform does not result from interest 
group pressure in any straightforward fashion. In the many case studies from all 
parts of the world, it is hard to find examples of potential beneficiaries organizing 
to bring pressure to bear for reform. Pro-reform interest groups are very hard to 

4Leith and Lofchie [1993: 257] suggest that the "political discount rate" attached to rent
seeking might increase when the future seems to portend political instability, but also when the 
locus of rent-seeking lies with people who have alternative sources of income in the long term. In 
conditions of relative political stability, then, when the locus of rent-seeking is within the state,
rent-protection is a more likely outcome than when rent-seeking is outside the state. 
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organize. The benefits these policy packages generate are diffuse and unfurl over 
a long period. Anywhere in the world, it is difficult to rally people to lobby for 
such policies [Bates and Kreuger, 1993: 456-57], but nowhere is that task more 
challenging than in countries where there is an expectation of political instability 
that leads people to discount the future heavily. 

This is not to say that interest groups play no role in the reform process. 
Reform policies often create clear short-run losers, and these individuals and 
groups can mobilize against proposals offered by technocrats or reform-minded 
politicians. The variation in patterns of structural adjustment is explained by the 
way formal and informal institutions shape the bargaining strength of various 
actors. Specifically, some studies suggest, politicians can adjust or augment these 
institutions to create new constituencies, diminish the bargaining power of oppo
nents, or alter the views of others. For example, in their review of reform in 
several developing countries, Bates and Krueger [1993: 4611 suggest that "efforts 
at economic reform led to attempts to restructure the pattern of interest group
representation. Scattered evidence suggests that reform-minded elites attempted 
to create corporatist political structures and, in at least one case, to underpin these 
with government programs that could forestall protectionist reactions against 
liberalizing policy changes." 

An Alternative ExDlanation 

An alternative to these views is that where governments have adopted liberalizing
reforms, leaders have appealed to these horizontal groups or to even more diffuse 
public opinion against the clientelistic barons in order to reassert control over key 
customs and institutions such as important public enterprises. They hL,/e tried to 
develop mechanisms or institutions for procuring compromise, a form of autonomy
from any single interest. In short, they have created reform bargains by accepting 
and sometimes encouraging the mobilization of new groups and using these to 
counter the political leverage of those who developed vested interests in a pro
tected economy. 

African countries differ as a group from their Southeast Asian counterparts, 
but also vary among themselves, in the level of organization of interest groups and 
civic associations and the degree to which technocrats have appealed to these and 
to public opinion in forging support for reform. Authoritarian rule in Africa was 
long hostile to economic interest groups and many forms of less formal, horizontal 
association and stamped them out where the government was able to do so. 
Governments in Soui.east Asia did so to varying degrees, but even those most 
hostile to political life outside the inner circles of government tolerated the forma
tion and consolidation of business groups during the 1970s. Further,in Africa, high 
.- vels of instability favored membership in vertical associations, instead of horizon
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tal groups. Prolonged periods of political instability have blocked the formation of 
cohesive horizontal associations or interest groups and forced resort to vertical 
networks and identities--ethnic and religious affiliations, for the most part, or 
patron-client ties [Callaghy, 1990:263]. Although the early 1990s have spawned 
political opening and new forms of social mobilization in many parts of Africa, by
comparison with their Southeast Asian counterparts, these are new and fragile. 

More serious for leaders who seek to curtail the power of clientalist barons 
is the absence of vehicles for interest intermediation. Opposition parties in some 
Southeast Asian countries are extremely weak and constitute poor vehicles for 
representing interests and exerting influence. The same is true of the emerging 
African opposition parties, which have few ties to unions or other interest groups 
and, in many cases, no platforms. In both Southeast Asia and many parts of 
Africa, national assemblies lack the constitutional authority to initiate legislation or 
simply choose not to do so. Interest groups have few contacts with representa
tives seated in the assemblies. 

In Southeast Asia, informal consultation that includes members of different 
interest groups, especially multiple business factions, are more common as part of 
policy making than in Africa. The few forums available in Africa, such as F6lix 
Houphoudt-Boigny's Days of Dialogue, are occasions for taking "soundings" of 
public opinion, not for facilitating resolution of conflict or negotiating compromises 
among groups. Only in Botswana, the country with the highest growth rates in 
Africa, is consultation institutionalized. In Southeast Asia, the country closest to 
the African cases with respect to both criteria is the Philippines, the country whose 
economic situation has not followed the pattern of its neighbors. 

This chapter takes a first step toward a different conceptualization of state 
autonomy, and introduces three necessary conditions, no single one of which is 
sufficient to explain the patterns Perkins and Roemer observe, but which taken 
together account for the variations within and between regions. 

At the center of this analysis is a definition of "state autonomy" that centers 
on the notion of a "reform bargain." When policy makers speak about the need for 
autonomy from special interests, they do not mean that governments should be 
insulated from the demands of social groups. Rather, the compromises govern
ments facilitate among these groups create "political space": they enable 
policymakers to act according to impersonal rules and indeed to take steps that 
abrogate the short-term interests of some groups without provoking street 
d'3monstrations or other forms of participation that lead to instability. "Autonomy"
refers not to isolation from social pressures but to the short-term and medium-term 
capacity to pursue policy agendas that comes from more or less explicit deals or 
negotiations with the leaders of the networks or groups that structure political life. 
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Interest Group Formation 

Countries that have successfully insulated macroeconomic management and 
promoted export-oriented policies are different from others in three key respects. 
First, and most important, these governments have tolerated or even promoted 
formation of some economic interest groups or new forms of communal identity
(as in Bowie's analysis of Malaysia) alongside personal networks, and they have 
created formal or informal forums for what political scientists call "interest 
intermediation." In this respect western industrial democracies are historically no 
different. At some point, all sought to contain rent-seeking behavior on the part of 
aristocrats. Indeed, all societies have to periodically re-create new groups and 
structures in order to contain the kinds of rent extraction in which clientelist 
networks, cormmunal groups, and interest groups variously engage. 

In all of the countries of Africa and Southeast Asia, rulers long secured order 
through manipulation of clientelist systems, and all continue to use these to 
varying degrees. The governments that have succeeded in improving 
macroeconomic management and in shifting to an export-oriented strategy of 
development, however, are those that sought to counter the resistance and 
demands of the "barons" who were the pas, pillars of order, by cultivating the 
growth of "horizontal" associations--usually economic interest groups. In most 
cases, this means that there must first be sufficient diversity in forms of economic 
life to provide the basis for competing economic identities. It also presk'ppos-,s 
that governments have tolerated the organization of at least some of these nuw 
identities. Authoritarian governments vary greatly in the degree to which they do 
SO. 

Further, the governments that have succeeded in re-orienting economic 
policies and insulating macroeconomic management have put in place institutions 
that can support bargaining and compromise among these different actors. To do 
so, they not only had to give these new interest groups greater latitude for public
activity, they also had to provide formal or informal opportunities for consultation 
and thus for compromise. Where they did not or could not do so because 
horizontal interest groups had long been repressed, reform proved difficult to 
implement and rent-seeking proliferated. 

There are various forms of interest intermediation, some commonly 
associated with democracies, others not. Political parties are one way of 
organizing interests and elections, means of organizing cc.npromises among them. 
These are the institutions to which Huntington [19681 assigned priority in his study 
of the bases of political order in changing societies. In most developing countries 
in Southeast Asia and Africa, however, political parties have few strong ties to the 
interest groups or communities :hat can mobilize street demonstrations, strikes, 
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and other forms of activity to confront government policies. They are often poor 
vehicles for aggregating and expressing interests. 

Securing a bargain (an acceptable package of trade-offs) can take place in 
other ways, through some forms of informal consultation, national dialogues, or 
formal incorporation of centralized association into government decision-making. 

Trust Among Parties 

Second, reform bargains require some level of trust among parties. Reforms that 
succeed in insulating macroeconomic management and pursuing export-oriented 
strategies pursue at least one of the following approaches to making their 
commitments credib;e. 

a In some cases, rulers have coupled proposals for economic reform with 
shifts to more competitive political systems, securing agreement on the former by 
ensuring that the population will have the opportunity to throw them out of office 
through defeat at the ballot box if they fail to adhere to the terms of the deal. For 
example, in 1985, Nigeria's President Ibrahim Babangida tried to win acceptance of 
a reform package modeled after IMF proposals but without IMF financial support by 
simultaneously announcing a phased transition to a Third Republic. In C6te 
d'lvoire, F61ix Houphoudt-Boigny did much the same in the aftermath of a series of 
strikes that protested sharply higher tax rates on urbanites, by coupling revised 
proposals to limit public-sector spending with legalization of opposition parties and 
announcement of competitive elections. Asian examples of this tactic are less 
common. Where parties have alternated in power before, through multi-party 
elections, this pledge may carry more weight than in countries where the rulers 
had long circumscribed political participation. 

0 In the generally un-democratic systems of the two regions, rulers can offer 
non-institutional tests of trustworthiness. They can agree to act first on other 
concrete concerns of key actors as an indication of intention to adhere to the main 
terms of a reform bargain. For example, in Indonesia, Soeharto sent a clear 
message of his intentions to members of the political elite when he drastically 
restructured Pertamina, the state oil company, at the expense of a close political 
ally. 

* Some kinds of institutions, practicable under either democratic or 
authoritarian systems, can also lend confidence to potential coalition partners. For 
example, the East Asian NICs made extensive use of joint public-private export 
committees to publicize export goals. The World Bank [1991: 22] has suggested 
that these may increase confidence by lending credibility to claims that the 
government will adhere to the terms of its bargain over the medium-term; by 
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conveying information about export bottlenecks; and by developing vested 
interests in promoting exports, a source of political pressure on governments that 
try to back away from outward-oriented policies. 

rAGovernments can arrest or suspend high-level officials or political elites 
engaged in corruption in an effort to secure concessions or acceptance of the 
terms of reform from groups suspicious that such high officials intended to renege 
on the government's arrangements. 

Most governments that have succeeded in securing reform bargains have
 
pursued one or more of these strategies for signalling credibility.
 

Motivation to Negotiate 

Third, in those systems where reform bargains occur, the leaders, senior ministers, 
or officials responsible for economic management must have incentives not only to 
propose reform but also to invest in the politically costly effort to negotiate terms. 
One or the other of two conditions is most likely. Either their personal family 
incomes arise oasproportionately from enterprises hurt by the political economy of 
import substitution and they have few opportunities to invest their assets abroad; 
or they consider that their future job prospects lie abroad, in multilateral aid 
agencies such as the World Bank or the International Monetary Fund. In these 
instances, senior officials have special reasons to endure the problems and costs 
associated with negotiating reform bargains. 

Summary: The "Technopols" 

In sum, the governments that succeed in insulating their macroeconomic policies 
from the day-to-day pressures of special interests and in re-orienting development 
strategies toward an export-orientation are those that manufacture political space 
or autonomy for themselves. There are three components of that effort. 1) These 
leaders tolerate some level of association among economic interest organizations, 
civic associations, or ad hoc groupings and provide institutions for facilitating 
compromise among these, "the government," and the "barons" of the old order. 
2) They engage in one or more measures to win the trust of these new groups. 3)
They give prominence to technocrats who either derive part of their personal
income from export manufacturing, believe their future job prospects lie in 
multilateral organizations where free market or market-conforming policies are 
promoted, or simply share "developmentalist" perceptions and goals. 

This explanation is similar to that offered in recent research on the ways 
technocrats translate their ideas into policy in Latin America. This new literature 
observes that successful technocrats are often "technopols," people who not only 
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have technical expertise but are also "1) at or near the top of their country's 
government and political life, who 2) go beyond their specialized experience to 
draw on various different streams of information and who 3) vigorously participate 
in the nations political life, 4) for the purpose of affecting policies well beyond the 
economic realm and who may, at times, be associated with an effort to "re-make" 
their country's politics, economics, and society." [Dominguez, 1993:4]. 

Technopols gained influence in Chile, Brazil, Argentina, and Mexico when 
four conditions converged. First, each of these countries suddenly found itself 
amid economic crisis, with varying roots. Second, the crisis discredited the 
authoritarian regimes in power, to varying degrees. Third, technocrats and 
technopols occupied positions of power in these authoritarian governments and 
faced challenges to their style of governing. Fourth, the political process became 
more competitive, to varying degrees and for different reasons, in each country. 
[Dominguez, 1993: 11-121 

This essential political role of the technocrat is one of building political space 
or medium-term autonomy from fluctuating, short-term interests through compro
mise. The words of a successful Latin American technopol highlight this perspec
tive. Asked how he would define his role as Finance Minister in Chile, Alejandro 
Foxley replied in part: 

..to do a good technical job inmanaging the economy you have to be 
a politician. If you do not have the capacity to articulate your vision, 
to persuade antagonists, to bring people around on some unpopular 
measures, then you are going to be a total failure ...Economists must 
not only know their economic models, but also understand politics, 
interests, conflicts, passions--the essence of collective life. For a brief 
period of time you could make most changes by decree; but to let 
them persist, you have to build coalitions and bring people around. 
You have to be a politician." [Dominguez, 1993: 50] 

This essay suggests that it need not be the technocrats themselves who do the 
work of compromise, but they must at the least have senior political allies who are 
able to do so. Accomplishing that end presupposes that there are individuals or 
groups whose interests run counter to those of the rentiers, that there are institu
tions, formal or informal, in which these differences of opinion can be negotiated, 
and that the key brokers have personal incentives to assume the costs of bargain
ing. 
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Evidence 

This chapter makes no attempt to test this gxplanatrdn systematically. For the 
time being, the absence of comparable data about the countries in the two regions 
means that it is possible only to make illustrative use of cases. To that end, this 
section examines the utility of these variables in helping us understand one paired 
case (the different receptivity of C6te d'lvoire and Thailand to structural adjust
ment reforms) and makes brief reference to two other significant cases, Ghana and 
Indonesia. 

The choice of C~te d'lvoire and Thailand for comparison is based on several 
considerations. First, because adoption of policies to promote export orientation 
were part of the structural adjustment packages of the two countries, patterns in 
the implementation of structural adjustment policies constitute "what is to be 
explained" in the comparison. Second, to prevent bias, comparative analysis
requires that at least some of the cases chosen for study vary with respect to the 
dependent variable. In this pair of cases, C6te d'lvoire and Thailand both seek to 
implement structural adjustment reforms. To date, C6te d'lvoire has implemented 
very few of the items that are part of the program, whereas Thailand has imple
mented several. In this case, then, there are different outcomes or values of the 
dependent variable. Third, to establish possible cause, the key independent
variables should differ among the cases. In this comparison, C6te d'lvoire and 
Thailand differ primarily in whether their governments sought to incorporate key
interest groups in a reform bargain that struck at the privileged positions of client
elist leaders. 

C6te d'lvoire 

Once one of Africa's "success stories," C6te d'lvoire has recently slid from the 
category of "middle-income countries" in the World Bank's classification system, 
to "lower income countries." Although the country has some off-shore oil fields, its 
gross domestic product and its foreign exchange revenues come largely from 
production of primary agricultural commodities, including coffee, cocoa, cotton, 
rubber, bananas, and pineapples. Over the first years of the post-Independence 
period, the government created a number of barriers to open market competition;
including a stabilization fund both to buffer farmers from fluctuations in world 
prices; both tariff and non-tariff barriers to insulate domestic "infant industries" 
from competition of imports; tax exemptions, tax holidays, and preferential interest 
rates for priority sectors; laws to prevent hiring, firing, or salary reductions for 
workers; and government equity participation in a wide variety of enterprises. 
These policies resulted in widespread inefficiencies and steadily declining interna
tional competitiveness [Poulin, 1993]. 

By the mid-1970s, the signs of strain were already apparent. Economic 
growth slowed through the 1970s and 1980s. The effectiveness of government 
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declined. For example, C~te d'lvoire has spent and continues to spend more on 
health and education per capita than any other country in West Africa, but key 
social indicators lag behind those for many African countries with lower GDPs, and 
they continue to decline [Poulin, 1993: 9]. Some studies suggest, too, that 
corruption is rampant. In a study of transportation costs, exaction of "tolls" by 
police and military officials along the roadways and rail systems in C6te d'lvoire 
was found to exceed levels in other West African countries studied, including 
Nigeria [Holtzman and Kulibaba, 19921. Although the government engaged the 
services of a Swiss firm to oversee its administration, customs, too, remains the 
site of considerable rent-seeking activity. 

By the end of 1987, the government of C~te d'lvoire and the country's 
principal donors, including the World Bank, had settled on a plan for medium-term 
structural adjustment. The plan included five main components: liberalization of 
agricultural export pricing and marketing; balancing the budget, mainly through 
reductions in the public wage bill and improved public sector management; 
elimination of non-tariff barriers and associated internal price controls, reducing the 
level and range of tariffs; liberalizing the labor market; restructuring and privatizing 
public enterprises; and reforming the financial system. A special medium-term 
program to liberalize agricultural marketing and improve its management was devai
oped in tandem with these proposals [Lewis, 1993]. 

The government moved very slowly on the program, seeking to reduce or 
eliminate non-tariff barriers in 1987, then backing off of that reform and most 
others until the 1990s. 5 By mid-1993, except for limited financial sector restruc
turing and privatization of a few public enterprises, the government had undertaken 
few of the negotiated changes and when it did so it has not always adhered to the 
criteria or forms envisioned in the agreements. 

The interests of senior decision makers 

The president of C6te d'lvoire, F6lix Houphoudt-Boigny, led the country's national
ist movement and has held power since independence. At the time of this writing, 
he was about 90 years old. The degree to which he backed the effort to re-orient 
Ivoirien economic policy is unclear. In 1990, he created the post of prime minister, 
to which he appointed Alassane Ouattara, an Ivoirien with roots in Burkina Faso, 
who holds an American economics Ph.D. and who worked for the IMF and the 
Banque Centrale de I'Afrique de l'Ouest, one of the key institutions of the Franc 

6The textile industry blocked the changes. CMte d'lvoire has a number of firms in which the 
government or Ivorien interests hold equity, along with French and other foreign investors. These 
firms have received protection for extended periods and are unable to compete effectively with 
Asian-produced textiles. 
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Zone, until accepting the president's offer. At the same time, he indicated that his 
"designated successor" as leader of the Parti D~mocratique de C6te d'lvoire and as 
interim president in the event of his death would be Henri Konan Bddi6, a central 
figure in the country's clientelist networks over the previous decades, a minister at 
the time of the infamous investment in sugar refineries in the northern part of ' 9 
country (in which many millions of dollars went astray), a beneficiary of the 
country's import licensing system, and president of the National Assembly. 

Ouattara's office became the nerve center of the reform effort but it 
remained poorly staffed, with a handful of talented young advisers--most paid with 
the assistance of international foundations and donors in an effort to compensate 
them at international rates and remove them froin the temptations of rent-seeking-
and an admixture of representatives from the clientelist networks. Although the 
office met with business groups and other, emerging associations, it was unable to 
keep up with the demands on its time or to curtail the rent seeking practices of the
"old regime" that had helped manufacture the economic crisis. 

Ouattara could most certainly have returned to positions in the multilateral 
development organizations at the end of his tenure. Many in C6te d'lvoire as
sumed that he wus appointed prime minister precisely because he was a man 
whose skills were transferable and allowed him to leave the country if his reforms 
did not work or generated political discontent. His Burkinab6 origins meant that in 
the eyes of many he would always remain a stranger, incapable of mounting a bid 
for political power. Possibly because he sought a greater mandate or base of 
support for structural adjustment reforms, however, or because he had ambitions 
no one anticipated, Ouattara quickly appeared to step out of the role of the 
technocrat and to throw his hat in the ring as a contender for the presidency. 
Subsequently, Houphoudt encouraged the new prime minister to construct a lavish 
house, divorce his Jamaican wife, who remained in the United States, and marry 
the president's real estate broker, a French woman. Houphoudt's motive may have 
been to compromise Ouattara's image or to give him greater stature among the 
clientelist politicians. 

Ouattara sought to counter this image and build support for his program by 
taking his case to "the people." In October 1992, he convened a televised four
hour press conference on the American model, responding to questions from 
newspaper reporters and citizens from every part of the country's political spec
trum. The newspapers carried extensive portions of the discussion, along with 
commentary, in the days that followed. B6di6 and Laurent Gbagbo, the main 
opposition candidate, followed with their own performances over succeeding 
weeks, attempting to counter Ouattara's claims. Although the press conferences 
generated interest and heped educate the elite public, they did little in the short
run to help build support for the reform program. 
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In sum, the motivation for reform among the president and senior elites in 
the country was limited at best. The country had only one Ivoirien industrialist, 
Philippe Bambara, the chief officer of Cosmivoire, an agro-processing firm. Other 
manufacturing enterprises were in the hands of French and Lebanese owners, who 
dominated the country's business organizations. The members of the country's 
clientelist networks were invested most heavily in the export of agricultural 
products from the country (not in their production, in most cases) or in import 
enterprises. The president himself had diversified his assets and sent considerable 
capital overseas. Absent individual incentives to improve the economic environ
ment for export-oriented manufacturing, the motive for reform rested in the hands 
of a very small group of technocrats whose presidential backing remained uncer
tain. Moreover, their own Iong-ter;n interests evidently lay as much at home as in 
the international arena. 

Clientelist networks, interest groups, and interest 
intermediation 

The major opponents of reform are the "barons" of the Houphouet-Boigny govern
ment, or, in local terms, "les pouvoirs en place." In the clientelist political system 
of the period 1960-1990, the economic policies the country pursued reflected the 
preponderant influence of individual political or business figures, who mobilized 
support for their personal interests through politic.J machines. The president 
encouraged this behavior, extending legal recognition to "horizontal" associations 
or interest groups only to the degree that these could be attached to or subsumed 
under the wing of the sole political party, the Parti D6mocratique de C6te d'lvoire 
(PDCl), which was itself primarily organized through ethnic committees and cells at 
the local level. Many members of the elite benefitted financially from privileged 
access to rent-seeking opportunities. Mme. Therese Houphoudt-Boigny has long 
exacted a charge for each bag of rice imported into the country, by way of her 
access to the Caisse de P6requation, and is suspected of engaging in similar 
skimming in the wheat trade. 6 In the early 1980s, such "personal" politics 
subverted privatization of public enterprises in C6te d'lvoire. In 1987, protests 
from the well-connected, largely foreign-owned textile industry prevented elimina
tion of non-tariff barriers. Several prominent individuals currently benefit from 
policy distortions and are likely to mobilize their clients in the National Assembly or 
in institutions such as the customs service to block reform. 

The character of the political system is changing, however. In 1990, the 
government extended legal recognition to opposition parties and sponsored the 

8C6te d'lvoire purchases both of these crops at about $250 per ton. The mills that process 
them pay $500 per ton after off-loading from freighters. The 100% mark-up in price in part
reflects rent-seeking by important figures of the PDCI and of Houphouet-Boigny's inner circle. 
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country's first multi-party elections, in what was generally considered a pre
emptive move. Since that time, multipartyism has become "multi-syndicalisme." 
Unions and associations have proliferated, and economic interest groups are 
beginning to mobilize. Instead of a highly centralized, corporatist union structure in 
which the government maintained control over the activities of associations, in part 
through the PDCI and in part through the official labor federation, the Union 
General des Travailleurs de C6te d'lvoire (UGTCI), there are now multiple unions in 
most sectors, some autonomous from political parties and others not. The most 
powerful of the autonomous unions have banded together in the Federation des 
Syndicats Autonomes de C6te d'lvoire (FESACI), a group that encompasses public 
sector doctors, radio and television reporters, many energy-sector engineers and 
workers, the most vocal of the university teachers, computer programmers and 
specialists, the bus drivers who work within Abidjan and others. Business has 
formed multiple syndicats too, most of which are grouped together either in the 
Union Patronal de C6te d'lvoire (UPACI), the Mouvement des Petits et Moyennes 
Entreprises (MPME), or the Club des Hommes d'Affaires Franco-Ivoiriens. Personal 
politics and interest group politics now compete for influence in C6te d'lvoire 
creating new kinds of opportunities and new kinds of obstacles, for the reform of 
the economy. 

None of these groups is monolithically opposed to structural adjustment 
reforms. Although some parts of the program have greater and broader support 
than others, it is simply not the case that the pressures of "mass demands" or
"popular demands" are the source of the government's hesitance to act on the 
reforms. 

In the industrial democracies, the demands of interest groups are mediated 
through national assemblies and institutions designed to facilitate compromises and 
long-term negotiations among government, business, and labor. Like many 
countries in Africa, C6te d'lvoire has a new union movement but none of the 
institutions for interest intermediation. This institutional lacuna has made securing 
acceptance of reform more difficult than it in the many other regions of the world. 

Ironically, although opposition political parties are now legal, most have 
little or no contact with important interest groups, several of which participated in 
street demonstrations in early 1990 and helped force the move to a multi-party 
system. This seeming paradox has its root in both a lack of 3ny perceived impera
tive to consult with these groups, instilled by' a long history of clientelist rule, and 
by the reluctance of the unions themselves, many of whose leaders and members 
do not consider the parties credible agents for channeling, articulating, or aggre
gating interests. Partly in consequence (and partly because it still operates under 
tight restrictions and under the surveillance of clientelist politicians), the national 
assembly also cannot be counted as an institution for interest intermediation. 
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Further, only the Prime Minister's office, with its small staff of 25, plays a 
significant role in trying to mediate conflicting demands in the policy process, and 
it does not encourage contact between groups in different sectors. Currently, 
there is no real forum in which interest group leaders can make their views known 
to one another and negotiate over demands. The occasional "Days of Dialogue" 
the president convenes are an occasion for controlled airing of grievances in the 
style of the French cahiers de dol(ances, but they provide no opportunity for 
groups to negotiate the terms of reform. 

Most interest groups, newly formed and with relatively little access to 
information or to contact with each other, have not had to evaluate the opportuni
ty costs associated with the demands they make. The government long controlled 
access to information tightly, sanctioning only government-produced newspapers, 
radio, and television. When single-party rule gave way to multi-party rule in 1990, 
alternative newspapers appeared on the city streets, but like the new poitical 
parties few have thought to feature and communicate the views of interest 
associations. Although there are three labor federations now active in the country, 
along with several, somewhat older business lobbies, most syndicats frame their 
objectives and programs with little or no information about the economic effects of 
different alternatives or the concerns of other Ivoirien citizens. 

As a result of the deficit of information and forums for negotiation,the 
programs of some of the syndicats, new and old, reflect little consideration of the 
costs and benefits associated with different courses of action, when the behavior 
of other groups is taken into account. Lack of information and absence of a forum 
in which demands can be measured and bartered against those of other groups 
creates a rigidity in the positions pursued that does not accurately capture the 
attitudes and ideas of either the members or the leaders. 

The problem of trust 

In common with many other African countries, C6te d'lvoire is caught in a crisis of 
confidence in the public sector, too. Although urban interest groups are generally 
agreed on the need for some reforms, especially those designed to improve the 
quality of public sector management, few currently have enough faith in govern
ment leaders to accept short-term sacrifices for longer term gain. Lack of confi
dence of the governed in the intentions and abilities of the governors is perhaps 
the major obstacle to reform. This skepticism about the ability of the governors to 
implement reforms efficiently and fairly does not yet amount to rejection of all 
current political leaders or of a role for government in the economy. At the time, 
officers of most of the urban interest groups indicated that one or more of the 
senior officials with whom they regularly had contact took their concerns seriously. 
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This lack of trust has three main components. First, there is a deep, shared 
fear that a few of the most powerful politicians continue to pursue their individual 
interests at the expense of other Ivoiriens. The absence of transparency sur
rounding some of the sales of public companies fueled this perception. Second, 
the absence of information that would allow groups to monitor government 
behavior in their sectors and to follow changes in the economy was also an 
important source of insecurity. All of the interest groups the author interviewed in 
C6te d'lvoire during this period placed a high priority on the creation of a "banque 
des donn6es," to which all members of the public could have access. Third, 
several interest group leaders believed that the level of malfeasance among lower
level civil servants had risen to such levels that even if senior officials chose to 
implement well-conceived reforms, they would lack the capacity to do so. Cus
toms officials came in for particular criticism from producers' groups, in this 
regard. 

In sum, in the Ivoirien case, although "horizontal" interest associations and 
less organized civic groups had emerged in the country and could potentially be 
tapped to counter the power of the older clientelist networks, there were few 
officials with an interest in constructing a reform bargain, few institutions for 
interest intermediation, and very little public confidence that the government could 
or would bargain in good faith, although some members of the Prime Minister's 
office were considered reliable. Without these elements, a sevious reform effort 
could not occur. 

Ghana 

If C6te d'lvoire is a case in which reform is imperiled, Ghana is an example of 
reform enacted--although not always with the consequences anticipated. In 
Ghana, as elsewhere, economic crisis brought the question of reform to the fore, 
as it had several times in the country's history. By 1982-83, official mismanage
ment and corruption had so reduced the pool of rents available for division that it 
was no longer possible to use patronage and spoils to hold the state and society 
together. Leith and Lofchie [1993: 226] have suggested that "the extreme to 
which the Ghanaian poiicy-induced atrophy took the economy, beyond any kind of 
political optimum, was the outcome of a set of political institutions which permit
ted a 'tra tedy of the commons' to emerge. In the end, the economy and the state 
hit botto, n." 

Leith and Lofchie [1993: 260-11 ascribe the about-face upon the 1983 
Rawlings coup to several factors. First, there were multiple problems that intensi
fied the crisis in which Ghanaians found themselves. These incluoed food shortag
es that stemmed from the collapse of transport, fore:st fires in some of the cocoa 
areas, the murders of a series of high court judges, the expulsion of large numbers 
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of migrant Ghanaians from N;geria, and two failed coup attempts against Ghanaian 
governments. Second, the rents were exhausted. The economy was in such a 
state of decline that no one could afford to pay off public officials and the govern
ment could no longer afford to dole out patronage positions. Third, The second 
Rawlings coup had wide popular support for its effort to supplant an ineffectual 
civilian regime. 

Throughout Africa, the relationship between "crisis" and adoption of reform 
is weak, however. There are other conditions present in Ghana but not in the C6te 
d'lvoire that may explain the differences in reform politics. 

First, the group of people who would lose from adjustment in the short-run 
in C6te d'lvoire was larger than it was in Ghana. As one of the country's earlier 
"success stories," C6te d'lvoire had a large nascent, urban middle class that would 
see prices ,, imported consumer goods rise with devaluation and see disposable 
incomes fall through layoffs, possible wage reductions, or increased taxation. 
Although most of the groups whose members belonged to this class saw a need 
for reform, they were alarmed by the government's exclusion of their views from 
the design of a program. Although not democratic, the institutions set up by 
Rawlings, by contrast, did provide for substantial interest representation. Rawlings 
made widespread use of the device of the Presidential Commission, and these 
committees, when constituted, moved about the country to hold hearings on 
critical issues. Members of Parliament were able to ask pointed questions of 
government representatives and ;,vailed themselves of this opportunity frequently. 
A tripartite National Employment Manoower and Incomes Council provided a forum 
for negotiating incomes policies. District Assemblies were created to air views at 
the local level. Moreover, Rawlings showed much greater respect than his 
predecessors for the office of the chieftancy and consulted at the local level 
through this network, as well.7 

Second, in Ghana, both Rawlings and some senior technocrats had strong 
incentives to see thereforms implemented. Rawlings owed much of his political 
support to rural Ghanaians, who stood to benefit from the reforms. Indeed, when 
the country held elections, Rawlings won heavily in rural parts of the country. 
Second, there was a "technopol" motivated to maintain his ties with the interna
tional development community. Joe Abbey, a key designer of the Economic 
Recovery Program, had long maintained good relations with the International 
Monetary Fund and the World Bank and could certainly look to employment there 
in the future if he left Ghana with his professional credentials as an economist 
intact. 

'I owe these observations and others on Ghana to Clark Leith. Personal communication, March 
1, 1993. 
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Thailand 

Recent analyses of the success of structural adjustment reforms in Thailand 
suggest important contrasts with the Ivoirien case. This discussion draws heavily 
on the excellent research by Doner and Laothamatas [19921. Although he did not 
intend to profile the three independent variables, the evidence available in his 
careful analysis of Thai economic reform suggests that the basis of a reform 
bargain existed in the Thai case, and key elements of the structural adjustment 
package were implemented. 

As in C6te d'lvoire, in Thailand agricultural occupations account for a
 
relatively high share of overall employment. Movement of labor out of agriculture
 
in Thailand has been relatively siow compared to countries like Korea and Taiwan,
 
dropping from 78.9 percent in 1971 to 67.1 percent in 1986 [World Bank, 1991:
 
161. Given the share of agriculture in GDP, Thailand employs proportionately more 
people in agriculture than Indonesia or Thailand. C6te d'lvoire and Thailand 
produce many of the same agricultural export commodities and there are high 
levels of rent-seeking by officials in both places. One of the main differences 
between the two countries is that C6te d'lvoire is a member of the Franc Zone and 
thus has no ability to devalue its currency, while Thailand is under no such 
restriction. Thailand undertook reforms in the early 1980s in response to a 
growing economic crisis and continued these through most of the decade. In a 
manner quite different from that of C6te d'lvoire, "the Thai reforms were supple
mented by sophisticated and effective compensatory measures," [Doner, 1991: xx
991. Manipulation of the fears that the military and political parties had of each 
other also supported the reform effort. 

The interests of senior decision-makers 

As in C6te d'Ivoire, in the mid-1 980s, the Thai prime minister, Prem Tinasulanond, 
was under considerable external pressure to address the problems of the Thai 
economy. Indeed, further assistance depended on action. 

Prem was an outsider acceptable to the military and the major parties, 
which feared military intervention. He had substantial backing from the king and 
the palace. Thus, unlike Alassane Ouattara a few years later, he had a political 
base at the time of economic reform. 

In contrast to the C6te d'lvoire, then, the Thai reform program had fairly 
unequivocal backing from the top. Further, a much larger cadre of often western
trained economists was available to monitor the reform process and conduct the 
implementation of the reforms than was the case in C6te d'lvoire. The technocrats 
maintained their authority under successive prime ministers and actually imple
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mented many of the reforms initiated under Prem in 1988, when Chartchai 
Choeavan was elected. 

Prem created several new organizations to facilitate formulation of policy 
and implementation of reform measures. One of these was charged with monitor
ing the reform process. The most important body was the "economic cabinet" or
"council of economic ministers," headed by Prem. This group could make deci
sions that bound members of the full cabinet [Doner and Laothamatas, 1992: 43
4]. Doner and Laothamatas report that the economists on this council acted very
much as the "technopols" Dominguez has identified in Latin America. "The reform 
was ...led by what may be best understood as technocratic-oriented political
leadership," they note. "The non-party members reportedly went to great lengths 
to persuade and, if necessary, compromise with party-base, cabinet 
members .... lack of an entrenched ISICompromise was further facilitated by the 
force in the private sector and in the cabinet." 

The reforms had several components. The government devalued the baht 
twice in 1981 and again in 1984, after which it tied the baht to a basket of 
currencies instead of to the U.S. dollar, depreciating the currency in this way by 
over 20 percent between 1985 and the end of 1987. The government undertook 
limited privatization of public enterprise, although it failed to act on many of the 
parastatals slated for sale. The reformers also made some progress in reducing use 
of non-tariff barriers, although it failed to implement significant trade liberalization 
because of its heavy dependence on import taxes for government revenue [Doner 
and Laothamatas, 1992: 201. The government also engaged in liberalization in 
marketing of agricultural exports, measures to increase the efficiency of key 
industrial sectors, and banking sector reform. 

Clientelist networks, interest groups, and interest 
intermediation 

LiKe many of its Southeast Asian counterparts, the character of Thai politics was a 
mix of clientelism and interest group competition. Thailand had long had a 
reputation for "patrimonial rule." Clientelist networks were important in structuring 
political life. Non-competitive rent-seeking was often extensive. At the same time, 
Thai politics had undergone some important changes. In 1973, the countryside 
mobilized in new forms of organization, new political parties emerged, and the 
House of Representatives acquired the power to call a no-confidence vote. 
Although some of these new rules and institutions disappeared at the time of the 
1976 military coup, the basis for participation in politics through horizontal 
associations endured. Relatively new trade associations and representatives of the 
government began to meet through Joint Public and Private Sector Consultative 
Committees (JPPCCs) [Laothamatas, 19921. 
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When the structural adjustment reforms were introduced, they met with 
considerable opposition. Doner [1991: xx-991 remarks that the political parties 
came out against "sectoral liberalization," while segments of the military and 
business communities opposed the 1987 devaluation. There were coup attempts
in 1981 and 1985, and elections occurred in 1983, 1986, and 1988. 

Doner [cite?] writes that both manipulation of perceptions and compensation 
tactics enabled different parties to agree on a medium-term compromise. "By
playing off the [military and political parties].. .against each other, by utilizing their 
fear of each other, and by capitali.ing on the desire of each force to have him lead 
the regime, Prem was able to protect his pro-adjustment cabinet ministers and 
senior technocrats from those hurt by adjustment." 

The "bargain" the Prem government struck with constituents had several
 
key components. Doner [1992: 26-71 writes that, "One type of compensation

involved transfers to those adversely affected by reform measures, especially
 
devaluation ....
A second type of compensation, most apparent after the mid-1986 
election, involved modest, general spending to weaken political pressures for 
stimulation." They included, further, the maintenance of funds for rural develop
ment. They were carefully sequenced to have specific distributional effects. 
Finally, "the general combination of sequencing and positive incentives for trade 
reform operated as an indirect but highly effective form of compensation." The 
government side-stepped elimination of protection. Although the reforms left some 
of the micro- or sector-specific problems unattended, such as protection of 
particular industries it succeeded in building a political base for remedying macro
economic problems. In short, by tolerating the formation of "horizontal" associa
tions and seeking to address or pre-empt their concerns, as well as by creating
institutions in the government that forced technocrats and party-representatives to 
negotiate, the Prem government was able to constitute a "reform bargain." 

Prem was able to negotiate this deal in part because economic groups were 
already mobilized, but even more significantly because institutions for limited 
interest intermediation already existed. As in C6te d'lvoire, the political parties 
were largely clientelist organizations with few ties to economic interest groups,
including business and labor, and no clear policy positions. Prem expanded the 
number of ministerial posts in some of the ministries that provided opportunities for 
pork barrel politics (mainly Commerce, Agriculture, and Industry) and gave posi
tions in these to members of the different parties, purchasing their support. In 
return, the parties surrendered their voice over fiscal and monetary policy and had 
to accept reforms that hurt their constituents. Neither of the two houses of the 
legislature could initiate rioney bills or approve projects [Doner and Laothamatas, 
1992: 311. 
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Business factions were the economic interest groups best positioned to 
block reform. Some favored an export-oriented strategy and supported the 
government on that ground. Others feared military rule and were brought warily 
into a broad coalition. The major peak associations included representatives of 
both import-substitution industries and export-oriented manufacturing and therefore 
developed no cohesive position on the government's reform proposals. Prem 
reached out to consult all of these groups, but also played on their internal divi
sions. 

Although labor did take to the streets to protest some of the reforms, the 
compensatory measures in the "bargain" defused severe conflict. Doner [xxxx] 
notes particularly the government's modest increase in the minimum wage and 
monitoring of price increases after devaluation. Further, a substantial proportion of 
Thai labor secured opportunities for work overseas in this period. Foreign labor 
demand created a "safety valve" in Thai society that most African countries do not 
share. 

The problem of trust 

Prem built trust in his leadership in a number of different ways. He played up his 
role as a defender and promoter of democracy, which bought him the support of 
the parties and those segments of society that feared the consequences of a 
military takeover. He did so by giving the parties more cabinet positions than they 
had received before, by opposing the efforts of the military in 1983 to revise the 
constitution in a manner that curtailed participation, and, as Doner [xxxx] remarks, 
simply by persisting in office despite multiple coup attempts. 

Indonesia 

If there is some evidence that the explanation of reform articulated here "works" in 
Thailand, does it account for the other Southeast Asian "successes"? Lack of 
systematic evidence stands in the way of strong conclusions. In the community of 
development economists and aid agencies, it is the case of Indonesia that appears 
discordant. Unlike the Philippines and many African countries, Indonesia has 
experienced significant rates of economic growth. Its government is widely 
considered less tolerant of divergent views within the ranks of elites and of 
association among its citizens. The prevailing view is that Indonesia was able to 
enact reforms in the early and mid-1980s because the military listened to the 
country's technocrats, believed that rents would decline if the country continued 
to have a "high cost" economy, and acted on that basis. A review of the evidence 
suggests a number of other alternative hypotheses too, but the evidence currently 
available leaves standing the notion that adoption of reform required a "bargain" 
with opponents and new kinds of allies. 
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The early 1980s were a period of crisis. In 1977, voters in Jakarta had dealt 
a defeat to the GOLKAR government. Although the loss in the capital was 
inconsequential in one sense, given the party's massive victory in other areas, it 
did signal a weakening of the government's hold over the popular imagination. 
Throughout the campaign in 1977 and again in the electordl contest of 1982, 
popular dissatisfaction with elite corruption was a topic that came in for frequent 
public discussion. In May 1980, fifty prominent community figures had petitioned 
parliament to review some of Suharto's speeches, calling his statements about 
socialism and nationalism values of a past era and inappropriate for contemporary 
Indonesia [Cribb, 1984: 657]. This action developed during the 1980s into an 
upsurge of political debate, termed keterbukaan, or "openness." [Maclntyre, 
1989]. With the collapse of oil prices and reduction in OPEC members' production 
quotas at the beginning of the 1980s and in the context described, the govern
ment moved in 1983 (??) to devalue the currency by 20 percent, reschedule major
investment projects, liberalize banking sector policy, simplify investment and 
export procedures, reform the tax structure, and revise customs. 

The reigning explanation among students of Indonesia is that technocrats 
gain power during crises. Booth [1992: 2] has reported senior Indonesian officials 
as saying "that the end of the oil boom was a 'blessing in disguise' for the Indone
sian economy in that it created a political climate which allowed them to imple
ment broad-ranging economic reforms..." Many others share this view [Robison, 
19871. Yet, regimes in the Philippines and many governments in Africa have found 
themselves in similar circumstances without the inclination or capacity to shift 
course. Crisis may be a necessary condition for reform in the context of rent
seeking, but it is not sufficient. 

There are a number of alternative understandings, some of them discussed 
but not explored through research and writing. One possibility is that the techno
crats secured acceptance for their ideas at least in part because they had national
ist credentials. It is also possible that Indonesia's military and the technocrats who 
advised them had longer time horizons rhan counterparts in African contexts. That 
difference in time horizon may well have made the benefit stre3ms generated by 
reform appear to exceed the short-term costs to the men at the helm in Jakarta. 
There are African leaders who have long held power, however, and yet reform has 
proven difficult in their countries. C6te d'lvoire, where Houphoudt-Boigny has held 
power since Independence, is a case in point. Moreover, for much of his time in 
power, Ferdinand Marcos led a government few would have called highly unstable. 
The length of the time horizon does make a difference for whether reform takes 
place, but perceptions of time can be manipulated by shrewd politicians; they need 
not derive from a long history of stability. 
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The growth of conglomerates may also contribute to making reform possi
ble. Owners of conglomerates derive their earnings from a portfolio of subsidiaries 
in different sectors and thus have diverse interests as do those who work in 
individual companies. That means that they are more concerned about the overall 
health of the economy than they might be otherwise. Not only did such conglom
erates develop in Indonesia at about the time of some of the reform efforts, but 
also some of these conglomerates were very close to the president. 

An alternative view is that there were no "tough cases" in Indonesia. When 
the first refoi'ms occurred they did not drive anyone out of business. They did not 
remove protection, instead, they insulated exporters from costs of protection by 
giving access to imports at world market prices. Where it looked as though they 
might drive some to bankruptcy, the reforms did not take place and reform 
bargains were unnecessary. The example of the benefits that flowed from the 
earlier reform of Pertamina, the state oil company, provided reassurance that 
although not painless, reform could provide medium-and long-term benefits too. 

Although it may be the case that some of the proposals were relatively 
costless, while others that did injure key constituents never made it onto the 
agenda, some steps were bound to create resentment, and there is limited evi
dence of "bargains" struck in those cases. 

One example is the effort to clean up customs facilities. In 1984, Finance 
Minister Radius Prawiro took charge of the warehouses, kept customs officials in 
their jobs but banned them from the port, and installed a Swiss firm, Soci&6t 
G~n6rale de Surveillance (SGS), the same firm the Ivoirian government later 
employed, to take over the customs inspection and tariff assessment. 

There were several reasons for the agreement to reform customs. Military 
and the technocrats had interests in common. The military thought that corruption 
at customs would reduce growth and therefore diminish the amount that other 
forms of rent-seeking would yield. Customs was the cite of extensive corruption, 
which rendered imports more expensive than they would be otherwise and made 
non-oil exports less competitive. With the collapse of oil prices in the early 1980s, 
it became extremely important for Indonesia to promote its non-oil exports. The 
value of customs agents as political clients diminished relative to the value of 
making these exports more competitive. The contribution of Soeharto was to 
convince the military that its interests lay in cleaning up the activities from which 
at least some of its officers benefitted. Thus, there was a reform bargain, but it 
took place between Soeharto and the military against the customs officials. 

There were at least two other reasons why the clean-up of customs oc
curred, despite some political cost [Robison, 1987:33j. Customs was highly 
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visible to the country's aid donors, who encountered the corruption at the port 
facility directly because they moved their own supplies through this system. 
Moreover, the president's family had started to become involved in business at this 
stage, and members received an object lesson in the costs the system imposed. 
By contrast, in Cte d'lvoire, where the port facilities are also the locus of consid
erable non-productive rent-seeking, donors encounter the same kinds of problems, 
but government will was lacking. That may be because the country has fewer 
exports currently that could compete successfully in the international market place. 
Further, senior politicians benefit from the elaborate system of import licenses and 
the rent-seeking opportunities they create. They do not encounter the same 
difficulties of which other businesses complain. 

One way in which the government has sought to build reform bargains in 
opposition to the interests of a few senior politicians or members of the military is 
to cultivate general acceptance of the changes through the press so that the 
beneficiaries of protection or special privilege risk appearing unpatriotic if they
object or sabotage the outcome. In this case, the government sought to create 
public and civil service support for reform by producing buttons, shirts, and 
bumper-stickers sporting the slogan, "I love taxpayers." 

Liddle [1987: 209] has suggested that the ability of technocrats inside 
government to find a technical audience outside government may have provided 
the beginnings of a coalition for reform in '1986-87. He points to the way in which 
the term "high-cost economy"--a euphemism for protectionism, bureaucratic red
tape, and corruption--began to diffuse into everyday conversation as a result of 
the technocrats' lobbying efforts and efforts to generate public exposure for their 
views. The diffusion of these ideas helped forge a consensus among economists 
in and outside government that the proliferation of import licenses and quotas was 
the main source of Indonesia's economic ills. 

Robison [1992: xx] has remarked that, "the transition from ISI [in Indonesia] 
has also been accompanied by changes in the political relations between state and 
capital and away from those characterized by networks of patronage linking 
particular firms with particular political factions and leaders, towards relationships 
which increasingly institutionalized the general interests of capital and its various 
factions." He adds, "Just as the LDP in Japan has long been a brokering house for 
the various and often competing elements of Japanese capital in their attempts to 
influence state policy, so too have the capitalist classes of Taiwan, South Korea, 
and Thailand begun to focus their energies on state policy, often through political 
parties." Indonesia is beginning this process too, he remarks. The evidence 
presented above, although anecdotal, suggests that it is not "interest associations" 
and mediation of their demands through various forums for negotiation that 
explains outcomes in Indonesia at this point but that the Soeharto government has 
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used more informal groupings and even the divergent interests of different rent
seeking elites to negotiate political space for the technocrats and their policies. 

Conclusions 

This chapter argues that reform bargains are essential to the reorientation of 
economic policy toward export-oriented manufacturing and to sound macro
economic management, both of which require compromises that endure over time 
among key social groups. Without such a "bargain," a re-negotiated "social 
contract," reform is unlikely to occur, even in societies where governments are in a 
position to repress dissent outside their ranks. 

Reforms and bargains are supported by three conditions. First, the countries 
chief decision-makers must either have a long-term personal stake in improving the 
economic environment for export-oriented manufacturing and/or include techno
crats with transferable skills who can afford to be oblivious to the way their 
actions alienate key elements of their own societies. That is, there must be 
motivation to engage in reform. Second, horizontal associations must have 
evolved and a country must possess formal or informal institutions for interest 
intermediation. That is, a reform bargain pits clientelist networks and broad 
economic interests against one another. It requires a forum in which compromises 
can be effected among these different groups. Third, to negotiate effectively 
senior decision makers must either be perceived to be trustworthy or they must 
create mechanisms for assuring others of their credibility. 

Where one or more of these conditions is missing, the prospects for reform 
are dim. The chapter argues that whereas Southeast Asian governments have 
succeeded in meeting these conditions, albeit often in a minimal, sporadic, and 
halting fashion, most of their African counterparts have not, with the major 
exception of Botswana and the possible exception of Ghana, post-1983. 

The chapter represents only a first step in developing a beier understanding 
of the differences in economic policy choices within Southeast Asia and Africa 
and between the two regions, however. A real test of the explanation offered re
quires data collection from a broader set of countries, with an effort to secure 
information about each of the three main explanatory variables. 
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CHAPTER FOUR 
MACROECONOMIC MANAGEMENT: TO FINANCE OR 
ADJUST? 

Jeffrey D. Lewis and Malcolm F. McPherson1 

September 1993 

The importance of sound macroeconomic management in fostering strong and 
sustained economic growth is widely acknowledged. The 1980s was a decade of 
economic shocks, including sharp swings in world prices, not only in oil prices but 
also in interest and exchange rates, and severe drought in Africa. In many coun
tries of Africa and Latin America, these shocks and their consequences, especially 
the debt crisis and IMF stabilization programs, brought economic growth to a halt. 
Countries in East and Southeast Asia, however, not only weathered the storms but 
maintained and even accelerated their economic growth. For the most part during 
the 1980s, countries that sustained high growth rates had sounder macroeconomic 
policies than countries that lost their growth momentum. 

Many comparisons can be made between macroeconomic management of 
Asian countries and the countries of Sub-Saharan Africa (SSA). At one extreme, it 
could be argued that macroeconomic management in any meaningful sense has 
been absent in SSA. How, for example, could any responsible government allow 
its external debt situation to deteriorate as dramatically as has occurred in SSA, 
where it is relatively common for the stock of debt to reach twice the size of GDP? 
In comparison, Asia's successful economies have rarely let ratios of debt to GDP 
exceed one-half, and several (such as Korea) have acted forcefully to reduce debt 
when the s'ervicing burden has become too large. 

At the other extreme, apologists for SSA performance argue that African 
governments have had to cope with a seemingly endless stream of difficulties. 
From this perspective, terms of trade shocks, droughts, dramatic changes in the 
international setting, and the weakness of basic institutions in these ccuntries have 
imposed major (and perhaps insurmountable) challenges to effective economic 
management in Africa. Implicitly, thi~sne of argument suggests that Asian 

1We are grateful to David Lindauer and Michael Roemer for extensive and constructive 
comments on various drafts, and to Workshop Participants for their suggestions. Dan Gilligan 
assisted enthusiastically and capably with the data compilation and analysis, and he and Alison 
Barrows prepared the graphs. We accept responsibility for any remaining errors. 
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countries have been luckier or perhaps just better equipped to deal with the 
adverse external shocks and domestic shortcomings. 

In support of each of these views there has developed a body of oft-cited 
"stylized facts." For example, some observers assert that African countries 
borrowed too much, maintained overvalued exchange rates, financed fiscal deficits 
through resort to the printing press, and were riddled with corruption and 
cronyism, while Asia borrowed more prudently, maintained an "appropriate" (or 
even undervalued) exchiange rate, pursued conservative fiscal policies, and avoided 
the worst excesses of a "rent-seeking" society. 

When one turns from rhetoric to reality, it is rapidly apparent that neither of 
these stylized polar positions provides a satisfactory framework for analyzing the 
similarities and differences between the two regions. Instead of the absolute 
standards of the caricatures, one is confronted instead by a continuum of perfor
mance. While most African countries failed to grow, Botswana did quite well, as 
did Mauritius. While exchange rate policy in most African economies was charac
terized by inconsistency and ad hoc trade and capital controls, for 35 years the 
dozen countries in the two franc zones have remained committed to an exchange 
rate policy of fixed parity with the French franc and minimal controls on capital 
flows. While several Asian countries avoided or reined in the worst excesses of 
rent-seeking associated with trade and industrial policies, both Indonesia and 
Thailand provide evidence that rent-seeking and growth are not always mutually 
exclusive. Each regional stylization has exceptions, both positive and negative. 

Further muddying the comparison between regions are the variations in 
development strategy that occurred in most, if not all, of these countries since the 
mid-1960s. To some extent, these shifts can be attributed to swings in the 
"prevailing wisdom" of development policy. For example, the evolution of trade 
and industrial policies mirrored the debate over import substitution and export-led 
expansion that occurred during the period. Alternatively, exchange rate regimes in 
developing countries were affected by the breakdown of the Bretton Woods 
system of fixed exchange rates characteristic of the immediate post-war period. 
But the shifts of policy within each country were also influenced by country
specific factors. These factors include both the effectiveness of so-called "agen
cies of restraint," as Collier [1991] has referred to the factors which impose limits 
on government behavior, as well as the persistence and consistency with which 
specific policies were pursued. 

This chapter examines macroeconomic management and performance in 
Asia and Africa, and P 4--,npts to identify ways in which the two regions differ. In 
doing so, we steer away from the tendency to draw strong lines between the 
regions. Instead, we argue that the major distinction in economic management in 
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the two regions involves the approach taken to dealing with the internal and 
external imbaiances that emerge in any economy. Policymakers differ in their 
willingness to adjust rather than just finance such difficulties. This distinction is 
illustrated through consideration of four different areas of policy concern: exchange 
rates, external debt, the budget, and the financial system. 

The remainder of this chapter is organized as follows. Section 2 outlines the 
basic features of macroeconomic balance, and describes how appropriate policies 
can be used to achieve them. Section 3 presents some economic data on the 
relative economic performances of countries in the two groups. Section 4 high
lights the major differences in policy that were pursued. Section 5 has concluding 
observations. 

Macroeconomic Objectives and Policies 

Central to any program of 1ong-term growth and development is a set of economic 
policies that achieves and maintains internal balance (a sustainable fiscal deficit 
and savings-investment balance)1 and external balance (a sustainable current 
account). In this regard, the historical lessons are explicit. No country has been 
ahle to sustain large budget and/or balance of payments deficits and continue to 
grow and develop. While the limits of tolerance have differed across countries, 
difficulties have always emerged whenever governments attempted to sustain 
budget deficits which exceeded the growth of national income, or committed 
themselves to future patterns of debt service which increased at rates faster than 
the sustainable growth of exports. The principal limit, in both cases, has been the 
debt capacity of the respective governments. That, in turn, is not a fixed quantity 
but varies according to creditors' perceptions of the sustainability of the 
government's economic policies and its ability to manage the economy in ways 
which still promote growth and development. 

A virtuous circle does exist. When governments adopt a set of economic 
policies and pursue management strategies that promote growth and development, 
they effectively embark on a program which can help achieve and maintain 
external and internal balance. This approach simultaneously expands the country's 
debt capacity. By contrast, policies and management strategies directed toward 
objectives othe. .',an growth and development eventually generate internal or 
external imbalances (or both), which in turn lead to a reduction in debt capacity. 
To remedy the situation, the country has to take measures to fundamentally 
transform the economy. 

1This defines internal balance in Keynesian terms. In the Salter-Swan tradables-nontradables 
model often used to analyze these relationships, internal balance is defined as equilibrium in the 
domestic market for nontradable goods. 
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Over time, no government is so well organized and no country so well 
endowed that imbalances of some sort do not emerge. From an economic 
management perspective, the important factor is not the imbalances themselves, or 
their source, but the government's response. Because resources are limited, all 
governments face the same choices: they can ignore underlying structural prob
lems and finance the imbalance, or they can adjust their economies. Countries 
with larger debt capacities have the initial option of relying more heavily on finance 
than adjustment, while countries with smaller debt capacities have fewer degrees 
of freedom. 

Governments in well-managed economies are predisposed towards the 
removal of imbalances through adjustment; governments in poorly-managed 
economies are predisposed to finance the imbalances. Since the financing option 
is dynamically unsustainable, the countries which have tended to adjust have 
regularly outperformed those which have not. In this sense, the commitment by a 
government to policies which achieve and maintain internal and external balance is 
both diagnostic and prescriptive. Countries with those policies grow and develop; 
countries without them do not. 

How does this come about? Consider a situation in which the exchange rate 
is fixed and the country is holding a "normal" level of foreign exchange reserves. 
Suppose a government decides to increase its spending. Unless its revenue (from 
taxes or grants or dividerds) rises by an equivalent amount, a deficit emerges. 
This has to be financed, by borrowing abroad or local borrowing. External borrow
ing directly raises the future debt servicing requirements. Local borrowing expands 
the monetary base which, through the normal process of deposit expansion, leads 
to an expansion of domestic demand. At a fixed exchange rate, the higher level of 
domestic absorption spills over to imports. Foreign reserves will be drawn down. 

If continued, the internal deficit will be reflected in a continued decline in 
foreign reserves and/or a buildup in external debt. Over time, the country either 
exhausts its reserves or begins to encounter difficulties obtaining external loans. 
At this point, financing is no longer a viable option, and adjustment (whether 
systematic or ad hoc) becomes inevitable. 

Similar scenarios can be worked through w.ith different combinations of 
exchange rate regimes (fixed, floating, or managed) and sources of imbalance 
(emanating from changes in domestic policies or external conditions). Moreover, 
the failure to adjust can generate a wide variety of consequences -- accelelating 
inflation, emergence of parallel foreign exchange markets, arrears on external debt, 
capital flight, and ultimately declining per capita incomes. 
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In dynamic terms, the key relationships involved are the growth of govern
ment revenue and expenditure (as reflected in the trajectory of the budget deficit), 
the ratio of domestic savings to domestic investment (as reflected in the trajectory 
of absorption), and the ratio of exports to imports (as reflected in the trajectory of 
the current account balance). Recent work on three-gap models provides a formal 
framework for linking together and analyzing these three imbalances. For our 
purposes, the issue is not so much how each imbalance emerges or spills over into 
other areas of the economy, but rather how the imbalance is dealt with once it has 
emerged. This is the essence of economic management. 

Relative Economic Performance: Africa and Asia 

In virtually any dimension of macroeconomic performance, Africa is perceived as 
lagging behind Asia. The data presented in Chapter 1 by Lindauer and Roemer 
summarize just how substantial this gap has been. Per capita GDP growth over 
the 25 years from 1965 to 1990 has averaged 5.3 percent per year in their sample 
of nine East and Southeast Asian economies, while it averaged only 0.2 percent in 
the thirteen Sub-Saharan Africa countries reported. In virtually every other 
dimension of performance or structure, SSA is substantially behind the Asian 
group. Moreover, there is little overlap in most dimensions of comparison: for 
example, the 7.2 percent annual growth in exports of the Philippines places it last 
among the Asian nations, but ahead of the export growth in all but two of the SSA 
group, Botswana and Nigeria. 

While such summary statistics present a convincing picture on the diver
gence in performance between the two regions, they fail to shed any light on the 
question of when the divergence began and whether it happened at the same time 
in all countries in the sample. Figure 4-1 provides evidence on GDP growth for 
two different periods: 1970-73 (before the oil related price shocks) and 1986-90 
(the latest period for which complete data are available). The dotted diagonal line 
corresponds to equal growth rates in the two periods. The picture presented is 
striking: all of the Asian economies experienced strong positive growth in both sub
periods, with Singapore the major "decelerator" (from 10 to 6 percent), and 
Thailand and China the big "accelerators." In Africa, Botswana and Nigeria 
experienced rapid GDP growth fueled by resource-based booms in the 1970-73 
period, but, although they are the top performers in Africa, their performance has 
dropped off substantially during 1986 to 1990. Most of the other African econo
mies have experienced decelerations in growth (they lie below the 45 degree line); 
only those with negative growth rates in the first period (Chad and Senegal) were 
doing much better in relative terms in 1986-90 than in 1970-73. 
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Figure 4-2 graphs merchandise export performance (in dollar terms) for the 
same two sub-periods.2 While the evidence is a little more varied than with GDP 
alone, Asian performance is generally superior to that of Africa. In Asia, all 
economies except the Philippines grew in both periods, and Malaysia, Thailand, 
and Hong Kong had accelerations in export growth. Most SSA economies had 
export growth in the 0-10 percent range during 1970-73; by 19F9-90 the perfor
mance had scattered to a range from -20 to +50 percent. 

One possible explanation for the poor performance of the African economies 
is that they were simply the victims of "bad luck," or more precisely, thz they 
were more vulnerable to and affected by the adverse external shocks and changing 
international conditions that characterized much of the 1970s and 1980s. While in 
many ways it is difficult to quantify or even catalogue all of the aspects of the 
external environment that have changed in the last several decades, one dimension 
in particular has received a great deal of attention. Movements in the international 
terms of trade provide a rough measure of a country's position relative to the resi 
of the world by providing an index of how export prices have changed relative to 
import price.s. If the empirica evidence were to support the hypothesis that SSA 
had been more adverse!' qffected, and that this in turn might provide some basis 
for the poorer economic performance, then to some degree the search for what 
"went wrong" within Africa would be less compelling. 

However, there is little support for this hypothesis of strongly differentiated 
terms of trade. The external shocks on the import side, including the oil price 
increases of 1973 and 1980, hit all the oil-importing countries in both regions quite 
hard. There is ample variation in the individual country export price trends, 
depending on the commodities important to each, but with no strong evidence of a 
much greater overall impact in SSA compared to Asia. 

Figure 4-3 portrays the terms of trade for selected country groupings in Asia
and Africa. 3 The major oil exporters in these regions (Indonesia and Nigeria) 

during the period are omitted from the figure; other smaller oil exporters (Camer
oon, Malaysia) are left in. In Asia, we distinguish between the East Asian NICs 

2Some countries appearing in Figure 4-1 are not in Figure 4-2 because of a lack of data. Other 
figures have omissions for the same reason. 

3Data are derived from the World Bank's World Tables files on disk using the dollar-based terms 
of trade series for individual countries. All indices end in 1988 because this is the last year for 
which data are available for all the sample of countries. The 1992 World Tables data are the 
primary source, supplemented in some instances by data contained in the 1991 tables but not in 
1992. The individual country series in World Tables have 1987 as the base year. To calculate the 
regional series presented in the figure, we converted each country series to a 1970 base, and then 
calculated a simple average of the individual country series. 
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(Korea, Hong Kong, and Singapore; Taiwan data are not available from the same 
source) and the other (non-oil) economies (Malaysia, Philippines, Thailand, and 
China). Africa is grouped by income level: middle income (Botswana, Cameroon, 
Cote d'lvoire, Senega!, and Zimbabwe) and low income (Ghana, Kenya, Maii, 
Tanzania, Uganda, Zaire, and Zambia). 

There are some clear regional differences. The Asian NICs have been 
affected less by terms of trade movements since 1970, a reflection of their low 
degree of dependence on primary commodities; the major adverse movement for 
these four countries can be identified primarily with the effect of the oil price 
ialcreases during the 1970s. During 1970-74 and 1980-88, little movement in 
their terms of trade is apparent. The shocks to the other regions show up quite 
sharply, particularly in the early 1970s. The low income SSA economies were 
moct adversely affected, with a 40 percent decline in their terms of trade between 
1970 and 1975, reflecting the rise in oil prices and steep decline in commodity 
prices. The terms of trade recovered substantially during 1975-77, before plunging 
again with the second round of oil pricc increases. Since 1931, there has been 
little apparent trend for this low income group, although the terms of trade have 
yet to recover to a level anywhere near that characteristic of the pre-oil shock 
era. 4 The middle income SSA economies exhibit the same pattern as the low 
income SSA economies in the 1970s, although the magnitude of the decline was 
somewhat less; in the 1980s, this middle income group and the ASEAN plus China 
group actually moved closely together. 

Overall, low income Africa clearly suffered from more volatile terms of trade 
over the period, as well as larger overall decline, although the difference between 
the three non-NIC groupings by 1988 was relatively small. The fact that the 
middle income African economies and the ASEAN plus China grouping experienced 
very similar terms of trade movements suggests that differences in the "adversity" 
of the external environment (at least as retlected in the terms of trade) fail to 
explain their substantially divergent growth trajectories. Faced with similar terms 
of trade movements, Asian economies expanded their links to the rest of the world 
and grew; Afr'can economies cut themselves off, and contracted. 

The importance of terms of trade movements to an individual economy will 
of course depend on its openness. As one measure of openness, Figure 4-4 shows 
the evolution of the merchandise export/GDP ratio for the individual countries in 
the two regions by graphing the average ratio in 1970-72 against tie average ratio 

40f course, the debate over whether there are identifiable long-term trends in the commodity 
terms of trade is both longstanding and contentious. In Chapter 5, Tomich, et al conclude from a 
survey of existing studies that there is no significant trend in the commodity terms of trade from 
1921 to 1988. 
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in 1988-90. The dotted line corresponds to equal shares in the two sub-periods, 
so that any country lying near or on this line has had little or no change in its 
export/GDP ratio. 

If SSA economies had larger-than-average export/GDP shares, particularly 
during the 1970s, we might expect that they would be more adversely affected 
than Asian economies by the seesawing terms of trade shown in the first panel for 
this period. But all the African economies except Cote d'lvoire and Zambia had 
initial export shares lower than 20 percent, which does not support this hypothe
sis. Note that Botswana, Chad, Uganda, and Zimbabwe are omitted for lack of 
comparable data. The dramatic fall in Zambia's export share is no doubt related to 
the collapse of copper prices in the 1970s, but its 1988-90 share of around 21 
percent places it among the average of other African economies at this time. All of 
the countries that witnessed a decline in average export shares (those below the 
dotted line) are African, with Zambia and Cameroon the biggest losers. Corre
spondingly, all of the Asian economies experienced sizeable increases in export 
shares, except the Philippines, where the increase was only from 15 to 19 percent. 
The rest of the ASEAN countries did quite well, with Indonesia's share up from 14 
to 24 percent, Thailand's from 11 to 28 percent, and Malaysia's from 36 to 65 
percent. Two of the Asian NICs are off the charts, with Singapore's share up from 
75 to 150 percent and Hong Kong's from 67 to 116 percent. 

From the evidence presented here, there is little basis for attributing Africa's 
difficulties to the adverse impact of terms-of-trade movements, which are simply 
not different enough to explain the radical divergence in GDP and export growth 
since the 1970s. Instead, the problem appears more related to an inability to 
capitalize on the export growth that did occur by converting such growth into GDP 
gains and a lack of commitment to continued export expansion. In no SSA 
economy in our sample except Botswana has the government been committed to 
an expansion of exports as a means of encouraging the whole economy to grow. 
Exports in SSA have been viewed as a necessary but unfortunate consequence of 
not being self-sufficint, some exports were needed in order to allow the economy 
to become more self-sufficient. Manifestations of this attitude are not hard to find, 
ranging from extreme examples such as the Tanzanian "bootstrap" approach to 
ihidustrialization, or Zambian efforts to seal itself off from the outside world 
fcl¢e ,ving (then) Rhodesia's declaration of independence, to the more standard 
app;oach of combining high external tariffs with domestic monopolies to provide 
protection from both internal and external competition. 

To some extent, the contrast between the performance of the African and 
Asian country groups is more pointed than the numbers presented here would 
suggest. Asian economies faced many of the same shocks as African economies, 
as we have noted; moreover, most of them initially chose to finance rather than 



103 CH. 4: MACROMANAGEMENT 
LEWIS AND MCPHERSON: 9/30/93 

adjust. But the key difference was that difficulties in Asia were confronted within 
an overall strategy oriented towards growth and expansion, while in Africa the 
policy environment resulted in contraction. Thus the context within which policy 
analysis and economic management were undelaken was fundamentally different. 
Growth allows a lot of mistakes to be covered, as it continually opens new options 
and opportunities; contraction compounds the mistakes that are made, and closes 
off many options. 

For example, by international standards, Korea got deeply into debt during 
the 1970s. But Korean policyrrakers recognized the costs associated with the 
burgeoning debt burden and were able to reassert control over macroeconomic 
policy, drastically reduce borrowing, and restore growth. The resulting expansion 
in GDP and exports in turn helped address the internal and external imbalances that 
had precipitated the difficulties. African countries also stopped borrowing, but 
largely because lenders stopped lending. But rather than correcting the problem, 
this cut-off only exacerbated it, since the resulting reduction in essential imports 
led to a further slowdown in GDP growth, lower exports and debt service capacity, 
and stagnation. 

A pnroaches to Macroeconomic Policymaking 

In this section we concentrate on economic policies that relate to whether an 
economy responds to internal and external imbalances by financing or adjustment, 
examining four areas of macroeconomic management. Increased external debt and 
fiscal deficits involve efforts to finance an imbalance: governments can try to 
obtain finance externally, through increased foreign borrowing, aid, or running 
down reserves; or domestically, by running a larger fiscal deficit, and thereby 
borrowing from the public. Exchange rates provide powerful leverage for inducing 
adjustment because exchange rate changes directly affect the incentives to export, 
import, or produce domestically. Financial and monetary policy is also linked to the 
choice between finance and adjustment because governments manipulate interest 
rates to finance imbalances with cheap domestic credits; while monetary growth, 
which leads to domestic inflation, is alsu used to finance deficits and postpone or 
avoid adjustment. 

Exchange Rates 

There is nearly that one of the most potent instruments in the government's 
arsenal is its control over the exchange rate. Inappropriate exchange rate policies 
have a much wider and more immediate negative impact than almost any other 
policies. Attention devoted to the exchange rate has increased over the last 
decade or so, as the importance of economic openness in the development of the 
successful Asian economies has led to the emphasis on outward orientation as a 
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central pillar of the stabilization and structural adjustment policies urged on dozens 
of developing countries by the IMF, World Bank, and others. In its simplest form, 
this approach argues that Asian management of exchange rates has been dominat
ed by their export orientation. In this section, we compare exchange rate man
agement in Asian and African economies primarily through an examination of 
exchange rate movements. But to consider such movements in a cross-country 
framework, it is necessary to adjust for differences in individual country conditions. 
In particular, the exchange rate is a nominal price, and therefore it is influenced by 
the overall level of inflation in an economy and the rest of the world.5 In order to 
compare exchange rates and their movement among countries, it is necessary to 
correct for the influence of different price levels (and inflation rates) in the various 
countries. 

The standard tool for such comparisons is to focus on measures of the real 
exchange rate, defined in the theoretical literature as the relative price of tradables 
to nontradables. But price indices corresponding to tradables and nontradables ar6 
difficult if not impossible to find, so that for empirical purposes, the approach 
adopted is nearly always the same: identify tradable prices with prices in the other 
countries, and identify nontradable prices with domestic prices, even though these 
include prices of some tradables. Thus, starting with the observed nominal 
exchange rate series for a country, efforts are made to eliminate the impact of 
inflation on these rates by removing the influence of foreign inflation (from tradable 
prices in the numerator) and domestic inflation (from nontradable prices in the denom

inator). 6 The resulting relationship can be thought of as 4' = R - (' - P'w) , 
where R' and R are the real and nominal exchange rates, pd and Pw are the domes
tic and world price levels, and a hat (A)over a variable means it is a percent 
change. Thus, the change in the real exchange rate equals the change in the 
nominal exchange rate minus the difference between domestic and world inflation. 
This means that nominal devaluations cause the real rate to devalue only if the 
nominal adjustment is bigger than the difference between domestic and world inflation.7 

6All exchange rates presented in this chapter are defined in terms of local currency per dollar. 
An increase in the exchange rate (that is, a bigger number) thus means it takes more local currency 
to buy a dollar, and thus amounts to adepreciation of the local currency. 

8See Devarajan, Lewis, and Robinson [1993] for a more thorough discussion of these issues. 

,Infact, the calculations get more complicated, since frequently efforts are made to correct not 
just for general "world" inflation or inflation in a single foreign country, but rather "average" world 
inflation in a group of countries. Debates rage over the appropriate composition of the country 
group (and hence the weights used in the calculation), with import weights, export weights, SDR 
weights, and others all having their proponents among analysts of real exchange rates. In the RER 
estimates presented in this paper, we have chosen to use SDR weights. 
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The real exchange rate index that results from these calculations can be 
used to analyze changes in competitiveness for each country over time. Increases 
in the index imply depreciations in the real exchange rate; volatility in the index 
implies var;ability in the incentives facing exporters and import-competing produc
ers. This is valuable information, and will be the focus of our analysis below. But 
it is important to realize the limitations of this approach. 

Movements in the real exchange rate index say nothing at all about how the 
equilibrium real exchange rate is moving. The equilibrium value, which is unob
served, is that rate which would bring about both internal balance (in the market 
for nontradable goods) and external balance (a sustainable current account), given 
appropriate monetary and fiscal policies. This dual (internal and external) role is 
largely responsible for the prominent role that exchange late policy can play in the 
djustment strategies of economies facing serious difficulties: the exchange rate is 

more effective than any other instrument in simultaneously addressing both the 
internal and external imbalances, a!though it can generally not do the job alone. 

The equilibrium rate depends on a variety of "fundamentals," including terms 
of trade, capital inflows, domestic supply conditions, technological progress, and 
the fiscal and monetary policy stance. Changes in these fundamentals lead to 
changes in the equilibrium real exchange rate; in countries pursuing active ex
change rate management, there should be corresponding changes in the nominal 
exchange rate (and therefore the real exchange rate index). The point for our 
analysis is that stability in the real exchange rate is an important objective only if 
there are no changes in the underlying equilibrium rate. 

In countries where exchange rate misalignment prevails for an extended 
period, parallel market rates for foreign exchange can provide alte;iative market
based signals of the extent of overvaluation in the economy. If the official ex
change rate remains overvalued, powerful incentives encourage the emergence of 
channels of foreign exchange purchase and sales that are outside the control of the 
authorities. The rates that prevail in these parallel markets may provide a more 
realistic guide to Th? underlying value of a currency because the exchange rate is 
set through supply and demand, not by the government. It is sometimes argued 
that movements in the parallel real rate are more likely to reflect movements in the 
underlying equilibrium rate, because of the greater role played by market forces. 

However, because parallel rates are determined in illegal or fringe markets, 
their interpretation as "market-clearing" rates is not necessarily justified. Parallel 
rates will not only change with market fundamentals, but also according to 
government actions taken to encourage or eliminate them. And, because such 
markets typically apply only to a fairly small portion of total foreign exchange, they 
can be quite volatile. There is no guarantee that the parallel market rate is the 
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same as the "equilibrium" rate that would prevail if the government removed all 
regulations and the official and parallel rates were unified. 

Armed with this long list of reservations, we now turn to an analysis of 
exchange rate patterns in Asia and Africa. If it were necessary to choose one 
indicator to highlight the difference in exchange rate management between Asian 
and African countries, the first column of Table 4-1 would be a leading candidate. 
It shows the average ratio between the parallel market exchange rate and the 
official exchange rate during 1986-91. Any ratio over one implies that those able 
to sell dollars outside official markets receive a premium, which further implies that 
traders believe the currency is overvalued and that it will be or should be depreci
ated. An overvalued currency puts both exporters and import-competing producers 
at a competitive disadvantage in world markets, inviting unfinanceable current 
account deficits, and leaving the economy vulnerable to foreign exchange shortag
es that stifle growth. 

In 1986-91, and for most of the period since 1965, most Asian countries 
had official exchange rates quite close to the parallel market rates. China provides 
the only significant exception, with an average premium of 27 percent; Korea,
Taiwan, Indonesia, and the Philippines had premiums of around 5-8 percent, while 
the other Asian economies exhibited no significant overvaluation. In contrast, six 
of the fourteen African countries in the sample had moderately overvalued rates, 
with ratios from 1.10 for Kenya to 1.53 for Nigeria, while three others were 
severely overvalued, with ratios greater than two (implying average ovorvaluation 
greater than 100 percent). The remaining five countries are all in the franc zone: 
with currencies tied to the French franc and backed by grants from the French 
government, ratios close to 1.00 are expected and say little about export competi
tiveness.' This evidence for 1986-91 provides some confirmation of the iypothe
sis that African governments faced with internal and external imbalances have 
avoided adjustment through active management of the exchange rate, instead 
relying on financing via, in part, an overvalued exchange rate and controls over the 
allocation of foreign exchange. 

Looking at movements in the real exchange rate (RER), we can analyze 
changes in a country's competitiveness over time. The pattern of change in the 
RER suggests a grpat deal about the evolutiun of a country's macroeconomic poli
cy and trade strategy. If governments -espond aggressively to macro imbalances, 
then the expected pattern of movement in the RER would be: (1) a sharp rise (de

'Overvaluation of the CFA franc will not result in the emergence of a parallel currency market, 
because convertibility of the CFA franc means traders can always buy French francs at the official 
rate. Rather, adjustment to overvaluation will take place via transfer payments from France to the 
gcvernments of the franc zone countries. 
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valuation) of the real rate during a period of economic reform in which a nominal 
devaluation is validated by tight monetary and fiscal policies; (2) an extended 
period of relatively constant RER for many years, giving farmers and firms a steady 
incentive and the confidence to invest in new and expanded exportable products; 
and (3) perhaps a fall (appreciation) of the real rate as export growth eventually 
moves the balance of payments into surplus. 

For a graphical perspective on movements in the RER, Figure 4-5 provides a 
scatter graph of the real official exchange rate in 1970-72 (using a simple arithme
tic average of the three years) against the real exchange rate in 1988-90 for our 
sample of countries. 9 The real exchange rate index uses 1979-81 as a base, so 
that the quadrants created by the intersection of the dotted lines (corresponding to 
1970-72 =100 and 1988-90 = 100) provide an indication of how the real exchange 
rate has changed across three sub-periods in each country. For example, countries 
appearing in the upper left (NW) quadrant (such as Malaysia and Thailand) have 
had ongoing depreciation of the exchange rate -- the 1970-72 average was lower 
than the 1979-81 value (of 100), and the 1988-90 value was higher than that in 
1980. Countries in the lower right (SE) quadrant (Cameroon) had a steady 
appreciation of the real exchange rate over the period. Countries in the upper right 
(NE) quadrant (Kenya, Indonesia) had an initial appreciation followed by deprecia
tion. The closer a country lies to the intersection of the dotted lines in the center 
of the graph, the greater has been the stability in the real exchange rate, at least 
for the three sub-periods in question. 

Most of the Asian economies cluster quite closely around the origin, indicat
ing relatively little movement in thc RER over time, although in all Asian econo
mies, the 1988-90 RER had depreciated relative to the 1979-81 value. In Africa, 
the franc zone countries (Senegal, Cameroon, and Cote d'lvoire) had appreciating 
RERs from 1970-80; from 1980-90, the RER in Cameroon appreciated 'urther 
(reflecting oil inflows), while Senegal's RER exhibited little trend, and Cote d'lvoire 
depreciated. These differences franc zone differences reflect the role of domestic 
in'lation in RER movements. Indonesia, Kenya, the Philippines, and Tanzania all 

9The RER is calculated using the official rate, and in countries where significant parallel markets 
operate, again at the prevailing parallel rates. Each RER is calculated using an SDR basket of 
currencies, in order to facilitate compar"sons across countries. In other words, the relationship for 

each country h is RER h = wjph where RER, is the real exchange r3te of the home country in any 
i
 

year, wi is the share of each foreign currency in the SDR basket (yen, francs, pounds, dollars, etc.), 
Ej and Eh are the nominal exchange rates for each currency (in local currency per $), and P,and Ph 
are consumer price indices for each country. In calculating the parallel market RER, Eh is replaced 
by the parallel rate. Note that the use of SDR weights means that the denominator of the RER 
expression is the same for all countries. 
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appreciated around 20-30 pernent from 1970-80, and then underwent major 
depreciations of 50-200 percent from 1980-90. Finally, there are three countries 
whose data points did not fit on the graph, lying far beyond the uppcr right hand 
corner: Ghana, Zaire, and Nigeria. In all three cases, the 1979-81 midpoint was 
very apprpriated relative to either endpoint. 

As a summary measure of the RER movements for each country, we
 
consider the overall degree of RER volatility for each country. The last two
 
columns of Table 4-1 display the coefficient of variation (COV) for the RER, using
 
the official exchange rate as well as the parallel market rate. 10 Based on the
 
official RER figures, three different patterns of RER movement can be identified,
 
which are shown in Figures 4-6 to 4-8 using representative countries from each
 
group.1 1
 

The first pattern [Figure 4-6] shows quite low variation i:n the official RER 
(COV between 11 and 21 percent), which remains steady or depreciates gently for 
most of the 20-year period. This group includes Korea, Hong Kong, Philippines, 
Singapore, Thailand, Malaysia, and Kenya. All Asian countiies in this group except 
Philippines experienced rapid growth during the period, and Kenya, the only SSA 
country in this group, was one of the few African countries sustaining moderate 
growth since 1965. Korea's pattern is one of early depreciation followed by a 
steady RER. For the other countries except Singapore, the pattern is reversed, 
with the depreciation coming mostly in the late 1980s. A second pattern (Figure 
4-7) is shown by the three franc zone countries for which data are available. In 
Cameroon, Cote d'lvoire, and Senegal, the variation is also low (COV between 12 
and 14 percent), but with little appreciable trend over time, rather than deprecia
tion. Cameroon had moderate economic growth, but Cote d'lvoire and Senegal 
suffered declines in per capita income. In the franc zone, however, the real 
exchange rate may be a less significant indicator than elsewhere, since the strong 
links created by the fixed exchange rate regime also mean that domestic price 
levels in these countries are closely tied to conditions in France. Thus, most of the 
varic-bility in the RER for the franc zone countries involves movements relative to 
othe currencies represented in the SDR; in other words, it is the movement of the 
French franc against other major currencies that causes the variation. The stability 

1 The coefficient of variation is defined as the standard deviation divided by the mean. 
Assuming a normal distribution, a coefficient of variation of 1.00 means that over 30 percent of 
the annual index values differ from the mean by at least 100 percent; a value of 0.5 means that 
over 30 percent differ from the mean by 50 percent. 

11For a more detailed discussion of real exchange rates in Asia, see Intal [1992]; Sahn [1990] 
analyzes real exchange rate trends in Africa in the context of their impact on income distribution. 

http:group.11
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of the CFA franc during the 1980s is thus driven primarily by the French policy of 
stabilizing the franc against the deutschmark. 

The third pattern (Figure 4-8) is of much wider fluctuations in the RER, with 
the COV varying from around 20 percent in Botswana to over 60 percent in Ghana 
and Zambia. Other countries in this group include Indonesia, Nigeria, Tanzania, 
Uganda, Zaire, and Zimbabwe. For many of these economies, changing external 
conditions, and in particular volatile commodity prices, forced periodic major 
devaluations, resulting in sharp RER movements and relativeiy high variance. For 
Indonesia and Nigeria, oil price fluctuations were responsible for the major pres
sures, while in other economies, it was various agricultural commodities. 

The COV figures using the parallel market rates provide a somewhat 
different perspective on RER performance during the period. For countries with 
small parallel markets (reflected in ratios less than 1.10 in the first column of Table 
4-1), there is little difference between the official and parallel exchange rate COVs. 
But for those economies with more significant parallel market activity, the picture 
is more mixed. For some countries, such as Botswana and Zambia, the parallel 
rate COV is substantially higher than the official rate COV. But for most others, 
including Ghana, Tanzania, Uganda, Zaire, and Zimbabwe, the paralel rate COV is 
lower than the official rate COV, implying that the unofficial market rates are less 
volatile than the official ones. While this might appear surprising at first, in fact it 
makes sense if one considers the function that these parallel markets provide. In 
most of these economies, policymakers have generally failed to undertake tiniely 
adjustments in the official exchange rate in response to shocks and imbalances. 
As a result, the exchange rate becomes increasingly overvalhipd, 2.otd! the resulting 
balance of payments crisis requires one or more very large devaluations, thereby 
creating sizeable "spikes" in the RER series. But while the official rate remains 
fixed and largely unaffected by market fundamentals, the parallel rate is responding 
quite rapidly to changing conditions, with the result that the RER using the parallel 
rate never gets as far out of line, and therefore does not have the large jumps to 
drive up the COV. Of course, other factors, such as changing exchange controls, 
or stricter enforcement of currency restrictions, can generate fairly high short-run 
variations in the parallel market rates as well. 

Two additional points are of interest. First, one specific country comparison 
between Indonesia and Nigeria is illuminating. Both were major oil exporters during 
the period, and therefore were strongly influenced by the Dutch disease effects 
associated with booming oil prices during the 1970s. 1 2 Figures 4-9 and 4-10 

12Dutch disease refers to the tendency for export "booms" (such as that created by the OPEC
led oil price increases) to lead to real exchange rate overvaluation (as domestic prices rise faster 
than the nominal exchange rate) and the resulting shift of resources away from tradable to non
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portray movements in the RER and terms of trade for these two countries. For 
each country, the terms of trade spikes associated with the 1973 and 1979-80 oil 
price increases are easy to identify. But the RER rate performance is quite differ
ent. For example, in 1978, Indonesia devalued substantially, even though export 
ea,'nings were rising sharply. This was driven by concerns over what the RER 
appreciation of the previous half dozen years had done to the competitiveness of 
the non-oil sector. By actively adjusting, rather than passively waiting, Indonesia 
was able to avoid the near destruction of its agricultural and non-oil export sectors. 
When oil prices fell after 1983, total export earnings dia not drop off as precipi
tously as in Nigeria, and discrete further devaluations in 1983 and 1986 were 
sufficient to encourage a substantial non-oil export boom. 'n Nigeria, policymakers 
rode the oil boom up to its peak, but then lost control, as export earnings fell by 
75 percent, a series of foreign exchange difficulties led to crisis-driven devaluations 
in 1985 and 1987, and the parallel market rate moved erratically. 13 In large 
measure, the differential performance can be linked to our earlier point about the 
willingness to adjust: Indonesian policymakers responded to imbalances with 
positive steps to bring about adjustment, while in Nigeria, nothing was done until 
ihe situation had already deteriorated beyond easy repair. Indonesia had an explicit 
exchange rate policy, ba;ed on some notion of an appropriate real rate. Nigeria did 
not, and simply fixed its nominal rate and maintained it as long as foreign reserves 
held out. 

The second point concerns the intriguing possibility, not explicitly considered 
above, that a convertible currency, including an open capital account, can enforce 
beneficial macroeconomic c'-cipline on a government that promotes sustained 
growth. In Asia, Hong Kong, Singapore, Indonesia, Malaysia, and Thailand have 
maintained fully or nearly convertible currencies and totally or nearly unrestricted 
cap'tal flows for many years. This has two major impacts on growth. First, con
vertibility gives investors confidence that they can get their money out at wvill, 
reducing their risk and thus lowering the return they require to invest. Second, 
convertibility forces a government to be much more prudent in its fiscal and mone
tary policies, because without exchange controls these are the only tools left to 
protect reserves, avoid sharp devaluations of the exchange rate, and maintain 
economic stability. Convertibility is not an ironclad guarantee of sound macroeco
nomic management: a government unwilling to liv6 within the disciplines of 
convertibility has the option of imposing restrictions if it wants to run deficits and 
an inflationary monetary policy. Once a country has established convertibility, 

tradable sectors. See Gelb and Associates [19881. 

13Gelb and Associates [1988] argue that Nigeria's growth rate would have been higher without 
oil revenue. It certainly would have been higher with oil revenue had it avoided the severe real 
appreciation from 1974 to 1984. 
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however, the costs of reversing course become more obvious and place a restraint 
on government. Thus, judging from Asian experience, convertibility adds a layer of 
credibility to stabilizing policies. 

One reason that Kenya has not attracted foreign investment despite its well
managed exchange rate has been its insistence on retaining exchange controls, 
which the government has recently begun to dismantle. The Gambia has no such 
controls and, despite its small size, is viewed favorably by investors. Ghana also 
appears to be moving towards convertibility. The franc zone countries have, of 
course, had convertibility with the French franc since their independence. The 
consequence of French backing, however, is that value of the CFA franc is largely 
unrelated to economic scarcities and conditions in franc zone countries. Exports 
become tied to French (and related) markets and the exchange rate ceases to be an 
instrument of export prorMtori or diversification. It appears, then, that for con
vertibility to promote investment and growth, it should be combined with flexible 
exchange rate management.14 

What lessons can we draw from these patterns? A steady or gradually 
depreciating real exchange rate is associated with rapid export and income growth, 
especially in Asia. Widely varying real rates, especially those marked by spikes of 
appreciation, are associat)d with slow growth or decline in exports and incomes. 
Where appreciation is caused by export booms, as in Indonesia and Nigeria, 
policies can reverse the real exchange rato and channel resources into industries 
otherwise in*ured by Dutch disease. 

It seems clear that East and Southeast Asian countries managed their 
exchange rates with better results than did most African countries. Exports grew 
faster and export shares in GDP rose in all of the Asian economies, while in more 
than half of the SSA economies, export shares actually fell. As has been argued 
above, policymaking in an environment of expansion is very different from that in a 
context of contraction. The foreign exchange shortages that have paralyzed 
African econcmies from time to time are virtually unknown in East and Southeast 
Asia. The palpable dynamism of Asian economies draws much of its energy from 
export growth, which builds up a virtuous circle of investment leading to increased 
productivity and competitiveness, feeding back to continued export growth. 

14Another argument for convertibility is that capital controls do not k ep capital from being
transferred. Moreover, they send the wrong signals to potential foreign i vestors. For a review if 
the issues on opening up capital accounts, see Mathieson and Rojas-Suarez [1992]. 

http:management.14
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Nothing like this dynamic has been evident in Africa, except perhaps in Botswa
na. 15 And, of course, management of all aspects of the economy, from the 
budget deficit to reductions in poverty, is far easier when one large sector provides 
growing resources over a long period. 

External Debt and Reserve Management 

The accumulation of foreign debt and management of foreign exchange reserves 
provides a very direct measure of the attitude of governments towards adjustment. 
Prudent external borrowing provides an opportunity for governments to "smooth 
over" short-term variations in the current account balance, as well as take advan
tage of high-return domestic investment opportunities that otherwise would not be 
undertaken because of low don, stic savings rates. Similarly, sensible foreign 
exchange reserve management implies that governments recognize the disruptions 
and costs associated with "running out" of reserves, and take exchange rate and 
other policy actions as needed to insure that adequate reserves are maintained. 

Figure 4-11 summarizes the evolution of total external debt in the sample of 
Asian and African economies. On the horizontal axis is the average debt/GDP ratio 
during 1970-72, while the vertical axis contains the average debt/GDP ratio for the 
1988-90 period. The first dotted line from the origin corresponds to the case 
where the debt/GDP ratio remains unchanged over the 20 year period (y = x); the 
second line lying above it corresponds to a 1988-90 ratio two times the 1970-72 
level (y = 2x). 

The graph confirms that increases in total debt/GDP were a nearly universal 
feature of the two decades under examination.16 Only Korea, Botswana, and 
Taiwan fall below the dotted line, indicating that their ratios had fallen over the 
period. For Korea, this represents a policy decision to pay back much of its 
external indebtedness during the mid-1980s; in 1980-82, Korea's debt/GDP ratio 
had risen to 48 percent, which would have placed it well above the solid line. 
Moving to countries whose debt/GDP ratios rose less than 100 percent adds only 
two more countries, Indonesia and Mali. For Indonesia, this reflects both the high 
initial debt/GDP ratio, as well as a well-controlled program of external borrowing in 

"5Botswana and Nigeria have enjoyed rapid growth of export revenues since 1965. In 
Botswana's case this was due to growth of both diamonds and other exports. There was also a 
high investment ratio and rapid productivity growth, suggesting a possible virtuous circle. In 
Nigeria, however, export growth was due entirely to oil; other export industries were destroyed by 
Dutch disease. 

16Hong Kong and Singapore have no external debt to speak of, reflecting the long history of 
balance of payments surpluses on these economies and, for Hong Kong, certain colonial restrictions 
on its ability to borrow. 

http:examination.16
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the late 1980s undertaken to compensate for the adverse oil price movements; it 
also reflects the revaluation of Indonesia's non-dollar debt (measured in dollars) 
that occurred because of the substantial depreciation of the dollar. For Mali, with 
a debt/GDP ratio of almost 70 percent in 1970-72, it is clear that there was little 
justification for increased borrowing; presumably whatever external support they 
have received has come in the form of grants. 

On the higher end of the scale, the five countries with debt/GDP ratios larger 
than 100 percent in 1988-90 are all in Africa. Nigeria's debt/GDP ratio increased 
twenty-fold, in contrast to Asia's oil exporter, Indonesia, which had higher initial 
debt but much more restrained growth in external borrowing. Zambia, Zaire, 
Tanzania, and Cote d'lvoire fill out the high debt group, and to a large extent 
identify the worst economic performers of SSA: of the four, only Tanzania avoided 
falling per capita GDP from 1965 to 1990, and its growth was only 0.3 percent. It 
is interesting that in the intermediate range of countries, the Asian and African 
samples are difficult to separate. Kenya and Ghana look like the Philippines (which 
admittedly had Asia's worst record of external debt management); Zimbabwe and 
Cameroon look like Malaysia; and Thailand looks like Chad (although the latter is 
probably another that has received little lending because of its dismal performance 
and prospects). While the total debt/GDP ratio does provide a good indication 
of the overall debt service burden in the economy, it includes components (such as 
private sector borrowing) that lie beyond the direct control of the government, and 
others (such as state enterprise borrowing) that are partially autonomous from 
central government control in most countries.17 Focusing on the borrowing that 
the central government itself undertakes allows us to evaluate how well or poorly 
the government has managed its borrowing; comparing these results to the pattern 
of total borrowing allows consideration of whether or not the government has 
acted as a force of restraint in borrowing. 

Figure 4-12 compares the central government debt!GDP ratios for the two 
sub-periods (eliminating private, public enterprise, and financial institution debt 
from the data used in the first panel). The picture changes somewhat from the 
earlier results. The initial distribution of debt ratios is compressed substantially, 
with only Indonesia, Botswana, and Mali above 20 percent. The Asian NICs are 
very closely grouped: Korea has an initial debt ratio lower than 5 percent, and a 
final ratio less than 10 percent; Taiwan started at 10 percent but paid off its 
government debt by 1988-90. China also has low ratios, while three of the Asean 
4 (Philippines, Malaysia, and Indonesia) have ratios in the same range as the more 
prudent African countries. 

"Of course autonomy has different implications in different circumstances. Many parastatals in 
Africa, while nominally autonomous from the central government, have frequently been used as a 
separate channel for official government borrowing. 

http:countries.17
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The numbers presented here seem to support the idea that policymakers in 
Asia and Africa generally have placed different emphasis on the use of external 
resources to finance imbalances. The low borrowers (that is, low relative to the 
size of the economy) are Asian, and include the East Asian NICs, China (which is 
low for a variety of historical reasons), and Thailand (where government has acted 
to limit official borrowing but where private external borrowing and investment 
have been substantial). Similarly, the high borrowers are all inSSA, with five 
countries experiencing four- to eight-fold increases in official debt/GDP ratios frorn 
1970 to 1990. But the dichotomy is not a clean one: there is a broad intermediate 
range containing a group of Asian and African economies that had significant but 
not extreme increases in debt, for whom foreign borrowing policies alone fail to 
provide much guidance on why some grew and others did not. 

On a broader level, there is no example of any African economy showing 
recognition of the costs associated with excessive reliance on external financing, 
and subsequently taking systematic actions to reduce its borrowing and adjust. As 
noted earlier, Korean debt was quite high, reaching almost 50 percent of GDP in 
1980; by 1990, as a result of very deliberate government policies, this had been 
reduced to below 15 percent. Over the same period (1980-1990), Nigerian 
debt/GDP ratios rose from only 10 percent to 110 percent, and in Kenya, once 
considered one of the better-managed African economies, the debt/GDP ratio rose 
froni around 50 percent to over 80 percent. Since SSA economies also receive 
more aid per capita than Asian economies, the distinction between Asian and 
African reliance on total external financing (borrowing plus aid) is probably even 
greater than the borrowing figures suggest. 

A second perspective on foreign exchange management comes from an 
examination of patterns of foreign reserve levels in our sample of countries. 
Foreign exchange reserves provide an important "shock absorber" role in a 
country's external payments system by providing some cushion to alleviate short
run pressures caused by transitory export earnings declines or import expenditure 
increases. The difficulty for policymakers in developing countries is how to 
distinguish between transitory movements, for which reserve drawdown is a 
legitimate response, and more serious shocks, which call for a more active policy 
response. The danger is that failure to respond promptly to these large shocks can 
result in rapid depletion of the country's foreign exchange reserves, leading to a 
disruption in patterns of trade and a foreign exchange crisis, and the inevitability of 
a fairly sizeable exchange rate adjustment to restore external equilibrium and allow 
for the accumulation of lost reserves. 

One standard indicator for foreign exchange reserves is to measure total 
reserves in terms of the number of months of imports it can finance. This 
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presumably reflects the role of reserves as a financing cushion.1 8 While there is 
no optimal level of reserves from a theoretical point of view, and very little 
agreement regarding the operational targets for reserve levels, many analysts 
would accept that desired reserves should be equivalent to around three to six 
months of imports. Less than three months makes the cushion excessively fragile; 
more than six months and one might legitimately question whether there are 
alternative investments of these resources that would have a higher return to the 
economy than their use as reserves. 

Figure 4-13 graphs the reserve levels for our sample of countries. On the 
horizontal axis is the average level of reserves (measured in terms of months of 
irmports), and on the vertical axis is the standard deviation of this average reserve 
measure. Note that the scale on the horizontal axis has been reversed, so that 
higher levels of reserves are closer to the origin in the lower left, while lower 
reserve levels appear towards the right hand side of the graph. Thus, from the 
lower left corner of the graph, movements to the right imply lower average 
reserves (a smaller cushion) and movements up imply a higher standard deviation 
(greater volatility) in reserve levels. Thus, good reserve management takes a 
country towards the origin, although not all of the way, since reserves can be too 
high. 

Nearly all the sample of countries had average reserve levels of less than six 
months of imports. Botswana and Taiwan are off the graph, with average reserves 
equivalent to 9-13 months of imports. Second, there is a fairly clear division 
between Asian and African performance. All of the Asian economies except Korea 
had average reserve levels greater than three months of imports and more had 
standard deviations much over two months. Nearly all of the SSA economies had 
reserve levels less than 3 months, often with standard deviations as large as their 
average. The implication is that African economies have spent much of this period 
in chronic risk of running out of reserves, with little or no cushion. Even Nigeria, 
with an average of over five months worth of reserves, had a standard deviation 

"eThe idea that reserves sit around in the vaults of the central bank (or in vaults in London or 
New York) to cushion short-term trade flow fluctuations is an admittedly crude characterization of 
the reserve management objectives of developing country policymakers. A more appropriate 
stylization would be to consider the problem as akin to the cash managemermt problem of a bank or 
firm: cash (or foreign reserves) is but one instrument with which to meet the broader objective of 
maintaining sufficient liquidity at minimum cost. Other instruments in the portfolio include standby 
lines of credit with banks or special financing facilities from the IMF and other international 
agencies. 
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nearly as large, suggesting that even with extensive oil earnings, it was unable to 
provide any sustained cushion against adverse external movements.19 

Budgetary Control and Fiscal Deficits 

Recent experience with economic adjustment in both Africa and Asia has demon
strated conclusively that very little progress towards the twin objectives of
"stabilization" and "structural adjustment" can be made without fundamental 
changes in the system of government budgetary control.2" Efforts to assert 
macroeconomic control are difficult if not impossible in the context of large and 
growing deficits, because of the strain that the financing of these deficits places 
on all segments of the economy. Deficits inevitably lead to aggregate demand 
pressures, expansionary monetary policies, inflation, and the undermining of efforts 
to restore confidence in the domestic environment. While apologists might argue 
that the external shocks of the last decade or so (such as commodity price slumps 
and droughts) have created enormous budgetary pressures that were beyond the 
governments' control, many aspects of expenditure, such as wages and subsidies, 
remained at the discretion of these governments, as did the option of 
concentrating efforts on increased revenue performance. In this section, we 
evaluate the fiscal performance of Asian and African countries through an 
examination of government deficit and revenue performances. 

Government budgetary deficits have three consequences for macroeconomic 
policy and economic growth, depending on how they are financed. If financed 
through overseas borrowing, deficits add to external debt. So long as foreign debt 
service grows no faster than exports, this should cause no problems. But if ex
ternal borrowing by government causes debt service to rise faster than exports, 
eventually a debt crisis is likely to disrupt growth by requiring a reduction in 
aggregate demand through higher taxes, reduced government expenditures 
(including investment), or both. If the deficit is financed through domestic 
borrowing, it will compete with and "crowd out" private (and public enterprise) 
investment. And if the deficit is financed by borrowing from the central bank, it is 

19A further difficulty in using reserve levels as an indicator of the economy's cushion occurs 
when the accumuiation of arrears is left out of the picture. For example, Zambia is approximately 
$3 billion in arrears to all creditors, yet it always seems to have a month or so of import coverage 
in gioss reserves. Under such circumstances, the level of reserves ceases to be an instrument over 
which governments can exercise much control; reserve management becomes a continual task of 
reconciling conflicting demands. For example, any reserve accumulation over "essential" levels is 
likely to lead to pressures to reduce outstanding arrears and bring reserves back down again. 

"°Where public enterprises constitute a large component of GNP the focus has to expand to 
include the broader public sector budget. 

http:movements.19
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equivalent to printing money and contributes to higher rates of inflation, with all of 
its attendant consequences for maintaining external balance. 

All three consequences argue for a restrained government deficit. Moreover, 
there is a strong consensus among economists that any stabilization program -
whether to reduce external deficits, cut inflation, or both-- requires a reduction in 
the budget deficit. Not only does this reduce aggregate deman in the economy, 
but it also signals to the private sector that government is serious about achieving
macroeconomic balance. Without reduced deficits, adjustment programs have little 
credibility. 

There is no a priori level of budget deficit that is right for every economy, or 
even for a single economy in different circumstances. The Asian economies listed 
in Table 4-2 show a range of budget outcomes for the 1980s, from an average 
surplus of 3 percent of GDP for Singapore to an average deficit of almost 11 
percent of GDP for Malaysia. Most Asian countries ran small deficits, from 0.3 
percent for China to under 4 peroent for Thailand. Yet in all these countris except 
the Philippines, the economy grew briskly. 

Given the importance we place on sound macroeconomic management in 
achieving rapid growth, the extreme outcome for Malaysia appears to be an 
anomaly. During the 1980s, Malaysia saved a third of its GDP, one of the highest 
savings rates in the world. In that context, a large government deficit is unlikely to 
be inflationary and could still be consistent with rapid economic growth even if the 
deficit-financed resources were not invested efficiently.2 1 

African deficits appear generally to have been higher than those in Asia, but 
not dramatically so. Nigeria ran a small surplus on average during the 1980s, 
while four other countries ran average deficits well under 5 percent of GDP. Even 
Tanzania, Zambia, and Zimbabwe, which had the highest deficits in our sample, 
were not so different in this respect from Malaysia. However, the African 
countries in our sample have savings rates well below those in Asia: all but two 
countries saved 20 percent of GDP or less during the 1980s, seven of them saved 
less than 15 percent, and five of them --Chad, Ghana, Mali, Senegal, and 
Tanzania-- saved less than 7 percent of GDP. Thus African governments have less 

21All the Asian countries in our sample saved at least 21 percent of their GDP and all but two of 
them saved more than 30 percent. 

http:efficiently.21
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room to run deficits without stimulating inflation or crowding out private in
vestment and reducing growth rates.22 

Curiously, despite the large deficits and high inflations for some African 
countries, African governments do not appear to have resorted to excessive central 
bank financing of their deficits. Table 4-2 shows the central bank-financed share 
of the deficit as an average share of GDP over the period from 1980 to 1989. 
With the exception of Zambia, the rates run from negligible to 1.6 percent of GDP 
for both African and Asian countries in the table. These data come from central 
government obligations held by the central bank as reported by the IMF [19921.23 
They suggest that in Africa, the problem of large deficits is more likely to show up 
as Leduced private investment than as increased inflation. The high-inflation 
African countries may be exceptions, including Zaire, for which no deficit finance 
data are available, and Zambia, with central bank financing of 3 percent of GDP. 

Deficits provide a measure of the net impact of government on the financial 
system, since they must be financed through either domestic or external 
borrowing, or by resort to th. printing press. Large and growing deficits imply an 
ever increasing drain on available resources, and indicate an unwillingness to 
confront imbalances with positive policies to promote adjustment; volatility in 
deficits suggests a budget process over which the government exercises little 
direct control, instead letting expenditures evolve according to whatever political 
pressures exist, and allowing revenues to drift. 

Figure 4-14 summarizes the evolution of deficits in our sample of countries 
by portraying the average deficit/GDP ratios for the sample countries for the 1972
74 and 1986-88 periods.2 4 Countries lying on or near the diagonal dotted line 
had little change in the average deficit/GDP ratio in the two sub-periods; those 
above the diagonal had a decreasing deficit, while those below had an increasing 
deficit. It is interesting that for most countries, there was relatively little change in 
the size of the deficit over the 15 year period; Ghana and Korea had decreasing 
deficits, Nigeria and Zambia quite substantial increases in deficits, and Zimbabwe 

22For those African countries with severe external debt difficulties, the deficit figures shown 
here underestimate the problem, since they are calculated on a cash rather than a commitment 
basis (that is, on what was actually paid rather than what was owed), and thus omit important 
items such as the accumulation of arrears. 

2 This is the domestic component of seignorage. Estimates based on seignorage (which 
includes net foreign assets held by the central bank) are not very different; see, for example, 
Easterly and Schmidt-Hebbel [1991: 46]. 

2 4Note that the period is shorter than for the exchange rate graphs, and the sample of countries 
is smaller, reflecting less complete coverage in available statistical sources. 

http:periods.24
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,:Id the Philippines more moderate rises. At the extreme, Botswana (which lies off 
the graph), went from an 11 percent deficit in 1972-74 to a 22 percent surplus in 
1986-88. The Asian economies lie, for the most part, to the northeast of the 
African economies, which implies that they had lower average deficits during both 
the beginning and final sub-periods. 

Figure 4-15 looks at the volatility of government deficits, as measured by 
the standard deviation of the deficit/GDP ratio. Three of the four NICs and 
Botswana averaged budget surpluses throughout the period (Botswana's 3.6 
percent average surplus and a standard deviation of over 13 percent is not shown). 
The fiscal restraint of the other Asian economies shows up quite clearly in the 
bunching of average deficit/GDP ratios at -2 percent or less for Philippines, 
Indonesia, Korea, and Thailand. Nearly all of the African couriLries averaged more 
than -2 percent, with substantially higher variability as well; average deficits 
exceeded -5 percent for seven of the African countries, 

The evidence thus appears to suggest that African policymakers were less 
successful at curtailing the level, as well as the variability, of the fiscal deficit, 
which in turn generated significant destabilizing pressures in these economies. 
Moreover, deficits of 5 percent or more in a broader context of economic 
contraction signal major difficulties. A downward spiral can easily be set off, in 
which higher deficits lead to reduced savings and investment, which lowers 
growth, and further exacerbates the deficit. The Asian examples, including the 
outlier example of Malaysia for which domestic savings was exceptionally high, 
demonstrate the importance of keeping the deficit small enough relative to savings, 
investment, and overall economic growth. 

Large and varying deficits may of course be attributable to poor revenue 
performance, inability to control expenditures, or both. Figure 4-16 provides 
information on how revenue/GDP shares have changed over time. Again, the 
diagonal line corresponds to equal shares in 1972-74 and 1986-88. Zambia, 
Taiwan, and China all experienced declining revenue/GDP shares. For Zambia, this 
was due primarily to the fall in copper prices, although, since its 27 percent share 
in 1972-74 was the highest except for Botswana and China at around 30 percent, 
the decline is not so remarkable. Revenue shares in the remaining countries follow 
no clear regional pattern; Malaysia and Singapore had high shares, but Zimbabwe 
had higher (all three are middle income countries); the remaining countries are all 
quite closely grouped. 

Figure 4-17 shows the variability in revenue for our sample, measured by the 
standard deviation in the revenue/GDP share. The African economies appear to 
have far greater variability in the revenue share in GDP, perhaps reflecting the large 
and continuing importance of commodity exports for this group. Combined with 
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the deficit data, these revenue results suggest that the fiscal Oroblem for Africa 
was not related to revenue performance, since Asian and African shares and trends 
are quite similar, but attributable instead to an inability to manage expenditure 
growth. 

In a broader sense, the difference between Asian and African economies in 
the fiscal arena revolves around their use and mastery of stabilization techniques. 
In Asia, governments have consistently acted to ensure that the government's own 
actions would not generate instability. In Africa, this was not the case; African 
policymakers tended to view the role of government as one of promoting 
development irrespective of the impact of its borrowing and spending on overall 
macroeconomic fluctuations. For example, in Indonesia, the decline in oil revenues 
led directly to efforts to reduce government spending and investment and increase 
non-oil revenue performance; in Nigeria, the oil revenue decline was viewed as 
something for which government should compensate by higher spending, rather 
than something to which it needed to adjust. These two options have drastically 
different implications for macroeconomic stability. 

Financial Development and Monetary Policy 

Both Asian and African countries have had rigidly controlled financial systems, 
based on a belief in the efficacy of centralized direct control of finance, including 
controlled interest rates, direct allocations of subsidized credit to favored borrow
ers, and the like. Post-colonial governments in both regions sought "financial 
independence" by establishing their own central banks. The prevalent 
development doctrine of the time was that governments and their central banks 
could encourage (or "lead") financial development by the creation of the 
appropriate institutions. This doctrine proved erroneous mainly because the poli
cies adopted did not address the need to increase the demand for financial assets. 
Further restrictions emerged through the pervasiveness of state intervention. 
Much of the credit was directed to public enterprises. In recent years, financial 
liberalization programs have been promulgated throughout these regions as part of 
a more general move towards financial market development and more indirect 
government regulation of and intervention in financial markets. 

The path of such reform efforts, and the trend of financial development in 
general, has been an erratic one. It is difficult to draw any definitive conclusions, 
either as to the outcome of the process or to the contribution of financial 
development to other aspects of economic performance such as growth. But in 
general, monetary authorities have a dual role to play in development. First, they 
need to promote financial development, the increasing availability and efficiency of 
financial services in response to the demands of developing economies. Second, in 
achieving this rise in the use of financial services, monetary authorities need to 
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avoid accelerated inflation by limiting increases in the supply of money to match 
the rise in demand for money. 

Improved financial services may increase domestic saving and thus increase 
investible resources. Its greater impact, however, is likely to be a more efficient 
channeling of saving into investment, thus raising the productivity of capital and 
contributing to the growth of total fac(tor productivity. One partial indicator of 
financial development is the ratio of money to GDP. Table 4-3 shows that most of 
the Asian countries in our sample had far higher ratios in the latter 1980s than did 
most of the African countries. Taiwan, Singapore, China, Malaysia, and Thailand 
had ratios of more than 66 percent. The most monetized African countries in the 
sample, Botswana, Cote d'lvoire, Kenya, Tanzania, Zambia, and Zimbabwe, had 
ratios of 29 to 36 percent. In terms of financial development, these countries 
were more like Indonesia and the Philippines in the 1980s, though the former has 
recently embarked on a determined effort to expand its financial system. 

The conclusion that Asia and Africa exhibit different degrees of financial 
development is difficult to interpret, since in the late 1980s, the two regions are at 
substantially different levels of per capita income and development. There are 
many theoretical reasons to expect the ratio of M2/GDP to rise as per capita 
income rises, as one component of the "financial deepening" that accompanies 
income growth. In Figures 4-18 and 4-19, we graph the M2/GDP ratio against per 
capita GDP (in log terms) for both 1970-72 and 1986-88.25 Both graphs show 
the impact of rising incomes on financial development, as measured by M2/GDP 
ratios. In 1970-72, there is a fairly clear upward trend with rising incomes, 
although financial development in Asia would appear somewhat more advanced 
even then, since the Asian economies tend to be above the African economies at 
the same income levels. By 1986-88, the regular upward trend is far less appar
ent, primarily due to the tremendous variation for the Asian economies. For 
example, Malaysia's M2,GDP ratio has nearly tripled, even though its per capita 
GDP grew by half; Thailand's M2/GDP ratio doubled as its per capita GDP grew by 
two-thirds; but Korea's M2/GDP ratio grew by only a quarter while its per capita 
GDP more than tripled. Among the African countries, there seems to be less 
upward trend as well. 

26The per capita income figures are from World Tables data in current dollars; the 1972 data
 
were converted to 1988 prices by the scalar 2.828, which is the change in the U.S. CPI for 1972
88. 

http:1986-88.25
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Full exploration of the measures needed to encourage financial development 
is a task beyond the scope of this chapter.26 One requirement is that govern
ments give up some direct control and permit financial markets to determine inter
est rates and allocate credit. 27 When markets rule, the real interest rate on 
deposits and bank loans will be r,ositive; a negative real rate means that gov
ernment has intervened to repress financial development. Among the Asian 
countries in Table 4-3, all had positive real interest rates on bank loans during the 
latter 1980s. Among the African countries, six had negative real rates and three 
of these --Ghana, Zaire, and Zambia-- had large negative rates, suggesting severe 
financial repression. 

Uncontrolled financial markets, it must be said, have not been a prerequisite 
for rapid development in Asia. Hong Kong and Singapore have long had market
based financial systems. In Japan, Korea, and Taiwan, however, government
controlled banks allocated subsidized credit to favored firms and industries. This 
approach was consistent with rapid growth for two reasons: cheap credit was 
often earmarked for new and growing export industries; and, in Korea and Taiwan, 
a parallel credit market, with much higher, market-determined interest rates, was 
permitted to handle the credit needs of firms denied access to government
controlled funds. 

Southeast Asian countries also used subsidized credit to preferred 
borrowers, but the favored borrowers were not so much exporters as clients of the 
political system. In these countries, domestic financial systems have been supple
mented by financial services from Singapore and Hong Kong, which have helped 
meet the needs of the more dynamic firms. Overseas financial services, sound 
macroeconomic policies, and generous resource endowments have been able to 
compensate for the deficiencies of domestic financial systems. 

In recent years, however, financial reform and development have accelerated 
in Southeast Asia. Indonesia freed up interest rates in 1983; cleared the way for 
more domestic and foreign banks to enter the market in 1988; and has been 
gradually phasing out subsidized credit. This trend has also affected Africa, where 
Kenya and Ghana have begun to remove controls over the banking system and to 

2 The sequencing and extent of financial reform in Africa and Asia is covered extensively in 
Chapter 9 by Cole and Duesenberry. For an extensive treatment of issues of monetary 
management and the evolution of financial institutions in Sub-Saharan Africa, see Duesenberry and 
McPherson [1991]. 

27This does not suggest iaissez faire in financial markets. Prudential regulation by government 
over banks and other financial institutions are essential to reduce the risks to savers and make 
markets work more efficiently. 
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allow interest rates to find their market levels. Financial reform may be more 
essential to accelerated growth in Africa than it was in Asia because African gov
ernments are not capable of widespread, disciplined financial interverions on the 
scale practiced in Korea; have neither efficient parallel financial markets as in Korea 
and Taiwan, nor access to overseas financial centers like Singapore and Hong 
Kong; and have not been as adroit as Indonesia, Malaysia, and Thailand in using 
macroeconomic policies to convert resources from primary export growth into 
export diversification and sustained income growh. 

The other side of monetary and financial policy is the control of inflation. 
There is no "correct" level of inflation for all countries, nor any evidence that zero 
or any other particular rate of inflation is more consistent with rapid growth. Rates 
that are too high undermine confidence. Some economies adjust well to rates of 
inflation that would disrupt other economies. Much has to do with history and 
custom. Germany and China, with histories of destructive hyperinflation, try to 
maintain very low rates of inflation, as do Japan, Singapore and Malaysia, all 
countries with rapid income growth. Korea, however, managed growth of over 6 
percent a year in per capita income from 1965 to 1980 despite inflation of 15 
percent a year, while Taiwan grew by over 7 percent a year with inflation of over 8 
percent a year. 

Figure 4-20 correlates GDP growth with inflation during the 1980s. The 
picture is quite striking: no country with average inflation greater than 10 percent 
sustained real GDP growth higner than 3 percent annually. All of the rapidly
growing Asian economies (with GDP growth greater than 5 percent) had inflation 
rates below 10 percent. 

Of course the link between inflation and growth is complex and it is not 
possible to identify a single channel through which the effects are felt. But one 
factor that can lead to a disruption in investment and growth is an acceleration of 
inflation. Higher-than-customary inflation, or the fear of it, has three deleterious 
effects on development. It distorts relative price signals, compromising the ability 
of markets to allocate resources efficiently. It increases the uncertainty faced by
investors, who anticipate either changing price signals or a deflationary 
stabilization, thus raising the required return and reducing the amount invested in 
productive real assets. And, consequently, it diverts entrepreneurial and manageri
al energies from productivity-enhancing activities to financial management. 

Figure 4-21 portrays the inflation experience for African and Asian 
economies during the last two decades by graphing the average inflation rate for 
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1970-80 against the average inflation rate for 1980_90.28 Points lying above the 
diagonal line imply an increase in average inflation from one decade to the next,
while points below the diagonal imply a decrease. During the '1980s, all of the 
seven rapidly growing economies in Asia had inflation averaging 8.5 percent a year 
or less (as shown in Table 4-3), and in all cases except China, the rate was lower 
than over the previous 10 years. Of the African countries, only three managed 
inflation in the range of the Asian economies. In Ghana, Nigeria, Tanzania, Zaire, 
L.dmbia, and Zimbabwe, inflation was not only high during the 1980s, but 
markedly higher than during the previous decade. 29 These inflations were severe 
enough to disrupt investment and growth: in all six cases, investment was a much 
lower share of GDP during the 1980s than during the previous 15 years. 

For governments that respond to imbalances by financing rather than 
adjusting, high inflation -ruvides an additional means to mobilize domestic 
resources through the involuntary "inflation tax" that is levied on domestic 
currency holders. The revenue accrues to government because of its control over 
the creation of money. One standard measure of this seignorage is the annual 
change in the money base divided by base year GDP. It thus measures the 
percentage of GDP that governments extract from the economy through the 
process of money creation. Countries that finance their imbalances are likely to 
rely on this channel of resource mobilization more often than countries that adjust. 

Figure 4-22 shows how reliance on seignorage has changed by presenting 
datw on the average seignorage share (expressed relative to GDP) for the 1970s 
and 1980s for selected Asian and African countries. The dotted line corresponds 
to equal seignorage shares in the two decades; points below the line imply a falling 
seignorage share. During the 1970s, the Asian and African economies seemed 
fairly mixed in their reliance on seignorage, as the array of points along the 
horizontal axis suggests. However, except for the Philippines, Asian economies 
have relied less on seignorage during the 1980s than during the 1970s, while for 
many African economies, the role of seignorage has increased. This provides 
further support of the hvpothesis that Asian economies have avoided excessive 
reliance on financing in. .alances, choosing instead to confront the difficulties 
through more direct measures that address the underlying causes. 

2 The 1980-90 figures are the same as those presented in Table 4-3. 

2 9Moreover, in many SSA countries, the widespread reliance on controlled prices means that 
official inflation figures are probably too low. This factor also helps explain the very low Chinese 
inflation during 1970-80. 

http:1980_90.28


125 CH. 4: MACROMANAGEMENT 

LEWIS AND MCPHERSON' 9/30/93 

Conclusions 

Over time, imbalances will emerge in all economies, no matter how well run. 
Economic management in different countries can be distinguished by the approach 
taken to imbalances and whether governments choose to finance rather than 
adjust. Governments in well-managed economies are predisposed towards the 
removal of imbalances through adjustment; governments in poorly-managed 
economie-,, re predisposed to finance the imbalances. Countries that adjust grow 
and develop; countries that finance do not. 

Most A-,ian countries, though they financed fiscal and foreign deficits to 
absorb some of the shocks they faced, generally moved quickly to adjust. 
Exchange rates were kept close to parallel market rates, except for China. Foreign 
borrowing was generally less in Asian than African countries, though with some 
overlap. All Asian countries except Malaysia ran budget deficits below 4% of 
GDP. Asian countries used money creation sparingly to finance deficits, kept 
inflation below 10% during the 1980s, and maintained positive real interest rates. 

Though .frican performance varied widely across countries, for the most 
part governments chose to finance rather than adjust. Outside the franc zone 
countries, exchange rates were overvalued by anywhere from 10 to well over 
100% and real rates were more volatile than in Asia. All the high borrowing coun
tries in our sample are African and five of them experienced four- to eight-fold 
increases in debt-to-GDP ratios. Budget deficits were generally over 5% of GDP 
during the 1980s. Money creation, though not excessive, rose during the 1980s, 
inflation accelerated in six of the 13 countries in our sample, and five of these 
(rlus one other) had negative real interest rates. 

The divergence between African and Asian performance can be linked to the 
importance of macroeconomic management (or alternatively, adjustment rather 
than financing) as 6n objective in its own right. In Asia macroeconomic 
policymaking was more frequently left in the hands of a technocratic bureaucracy, 
which often remained remarkably stable for two decades or more and permitted a 
long run view of policy choice. Political stability more often than not provided the 
framework within which the policymaking technocracy was able to move slowly 
forward in a number of areas, secure iii the knowledge that if reform initiatives 
faltered one year, there would be another chance. Even in countries such as 
Thailand and !ridonesia, where political uncertainties and/or rent-seeking are 
common, the major components of macro management were left largely outside of 
the political sphere, in the hands of well-respected, influential technocrats who 
were partially insulated from political pressures and rent-seeking. In Africa, this 
separation rarely, if ever, occurred, and all aspects of decisionmaking in the 
economy were considered fair game in the political give and take characteristic of 
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these settings. Even strong, long-lived governments, such as those in Cote 
d'lvoire, Kenya, Malawi, Tanzania, Zaire, and Zambia, did not manage macro policy 
with a long-term perspective. In Asia, even the rent-seekers recognized that 
growing economies underlie sustainable generation of rents. Few regimes in Africa 
appear to have recognized this truth. 

Finally, presenting each of the four components of policymaking in isolation 
obscures one key p )int: effective macroeconomic policymaking requires a broad, 
unified perspective, together with a commitment to act, rather than avoid, 
adjustment. Policymakers must exhibit a willingness (if not necessarily an 
enthusiasm) to confront rather than avoid internal and external imbalances before 
they overwhelm the existing range of policy instruments. Devoting attention to an 
exchange rate misalignment this month and a budget deficit next month is not 
sufficient. All of the spheres of macroeconomic policy are interconnected; efforts 
to choose the "correct"' exchange rate policy without addressing the budget deficit 
(as has happened in countless African stabilization and structural adjustment 
programs) are not likely to succeed. Only when these linkages become the basis 
for macro policy can one expect the macroeconomic environment to contribute to 
growth in Sub-Saharan Africa, rather than prevent it. 
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FIGURE 4-3 Terms of Trade 
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FIGURE 4-5 
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FIGURE 4-7 Low Volatility RER, No Trend 
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FIGURE 4-9 
RER and TOT Movements in Indonesia 
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FIGURE 4-11 
Changes in Debt/GDP 
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FIGURE 4-13 
e: (133. 10.1) Reserves: As Months of Imports 
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FIGURE 	4-15 Variability of Deficit/GDP 
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FIGURE 4-17 Variability of Revenue/GDP 
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FIGURE 4-191988 
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21: (41, 61)
FIGURE 4-21 Inflation from the 1970s to 1980s GH: (40, 43) 

35

o,30 UTZ
 
0
 

25- MZM 
inN! 

0 
0 21_-	 wz ...........
 

ZW 	 .Africa: BO Botr -3 
-m KE CA C.nerc .. 

10-	 MECABO AJN CO Cmao 

>ACH ;C 	 CI cote ivo e,
GH Gh'iana5- -KH USE CKO 	 KE Kenya 

MA MaliAMY
*AS 	 NI Nigena 

SE Senegal
0

0 1'0 15 20 rz Tanzania 
UG Uganda 

Average Inflation (1970-1980) 	 zR Zair 
ZM Zarnc,a 
ZW Z]mbaowe 

Africa "A A sia 
 Asia: 
CH China 
HK Hong Kong 
IN Indonesia 

KO KoreaSeignorageteMY 	 MalaysiaFIGURE 42 	 PH Philippines1970S to the 1980s 
SI Singapore 

.0"' TA Tarwan 
TH Thailand 

3.5] ZMZR 

0 

- 2.5 	 ..... GH 

C 

0.5 inCA1.0 

-

. 

KO 

K 
........ 2.5 

Seigncrage (1970-80) 
3.0 

IM Afnca A, Asia 



139 CH. 4: MACROMANAGEMENT 
LEWIS AND MCPHERSON: 9/30/93 

TABLE 4-1: Parallel Exchange Market Premia and Real Exchange Rate Variability 

Ratio of parallel 
to official RER coefficient of variation using 

exchange rate, Official rate Parallel rate 
1986-91 1970-90 1970-90 

East/SoutheastAsia: 

Korea 1.07 12.8% 13.9% 
Taiwan 1.06 na na 
Hong Kong 1.00 12.1% 12.2% 
Singapore 1.02 11.8% 12.4% 
China 1.27 na na 
Indonesia 1.08 38.7 % 41.3 % 
Malaysia 1.01 21.2% 21.4% 
Philippines 1.05 15.4% 44.8% 
Thailand 1.02 13.0% 14.4% 

Sub-SaharanAfrica: 

Botswana 1.35 20.4% 33.3 % 
Cameroon 1.03 13.0% 12.9% 
Chad 1.03 na na 
Cote d'Ivoire 1.03 14.0% 13.8% 
Ghana 1.38 60.8% 34.0% 
Kenya 1.10 16.5% 15.9% 
Mali 1.03 na na 
Nigeria 1.53 56.7% 52.3 % 
Senegal 1 03 12.0% 13.0% 
Tanzania 2.13 54.6% 39.8% 
Uganda 3.35 51.2% 43.8% 
Zaire 1.16 59.5% 31.3% 
Zambia 3.87 60.6% 108.3 % 
Zimbabwe 1.48 33.0 % 25.6% 

Source: Official exchange rates and price indices from IMF (19,"; parallel market exchange rates from 
InternationalCurrency Yearbook. RER calculations by authors. 
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TABLE 4-2: Government Expenditures, Deficits, and Finance (Percent of GDP) 

Deficit 
Government Budget financed by 
expenditure balance central bank 

1986-90 1980-90 1980-89' 

East/SoutheastAsia 

Korea 18.3 -1.0 1.0 
Taiwan na 0.0 --
Hong Kong na na na 
Singapore 27.7 '' 0-
China na -1.00 na 
Indonesia 22.9 -1.8d 0.1 
Malaysia 32.72 -10.7d 1.3 
Philippines 15.1 -2.9 0.9 
Thailand 17.4 -2.3 1.6 

Sub-SaharanAfrica 

Botswana 44.1 na -
0.321.9 naCameroon 

Chad na na na 
Cote d'IN oire 3 1 .2b na na 
Ghana 14.0 -2.4e 0.5e 
Kenya 28.1 -5.61 0.6 
Mali 31.1 -3.4e 0.1e 
Nigeria 27.8c +0.3 --
Senegal ra -4.6f 0.3) 
Tanzania 22.41 -7.29 1.19 
Zaire 15.7 na na 
Zambia 29.2 -14.2 3.2 
Zimbabwe 39.1 -8.0 0.61 

Noes: a. Except 1989. b. 1986 only. c. 1987-9. d. To 1989. 
e. To 1988. f. To 1987. g. To 1985. h. To 1984. 
1. Change in central bank obligations to central government. 

Source: International Monetaby Fund (1992). 



141 CH. 4: MACROMANAGEMENT 
LEWIS AND MCPHERSON: 9/30/93 

TABLE 4-3: Financial Development, Monetary Policy and Inflation, 1980-1990 
(percent) 

Money (M2) as 
share of GDP 

1986-90 

East/SoutheastAsia 

Korea 38.2 
Taiwan 138.1 
Hong Kong na 
Singapore 88.4 
China 87.2 
Indonesia 32.3 
Malaysia 69.6 
Philippines 29.8 
Thailand 66.4 

Sub-SaharanAfrica 

Botswana 30.6 
Cameroon 18.8 
Chad 25.4 
Cote d'Ivoire 28.6 
Ghana 14.6 
Kenya 29.2 
Mali 23.2 
Nigeria 25.3 
Senegal na 
Tanzania 29.1' 
Zaire 9.11 
Zambia 36.21 
Zimbabwe 31.02 

Notes: a. To 1989. b. To 1988. 

Source: International Monetary Fund (1992). 

Average annual 
real interest 

rate on loans 
1986-90 

4.6 
na 
na 
5.2 
4.9 

13.2 
6.2 
9.5 

11.71 

-1.2 
5 .5b 

11.7" 
3.0 

-6. 
8 .1b 

na 
-1.51 
8.01 

-2.7' 
-27. 0b 
-19.21 

2.7 b 

c. To 1987. 

Average annual 
inflation in CPI 

1980-90 

6.3 
4.5 
8.1 
2.3 
7.3 
8.6 
3.2 

14.0 
4.4 

10.6 
9.1 

na 
5.3 

43.0 
10.5 
na 
21.6 

5.9 
28.9 
60.9 
23.5 
13.9 



CHAPTER FIVE 
DEVELOPMENT FROM A PRIMARY EXPORT BASE 

Thomas Tomich, Michael Roemer, and Jeffrey Vincent 
September 1993 

Pessimism about primary exports is one of the strongest strands in the intellectual 
history of development. Prebisch's [1950] and Singer's [1950] seminal observa
tions of declining terms of trade for primary exporters, supported by Nurkse's 
[1960] structural arguments that markets for primary commodities must shrink 
over time, have survived 40 years of counterargument to influence development 
strategists in the 1990s, nowhere more than in Africa. The success of the four 
Asian tigers lends credibility to the case that industrialization can proceed without 
support from primary exports. After all, Korea, Hong Kong, and Singapore are 
among the most resource-poor countries in the world. 

This chapter argues, to the contrary, that primary exports can play a pivotal 
role in development generally, and specifically in support of industrialization. Silk 
exports, all but forgotten now, comprised nearly 46 percent of the value of 
Japan's merchandise exports between 1925-30 [Hemmi, 1969]. And, although it 
has not been a major primary exporter for a quarter century, crude and processed 
agricultural products accounted for over 85% of Taiwan's exports at the beginning
of its industrialization drive in the 1950s [Etherington and Forster, 1992]. The 
focus of this chapter, however, is the more recent experience of the Southeast 
Asian countries. Three of them, Indonesia, Malaysia, and Thailand, were and 
continue to be aggressive primary exporters even as they focus on industrialization; 
a fourth, the Philippines, let its primary export base deteriorate and was also a less 
successful industrializer. The proposition draws support from Africa itself, where 
the countries such as Botswana, Kenya, Malawi, and Mauritius, that were able to 
maintain some development momentum, also sustained a growing primary export 
base. 

The next two sections make a case for primary exports from the perspec
tives of supply, with data on country outcomes for Asian and African primary 
exporters, and demand, considering commodity market trends. We follow with a 
discussion of the linkages through which primary exports can contribute to 
economic development and then explore factor endowments to determine whether 
African countries are comparable to those in Southeast Asia. The balance of the 
paper reviews strategic lessons from Asia and Africa regarding investments in 
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primary exports, focusing on land-augmenting investments, including agricultural 
research priorities, and the economics of smallholder production. 

Supply: Primary Export Performance in Africa and Southeast Asia 

Indonesia, Malaysia, and Thailand have entered the ranks of the rapidly industrializ
ing countries. Exports of manufactures from these countries rose at rates from 
19% a year in Malaysia to 30% a year in Indonesia between 1970 and 1990.1 
Yet all three countries continued to be major exporters of primary commodities. 
Table 5-1 shows that in Indonesia and Thailand the primary export share of gross 
domestic product increased from 1970 to 1990, while in Malaysia it was main
tained at nearly 40% of GDP. Indonesia's and Malaysia's performances were 
helped substantially by oil discoveries and world price increases. In both countries 
the share of nonfuel primary exports declined significantly, though in Malaysia this 
ratio was still very high in 1990, 28%. 

These results were not entirely strokes of fortune. In all three countries, 
government directed efforts at sustaining comparative advantage in primary 
exports. Malaysia decided during the 1950s not to abandon rubber exports, 
despite declining prices and intensifying competition from synthetics. Instead, it 
invested in research, extension, and planting to drive production costs down and 
remain competitive in world markets. Malaysia's share of world rubber exports 
increased by more than a quarter, to 34%, between 1970 and 1987. The country 
made similar investments in palm oil and almost quadrupled its share, gaining half 
of the tropical vegetable oil market by 1987. 

Even where good fortune did strike, in the form of rising petroleum prices in 
the 1970s, it took shrewd management to avoid a decline in other primary exports. 
Rising oil revenues tended to cause real exchange rate appreciation that reduced 
incentives for non-oil exports. 2 Indonesia maintained close macroeconomic bal
ance throughout the oil boom and devalued its exchange rate in 1978, despite a 
strong balance of payments, specifically to protect the incomes of farmers. The 
government established macroeconomic conditions that encouraged private non-oil 
producers to expand. Malaysia and Thailand also avoided exchange rate appre
ciation and continued expansion of export agriculture. 

1The base is small in all cases. Even if we use a 1980 base, growth has been impressive: 7% a 
year for Malaysia, 20% for Thailand, and 29% for Indonesia. 

2This phenomenon is Dutch disease, now well known but little appreciated then. Dutch disease 
is discussed more fully below. 
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In contrast to the three Southeast Asian countries, many African countries 
allowed their primary export bases to shrink. Table 5-1 shows that, of the 22 
African countries for which data are available, 11 saw the primary export share of 
GDP fall by at least 10% from 1970 to 1990. In three of these cases (C6te 
d'lvoire, Ethiopia, and Togo) enough export diversification was taking place to 
maintain or increase the ratio of all exports to GDP, but in the other eight countries 
the export ratio also fell. Another three of the 22 countries approximately main
tained the primary export share of GDP, while eight countries had significant in
creases in the share. Primary export growth is not a sufficient condition for 
income growth, however: about half the countries with growing primary shares 
had stagnant or declining per capita incomes. But it is notable that only two of the 
countries with declining primary export shares had any growth in income per 
capita. 

One implication of export pessimism is that all primary exporters should 
expect earnings to decline, either absolutely or certainly as a share of GDP. ;n this 
view, African countries can be considered victims of their initial endowments and 
the colonially enforced dependence on minerals and cash crops. The trouble with 
this argument is that, by and large, African exporters failed even to maintain their 
world market shares in the commodities in which they had comparative advantage.
Table 5-2 shows that African countries lost world market share in 31 of 43 cas
es. 3 For minerals, export volumes could have more to do with depleting endow
ments than with policies. For cash crops (including wood products), however, the 
tally is similar: in 22 of 30 cases African market share declined. By contrast, 
Southeast Asian countries increased market shares in 16 of the 23 cases overall 
and in 4 of the six mineral markets. 

Some of the specific market outcomes are even more telling. Southeast 
Asian countries have been gaining export shares in the same markets previously 
dominated by Africa and Latin America. Indonesia and Malaysia have entered the 
cocoa market at the expense of Ghana and Cameroon, though the major gainer has 
been C6te Divoire. All four African entrants lost market share in coffee, while 
Indonesia gained. Nigeria lost ground in rubber exports while all three Southeast 
Asian exporters gained markedly. Indonesia continues to dominate several spice 
markets, while Tanzania has nearly gone out of the business. Nigeria and Zaire, 
along with Malaysia, have lower shares of the tin market while Indonesia's share 
expanded. Malaysia's expansion in tropical vegetable oils came at the expense of 
several West African countries as well as the Philippines. 

3A case is a country position in each commodity. Appendix 5-1 contains world market shares 
for 24 commodities or commodity groups. It includes the market shares for the four Southeast 
Asian countries and those in Africa whose market shares were at least 1% in either 1970 or ,387. 
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In the face of such direct competition, it seems almost certain that different 
government policies or effectiveness played a role, along with natural conditions 
such as drought. Malaysia's decisions on rubber and palm oil contrast with those 
of Ghana, which in the 1960s put resources into industrialization at the expense of 
cocoa and mineral production. Indonesia's macroeconomic policies to counter 
Dutch disease encouraged diversified agricultural growth, in contrast to Nigeria 
where Dutch disease destroyed the non-oil primary export base. 

Not all African governments turned away from primary exports. C~te 
d'lvoire invested aggressively in cocoa and other export crops. Kenya was 
innovative in moving coffee and especially tea production from estates to 
smallholdings, doubling its world market share in tea. Liberia encouraged foreign 
investment in rubber and iron ore. Nor did all Southeast Asian countries invest 
productively. In the Philippines, policies did not encourage exports and the country 
lost market share in all but copper. 

Demand: Changes in World Market Conditions 

Prebisch [1950] and Singer [1950] based their case against primary exports on the 
persistence of declining terms of trade for primary exporters. Although their data 
and argument are fatally flawed [Kindleberger, 1973: 74-71, recent, more careful 
investigations continue to show a decline in the terms of trade for nonfuel primary 
commodities from 1900 to the mid-1980s.4 But the period of analysis turns out 
to be crucial. Cuddington and Urzua [1989] reach a striking conclusion: all of the 
observed decline in the primary terms of trade from 1900 to 1986 can be 
explained by the precipitous fall in prices over 1920-21. Taking the period since 
1921, they find plenty of fluctuation but no trend in the terms of trade for primary 
commodities. The kinds of investment and policy decisions made by Malaysia in 
the 1950s and made subsequently by Indonesia, Thailand, Botswana, C6te 
d'lvoire, and Kenya in the 1960s and 1970s may be equally valid for African 
countries today, insofar as the terms of trade are a consideration. 

Nurkse's [1960] contribution to export pessimism was to identify several 
factors that might continue to reduce the demand for primary commodities relative 
to supply: Engel's law that food's share of total expenditure,; diminishes with rising 
incomes; technological change that reduces the use of raw materials per unit of 
output and creates synthetic substitutes; a shift towards non-commodity-using 
services as income grows in the industrial countries; and growth rates in the indus

4Grilli and Yang [1988], for example, show statistically significant declines averaging between 
0.3 and 0.8% ayear for all primary commodity groups, with the notable exception of tropical 
beverages, whose terms of trade rose by 0.7% ayear. 
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trial country markets that are slower than potential increases in supply of some pri
mary commodities. 

Although export prices may not be declining secularly, it appears that, as 
Nurkse predicted, the growth of demand for primary exports in world markets is 
slowing. World Bank data show that the share of nonfuel raw material and food 
imports in the total imports of industrial countries has fallen from 39% in 1965 to 
17% in 1990 [World Bank, 1992]. With imports to industrial countries growing at 
4.5% a year, imports of nonfuel primary commodities, valued at constant prices, 
appear to have grown by only 1.1 % a year from 1965 to 1990. 

But this broad trend is not the whole story of export demand. The tale of 
the eariy twentieth century was that innovation and rising incomes led to entirely 
new export markets, including those for petroleum, rubber, copper, aluminum, 
newsprint, plywood, and vegetable oils. Even since 196U, export growth has been 
5% a year or more over at least 20 years for sorghum, wheat, fish, soybeans,
vegetable oils, oilseed cake and meal, alumina and aluminum, nickel, timber, and 
phosphates. Fresh fruits and vegetables and shrimp farming are new growth
industries. Ecological concerns may boost exports of natural gas. Tourism is an
other growth industry with high income elasticity; though not a primary 
commodity, it is a service export based on natural endowments, climate and 
nature. 

Nor is world demand the only side of the balance for an exporting country to 
consider. Its own demand depends on supply conditions in other countries as well. 
Rising incomes and urbanization have raised the costs of labor and land, and re
duced the productive capacity of many traditional exporters. In other cases poor
policies or natural disasters affected production. Kenya's and Indonesia's incursion 
into the tea market took advantage of growing incomes and expanding domestic 
demand in India and counterproductive policies towards plantations in Sri Lanka. 
Malaysia and C6te d'lvoire picked up cocoa exports as Ghana did nothing to reduce 
its costs of production. Moreover, even granted slowing market growth for many
commodities, it may still be economically profitable for a country to invest suffi
ciently in primary commodities to reduce costs and maintain or increase market 
share, as some Southeast Asian and African countries have done. 

Linkages: Primary Exports and Economic Development 

Primary products can promote income growth and structural change through at 
least four mechanisms. 

First, the most obvious mechanism is the supply of foreign exchange to 
finance imports or intermediate and capital goods, especially in the early stages of 
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structural transformation when manufacturing is a small share of economic 
activity. Foreign exchange shortages have starved new industries of capital and 
intermediate goods in many African countries, a constraint that does not afflict 
Indonesia, Malaysia, and Thailand. But a surge of foreign exchange earnings can 
be a mixed blessing. 

When mining and petroleum industries generate substantial foreign exchange 
relative to the size of the economy, there is a strong tendency for nominal 
exchange rates to appreciate. This can also happen during price booms in 
agricultural exports, such as coffee and tea. Even if the central bank prevents 
appreciation through exchange rate management, the accumulation of reserves 
raises the money supply, which boosts the demand for home-produced goods and 
stimulates inflation. Either way, the real exchange rate appreciates, rendering non
mineral export and import-substitution industries less competitive on world 
markets, a phenomenon called Dutch disease.5 To avoid Dutch disease requires 
strong macroeconomic countermeasures--such as exchange rate devaluation, 
sterilizing foreign exchange earnings by reducing domestic credit paripassu, and 
redirecting mineral rents to investment in other tradable industries [Roemer, 1985]. 
Indonesia was been skilled at counteracting Dutch disease during the oil boom, but 
Nigeria suffered a full-blown case that slowed its development [Gelb, et al., 1988]. 
Among African countries, Botswana has been the most successful in avoiding real 
appreciation and other symptoms of Dutch disease. 

Second, primary exports can enable a country to utilize its factor endow
ments more completely. Adam Smith and Hla Myint used the term vent for surplus 
to describe the export of commodities that have little value at home because 
demand is so small relative to potential supply, but much greater vZ lue abroad. 
The concept remains valid for many mineral and timber exports, esl, cially from 
poorer and smaller countries rich in such resources. But it is increasingly of only 
historical interest for agricultural commodities, as population pressure makes land 
relatively less abundant. 

Third, primary exports can expand endowments of labor and capital. In 
Malaysia, the labor needs of the tin mining and rubber industries were met by 
immigrants from China and India, respectively. These immigrants became perma
nent residents and provided much of the entrepreneurial energy for the modern 
development of Malaysia. Migrant workers, now from Indonesia and the Philip
pines, remain important today in the timber industry of sparsely populated Sabah 
and Sarawak and in the plantations of peninsular Malaysia, as rapid industrialization 

rThe name comes from the Dutch exploitation of gas deposits in the North Sea in the 1960s, 
which caused a real appreciation of the guilder and forced many formerly competitive Dutch 
industries out of business. 
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has driven up rural wage rates. Ghana in the early twentieth century and C6te 
d'lvoire since its independence have also attracted migrant farmers to grow cocoa 
and other crops. In Southeast Asia, Africa, and most of the world, however, 
migrant workers are considered a mixed blessing by the indigenous population. 
Primary products also attract capital, plus the management and technology that 
often comes bundled with it. Foreign capital played a major role in developing 
plantation and mining industries in both Southeast Asia and Africa since colonial 
times and raised investment levels well beyond what they otherwise would have 
been. 

Fourth, growth in primary exports stimulates development through economic 
linkages with the rest of the economy. This is the domain of staple theory and its 
lessons will occupy much of the balance of this paper. The linkages are of four 
types: (1) consumption linkages that stimulate growth through the pattern of 
domestic demand, (2) forward linkages through expansion of transport and other 
marketing services as well as primary product processing, (3) backward linkages to 
input suppliers, and (4) rent linkages, the domestic savings funded from natural 
resource rents; when these rents accrue to government, the latter is called a fiscal 
linkage. 

Consumption linkages. The magnitude of consumption linkages depends on 
the amount of employment generated through export expansion, the workers' 
earnings, and their expenditure patterns. Petroleum, mining, and forestry are 
capital-intensive. Wages tend to be relatively high, but few jobs are generated in 
any of these activities, except perhaps small-scale mining of diamonds and gold. 
Large-scale plantations are far more labor intensive than mines and logging 
operations, but few plantation workers receive more than the prevailing rural wage, 
which limits their effective demand. 

Capital-labor ratios are no higher in smallholder 6 than in estate agriculture, 
so that expansion of smallholder agriculture offers at least as much (and often 
more) employment than large-scale plantations. But smallholders also earn land 
rents (unless they are tenants), returns to management, and any economic rents 
from innovation, better management, and superior location. With higher incomes 
than the estate labor force, smallholders create greater demand linkages to 
farming, to manufacturing (of goods such as clothing, footwear, and bicycles), and 
to rural services. 

The growing literature on smallholder growth linkages demonstrates they are 
substantial and that consumption linkages account for half or more of the multiplier 

'The term smallholder is used to refer to the majority of rural households, which spans a range
of farm sizes. In much of sub-Saharan Africa, farms up to 15 hectares typically have more in 
common with small farms than they do with the technology or economics of large ones. 
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effect from agricultural growth. Most of these results are from studies of 
foodgrains. One study that compares smallholder export crops and foodcrops 
found equally strong growth linkages for rice, coffee, vanilla, and cloves in 
Madagascar [Dorosh and Haggblade, 1992]. Because consumption linkages 
account for 80% of the multiplier effects from agricultural growth in Madagascar, 
any increase in income, whether from food or export crops, has similar linkage 
effects. 

Forward linkages. Primary exports generate two kinds of forward linkage: 
(1) activities necessary for export and (2) optional downstream industries that may 
increase the value added from a commodity export. Necessary forward linkages 
include transport infrastructure and services, telecommunications, marketing 
services, and some processing. 

Transportation and marketing services established for export crops help a 
country's traders and entrepreneurs gain experience and market connections that 
can be useful in developing other export industries. Evolution of marketing skills 
can begin when some of the more enterprising members of a country's trading 
community establish reputations as reliable sources of higher-quality traditional 
exports, such as coffee, cocoa, natural rubber, or spices. As infrastructure 
improves, trading contacts in overseas markets become a basis for diversification 
into higher-value, "non-traditional" exports. In Indonesia, for example, a former 
coffee exporter has switched to production and export of frogs' legs to France, 
while a major exporter of cocoa also is a leader in exports of cut flowers to a 
number of European markets. 

These "non-traditional" exports often are perishable commodities that 
depend on reliable, rapid communication and transport for exporters to deliver top
quality products that fit specific tastes in importing countries at the right time to 
secure peak seasonal prices. Horticultural exports from Kenya and Zimbabwe 
could only take off when government restrictions on foreign air service were 
relaxed enough to allow sufficient freight capacity into European markets. And, at 
least in Zimbabwe, expansion of horticultural exports led to downstream invest
ment in dehydration, canning, juicing, and freezing plants as well as custom 
packaging and labelling for European supermarket chains [African Business, 
January 1993: 38]. Domestic capacity to ascertain and serve specific needs of 
customers in importing countries is just as important in, say, the manufacture of 
high-fashion garments and trendy athletic shoes, as it is in exporting flowers or 
snow peas. Although industrial production may require entrepreneurial skills not 
found in the primary sector, marketing skills learned in primary exporting may be 

7See, for example, Mellor [1976], Hazell and Roell [1983], and Haggblade, Hazell, and Brown 
[1989]. 
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transferable to industries in which African countries could compete in world 
markets. 

Road networks established for smallholder agriculture reduce costs for all 
rural economic activity, as is evident in places such as Java and central Kenya.
The same cannot always be said for the infrastructure and services developed for 
mineral and timber exports. When mines, oil fields, or forests are in remote areas, 
as is true in much of Southeast Asia and parts of Africa, roads and railroads 
dedicated to them cannot reduce costs for industries that gravitate towards popu
lous areas. Marketing of minera!,, more often than not, is carried out by 
government or multinational companies, with little learning that is useful in other 
sectors. 

Governments are generally keen to promote the second kind of forward 
linkage, downstream processing or resource-based industrialization (RBI). Some 
downstream processing is necessary for export and belongs in the first category: 
tea leaves, sugarcane, oil palm, other crops, and several ores need to be treated, 
reduced, or refined to make export profitable or even possible. Many governments 
wish to go beyond these relatively simple processing industries, however, with the 
aims of adding value, generating employment, reducing dependence, diversifying 
exports, or otherwise spurring development by performing at home some processes 
that previously were done abroad. Common examples include more complete 
processing of edible oils by Malaysia and Indonesia; the promotion of plywood and 
other '- od industries through bans or taxes on log exports by Malaysia, Indonesia, 
and C? ina; the establishment of refineries in many petroleum exporting countries; 
the development of new steel technology to process ores in Mexico and Vene
zuela; and building an aluminum industry to process bauxite in Venezuela. 

Attractive as resource-based industries may appear, their economic rationale 
is often questionable [Roemer, 19791. Much downstream processing or manufac
turing takes place abroad because importing countries have a comparative advan
tage in these industries. For example, cocoa producers lack the milk required to 
produce chocolate; end-users often prefer to process edible oils thems Ives to 
accommodate their own specifications; the reduction of bauxite creates by
products that can only be used in industrial markets; and the further refining to 
aluminum requires abundant, cheap electric power. 

Even if a primary exporter could compete in processing for export, the 
opportunity costs of moving investment and labor from other potential industries 
may be too high. Vincent [1 992a] estimates that Malaysia's restrictions on log 
exports did increase output and employment in sawmilling by about 25% from 
1973-1989. But each sawmill job, which paid an average $2,200 per year, cost 
Malaysia $6,100 in lost value added and $16,600 in foregone export earnings as 
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log exports fell. When log exports are banned, not only is the volume of timber 
exports reduced, but the domestic price of logs falls, encouraging inefficient pro
cessing into products with reduced value added in world prices. Similar calcula
tions apply to Indonesia's log ban, which nevertheless promoted a booming 
plywood industry. These processing industries, like many others, fail on basic 
tests of economic efficiency; some even consume resources of greater value than 
the product they export. 

Not only do downstream industries often fail to deliver higher value added 
than would obtain with unprocessed exports; they generally fail to satisfy other 
development goals as well. Agricultural and timber processing can be labor-inten
sive, but mineral processing creates relatively few jobs. RBI does not diversify an 
economy or reduce its dependence. Downstream industries only commit more 
capita, and labor to the same markets, with much the same risk factors, concen
trating earnings and making a country even more dependent on a few commodi
ties. The same resources invested in other industries are likely to create more 
employment, diversify the economy, and reduce its dependence. 

The basic lesson on RBI Uierves from experience throughout the developing 
world. Downstream industries should be encouraged only if they pass basic tests 
of economic advantage. No particular benefit is gained by favoring an industry 
related to one's primay exports over an unrelated industry with a higher economic 
profit. 

Backward linkages. Primary sectors have relatively weak b3ckward linkages. 
Petroleum and most types of mining tend to be enclaves. Of the few inputs 
required by timber companies and plantations, many are imported (e.g., heavy 
equipment for logging or land clearing). Backward linkages are small even in small
holder treecrops. For agriculture as a whole, the most important backward linkage 
by far is chemical fertilizer, followed by farm equipment. With rare exceptions 
(Indonesia is one), fertilizer imports are far cheaper than promotion of domestic 
fertilizer F oduction [Tomich, Kilby, and Johnston, forthcoming, Chapters 6 and 7].
In any ei ,nt, compared to foodcrops, smallholder treecrop producers in developing 
countrie often make little use of either chemical fertilizer or farm equipment. 

Fient linkages. The most important growth linkages for forestry, petroleum, 
and mining derive from economic rents, the difference between the world price of 
exports and the costs of production, including normal returns on capital. Estimat
ing the magnitude of such rents is notoriously difficult. One st,dy estimated that 
resource rents from timber and minerals (including petroleum and natural gas) were 
equivalent to 37% of gross capital formation in Malaysia during the 1980s [WWF 
Malaysia, 19921. Rents captured by both the public and private sectors have pro
vided funds for investment in industry, which now is the greatest source of 



153 CH. 5: PRIMARY EXPORTS 
TOMICH, ROEMER, VINCENT: 9/30/93 

economic growth and new jobs in Malaysia.8 In similar fashion, yield increases 
and land-augmenting investments such as roads and irrigation systems raise the 
economic rent on land. Higher resource rents accruing to landowners, especially
when these are smallholders, contribute to the consumption linkage; but a signifi
cant portion of these higher economic rents also are invested. 

Governments have gained increasing shares of resource rents over time. 
Taxes and royalties on petroleum and natural gas comprised over a quarter of 
Malaysian federal government revenue in 1990 [Government of Malaysia, 1991: 
681 and close to 40% of Indonesian government revenues in the early 1990s. 
These governments have been ddept at extracting resource rents without discour
aging investment, especially in petroleum and other minerals. For the rent linkage 
to work, however, it is essential that governments invest their revenues in projects 
that contribute to development goals. Indonesia and Malaysia, like most resource
rich countries, have dissipated a share of their revenues in poor projects. But they 
also directed a substantial share into strategic investments, especially in agricul
ture, education, and health facilities, that contributed to rapid economic growth 
and dramatic reductions in poverty. 

African countries with similar resource endowments have been less success
ful in converting rents into rapid, broadly-based economic growth. Because of its 
oil revenues, Nigeria has grown more rapidly than most African countries. But 
Gelb, et aL [1988] argue that growth was slower than it would have been without 
the oil boom and investment, because Nigeria suffered an untreated case of Dutch 
disease and dissipated its oil rents on wasteful projects. Botswana has parlayed 
diamond and other primary exports into one of the fastest growing economies in 
the world. But other well-endowed countries such as Ghana before the mid
1980s, Zaire, and Zambia have, through poor policies or wanton use of revenues, 
squandered their natural advantages and experienced declining incomes over a 25
year period. It can be argued that booms in resource rents, by relaxing budgetary 
constraints, contribute to lax fiscal discipline and poor investw;.ent decisions 
[Roemer, 1985]. But experience in Southeast Asia and sub-Saharan Africa sug
gests that some governments manage resource rents productively. The reasons 
for successes and failures lie in both political and economic considerations. 

'According to Huff [1992: 765], Singapore also benefitted from the investment of resource 
rents derived from Malaya (now Malaysia): "During the interwar years most of the Chinese who 
emerged as major industrialists and bankers in town had as a base for these activities their 
involvement in estate agriculture in Johore. They reinvested profits from agriculture in domestic 
manufacturing and, as business leaders, were instrumental in the growth of local Chinese deposit
banks, now a major component of Singapore's role as an international financial center." 
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Giovernments can extract a share of natural resource rents through agricul
tural export taxes. Malaysia's Rubber Research Institute and the Palm Oil Research 
Institute have been funded primarily by cesses (ear-marked taxes) on rubber and 
palm oil exports. Cesses have also been levied with the intention of funding 
replanting with high-yielding varieties in Malaysia, Thailand, and Indonesia. Even in 
Malaysia, total taxes paid by treecrop producers exceeded the value of the services 
they received in return [Barlow and Jayasurija, 1986]. In Indonesia, smallholders 
received only a small fraction of the funds collected at various times through 
cesses and "rehabilitation funds" for rubber, coconut, and cloves. Indonesia's 
problems of weak financial control are common in Africa. When it is easy for 
bureaucrats and politicians to divert the funds, it is neither administratively feasible 
nor economically desirable to attempt to use agricultural export taxes to finance 
government projects. 

As a rule, export marketing boards simply create implicit taxes for agricultur
al producers. Especially in Africa, but also in Indonesia and the Philippines, it has 
been common for the public sector (or officially-designated private firms) to appro
priate sole authority for marketing certain export crops and for other essentially 
commercial activities that are difficult for bureaucratic organizations to manage 
effectively. A study of Tanzania "shows that a large share of potential surpluses 
was diverted to marketing boards where it was used essentially to pay inflated civil 
service costs" [Ellis quoted in Maxwell and Fernando, 1989: 1682]. Rent linkages 
were dissipated as a result. 

Of course, there are cases (diamonds, petroleum) where export taxes or 
quotas can create economic benefits for exporting nations. But, as a practical 
matter, the optimal export tax argument rarely applies in agriculture. International 
commodity agreements are unwieldy and there are few agricultural commodities 
where single countries have sufficient market power [Appendix 5-1]. No country 
in Africa or Southeast Asia had even 4% of world coffee exports and only Kenya 
had a significant share (12%) of tea exports in 1987. Among major agricultural 
commodities, cocoa is (perhaps) the most plausi',le case for an optimal export tax 
for certain African producers. But by any econr,mic measure, the cocoa export 
taxes of 40-70% imposed in the early 1980s by Ghana, Nigeria, and Cameroon 
were several times the optimum [Imran and Duncan, 1988: 21]. These policies 
raised world prices, but also undermined domestic investment in cocoa and in
creased incentives for the dramatic expansion of cocoa production by Malaysia and 
Indonesia. 

Many agricultural commodities face competition from natural and synthetic 
substitutes, so even a large share of exports does not guarantee market power for 
the producing country. For example, Malaysia produced 1/3 of the world's exports 
of natural rubber and almost 1/2 of exports of tropical oils in 1987. After account
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ing for competition from synthetic rubber and other edible oils (and including 
production in consuming countries that is not exportea), Malaysia's share of world 
supply falls to 11 % and 9%, respectively. And while Madagascar accounted for 
70% of natural vanilla exports in 1987, 90% of the US market was supplied by 
synthetic vanilla. 

Even in cases where there is a valid optimal export tax argument, there 
should be concern about its incidence. If the crop in question is a perennial, the 
elasticity of supply is likely to be small, at least in the short run. As a result, the 
export tax will not only extract monopoly rent from foreign consumers but will also 
fall (probably even more heavily) on the country's own producers. In many cases, 
it is possible that these resource rents could be invested better by individual 
producers than by government. 

Endowments 

Southeast Asian and some African countries have exploited their natural resource 
base to sustain primary exporc growth and promote development partly through the 
linkages emanating from farming, forestry, and mining. The extent to which more 
African countries can follow this path depends on the similarity of their resource 
endowment to those in Asia, the topic of this section. 

Minerals and petroleum 

Indonesia and Malaysia have been particularly favored by mineral endowments. 
Both have large oil reserves and substantial deposits of metal ores, including tin in 
Malaysia and copper and others in Indonesia. Relative to its population, Malaysia 
is probably wealthier in minerals than any country in either Asia or Africa. Never
theless, several African countries can be considered resource-rich, as Table 5-3 
shows. Nigeria has greater oil reserves than Indonesia and, with a smaller popula
tion, is more generously endowed. Zaire, with 3.6% of world metal reserves, 9 

has more than Malaysia and Indonesia combined, while Botswana, Guinea, and 
Zambia are also rich in deposits relative to their populations. Thus a number of 
African countries, with a large share of Africa's population, have as great a natural 
potential as Malaysia and Indonesia to turn mineral wealth into development. 

Forests 

Over half the are-; of the ASEAN four was classed as "forest and woodland" in 
1990 by the FAO [Table 5-31. The main timber producing areas of Southeast Asia 

'This figure is actually an index that averages shares of world reserves for 15 metals. 
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are Peninsular Malaysia, Borneo, and Sumatra. 10 Africa's forests are not nearly 
as rich in timber as Southeast Asia's dipterocarp forests. Sub-Saharan Africa's 
total forest area in 1990 and average roundwood production for 1987-89 were 
much greater than the ASEAN four. But, while Gabon, Congo, C6te d'lvoire, 
Liberia, and Cameroon accounted for over 80 percent of Africa's roundwood ex
ports, Africa's top five combined exported less than 16% of Malaysia's roundwood 
exports. There has been much less forest surplus to "vent" in Africa than South
east Asia because of lower quality of the basic timber stocks combined with moun
ting domestic 'onsumption of fuelwood. 

Agricultural land and labor 

The ratio of agricultural land (arable land plus area under permanent crops and 
pasture) to the number of agricultural workers is the most basic indicator of 
resource endowments in the sector. Sub-Saharan Africa in 1990 had 6.3 hectares 
of agricultural land per agricultural worker, compared to about one ha/worker in 
the ASEAN four [Table 5-41. This six-fold average difference masks huge varia
tions within Africa: from Rwanda, Burundi, and the Gambia, with less agricultural 
land per worker than Indonesia or the Philippines, to Botswana and Namibia, with 
among the highest land/labor ratios in the world. However, soil quality, water 
availability, and length of growing season affect the suitability of land for specific 
agricultural activities. When these characteristics are taken into account, the land 
endowment in much of Africa looks much more like that in Southeast Asia. 

Virtually all of Southeast Asia lies in the humid tropics with average annual 
rainfall in excess of 2000 mm and a growing season above 180 days per year. On 
the other hand, soils arerelatively poor in much of Peninsular Malaysia, Borneo, 
and Sumatra, the heartland of Asian export crop production. In contrast, a large 
area of the African continent has no inherent soil constraints, but the bulk of this 
land is in arid regions where rainfall is inadequate for most crops [World Resources 
Institute, 19921. There are great differences in water availability and growing 
season both within countries and across regions in Sut-Saharan Africa. At least 
15 "humid" African countries have endowments that resemble the ASEAN four in 
water availability, land quality, and growing season. Another 15 countries are in a 
"mixed" category, including countries that encompass significant dry areas 
(average rainfall below 400 mm per year) not found in Southeast Asia and humid 

"0Peninsular Malaysia accounts for 11 of the 13 states of Malaysia. The island of Borneo 
comprises the Malaysian states of Sabah and Sarawak, the Sultanate of Brunei, and the Indonesian 
provinces of Kalimantan. Sumatra lies entirely within Indonesia. 
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lowlands comparable to land found in Malaysia or Indonesia. Finally, there are 10 
countries in Africa that are predominantly dry.11 

Sub-Saharan Africa's apparent advantage in agricultural land per worker 
stems entirely from a much greater area of permanent pasture. Over 80 percent of 
Sub-Saharan Africa's agricultural land is pasture compared to only 20 percent in 
the ASEAN four. However, poor range quality, climate, and the prevalence of 
pests and diseases severely constrain livestock populations in large parts of Sub-
Saharan Africa. On average, there is more than one hectare of pasture per animal 
in Sub-Saharan Africa and for dry countries 2-4 ha/animal is common. Neither 
pasture endowment nor livestock production in Sub-Saharan Africa bears much 
resemblance to Southeast Asia.12 

Differences in land/labor ratios disappear when comparisons between Sub-
Saharan Africa and the ASEAN four are restricted to cropland.13 The 15 "humid" 
African countries had only 30% more cropland per agricultural worker than the 
ASEAN four in 1990 [Table 5-41. And for the 15 African countries classed as
"mixed," the endowments of cropland and agricultural labor were virtually identical 
to the ASEAN four. Moreover, Binswanger and Pingali [19881 reckon that popula
tion pressures in Kenya, Nigeria, Niger, Ethiopia, Mali, and Tanzania--indeed most 
countries of sub-Saharan Africa--will drive cropland-per-worker ratios below those 
in the Philippines by the year 2000. There is little scope for expanding cropland in 
many of these countries, certainly not at a rate to match the pace of labor force 
growth. 

Thus, for many countries in Africa, cropland endowments look quite simiiar 
to those of Southeast Asia, especially when allowance is made for continuing 
population growth. Neither Africa nor Asia has much surplus land to "vent" as 
primary exports. This suggests that Africa, to reinvigorate its comparative advan
tage in primary exports, would do well to emulate Southeast Asia by investing in 
such land-augmenting investments as rural infrastructure, tree crops, and research 
on export crops; and should continue to focus efforts on its most efficient form of 
production, smallholder agriculture. The next three sectinns deal with these policy 
issues. 

11See Appendix 5-2 for explanation of classifications. 
121n densely populated Asia, fodder is raised on arable land, gleaned as crop byproducts, 

gathered along roads, canals, and from common property, or purchased and brought to animals. 

3 Cropland is arable land plus land under permanent crops, excluding permanent pasture. 

http:cropland.13
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Land-Augmenting Investments 

The effective supply of agricultural land can be increased through innovations that 
raise yields and through investments in transport infrastructure, irrigation works, 
and trees and other perennial crops. As population pressure mounts in Africa and 
Asia, land-augmenting investments and research to produce higher-yielding 
varieties will become more profitable. 

Transport and Marketing Infrastructure 

In their review of the available estimates of agricultural growth linkages, 
Haggblade, Hazell, and Brown [1989: 1192-31 found that the estimates for Africa 
tend to be lower than for Asia. If this is indeed the case, one plausible reason is 
Africa's poorer stock of transport infrastructure. Investments to improve and 
extend roads and other transport infrastructure will become more feasible as 
African population densities increase. Because Africa's economic decline and fiscal 
stringency caused roads to deteriorate in many areas, road rehabilitation may 
already be an urgent need and a profitable investment for most economies. 

Irrigation 

The extent of irrigation investment provides a major contrast between Asia and 
Africa. Merely four percent of cropland in Sub-Saharan Africa was irrigated in 
1990. Only feve countries have irrigated as much as 10% of their cropland; Mada
gascar and Swaziland had the largest share, 30% [Table 5-51. Most of the rest 
have extended irrigation to 5% of cropland or less: 2% in Kenya, 3% in Nigeria, 
and 4% in Tanzania. In Southeast Asia, however, the range is from only 7% in 
Malaysia, to about 20% in Thailand and the Philippines, and 35% in Indonesia. 

Irrigation projects have been more productive in Asia than in Africa. When 
economic linkages were taken into account along with direct benefits, Bell, Hazell, 
and S1ade [1982: 216] estimated that the real social rate of return to the Muda 
irrigation project in Malaysia exceeded 20 percent. But in Sub-Saharan Africa, 
large-scale projects are expensive and net social benefits have been low or 
negative [Binswanger and Pingali, 1988; Pearson, Stryker, and Humphreys, 1981]. 
Africa is not as well endowed with rivers as East and Southeast Asia and its 
groundwater tends to be deeper than in South Asia. For most of Sub-Saharan 
Africa, rainfecd crop production will continue to be the rule. 

Treecrops 

With limited opportunities for expanding irrigation, treecrops appear to hold the 
most promise for enhancing land productivity in the "humid" and "mixed" countries 
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of Sub-Saharan Africa. Treecrops do better under rainfed conditions than most 
annuals, including foodgrains [Ruthenberg, 1980: 320]. Furthermore, large areas 
of Southeast Asia and the "humid" and "mixed" countries in Africa are better 
suited to farming systems based on tree crops than intensive production of annual 
crops because their fragile soils are susceptible to erosion.14 For example, what 
Malaysia lacks in irrigation investment it makes up in permanent crops: almost 80 
percent of Malaysia's cropland was planted with permanent crops in 1990. Indo
nesia is broadly representative of the ASEAN four with just over a quarter of crop
land in permanent crops. 

The gap with Africa is substantial. The 16 million ha of permanent crops in 
the four Southeast Asian countries surpasses the total for Sub-Saharan Africa. 
Seven African countries have more than 25% of their cropland planted with 
permanent crops, but only Ghana (58%) and Liberia (66%) come close to the 
proportion in Malaysia. No African country has as many hectares planted to 
permanent crops as Thailand, the smallest of the ASEAN four. And the Southeast 
Asian countries have continued to expand their treecrop production and exports, 
while Africa has lagged behind [Table 5-21. 

Yet the 15 "humid" countries of Sub-Saharan Africa include much of the 
lowlands within 10 degrees latitude of the equator, the optimal range for cocoa, oil 
palm, and rubber. Rainfall, even in this equatorial zone of Africa, is less than 
Southeast Asia, but the World Resources Institute [1992] reckons that these 15 
countries have over 28 million ha of land with no soil constraints, almost twice as 
much as the ASEAN four. The 15 "mixed" countries in Africa also have a 
substantial area of good land with long growing seasons. This category includes 
areas of humid lowlands as well as equatorial highlands that are suited to tea and 
coffee. According to the World Resources Institute [19921, Ethiopia has more 
good land in regions with long growing seasons than Indonesia, the best endowed 
among the ASEAN four. 

Can Africa compete with treecrop producers in Southeast Asia? Berg and 
Berlin [1993: 131 cite one study by Hirsh and Benhamou of three palm oil 
plantations in Southeast Asia and two in French West Africa which concluded that 
production costs in C~te d'lvoire and Cameroon were double the costs of 
production on two Malaysian plantations and 4-5 times those of an Indonesian 
plantation; another study by Hirsh of 11 rubber plantations found production costs 
on plantations in C6te d'lvoire and Cameroon were more than double costs on a 

14Complex intercropping characterizes many smallholder farming systems, especially in Africa. 
A variety of cash-crop-based smallholder systems also involve production of food, fodder, fiber, 
and/or fuel as joint products. The cash-versus-food debate, taken up in the final section, rests too 
often on misleading over-simplification of smallholders' options. 

http:erosion.14
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sample of Indonesian plantations. Berg and Berlin rightly point to the overvalued 
CFA franc as a major culprit in West Africa's competitive disadvantage, but these 
problems extend beyond the franc zone. Indonesia's high cocoa yields, low costs, 
and large cropland base in Borneo and Sulawesi have enabled it to edge ahead of 
Nigeria. Now Malaysia and Indonesia seem set to challenge Ghana's number two 
position in cocoa. 

Malaysia's decision in the mid-1 950s to invest to retain its share of the 
rubber market contains lessons for African treecrop producers as they face 
mounting competition from Southeast Asia. 5 In 1954, almost half the area of 
estates and 2/3 of smallholdings was planted with trees over 30 years old [Barlow, 
1978: 81], with falling yields. Meanwhile, industrial countries were investing in 
production of synthetic rubber. Malaysia acted to regain its competitive position. 
According to Barlow [1978: 82]: 

The active rural development from the mid-1950s transformed the situation 
of most smallholdings, and much enhanced the position of estates. The 
infrastructure of roads, irrigation, drainage systems, supplies of water and 
electricity, health services and schools, was greatly improved in most areas 
of rubber growing. The majority o' old trees were replanted and an 
ambitious programme of new land development was implemented. 
Institutions to assist processing and marketing were set up, and 
comprehensive advisory services for smallholders were established. 

Over 90% of the area of Malaysia's estates and 2/3 of its smallholdings had been 
replanted with higher yielding rubber trees developed by the Rubber Research 
Institute of Malaysia, "the largest research organization of its kind in the tropics" 
[Barlow, 1978: 86, 91-92]. Despite the onslaught from synthetics (and rising rural 
wages), Malaysian natural rubber output increased 157% from 1955 to 1988. 

Africa has made similar investments in the three decades after World War I1: 
C6te d'lvoire in cocoa and coffee, Kenya in smallholder coffee and tea, and 
Tanzania in cashews are outstanding examples. In recent years, however, it has 
been more common for Africa's export base in perennial crops to be neglected, so 
costs rise and market shares are lost. Several African countries should be capable 
of mounting similar efforts again and the Southeast Asian experience suggests that 
they should do so. 

"5This discussion draws heavily on Barlow [1978: 76-961. 
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Timber plantations 

Many countries--the United States, Scandinavian countries, New Zealand, Chile-
base their export-oriented timber industries to a significant degree on timber 
plantations. The economics of sustainable management are straightforward: if 
forests are privately owned (or the public forestry agency behaves like a private 
owner) and timber markets are efficient, then forest resource rents will rise in re
sponse to increasing timber scarcity as deforestation proceeds and timber stocks in 
remaining forests are depleted. This sends a signal that timber consumption, and 
therefore harvests, should decrease (timber is more expensive) and that 
investments in forest management should increase (they are increasingly profit
able). These adjustments tend to move the forest sector toward sustained yield, in 
which harvests equal growth [Vincent and Binkley, 1992, Vincent, 1992b]. 

Non-sustainable logging--deforestation, rapid harvests, and low investment 
in forest management--make economic sense where little logging has occurred and 
forest resource rents are low. The forest is exploited much like a mine, as it is 
converted to agriculture and other higher-yielding uses. Mining of the forest 
remains the dominant mode of production in Southeast Asia. Malaysia emerged as 
the world's leading exporter of tropical hardwood after World War II. Despite its 
impressive performance, however, future prospects for the forest sector are 
uncertain, due largely to policy failures. The eleven states that own the forests in 
Peninsular Malaysia captured only about a fifth of the resource rents from forests 
harvested during 1966-85 [Vincent, 1990]. Because they undervalue the forest 
resource, states have not established incentives and collected revenues for sustain
able forestmanagement. Concessionaires have also failed to act as forest owners 
because their contracts tend to be much shorter than harvest cycles and because 
concessions, based on political patronage, are insecure. Indonesia's extensive 
tropical forests are also being mined and Thailand's tropical forests are virtually 
gone. 

The prospects fur sustainable logging are equally dim in Africa. Mac
roeconomic instability in West Africa undermined investment in the timber industry 
and policy failures in the forestry sector depressed resource rents and promoted 
depletion of West Africa's forests. Ghana's timber harvests, for example, declined 
by about 50 percent during the last three decades. "Ghanaianization:' led to higher 
logging costs because Ghanaian logging companies tended to be too small to take 
advantage of increasing returns to scale. Page and others [1976] found that 
logging costs for very small Ghanaian firms were more than twice those of large 
foreign firms. Improved policies, beginning with a devaluation in 1983, helped 
spur a modest increase in exports and harvests in the 1980s. 
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Agricultural Research 

Strategic thinking--not merely riches found in nature--enabled diversification and 
intensification of Malaysia's primary export base. The development of Malaysia's 
internationally competitive agricultural sector has been based on judicious crop 
selection and one of the premier agricultural research programs in the tropics. 
Research conducted by the Rubber Research Institute and Palm Oil Research 
Institute of Malaysia has raised the yields of rubber trees and oil palms and enabled 
diversification from rubber to oil palm. Substantial research expenditures also were 
made in support of Malaysia's move into cocoa in the 1980s. 

Sub-Saharan Africa can have little hope for agricultural development without 
a similar transition to science-based productivity growth, but it may face especially 
difficult challenges. Indeed, national research systems in Africa are viewed as less 
effective than their Asian counterparts despite comparable (if not higher) relative 
expenditures on agricultural research in general and export crops in particular 
[Judd, Boyce, and Evenson, 19911. There have been successes, however, such as 
the research on oil palm undertaken in the Congo, Nigeria, and French West Africa 
near the end of the colonial era that produced high-yielding crosses between Asian 
and African strains [Anthony et aL, 1979: 252-3]. 

The task of creating effective national research programs is complicated by 
the small size of many of the countries of Sub-Saharan Africa. The supply of 
trained personnel is grossly inadequate, especially in view of the wide variation in 
agroclimatic conditions and fragmented farming systems. Moreover, small national 
programs may be inadequate to achieve a critical mass of research activity even if 
research expenditure ratios are high. Malaysia' experience shows, however, that it 
is possible for a small country to create an effective agricultural research system. 

Differences in endowments, especially the limited opportunities for irrigation 
and the consequent reliance on rainfed cropping, mean that the task of increasing 
agricultural productivity in Africa differs fundamentally from the opportunities 
presented by the "Green Revolution" in Asia. The dominance of relatively homoge
nous irrigated agriculture in Asian "rice economies" gives them a significant 
advantage in generating technological innovations that can be adopted widely. 
Nevertheless, Malaysia's research programs in rubber, oil palm, and cocoa show 
that it is possible to foster increases in productivity even with fragile soils under 
rainfed conditions and to maintain competitiveness in traditional export crops 
despite stagnant or declining prices. 

National capacity for adaptive research to address location-specific 
production problems is especially important for smallholders operating in rainfed 
agriculture. Much work remains to be done to devise cost-effective methods of in
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creasing the relevance of research to smallholders. Techniques to exploit the 
complementarities between formal experiment station research and the local 
knowledge of farmers deserve particular emphasis [Biggs, 1988; Chambers, Pacey, 
and Thrupp, 1989; Tomich, 1992]. 

Smallholders versus Estates 

Smallholder production may generate more employment and greater consumption 
linkages than estates, but are strategies aimed at smallholders the best way to 
expand agricultural exports? Faith in economies of scale in export crop production 
was entrenched under colonialism; reinforced by the Stalinist model of agricultural 
development that was especially influential when Indonesia, Malaysia, and many 
African countries were gaining independence; and persisted for some time as the 
conventional wisdom of Western advisors. To this day, a misplaced skepticism 
about the productive potential of smallholders remains among policymakers and 
intellectuals in Sub-Saharan Africa. The view also is influential in Asia and among 
officials in international organizations [Tomich, 1991]. 

Yet the myth of scale economies in production of export crops has been
 
exploded in case after case:
 

N The expansion of treecrops by Malaysia's estates early this century led to a 
spontaneous response by smallholders who recognized the opportunities 
demonstrated by large-scale planters. 

E Smallholders have lower production costs than rubber estates in Indonesia 
[Barlow, et al., forthcoming], which probably makes Indonesian smallholders the 
lowest-cost producers of natural rubber in the world. 

N Hayami, Quisumbing, and Adriano [1990] found no evidence of scale econo
mies in production of coconuts, bananas, or pineapples in the Philippines. 

* For sugarcane, Hayami, et aL, [1990: 1191 found evidence that yields on 
farms over 50 hectares are higher than for farms under 10 hectares, but 
production costs also are higher on the larger farms. Moreover, they attribute 
higher yields to larger farms' preferentia: access to subsidized credit. It is likely the 
Philippines' small-scale sugarcane growers are socially more efficient because they 
make greater use of abundant labor and economize on scarce capital. 

0 For coffee in Kenya and tobacco in Malawi, yields are higher on large estates 
than smallholdings. Nevertheless, Lele and Agarwal [1989] found that, because 
higher production costs largely offset the estates' higher yields, Kenyan coffee 
smallholders and Malawian tobacco smallholders are more efficient than estates. 
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Although they can often be grown at lower unit cost on smallholdings than 
estates, crops such as sugarcane, tea, palm oil, bananas, and pineapples are 
perishable, so their harvest must be closely coordinated with processing or 
marketing, both of which are subject to economies of scale. Innovative organiza
tions have been devised in several countries, however, to marry efficient 
smallholder production with large-scale processing or marketing. 

0 In Taiwan, independent small-scale producers supplied the bulk of the 
sugarcane for its mills. 

E A similar approach appears feasible for palm oil in Malaysia [Barlow, 1986]. 
Small-scale oil palm production appeared on independent plots uf 5-20 ha in 
Sumatra, Indonesia, in the late 1980s and has always been the norm in Nigeria. 

E The Kenya Tea Development Authority (KTDA) provides an organizational 
model that efficiently meshes tea production on 140,0C0 smallholdings with 
timely, large-scale processing. The KTDA restricts itself to activities in which 
economies of scale are important: dissemination of new varieties and growing 
methods, collection and processing of tea leaves (in factories owned by growers), 
and investments in "tea roads."16 

* Large-scale growers of pineapples and bananas may have a competitiv'e edge 
in producing large quantities of uniform fruit. Vertically integrated multinationals 
appear to have given the Philippines a competitive advantage over Taiwan in both 
commodities, at least partly due to their marketing advantages [Ranis and Stewart, 
1987]. However, Thailand has surpassed the Philippines in canned pineapple, even 
though much of its output is grown by small-scale growers under contract 
[Hayami, et al., 1990: 142-143]. 

Recognizing the competitiveness of small growers, how can governments 
encourage them? Malaysia's smallholder development strategy included processing 
schemes, projects to promote replanting with higher yielding rubber varieties, and 
resettlement of smallholders on new land. These smallholder projects have been 
more successful in meeting social goals than they have as economic investments. 
In a benefit/cost analysis of 20 rubber schemes in Peninsular Malaysia, for 
example, only 3 had a real rate of return of 10% or better [Lim Sow Ching, 1972: 
245]. Economic returns generally have been higher for Malaysia's oil palm 
schemes, with estimates for the best (the FELDA schemes) in the range of 15-18% 
per year [World Bank estimates reported in Mansoor and Barlow, 1988: 27-321. 

"8 The move in Kenya during the 1980s toward personalized bureaucratic politics and patronage 
appointments have weakened the KTDA through slower payments to smallholders, deterioration of 
tea roads, and delays in collection of tea leaf for factories. 
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Malaysia was able to promote smallholder development in parallel with rapid 
expansion of estates because of its abundant land and because much of the capi
tal, management, and technical expertise needed in the early stages of plantation 
development came from abroad. 

Indonsia took a similar approach to smallholder development in the 1970s 
and 1980s, opting to transfer production techniques from large-scale rubber 
plantations to treecrop smallholdings. After more than a decade, this strategy had 
failed to generate widespread increases in rubber productivity. Though land was 
available and the scheme was well funded, the technological package was 
inappropriate and the large projects stretched the management capacity of 
Indonesia's public agencies. It would have taken rore than 60 years for those 
schemes to cover even the existing population of rubber producers. Much broader 
coverage probably could have been achieved in Indonesia through private nurseries 
or through the distribution of planting materials and agronomic information to 
smallholders by public agencies, leaving smallholders to manage their own invest
ments [Barlow and Jayasuriya, 1984; Barlow, Shearing, and Dereinda, 1991; 
Tomich 1991]. 

Smallholder development projects require time, money, and skilled personnel. 
So does building agricultural research capacity that meets smallholders' needs. 
Asia's experience with treecrops indicates that, although no planting project can 
succeed without appropriate technology, smallholders have amply demonstrated 
willingness to plant on their own if it is profitable [Bauer, 1948; Hill, 1963; Lewis, 
1970; Tomich, 1991; Tomich, Hastuti, and Bennett, 1993]. Faced with a choice 
between research and planting projects, African countries should concentr3te their 
efforts on building capacity for effective agricultural research, itself a difficult task, 
and leave the rest to smallholders and the market. 

A substantial literature, especially on Africa, argues that smallholder devel
opment based on export crops jeopardizes food security and nutrition (reviewed in 
von Braun and Kennedy, [1986] and Maxwell and Fernando [1989]. Timmer 
[1992: 281 goes so far as to assert that "concentration on export agriculture
misses much of the potential for agricultural development to alleviate poverty by 
providing direct access to food." But Malaysia followed its comparative advan
tage and emphasized tree crops, which provided ample foreign exchange for food 
imports. Successful pursuit of rice self-sufficiency has been a central feature of 
Indonesia's agricultural development and accorded with comparative advantage on 
Java's irrigated land. Other regions of Indonesia, however, have emphasized agri
cultural exports in line with their factor endowments. In Thailand rice is a major 
export crop. The debate on cash crops versus food security has played little or no 
role in these three primary exporters. Research in Kenya [Kennedy and Cogill, 
1987; Kennedy, 19891 and the Gambia [von Braun, Puetz, and Webb, 1989] 
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suggests that concerns about adverse nutritional effects of cash cropping are 
overstated for Africa, too. 17 

Conclusions 

Countries in Southeast Asia have continued to invest in their primary export base 
of tree crops and other perennials. Conso;quently, they have made inroads into 
world markets previously dominated by African and Latin American countries. 
Growing earnings from primary exports have provided a strong foundation for rapid 
industrialization in Indonesia, Malaysia, and Thailand. In export agriculture, the 
main investments have been in infrastructure, especially rural transportation; 
research, of which Malaysia's work on rubber and palm oil has been outstanding; 
and planting programs, on both plantations and smallholdings. Ample evidence 
suggests that smallholders can produce export crops at least as efficiently as 
plantations. 

Many countries in Africa have land endowments similar to those in South
east Asia and export similar crops. Countries such as Kenya and C~te d'lvoire 
have made major efforts to expand production of coffee, tea, cocoa, horticulturals, 
and other crops, grown increasingly on smallholdings. In other countries, however, 
political and economic instability and a preference for industrial investments have 
contributed to a neglect of export agriculture and the loss of world market share. 
Experience in both Southeast Asia and parts of Africa suggests that, for many 
countries in Africa, export crops grown by smallholders have substantial potential 
for future growth. Government efforts should be focused on research. Though 
public institutions played an important role in Kenya, private agents may be able to 
substitute for government effort in disseminating new varieties and organizing 
marketing. 

A few countries in Africa are, like Indonesia and Malaysia, relatively rich in 
natural resources. These African countries, with the notable exception of 
Botswana, have failed to channel resource rents into productive investments in 
agriculture, education, and public health, as was done in Southeast Asia. But the 
policy tools for doing so, including sound macroeconomic management, have been 
well established and should be within reach for governments determined to use 
them. 

"Nevertheless, it is clear that export crops are no panacea for rural poverty: increases in 
income had only a small effect on calorie intake in the Kenyan studies and, because of high morbid
ity, this translated into little or no positive effect on children's nutritional status. Similar patterns 
were found in a study in Mindanao in the Philippines, where insecure land tenure and biased 
agricultural research priorities proved detrimental to smallholders when sugar production expanded 
[Bouis and Haddad, 1990]. 
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Commodity 


Cocoa 


Coffee 


Copper* 


Cotton 


Groundnuts* 


Groundnut oil* 


Iron ore* 


Maize 


Manganese ore* 


Natural gas 


Nuts (dry) 
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WORLD MARKET SHARE IN PRIMARY EXPORTS, 1970 AND
 
1987
 

Country 


Cameroon 

C6te d'Ivoire 

Ghana* 

Nigeria 


Indonesia* 

Malaysia* 


Cameroon 

C6te d'Ivoire 

Kenya 

Tanzania 


Indonesia 


Zaire 

Zambia 


Philippines 


Cameroon 

Mali 

Tanzania 


Gambia 

Nigeria 

Senegal 

Sudan 


Gambia 

Nigeria 

Senegal 

Sudan 


Liberia 


Thailand 


Gabon 

Ghana 

Zaire 


Indc.nesia 


Tanzania 


World market 
share (%) in 
1987 


3.0 

23.0 

14.3 

5.1 


1.4 

4.8 


1.7 

3.5 

1.8 

0.8 


3.51 


7.5 

11.9 


3.6 


5.4 

2.1 

8.7 


2.6 

0.0 

1.3 

4.8 


2.5 

0.0 


31.6 

3.4 


4.1 


2.4 


28.7 

1.5 

CA 


13.3 


0.1 


Change in 
share (%) from 
1970 to 1987 

- 52
 
+122
 
- 48
 
- 73
 

+ 0 
+ 0 

- 41
 
- 32
 
- 8
 
- 44
 

+ 68
 

- 30
 
+260
 

+ 24
 

- 35
 
+501
 
- 47
 

+ 13
 
-100b
 
- 71
 
- 23
 

- 34
 
-100c
 
- 15
 
+ 0 

- 31
 

- 55
 

+ 51
 
- 75
 
- 95
 

+ 00 

- 85 
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Petroleum (crude) Nigeria 

Indonesia 
Malaysia 

Phosphate rock* Senegal 
Togo 

Rice Philippines 
Thailand 

Rubber (crude) Liberia* 
Nigeria* 

Indonesia 
Malaysia 
Thailand 

Spices Tanzania 

Tea Kenya 
Malawi* 
Tanzania* 

Indonesia* 

Tin* Nigeria 
Zaire 

Indonesia 

Malaysia 

Vegetables, fresh Thailand 

Vegetable fiber Tanzania 

Tropical oils Senegal 

Malaysia
Philippines 

Veneer, plywood Indonesia 

Wood (rough) Cameroon 
C6te d'Ivoire 

Indonesia 
Malaysia 
Philippines 

Zinc* Zaire 
Zambia 

5.7 + 20
 

4.1 - 72
 
2.2 + 0
 

3.0 - 17
 
5.1 + 13
 

d
0.0 -i00
 
29.8 +128
 

2.3 + 10
 
0.8 - 50
 

18.1 + 54
 
33.6 + 26
 
18.0 +153
 

0.3 - 94
 

12.2 +102
 
2.6 + 30
 
1.0 - 10
 

6.7 +252
 

0.9 - 84
 
0.7 - 76
 

15.1 +132
 

28.7 - 29
 

7.8 + 58
 

1.2 - 92
 

1.3 - 76
 

48.9 +178
 
11.3 - 33
 

32.9 + 0 

1.2 + 15
 
1.5 - 73
 

0.0e -100
 
22.0 + 54
 
0.0 -i00 f
 

1.8 - 36
 
1.1 - 58
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Sources: [World Bank, Commodity Trade Statistics)
 

Notes:
 
* Data are from 1971 and 1982-4.
 
+oo Country share was too small to be listed in 1970.
 

a. 1989 b. 39.6% in 1971 C. 19.7% in 1971. 

d. 5.8% share in 
1970 

e. Exports banned 
1980; 17.5% 
share in 1970. 

f. 16.1% share in 
1970. 



170 CH. 5: PRIMARY EXPORTS 

TOMICH, ROEMER, VINCENT: 9/30/93 

APPENDIX 5-2. LAND QUALITY 

Data on soil and water deficiency factors were compiled for agroecological zones 
by Buringh and others [19791 and converted to national weighted averages by 
Seckler and LaBore [1988]. These measures are supplemented with FAO data 
compiled by the World Resources Institute [1990, 19921 on soil constraints and 
the extent of area with different growing seasons. 

Indonesia, Malaysia, the Philippines, and Thailand (the ASEAN four) all fall 
within the same category by these broad measures, although there are important 
differences within the region and even within countries (say between Java and 
Sumatra). These countries all are "humid" which means production potential is 
constrained more by soil than water availability. In all cases growing seasons 
exceed 180 days per year--indeed the growing season approaches 365 days in 
Indonesia. (Although the growing season concept applies strictly to annual crops, 
a long growing season also is crucial for tropical perennials such as rubber and oil 
palm that require uniform distribution of rainfall through the year.) 

Three broad categories can be distinguished within Sub-Saharan Africa by 
sorting countries by water deficiency factor, soil deficiency factor, and share of 
area with long growing season. The first group comprises 15 humid African 
countries where land quality is most comparable to the ASEAN four. These are all 
"humid" in the sense that they are constrained more by soil deficiency than water 
deficiency. With but three exceptions (Angola at 87%, Nigeria at 92%, and 
Uganda at 95% of total area), all land in this category has a growing season in 
excess of 180 days. The constraining soil deficiency factors are comparable to the 
ASEAN four. The 15 "mixed" countries either are intermediate between "humid" 
and "dry" or have substantial regions of each. Water is the constraining factor in 
this group. Indeed, to the extent the averages are meaningful, the soils in this 
group are equal to or better than the soils of the humid tropics of Africa or of 
Malaysia and Indonesia. 

These measures put Senegal at the end of the "humid" list and Namibia last 
on the "mixed" list. These borderline cases were moved to "mixed" and "dry" 
respectively to conform better with conventional classifications and cropping 
patterns. Surprisingly, Swaziland, Lesotho, and Botswana all sorted on the "hu
mid" list. Swaziland was moved to the "mixed" group while the other two were 
moved to head the list of dry countries. These anomalies arise because pasture 
was not considered when soil and water deficiency factors were assigned. 
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TABLE 5-1. EXPORT SHARES OF GROSS DOMESTIC PRODUCT, 1965-1990
 

Primary Exports Exports of Goods Plus 
Nonfactor Services 

Country Share (%) Change in Share (%) Change in 
in 1990 share (%) in 1990 share (%) 

since 1970 since 1965 

Southeast Asia 

Indonesia 16.1 +102 26.9 +118 
(Nonfuel) (5.1) (- 36) 

Malaysia 38.2 + 3 77.8 + 86 
(Nonfuel) (27.9) -18) 

Philippines 7.6 - 48 26.1 + 33 

Thailand 10.2 + 15 36.7 +138 

Africa 

Burkina Faso 8.5 + 46 11.1 + 32 

Cameroon 14.3 - 17 21.1 - 11 

Congo 46.0 +205 50.4 + 72 

C6te d'Ivoire 24.0 - 25 36.6 - 4 

Ethiopia 5.8 - 13 11.0 + 10 

Gabon 46.2 - 6 52.0 - 18 

Ghana 14.0 - 26 15.5 - 27 

Kenya 9.2 - 32 25.3 - 12 

Liberia 33.22 - 35 37.6 - 29 

Madagascar 9.9 - 19 15.3 - 12 

Malawi 21.8 + 11 24.7 + 2 

Mauritius 33.1 + 3 68.4 + 59 

Nigeria 38.2 +298 39.5 +275 
(Nonfuel) (0.8) (- 80) 

Rwanda 16.8 + 43 16.8 + 43 

Senegal 10.2 - 29 25.2 - 9 

Sierra Leone 10.4 + 13 23.4 - 16 

Somalia 13.3 + 43 17.5 + 31 

Tanzania 15.2 + 1 22.7 - 4 

Togo 22.4 - 12 34.6 + 16 
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Uganda 6.3 - 68 7.7 - 60
 

Zaire 25.8 + 66 30.5 
 + 18 

Zambia 27.0' - 48 .8b - 3733
 
Sources: IMF, International Financial Statistics Yearbook 1992;
 

World Bank, World Tables 1992;
 
World Bank, World Dev't Report 1992.
 

Notes: a. 1987. b. 1989.
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TABLE 5-2: CHANGES IN WORLD MARKET SHARES, 1970 - 1990 

Countries in: Whose market 
shares: All exports Crops + Wood Minerals 

Africa Rose 
Fell 

12 
31 

8 
22 

4 
9 

Southeast Asia Rose 
Fell 

16 
7 

12 
5 

4 
2 

Source: Appendix 5-1. 
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TABLE 5-3: MINERALS AND FORESTRY
 

FOREST ROUNDWOOD 
CRUDE OIL METAL FOREST & SHARE OF ROUNDWOOD NET TRADE 
RESERVES RESERVES WOODLAND TOTAL PRODUC- (X-M) 

LAND TION 
(million 

MT) 
INDEX (%) (000 ha) (%) (000 M3) (000 M3) 

1987 1990 1990 1990 (AVG (AVG 
87-89) 87-89) 

ASEAN 4 (Total) 1591 3.63 157213 53 297668 22356 
Indonesia 1142 1.54 1J3433 63 173580 1099 
Malaysia 434 1.32 19330 59 47691 21482 
Philippines 2 0.30 10350 35 38158 198 
Thailand 13 0.47 14100 28 38239 -423 

SS AFRICA (To- 8.94 665385 30 456155 4166 
tal) 
Angola 156 0.00 52000 42 5262 0 
Benin 0.00 3470 31 4845 0 
Botswana 0.60 10910 19 1276 0 
Burkina Faso 0.00 6600 24 8300 0 
Burundi 0.00 66 3 3969 0 
Cameroon 71 0.21 24540 53 12615 479 
Cent.Afr.Repub. 0.00 35800 57 3449 32 
Chad 0.00 12730 10 3837 0 
Congo 98 0.00 21160 62 3119 803 
C6te d'Ivoire 16 0.00 7380 23 12799 572 
Eq.Guinea 0.00 1295 46 607 120 
Ethiopia 0.00 27100 25 38859 0 
Gabon 130 0.43 20000 78 3618 1018 
Gambia, The 0.00 156 16 912 0 
Ghana 0.15 8070 35 17006 286 
Guinea 1.73 14580 59 4560 8 
Guinea-Bissau 0.00 1070 38 565 0 
Kenya 0.00 2340 4 34206 0 
Lesotho 0.00 0 0 579 -33 
Liberia 0.05 1740 18 5825 544 
Madagascar 0.03 15530 27 7637 2 
Malawi 0.00 3630 39 7366 0 
Mali 0.00 6950 6 5359 0 
Mauritania 0.02 4430 4 12 0 
Mozainbique 0.05 14260 18 16001 3 
Namibia 0.14 18120 22 n.a. 0 
Niger 0.01 2000 2 4287 0 
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Nigeria 2200 0.02 11900 13 104926 15 

Rwanaa 0.00 554 22 5842 0 

Senegal 0.00 10550 55 31966 0 

Sierra Leone 0.11 2060 29 2941 0 

Somalia 0.00 9060 14 6757 0 

Sudan 41 0.01 44840 19 21584 0 
Swaziland 0.00 104 6 2223 198 

Tanzania 0.00 40940 46 34206 0 

Togo 0.00 1600 29 840 0 

Uganda 0.01 5560 28 13880 0 

Zaire 15 3.55 174310 77 34255 135 
zambia 1.00 28850 39 l2n30 0 

Zimbabwe 0.82 19130 49 7755 9 

WORLD 122848 100.00 4027569 31 3425613 


Note: Cape Verde, Comoros, Djibouti, Mauritius, and South Africa are not included.
 

"Metal Reserve Index" is the average of the country's global shares of 15
 
metals: copper, lead, tin, zinc, iron, and 7 ferro alloys, bauxite, titanium
 
and lithium.
 

Sources: Crude oil reserves: Un, Energy Statistics Yearbook, 1992.
 

Metal reserves index: World Resources 1992-93.
 

Land: FAO, Production Yearbook 1991.
 

Roundwood production and net trade: World Resources 1992-93.
 

0 



TABLE 5-4: AGRICULTURAL LAND AND LABOR, 1990
 

AGRICULTURAL AGRICULTURAL 

AGRICULTURAL 

LAND / 

PERMANENT 

PASTURE / 

LIVESTOCK 

/ PASTURE CROPLAND 

CROPLAND / 
AGRICULTURAL 

LAND LABOR AGRIC LABOR AGRIC AVG 88-90 LABOR 
LAND 

(000 ha) (000 work-
ers) 

(ha/worker) (%) (no./ha) (000 ha) (ha/worker) 

ASEAN 4 70857 67517 1.05 20 5.17 56990 0.84 
Indonesia 33800 35769 0.94 35 3.16 22000 0.62 
Malaysia 4907 2255 2.18 1 137.33 4880 2.16 
Philippines 9230 10503 0.88 14 11.75 7970 0.76 
Thailand 22920 18990 1.21 3 20.34 22140 1.17 

SS AFRICA 886691 140356 6.32 84 0.64 141824 1.01 

HUMID SS AFRICA 187904 57082 3.29 68 0.63 60850 1.07 
Congo 10168 506 20.09 98 0.05 168 0.33 
Zaire 22860 8683 2.63 66 0.42 7860 0.91 
Gabon 5157 351 14.69 91 0.09 457 1.30 
Cent.Afr.Repub. 5006 884 5.66 60 1.41 2006 2.27 
Nigeria 72300 26577 2.*2 55 1.13 32300 1.22 
Angola 32400 2851 11.36 90 0.17 3400 1.19 
Rwanda 1617 3216 0.50 29 4.71 1155 0.36 
Burundi 2252 2594 0.87 41 1.89 1338 0.52 
Uganda 8510 6569 1.30 21 4.83 6710 1.02 
C6te d'Ivoire 16690 2545 6.56 78 0.26 3690 1.45 
Sierra Leone 2854 891 3.20 77 0.40 650 0.73 
Liberia 6073 666 9.12 94 0.12 373 0.56 
Gambia, The 268 316 0.85 34 8.71 178 0.56 
Guinea-Bissau 1415 353 4.01 76 0.97 335 0.95 
Eq.Guinea 334 80 4.18 31 0.51 230 2.88 



MIXED SS AFRICA 310660 63450 4.90 83 0.79 51997 0.82 
Senegal 5450 2466 2.21 57 2.87 2350 0.95 
Tanzania 38367 10315 3.72 91 0.76 3367 0.33 
Kenya 40530 7645 5.30 94 0.74 2430 0.32 
Guinea 6878 1835 3.75 89 0.46 728 0.40 
Madagascar 37102 3953 9.39 92 0.40 3102 0.78 
Mozambique 47130 6666 7.07 93 0.05 3130 0.47 
Zambia 35268 1872 18.84 85 0.12 5268 2.81 
Cameroon 15308 2656 5.76 54 1.49 7008 2.64 
Malawi 4259 2690 1.58 43 1.28 2419 0.90 
Ghana 7720 2751 2.81 65 1.26 2720 0.99 
Ethiopia 58830 15461 3.81 76 1.76 13930 0.90 
Zimbabwe 7668 2600 2.95 63 2.01 2812 1.08 
Togo 2459 995 2.47 73 1.82 669 0.67 
Benin 2302 1338 1.72 19 7.93 1860 1.39 
Swaziland 1389 207 6.71 85 0.89 204 0.99 

DRY SS AFRICA 388127 19824 19.58 93 0.53 28977 1.46 
Lesotho 2320 653 3.55 86 1.68 320 0.49 
Botswana 34380 271 126.86 96 0.15 1380 5.09 
Namibia 38662 184 210.12 98 0.30 662 3.60 
Mali 32093 2371 13.54 93 0.57 2093 0.88 
Mauritania 39455 417 94.62 99 0.25 205 0.49 
Burkina Faso 13563 4004 3.39 74 1.23 3563 0.89 
Sudan 122900 4923 24.96 90 0.53 12900 2.62 
Somalia 44039 2108 20.89 98 1.08 1039 0.49 
Chad 48205 1472 32.75 93 0.22 3205 2.18 
Niger 12510 3421 3.66 71 1.79 3610 1.06 



WORLD 4846294 1101503 4.40 
 70 1.21 1444217 
 1.31
 
Note: Cape Verde, Comoros, Djibouti, Mauritius and South Africa are not included.
 

Sources: Land and Labor in 1990: 
 FAO, Production Yearbook 1991.
 

Livestock: 
 World Resources 1992-93, includes cattle, buffaloes, camels, horses, mules, donkeys, domestic
 
sheep, goats, and pigs.
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TABLE 5-5: IRRIGATION AND PERMANENT CROPS, 1990
 

ASEAN 4 


Indonesia 


Malaysia 


Philippines 


Thailand 


SS AFRICA 


HUMID SS AFRICA 


Congo 


Zaire 


Gabon 


Cent.Afr.Repub. 


Nigeria 


Angola 


Rwanda 


Burundi 


Uganda 


C6te d'Ivoire 


Sierra Leone 


Liberia 


Gambi , The 


Guinea-Bissau 


Eq.Guinea 


MIXED SS AFRICA 


Senegal 


Tanzania 


Kenya 


Guinea 


Madagascar 


Mozambique 


Zambia 


Cameroon 


Malawi 


IRRIGATED 


LIdND 

(000 ha) 


13802 


7600 


342 


1560 


4300 


5383 


1081 


4 


10 


n.a. 


n.a. 


870 


n.a. 


4 


72 


9 


64 


34 


2 


12 


n.a. 


n.a. 


1991 


180 


150 


54 


25 


920 


115 


32 


30 


20 


IRRIGATED 


LAND / 


CROPLAND 

(% 


24 


35 


7 


20 


19 


4 


2 


2 


0 


n.a. 


n.a. 


3 


n.a. 


0 


5 


0 


2 


5 


1 


7 


n.a. 


n.a. 


4 


8 


4 


2 


3 


30 


4 


1 


0 


1 


PERMANENT 

PERMANENT CROPS / 

CROPS CROPLAND 

(000 ha) (%) 

16400 29 

6000 27 

3840 79 

3420 43 

3140 14 

14104 10 

7940 13 

24 14 

610 8 

162 35 

86 4 

2535 8 

500 15 

305 26 

218 16 

1710 25 

1260 34 

150 23 

245 66 

n.a. n.a. 

35 10 

100 43 

6051 12 

15 1 

636 19 

500 21 

118 16 

522 17 

230 7 

8 0 

1068 15 

29 1 
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Ghana 8 0 1580 58 
Ethiopia 162 1 730 5 
Zimbabwe 220 8 92 3 
Togo 7 1 69 10 
Benin 6 0 450 24 
Swaziland 62 30 4 2 

DRY SS AFRICA 	 2311 8 113 0
 
Lesotho 	 n.a. n.a. n.a. n.a.
 
Botswana 
 2 0 n.a. n.a.
 
Namibia 4 1 2 
 0
 
Mali 205 10 
 3 0
 
Mauritania 12 6 3 1
 
Burkina Faso 20 1 13 0
 
Sudan 	 1900 15 70 1
 
Somalia 	 118 11 
 17 2
 
Chad 10 0 5 0
 
Niger 	 40 1 0 0
 

WORLD 	 237421 16 94194 
 7
 

Note: 	 Cape Verde, Comoros, Djibouti, Mauritius, and South Africa are not
 
included.
 
"n.a." means not available.
 

Sources: 	 FAO, Production Yearbook, 1991.
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Agriculture dominates the economies of most poor countries, in terms of employment 

and contribution to both gross domestic product (GDP) and especially net foreign 

exchange earnings. This was true for Southeast Asia in the earlier stages of its 

economic growth, and it is currently the case ii most of Africa. Because of its 

dominance and its linkages with other sectors of the economy, agriculture has 

important leverage on the growth process. By providing rural incomes, development 

with agricultural growth also contributes to economic equity and directly alleviates 

nutritional poverty in rural households. 

In addition, domestic food production is often a strategic element in food price 

stabilization and security strategies which impact on both rural and urban consumer 

welfare and on the rate of domestic investment. This chapter takes a comparative 

approach to analyzing the changing nature of food systems in Southeast Asia and 

Africa and the technical and economic features which influence these systems. 
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Contribution of Agriculture to Economic Growth 

Agricultural growth, dnd particularly growth in food production for both domestic 

consumption and export, has played an important role in the economic development 

of Southeast Asian countries. The experience among these countries has not been 

homogeneous. Growth has been led by different crops, irrigation has played a more 

critical role in some countries than in others, and economic policies have varied across 

countries and over time. Across Africa the performance of the agricultural sector has 

also varied, but nowhere has it been as dynamic as in the recent history of Southeast 

Asia. 

The contribution of agriculture to general economic growth can be approached 

in various ways. The easiest measure is derived in Table 1 from a decomposition of 

gross domestic product (GDP). A rough approximation of the agricultural sector's 

contribution to the growth process is determined from the sector growth rate, 

weighted by the sector's share in GDP, relative to total GDP growth. In 1965, on the 

eve of the Green Revolution, agriculture accounted for almost half of GDP in Indonesia 

and between a quarter qnd a third of GDP in Malaysia, Thailand, and the Philippines. 

Between 1965 and 1980, agriculture grew at almost unprecedented rates in these 

countries, fueling, by this measure, 15 to 25 percent of economic growth. By 1980, 

the agriculture share of GDP had fallen dramatically in all countries, due to the even 

moie rapid growth of other sectors. 1 

Recent research (Hwa, 1987; Hageblade, et.al, 1992) suggests that the 

contribution of agriculture to growth is underestimated in the approach taken in Table 
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1 due to the failure of this technique to capture the effect of dynamic linkages,
 

including rural consumption multiplier effects, which enable agricultural growth to 

foster growth in the rest of the economy. Also, the approach ignores completely the 

impact of agricultural growth on equity. 

The economic role of agriculture varies across Africa, as shown in Table 2, 

where countries are divided into three groups according to the share of agriculture in 

GDP. Where agriculture is dominant, accounting for almost 50 percent of GDP, 

agriculture's importance in the economy is similar to what it was in Indonesia in the 

1960's. These large agriculture countries account for almost half the African 

population, not including Nigeria or South Africa2 . The group of countries where 

agriculture contributes about a third to GDP have initial conditions today similar to 

those of Malaysia, Thailand, and the Philippines in the 1960's. There is a third group 

of African countries, comprising about a quarter of the population (as measured 

above), where agriculture plays a diminished role in GDP-- less than 30 percent. The 

economies of some of these countries are dominated by high-valued mineral 

production. 

In each of these groups agriculture's contribution to foreign exchange earning 

is strategic: 85 percent in the countries with high agricultural shares and over 40 

percent even in the countries where agriculture's contribution to GDP is reiatively 

small. The large degree of exchange rate overvaluation that is prevalent in most 

African countries causes foreign exchange earned or saved through agricultural 

production to have a real economic value much greatar than its measure in local 
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currency. The GDP share measure, therefore, underestimates agriculture's importance 

in the African economies relative to those countries with similar GDP shares in 

Southeast Asia, where, with the exception of the Philippines, overvaluation is less of 

an issue. 

The framework for measuring the sectoral contribution to economic growth in 

Southeast Asia in Table 1 is used in a growth projection context for Africa in Table 

2. This sheds some light on the question whether rapid economic growth can occur 

if agricultural growth remains slow. The right half of this table shows the results of 

a projection experiment where GDP is presumed to grow at an annual 5 percent rate 

for fifteen ye3rs. In each of the three sub-regions of Africa, two growth scenarios are 

shown--one where the agricultural sector is projected to grow at 3 percent and the 

other where it grows at 4 percent. These rates; are higher than the recent sustained 

agricultural growth rates in Africa and somewhat below those for Southeast Asia 

during its period of most rapid growth. Under these two scenarios, agriculture 

accounts for between a quarter and just over a third of economic growth in the 

African countries where agriculture has a hign GDP share. In the middle group, the 

contribution is between 17 and 25 percent. In the countries where agriculture is less 

important, the sector accounts for between 11 to 16 percent of the simulated growth 

performance. 

The Southeast Asian experience confirms that where agriculture's contribution 

to the economy is relatively large, rapid agricultural growth has important leverage on 

the overall growth process. Other sectors of the economy, in the aggregate, must 

'c I 
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grow faster than agriculture for general rapid growth to be achieved, but the more 

dynamic of these sectors are likely to account for a small amount of economic activity 

and so will have less leverage at the beginning. A dynamic agricultural sector is 

probably even more critical to the future economic success of Africa than it was in 

Southeast Asia, as suggested by Table 2. Achieving rapid agricultural sector growth 

will be a major challenge in Africa. Yet, if a five percent aggregate growth rate is to 

be achieved, anything lower than three to jour percent in agriculture V.ould seem to 

place an unrealistic burden on the non-agricultural sectors of many countries. 

Much of agricultural growth in Africa will have to come from investment in rural 

infrastructure and technical change, which thus far has proceeded at a slower pace 

than in Southeast Asia. Finding an appropriate balance betwveen food production and 

export agriculture, an issue that has been resolved differently among the Southeast 

Asian countries, may also have important ramifications. Finally, improved economic 

-,aigRment is required to enhance the performance of markets and to raise 

incentives in the agricultural sector. 

Food Production and Consumption Growth 

The balance of this chapter focuses on staple Iood systems in an effort to understand 

the diversity of factors which have supported the growth of food production and 

consumption in Southeast Asia and the similarities and differences that are likely to 

prevail in Africa. Measured at a national level, food production and food consumption 

do not necessarily grow apace. At the interface between the two is economic policy, 

/94e 
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particularly pricing policy, and food imports and exports. An examination of the 

sources of food consumption provides useful insight into performance of food 

systems. Within Southeast Asia, for example, the role of rice production in 

consumption growth varies considerably. Comparing Southeast Asia with Africa, 

distinctly different patterns of dependence on food imports emerge. 

Production/Consumption Patterns in Southeast Asia 

Expansion paths that track over time the changing levels of and relationships between 

per capita production and consumption of calories are shown in Figure 1. 3 

Placements below the 45 degree line represent net import positions; those above 

reflect net exports or inventory accumulations. Expansion parallel to the 45 degree line 

depicts a constant share of imports in consumption; a vertical path shows import 

substitution or export expansion (the share of net imports in consumption falls); 

horizontal expansion represents import intensification. 

Per capita food production grew rapidly in both periods (1961/3 to 1975/7 and 

1975/7 to 1984/6) in all Southeast Asian countries except the Philippines, where it 

grew impressively in the first pericd, then fell back. Indonesia, which started from 

a position of severe calorie poverty, used its production improvements to raise capita 

consumption dramatically, then in the second period moved to eliminate imports and 

build food security stocks while further improving per capita consumption.4 Malaysia, 

by contrast, started the period with relatively high per capita food consumption, but 

was a large net importer. Food production growth was used mainly to save or earn 

-2j
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foreign exchange, with only modest improvement in calorie consumption. Thailand 

followed a pattern similar to Malaysia's, except it started as a net exporter of calories, 

a position thet was greatly enhanced by the end of the period, with virtually no 

growth in per capita food consumption during the second period. The Philippines, 

where population grew faster than in the other countries, nevertheless achieved 

sufficient per capita production growth in the early period both to augment per capita 

consumption and to increase net exports. Food production slowed in the second 

period and net calorie exports fell. 

Some of the experience depicted in Figure 1 is influenced by rapid growth in 

specialized food export activities. Expansion paths for rice, the dominant staple food, 

which are shown in Figure 2, give a clearer view of performance in the core food 

economy. The paths are similar to those in Figure 1 for all food in the cases of 

Indonesia and the Philippines, but are dramatically different for Malaysia and Thailand. 

Per capita production of rice actually fell in Thailand in the first period, when per 

capita consumption was encouraged by a rice export tax that reduced domestic 

prices. Production picked up somewhat in the second period, but over the whole time 

span there was virtually no change in per capita rice consumption. Malaysia's drive 

toward rice self-sufficiency, supported by the large Muda Irrigation Project, is clearly 

revealed in the first period expansion path. The thrust was not sustained, however, 

in the face of steeply increasing marginal costs of irrigation investments (Goldman, 

1975). Imports increased and per capita rice consumption, dampened by rising real 

prices and low income elasticity of demand, was actually lower at the end of the 
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period than at the beginning.
 

The Green Revolution in rice has attracted the attention of those who are 

hopeful of deriving lessons from the Southeast Asian experience, but it is important 

to note that other food crops also made important contributions both to increasing 

domestic food consumptiun and to exports. Comparing Figures 1 and 2, it is clear, 

particularly for Malaysia and Thailand, that food commodities other than rice drove 

production growth: maize and cassava in Thailand and edible oil in Malaysia. 5 

Production/Consumption Patterns in Africa 

Per capita food production in Africa has been subject to much variation over the past 

two decades, but the general trend has been downward, in part a reflection of the 

difficulty in improving per capita food production in the face of rapid population 

growth, which has been about 1.5 percentage points higher than that in Southeast 

Asia (see Turner, et. al). As the sample of countries shown in Figure 3 suggests, the 

total food production record is not uniform across Africa. Only four countries 

maintained food production growth in excess of 2.5 percent in both periods. While the 

largest group of countries in Figure 3 represent slow growers in both periods, a 

number of countries recorded food production growth in excess of 2.5 percent in the 

1980s. Most of these countries were slow growers in the 1970s. Some of this 

improvement is probably due to better weather conditions in the latter half of the 

1980s. There is important evidence, however, that economic factors played a role in 

the improved performance of food crops. 

rn5
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Per capita food consumption in Africa, as measured by food balance sheet 

records of available supply, is highly varied and not necessarily a reflection of food 

production, since food imports play an important role in national consumption. In most 

African countries per capita calorie availability, which is measured on the vertical axis 

of Figure 4, is substantially higher in 1989 than it was in Indonesia and the Philippines 

two decades ago. Unlike the Southeast Asian countries where food consumption grew 

to exceed 2200 calories daily, more than half of African countries have experienced 

a declining trend in food consumption or fluctuation but no trend. In seventeen 

countries, those in the lower right hand part of Figure 4, food consumption is both 

above the 2000 calorie level and has recorded substantial improvement over the past 

25 years. In most of these countries, however, the growth in food consumption has 

been driven by food imports rather than by increases in per capita food production as 

it was in Southeast Asia. The exceptions are Cote d'lvoire, Benin, and Zimbabwe 

where per capita production growth complimented imports. 

Food imports have played an important role in African food consumption, 

particularly since 1975. Cereal imports, commercial and concessionary, doubled 

between 1976 and 1981, representingan increaseof almost 10 kilograms per person. 

Nigeria accounted for thirty percent and five other countries accounted for another 30 

percent 'the import growth. Jaeger (1992) has shown that the level of urbanization 

and changes in food import prices and per capita incomes explain a great deal of the 

variation in African food imports. Indeed, of the 14 countries in Figure 4 where an 

increased import share of food consumption was the principal source of consumption 
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growth to above the 2000 calorie level (shown in italics in Figures 4 and 5), twelve 

had unusually high urban population shares and/or high rates of urban population 

growth in the decace of the 1980s. 

In many African countries the level of urbanization and its growth rate are 

considerably higher than was the case for Southeast Asian nations 25 years ago 

(Figure 5). Urbanization in poor countries has historically been driven by labor demand 

supported by rapid tec,-nical change in non-agricultural economic activities (Kelly and 

Williamson, 1984). In contrast, the recent rapid urbanization of Africa seems to be 

associated with general high rates of population growth (particularly in the younger 

age cohorts), by the collapse of the agricultural economy due to poor macroeconomic 

management and a worsening security situation; and by declining international terms 

of trade, and publicly funded urban amenities, including cheap imported food 

supported by overvalued exchange rates (Jaeger, 1992). 

Rising per capita incomes generated by the export commodity booms of the 

mid-1970's and falling world prices for cereals, made even cheaper by overvalued 

exchange rates, were important factors supporting the growth in food imports. These 

factors reversed themselves in the 1980s. The collapse of world markets for African 

export commodities combined with exchange rate devaluations in many African 

countries have led to a reduction in per capita imports except in countries with food 

emergencies fostered by drought and civil war. 

Although per capita cereal imports have declined somewhat from their early 

1980s peak, they still make up a large share of consumption. Wheat and rice, two 

Ir7
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commodities not produced in most African countries, comprise the dominant share of 

these imports, most of which are consumed by the urban population. In 1988-89 food 

aid accounted for between 15 and 30 percent of cereal imports in 7 African countries 

and in excess of 30 percent in 18 countries. This pattern of import-driven growth in 

urban cereals consumption contrasts with the Southeast Asia experience, where 

urbanization proceeded at a slower pace and consumption growth both induced and 

was driven by domestic production. The possible implications of this pattern for 

agricultural growth are discussed further below. 

Sources of Food Production Growth 

Rice is the dominant staple food in Southeast Asia, but its role in food production 

growth has varied within the region. Also the role of irrigation, which has featured 

prominently in rice production growth, has been less important to the general growth 

in food production in some Southeast Asian countries than in others. From the 

perspective of African agriculture, it is important to acknowledge the critical role of 

technical change. It is also important that considerable agricultural growth has 

occurred on rainfed land and in crops other than rice, suggesting that the record of 

Southeast Asia holds promise for African countries, where opportunities for productive 

irrigation are very limited. 

Food Production in Southeast Asia 

Rice production grew rapidly in Southeast Asia following the introduction of modern 

I16
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rice varieties in the late-1960's. There has been sustained growth in Indonesia 

throughout the 1970's and 1980's. In the early and later period (Table 3), rice 

production growth is dominated by increases in output per hectare. During the 

1970's, growth was more evenly balanced between area and yield increases, as 

irrigation facilities were rehabilitated and expanded. Indonesia is the only country 

where high rates of growth were recorded in each of the time. periods. In Malaysia, 

following a spectacular period of expansion driven by the completion of the Muda 

Irrigation Project in the early 1970's, rice production faltered. In the -'hilippines,rice 

yield improvements dominate the growth process; production grew rapdly throughout 

the 1970's but slowed dramatically in the most recent period. In Thailand, modern 

rice variet ;,,have not been well adapted to the deep wrater and poor water control 

which characterize much of the growing environment. ' 

Throughout Asia rice is grown in a variety of agri-ecological environments. 

Irrigated rice accounts for less than half of rice area but substantially more of 

production. Water availability and water control are closely associated with levels of 

fertilizer application and cereal yields. In the two countries where rice production 

growth has been sustained since the late-1960s, Indonesia and the Philippines, 

irrigated area has grown at an average annual rate of 2 to 2.8 percent (Table 4). By 

the mid-1980's more than 60 percent of rice area was irrigated and almost three

quarters of the rice area was under Green Revolution varieties in Indonesia. Fertilizer 

application had grown to substantially more than 100 kilograms per hectare. In the 

Philippines, despite substantial growth in irrigated area, more than half of rice area is 



13 CH 6: FOOD SYSTEMS DEVELOPMENT 

R. GOLDMAN: FEBRUARY 1994 

rainfed. While the share of modern rice varieties is high, the poor water control and 

low solar radiation in rainfed areas reduces the productivity of fertilizer. These factors 

combined with less favorable pricing polices result in fertilizer application at half the 

Indonesian level. 

The Malaysian share of rice area under irrigation is similar to that of Indonesia; 

nevertheless only 36 percent of its rice area is under modern rice varieties. Modern 

rice varieties do not do well in the poor water control and soil quality found in many 

Malaysian irrigation areas. Substantial price subsidies, however, have encouraged high 

levels of fertilizer application even on traditional varieties. Thailand's traditional 

comparative advantage in rice production and its importance in rice export markets are 

the result of large areas of natural flooding in the Chao Phraya river basin. But water 

control is poor and, with only 14 percent of rice land irrigated, the area under modern 

varieties with fertilizer application are correspondingly low. Production growth in 

Thailand, particularly for cassava and maize, but also for rice, has been associated 

with a huge expansion of new road construction in the 1960s and 70s and new 

cultivation following the deforesting of rainfed land. There has also been an ambitious 

irrigation investment program in the traditional rice zone, although the economic rates 

of return have been very low (Siamwala, 1992). 

The observation that rice was not the exclusive or, in some cases, even the 

dominant factor in food production growth in much of Southeast Asia is an important 

one from the perspective of judging the relevance of the experience for Africa. While 

agricultural growth was rapid in all four countries prior to 1980, Indonesia and the 

,2.o0 
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Philippines were the only countries where the combination of water availability and 

control, modern varieties, and fertilizers were at levels high enough for rice to play a 

leading role. Irrigation was a critical feature in Southeast Asia, but it is important not 

to exaggerate its role. Oil palm, maize and cassava all grew rapidly on rainfed land, 

accounting for much of Southeast Asia's food production growth. 

Between 1980 and 1990, annual growth in maize production exceeded 3 

percent in Indonesia, the Philippines, and Thailand. The record portrayed in Table 5 

shows that improvements in maize output per hectare, generated by modern varieties 

and fertilizer, dominated this growth in Indonesia and the Philippines, whereas in 

Thailand growth was driven by area expansion. The agri-ecological environments that 

supported this growth are similar to those found in much of the maize-growing parts 

of Africa (Byerlee 1992). But maize yields on rainfed land in Asia and Latin America 

have grown rapidly, as shown in Figure 6, in contrast to the slow growth in Sub-

Saharan Africa. 

Food Production in Africa 

In Africa, agricultural sector growth has been slow and erratic (see Figure 3 for an 

example of the food production performance and Table 6 for agricultural sector 

estimates). In a study of African agriculture, 7 Block estimates that total factor 

productivity in African agriculture has grown only about 0.5 percent annually between 

1963 and 1988 (Table 7). Eastern Africa, where sub-humid and highland climatic 

zones play an important role, out-performs other regions (1.2 percent growth) and the 
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Sahel (falling output) and Southern zones lag. Only the Eastern and Central zones 

escaped a protracted period of declining productivity sometime between 1968 and 

1983. In each region there has been a notable recovery of productivity growth, 

averaging 1.6 percent annually, in the 1980s. in a follow-up analysis, Block (1994) 

develops econometric evidence explaining the recent period of growth in terms of 

improved weather, ten-year lagged research expenditures, and real exchange rate 

depreciations, with the latter two factors explaining about two-thirds of the improved 

growth performance. 

Block's measures of aggregate agricultural land and labor productivity at various 

times between 1963 and 1988 are depicted in Figure 7. Although labor productivity 

growth was slow in most regions (ranging from -0.1 to 1.4 percent per annum over 

the 25 years), it would have been even slower were it not for rapid urbarization of the 

population combined with expansion of the agricultural land frontier. An 

understanding of the modest improvement in land productivity (between .3 and 2.3 

percent per annum), which has spillover effects onto labor productivity, is more 

elusive. Productive irrigation investments have been negligible and the overall level 

of fertilizer use is extremely low, with little per hectare growth recorded. Better 

weather conditions at the end of the period probably explain some of the gain. 

Increased rural population densities have also contributed. 

The impact of this on cultivation practices, including the reduction of fallow 

land in farm systems, will result in a measured improvement in land productivity, even 

if such intensification proves unsustainable in the longer run. Changes in crop 
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composition, from lower to higher valued activities, occurred in some African 

countries when restrictions imposed by colonial governments ended, contributing to 

land (and other factor) productivity. In the most recent period, similar changes may 

be occurring in a broader range of countries stimulated by economic structural 

adjustment reforms favoring export crops. Finally, although agricultural research may 

be contributing to the small enhancements in African factor productivity, the spread 

of improved maize varieties in the highlands of Eastern and Southern Africa in the !Ote 

1970s stands as almost a lone example of technical change similar in nature to that 

which propelled the increases in food production achieved in Southeazt Asia. 

Four features of African agriculture stand out as challenges to both the 

development and adoption of new agricultural technology: agri-climatic variability, 

unstable growing conditions, limited opportunities for irrigation investments, and the 

large share of root crops in many African food systems. The economic rate of return 

to agricultural research is greatly influenced by the amount of land which actually 

comes under new technology. Since the effectiveness of agricultural technology is 

very sensitive to features of soil, temperature, humidity, and water availability, the 

classification of countries by broad agri-climatic regions, shown in Chapter 5, Table 

5-4, provides some evidence of the difficulty faced by agricultural scientists in Africa. 

Most African countries are a mosaic of agri-climatic zones that have been resistent to 

research efforts (Grigg, 1974). Research successes sometimes affect only small 

areas. Nevertheless, measured rates of return to agricultural research in Africa are 

high, suggesting that higher funding levels combined with organizational and 
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management reforms may be effective as part of an accelerated growth strategy 

(Oehmke and Crawford, 1993). 

Unstable growing conditions are also characteristic of African agriculture, but 

the degree of impact on crop production varies. Instability influences the risk that 

farmers must evaluate when deciding whether or not to adopt a new technology or 

purchase inputs, such as fertilizer, to exploit the genetic potential of new seed 

varieties. Countries are classified in Table 8 according to the variability of cereals 

yield (measured as the standard deviations of differences from a time-series trend in 

yields). These variability zones correspond generally to the agri-climatic regions 

defined in Chapter 5, with variability increasing along the humid to mixed to dry 

continuum. Compared with the lowest variability zone, which accounts for 36 percent 

of the African population excluding Nigeria, the medium and high zones are more 

unstable by a factor of two and four, respectively. A similar measure of instability 

was developed from a data time-series of rice and maize yields in Southeast Asia. 

These measures are compared with those from Africa in Table 9. The last column of 

Table 9 shows the yield variability measure as an index relative to the low variability 

African group. 

Rice, the dominant food crop in Southeast Asia, is about as stable (except in 

Malaysia) as cereals grown in the low variability African zone. The high level of water 

control in much of Southeast Asia is an important factor. However, most of the 

cereals in Africa are grown in the medium variability zone, which shows a yield 

instability double that of rice in Southeast Asia, and a significant amount is grown in 
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the high variability zone. On the other hand, maize in Southeast Asia is generally as 

unstable as cereals in the medium variability zone of Africa, with the outstanding 

exception of the Philippines, where maize is a large crop with an instability index 

about half that of the low variability Africa zone. 

Production instability, generated by climatic conditions and pest populations, 

is clear'y a problem in much of Africa. Agricultural science has had more success 

raising cereal yields and developing disease and pest resistance in stable and well

watered agri-climatic environments than it has had in stabilizing yields in the face of 

serious environmental constraints. Farmers, particularly those producing for 

subsistence, face a major barrier to adopting new technology rmquiring cash inputs 

when production outcomes are highly unstable (see Anderson, 1991; Byerlee, 1992). 

Although attention was called above to the growth of rainfed agriculture in 

Southeast Asia, the relatively large share of irrigated crop land there is in stark 

contrast with Africa, where about five percent is irrigated. Moreover, the topology of 

much of Africa, limited water sources, relatively low rural population densities, and 

the administrative and cultural requirements of larger scale irrigation systems, ensure 

that irrigation wiil play a much smaller role in Africa's agricultural growth than it did 

in Southeast Asia. Rising population density may provide a more conducive 

environment for irrigation and labor intensive technologies in some parts of Africa in 

the coming decades (Binswanger and Pingali; Turner, et.al.). Sec,.:r and his 

colleagues (1992), for example, call attention to the potential for smaller-scale pump 
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and tank irrigation systems in "Mid-Africa." Nevertheless, the likelihood for irrigation 

playing a strategic role in rapid agricultural growth seems modest. Successful irrigation 

facilitates production stability and raises the productivity of fertilizer, new seed 

varieties, and other inputs. Because of its limited present and future role in Africa, a 

3 to 4 percent annual growth rate may represent a sustained high-growth path for 

African agriculture, rather than the 4 to 5 percent record of Southeast Asia. Strategic 

investments in transport and marketing infrastructure, which presently are less 

developed in Africa than was the case in much of Southeast Asia in the 1960s, may 

partially offset this irrigation constraint on Africa's agricultural growth. 

An additional feature of African agriculture that presents a challenge to 

technical change is the large share of root crops in the diets and production systems 

of many African countries. As with other factors discussed here, the relative 

importance of root crops varies substantially across Africa. A reclassification of 

countries according to the share of the diet supplied by root and plantain calories is 

shown in Table 10. Compared with maize, root crops such as yams and cassava are 

better adapted to the humid zones of Africa and to regions of high population density 

where their high calorie yield per hectare are prized by subsistence farm families. 

Productivity-enhancing technical changes for root crops have been less impressive 

than those for maize, rice, and wheat, the Green Revolution crops. The improvements 

that have been achieved around the world, and even on African research stations, 

have had little impact on farm productivity in Africa (see Seckler, Gollin and Antoine, 

1992, for a summary). 
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Average cassava yields in Africa are about half those in Asia and Latin America, 

although there is a good deal of yield difference among African regions. Improved 

germ plasm has been developed, but adapting it to field conditions has been difficult. 

Much of the African cassava crop is damaged by cassava mosaic disease and 

mealybug in addition to other diseases and pests. Developing resistent varieties has 

been difficult, Although some cassava varieties currently undergoing extensive field 

tests in Nigeria show encouraging signs of progress on both the yield and resistance 

dimensions, significant impact on food production may be a decade away. 

The current inventory of cereal crop technotog,, the fruits of intensive world

wide research culminating in the Green Revolution successes in Southeast Asia and 

other regions, probably holds more near-term promise for maize in Africa than does 

its counterpart for African tubers. The dominance of cereals in Southeast Asian food 

systems was an advantage in this regard. Aithough more rapid progress in adapting 

maize technology is likely in Africa, it appears that large parts of the African food 

system must await more fundamental root crop innovations before rapid productivity 

growth is possible. 

The encouraging progress of rainfed agriculture in Southeast Asia combined 

with a realistic assessment of the agri-ecological and technical constraints in Africa 

suggest that there is important scope for faster and more sustained growth in African 

food production. The potential varies across Africa, however. In general, though food 

production should make an importan: contribution, rapid agricultural growth in many 

countries may depend more on performance of non-food export crops (including 
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beverage crops) than was the case in Southeast Asia.
 

Economic Policies 

Economic Policies in Southeast Asia 

While a good deal of the story of agricultural growth in So'itheast Asia involves the 

advent of modern seed varieties, investments in irrigation, and rapidly increasing 

fertilizer applications, all of this took place within an economic environment influenced 

by government management of prices directly through trade policies and food security 

stocks and indirectly through macroeconomic policies. 

Staple food self-sufficiency has been an important objective for all Southeast 

Asian governments except in Thailand, with its traditional rice export surplus. 

Malaysia has used public investment in irrigation, combined with price supports, to 

pursue this goal. The incremental cost in an economy where rice does not have a 

comparative advantage was judged too great, however, and the self-sufficiency 

program was abandoned. Malaysia nevertheless achieved rapid agricultural growth by 

emphasizing export crop production and importing food to facilitate both consumption 

growth and diet diversification. In the Philippines, irrigation and new rice technology 

drove the country to self-sufficiency in the 1970's. Technical change has stalled, 

however, and macroeconomic management has undermined the country's rice price 

policies, pushing it into the position of a marginal rice importer. Indonesia, by 

contrast, has moved from being the world's largest rice importer into a position of 

structural self-sufficiency. Irrigation investments, new rice technology, stable 
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macroeconomic management, and rice price policy have all played important roles in 

this success story. 

Price support policies aimed at keeping the domestic price of rice above the 

world market level have not been an important objective of economic policy in most 

Southeast Asian countries. Nominal protection coefficients (the ratio of the domestic 

to the world price) for rice fluctuate widely over time, caused mainly by year-to-year 

changes in the world price. Rather than introduce this instability into domestic 

markets, most governments have used border price policies and/or domestic inventory 

adjustment to insulate the domestic market from such variations (Timmer, 1993a). As 

a result, standard measures indicate negative protection during periods when the 

world price is rising and positive protection when the world market softens, as it has 

throughout much of the 1980s. 

Timmer (1993b) argues that the main objective of rice price policies in 

Southeast Asia i as been real price stability. Given The dominant role of rice in rural 

incomes, as an urban wage good, and in consumer budgets, stable rice prices have 

had a strategic impact on both economic growth, by reducing risk to investment, and 

on equity, by insulating poor consumers from uncertainty in food markets. 8 

Price stabilization was important in all countries. In Indonesia, with its uneasy 

dependence on imports and its underlying comparative advantage in rice production, 

stabilization and rice self-sufficiency comprised a strategic alliance playing the key role 

in agricultural sector growth. The instruments employed to aciiieve pricing policy 

objectives vary among the Southeast Asian countries. Indonesia and the Philippines 
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both use parastatal marketing organizations with buffer stock operations and 

monopoly control over imports, although Indonesia's Bureau of Logistics (BULOG) 

operates within a much less erratic administrative, financial, and policy framework 

than the National Food Authority (NFA) of the Philippines (Dawe and Timmer, 1991). 

Malaysia procures rice from domestic producers through a marketing board then 

requires private sector rice importers to purchase stipulated shares of domestic rice 

at an administered price. The process acts like a variable levy, with the offtake shares 

and price manipulated to achieve the desired degree of domestic price stabilization and 

support (Goldman, 1976). Thailand, until recently, has varied its rice export tax to 

stabilize consumer prices (Siamwala, 1992). 

Among the Southeast Asian countries, Indonesia's price policy has been most 

exclusively aimed at stabilization. Prior to becoming self-sufficient in rice, stabilizing 

during periods of high world prices resulted in high fiscal costs. Success in rice 

production has eliminated the need for imports in recent years. Floor and ceiling 

prices are set to acheve the stabilization objective, but narrow, policy-determined 

market margins result in the treasury, through BULOG, providing a subsidy for long 

term rice storage (Piggot, et.al., 1993). Malaysia has generally supported rice 

producer prices above the world market level, but from year to year has used its 

policy instruments to stabilize the uomestic market. In both countries there has been 

a modest upward trend in the real price of rice since the mid-1970s. Thailand, the 

region's rice exporter, has employed negative protection through the export tax until 

very recently and has varied the tax to achieve domes, ic price stabilization. The export 
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tax was eliminated during the 1980s in response to the slump in world prices. 

Producer prices, which had badly eroded earlier in the decade, began to rebound in the 

late 1980s. 

A key feature in the agricultural success of Indonesia, Malaysia, and Thailand 

has been stable macroeconomic management. Conservative management of 

domestic public expenditure and the government budget constraint has resulted in low 

inflation and relatively little burden on the exchange rate. In these countries, the 

domestic agricultural terms of trade have not been eroded by inflation and overvalued 

exchange rates. Their good macroeconomic management stands in stark contrast to 

the Philippines and .o the experience of many African nations. 

The pattein of real prices and nominal protection in the Philippines has been 

highly erratic. But since the mid-1970s real rice prices have declined by over 30 

percent. This performance is reflective of a policy stance aimed at rice price 

stabilization but without the financial or administrative means to counter the general 

inflation forces fueled by poor macroeconomic policies. David (1989) in a thorough 

study of the impact of sectoral and macroeconomic policies on food production in the 

Philippines, shows that during periods of deteriorating domestic terms of trade, net 

private capital outflows from agriculture represent about a fifth of agricultural value 

added. These flows fall by I.alf during the few periods when price relationships were 

reversed. Agricultural growth can be robust, even in the face of worsening terms of 

trade, when previous infrastructure investments are coming on stream and new seed 

varieties are being introduced, which was the case in the Philippines in the 1970s. But 

' Ii
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as the capacity of these inputs is approached, agricultural growth will falter as price 

relationships discourage new investment. Management of the domestic terms of trade 

can be astrategic factor in promoting agricultural as well as general economic growth. 

Economic Policies in Africa 

Although reliable information on real food crop prices in Africa is scarce, Jaeger 

(1992) estimates that for an 18-country sample there has been no significant trend 

through the 1970s and 80s. Relative to export crops, however, food crop prices rose 

substantially until the mid-1980s when real devaluations and reduced border taxes 

pushed export crop prices back to their 1970s parity with food crops. Oyejide (1993) 

and Jaeger (1992) show that food crops in many African countries received negative 

nominal protection throughout most of the 1970s, rising during the early 1980s to a 

modestly positive level. This superficial glimpse of food crop prices in Africa suggests 

a performance similar to that in Southeast Asia. Food markets in Africa, however, are 

much more fragmented than in Southeast Asia due to poor marketing infrastructure 

and the important role of informal markets, whereas the statistical record is dominated 

by official urban market prices. 

in contrast to most of Southeast Asia, real exchange rates appreciated rapidly 

in many African countries during the 1970s and early 1980s, with sustained real 

devaluations occurring only in recent years. The impact of macroeconomic policies 

on export crop incentives has been disastrous. The implications for food crops are 

more complicated, however, since much of the African food system is distorted by 
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administrative interventions which separate urban and rural markets. In contrast to a 

prevailing assumption behind many macroeconomic adjustment programs, that the 

agricultural sector is dominated by tradables, there is important evidence from Africa 

that a significant share of agricultural output is non-tradable, i.e. its domestic price is 

not directly effected by world prices or exchange rate adjustments. Evidence 

developed by Mundlak and Larson (1991) show that border price adjustments pass 

through with reasonable strength to domestic export crop prices in most African 

countries. It is food crops where the status of tradablilty is questioned. 

One indication of the degree of non-tradablilty in African food systems is the 

large share of root crops in food consumption, between 40 and 60 percent in many 

countries (see Table 10). These crops are generally non-tradable in Africa due to their 

perishability and high transportation cost. Cereals, particularly sorghum and millet but 

also maize in many cases, are also insulated from the direct effect of world prices 

because of poor infrastructure and high transportation cost. These conditions result 

in a wide gap between import and export parity prices, allowing domestic prices to 

fluctuate widely before unsubsidized international trade is induced. Kyle (1993), in 

an econometric study of this issue in Zaire, shows that an important share of 

agricultural sector output is non-tradable. It is not surprising, therefore, that 

successful macroeconomic reform leading to real exchange rate devaluations has not 

produced a consistently clear improvement in the agricultural terms of trade in Africa, 

as shown in Figure 8. While nominal devaluations and export tax adjustments have 

improved incentives for export crop production, prices in the non-tradable food 
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markets are more influenced by economic contraction and the rise of official prices 

towards parallel market prices that occurs with less government intervention and 

improved market integration. In parts of West Africa the potential for export crop 

expansion may be limited by the competition for labor between tradable export crops 

and non-tradable staple foods (Delgado, 1992). As labor is absorbed by an expanding 

export sector, staple food prices rise causing a rise in agricultural wages. 

Many of the structural features that distinguish Africa from Southeast Asia 

come into play on the issue of food price stabilization. It seems plausible that African 

governments are at least as concerned about food price stability as their Southeast 

Asian counterparts. Levels of urbanization and urban growth rates are generally 

higher in Africa than they were in Southeast Asia when the latter were at similar 

levels of per capita income. Food price stabilization is a particularly important political 

economic objective for governments facing large and poor urban populations whose 

food expenditures constitute a large share of income. In addition, the underlying level 

of cereal production instability is higher in most African countries than it is in 

Southeast Asia (Table 9). Finally, governments have an added incentive to stabilize 

staple food prices when inflation is stimulated by macroeconomic imbalance, a 

condition which has been more present in Africa than in Southeast Asia. 

Southeast Asian countries were able to use border taxes, domestic buffer 

stocks, and relatively modest fiscal resources to successfully stabilize domestic rice 

prices because rice is tradable in all Southeast Asian countries and, with the exception 

of the Philippines, commodity price stabilization did not have to lean against the 
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dominant force of general inflationary pressure. When such pressures emerged in 

Indonesia, fiscal and exchange rate policies were employed to dampen inflation and 

take the burden off rice price policy. 

Stabilization is more difficult to implement in Africa. With important parts of 

the food system dominated by non-tradables and fragmented markets, using imports 

and border price policies to achieve stabilization beyond coastal urban markets is 

problematic. This is exacerbated by the fact that maize and root crops are the 

principal sources of domestic production instability, on the one hand, and scarce 

foreign exchange is used to import mainly wheat flour and rice, on the other. While 

substitution and cross-price effects extending into up-country markets may be relied 

upon to a degree, they are probably not very strong. 

Using commodity stabilization policy in an effort to offset inflation presents 

additional difficulties. General excess demand puts pressure on non-tradable food 

prices. This is true even for imported foods in domestic markets when supply is 

rationed due to scarce foreign exchange. Governments generally target nominal food 

prices for stabilization. The fiscal resources required to make up the growing gap 

between the target price and the latent price become excessive. This is compounded 

by sporadic and unplanned exchange rate devaluations, which raise the import parity 

price of food and upset any fiscal plan that may have been developed to finance 

imported food in the stabilization effort. For all of these reasons, African stabilization 

efforts 	often result in policy failure. 

A common response to the mismatch between general price stabilization 
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objectives and available fiscal and administrative resources is to concentrate these 

programs and resources on urban markets. Administrative interventions and the 

naturally poor market integration that comes with deteriorating rural infrastructure 

combine to delink urban from rural markets. The result is urban price stability at the 

expense of increased rural market instability. This has uccurred in much of Africa. 

Conclusions 

Rapid economic growth in Africa must be accompanied by sustained agricultural 

growth, as it was in Southeast Asia. The role of the food economy in this growth 

process will vary from one African region to another, as it did within Southeast Asia, 

reflecting underlying resource constraints and policies. Investment in rural 

infrastructure is a key to growth in rural Africa. Reducing transportation costs will 

promote market integration and result in improved incentives for producers and lower, 

more stable prices consumers. The potential role of irrigation investment in African 

agricultural development is controversial, although most analysts agree that it will be 

substantially more limited than it was in Southeast Asia. Nevertheless, investment 

in smaller-scale catchment and pump irrigation systems in parts of "Mid-Africa" may 

be warranted. It is also important to remember that in Southeast Asia an important 

share of food production growth took place on rainfed land. The same will be true in 

Africa. 

The underlying instability of crop production and the large share of root crops 

in African food systems, contrast sharply with Southeast Asian conditions. While 
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technical change is a strategic factor in agricultural growth, these features present 

major challenges to agricultural research. Research strategies aimed at building 

resistance to environmental conditions rather than genetic yield potential may have 

higher payoff in Africa than in Southeast Asia. In African food systems where maize 

is the staple crop, food production is likely to grow faster than in other regions, based 

on the high-yield and high-input model followed by Southeast Asian countries. 

Relative to the recent history of Southeast Asia, the level and rate of growth 

of urban populations in much of Africa is higher and presents major issues regarding 

food demand and supply. The current import dependence of urban areas may not be 

sustairable without improvements in foreign exchange availability and/or increasing 

food aid. On the other hand, facilitating urban food consumption through domestic 

production will require substantially more agricultural technical change than has been 

forthcoming thus far, improved marketing infrastructure, and enhanced producer 

incentives. If African urbanization continues to occur in an economic environment 

characterized by low labor productivity, then insufficient purchasing power will 

threaten urban food security. Governments will be under great pressure to provide 

relief through price subsidies and cheap imports. This will conflict with the incentives 

required to encourage domestic food production. A successful strategy which focuses 

on cost-reducing technical change, infrastructure investments to promote greater 

integration between urban and rural areas, and market system reforms, will lessen the 

burden on pricing policies to produce desirable outcomes for both producers and 

consumers. 
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While sustained growth in agriculture is a prerequisite for general economic 

growth in much of Africa, the contribution of food production relative to that of export 

crops may vary. The Southeast Asian experience is instructive on this issue. The 

contrast between Indonesia and Malaysia is particularly striking. In Indonesia, staple 

food production played a dominant role in agricultural growth whereas Malaysia 

abandoned its high-cost rice self-sufficiency strategy. Rapid agricultural growth was 

driven by export crops, while food imports and pricing policy facilitated both 

consumption growth and price stability. African countries, where the balance of 

comparative advantage between food and export crops varies, may face a similar 

choice between agricultural growth strategies. 

For most African countries such a choice need not be imminent. In cases of 

rapid technical change in food crops the threshold of comparative advantage relative 

to export crops will shift toward the former. Also, improvements in macroeconomic 

management, marketing system reforms, and in transportation infrastructure can 

promote both food and export crop production. Where the two compete for 

resources, however, the experience of Southeast Asia suggests that agricultural 

strategy should be guided mainly by comparative advantage. 
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ENDNOTES 

1. Agricultural growth slowed to moderately high level in Malaysia, Thailand, and hidonesia and 
virtually stalled in the Philippines during the 1980s. Nevertheless, during the 15-year period prior to 
1980 when real per capita incomes in Southeast Asia almost doubled, the agriculture sector played 
an important role in the growth process. 

2. These two large countries so dominate African demographics that a clearer view 
of the distribution of characteristics across Africa is more accessible with Nigeria and 
South Africa excluded from share calculations. 

3. This figure depicts the food system identity, 

0/N = C/N * QIC. 

Change in per capita calorie production (0/N), must be allocated between change in 
per capita consumption (C/N) and change in the domestic production share in 
consumption (0/C), (Goldman, 1993). 

4. There is some evidence from national sample surveys (SUSENAS) on rice 
consumption that the second period growth of both consumption and production 
shown in Figure 2 may be over stated (Piggot, et.al., pp 86-88). 

5. While these commodities have led agricultural exports in both countries, 
domestic food consumption has also diversified. Since the mid 1970's, rice production 
has driven per capita food consumption growth only in Indonesia. In the Philippines, 
a third of consumption growth has been supplied by rice ,alories. i Imost half the 
consumption increment came from domestic root crops, fruits, and vegetables. In 
Malaysia and Thailand, per capita rice consumption actually declined. Increases in 
production of palm oil in Malaysia and Indonesia are reflected not only in exports but 
in the diversification of domestic consumption as well. These calorie figures for all 
Southeast Asian countries mask increases in per capita consumption of meat protein, 
particularly from poultry and pork. This has been supported by increases in maize 
production and other animal feed sources. 

6. In addition, until recently, farm prices have been depressed first by a rice export 
tax and, in the 1980s, by a falling world price. 

7. Block (1993) estimates total factor productivity based on a "wheat units" 
measure that aggregates physical production of different crops with initial weights 
based on a common set of relative prices. While this approach is not perfect, it is free 
of various measurement biases which taint other measures of productivity, particularly 
those which use a common currency and require exchange rate conversion. 
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8. The performance of real domestic rice prices over time, therefore, provides 
greater insight into domestic policy objectives than nominal protection mejsures 
which are a statistical residual of policy decisions F'imed at stabilization objectives. 
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Table 1 

Agriculture'sDirect Contributionto Economic Growth' 

GROWTH RATE AGRICULTURE 

Share of GDP Contributionto GDP 
(%) Growth (%)2Agriculture. GDP 

1 2 3 4 5 6 7 8 9 

'65/'80 '80/'90 '65/'80 '80/'90 '65 '80 '90 '65/'80 '80/'90 

Indonesia 4.1 3.3 7.6 5.6 50 27 21 18 14 

Malaysia 5.8 3.8 7.3 6.2 30 26 22 23 17 

Thailand 4.9 3.9 7.6 7.8 37 22 15 17 9 

Philippines 4.5 1.3 5.8 1.8 31 26 25 22 18 

'Note- Does not include indirect contribution through linkage to other economic sectors. 
2Based on: (Y , - YA,)/(Y: - Y,) where Y, and Y, equal GDP and the agriculture component of GDP 
during the relevant time period, respectively. 

Sources: World Bank, 1992a. World Bank, 1992b. 



Table 2 

Agriculture's Direct Contributionto African Growth Under Various Sector Share and
 
Growth Rate Scenarios, Assuming a Target GDP Growth Rate of 5.0%
 

Share of 
agriculture 
in GDP by 

country 
group 

Share of 
African 

population 
excluding 

Nigeria and 

Average share 
of agriculture 

in foreign 
exchange 
earnings, 

Average 
share of 

agriculture 
in GDP, 

19902 

Growth Scenarios: 15 Year Projection 
Based on Target GDP Growth Rate of 5 %3 

Agricultural Required non- Agriculture's Final share 
growth rate agricultural contribution of 

S. Africa 1990' assumptions sector growth to GDP agriculture 
rate growth in GDP 

High 4 49 84.8 48.9 f 3.0% 6.9 25.3 36.6 

4.0% 6.0 36.3 42.3 

Medium -26 58.1 32.9 

3.0% 6.0 17.0 24.6 

4.0% 5.5 24.4 28.5 

Low6 24 42.5 21.5 

3.0% 5.5 11.1 16.1 

4.0% 5.3 16.0 18.6 

'Note: Does not include indirect contribution through linkage to other economic sectors.
 
-Note: Group averages are weighted by intragroup population shares.
 
'Based on: Y' = crY',, + (1-ar) Y', 
 where Y', Y',, and Y', equal the growth rates of GDP, and the agriculture

and non-agriculture components of GDP, respectively; and ct is the beginning period agriculture sector 
share of GDP. 

4High: Burundi, Central African Republic, Cote d'Ivoire, Ethiopia, Ghana, Mali, Mozambique, Sudan, 
(41-67%) Tanzania, Uganda. 

5Medium: Benin, Burkina Faso, Chad, Madagascar, Malawi, Niger, Nigeria, Rwanda, Sierra Leone, 
(30-38%) Zaire, Togo. 

6Low: Angola, Botswana, Cameroon, Congo, Gabon, Guinea, Kenya, Lesotho, Mauritania, Namibia, 
(3-28%) Senegal, Zambia, Zimbabwe. 

Sources: World Bank, 1992a. World Bank, 1992b. 



Figure 1: Calories Productionand Consumption, 1962-85; Log Scale 
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Figure 2: !Rice Calories: Productionand Consumption 1962-86; Log Scale 

Th 

18018 Ch ....,," LEGEND: 

w 

W 
1400-Thaland= 

Indonesia= 1o 
Malaysia= Ma 
Phillppinos=ph 

Th 

1000

860 

PPh '61-'63 

85T 

LORIES CONSUMED PER CAPITA 

Source: Goldman, 1993. 



Figure 3 

Change in African Food Production Growth Rates 
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Gambia, The GA Niger NI 

Source: Data from the Food and Agriculture Organization of the U.N., 1990. 



Figure 4 

Per Capita Calorie Availability and Growth in Africa1 

Level of Calorie Change in Per Capita Calorie Availability, 1965-89 
Availability 


Per Capita, 1989
 
(Calories)
 

Declining 
(-27 to -5) 

Angola 
Burundi 

Low Chad 
(1667 to 1991) Ethiopia 

Sierra Leone 
Zaire 

Pop Shr: 30, 23 

Madagascar 
Malawi 

Middle Togo 
(2036 to 2299) Uganda 

Pop Shr: 11, 8 

High 

(2305 to 2685) 


Pop Shr: 0, 0 

(Growth, %)2 

Constant Increasing 
(-3 to 6) (10 plus) 

Mozambique Somalia 
Namibia 
Rwanda 
Sudan 

Pop Shr: 13, 10 Pop Shr: 2, 1 

Central Afr. Rep. Zimbabwe 
Guinea Burkina Faso 
Kenya Cameroon 

Zambia Ghana 

Lesotho 
Tanzania 

Pop Shr: 11, 8 Pop Shr: 20, 15 

Senegal Benin 
Nigeria Cote d'Ivoire 

Botswana 
Congo 
Gabon
 

Liberia
 
Mali
 

Mauritania
 
Niger
 

Pop Shr: 2, 25 Pop Shr: 11, 9 

'Group population shares are calculated excluding Nigeria and including Nigeria, respectively.
2Countries in italics are those that grew to medium or high per capita calorie consumption 
primarily through import growth. 
Source: World Bank, 1992a. 



Figure 5 

Urban PopulationShares and Growth in Africa 

Urban Population 
As Percentage 
of Total, 1990 

(Range) 

Average Annual Growth Rate 
of Urban Population, 1980-90 

(Range)' 

Low 
(3.7 - 5.3) 

Middle 
(5.5  6.5) 

High 
(6.9 - 10.5) 

Ethiopia Burundi Kenya 
Sudan Gambia, The Rwanda 

Low Uganda Malawi Lesotho 
(6 - 24) Burkina Faso Niger 

Mali 
(Indonesia)2 

(Thailand) 

Pop Shr:3 30, 23 Pop Shr: 4, 3 Pop Shr: 11, 8 

Benin Angola Mozambique 
Namibia Chad Swaziland 

Middle Sierra Leone Guinea Togo 
(25 - 38) Ghana Madagascar Botswana 

Senegal Zimbabwe Tanzania 
(Malaysia) Nigeria 

(Philippines) 

Pop Shr: 8, 6 Pop Shr: 12, 33 Pop Shr: 13, 10 

Central Afr. Rep. Zambia Mauritania 
Cote d'Ivoire Cameroon 

High Zaire Gabon 
(40- 50) Congo Liberia 

Pop Shr: 14, 11 Pop Shr: 6, 5 Pop Shr: 1, 1 

'Refer to Figure 4 for note on countries in italics. 
'For the Southeast Asian countries, the urban population share is for 1965 and the average annual 
growth rate of urban population is from 1965-80. 

3Group population shares are for Sub-Saharan Africa and are calculated excluding Nigeria and including 
Nigeria, respectively. 
Source: World Bank, 1992a. 



Table 3
 

Rice Production Growth Rates, and Relative Contribution ofArea and Yield to Output Growth, 1967-90 

1967-1972 1972-1977 1980-1990 

Output Output Output 

growth Percent contributed by growth Percent contributed by growth Percent contributed by 

Country 
rate 
(percent) Area Yield 

rate 
(percent) Area Yield 

rate 
(percent) Area Yield 

Indonesia 6.40 24 76 3.30 46 54 3.99 27 73 

Malaysia 6.90 59 41 0.66 -177 277 -1.27 -88 188 

Philippines 3.10 20 80 5.80 27 73 2.20 9 91 

Thailand 2.00 75 25 3.80 86 14 1.62 71 29 

Sources: Asian Development Bank, 1985. Asian Development Bank, 1991. Barker and Herdt, 1985. Food and Agriculture Organization, 
of the U.N., 1990. 

Annual growth in 
irrigated area 

1960-1985 
Country (percent) 

Indonesia 2.1' 

Malaysia 2.82 

Philippines 3.5 

Thailand 1.5 

Table 4 

Growth of PrincipalRice Inputs 

Gross rice area 

irrigited late 


1970s 

(percent) 


63 

66 

43 

14 

- Share of acreage 
under high yielding 

varieties 
(percent) 

72.8 

36.4 

83.5 

12.8 

Average index of 
Fertilizer fertilizer 

consumption per consumption per 
hectare of arable hectare, 1989/90 

land (kg/ha) (1970/71"= 100) 

116.6 877 

157.2 361 

67.4 235 

36.5 619 

1 1961-1983 2 1960-1980
 

Sources: Barker and Herdt, 1985. International Rice Research Institute, 1988. World Bank, 1992a.
 



Table 5 

Maize ProductionGrowth 

Growth Rate, 1980-1990 

Causes of Growth 
(% contribution) 

Area 

Yield 

Maize Production/Rice Production 

1978 

1990 

Indonesia 

5.2 

28 

72 

0.13 

0.15 

Philippines 

3.0 

27 

73 

0.40 

0.43 

Thailand 

3.6 

82 

17 

0.17 

0.21 

Source: Asian Development Bank, 1991. 



Figure 6 

Evolution of Maize Yields by Developing Country Region: 1951-90 
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Table 6 

Average Annual Growth Rates of Agricultural Output (%/yr in Wheat Units) 

1963/68 1968/73 1973/78 1978/83 1983/88 1963/88 

SSA 2.9 1.9 1.1 2.1 3.2 2.2 

Sahel 2.3 1.1 1.1 2.0 1.8 1.7 

West 2.1 1.1 0.2 2.6 5.7 2.3 

Central 2.7 2.9 1.1 1.9 2.5 2.2 

3.4East 4.6 2.5 3.8 3.1 2.9 

1.9Southern 3.4 3.1 0.1 0.4 2.4 

Souice: Block,'1993." 

Table 7 

Region-Specific AgriculturalTotal FactorProductivity Growth Rates (%/yr) 

1963/68 1968/73 1973/78 1978/83 1983/88 1963/88 

East 2.98 0.74 1.20 0.44 0.65 1.20 

West 0.75 -0.35 -1.04 0.43 3.35 0.63 

Sahel 0.45 -2.48 -0.82 0.17 1.76 -0.19 

Central- 1.40 .0.34 -0.04 0.46 _1.85 0.80 

Southern 1.36 1.88 -1.25 -1.47 0.34 0.16 

SSA 1.45 0.10 -0.46 -0.02 1.63 0.54 

Source: Block, 1993. 



Figure 7 

Regional PartialProductivity Paths; Output in Wheat Units 

Region 
Et(QL', QA') 

East 
(.01.4, 2.3) 

1963-88: 
QL' = Growth rate of output 

0 per worker, % 
Q,' = Growth rate of output 

Southern / per hectare, % 

(-0.1, 1.0) 

0 

tL 

Sahel: West: Central: East: Southern: 
Burkina Faso Benin Central Afr. Rep. Burundi Angola 

Chad 
Gambia 
Mali 
Mauritania 
Niger 

Ghana 
Guinea 
Ivory Coast 
Liberia 
Nigeria 

Congo 
Gabon 
Zaire 

Ethiopia 
Kenya 
Madagascar 
Mauritius 
Rwanda 

Botswana 
Lesotho 
Malawi 
Mozambique 
Namibia 

Senegal 
Somalia 

Sierra Leone 
Togo 

Uganda Swaziland 
Tanzania 

Sudan Zambia 
Zimbabwe 

Sour- - Block, 1993. 



Table 8 
Cereals Yield Variability in Africa 

POPULATION CEREALS YIELD 

(% of Total') VARIABILITY 
1989 1970-901 

Excluding Including 
MIgeria igeria 

Low VARIABILITY 36.4 27.4 
Liberia 0.015 
Zaire 0.026 
Madagascar 0.039 
Rwanda 0.051 
Guinea 0.058 
Burundi 0.059 
Gabon 0.062 
Cameroon 0.070 
Sierra Leone 0.074 
Tanzania 0.077 
Malawi 0.079 
Burkina Faso 0.082 

AVERAGE 0.055 

MEDIUM VARIABILITY 41.2 55.7 
Togo 0.093 
Cote d'Ivoire 0.098 
Mozambique 0.102 
Benin 0.102 
Nigeria 0.112 
Central African Rep. 0.112 
Kenya 0.114 
Ethiopia 0.114 
Mali 0.130 
Guinea-Bissau 0.133 
Niger 0.134 
Chad 0.141 
Zambia 0.150 
Gambia 0.152 
Congo 0.159 


AVERAGE 0.115 

HIGH VARIABILITY 22.4 16.9 
Senegal 0.189 
Sudan 0.192 
Uganda 0.205 
Ghana 0.216 
Mauritania 0.230 
Zimbabwe 0.287 
Lesotho 0.291 
Swaziland 0.294 
Botswana 0.616 

AVERAGE 0.222 

'Excludes South Africa. 2Star.dard deviation of residuals of logged 
front trend. Group averages are weighted by intragroup population shares. 

, 3Index based on Low Variability group average = 100. 
Sources: World Bank, 1992b. Jaeger, 1992. 

INDEX OF 

CEREALS YIELD 
VARIABiLITY 

1970-903 

28.0 
48.0 
71.3 
93.2 

105.7 
106.7 
113.0 
127.2 
134.0 
139.3 
144.4 
148.3 

10.0 

169.4 
177.7 
184.5 
185.0 
203.5
 
203.8 
207.6 
207.9 
237.1 
240.8 
243.4 
256.8 
273.1 
275.8 
288.4 
208.2 

344.2 
349.7 
373.3
 
392.9 
417.4 
521.0 
529.6 
535.0 

1118.8 
402.7 

cereal yields 



Table 9 

Cereals Yield Variability 

Indonesia 

Malaysia 

Philippines 

Thailand 

Low Variability Africa 

Medium Variability Africa 

High Variability Africa 

CROP 

Rice 

Maize 

Rice 

Rice 

Maize 

Rice 

Maize 

Cereals 

Cereals 

Cereals 

CEREALS YIELD INDEX OF CEREALS 

VARiABrLrrY YIELD VARIABILrrY 
1970-9021970-901 

0.054 98.3 

0.117 213.0 

0.113 205.3 

0.059 106.6 

0.032 58.2 

0.049 89.7 

0.127 230.2 

0.055 100.0 

0.115 208.2 

0.222 402.7 

'Standard deviation of residuals of logged cereal yields from trend. African groupings are as 

outlined in Table 5, with group averages weighted by intragroup population shares. 
2Index based on African Low Variability group average = 100. 

Sources: Food and Agriculture Organization of the U.N., 1990. Jaeger, 1992. 



Table 10 

Africa: Share of Roots and Plantainsin Total Calorie Consumption 

POPULATION ROOTS & PLANTAINS in INDEX OF 

(%of Total') TOTAL CALORIES ROOT SHARES 

1989 (%)2 1983/853 
Ercluding Including 
Nfgeria Nig: .a 

Low ROOT SHARE 26.4 20.0 
0.4 8.5Mauritania 
0.5 10.0Senegal 
0.6 11.7Lesotho 
0.7 13.8Swaziland 
1.0 19.9Botswana 
1.3 24.6Gambia 
1.4 28.0Zimbabwe 
1.8 35.2Sudan 
1.8 35.9Burkina Faso 
2.7 53.5Mali 
3.1 60.2Ethiopia 
4.0 77.8-.Niger 
4.8 94.1Zambia 
6.4 125.8Malawi 
7.0 136.7Sierra Leone 
9.1 177.4Kenya 

16.2 317.9Chad 
19.8 387.3Madagascar 
5.1 100.0AVERAGE 

MEDrUM ROOT SHARE 22.9 41.5 
22.7 445.4Burundi 
23.3 456.3Liberia 
23.8 465.4Guinea 
24.6 481.5Cameroon 
29.4 575.1Togo 
29.7 582.0Tanzania 
30.8 603.0Nigeria 
32.5 636.0Angola 
34.5 675.2Cote d'Ivoire 
35.6 697.9Benin 
30.1 5R9.8AVERAGE 

HIGH ROOT SHARE 50.7 38.5 
41.8 -- "817.9Mozambique 
44.3 867.1Rwanda 
45.2 885.5Congo 
45.3 886.4Uganda 
49.6 972.1Ghana 
50.6 991.5Central African Rep. 
50.8 995.2Gabon 
61.3 1200.0Zaire 
51.4 1006.2

AVERAGE 

are weighted by intragroup population shares.'Excludes South Africa. 21983/85. Group averages 
3Index based on Low Root Shz-re group average = 100. 

Sources: World Bank, 1992b. Food and Agriculture Organization of the U.N., 1987. 



Figure 8 

Change in Agricultural Terms of Trade and the Real Exchange Rate, 1986-90/1975-80 

(Agricultural terms of trade equals the ratio of the domestic agricultural 
price index to the nonagricultural price index.) 
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Burundi BU Madaeascar MD Somalia so 
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Kenya KE Rwanda RW Zimbabwe ZW 

Sources: The World Bank, 1991. The World Bank, 1992b. 



CHAPTER SEVEN 
INDUSTRIAL STRATEGIES: OUTWARD BOUND 

Michael Roemer 
September 1993 

Over the past quarter century, the most rapidly industrializing countries in the 
world have been in East and Southeast Asia. The stories of rapid economic 
growth in Japan, followed by those of South Korea, Taiwan, Hong Kong, and 
Singapore are well known.' As Table 7-1 shows, the "four tigers" or newly 
industrialized countries (NICs) of East Asia sustained growth rates of manufac
turing value added in excess of 11 % a year from 1965 to 1990, rates that may
have been unprecedented in history. It has only recently become apparent that 
three countries in Southeast Asia--Indonesia, Malaysia, and Thailand--have also 
enjoyed sustained, rapid growth of manufacturing value added at rates comparable 
to the NICs and seem to be on a similar path of industrial transformation. 

In contrast to Asia, Africa's disappointing economic performance is reflected 
in its slow pace of industrialization. Among the 16 countries for which there are 
data in Table 7-1, in only four--Botswana, Cameroon, Kenya, and Nigeria--did
manufacturing value added grow faster than 5% a year from 1965 to 1990. And 
in all except Cameroon, manufacturing growth slowed to 5% or less during the 
1980s, a decade during which the Asian countries maintained or accelerated their 
pace of industrialization. 

What explains this difference in performance? Informed opinion in the late 
1950s to mid 1960s, when Taiwan and Korea began to industrialize, did not 
predict the outcome. Those two countries were impoverished, faced severe 
political challenges from within and without, and had little apparent hope of rapid
development. Southeast Asian countries, though rich in natural resources, were 
viewed as rural backwaters in the world economy. At the same time, African 
countries were becoming independent, some with a wealth of natural resources, 

1Research and publication on rapid industrialization in Korea has been a growth industry itself, 
beginning with Cole and Lyman [19711, continuing with studies by Frank, Kim and Westphal 
[19751 and a ten-volume study by the Harvard Institute for International Development and Korea 
Development Institute [Mason, et al., 1980]; and burgeoning in the 1980s with studies by Luedde-
Neurath [1986], Dornbusch and Park [19871, Westphal [19871, the World Bank [1987a], Coll;ns 
and Park [1989], and Amsden [1989]. Work on Taiwan, though less plentiful, has many notable 
contributors, including Ranis (1973], Lau et aL [1990], and Wade [1990]. 
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amid considerable optimism that the end of colonial rule would release latent 
energies and spur development. 

Previous chapters have supplied some of the reasons why Asia did so much 
better than Africa. The Asian countries, especially those in East Asia, betterwere 
endowed than African countries with human resources necessary for industrializa
tion, especially experienced entrepreneur and educated labor forces. Governments, 
which had been weak, corrupt, or disinterested in development in most of the 
Asian countries after World War II, went through transformations during the 
1960s, bringing more competent regimes that focused on development. Many
African regimes have been unstable, but even among several long-lasting ones 
there were few examples of competent, developmental governments to match 
those in Asia IPerkins and Roemer, Ch. 2; Widner, Ch. 3]. 

In Asia, new or reformed regimes instituted stabilizing macroeconomic 
policies with incentives that encouraged investment in industry, especially in export
manufacturing. African regimes held the line adequately on fiscal and monetary 
policies until the world economic shocks of the 1970s and especially the 1980s. 
Then, while Asian countries adjusted their macroeconomic policies in response to 
external shocks, African countries tried to finance their internal and external 
deficits without adjusting [Lewis and McPherson, Ch. 4]. Unstable economies, in 
which controls dominated and the investment climate deteriorated, could not 
sustain the industrial growth that had begun after independence. 

Beyond endowments, governments, and macroeconomic stability, Asian 
countries simply adopted and implemented better industrial strategies than those in 
Africa. Japan hitched its "miracle" of recovery from wartime devastation to the 
engine of export growth. Protectionist to an extreme, interventionist in its industri
al policies, the Japanese government nevertheless challenged its large firms to 
export or fail. Korea followed the Japanese blueprint through the 1970s. Other 
countries in East and Southeast Asia used different approaches, ranging from the 
dirigiste to the nearly lassez faire. But all of these countries followed the contours 
of their comparative advantage, emphasized manufactured exports as the principal
engine of growth, and put government energy and resources behind these strate
gies. 

Africa took a different path. Like the .Asian countries, its first post-indepen
dence strategy was import substitution. Unlike the Asian countries, Africa's 
governments continued with inward-looking strategies long after they had ceased 
producing industrial growth. With the exception of Mauritius, export orientation 
never figured prominently in promoting manufacturing. Unproductive government 
policies and industrial practices became entrenched and difficult to change without 
daunting social and economic costs, especially in stagnant economies. 
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This chapter traces Asia's varied approaches to industrialization in hope of 
finding a path that African countries could follow. The first section reviews 
industrial performance in the two regions. The next section examines the differing
industrial strategies in East and Southeast Asia, comparing these with Africa's 
approach, and the concluding section draws lessons for African industrialization. 

Three major themes emerge from this chapter. First, there is no single Asian 
strategy for manufacturing, but a continuum of approaches, all focused, however, 
on export-led growth. Second, it is to Southeast Asia, rather than the "Gang of 
Four" newly industrialized countries, that Africa should look for guidance in 
industrial strategy. Third, because African governments, like those in Southeast 
Asia, have limited capacity to manage direct interventions into manufacturing 
development, prescriptions for industrial strategies should emphasize market 
orientation and keep government involvement to a minimum. 

Patterns of Industrialization 

Manufacturing growth in East and Southeast Asia has been swift, as already
 
noted; has depended heavily on exports; has followed the dictates of comparative
 
advantage; and has generated a virtuous circle of productivity gains that reinforce
 
export competitiveness. In none of these respects has African manufacturing
 
development been comparable to the Asian pattern.
 

Manufacturing Growth 

Rapid industrialization for 25 years in Asia raised the manufacturing share of gross 
domestic product into the range of 20 to 30% in 1990 [Table 7-11. The leaders, 
Korea and Taiwan, had manufacturing shares of less than 20% in 1965, but over 
30% in 1990. Singapore, Thailand, and Indonesia roughly doubled their shares. 

Africa's relatively slow manufacturing growth permitted only very moderate 
increases in the manufacturing share of GDP. The only dramatic gain occurred in 
Zambia, where, given the modest growth rates throughout the 1965-1990 period,
it must be due to a statistical anomaly. 2 Rapid gains in manufacturing shares 
mostly occurred where they started from extremely low levels, in places like 
Cameroon, Ethiopia, and Mali. Zimbabwe increased its manufacturing share from 
20 to 26%, at least partly a consequence of its hothouse industrialization during 

'The data suggest that between 1965 and 1990, a large part of mining value added was 
reclassified as manufacturing. This could have been a real shift, if copper output had been more 
fully processed before export, or, more likely, is a statistical artefact. 
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the UDI period. 3 Otherwise, the gains were slight. And, except for Zambia, 
Zimbabwe, and South Africa, no Sub-Saharan country has a manufacturing share 
of GDP that exceeds 14%. 

Export Orientation 

It has been well established that, in the East Asian NICs, industrialization was 
based on rapid export growth. Table 7-1 shows that the real growth of commodity 
exports ranged from 6% a year over 25 years for Singapore" to a spectacular 
21 % for Korea. Among the Southeast Asian industrializers, the quantity of exports 
grew from 7 to 10% a year (omitting the laggard Philippines). 

For all these Asian achievers, export growth depended substantially on 
manufacturing. Table 7-1 shows that for all East and Southeast Asian countries 
the share of manufactures in total commodity exports rose from 32% in 1965 to 
69% in 1990. Hong Kong has always exported manufactures almost exclusively; 
in Korea the share of manufactures rose from 59% to 97% and in Singapore from 
34% to 73%. The three Southeast Asian countries, mainly primary exporters in 
the 1960s and 1970s, saw their manufacturing shares grow from 6% or less in 
1965 to 35% in Indonesia, 44% in Malaysia, and 64% in Thailand by 1990. 

Sub-Saharan Africa remains predominantly a primary-exporting continent. 
For the region es a whole, the manufacturing share of exports was 7% in 1965 
and only 8% in 1990. Cameroon, Chad, and Senegal made substantial gains 
during those 25 years, but other countries made none. Even for Cote d'lvoire and 
Kenya, two of the most advanced countries of the region, only 10 to 11 % of 
commodity exports were manufactures in 1990 and in Nigeria the contribution was 
close to zero. The important exception is Zimbabwe, which became an exporter of 
manufactures under the Rhodesian federation. 

East Asia, and to a lesser extent Southeast Asia, were fortunate in riding the 
crest of rapidly growing world markets through the 1970s. But they did not 
depend only on growth in world demand. According to data from UNIDO [1991a: 
Table 1.8], East and Southeast Asia's share of world manufactured exports (SITC 

3During the 1970s, the Smith government made its unilateral declaration of independence (UDI) 
and Southern Rhodesia became an international pariah, trading only with South Africa. This in
dustrial base is, according to Riddell [1992: 226], still "one of the most advanced and diversified in 
Sub-Saharan Africa." 

4Singapore's export growth depended more on services than the did the other NICs. If service 
exports are included, then Singapore's exports rose by 10% a year from 1965 to 1990 [World 
Bank, 1992b: 528-311. 
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categories 5 to 8) rose from 3.5% in 1970s to 12% in 1988. s Africa as a whole 
has just been able to maintain its world market share of manufactured exports at a 
minuscule 0.5%. But the Sub-Saharan countries have fallen far behind other devel
oping countries, as Africa's share of manufactured exports among developing 
countries fell from 8% in 1970 to only 3% in 1988 [UNIDO, 1991b: 311.6 

Comparative Advantage 

Although the Asian countries have undergone dramatic structural changes in the 
composition of their exports, they have, by and large, adhered closely to their 
comparative advantage in world trade. Korea, Hong Kong, and Singapore, poorly 
endowed with land and natural resources, began their export drives with labor-in
tensive manufactures and moved to exports more intensive in skills, capital, and 
technology as their labor surplus disappeared. Taiwan's early growth depended 
more on agricultural exports in the 1950s, but t ien moved into a pattern like that 
of Korea. The Southeast Asian countries, richly endowed in natural resources, 
were and tc a considerable extent remain primary exporters whose comparative 
advantage has been shifting towards labor-intensive manufactures and, for 
Malaysia, towards more sophisticated exports. 

Shifts in comparative advantage are traced systematically for East and 
Southeast Asian countries by Naya, James, and Plummer [undated] over the period 
from 1970 to 1986. They plot changes in revealed comparative advantage (RCA), 
an indicator that compares the shares of a commodity or commodity group within 
a single country's exports to the same share in world markets. If the ratio for 
textiles, for example, exceeds one, then the country is said to have a revealed 
comparative advantage in textiles. Naya et al. divide commodities into three 
categories: unskilled labor-intensive, human capital-intensive, and technology-inten
sive commodities. Their graphs are reproduced as Figures 7-1 to 7-3. 

The patterns are striking. As their incomes rise, Korea, Taiwan, and Hong 
Kong reveal a sharp rise in RCA for unskilled labor-intensive goods, followed by an 
equally sharp decline, although the RCA remains high, over 3.0 for all countries. 7 

Thailand, the Philippines, and Indonesia, however, remain on the sharply rising 

'The ASEAN countries as a group increased their world market share from 0.7% in 1965 to 

2.7% in 1989 [UNIDO, 1991a: 13]. 

'This decline was general, affecting every category of export, including food, beverages, and 
tobacco. For exports as a whole, Africa's share fell from 22% to 10% [UNIDO, 1991b: 31]. 

'That is, the share of unskilled labor-intensive exports in each country's total exports by value is 
over three times the average share of these commodities in world trade. 
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portion of their curves, while Singapore and Malaysia show gently declining RCAs. 
All the Southeast Asian countries have much lower RCAs for unskilled labor
intensive goods, presumably because of their even greater comparative advantage 
in resource-intensive goods, not plotted by Naya, et a 

As expected, the four ASEAN countries have little or no revealed compara
tive advantage in human capital. It is the technology-intensive curves that show 
the tightest pattern: all countries, from Indonesia to Japan and the United States, 
appear to be on the same path of rising RCA in high-tech exports, even though the 
ASEAN four remain very close to zero, as expected. Singapore has gone the 
farthest of the Asian countries in exporting technology-intensive goods, followed 
closely by Hong Kong, then Taiwan and Korea. Even Malaysia is moving up 
towards a ratio of one, evidently because of its success in electronics.8 

The resource endowments of most African countries suggest a comparative 
advantage in smallholder primary exports, which are land- and labor-intensive 
[Tomich, et aL: Ch. 4]; and, eventually if not already, in unskilled labor-intensive 
manufacturing. The scanty evidence available does not suggest that African coun
tries are investing heavily in labor-intensive manufacturing. During the 1980s, the 
share of labor-intensive industries in total manufacturing value added fell in 10 of 
the 12 most industrialized countries [UNIDO, 1991b: 98]. 

Employment and Productivity Gains 

A notable feature of Korean and Taiwan growth from the start has been rapid 
growth of employment, productivity, and wages in manufacturing. Table 7-2 
shows that this trend carried over to other Asian exporters and extended into the 
1980s, the only decade for which we have data. Indonesia's rapid growth of 
employment, albeit from a small base, of productivity, and of real wages was 
remarkable. The performances of Malaysia and Thailand, though less dramatic 
than that of Korea or Indonesia, were also strong. 

Of 29 Sub-Saharan countries listed by UNIDO [1992: 78], some of which 
are included in Table 7-2, total manufacturing employment gained only 13% from 
1980 to 1990.9 Even these modest gains were seriously compromised by de
clines in productivity. Only 5 of the 29 countries--Burkina Faso, Burundi, IvMauriti

8There is a possible ambiguity in the Malaysian case, because electronic components are both 
technology- and labor-intensive. In recent years, however, the labor content of semiconductor 
manufacturing has declined with automation; labor costs have fallen to a range of 5 to 10% of 
total costs [Chalmers, 1991: 204]. 

9IfNigeria is excluded, the gain would be 22%, or 2.0% a year. 
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us, Zambia, and Zimbabwe--gained significantly in both employment and labor 
productivity in manufacturing. Of the remaining 12 countries with employment 
gains, 10 did so at a significant cost in reduced productivity, while productivity 
stagnated in the other 2. Overall, productivity declined or remained stagnant in 19 
of the 29 countries. Given employment and productivity trends, it is not surprising 
that real wages in African manufacturing grew slowly or even declined during the 
1980s. Th,.,picture would probably not be as bleak if the data could be extended 
back to thc 1960s to cover the years of rapid industrialization. But whatever 
momentum:n was gained in the post-independence period, it had certainly been lost 
by the end of the 1980s. 

Industrialization Strategies 

Industrialization, though it focuses on the growth and development of manufactur
ing, is an especially broad topic with close links to almost every other aspect of 
economic development. This chapter focuses on topics narrowly related to 
industrial strategy: trade policy, interventions to accelerate manufacturing de
velopment, and technology policy. But this section begins with a brief review of 
the preconditions that, in Asia at least, have seemed essential to support sustained 
industrialization. Thereafter, this section deals with Hong Kong and Singapore, the 
two examples of nearly neoclassical, outward-looking strategies; with Korea and 
Taiwan, which mixed purposive intervention with market-oriented development; 
with Southeast Asia, where export industries were insulated from the distortions 
and rent-seeking of protection; and with Africa, which has yet to emerge from 
largely ineffectual, inward-looking strategies. 

Preconditions for Industrialization 

As previous chapters have made clear, development in East and Southeast Asia 
suggests a number of conditions that appear essential for sustained economic 
development, including industrialization. 

First, all but one of the successful Asian economies were governed by stable 
regimes that put economic development in general, and industrialization in particu
lar, high on their national agenda. Economic policy was entrusted to teams of 
economists and insulated from politics and rent-seeking in most of the countries of 
the region. 

Many African governments have also had stable regimes for two decades or 
more, including Cote d'lvoire, The Gambia, Kenya, Malawi, Senegal, Tanzania, 
Zaire, Zambia, and Zimbabwe. But few of these have pursued development goals 
with the singlemindedness characterizing Asian regimes or installed economic 
policy teams with a mandate secure from political interference. 
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Second, the rapidly growing countries of the region generally maintained 
macroeconomic balance through most of past two decades, as discussed by Lewis 
and McPherson in Chapter 4. Exchange rates were kept in line with world and 
domestic prices, while governments avoided large fiscal deficits, excessive money 
growth, and rapid inflation. Indonesia, Malaysia, and Thailand, like Hong Kong and 
Singapore, also maintained covertible currencies and actively encouraged foreign 
investment. This exposed the countries to world financial markets and ameliorated 
the worst effects of poorly developed domestic financial services. 

Macroeconomic instability is more characteristic of African economies. Not 
all have been managed profligately, but external shocks have been accentuated 
rather than muted by policy, exchange rates have been overvalued for long 
periods, and, as Lewis and McPherson emphasize, governments have tried to 
finance their way through crises rather than adjusting their economies to changed 
circumstances. Macroeconomic instability has discouraged investment. During the 
1980s, however, several countries, including The Gambia, Ghana, Mauritius, 
Nigeria, and Zimbabwe have implemented stabilization and reform programs. 

Third, the three ASEAN countries encouraged productivity gains in food and 
export agriculture through research, investment, and special programs. Rising farm 
productivity supported sustained rising rural incomes, set free a flow of labor to in
dustry, and on both counts kept urban wages more competitive in world markets. 
The industrial development that followed was built upon continuing competitive
ness in the export of tropical farm products (and minerals, including oil), providing 
a base of foreign exchange earnings and a source of investible resources. 
[Tomich, et aL: Ch. 5 and Goldman: Ch. 6.] Thus Indonesia, Malaysia, and 
Thailand followed a path of dynamic comparative advantage, moving from primary 
exports into labor-intensive manufactured exports as market conditions warranted, 
but without abandoning their natural resource base. 

Africa, by contrast, has not laid a strong foundation for industrialization 
through agriculture. For Sub-Saharan Africa as a whole, agricultural value added 
per capita declined over a 25-year period and foodgrain production per capita fell 
through the 1980s. Research efforts on staple crops seem ineffectual compared to 
those in Asia. Africa lost market share in a majority of its important primary 
exports, even though it should have a comparative advantage in smallholder 
agriculture. 

Fourth, factor markets in Asia were relatively free to adjust to market forces. 
Labor markets were not inhibited by regulation, so that wages could adjust to both 
the relative abundance of labor at the beginning of rapid growth and the growing 
scarcity of workers as growth continued [Lindauer and Velenchik: Ch. 8]. Al
though domestic financial markets were controlled and repressed for many years, 
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informal credit markets (in Korea and Taiwan) or currency convertibility and 
relatively open capital accounts (in the other countries) permitted access to world 
capital markets for the largest or most competitive borrowers [Cole and 
Duesenberry, Ch. 91. 

African labor markets are also flexible. Real wages in manufacturing have 
fallen significantly in recent years [Helleiner, 1992: 68-71] and the large informal 
sector is a perfectly competitive labor marKet. But financial markets remain 
repressed in most countries and poorly developed in all of them. The more 
reformist regimes, especiaily those in The Gambia and Ghana, have begun to 
unleash credit markets, while moves towards currency convertibility in several 
countries could provide access to foreign credit for a few borrowers. 

Fifth, Indonesia, Malaysia, and Thailand, where indigenous entrepreneurship 
was not abundant or experienced, found ways to engage ethnic Chinese 
entrepreneurs in development while partially diffusing the animosity of the ethnic 
majority [Perkins and Poemer: Ch. 2]. Ethnic Chinese entrepreneurs have been es
sential to the development of export agriculture, manufacturing, finance, trading, 
and marketing in all three countries. Neither indigenous entrepreneurs nor foreign
investors could have substituted across the board for this valuable resource. 
However, foreign investors did play a major--perhaps an equal--role in the indus
trialization of all three countries, especially in export manufacturing [Wells: Ch. 
101. 

Though Africa abounds in small-scale entrepreneurship, the indigenous 
resources for large industry appear to be scarce.1 ° But policies make the scarcity 
worse than it needs to be. Ethnic conflict among indigenous Africans has 
sometimes stifled the energies of entrepreneurially gifted groups such as the Ibo of 
Nigeria and the Kikuyu of Kenya. East Africa has turned away many of its ethnic 
Indians ("Asians") and West Africa has often discouraged resident Lehanese 
investors, both groups noted for their entrepreneurship. Furthermore, the 
economic environment of controls, price distortions, and rent-seeking has been 
hostile to foreign investors. 

Sixth, the East and Southeast Asian countries may have been favored by 
geography, having developed in the shadow of Japan. Japan has been a model for 
Korea especially, but in general has blazed a path of industrialization that gave 
other Asian countries confidence in their capacity to follow. Once the East Asian 
countries began to industrialize, the Southeast Asian countries found reinforcing 
reasons to attempt the same thing. More tangibly, Japan pioneered export 

"Forrest [1992] disputes this for Nigeria. 
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markets that they later abandoned, making way for the later industrializer.;. In the 
early stages of development in Southeast Asia, Japanese firms provided a 
significant share of the investment needed. Now Korean and Taiwanese 
manufactures literally move their plants to lower-wage countries in Southeast (and 
South) Asia [Wells: Ch. 10]. 

Although geography was a help in Asia, it is not an impassible barrier to 
Africa. It is true that, with the possible exception of Mauritius, African 
industrializers have no obvious model from their own continent. But it is the 
principal thesis of this book that they could emulate much of the approach of 
countries in Southeast Asia. Geography imposes no great disadvantages in market 
access, as Mauritius shows: all of Africa lies closer to Europe than does East Asia 
and much of it is closer to North America. Africa itself is not, at present, a 
promising market for its own commodities, but a resurgent Nigeria and a politically 
settled South Africa could become engines for the growth of many of their 
neighbors. The periods of vigorous (though not always efficient) industrialization in 
Southern Rhodesia (Zimbabwe) and Kenya in the past, and Botswana today, were 
made possible by their membership in a customs union. 

Open Economies: Hong Kong and Singapore 

The orthodox, neoclassical, outward-looking strategy for trade and industrial 
development begins with the policy preconditions just discussed, especially the 
management of exchange rates to avoid overvaluation and the maintenance of 
flexible markets for labor and capital. In addition, it prescribes an incentive 
structure that approaches free trade, with domestic goods prices reflecting world 
prices. 

This implies, first, that the incentives provided by subsidies, tariffs, income 
and corporate taxes, and subsidized credit should be very low and as nearly the 
same as possible for every industry, with no distinction between exports and 

nport substitutes. If there is any bias, it should favor exports. This overall 
ncentive is frequently measured by the effective rate of subsidy or ERS [Balassa, 
1982.11 Moreover, second, these world prices and uniform incentives should, 

1 The effective rate of subsidy (ERS) is derived from the effective rate of protection (ERP) and 
uses a similar formula. The ERP is the percent by which value added, measured at domestic prices
including protection, exceeds value added measured at world pr:-es, without protection. It is a 
measure of the degree to which tariffs (and, depending on the way it is measured, import restric
tions) permit domestic factors of production to exceed the payments to internationally competitive
factors of production in the same industry abroad. The ERS includes, in addition to tariff and quota
protection and direct subsidies paid to producers, any differences in internal taxes and interest 
rates paid by producers in different industries. 
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working through the market, be the principal determinants of economic activity.
The neoclassical, outward-looking strategy counsels against direct government 
intervention to promote industrialization. And, third, infant industry protection, if 
any, should be based strictly on tariff protection, which should be moderate, to 
limit high costs, and temporary, to promote rapid learning and productivity gains. 

Hong Kong and Singapore are wide open to world trade and their internal
 
markets reflect world prices. Balassa [1982: Table 1-51 reports that Singapore's
 
effective rate of subsidy was close to zero for both import.competing

manufacturing and for manufactured exports in 1967. The colonial government of 
Hong Kong avoided m.rket intervention, even encouraging private financing, con
struction, and management of infrastructure. 

Singapore's government ruled the economy with a heavier hand, however. 
At times government tried to force the pace of changing comparative advantage by
intervening in wage setting and guiding private investment decisions, though
always with world market competitiveness as its goal. Singapore is unusual in 
having a large, modern, efficient, export-oriented service sector which is, however, 
largely owned by government, including shipping, airport, airline, and telecommu
nications companies [Lee, 1992: 238]. 

The core lesson from the two city-states is that wide open economies can 
develop very rapidly, with or without government intervention. If intervention is 
used, it must also be export-focused. However, the highly urbanized, very open 
nature of these economies, with no natural resource base or agricultural hinterland 
and with well-educated labor forces, make Hong Kong and Singapore questionable 
models for African countries, even very small ones like Mauritius, Togo, or The 
Gambia. 

Market-disciplined Interventions: Korea and Taiwa,, 

Korea and Taiwan, which are often held as examples to other countries, present 
more complex cases. Both managed their exchange rates to avoid overvaluation 
and both operated flexible labor markets in which wages remained low, reflecting
labor surplus, until the rapidly rising, export-led demand for workers drove real 
wages up. During the late 1960s, both countries also maintained effective rates of 
subsidy that were moderate on average and either the same for export sales and 
home market sales, as in Korea, or favorable to exports, as in Taiwan [Balassa,
1982: Table 1-5J.2 In this they contrasted with the pattern of import substi

12When manufacturing is taken alone, the effective subsidies averaged 8% in Korea, 18% in 
Taiwan, and favored export sales in both countries. 
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tution, common in developing countries at that time, that placed much higher 
incentives on import substitutes and discriminated against exports. 13 

The orthodox, outward-looking approach is more stringent, however: it pre
scribes both low and roughly uniform incentives for all individual commodities. In 
this respect Korea and Taiwan were neither orthodox nor so different from import
substituting countries such as Colombia and Argentina. Wade [1990: Table 3.21 
uses Balassa's results to show that the dispersion of effective rates of subsidy 
within Korean manufacturing was about as great in Korea as in Colombia or Ar
gentina; and within import-competing manufacturing in Taiwan the dispersion was 
about two-thirds that of Argentina. 

Table 7-3 reports a measure of the deviation of domestic prices from world 
prices (based on purchasing power parity, or PPP) for 13 economies. Korea ranks 
in the middle of that sample, with coefficients about mid-way between Sri Lanka, 
the country with the greatest deviation from world prices in this sample, and 
Germany, with the least deviation.14 Such import-substituting countries as 4exi
co and Brazil actually came closer to this measure of the neoclassical standard than 
did Korea, as did two of the three African countries in the sample, Malawi and 
Kenya. The ERS and PPP deviations suggest that the governments of Korea and 
Taiwan did intervene to favor some industries over others, even though, on aver
age, the incentives facing export industries were comparable to those facing 
import-competing industries. 

Nor did Korea and Taiwan use tariffs alone to impose protection for infant 
industries. Despite Korea's low average rates of protection, visitors to the country 
during the 1970s were not impressed with the availability of imported goods. 
Luedde-Neurath [19861 documents the elaborate web of trade associations that 
had exclusive rights to import commodities of interest to their members, who 
generally produced import-competing goods. Officials in Taiwan argued from the 
start of industrialization that import controls were more flexible and more easily 
targeted than protective tariffs. As recently as 1984 restrictions applied to more 
than half of Taiwan's imports by valu,, [Wade, 1990: 128-36]. 

13Balassa included three other countries in his sample, all with strong biases towards protection 
of domestic sales. Their effective rates of subsidy in manufacturing, all during the late 1960s, 
were: Argentina, -29% for exports, 116% for domestic sales; Colombia, 10% for exports, 32% for 
domestic sales; Israel, 38% for exports, 82% for domestic sales. 

14The coefficient of variation reported in Table 7-3 is the standard deviation of the difference 
between domestic and international (PPP) prices divided by the mean of PPP prices. A coefficient 
of 1.00 means that over 30% (one normal standard deviation) of the sample of prices differs from 
the PPP price by at least 100%. 

http:deviation.14


201 CH.7: INDUSTRIAL STRATEGY 
M. ROEMER: 9/3/93 

Both countries also deviated from the neoclassical prescription in the
 
management of their financial markets. Throughout the period of rapid growth
 
until the 1980s, the government of Korea maintained control over both the rate of 
interest and the allocation of credit through the state-owned banking system. For 
much of this period, with some exceptions, real interest rates on bank loans were 
negative. The large conglomerates, or chaebol, had access to subsidized bank 
loans, while smaller firms were forced to borrow, at much higher interest rates, on 
the semi-legal, informal credit oi curb market. From 1972 to 1978, for example,
borrowers from the banks paid 15.5 to 17.7% a year, while borrowers on the curb 
market paid 33 to 43% a year [Cole and Park, 1983: 313-21. 

Taiwan set bank loans at relatively high rates from the start of its indus
irialization, but in other respects its financial system was similar to Korea's. Even 
the positive real rates on bank loans did not clear the market and small firms were 
forced to borrow on the informal market at rates that, in 1981 for example, 
reached 35%, compared to 15% on bank loans [Wade, 1990: 58-9]. Taiwan's 
government supported the curb market by ruling that post-dated checks, the most 
important credit instiirnent in the market, constituted an enforceable contract, 
recognized by the courts [Biggs, 19911. 

How, in the face of these deviations from the orthodox, outward-looking 
strategy, would a neoclassical economist explain Korea's and Taiwan's dramatic 
export-led growth? A possible explanation has two parts: comparative advantage 
and export-oriented interventions by government. 

Through much of the first two decades of rapid industrialization in Taiwan 
and Korea, exports were primarily labor-intensive manufactures such as textiles, 
clothing, footwear, processed foods (in Taiwan), and plywood (in Korea), which 
were produced in small and medium-sized firms. The neoclassical policies of Korea 
and Taiwan--a well-managed exchange rate, market-determined wages, and low 
average protection, especially on industrial inputs--supported these industries. 
High interest rates on the curb market were not especially damaging to labor-inten
sive industries and, most important, the curb market did make credit widely 
available to firms not able to borrow at subsidized rates from the banks. 

Because comparative advantage lay with firms in multi-firm industries, even 
the lure of a protected domestic market did not dull the incentive to compete at 
home through cost-cutting, which prepared firms to compete abroad. Thus, while 
Korea a,'c Taiwan retained a comparative advantage in labor-intensive goods, gov
ernment policies, market signals, and market structure promoted exports, despite 
price distortions in goods and credit markets. 
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Government interventions in both countries also supported export growth. 
In Korea the government bestowed economic favors on the chaebol. Westphal 
[1987: 85; 1990: 50-1] observes that, for established industries, Korean export 
subsidies did little more than achieve a neutral incentive system, overcoming a 
modest exchange rate overvaluation and other distortions. But an arsenal of infant 
industry protection was conferred on a narrow group of industries that were 
targeted as future exporters: access to cheap credit through government-owned 
banks, access to controlled imports with duty drawbacks, access to protected 
domestic markets, relaxed enforcement of income tax payments, and the public 
approval of the government. These advantages depended, however, on the firms' 
ability to meet ambitious export goals, even for new products. Export targets were 
set in consultation with the protected companies and closely monitored by offi
cials, who could remove protection from firms that did not comply. For the most 
part these infant industries achieved rapid productivity growth and succeeded in 
export markets [Westphal, 1990: 47-91. 

This pattern reached its peak during the heavy and chemical industries (HCI) 
drive of the 1970s, when government moved decisively away from Korea's 
existing comparative advantage by pushing the chaebol to produce autos, steel, 
fertilizer, chemicals and other capital-intensive products. Many of these industries 
eventually were able to export. Amsden [1989: 58] documents the rising share of 
heavy and chemical industries in Korea's total exports, from 14% in 1970 tu 60% 
in 1984. But the dislocations of the HCI drive led the government to abandon it 
for a return to more market-based policies after 1979. Writing from a neoclassical 
perspective, Stern, et aL [msc 1992] conclude from a limited sample of case 
histories that, by and large, government did not promote any successful HCl that 
might not in any case have been promoted by market forces. In this view, Korea's 
comparative advantage was shifting anyway, as unskilled labor become more 
scarce, skills were being acquired, and capital was being accumulated. 
Government's HCI drive simply hurried this process. 

Taiwan has used a similar range of interventions, but with two major 
differences. First, direct interventions to promote heavy industry were primarily 
through state-owned firms, not private conglomerates. Second, because small 
firms remain the backbone of Taiwan's export capacity, broad market forces rathLr 
than direct persuasion have been more important in Taiwan than in Korea. 
Amsden [1989: 123] documents this difference: the top 50 industrial firms in 
Taiwan shipped 16% of total production in 1980, while in Korea the share in 1982 
was 38%. 

This neoclassical perspective on the interventionist but "market-conforming" 
approach of Korea and Taiwan has been broadened and challenged by a group of 
writers including Westphal [19871, Amsden [1989], and Wade [1990]. Observing 
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the same phenomena (many of which they helped bring into focus), these ob
servers suggest more far-reaching conclusions. 

Westphal, who writes in the neoclassical tradition, emphasizes Korea's
 
deliberate policies to upgrade technological capacities in industry, something
 
outside the ken of neoclassical strategy. He identifies two patterns: an

"apprenticeship" in which industries such as petrochemicals and steel would be 
started with foreign technology, sometimes in turnkey plants with foreign 
technicians, then gradually turned over to Korean engineers and managers who 
became increasingly proficient in running the plants; and "immitatorship," in which 
industries such as machinery, led by increasingly sophisticated Korean engineers 
and managers, would acquire and apply technical information that was freely 
available on world markets. 

Westphal [1990: 551 offers neoclassical arguments to justify government 
subsidies and other interventions that speed technology transfer. Technology is 
not perfectly tradable and can be costly for a firm to acquire and learn to use. 
Although the returns can be great, not all of them are captured by the firm, as 
followers can copy leaders at much lower cost and can acquire skilled personnel 
from leading firms. Westphal [1987: 81-2] suggests that, for the four NICs, 
"technological development has been far more important than the advantage they 
have derived from low wage rates." 

Amsden [1989: 3-181 argues that the development of Japan, Korea, and 
Taiwan exemplifies a new paradigm of "late industrialization." Learning--to 
acquire, rather than invent, and use new production technologies, management 
techniques, and other aspects of large, modern firms--is characteristic of late 
industrialization. To promote learning, the state plays a central role, offering 
subsidies (in contrast to tariffs) in return for performance standards (export 
targets), and exercises strong discipline over private firms. Salaried engineers are 
the instrument of technology transfer and work forces are relatively well educated. 
Market incentives take a back seat to government interventions; when actively 
used, prices are often deliberately gotten "wrong"--different from the neoclassical 
prescription--to achieve development goals. 

Wade [1990: 25-9], writing in a similar vein about Taiwan, speaks of a
"governed market," in which an authoritarian government exercises "corporatist 
relations" with private firms. Taiwan has used highly selective and targeted 
controls and tax incentives, subsidized credit, investment in research, moral 
suasion, and other means to foster an export-oriented economy, especially among 
larger firms. Government augmented investible resources, socialized the risks of 
investing in developing markets, and steered private investment allocations to 
achieve development goals. The notion of a government-managed market may be 
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more apt for Korea, however, than for Taiwan, where small firms still dominate 
production and exports. 

Though neoclassical economists and their critics take different lessons from 
the same phenomena, there appears to be a consensus among both groups on the 
conditions necessary to make government intervention an effective tool of rapid 
and sustainable industrialization. 

First, interventions must be targeted to promote exports, with export growth 
the inescapable measure of success. Amsden [1989: 146-7] concludes that, 
because export targets were "an objective, transparent criterion by which firm 
performance is easily judged, ... big business groups had to deliver" to justify the 
many advantages government bestowed upon them. 

Second, interventions may push the market to work faster, but cannot be 
effective if they stray too far from the direction of market forces. Governments 
can force the pace of shifting comparative advantage, but cannot move in an 
unrelated direction, nor move too fast. 

Third, the civil service managing such interventions must be disciplined 
enough to keep rent-seeking within tight bounds; and must be efficient enough to 
manage some complex interventions involving subsidies, controls, and moral 
suasion. 

Industrial Strategies in Southeast Asia 

The governments of the four ASEAN countries thus far have not met all three of 
these conditions and this is an important reason why they offer more relevant 
models for Africa. Governments in Indonesia, the Philippines, and Thailand depend 
to a considerable extent on a reciprocal system called clientelism, in which a 
regime derives support, political and especially financial, from private firms, 
families, and individuals who in turn receive economic favors from the government, 
such as protection, low-interest credit, and monopoly licenses [Widner: Ch. 31. In 
clientelistic states, intervention in market forces is far more likely to point towards 
protected positions and rent-seeking than towards rapid export growth. Malaysia's 
government, while not so obviously a clientelistic one, has intervened to pursue 
distributional goals rather than export-led growth. 

Interventions that, in Korea or Singapore, would lead quickly to new export 
industries, more often have other outcomes in the ASEAN four. Tree crop exports 
are cartelized, ostensibly to stabilize domestic prices, but actually to protect 
processors by reducing prices to farmers. Log exports are banned or heavily taxed 
to promote cartelized plywood industries that use political influence to retain their 
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protection. Steel mills and cement plants are constructed by clients of the regime, 
or by the regime itself, behind high protective barriers that remain in place long 
after the industry is mature, stifling export growth from downstream industries. 
Technological advances, such as the auto industry in Malaysia and the airplane 
industry in Indonesia, are disciplined neither by competition nor by ambitious 
export targets. Many public enterprises are notably inefficient, with little prospect 
of selling overseas. 

Yet, although these interventions frequently go sour, three of the ASEAN
 
countries have been outstandingly successful in pursuing export-led growth. How
 
have they managed it?
 

First, the ASEAN three, like the four NICs, have met the policy preconditions 
for sustained industrialization discussed above. The stable, developmentally 
oriented governments of Indonesie and Malaysia, and even the revolving door 
governments of Thailand, entrusted macroeconomic policy to groups of 
technocrats who kept their economies in external and internal balance. Rent
seeking goes on in Indonesia and Thailand, but if it begins to interfere seriously 
with growth, it is curbed. When the Pertamina (the national oil company) debt 
threatened macroeconomic stability in 1974, the company president, a close 
associate of President Suharto, was removed; when rent-seeking customs officials 
seriously compromised Indonesia's competitiveness in 1985, a private foreign 
company was called in to take over many customs procedures. In Malaysia, when 
the redistributive features of the New Economic Policy dampened investment, the 
policies were curtailed and eventually shelved. 

The ASEAN three have built a productive primary base, investing heavily in 
both food and export agriculture and encouraging (mostly foreign) investment in 
petroleum and mining. Labor markets were not inhibited by regulation or strong 
unions, leaving wages free to adjust to changing circumstances. Although 
domestic financial markets were repressed for many years, currency convertibility 
and relatively open capital accounts permitted access to world capital markets for 
the largest or most competitive borrowers. 

Second, export manufacturing was insulated from the impact of substan
tially inward-looking trade regimes. Although Southeast Asian governments would 
not have been able to employ Korea's intricate methods for neutralizing the 
disadvantages of export manufacturing in a protected economy, Indonesia and 
Malaysia found simpler ways of accomplishing the same thing. 

Indonesia only began to dismantle its myriad of import and investment con
trols in the mid-1980s and still maintains a highly differentiated tariff schedule. A 
study of effective protection based on 1980 data found high and highly 
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differentiated rates [Poot, et aL, 1990: 443-51]. Among import-competing indus
tries, ERPs averaged 63% on consumer nondurables and 46% on consumer 
durables, followed by 31 % on intermediate goods and only 4% on capital goods. 
Seventeen of 66 import-replacing industries haid either negative value added at 
world prices or ERPs over 100%, while 25 branches had ERPs below 25% and 9 
of these were slightly negative. These results incorporate only import duties and 
sales taxes; had import restrictions bean included, many of the rates could have 
been considerably higher. 

Considerable progress was made on deregulating imports and other controls 
from 1985 on. The most far-reaching and innovative reform was to employ a 
private foreign company to inspect imports and assess duties, which dramatically 
reduced importers' costs and uncertainties from 1985 on. Despite continuing 
deregulation, the protective tariff regime persisted through the late 1980s, at least 
until the beginnings of tariff reform at the end of the decade. Had nontraditional 
export growth depended on general trade reform, it seems unlikely that 
manufactured exports would have expanded by 35% a year from 1985 to 1992. 
Unwilling to wait for general deregulation to take effect, Indonesia's technocrats 
initiated trade reform, in May 1986, with a scheme to exempt manufacturing 
exporters from all import restrictions and to establish a duty drawback scheme. 
Both were housed in an effective special agency of the Ministry of Finance, under 
the supervision of the reforming technocrats. 

Malaysia's industrial policy actually became much more protectionist as it 
moved from virtually free trade of the 1960s to the New Economic Policy of the 
1970s, and the government invested in inefficient state enterprises well into the 
1980s. During the 1970s, effective rates of protection on domestic sales were 
more uniform across categories than in Indonesia, varying from 28% on capital 
goods to 50% on consumer goods; but were highly disadvantageous for exports of 
all kinds; and showed the wide variance across industries characteristic of import
substituting regimes [Hoffman and Tan, 1980: 52-84]. But the government 
encouraged investors, especially foreign firms, to set up export industries in duty
free zones with tax incentives and subsidized services, neutralizing the anti-export 
bias of the tariff regime. Most labor-intensive textile and electronic exports were 
launched from these "export platforms" [Gan in Hughes, et aL, 1992: 222-3]. Hill 
describes these and other export-promoting interventions in greater detail in 
Chapter 11. 

Thailand's trade regime looks similar to those of Indonesia and Malaysia. 
Although Thailand used import restrictions sparingly, its tariff structure is highly 
protective and differentiated. Even export sectors average high ERPs, from 11 to 
36% depending on how nontraded goods are handled, but import-competing 
sectors enjoy comparably measured average ERPs of 36 to 87%. Moreover, these 
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rates have been increasing and the bias in favor of import-replacing branches has 
been widening [Paitoon, et aL, 19891. Exporters, especially foreign investors, are 
typically insulated from the protective structure through duty exemptions on capital 
equipment and recurrent inputs, granted by the Board of Investment.15 However, 
Thailand's rapid export growth since the mid-1980s has been due primarily to 
fundamental changes in economic structure. Falling agricultural prices intensified 
the migration of low-wage labor to industry; a government stabilization program re
duced domestic demand, freeing up existing capacity for export; ard a major 
devaluation provided a strong additional incentive for manufacturers to seek 
overseas markets [Narongchai, et aL, 1990: 22]. 

The third factor contributing to rapid industrialization is that all three 
economies have established programs of reform to move gradually towards 
outward-looking policies in trade, investment, and financial markets. None of 
these countries needed shock treatment, but they acted decisively when economic 
conditions worsened in the mid-1980s and have maintained momentum of both 
policy and performance. Central to these reforms has been an end to controls over 
imports, investment, and credit, giving investors and producers greater freedom to 
make their own decisions and implement them. As reforms continued and gained 
credibility, more investors began to bet on profits in exports, reinforcing the 
momentum towards outward-looking development. 

Asian economies thus display three models of successful development. 
Hong Kong, and to some extent Singapore, come close to the market-based, open 
economy model of neoclassical economics. In Korea, and to a lesser extent 
Taiwan and Singapore, effective government interventions generally push in the 
same direction as market forces. Three Southeast Asian countries have been able 
to generate export-led growth by managing two interventions that seem essential-
sound macroeconomic policies and the insulation of exports from the disincentives 
of protection and rent-seeking--and by implementing gradualist reform programs to 
deregulate their economies. 

Inward-looking Industrialization in Africa 

Africa, like Asia, went through a stage of pronounced import substitution, 
beginning with independence and lasting through the 1970s. Rapid industri
alization occurred in some countries: Botswana, Cameroon, The Gambia, Kenya, 
Nigeria, Rwanda, and Swaziland enjoyed growth rates in manufacturing value 
added of 7 to 15% for a decade or more [World Bank, 1992a; UNIDO, 1992]. Un
like East and Southeast Asia, however, import substitution came to a dead end, 

"5Communication with David Dapice. 

http:Investment.15
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producing the slower growth rates in the 1980s. It did not lead to competitive 
industries, exports, productivity gains, or any kind of sustainable structural 
transformation. 

Evidence for Africa's inward-looking industrialization comes from Riddell 
[19901, who has compiled seven studies on African industry, covering the most 
industrialized economies in Sub-Saharan Africa. 16 The predominant source of 
growth for manufactures in these countries was the expansion of domestic 
demand, with import substitution a significant second and export expansion hardly 
a factor. Where import substitution did occur, 17 it did not create linkages with 
other industries and did not cause a fall in the absolute level of imports of 
consumer goods. [Riddell, 1990: 33-8.1 

Too much of African manufacturing in countries such as Cameroon, Cote 
d'lvoire, Kenya, and Zambia remained inefficient behind high protective tariffs and 
import controls. In Cameroon, for example, the average nominal rate of protection 
for import-competing industries was 70%; two-thirds of all manufacturing 
branches had domestic resource costs (DRC) greater than 1.6 and one-third of the 
branches were well over 2 [Karmiloff, 1990: 1361.18 Zambia's ERP in 1975 
ranged from an average 30% on heavy intermediate goods to 180% on light 
intermediates and consumer durables [Karmiloff, 1990: 310-1]. Only in Zimbabwe 
did manufacturing appear to be efficient [Riddell, 1990: 350], apparently a rare 
case in Africa where generally competitive industries have emerged despite high 
protection [Robinson and Somsak, 1993: 15-171. 

The spotty to poor results noted by Riddell come from some of the most 
industrialized, and most promising, countries in Africa. Had the sample been 
larger, it is likely to have produced worse outcomes. Equally disturbing, the textile, 
clothing, and allied branches, in which Africa ought to be approaching 
competitiveness in world markets, showed among the worst results in the studies 
where it was identified. There were exceptions of efficient industries within each 

"8The case studies cover Botswana, Cameroon, Cote d'lvoire, Kenya, Nigeria, Zambia, and 
Zimbabwe. 

71n Nigeria, 30% of output growth was attributed to import substitution from 1963 to 1973; in 
Botswana, 37% from 1974 to 1985; and in Kenya, 18% from 1970 to 1975 [Riddell, 1990: 381. 

"Domestic resource cost is the ratio of domestic costs (value added) to net foreign exchange 
earned or saved at the official exchange rate. A ratio over one suggests that the industry cannot 
compete at the official exchange rate unless it is protected. (Of course, if the rate if overvalued, it 
might be able to compete at the higher equilibrium rate.) 
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country and other authors cite African industries that can compete in world 
markets.1 9 The overwhelming impressions from these case studies, however, is 
that few if any of the most industrialized countries in Africa are on the verge of 
following the Southeast Asian countries into world markets for manufactures. 

Unable to compete in world markets, African industry was forced to turn 
inward to small and slowly growing domestic markets. Only a few African 
economies are, in the 1990s, large enough to undertake the kind of import 
substitution that most Asian countries had well underway in the mid-1960s. Even 
those that have large enough markets are not growing fast enough, nor have they 
hitched import substitution sufficiently to export growth, to generate the kind of 
productivity gains and growth dynamics seen in Asia. 

The rates of protection and inefficiencies found by Riddell and his co-authors 
are not so different from those cited above for Indonesia, Malaysia, and Thailand. 
But the ASEAN three, as well as Korea and Taiwan, found ways to compensate for 
trade distortions and establish conditions approaching free trade for export 
industries. In East Asia the means were a complex set of subsidies, protection tied 
to export performance, and government favors. In Southeast Asia the mechanisms 
encompassed a narrower range: duty drawbacks, exemptions from import restric
tions, export free zones, or a combination of these. Many of these mechanisms 
have been tried in Africa, with poor results. 

In Kenya, for example, an export compensation (subsidy) scheme, intended 
to offset taxes paid in lieu of a duty drawback scheme, was highly discounted by 
exporters because of long delays and great uncertainty in payments. Similar 
problems have haunted duty and sales tax rebate schemes. Duty-free zones may 
provide better insulation, but are often subject to initial clearance by senior officials 
and, once in operation, to interference by customs and other authorities. These 
vestiges of rent-seeking reduce the value of export zones, especially in countries 
where government's credibility with investors is poor. Hill explores these issues in 
Chapter 11. Her basic point is that, in the absence of sound supporting policies, 
notably an exchange rate keyed to export growth, special export incentives have 
limited impacts in Africa or in Asia. 

Mauritius has demonstrated that, if strong export incentives are combined 
with sound macroeconomic policies, African countries are capable of export
oriented industrialization. Manufactured exports, negligible in the early 1970s, 
accounted for 60% of total exports by the late 1980s, due largely to the growth of 

19Pack [1993: 10], for example, notes that in Kenya and Zimbabwe, foreign-owned, "integrated 
textile mills have achieved production engineering performance close to that of best practice plants
in the developed countries." 
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clothing exports. During the 1980s, merchandise exports grew by 9.6% a year 
and GDP by 6% a year. The ingredients for export-led growth were an incentive 
system, installed in the 1970s, that included an export processing zone and 
essentially gave exporters free-trade status; a decisive adjustment program in the 
early 1980s, a response to lower sugar prices that included devaluation and an 
incomes policy; and an openness to foreign investors, especially from Hong Kong. 
[World Bank, 1992a and 1989: 111; Robinson and Somsak, 1993: 15.] 

Thus Africa's industrialization strategies have failed so far because 
macroeconomic preconditions for growth have not been met; because policies have 
been inward-looking without providing incentives for firms to increase productivity 
and turn outward; because strategies have interventionist without the discipline of 
export targets; because rent-seeking has been allowed to dominate economic 
concerns; and because export promotion has been half-hearted, carried on within 
an unsupportive economic and political environment. 

An Outward-lookirg Industrial Strategy for Africa 

The discussion to this point suggests three basic premises for African industrial 
strategies. 

First, Africa has to establish an economic environment that meets the six 
preconditions for rapid, export-led industrialization: stable, development-oriented 
governments; sound macroeconomic management; a productive agricultural base; 
flexible factor markets; an accommodation with entrepreneurially gifted ethnic 
minorities and foreign investors; and access to growing markets. Few African 
countries met all or even most of these conditions over the past two decades. 
However, determined and reformist African countries such as The Gambia, Ghana, 
and Nigeria are capable of establishing the economic environment needed to 
resume industrialization. 

Second, African industrialization should follow the path of comparative 
advantage, using outward-looking strategies, as Asia's exporters did. For the next 
decade or more, that implies labor-intensive manufacturing, including the 
processing of a few (by no means of all) primary exports.20 

Third, and perhaps more controversial, African governments should seek 
industrial strategies requiring as little government intervention as possible. The 
history of African states suggests that governments are not yet capable of 

20A country does not always, or often, have a competitive advantage in processing its own 
primary exports, so this route needs to be approached .vith caution [Tomich, et al.: Ch. 5; Roemer, 
1979]. 

http:exports.20
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sustaining interventions anywhere near as complex or demanding as those used in 
East Asia. A basic appeal of the Southeast Asian model is that those govern
ments, recognizing their limitations, concentrated on macro policies and chose 
minimalist interventions to promote manufactured exports. 

The second and third premises have strong implications for industrial trade
 
strategy and technological development.
 

Trade Strategy 

Africa, like Asia, must find ways to establish a free trade environment for export 
industries within economies characterized by protection, controls, and rent-seeking. 
The alternative is to deregulate the economy, scale down protection and other 
price distortions, and so reduce the opportunities for rent-seeking. The more 
market- and outward-oriented an economy is, the less are special export incentives 
required, the less difficult it becomes to manage them, and the less does rent
seeking distort efforts away from productivity. 

In Africa, recent history and current conditions argue for even more market
oriented strategies, with less need for intervention, than were adopted in 
Southeast Asia. Even if African governments could effectively manage a range of 
export-insulating devices, it might not be enough to attract investors into exports. 
A decade or more of economic stagnation or retrogression, poor macroeconomic 
management, governments that have been unable to deliver on policy reforms, and 
hostility to many entrepreneurially talented groups have made domestic and foreign 
investors especially skeptical. To win them back, it may be necessary to 
undertake fairly radical outward-looking reforms of trade policy. 

An outward-looking stance would have two components. First, controls of 
all kinds--over imports, exports, investment, production and employment decisions, 
repatriation of capital--would be radically eased and if possible eliminated. Second, 
tariffs would be generally reduced and made more uniform. In tariff reform, 
revenue would be a more important consideration than protection, though even a 
uniform revenue tariff would provide some effective protection of value added. 
Such a radically different trade structure is not a fanciful idea. Ghana and The 
Gambia have approached it in their reforms and Kenya recently eliminated import 
controls. 

Technological Development and Infant Industries 

There is a body of opinion, including some neoclassical economists, arguing that 
Africa should not move towards such a nearly free-trade posture, because 
comparative advantage will not evolve rapidly enough under strictly market-based 

2~QK 
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incentives to help African countries diversify production and escape their role as 
primary exporters. If exposed to international competition, fledgling African 
industries will not be able to move up the ladder of more advanced technologies 
because of their late start. What role can an interventionist technology policy play 
in a liberalized trade regime? 

It seems generally agreed by economists that great technological leaps do 
not work. Rather, technological change evolves through deliberate but gradual 
improvements in a country's existing capacity to manage industrial technology 
[Westphal, 1990; Lall in Stewart, et al., 1992; Pack, 1993]. This has been the 
experience in East and Southeast Asia, even in Korea during its heavy and 
chemical industries drive in the 1970s, which was spearheaded by Korean 
engineers [Westphal, 1987]. China's failed attempt at a "great leap forward" in 
the 1950s cautions against revolutionary technological change. 

In Africa, the realities are that indigenous mastery of production techniques 
is largely in agriculture, trading, and small-scale manufacturing; that efficient, 
modern manufacturing is confined to the early, labor-intensive industries such as 
food processing and textiles; and that workers are not well educated by 
international standards and lack experience in modern manufacturing. 
Technological advancement must evolve from this base. 

To advance from this base, or even to improve productivity within existing 
capabilities, requires new ways of doing things, with and without technologies 
embodied in new capital, and requires learning by all concerned: workers, 
engineers, managers, entrepreneurs, government, and by society in general. 
Bruton [19891 reminds us that the core of well-conceived import substitution is to 
protect such learning, which is a process of trial and error, because new pursuits, 
including new industries, cannot begin at internationally competitive costs. 

Even advocates of free trade recognize this legitimate need for protection of 
infant industries. Infant industry protection (or subsidy) is justified if (1) the net 
long-run benefits to the economy from a competitive industry outweigh the net 
costs of inefficient production during the start-up or learning period and (2) private 
firms cannot capture sufficient benefits or (3) they cannot finance the high start-.p 
costs because they lack access to sufficiently advanced financial markets. These 
conditions are likely to prevail in most African countries for at least some new 
industries. 

Westphal [1990: 57] has emphasized that protection of industrial learning 
(infant industries) must be narrowly targeted to be meaningful. The problem with 
import substitution as widely practiced, certainly in Africa, has been its 
indiscriminate, long-lived, almost wanton protection for any and every start-up 
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industry [Lail, 1992: 124]. The consequence is that, although broad classes of 
manufacturing are protected at the expense of exports, agriculture, and capital 
goods production, in fact no single industry is protected very much because so 
many are laying claim to scarce resources, including skilled labor, capital, and the 
support of overworked government officials. 

Pack [1993] argues that for Africa the most productive new lines of 
manufacturing will be in process industries requiring relatively unskilled labor, such 
as food processing, textiles, and clothing. Industries that require engineering skills, 
rapid product changes, rapid technology changes, or tight linkages to other 
domestic industries are less likely to succeed in Africa for some time. 

A disciplined policy to upgrade industry and increase technological 
sophistication would be to evaluate existing capabilities and the potential for 
moving into new, but closely related, fields; and then announce a set of infant 
industry tariffs or other incentives for all investors in these new activities. Direct 
subsidies are often considered the ideal arrangement because they are evident in 
the budget and thus self-limiting. Tariffs can be equally effective, however, if they 
are moderate, to limit the cost and discourage very inefficient infants; temporary, 
to encourage rapid learning and productivity gains; and not subject to extension, so 
the limited duration is credible to investors. A practical trigger mechanism would 
be to start the clock on temporary protection once the first firm begins production 
in the target industry. Thus pioneers get the longest period of protection, but do 
not get such an advantage that they, in effect, have a monopoly. 

Lall [1 992] subscribes to this approach, set within a basically liberal, market
oriented trade strategy. But he also lists the stiff requirements for goe3rnments to 
succeed at industrial targeting and, like Pack, is skeptical that many African 
governments will have the discipline to manage such a policy. Riddell [1990], who 
also endorses targeting, is less critical of government capacities, not only to pick
winners, but also to intervene with managements to help solve problems at the 
industry or even firm level. 

Such an idealized approach to infant industry protection has probably never 
been implemented anywhere. Korea, with its industrial targeting, export targets, 
and complex incentives has approximated it. But nothing like this approach has 
been tried in Southeast Asia, where protection has been indiscriminate, as it has in 
Africa. Even a targeted approach can be very costly to the economy. Jacobsson 
[1993] observes that the learning period may be much longer than expected: in 
Korea, some advanced engineering firms took one to two decades to become 
competitive at world prices. Although African countries are generally dealing with 
simpler technologies, they start with fewer industrial skills and may also face long
and costly periods of infancy. If, as seems likely, African governments are unable 
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to implement such targeted infant industry protection or are unable to bear the 
costs of long learning periods, the next-best approach is probably closer to a free 
trade policy. 

The Small Industry Alternative 

Given the narrow foundation of technological mastery in Africa, the requirements 
for managing a carefully targeted infant industry program, and the high costs of 
supporting infants through long periods of learning, African countries may seek a 
more accessible approach to industrialization. Most economists accept that 
developing nations must eventually master large-scale, modern manufacturing, 
however gradually, if only because such industry is the most important long-term 
source of productivity growth in modern economies. Taiwan, however, managed 
to enter world markets through the exports of smaller, more traditional firms. 
Some writers on Africa, including Bruton in Chapter 12 of this volume, hold that 
small-scale industry is a natural vehicle for learning-by-doing in Africa, precisely be
cause, outside farming, African entrepreneurship and management has been most 
productive in the informal manufacturing and trading sectors. 

The essence of the informal sector is that it thrives in spite of, not because 
of, government intervention. In summarizing recent studies of medium- and small
scale enterprise in developing countries, Snodgrass [19921 concludes that, on 
balance, government interventions discourage small firms more than large ones. 
Large and powerful enterprises tend to obtain better access to import and 
investment licenses, subsidized credit, and zoning permissions when these are 
tightly rationed by officials. It is true that small firms often gain advantages over 
large enterprises by circumventing taxes and labor regulations. But they generally 
seem to do best in deregulated markets and to benefit, along with all other 
producers, from improvements in infrastructure and development of market 
institutions. 

In Taiwan, for example, small companies had access to a large, unregulated, 
informal credit market, which helped to finance their exports. When government 
intervened, it was to improve the functioning of the curb market: most small firms 
obtained credit by issuing post-dated checks and government made these 
instruments more secure by allowing creditors to enforce them through the courts 
[Biggs, 1991]. One of most successful financial reforms in Indonesia was the 
creation of a credit scheme for small borrowers, housed in a government bank but 
run on commercial principles, with loans made at interest rates that fully covered 
costs and earned a profit for the bank. These Asian innovations suggest that 
market deregulation and the improvement of market institutions can be effective in 
promoting small (as well as large) firms. 
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Snodgrass [1992] finds little support, however, in the hope of a widespread 
transition from small, traditional to modern, large firms. To make the leap from the 
informal to the formal sector, small enterprises have to begin paying taxes and 
obeying regulations that add substantially to their costs. This barrier to growth is 
an important reason for the "missing middle" of intermediate-sized firms in most
 
economies [Biggs and Oppenheim, 19861.
 

From his review of programs in Asia and Africa, Snodgrass concludes that 
aid targeted to small firms--including subsidized and directed credit, managerial
assistance, and marketing advice--have not delivered widespread benefits to the 
firms or their economies. This, combined with Africa's shortage of managerial
skills within government, implies that programs aimed at small-scale industry may
be misdirected. A better approach would be to deregulate the economy, moving 
towards a less protected, more outward-looking environment; to improve market 
institutions in geneal; and then to allow small-scale industries to find their niche 
without specific assistance from government. 

Transition Policies 

How would an African country make the trznsition to a more outward-oriented 
trade policy without causing bankruptcies and unemployment? It is probably
impossible to avoid some of both, but the effects can be minimized throuph 
gradual implementation of reforms. Import controls can be eliminated and, ii 
necessary, partly compensated by higher tariff protection, an approach that 1ias 
become standard in reforming countries, including Indonesia. Then the general
reduction in tariffs can be impleme.oted over a long period, up to a decade, on a 
schedule that is legislated, is announced publicly, and cannot legally be changed by
officials. This approach gives firms time to adjust, much as infant industries 
should, but also gives credibility to the reforms because they are beyond
intervention by the authorities. New investors would be discouraged unless they 
can make profits at the reduced rates of protection. 

Although this more outward-looking trade regime would reduce the need for 
export-promoting interventions, these would still be necessary during the 
transition, when vestiges of protection and rent-seeking may remain strong. Even 
under the fully reformed regime, so long as there is a revenue tariff, an infant 
industry tariff, or some form of domestic sales tax (including a value added tax), 
some form of relief to exporters would reduce their costs and make them more 
competitive. Thus the duty drawback or exemption scheines and export
processing zones that were used effectively in Asia should retain some appeal for 
African industrializers. 
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Conclusion 

For African countries wishing to industrialize, the choice from a wide range of 
Asian strategies is, in practical terms, rather narrow. The immediate priorities 
should be to achieve those preconditions that are amenable to policy: 
macroeconomic balance, including a realistic and flexible exchange rate; free credit 
markets; and accommodations with entrepreneurially gifted ethnic minorities and 
foreign investors. 

As that is being accomplished, planners should design and implement a 
reform program that moves the economy gradually from its controlled, inward 
orientation to a deregulated, outward-looking environment with less protection and 
minimal need for complex interventions. Within in market-oriented setting, two 
kinds of interventions would be advantageous, however: narrowly focused infant 
industry protection and mechanisms to insulate exporters from the vestiges of 
protection and rent-seeking. 

The lines of industrialization and the targets for infant industry protection 
should evolve from Africa's comparative advantage in smallholder agriculture and 
labor-intensive industry. It is essential not to abandon agriculture, but to ensure its 
rising productivity as the base for sustained industrialization. Attempts to upgrade 
technologies and skills will have to be supported by improvements in education and 
learning on the job. Great leaps into new industries or technologies, well beyond 
existing capacities, have not worked in Asia and will not in Africa. 

An industrial miracle is unlikely in Africa. The best approach will be to put in 
place a set of policies like those described and to maintain them in place for many 
years. Wide swings in incentives can discourage investors as much as bad 
policies. 
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TABLE 7-1: MANUFACTURING PERFORMANCE, ASIA AND AFRICA,
 
1965-1990
 

Manufacturing --- Exports ---

Value Added
 

% of Growth Growth Share (%) of
 
GDP (% p.a.) (% p.a.) Manufactures
 
1990 1965-90 1965-90 1965 1990
 

East and S'East Asia 
Korea 31 16.3 21.2 59 94 
Taiwan 34 10..8 13.4' 54 57 
Hong Kong 18 .. 7.9 94 96 
Singapore 29 10.5 6.2 34 73 
Indonesia 20 12.2 6.8 4 35 
Malaysia 24 7.4 c 6.8 6 44 
Philippines 25 4.1 3.8 6 62 
Thailand 26 10.3 10.4 3 64 

East Asia & Pa
cific 34 11.1 9.0 32 69
 

Sub-Saharan Africa 
Botswana 6 10.1 .. 
Cameroon 13 8.3 2.4 5 16 
Chad 14 -0.3 .. 3 8 
C6te d'Ivoire 15 3 .0d 4.4 5 10 
Ethiopia 11 4.3 -0.4 0 3 
Ghana 9 3.0 -0.1 1 1 
Kenya 11 8.2 2.7 10 11 
Mali 8 4.8d 9.7 3 
Mauritius 24 10.8e 5.7 0 30 
Nigeria 7 8.1 5.8 .. 0 
Senegal 13 4.6 3.7 3 22 
Sudan 8' -0.9 d -0.5 .. 1 
Tanzania 10 3.2 -5.5 13 11
 
Uganda 4 -0.2 -2.8 1
 
Zaire 13 -1.i d -2.0 8 7
 

43b
Zambia 4.6 .... 
Zimbabwe 26 2.5 d 

.. 29 

Sub-Saharan Afri
ca 3.7 7 
 8
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a/ 1989
 
b/ Probably includes mining.
 
c/ 1970-1989
 
d/ 1970-1988 from UNIDO [1990]
 
e/ 1980-1990
 
f/ 1965-1989
 

Sources
 

China [1992: 213, 317-8]
 
UNIDO [1991a]
 
UNIDO [1991b]
 
World Bank [1992a: 220-3, 244-5,248-9]
 



223 CH.7: INDUSTRIAL STRATEGY 
M. ROEMER: 9/3/93 

TABLE 7-2: 	 EMPLOYMENT AND LABOR PRODUCTIVITY GROWTH IN ASIAN
 
MANUFACTURING, 1980 - 1990 (% p.a.)
 

Country 	 Manufacturing Labor pro- Real wage
 
employment ductivity
 

East/Southeast Asia
 
Korea 5.0 6.0 5.6
 
Taiwan 1.9 4.9 7.2
 
Hong Kong 1.7 3.7 4.5
 
Singapore 2.1 5.3 5.2
 

Indonesia 8.9 3.6 4.7
 
Malaysia 2.5 3.6 2.5
 
Philippines - 2.3 2.1 4.1
 
Thailand 3.8 3.1 1.3
 

Sub-Saharan Africa
 
Botswana 14.3 - 2.1 - 6.6 
Cameroon - 0.2 2.8 2.1 
Cote d'Ivoire - 2.7 2.9 6.5 
Ghana - 1.2 9.9 5.0 
Kenya 2.8 0.7 0.9 
Mali 4.1 - 3.6 - 2.1 
Nigera - 0.9 - 2.0 - 2.7 
Senegal 3.2 - 2.3 - 0.5 
Tanzania 1.5 - 5.0 - 3.8 
Zambia 0.7 3.5 4.4 
Zimbabwe 1.8 1.7 0.6 
Source: UNIDO, 1992: 78, 103.
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TABLE 7-3: DEVIATIONS FROM INTERNATIONAL PRICES, 1975
 
(Coefficients of variation')
 

All goods and 

services 

Sri Lanka 1.22 

Zambia 1.11 

Philippines .87 

Colombia .86 

India .84 

Korea .79 

Thailand .76 

Malawi .74 

Malaysia .66 

Kenya .63 

Mexico .62 

Brazil .61 

Germany .40 

Note: 

Tradable goods
 

only
 

1.03
 

1.04
 

.76
 

.71
 

.69
 

.69
 

.65
 

.62
 

.55
 

.52
 

.53
 

.48
 

.38
 

1. 	 The standard deviation of the difference between domestic
 
prices and purchasing-power-parity prices divided by the
 
mean of PPP prices.
 

Source:
 

Perkins [1991: 22).
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FIGURE 7-1: UNSKILLED-LABOR-INTENSIVE GOODS 

C)Q 

asJ 
CCD 

Korea 
0 

o 4-

C) 
C)-I 

3 

x 

~fl~~eStates 

0 -

0 0co 300 1000 3100 10400 18000 

Per-Capita GDP in USS 
(in log scale) 



CH.7: INDUSTRIAL STRATEGY 
M. ROEMER: 9/3/93 

FIGURE 7-2: HUMAN-CAP!TAL-INTENSIVE 
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CHAPTER EIGHT 
CAN AFRICAN LABOR COMPETE? 

David L. Lindauerand Ann D. Velenchik 
September 1993 

It is well-known and often repeated that manufacturing has been an "engine of 
growth" for the economies of East Asia. In Africa manufacturing has stagnated.
(See Chapter 7 for an empiricL, assessment of manufacturing performance in Africa 
and Asia.) 

Alternative accounts for Asia's success and Africa's failure in developing a 
manufacturing sector read like the contents of a textbook on development econom
ics. Politically, Asian countries have been relatively stable and increasingly 
characterized by growth-oriented governments. This has created an environment 
conducive to the long-term investments required for success in manufacturing. By
comparison, Africa has been torn by civil war and victimized by governments that 
have ranged from near feudal states to African socialism to more liberal regimes for 
whom economic growth was secondary to other objectives. African countries 
have more often (or to a greater degree) than their Asian counterparts looked 
inward rather than outward, suffered from severe fiscal mismanagement, and relied 
on government intervention as much as the market for the allocation of resources. 
Lastly, Africa's relatively dismal performance in manufacturing can be explained by 
more microeconomic factors including the inferiority of capital, both physical and 
human, and the absence of an institutional environment supportive of industrial 
activities. 

This list of explanations is long and certainly not exhaustive. Rather than 
attempting a comprehensive survey of why manufacturing has failed in Africa, we 
examine the performances of Africa and Asia from the vantage point of the labor 
market. Our goal is to present competing hypotheses and to elevate the compari
son of Africa and Asia beyond the all-too-frequent cultural stereotyping of each 
region's workers -- Asia's as disciplined and hard-working, Africa's as lazy and 
unproductive. 

In the next section we introduce unit labor costs as an organizing frame
work, one which emphasizes the relationship between wages and productivity as 

'We would like to thank Paul Collier and Michael Roemer for their valuable comments. 
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well as the exchange rate as core determinants of competitiveness. Once African 
marufacturing is established as facing relatively high wages and low productivity 
compared to Asian economies, competing explanations for these outcomes are 
offered. On the wage side we consider the significance of government wage 
policies as either tools of "wage repression" in Asia or as instruments of "rent 
creation" in contemporary Africa. We also draw attention to factor endowments, 
especially of labor and land, as an alternative explanation for differential wage 
outcomes. Turning to productivity, we view the respective stocks of physical and 
human capital as alternatives to any innate qualitative differences in labor's 
abilities. The policy relevance of our findings is presented in the concluding 
section. 

Unit Labor Costs -- An Organizing Framework 
Theory 

Why has Africa been unable to produce manufactured goods at internationally 
competitive prices? Unit labor cost, which measures total labor costs per unit of 
output in a common currency, serves as an organizing framework for a discussion 
of possible answers to this question. Unit labor cost (ULC) is defined as, 

ULC = (wL/Q) x (l/e) (1) 

where w is the manufacturing wage, L the amount of labor employed, Q a physical 
measure of output and e the exchange rate defined as domestic currency per 
dollar. Theoretically, it should be possible to compare ULCs across countries, at 
least for homogenous outputs, with lower ULCs predicting superior performance in 
the sale of manufactured goods. 

It is useful to rewrite equatlon (1) as, 

ULC = [w/(Q/L)] x (l/e) = (w/APL) x (l/e) (2) 

which reveals two major factors influencing competitiveness: the ratio of wages to 
productivity and the exchange rate. With regard to the latter, the importance of a 
properly valued exchange rate is a common theme throughout this volume. The 
unit labor cost formulation echoes this conclusion, suggesting that in addition to 
the qualities of a nation's labor force, an over-valued exchange rate will reduce 
competitiveness. 

More directly related to this chapter's focus on labor market outcomes, the 
first term in equation (2) indicates that unit labor costs are driven by the ratio of 
wages to productivity. This implies that low ULCs and, hence competitive perfor
mance, can occur both in high wage/high productivity as well as low wage/low 
productivity economies. In other words, it should be no surprise that both Taiwan 
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(high wage/high productivity) and China (low wage/low productivity) simultaneous
ly can be internationally competitive. The worst performers, common to Africa,
will be countries with relatively high wages and low labor productivity. 

The ULC formulation provides a mechanism for organizing and classifying
several different hypotheses about how and why manufacturing in Africa has been 
less successful than in Asia. To the extent that labor market factors have been a 
cause of differential performance, the wage/productivity ratio must be higher in 
Africa than Asia. The causes of this difference can be classified in two groups,
though the true explanation is piobably a combination of both. 

For heuristic purposes, assume African and Asian manufacturing sectors 
face identical production functions. Differences in the wage/productivity ratio, 
then, would be due entirely to differences in wages. This case is illustrated in 
Figure 8.1. Identical production technologies and capital endowments generate
identical functions of average and marginal product of labor, but differences in real 
wages between Africa and Asia yield different levels of employment and thus 
productivity. As indicated in Figure 8.1, the manufacturing industry facing the 
greater wage has a higher ratio of wages to average product, and hence higher
ULCs. This must be the case because the smaller the difference between the 
wage and average product (that is, the vertical distunce between them in Figure 1),
the higher the ULC. 2 Alternative explanations for higher wages in Africa, consid
ered in more detail below, include government interventions that directly raise 
wages (for example, minimum wage legislation) and factor endowment patterns
that increase the opportunity cost of labor available to manufacturing. 

Now assume wages in the two regions are equal but productivity differs. 
Figure 8.2 illustrates this situation. Explanations for higher labor productivity in 
Asia at all levels of employment include differences in technology as well as differ
ences in the quantity and quality of physical and human capital. If, as depicted,
labor productivity is lower in Africa than in Asia, at any common wage Africa will 
have a higher wage/productivity ratio (again, a shorter vertical distance between 
wages and average products), higher ULCs and a more poorly performing manufac
turing sector. 

2This is the case because if real wages equal marginal products, then the wage/average
product ratio also equals the ratio of marginal to average products. As drawn in Figure 2, marginal
products fall more quickly than do average products, thus the ratio between the two falls as one 
moves down the product curves. This would not be the case if the underlying production function 
were Cobb-Douglas (where the ratio of MP,/APL is a constant), but is trua, for example, for the 
generalized CES production function. 
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Measurement. 

The existence, size and potential explanations for interregional differences in the 
wage/productivity ratio are an empirical matter. Examination of equation (2) 
suggests that an appropriate strategy would be, first, to calculate values for ULCs 
in some representative Asian and African countries, and then to decompose the 
differences between the ULCs into the differences in their component parts. This 
would provide an empirical measure of the relative importance of the various 
explanations just noted for the divergent wage/productivity ratios. 

Unfortunately, such a strategy cannot be pursued. Two problems present 
themselves. First, the ULC calculation in equation (2) is based on physical mea
sures of output and productivity. To make international comparisons of physical 
productivity requires a cross-country index of output in physical units which 
captures differences in the composition and quality of manufactured goods in the 
nations being considered. Such an index is not only unavailable, it is difficult to 
imagine even constructing one. As an alternative, comparisons could oe made for 
single homogeneous products, but even here quality differences in output might 
make physical measures of relative productivity misieaziing. The only readily 
available, internationally comparable measure of productivity in manufacturing, 
value added per worker, cannot be substituted for physical productivity in equation 
(2). If value added per worker replaces physical output per worker, ULC can no 
longer be expressed in a common currency and, hence, loses all meaning for 
comparative purposes. (See Annex 1 for further discussion of the measurement of 
ULC). Second, a separation exercise depends upon the assumption that the two 
components of ULC can be treated as independently determined, to the extent 
that movements in the exchange rate affect nominal wages and/or productivity 
levels, the separation does not hold. We return to this point in our discussion of 
exchange rates below. 

While ULCs are theoretically appealing as a means for assessing cross
country competitiveness, they cannot be readily computed for this purpose. 
However, the basic framework derived from by the ULC equation does suggest an 
empirical strategy for assessing the competing hypotheses on why African manu
facturing has performed so poorly relative to Asia. We can examine the implica
tions of currency overvaluation for external competitiveness and then inspect 
differences in wage/productivity ratios. Although the proportional influence of 
wage and productivity differences between Africa and Asia in determining the 
differences in the wage/productivity ratio cannot be quantified precisely, data on 
these two factors can be used to give impressionistic evidence on wage and 
productivity differentials between the two regions. 
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Exchange Rates 

Exchange rates play an important role in generating differences in unit labor costs 
across countries because of a strong tendency for African countries to overvalue 
their currencies. By comparison, this practice has not been common in East and 
Southeast Asian, at least in recent decades. 

The consequences of overvaluation for ULCs, and hence competitiveness,
 
can be portrayed as follows. The exchange rate, e, employed in the definition of
 
ULCs (equation (1)) is the rate at which international transactions involving
 
manufactured goods take place. For most manufactured exports this is a nation's
 
official exchange rate rather than the parallel market rate. When the official 
exchange rate is overvalued, ULCs may be higher than they would be if the 
exchange rate was permitted to reach its equilibrium value, and competitiveness 
declines. 

Define, 

k = eq/e (3) 

where eq is the equilibrium exchange rate and e is the official exchange rate. The 
equilibrium exchange rate, eq, is defined as the rate at which the market for foreign 
exchange clears, regardless of whether the current account is in deficit or surplus.
k is an index of the degree of official over- or undervaluation of the domestic 
currency, where for values of k > 1 the official exchange rate is overvalued. 

Substituting (3) into the ULC definition yields, 

ULC = (w/APL) x [1/(eq/k)] or, (4) 

(1/k)(ULC) = (w/APL) x (1/eq) (5) 

Equation (5) indicates that, if the official exchange rate is not an equilibrium 
rate, but is overvalued, then under the equilibrium exchange rate, eq, ULCs would 
be lower than they would be under the official and overvalued exchange rate, e. 
How much lower depends, in part, on the impact of nominal devaluation on the 
ratio of wages to average products. If, for example, wages are completely flexible 
and physical productivity is exogenous, then the effects of the devaluation will be 
completely captured in rising nominal wages and ULCs will remain unchanged.3 

3This is a theme in some of the open-economy macro literature. See, for example, Dornbusch 
(1980: Chapters 6 and 8]. 
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However, if there is some stickiness in nominal wages, or if devaluations lead to 
factor substitutions and influence productivity levels, then the effect of the 
devaluation on one component of ULCs (l/e) may not be fully offset by an increase 
in the other (w/APL). This suggests that the degree of nominal overvaluation of the 
currency defines at least an upper bound to the size of the effect of a nominal 
devaluation on ULCs. Claims that African economies are uncompetitive because 
high wages and low productivity drive up costs must be tempered by the knowl
edge that grossly overvalued exchange rates also may be a culprit. 

An assessment of the empirical significance of exchange rate policies on 
ULCs in Asia and Africa begins by comparing official exchange rates with a proxy 
for eq, since eq cannot be observed directly. What often can be measured is the 
parallel market rate for foreign exchange, eb. Such rates are not identical to eq for 
several reasons. If parallel market dealings in hard currencies are illegal, eb will 
contain a risk premium reflecting the probability of getting caught, the extent of 
fines and other punishments, and the higher costs of operating in a thin market. In 
addition, since some transactions involving manufactured goods take place both at 
the official as well as the black market rate, eq must lie between e and ep. Thus, ep 
may be considered an upper-bound of eq and, while an imperfect estimate, the 
ratio, ep/e, a proxy for k. Estimates of ep/e offer some insight into the range of 
ULC increases due to the alternative exchange rate regimes pursued in Africa as 
compared with Asia. 

Table 8.1 presents evidence on the extent of currency overvaiuation, by 
decade, for a number of Asian and African economies. Specifica:ly, the mean ratio 
of the black market to the official exchange rate is reported for the 1960s, 1970s 
and 1980s.' What is immediately apparent from Table 8.1 is that for the past 25 
years the successful economies of East and Southeast Asia have maintained 
official exchange rates at or relatively close to market clearing levels. 5 Not only 

4Parailel market rates are reported in the World Currency Yearbooks [various issues]. Since 
parallel markets, by definition, are illegal, more than the usual caveats about sampling bias and the 
reliability of data are in order. The World Currency Yearbook, the standard reference on parallel 
market exchange rates, does not even indicate its sources, although they are rumored to be reports 
from airline pilots and flight attendants. 

6A ratio of ep/e < 1 requires further explanation. Theoretically, undervaluation of a currency 
creates conditions of excess supply which should depress market rates to below official levels. 
However, if the government stands behind the official rate, and acquires enough domestic currency 
to satisfy all foreign exchange transactions. it is hard to see why any parallel market transactions 
would occur. In essence, why would anyone exchange dollars for domestic currency at less than 
the government's going rate? Anticipation of future currency devaluations could create a futures 
market in foreign exchange at a rate below the prevailing official rate, but why wouri a spot rate, 
with 
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does the median value of the ratio, e,/e, equal 1.01-1.02 in Asia for all three de
cades, but individual Asian country estimates show remarkably little variation 
around this level -- Korea during the 1970s is the lone outlier at 1.10. 

While successful Asian economies apparently have kept the exchange rate 
close to its equilibrium value, African economies have pursued the opposite course. 
Overvaluation (in relative terms) was modest in some nations in the 1960s, but 
became both extreme and ubiquitous during the 1970s. The 1980s witnessed 
some moderation from the previous decade, especially following such recent and 
massive devaluations as in Ghana in 1983; however, by Asian standards, overvalu
ation of domestic currency remains extraordinarily high throughout much of Africa. 

Beyond the eight African economies contained in Table 8.1, we should also
 
call attention to those nations, members of the CFA zone, for whom ep/3 1.6
= 
At first glance, these nations might be thought to have followed exchange regimes 
common to East and Southeast Asia, but this is not the case. With fixed exchange 
rates tied to the French franc, the CFA zone operates under a different monetary 
regime. If these economies had equilibrium exchange rates beloN the official rate, 
set at 50 CFA francs to the French franc since 1948, xcess demand for foreign 
exchange did not spill over into a black market bui instead was supported by
official captal inflows from France. In sum, overvaluation could and probably did 
exist, and ULCs in manufacturing were higher than they would have been at eq, but 
the market signal of overvaluation was not the level of ep but the amount of 
balance of payments support from Paris.7 

We recognize that parallel market exchange rates are an imprecise measure 
of the extent of nominal overvaluation, and that the wage/productivity ratio is not 
independent of the nominal exchange rate. However, the extent and persistence
of currency overvaluation, as well as the existence of structural rigidities in the 

ep < e, develop? An alternative explan3tion for why ep/e < 1 can arise is based on "black 
money", that is, foreign exchange acquired illegally as a result of smuggling, sale of illicit goods 
(e.g., guns, narcotics, etc.) or tax evasion. Money "laundering" schemes then can create the 
demand side for a parallel market in foreign exchange where the parallel rate is less than the official 
one. (We are not sufficiently aware of the specifics of either the Indonesian or Thai cases to 
explain why either of these countries persistently displays ep/e < 1 .) 

'The CFA zone countries are: Benin, Burkina Faso, Cameroon, Central African Republic, C6te 
d'lvoire, Gabon, Mali, Niger, Senegal and Togo. For these countries, ep/e may not exactly equal 
one due to the "black money" issues discussed in the previous note. 

'Further discussion of monetary management in CFA zone countries can be found in Devarajan 
and de Melo [1987]. 

C.:t 
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labor market, suggest that exchange rate management in Africa has handicapped 
the region's efforts both to sell manufactured goods in third markets and to 
compete with manufactured imports at home. 

The Wage/Productivity Relationship_ 

We now turn our attention to a comparison of the ratio of wages to productivity in 
manufacturing between Africa and Asia. Data on both wages and productivity 
are available from surveys and censuses of manufacturing establishments which 
periodically are undertaken in many countries.8 Although these survey instru
ments vary in terms of information collected, coverage by firm size, and accuracy, 
reported findings on earnings and productivity levels in the manufacturing sector, 
we hope, are sufficiently robust for our purposes. 

Establishment surveys provide information reported by employers on total 
labor costs. Usually included are wages, salaries, allowances, and benefits, 
sometimes including an estimate of the cash equivalent of payments-in-kind. The 
definition of wages we employ is total labor costs divided by total number of 
workers engaged, which includes unpaid family workers. Productivity is defined as 
value added in manufacturing per worker engaged. Because we are interested in 
the ratio of wages to productivity, no exchange rate conversion to a common 
currency is required for cross-country comparisons. 

Note we are no longer employing a physical measure of productivity. Value 
added measures differ from physical productivity measures in two dimensions. 
First they convert physical units to monetary units by multiplying output quantities 
by prices, implying that the ratio of wages to value added is a pure number without 
units. Second, value added measures are based on the difference between output 
and input values, and hence are influenced by the structure of tariff and quota 
protection. If wage/productivity ratios are an important factor driving differences 
in competitiveness, then we assume a ratio based on wages and productivity 
measured in vaiue terms can act as a proxy. The ratio of wages to value added 
per worker, although not a measure of costs per unit output, should approximate 
the size of the vertical distance between wages and average products shown in 
Figures 8.1 and 8.2. 

In contrasting the wage;nroductivity ratio between Africa and Asia, it was 
important to decide which years were most appropriate to compare. Within the 
limitations imposed by available data, the alternatives were to compare Africa 

8Compilations of some of the information contained in these surveys can be found in the United 
Nations, Yearbook of Industrial Statistics, and in United Nations, African Statistical Yearbook. 
Alternatively, published reports from the primary source often are available. 

V, i 
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today with A( ia today, or to compare Africa today with Asia of 10-20 years ago. 
The former comparison would have required considering differences in the 
wage/productivity ratio between Africa and its current competitors. In Asia this 
might include Bangladesh, China and India, but not likely the Asian NICs (or soon
to-be ASEAN NICs) who have already graduated to production of higher value 
added manufactured products and who no longer represent Africa's direct competi
tion. 

ULC comparisons between Africa and China or South Asia would be reveal
ing, but instead we choose to compare the current situation in African countries 
with the historical experiences of the already successful Asian economies. Our 
intention is to consider Asian countries at points in time when their economic 
circumstances, particularly with respect to per capita income, were roughly similar 
to Africa today. Since we are interested in the ability of African countries to 
follow the industrialization patterns experienced in East and Southeast Asia, it is 
more appropriate to compare modern Africa with historical East and Southeast Asia 
than to compare the two regions' current performance. 9 

Table 8.2 reports the ratio of wages to productivity in manufacturing for a 
number of Asian and African economies. The results support the hypothesis that 
wages in Africa are "high" relative to labor productivity when compared to the 
historical experience of Asia's most successful economies. Specifically, for the 
thirteen African countries included in Table 8.2, the median value of the w/APL 
ratio is 0.37; the range 0.20-0.59. For the six Asian nations the median, 0.25, is 
lower by a third, and the range only 0.16-0.35.1 

There is an overlap in the value of the ratio between the two regions, but 
Figure 8.3 puts in sharper perspective the basic differences that distinguish Asia's 

'As an empirical matter, the correspondence between Africa and historical Asia is not perfect. 
The data on wages and productivity are drawn from industrial surveys which are not conducted in 
all possible years, but we have attempted to choose representative years in which the Asian 
countries were relatively early in their industrialization process. As for Africa, the moot recently 
available manufacturing surveys were used. 

10The use of value added as a productivity measure iinpiies that the relative values of the 
African and Asian wage/productivity ratios are probably closer together than they would be if 
physical measures of productivity were used. Value added measures are based on the difference 
between output values and input values at domestic orices, and therefore inc3rporate domestic 
tariffs. Positive effective rates of protection will inflate value added measures, and therefore 
decrease the measured value of the wage/productivity ratio. If effective rates of protection in 
Africa are greater than they were in Asia during the relevant period, this would cause the 
wage/value added ratios to be closer in value than wage/physical productivity ratios would be. 
(See Annex 2 for a detailed explanation of the relationship between physical productivity measures 
and effective rates of protection.) 

http:0.16-0.35
http:0.20-0.59
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historical experience from Africa in the 1980s. Mapping w/APL against per capita 
income, the latter measured in constant 1975 ICP prices, reveals that the Asian 
countries as a group had a wage/productivity level well below that of the majority 
of African economies when countries from both regions were at roughly equivalent 
stages of development. Asian countries were already successful producers (and 
exporters) of manufactured goods at levels of per capita income comparable to 
much of Africa in the 1980s, which suggests, as predicted, that low 
wage/productivity ratios are consistent with competitiveness in manufacturing. 

Some of the outliers in Figure 8.3 do present a challenge. Ghana and 
Nigeria, for example, display w/APL ratios comparable to thos::; in Indonesia, Korea, 
and Taiwan, yet neither Ghana nor Nigeria had achieved any success in manufac
turing by the early 1980s. 1 Similarly, Singapore displays a w/APL ratio of .035 
in 1963, identical to Tanzania in 1983. Yet Singapore was already experiencing 
success in manufactures while Tanzania has never done so. 

The outliers pose interesting cases, but the basic trends sdggest that the 
combination of exchange rates close to equilibrium levels and a low ratio of wages 
to productivity characterize the East and Southeast Asian economies that have 
been most successful in developing their manufacturing sectors.1 2 In Africa, 
overvalued exchange rates, high wage/productivity ratios and poor manufacturing 
performance have been the norm. In terms of lessons for Africa, exchange rate 
management is clearly a matter for policy attention (discussed in Chapter 4), but 
can the same be said of the determinants of the wage/productivity relationship? In 
order to answer this question we need to examine alternative explanations for why 
Africa exhibits higher w/APL levels. 

Relative wages and relative productivities in Africa and Asia 

Although there is no empirical mechanism for making a precise decomposition of 
differences in the w/APL ratio into differences in its components, an examination of 
the levels of wages and productivity in Africa and Asia provides some insight into 
the relative importance of the two factors. 

"in Nigeria, the petroleum and chemical industries, which are a substantial fraction of total 
manufacturing, exhibit wage/productivity ratios of approximately .11, since they are dominated by 
capital intensive and technologically sophisticated firms. This has the effect of reducing the overall 
ratio for the sector. 

1 At the sub-sector level, an examination of African and Asian performance in the textile sector 
confirms the basic findings. The African countries display much higher wage/productivity ratios 
ani' much poorer export performance than do their Asian counterparts. 

http:sectors.12
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Levels of wages and value added per worker, calculated at both official and 
parallel market exchange rates and converted to 1982 dollars, are reported in Table 
8.3. The data show a wide range of values for both wages and productivity for
 
both regions, and there is substantial overlap across regions in these values. The
 
median value of annual earnings in Africa measured at official exchange rates is
 
$1853, while conversion at parallel rates lowers this value to $1711. For Asia,
 
median earnings are $1037 at official rates and $1017 at parallel ones. The ratio
 
of the African to Asian medians is 1.78 and 1.68 evaluated at official and parallel
 
rates, respectively.
 

The inclusion of three CFA zone countries, for whom parallel rates are not an 
effective measure of the degree of overvaluation, implies that the use of parallel 
rates does not decrease the median value of wages (or productivity) by as large a 
proportion as would be the case were they excluded. A sample of only non-CFA 
zene African countries yields median earnings of $1298 at official rates and $1093 
at parallel rates, and the ratio of African to Asian wages drops to 1.25 at official 
rates and 1.07 at parallel ones. This is a more accurate measure of the propor
tional difference between the measurement at official and parallel rates, but a less 
accurate measure of the level of the pan-Africa/Asia ratio, since it omits the higher 
wage African countries from the sample. In order to make the CFA zone countries 
more comparable with the rest of the Africa sample, we inflate CFA country 
earnings by 15%, the relative wage rat*, suggested by the non-CFA zone sample. 
The median value of African earnings at parallel rates for the entire sample, then, is 
$1575, and the pan-Africa/Asia ratio of relative -- ages ranges from 1.78 at official 
exchange rates to 1.55 at the imputed parallel rates. Applying the same approach 
to estimating the ratio of productivity between Africa and Asia, that is, of value 
added per worker, yields 0.83 at official exchange rates and 0.71 at the imputed 
parallel rates. 

It appears, then, that earnings in Africa are about two-thirds higher than was 
the case historically in Asia, and African productivity is about one quarter lower. 
This implies that higher wages are more important determinants of high 
wage/productivity ratios in Africa than is low productivity, but both factors are 
important. However, these results must be interpreted with considerable caution. 
They apply only to median values for each region with pairwise comparison of 
individual countries yielding a vast range of relative wage and productivity out
comes. 

Wages and Competitiveness 

In discussions of Africa's inability to comp--.te in manufactured goods, it is not 
uncommon to hear that, "African wages are too high." By itself, this statement is 
not especially revealing: after all, our concern is not that African workers are too 

l
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rich. What needs to be considered is why African wages are "high" relative to 
African productivity levels, why this relationship persists, and why Asian experi
ence has been different. This section focusses on wage determination; the next 
on differences in productivity levels. 

One explanation for "higher" wages in Africa is the greater role of institu
tional wage determination. Powerful trade unions and/or progressive government 
labor regulations, covering everything from prohibitions on dismissals to generous 
maternity benefits, are alleged to have raised labor costs throughout Africa. In 
contrast, wage determination in Asia is associated more often with market forces. 
To the extent that Asian governments have intervened in their labor markets, 
policies to suppress rather than support worker demand.z have been followed. A 
second and different explanation for higher wages in Africa than in Asia considers 
factor endowments, particularly man/land ratios, and concludes that Africa's 
"higher" wages are due to Africa's relative abundance of land. 13 

Unionization and Labor Regulations. 

If institutional forces raise manufacturing wages above the level dictated by market 
forces, with no offsetting increase in productivit', w/APL ratios will rise and 
competitiveness will decline. The question, theiefore, is whether unions and 
government regulations have had more of this effect in Africa than in Asia. 

There is considerable variance in experience within each region, as well as 
between them, but the basic contours of wage determination are as follows. In 
Asia, especially in the early periods of industrialization, independent unions were 
repressed, labor codes and protective labor legislation were minimal, and institu
tions for dispute resolution (for example, wage councils, labor courts, and legal 
protection for collective bargaining) strongly favored capital over labor. 

Korea did not even have the equivalent of a Ministry of Labor until 1980; 
prior to then labor matters were handled by the domestic security apparatus. Legal 
restrictions on labor protest were abundant and force was frequently used to end 
labor disturbances. Representative of Korea's approach toward protective labor 

13We do not contend that these ideas are novel. For example, the influential 1981 World Bank 
document Accelerated Development in Sub-Saharan Africa: An Agenda for Action, commonly 
known as the Berg report, stated the following: "African wages are high compared with ,hose of 
Asia. An ILO survey in 1979 showed that the median wage for textile workers in 10 African 
countries -vas 53 percent higher than in Pakistan and more than twice as high as in Bangladesh.
Higher African wages reflect both government wage policy, which in many countries sets industrial 
wages above the level they would otherwise be, and better opportunities for 3ricultural employ
ment." (page 92). 
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legislation is minimum wages, which were not promulgated until 1988, when 
Korea was already an upper middle-income economy. 

In Taiwan, the trade union movement has long been under government 
control, a policy enforced by legally permitting only one union per establishment, 
the union associated with the ruling party. Protective labor legislation is not well 
developed and even if it were, the preponderance of small establishments in 
Taiwan makes enforcement uf any labor code problematic. In Singapore, strikes 
were outlawed in 1968. Much of the power to determine wages is vested in 
Singapore's National Wages Council which, although tripartite in structure, is 
effectively controlled by an authoritarian government. At various times the 
National Wages Council has acted both to keep wage increases below productivity
growth (1972-79) and to do the opposite (1979-82). An important exception to 
the East Asian model of strict government control over labor is Hong Kong.
Although the union movement has long been weak, it has not been repressed.
Hong Kong has retained its laissez-faire character, letting the market determine 
wages and employing a minimalist labor code. 4 

Less has been written on wage determination in the ASEAN nations, but our 
impressions are that Indonesia is following a more repressive strategy towards 
labor; Malaysia and Thailand one somewhat less so. However, in none of these 
economies would it be suggested that labor is a powerful force in either economic 
or political decision-making. 

The labor movement in Africa, as in A2,;3, is not especially strong, but for 
different reasons. While independent trade unions were repressed and often 
crushed in Asia, African labor movements were co-opted by the state or became 
partners in the Africanization of economies. Union demands in foreign firms or in 
state enterprises received government support and were part of a geneial strategy
for distributing economic rents. But the failure of the economy to industrialize 
deprived African unions of an essential source of power, namely, a growing
industrial work force and union membership. In the face of economic decline, 
union power lost its credibility. Zambia provides a telling example. It once had a 
large, independent and powerful trade union movement based on organized mine 
workers. But even here, the long term demise of copper eviscerated labor's 
strength. 

If institutional wage determination remains important in Africa, it is more 
likely to be the result, not of union behavior, but of labor legislation. A cursory 

14An overview of wage setting institutions in the NICs is contained in Fields and Wan [1989].
Vogel and Lindauer [forthcoming] focusses on industrial labor relations in Korea, including
references to much of the work on labor law and regulations in Korea. 
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review of labor law in a number of African countries reveals several common 
features. Industrial wages often are determined by industrial boards or tripartite
commissions. These boards set wages, often a' a detailed occupational and
 
experience level, for firms in the "formal" 
sector, which can include establishments 
with as few as ten employees. Protective labor codes, for example rules governing
the employment of women, are common. Maternity leave requirements, fourteen 
weeks in Cameroon, can be more generous than in some industrialized countries. 
Labor legislation also places restrictions on how workers are hired and fired. In 
Senegal, Ghana, Mauritius, and Nigeria, firms are required to recruit workers 
through a government labor office. Firms must often present the government with 
justification for their proposed release of workers, demonstrating that sales have 
fallen in order to receive government permission for dismissals. 

This review of institutional factors in wage determination suggests that 
African economies have more protective labor legislation on the books, and at an 
earlier stage of development, than Asia has had. Organized labor also appears to 
have played a more influential role in government policy-making. Higher
wage/productivity ratios in Africa as compared to Asia undoubtedly reflect these 
tendencies. How significant a factor are these institutional arrangements in wage
determination? While we have little in the way of empirical evidence on this 
question, we can offer some further impressions on the role of institutions, first, in 
repressing wage growth in Asia and, second, in inflating wages and reducing 
competitiveness in Africa. 

Did policies of labor repression reduce ULCs in Asia? Wage repression, a 
policy of depressing wage rates below market clearing levels, does not appear to 
have been employed in most successful Asian economies. Singapore, the lone 
exception, did aggressively manage wages, but these policies are not seen as one 
of the city-state's better strategies. In Korea, there is a debate over the role and 
effectiveness of wage guidelines intended to keep wage increases below productiv
ity growth. But since Korea has achieved, perhaps, the fastest rate of sustained 
real wage growth of any country for which we have data, it is difficult to argue
that wage restraint has been a major element of government policy. Rapidly
increasing real wages throughout East and Southeast Asia suggest the same 
conclusion. 15 

If wage repression was not a significant element in wage determination,
what about the indirect effects of the repression of labor unions? In other sottings 
we know that unions are successful in raising wages. Had unions been permitted 

1 1n the period from 1966 to 1984, real earnings in Korea grew at an average of 8.1 % per year,
which is faster than in Taiwan during the same period and in Japan during its high growth period in 
the 1950s and 1960s [Lindauer, forthcoming: Table 3.6]. 
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to flourish in Korea, Taiwan, Indonesia and elsewhere, would there have been a 
union wage effect and, if so, how large?16 We cannot answer this 
counterfactual, but conjecture that any union wage effect would have been 
tempered by market forces. Wage increases negotiated by Asian unions would 
have constantly been pressured by competition from the "endless supply" of cheap
labor in these labor-abundant economies with enormous reservoirs of unskilled 
labor. 

Do institutional factors significantly raise wages in Africa? Once again,

empirical evidence is woefully inadequate. Our impression is that the set of labor
 
institutions descibed earlier had a bigger impact on wage outcomes in the 1960s
 
and early 1970s than they have had since, particularly in the anglophone countries. 
With declining resources, falling labor demand and a growing supply of workers, 
real wages have dropped throughout Sub-Saharan Africa [see Chapter 7, Table 
7.2] and protective labor legislation has neither been complied with nor been 
enforced. Once the economic rents of the earlier period, rents based on primary
product exports and aid flows, were dissipated, institutions designed to transfer 
economic rents to workers could not overcome market fundamentals. 

Kenya provides a useful example. Tripartite agreements in the 1960s have 
been cited as examples of institutional interventions responsible for raising labor 
costs. However, starting in 1975, government wage guidelines mandated less 
than cost-of-living increases for all collective bargaining agreements. From 1979 
through mid- 1982 the mandated ceiling was only 50% of the annual increase in 
the CPI! The extent to which these guidelines were enforced is not known, but 
they do suggest that the tripartite mechanism was no longer accommodating labor 
to the exclusion of all other concerns. Further evidence on the direction of 
institutional intervention comes from minimum wages. During the 1980's the 
value of the Kenyan real minimum wage fell by more than 7% per year. Similarly, 
the late 1970s and early 1980s saw a substantial decline in the real value of the 
minimum wage in Ghana, where by 1984 the real minimum wage was only one 
quarter as high as it had been ten years earlier.17 In sum, the strength of pro
labor institutional interventions, at least in anglophone Africa, appears to have 
waned under the pressure of economic stagnation and decline. 

In contrast, the effects of labor legislation and tripartite wage setting
mechanisms in the francophone countries appear to have persisted longer. The 

161n addition, unions would have pressured for a shorter work week and greater occupational
health and safe ,. rieasures that also would have raised labor costs. 

"[Younger, 1989: Table A3.11. The 1980's also witnessed declining real minimum wages in a 
number of other African countries, including CUte d'lvoire, Nigeria, Senegal and Tanzania. 

http:earlier.17
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evidence in Table 8.3 indicates that wages in Cameroon, C6te d'lvoire and Senegal 
were generally much higher than in the anglophone countries. Unlike the Kenyan 
and Ghanaian cases described above, there was no substantial change in govern
ment policies toward labor during the 1970's and 1980's in the francophone 
countries, so that wages in these countries may continue to reflect rigidities 
imposed by government intervention.18 

Factor Endowments. 

Another important potential source of relatively high manufacturing wages in Africa 
is differences in labor endowments. Although both the African and Asian countries 
are labor abundant in comparison with their capital endowments, differences in 
land endowments across the two regions may help explain the relatively higher 
level of wages in Africa. 

African countries in general have larger endowments of land per agricultural 
worker than do Asian countries. Data on cropland per agricultural worker in the 
African and Asian countries for the years in our sample are presented in Table 8.4. 
Although there is some overlap across the regions, the median value for Asia, at 
0.6, is almost half the 1.14 median for the African countries. As discussed 
elsewhere in this volume (see Chapter 5), this has had an important influence on 
the nature of the agricultural development experiences in the two regions, and on 
the ability of Africa, like South-East Asia, to use exports of agricultural products in 
their overall development strategy. In addition to these factors, land/labor ratios 
also exert an influence on manufacturing wages, and on the relationship of these 
wages to earnings in the agricultural sector. 

The source of labor for manuf,3cturing must be the agricultural sector, and 
manufacturing wages must be high enough to draw people out of agriculture and 
induce them to move to urban areas for manufacturing jobs. Therefore, manufac
turing earnings will be a fun'tion of agricultural earnings, and should be higher 
when these earnings are higher. In smallholder-based agricultural systems of the 
kind seen in much of Africa and Asia, the average product of labor is probably a 
good approximation of what agricultural workers receive. However, if migration 
decisions are household based, which also seems to be a reasonable assumption, 
then the . portunity cost of having a family member leave the farm to seek a 
manufacturing job is the marginalproduct of labor in agriculture. Higher land/labor 
ratios in Africa will increase the marginal product of African labor, and therefore 
require higher wages to attract this labor into manufacturing. This will hold even if 

18See Terrell and Svejnar [19891 for a discussion of labor market institutions and their impact on 
wages in manufacturing in Senegal. 

http:intervention.18
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superior agricultural technology in Asia causes average labor productivity in Asian 
agriculture to be higher than it is in Africa. 

Figure 8.4 provides a graphical illustration of this argument. Higher overall 
productivity in Asia is reflected in the higher production function for Asia. The 
difference in labor/land ratios, with Africa's lower than Asia's, gives rise to a 
situation where average product of labo, per unit land is higher in Asia, while 
marginal product of labor per unit land is higher in Africa. This implies that if 
manufacturing wages are a mark-up on marginal products of labor in agriculture,
manufacturing wages will be higher in Africa, as will the ratio of manufacturing 
wages to agricultural earnings (average product). This relatively high opportunity 
cost of labor in African manufacturing raises uo1it labor costs and reduces manufac
turing competitiveness. 

One way of verifying this hypothesis is to compare manufacturing wages 
with land/labor ratios in agriculture. Figure 8.5 plots manufacturing wages, 
measured in 1982 dollars, against measures of cropland per agricultural worker 
drawn from Table 8.4. The figure indicates that in countries where there is more 
available land, manufacturing wages are higher, although the correlation is far from 
perfect19 and, as pointed out in Chapter 5, Africa's situation is chanqing rapidly 
under the pressure of rapid population growth. 

The impact of factor endowments on ULCs is also captured by the role of 
female labor in African and Asian economies. In Asia, where land is relatively 
scarce and ownership and cultivation rights are generally vested in men, the 
marginal productivity of female members of the household is quite low. In con

"9The line plotted in Figure 8.5 is the regression of wages on cropland per agricultural worker 
for the entire sample: 

Wage = 219 + 1520.79 Ha/Worker 
(503.65) 

where the standard error is given in parentheses. R2 for this regression is .24. The diagram 
excludes Botswana, but the observation for Botswana is included in the regression. These data are 
for the same variables and from the same source as that reported in Chapter 5, Table 5-. 
Differences between our values and the ones reported in Table 5- are due to the different years for 
which the two tables were generated. 

Over all, these data understate the difference between Africa and Asia. The ar..ble land measure 
inclJdes only land cultivated or lying fallow, but does not include land in reserves that has not yet 
been brought into cultivation. In many of the African countrip.s, substantial land areas remain as 
potentially cultivable reserves. If land reserves were included, the difference between Asian and 
African land/labor ratios would be larger, and the positive relationship between factor endowments 
and manufacturing wages shown in Figure 8.5 would be stronger. 

,1, 
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trast, relative land abundance and land allocation practices which give cultivation 
rights to women as well as men cause the productivity of female labor in African 
agriculture to be substantially higher. This implies the existence of a relatively 
large supply of female labor for Asian manufacturing that is not paralleled in the 
African context. Since women are generally less expensive labor than men (due in 
part to the lower opportunity cost and reservation wages of women, as well as to 
gender discrimination), the available female labor force in Asia has helped to reduce 
average manufacturing wages. Because of both factor endowments and customs, 
the low wage, young female factory workers that have fueled Asian manufacturing 
sectors are neither present in nor necessarily available, at low wages, to the 
industrial sector in African economies. 

Productivity and Competitiveness 

Empirical explanations for productivity trends are well known for their limitations. 
Two examples are the size of the residual in sources-of-growth analysis and the 
failure to account for the recent productivity slowdown in the advanced industrial 
economies. Therefore, it comes as no surprise that we have little in the way of 
empirical understanding of why African productivity levels tend to lag those of 
Asia's historical experience. What we can provide is a set of explanations that go 
beyond cultural stereotypes. Specifically, differences in both the quantity and 
quality of physical capital as Well as in the level of acquired human capital can 
account for productivity differences between the two regions. Since African 
endowments of both physical and human capital are generally lower than those of 
historical Asia, these factors are likely causes of lower productivity in Africa. 

Physical Capital 

Available physical capital in manufacturing can be characterized along three 
dimensions: the size of the capital stock; the quality of this capital, particularly the 
sophistication of the technology embodied in it; and the availability and reliability of 
social overhead capital and infrastructure. Africa lags behind Asia in all three 
dimensions, both today and in comparison with East and Southeast Asia's histori
cal experience. 

Lacking a reliable measure of the stock of physical capital, differences in 
investment rates across the two regions can serve as a rough proxy for capital 
formation. Gross domestic investment in Sub-Saharan Africa accounted for 15% 
of GDP in 1965, and 16% in 1990, compared with 22% and 37% respectively for 
Asia. Gross domestic investment in Africa grew at an average annual rate of 4.2% 
between 1965 and 1980, declining to 0.8% per year in the 1980's. Investment 
growth rates in Asia, conversely, were nearly constant since the 1960's, averaging 
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6.2% per year.2" To the extent that lower investment rates indicate lower rates 
of capital formation and smaller capitai stocks, capital/labor ratios, and hence labor 
productivity, would be lower in Africa. 

In general, the capital goods in African manufacturing are also of lower
 
quality, and embody less efficient techinology, than that available in Asia. Foreign
 
direct investment is a primary source of technology tran *er to poor countries, as
 
well as a means of increasing the size of the capital qtock. African countries have 
done substantially less well in attracting this investment than have their Asian 
counterparts. Consequently, the African countries' manufacturiny sectors often 
have noT benefitted from inflows of productivity enhancing technology which 
accompany foreign firms. In Ghana, some textile firms are still using equ;pment 
imported second hand twenty five and thirty years ago. While this machinery may 
well be of the same vintage as that used in Asia in the 1960's, thirty yesrs of use 
and chronic shortage of spare parts have reduced the efficiency of this ec.uipment. 
On the other hand, when foreign investment has been forthcoming, as in he 
textile sector in Kenya and Zimbabwe, detailed analyses of productivity indicate
"pr iduction engineering performance close to that of best practice plants in the21developed countries. , 

Growth in manufacturing also is dependent upon the ability of firms to 
develop, adapt, and use technology. This technological capability depends in large 
measure on the presence of scientific and engineering manpower, which is in 
distinctly short supply in Africa.22 Finally, in addition to the capital stock within 
the firm, worker productivity also depends upon the availability of infrastructure 
and social overhead capital. The quality and quantity of such services as electrici
ty, ports, roads, and water will have a direct impact on the output of manufactur
ing firms, and therefore on measured labor productivity. African economies are 
characterized by under-provision of these services. In particular, erratic supplies of 
electrical power are repeatedly cited as serious constraints on efficient firm 
operetion. To the extent that African governments have been less able to create 
and maintain effective infrastructure service to their manufacturing sectors, worker 
productivity remains low. 

2 [World Development Report, 1992: Tables 8 and 91. The Asian figures refer to averages for 

East Asia and the Pacific. 

21Pack [1993: 10]. 

22See Pack [1993] for a discussion of the role of technological capability. 

27 
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Human Capital. 

There is an extensive theoretical and empirical literature about the relationship 
between human capital acquired through training and schooling and worker 
productivity. African workers have generally acquired much less human capital 
than Asians, even in comparison with historical Asian experience. Although direct 
measures of the stock of human capital in a country are not widely available, 
school enrollment rates and adult literacy rates may serve as p-oxies. Table 8.5 
gives data on literacy rates and secondary school enrollment rates for the countries 
in our sample. The data provide a comparison between modern day Africa and 
historical Asia. In general, African populations, with a few exceptions, are less 
literate and less well educated than the Asian populations were at similar points in 
their countries' development (see Chapter 2, Appendix). This is especially appar
ent when the better African performers in our sample (Botswana, Mauritius, Zimba
bwe) are excluded. Seven of the remaining ten African countries exhibit secondary 
school enrollment rates and adult literacy rates lower than any of our Asian 
countries exhibited 10 to 25 years earlier. To the extent that manufacturing work 
requires a minimum level of human capital, and particularly where literacy is 
important, workers in African manufacturing would be less productive than Asian 
workers. 

Can African Labor Compete? 

Can African labor compete in the production of manufactured goods? The simple 
answer to this question is no, at least not if the conditions that determined ULCs in 
the 1980s prevail. We draw this conclusion based on a comparison of the determi
nants of ULCs between Africa and the historical experience of Asia's most suc
cessful economies. In the 1980s African countries generally exhibited higher 
wages relative to productivity levels, and more overvalued exchange rates than 
was the case during the early phases of industrialization in East and Southeast 
Asia. Not only does this suggest that Africa was not yet in a position to follow the 
path of the successful Asian economies, but that African economies might not be 
able to meet the expected challenge of Asia's latecomers, including China. 

Could African labor compete in the production of manufactured goods? 
Here we offer a more positive response. If Africa reforms those policies which 
have been detrimental to manufacturing, we see no reason why industrialization 
could not establish a foothold in the Sub-Saharan region. In order to appreciate the 
policy agenda suggested by Asian experience as required to achieve competitive
ness, it is important, first, to understand the constraints facing Africa's manufac
turing sector, and, second, to identify those factors most amenable to policy inter.. 
vention. 
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Higher ULCs in Africa relative to Asia's experience are due, in part, to 
different factor endowments. High land/labor ratios in many African countries 
suggest a relatively high opportunity cost of labor available to manufacturing, and 
result in high wage to productivity ratios. Where these relationships hold, competi
tiveness in manufacturing will not be immediately forthcoming, as it was in East 
Asia. Instead, the Southeast Asian model holds more promise. The experience of 
the ASEAN nations recommends continued exploitation of a diversified portfolio of 
primary products until such time as productivity improvements enable the economy 
to become more competitive in industrial activities. 

A second dimension of factor endowments concerns Africa's stock of
 
human capital, measured in terms of adult literacy or in the numbers of school
 
graduates. Evidence presented earlier indicates that as of the late 1980s most
 
African economies, especially those with stagnant economies, had accumulated far 
less human capital than was the case in Korea, Singapore and Taiwan by the 
1960s, and in Indonesia, Malaysia and Thailand by the 1970s. To the extent that 
human capital is a determinant of productivity levels in manufacturing, most 
African economies will not yet have accumulated sufficient stocks of educated 
workers to achieve a competitive position. Policy can have an influence on the 
stock of human capital, for example, by increasing expenditure on education and 
training to develop human capital. But the gestation period of such policies is long 
and support of industrialization may be achieved more quickly by policies designed 
to influence some of the other determinants of ULCs. 

All the successful Asian economies had exchange rates at or near their 
equilibrium levels whereas African countries, with virtually no exceptions, overval
ued their currencies, often by considerable percentages. Neither foreign direct 
investors nor domestic import-competing firms will be attracted to manufacturing 
under such exchange rate regimes. With overvalued exchange rates manufacturing 
can only proceed if significant and guaranteed subsidies and/or protection are 
offered. But to use such countervailing policy measures sets in motion the 
problems of rent-seeking, that are already endemic to Africa and other inward
looking econumies and which seem to frustrate rather than promote industrial 
growth. Far better to follow Asian experience which, in part, has relied on realistic 
exchange rates to encourage competitive manufactures. 

Assuming the exchange rate regime supports manufacturing, the next step is 
to avoid those policies that raise the wage/productivity ratio. On the wage side, 
our impression is that the market eventually dominated any attempt to undervalue 
wages in Asia, and at least in anglophone Africa ultimately rejected imposition of 
wages and conditions of employment the economy could not sustain. The lesson 
Africa should learn from Asia, let alone from its own experience, is that govern
ment interventions in wage determination should not be targeted toward raising 
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wages above the opportunity cost of labor. Part of East Asia's "economic miracle" 
has been to let the labor market generate rapid increases in rea: compensation 
following the expansion of employment opportunities. African workers would be 
well served if their governments permitted the labor market to do the same. 

Improving labor productivity invo!ves far m,,ore than making investments in 
human capital. A suitable environment for private investment must be established 
to raise both the quantity and quality of physical capital. Public investments in 
infrastructure as well as -educationare critical as both are positively correlated with 
labor productivity. The difficult question is how to allocate scarce resources 
among these competing c!aims, all of which enhance output per worker. Since our 
empirical understanding of the linkage between labor productivity and the accumu
lation of physical and human capital is weak, we can only recommend traditional 
cost-benefit methodologies for sorting out the best investment opportunities. 

In conclusion, the policy lessons Asia has to offer Africa concerning the 
labor market are not novel. Let the labor market determine wages and employ
ment, and increase worker productivity by providing labor with physical and human 
capital. If African economies adopt similar strategies, African labor can compete. 
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ANNEX 1
 
MEASURING UNIT LABOR COSTS
 

Computation of ULCs requires measuring productivity (or output) in physical terms. 
This becomes evident when one substitutes the appropriate units of measurement 
for each of the variables in the definition of ULCs, 

ULC 	 = (w/APL) x (l/e) (Al) 
= [(sh./hour)/(ton/hour)] x [(1/(sh./$)I 
= $/ton 

where, shillings (sh.) is the domestic currency, dollars ($) the foreign currency and 
tons the unit of physical output. If value added is substituted as the measure of 
productivity, the calculation of ULCs becomes, 

ULC 	 = [w/(VA/L)] x (l/e) (A2) 
= [(sh./hour)/(sh./hour)] x [(1/(sh./$)] 
= $/sh. 

and ULC cannot be meaningfully interpreted. 

These measurement problems are well recognized and, no doubt, account for 
the limited comparisons of levels of ULCs available in the literature. ULCs are more 
commonly employed in comparing changes over time in labor costs relative to 
productivity changes. For example, even in the U.S, levels of ULCs on aggregate 
or for 	specific industries are not reported. Instead, the U.S. Department of Labor 
annually publishes reports on how America's ULCs have changed relative to those 
of its major competitors, and decomposes each nation's changes into movements 
in productivity, wages and exchange rates. This can be done because changes in 
physical productivity over time within an individual country are approximated by 
subtracting changes in the domestic price level from changes in the value of 
manufacturing output per worker. Formally, equation (A2) is transformed as, 

%A(ULC) = %A(w) - [%A(VA/worker) - %A(PPI) - %A(e) (A3) 

where PPI is the producer's price index, and the %A(e) measures the appreciation 
or depreciation of the domestic currency. This method does not require, nor does 
it include, any calculation or comparison of levels of ULCs across countries or even 
within each country over time. The decomposition is based on rates of change, 
abstracting completely from levels. Discussion of movements in ULCs in the U.S. 
and in other OECD countries can be found in Neef [1986], Neef and Thomas 
[1988] and Yamamoto [1989/90]. There is no parallel process for making cross
country comparisons of ULCs. 
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ANNEX 2
 
PHYSICAL PRODUCTIVITY, VALUE ADDED AND EFFECTIVE PROTECTION
 

This annex shows that a value added based measure of the wage/productivity ratio 
is equal to the physical productivity ba.3ed measure inflated by the effective rate of 
protection. 

Notation: 	 Q = Physical output in manufacturing 
VA = Value added per unit output in manufacturing at domestic 

prices 
VA" = Value added per unit output at world prices 
a, = Input required to produce a unit of output, a constant 
P = Domestic price of output 
P. = Domestic price of input
 
P = World price of output
 
Pj" = World price of input
 
t = Tariff on output
 
tj = Tariff on input
 
w = Manufacturing wage
 
L = Manufacturing labor force
 
e = Effective rate of protection
 
F = Africa
 
S = Asia
 

Define the following: 

M, = wL/Q = Physical wage/productivity ratio 
M2 = wL/(VA x Q) = Value added wage/productivity ratio 
e = IVA/VA') - 1 = Effective rate of protection 
VA = P - aP = P(1 + t) - ajPj'(1 + ti) 
VA* = P' - aiP" 

For each country, we can show the relationship between M2, the measure we use 
in this paper, and M1, the measure implicit in the unit labor cost formula [eq.(2)] as 
follows: 

M2 = wL/(VA x Q) = (wL/Q)/(P - aPi) = M1/(P - aiPj) 

- M1/[P'(1 	 + t) - ajPi'(1 + tj)] 

= M1/[(1 + 	e)VA'] 
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This indicates that a value added based measure not only converts physical output
into a value measure, but also incorporates the effect of differences in the level of 
protection between inputs and outputs. 

This effect is best illustrated by taking the ratio of the value added measures in 
Africa and Asia, which are the numbers presented in Table 8.2 and illustrating how 
it is related to the ratios which would be generated if we had productivity based 
measures. This can be seen in the following: 

-M = MF/(1 + eF)/VA " M F x es
S 1 +M2 MiS/[fl + eS)/VA "]  Mls 1 + eF 

The ratio of the value added measures in Africa to the value added measure in Asia 
is equivalent to the ratio of the physical productivity ratios multiplied by the ratio 
of Asian to Afr'can effective rates of protection. If, as is probably the case,
African rates of effective protection are greater than those in place in Asia at the 
relevant period of history, then the value added based measures will underestimate 
the difference between African and Asian wage/productivity ratios, 3nd hence 
underestimate the difference in unit labor costs. (We thank Michael Roemer for 
pointing out this relationship.) 
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FIGURE 8-1: Identical Productivities, Different Wages 
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FIGURE 8-2: Identical Wages, Different Productivities 
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FIGURE 8-3: W/AP Ratios and Per Capita Income 
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FIGURE 8-4: Factor Endowments and Labor Productivity 
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FIGURE 8-5: Wages versus Land/Labor Ratios 
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TABLE 8.1: Ratio of Parallel Market to Official Exchange Rate 

East Asia
 

Hong Kong 


Korea 


Singapore 


Taiwan 


Southeast Asia
 

Indonesia 


Malaysia 


Thailand 


Africa
 

Botswana 


Ghana 


Kenya 


Nigeria 


Tanzania 


Zaire 


Zambia 


Zimbabwe 


Asia (Median) 


Africa (Median) 


Mean Values by Decade 

1960'S2 1970's 1 9 8 0 "Sb 

1.00 1.00 0.99 

1.06c 1.10 1.05 

n/a 1.01 1.01 

n/a 1.05 1.04 

n/a 0.97 0.94 

1.02 1.01 1.01 

1.01 0.99 0.97 

n/a n/a 1.21 

1.63 2.93 2.39 d 

1.21 1.21 1.17 

n/a 1.35 2.68 

1.21 2.02 3.17 

n/a 2.36 1.59 

0.95 2.06 1.53e 

n/a 1.53 1.60 

1.02 1.01 1.01 

1.21 2.02 1.60 

Mean Values for the 1960's are included as long as at least
 
four years worth of observations were available.


b The 1980's refers to 1980-88 only.
 
C 1965-69 only.
 
d 1980, 1983-88 only.
 
C 1980-87 only.
 

Source: World Currency Yearbook, various years
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TABLE 8-2: Ration of Wages to Productivity 

AFRICA
 

Country 


Botswana 


Cameroon 


C6te d'Ivoire 


Ghana 


Kenya 


Madagascar 


Malawi 


Mauritius 


Nigeria 


Senegal 


Sierra leone 


Tanzania 


Zimbabwe 


ASIA
 

Country 


Indonesia 


Korea 


Malaysia 


Singapore 


Taiwan 


Thailand 


a: $36,000 U.S. 
b: $85,000 U.S. 
c: $ 1,000 U.S. 

Size Cutoff 


1 employee 


not listed 


12 million CFAV 


30 employees 


50 employees 


not listed 


100,000 kwachab 


10 employees 


not listed 


not listed 


10 employees 


10 employees 


2000 dollarsc 


Size Cutoff 


20 employees 


5 employees 


5 employees 


10 employees 


no cutoff 


10 employees 


Year w/AP
 

1990 .39
 

1978 .39
 

1982 .31
 

1983 .23
 

1988 .41
 

1984 .36
 

1983 .59
 

1987 .50
 

1983 .20
 

1984 .43
 

1986 .31
 

1985 .35
 

1987 .37
 

Year wAP
 

1981 .21
 

1963 .26
 

1970 .27
 

1963 .35
 

1961 .16
 

1970 .24
 

Sources: United Nations, Yearbook of Industrial Statistics, various years.
 
United Nations, African Statistical Yearbook, 1987.
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TABLE 8-3: Annual Manufacturing Wages and Value Added per Worker - Official 
and Parallel Rates (U.S. Dollar Equivalent) 

AFRICA 

Wages Value Added/Worker
 

Country Year Official Parallel Official Parallel
 

Botswana 1990 1853 1818 4788 4697
 

Cameroon 1978 5513 5099 14205 13136
 

C6te d'Ivoire 1982 4407 4453 14181 13547
 

Ghana 1983 723 283 3133 1228
 

Kenya 1988 1524 1510 3729 3695
 

Madagascar 1984 1013 664 2837 1859
 

Malawi 1983 1036 676 1766 1152
 

Mauritius 1987 1905 1711 3799 3411
 

Nigeria 1983 4419 1776 21605 8683
 

Senegal 1984 2457 2357 5684 5452
 

Sierra Leone 1986 821 420 2685 1373
 

Tanzania 1985 1072 266 3033 752
 

Zimbabwe 1987 3625 231S 6295 4027
 

Median 1853 1711 3083 2635
 

ASIA
 

Wages Value Added/Worker
 

Country Year Official Parallel Official Parallel
 

Indonesia 1981 907 873 4332 4170
 

Korea 1963 924 511 3523 1949
 

Malaysia 1970 1700 1687 6341 6295
 

Singapore 1963 2813 2784 8034 7956
 

Taiwan 1961 463 463 2907 2907
 

Thailand 1970 1151 1161 4813 4855
 

Median 1037 1017 4573 4512
 

Sources: United Nations, Yearbook of Industrial Statistics, various years
 
United Nations, African Statistical Yearbook, 1987
 
United Nations and World Bank, African Development Indicators
 

Note: The 1982 U.S. dollar equivalents were calculated by first converting
 
from domestic currency into dollars at the current year's exchange rate and then
 
using the U.S. consumer price index to find the appropriate value in 1982 dollars.
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TABLE 8-4: Hectares of Agricultural Land per Agricultural Worker 

AFRICA
 

Country 


Botswana 


Cameroon 


C6te d'Ivoire 


Ghana 


Kenya 


Madagascar 


Malawi 


Mauritius 


Nigeria 


Senegal 


Sierra Leone 


Tanzania 


Zimbabwe 


ASIA
 

Country 


Indonesia 


Korea 


Malaysia 


Taiwan 


Thailand 


Year 


1990 


1978 


1982 


1983 


1988 


1984 


1983 


1987 


1983 


1984 


1986 


1985 


1987 


Year 


1981 


1963 


1970 


1961 


1970 


Ha/Worker
 

5.19
 

2.39
 

1.20
 

1.24
 

0.34
 

0.81
 

0.99
 

1.41
 

1.84
 

1.14
 

2.01
 

0.56
 

1.13
 

Ha/Worker
 

0.57
 

0.41
 

1.72
 

0.58
 

1.04
 

Source: Food and Agriculture Organization, FAO Production Year
book, various years.
 

?57
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TABLE 8-5: 	 Literacy and School Enrollment Rates (%) 

AFRICA 

Country Year 

Botsw-na 1990 

Cameroon 1978 

C6te d'Ivoire 1982 

Ghana 1983 

Kenya 1988 

Madagascar 1984 

Malawi 1983 

Mauritius 1987 

Nigeria 1983 

Senegal 1984 

Sierra Leone 1986 

Tanzania 1985 

Zimbabwe 1987 

ASIA 

Country Year 

Indonesia 1981 

Korea 1963 

Malaysia 1970 

Singapore 1963 

Taiwan 1961 

Thailand 1970 

a: Value is for 1965. 

Secondary School 


Enrollment Rates 


37 


16 


17 


38 


23 


36 


5 


51 


29 


13 


18 


3 


45 


Secondary School 


Enrollment Rate 


30 


35' 


34b 


45' 


271 


3 0b 


Adult
 

Literacy Ratec
 

71
 

56
 

43
 

53
 

59
 

67
 

41
 

83
 

42
 

28
 

29
 

n/a
 

84
 

Adult
 

Literacy Rate
 

7 4 d
 

71
 

60
 

75C
 

n/a
 

79
 

b: 	 Value is midpoint of values for 1965 and 1975.
 
c: 	 Literacy rates for Africa are for 1985.
 
d: 	 Value is for 1985.
 
e: 	 Value is for 1975.
 
f: 	 Value was calculated as the number of secondary students divided by two-thirds
 

of the population aged 10-19.
 

Sources 	 World Bank, World Development Report, various years.
 
United Nations, Human Development Report, 1992.
 
Republic of China, Taiwan Statistical Data Book, 1991.
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A Common Heritage 

Until after the second world war the formal financial systems of most Asian and 
African countries were similarly structured to serve the needs of the colonial (or 
quasi-colonial in China and Thailand) trading community and to minimize the 
administrative problems of the coloniai government. Currency was issued in order 
to facilitate trade and tax collections. In the British colonies, currency boards 
issued a local currency tied to sterling and backed by reserves in sterling. Price 
stability was facilitated since a balance-of-payments surplus was required in order 
to increase the currency issue. Banking services were provided mainly by banks 
owned by tne colonizers which had offices only in major trading centers and were 
primarily concerned with the business of the foreign trading community. 

As countries became independent after World War II, economic development 
became a central objective and with it the need to mobilize financial 1'esources. 
Governments of newly independent countries thus had strong incentives to replace 
the currency boards with new central banks and to nationalize the colonial com
mercial banks. They could then use the new banking system to direct financing to 
the investment projects required by their development plans. 

A further justification for the move to establish government control over the 
financial system was the widespread distrust of market processes in general and 
of market-oriented financial systems in particular. That distrust had ideological 
origins but -was reinforced by the belief that private financial systems were subject 
to concentration of wealth and power, destabilizing speculation, and frequent 
failures of banking institutions. The financial disasters of the Great Depression 
were still fresh in memory. 

The newly independent governments in Asia quickly replaced the colonial 
monetary authorities with central banks which were formally modeled after North 
American or European central banks and which had all the powers usually given to 
central banks. In particular they had the power to issue currency. 

In many cases the governments of the newly independent Asian states 
nationalized the existing commercial banks or acquired a controlling interest in 
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them. In a number of cases the nationalized commercial banks were reorganized 
into a set of banks which, following both socialist and Japanese models, were to 
specialize in serving a particular sector, for example, agriculture, industry, foreign 
trade. But whether nationalized or not, banks were closely controlled by govern
ments. The central bank established upper and lower limits for interest rates on 
various kinds of loans and deposits, and in many cases banks were required to 
invest certain proportions of their funds in particular categories of loans. The 
central bank also used "refinancing loans" to insure that priority sectors received 
credit at low interest rates. In general interest rates were kept low, in part for 
political reasons but also in response to a mistaken interpretation of Keynesian 
theory which was more applicable to depression circumstances in developed 
countries than to capital-poor LDCs. 

African countries became independent some years later than the former 
colonies in Asia, and the former British colonies followed a pattern very similar to 
that of Asia. The former French colonies also followed much the same model at 
the microeconomic level, subjecting commercial banks to close control, regulating 
interest rates, and allocating credit to priority sectors at preferential interest rates. 
But their approach to central banking was quite different. Monetary unions, each 
with its own central bank, were established for French West Africa and for Central 
Africa. Each central bank issued a currency for the union. The exchange rate 
between the two CFA francs and the French franc was set and has remained at 
fifty to one since 1950. Moreover, the policies of the two central banks were not 
autonomous, but rather subject to some degree of control by the French Ministry 
of Finance. 

In many respects the subsequent outcome of the financial policies of the 
developing countries in Africa were similar to those experienced previously by the 
Asian countries. The use of interest rate controls tended to "repress" banking 
systems in both areas of the world. Low interest rates on deposits led to the 
widespread use of alternatives to bank deposits as a means of holding wealth. 
Some people ev3ded exchange controls to shift funds abroad, others made use of 
local informal lending markets, and still others invested in gold and jewelry or bid 
up real estate prices. Total saving may have been reduced because of those 
financial policies, though the evidence on that point is not so clear. 

Low interest rates and credit allocation for special sectors caused inefficient 
allocation of the limited amounts of capital available to developing African coun
tries. Moreover, the availability of low-cost credit led to widespread corruption. 
Finally, the allocation of credit on the basis of political rather than economic criteria 
resulted in numerous defaults on bank loans. Those defaults caused bank failures 
in many of the developing countries in Africa. They were not, of course, the only 
cause of bank failures since many LDCs were subjected to shocks from changing 
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terms of trade, and variations in the growth of demand in their developed country
trading partners. But the politicization of banking systems made banks much more 
vulnerable to adverse economic events. 

Asian countries generally achieved independence and created independent 
financial systems one or two decades earlier than the African countries. They also 
became disenchanted with politicized and repressed financial systems somewhat 
earlier than most African countries and accordingly undertook reforms or restruc
turing of their systems sooner. 

A simple comparison of the ratios of Broad Money (M2) to GDP for the main 
countries of Asia and of Africa that we focus on in the subsequent discussion 
provides a crude indication of how the financial growth of the Asian countries 
preceded that of the African countries by roughly 2 decades [See Table 1]. The 
average M2/GDP ratio for the African countries in 1980 was almost identical with 
that of the limited group of Asian countries in 1960. 

What is remarkably different about the two groups of countries is that the 
Asian countries achieved steady increases in their M2/GDP ratios in the 1960s and 
1970s, and spectacular increases in the 1980s, whereas the African countres, 
both individualiy and as a group, experienced declining ratios in the 1980s. The 
rapid expansion of banking services and the role of the financial system in Asia 
during the 1980s coincides with the general, but not universal, trend toward 
greater freeing up of financial markets from direct controls and government 
manipulation. The decline in Africa's financial ratios reflects prouably a combina
tion of the generally worsening economic conditions in Africa as weil as the 
continuation of extensive governmental controls over financial institutions. 

In the following sections, we attempt to describe the principal financial 
policies in the Asian and the African countries and suggest how these have 
influenced the divergent patterns of financial and, ultimately, economic develop
ment found in the two regions. 

Financial Reform in Asia 

At the most general level, the redirection of financial systems in East and South
east Asia away from interventionist, credit-allocation mechanisms to more market
oriented, multi-service systems has not occurred quickly, nor completely, nor 
universally. It has proceeded farthest in the most developed city-statos of Singa
pore and Hong Kong. It has lagged in the now least-developed and politically most 
unstable country, the Philippines, and also in Indochina and Burma (which are not 
covered in this review). Even this generalization needs to be qualified, because 
Korea and Taiwan have maintained substantial levels of intervention, especially 
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over their banking systems, and rapidly-developing China still has a highly con
trolled system. 

Only in Singapoe and Hong Kong, where per capita incomes are now 
approximately US$10,000 and which are important traJing and service centers, 
does it seem reasonable to say that the financial sector has become a significant 
growth-promoting industry. In most other couitries of the region, it is more 
appropriate to claim that the finbinciai sector and financial policies have changed to 
accommodate the needs of the economies and the changing orientation of national 
development policies,. In no case can it be said that reform of the financial sector 
preceded or substantially contributed to accelerated development of the real 
economy. 

Underlying the financial progress of most East and Southeast Asian coun
tries are the following critical characteristics: they have avoided large budgetary 
deficits and their inflationary consequences most of the time1 ; they have kept 
exchange rates, however they -re determined, at realistic or equilibrium levels to 
promote export growth; and they have achieved relatively high rates of economic 
growth.2 These basic tendencies of fiscal prudence and export-oriented exchange 
rates have had significant implications for financial policy. The financial systems 
have not been cal!ed upon to fund fiscal deficits, but, more frequently, to absorb 
and allocate foreign exchange surpluses. In the countries with the most open 
foreign exchange systerni, monetary policy has had, on occasion, to protect 
foreign exchange reservesi, but this has not generally been a chronic problem. 
Thus, the main responsibility of the financial systems has been to mobilize and 
allocate savings to enterprises rather than to government, and to operate the pay
ments system. 

While most countries of East and Southeast Asia have considered and ever 
professed to 3dopt significant reforms at various times, the reality is that many 
countries have retained substantial direct controls or have reinstated direct controls 
after having relaxed them. In the following discussion we trace the extent of 
financial reform and the retention or reimposition of direct controls in nine major 
areas of financial policy: allocating bank credit, setting interest rates, competitio:N, 
dealing with bank insolvencies, instruments of monetary policy, management of 
the capital markets, and controlling foreign capital movements. 

'The exceptions include the Philippines on several occasions, Thailand and Malaysia in the early 

1980s. 

'The Philippines is, again, an exception. 



267 CH. 9: FINANCIAL DEVELOPMENT 

COLE AND DUESENBERRY: 10/6/93 

Credit Allocation 

Until financial systems become highly developed and able to pr(vide a wide range
of financial services to all sectors of the economy, there is an understandable 
concern that some groips in the economy do not have sufficient acc,:;s to 
financial services and that thi,. will limit overall growth and deprive the diad
vantaoed groups of eqpitable ireatment. Generally the concern focuses or access 
to credit rather than to savings or payment facilities, although there is evidence 
from a numbei of countries thpt these latter are the most needed services. 

Practically all countries in East and Southeast Asia still have mechanisms for 
controlling or influencing the allocation of bank credit. The differences among 
countries are matters of form and degree rather than of substance. At one 
extreme are systems in which the central bank or the ministry of finance has a 
direct involvemei, t in all the major lending decisions of the banks, both private and 
government-owned. At the other extreme, the government may own or control 
one or two banks that specialize in lending to particular sectors, such as agricul
ture, or to certain industries or particular groups, such as home buyers. Alter
natively, the government may give guidelines to banks on the proportions of their 
loans that should go to particular purposes and may include in their standards for 
performance valuation of the banks the extent to which they comply with these 
guidelines. 

Singapore and Hong Kong are probably the only countries in the region
which do not have i-my significant government involvement in the allocc-,don of 
bank credit. Singapore did set up The Development Bank of Singapore in 1968 to 
do term lending to the industrial sector, but it has evolved over time into a general
bank which is often used by the Government to pioneer new areas of financial 
activity. The bank is government-owned, but is a profit-making institution, ni on 
commercial principles. 

China is at the o'cher end of the spectrum, with strong government involve
ment in the allocation of credit. Korea has always been much closer to the 
government-dominated end of the credit allocation spectrum. Despite the sale of 
some government-owned banks to private owners in the early 1980s, the Office of 
Bank Supervision has continued to be activeiy involved in bank credit allocation. 
The main instrument for this policy is the "lead bank" system, whereby one bank is 
designated to supervise all bank lending to major borrowing firms or groups. That 
bank must keep the Office of Rank Supervision fully informed on the loans granted
and outstanding to that firm or group, and frequently receives guidance on shifts in 
loan allocation or restrictions on granting further loans to specific borrowers. 
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The concerns about bank credit are commonly that not enough credit is 
going to medium and small businesses, or to agricultural producers, that there is a 
deficiency of medium and long term credit, and that interest rates on all these 
kinds of credit are "too high". Most Asian countries still have some credit pro
grams that are intended to overcome these various credit "problems", but in recent 
years these special credit programs have received less emphasis because of the 
growing awareness that the perceptions of the basic problems were often wrong, 
or they were not readily solvable by additional amounts of subsidized credit. 

The notion that there was a shortage of term financing has been counter
balanced by the growing recognition that most bank loans in Asia, especially to 
larger borrowers, while technically defined as short-term credits that mature in one 
year or less, are in fact rolled over and over, and become long-term credit lines that 
are closer to permanent equity than to short-term credits. Interest rates on such 
credits may move up and down with prevailing market rates, but in many cases 
even the interest rate is not very onerous if it can be financed by an increase in the 
line of credit. 

Medium and small businesses, on the other hand, often receive credit 
indirectly through their suppliers or from the buyers of their products. Even 
farmers are frequently able to obtain needed supplies such as fertilizer and seed on 
a credit basis from local merchants, who in turn may receive credit from banks. 
These multiple-stage credit arrangements, so common in Asia and in Africa, are 
important mechanisms for disseminating credit throughout the economy, at market 
interest rates, without direct banking relationships. In assessing the need for 
special credit programs for supposedly disadvantaged groups in the economy, it is 
important to determine whether these informal, multi-layered, private credit 
arrangements are already meeting the needs reasonably effectively. 

On the other hand, there is experience from some Asian countries, especially 
Indonesia, that it is possible for banking institutions to provide small-scale deposit 
and credit services to millions of customers in rural areas on a profit-making basis. 
The essential elements of this successful example are reasonable lending rates, 
strong repayment incentives, effective organization and supervision, and easy 
withdrawal of deposits.3 

The almost universal experience from Asia, and from Africa, is that highly 
subsidized credit intended for poor rural producers more often ends up benefiting 
the better-off inhabitants and those who control the distribution of the credit. 

3See Patten and Roseng-ard [1991] and Robinson [1992] for a detailed discussion of these 
programs. 

J)o 
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These groups are likely to become strong advocates for the credit programs and to 
resist their discontinuation. 

Nevertheless, despite the limitations of government-directed allocation of 
subsidized credit, most governments in Asia and Africa have at some time adopted 
such programs. The positive lessons in this regard from Asian experience are that 
such programs should be limited in size; focused on clearly distinguishable target 
groups with potentially profitable production prospects whose use of funds can be 
monitored; have strong repayment incentives; and have minimal interest rate 
subsidization. 

Setting Interest Rates 

All countries ir the region have at some time had systems of directly controlled 
bank interest rates on deposits and loans which were set by the monetary authori
ties below market-clearing levels. Taiwan was the first country to raise the level of 
controlled interest rates to approximate market-clearing levels. Beginning in 1953, 
bank deposit rates were set by the Central Bank at levels well above the inflation 
rate and this led to significant growth of the banking zystem over the next two 
decades [McKinnon, 1973: 114-5]. In the mid-1960s, both South Korea and 
Indonesia followed this example and experienced similar growth of their banking 
systems. In all three of these countries, although the monetary authorities decided 
to raise deposit rates to near market-clearing levels and permitted some increase in 
bank lending rates, they also retained low, subsidized lending rates based on 
central bank credit for various priority categories of bank lending. When inflation 
accelerated in the 1970s, the authorities in both Korea and Indonesia, were 
reluctant to increase the controlled deposit and loan rates sufficiently to correct for 
the inflation and the real rates again became negative. 

Other countries in East and Southeast Asia have subsequently raised 
controlled bank interest rates above the prevailing inflation rates for varying periods 
of time and generally have experienced similar positive effects or, the growth of 
the financial system. Few governments have given their banks total discretion 
over the setting of interest rates. In some countries where such discretiun has 
been given, there was a "bankers club" or a bank cartel that could be counted on 
to listen to the monetary authorities' suggestions. In Indonesia the banks were 
given the authority to set their own interest rates on most types of deposits and 
loans in 1983. Government-owned banks, which accounted for 70-80% of total 
bank assets at that time, could be counted on to follow guidance from the Central 
Bank and Ministry of Finance, and recently these authorities have given strong 
guidance to the whole banking system on the appropriate level of interest rates. 
Much the same situation holds in Malaysia, Thailand and Taiwan. In Singapore, 
the four dominant private banks can be counted on to follow the suggestions of 

dz
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!he Monetary Authority of Singapore. In Hong Kong the bankers cartel sets rates. 
In China the banks are all government-owned and the central bank determines 
interest rates. Thus, in no country in the region at present are bank interest rates 
really free from either direct control or strong government guidance. 

Competition 

Mos ountries of the East and Southeast Asian region have limited the entry of 
new banks and the opening of new branches by existing banks. Hong Kong has 
been the most permissive in allowing entry and encouraging competition in its 
relatively small territory. As a consequence, there are many foreign and domestic 
banks in Hong Kong and they use it as a base for serving all parts of the region. 
Singapore has allowed foreign banks to set up special entities, called Asian 
Currency Units, ihat serve the international market, but their activities are limited 
within Singapore. Even for the banks that are licensed to operate in Singapore, 
there are two categories of instiLutions, those with full license and those with 
restricted licenses. These Iiiitations are designed to protect the domestic market 
for the fully licensed banks. 

Most other countries of the region have been much more restrictive than 
Hong Kong or Singapore. Most other countries also have a higher proportion of, 
and a larger role for, government-owned banks, which are often given special 
protection or privilege relative to privately owned or foreign owned banks. 

In 1988, Indonesia opened entry for new domestic and foreign joint-venture 
banks in addition to the handful that had been authorized in 1967-68, but still 
prohibited any fully foreign-owned branches. Within four years the number of 
commercial banks in Indonesia increased from 112 to 196, and the number of 
branch offices of banks throughout the country rose from 1,640 to 4,286 [Bank 
Indonesia, indo'?esianFinancial Statistics, May 19921. This sudden expansion in 
banking services in Indonesia may have been excessive and could be followed by 
bank failures and mergers. It may also reflect the concern that easy entry of new 
banks would not be continued indefinitely, so it was best to get established when 
the opportunity presented itself. There was also undoubtedly an insufficiency of 
banking services, and lack of competition contributed to poor quality of service. 
Opening up entry has revitalized che banking industry in Indonesia and made it 
much more responsive to customers demands and to new market opportunities. 

Taiwan has also been reducing the barriers to entry of new banks in recent 
years, but on a less ambitious scale than in Indonesia. The cartel of the old 
mainland banks that transferred to Taiwan in 1949 has finally been broken, but the 
new banks still account for a limited share of total bank assets. 
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Most of the other countries, including Korea, China, Thailand, Malaysia and 
Philippines, have kept fairly strong restrictions on new entry and have preserved 
the dominant role of government-owned or government-controlled banking institu
tions. These restrictions have often led to rapid growth of finance companies and 
other non-bank financial institutions, including informal curb-market operations, to 
make up for either the deficiency or the unrealistic prices of financial services. The 
protected banks generally have been inefficient and have frequently been used by 
government as sources of po:itical funds or personal wealth. 

The main reason given for restricting entry of new banks has been to 
prevent "excessive" competition leading to small, weak banks that could collapse 
and cause a financial crisis in times of adversity. Hong Kong has the largest 
number of banks, both absolutely and relative to the size of the economy, and has 
no bank deposit insurance system. It has experienced some financial crises and 
some bank failures, but the bank failures have not caused or seriously contributed 
to the worsening of the crises. 

The more realistic explanations for restricting entry of banks are to preserve 
the advantages of existing bank cartels, to reduce the burdens of bank supervision, 
and to maintain the comfortable relationship between the banks and the regulators. 
When bank entry has been liberalized, it has generally led to reduced interest rate 
spreads and greatly improved services. It has also increased the demands on the 
regulators for effective supervision and in some cases raised demands for some 
form of deposit insurance to help guarantee the safety of the smaller private banks. 
Only a few countries in the region have gone very far down this path. 

Dealing with Insolvent Banks 

Most of the countries of the region do not have deposit insurance systems as 
protection against bank insolvency. Depositors therefore have to mke their own 
assessments of the riskiness of individual institutions. In many countries this leads 
to differential deposit rates. The rates may be lower in government-owned banks, 
which are generally considered safe, as are foreign-owned banks, although the 
recent experience with BCCI may change the latter assumption. Private banks 
tend to be judged in terms of their political connections as well as the soundness 
of their management. Small, politically unconnected institutions are often consid
ered risky and must offer inducements to attract depositors. 

Generally speaking, government-owned banks and politically powerful 
private banks have not been allowed to fail in the region. Central banks have had 
the main responsibility for alleviating the short-run pressures on such banks. Many 
different schemes have been devised for sharing the ultimate burden of insolvency 
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among the central bank, the budget, other banks and the private owners, but 
seldom has any burden fallen on the depositors. 

The common practice in most Asian countries for dealing with smaller 
private banks which become insolvent is to arrange mergers with stronger private 
or government-owned banks. The central bank often acts as the "marriage broker" 
and also may either take over some of the bad assets or make a contribution to the 
capital of the acquiring bank. The Indonesian policy of holding bank owners 
collectively and personally responsible for their bank's liabilities is a new approach 
which may still be challenged in the courts. 

Over the past quarter century, none of the countries of the region has 
experienced a serious banking crisis in which there has been a massive withdrawal 
of deposits and impending collapse of many banking institutions.4 It would seem 
that the prevailing approach to bank failures in East and Southeast Asia, while it is 
not clearly defined or prescribed in statutes, has worked reasonably well to 
maintain confidence in the solvency of the whole banking system, if not always in 
the individual instintions. 

Indirect Monetary Controls 

The money markets of most Asian countries developed much earlier than those in 
African countries, so that most Asian central banks have the means to exercise 
indirect control of reserve money and short term interest rates much more readily 
than their African counterparts. 

Nevertheless most Asian countries combine indirect control of reserve 
money with some direct allocation of credit. In managing the monetary base, the 
Asian central banks have used a variety of techniques. Some are "ariants on open 
market operations; others involve significant departures from market-oriented 
procedures. Several countries use treasury bills for open market operations but 
others such as Indonesia and Korea use central bank bills for this purpose. 

When Korea, Taiwan, and Singapore experienced large balance-of-payments 
surpluses, the central banks moved to sterilize a large part of the inflow of reserves 
in order to control domestic demand. To do so they used special security issues 

4See Sundararajam and Balino [1991] who describe banking crises in Thailand and the 
Philippines as well as several Latin American countries. In Thailand the problems arose in the 
finance companies and had little impact on the banking system. In the Philippines there was 
general loss of confidence in the Government in the early I 980s that resulted in a shift away from 
bank deposits. But the Government managed to rescue enough of the big banks so that there was 
not a major flight from the Peso. 
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and persuaded the banks to buy them. The government of Singapore has deposit
ed funds from its budget surplus with the Monetary Authority of Singapore in order 
to absorb bank reserves. Taiwan has absorbed reserves by accepting deposits 
from the postal savings system. The Bank of Korea has required banks to buy 
stabilization bonds issued for the purpose. 

At other times, the central banks of the Asian countries have needed to
 
inject reserves into the banking system. They have done so by reversing their
 
open market operations and also by using the discount window. Some countries
 
are stl providing credit to special sectors of the economy through the discount
 
window and also by permitting banks to obtain funds from the discount window
 
when they have liquidity problems. In most cases the central bank rations the
 
amount of credit available through the discount window.
 

The short-run targets for monetary policy change with circumstances. When 
the balance of payments and exchange rate positions are satisfactory, the central 
banks' major concern is usually inflation control. A monetary aggregates approach 
is often the basis of policy, but there are frequent ad hoc shifts in policy in 
response to changes in the terms of trade or other cost-push factors. 

Interest rate targets are also used, especially when interest rates have to be 
adjusted in response to factors affecting short-term international capital flows. 
Indonesia's monetary target has often been an interest rate rather than a quantity 
of reserves. Moreover, Bank Indonesia has found it necessary on a number of 
occasions to change the rules of the game in order to deal with the large move
ments of reserves related to foreign exchange transactions, for example, by 
shifting large amounts of government enterprise deposits out of the state banks 
into the central bank in order to remove reserves from the system. 

In Malaysia the central bank used open market operations for a number of 
years and also influenced the market by lending to discount houses. 

The experience of Asian countries indicates the difficulties that African 
central banks will face as they shift to indirect monetary control. It takes some 
time to develop short term securities markets with sufficient depth to permit their 
use for reserve control. Even when those markets work well in ordinary circum
stances, they may not be able to absorb the shocks arising from large capital
flows. The central bank will then have to take unusual measures, as has been 
done in a number of Asian countries. Central banks must not only be able to 
handle the mechanics of special deposit requirements or the sale of stabilization 
bonds. They must also retain the confidence of the banking system and other 
market participants in their intention to return to normal procedures as soon as 
possible. 



274 CH. 9: FINANCIAL DEVELOPMENT 
COLE AND DUESENBERRY: 10/6/93 

In a regime of direct credit controls the aggregate supply of credit can be 
controlled by the processes which govern its detailed allocation. When govern
ments switch to market-based credit allocation they can, but only with some 
difficulty, attempt to blend a system of aggregate credit ceilings with a market
based system of allocation. However, the international agencies that have pushed 
for market-based credit allocation have sometimes encouraged central banks to rely 
only on indirect controls and to use their money market operations as the primary 
means to influence the money supply, bank credit and money market interest 
rates. This seems premature for most African countries. 

Money Market Development 

Money markets have been developed most fully in the large international financial 
centers of East and Southeast Asia, but they have also achieved considerable 
importance in Malaysia. Money markets are important for the purposes of liquidity 
management by the central bank, all financial institutions and even larger non
financial enterprises. They also provide the channel for implementation of indirect 
monetary policy instruments by the monetary authorities and, in the process, 
establish reference interest rates that serve as the basis for pricing most other 
types of financial instruments. Money markets consist of short-term claims, 
usually less than one-year maturity, and they may be denominated in domestic or 
foreign currencies. 

As the authorities of the East and Southeast Asian countries have sought to 
promote the development of their money markets, they have often faced the 
dilemma of whether to let interest rates on money market instruments fluctuate 
freely in response to changing market conditions or to try to control or limit the 
movements of rates in an effort to impart a sense of stability. If rates on such 
instruments are controlled, there is usually an accompanying requirement for 
financial institutions to hold the instruments as part of their liquidity or legal 
reserves. When this happens, the money market instruments tend to lose their 
usefulness for liquidity management or generating realistic reference interest rates. 

Malaysia, Thailand, Korea, Indonesia and the Philippines have all at times 
taken steps to control money market interest rates and require financial institu
tions, especially banks, to hold certain amounts or proportions of the money 
market instruments. Sometimes these controlled rates and purchases have been 
for purposes of financing government deficits at low interest rates. More often it 
has been done to curtail domestic credit and monetary expansion while holding 
down the costs to the central bank of doing so. 

Neither Singapore nor Hong Kong could engage in such controlled interest 
rates and forced purchases without jeopardizing their roles as international financial 
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centers. Malaysia has also eliminated such controls which has contributed to the 
growth of its money markets. Indonesia, Korea, the Philippines, Taiwan and 
Thailand have all maintained or reinstated controls and have thus impaired the 
growth of their money markets. 

Capital Market Development 

Despite the efforts of many Asian countries to promote the early development of 
their capital markets, the evidence suggests that capital markets did not become 
significant and useful features of the financial system until the countries had 
achieved substantial economic development, including an important industrial 
sector that accounts for 20-25 per cent of GDP. Prior to that, the banking system,
if not too repressed, carried the main burden of financial intermediation, and the 
capital markets, if they existed, were artificially sustained through tax exemptions 
and subsidies. 

It is also a common experience that, at some point, the capital markets 
suddenly "came alive", usually reflecting a combination of domestic promotion and 
foreign interest. When that happened the existing rules and iegulatory structure, 
whichi were aimed more at promotion than at investor protection, often contributed 
to an expansionary bubble that sooner or later burst and left both foreign and 
domestic investors disappointed and disillusioned. Most countries of Asia, after 
going through this cycle, have then introduced new regulations and institutions 
that have helped to create more orderly and useful capital markets. 

Capital markets have become one of the important symbols of modernity, 
and most countries of the region have endeavored to promote capital markets 
before there was much demand for their services. Singapore and Hong Kong again 
provide the exceptions: they have allkwed their markets to grow and to serve 
international customers without much promotion from government. 

The two countries have been quite different in their approaches to regula
tion, however. Hong Kong had practically no governmental regulation until the 
Hong Kong stock market crisis in 1987, whereas Singapore has had fairly strict 
regulation at ieast since the early 1970's. These did not, however, prevent a 
serious panic in the Singapore market over the Pan Electric Crisis in 1985 which 
led to a further strengthening of regulations. 

Korea and Taiwan have the largest capital markets in East Asia, excluding 
Japan. Both countries have severely limited direct foreign participation in their 
markets. The Korean market is subject to both strong regulation and manipulation 
by the Ministry of Finance. In the early days of promoting the Korean capital
market during the 1960s and 1970s, the Government offered many incentives, 
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including reduced income taxes for companies that would list their shares. When 
these incentives proved ineffective, the Ministry of Finance began to publish annual 
lists of companies that would be required to "go public" during the coming year. 
In most cases these companies would reluctantly "come to market" during the 
closing days of the year. 

Korea has also restricted the number of securities companies operating in 
the market and has excluded foreign holdings of shares, except through a few 
highly controlled investment funds. The Government has often had to bail out 
securities companies which have become insolvent and has not hesitated to call 
upon securities companies to support the prices of shares in the market. Fre
quently the Government has had to assure financing from the banks or other 
financial institutions to carry out these market support operations. Korea is now 
finally opening up its capital market to foreign investors, but the Government is still 
heavily involved in controlling and manipulating all the participants. 

The Taiwan market has been much less regulated than that of Korea and has 
been characterized by much speculation and instability. It has not been an 
important channel for raising new capital for local enterprises. Malaysia has 
achieved significant steady development of its capital market, especially since the 
termination of cross listing of companies with the Singapore markets. 

Most of the other countries of the region have sought to develop their 
capital markets through incentives or direct intervention to encourage companies to 
issue or to guarantee a market for their shares. China on the other hand has been 
slow to permit capital markets, but has recently authorized their operation in 
Shanghai and Shenzan. Most of the markets of the region have gone through at 
least one crisis of confidence that has seen the prices of shares tumble to a 
fraction of their previous levels. Taiwan and Malaysia have prGbably achieved the 
most developed and effective markets outside of Singapore and Hong Kong. The 
contribution of the capital markets to mobilizing finance for investment in Taiwan 
and Malaysia has reached roughly the level w the banking systems. 

The basic lessons on capital markets for the African countries would seem 
to be not to push prematurely for capital market development, especially through 
subsidies and tax exemptions; and when the economy does achieve a sufficient 
level of industrialization and development, to prepare both the institutional struc
ture and a legal framework that requires reasonable transparency and integrity of 
capital market participants to provide suitable investor protection, along with any 
promotional efforts. 
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Control of Foreign Capital Movements 

Removal of controls over foreign ca2ital movements has been a graduat process in 
most countries of the region. There are, however, a few exceptions. Indonesia 
moved to a totally open capital account system in 1971, largely because the 
authorities believed that, given the geographic nature of the country, it was 
impossible, and a waste of scarce resources, to try to enforce capita controls. 
Hong Kong has maintained an open foreign capital system for many years, as has 
Singapore, which was consistent with their traditional roles as entrepots for the 
trade and financing of their large neighbors. 

Thailand, Malaysia and Taiwan have retained some limited restrictions on 
foreign capital movements despite their rapid development and very large foreign
exchange reserves. Korea, like Japan before it, has maintained extensive foreign 
exchange controls. The ostensible reason for these controls is to restrict capital
flight in times of instability. But there is also concern about the inflows of foreign
investment that may lead to foreign take-overs of domestic industries. China has 
retained controls over capital movements, but has announced intentions to relax 
them substantially in the near future. 

The open capital accounts in Indonesia, Singapore and Hong Kong have put 
pressures on economic managers not to permit monetary and fiscal expansion that 
could lead to large outflows of foreign exchange reserves. Some writers such as 
Dornbusch and McKinnon, based mainly upon Latin American experience, have 
warned against premature removal of foreign controls which can lead to instability
in the foreign capital account. The experience of Indonesia and Singapore sug
gests, however, that the open capital account, by imposing a powerful restraint on 
fiscal and monetary policy, can have a beneficial effect. 

Financial Development in Africa 
Macroeconomic Context 

Since the mid 1970s, the systems of monetary management used throughout Sub-
Saharan Africa (SSA) have been associated with serious economic imbalances, 
discussed in Chapter 4. These are reflected in high rates of inflation, capital flight, 
currency substitution, foreign debts that cannot be serviced, large public sector 
deficits and inso!vent financial institutions. 

Numerous factors have produced this situation. They include inappropriate 
domestic policies, external events, bad luck, and misguided donor initiatives. It 
must be said, however, that overambitious development programs financed 
through domestic credit and foreign loans played a major role in causing inflation 
and balance of payments difficulties. Unwillingness to make the adjustments in 
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fiscal and monetary policy required by changes in terms of trade and by adverse 
weather conditions compounded these difficulties. Attempts to support unrealistic 
exchange rates by exchange controls adversely affected the capacity to export and 
led to capital flight. The effort to maintain low, often negative, real interest rates 
raised the incentives to move capital abroad. 

At home the use of interest rate controls discouraged savings and caused 
those who did save to invest in inflation hedges rather than use the banking 
system. Ceilings on loan rates and the allocation of E large proportion of bank 
credit to state enterprises and to favored borrowers in favored sectors resulted in 
an inefficient allocation of capital and, in many countries, to defaults on a high 
proportion of bank loans. That in turn led to insolvency of many banks, especially 
among those owned or controlled by the government. 

While some countries have fared better than others, nearly all the countries 
of SSA face the need for a major overhaul of their banking systems and a ,ational
ization of their policies and procedures for controlling the total volume of credit and 
the allocation of available credit between government and the private sector. 

In general there is some indication that since the mid-1 980s, countries such 
as The Gambia, Ghana, and Uganda have moved toward stability. That progress 
reflects a greater willingness on the part of governments to face the need for a 
serious stabilization effort. It also reflects the relative stability in the external 
conditions facing Africa during the last half of the 1980s. 

Donor Pressure for Financial Reform 

The IMF, the World Bank, and other aid donors have frequently made their grants 
and loans contingent on adoption of a financial reform package. Several elements 
are common to those packages. All of the countries engaged in adjustment and 
reform have been simultaneously involved in efforts to improve fiscal policy and 
monetary management. Most of the donor-sponsored programs include limits on 
the overall supply of bank credit and often specify the maximum amount of credit 
to be used by the government and state enterprises. 

The donor-sponsored packages have also emphasized the need to deregulate 
deposit and loan interest rates and to reduce or eliminate special low-interest credit 
programs for particular sectors, along with the requirements that banks allocate 
certain proportions of their loans to those sectors. Those programs have also 
supported efforts to complete the rehabilitation or orderly liquidation of insolvent 
banks and improvements in their management and supervision. 
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The general thrust of these reforms has been to move the financial systems 
in SSA toward more market-oriented opgrations. In the interest of completing that 
process some recent donor-sponsored packages have encouraged or even required 
central banks to take some of the measures which could provide the basis for a 
system of indirect control of the volume of credit. As a preliminary to the control 
of monetary aggregates by open market operations, central banks have been 
encouraged to develop markets for short-term securities while at the same time 
improving their own capabilities to manage the monetary base. 

The case for a shift to a market-based financial system rests on three 
considerations. First, is the general case for the efficacy of market processes
which has come to be widely and often uncritically accepted. Second, is a general 
recognition of the poor performance of the directed credit regimes which have 
been used in Sub-Saharan Africa. Third is the pressure on SSA governments and 
central banks exerted by the increasing internationalization of financial markets. 
Many SSA countries have already suffered from capital flight. Moreover, the loss 
of confidence in the monetary and fiscal policies of many SSA countries has made 
them vulnerable to further losses of capital. In countries where capital controls 
have become ineffective or have been removed, it appears necessary to offset lack 
of confidence by maintaining real interest rates substantially above those in 
developed countries. 

As their difficulties became more severe, many of the governments of 
African countries acceded to the pressures for financial reform from the IMF, the 
World Bank, and the AID donors. The reforms are discussed in the following 
sections. 

Credit Allocation 

While direct credit allocation programs have not been eliminated, they have been 
scaled back as part of the general shift toward greater reliance on market process
es. The privatization of some state enterprises and efforts to control the deficits of 
others have reduced the need to make special credit allocations for them. The 
poor condition of many state-sponsored development banks, together with the 
reduction in World Bank support, has forced them to limit their lending. In a 
number of countries the special credit arrangements for crop financing have been 
abandoned or rationalized. 

More generally, development banks are no longer regarded as central to the 
development process. In most countries there is a continuing interest in improving 
the arrangements for financing small business and for providing term lending to 
small and medium sized enterprises. But the failures of special credit arrangements 
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in the past have dampened enthusiasm for large-scale expansions or new versions 
of those programs. 

Interest Rate Liberalization 

The wisdom of the whole apparatus of interest rate regulation and credit allocation 
has been questioned by economists at least since the early 1970s. The change of 
attitude reflected the observations of economists who were directly involved in 
development programs as well as the more general shift of opinion away from 
dirigism in favor of market-oriented policies. The work of Shaw [19731 and 
McKinnon [1973] played an important role in directing attention to the problems 
posed by directed credit regimes. 

In the past five or six years a number of African countries have liberalized or 
eliminated their controls over deposit and lending rates at commercial banks. 
Special credit allocation programs have been -educed in scope and a few countries 
have removed their overall credit ceilings. The intention of those changes was to 
permit market forces to play an increasing role in determining interest rates and the 
allocation of credit. But market forces seem to be rather weak in some of the 
countries which liberalized rates. In most countries lending rates have risen 
following liberalization, but have followed the inflation rate with some lag, so that 
real interest rates have tended to move inversely to the inflation rate. Although 
loan rates may be following the market-clearing level, that is not generally true for 
deposit rates. 

Especially in the small to medium-sized countries such as The Gambia, 
Ghana, and Malawi, the banking sector is very concentrated and non-bank compe
tition in the formal markets is limited. In Ghana and Gambia competition has been 
further restricted because some banks have been under supervisory restraint 
pending their recapitalization. In those and other countries the very few banks 
have well-established relations with their customers and each other, making it 
possible for banks to earn very wide spreads between deposit and loan rates. If all 
deposit rates were increased, the marginal cost of funds attracted from the general 
public would be far above the average cost. Banks which need additional funds 
can, of course, make separate offers for large term deposits without raising rates 
generally. In many cases, however, banks have had little incentive to bid for 
deposits because central banks have imposed credit ceilings while permitting 
excess reserves to accumulate. 

In The Gambia rates were liberalized as part of a general economic recovery 
program. One objective was to raise nominal interest rates to make real rates 
positive. The inflation rate fell sharply while bank loan rates remained virtually 
unchanged at about 25% and real lending rates rose sharply to 15%. The bank 
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loan rates in The Gambia may be close to market-clearing rates given the credit 
ceilings and excess reserves, but the rates are set in an oligopolistic market. 
Deposit rates actually fell a little, providing a 2-3% real return to depositors, while 
banks earned a 13% spread between loan and deposit rates. 

In Malawi, where there are only two commercial banks, interest rate spreads
increased from an already wide 7% in 1985 to 9.5% in 1991, as t-e lending rate 
rose to 20% while deposit rates remained at 11.5%. With inflation running at over 
10%, real deposit rates were virtually zero. 

In some larger countries the resort to market forces may be working much
 
more effectively. Nigeria has many commercial banks and an 
active non-bank 
financial sector. After removal of interest rate regulation, deposit and loan rates 
increased together while the spread between deposit and loan rates remained very
low. Both rates rose during the rapid inflation of 1988-89 with deposit rates 
lagging as often happens. By 1991, when inflation had slowed to about 12%, 
deposit rates were around 15% while loan rates averaged 20%. 

In Kenya loan rates rose faster than deposit rates after deregulation. The 
spread between deposit and lending rates seems to have settled at around 5%. 
That figure would be considered high in a developed country but, given the higher 
reserve requirement and the loan losses suffered by banks in most LDCs, it does 
not seem unreasonable. 

Bank Failures 

Bank failures have been widespread in SSA, especially among the banks owned or 
controlled by governments. Some of the losses can be attributed to inadequate
diversification in economies subject to severe shocks from weather, terms of trade,
and economic policy. They can also be blamed on inexperienced management and 
political influence on lending decisions. 

Some failing banks had lent heavily to government corporations that sus
tained losses. Banks in The Gambia and Senegal lent heavily to government
sponsored organizations involved in crop financing and processing of agricultural
products. Government-sponsored banks also lent to development projects that 
failed. 

In addition to the banks which have been formally declared insolvent, a 
considerable number of banks have portfolios with substantial amounts of non
performing loans. In Nigeria, for example, there have been only two important
bank failures (both banks owned by state governments), but the reports of bank 
supervisors indicate that many banks have been seriously compromised by assets 
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that include nonperforming loans but no provision for losses. Similar problems are 
likely to exist in other countries that have not had large-scale insolvencies. 

Approaches to Bank Rehabilitation 

Three different approaches have been used to deal with the problem of loan losses. 
In some cases banks have been liquidated and depositors forced to wait for 
whatever recoveries can be made from the portfolios of the failed banks. In 
Senegal depositors of severai banks will be paid off only as recoveries proceed, 
preference being given to small depositors. Some of the loss will be born by the 
government, whose corporations were major depositors in some of the failed state 
banks. 

More commonly a procedure called "open bank assistance" has been 
followed. The bank's non-performing assets are taken over by a government 
corporation. The government then recapitalizes the bank by providing enough 
assets in the form of government securities to give it a positive capital base. At 
the same timp a new management is put in place together with a staff training 
program. The depositors' position remains unchanged throughout while the 
government ultimately sustains a loss equal to the excess of the value of the 
assets provided to the bank less the value of recoveries from the loans taken over. 
The cost to the government is essentially a recognition of losses it sustained in the 
past by implicitly guaranteeing the obligations of banking institutions. The issue of 
government securities in the recapitalization process has no immediate impact on 
expenditures for goods and services. Neither the government nor the bank buys 
anything and the depositors are no wealthier then before. However, the govern
ment is saddled with a future interest burden whose capital value is related to the 
amount of the recapitalization. 

In some cases open bank assistance is linked to efforts to find another bank 
which will put in new capital. Usually the government must provide funds to 
replace doubtful assets. In Senegal, for example, the Credit Lyonnaise became the 
majority shareholder in Union Senegalais de Banques. 

If the open bank assistance process could be completed speedily it would be 
a way of minimizing the financial disruption associated with bank failures. But in 
practice the process has been a tortuous one. In both The Gambia and Ghana the 
process of loan evaluation and recapitalization took a long time. In the meantime 
bank lending was inhibited by supervisory restraints on the undercapitalized banks. 
Moreover, in Ghana banks felt constrained to give preference to loans to indebted 
customers to avoid forcing them into bankruptcy and generating further losses. 

335i
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The third approach is to permit banks with doubtful loans on their books to 
continue operating normally in the expectation that an improvement in general
economic conditions will enable borrowers to pay off their debts and restore the 
banks to solvency. Under the right macroeconomic circumstances, together with 
improved supervision to reduce the number of new loans to weak borrowers, that 
approach may succeed those banks whose position before reform is not too bad. 

Supervision and Deoosit Insurance 

African banking debacles have caused a number of governments to overhaul their 
agencies for bank examination and supervision. The largest scale reorganization 
of bank supervision is underway in the West African Monetary Union. There the 
BCEAO, which serves as central bank for the Union, has established a new 
supervisory commission which will supercede the bank supervisors of the dividual 
member countries. The new commission is expected to conduct frequent audits. 
It is hoped that the supranational authority will be able to take effective action to 
improve bank lending procedures. 

The central banks in other countries are developing new supervisory stan
dards and stepping up their staff training programs while the bank rehabilitation 
process is still underway. Nigeria and Kenya have established formal deposit insur
ance. In Nigeria the new Nigerian Deposit Insurance Corporation (NDIC) will also 
be largely responsible for bank supervision. The new corporation begins its work 
at a time when the portfolios of insured banks include a substantial proportion of 
non-performing loans. At first, the insuring agency will not liquidate the failed 
banks. In effect the insurance program reinforces the government's commitment 
to the depositors (at least up to the amount covered) so that the danger of runs on 
the bank may be reduced. It is hoped that, in time, improved banking practice and 
continuing inflation may bring some banks back to solvency. 

Bank failures in Africa and elsewher3 serve to highlight the potential costs of 
a formal deposit insurance program. That concern is reinforced by the limited 
effectiveness of bank supervision in many African countries. Nonetheless, it is not 
possible for African governments to simply ignore the problems which are ad
dressed by deposit insurance. In most SSA countries governments have an implicit 
commitment to protect depositors. In the event of bank failures there are strong 
pressures on the government to honor that commitment. 

The most important thing is for each government to do what it can to limit 
the risk of failure. They can begin by resisting any tendency to pressure banks to 
lend to poorly-managed government corporations or to participate in subsidized 
loan programs for politically favored groups. They can improve bank supervision 
and take prompt action to enforce their prudential regulations effectively. 
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Nonetheless there will be insolvencies and governments must have some 
policy for dealing with them. They have to decide whether to insure all deposits, 
only small ones or none at all. They also must decide how to deal with banks that 
fail or are about to do so. They can force banks to liquidate or arrange a merger 
that will usually require an infusion of cash by the government. Finally, they can 
provide open bank assistance, covering the bank's losses, prov-ding cash as 
needed, and ultimately recapitalizing the bank. 

Any disposal procedure can be used with any insurance arrangement. In 
practice the insurance system is bound to affect the way in which the authorities 
deal with a failing bank. If all depositors are covered, the government can choose 
what appears to be the cheapest method of dealing with the bank. Uninsured 
depositors will be protected if the bank is kent open or sold to another bank which 
assumes its liabilities. In a liquidation, uninsured deposs~ors will have to share the 
losses with the government. 

in considering its options governments will have to judge whether there are 
realistic possibilitics for selling failed banks, especially when the number of banks 
is very small, and they will have to recognize that a liquidation will impose consid
erable costs on borrowers who will have to establish new connections with other 
banks. In many cases it will appear that the only feasible option is open bank 
assistance. In that case, of course, it will make little difference after a failure 
whether depositors are insured or not. 

It may make a difference beforehand if there is some uncertainty about the 
fate of failed banks so that surveillance by large uninsured depositors may exert 
some influence on the banks risk-taking choices. In general, depositor surveillance 
has not been effective in preventing banks from getting into trouble. On the £Lher 
hand uninsured depositors will leave a bank which is known to be weak. Their 
action is likely to force the supervisors to take action and will prevent the bank 
management from continuing to raise funds in the hope of gambling its way to 
survival. In view of the political links between banks and government, the flight of 
uninsured depositors ma'/ be needed to induce regulators to act. Note, however, 
that the role of the uninsured depositors depends on their expectations about the 
supervisor's actions. If banks are deemed too big to fail, everyone is insured 
anyway. 

While circumstances vary from country to country, a case can be made for 
insuring the small depositors and not insuring large depositors. Resolution of 
failures by the cheapest means should then be the preferred procedure. 

The no-insurance alternative leaves all the options open, but leaves the 
government exposed to pressures to avoid liquidations. Those pressures can be 



285 CH. 9: FINANCIAL DEVELOPMENT 
COLE AND DUESENBERRY: 10/6/93 

reduced by offering risk free options such as savings bonds or postal savings 
accounts to depositors who are especially interested in safety. Another alternative 
would be a two-tier banking system with tightly regulated full service commercial 
banks, together with less regulated "merchant banks" taking only large deposits. 

Money Market Development 

A number of African countries are working to develop short-term security markets. 
The central banks of Ghana, The Gambia, Nigeria and Zambia have been holding 
auctions for treasury bills. These auctions have a dual purpose. They can provide 
a means for indirect control of the monetary base. It is also hoped that when the 
auction is well established, non-bank buyers may be induced to hold bills and a 
secondary market will gradually develop. 

The bill auctions are conducted in very thin markets with only a few banks 
participating. There is reason for concern about excess volatility or that banks will 
collude in making bids. However, the main difficulty in developing these auction 
markets appears to be the reluctance of the governments to pay the interest rate 
required to sell the amount of bills originally scheduled for auction. The central 
bank can, if it wishes, choose the amount to be sold after examining the bids and 
can therefore set the price by adjusting the volume. Moreover, it can let the banks 
know what range of bids will be considered acceptable. 

Nonetheless, it does appear that, with some experience and a desire on the 
part of the government and central bank to make the auction succeed, a real 
market for bills can be developed. In The Gambia, where the central bank had 
offered bills on tap for several years, the central bank has been able to sell the 
targeted amount of bills. Some non-bank government enterprises have participated 
in the auctions, though private bids have been negligible. The prices at the auction 
have been relatively stable, but this may reflect the recognition by the Darties 
involved of the need for stability. 

In Ghana the central bank was for a time unable to sell the targeted amount 
of bills because it did not wish to entertain bids at rates high enough to clear the 
market. More recently the auction has been more successful and now plays a 
significant role in the reserve control process. Ghana has tried to foster the 
secondary market by establishing a discount house following the British pattern. 
The market has remained thin because of difficultic.s in launching the bill auction, 
and such complications as variations in the eligibility of different government 
security issues for rediscount at the central bank. 
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Indirect Control of Money Supply 

The establishment of short-term security markets is a useful step in building a 
market-based credit allocation system since the yields on a standard, low-r'sk, 
short-term security can establish a uniform cost of funds to all lending institutions 
as well as a minimum opportunity cost for lenders. It also provides a basis for the 
development of longer-term security markets. 

However, the security markets cannot accomp!ish a rational allocation of 
available capital resources unless the determination .if the aggregate supply of 
bank credit is consistent with national economic objectives. Central banks may 
choose to control some monetary or credit aggregate or they may choose to 
control a central interest rate. In either case their decisions must be consistent 
with the constraints imposed by international capital flows. 

As we noted in the last section, a number of central banks in SSA have been 
working to develop their short-term security markets and may soon be able to 
exercise some control by means of treasury bill auctions. None of the short-term 
markets is sufficiently developed. Nor are the central banks themselves ready to 
undertake open market operations. While they await further development of 
money markets, central banks will need to develop procedures for indirect control 
that do not depend on the existence of well-developed secondary markets for 
government securities. The Gambia, Ghana, and Nigeria have had some success in 
using the treasury bill auction method to withdraw funds from the market. At 
some point they will wish to inject funds into the market. That can be done for a 
time by letting maturing bills run off, but sooner or later they will need to find new 
methods for increasing the supply of reserve money without lending directly to the 
government. They will also need to develop procedures for establishing interest 
rate and monetary aggregate targets as they move from direct credit control to 
indirect control regimes. 

Long-Term Markets 

The banking systems of man, African countries are being restored to solvency; 
management and supervision are improving, and central banks are moving toward 
indirect control of the supply of money and credit. But even with complete 
success in those areas, African banking systems will still affect only a limited part 
of the economies in which they operate. When working well, they have provided a 
safe haven for the part of the population which can save and wishes to do so in 
financial form rather than invest in their businesses or those of relatives. However, 
banks offer very limited service to the rural areas where most Africans live. A 
large part of the savings flowing into banks have been used to finance government 
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deficits or the investments of government enterprises. The remainder of bank 
assets consists mainly of loans to traders or loans secured by urban real estate. 

Critics of African financial systems frequently complain of the lack of formal 
finance for agriculture and smaller firms, and of the lack of longer-term lending. 
Critics are basically correct in asserting that commercial banks do not serve those 
markets. Funds disbursed as mortgage loans may, of course, be used for other 
purposes and, while term loans may be uncommon, banks may regularly roll over 
short-term loans for established customers. Nonetheless, commercial banks give 
the impression of concentrating on short-term commercial credit. 

In a few countries other private institutions provide other types of credit.
 
"Merchant banks" or "finance companies", taking only large deposits and being

subject to less restrictive supervision, are capable of providing term loans and of
 
making loans to relatively new or small businesses. Leasing companies can also
 
provide term loans with a different type of security. It is important to recognize
 
that, to make small business loans or lend to new businesses, evaluation of
 
borrowers and monitoring their performance may make the cost of lending quite

high by comparison with rates charged to well-established customers.
 

In all developing countries informal markets supply much of the credit to 
small- and medium-sized businesses and to new ventures. In those markets 
lenders and borrowers usually have personal connections of some sort which 
reduce the risks of lending and the need for evaluation and monitoring. Up to a 
point then the need for additional formal channels may be exaggerated. However, 
the existing arrangements have certain limitations. To the extent that they rely on 
established connections they do not serve any individuals who do not have banking 
connections or links to the sources of informal finance. 

In many parts of Africa women play an important independent role in 
agriculture and some types of marketing. The available credit sources are usually
inadequate for their activities. Some women in urban areas need additional credit 
for trading or artisan activities, but a much larger number of the women who can 
usefully employ additional credit are to be found in rural areas. There are a number 
of special women's credit programs, mostly sponsored by non-governmental 
organizations (NGOs). Experience gained in those programs should be used to 
broaden their application and to find some way to channel funds to women from 
the formal financial system. 

Although women have special credit problems, the arrangements for 
providing rural credit are generally unsatisfactory. Finance through marketing
boards and government-sponsored cooperatives has often resulted in heavy losses 
which were ultimately borne by the government. In the past, private traders in 

q 7 
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cash crops provided some rural credit. Rural traders and shopkeepers also provid
ed credit, using bank loans to supplement their own funds. Much of that activity 
was undermined by the low cost credit supplied by government agencies. 

Much can be learned from sorne of the relatively large experiments, such as 
the ones in Indonesia [Robinson, 19921, though there is certainly no general 
formula for supplying rural credit in all the varying situations to be found in 
developing countries. It can be said that no credit program is likely to succeed 
which does not charge borrowers the full cost of loan funds plus the cost of 
evaluation and monitoring required to operate the program. Obviously, sanctions 
against defaulters must be enforced. 

Capital Markets 

In much of Africa the largest-scale enterprises have been those sponsored by the 
state. Many of those enterprises are being privatized and it is unlikely that many 
new state enterprises will appear in the near future. It will be necessary for banks, 
often also newly privatized, to develop their capacity to deal at arms length with 
those enterprises and to adapt their lending arrangements to new circumstances. 
These considerations raise the question about the potential role of debt and equity 
capital markets in African countries. 

Although there has been considerable interest in establishing equity and 
long-term debt markets, it is very doubtful whether any substantial effort to 
develop formal capital markets can or should be undertaken in most countries of 
Africa at this time. 

Before capital markets can develop there must be a legal framework which 
provides the basis for issuance of securities to be held by persons or organizations 
not participating in the management. Share- and debt-holders must have access to 
reliable reports of the condition and performance of any companies whose securi
ties they might hold. They can do so only if there are legal requirements for 
audited reporting of the relevant facts and some arrangements to ensure enforce
ment of those requirements. The legal framework should be put in place before 
there is any substantial public trading of securities. Once a legal framework exists, 
securities can be issued and traded without direct intervention by the government, 
though with careful government supervision of the market participants to assure 
that they comply with the prudential rules. 

It seems unlikely that public debt issues will have much success in any 
country which has not achieved a reasonable degree of price and exchange rate 
stability. If these preconditions do not exist then such debt issues are likely to be 
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taken up by the banking system, including the central bank, adding to the instabili
ty. 

Conclusion 

The most general conclusion from this comparison of Asian and African financial 
systems and policies is that most African countries still lack many of the critical 
preconditions for so-called "modern" financial institutions and markets. For this 
reason it is advisable to concentrate on fairly simple and basic aspects of financial 
development rather than to push for new instruments and markets that require 
sophisticated commLnicitions, a well-developed legal infrastructure, and efficient 
supervision and regulation for their success. 

Fancy new financial gadgets will not solve the underlying macroeconomic 
problems or promote rapid industrial development. The important objectives are to 
improve the basic financial instruments and markets so that the payments system 
works reasonably well; so that potential savers have access to instruments and 
institutions that will provide liquidity as well as maintenance of value; and so that 
potential investors with sound projects can obtain part of their financial needs from 
the financial system on terms that are reasonable and reliable. Once those 
objectives have been attained, it is time to begin preparation of the legal, human 
and institutional infrastructure for more complicated financial activities. 
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TABLE 9-1: FINANCIAL RATIOS OF ASIAN AND AFRICAN COUNTRIES, 1960 -
1990 (M2/GDP)
 

Country 1960 

Singapore 53.2* 

Hong Kong 

Taiwan 

Korea 11.5 

Malaysia 24.2 

Thailand 23.0 

China 

Indonesia 

Philippines 18.9 

Asia Average 26.2 

Botswana 


Zimbabwe 


Cameroon 


Ivory Coast 


Senegal 21.4* 


Nigeria 12.3 


Kenya 22.9* 


Zambia 15.2* 


Malawi 14.0* 


Ghana 16.7 


Uganda 21.5 


Africa Aver. 17.7 


1970 1980 1990 

66.3 64.0 98.6 

69.0 173.9# 

59.3 151.4 

33.0 32.9 41.1 

33.9 53.0 66.9 

28.3 38.2 74.5 

45.3 102.7 

9.9 19.0 42.8 

21.2 21.0 34.4 

31.9 40.2 78.6 

30.7 25.6 

35.2 32.5 

15.1 22.4 19.2# 

25.7 27.1 31.3 

15.5 28.3 22.1 

17.4 28.9 22.1 

30.5 30.6 29.0 

29.2 29.6 22.6 

23.1 21.8 20.4 

18.9 18.5 13.4 

17.6 13.7 10.Oe 

21.4 26.1 22.6 

Notes: The regional averages are simple averages for the 
countries included in the table. 
* = Signifies initial dates after 1960. 
#= Data for 1988. 
e = Estimate 

Sources: World Bank 1992; IMF 1992 



CHAPTER TEN 
FOREIGN DIRECT INVESTMENT 

Louis T Wells Jr. 
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Across Africa economic reform programs place high hopes on foreign direct 
investment (FDI). By the late 1980s change was visible in many African countries. 
By 1988, according to the Annual Report of the International Finance Corporation,
revised or new foreign investment laws were being int oduced in more than 20 
Sub-Saharan African countries [Bennell, 1990: 155]. The new legislation reflects 
the expectations that foreign investment will make up substantial parts of the 
shortfall in capital needed for investment and provide technology, management 
skills, and access to foreign markets. 

On occasion, the experience of Asian developing countries is cited when 
African countries seek foreign investment. Yet Asian experiences offer complex 
lessons. They suggest that some of the hopes with respect to foreign investment 
are probably too high; that the new legislation in Africa that favors foreign invest
ment must be accompanied by more difficult macroeconomic reforms to generate
significant inflows of FDI; and that certain of the successes of Asia cannot be 
repeated because of changes in the structures of the world industries involved. 

Today, the amounts of foreign direct investment in some Asian countries 
stand in sharp contrast to figures for Africa. In 1990, the ASEAN countries 
received five times the amount of foreign investment that went to all of Africa 
[Table 11. Although FDI accounted for more than 25% of domestic capital 
formation in Botswana and Swaziland, it was important otherwise only in C6te 
d'lvoire and the mining or oil countries of Africa [see Table 2]. In fact, a large part
of the investment that has come to Africa from abroad has been concentrated in 
natural resource industries, rather than in manufacturing. Further, when foreign 
manufacturing firms have invested in Africa their markets have almost always been 
local; there has been virtually no parallel to the large investment in Asia to manu
facture for overseas exports. (Table 3 shows the strikingly high role of FDI in the 
exports of several Asian countries; no comparable data are available for Africa.) 

New development strategies in Africa are leading countries to turn more to 
foreign investment; nonetheless Africa's share of all FDI to developing countries 
has steadily declined since the early 1960s, from about 17% in 1960 to less than 
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6% in 1987 [Brewer, 1991; Cockcroft and Riddell, 1991]. In contrast, Asia's 
share grew steadily, to more than half of all FDI to developing countries. 

The overall figures mask dramatic differences in the roles of FDI, even 
among the Asian countries. For 1986 to 1989, ;nflows of FDI have represented 
35% of domestic capital formation in Singapore; in Korea, only 1.6%. The other 
East and Southeast Asian countries are scattered between these two extremes 
[Table 21.1 

By the 1970s foreign investment was no longer a pressing ideological issue 
in most of Asia. Almost absent was the anti-foreign investment rhetoric that was 
so popular in Latin America through the 1960s and 1970s and persisted longer in 
much of Atrica. Indonesia was eagerly courting foreign investment in the early 
1970s, although its enthusiasm varied over time. Today, Korea and Taiwan, long 
hesitant, are more open to foreign investment. 

Costs and Benefits of FDI 

Evaluating foreign diect investment has proved to be a difficult task. Few doubt 
that it brings capital, technology, management skills, and access to foreign 
markets. Placing values on these is difficult enough. On the other hand, foreign 
investment has on occasion been charged with a wide range of evils: importing 
technology that is too capital intensive; bringing in outdated technology; exploiting 
local labor; paying local labor too much and thus driving up wages; favoring 
imported sources of components and materials over local ones; using transfer 
prices to escape local taxes and to avoid sharing returns with local partners; 
encouraging corruption; polluting the environment; and so on. Many of the 
questions that must be resolved are economic, but political and sociological issues 
loom large as well. 

Available studies suggest several conclusions. First, under conditions that 
are common in developing countries some foreign investment is likely to be 
beneficial and some harmful, the balance depending to a great extent, on the 
economic policies that are in place. Second, some of the harmful impacts that 
critics attribute to foreign direct investment are in fact results of industrialization, 
whether the means of industrialization are domestic or foreign. The risks of harm 
in these cases are probably best managed with general policies, such as environ
mental regulations, anti-monopoly laws, etc., rather than by specifically targeting 
foreign investors. And third, some of the impacts of foreign investment are so 
complex that they are likely never to be fully understood. The demonstrated 

1For other data sources, see Brewer [1991: Table 4-1] and Lim and Fong [1991: 34]. 
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beneficial first-round impacts of certain kinds of FDI under liberal economic policies 
seem great enough that better measurements of the complex subsequent impacts 
are unlikely to reverse the positive first-round effects. 

Dozens of studies have examined the behavior of the foreign investor.2 

They address such issues as whether the foreign firm is more likely to import its 
inputs than is the local firm and whether its technology choices differ systematical
ly from those of a local firm. They try to meacture the employment associated with 
foreign investment and the impact of such investment on host countries' balance 
of payments. Such studies have limited usefulness to the policy maker. Frequent
ly, the choice is between foreign investor or no investor for a particular activity; 
rather than knowing that a domestic investor might be better if he were available, 
the policy maker usually needs to know whether the net impact of the interested 
foreign investor would be positive or not. 

There are now a few studies that have attempted to measure the net 
benefits and costs in narrow economic terms of foreign direct investment, using
various sorts of cost/benefit frameworks. Although the methodologies differ from 
study to study, the conclusions are strikingly consistent: on the order of 60% to 
70% percent of the projects that foreign investors propose are beneficial to the 
host country. In the remainder, the costs exceed the benefits.3 In the best of the 
studies, the conclusions come after researchers have made a number of adjust
ments to the measures that companies use to determine their results. For exam
ple values of the output of plants are changed to reflect costs to the host country 
cf i btaining equivalent goods from alternative sources (usually assumed to be 
imports). Shadow prices are assigned to inputs where actual prices do not reflect 
scarcity values.4 However carefully done, these studies do not purport to take 
into account externalities associated with the investments studied. Thus, they
ignore benefits such as the training of workers or managers who eventually take 
their skills elsewhere in the economy, the impact of an investment on othf.,r firms 
by demonstrating good management techniques, and so on. But they a!so ignore 
negative externalities, such as pollution and displacement of local savings. 
Nevertheless, the net benefits from the majority of projects are SL 'ficiently large 
that it is difficult to believe that the unmeasured negative impacts would offset the 
measured gains. 

2 For an excellent summary of the literature, see Grieco [Moran, 1986]. 

3Lal and Streeten, [1977]; Reuber, [1973]; Encarnation and Wells, Jr., [1973]. 

4The origin of most of the methodologies lies in Ian M.D. Little and James A. Mirrlees, Manual 
of Industrial Project Analysis in Developing Countries, Volumes I and II (Paris: OECD, 1969). 
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Even more important is what these studies have to say about the relation 
between a host country's policies and the economic effects of foreign investment. 
The likelihood that a particular project will be economically harmful is closely 
associated with how much protection from competition the host country grants to 
the industry. The higher the protection from competing imports, the greater the 
likelihood that the project will be economically harmful. More open economies 
have less to fear from foreign investment, at least in economic terms, than do 
more closed economies. With international competition, the foreign investor is 
likely to profit only from investments that also benefit the country. 

Of course, such research has nothing to say about the political issues 
involved. Latin American countries have long feared that heavy reliance on foreign 
investment would increase their dependence on countries that were homes to 
investors. At the extreme, home countries might intervene if hosts took actions 
that were not in the interest of foreign investors. Indeed, there was a time when
"gunboat diplomacy" might have justified such fears. Recently, however, such 
intervention has been rare, or at least more subtle. Although the United States has 
laws that restrict foreign aid to countries that expropriate U.S. foreign investment, 
and which instruct U.S. delegates to international institutions to vote against loans 
to such countries, the laws have been used only rarely. It has not been easy to 
identify many recent cases of strong home country intervention on behalf of 
foreign investcrs. 

The charges that foreign investors contribute disproportionally to corruption, 
pollution, and safety problems in developing countries is especially difficult to 
evaluate. Studies have not shown foreign firms to be more guilty than local firms 
in these areas. In fact, the foreign firm often comes out better. These are largely 
problems associated with industrialization and should be managed as such, 
whether foreign firms or local firms are the investors. 

Perhaps more serious, foreign investors are charged with creating tastes for 
exrensive, well-advertised consumer goods. They encourage customers to 
pt chase items that cost more than local brands. But, with the ease of internation
a ,ommunications today, such tastes are easily stimulated even without the physi
c _l presence of the foreign firm. Even in Vietnam, where the U.S. embargo 
irohibits investment and trade by U.S. firms, American consumer products such as 
Coca Cola are widely available. If tastes for foreign products are to be stimulated 
anyway, it may be better to allow local manufacture. In fact, several foreign firms 
may be better than just one or two, since they may compete away at least 
substantial amounts of the excess profits that might bC- dssociated with marketing 
skills. Asian experience, moreover, has shown that loca firms are not helpless 
against international marketing giants. They have, on occasion, mastered market
ing skills that enabled them to compete successfully with foreign firms. For 
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example, local flashlight battery firms have driven out a major American competitor 
in Indonesia. Although empirical research has not answered all questions about 
foreign investment, the evidence is rather convincing that the bulk of such invest
ment is helpful to development and, most important, that the net benefits increase 
with economic liberalization. 

Nevertheless, FDI has played quit, different roles at different times and in 
different countries in Asia, even in the very successful ones. Moreover, the 
prospects for capturing the potential gains from foreign investment differ according 
to the sector of foreign investment. Accordingly, this chapter deals first with 
investment in import-substituting manufacturing and then with manufacturing for 
export. 

Import-Substituting Manufacturing 

In Asia, foreign manufacturing investment has typically come first for the domestic 
market; later, for exports. Moreover, the kinds of policies that appear to attract 
the two kinds of investment in manufacturing have been different. 

While some foreign direct investment in manufacturing in Southeast Asia 
pre-dates independence, most such investment was made more recently. Malaysia 
and Indonesia, as well as Thailand, 21l attracted considerable investment in manu
facturing for their domestic markets during the periods in which they emphasized 
industrialization through import substitution. For example, foreigrners owned as 
much as 56% of Malaysian manufacturing in 1974; in Indonesia, foreigners held 
about 23% [Hill and Jones, 1984: Table 7]. Particularly important, foreign firms 
brought the technology that was needed for local manufacture. More recently, 
with shifts in national development strategies, foreign investment has grown 
dramatically in plants designed to manufacture for export markets. Singapore and 
Hong Kong have been the principal exceptions to tho usual pattern of a rather 
extensive period of import substitution preceding significant foreign investment for 
manufactured exports. In both of these sites, extremety small home markets ied to 
an early emphasis on exports. 

Asia 

Foreign investment has captured quite different shares of the domestic market in 
different Asian countries. Some countries, particularly Korea and Taiwan (and 
Japan), severely restricted foreign investment that was to produce for the domes
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tic market.5 In 1979, foreigners owned only 13% of Korean manufacturing and, 
in 1974, a little more than half the share in Indonesia and almost a quarter of the 
share in Malaysia [Hill and Jones, 1984: Table 7]. 

High savings rates in Korea and Taiwan, and the availability of other forms 
of foreign capital in Korea, obviated the need for FDI. The populations of both 
countries were comparatively highly educated. Korea inherited at least some 
industrial base from the Japanese occupation; Taiwan attracted many entrepre
neurs from mainland China as the Communists took over there. Both countries 
were determined and seemed able to build their own technical and managerial skills 
on these starting bases. When foreign technologies were needed, Korea in 
particular seemed able to induce Japanese firms to sell know-how without equity
investment. In contrast, by the early 1970s the larger developing countries of 
Southeast Asia were eagerly trying to attract foreign ma.iufacturing investment to 
serve the local market.6 Throughout the region Japanese firms dominated 
import-substituting foreign investment. As the companies that had been supplying 
the markets through trade, they were most familiar with the opportunities. Thev 
were supplemented by firms from Hong Kong, Taiwan, and India, along with 
scattered investments by firms from the United States and, particularly, the former 
colonial powers [Wells and Warren, 1979]. 

Protection of markets through tariffs or quotas served as the principal
incentive for foreign firms. With sufficiently high tariffs or with bans on imports, a 
profitable market could be guaranteed for most any domestically oriented project.
Although Asian governments have frequently offered tax holidays to such inves
tors, study after study has shown that holidays have had little impact on invest
ment decisions for firms that serve the domestic; market [Guisinger, 1985]. 7 

Governments usually intended protection to be a short-term incentive; with 
the maturing of infant industries protection was to be lowered. Yet once industries 
were in place, protection came to be regarded as permanent by both company and 
government. Many industries established tinder protection had no hope of becom
ing efficient. Others failed to become effi-ient because the rewards to manage
ment from lobbying government for continued or increasing protection were so 

6Taiwan's domestic savings rate (28.7%) was slightly higher than its investment rate from 
1965 to 1981. Korea financed around one third of its investment from abroad, but one third of its 
capital imports came from aid and almost two thirds from loans; FDI was negligible [Scitovsky,
1985]. 

6The story of foreign investment in Indonesia is particularly carefully related in Hill [1988]. 

7For a summary of this and other research, see Wells, Jr., [1986: 58-60] and Rolfe [1993: 335
356]. 
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much greater than those that could be obtained from attention to lowering costs. 
Labor in the new factories supported continuing protection, recognizing that high 
wages and job security derived from the lack of pressure on firms to cut costs. 
Levels of nominal protection economy-wide grew as industrialization moved toward 
upstream industries. Downstream operations established earlier could not survive 
with the high-cost inputs that resulted as protection was offered to industries 
supplying them, unless final products received still more protection. The result 
was climbing import barriers. 

In Asia, the impact of high levels of protection on the efficiency of foreign
investment has been clear. In their study of Indonesia, Encarnation and Wells 
[19861 found that a third or more of proposed foreign import-substitution projects 
premised negative returns to the econcmy. A study of domestic manufacturing 
projects would probably have shown numbers that were not strikingly different, 
although perhaps slightly smaller as excess rents would have accrued to domestic 
investors rather than being remitted abroad. The higher the effective protection for 
an industry, the larger the percentage of projects that seemed to be harmful. 
Whatever the source of investment, high rates of import protection led to a 
disjuncture between private and economic profits. Protection distorted the 
economy so much that investment decisions could not be left to private firms 
without a substantial risk of many projects that would subtract from national 
income. 

Intuitively recognizing the dangers of harmful investment, countries estab
lished screening organizations that were charged with saying "no" to foreign (and,
 
in some cases, domestic)
 
investments that would likely have negative effects on the economy. Indonesia
 
had its Capital Investment Board (BKPM), the Philippines and Thailand, their Boards
 
of Investment (BOIs). Taiwan and Singapore also had screening organizations.
 

Most screening organizations in Southeast Asia failed to accomplish the 
tasks that were at least nominally assigned to them [Wells and Wint, 19911. They 
are widely considered to have failed in singling out harmful investors.8 Their 
tedious processes have discouraged foreign investment, much of which would 
have been beneficial. A study found [Encarnation and Wells, 19861 that the 
screening organization in one Southeast Asian country was as likely to accept as 
to reject a project that would be economically harmful, as measured by standard 
economic techniques. Although the screening organization collected the data 
required fo;" such an analysis, it did not actually do the calculations. In fact, no 

8The agencies in Taiwan and Korea have been less studied. There is some evidence that 
Taiwan's screening agency was more effective than those in ASEAN in accomplishing some kind of 
explicit national policy. See Wade [19901. 
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Southeast Asian country routinely performs serious calculations to determine the 
impact of a proposed investment on the host economy [Wells and Wint, 1991]. 
Such calculations seem to be done almost only when they are required for financ
ing by an international organization, such as the World Bank. On occasion, some 
superficial (and misleading) calculations accompany decisions on awarding invest
ment incentives. 

As a result, economic analysis has rarely guided the decision process of 
screening organizations, as international institutions and other advisors expected 
when ik./estment agencies were established. The decision process in some 
countries seemed, rather, to be a political one. The screening organization could 
delay approval in order to give local business (either domestic- or foreign-owned 
firms) or other interests a chance to organize political opposition to the proposed 
investment. Sufficient political opposition would mean that the project would not 
be accepted. If strong opposition did not materialize, the project would be ap
proved. 

From country to country in Asia, screening organizations have differed in 
their authority. The Thai BOI could turn down a company for incentives but the 
company was free to invest in Thailand without BOI approval if it was willing to 
forego incentives. Since the BOI had considerable influence over tariffs, its 
approval was essential to the profitability of many projects. On the other hand: no 
foreign company was allowed to invest in Indonesia without BKPM endorsement 
and most large domestic investments were also subject to approval. (Separate 
procedures governed a few industries, in particular oil and the financial sector.) 

From a purely economic point of view, recent reforms in Asia have reduced 
the need for screening projects proposed for the domestic market. With lower 
levels of protection, the odds have increased that projects that are profitable to an 
investor will also be beneficial to a country. The reduced protection may mean 
that less investment is attracted to the local market but what comes is likely to 
be beneficial. Implicitly recognizing this relationship and eager to rid themselves of 
the cumbersome decision processes that had fe;led to reject harmful projects and 
which discouraged would-be investors,9 a number of Asian countries have stream
lined the screening process. In Indonesia the time required for approval has been 
cut to a fraction of what it was. 

9As will be noted later, the desire for export-oriented investment was especially important in 
driving reform. 
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Africa 

Africa has also had some experience with foreign direct investment in import 
substituting manufacturing. Even small African countries have their shoe plants
(several started by Bata), breweries (often licensed from abroad), and umbrella 
assembly plants (sometimes owned by Chinese investors). In Africa, foreign
investment, or at least foreign participation, has not been unusual in cement 
plants, textile factories, and factories in a few other industries where efficiency 
can be attained at small volumes or where high shipping costs and large amounts 
of protection have provided barriers to import competition. But overall the level of 
foreign investment for import substitution in Africa has remained small, principally
because of the small size of local markets, but also because of overvalued ex
change rates, other discouraging economic policies, and ideological stances, many
of which turned away domestic as well as foreign private investment. 

Nigeria has a substantially larger market than most other African countries. 
Yet even in Nigeria there has been nothing like the foreign manufacturing invest
ment that has characterized the successful Southeast Asian countries. The oil 
boom of the 1970s and early 1980s supported an overvalued exchange rate and 
other macroeconomic policy imbalances that tended to make local manufacture 
uncompetitive, whether by foreign or domestic firms. 

What lessons can Africa learn from Asia? Korea and Taiwan do not appear 
to be useful models for import substitution in most of Africa. African countries do 
not have especially high savings rates; with declining foreign aid, there is little 
hope of their receiving much capital from this source; and foreign loans are unlikely 
to provide further capital. No African country has inherited even the small industri
al base that Korea did; nor do African countries have the levels of education that 
characterized Taiwan and Korea. None has the inflow of experienced industrialists 
that came to Taiwan after World War II and there is no equivalent of the Japanese-
Korean relationship to enable an African country to import technology without 
foreign equity. 

The experiences of the larger Southeast Asian countries, all of which turned 
to foreign investment for some of their technology and capital is more relevant. In 
no case did foreign investment dominate; domestic savings and technology from 
other sources were of overwhelming importance. Yet the role of FDI was signif
icant, even very large in Malaysia. 

The countries that attracted foreign investment followed policies supporting 
that goal. Import protection was the most important; if high enough, it could lead 
to foreign investment almost regardless of other policies. But high import protec
tion led to applications from foreign firms for projects that were economically 



302 CH. 10: FOREIGN DIRECT INVESTMENT 
WELLS: 9/13/93 

harmful to the host country. Screening organizations were generally unsuccessful 
in rejecting such projects. There is no reason to think that African countries will 
screen any better. Thus, they would do well not to emulate the high protection 
that was granted by some of the Southeast Asian countries early in their industrial
ization. 

As Southeast Asian countries have undergone economic reform and lowered 
rates of protection, foreign investment has continued for the local market. But, 
investment inflows became more sensitive to other policies once protection 
declined. If African countries accept that protection should be limited, they will 
also need to make their investment climate more attractive. Indonesia has shown 
that tax incentives are not necessary. But convertible currencies, freedom from 
bureaucratic intervention, and perhaps few restrictions on equity ownership may be 
required to attract foreign firms to produce for the local market with economic 
liberalization. 

Export Manufacturing 

A particularly striking difference between Africa and Asia lies in the role of foreign 
direct investment in export manufacturing. In Singapore, Malaysia, Thailand, and 
Indonesia foreign investors account for significant and growing exports of manu
factured goods. The result has been diversification of exports and greater opportu
nities for domestic firms to enter the export market. In Africa, it seems, there are 
only a few parallels: Mauritius and perhaps some countries on the rim of South 
Africa, largely within the Rand bloc, producing for the South African market. 

It is in export manufacturing that experiences from certain Asian countries 
are likely to be particuiarly useful for a number of African countries. The first 
"lesson" is that there is no single "Asian story." Korea (and Japan) relied heavily 
on the production of locally-owned enterprises for export as well as domestic 
markets. Nevertheless foreign affiliates accounted for 29% of Korean exports in 
1986 [see Table 3]. But non-equity ties were particularly important. Technology 
was imported through licensing agreements. Initial production may have been for 
the local market, but exports were soon to follow. Samsung, Lucky Gold Star, and 
other large Korean conglomerates (chaebols) remained Korean owned, although 
they bought foreign know-how. At the same time, the marketing of labor-intensive 
exports by smaller Korean firms was frequently handled by foreign buyers; over
seas firms contracted production to local companies, rather than investing in their 
own factories. Nike, Reebok, and Adidas entered contractual arrangements with 
Korean shoe makers to supply sports shoes for their overseas markets, rather than 
building their own factories in Korea. 
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The overall role of foreign ownership has been somewhat greater in Taiwan, 
where 20 to 25 percent of manufactured exports originated with foreign firms in 
the 1970s [Wade, 1990: 149.10. Foreign-owned firms have manufactured 
locally some major inputs for export industries and a number of foreign firms have 
operated export-oriented plants in export processing zones. As in Korea, there 
were many contractual arrangements between foreign buyers and local manufac
turers. In the 1970s, over half of foreign firms' exports was in electronics and 
electrical appliances, a sector dominated at the time by foreign enterprises. 
Access to the domestic market was often conditional on exports. Proposals 
for foreign-owned projects were considered by an agency that had considerable 
discretion and which regularly imposed performance requirements, usually in the 
form of export demands. 

Taiwan had an unusually large supply of entrepreneurs and managers, since 
many fled to Taiwan from mainland China during the 1940s. Domestic firms were 
long protected from foreign investors that might compete with them, particularly in 
labor-intensive activities. But local firms were closely monitored by government, 
and protection would decline if their performance indicated that they were not 
becoming efficient [Wade, 1990]. Taiwan's bureaucracy was unusually able to 
check firms' activities against world efficiency standards and to enforce perfor
mance requirements. 

Singapore lies at the opposite end of the spectrum from Korea. Few local 
manufacturers existed, because entrepreneurs were unwilling to build plants to 
serve such a small market and even less likely to invest entirely for export markets, 
considered by local entrepreneurs to be exceedingly risky. There were a few 
exceptions: a few local firms were built when contracts with foreign firms 
moderated the risk, particularly in textiles. But this was not to be the major model 
for Singapore's ties to foreign firms. Much of the investment for manufactured 
exports in Singapore was undertaken directly by foreign firms that knew and had 
access to markets abroad. The result was a heavy reliance on foreign investment 
which, according to one source, has accounted for 80% to 90% of Singapore's 
manufactured exports since 1970 [Lim and Fong, 1991: 921.11 

Indonesia offers a third pattern. Richly endowed with mineral and other 
natural resources, the country long ignored manufactured exports. To some 
extent, foreign investors participated along with state-owned and private domestic 
firms to supply the domestic market with manufactured goods. Yet in light of the 
huge population, total foreign investment was small, only $5 billion from 1980 to 

"0 Lim and Fong [1991: 94] suggest a declining percentage since 1982. 

'see Table 3 for 1988 data. 
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1991 [The Economist, March 20, 19931. Recently, however, Indonesia turned to 
foreign investment in a dramatic and successful effort to develop manufactured 
exports. 

Indonesia was superficially like Korea and might have been expected to 
behave similarly. It had a potentially attractive domestic market that led to many 
locally owned, or at least joint venture, manufacturing firms. But the government 
did not have the tools or the bureaucracy to demand exports of domestic firms as 
did Korea. A convertible currency, the proximity of Singapore, and the availability 
of overseas Chinese finance meant that credit allocation (even with state-owned 
banks) and the use of exchange controls were not useful tools for the Indonesian 
government to impose its will on local business. Most imports were not subject to 
license and tariffs and often controls were easily evaded because of a corrupt 
customs service and difficult borders to police. Thus the bureaucracy had neither 
the tools nor the inclination to move business toward efficiency and export mar
kets. Social contracts that would generate obligations on the part of business 
were not easy to develop in a country of diverse cultures, especially when the bulk 
of private domestically-owned manufacturing was in the hands of ethnic Chinese. 
Thus, a Korea-like option probably would never have been feasible in Indonesia; it 
was certainly not the route chosen. 

When oil prices fell in the 1980s and manufactured exports were needed to 
bolster foreign exchange earnings, Indonesia turned mainly to foreign-owned firms 
that built plants to supply foreign markets. Foreign investment approvals more 
than doubled between 1988 and 1992 and a large portion of these projects aimed 
to produce for export markets. 12 Manufactured exports grew during this period 
from $11.5 billion to an estimated $22.3 billion, much of the growth accounted for 
directly or indirectly by FDI. 

New foreign investment for export was supplemented by some conversions 
of existing plants established to supply the domestic market. A few foreign-owned 
manufacturing plants began to export when government desires became clear. 
Bata, for example, whose local manager had claimed that Indonesia could not 
export shoes, began to export from its Indonesian shoe factory after the feasibility 
had been demonstrated by foreign investors. In addition, some large local business 
groups have responded to the new policy directions. 

Malaysia and Thailand had smaller populations than Indonesia, and thus 
more limited domestic markets but the constraints of size were not nearly as tight 

12More than 70% of the output of plants owned by East Asian investors was to be exported. 
Data from BKPM approvals, January 1, 1990, to July 31, 1991. For more information, see Wells 
[1993]. 
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as those of Singapore. Thus, especially in the case of Thailand, considerable 
manufacturing investment was made by local firms to supply the domestic market. 
As in Indonesia, relatively free currencies, somewhat open borders, ethnic diversi
ty, and perhaps the limited capabilities of the bureaucracies meant that a Korea-like 
approach was unlikely to succeed. The tools to force local firms to turn to export
markets were largely absent. The early development of export markets for 
manufat;turers was left to foreign investors. 

From 1980 to 1991, Malaysia accumulated some $15 billion in foreign
investment; Thailand, nearly $10 billion [The Economist, March 20, 19931. 
Western firms built an important export-oriented electronics industry in Malaysia,
before the dramatic shift in development strategy occurred in Indonesia. By 1988,
foreign affiliates accounted for more than 45% of Malaysia's exports [Table 31. 
Like those of Indonesia, Thailand's manufactured exports began to grow recently,
and they have involved many of the same types of firms that have been responsi
ble for Indonesia's growing non-traditional exports.
 

For Southeast Asia, the home countries of foreign investors for export
manufacture differed at different times. The shifts are important, since the likely 
sources of such investment should influence policies in Africa. American, and to a
much lesser extent European and Japanese, investors built the early foreign-owned 
export factories in Southeast Asia. U.S. manufacturers accounted for close to 
20% of Singapore's manufactured exports in 1977 [Blomstrom, Kravis and Lipsey,
19881 and most of the electronics firms in Malaysia were also American. By
1974, about three quarters of the sales of U.S. affiliates in Malaysia and Singapore 
were for exports. 

Japanese investors also built some export-oriented manufacturing plants in 
the region, but their manufacturing investments have, until very recently, remained 
focused largely on local markets. For Japanese affiliates, export sales were only
13% of total sales in Malaysia and 37% in Singapore [Hill and Jones, 1984: Table 
41. In 1983, manufactured exports of Japanese affiliates from developing Asia 
were only 4% of those by U.S. affiliates [Blomstrom, Kraus and Lipsey, 1988].
More important has been the increasing export from plants built earlier by the 
Japanese for the host market. For example, Indonesia's Astra, partly owned by
Toyota had long sold automobiles and auto parts almost entireiy on the Indonesian 
market; eventually it began to supply engines from its new Indonesian engine plant 
to Japan and Taiwan. The rising value of the yen against the currencies of its 
major markets has been pushing Japanese firms to look for lower-cost manufactur
ing bases. Often that has meant the use for exports of plant already established 

7
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for the local market. Recently, Japanese firms have taken to building more new 
plants designed principally to serve export markets.1" 

But the story of recent investment for export manufacturing in Southeast 
Asia has been strikingly different from the past. Throughout the region, the most 
important sources of such investment have been Taiwan, Hong Kong, and Korea, 
whose investors seek export platforms particularly in Indonesia and Thailand. The 
East Asian NICs even have been the largest source of export-oriented foreign 
investors as far afield as Sri Lanka and Mauritius. East Asian developing countries 
have been investing in Southeast Asia since the early 1970s, but primarily to serve 
local markets [Wells and Warren, 1979]. Many of these investors were ethnic 
Chinese; often the investment opportunities had been identified by overseas 
Chinese in the host countries who were related in some way to the foreign owners 
and familiar with the local market. But even the early wave of East Asian investors 
included some firms seeking export quotas for markets in the industrialized coun
tries. Hong Kong firms, for example, established affiliates in Southeast Asia to 
take advantage of textile quotas, when exports from Hong Kong were constrained 
[Wells, Jr., 1983: 54-571. Although some recent investors from Korea, Taiwan, 
and Hong Kong have also sought quotas, most have not. They are a new breed. 

By the early 1990s, Korean, Taiwan, and Hong Kong firms had a substantial 
history of exporting to the industrialized countries. They had built valuable 
reputations with their buyers abroad for reliable quality and punctual delivery. But 
some of these exports were threatened in the late 1980s as the Korean won and 
the Taiwan dollar were revalued,14 and as both countries lost their preferential 
access (under the Generalized System of Preferences (GSP)) to the U.S. and other 
industrialized markets. Moreover, wage rates increased in Hong Kong, Korea, and 
Taiwan, as development progressed; and workers were often scarce, even at the 
going wage, for low-prestige labor-intensive jobs. Hong Kong investors began to 
diversify their risks in the face of the 1997 takeover of Hong Kong by the People's 
Republic of China. Consequently, firms from all these countries sought new sites 
for manufacture, bringing with them the reputations that they had built with buyers 
from the industrialized countries. Southeast Asia offered iow wages and GSP, and 
was nearby. By one account, Taiwan, Korea, Hong Kong, and Singapore firms 

"According to a recent survey of Japanese subsidiaries in ASEAN countries, 64% of those 
already existing target the domestic market; for planned subsidiaries, the number was slightly less, 
at 56% [The Economist, June 12, 1993: 771. 

14From 1985 to 1992, for example, the Taiwan dollar increased by 50% against the U.S. dollar. 
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made up about one third of all FDI in Thailand, the Philippines, Indonesia, and 
Malaysia from 1985 to 1991 [The Economist, 19931. 

The recent wave of export-oriented investors from East Asia has been 
especially beneficial since the firms have served as catalysts to induce local firms 
to export. These exporters have attracted unaffiliated foreign buyers, while 
American and Japanese firms usually produce for their own use. Mauritius recruit
ed Hong Kong textile firms, which then attracted foreign buyers who began to visit 
local Mauritian firms and placed trial orders. Foreign investors have served as 
catalysts in this and other ways for garment makers in Bangladesh, and for shoe 
and plywood firms in Indonesia [Rhee and Belot, 19891. Sometimes the "demon
stration effect" of one successful exporter is enough to convince a local firm that it 
should reach out for more distant markets. 

In recent years the increasing importance of exporters among foreign 
investors has encouraged policy change in Southeast Asia. The screening process
es established to approve or reject foreign investment soon proved particularly
inappropriate to export manufacturers. Without protection for their output, export 
manufacturers are unlikely to have harmful economic effects. The risks are 
significant only if firms produce with subsidized inputs. On the other hand, these 
foreign investors can be fickle; almost any discouraging policy leads them to 
choose another of the many low-wage countries that are eager to attract investors. 
A cumbersome approval process frightens them off. 

In response to these factors and the effects of lowered import barriers, 
Southeast Asian countries began to revise their screening processes. In Singapore, 
no change was needed; export manufacturers had been the rule from the outset, 
and the Economic Development Board, Singapore's foreign investment agency, had 
been designed to attract them, not to reject particular investors. But elsewhere 
foreign investment agencies began to be viewed as a hinderance. In some cases, 
efforts were made to streamline the general approvals process; in other cases, the 
approach was to by-pass the old screening agency especially for export firms. 

Policies for Africa 

A number of African countries are now looking to foreign markets to sell manufac
tured goods. Since the countries of Southeast Asia have succeeded in tapping 
foreign markets for manufactures, their experiences can be useful for African 
countries that attempt to follow this route. 

A basic lesson from Southeast Asia is that foreign investors can play major 
roles -- and may be essential -- in manufacturing for export. They will be needed 
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for their technology and management skills, but especially for access to overseas 
markets and for their role as catalysts. 

Where will those investors come from? Geography and old colonial ties 
often matter when it comes to attracting foreign firms for export. But neither 
promises much help to Africa 5 . Mexico and the countries of the Caribbean 
benefited from their proximity to the U.S. market when they began to emphasize 
manufactured exports. Similarly, Ireland, Spain, Portugal, and Greece drew 
advantages from their location on the edge of Europe. In general, African countries 
do not have similar nearby markets; the exceptions are a few countries on South 
Africa's borders. Further, unlike Mexico, Ireland, Greece, Spain, and Portugal, 
many African countries have little prospect of being included in free trade arrange
ments (except for the limited provisions under the Lom6 Treaty) with their major 
markets. 

In recent years, Southeast Asian countries have drawn many of their export 
investors from nearby East Asian countries. Africa is farther afield from these 
important home countries. Moreover, as wages rise in the low-wage countries 
that have benefited from the European Community, Africa does not provide the 
same obvious attraction for export firms as has Southeast Asia for East Asians. 
Many such companies are likely to view East Europe, not Africa, as an obvious 
place to manufacture for the European Community. 

East Asian firms have proved willing to locate far from their home countries. 
Korean firms have recently gone to Costa Rica and are showing increasing interest 
in Colombia and Mexico. Taiwan firms have already located plants in Africa, 
although primarily for the local market. And Hong Kong firms flocked to Mauritius 
to gain textile quotas. The evidence suggests that Africa can attract such firms, 
with proper policies, in spite of its distance. 

In Asia and elsewhere, however, export-oriented manufacturers have proved 
especially sensitive to host country politics. Not interested in the domestic market 
where they locate, they are free to build their plants in a wiae range of countries, 
so long as their hosts offer low-cost labor and meet certain other needs. They 
must find an attractive investment climate, or they will go to a competing site. 

Few African countries offer policies approaching those of the Southeast 
Asian countries that have attracted large amounts of FDI for export. Those 
policies have included: 1) an appropriate set of macro policies, including a convert
ible currency, an exchange rate that makes manufacturing profitable, and a corpo

"6See Bennel [1990], for U.K. firms. Little new French investment has recently entered 
Francophone Africa except for oil [Cockcroft and Riddell, 1991]. 
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rate tax rate that is "reasonable"; 2) a method under which firms can import
without duty or bureaucratic impediments components and materials needed for 
export manufacture (through duty exemptions as in Indonesia, through export
processing zones as in Malaysia, or through very low tariffs generally in Singapore
and Hong Kong); 3) a foreign investment authority that does not hinder investment 
(typically the result of administrative reform of a general screening agency or the 
establishment of a separate body for export firms); 4) successful efforts to reduce 
or to hold down regulation and bureaucratic hassle (for all firms, as in Indonesia, or 
through the establishment of less bureaucratic export processing zones as in Sri 
Lanka); and 5) for countries not well known to potential investors, an effective 
investment promotion program (as in Singapore and Taiwan). The following 
sections will explore each of these areas in turn. 

Macro-policies 

The macro policies that attract foreign firms to manufacture for export markets are 
similar to those recommended elsewhere in this volume, especially in Chapter 4. 

For a country to be a competitive site for exports, it must have an exchange 
rate policy that leads to costs low enough to enable a manufacturer to profit while 
selling at world market prices. Even in the absence of exchange controls, Indone
sia for some years maintained an overvalued exchange rate that made it rather 
unattractive to manufacture for exports. It was only after the government 
devalued its exchange rate and maintained a flexible rate that non-traditional 
manufactured exports took off. Overvalued exchange rates have been common in 
Africa, along with exchange controls and import restrictions. Recently a number of 
African countries, such as Nigeria and Ghana, have moved toward realisticmore 
exchange rates. 

Since there are many low-wage countries that have no exchange controls, 
foreign firms that manufacture for export are unlikely to locate in a country with 
exchange controls, because of their fear that they will face problems with needed 
imports and with remission of earnings. (The exception is firms that are seeking 
textile export quotas, which are scarce and thus have a value that can induce a 
firm to accept problems that it would otherwise avoid.) Exchange controls are 
almost totally absent in the market economies of Southeast Asia. But not al 
African countries have abolished exchange regulations that have been major 
deterrents to foreign investors for export manufacturing. 

Investors with a choice of location are reluctant to pay exorbitant taxes and 
plenty of potential host countries do not charge high income taxes. On the other 
hand, numerous studies have shown that taxes, once they fall into a reasonable 
range, are rarely the decisive factor in investment decisions, except for location 
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decisions within a market [Guisinger, 1985]. The Southeast Asian experience 
suggests that a reasonable corporate income tax rate is something on the order of 
25 to 35 percent, the band to which corporate tax rates in the successful coun
tries have gravitated. The Indonesian experience also shows that tax holidays are 
not necessary, once corporate tax rates are lowered to this range. In the 
mid-1 980s, Indonesia's tax reform abolistled a!l tax holidays; yet foreign investors 
flocked to the country soon thereafter. 

Tax holidays have also proved to be a poor substitute for a low general tax 
rate. If tax exemptions are granted on a permanent basis, the government never 
collects any taxes and thus loses one of the principal sources of gain from export 
manufacture. If tax holidays are temporary, the firm receiving them recognizes 
that it will eventually have to pay the high corporate tax rate, and is likely to go 
elsewhere. When the corporate rate is particularly high, as it has been in Sri 
Lanka, temporary tax holidays have a way of becoming permanent. 

The implication for Africa is that general tax reform is a prerequisite for 
attracting and obtaining satisfactory benefits from foreign investment for export 
manufacture. That reform should be accompanied by an end to tax holidays and 
other exemptions. Such tax reform, are underway in the Gambia, Ghana, Kenya, 
Lesotho, Malawi, and Zambia. 

Imports of Materials and Components 

All the Southeast Asian countries that have developed manufactured exports have 
made provisions for manufacturers to obtain materials and components from 
abroad without duties.16 Some such arrangement appears essential if foreign
firms are to manufacture for export. There have been different approaches, 
however (see Chapter 11 for a fuller discussion). 

Singapore and Hong Kong imposed virtually no import controls -- quanti
tative or tariffs -- for the whole economy. The Philippines, Malaysia, and Taiwan 
created export processing zones, into which investors could import withgout 
constraints. Indonesia provide'd for "bonded factories," which could be located 
anywhere in the country. Although they were subject to strict accounting require
ments and, at the outset, to providing bonds against duties, qualifying firms could 
import without paying duty. (Indonesia had reduced the bureaucratic problems 
associated with importing by contracting major customs tasks to a foreign enter
prise and dismantling part of its licensing requirements and import monopolies.) 

16The importance of access to imports was pointed out early by David Morawetz [1981]. 

http:duties.16


--

311 CH. 10: FOREIGN DIRECT INVESTMENT 
WELLS: 9/13/93 

While general tariff reduction, export processing zones, and duty exemption 
arrangements have all worked, rebate (or drawback) systems have more often 
failed, although Indonesia offered a successful case for a while. Potential investors 
have, with reason, doubted that they would receive duty refunds quickly. As a 
result, they have gone to countries that offered more secure arrangements. Many
African countries still promise duty rebates, rather than instituting exemption 
programs or building export processing zones. Rebates are unlikely to prove more 
attractive to foreign firms in Africa than they have in Asia. 

Export processing zones can serve a special role as safe havens for investors 
who fear domestic turmoil, if the guvernment provides convincing security for the 
zones. The civil war in Sri Lanka, for example, has been well known to investors. 
Yet, the country has successfully attracted quite a few export manufacturers to 
locate in its free trade zones, with the promise of security. Some of the African 
countries with security problems might find ths approach useful. 

On the other hand, export processing zones tend to be expensive and risky 
to develop. Thus, one of the alternative approaches to export processing zones 
duty exemptions or sharp overall reductions in import restrictions -- is likely to be 
suitable for a number of African countries. African countries can learn a great deal 
from the original, successful, Indonesian exemption program as an alternative to 
investing in export processing zones. 

Creating an Appropriate Screening Organization 

With the shift in emphasis to export manufacturing in countries such as Indonesia, 
screening organizations have been reformed. The first steps have usuallV been to 
accelerate the decision process and to simplify the application process. In Indone
sia, the time allowed for the BKPM to make a decision was dramatically shortened, 
to encourage investors. In practice, it became very rare for a proposal to be 
rejected. Vietnam has similarly tried to legislate shorter approval times. 

In the Philippines and Vietnam an additional approach was used. Although 
the Philippine Board of Investment (301) was reformed, with objectives similar to 
those for the BKPM, a separate, parallel process was established for firms that 
would locate in an export processing zone. Decisions by this alternative agency 
were to be quick and virtually automatic. Vietnam has similarly delegated approv
als for investments in an export processing zone to the zone administration, which 
includes a representative of the foreign invest,nent agency (SCCI). Where the 
general agency is diffi( ult to reform, or where a strong case remains for careful 
review of other proposed projects, delegation to a separate organization has proved 
a useful vehicle for handling export manufacturers, whose projects are particularly 
unlikely to be harmful for the economy. 

_X 
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Reform of the approval process in Southeast Asia has often gone further 
than cutting the time for review of proposals or hiving off export projects. Other 
efforts have included shifting from a "positive list" to a "negative list" for foreign 
investment. Indonesia once had a positive list of sectors that were open to foreign 
investors. Negotiations often took place about entry into sectors that were not 
listed. The new welcoming attitude toward foreign investors in the mid 1980s 
was accompanied by a list of industries that were closed to foreign investors; the 
positive list was dropped, and industries not on the negative list were open. The 
goal was to make the negative list as short as possible and to make the outcome 
of screening predictable to prospective investors. 

Other efforts at "transparency," to make the criteria for acceptance clear to 
would-be investors, have been less successful. Lists of criteria, such as were 
published in Sri Lanka, have not given weights that were to be attached to 
sometimes conflicting criteria and the criteria seemed rarely to reflect the actual 
decision process. Where rejections are frequent political interests probably 
dominate economic interests; complete "transparency" is then a difficult goal to 
achieve. 

In a number of African countries, investment agencies survive that were 
designed as a safeguard against bad projects under import substituting strategies, 
and as leftovers from days of a different ideology. They have rarely provided much 
of a safeguard, if the Asian experience is any guide, but they have almost certainly 
discouraged foreign investment. With economic liberalization and new ideologies, 
the agencies are unnecessary relics. If export manufacturing is to be encouraged, 
these screening organizations should be reformed, as in Indonesia, or by-passed, as 
in the Philippines and Vietnam. An alternative, under consideration in Ghana in 
1993, is the total elimination of the screening function. This would parallel Hong 
Kong, which does not screen incoming investors; or be somewhat similar to 
Thailand, which does not screen investors who do not seek incentives. 

Freedom from Bureaucratic Hassle 

Some of the economies of Southeast Asia were heavily regulated in the past. In 
Indonesia, large numbers of permits were required for almost any busiiess activity, 
industrial capacity was licensed by volume and by product, and extensive z.-'u
mentation was required for exports. Red tape has been a strong deterrent to 
mobile export-oriented firms. 

Efforts to lessen bureaucratic barriers to business have proved strikingly 
ditdicult. Bureaucrats resist attempts to reduce their power (and, sometimes, 
unofficial incomes). Moreover, some existing businesses have gained from the 
protection against competition afforded by bureaucratic barriers. Nonetheless, 
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Indonesia has had some success in deregulation [Bresnan, 1993]. The key to 
success seems to have been promotion of the concept of a "deregulation policy" 
and the maintenance of momentum in the form of regular, seemingly significant, 
steps ("packages") to implement the policy. In many African countries, similar 
reforms will be required if private investment, foreign or domestic, is to grow. 

Promotion Efforts 

Investment promotion -- marketing efforts to attract foreign firms to a particular 
country -- has become a very professional activity. Many countries spend large 
sums of money on investment promotion. Much is wasted. Some of the countries 
of Southeast Asia that have recently attracted large amounts of export-oriented 
foreign investment spend very little on investment promotion. 

Thailand and Indonesia have recently been in a peculiarly advantageous 
position with respect to East Asian investment. The Philippines and China, 
potential competitors, appeared politically risky; the countries of the former 
Indochina had not yet implemented attractive investment policies; most of South 
Asia was still mired in bureaucratic problems; and comparatively high wage rates 
were the rule in Singapore. As a result, Thail:-nd and Indonesia (and, to some 
extent, more expensive Malaysia) were in a special position when the currencies of 
Korea and Taiwan were revalued, GSP status was withdrawn, and China's take
over of Hong Kong was approaching. Moreover, both host countries had 1yni"
cant Chinese populations, and were thus well known to Chinese investors from 
Taiwan and Hong Kong. As a result, investors from Korea, Taiwan, and Hong 
Kong came to Indonesia and Thailand without the need for investment promotion; 
there was little competition. 

Taiwan and Singapore were in a different position when they began to seek 
FDI in the 1950s and 1960s. They were relatively unknown to investors they 
were seeking from Europe and the United States, and seemed rather risky. Singa
pore had racial problems and, for a while, mil'Lary tension with Indonesia; Taiwan 
faced the possibility of invasion from Mainland China. Both countries mounted 
investment promotion programs that proved extremely effective in making the 
countries known to would-be investors and in overcoming their image problems. 
Moreover, promotion agencies in both countries went beyond efforts to obtain 
attention and change images; they took steps that would actually generate 
investment. 

Both emphasized personal selling (as have the other well-received promotion 
programs, such as those of Ireland and Costa Rica). Wade [1990] describes the 
approaches used by Taiwan to woo wanted investors. This included effoits such 
as tracking down U.S. managers or their spouses who had had contacts with 
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Taiwanese in their college days. The goal was to provide a personal basis for 
calling on decision makers in companies to sell them on investment in Taiwan. 
Singapore's effort, better documented, has been equally aggressive in approaching 
the management of firms that it wanted. The story of how the Economic Develop
ment Board approached and captured Apple computer, for example, has been told 
elsewhere [Wells and Wint, 19901. 

Other countries that have not been successful in their promotion efforts 
have tried to inform and change images by running advertising campaigns, spon
soring investment missions, and developing project proposals, but they have not 
undertaken the personal selling effort that actually generates investment. They
have failed to get their officials to call on managers of prospective firms in their 
home countries [Wells and Wint, 1990]. 

In investment promotion, organizational issues have proved to be important. 
Several Asian countries have attempted to convert screening organizations to 
effective promotion organizations, but the efforts have not been successful. 
Indonesia's BKPM, which was created as a screening organization, has made 
virtually no effort at personal selling, although it is now charged with promotion
and its screening function has largely disappeared. Although BKPM sponsors
investment missions, supports advertising, and prepares project proposals, it has 
failed to call on prospective investors abroad. The BOI of Thailand has also been 
charged with promotion. Although perhaps somewhat more successful than 
BKPM, it has still not done much on the investment-generating side. Much of its 
promotion effort has been subcontracted to others. 

In an effort to dismantle screening and to encourage investment, Asian 
countries and others have renamed old screening organizations as "one-stop 
shops." The newly named organization is to provide services for would-be 
investors, so that they do not have to deal with more government agencies. But 
the change has rarely accomplished much. The problems of "one-stop shops"
have been so great that many investors have called them "one-more-stop shops" 
[Wells and Wint, 19911. 

Effective investment promotion requires careful targeting. No promotion 
program has sufficient budget (and sufficient numbers of skilled sales people) to 
cover all potential home countries and all potential industries. Targeting must be 
realistic, aiming at firms with a real reason to consider the country. Usually it is 
better to build on what is already coming to the country than to try to promote in 
countries and industries from which investment has not materialized. Some 
Southeast Asian countries have established overseas offices in countries that have 
generated little investment, drawing away officials who might have been effective 
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elsewhere. Officials may have preferred to live in those places or donor countries 
may have offered funding. 

Experience suggests that export-oriented investors from Europe and the 
United States tend to move most easily to countries very near the target market. 
For the United States, this means Mexico and the Caribbean; for Europe, Portugal,
Ireland, Eastern Europe, and the countries around the Mediterranean [Wells, 19921. 
Historically, the electronics industry has been a major exception but firms from this 
industry are now particularly difficult to attract. Wage rates are of declining
importance in the manufacturing process, and the externalities, in terms of techni
cians and proximity to suppliers and consumers, now available in Malaysia and 
Singapore are too attractive for most other countries to overcome. 

The export investors that have come to Southeast Asia from the nearby
NICs of Asia have been willing to go farther afield, even to Latin America. Appro
priate promotion policies may attract some of them to Africa. These investors may
make better promotion targets than firms in the United States, Europe, and Japan.
Textile firms from the East Asian NICs may be the most appropriate first targets for 
Afr. -an countries because they have been the leading investors in Southeast Asia 
and :-till seek sites with unfilled export quotas. 

Conclusion 

Experiences in Asia offer useful lessons for a number of African countries, but they
do not offer solutions to problems that are uniquely, or especially, African. Recent 
experience in Asia says little about attracting investors to countries with inade
quate infrastructure, or to landlocked countries with expensive access to industrial
ized markets. Although mining and petroleum activities have been developed by
foreign firms in remote parts of Indonesia and other countries with little or no 
infrastructure in place, manufacturing investment in Asia has gone to sites, with 
developed ports, roads, power, and telecommunications. 

Moreover, recent experience in Asia has little to say about attracting foreign
firms where very low levels of education and literacy prevail, as is the case in 
many parts of Africa. As the appendix to Chapter 2 shows, Africa today is behind 
Asia of 1965 on both of these counts, though closer to Southeast than to East 
Asia. 

In spite of the special problems of some African countries, however, there is 
much for Africa to learn from Asian experience. Obviously, successful policies are 
not to be copied slavishly. 
Adaptat;on will often be required. But it should not be necessary for African 
countries to repeat all the mistakes made in Asia as it learned. 
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A few warnings are in order: Most developing and East European countries 
that have turned to foreign investment have done so with unrealistically high 
expectations. Western firms did not flock to Indonesia when it liberalized its 
investment policies in the late 1960s. Singapore had to work hard to woo foreign 
firms. There is no large pool of investors waiting for a particular country to 
institute new policies, as politicians often seem to believe. Countries that have 
attempted radical reforms, such as Ghana and Nigeria, have not yet seen an 
upsurge in foreign investment. 17 

Foreign investors tend to be fickle. They follow other firms and succumb to 
fashions in investment locations. The available data for Africa show declining 
foreign investment over the 1980s. Starting a new trend is difficult; riding an 
existing trend is easier. 

Further, when policies change, the parties that show early interest typically 
include an unhealthy share of borderline characters. A number are likely to be 
promoters, rather than investors themselves. Some are simply swindlers. Others 
bring little money. In the early arrivals are typically groups that want to build 
hotels and similar travel facilities with others' money, or establish consulting firms 
to guide other investors who might appear. This can be discouraging to policy 
reformers. 

Moreover, for few countries has foreign investment served as the major 
engine of growth. Only in Singapore, Hong Kong, and Malaysia has foreign 
investment accounted for more than 10% of domestic capital formation. Foreign 
direct investment is not likely to serve as the solution to shortfalls in capital needed 
for investment; it will contribute, but other sources must be tapped. Singapore, 
with the largest amount of foreign investment in Asia (as a percentage of total 
capital), also has one of the highest savings rates in the world. FDI is unlikely to 
displace the need for domestic savings. 

Foreign investment also has political consequences that must be managed. 
Foreign investors may at first be looked on favorably by -Lhe local business commu
nity, because they provide markets and joint venture partners. Nevertheless, views 
of local business leaders often change. Eventually, foreign firms may well be seen 
as competitors with unfair advantages. 

In sum, foreign investment can contribute to Africa's development process, 
but it is no panacea. It can make its poten'ial contribution to African countries 

17Nigeria's reforms are described in Brewer [1991]; Ghana's in Leith and Lofchie [1993]. 
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whose governments create an attractive environment and aggressively seek foreign 
investors. 
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TABLE 10-1: FOREIGN DIRECT INVESTMENT INFLOWS BY REGION 
of dollars) 

(millions 

Host ReQion
 

Africa 


Oil Exporting 


Other Africa 


ASEAN 


Brunei 


Indonesia 


Malaysia 


Philippines 


Cingapore 


Thailand 


East Asia
 

Korea 


Hong Kong 


Taiwan 


1980-1985 1990
 
(annual average)
 

1,411 2,196
 

1,044 1,633
 

367 563
 

2,913 11,579
 

-1 -1
 

227 964
 

1,058 2,902
 

35 530
 

1,330 4,808
 

264 2,376
 

98 715 

542 783 

185 1,330 

Source: United States, World Investment Report 1992, Annex
 
Table 1.
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TABLE 10-2: RATIO OF FOREIGN DIRECT INVESTMENT INFLOWS TO 
GROSS DOMESTIC CAPITAL FORMATION 

Host Country 1971-1975 1986-1989
 
(percentage) (percentage)
 

ASEAN
 

Indonesia 4.6 2.3
 

Malaysia 15.2 9.6
 

Philippines 1.0 8.5
 

Singapore 15.0 35.2
 

Thailand 3.0 4.9
 

East Asia
 

Korea 1.9 1.6
 

Hong Kong 5.9 19.1
 

Taiwan 1.4 3.6
 

Africa
 

Botswana -24.3 25.7
 

Congo 31.6 5.2
 

C6te d'Ivoire 5.4 5.9
 

Gabon 10.8 9.3
 

Ghana 9.7 0.9
 

Kenya 2.9 1.4
 

Liberia 37.3 8.6
 

Nigeria 4.9 11.8
 

Senegal 5.1 -0.7
 

Sierra Leone 8.6 -28.5
 

Swaziland 16.1 30.3
 

Togo -5.3 2.2
 

Uganda -0.8 0.9
 

Zimbabwe 	 ... -1.5 
Source: 	 United Nations, World Investment Report 1992, Annex
 

Table 7.
 

§74 
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TABLE 10-3: 	 SHARES OF FOREIGN AFFILIATES' EXPORTS IN TOTAL EX-
PORTS (percentages) 

Host Country 	 Share (%) Year 

Korea 29.0 1986
 

Malaysia 45.7 1988
 

Philippines 34.7 1987
 

Singapore 86.1 1988
 

Source: United Nations, World Investment Report 1992, Annex
 
Table 8.
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It is generally believed that expanding exports, particularly of manufactured goods,
contributes to growth and development. Given the experience of the Asian econo
mies, what types of policies can the African economies pursue to encourage ex
ports, particularly of manufactured goods? Asian countries employed export
processing ,ones, -tariff and licensing rules guaranteeing exporters access to 
imports at world market prices, and policies to facilitate the marketing of exports 
on world markets. But were these approaches intended to offset disincentives 
created by the macroeconomic environment and other policy interventions, or to 
resolve some specific microeconomic market failures? This chapter examines 
Asia's experience to discover how successful their export promotion policies have 
been, and how they might be applied in Africa. 

Theoretical Justifications for Promoting Exports 

Two types of argument can be made for export promotion policies. Export 
promotion policies may be used to offset the anti-export bias in the economy from 
other policy interventions, resulting in more neutral incentives across sectors. 
Alternatively, exports may be promoted in the belief that externalities are inherent 
in growing exports, in which case policy makers would want to encourage exports 
further, not just offset disincentives from other policies [Milner, 1990; Falvey and 
Gemmell, 1990]. In both cases, export promotion policies are justified on the 
grounds that export levels are less than optimal. Increasing exports may contribute 
to increased welfare through either static resource reallocation effects or through 
increased growth. 

Anti-export bias can result from a variety of policy interven~tions. Import
restrictions, including tariffs and quantitative restrictions, are a major cause of such 
bias. Consider an economy with three sectors -- exportables, importables, and 
non-tradable goods. Assume the country is small, so that the world prices of 
traded goods are given. A tariff or quantitative restriction will increase the 
domestic currency price of imports relative to exports. If the export sector uses 
imports as inputs, the export sector will be further discouraged. This is the 'input 
tax' source of anti-export bias [Milner, 1990: 911. 
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The real exchange rate, which measures the relative price of tradable goods 
to non-tradable goods in the economy, also affects the profitability of both exports 
and imports relative to nontradable goods. An overvalued exchange rate is often 
defined as one where the price of non-tradable goods in the economy is too high 
relative to the price of tradable goods. This results in more production of non
tradables, and in less production and more consumption of tradables than would 
otherwise occur or is considered optimal. 

Removing distortions discouraging exports contributes to the textbook static 
benefits of moving toward free trade. Removing anti-export biases can also be 
associated with increased competition and the possibility of exploiting economies 
of scale. Increased competition could result in both static gains, by reducing 
monopoly losses, and dynamic ber.afits from increased growth. Through these 
channels, exports may contribute to or be associated with improved econonic 
performance [Dornbusch, 1992]. 

If exports are discouraged by some set of policies, the first-best solution is 
to change those policies: liberalize imports and/or change the exchange rate. If for 
some reason this is not an option, export promotion policies such as subsidies may 
be a second-best solution. A set of commercial policies could be designed that 
removed all anti-export bias, but would still be second best to the non-intervention 
case, because of the administrative costs of these policies, which can be high. 

In thinking about using export promotion policies as second-best solutions to 
remove anti-export bias, it is very important to keep in mind the reasons why the 
first-best options are not available. Policy makers should question whether the 
same constraints affect the likelihood of second-best policies being successfully 
adopted. For example, if a government is unwilling to remove tariffs on imports 
because it both wants to protect the import sector and needs the tariff revenue, a 
second-best export subsidy is going to be no more acceptable to the government 
than the first-best solution of removing the tariff. Export subsidies use government 
revenue and shift incentives away from the protected import substitutes. As an 
example, when Thailand adopted trade reforms in 1982, tariff reductions were 
constrained by the government's reliance on tariffs as a source of revenue 
[Bhattacharya and Linn, 1987]. This constraint on reducing tariff protection clearly 
also constrained the second-best policy of offsetting the incentive effects of tariffs 
with export subsidies. 

In some cases, the first-best policy may not be an option because of 
institutional constraints. For example, nominal exchange rate changes are not an 
option in the African CFA zone countries. In this case, second best policies may 
have to be used and the inability to use the first-best policy need not imply 
anything about the likelihood of success of second-best policies, 
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It has also been argued that, in some cases, export promotion policies may 
be first-best policies. If there are external economies to exports, promotion of 
exports beyond just offsetting existing disincentives would be justified [Findlay,
19841. For example, exporting may be an effective method of learning or of 
importing technologies or foreign know-how. If some of this knowledge spills over 
and benefits firms or individuals other than just the exporter, then there are 
positive externalities to exports and specific export promotion would be justified.
For export promotion to be first-best, these externalities would have to exist for 
export production and not tradable goods production more generally. If the 
externalities result from the traded goods sector as a whole, not just exports, then 
a preferred policy would affect both the import and export sectors relative to non
tradables. 

Before turning to specific examples of export promotion policies, the rela
tionship between these policies and the macroeconomic environment needs to be 
addressed in more detail. Specific trade policies cannot easily substitute or 
compensate for an overvalued exchange rate or an unstable macroeconomic 
environment. While in theory a set of export incentives and import restrictions 
could be devised which offset any disincentives from the macroeconomy, the 
degree of precision and responsiveness implied for government policy is unrealistic. 
These policies have proven to be relatively difficult to "fine-tune" and adjust often,
in part because special interest groups arise. The pressures on the economy 
leading to an overvalued exchange rate and macroeconomic instability would also 
operate to make the adoption of such a set of policies extremely difficult. As an 
example, if macroeconomic instability results from large government deficits, 
export subsidies are probably not an option for the government because of effects 
on the deficit. Similarly, government deficit concerns will make investment in 
export-oriented infrastructure or duty-free access to imports more difficult. 

The credibility and sustainability of policies are also important if they are to 
be effective. Trade and microeconomic policies to encourage exports will not be 
viewed as either credible or sustainable in an environment of macroeconomic 
instability and macroeconomic disincentives to exports. The desired allocation of 
resources to exports is unlikely to be forthcoming under these conditions. 

Exports and Economic Growth: Empirical Evidence 

The relationship between growing exports and growing national income would 
seem to command as great a consensus among economists and policymakers as 
any proposition about economic growth. A glance at tile data of nine East and 
Southeast Asian countries and a sample of African countries, arrayed in Figure 11
1, confirms expectations. The Asian countries lie almost entirely in the northeast 
corner of the scatterplot, with higher export growth and higher GDP growth.
African countries lie mostly to the southwest, with lower growth races for both 
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variables. The major exceptions are Botswana and Mauritius, African success 
stories, and the Philippines, Asia's laggard. 

Much work has been done on the relationship between trade and growth. 
Early evidence for a larger group of countries is reviewed in Balassa [1989] and 
Pack [1989]. The 1987 World Development Report discusses at length the 
benefits of an outward oriented trade strategy. There is a large recent literature on 
the empirical relationship between outward-oriented policies and economic growth, 
including Harrison [19911, Matin [19921, and Dollar [19921. The 1991 World 
Development Repo't, surveying the empirical evidence, concludes that most 
studies find a positive relationship between GDP growth and openness, using a 
variety of measures of openness and controlling for a variety of other variables. In 
particular, controlling for factor input use, the empirical evidence supports a 
positive relationship between productivity growth and openness or exports. The 
more recent evidence is also reviewed in Dornbusch [1992] who quotes Edwards 
[1991): 

the sum of the evidence (though few individual pieces) amounts to 
persuasive evidence of the beneficial effects of an outward trade 
orientation. The conventional wisdom has become that increasing 
exports successfully contributes to economic growth. 

Some caution is warranted. The 1991 World Development Report discusses 
the problems of using actual trade flows as a proxy for trade policies and the 
problems with measuring trade policies more directly. The empirical evidence is 
also problematic, because of the need to control for all the other variables that 
affect growth. It is possible that some other set of policies explains both trade 
performance and economic growth. There are questions about whether cross
section data alone are adequate for the empirical work. Finally, there are still 
unresolved issues relating to causality and robustness. Levine and Renelt [1992] 
examine the esults of recent cross-country growth regressions that look at the 
statistical relationship between growth and a variety of variables. They stress that 
these regressions are not structural models and cannot establish causal relation
ships. They also conolude that the results are very sensitive to small changes in 
the right hand side variables. Levine and Renelt do find a positive and robust 
correlation between growth and the share of investment in GDP and between the 
ratio of trade to output and the investment share. 

The empirical evidence on the links between exports or trade policies and 
growth, therefore, is quite suggestive but far from simple and conclusive. Given 
the nature of the theoretical relationships between exports and economic perfor
nance and the theoretical explanations for growth more generally, we should not 
be surprised that there is not a simple and clear empirical relationship. Nonethe
less, the theoretical arguments and the existing empirical evidence have been 
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considered adequate foundations for the profession, if not always the countries 
concerned, for policy advice recommending increased outward orientation. 

The data of Figure 11-1, showing that Africa's export growth and GDP 
growth have both been significantly slower on average than East and Southeast 
Asia's, suggest there may be a role for export promotion policies in promoting 
growth in Africa. 

International Constrmints on Export Promotion Policies 

The external environment facing the African economies in the 1990s is significant
ly different from that facing the Asian economies as they turned toward outward
looking strategies in the 1960s and 1970s. This may affect some of the policy
choices that the African economies make and the subsequent impact these policy
choices have on their economies. However, there is much evidence that, even in 
the world economy of the 1990s, there will be net benefits from increased 
outward orientation. 

Improving the prospects for exports, real GNP in The industrial countries and 
world trade have grown over the last three decades. Despite significant slow
downs in the 1980s, the industrial countries are increasingly affluent. East and 
Southeast Asia, including China, are themselves new potential markets. Tariff 
rates have fallen significantly as a result of the GATT: the average tariff rate on 
products in industrial countries in 1988 was about 5 to 6 percent, down from 
about 40 percent in the late 1940s. 

Offsetting these positive developments, protectionist pressures in industrial 
countries increased significantly in the 1980s, resulting in increased non-tariff 
barriers to trade. The IMF [Kelly, et aL, 1988] reports that the share of industrial 
country non-fuel imports subject to non-tariff protection increased from 19% in 
1981 to 23% in 1987, and to 25% on imports from developing countries. The 
number of voluntary export restraint arrangements (VERs) increased from 135 in 
September 1987 to 261 by mid 1988 [Kelly, et al., 1988: 1]. Much of the protec
tion is against sectors in which developing countries, especially those in the upper
middle-income range, have comparative advantage. The NICs have been most 
often subject to anti-subsidy responses in the industrial countries in the 1980s 
[Thomas and Nash 1991: 1851. 

The increase in non-tariff barriers, including VERs, has contributed to 
discrimination in the treatment of exports from developing countries. The Multi-
Fiber Agreement (MFA), which restricts exports of textiles and clothing, is the 
major example and has become increasingly restrictive. This removes from free 
international competition a large sector in which many developing countries have 

_6()
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comparative advantage. The MFA has affected export processing zones (EPZs) in 
particular, because much production in EPZs is textiles. Many investors in EPZs in 
Southeast Asia and elsewhere are from textile-exporting East Asian countries that 
face binding quota restrictions in their home countries. In 1980 about half of the 
investment in Sri Lanka's EPZ was by textile-exporting countries facing quotas. 
Though the MFA works against East Asian exporters (and increasingly against 
Southeast Asia exports, too), it could represent an opportunity for African coun
tries which, like Mauritius, can attract investment from East Asia. 

Export pessimism is not new as Tomich et al remind us in Chapter 4. The 
version expounded by Nurkse and Prebisch in the 1950s has been discredited by 
the experiences of those developing countries that have successfully exported, as 
well as through a large emplrical literature that does not support the secular decline 
of the terms of trade for developing countries. More recent export pessimism is 
based on the new protectionism of the last 15 years in the industrial countries. 
Cline [1982] and Ghosh [1992] warn other developing countries against trying to 
follow the development strategy of the successful East Asian exporters, particular
ly in the industrial countries' markets. They question whether the world can 
continue to import sufficiently from the developing countries to make this strategy 
work. 

It is unclear whether the international economy is more or less conducive to 
exports from developing countries today than it was 20 years ago. For the African 
economies, the answer may be irrelevant. Even if the world economy were less 
open than in the past, and if the means to promote exports are more limited, 
African countries can improve economic performance by increasing their exports. 
GATT rules clearly constrain developing country choices of export promotion 
policies [Falvey and Gemmell, 19901. They distinguish between export and other 
subsidies, between export subsidies on primary and non-primary products, arid 
between export subsidies by developed and developing countries. In general, 
export subsidies seem to be more available to developing countries, but nonethe
less subject to trading partner complaints of domestic harm and imposition of 
countervailing duties. The GATT rules on subsidies are complicnted and ambigu
ous. What actually is a subsidy is not explicitly stated in the GATT. Practice has 
not defined the rebate or exemption of indirect taxes as a subsidy, while the rebate 
or exemption of direct taxes is considered a subsidy. EPZs, duty rebates or 
exemptions, and subsidies to export marketing services are all acceptable under 
GATT. If the goal of policy is the general promotion of exports, however, these 
are all no better than second-best. The most neutral policies would be the ex
change rate and import liberalization policies which are not constrained by the 
international community. 
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Specific Export Promotion Policies 

The Asian economies have used a variety of export promotion policies. Falvey and 
Gemmell [1990] divide them into input-related incentives, output-related incen
tives, and externality-related incentives. Input-related incentives include such 
policies as tariff and tax rebates or exemptions for exporters and their suppliers on 
imported inputs, wastage allowances, subsidies on public utility services, special 
depreciation rules on capital inputs, and preferentia! credit arrangements. Output
related policies ;nclude special tax cxemptions, preferential export credits, direct 
export subsidies, the provision of infrastructure, and government help with 
overseas marketing. Externality-related incentives include such policies as export
quality interventions. These policies have been used by one or more of the East 
and Southeast Asian countries at various times. 

Three widely used export promotion policies in Asia will be examined in 
more detail: export processing zones (EPZs), duty rebates or exemptions, and 
government support for marketing. EPZs combine input-related, output-related, 
and externality-related incentives. Duty rebates or exemptions are input-related
incentives. Falvey and Gernmell [1990] classify marketing support as output
related, but it could also be considered an externality-related incentive. The 
purpose of each policy, the lessons from Asia, and the experience in Africa with 
use of these policies, successful and unsuccessful, are examined below. 

Reliable Access for Exporters to Imports at World Market Prices 

If there are tariffs or quotas increasing the domestic price of imports in the 
economy, the price of importables relative to exportables increases in the dumestic 
market. This discourages the production of exports relative to importables. If all 
goods are final consumption goods, the production of import substitutes will be 
more profitable relative to production for export. This will also be the case if some 
imports are inputs. Exporters face world market prices for their goods, but pay
higher prices than on world markets for imported inputs, reducing their profitability 
relative to other sectors. 

The purpose of duty-free access for exporters to imports is to offset the 
disincentive created by higher import prices resulting from tariffs and quotas. A 
duty exemption system exempts exporters from paying taxes on imported inputs 
used on export production. Under a duty drawback (or rebate) system (or facility), 
exporters get reimbursed for duties paid on impoited inputs. This can be done on 
a case-by-case basis with actual duties paid rebated or according to a fixed input
output schedule. The former system reduces distortions more but is more costly
administratively. Bonded manufacturing warehouses and EPZs are alternative 
methods of supplying particular exporters with duty-free access to imported inputs. 
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It has been argued by Wade [1988b: 1] that duty-free access to imported 
inputs for exporters is necessaiv for manufactured exports. However, ability to 
compete will also depend on non-traded factor prices. If lower than competitors', 
this can offset the effects on profitability of exporters on world markets of higher 
imported input costs. A devaluation can, for example, increase the profitability of 
exporters in world markets. It is therefore not clear that removal of tariffs on 
inputs is a necessary condition for successful manufacturing exporters, though it is 
one way to increase incentives if alternatives such as removal of tariffs and quotas 
throughout the economy or devaluation are not options. 

Reliable access to imported inputs is as important as the price [Keesing and 
Lall, 1992: 179]. If imported inputs are not readily available, the production of 
exports will be unreliabie, making marketing more difficult. 

Duty-free access for exporters offsets the disincentive created by distorted 
input prices, but creates other problems. First, the price of imports will differ for 
different producers. Export producers will have an incentive to use more imported 
inputs than other producers. This also creates an incentive to sell the imported 
inputs in the domestic market at the higher protected price, presenting opportuni
ties for rents and, hence, abuse. Second, administrative costs can also be high 
and third, government revenue declines. 

.Exerience in Asia 

Many of the Asian economies have had programs to provide exporters with access 
to imported inputs at world market prices. Hong Kong and Singapore, with no 
tariffs or quantitative restrictions, are examples of the first best-solutions. Korea 
and Taiwan in contrast, with protection for imports in place, have had programs for 
exempting exporters from paying tariffs on imported inputs [Rhee, 1985; Wade, 
1988a, 1988b]. Indonesia also has a policy of duty-free access to imported inputs 
used in the export sector. 

In Taiwan major established exporters do not pay duties. Instead, any duties 
owed are canceled if proof of exports is shown within a year and a half. Exporters 
have to supply a bank guarantee for the duty plus penalties. Other exporters get 
reimbursed for duties paid, once exports actually take place. Rebates are based on 
input coefficients which are established independently by the government. This is 
to avoid exporters importing more than necessary and selling in the domestic 
market at protected prices. For established products, predetermined input-output 
coefficients are used and published annually by the government. Exporters get 
rebates up to the published input requirement, based on actual imports. For new 
products, coefficients are determined individually. Final exporters may claim the 
rebate if they import directly while suppliers to exporters who import may claim the 
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rebate as well. Financial arrangements have arisen to protect the supplier if the 
exporter tails to export' . 

Administrative requirements of rebate programs include determining, 
revising, and publishing the input coefficients in a timely manner, collecting tariffs,
and rebating them upon determination that exports have occurred, The administra
tive requirements needed to support a system of free trade for exporters but not 
for the domestic market are significant [Rhee, 1985; Wade, 1988a, b]. 

Indonesia introduced a duty rebate system and an exemption system in May 
1986. The decline in fuel prices in the early 1980s threatened to reduce 
Indonesia's growth and worsen its balance of payments. In response, the 
government adopted a set of conventional reforms, both macroeconomic and 
microeconomic in particular to encourage non-oil or gas exports [Hill, 1990; Bank 
Indonesia, various years]. The duty rebate and exemption systems replaced an 
earlier export credit program, which was dropped in 1985, in part because it was 
considered a subsidy under GATT rules. Firms which export at least 85% of their 
production are exempted from both import licensing and import duties. Other 
exporters have access to a drawback facility. By mid-1987, the system was 
available to all qualified exporters. In December 1987, the exemption from import
licensing and duties was extended to firms exporting 65% of their production. Its 
success was supported by reform of the customs service in 1985, under which a 
Swiss company (Societe General de Securite) became responsible for establishing
import values and duty rates, among other reforms. This seems to have eliminated 
corruption and bureaucratic delays for both imports and exports. 

The duty rebate and exemption scheme was only one part of a reform 
package aimed at encouraging exports. The rupiah was devalued twice, in April
1983 and September 1986. Supported by tight macroeconomic policies, this 
resulted in sustained real devaluation from 1986 on. There has also been some 
liberalization on the import side. In 1984, the average nominal tariff rate in 
Indonesia was 33%, with a range from 0% to 225%. Non-tarif barriers applied to 
20% of import categories. In 1985, the highest tariff was reduced to 60% and 
the average to 23% [Bhattacharya and Linn, 1987: 50-511, and further reductions 
have been undertaken in recent years. Non-tariff restrictions, including licensing 
and quotas, are being replaced with tariffs. Bonded zones were established and 
import licensing for exports was liberalized [Bank Indonesia, 1986/7]. The share of 
imports subject to licensing was reduced from 30% to 15% as a result of reforms 
in 1986 and 1987 [Bhattacharya and Linn, 19871. As a result of the entire 
package, manufactured exports have increased significantly since 1983. And al

'Korea's system is similar to Taiwan's but relies on export orders rather than proof of exports
(Rhee, 1985; Wade, 1988,a, b]. 
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though three prodticts account for most of manufactured exports, there has been 
some increased diversification since 1986. 

Thailand, the Philippines, and Malaysia also have duty rebate and exemption 
programs. The World Bank [Bhattacharya and Linn, 1987] reports that: 

the experience with administering these systems of tax exemptions or 
duty drawbacks has been unsatisfactory, because of limited access 
(especially by small and indirect exporters) and slow and cumbersome 
procedures. In none of these countries have these systems been as 
comprehensive in coverage, automatic in access, and effective in 
administration, as has been the case in Korea. 

Both the Philippines and Malaysia have limited the effectiveness of the programs 
by having "domestic availability tests," which favor domestic inputs. In Thailand, 
the effect of the program on government revenue has been a concern. This is an 
example of how second-best policies may face the same constraints as the first
best alternatives. In Malaysia, there have been concerns about abuse of the 
system, as a result of inadequate monitoring [Bhattacharya and Linn, 19871. In 
discussing Thai textile exports, Suphachalasai [1992] concludes that the duty 
drawback system has been of some help, but not costless. And the major 
explanation for growing textile exports has been the country's macroeconomic 
policies, including a competitive real exchange rate. In the Philippines the duty 
drawback system is used by only 20% of exporters [Noland, 19901. Its 
effectiveness has been limited by not being generally and automatically available to 
all exporters. In addition Ph!iippine macroeconomic policies contributed to 
increasing overvaluation in the 1970s and export promotion policies could not 
offset their negative effects on exports [Tecson, 1992]. 

The experience from several Asian economies suggests that policy makers 
were able to design a variety of programs to make imported inputs available to 
exporters at world market prices while maintaining some protection of the import 
sector. This increased incentives to exporters from what they would otherwise 
have been. In other Asian economies, the policies have been less successful. 
Exactly how much of the successful Asian exportcrs' performance can be 
attributed to these policies has not been determinec. Given this, it is difficult to 
compare costs with benefits. In thinking about policy options for Africa, perhaps a 
iseful strategy is to consider whether the conditions in Africa suggest that likely 
benefits of such a program would be more or les3 than in Asia, and whether likely 
costs would be higher or lower. 
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Experience in Africa 

Two countries' experiences will be discussed, Kenya and Potswana, followed by
possible lessons for Africa more generally. Kenya currently has several programs -
the export compensation scheme, manufacturing under bond, and import duty and 
VAT remission schemes -- which are intended to give exporters access to imported 
inputs at close to world prices. 

The Export Compensation Scheme (ECS) is supposed to compensate 
exporters for government taxes on inputs, after export. The ECS was introduced 
in 1974. Originally, exporters of manufactured goods were given a 10% payment 
of the value of exports to compensate for higher costs of imported inputs resulting
from tariffs and other government policies. At this time, an earlier duty drawback 
and rebate system for imported inputs was eliminated. In 1982, an incremental 
scheme was instituted, to be replaced in 1984 by an increase in the basic rate to 
20%. (Rebating a flat percentage is administratively much easier than rebating 
import duties actually paid.) 

Analysis of the export compensation and import duty remission programs
identifies a variety of problems with the Export Compensation Scheme [Bellhouse 
Mwangi Ernst & Young, 19921. Different exporters receive too much or too little 
relative to import duties actually paid. In addition, exporters bear the costs that 
result from the time lag between paying import taxes and receiving compensation. 
When exporters are uncertain about when, if ever, they will receive subsidy 
payments or tax rebates, they discount the incentive, which lowers its impact on 
expected profitability. Lewis and Sharpley [19881 note that in 1984 there were 
lags in payment up to 40 weeks and that few exporters benefitted from the 
program. Total payments equalled only 4% of the value of manufactured exports. 
This could not offset the disincentives of rising tariff rates on imported inputs. In 
1990, compensation took over 12 months [USAID, 1991: 60]. Other analyses of 
the ECS report that it is difficult to qualify for export compensation and only some 
exporters benefit from it [USAID, 1991: 741. 

The Manufacturing Under Bond (MUB) program, instituted in 1984, has not 
worked. Under this program, all inputs can be imported duty free and all output 
exported duty free. In 1990, only four producers used the MUB program, and they 
faced long delays in getting duty-free imports. 

Why couldn't these policies %,orkin Kenya? One answer is that the overall 
environment toward exports was too negative. The obstacles to exporting could 
not be overcome by these policies alone. Lewis and Sharpley [1988] discuss 
Kenya's policy environment from 1964 to 1984, noting a host of policies discour
aging exports: 
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1) Domestic price controls: If a domestic firm could export at a price above 
marginal cost but below average cost, the government would reduce domestic 
market prices, eliminating incentives to export [Lewis and Sharpley, 1988: 38-9]. 

2) As discussed in Chapter 4, there is little evidence of an appreciation of 
the real exchange rate from 1964 to 1984 in Kenya. However, Lewis and 
Sharpley caution that at the prevailing real exchange rate, there was excess 
demand for foreign exchange that was dampened by other policies, including 
tariffs, quantitative restrictions, and in some periods contractionary aggregate 
demand management policies. This suggests the prevailing real exchange rate was 
overvalued and discouraged exports, even though little real appreciation had 
occurred. Kenya's deteriorating terms of trade over this time period contributed to 
the real exchange rate problem. Kenya's terms of trade index fell from 161 in 
1964 to 74 in 1989 [USAID, 1991: 8]. If Kenya's real export prices had not 
declined, the prevailing real exchange rate might have been consistent with an 
acceptable balance of payments. With declining terms of trade, there was instead 
an excess demand for foreign exchange, The ratio of exports, including non-factor 
services, to GDP fell from 31% in 1985 to 25% in 1989. 

3) Increasing tariff protection from 1970 to 1984 implied increased 
discrimination against exports. Lewis and Sharpley [1988: 601 report doubling of 
effective protection of import substitution sectors in Kenya. USAID [1991: 9] 
reports effective rates of protection for the manufacturing sector of about 90%, 
with some sectors as high as 1000%. This import substitution strategy has led to 
a highly inefficient manufacturing sector, incapable of exporting. 

4) From 1971 through the early 1980s, import licensing became 
increasingly important. Starting in 1982, attempts were made to liberalize the 
system. Quantitative restrictions hurt exporters, not only by further increasing the 
domestic price of imported inputs, but by -naking some goods unavailable. Lewis 
and Sharpley [1938: 60, 64-51 report that before import licensing, firms wanting to 
import certain types of packaging could do so at higher prices including tariffs, 
although these were eventually rebated. But with licensing, they in some cases 
could not import packaging at any price. Some manufacturers trying to export 
reported that they could not compete on world markets because packaging did not 
meet world standards. Exporters also need licenses, as well as Customs and 
Excise Department approvals and approval for transport through the Kenya Ports 
Authority or the Kenya Air Handling Limited facilities. All of these interventions 
increase the cost of exporting. 

5) Lewis and Sharpley sugge.zt that administration of the sales tax up to 
1984 also worked against exports. Exporters paid the tax on imported inputs, to 
be compensated after exporting. The tax was charged on imports arid domestic 

http:sugge.zt
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goods, implying neutral incentives. However, there was concern that producers 
for the domestic market underpaid the tax, increasing their protection relative to 
exporters. 

6) Problems of administration -- including the uncertainty of pa/ments, need 
for payoffs, lack of clear direction from above, lack of transparent rules -- all 
helped to reduce the incentive value of export promotion devices. 

Kenya's experience from 1964 to 1984 demonstrates that if the overall 
thrust of policy is to protect import substituting sectors, it is unlikely that effective 
policies will be implemented to offset disincentives to export. The Export 
Compensation Scheme was intended to do this, but had very little effect. 

New programs, instituted by Kenya since 1990, have tried to revive and
 
reform the duty drawback and exemption programs [USAID, 1991: 77]. These
 
have been plagued with similar problems, however. Could these programs have
 
been structured to achieve their objectives? It would depend on the government's
 
willingness to forego tariff revenue and subject domestic producers of 
intermediates to international competition. The direction of policy over almost 
three decades suggests the government has not been willing to take these steps. 

Botswana is an African economy that has avoided an anti-export bias in its 
pclicies, despite its dependence on diamond exports. As a result, manufacturing 
and manufactured exports have grown rapidly. It is an example of an African 
economy that has maintained incentives and an orientation more similar to the 
Asian economies than its neighbors. 

Botswana's reliance on diamond exports made it a likely candidate for Dutch 
disease. But Botswana has employed macroeconomic policies that avoided many 
of the difficulties other countries have experienced managing commodity export 
booms. By all measures, no real exchange rate appreciation of any significant size 
or duration has taken place [Hill, 1991], so that non-traditional export goods were 
not crowded out. 

At the same time, Botswana has eschewed the use of protective trade 
policies. It is a member of the Southern African Customs Union (SACU) with 
South Africa, Lesotho and Swaziland, which calls for free trade among the four 
member countries. South Africa is Botswana's major source of imports, with the 
customs union accounting for almost 80 percent of imports in 1989. Although 
this could be the result of trade diversion, with the external tariff being set by 
South Africa, location and transportation costs make South Africa the most likely 
competitive source of imports for Botswana. 

253 6 
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Under the customs union, Botswana can protect infant industries from 
competition with tariffs for up to eight years. It has done so only twice, for beer 
and soap [Harvey and Lewis, 19901. In 1982, the government instituted subsidies 
to some firms through the Financial Assistance Policy (FAP), which was limited to 
manufacturing and non-cattle agriculture. The program therefore neutrally 
subsidizes nontraditional tradable goods, both importables and exportables. 

Helped by these policies, manufacturing growth has been significant. Real 
manufacturing GDP grew on average over 7.5% annually during 1974-85, an 
indication that Dutch disease has not been a problem in Botswana. While non
traditional exports (excluding meat, diamonds, and copper) are a small share of 
total exports, their share did not fall during the 1S80s, suggesting that non-boom 
traded goods have not been crowded out. 

The evidence from Asia and Africa suggest that avoidance of an over-valued 
exchange rate and high levels of protection for imports is the best way to avoid 
anti-export bias in the economy. If an economy is committed to moving toward 
outward orientation and more neutrality in incentives, duty rebate and exemption 
programs can offset moderate levels of protection to the import sector. They do 
involve administrative costs which can be high and can conflict with other 
government objectives. In the presence of high levels of import protection and 
little real commitment to liberalization, it is unlikely that these policies can work. 
Creating them under these conditions probably results mostly in administrative 
costs, opportunities for abuse and rent-seeking, and few benefits. 

Export Processing Zones 

EPZs are industrial estates with rental buildings, usually fenced in, that house 
manufacturing for export. EPZs provide exporters with duty free imported inputs, 
infrastructure, utilities that are sometimes subsidized, usually a favorable regulatory 
environment, and often tax holidays. Normally the exports are produced for 
industrial country markets. Conditions in an EPZ are meant to increase the 
profitability of investment in the export sector, attracting both foreign and 
domestic investors. 

The expected beinefits of EPZs include employment, foreign exchange 
earnings, technology transfer, and demonstration effects. In economies with 
under- and unemployed labor, EPZs are meant to increase employment by 
attracting investment to the EPZ, that it is assumed would not otherwise occur. 
Warr [1989] sees EPZs as primarily a way of "exporting" labor. EPZs can also lead 
to increased demand for domestic raw materials and intermediate inputs further 
contributing to value added. These benefits presume excessive unemployment and 
too little investment in the economy. 
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In economies with many distortions discouraging exports, EPZs are meant to 
increase exports of manufactured goods from what they would otherwise be, by
eliminating these distortions within the EPZ. It is thought that EPZs can be set up
in an economy with lots of distortions more quickly than alternative policies to 
guarantee access of exporters to duty free imports. Duty exemptions or rebate 
systems need information on input-output relationships, which requires a certain 
amount of technical and administrative capacity. There is potential for abuse of 
these systems as well, with duty-free inputs not being used for export. An EPZ is 
meant to avoid these costs, since use of duty-free imports is much more easily
monitored in an EPZ. The cost is that EPZs benefit only firms inside the zone, 
excluding many actual or potential exporters. Among those excluded are existing 
or new firms that could export some but not all of their output. A duty-free import
system that applied to the whole economy would potentially affect more producers 
for export, while reduction in tariffs and quantitative restrictions would reduce 
price distortions to an even greater extent. Nonetheless, an EPZ may be a useful 
step in the direction of trade liberalization. If successful, manufactured exports will 
increase. Note that much of the foreign exchange earnings belongs to foreign 
owners, but some will be earned by domestic factors of production. 

A frequently cited benefit of EPZs is their "demonstration effect." In an 
economy that has followed inward-oriented policies, an EPZ may be useful in 
demonstrating the potential benefits of an outward-oriented set of policies. An 
EPZ is easier to institute than broad liberalization throughout the economy. If it 
results in increased exports and employment, the EPZ's success may contribute to 
further policy reforms toward a more open economy. Kenya is in the process of 
setting up EPZs. It is hoped, as stated in donor documents, that the EPZs will 
demonstrate to Kenyans that a trade liberalization does increase investment, 
exports, and employment. On the other hand, there is also the possibility that an 
EPZ can delay further trade reforms, either being seen as a sufficient response 
alone or by relaxing the foreign exchange constraint on the margin. Other 
frequently mentioned benefits are the training of managers and other workers, and 
technology transfer. 

Possible costs of EPZs offsetting expected benefits are varied. There is a 
frequently expressed concern that EPZs are environmentally unfriendly. According 
to the World B3nk [1992: 20], there is no evidence that EPZs face different 
environmental regulations than other domestic firms. To the extent that firms in 
EPZ,3 create environmental costs, there may in fact be economies of scale in 
dealyig with them in EPZs, for example in the monitoring and disposal of waste. 
Warr [19891 emphasizes the mobility of foreign investment in EPZs. This is not so 
much a cost, but contributes to limiting benefits. This puts foreign firms in a 
strong position for negotiating special conditions and suggests few long-term 
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relationships or linkages with the economy. Countries competing for foreign 
investment may grant tax holidays which reduce government revenue. 

In calculating net benefits, infrastructure and utility costs must be included. 
Utility rates are often subsidized, particularly to firms in EPZs, which often have 
high energy dernands [Warr, 1989: 69-701. 

Some of the costs and benefits of EPZs are more easily quantified than 
others. Benefits that are difficult to quantify include learning by local firms and 
workers, technology transfer, increased information about the economy by foreign 
investors, or learning by the government about effective encouragement of 
exports. 

Exerience in Asia 

In 1988, EPZs accounted for 4 to 5 percent of developing country manufactured 
exports. Eighty percent of these came from Malaysia, Korea, and Taiwan. The 
World Bank [1992: 3,291 reports on 86 fenced EPZs in 27 developing countries in 
1990. Of these 36 were in Asia (12 in Malaysia, 3 in Indonesia, 4 in the Philip
pines, 3 in Taiwan, 3 in Thailand, 2 in Korea), 41 in Latin America and the 
Caribbean (with 19 in the Dominican Republic), and only 4 in Sub-Saharan Africa. 
Asia accounted for over 70 percent of the employment in EPZs and well over 80% 
of exports. 
All Asian EPZs are public. In Latin America, EPZs are increasingly privately 
developed. Most investors in EPZs are foreign. Manufactured exports from EPZs 
are labor intensive, mostly textiles and electronics. 

Taiwan started using EPZs as a policy tool in 1965. The Kaohsiung EPZ 
started exporting in 1966, and by 1973 employed 57,000 people [World Bank, 
1992: 261. Taiwan was already exporting manufactured goods when EPZs were 
initially created, having adopted economy-wide duty-free policies in 1955. 
However, the trade regime was still highly distorted and there were few foreign 
investors, who were the main target for EPZs. Taiwan went on to liberalize further 
in the 1970s and 1980s. EPZs may have played a specific role in a more general 
policy environment focussed on exports. 

Korea created the Masan Free Export Zone in 1970 and the Iri Zone in 1974
75. Like Taiwan, Korea had already moved toward an export promotion policy in 
the 1960. EPZs again were used to attract foreign investors to an economy 
already t ussed on exporting. In 1985 EPZ exports accounted for only 2.9% of 
manUfactured exports. EPZs have been successful in Korea, but Korea's overall 
success in promoting manufactured exports relies little on them. 

391 
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Malaysia arid the Philippines created zones in 1972, Indonesia in 1973. By
1989, Malaysia had 10 zones, directly employing 100,000 people, and accounting 
for annual exports of US $1.6 billion. The Philippines had 6 zones, directly 
employing 30,000 people, and accounting for $200 million in annual exports.
Indonesia had 2 zones employing 15,000 and exporting annually US $25 million 
[The Services Group, 1990: 13]. Thailand started using EPZs in 1981. As of 
1989, there were two, employing 20,000 workers. Table 1 compares the export
incentives granted to EPZ firms in these four countries. 

Warr [1989] summarizes several cost-benefit studies of EPZs in Indonesia, 
Korea, Malaysia and the Philippines.2 He concludes that some 3xpected benefits 
have been quite small. EPZs purchase few inputs locally axcept labor. Indonesia is 
an exception, where local textiles are purchased by EPZ firms. Generally low 
demand for local inputs results from relatively high prices and low quality, as well 
as a desire or strategy on the part of EPZ firms to remain internationally mobile. 

Little technology is transferred. If the technology is simple, as in textiles, 
then the technology is generally readily available to LDCs, both within anc outside 
EPZs. If the technology is not readily available, as in electronics, then firms in 
EPZs are protective of the technology. In some countries, already relatively open
and advanced, some technology transfer may occur as firms in EPZs come to rely 
on domestic suppliers. These backward linkages and technology transfers are not 
usual. Workers receive some basic industrial skills, but most workers are assembly
workers. One skill that would be quite useful for developing countries is marketing 
in the industrial economies. But employees in EPZ firms often receive little training
in marketing, because much EPZ production is made with buyers already commit
ted [Sabre Foundation, 1983: 9]. 

Warr [1989: 821 calculates internal rates of return for EPZs in Indonesia, 
Korea, Malaysia and the Philippines of 26%, 15%, 28% and -3% respectively.
Almost all the benefits in Korea, Malaysia, and the Philippines result from employ
ment and foreign exchange earnings. The major costs in each case, contributing to 
a negative rate of return in the Philippines, are for infrastructure and subsidies. In 
the Philippines, there is also a large cost from subsidizing domestic borrowing by 
EPZ firms. Warr concludes that the benefits of EPZs are limited, with EPZs being
primarily a way to absorb unemployed labor. But even here, he warns EPZs can 
only do a little. EPZs are not the solution to employment problems in developing 
countries. 

2The EPZs studied are Indonesia: The Jakarta Export Processing Zone; Korea: The Masan Free 
Export Zone; Malaysia: The Penang Free Trade Zone; and the Philippines: The Bataan Export 
Processing Zone. 
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EPZs have been an important export promotion policy in Malaysia. Firms 
receive a variety of the usual EPZ incentives - exemption from import duties, 
subsidized infrastructure, and fewer bureaucratic delays [Beng, 1992]. More than 
half of Malaysia's manufactured exports came from EPZs in 1982 and bonded 
zones accounted for an additional 10%. But the net present value of investments 
in EPZs was sensitive to assumptions about the discount rate and the shadow 
price of labor [Bhattacharya and Linn, 1987: 99]. There was little confidence thai 
the net present value was positive. At the same time, evidence of few linkages 
with the domestic market and little technology transfer or labor training suggested 
that the hard-to-quantify benefits of EPZs do not appear to work in the direction of 
increasing net benefits in any significant way. Balasubramanyan [1988] reports 
that in both Malaysia and the Philippines, firms in EPZs used more capital-intensive 
means of production in industries such as garments and electronics than simiar 
industries in Korea and Taiwan and than other domestic firms. This resulted from 
heavy subsidies to capital. Such policies clearly reduce the possible benefits from 
EPZs from employment creation. 

The World Bank [1992: 3], in a study of EPZs, lacking information to do 
cost-benefit analysis, assesses success based on the number and type of inves
tors, employment, exports, occupancy, and any unusual costs or problems. Of 60 
zones analyzed, it concluded that 40 to 50 percent were successful, 20 to 30 
percent partly successful, and 20 percent unsuccessful. Most of the successful 
EPZs were Asian, with some successful ones also in the Dominican Republic and 
Jamaica. Exports from EPZs however account for a relatively small share of total 
manufactured exports. Exports from firms with access to duty exemption or 
drawback systems account for a larger share of manufactured exports, as do 
exports produced under in-bond systems. Foreign exchange earnings by EPZs are 
low relative to exports, because value added is 25% or less. Wages and working 
conditions tend to be as good or better than for similar jobs outside EPZs. In EPZs 
producing electronics, firms do have two to three shifts, so that workers work 
unconventional hours. Most employees are young women, 16 to 25 years old. 
This again suggests that few long term relationships are established [World Bank, 
1992: 15-20]. 

It is difficult to know what the demonstration effects of EPZs have been. 
The World Bank suggests that EPZ successes may have had a positive effect on 
trade policy reform in Malaysia, Sri Lanka, and Taiwan. In other Asian countries, 
including Korea, EPZs have accounted for such a small share of total exports, it is 
unlikely that they had much affect on policy. In some econor..ies, including Korea, 
EPZs have been used to increase manufactured exports in specific sectors and 
therefore have not played a more general demonstration role. 
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Where EPZs have failed, there have been several reasons. If a zone is 
located in an area as a means of developing that area, for example in rural, remote 
areas or small cities, the zone rarely is successful. EPZs also fail when the overall 
environment is not favorable, because of political instability, poor infrastructure, or 
excessive business regulations. The incentives offered through EPZs ,lay not be 
able to offset these other factors which discourage foreign and domestic invesi
ment. 

Experience in Africa 

EPZs are relatively scarce in Africa. Narrowly defined EPZs exist in Liberia, 
Senegal arid Togo. If the definition is extended to include factories with in-bond or 
duty-exemption arrangements, Ghana and Mauritius would be added to the list. An 
EPZ in Zaire never attracted any investors. A zone built in Liberia in 1975-6 
employed 700 people in 1986 and only 15 in 1989. Senegal constructed an EPZ 
in 1974-76, 15 miles from Dakar airport and 8 miles from a port. In 1981, four 
firms employed 500 people [The Sabre Foundation, 1983: 53-31 and in 1990 
employment was reported at 1,200 [World Bank, 1992: 29]. Employment was 
restricted by high wages, which are controlled by Collective Bargaining Agree
ments. In 1983, [Sabre Foundation, 1983: CS3-21 reported wages in Senegal to 
be over five times wages in Sri Lanka. 

Mauritius is often cited as an exception to the general failure of EPZs in 
Africa. The Export Processing Zone program was started in 1970. By 1988, 
annual EPZ exports totalled $520 million and employed about 100,000 people. In 
1985, Mauritius's EPZ exports exceeded sugar exports, long the major export 
commodity. Textiles and apparel account for about three quarters of EPZ output.
In addition to industrial estates, individual firms can get EPZ status, so that in 
effect the whole country is an EPZ [The Services Group, 1990 and Bheenick and 
Schapiro, 1989]. During the 1970s the number of EPZ firms in Mauritius increased 
to 100. Employment increased by over 4 percent a year. In the late 1970s, the 
success of EPZs appeared to slow. In response, the government adopted a set of 
policies to further promote exports. Importantly, the rupee was devalued 50 
percent between 1979 and 1981. 

Mauritius's success with EPZs may be explained by a variety of factors. The 
population is relatively well educated, with close to a 90 percent literacy rate, and 
there is an active entrepreneurial class. In contrast to other African economies, the 
government has maintained a macroeconomic environment that made production 
for export profitable. This was reinforced by the variety of incentives offered 
under the EPZ program, which is more generally available than in other countries. 
In addition, the island has a good road system. 

The Mauritius EPZ experience demonstrates the potential of an export-oriented 
strategy while confirming some of the limitations of EPZs. Linkages with the rest 
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of the economy have been slow to develop. EPZ exports are primarily textiles and 
much EPZ investment is footloose. Nonetheless, EPZs contributed significantly to 
exports and employment. 

What is the potential ro!e of EPZs in Africa in promoting manufactured 
exports? The evidence from Asia suggests that they might play a limited role in a 
few countries, but should not detract from more general trade and macroeconomic 
reforms of the economy. EPZs have not in gencral been used successfully in 
countries just starting to produce manufactured exports [World Bank, 1992: 211, 
which suggests that the African economies should not plac,.; undue emphasis on 
them. When successful, EPZs can attract foreign investment, increase employ
ment, and earn some foreign exchange for the home country. But even then they
do not seem to be a dynamic source of economic development. The foreign
investment tends not to be committed to the country in the long run, there are few 
linkages with the rest of the economy, and the employment relationzhir, are short 
run. All this suggests EPZs may be useful in limited ways, as long as not too 
much is expected of them. If African economies are committed to encouraging 
inanufactured exports, continued tariff reform and aoidance of real appreciation 
seem the most promising policies. Then EPZs might be encouraged on a limited 
basis to help increase employment. Making them private might screen out EPZs 
with low net benefits. 

Marketing 

The world market does not have an address to which developing countries can ship 
manufactured exports at world market prices. Instead, foreign buyers have to be 
located. Is there a role for government intervention here? There may be either 
economies of scale, externalities, or public goods characteristics to knowledge or 
information about foreign markets that justify government intervention. This is an 
example of a trade policy that, rather than offsetting another policy distortion, 
could be justified on z longer-term basis as a first-best response to a market 
failure. For example, if too little is invested in obtaining information about foreign
markets because knowledge cannot be captured for long by a single firm, then 
government investment in such knowledge may be justified. 

Experience in Asia 

Many governments have created public sector trade promotion organizations 
(TPOs) to help market manufactured exports. The four successful exporter 
economies -- Korea, Singapore, Hong Kong and Taiwan -- all have supported export
marketing through the public sector [Keesing, 1988]. IHowever, the experience of 
these countries must be used with caution to argue for TPOs in other developing 
countries trying to increase manufactured exports. 
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All four Asian economies support export marketing in a variety of ways,
both in the private and public sec'cor. All support private trading companies and a 
variety of private services to exporters. Three of the four public sector TPOs was 
set up after the countries' policies were generally supportive of exports. They 
were not substituting for or offsetting other disincentives, but contributing to an 
overall supportive environment. Hong Kong's Trade Development Council (HKTDC) 
was set up in 1966 and Singapore's Trade Development Board (STDB) in 1983. 
Both Hong Kong and Singapore had long been free ports and had been exporting 
manufactured goods for a decade or roore [Keesing, 1988: 8-91. Taiwan's China 
External Trade Development Council (CETDC) was set up in 1970. Korea's Trade 
Promotion Corporation (KOTRA) was created in 1962, before the overall environ
ment in Korea was supportive of exports generally.
Date on expenditures, staff, and overseas offices as reported in Keesing [1988] are 
presented in Table 2. 

Keesing [1988: 19] divides the functions of these organizations into "1) trade
related information and inquiry services, 2) trade promotion (trade fairs, missions, 
publicity), 3) market analysis and market developinent, and 4) assistance to firms 
in :rodUct design, packaging, actual marketing and other practical needs (e.J. 
training)." HKTDC concentrates on the first two functions while the other three 
organizations undertake all four more broadly. 

How does one tell that these marketing efforts have been productive? If the 
objective is to increase exports, then expenditures on these programs should at 
least increase exports above what they would have been otherwise and by more 
than a subsidy equal to the cost of these programs. Returning to an dariier exam
ple, if the justification for the government intervention is that knowledge is a public
good, then too little would be invested by the private sector in obtaining knowl
edge and as a result exports would be less than otherwise. The success of the 
policies can be judged therefore by their effects on exports and their cost. This is 
very difficult to do in practice. In the four Asian economies, exports have grown 
very fast and the cost of their marketing support programs has been kept from .05 
to .10 percent of the value of manufactured exports [Keesing, 1988: 6]. But the 
quantitative impact of these policies on exports has not been determined. The 
evidence on their success is impressionistic. Keesing [1988: 33] concludes that 

The activities of the best of these organizations do appear well designed to 
overcome the information barriers encountered in trying to expand exports
rapidly. Thus it is probable that they have indeed accelerated export growth 
substantially at low cost. 

Experience in Africa 

Many developing countries in Africa support TPOs within the public sector, 
including Ghana, Kenya, Malawi, Nigeria, Tanzania, the Congo, Senegal, Somalia, 

j-1
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Uganda, Zaire, and Zambia [Hogan, Keesing and Singer, 1991]. It is generally

concluded that they have been ineffective across the board for a number of
 
reasons.
 

* 	 Many TPOs were created while the overall environment still protected 
the import sector and their services could not offset the macroeco
nomic disincentives to exports. 

* 	 Public sector TPOs often have multiple objectives which make the 
achievement of any one objective difficult if not impossible. Regional 
dispersion and "indigenization" of business are two objectives, for 
example, that can result in a TPO being ineffective at promoting 
exports. 

" 	 TPOs are often created in the public sector as the only provider of 
services to the export sector. This prevents or hinders the private 
sector from providing these services, in cases where it could do so 
more effectively. The private sector may be discouraged either by 
regulation or because the TPO supplies services, even if inadequate, 
for free. 

" 	 Generally, TPOs have been put in Ministries of Trade, and are often 
ineffective with little claim on resources or influence over policy 
[Hogan, Keesing and Singer, 19911. 

" 	 Government employees are generally unsuited to the task and govern
ment procedures are too inflexible [Keesing and Singer, 1991]. 

Kenya has supported a parastatal that, although not exactly a traditional 
TPO, has contributed to increasing non-traditional exports through marketing. The 
Horticultural Crops Development Authority (HCDA), created in 1967, concentrates 
on small holder development, extension services, and information on international 
prices. It also issues "Export Certificates" which certify product quality and the 
reasonableness of prices, for a fee [USAID, 1991: 33, 92]. HCDA helps 
smallholders market their ,-ps by maintaining contacts with traders and exporters.
HCDA finances its activities by a direct tax on export produce and does not receive 
revenue from the governmen ' . 

Horticultural exports havc. increased from .3 percent of total exports in 1968 
to 3.3 	percent in 1986. The private sector, foreign firms, and the government, as 
well as Kenya's comparative advantage, all contributed to the expansion of this 
sector. The sector consists of small-scale private enterprises, with the exception
of pineapples and flowers which are produced on a larger scale. Large producers 
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are often joint ventures with foreign investors and rely on their established export 
markets. Small producers use export agents for marketing. 

HCDA's role in marketing is limited but important, consisting primarily of 
quality control and information. Large producers have access to information about 
markets in other countries, but smaller exporters rely on the government. The 
HCDA is also responsible for pre-shipment inspection at the airport, to maintain 
quality. This helps with any possible externality problems with substandard 
produce damaging Kenya's gencral quality reputation on world markets. 

The actual quantitative effects of the HCDA on exports is difficult to 
determine. Clearly the expansion of horticultural production in Kenya was the 
result of the response of private producers and exporters to market opportunities. 
But the government policies appear to have reinforced these opportunities and 
intervened in ways to supplement the market, rather than interfere with it 
[Schapiro and Wainaina, 1989]. 

What are the lessons for African economies? Export marketing efforts may
play a role in promoting exports in certain sectors in certain countries. But they 
too have a limited role to play. There is little evidence that official support for 
export marketing can be effective in economies in transition toward export
promotion policies. They may even be of little benefit for countries just starting to 
export manufactured goods, which may be able to effectively market products 
through established channels. 

Nonetheless, in limited areas in some countries, as the Kenyan example 
suggests, support for export marketing may be cost effective. The HCDA seems 
to have complemented the private sector in important ways in promoting 
horticultural exports. It did so at a time when Kenya was not following a policy
broadly supportive of exports, but in a sector in which Kenya had a strong 
comparative advantage. Quality control may be a particular important area where 
the government can efifectively intervene. 

A recent example from Africa confirms the impoitance of quality cc..,rol and 
suggests an important role for the government to avoid free rider problems.
Nigeria abolished six federal commodity marketing boards in 1987, including the 
Cocoa Marketing Board. It was hoped that eliminating the marketing monopolies
would lead to higher prices and increased output. An unintended side-effect was a 
reduction on world local markets. The government has since reintroduced licenses 
for marketers of cocoa and instituted better inspection procedures [Hackett, 19901. 

Asia's experience also suggests there may be an important role for the 
government to play in quality control. Korea instituted a system for inspecting 
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export goods for quality in the early 1960s. The purpose was to help create a 
reputation for good quality for Korean exports, considered important to successful 
exporting [Rhee, Ross-Larson and Pursell, 1984]. Taiwan also has a quality 
control system. Starting in the 1950s, certain exports had to be inspected for 
quality. By 1976, 60% of the value of exports was subject to inspection. This 
proved costly and the system was reformed. Now, firms who want to export must 
have their quality control methods graded periodically. Depending on the results, 
some firms may not export, some can with ;nspection of their goods, and others 
are free from inspection. The system is set up to minimize the administrative costs 
for exporters. For example, if inspection delays exceed 5 days, the inspectors take 
samples to inspect later and the shipment can proceed. Penalties are imposed if 
the goods do not meet quality standards. Since the mid 1980s, tho number of 
export goods subject to inspections has been significantly reduced [Wade, 1990: 
144-51. 

Keesing and Singer [1991] argue in favor of moving toward increascd 
support for the private sector and less use of TPOs to supply marketing and other 
services to exporters. Exporters should have access to commercial support 
services, domestic and foreign. 3 Given constraints on government expenditures 
and capacity, it may make sense in Africa to achieve what benefits are possible 
through the private sector and foreign firms. In the four Asian economies, the 
private sector was encouraged at the same time the public sector supplied market
ing services. In Kenya, foreign firms played an important role in the marketing of 
horticultural exports along with the HCDA. The information and marketing skills 
needed may in some cases be supplied more effectively by the private sector or 
through imports, rather than through the public sector. If there are externalities or 
public goods problems in establishing marketing services to manufactured exports, 
then a subsidy to the private sector would be justified. But, given the difficult;gs 
of quantifying the benefits of marketing programs and the constraints on govern
ment expenditures in Africa, subsidies should be modest at best. Whatever 
government's role in marketing, it should not prevent the private sector from 
supplying the services or the export sector could be harmed by ineffective govern
ment intervention. 

They in fact argue in favor of subsidizing the cost of such services to exporters on the grounds 
that manufacturing exports have positive externalities in the form of technology acquisition, 
learning, and training. Since subsidizing manufactured exports directly is against international trade 
rules, while subsidizing services to exporters is not, this is a second best way of capturing 
externalities. This justification for subsidizing the private market provision of marketing differs from 
the public good nature of knowledge about markets more specifically. Using marketing subsidies to 
encourage manufacturing exports more generally is a second best response. 
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Conclusions 

Duty rebates and exemptions are a policy tool to offset the anti-export bias 
resulting from import protection. EPZs serve a similar function, while also, in 
principle, taking advantage of economies of scale in providing infrastructure to 
exporters. Governmont support for marketing of exports is meant to capture
externalities or compensate for the public goods nature of investment in knowl
edge. The Asian economies have used many of these and other export promotion 
policies at various times over the last three decades. 

The experience of Asia and Africa, however, does not suggest that these 
policies can be used successfully as substitutes for other adjustments. Export
promotion policies involve administrative costs and create rents, while policies 
which minimize administrative costs and rent-seeking should be preferred in Africa. 
In addition, subsidies to exports are increasingly being met with countervailing 
duties by industrial countries. While it is not clear that this will happen to the 
African economies until they are much more of a threat on world markets, it still 
creates a preference for alternative policies. These policies were used in Asia to 
offset lower leveis of import protection than exist in many African economies. The 
use of export promotion policies to offset higher levels of protection increase their 
costs and intensify conflict with other objectives, especially fiscal restraint. Asian 
experience does not suggest that these policies can substitute for responsible
macroeconomic policies or a properly valued exchange rate. The potential of 
export promotion to encourage exports can be realized only as a complement to 
sound macroeconomic policies. 

SI00
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TABLE 1: Comparison of Export Incentives in Asian Countries 

Corporate Income Tax 

Abatement 


Capital/Profits Repatriation 


Duty Treatment for All Imports 

and Exports 


Number of Days to Receive Ap-

proval
 

Tax on Dividends 


Restrictions on Foreign or 

Local Ownership 


Sales to Local Market 


Management of Foreign Currency 


Indonesia (EPZ) 


Variable reductions 

on 20-45% tax rates; 

accelerated deprecia-

tion 


Repatriation of capi-

tal subject to 

approval 


100% exemption 


30-180 


20% Tax 


Subject to controls 


Not allowed 


Controlled 


Malaysia (EPZ) 


95% exemption for 

5 years 


Unrestricted 


100% exemption for 

new goods deemed
 
essential and di
rectly used for
 
manufacturing
 

Not Available 


10% Tax 


None 


20% of total out-

put 


Controlled 


Philippines (EPZ) 


35% tax on corporate 

income 


Subject to the 

availability of for
eign currency
 

100% exemption 


10-30 


35% Tax 


No foreign ownership 

of land permitted 


2% of total output 


Priority in alloca-

tion of foreign ex-


I change 

Thailand (EPZ)
 

100% exemption
 
for 3-8 years,
 
reductions there
after for 5
 
years; loss
 
carryforward for
 
5 years
 

Unrestricted
 

100% exemption
 

90
 

100% exemption
 
for 5 years
 
Subject to con
trols
 

20% of total out
put
 

Controlled during
 
foreign exchange
 
crisis
 

Source: The Services Group [1990: 20-21].
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TABLE 2: Data on TPOs 

Expenditures Staff Overseas Offices
 

KOTRA $41 million' 748 (1986) 77 (1987)
 

STOB $10 million2 353 (1986) 18
 

HKTDC $30 million3 650 (1988) 20 (1985)
 

CETDC $33 million4 600 (1988) 28
 

Notes: preliminary budget 1987
 

21986-87
 
31987-88 budget
 
41987
 

Source: Keesing [1988]
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FIGURE 11-1: Exports and GDP Growth 
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