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Foreword

WIth pubhcatIon of the World Bank's East ASIan MJracle, the
"Washmgton consensus" for growth and development seems to
have converged on one dommant message Less-developed econ
OmIes whIch were qUick to adjust to outward-lookIng, market
orIented, prIvate sector-led pohcles have m recent years exhIbIted
more dynamIc growth performances

The East-AsIan "Tigers" - Korea, TaIwan, Hong Kong, and
Smgapore-followmg pathways set by Japan, and followed m
"flymg geese" pattern by Thailand, MalaysIa, IndonesIa, and most
recently, the Phillppmes, represent the vanguard of thIs move
ment, although countrIes m LatIn AmerIca, and the Middle East
can be mcluded

For IndIa and other South ASIan natIons, econOmIC reforms
have come to the fore and have shown tangible results, beset as
they were by pohtIcal VICIssItudes of varymg degrees of mtensity
The rejectIon of a pro-reform IndIan government, led by PrIme
Mlllister Rao and Fmance Mlllister Smgh m the early summer of
1996, caused some doubt as to reform sustamabIhty But the cur
rent mdicatIons are that the reform, m large part, will contInue

India, WIth a skilled and disciphned bureaucracy and an
"openmg-up" m trade and external relatIonshIps IS headmg to
ward an unprecedented growth rate of 5 to 6 percent annually
But thIs very bureaucracy, together WIth entrenched state, federal,
and sectoral mterests, may be the most formIdable obstacles to
contInued reform and econonuc growth

Two cautIonary notes are promment FIrst, reforms have of
ten been pItched to the electorate and the bureaucrats as crISIS
management tactIcs, Imposed by pressures from the IMF, mterna
tIonal development banks, or other external agencIes As such,
they must fIght bureaucratIc mertIa and general pubhc apathy or
resentment, whIch paradoxIcally may actually mcrease WIth the



Foreword

easmg of the CrISIS Second, despIte general agreement on the
theorehcal JustIficahon and desIrability of the proposed reforms,
there IS neIther agreement on the mechamsms and sequencmg of
reforms nor are there SImple keys, WIthout wruch fauure IS as
sured, and WIth wruch success IS guaranteed

Nonetheless, It was the agreement m 1991 under the IMF's
Structural Adjustment Facility to head off a near-calaffiltous fISCal
CrISIS wruch sIgnaled a declSlve shIft m IndIa's development ap
proach and strategy It was m tills context that the USAID IndIa
MISSIon m 1993 funded a two-year study of IndIan reform Issues,
subffiltted by the ASIa sechon of the InternatIonal Center for Eco
nOffilC Growth (ICEG) m collaboratIon WIth the IndIan Councu for
Research on InternatIonal EconOffilC RelatIons (ICRIER)

The USAID-sponsored research and pohcy outreach program
was to be centered around the broad theme of Structural AdJust
ment and Pohcy Reform m IndIa Some PerspectIves from Inter
nahonal ExperIence and COnsISt of three major components
(1) DIstInguIshed Author Semmars, where authorItahve mterna
honal scholars would speak m-depth on one or more of key
themes, and draw upon personal experIence or research output
for comparahve analYSIS 1f relevant, (2) Jomt research projects
wmch would be undertaken by select IndIan research Inshtutes
under the dIrechon of ICRIER, and (3) an mternahonal confer
ence to be scheduled toward concluslOn of the program before a
select audIence of econoffilsts and key pohcymakers from both
domeshc mIDlstries and mternatIonal development agenCIes

ThIs volume IS based mamly on presentahons m the DIStIn
guIshed Author semmar serIes and at the mternahonal confer
ence, held m New Delh1, on February 1996 As the spread of htles
mdlcates, there are papers focusmg on macroeconoffilc Issues, the
emergmg mternatIonal enVIronment, mternaI £manClal reform,
and poverty alleVIatIon Issues

VI
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Foreword

The second major sechon, m keepmg With the program
theme, contams presentahons by acknowledged outsIde academIc
or poheymakffig specIahsts on developmg or transIhonal econ
omy reform efforts (ChIna, IndonesIa, Japan, MeXICO, and ChIle)
Fmally, the collechon concludes WIth two papers on the "Unfm
Ished Tasks Ahead" by Jeffrey Sachs, DIrector of the Harvard In
shtute for Intemahonal Development, and T N Snmvasan, re
nowned IndIan scholar at the Yale Center for EconOmIC Growth

For the volume's edItors, the WIde dIversIty and hIgh preshge
of the wnters assembled presented an mtereshng challenge Each
of the wnters was expected, some to a greater extent than others,
to comment on mterrelated queshons such as the followmg

1 To what extent have stabIhzahon measures affected
structural adJustment?

2 To what extent have structural adjustment programs af
fected econOmIC stabIhzahon?

3 Can IndIa stand up to global compehhon? How can ItS
potenhals be reahzed? What constramts stand m the way?

4 How can confhchng Issues m deregulahon of the pnvate
sector and pnvahzahon of the state sector best be rahon
ahzed?

5 What should be the appropnate reform strategy for meet
mg SOCIal needs and upgradmg labor skills? Is there an
Inherent contradIchon between econOmIC reform and de
SIred SOCIal pohcy?

6 What should be the new role of government resulhng
from the reform process? How can It retam credIbility as It
seeks to move out of "wrong" areas m order to focus on
"rIght" Ideas?

7 How have other developmg countrIes hberalIzed theIr
econOmIes, and understandmg that pohcles and ap
proaches developed elsewhere may not be rephcated, are

•
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there yet some useful lessons for the structural adjustment
and pohcy reform process m Incha?

The edItors have opted for the convemence of leavmg for the
reader hIs or her mterpretatIon of the questIons and the extent
and means of the WrIters' responses Too often m collectIons of
tlus type, mtroductory excerpts have not proved relevant, appro
prIate, or accurate, thus arousmg the dIscomfIture of both WrIter
and reader Our optIon does have the dIStInct vIrtue of launchIng
the reader on what we expect will be a pleasurable hterary Jour
ney of samphng and dehberatIng the InsIghts of PreSIdents of the
AmerIcan EconOmIC ASSOCIatIon, renowned mternatIonal eco
nOmIC scholars, development nurnsters from IndonesIa, MeXICO
and ChIle, and the aforementIoned, Harvard-Yale duo

Yet the echtors do not reSIst the temptatIon of some pragmatIc
morahzmg, from theIr readmg of the papers and at the conclusIOn
of thIs mtroductory chapter

Each author has emphaSIZed the need for a contInuous proc
ess of reform over a perIod of tIme and IdentIfIed the pItfalls of a
deceleratIon m the pace of reform because of SOCID- and pohtIcal
pressures We would agree that India has been able to come out
from decades of low equilibrIum growth and IS ready for take-off
ConfIdence wIthm and outSIde the country about the potentIah
tIes of IndIa IS on the mcrease Not unexpectedly, the country IS

passmg through temporary mconvemences of the adjustment
processes But at the same tIme, It has been successful compared
to many countrIes m ImmInlZmg the SOCIal cost by usmg neces
sary safety nets There are, however, many unflillshed tasks and
the country needs to change ItS mmdset and accentuate reforms to
fulfill ItS targets

For Incha to grow, It IS cntIcal that government resources de
voted to supportIng SOEs (State-owned enterprIses), large State
and central government bureaucraCIes, and an Inflated defense
estabhshment be reallocated to a wholesale attack on illIteracy

vm
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Foreword

and IDlprovmg health care m IndIa's vast rural heartland For In
dia to parhclpate and assert Its role m the emergmg global enVI
ronment, It must mtroduce new pohcles focused on IDlprovmg the
country's human capItal Deregulahon and produchon based on
comparahve advantage will produce short- and medIUm-term
gams for IndIa, but ulhmately the reforms will stop short If the
Government of India does not pay more attenhon to IndIa's
greatest resource -Its people

SeIJI F Naya
SP Gupta

Shelley Mark
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Introduction

TIns volume IS based on papers submItted by a group of dIS
hngUlshed econOmIsts from IndIa and abroad at a conference or
garuzed by ICEG and ICRIER m early 1996 Its focus IS on the
polIcy Issues of econOmIC reform lllihated m India and on the ex
penences of other countrIes hke Chma, Korea, IndonesIa, Chile,
and MeXICO, all of whIch embarked on smular programs m earlIer
years, and therr lffiplIcahons for IndIa TIns volume, therefore, IS
all about learnmg to reform better

Broadly, the papers are classIfIed m three sechons (1) Macro
econOmIC and sectoral polICIes, (11) The reform expenences of se
lected countrIes, and (lll) IndIa's reform process the unflllished
agenda

In Sechon One, whIch deals WIth macroeconomIc and sectoral
polICIes, the papers are subdIVIded mto two groups (1) a sechon
on macroeconOmIC polIcy Issues whIch mcludes fIve papers,
authored by Prof Arnold Harberger, Prof Anne a Krueger, Prof
Robert Baldwm, Prof Deepak Lal and Dr S P Gupta and (2) a
sechon on sectoral polICies whIch mcludes contrIbuhons from
Prof Helen Hughes on foreIgn mvestment and Prof Robert
McKmnon on fmanCIal sector reform

In Sechon Two, the reform expenences of selected countrIes
are presented m papers from Prof S Icrumura covermg Japan,
Prof Mohd SadlI on East ASia, Prof Rolf Luders on ChIle, Prof J
RogOZInskI on MeXICO and, Professors Jushn YIfu Lm, Wmg Thye
Woo and Jeffrey Sachs on Chma

Fmally, Sechon Three exammes IndIa's reform process The
unfIn1shed agenda addresses papers by Prof Jeffrey Sachs and
Prof T N SrIn1vasan

Prof Harberger In1hates the dISCUSSIOns WIth hIS thIrteen
pragmahc and non-IdeologIcal "lessons of econOmIC pohcy"
Among these are aVOId false techmClsm m econOmIC pohcy-
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makmg, keep budgets under adequate control, keep mflahonary
pressures under reasonable control, and take advantage of mter
nahonal trade He also warns that some patterns of trade restrIc
bons are far worse than others In hIs VIew, If lIDport restncbons
become exceSSIve and reducmg them drrectly IS pohbcally unfea
sIble, an mdrrect attack should be launched on the problem by m
creasmg mcenhves to export TIns recommendahon, however, IS
queshoned by many other econOmIsts In Ius paper, Prof Har
berger further pleads for snnphficahon of the tax system and
aVOldmg exceSSIve mcome tax rates as well as mdIscrlIDlllate re
course to tax mcenhves to acIueve parhcular obJechves He also
argues against use of any control on pnces, wages, and quotas, lI
censes and quanhtahve restrichons Accordmg to Prof Harber
ger, publIc sector fIrms should not be burdened WIth too many
extra demand and supply constramts, WhICh are responsIble for
the mefficiency of publIc sector VIs-a-VIS the pnvate sector Any
polIcy regIIDe should make the borderlIne of publIc and pnvate
sector very clear and well-defmed When the two compete m a
given area, the same rules should govern theIr operahons

The next paper presented by Prof Anne 0 Krueger makes
the perhnent pomt that when reform efforts are illlhated, they are
deCIded upon usually by small groups of technocrats, often
workmg m CrISIS or near-cnsis condihons and, econOmIC theory
proVIdes consIderable guIdance as to the deSIrable set of econOmIC
polICIes However, over hIDe, researchers have had an opportu
ruty to study dIfferent reform programs and theIr outcomes Con
sequently, many now recommend that when reform enters the
structural adjustment phase from stabilIZahon, 1 e , from macro to
mIcro, a change of guard among pohcymakers WIll be useful

Prof Robert Baldwm emphasIZes the relevance of mterna
honal econOmIC enVIronment m the reform process of a country
Accordmg to Prof Baldwm, the current mternahonal tradmg en
VIronment conhnues to present certam advantages, m addihon to
obstacles, to countrIes hke IndIa, whIch have recently opened up
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IntroductIOn

m companson to the East ASIan eConOmIes wluch had done so m
the 1960s The benefIts of mternahonal expenence and globahza
hon anse mamly from (1) greater econOmIC mterdependence
among nahons, (2) lower levels of protechorusm, and (3) an Im

proved lTIShtuhonal mechamsm for resolvmg trade dIsputes At
the same hIDe, there are dIsadvantages mcludmg (1) mcreased
pressure to open up sectors such as servIces earher than desITed,
(2) an mcrease m protechorusm m developed countrIes, perceph
ble m the form of anh-dumpmg and other non-tanff barners, and
(3) an mcreasmg number of preferenhal regIOnal agreements that
dIscnmmate agamst nonmembers

On the SOCIal cost of econOmIC reform, the VIews of Prof
Hughes and Prof Deepak Lallargely converge Both acknowl
edge growth as the mam lTIStrument for reducmg poverty WIth
emphasIs on the role of labor-mtensIve growth Prof Deepak Lal
c1assllIes poverty as (1) mass structural poverty, (2) conJunctural
poverty and deshtuhon, and (3) seasonal temporary unemploy
ment Accordmg to Prof Lal, growth IS the only means to the al
levlahon of mass structural poverty For the remammg poverty
c1assllIcahons however, some mcome transfer from the pubhc
sector will be needed, although that there are cases where pubhc
transfer of mcome has crowded out prIvate transfers In lus expe
rIence, prIvate/nongovernment orgaruzabons perform better m
managmg the mcome transfer from the nch to the poor because of
theIr grassroots knowledge at the mIcro level

Lastly, Dr S P Gupta proVIdes illustrabons of areas where
mter-country experIences have helped IndIa and, m contrast,
where IndIa has faIled to absorb these experIences and suffered
the consequences m her reform process Accordmg to Dr Gupta,
there are certam major growth determmants whIch have been
largely Ignored m IndIa's current reform effort, contrary to the
lessons of successful reformmg countrIes These he m the sphere
of agrIculture and the rural sector, technology development, labor
laws, and employment generabon BeSIdes, there are no SIgns of

3
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any sIgmficant Improvement m IndIa's total factor produchvity
smce 1991 There are growmg SIgns of mcreasmg ImphCIt SUbSI
dIes m the pubhc sector The nature of vested mterests m India IS
fast changmg to the detrIment of the large rural mass, where the
maJonty of the poor IS concentrated Due to the nature of India's
foreIgn mvestment pohcy, "fly-by-rught" fums whIch move from
one country to another to explOIt mcenhves such as tax hohdays
and other dIscnmmatory short-term benefIts have been mVIted

In the conclUSIOn, Dr Gupta also stresses that the benefIts of
pubhc sector reform and pnvahzahon must be properly under
stood No haphazard green fIeld concept of pnvahzahon WIll
work Expenence shows that reformmg the pubhc sector by way
of stop-gap measures of corporahzahon or diveshture of less than
49 percent, MOD and other methods have farled m most coun
trIes IndIan econoffilsts, busmessmen and pohcymakers have, m
the past, proved to be very slow m learnmg from others' expen
ences Now, the mmdset needs a change, parhcularly amongst
the busmess commuruty and pohcymakers

The mternahonal expenence of dIfferent developmg coun
trIes m the area of foreIgn mvestments and fmancial sector reform
IS dIscussed m the papers presented by Prof Helen Hughes and
by Prof Ronald I McKInnon, respechvely

Accordmg to Prof Hughes, apart from augmentrng the capI
tal base of a country, foreIgn mvestment IS Important m the
sphere of management and technology She, however, beheves
that foreIgn mvestment, at best, can only have a comphmentary
role and, therefore, cannot be a subshtute for domeshc resources
and technology, nevertheless, foreIgn mvestment remaInS Impor
tant To quote, "ForeIgn mvestment can only be effechve at the
margm' but econOffilCS teaches us that what happens at the mar
gm, rather than on average IS Important" She draws on her m
ternahonal expenences to touch on the emergmg controversy m
IndIa over the Issue of a level playmg fIeld for local busmess VIS
a-VIS foreIgn players "GIven a set of laws, It IS essenhal that for-
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elgn mvestors are treated equally WIth domestIc mvestors, be
cause gIvmg foreIgn mvestors prIvIleges that domestIc fIrms do
not enJoy will encourage domestIc fums to launder money to be
come foreIgn mvestors" She explaInS that there IS a consIderable
body of eVIdence to show that "tax holIdays" and other mcentIves
do not attract foreIgn mvestors, It IS the mvestment chmate and
effICIent Infrastructure whIch count the most Accordmg to Prof
Hughes, foreIgn mvestment should be welcomed only when trade
and mvestment restrIctIons of the host country have sIgmfIcantly
decreased, otherwIse, foreIgn mvestments are often seen to be as
sOCIated WIth explOItatIon of the protected domestIc market Tlus
IS the prIce whIch PhIDppmes and some of LatIn Amencan coun
trIes paId In the mdustnal sector, the host country must establIsh
a proper legal and regulatory body to safeguard the enVIronment
and protect the small-scale sector But one should aVOId exceSSIve
regulatIon empmcal eVIdence pomts to more "market failure"
resultIng from government mterventIon than from market hmIta
tIons

In SectIon Two, the book enters mto exhaustIve dISCUSSIOns
on the expenences of dIfferent aspects of econOmIC reform of se
lected countrIes and delIberates on the pOSSIble lessons IndIa can
draw Prof Wmg Thye Woo, Prof JustIn Yrtu Lm and Prof Jef
frey Sachs cover dIfferent aspects of Chma's development Prof
Woo and Prof Sachs questIon the common hypotheSIS that the
outstandmg performance of Chmese growth can be explamed
maInly by an opbmal sequencmg whIch gIves precedence to (1)
agrIcultural reform over mdustrlal reform, (2) hIgher pnonty to
reforms of state-owned enterpnses over pnvatIzatIon and (3) an
econOmIC lIberalIzatIon over (1 e , precedmg) polItIcal lIberalIza
tIon Accordmg to Prof Woo and Prof Sachs, there IS no Uillver
sal "opbmal" sequencmg In the case of Chma, agrIcultural re
form happened to come fIrst because It was the largest
employment-generatmg sector and contrIbuted to the composI
bon of GDP Accordmg to the authors, the generahzed prescnp
bon of a standard sequencmg argument-that current account

5
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hberalIzatIon should precede capItal current account lIberahzatIon
or that domestIc trade hberalIzatIon should precede foreIgn m
vestment hberahzatIon-have not always stood the test m many
reformmg countrIes On the reform of state-owned enterpnses, he
says, Chmese total factor prodUCtIVIty ill state-owned enterpnses
IS only slIghtly more than half of that m collectIvely-owned enter
pnses, m the case of the former, fmanCIal effICIency IS negatIve
Indeed, most state-owned enterprIses are runnrng huge losses,
placmg a heavy burden on the budget

Regardmg the sequencmg between econOffilC and polItIcal
hberalIzatIon, It IS wrong to claIm that polItIcal hberalIzatIon un
dermrnes econOffilC reforms, he observes Woo and Sachs CIte
many counter-examples relatIng to the Czech RepublIc, Estorua,
Poland and Solverua and even, to some extent, the RUSSIa experI
ence As mdicated above, smce the agrIcultural sector IS the larg
est employment-generatIng sector m Chrna, the major growth lffi

petus for Chrna came from decollectIvizatIon and lIberalIzatIon of
the agrIcultural sector by way of a sigruficant movement from
low-productIVIty agrIcultural labor mto the hIgh-productIvIty
TVE actIVItIes The other major growth element m Chrna hes m
Its mtegratIon WIth the global economy Also, the role of hIgh
savmgs m Chrna has been CIted as one of the key factors m accel
eratIng Chmese growth Lastly, the eXIstence of faIDl1y tIes be
tween the maInland and overseas Chmese m mvestment has been
IdentIfIed as one of the mam agents for Chma's accelerated pro
ductIon Prof Woo and Prof Sachs belIeve that all these potentI
alItIes are there m IndIa BeSIdes, IndIa has addItIonal advantages
m three areas (1) the eXIstence of a well-defmed and well-trIed
system of polItIcal succeSSIOn, (11) an estabhshed legal system,
and (111) WIdespread knowledge of the EnglIsh language Indeed,
accordmg to the authors, the Chrnese expenence completely de
molIshes the Idea that large countrIes do not grow fast

The second paper on the Chrnese reform experIence IS by
Prof JustIn Yliu Lm Prof Lm emphaSIzes that Chrna, throughout

6
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the reform process, enjoyed conhnuous growth because of suc
cessful ffilcro management and a sound resource allocabon sys
tem Wlule the SovIet Uruon and Eastern Europe have had to bear
a lugh cost of translbon m the form of a steep fall m GNP value,
Chma has been very successful m mamtammg Its monotoruc
growth m GDP However, m the fmanclal sector, the Chmese ex
perIence mc1uded a rapId expansIOn of money supply and lugh
mflabon Prof Jeffrey Sachs and Prof Wmg Thye Woo assert that
the Chmese success can be explamed m terms of overwhellTIlngly
rural-based, agrIcultural, and a labor-mtensive economy DespIte
bemg a "SOCialIst" economy, less than 20 percent of the Chmese
labor force was m state-owned enterprIses at the start of market
reforms The Chmese government adopted a two-track approach
to reforms m whIch the countrysIde and the coastal provmces
were substanbally lIberalIzed to engage m market acbvibes, wlule
state-owned enterprIses were kept under state control ThIs was
expensIve m fIscal terms The major growth came from the labor
force Tlus situabon contrasts starkly WIth that of Eastern Europe
and the former SOVIet Uruon, where the state sector dommated
the economy at the start of market reforms Further, thIS paper
underscores the problem of growmg mcome mequalIbes across
regIOns m Chma WIth demands for compensatory polICIes from
the center Along WIth regIOnallffibalances, there IS corrupbon as
well as ffilsuse of state assets wluch IS further underlTIllling publIc
support for eXIshng polIbcal msbtubons ThIs poses a challenge
to Chma's reform effort

Prof Iclumura analyzes the Japanese growth experIence He
IdentIfIes the followmg as key elements for Japan's rapId growth
(1) a lugh rate of capItal accumulabon, (2) a lugh rate of savmgs,
(3) an mdustrIOus and well-educated labor force, (4) a lugh rate of
growth m agrIcultural producbon, (5) qUIck learnmg and lffi
provmg of foreIgn lugh technology, (6) excellent management
and labor relabons, (7) sound fIscal, monetary as well as mdus
trIal polICIes, and (8) the promobonal role of banks WIth respect to
prIvate enterprIses

7
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The Japanese government has consIstently paId attentIon to
the welfare of the people and has gone for an egalItanan socIety
through ItS dlstnbutIve pohcy m the form of (a) land reform,
(b) progressIve mcome tax, and (c) transfer payments to families
m dIstress Wlule thIs led to mcreasmg mcome mequahty and
some SOCIal disturbances m most ASIan econOlllies WIth hIgh eco
nOllliC growth, Japan and TaIwan have proved to be the excep
tIons because of theIr eqUItable dIstrIbutIon of mcome However,
thIs factor never Impeded the fundamental process of develop
ment m these two countrIes

Prof Sadh concedes m hIS paper hIs mability to spell out
whether the IndoneSIan expenence contaIns an Important lesson
for current IndIan reforms At the tIme of mdependence both
countrIes were mchned towards the socmhst model of develop
ment WIth a planned economy and a strong pubhc sector occu
pymg the "commandmg heIghts" of the economy But IndoneSIa
became much more pragmatIc and market-OrIented smce 1967
Hence the IndoneSIan reform process IS almost thIrty years old,
whIle the IndIan experIence IS barely fIve years long The Indone
SIan expenence teaches that such an exerCIse IS a very long proc
ess, sometImes engagmg m a bold step, but often proceedmg
slowly, WIth a ZIgzag course, even at tImes gIvmg the appearance
of backshdmg What IS happenmg m India for the last four years
has been VISIble m IndoneSIa over the last thIrty years But over
tIme, the step-by-step and partIal progress would have a favor
able Impact on econOllliC growth

Prof Rolf J Luders takes a close look at the pnvatIzatIon pro
cess m ChIle He focuses on three aspects (1) prIvatIzatIon, (n)
the methods of dIvestIture, and (ill) the development effects of
prIvatIzatIon PrIvatIzatIon Itself has four stages (a) agrarIan re
forms, (b) state fmancmg of educatIon, (c) pubhc housmg where
government encouraged prIvate partICIpatIon, and (d) the novel
moderruzatIon of the SOCIal securIty, espeCIally the pensIon, sys
tem The three major methods of dIvestIture mentIoned are
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(a) hqUldabon, (b) dIrect sales, and (c) bIddmg at aucbon In
Clule, pnvabzabon led to (1) a reducbon m pubhc sector wealth
Independent of the wealth effect, the state reduced Its wealth
when It deCIded to use the proceeds durmg the fIrst round of pn
vabzabon to fmance some of the socIal expendIture and durmg
the second round of divesbtures, the revenues were mstead rem
vested m mfrastructure, (2) enhanced relabve effICIency of the
pnvate sector compared to the state-owned enterpnses (SOEs)
From vanous case studIes, he concludes that m fIVe out of SIX
cases of large pnvabzed fIrms, mternal effICIency was enhanced
as a result of pnvabzabon, and (3) mcreased pnvate sector em
ployment Wlule pnvabzabon IS often associated wIth unem
ployment/ m Clule's case, employment InIbally fell more rapIdly
m the case of SOEs and later when employment overall was ns
mg, It grew much faster m the pnvate sector than m the pubhc
sector

Prof RogozrnskI, concentrabng marnly on the success of the
MeXIcan expenence m the pnvabzabon process, elaborates on the
/I divesbture process /I Accordmg to Prof RogozmskI, the dives
bture process mvolves the followmg (1) a proposal by the coor
dmabng agency, (2) fmdmgs of the mter-secretanal COmmISSIOn
on fmancmg-expenditure, (3) drafbng of a divesbture agreement,
(4) designabon of the agent bank, (5) Issue of sales guidelrnes,
(6) development of a sales profIle and prospectus, (7) techmcal
fmanCIal assessments, (8) receIpt and evaluabon of offers,
(9) authonzabon and resolubon for sale, (10) formalIzabon of the
sale, (11) divesbture, and fmally, (12) creabon of the whIte paper
(offICIal documents and procedure of the sale) He feels that the
MexIcan expenence has been posIbve m terms of not only the
number of comparues pnvabzed, but also m terms of transpar
ency/ effICIency and StrIct adherence to the legalIty of the proc
esses carned out

The last sechon of the book deals WIth some of the major un
fInIshed tasks m IndIa's reform process These have been elabo-
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rated on by Prof Jeffrey Sachs and Prof T N Snruvasan After
exammmg all the areas requumg further hberahzatIon-I e, agrI
culture and rural development, pubhc sector reform and pnvatI
zatIon, fmancial reform, fIscal and trade reform-Prof TN Snru
vasan concludes that reforms m IndIa have been hampered by
three factors (1) doubts about IndIa's ability to stand up to global
compehbon, (ll) fears of bemg overwhelmed by foreIgn multIna
tIonal corporatIons (MNCs), and (ill) worry over reforms causmg
meqUIty All of these concerns are mIsplaced Accordmg to Prof
Snruvasan, there are several areas where further and faster reform
are reqUIred pnvate enterpnse must be further unshackled from
state regulatIon through changes m labor and land laws, freedom
m entry of capItal mc1udmg foreIgn capItal and Improvements m
Infrastructure by allowmg state governments greater autonomy,
and pnvatIzatIon of SOEs has to be undertaken senously by
makmg It pohtIcally more palatable

Prof Sachs, subsequent to hstIng the key areas of reform as
well as IndIa's unflillshed tasks, concludes

The most unfortunate mIstake of governments engaged
m econOmIC reform IS the behef that economIc reforms
are a paInful neceSSIty that are hkely to be costly at the
polls ThIS IS a SImplIstIc VIew of a more complIcated re
alIty As a general prmCIple, the electorate can sense the
dIfference between a dynamIC, honest government at
temptIng reforms, and tIme-servers Smce the pubhc so
rarely IS treated to the fust varIety of government, they
really appreciate It when the occaSIOn anses

To be sure, It IS generally pohtIcally trIcky to clean up an m
hented fmancIaI cnSIS (such as India's m 1991), smce budgetary
austenty IS rarely SImple to manage At the same tIme, however,
the pubhc IS usually grateful for an end to hIgh rnflatIon and fI
nanCIal uncertamty Most other areas of reform- for example,
trade lIberalIzatIon, stImulatIon of new labor-mtensive manufac
turmg, Improved Infrastructure and even pnvatIzatIon- can be
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lughly popular, except among narrow groups of vested mterests
Many dynamIC reformers, even those carrymg out tough stabilI
zatIon programs, have gone on to aclueve great electoral vmdIca
tIon Examples mclude PresIdent Menem m ArgentIna, PresIdent
Sanchez de Losada m BolIVIa, and Pnme MIDlster Vaclav Klaus m
the Czech RepublIc

In concludmg, one observes that there has been remarkable
consensus among all the dIstInguIshed economIsts m thIs volume
regardmg the contents and contrIbutIon of an "open market econ
omy" strategy to hIgher econOmIC growth and consequentIal
benefIts to the SOCIety Each author emphaSIzes the need for a
contInuous process of reform over a penod of tIme and IdentIfIes
the pItfalls of a deceleratIon m the pace of reform through SOCIO
and polItIcal pressures Everyone would agree that IndIa has
been able to come out from the decades-long trend of low eqUIlIb
num growth and IS ready for take-off The confIdence Withm and
outSIde the country about the potentIalItIes of IndIa IS on the m
crease The country IS passmg through temporary mconvemences
of the adjustment processes But at the same tIme, It has been suc
cessful compared to many countrIes m rmmrmzmg the SOCIal costs
by usmg necessary safety nets There are, however, many unfm
Ished tasks and the country needs to change her mmdset and ac
centuate reforms to fulfill her targets
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New Insights into the
Growth Process

Arnold C Harberger

INTRODUCTION

In thIS lecture I hope to brmg together three qUIte separate
strands, each WIth Its own connecbon to the larger project that IS
bemg formally Inlbated here today The fIrst strand harks back to
a conference m MeXICO CIty, a httle more than a decade ago The
theme of that conference was the lmkage between econOffilC pol
ICY and econOffilC growth It drew on the expenence of the many
mdlvldual authors, as well as of the specIfIc countrIes covered m
theIr studIes The conference proceedmgs were enbtled World
Economlc Growth, pubhshed by the Insbtute for Contemporary
StudIes m San FrancIsco Not only does the theme of the MeXICO
City conference bear dIrectly on our present proJect, It IS also true
that the conference WIdened the honzons of the Insbtute for
Contemporary StudIes, grvmg nse to a penod of gestabon out of
whIch the new offsprmg was the Internabonal Center for Eco
nOffilC Growth, the prmclpal external sponsor and collaborator of
thIs event The MeXICO CIty conference can thus claIm to be, m
some sense, a precursor of the senes we are Inlbabng today

The second strand of my lecture concerns my own recent
work on the analySIS, perhaps even the dlssecbon of the process
of econOffilC growth ThIs work lS, I thInk, Important because It
focuses our attenbon on the vItal role played by what I callI/real
cost reduchonl/ ill generatmg epIsodes or processes of sIgmficant
and successful econonuc growth 'flus element of real cost reduc
hon must be seen as somethmg addIhonal to familiar causal
forces lIke mcreases m the labor force and m the relevant stocks of
phySIcal and human capItal And Just as there are pohey lessons
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associated WIth gettmg appropnate amounts of mvestment m,
say, physIcal and human capItal, so too there are sigruficant pol
ICY lessons to be learned by a country trymg to fmd the best way
of harnessmg the forces of real cost reductIon to enhance ItS wel
fare and mcrease Its rate of econonuc growth

The tlurd strand of my lecture comes very much from the
heart Most of you probably do not know tlus, but the IndIan
economy was, m a very real sense, a cradle where much of my
understandmg of the process of econOmIC development was nur
tured I was here WIth an MIT project, workIng m collaboratIon
WIth the IndIan Plannmg COmmISSIOn, for the entIre 1961-1962
academIc year I then returned, under Ford FoundatIon auspIces,
for a goodly stretch durmg each of the summers of 1972 and 1973
These expenences gave me many mSIghts mto the IndIan econ
omy as well as the lIfe, cultures and tradItIons of thIS subcontI
nent Now, I am commg back after a twenty-year absence, and I
want to share WIth you some of the ImpreSSIOns, Judgments and
hopes that thIs re-entry mto the IndIan scene has brought forth

Just to alert you m advance, I do not seek to weave these
three strands mto a smgle seamless pIece of cloth It IS better If
you thmk of them as three dIfferent ways m whIch I thought I
could brmg my own past expenence to bear m trymg to contrIb
ute to the start of thIs fme new project

LESSONS FROM THE MEXICO CITY CONFERENCE

The MeXICO CIty conference of 1983 had a certam aspect of
novelty, at least for ItS sponsors at the InstItute for Contemporary
StudIes (ICS) That InstItute had long been IdentIfIed as apprecI
atIng the vIrtues of free-market econOmICS and as supportIng a
free-market onentatIon m econOmIC pohcy But on the whole, ItS
conferences and pubhcatIons spoke WIth an Ideological or phIlo
sophIcal tone as they reflected these attrIbutes The vIrtues of the
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free market tended to be denved from fIrst prmClples rather than
from a weIghIng of eVIdence drawn from actual expenence

The novelty of the MexIco CIty conference, for the rcs, was
that It approached the whole quesbon of market solubons versus
theIr alternabves from a pragmabc rather than a purely phIlo
sophIcal pomt of VIew The speakers at the conference were sea
soned "pracbboners" who had spent the better part of theIr pro
fessIOnal lIves strugglmg WIth the polIcy challenges and
dilemmas that appear m real lIfe They were asked to relate, each
for a country or area of hIs or her personal experbse, what they
would lIst as theIr own "lessons of expenence "

r trIed, m the concludmg chapter of World EconoI111c Growth,
to summarIZe theIr messages In a hsbng that was meant to dlsbll
the spmt of the conference, but WIthout bemg anywhere near an
exhausbve reflecbon of Its full content, r focused on thIrteen "les
sons of econOffilC polIcy" In a moment rshall try to reVIew those
lessons and also move on to dISCUSS them m the lIght of an addI
bonal decade of expenence But fIrst let me quote from the para
graph that closes the recltabon of the thrrteen lessons

The above VIgnettes should Iffipart at least some mslghts
mto the way of thInkmg of most pohcy profeSSIOnals It
should be clear from these examples that pohcy profes
sIOnals beheve they can recogruze mstances where eco
nOffilC pohcy IS "good" as well as where It IS IrremedIa
bly bad It should be clear, too, that some cases are
dIffIcult to classIfy-complex ffilXtures of good and bad
elements, WIth the profeSSIonal remammg confIdent of
hIs capacIty to tell one from the other Fmally, It should
be clear that good polIcy, m these terms, does not carry
WIth It any parbcularly heavy Ideologrcal or polIbcal
overtones Certamly good polIcy would appear to be
feasIble m the hands of European SOCIal Democrats or
Chnsban Democrats or SOCIahsts, also m the hands of
Bnbsh Conservabves or Labontes, or of Amencan
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Democrats or Repubhcans, or mdeed of the great bulk of
pohhcal groupmgs that are hkely to nse to governmental
power (m the non-commumst parts of the world) m the
foreseeable future (VVPG: P 436)

ThIS reflects what I mean when I refer to the pragmahc, non
Ideological SpIrIt of the conference As I go through the lessons,
you may want, WIth some Jushce, to call them rather technocrahc
But I would at the same hIDe add one or more quahfymg ad
verbs - flexIbly technocrahc IS a better descnphon of the SpIrIt
than IS Just plam I/technocrahc" Here IS another cltahon whIch
illustrates the pomt

These, then, are the broad outhnes of the professIOnal's
approach to the relahonshIp between econOImc pohcy
and growth FIrst IS the broad recogmhon that pohcy can
Influence growth, eIther for good or ill, m many ways
The task IS thus to try to explOIt as many as pOSSIble of
these avenues for the good Second, It IS clear that gov
ernments operate under pohhcal and SOCIal pressures
from many dIfferent sources, and It would thus be fool
hardy to expect those governments to march solely to the
econOImst's drumbeat m formulahng pohcy ThIrd, one
must recogmze that to the extent governments follow the
beat of other drummers, they WIll probably sacrIfIce
some amount of econOIDlC progress And fmally, suc
cessful econOIDlC pohcy COnsIStS m mamtammg as hIgh a
battmg average as pOSSIble m the countless pohcy deCI
SIons affechng the economy When It must Yield to other
forces and pressures, successful pohcy will fmd ways to
mmIIDlZe the sacrIfIce or comproIDlse of sound econOIDlC
obJechves, and WIll aVOId cnhcal errors of macroeco
nOIDlCS pohcy ( WEG: P 428)
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The ThlTteen Lessons

And now for a summary, as bnef as I can make It, of the
thIrteen lessons

1 AvOId false techmcism m econOInlC pohcymakmg One type
of techmClsm IS equatmg "plannmg" WIth Just makmg pro
JectIons of the future growth and structure of the economy
ProjectIons are a useful component of econOInlC pohcymak
mg, but they are far from bemg Its essence A good rule IS
that almost any pohcy reform that IS Important mvolves con
frontmg some vested-mterest group - the protected farmers
of France, the tax-evadmg ehte m almost every developmg
country, the pubhc sector bureaucracy that hves from regula
tIon Much false techruClsm has been a way of sImply not
facmg thIS sort of reahty

2 Keep budgets under adequate control ThIs was not a purISt'S
call for balancmg budgets at all costs It was fully recogruzed
that defICIts that were small enough could be mamtamed m
defffiltely, and that even a bIg defICIt could be swallowed
every now and then But contmued bIg defICIts dnve an
economy to the wall m one way or another If carned out m a
non-mflatIonary way, they lead to growmg costs of debt
servIce on the one hand, and to a devastatmg crowdmg out of
pnvate sector mvestment on the other If, to aVOId these
problems, the country resorts to mflatIonary fmance, It opens
the door to another set of penIs

3 Keep mflatIonary pressures under reasonable control Here,
too, the tone was not preachy or morahstIc, but pragmatIc
Certamly one should not"ask" a poor developmg economy
to be more austere then the world's great mdustrIaI powers
So hvmg WIth the rate of "world mflatIon" has to be seen as a
plausIble optIon Moreover, experIence has shown that some
countrIes have gone through some qUIte successful growth
epIsode wlule mamtanung rates of mflahon m the order of 15,
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20, or 25 percent per year No one felt that these rates of m
flahon were themselves a factor promohng econonuc growth
But neIther dId anyone feel that they were such a great deter
rent that they would by themselves preclude a successful
growth experIence

But, lest anyone feel that pohcy prachhoners were too per
nussive VIs-a-vIS mflahon, I added

Inflahon undermmes growth m two ways FIrst, It
dIsturbs the most baSIC process whereby relahve
pnces gUIde resources from lower-valued to hIgher
valued uses In fact, the very essence of growth oc
curs as resource mvestments are made m situahons
featurmg hIgh relahve output prIces (benefIts) and
low mput pnces (costs) The key to the process IS
clear SIgnals about relahve pnces Inflahon, on the
other hand-espeCially when It IS unsteady and thus
unanhcIpated - dIsturbs those SIgnals by obscurmg
the dIfference between relahve and absolute pnce
nses

A second problem WIth mflahon results from re
wardmg people for eshmahng the correct mflahon
rate-and thus makmg money from people who
guess eIther too low or too hIgh Guessmg the mfla
hon rate does nothmg to make the economy grow,
and mflahon thus dIverts produchve resources to
non-produchve purposes

Fmally, mflahon tends, espeCIally when It IS unan
hClpated and unmdexed, to generate CaprICIOUS
transfers of wealth among econonuc sectors and
groups ThIs breaks the hnk between earnmgs and
effort, and has been known to cause VIolent pohhcal
upheavals sparked by the embIttered losers ( JiVE4
pp 429-30)
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4 Take advantage of mternahonal trade Here the tone was a
pragmahc "take advantage of the opportumhes that mterna
honal trade offers" rather than a dogmahc proclamahon of
"free trade as the only sensIble obJechve" WIthout denymg
the VIrtues of free trade, the spmt of the MeXICO CIty confer
ence went m the drrechon of freer trade, a more open econ
omy, and a greater explO1tahon of a country's comparahve
advantage One of the mam pomts was emphasIZmg the
mecharusm by WhICh greater restrichon of Imports tends,
vrrtually unfaI1mgly, to produce an economywide de
shmulus to exports The open economy IS one whIch leads to
hIgh exports and hIgh Imports relahve to GDP The hIghly
protected economy IS one that leads to low Imports and low
exports Protechng Imports adversely Impacts exports by
producmg an eqUlhbnum real exchange rate that makes It
less attrachve to export It also dIstorts the allocahon of re
sources lias protechon of relahvely less effICIent Import
compehng mdustries dIverts resources (capItal and labor)
from more effICIent export mdustrIes" (/IVE~ P 430)

5 Some types and patterns of trade restrichons are far worse
than others Here we emphaSIZe the fact that most actual
tarIff structures had a Wide range of rates, whIch m turn led
to even WIder span of rates of what IS called effectlVe protec
tion In every case we know of, the econOmIC cost of effechve
protechon could be greatly reduced SImply by makmg tarIff
rates more unIform Indeed, a unIform rate on all Imports IS
the only known way of achIevmg equahty m the rates of ef
fechve protechon of all actual and potenhal Import subsh
tutes

6 If Import restrichons become exceSSIve, and reducmg them
drrectly IS pohhcally ImpossIble, mount an mdrrect attack on
the problem by mcreasmg mcenhves to export ThIS "lesson"
IS based on a famous proposihon m mternahonal trade analy
SIS, that a unIform Import tarIff of X percent, combmed WIth a
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uruform export subsIdy, also of X percent, IS eqUIvalent to
free trade It IS also true that any smgle tanff on a typIcalIm
port good tends to end up curtaIlmg the volume of exports
and hence of total trade, whIle any smgle subsIdy to a typIcal
export tends to end up expandmg the volume of Imports and
hence of total trade So I do not thmk we were mIstaken m
the econOmICS mvolved m lesson no 6 Still, of all the les
sons, It IS the one that makes me most uncomfortable a dec
ade later

When I ask myself why I feel uncomfortable, the answer IS
that the premIse of lesson no 6 seems to be too strong In the
last decade, country after country, at all levels of develop
ment, has succeeded m drashcally reducmg ItS tanffs and
other Import barners We have Argenhna, BohvIa, ColombIa,
Costa RIca, Honduras, El Salvador, and the DOmmIcan Re
pubhc We have Austraha and New Zealand We have Tur
key and IndonesIa WIth all these examples of successfullffi
port hberahzabon, m all cases sIgmfIcant and m some cases
maSSIve, I feel reluctant to offer, as a pIece of expert adVIce, a
pohcy of export SUbsIdIzahon, as an alternahve route to trade
hberahzahon Import hberahzahon IS more dIrect, more
clearly targeted to the ulbmate goal The expenences of the
last decade show that the best adVIce IS for countrIes SImply
to swallow the pill

7 Make tax systems SImple Make tax systems SImple, easy to
admmIster, and (as much as possIble) neutral and non
dlstorhng WIth respect to resource allocahon The "model
tax" here was the value added tax

8 AVOId exceSSIve mcome tax rates My summary went on to
say that "there IS httle economIc JushfIcahon for rates ex
ceedmg 50 percent on any kmd of mcome Such rates dIstort
behaVIOr and create large dlsmcenhves to econOmIC achvIhes,
whIle yIeldmg lIttle revenue" (Ji1IEC: P 432) Here agam, the
progress of the subsequent decade earned farther than the
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recommendahon I doubt If many pohcy prachhoners would
today recommend a top rate of 50 percent on eIther personal
or corporate mcome Too many countrIes have expenenced
posIhve results from reducmg theIr maXImum rates to the 30
40 percent range

9 AVOId exceSSIve use of tax mcenhves to achIeve parhcular
obJechves Lahn Amenca IS the regIOn where resort to tax m
cenhves has been most rampant, but they have been em
ployed to some degree almost everywhere Almost mvana
bly, such mcenhves dIstort the allocahon of resources while
at the same hme losmg government revenue Often vast
transfers of revenue to specIfIC favored groups take place,
WIthout any SIgnIfIcant Improvement m economIc effICIency
RegIOnal mcenhve schemes have led to huge sacrIfIces of
revenue WIth httle effect on employment m backward re
gions Tax credIt schemes have even created mcenhves for
busmess fIrms to profIt, even as they make mvestments
whose return to the economy as a whole IS negahve

10 Use pnce and wage controls sparmgly, If at all They repre
sent another form of mterference WIth the signalmg role that
the pnce mecharusm plays In a well-funchonmg pnce sys
tem, hIgh pnces tend to attract resources to an aChvIty, and
lower pnces to repel them When pnces are controlled (1 e,
kept artIfICially low), they qmte automahcally repel resources
from the achVIhes concerned But the mohves behmd the
pnce controls are usually to ease people's access to the goods
and serVIces m queshon There IS an obVIOUS contramchon
here ArtIfICIally low pnces cause people to demand more,
whIle supplIers supply less The result IS typIcally shortages,
black markets, or both These are outcomes Just as natural as
your heart rate mcreasmg when you run 100 meters Pohcy
prachhoners see htt1e excuse for mVlhng thIs type of conse
quences by Imposmg controls, or keepmg them m place
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11 Quotas, hcenses and sumlar quanbtabve restncbons are
equally suspect They often are found m tandem WIth pnce
controls, but whether or not thIs IS the case, they are pnma
faCIe eVIdence that some cntenon other than pnce IS berng
used to allocate a !muted supply among contendrng deman
ders Usually, favonhsm and corruphon are piled on top of
mefflclent resource allocahon as consequences of quanhtahve
restnchons of these and other types

12 Pohcy profeSSIonals tend to take a rather technIcal VIew of the
problems assocIated WIth pubhc-sector enterpnses Here It
was recogruzed that one from bme to bme encounters pubhc
sector enterpnses that can hold theu own, m terms of eco
nOmIC effICIency, mnovahve management and dlsclphned
operahon, WIth those m the pnvate sector But It was also
recogruzed that thIs IS far from bemg the general rule The
blame was placed on the superposlhon of other obJecbves on
top of StrICtly economIc obJechves m the cases of most pubhc
sector enterpnses Examples mclude keepmg electrICIty or
telephone rates arhfICIally low, paymg wages to low-skIlled
workers that are well above market rates, havmg ceIhngs on
execuhve pay that are way below the gomg rates m pnvate
mdustry, bemg unwilhng to shut down hnes of producbon
that do not Yield a compehhve return, or to layoff workers
when demand falls It thus IS not at all surpnsmg that pubhc
sector £Ums, when burdened by these and other extra de
mands and constramts, turn out to be less effICIent and prof
Itable than pnvate sector fums

Recogruzmg thIs fact can lead m two duechons (1) reducmg
or ehmInahng the constramts and encouragmg pubhc-sector
enterpnses to behave hke pnvate sector fums, and (2) turn
mg to pnvahzahon as a deVIce for restormg econOmIC effI
CIency to troubled pubhc sector fums In 1983, I was mchned
to put consIderable weIght on the fust duechon Today I
would pay much more attenbon to the second The reason IS,
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once agam, that hIstory has swept far more forcefully than
most of us nnagmed back m 1983 Whereas then, a call for
pnvahzahon nught most lIkely fallon deaf ears (compared
WIth a snnple cry for pubhc sector fmns to be allowed and
encouraged to act more lIke pnvate sector enterpnses), now,
the pendulum has swung qUIte far m the other drrechon In
fact, too many countrIes have pursued pnvahzahon WIth al
most rehglOus zeal, and have carned It out WIth httle prepa
rahon and analysIS, and WIthout senous regard for the bene
fIts and costs mvolved

I beheve that today the nght stance for a group of prachho
ners, hke that of our 1983 conference, would be to u..ge the
pnmacy of weIghIng costs and benefIts (to the economy and
the socIety as a whole) m all econonuc pohcy matters-m
cludmg the decIsIon as to what, when, where and how to
pnvahze A good guldehne to any government contemplat
mg a program of pnvahzahon IS that It should be done WIth
the same degree of care and respoTISlblhty as IS exercISed,
say, by Umlever, BASF or General ElectrIC when one of them
decIdes to sell off a parhcular dIVIsIon, product hne or sub
SIdIary company

ThIS means careful study of each case, and of the potenhal
market for each company bemg sold It means a knowledge
of the weaknesses of the company m ItS present state and of
pOSSIble ways to correct such weaknesses In some cases, the
correchon can be left to the fIrm or group that buys the com
pany bemg pnvahzed But somehmes the source of the
problem hes wlthm the hands of the government, and the
government should take steps to rectIfy the problem before
pnvahzahon takes place When fIrms are saddled WIth huge
debts Inhented from the past, It IS usually WISe for those
debts to be "separated" from the fIrm before It IS pnvahzed
When parts of firm are non-vIable, they too should appropn
ately be separated from the fIrm and perhaps permanently
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closed down before pnvahzahon takes place LIkewIse, cases
of ObvIOusly superfluous numbers m the labor force should
be dealt WIth by the government, before pUlling a company
on the auchon block Where pnce controls or pnce regula
hons eXIst, these should be eIther ehmmated beforehand, or
restudIed and reset m an economIcally rahonal way for a SIg
mflCant future penod, so as to provIde a "known econOmIC
envIronment" for those who place bIds for the fIrm

I cannot exaggerate the Importance of good preparahon and
execuhon m the fIeld of pnvahzahon A wonderful case m
pomt IS that of Telefonos de MexIco (TELMEX) At the mo
ment when MeXICO fIrst began ItS pnvahzahon program,
TELMEX had a potenhal market value of about US$ 800 mIl
hon By takIng hIDe and energy to prepare for the process,
the government of MeXICO ended up gelling more than 8
hmes that amount Such are the rewards for "domg your
homework" when the hIDe comes for pnvahzahon

13 Fmally, make the borderhne of pubhc sector and pnvate sec
tor achvlty clear and well-defmed When the two compete m
a given area, the same rules should govern theIr operahons

ThIs IS another conclusIOn of the 1983 conference that has
been rendered less pomted, and less generally apphcable to
day than It was a decade ago The wave of pnvahzahon
around the world seems to reflect a WIdespread appreClahon
that there are no good reasons for governments to be m the
busmess of producmg shoes, textIles, plashcs, chemIcals,
glass, motors, consumer apphances, automobiles and the hke
Vast numbers of compames m all these areas have been pn
vahzed over the mtervenmg decade, none, to my knowledge
have moved m the other dIrechon These thmgs appear to
testIfy to an emergmg consensus that achVlhes that can ap
propnately be m the pnvate sector should be m the pnvate
sector ThIs would defme a borderhne m the area of natural
monopohes, whIch requIre sIgmficant regulahon m any
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event ActIvItIes lIke local telephone networks and electrICIty
dIstrIbutIon grIds are cases m pomt Here we have a trend
toward prIvatIzatIon as welt but regulatIon IS a sIgmfIcant
part of the package Some prIvatIzatIon of electrIcIty and
telephone compames actually get (and deserve) bad marks,
not so much for the prIvatIzatIon as such but because of the
poorly desIgned regulatory framework mto whIch the newly
prIvatIzed compames were mserted

One pomt IS worth notIng here Advances m our under
standmg of the econOmIes of the electrICIty mdustry have re
vealed that It IS qUIte possIble to have baSIcally free entry
and, m a sense, free competItIon m electrIcIty generatIon
ThIs reqUIres rIgId control of the order m whIch dIfferent
generatIon faCIlItIes are plugged m The Idea IS that the fa
CIlItIes WIth lowest margmal runnmg costs are always used
As demand mcreases, hIgher cost facilitIes are plugged m as
needed The "trIck" IS that all facilitIes operatIng m any
gIven hour are paId the margmal cost of the hIghest-cost fa
CIlIty that IS operatIng durmg that hour That hIghest-cost fa
CIlIty barely covers ItS operatIng outlays, but all the others
gam a surplus above generatIng cost, whIch contrIbutes to
capItal cost recovery as well as a return to mvested capItal
There are also premIums (surcharges) at the peak hours
Where thIs system IS m place, as m ChIle and ArgentIna, new
generatIng fIrms can enter freely, subJect to the assurance
that theIr capaCIty will be plugged m before any hIgher-cost
capaCIty, and to the parallel assurance that theIr remunera
tIon per kWh will m each and every hour of operatIon be the
hIghest margmal runnmg cost of any plant then producmg
WIth thIs rule, It IS pOSSIble (a) to prIvatIze any electrICal gen
eratmg plant or fum and (b) to pernut free entry of new prI
vate fums mto the busmess of power generatIon

25



New InsIghts Into the Growth Process

Some ReflectIOns on the ThIrteen Lessons A Decade Later

Many of you will apprecIate, from tIns brief reVIew together
WIth your own readmg of current events over the past decade,
that many countrIes have come to the pomt where they no longer
need to learn these lessons Why? Because they have already
learned and apphed them My own country experIence IS hmIted,
but I know that Clule, MeXICO and Argentma have all lffiple
mented programs of econOmIC polIcy reform whIch embody es
senhally all of the tlurteen lessons revIewed above New Zealand
and AustralIa should surely be added to that same lIst The
countrIes of Central Amenca, the DOmmIcan RepublIc and Co
lombIa, BolIVIa, and Uruguay have all embarked on reform pro
grams that, though shll mcomplete, move m the same dIrechon

In such countrIes the polIcy dIalogue moves to a dIfferent
plane how best to prIvahze state enterpnses, how best to regu
late m those cases, hke electrICIty dIstrIbution and local telephone
networks, where regulation IS called for One area where there IS
a crymg need for lffiprovement, m mdustrIaI and developmg
countrIes alIke, IS SOCIal and econOmIC cost-benefIt analySIS Vast
amounts of publIc funds are shll bemg wasted all over the world
on projects that will never repay theIr costs, let alone yIeld a POSI
hve econOmIC return Often tlus IS SImply the result of the mabIl
Ity of the authonties m question to quantIfy and Judge the rele
vant benefIts and costs But often It comes out of SImple pressure
group polIhcs where the outcome favors those who can carry out
the most effective lobbymg or otherWIse have the most polItical
clout Sometimes and, sad to say, not mfrequently, outrIght cor
ruption nses to further bedevIl what would be a complIcated and
dIffIcult process anyway

ThIS gives you some of the flavor of the path ahead for those
countrIes that have lffiplemented well the thIrteen lessons and are
lookmg for new polIcy challenges for the future But many other
countrIes are shll m the pOSItion of havmg to absorb and put mto
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prachce the messages of 1983 that have been reviewed m thIs sec
hon

INSIGHTS FROM THE STUDY OF ECONOMIC GROWTH

Ever smce the 1950s, econOmIsts have been familiar WIth
what I call the modern framework for the analySIS of econOmIC
growth This framework uses the concepts of econOmICS to
achIeve a breakdown of a gIven growth of real output mto ItS
component parts In the most commonly used vanant of thIs ap
proach, the mcrement to the employed labor force m a gIven pe
nod IS assumed to contnbute (per addlhonal person employed)
an amount equal to the average real wage, and the mcrement to
the capital stock IS assumed to contnbute an amount equal to the
average measured real rate of return to capital (gross of both taxes
and depreclahon If It 18 GDP growth that IS bemg analyzed)

When these two components - one due to the mcrement of
labor and the other due to the mcrement of capital-are added to
gether, they typically do not account for the total output growth
actually observed The remammg component of growth has been
gIven several labels The earhest label was SImply "techmcal ad
vance" Later, econOmIsts became more agnoshc and called thIs
"unexplamed" part of growth SImply "the reSidual" The label
that has stuck the longest and remams m Widespread use today
attrIbutes the otherwIse unexplamed component to an Improve
ment m "total factor produchvlty" or TFP

As we econOmIsts tried to explam movements m total factor
produchvlty, we tended to break It up mto two mam components
(1) a contrlbuhon due to "Improvement m the quahty of the hu
man agent," or to the accumulahon of "human capItal" for short,
and (2) a contnbuhon due to "real cost reduchon" The standard
way of measurmg TFP does not permIt one easily to separate
these two components To do so, we have to separately account
for the changes m labor force of each level and quahty of labor It
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IS easy to conceIve of a process whereby we measure the mcre
ment m the number of CIvil engmeers and assIgn to thIs mcrement
a per-person contrIbuhon that IS equal to the average earnmgs of
CIvil engmeers, and then proceed to do the same With secretarIes,
truck drIvers, accountants, nurses, arrplane pilots, denhsts, etc
When we have done thIs properly, covermg the entrre labor force
of the country whose growth we are measurmg, then and only
then can we IdentIfy the "resIdual" that emerges WIth what I call
"real cost reduchon "1

I am presently workmg WIth a SImpler and more dIrect
method of separahng out the contrlbuhon of "real cost reduc
hon" The essence of the Idea IS to work WIth a "baSIC labor umt "
When a worker earns the baSIC labor umt, he IS counted as con
trlbuhng one urut of baSIC labor But a worker who earns fIve
hmes the baSIC labor umt IS counted as contrlbuhng fIve umts, one
urut counted as "raw labor" and the other four umts as the re
ward to the worker's human capItal I WIll not attempt to go mto
further methodological detail here Let me SImply say that the
data requrrements of thIs method are not very great at all Usmg
It, we have been able rather easily to construct a breakdown of
growth mto ItS components for enhhes as dIverse as mdlvldual
busmess fIrms as narrowly classIfIed (e g, 4-digIt) mdustrial sec
tors, or as broadly classIfIed (e g, 2-digIt) sectors, and fmally as
nahonal econOmIes, large and small

Tables 1 and 2 are based on the tradlhonal measurement of
total factor produchvlty (TFP) Table 1 shows how countrIes WIth
hIgh growth rates are characterIZed by hIgh rates of TFP mcrease,

1In tlus case, the contnbuhon of human capitallS mcluded m the contn
buhon of mcremental labor If 100 draftsmen turn mto archItects, thIs
growth contnbuhon would have a negahve component of 100 hIDes the
wage of a draftsman and a posIhve component of 100 hIDes the earnmgs
of an archItect The net effect of these two elements would be due to m
vestment of human capItal mvolved m converhng 100 draftsmen mto 100
archItects
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Table 1 Real GDP Growth and TFP Increase

Avg Rate of Total Factor
Produchvity Increase (%)

Number Avg Annual
of GDPGrowth MedIan Mean

CountrIes (%)
6 Less than 2% 000 014
36 2t04% 090 088
42 4t06% 174 162
5 6t07% 188 199
7 Over 7% 281 260

Source Ehas (nd)

wlule countrIes WIth low growth rates tend to have httle or no
TFP mcrease Table 2 breaks the countrIes down mto three m
come levels, and shows that for each level, the fast-growmg
countrIes exhIbIt hIgher rates of TFP mcrease than do the slow
growmg countrIes The"raho of dIfferences" shown m each
panel of Table 2 IS to be mterpreted as follows In Table 2A, the
ten poor countrIes WIth the fastest growth rates had a medIan
growth rate of 4 8 percent and an average rate of TFP mcrease of
1 08 percent per annum The ten poor countrIes WIth the slowest
growth had a medIan growth rate of 2 apercent and an average
rate of TFP mcrease of zero percent per year So the dIfference m
medIan growth of the two groups was 2 8 percentage pomts,
wlule the dIfference m therr TFP growth rates was 108 percent
The raho of these two (1 08/280) IS 39 percent, It mdicates that 39
percent of the dIfference m growth rates IS accounted for by therr
dIfferent rates of Improvement m total factor produchvity
Note that, workmg WIth medIan rates of growth, thIS raho of dIf
ferences IS 39 percent for the low-mcome countrIes, 41 percent for
the ffilddle-mcome countrIes, and 47 percent for the lugh-mcome
countrIes All these growth measurements are for a very long pe
nod (1950-1987), and are based on the tradihonal breakdown of
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Table 2 Real GDP Growth and TFP Increase of Low-, Middle
and HIgh-Income CountrIes

Avg Annual
GDPGrowth

(%)

Avg Rate of
TFP Increase

(%)

Rano of DIf
ferences (%)

For Thuty-Two Low-Income CountrIes

10Highest Rates ofGDP Growth
MedIan 4 8 1 08
Mean 51 113

10 Lowest Rates ofGDP Growth
Median 2 0 0 00
Mean 19 022

DJiference In

MedIan
Mean

28
32

180
091

039
028

For ThIrty-Two MIddle-Income CountrIes

10 Highest Rates ofGDP Growth
Median 5 9 1 71
Mean 63 163

10 Lowest Rates ofGDP Growth
MedIan 3 9 0 09
Mean 34 085

DJiference In

Median
Mean

20
29

081
078

041
034

For ThIrty-Two HIgh-Income CountrIes

10 Highest Rates ofGDP Growth
MedIan 6 9 2 94
Mean 67 287
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Table 2 Real GDP Growth and TFP Increase of Low-, Middle
and HIgh-Income CountrIes (conbnued)

Avg Rate of
TFP Increase

(%)

•

Avg Annual
GDPGrowth

(%)

10 Lowest Rates ofGDP Growth
MedIan 32
Mean 32

121
109

Raho ofDIf
ferences (%)

DJiference In

MedIan
Mean

37
35

173
178

047
052

Note These refer to the 32Iowest-mcome, mIddle-thIrd, and
hIghest-mcome of the 96 countrIes covered m Table 4 of
ElIas (nd)

growth They are the result of a study by Professor VIctor J ElIas,
who IS probably LahTI AmerIca's most renowned student of the
process of growth

In Table 3 we make two shIfts of gear FITst, we move to the
newer methodology of growth breakdown, so that TFP mcrease
no longer contams an element due human capItal accumulahon
TFP Improvement here means noilimg more nor less than "real
cost reduchon" The second shIft of gear IS to shorter perIods,
typIcally of fIve but occasIOnally of four years' durahon One urnt
of observahon IS thus baSIcally a qumquenruum for a country
(e g, a Plan PerIod m IndIa) We see here that, on the whole, an
even greater frachon of the dIfference between hIgh and low
growth rates stems from dIfferences m TFP mcrease (here mter
preted as exclUSIvely "real cost reduchon") The results shown m
the table are dramahc Fully 64 percent of the dIfference m
growth rates (between "successful" fIve-year perIods and "un
successful" ones) IS accounted for by dIfferences m the rate of real
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Table 3 Real GDP Growth and TFP Increase for Subgroups of
CountrIes and by Subpenods

Avg Annual
GDPGrowth

(%)

Avg Rate of
TFP Increase

(%)

RatIo of DIf
ferences (%)

For ColombIa, Ecuador, Greece, MexIco, Portugal, Vene
zuela

12 lfJghest Rates ofGDP Growth dunng any Subpenod
MedIan 7 02 244

Mean 733 297

12 Lowest Rates ofGDP Growth dunng any Subpenod
MedIan 2 36 0 56
Mean 212 010

DJiference m
MedIan
Mean

466
521

300
307

064
059

For Canada, Fmland, France, Germany, Netherlands, New
Zealand, Sweden, UnIted KIngdom, and UnIted States

12 lfJghest Rates ofGDP Growth durmg any SubperlOd
MedIan 4 77 2 61

Mean 493 232

12 Lowest Rates ofGDP Growth dunng any SubperlOd
MedIan 2 07 0 55
Mean 172 043

Dlfference m
MedIan
Mean

270
321

32

206
189

076
059
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Table 3 Real GDP Growth and TFP Increase for Subgroups of
CountrIes and by Subpenods (conbnued)

034
038

Rano of DIf
ferences (%)

182
199

Avg Rate of
TFP Increase

(%)

542
526

Avg Annual
GDPGrowth

(%)

For Japan, Korea, and TaIwan

12Highest Rates ofGDP Growth durmg any Subpenod
MedIan 1050 386

Mean 10 46 3 95

12 Lowest Rates ofGDP Growth dunng any Subpenod
Median 5 08 2 04
Mean 5/20 196

DIfference m
MedIan
Mean

•

•

•

•

costs reducnon, thIS IS for SIX developmg countrIes In panel B,
we see that the correspondmg fIgure (for nme developed coun
trIes m Europe and North Amenca) IS 76 percent Fmally, m
Panel C we fmd that the correspondmg fIgure for three ASIan "n
gers" -namely, Japan, Korea and TaIwan-IS 34 percent Lest thIs
seem very low by companson WIth the others, It IS worth nobng
that the absolute contribunon of real cost reducnon IS far and
away the hIghest (the medIan IS 386 percent per year, and the
mean IS 395 percent per year) for the ASIan ngers m theIr hIgh
growth penods

I want to emphasIZe that for my purposes, the story emergmg
IS essennally the same, regardless of whether we use the tradI
nonal or the newer methodology The message IS that TFP m
crease IS a cnhcal factor m successful growth performance The
newer methodology shows that thIs IS not Just due to human
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capItal formatIon (somethIng we know about and have empha
slZed all along), but that It IS also true even when TFP mcrease IS
defmed and measured m such a way as to exclude the human
capItal contrIbutIon and to focus sharply on what I have called
"real cost reductIon"

The Nature of TFP Growth - Yeast orMushrooms?

I have earlIer and repeatedly argued that there are so many
ways m whIch real cost reductIon takes place that any search for
new"global" explanatIons IS hkely to be fruItless What we have
to do IS learn more about the process of Idenhfymg concretely the
sources of major cost reductIons wherever we can

But one can have a VISIOn of real cost reductIon that IS much
lIke the one I have expressed, and say SImply that mdeed It has
thousands upon thousands of sources, but that, precIsely because
they are so numerous, one can deal WIth them usmg the law of
large numbers These sources could be mcredIbly numerous, yet
be workmg sImultaneously all across the actIvItIes of an economy
m such a way as to produce a qUIte generallZed expansIOn of total
factor prodUctIvIty

I have taken as a sort of "straw man" target m thIs case the
commonly used aggregate productIon equatIon Y =F(K,L)e Here
plays the role of a generalIzed TFP growth Lookmg at the equa
tIon leads one to thInk of a process where growth IS pervasIve
throughout the economy, rather than hIghly concentrated I use
here the analogy of dough (to make bread or cake) expandmg as a
consequence of the yeast that was mIxed mto It Here the growth
IS regular, even, steady Another good analogy IS what happens
when arr IS pumped mto a balloon

But thIs IS not what we observe m the growth process TFP
growth tends to be hIghly concentrated, to pop up m the most
unlIkely places, and then to move on to other arenas As we thInk
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of succeSSIve great techmcal advances - m automobile makmg, m
rubber tIres, m refrIgerators, m teleVIsIOn sets, m pharmaceutIcals,
m plastIcs, m petrocheIllicals generally, m telecommunIcatIons
and most recently, of course m the computIng "mdustry" -we see
advances concentrated m relatIvely short tIme spans (lIke dec
ades) for each mdustry group, and advances concentrated m spe
cIfIC mdustry groups m anyone partIcular decade

I am plannmg a much more thorough documentatIon of the
above assertIon Tables 4a, 4b, and 4c SImply represents a fIrst
pass It IS based on data presented m KendrIck and Grossman's
ProductivIty In the United States Trends and Cycles (1980) The
baSIC data are measures of total factor productIVIty by mdustry
group m four benchmark years 1948, 1958, 1967, and 1976 Each
of Tables 4a, 4b, and 4c concentrates on the perIod from one of
these benchmark years to the next

We frrst record the cumulatIve TFP growth measured for each
mdustry durmg the perIod Then, we array the mdustries m de
scendmg order, accordmg to therr cumulatIve TFP growth rates
To fmd out how much totallbenefIt" was generated by each ac
tIVIty'S TFP growth, the growth rate of column (1) IS multIplIed by
the base penod GDP ThIS yIelds the absolute contrIbutIon to
growth, whIch IS gIven m column (2) The key datum, m my
oplillon, IS the cumulatIve sum of these contrIbutIons to growth,
whIch IS presented m column (3) The mam message here IS how
qUIckly the cumulatIve total rIses

One problem WIth workmg Just WIth cumulatIve contrIbutIon
data lIke those m column (3), however, 18 that they take no ac
count of the SIZes of the mdustries conceIved Column (5) helps
us to make the approprIate comparIson, by gIvmg us the cumula
tIve amount of base-year GDP ongmatIng m the mdustries on the
lIst It IS on the baSIS of column (5) and column (3) that one can
make statements lIke those at the bottom of each table, 1 e
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Table 4a ConcentratIon of TFP Growth Among U S IndustrIes,
1948-1958a

Abs
Contn-

TFP butIon
Growth ofTFP Cumula- GOP by Cumula-
(10= Growth tIveSum Indus- tIveSum
100%) [(1)*(4)] of (2) try1958 of (4)

(1) (2) (3) (4) (5)

Commum-
069 263 263 380 380

catIon
Pub UtilitIes 069 297 460 430 810
Farmmg 059 1365 1925 2330 3140
MISc Manuf 043 043 1998 170 3310
Elec Mach 036 158 2156 440 3750
Food & Km- 035 353 2508 1020 4770
dred Prod
Instruments 033 036 5244 110 4880
Mmmg 031 292 2837 940 5820
ConstructIon 031 354 3190 1150 6970
Tobacco 031 052 3242 170 7140
Railroad 027 240 3482 880 8020
Transport
ChemIcals 027 115 3597 430 8450
Apparel 025 092 3689 370 8820
Lumber & 024 076 3765 310 9130
Wood Prod
Fm,Ins, & 024 643 4408 2690 11820
Real Estate
Other 006 1921 6329 12170 23990

Note a Top 13% of mdustrIes account for 30% of total TFP contnbu
tIon, top 30% account for 52%, and top 49% account for 70% The per
centages are contrIbutIons to GOP of mdustrIes ranked accordmg to theIr
percent rate of TFP growth over the penod

Source Kendnck and Grossman (1980)
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• The top 30% of mdustnes account for 51 percent of the
total TFP growth contribubon m 1948-1958

• The top 22 percent of mdustries account for 57 percent of
the total TFP growth contnbubon m 1958-1967

• The top 20 percent of mdustnes account for 69 percent of
the total TFP contribubon m 1967-1976

I hke the mushroom analogy, because It sort of dramabzes
the hkehhood that bIg gams m TFP can happen anywhere even m
the most unlIkely places (lumber and texble rmll products m 4b,
fmance, msurance and real estate m 4c, railroad transport m both
4a and 4b) The mushroom analogy also sets one's mmd to
thmkmg that, even where an event IS hard to predIct, nonetheless
one can sbll do a lot to make condibons more (or less) propibous
for that event For mushrooms It IS temperature, hurmdIty, ab
sence of too much hght For econormc pohcy, It IS a stable frame
work of laws and regulabons Withm whIch econormc agents can
make sound comrmbnents, for the ffilddle- and long-term as well
as the short It IS also the vanous attrIbutes of that framework, m
prmClple the framework should keep distorbons to a ffilffiffium
and should use the pnce system as the major channel through
wmch mcenbves are sIgnaled

Once one recogmzes that the mam attrIbute that TFP ad
vances really have m common (1 e, that they all work to reduce
the real costs of producbon), one sees that "gelling the pnces
nght" IS Important not only for reducmg or ehmmabng the effI
CIency cost trIangles that we deal WIth m the comparabve stabcs
analySIS of econormc effICIency, but also for gtvmg good sIgnals to
econormc agents as they go about the busmess of generabng
"techrucal advance" It does not make much sense to set up a
framework m wruch agents take actIons wruch they thmk of as
savmg costs, and wruch m fact save pnvate costs to the declslOn
makers themselves, but wruch do not (or need not) save costs to
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the economy as a whole sImply because the agents worked WIth a
set of wrong pnces

Table 4b Concentratron of TFP Growth Among U S Industries,
1958-1967a

Abs
Contn-

TFP butIonof Cu- Cumu-
Growth TFP mula- GDPby latIve
(10= Growth tIve Industry Sum of
100%) [(1)*(4)] Sum of 1958 (4)

(2)
(1) (2) (3) (4) (5)

Lumber & 072 251 251 350 350
Wood Prod
Railroad 063 552 803 870 1220
Transport
TextIle Mill 061 249 1052 410 1630
Products
Elec Mach 055 510 1566 410 3750
Trans EqUIp 046 705 2271 1620 4080
ChemICals 044 397 2668 910 4990
Pub UtIlItIes 042 465 3133 11 00 6090
Petroleum & 041 127 3260 310 6400
Coal
Rubber & 041 123 3383 300 7960
Products
Mmmg 041 520 3903 1260 6700
CommulU- 040 361 4264 900 8860
catIon
Trade 033 2493 6757 7640 16500
Other 003 753 7510 23980 40480

Note a Top 10% of mdustries account for 30% of total TFP contrIbu
tIon, top 22% account for 57%, and top 40% account for 90% The per
centages are contrIbutIons to GDP of mdustries ranked accordmg to theIr
percent rate of TFP growth over the penod

Source Kendnck and Grossman (1980)
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Table 4c Concentrahon of TFP Growth Among U S IndustrIes,
1967-1976a

•
•

Fm, Ins, &
Real Estate
Apparel
Commuru
cahon
ChemIcals
Elec Ma
chmery
Food &
Kmdred
Prod
Tobacco
MISC

Manuf
Paper &
Products
Other

TFP
Growth
(10=
100%)

(1)

114

037
034

031
030

030

029
026

026

008

Abs
Contn

butIonof
TFP

Growth
[(1)*(4)]

(2)

13225

284
623

485
599

662

100
092

211

4152

Cu
mula
hve

Sum of
(2)
(3)

13225

13509
14132

14617
15215

15878

15978
16070

16281

20433

GDPby
Indus
try1958

(4)

11560

770
1810

1570
1970

22 70

350
350

820

49570

Cu
mula
tIve

Sum of
(4)
(5)

11560

12330
14140

15710
17680

19900

20250
20600

21420

70990

•

•

•

•

Note a Top 20% of mdustnes account for 69% of total TFP contnbu
tIon, and top 30% account for 80% The percentages are contrlbuhons to
GDP of mdustrles ranked accordmg to theIr percent rate of TFP growth
over the penod

Source Kendnck and Grossman (1980)

EconoInlc Policy and EconomIC Growth
The sIgrnficance of econOmIC polIcy for the growth process IS

somethIng that few people appreCIate, and shll fewer really un
derstand The problem IS that, hIstOrIcally, the pohcIes that were
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alleged to promote growth tended to reflect the VIew that the
State was somehow "responsIble" for growth, that It could create
more growth almost at wIll (by well-desIgned mterventIons m the
economy), even that It could sbmulate growth by resort to mfIa
tIonary polICIes ThIs old VISIon of the growth process has been
dIsproved bme and agam Just m the last decade or so, a new
consensus IS begmnmg to emerge, one whIch IS very consIstent
WIth the lessons drawn earlIer m thIS paper

The centerpIece of the new consensus IS that the economy IS
an exceedmgly complIcated orgamsm, WIth ItS own lIfe, ItS own
perceptIons, ItS own responses to sbmulI, ItS own reactIons to
events The pnmordIaI rule for government IS that It must always
treat thIs complex orgarusm WIth the respect It deserves At
tempts to gam econOmIC growth by "pushmg the economy
around" are vIrtually certam to faIl

The true task of polIcy IS to create an enVIronment, a frame
work, m whIch the orgaruc forces of the economy work naturally
to produce econOmIC effICIency and growth The fIrst task here IS
to buIld a framework that gives econOmIC agents the nght sIgnals
The second, and perhaps more dIffIcult, task IS to InstIll m eco
nOmIC agents the confIdence that the future as well as the present
will be guIded by a good econOmIC polIcy framework

THE PROCESS OF GROWTH
A SUMMARY AND SOME MESSAGES

The mam purpose of structural reform m developmg coun
trIes IS to put them m a better pOSItIon to set m motIon a process
of accelerated econOmIC growth The polIcy framework IS a very
Important mgredlent m a healthy growth process, but It IS Im
portant to realIze that growth emanates from the effort, Imagma
hon, and hard work of econOmIC agents themselves What the
polIcy framework helps to do IS ensure that these efforts of eco
nOmIC agents are not mIsdIrected and/or frUItless It can also
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help to a sIgmficant degree by creabng a chmate that generates
more economIcally warranted mvestment, both m physIcal and
human capItal

There are four key elements m the process of growth (a) m
creases m the labor force, (b) mcreases m the amount of human
capItal WIth whIch the labor force IS endowed, (c) mcreases m the
stock of physIcal capItal, and (d) new technIques, better methods,
and Improved orgarnzabon- m short, anythmg that leads to a re
ducbon m the real costs of producbon For most purposes, we
thmk of (b), (c) and (d) as the prmClpal components of the growth
process because they are the forces helpmg to generate mcreases
m real output per worker and, typIcally, m real mcome per capIta

By Improvmg and modermzmg capItal market msbtubons,
and most especIally by proVIdmg expectabons that a stable and
healthy framework of laws, regulabons and procedures will pre
vail mto the long-term future, good pohcy can lead to greater
amounts of mvestment m phySIcal capItal By Improvmg both the
qualIty and quanbty of the output of the educabonal process,
polIcy can endow the country WIth a greater contribubon to fu
ture growth from the human capItal SIde

The general framework of econOmIC pohcy works m at least
two ways to mfluence the process of growth By presenbng eco
nOmIC agents WIth pnces that truly reflect econOmIC costs, It helps
them (a) select the most producbve projects for mvestment m
phYSIcal capItal, thus enhancmg ItS producbvity and hence ItS
contrIbuhon to the growth process, and (b) fmd more ways of re
ducmg real costs VIa new technIques, new arrangements, etc
When pnces do not truly reflect costs, they give false SIgnalS to
economIC agents who then may fmd ways of makmg money (at
false pnces) even while contnbuhng negabvely to the welfare of
SOCIety (m the sense of havmg true costs exceed true benefIts)
The protecbomst pohCles of the not-tao-dIstant past are a good
example of how a defICIent pohcy framework can present agents
WIth "false pnces," leadmg to econOmIC acbVIhes whIch, whIle
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bemg pnvately profItable, have costs that are greater than theIr
benefIts when vIewed from the standpomt of socIety as a whole

A modern polIcy framework not only hberalIzes foreIgn
trade, but It also works m many other dIrectIons to present eco
nonuc agents WIth "true" mcenhves and "true" pnces The econ
omy, taken as a whole, can be thought of m some contexts as an
exceedmgly complex machIne The task of good econonuc pohcy
IS to brmg thIS machIne to Its maXImum operatIng potentIal
havmg It fmely-tuned, well-oiled, and well-mamtamed at all
tImes

The above may lead one to thInk that hvmg m a prosperous
and growmg economy IS lIke lIvmg m paradIse - relaxed, carefree,
and content Nothmg could be farther from the truth The rap
Idly growmg economy IS lIke a fast-flowmg rIver, full of hazards
and challenges, and callmg for constant alertness and effort It IS
m stagnant economIes WIth httle or no growth where people may
perhaps manage to hve and act comfortably and m tradItIonal
ways, year m and year out, decade after decade

I want to make the pomt that danger and turmOIl are an mte
gral part of a process of rapId econOmIC growth Let me start by
pomtIng out that the maJor factor that dIstInguIshes rapIdly
growmg countrIes from slow-growmg ones, and that dIStIn
guIshes, Withm a given country, rapId-growth penods from slow
growth penods, IS factor (d), whIch I have called "real cost reduc
tIon" but whIch has also been called "total factor prodUctIVIty,"
"techrucal advance" or even, m the techrucal hterature of eco
nOmICS, "the reSIdual factor m the growth process" Let us take as
a startIng pomt that thIs factor will typIcally be large durmg a
process of rapId growth

It IS prmcipally thIs factor, combmed WIth an mcreased en
dowment of capItal per worker, that raIses the real wages of labor
of a given quahty Reducmg real costs raIses output and mcome,
and WIth them, normally, the demand for labor The mcreased
demand for labor causes real wages to rIse (not artIfICially but as a
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consequence of natural market processes), causIng workers as a
group to share In the benefIts of the growth process

When wages nse In thIs way, they do not only nse In the ac
tIvItIes that expenenced real cost reductIons, but wages nse
throughout the labor market In a properly functIomng labor
market, the wages of secretanes of given qualIfIcatIons should not
be dIfferent, dependrng on the Industry In whIch each IS em
ployed The same goes for accountants, clerks, dnvers, mechan
ICS, nurses, machrne operatIves, etc Thus when a country enJoys
rapId econOIDlC growth, hIgher real wages and salanes will have
to be paId, not Just by the rapIdly groWIng IndustrIes, or by those
enJoymg sharp reductIons In real costs, but by Just about every
body who employs labor, throughout the economy (Note that
the nse of wages IS a market phenomenon that depends on supply
and demand, It IS not equal for all types of labor Indeed, some
occupatIons may be rendered obsolescent by the growth process
and see theIr wages fall But such cases are exceptIons, not the
general rule)

The greater IS the rate of growth, the greater typIcally will be
the extent of wage pressure on all of the vanous actIVItIes of the
economy A tradItIonal Industry that has lIved comfortably
through decades of econOIDlC stagnatIon, protected perhaps by a
substantIal tarIff wall, will fInd lIfe very dIfferent In a modern,
lIberalIzed and grOWIng economy If It produces for the Interna
tIonal market (as IS ImplICIt m the Idea of It havmg been pro
tected), It must face a set of mternatIonal pnces whIch IS essen
tIally beyond ItS control To keep gomg, It must fInd ways of
reducmg ItS own real costs so as to offset ItS nsmg real wage and
salary bill Will It succeed or not? That IS the questIon

There IS no reason to expect that In a major growth process all
tradItIonal actIVItIes will surVIVe QUIte to the contrary, In coun
trIes lIke Japan, Korea, TaIwan and SIngapore (not to mentIon
Western Europe and the Umted States), the product IDlX changed
notably as the growth process proceeded Indeed, there 15 the fa-
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mous case of a Korean fIrm wluch m the early 1960s produced
only WIgS made from human hau, and wluch In the Interval has
passed through a whole sequence of stages, IncludIng textIles,
shoes, etc, fInally arrIvIng In recent years as an Important pro
ducer of electromcs products

The more rapId the growth process, the more pressure there
wIll be on IndustrIes and fIrms They sImply will not be able to
survIve by dOIng nothIng, In the context of generally rapId
growth for the economy as a whole They eIther must fInd ways
of reducIng real costs for theIr tradibonal products, so as to be
able to offset the effects of rIsmg real wages and salarIes, or they
must sluft to other acbVIbes at whIch they can sbll make a profIt
whIle payIng the new,lugher wage and salary scale

In all of tlus, tradibonal atbtudes have to change That one's
great-grandfather and grandfather and father successfully man
aged a tradibonal famIly busmess IS no JustIficabon for today's
generabon to contrnue In that same hne of acbvity The tradibon
may provIde one good reason to contrnue-by giVIng today's
generabon the experIence and know-how to be among the low
cost producers In the world marketplace And by tlus I mean
low-cost producers who at the same bme pay the full costs of the
resources they use, WIthOUt bemg artIfIcially protected or SUbSI
dIzed

Modern bUSIness trarnrng teaches MBAs and others to be al
ways alert to new possibillbes of makIng a profIt It talks about
shIftrng the base of producbon so as to make more money, and
also about dIversIfyIng the producbon base so as to reduce a
fum's exposure to parbcular rIsks It talks about savIng real costs
and raISIng real profIts In any and every way, through better In
ventory procedures, through modermzed accountrng methods,
through Improved sales orgamzabon and Incenbves, and through
lower sluppIng costs It IS very Important that the messages and
atbtudes of a modern bUSIness trarnrng be Insblled In the execu
bves and managers who have to deal WIth the challenges of a hb-
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erahzed and growmg economy When the pohcy framework IS
good, and the sIgnals given by the pnce mechamsm are truly re
flectIve of real cost, It becomes more true than ever that lithe bUSI
ness of busmess IS makmg money" -1 e, not makmg shoes, or
shrrts or any partIcular thmg- and bemg ever alert and willmg to
abandon actIvItIes that have turned unprofItable and move on m
a never-endmg search for new actIvItIes that generate posItIve
econorruc rewards

INDIA FACES THE 21ST CENTURY

ThIs IS a convement pomt m tIme to examme the IndIan
economy and IndIan econorruc pohcy The 21st century IS ap
proachmg The world economy has been and IS m an excItIng and
turbulent era whose watchwords are hberahzatIon and moderm
zatIon IndIan econorruc pohcy has recently undergone Important
changes m thIS same dIrectIon What can one say at thIs tIme
about India's SItuatIon and prospects?

I approach thIs questIon as an external observer WIth some
relevant background for studymg India's SItuatIon, but WIth es
sentIally zero recent expenence I am somewhat hke the uncle
who has been away on an extended trIp and returns to see hIs
meces and nephews for the fIrst tIme m many years I hope that,
Judged m thIs hght, my observatIons will be of some mterest and
value

My mam pomts are as follows

1 DespIte many pohcy shortcommgs, IndIa's econorruc per
formance over the penod smce 1960 has been qUIte posItIve
GDP at constant pnces has more than trIpled, and the pace of
growth has somewhat qUIckened m the more recent penod
Durmg the penod as a whole, the rate of growth of per capIta
mcome was about 15 percent per year, wluch IS the rate that
apphed m the Umted States durmg the fIrst half of the 20th
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century Clearly, tlus performance by IndIa IS sometlung
worthy of note Even more posIhve IS the fact that the rate of
growth of per capIta mcome reached over 3 percent per year
m the decade of the 1980s as the frrst mam wave of modern
lZmg and hberahzmg measures of econOmlC pohcy were be
mg put mto effect

2 Tlus growth performance IS all the more ImpreSSIve, and per
haps surpnsmg, m hght of the number and extent of the eco
nOmlC distorhons and the laggardness of the reform process
durmg these decades For most of tlus penod, and probably
even at the end of the 1980s, India would probably have to be
classIfIed as one of the least market-onented of the ThIrd
World econOmles (outSIde the commurust bloc) You know
much better than I the extent and depth of the distorhons and
mterferences that pervaded the IndIan economy durmg these
years I remember VIVIdly one hIDe m early 1962 seemg a
full-page adverhsement from the Mrrustry of Commerce and
Industry, statrng somethmg to the followmg effect "We m the
Mlllistry are no longer mterested m receIvmg apphcahons
eIther for mvestment hcensmg, or for the Importahon of
capItal eqUIpment, m the followmg 200-odd branches of m
dustry At the same hme we WIsh to announce that we
would be most pleased to receIve such apphcahons m the
followmg 70-odd mdustrial categones The reason for thIS IS
that there have already been Issued suffICIent hcenses to meet
plan targets m the fust group of mdustrIes, whIle we are lag
gmg far behmd plan targets m the second group fI ThIs
sounds so plaUSIble to the unlllihated But a profeSSIOnal
econOmlst would be bound to ask how the plan targets were
set m the fust place It was certamly not easy to foresee the
shape of tlungs to come, fIve, SIX or seven years m advance,
as Plan targets were bemg delIneated Yet the Mlllistry's
statement fell httle short of regardmg the Plan targets as m
fallible guIdes My reachon on readmg the adverhsement
was that the planners had targeted too httle mvestment m the
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frrst group of mdustnes and too much m the second To me,
a more plausIble reachon to the events descnbed would have
been for the Government to make a mId-course correchon,
modIfymg upward the plan targets m the frrst group of m
dustnes and lowermg them m the second

ThIs IS only one example of a VIew of a nahonal economy as
bemg essenhally a mechamsm, a pIece of machmery whose
mecharucs the planners understand qmte well- well enough
to predICt ItS lIkely course, to set requrrements, to fIX defIrute
targets

In my VIew the economy IS much more lIke a comphcated or
garusm-much more comphcated than the human body or
any other orgarusm known to man We study the economy
WIth such fascmahon preCIsely because It IS so comphcated,
so dIffIcult to understand When we make models of the
economy, we SImply must drashcally oversImplIfy reahty,
preCIsely because reahty IS far too complex for us to copy
ThIs need for overSImplIfiCahon means that we will always
make some mIstakes, we will never have a perfect score But
some sImplIficahons come closer to capturmg the essence of
econorruc lIfe than others On the whole, those that build m
the econorruc mohvahons of people, of busmess frrms, and of
other econOmIC lTIShtuhons come much closer to the truth
than those that are based on ngId assumphons about eco
nOmIC lmkages

The charactenshc of thIs /I good" class of econOmIC models IS
that they bmld m the forces that determme econOmIC out
comes m the marketplace They build m the roles of pnces,
of wages, and of rates of return to capItal as helpmg to gmde
resources m drrechons that will respond to the changmg
tastes and demands of consumers and other users of fmal
products, mtermedmte products, raw matenals, and capItal
goods
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3 India IS really Just now m the process of Implementmg most
of the thIrteen lessons that were revIewed at the begmnmg of
thIs paper One of the most Important trends, and one that
was begun relabvely early, IS that toward de-hcensmg of
such thmgs as mdustrIaI mvestment, and Imports of raw
matenals and components ThIS has been followed by SIg
mficant moves to lower tanffs and ehmmate quanbtabve re
stricbons on Imports, as well as to facilitate exports Among
other thmgs, the rupee has been made converbble on the
trade account, WIth a prospect of succeSSIve widenmg of con
verbbIhty to cover fIrst the current account as a whole and
ulbmately perhaps even the capItal account

I do not thInk It IS my place to try to produce a full hst of the
hberahzabon moves, nor of the notably successful efforts at
econOlTIlC stabIhzabon that have charactenzed the past few
years You know these thmgs far better than I do What IS
very clear to me IS that IndIa IS sbll m the relabvely early
stage of the process of hberahzmg and moderruzmg ItS econ
omy Many Important steps are only now bemg started,
many more are yet to come

4 ThIS prolTIlses more rapId econOlTIlC progress and greater dy
nalTIlsm and prospenty m the commg decades Recall what
was Said earher about the cnbcal role of real cost reducbon m
generatmg econOlTIlC progress and of the Importance of har
nessmg the natural mobvabons of econOlTIlC agents to the
purSUIt of tlus task The IIold" IndIan economy was one m
whIch an entrepreneur who had a good Idea for producmg a
better product or for reducmg the real cost of some eXIstmg
operabon faced a whole gamut of restricbons and requIre
ments He would have to apply for hcenses and perlTIlSslOns,
he would fmd needed mputs hard to obtaIn m the market,
and he lTIlght be demed access to needed foreIgn exchange
All thIs may have dIssuaded hIm from pursumg hIs Idea, or It
may have SImply doubled or trIpled the bme requIred to put
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the Idea mto effect In eIther case, the trammels of the old
system would have operated to slow down the rate of eco
nOmIC growth

The new system toward whIch IndIa IS reonentmg ItS eco
nOmIc pohcy IS one m whIch the system Itself provIdes a
framework, Withm whIch econOmIC agents can move WIth
great freedom m Implementmg new Ideas and m pursumg
greater productive effICIency as well as better satisfaction of
consumers' needs

Makmg the whole process more agile, and very Importantly,
facmg econOmIC agents WIth pnces that more adequately re
flect the true cost and econOmIC value of goods and serVIces,
will speed up t.'1e processes of econOmIC adaptation and eco
nOmIC growth I beheve we have already seen the begmnmg
of thIs m the speedmg up of IndIa's growth rate durmg the
1980s

5 But IndIa as a nation and Indians as mdividuals must reahze
that rapId growth IS not an unalloyed blessmg, It comes
mIXed WIth paIns and stresses of adjustment that are sharper
and more severe than those of a tradItional economy that
changes only slowly I have pomted out earher how the
faster the growth rate of an economy, the greater IS the pres
sure that IS put (maInly through nsmg real wages) on actiVI
ties that are not at that moment or m that penod able to fmd
ways of reducmg real costs, or that lag sIgmficantly behmd
the average mdustry m thIs respect The result IS that these
mdustries fmd themselves pressured mto greater efforts to
reduce real costs, but not all will fmd these efforts successful
Product hnes will have to be abandoned, and certamly tech
mques of productron will have to be more rapIdly changed,
m a dynanucally growmg economy than m a stagnant or
relatrvely stagnant one I beheve that many of IndIa's prac
trces and pohCles are sort of adapted to the modest-growth
expenence of the 1960s and 1970s They are not hkely to be
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equally compauble WIth a lugh-growth, modern, hberahzed
economy

Let me here SImply call attenuon on what you refer to as /IeXIt
pohcy /I EXIt pohcy aImS, m one way or another, to gIve to
workers a guarantee of relauvely stable and long-term em
ployment Tills It does by makmg It more dIffIcult for em
ployers to fIre or lay-off theIr workers We have vast expen
ence wIth legIslauon of tlus type m other countrIes The
greater are the restramts on reducmg a fum's workforce, the
more reluctant that fIrm becomes to add new workers At the
extreme, the addluon of a new worker IS VIewed m the same
way as the acqUlsIuon of an Item of fIXed capItal A fum
hues a worker, then, only when It expects to gam a posluve
net return from that worker over, say, a penod of ten years or
more HIrmg for the short or mIddle term becomes some
thIng to be aVOIded Very often, the mcenuves to gIve work
ers secunty m theu Jobs thus end up actually reducmg the
level of employment (from what It would otherWIse be) and
mcreasmg the pool of unemployed

I beheve that m order to meet the challenges of a moderruz
mg economy, hnked closely to be world market, IndIa WIll
have to lessen the constramts that eXIt pohcy places on em
ployers ThIs will mdeed have benefIts (through producmg
greater employment as well as greater econOmIC growth), but
I see no way m wluch these benefIts can be obtamed WIthout
yteldmg up some of the Job secunty proVIded by IndIa's cur
rent package of eXIt pohcles

6 Many other adjustments must be made m eXIsbng pohcles
and pracuces Let me here smgle out the government defICIt
(Central plus State) as an example Once agam I speak from
extensIve expenence m other countrIes In the late 1970s and
very early 1980s, many Labn Amencan countrIes were gomg
mto debt at unsustamably lugh rates They were helped
along m tlus process by an mternauonal bankmg commuruty
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that was all too wIlhng to lend them money (mamly "petro
dollars" deposIted m these banks by oll-nch MIddle Eastern
countrIes) The borrowmg bmge was a happy tIme for the
countrIes concerned, for net mternabonal borrowmg pracb
cally means that total expendItures m the country exceed to
tal producbon, an event wluch tends to brmg prospenty es
peCIally to the sectors producmg non-tradable goods and
serVIces An extreme was reached m Chile where mterna
bonal borrowmg amounted to 15 percent of GDP m 1981, and
the so-called net resource transfer exceeded 10 percent of
GDP

Tlus borrowmg (and ItS concomItant prospenty) came to an
abrupt end m all the countrIes concerned, preCIpitabng the
mternabonal debt cnSIS of the early 1980s Tlus forced on
them a huge econOmIC adjustment, wluch m every case m
volved a dramahc fall m output, employment and real
wages In ChIle, the net resource transfer fell to about zero m
1982, real GDP fell by some 14 percent, and unemployment
rose from 8 percent to over 25 percent of the labor force

IndIa IS not now nskmg such a huge adjustment because a
great deal of Its borrowmg IS bemg done m the domesbc
market Nevertheless, even tlus type of borrowmg piles new
publIc sector debt upon old each year, and adds to the real
cost of debt serVIce The rabo of publIc sector debt-to-GDP
has about trIpled smce 1980, tlus IS obVIOusly a trend whIch
cannot conbnue, and also one wluch has brought WIth It an
mcreasmg burden of debt serVIce It would certamly be a
great folly to conbnue on tlus course Recent reducbons m
government defICIts are to be applauded, but the SIze of the
defICIts that still remam IS a source of worry I belIeve that It
would be qUIte appropnate to target a true turnaround, WIth
the rabo of publIc sector debt-to-GDP bemg steadily reduced
over the next decade or so
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One useful devIce for brmgmg tlus about IS pnvabzabon
One of the lessons we have learned from other countrIes IS

that It IS dangerous for a government to use the proceeds of
pnvabzabon to bndge over an eXIsbng gap between pubhc
revenues and outlays Tlus only postpones the problem of
facmg up to the underlymg fIscal defIcIt The lesson that has
been learned IS to keep a clear dIsbncbon between stocks and
flows The government defICIt Itself IS typIcally a "flow phe
nomenon," 1 e , the flow of normal revenues fallmg short of
the flow of normal outlays The way to deal WIth tlus IS by
eIther raIsmg the former or reducmg the latter, or both
"Patchmg over" the problem by sellmg government assets
only postpones these necessary adjustments

The mdicated use of the proceeds of pnvabzabon (the sale of
part of the stock of pubhc sector assets) IS to reduce the stock
of pubhc sector habilibes, 1 e to payoff the pubhc debt ThIS
has been carned out very successfully by a number of coun
trIes (most notably MeXICO) wmch Imposed a ngtd rule of not
usmg a smgle peso of the proceeds of pnvabzabon to cover
the fIscal defICIt, and devoted all of It to debt reducbon or
SImIlar operabons on stocks (balance sheet Items) rather than
flows (mcome and outlay Items) Followmg tlus type of rule
has, of course, a permanent mdrrect effect on the defICIt, be
cause as debt IS reduced, so too are the recurrmg costs of debt
serVIce

7 India must fmd the ways both to reduce greatly the SIze of ItS
vast bureaucracy and to change ItS atbtudes and ways of
tlunkmg Not only IS the IndIan bureaucracy large m relabon
to the country's labor force, It IS also a bureaucracy that IS ac
customed to Implemenbng the sort of restricbons and distor
bons that current econOmIC pohcy IS trymg to ehmInate It
seems qUIte natural that the changmg role of the bureaucracy
will lead to ItS bemg reduced very substanbally m SIze Tlus,
of course, will present major pohbcal challenges to whatever
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government attempts It But also very Important IS the need
to modIfy the attJ.tudes of the bureaucracy, trymg to teach
them how to be helpful to the process of real cost reducbon
rather than placmg arbItrary ImpedIments m ItS path Tlus
too will be a major challenge, for few thmgs are as dIffIcult as
changmg the mmd-set of a large collecbvity whIch has built
all ItS ethos and tradibons on a qUIte dIfferent way of thmk
mg

8 Atbtudes toward profIts, and toward busmess acbvity m
general, must also change If full advantage IS to be taken of
the move to moderruzabon and hberahzabon On my frrst
VISIt to IndIa m 1961-1962, I gathered the dISbnct ImpreSSIOn
that the IndIan SOCIety as a whole vIewed profIts as bemg
somehow Immoral It was "Immoral" for State enterpnses to
make hIgh profIts, even when they redounded to the benefIt
of the publIc hll It was even more Immoral for pnvate fIrms
to make hIgh profIts (thIS was reflected m the huge margmal
tax rates that were then applIed)

Now we should recogruze that there are CIrcumstances where
busmesses obtam "earnmgs" on the baSIS of outrIght decep
bon and fraud But the great bulk of profIts m market
onented econOmIes are not of thIs type ProfItS are prach
cally the fuel that dnves a market-onented enterpnse system
Successful mnovabons begm by makmg lots of money They
may or may not conbnue to make money as compebhon
anses from lffiltators of vanous kmds From the whole proc
ess, fIrst of mnovahon and then of dissemmabon, consumers
end up as the bIggest benefiCIanes

Take away or senously blunt the mcenhve of profItS and the
dnve to Innovate, to reduce real costs, IS sunultaneously un
paIred The end result IS less progress and less econOmIC
growth Somehow, the message should be brought to the
people of IndIa that profItS on the whole are not "taken
away" from somebody else, but are generated by the enbhes
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m queshon They are a reward reflechng the produchvity of
capItal and the fruIts of entrepreneursInp

It does not make sense to try to prolIferate the Idea that some
profIts are good wlule other profIts are bad ThIs prachcally
says to entrepreneurs to "go ahead and earn your profIt, but
then you will have to stand up before some authonty or other
and JustIfy that you really deserve them" Such an attItude IS
a kISS of death to entrepreneurIal mvenhveness and nsk
takmg m a modern market economy What you want to have
IS a set of clear rules and gUldelmes of busmess behaVIOr, and
so long as a busmess abIdes by these rules, there should be
no queshon of the legIhmacy of Its profIts

It IS probably true that an Important factor explammg why
certam countrIes developed before others IS that the early de
velopers learned early not to "second guess" the results of
the profIt system TIns IS the lesson that somehow has to be
absorbed mto the ethos of IndIa m order to take best advan
tage of ItS new, hberal, open-economy onentahon

9 IndIa and Chma are admrrably placed to be the grand wm
ners m the world econOmIC struggles of the commg years
ThIs advantage arIses preCIsely because they start out so far
behmd the others, and It will be enhanced to the extent that
they are able and wI1lmg to make the adjustments and adap
tahons needed to permIt them to compete and prosper m the
modern world economy

Let me mterrupt the mam flow of my narrahve here, to draw
a bIt on the experIence of the Uruted States and Western Europe
Few people reahze It, but perhaps the most Important fact diShn
guIShmg the past quarter-century from all others m Amencan
hIstory IS the fact that the average Amencan factory worker has
not expenenced a rIse m real mcome over thIs quarter-century
Moreover, If I were asked to make a guess as to what will happen
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for the next quarter-century, my answer would be that we should
probably expect more of the same

The explanahon of tlus experIence has not been that the US
economy has stagnated In fact, real GDP almost exactly doubled
from 1965 to 1990, wlule populahon rncreased by about 28 per
cent So per capIta real rncome has rncreased by almost two per
cent per year, but factory workers' real wages have stagnated
'Vhat has happened IS that the rnternahonahzahon of econOITI1C
relahons has brought great benefIt to the AmerIcan consumrng
pubhc, but that the producers of tradable goods have been beset
by compehhon from a host of new sources - TaIwan, Korea, Hong
Kong, Srngapore, Malaysia, Sparn, Greece, and Turkey Now we
face rn the next quarter century a host of new challenges - from
Indonesia, Thailand, Chrna, IndIa and others My hope for the
future of the AmerIcan economy IS that our consumers will con
hnue to benefIt and that our real rncome per capIta will conhnue
to rIse But If thIS happens rn a fashIon sImIlar to that of the past,
It IS unhkely that real wages (at least those of typIcal factory
workers) will be able to rIse SIgnIfIcantly

Pohhcally, the pIcture rn the Umted States will probably ITI1T

ror that of the debate over the NAFTA (North AmerIcan Free
Trade Area) treaty Here the Amencan consumer stood to benefIt,
whIle certarn groups of AmerIcan factory workers were threat
ened It IS to the credIt of the AmerIcan admInlstrahon that It
opted to back the general rnterests of 250 milllon consumers ver
sus the more speCIal rnterests of a mrnorIty of at most 5 or 10 per
cent of the labor force

The same forces of compehhon from abroad that have led to a
stagnahon of manufacturrng wages rn the Umted States have rn
Europe, I beheve, led to an rncrease rn the rate of unemployment
European workers have been less prone to accept accommodahng
wage adjustments than have Amencan workers Thus when they
are threatened by world-market compehhon, the adjustment
comes more on the SIde of quanhty rather than prIce
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I feel that the dynarmc process Just descnbed has been at
work m the world economy for at least a quarter century and that
it Will contmue mto the mdeflllite future Certamly, I hope tills is
the case, for It holds the best prospects for the future of the world
economy and for the welfare of humamty ThJ.s process has Slg
mfIcant consequences (as Just mdlcated) m the Uruted States and
Western Europe It also IS hkely to have consequences for rmddle
mcome countnes hke MeXICO, Argentma, Chlie, Turkey, and
Greece and even for Taiwan, Korea, Hong Kong and Smgapore
These econormes, WIth hopefully ralsmg real wages, will fmd
themselves constantly pressured by new, low-cost supphes com
mg from Chma, Indm, and other presently poor countnes, as
these countnes fmd the keys to managmg the transformahon and
moderruzahon of theIr econormes The bulk of the ffilddle-mcome
countries will be able to sustam nsmg real wages over the commg
decades, but not With the same ease as dId such early
mdustrlahzers as Tmwan, Korea, and Spam

Who stands to gam the most from the future scenano I am
envlsagmg? QuIte clearly, It IS Indm and Chma and any other
currently poor nahons that are able to accompany them down a
path of successful hberahzahon and moderruzahon The pIcture
of the future for India IS thus qUlte rosy, If only ItS government, ItS
pubhc and pnvate sectors, and itS bureaucrats and itS entrepre
neurs can Jomtly take the steps needed to pursue and complete
the process of econormc transformahon ThJ.s will reqUlre consid
erable pohhcal courage and no httle amount of sacnfIce by par
hcular groups at parhcular hmes But it is the best hope for the
future of India's economy and SOCiety, and one that the we can
expect over the decades to redound to the great benefIt of all ma
Jor groups and sectors
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Policy Reform and
Economic Growth:

Experience of the 19808

Anne 0 Krueger

Durmg the 1980s, "polIcy reform" became the centerpIece of
econonuc polIcy m a large number of developmg countrIes Just
as Import subshtubon was earlIer seen as the formula for eco
nonuc growth, so was polIcy reform seen m the 1980s Yet, a large
number of quesbons have been raIsed about polIcy reform There
IS nusunderstandmg as to what reform consIsts of, what It IS
mtended to accomplIsh, and how It IS related to econonuc growth
People are concerned about the consequences of reform for the
poor, and fear that reform may be mIIDlcal to growth

Because IndIa IS now engaged m her own reform program, It
seems worthwhile to examme these queshons, and reVIew the ex
penence WIth polIcy reform m a number of other developmg
countrIes A natural starhng pomt IS to ask why reform IS nec
essary or deSIrable Thereafter, I shall tum attenhon to the ques
hon of what polIcIes are reformed and how ThIs leads naturally
to the Issue of the problems that anse m the reform process whIch
are, of course, the focal pomt of the nusunderstandmgs con
cernmg the reform process Fmally, It will be useful to examme
the outcome of several successful reform programs to provIde an
mdIcahon of what can be accomplIshed when reforms are suc
cessfully carned through



Poltcy Reform and Economic Growth ExpeTlence ofthe 1980s

WHY REFORM?

An understandmg of the need for reform can only be
aclueved m the context of an apprecIabon of the learnmg about
development wluch has taken place over the past half century
Formulabon of econonuc development polIcy has had many
charactensbcs of "learnmg by domgll about It DecIsIOns m the
1980s to reform can, therefore, be best understood m the context
of thIs ongomg learnmg process, and a good starbng pomt IS WIth
the polICIes that were WIdely espoused m earlIer years

To a consIderable extent, econonuc development has been a
focal pomt of analySIS and of development polley only smce the
end of the Second World War When, at that bme, many coun
trIes' governments accepted the mandate to take responsIbility for
acluevmg rapId mcreases m lIvmg standards, the world appeared
dIvIded between the nch countrIes and the poor ones In addI
bon, pollcymakers had VIVId memones of the Great DepressIOn

The two phenomena, combmed WIth colomal memones, led
those concerned WIth development to be lughly SUSpICIOUS of
markets because of the ObVIOUS market failure of the 1930s ThIS
SuspICIOn was generalIzed mto a WIdely held VIew that many
econonuc acbVIbes (most notably agnculture) were undertaken
by mdlvlduals who were largely unresponsIve to mcenbves, and
who dId not alter therr behaVIOr m response to changes m
mcenbves SImultaneously, It was belIeved that poor countrIes
were poor because they had very low endowments of phYSICal
capItal per person Industrial acbvlty was VIewed as reqUlrmg
more capItal than agrIculture (where the bulk of econonuc acbvlty
took place m poor countrIes), and capItal accumulabon was seen
as essenbal to nsmg lIvmg standards Bemg mdustrialIzed was
also taken as bemg vutually synonymous WIth bemg nch From
the perspecbve of poor countrIes, there was also SUspICIon of the
mternabonal market not only had the Great DepressIOn prOVIded
dramabc illustrabon of the unrelIabIlIty and volablIty of these
markets, but It was generally belIeved that colomal powers had
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become rIch m part by mdustnahzmg wlule usmg colomes as
sources of raw matenals

Several polIcy prescnpbons emerged naturally from these
percepbons FIrst, It was felt that government should take a
leadmg role m fostermg econOmIC development and that some
form of econOmIC planmng would be necessary and deSIrable to
aclueve tlus I Second, there was a general dIstrust of markets and
so, consIstent WIth the fIrst prescnpbon and the VIew that many
were not responsIve to mcenbves, government regulabon of
pnvate econOmIC acbvity was deemed essenbal ThIrd, consIstent
WIth the perceIved deSIrability of mdustrIahzabon, It was gen
erally felt that mdustrml development should take place through
"Import subsbtubon,,2

Based on these VIews, Imbal development polIcy was very
s1ffi11ar m many countrIes Plans esbmated feaSIble levels of sav
mgs, foreIgn capItal (mostly offICIal) mflows, and hence, mvest
ment Esbmates of foreIgn exchange availability were also made
and were based on extrapolabons of export earmngs (because It
was thought that lIttle could be done to affect exports) and foreIgn
aId, and demand for foreIgn exchange formulated was SImIlarly
esbmated Smce, even m the esbmates (wluch were almost
always opbmIsbc relabve to outcomes) there was lIkely to be a
"shortfall" of foreIgn exchange, It was easy for polIcymakers to
deCIde that goods that could be domesbcally produced should not
be Imported

In many countrIes, these polICIes appeared successful m the
early years of development as mdustrml producbon grew rapIdly
(usually, however, from a faIrly small base) and strIdes m health,
educabon, and Infrastructure permItted faIrly rapId econOmIC

1At that bille, It was WIdely beheved that the then-SOvIet Uruon had
developed successfully through central plaruung

~heorehcalJushflCahon for thIS prescnphon was seen to he m the mfant
mdustryargument
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growth Over bme, however, growth tended to decelerate The
foreIgn exchange shortage became worse as resources were pulled
mto Import-competmg mdustnes, the mcremental output per umt
of capItal m new Import subshtubon mdustnes rose as "easy"
opporturuhes were exhausted fIrst, and produchvity m the
Import-subsbtubon mdustnes that had started earher faIled to
mcrease, m large part because of the absence of competItIon and
mcenhves for econOmIC effIcIency that were mherent to the Im
port prohIbItIOns of the trade regIme

WIth thiS decelerabon came occaSIOnal "foreign exchange
cnses,,3 And wIth those CrIses came "stabilIzahon programs"
normally m conJuncbon WIth fmancial support from the Inter
nahonal Monetary Fund (IMF) These programs typIcally mclud
ed nommal devaluahons whIch corrected at least m part the
overvaluahon that had resulted from the dlfferenhal m mflahon
rates between developmg countrIes and the mdustrIahzed coun
tries 4 Other polICIes were also adjusted However, the usual m
tent of the decisionmakers was to brmg about a correcbon m the
balance of payments, once It occurred, mcreases m foreIgn ex
change expendItures resumed, WIth consequent apparent "stop
go" cycles m econOmIC growth

At the same bme as these cycles were occurrmg, many de
velopmg countrIes - mcludmg IndIa - were notably successful m
raIsmg therr savmgs and thus therr mvestment rates These m-

3In Latm Amenca and some other developmg countrIes, "cnses" often
took the form of rapIdly acceleratmg trIple, and even quadruple, dIgIt
mflahon The causes and consequences were much the same as those
dIScussed here, but for purposes of exposihon and for applIcability to
India, the foreIgn exchange shmulus to crISIS IS the one dIScussed here

4Changes In the exchange rate had been resISted because of the desrre to
encourage Investment VIa "keepIng Imported capItal goods cheap" It
was not recogruzed that the total volume of capItal goods Imports was
constraIned by the availability of foreIgn exchange, which was reduced
through maIntenance of an unrealIShc exchange rates
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creases, however, were not matched by accelerated rates of eco
nonuc growth mdeed, the most notable feature of developmg
countrIes' econonuc growth rates unhl the early 1980s was that
theIr savmgs/mvestment rates had mcreased while theIr growth
rates had remamed statIonary or declmed 5 But that fact was at
least m part obscured by the cychcal nature of growth

Also m the course of development expenence, a great deal
was bemg learned about the Importance of mvestment m human
capital-I e, educatIon, trammg, health, and so on-as well as
mvestment m phYSIcal capItal The comphmentanty of these two
forms of mvestment was learned, as capital-mtensive mvestment
proJects were underuhhzed because of an mabllity to attract
qualIfIed SCIentIsts and engmeers, and as eVIdence of the hIgh rate
of return to human capItal mounted ASSOCIated WIth thIS came
the mcreased recogrutIon that people, even those WIth httle or no
educatIon m SubSIstence agrIculture, do respond to mcentIves,
and that when the mcentIves to mdiVIduals presented by the
control system dIffer from the regulatIons, enough people will
respond to mcentIves to make the econonuc costs of the regula
tIons severe

Wlule all of thIs was happenmg, a few developmg countrIes
abandoned pohCles of Import substItutIon and began to focus
theIr growth-onented pohcles on an "outer-onented" trade strat
egy To do thIs, dIfferentIal mcentIves m favor of Import substI
tutIon were removed, exporters were gIven ready access to
Imports of needed raw matenals, mtermedlate goods and capItal
goods, and a reahstIc exchange rate pohcy was estabhshed whIch
assured an adequate return on exports even If expendItures could
not be recouped for penods of SIX months or more

The "outer-onented" countrIes expenenced phenomenal
growth, well beyond what anyone had deemed pOSSIble earher
Korea achIeved an average annual rate of growth of real GDP of

5See World Bank (1984) for documentahon
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over 13 percent for the frrst decade after these polIcIes were m
place m 1963 Taiwan's growth rate was, If anythmg, slIghtly
higher, although TaIwan's change m polICIes started m the rmd
1950s Thus, by the end of the 1970s, It was eVIdent to all ob
servers that outer-onented growth had succeeded brIlliantly, at
least m the East ASIan"ngers" of Hong Kong, Smgapore, TaIwan,
and Korea

Some of the advantages of the outer-onented strategy were
eVIdent These mc1uded the mcreased compennon to which mdI
vIdual frrms were exposed and the (much) greater effICIency that
resulted therefrom, the ability to build factones to an econormc
SIZe, the expansIOn of low-cost fIrms for the mternanonal market
(mstead of bemg restrIcted to the scope of the domesnc market),
the abIlIty to adJust smoothly to shocks m the mternahonal econ
omy,6 and, of course, the abIlIty to purchase from abroad those
goods and serVIces which were, for whatever reasons, not pro
dUCIble domesncally at reasonable cost

By the end of the 1970s, these advantages were farrly well
recogrnzed, but It was the debt cnSIS of the early 1980s that
completed the lessons that needed to be learned The successful
East ASian econormes, which had debtjGDP ranos as hIgh as
those of most other developmg countrIes, were able to rapIdly
adJust and resume growth, while many other developmg coun
trIes found therr growth halted as they were unable to servIce
theIr debt 7 It was then that It came to be recogrnzed that the

6Theorehcally, countnes followrng, Import-subsbtubon approach should
have been less "dependent" on Imports and thus better able to cope
when fIrst the Oll pnce mcreased, and then other shocks, took place
Irorucally, the "foreIgn exchange shortages" that accomparued Import
subsbtubon meant that those few Imports that were permItted were
generally "essenhals" such as Oll, pharmaceubcals, and producers'
goods As such, reduced foreIgn exchange avallability translated qUIckly
mto reduced rnputs for factones

7Yet a thrrd group of countrIes, rncludmg IndIa, were able to aVOId

64



Pollcy Reform and Economic Growth Experience ofthe 1980s

1/stop-go" cycles were much more than that In most countrIes,
there had been a tendency for defICIts of state-owned enterprIses
(SOEs) to mcrease over tIme and for publIc sector expendItures to
mcrease more rapIdly than revenues, for the meffICIency of hIgh
cost, protected pnvate frrms to mcrease over tIme, and, m general,
for the excesses of government controls over econOmIC achvity to
mount as smugglmg, undermvOlcmg, underground econOmIes,
and other achVIhes sprang up

While at frrst It was thought that the debt CrISIS was a reflec
hon of the dIffIculhes of the early 1980s, It rapIdly became clear
that the failure of many econOmIes to resume growth was more a
reflechon of therr mappropnate overall econOffilC pohcy stance
than of the severe receSSIOn of the early 1980s (whIch had trIg
gered the cnsIs) Thereafter, as reformmg countrIes began per
formmg systemahcally better than those retammg therr earlIer
pohCIes, It was generally recogmzed that "polIcy reform" would
enable more sahsfactory growth performances

WHAT IS POLICY REFORM?

When the frrst polIcy reform efforts were undertaken, they
were deCIded upon usually by small groups of technocrats, often
workmg m cnsis or near-CrISIS condihons, WIth lIttle benefIt of ex
penence m formulahng therr programs They knew that eXIshng
pohcles had faIled, that there was a cnsis on therr hands, and that
somethmg had to be done EconOmIC theory prOVIdes qUIte a bIt
of guIdance as to the deSIrable set of econOmIC pohCIes, but It IS of
lIttle help m charhng out a roadmap of how to move from eXlst
mg polICies to the ultImately-desIred ones WIth as much gam as
pOSSIble and as lIttle dIscomfort

borrowmg to sustam theIr growth rate at least up to the 1980s As such,
they were not as adversely affected by the events of the early 1980s as
were the large debtors, but the pnce they paId was lower growth m the
1960s and 1970s
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Over hIne, however, expenence WIth reform has mcreased,
and researchers have had an opporturuty to study dIfferent re
form programs and therr outcomes 8 By now, there have been
enough reform efforts-successful, parbally successful, and
unsuccessful- and analysIs of these efforts has provIded some
mSlghts It IS useful to start by sketchmg those aspects of reform
programs about whIch there 15 farrly general agreement There
after, I turn attenbon to some troublesome Issues on whIch there
remam many quesbons

A frrst pomt concerns what IS meant by polIcy reform Mark
Twam, the Amencan humonst, IS often quoted as havmg saId that
qUIlling smokmg was easy, he had done It many hInes' PolIcy
reform would be equally easy If nammg a set of econormc
"reform" decrees were by Itself suffIcIent to do the Job Indeed,
Brazil has had thIrteen "econormc polIcy reform" programs (and
fIve new currenCIes) smce 19861 The mam obJecbve of the frrst
cruzado plan was to reduce the rate of mflabon, whIch was then
runnmg at an annual rate m trIple dIgIts The most recent reform
program was launched when mflabon was runnmg at an annual
rate m quadruple dIgIts I To take yet another example, m the early
1960s, the Egypban authonbes were confronted WIth a shortage
of foreIgn exchange and approached the Internabonal Monetary
Fund (IMF) for aSSIstance The IMF was unwIlhng to support the
Egypbans unless they changed some of therr polICIes, mdudmg
the exchange rate However, the Egypbans desperately needed
support, but dId not want to change the exchange rate Fmally,
they reluctantly agreed to do so Subsequent analySIS, however,
showed that the Egypban authonbes had SImultaneously
removed tanffs and other surcharges on Imports and Imposed a
tax on exports, so that the 1/effecbve nommal exchange rate" was
vrrtually unaltered (Hansen 1976)

8See, for example, Bates and Krueger (1993)
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Thus, slllply callmg somethIng a "reform" effort does not
make It one SometIIDes, the authonbes are genume m theIr de
SIre to undertake reform, but suffIcIently pohbcally constramed to
be able to make the necessary changes, and end up announcmg
"reforms" whIch stand httle, If any, chance of success On other
occasIOns, the authonbes may be genumely COmmItted at the start
of a reform program, but Withdraw theIr support m the face of
opposibon or of IDlbal econOmIC performance that IS less sabs
factory than had been anbClpated

A second pomt whICh seems uruversal concerns IDlbal
condibons There have been two common charactensbcs at the
outset of most senous reform programs FIrst, there had devel
oped a nabonal consensus that the old polICIes were no longer
workmg Second, most polIcymakers and Informed cIbzenry
perceIved that there IS an economIc cnsIs, sometIIDes m the form
of an accelerabng mflabon rate and sometIIDes m terms of
balance-of-payments dIfficulbes (as, for example, bemg unable to
serVIce debts) OccasIOnally, the cnsis IS perceIved as COnsISbng
of very poor prospects for econOmIC growth 9 In Turkey m 1980,
for example, there was a foreIgn exchange cnSIS so that m mId
wmter m a cold country, there was lIttle heat (and none even m
the ParlIament BUlldmg) and lIttle petrol and mflabon was nsmg
to an annual rate m excess of 100 percent However, that had
happened twIce before m Turkey and m 1980 there emerged a
consensus that there was no pomt m SImply repeabng the mea
sures that had been taken earlIer 10 In MeXICO, It was not the debt
CrISIS of 1982 whIch prompted reforms, but the failure of growth
to resume by 1985 that brought the reahzabon that a CrISIS was at
hand and somethIng had to change

9Tlus seems to have been the mobvabon underlymg Korea's econOIDlC
reforms of 1960-1963, after the Amencan authonbes announced that
future aId levels would dlIDIDlSh

I°Those measures had been the claSSIC elements of IMF 5tabillzabon
Programs
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A tlurd generahzatIon about reform IS that, If It IS to be suc
cessful m shmulahng more satIsfactory econOmIC growth, It must
be an ongomg process IrutIal reforms can, and usually do, brmg
some benefIts (albeIt often WIth a lag), but sustammg econOmIC
growth at a satIsfactory rate normally entails a senes of reforms
whIch brmg about mcreasmgly effIcIent functIonmg of a vanety
of markets and dehvery of Infrastructure serVIces Korea IS sbll m
the process of hberahzmg fmancIaI markets and capItal flows, to
name Just two areas where reforms conhnue Moreover, there
have been reforms m pubhc fmance, m the tax structure, m
regulatIons governmg eqUIty transactIons, and a host of other
areas smce the early 1960s Even mdustrIahzed countrIes con
hnue to reform the deregulatIon of US arrlmes and of fmancIaI
markets m the US, Europe, and Japan are but recent Instances

The fourth generahzatIon concerns the pohcy domaIns, m
whIch actIon IS normally requrred farrly early m the reform pro
cess Although reform IS ongomg, there are some Issues that must
be addressed early m the reform process If It IS to have a chance of
long-run success These mc1ude changes to make sure that the
overall macroeconOmICS framework (mc1udmg the nommal
exchange rate, monetary and fIscal pohcy, mterest rate pohcy, and
the foreIgn trade regIme) can be condUCIve to growth currently
and prospectIvely, and the correctIon of any other underlymg
major dIstortIons

Almost all reform efforts have begun at a hme when pubhc
sector expendItures were well m excess of revenues, WIth conse
quent mflatIonary pressures (or, less frequently, offsettIng large
scale foreIgn borrowmg) Although few reformers have ever
attempted lilltIally to reduce the pubhc sector defICIt to zero,l1
there must be a suffICIently large reductIon m the prospectIve

Urn SItuatIons of hypermflatIon, such cuts have been undertaken The
BolIVIan reforms of 1984 entailed such a drastIc cut, but the mflatIon rate
at the start of reforms was 40,000 percent per annum'
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defIcIt to persuade people that the reforms are "serIous 11 Nor
mally, the lllihal reduchon must be accomphshed almost entIrely
by reduced pubhc sector expendItures rncreasrng revenues IS
largely a matter of alterrng the tax structure and usually requIres
hIDe for parhament to debate and deCIde upon new laws
SomehIDes, defICIts of SOEs can be rapIdly reduced by rncreasrng
the prIces of the goods and servIces they sell 12 Tax reform, whIch
normally means broadenrng the tax base whIle reducrng the
dlsrncenhve effects of hIgh tax rates, normally comes later rn the
reform process Even on the expendIture SIde, lllihal reduchons
tend to be made rn places where It IS easIest to reduce
expendItures qUIckly genurne reform requIres a careful vettrng of
expendIture programs, to rnsure that pubhc sector expendItures
are effICIently allocated ThIs latter IS a task that takes a consId
erable length of hIDe, but IS essenhal If adequate rnfrastructure IS
to be made available to permIt more rapId econOmIC growth
whIch IS, after all, an obJechve of reform efforts

The nomrnal exchange rate rnvarIably requIres adjustment rn
the lllihal stages of reform ThIs IS both because a prIor unreahs
hc exchange rate normally rnduces speculahve capItal outflows,
and because a reahshc exchange rate IS essenhal If there IS to be
any hope of alterrng rncenhves to encourage a more rapId growth
of exports and structural change rn the economy

Frnally, as already menhoned, rn some Instances, one or more
deep-seated distorhons must be addressed If there IS to be hope

12In Turkey m 1958, once-and-for all mcreases m the goods sold by State
economIC enterprISes elImmated almost all mflahonary pressure WIthm a
penod of several months, and llttle else had to be done to restore fIscal
balance In some mstances, one or more SOEs account for a suffICIently
large frachon of the overall defICIt that somethmg must be done to
correct It If reforms are to have any chance of success ThIS was WIdely
belleved to be the case m the DOmmIcan Republlc m the early 1980s,
when one SOE alone was mcurrmg a defICIt reported to be m excess of 10
percent of GDP
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for reform The case of the Domnucan Repubhc was already
menboned In other cases, pohcles toward other markets-m
c1udmg hIghly unreahsbc mmImum wage legIslabon, heavy agn
cultural SubsIdIes, and huge credIt SubsIdIes - have been enor
mously costly, and reform could not even have begun had they
not been addressed Issues such as these are, of course, country
specIfIc and I shall not dISCUSS them any further except to note
that It IS mcumbent upon economIsts assocIated WIth a reform
program to undertake suffICIent analysIs of econOmIC pohCles and
therr funcbonmg to IdentIfy any large bottlenecks whose eXIS
tence makes prospects for reform bleak

To varymg degrees, each of these "essenbal lllibal compo
nents" of a reform pohcy package was present m earher IMF
StabIhzabon Programs The dIfference, starbng m the 1980s, IS
that these measures are seen as preludes to fundamental shIfts m
the relabonshIp between government and the pnvate sector m
econOmIC growth, where earher stabIhzabon programs were seen
as complebng a necessary short-term adJustment

When the mtent IS to alter the structure of government
busmess relabons, even the lllibal steps must go further Irubal
changes m fmal balance, m the nommal exchange and mterest
rates, and m other key pohcy vanables must be undertaken m a
way that convmces most people that the new ahgnment of
mcenbves and rewards IS not a transItOry one Thus, constramts
and regulabons governmg pnvate sector acbvity need to be re
moved, WIth appropnate generahzed mcenbves replacmg them
Measures must be taken to mcrease the effICIency of pubhc sector
expendItures, whIle SImultaneously movmg further toward fIscal
balance and amendmg the tax structure to remove distorbons and
broaden the revenue base Not only IS a change m the nommal
exchange rate normally essenbal m the early stages of reform, but
a mechamsm needs to be found to mamtam that exchange rate m
real terms In fact, It IS essenbal not only that the exchange rate be
reahsbc, but that exporters are confIdent that It can remam so
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The way tlus IS most frequently done IS by mtroducmg a crawlmg
peg so that the authonbes frequently make small adjustments m
the nommal rate to take mto account any dIfferences m the rates
of pnce mcrease between theIr country and that of theIr major
tradmg partners Alternabve means for acluevmg the same ob
Jecbve can mclude perffiltbng the exchange rate to float and
mamtammg pnce level stability

It was already menboned that lffiport prolubibOns have to be
removed and lugh tarIffs reduced ThIs need not happen lllibally,
but If the mtent IS to shIft the country's development strategy
from rehance on mner-onented mecharusms to an outer-onented
one, agam the lllibal sIgnals must be very clear and enough must
be done to convmce those who are decIdmg on how to allocate
resources that the rewards for exporbng are permanently m
creased Indeed, If busmessmen are at all skepbcal about the
prognOSIS for the reform effort, It IS a near certamty that they will
not change theIr behaVIOr slffiply because of an announcement
that reforms are commg Enough must be done to persuade ob
servers that the reforms are senous and will last

Indeed, to mcrease the relabve return to producmg export
ables, It IS deSIrable to mcrease the pnce of foreIgn exchange (and
assure that the new relabve return will endure) wlule slffiulta
neously reducmg lugh tarIffs and ehmInabng lffiport prolubI
bons 13 ThIs process need not be completed m the lllibal stages of
reform, but suffICIent lllibal steps must be taken so that
decisionmakers withm the economy are persuaded that the new
and altered mcenbve structure will persIst Moreover, there IS
less pam m removal of Import prolubibons and tarIff reducbons
when they are accomparued by an mcrease m the real exchange

13At a mmunum, from the begmnmg of a reform program, exporters
need to be able to obtam any desrred mputs from abroad WlthOut delay
or unnecessary paperwork If the reform program meets WIth IDlhal
success, further hberahzahon of the lffiport reglme must take place, but It
need not all be m the IDlhal stage
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rate than when they are undertaken at a gIven real rate The
argument for removmg quanbtabve restncbons on Imports and
for lowermg tanffs m the early stages of a reform program IS
therefore compellmg 14

Another area where acbon IS generally deSIrable IS m the
fmancml markets, parbcularly WIth regard to mterest rates As
part of the effort to have government IIguIdance" of econOmIC
acbvlty m earher development strategies, nommal mterest rates
were kept low and credIt was effecbvely raboned In many coun
trIes, low nommal mterest rates made borrowmg very profItable,
as real mterest rates were negabve Although reform need not
necessarIly entail lffiffiedmte moves to market-dearmg mterest
rates, all successful reform programs have entailed the ralsmg of
nommal mterest rates to at least equal the rate of mflabon ThIs
seems to be deSIrable because It prevents the most wasteful use of
scarce resources negabve real mterest rates make almost any
borrowmg attracbve, and Insurmg that borrowers must repay at
least what they borrowed m real terms appears to cut out some

15excesses

Once these lllibal reforms are undertaken, a successful pro
gram wIll entail conbnumg changes m a number of markets
Exactly whIch markets are affected vanes consIderably between

14nmay be noted that, to the extent that reductIon of mflatIon 15 a major
obJechve of a reform effort, reduchon m tanffs and removal of
quanhtahve restnchons early m the program helps m achIevmg that
obJechve
15Most reform programs have been followed by sIgmfIcant mcreases m
savmgs rates It 15 not clear whether these are a funchon of the lugher
real return to savmgs that becomes possIble when banks can charge
hIgher rates on theIr lendmg, or whether hIgher savmgs 15 a functIon of a
more rapId rate of economIC growth Nonetheless, the changes can be
spectacular In the Korean case, for example, nahonal savmgs was less
than 2 percent of GDP m the late 1950 and rose to over 30 percent of GDP
by the 19805
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countrIes, dependrng on the pohcles rn place at the start of the
reform process In most countrIes, contrnued lowerrng of tarIffs
and moves toward a more open trade regtrne are an Important
part of the process Tax reform, as already menboned, has often
played a SIgnIfIcant role In Turkey, for example, reforms began
rn 1980 and all quanbtabve restricbons on Imports were removed
by 1983, a major tax reform was Implemented at the begrnnrng of
1985, as a value added tax was rntroduced

In many countrIes, the earher set of pohcles resulted rn a
major bIas agarnst agnculture In those cases reducbon or re
moval of that biaS has been an Important component of reforms
To some extent, that removal happens SImply by a move to a
more reahsbc real exchange rate (because many agncultural com
modibes are exportable and the world pnce, translated through
the exchange rate, determrnes the domesbc pnce) In ChIle, for
example, once reforms were under way, fresh frUlts and veg
etables became major crops and exports grew rapIdly Earher,
these crops had not been suffICIently profItable Rural rncomes
grew not only because of drrect farm employment opportumbes,
but also because of off-farm employment rn processrng, packag
rng, and shIppmg of agrIcultural exports

Both m agrIculture and rn other sectors, pohcymakers
contemplatrng reform have been confronted WIth a vanety of
subSIdIes, pnce controls, and other government-mandated pohc
Ies affectrng mcenbves to pnvate producers and consumers
Often, subSIdIes have been suffICIently large that they have had to
be reduced SImply because of therr fIscal Impact Even when they
are not that large, both SubSIdIes and prIce controls usually have
suffICIently large dlstorbonary effects on rncenbves that therr
removal IS desrrable on econOmIC effICIency grounds In many
cases, SubSIdIes that were lTIlbally mtended to support parbcular
groups (such as the very poor) have been extended over bme to
the pomt where the mam benefICIarIeS are not those ongmally
mtended In many mstances, targeted selecbve SubSIdIes can be
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used to replace the more general ones WIth mcreases m econOmIC
effIcIency and more support for the mtended beneflclanes

In some countrIes, regulatIons and laws (or umon power)
have resulted m hIgh labor costs relatIve to labor productIVIty
Somehmes the costs are dIrect wages Somehmes, however, there
are mduect costs, such as socIal msurance taxes or reqUIrements
that employers proVIde housmg or trammg SometImes, too,
regulatIons prevenhng dIsmIssal of workers makes the employ
ment of addItIonal labor a long-term COmmItment RegulatIons
such as these proVIde a strong mcentIve to substItute capItal for
labor, and often need attentIon durmg reform programs In ChIle,
for example, employment began expandmg rapIdly only after a
regulatIon gIvmg workers hfebme securIty after they had been m
a Job for SIX months was removed In Papua New Gumea, the real
wage was mdexed at a level more than three bmes that of the
Philippmes (although there was no eVIdence that Papua New
Gumea workers were more productIve than theIr Philippme
counterparts and transport costs are hIgher m Papua New
Gumea) Even a reahstIc exchange rate and stable macro
econOmICS pohcy failed to mduce mvestment m any sIgmficant
manufacturmg actIVItIes while that regulatIon was m effect

AttentIon to pubhc sector enterprIses also becomes Important
as the reform process conhnues ReductIon or ehmmatIon of defI
CItS, WIth theIr dram on pubhc resources, IS one obJectIve, but so
too IS more effICIent operatIon In some countrIes, ImpOSItIon of
rules regulahng the extent of SOE access to central bank credIts
has been benefIcIal In some cases, efforts at prIvatIzatIon have
been successful The econOmIC pohcy team m MeXICO has pIO
neered m successfully prIvatIzmg a large number of former SOEs
WIth consequent benefIt for theIr operatIon and for the pubhc
budget

In many countrIes, It was Important to mtroduce domestIc
competItIon For SOEs, thIs can happen by removmg restrIctIons
on prIvate entry For example, m some countrIes prIvate market-
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mg of some goods has been prolubited, and removal of that
prolubitIon has resulted m sIgnllicantly more effICIent dIstnbu
tIon SometImes, for both SOEs and pnvate fIrms, mtroducmg
competItIon IS easily aclueved by removmg Import prolubitIons

The sluft m emphasIs of pubhc expendItures over tIme has
already been mentIoned Often, mcreased resources are deSIrable
for educatIon, especIally at the prImary and secondary level
Then, too, many reform programs have been started after years of
neglect of mfrastructure mamtenance and rehabilitatIon of roads,
ports, and other facIhtIes are often VItal And attentIon to the
quahty and availabilIty of transport, commumcatIons, and power
IS essentIal to support more rapId econOmIC growth

It needs to be repeated that not all countrIes' economIc SItua
tIon at the outset of reform are the same, and the Issues wluch
reqUIre urgent attentIon, and wluch have the lughest payoff, dIf
fer Nonetheless, most analysts would CIte the pohCles mdicated
above as bemg among the most fre-quent requrrmg reform
Table 1 proVIdes an mdicatIon of the sectors covered m a number
of countrIes' reform programs As can be seen, most countrIes
have undertaken measures pertammg to a WIde varIety of sectors
In successful cases, the reforms have generally contInued over
tIme, ultImately WIth extensIve changes m the nature of
government-busmess relatIons

PROBLEMS THAT ARISE IN THE REFORM PROCESS

If reforms were straightforward and guaranteed to dehver
Immediate benefIts to all, It would already have been undertaken
everywhere In fact, there are a number of problems aSSOCiated
WIth reforms that mevitably make the process a dIffIcult one
Although some reform programs have been more pamful and less
successful than they mIght otherWIse be because pohcymakers
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Table 1 Components of Reform Programs of Selected CountrIes

Components Turkey, 1980 Chile, 1973 Korea, 1960 MeXICo, 1986

Exchange Rate Change? Imhal Imhal Imhal Imhal

ProvISIon to Mamtam Real Imhal In mId-1985 Imhal Not yet

Exchange Rate to Exporters

Remove QRs on Imports After 3 years Inihal After 3 years After 1 year

Labor Market Not yet 1977 Free market Not yet

Fmancial Deregulahon ExtensIve ExtensIve Gradual Ongomg

PosIhve Real Rates? Yes, from start Yes By 1964 By 1988

Pnvahzahon LIttle to date Yes, early Not much Yes, extensIve

FIScal DefIcIt Reduced? Yes, unttl1985 Yes Yes Yes

Debt Reschedulmg? 1980 Yes No EarlIer, but

debt problem
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made key IIUstakes,I6 some problems are mherent m the process
Itself

FIrst, and perhaps most Important, earher pohCIes build up
groups WIth a vested mterest m the contmuatIon of those pohcles
ConsIder, for example, the busmessman who bUIlds a factory
under Import substitution, behevmg that he will receIve protec
tion from mternatIonal competition Removal of Import prohIbI
tions and tarIffs IS, for hIm, a senous problem When Import
substitution pohCIes have been m effect for decades, the extent of
OppOSItion to reforms and support for perpetuatIon of the Import
substitutIon regIme IS large

To a conSIderable degree, entrepreneurs are able to adJust to
altered mcentIves WIth much less dIffIculty than they antICIpate
Some dIscover that the availabilIty of an Imported mput reduces
theIr costs by more than what they lose through lower protectIon
Others are able to narrow theIr product hne and focus theIr actIVI
tIes on goods that they produce cheaply enough to compete m
mternatIonal markets Nonetheless, the whole pomt of altermg
mcentIves IS to spur mcreased econoIIUC effICIency, and that re
qUIres change and adaptatIon on the part of producers They are
naturally reSIstant of the process, m part because It IS unknown

In MeXICO, for example, a busmessman whose factory pro
duced refngerators for the domestIc market was one of the
leadmg opponents of MeXICO's reforms MeXIcan refngerators
were WIdely beheved to be unable to compete WIth foreIgn ones
Once trade hberahzatIon took place, however, the refngerator
producer dIscovered that he could Import compressors Earher,

I6A claSSIC example IS Chile In late 1970, the government deCIded to
prefIX the exchange rate In an effort to control rnflabon But rnflabon

conbnued and the real exchange rate consequently became Increasrngly
overvalued rn the next three years FInally a change In polICIes was
undertaken It can be argued that ChIle's reform process took three years
longer to delIver results than It would have WIthout the "prefIX
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domestIcally-manufactured compressors, wmch had a short hie
expectancy and requued frequent replacement had been used
Once the unported compressors were used, the busmessman was
able not only to compete WIth unports m MeXICO, but also to
export Indeed, today, that fum accounts for a SIZable share of the
U S market m apartment-sIZed refrIgerators

In addlbon to polIbcal opposlbon, however, there IS another
1/attItudmal" problem That IS, what IS bemg attempted IS a thor
ough change m the structure of mcentIves In part because there
IS bound to be polItIcal oppOSItIon, but m part by the nature of
CIrcumstances m whIch reform IS undertaken, there IS bound to be
uncertamty as to whether the reforms will be successful 17 ThIs
Issue has come to be termed the "credlbility" Issue m the lItera
ture In order for reforms to succeed, It IS unperatIve that they be
"credlble", that IS, that market partICIpants belIeve that they are
permanent Durmg the perIod of uncertamty, those econorruc
actIVItIes, such as Import substItutIon, for whIch mcentIves are
reduced will clearly declme untIl people are confIdent that the
new mcentIve structure will perSIst However, they will be reluc
tant to mvest m actIVItIes whIch are newly profItable

The upshot IS very lIkely to be a perIod durmg whIch eco
norruc actIVIty IS eIther dechnmg or growmg very slowly 18

Doubts among those unemployed or concerned about theIr fu
ture, combmed WIth the oppOSItIon of the vested mterests that
grew up around the old mcentIves, mcrease polItIcal oppOSItIon to
the reforms That oppOSItIon, m turn, reduces the credIbilIty of
the reforms, WhICh then mcrease the duratIon and mtenslty of the
slowdown m econorruc actIVIty, further underrrunmg credIbility

17ThIS uncertarnty IS all the greater, the greater the number of past failed
reform program
18In some countrIes, the rncreased availability of Imports, a good har
vest, or rapId change rn expectatIons has meant that there was no such
pause Those expenences are the exceptIons, rather than the rule, how
ever
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The danger here, of course, IS that If the slowdown IS suffI
CIently protracted, opposibon will mount to the pomt where the
lllibal reforms are reversed or the process IS halted ThIs perIod
when reforms seem to hang m the balance has been encountered
m almost all countrIes undertakmg reform All that reformers can
do IS to move as rapIdly and decIsIvely as possIble to make the
returns to those who do beheve m the new mcenbves as attracbve
as possIble and to make the reforms as credIble as possIble The
Issue IS most acute m countrIes WIth prIor hIstOrIes of failed
reform programs, such as Brazil 19

Another Issue whIch has been frequently raIsed has been the
quesbon of the "bmmg and sequencmg" of reforms Here, the
quesbons are how fast changes should be made and the order m
whIch hberahzabon measures and other changes should be made
The bmmg Issue IS closely related to the credIbility Issue that was
Just dIscussed Proponents of "gradual" reform have argued that
the disiocabons and pams of reforms may be eased by movmg
slowly While that may be true If credIbIhty IS not affected, grad
ual reforms gIVe bIDe for the opposihon to mount, and may give
the appearance of heSItancy on the part of the reformers As
experIence With reforms has accumulated, the argument for gomg
fast appears to be stronger On one hand, there are experIences
such as that of the Pohsh, where a "big bang" seems to have
provIded more Immediate results With no greater dIscomfort than
have some of the slower reforms of other Eastern European
countrIes On the other hand, a number of pronounced programs
have had to be abandoned m the face of opposibon 20

19However, even countrIes that have successfully earned out reforms,
such as Chile and Turkey, had earlIer epISodes-Turkey m 1977 and 1978
and Chile m 1956-1957 and 1958-1959 It IS often forgotten that Spam's
spectacularly successful reforms of 1958-1959 were preceded by a failed
reform attempt m 1957

20In 1977, the Argentme authonbes announced a fIve-year program for
the reducbon of tarIffs They managed only to complete the fIrst two
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It has already been pomted out that reforms cannot, m any
event, all be undertaken at once Tax reform, pnonbzmg and
streamlmmg pubhc expendItures, restructurmg or pnvabzmg of
SOEs, and a number of other measures mevltably take bme That
much saId, however, the weIght of the eVIdence IS mcreasmgly on
the SIde of haste, speedmg up the bme (and the number of new
acbvlbes) at whIch people behevmg m the sustamabllity of re
forms fmd It profItable to allocate resources based on the new
mcenbve structure appears to be the Important conslderabon m
ffiilllffilzmg adjustments costs

The sequencmg Issue IS a httle dIfferent It has already been
seen that some Inlbal measures need to be taken qUIckly, and that
some take bme Early analyses of reform programs, however,
asked a more general quesbon as to whether some markets (for
example, the labor market) needed to be well-funcbonmg before
others (for example, trade hberahzabon) should be reformed
Some have quesboned whether there IS any pomt m openmg up
to foreIgn trade If domesbc mflabon IS unabated

There IS not a unIversal consensus on these Issues There
have been a number of countrIes whIch have hberahzed m theIr
trade account before mflabon was well under control (Korea ill

1960, Poland m 1991, Turkey m 1980, and ChIle), and as long as
measures are taken to reduce the SIZe of prospecbve fIscal defICIts,
It would appear that there can be benefIts from trade hberal
Izabon 21 To be sure, those benefIts will be greater the less the
excess demand m the domesbc economy, but It seems clear none
theless that benefIts accrue

To date, there are no Instances documented m whIch a goods
market was hberahzed "too soon" On the factor market SIde,

years before 0pposlhon led to abandonment of the program

21Indeed, InSofar as It takes hme for busrnessmen to develop contacts rn
foreIgn markets and to start exporhng, there are strong reasons for
provIdmg mcenhves to get started as soon as pOSSIble
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there appears to be a growmg consensus that It makes httle sense
to open the capItal account before hberahzmg current-account
transachons, although restnchons governmg foreIgn dIrect
mvestment and other long-term capItal mflows can generally be
relaxed m the early stages of reform

In general, pohhcal constramts on reformers are normally
suffIcIently great that they would be well advIsed to move as
rapIdly as pOSSIble, and to hberahze whatever markets they can
Wlule there are occaSIOnally "bottleneck" sectors, there IS no eVI
dence that hberahzahon of other sectors has harmed econOmIes
only that benefIts have not been forthcommg as they IDlght have
m the absence of those "bottlenecks" The argument for proceed
mg IS that, once the bottleneck IS removed m the future, there will
be larger benefIts from the reform

Tlus leads to the last cnhCIsm of reform programs that IS fre
quently heard that It IS harmful for the poor It IS certamly true
that reduchon or elunmahon of some welfare transfer programs IS
mevitable when these have become hIgh-cost large drams on
pubhc sector fmances HIgh-cost welfare programs, however, are
often dIscovered to have a large component of waste As such, It
IS often pOSSIble to fmd low-cost subshtute programs whIch de
hver as much, If not more, to the poor at lower cost than the
earher ones

Moreover, the greatest Vichms of slow growth are the poor It
IS they who stand to gam most WIth new Jobs, better terms of
trade for agrIculture, and the other changes that reform can brmg
The benefICIarIes of the old lIDport-subshtuhon, mner-onented
pohcles are those who oppose reform most vehemently They are
usually not only not poor, but are among the better-off m SOCIety,
haVIng profIted from the varIOUS proViSIOns of the old regune

The challenge, therefore, IS to fInd the means of targebng
programs for the poor who are genUInely adversely affected by
the removal of earher subSIdies ThIs can be done In a varIety of
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ways In Clule, a maternal-mfant care program (wluch also
provIded nutrIents for cluldren under the age of 2) and a
government-sponsored employment program for those seekmg
work turned out to be fauly low-cost and effective In Turkey, an
agreement was reached under wluch the uruons lost theu power
to strIke and mSIst on mcreases m real wages, but employers were
enJomed from dlsffilssmg workers for fIve years The result was
that employment dId not grow durmg the fIrst years of the up
swmg, but dIslocation appears to have been greatly reduced

Overall, If reformers can get through the penod of uncer
tamty to the pomt where most belIeve that the new mcentIve
structure IS permanently m place, the major challenge IS to mam
tam the momentum of reform WillIe Judgment has to be exer
CIsed as to the relative Importance of the next set of moves m
dIfferent aspects of econOmIC polIcy, It IS probably more Impor
tant to mamtam the perception of ongomg hberalIzatIon than It IS
to IdentIfy the preCIse order m whIch reforms "ought" to be
undertaken

EXPERIENCE OF SUCCESSFUL REFORMERS

I have already mentioned that uncertamty IS a major enemy
of successful reform people do not know how they will come out
and are naturally afraId of change Usually, as well, people ill
countrIes where econOmIC growth has been sluggish behmd hIgh
walls of protection for meffiCIent publIc and pnvate fIrms do not
belIeve that theu countrIes' economIes are capable of better eco
nOmIC performance Once that performance starts, however, po
lItical support for econOmIC reform begIns to illcrease If the re
form process perSIsts, the resultIng acceleration ill growth pro
VIdes more polItical support whIch, ill turn, permIts the reformers
to take further measures to Improve econOmIC performance, and a
vutuous cucle results
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To end tlus lecture, therefore, I want to concentrate for a few
moments on the outcomes of some successful reform programs
Before domg so, however, I should note one, often forgotten, phe
nomenon That IS that, strICtly speakIng, analysIs of the effects of
reform programs should be carned out by contrastmg the state of
the economy WIth what It would have been m the absence of
reform Such a contrast IS seldom made, and when reforms are
less than spectacular, or when econOmIC performance IS medIOcre,
there IS a tendency to regard that as 1/faIled" reform In fact, even
m InStances where reforms are less than spectacularly successful,
there IS good grounds for behevmg that econOmIC performance IS
better than It would have been m the absence of the attempt
Inflahon may not be sIgruhcantly reduced, but It may have failed
to contmue to accelerate, foreIgn exchange dIfhculhes may not
have ended, but Imbalances and disiocahons may be sigruficantly
reduced from what they were earher Perhaps the best Illustra
hon of thIs IS the expenence of Ghana That country's economy
was degeneratmg rapIdly m the early to mId-1980s cocoa pro
duchon was down to a small frachon of what It had been two
decades earher, the black market exchange rate was 900 hmes the
offICIal rate, real mcome per capIta had been fallmg an eshmated
2-3 percent per year, and government revenues were dechnmg
WIth the result that most pubhc serVIces were unattended Smce a
reform program started m 1984, Ghana's real average annual rate
of econOmIC growth has been around 5 percent There remam
many econOmIC problems and the reform was by no means
complete On the other hand, It seems clear that unless some
thmg had been done, econOmIC retrogressIOn would have con
tmued, thus, contrasted WIth a rate of dechne of 2-3 percent, a
posIhve 5 percent seems faIrly ImpreSSIve Judgmg Ghana's re
forms faIrly, therefore, IS not pOSSIble WIthout an eshmate of what
the alternahve would have been, and the same IS probably true of
many other countrIes where reforms have been less far-reachmg
than those of Turkey and ChIle, dIscussed below, but have none
theless yIelded consIderable benefIts
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When exammmg successful reforms, the countrIes that come
to everyone's mmd are TaIwan and Korea, two of the "ngers" of
East ASia that changed econOmIC pohcles m the mId-1950s and
early 1960s, respecnvely Partly because theIr stones are already
very well-known, and m part because so many observers beheve
that events of thIrty years ago may not have relevance to today's
problems, I choose mstead to focus on Chile and Turkey, two
countrIes whose reforms have been much more recent

Let me turn to Turkey fIrst Turkey had faIrly rapId growth
m the 1950s (Table 2), untIl mflanon and a balance-of-payments
cnSIS led to a stabIhzanon program m 1958 The cnSIS was mam
fest m a number of ways cnncally, however, Turkey had no
domesnc Oll and had already exhausted supphers' credIts By
August 1958, It became eVIdent that there would be no Oll or
petrol WIth wruch to harvest or transport the crops unless some
thmg was done The stabilizanon program allowed the resump
non of Imports, and prOVIded for fIscal and monetary restramt,
along WIth a major exchange rate reahgnment The program was
eVIdently successful real GDP rose 5 percent m the year follow
mg stabilizanon, mflanon fell from 25 percent to 5 percent, and
the defICIt m the current account was reduced to sustamable
levels There followed a decade of sansfactory growth (but not as
much as m the early 1950s) and then foreIgn exchange shortages
once agam began to mount In mId-1970 came a second major
stabIhzanon program, WhICh was agam followed by resumed
growth However, thIs growth was somewhat slower, and mfla
non accelerated after 1970 Turkey was hard rut by the Oll pnce
mcrease of 1973, but despIte the adverse shIft m her terms of trade
and rapId mflanon, the exchange rate was adjusted only parnally
and WIth lags By 1976, foreIgn exchange dIfficulnes and mflanon
were pronounced As can be seen m Table 2, the current account
defICIt was as large as Turkish exports m that year, although real
GDP had been growmg rapIdly Starhng m 1976, however,
growth began slowmg rapIdly, and averaged only 24 percent

84



Polley Reform and EconomIc Growth ExpeTlence ofthe 1980s

Table 2 EconomIc IndIcators for Turkey, 1976-1991

IndIcator 1976 1979 1982 1985 1988 1991

18 0 59 0 31 0 45 0 75 0

GDPm 1987
PrIces (tnlhons
of mas)

RealGDP
Growth (%)

Exports (US$ b)

Current Acc't
DefICIt (US$ b)

FIScal DefICIt
(% ofGDP)

Inflahon Rate
(Consumer
prIces)

Real Exch Rate
(1985 TL per $)

373

88

20

20

21

400

24

23

14

66

434

28

57

09

58

501 605 675

49 65 38

80 117 136

10 -16 -02

73 116 132

660

772

Source Internahonal Monetary Fund (1994)

over the next three years, Just slIghtly above the rate of growth of
populabon There were two stabilizabon programs negobated
WIth the IMF, but each was abandoned Withm a faIrly short
perIod of bme By 1980, once agam, the lack of foreIgn exchange
and exhausbon of all credIt lmes led to reducbons m output
levels many factOrIes were closed, bmldmgs remamed unheated
m a cold Anatolean wmter, and cars and trucks were Idle for lack
of petrol

In 1980, however, when a reform program was announced,
there was an underlymg consensus among most Turks that the
former econOmIC pohCles had failed and could no longer be rehed
upon as a development strategy In consequence, from the out
set, It was stated that the 1980 program was mtended to alter the
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fundamental structure of the TurkIsh economy In parhcular,
governmental controls were to be largely dISbanded WIth greater
relIance on markets and pnvate enterpnses to produce growth
Moreover, the Import-subshtuhon strategy whIch had been fol
lowed smce the early 1950s was to be abandoned m favor of an
outer-onented trade strategy In addihon, the prospechve fIscal
defIcIt (well over 10 percent of GDP, WIth large defIcIts mcurred
by state econOmIC enterprIses) was to be sharply curtailed The
results for the fIrst several years were not unlIke those of earlIer
programs The mflahon rate fell, and the current account of the
balance of payments Improved sharply Real GDP grew some
what more rapIdly than It had m the late 1970s, but not dramat
Ically However, exports more than doubled m the fIrst three
years of the program By the mId-1980s, Turkey's econOmIC
growth was accelerahng rapIdly, averagmg well over 6 percent
for the 1983-1992 penod ThIs growth was led by exports whIch
grew at an average annual rate m excess of 20 percent, mcreasmg
theIr share of GDP from a mere 5 percent m the late 1970s to over
20 percent by the late 1980s Moreover, the TurkIsh authonhes
mamtamed the real returns to exporters by permIthng a real
deprecIahon of the TurkIsh lrra In addihon, m the early years of
the program, the fIscal defICIts were reduced substanhally 22

Inflahon fell from Its peak rate of over 100 percent m 1980 to a low
of 31 percent m 1982 before It began accelerahng agam

In the TurkIsh case, mIcroeconOmICS reforms were also exten
SIve All quanhtahve restrlchons on Imports were removed, and
tanffs were lowered so that the hIghest tanff m the early 1990s
was 35 percent Barners to exports were removed and Imports of

~e numbers gIVen m Table 2 fau to take mto account the defICIts of
state economIC enterprISes whIch themselves were m excess of 6 percent
of GDP m 1980 They were reduced to less than 2 percent by 1985, and
rose thereafter If those defICIts are added to the central government
fIgures, the swmg m publIc fmance IS much more pronounced than IS
mdicated ill Table 2 For parhculars, see Krueger and Aktan (1992)
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goods used by exporters were penmtted automatIcally and duty
free The tax structure was reformed and the fmanclal system
greatly hberahzed The TurkIsh hra was rendered convertIble on
current account

The consequences were dramatIc As already mentIoned,
exports grew sharply, despIte the fact that the reforms started m
the early 1980s durmg the most severe worldWIde receSSIOn smce
the Second World War But the quahty and varIety of goods
available to domestIc consumers also Improved dramatIcally An
earher SUspICIon of busmessmen as mcompetent monopolIstIc
producers of low-quahty goods was replaced WIth a VIew of
TurkIsh busmessmen as competent exporters who cou1<.l meet
competItIon m mternatIonal markets

Turkey expenenced a decade of hIghly satIsfactory growth
followmg the illltIal reform penod, although fIscal dlsClphne was
not suffICIently adopted By the early 1990s, fIscal defICIts were
soarmg and mflatIon was acceleratIng In the wmter of 1994, an
mternatIonal ratIng serVIce downgraded Turkey's foreIgn debt,
and the government responded WIth another austenty program,
the results of wmch are not yet known

DespIte the unhappy-to-date endmg to the reform, the Turk
Ish economy was transformed durmg the decade of rapId growth
DespIte the challenges that remam, the TurkIsh economy IS much
better SItuated today to meet future challenges than It was four
teen years ago It stIll plans to enter mto the customs uruon WIth
the European Uruon as soon as the macroeconOmICS cnsIs IS
resolved

Whereas Turkey expenenced a rapId and dramatIc turn
around m econOmIC fortunes, but WIth mIcroeconomIcs success
and macro faIlure, ChIle's reforms were much slower to bear frUlt,
but when they dId, growth was dramatIc and sustamed (see
Table 3) It will be recalled that m 1973, General Pmochet suc
ceeded Salvador Allende as PreSIdent The mflatIon rate at that
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Table 3 CluIean Econoffilc IndIcators, 1973-1991

IndICator 1973 1976 1979 1982 1985 1988 1991

GDP 288 262 337 329 356 427 509

GDPGrowth 08 -30 88 -03 27 62 60
(%)

Exports (US$ b) 12 21 39 37 38 71 89

Current Acc't 03 -01 12 23 14 02 -01
DefIcIt (US$ b)

FIScal DefICIt 80 -14 -48 10 24 -02 -05
(% ofGDP)

Inflahon Rate na 1670 330 90 300 150 220
(Cons pnces)

RealEx Rate na 34 28 21 20 25 25
(1985 pesos
US$)

Source Internahonal Monetary Fund (1993)

hme was m the tnple dIgIts, export earrungs had fallen dras
hcally, and Imports and domeshc produchon were shrmkmg
Durmg the fIrst three years of Pmochet's rule, achVIhes that had
been nahonalIzed under Allende were pnvahzed, the fIscal defIcIt
was ehmmated (note that there was a surplus of 1 4 percent of
GDP by 1976), and the current account defIcIt was closed Real
econOffilC achvIty fell, however, from the mflahonary heIghts to
whIch It had nsen m 1972-1973 From 1976 to 1979, progress was
made as the real rate of growth exceeded 8 percent and mflahon
fell further (from 167 percent m 1976 to 33 percent m 1979) and
exports mcreased by more than 50 percent

However, deSIrOUS of really ehmmahng mflabon, the ChIlean
authonbes adopted the "pre-fIX" exchange rate Inflahon dId not
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ImmedIately fall, so the real exchange rate apprecIated ThJ.s pol
ICY lllistake would m any event have been costly, but C01TI1llg as It
dId at the same bme as fue second oIl pnce mcrease and fue
worldwIde receSSIOn, fue consequences were even more severe
In parbcular, fue pnce of copper fell sharply, but pnvate mter
nabonal lenders regarded ChIle as credltworfuy so fuat bor
rowmg, and hence total debt, mcreased As can be seen, the dol
lar value of export earnmgs m 1982 was below that m 1979 (m
part due to the much lower pnce of copper), and real GDP fell
from 1979 to 1982 It was not unbl1985, when the n01TI1llal ex
change rate was sIgmflcantly adjusted and other pohcles were
altered, fuat really sabsfactory growth resumed As can be seen,
exports vIrtually doubled between 1985 to 1988, real GDP growfu
was, as already menboned, m excess of 6 percent per year
Because ChIle's populabon growth rate IS very low, thIs trans
lated mto an average annual mcrease m per capIta mcome of more
than 5 percent It may be noted that ChIle's fIScal defICIt was
ehlTIlllated, and wlfu It, mflabonary pressures have been greatly
reduced The top tarIff rate IS now 10 percent, and fue economy
conbnues to grow rapIdly

The ChIlean government has conbnued wlfu reforms pen
SIon schemes have been pnvabzed, effICIency m ports has m
creased so much that Argenbne farmers now try to shIp fueIr
produce through ChIle, whereas ChIlean farmers used to shIp
through Argenbna, a law rescmdmg fue nght of workers Wifu
more fuan SIX monfus tenure to a permanent Job started a rapId
mcrease m employment, fue pohcy toward agrIculture has been
greatly rabonahzed, pubhc welfare programs have been reformed
to target fuem much more closely to needy groups, and fmancml
markets have been gradually hberahzed Thus, ill contrast to Tur
key, Clule's econonuc prospects appear to be good there IS no
obvIOUS ImpedIment to contInued growth at rapId rates over the
next several years _
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For Clule and Turkey and all other countrIes that have em
barked on pohcy reform, current econOmIC pohCles will requrre
still further reform If accelerated econonuc growth IS to contInue
(or, m the TurkIsh case, to resume) In both countrIes (as mothers
where pohcy reform has been launched), there were many who
were skephcal of the potenhal benefIts of reforms when they frrst
started And m both, most clhes are now behevers From both
countrIes, the lessons may be learned that successful reforms can
dehver much more sahsfactory mcreases m real output and hvmg
standards and, certamly m hmdsight, most support the reforms
It IS perhaps reassurmg that, m both countrIes, the acceptance of
reforms was suffIcIently robust so that pohcy mIstakes (Clule's
pre-fIX and Turkey's fIscal Imbalance) dId not undermme the
benefIts of reform WInle much remams to be learned, success
WIth reforms to date and the number of other countrIes now
embarked on the process of pohcy reform msures that econOmIsts
will have ample data on wmch to undertake further research and
further our understandmg of the reform process
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Development Prospects
Under Increasing

Clobalization

RobertE Baldwm

INTRODUCTION

One of the most robust growth relanonslups estabhshed over
the last forty years IS the more rapId growth rates of developmg
countrIes that pursue outward-lookIng, market-onented trade poh
Cles compared to those that adopt mward-onented, Import
substItutIon pohcles Of course, we know that a hberal trade pohcy,
by Itself, does not guarantee rapId development CountrIes must,
for example, also pursue prudent macroeconOffilC pohcles that
control mfIatIon and prevent penodIc balance-of-payments and
debt crISes More fundamentally, governments must estabhsh a set
of pohncal and econOffilC rules and Insntunons that encourage m
dIviduals to respond to appropnate econOffilC mcentIves for SIgru&
cantly ImproVIng the econOffilC welfare of themselves and theIr
faffilhes

Includmg hberal trade pohcles m thIs package of measures Im
poses the effICIency standards of mtematIonal markets on domestIc
markets, thereby enabhng a country to speClahze more fully m pro
ducmg and exportIng those goods and servIces m wluch It has a
comparatIve advantage Increasmg exports, m tum, enables the
natIon to mcrease Its Imports of the capItal goods and modem tech
nology so essentIal for sigruficantly raISmg growth rates Further
more, the huge markets available mtemanonally pefffilt countrIes
to utIhze more producnvely the large pool of underemployed labor
that IS characterIStIc of low-mcome countrIes as well as to explOIt
the mcreasmg returns available through speclahzatIon
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Unbl the lllid-1980s, the pohhcalleaders of IndIa by and large
rejected the outward-Iookmg, market-onented development model
m favor of an approach characterIZed by mdustnahzahon through
Import subshtuhon and mward-Iookmg trade pohCles m wInch the
pubhc sector played a major role Growth WIth eqUIty and self
rehance were key goals Some senous hberahzahon efforts oc
curred m the lllid-1980s, but It was not unbl1991, m the aftermath
of a fISCal crISIs, that IndIa Inlhated a senous effort of econOllliC hb
erahzahon Whether tIns basIc pohcy sluft will not be reversed
soon IS not enmely clear at thIs hIDe, but most knowledgeable ob
servers seem to beheve tIns to be the case

Assummg that IndIa conhnues to move toward a development
approach that emphasIZes the role of hberal trade pohCles m Its de
velopment strategy, an Important queshon to ask IS whether IndIa
will fmd It more or less dIffIcult to lIft Its growth rate WIth tIns ap
proach under present world tradmg condIhons than dId the East
ASIan countrIes that uhlIZed It so successfully from the 1960s on
ward The answer will SIgruflcantly mfluence IndIa's ability to
sustam Its hberalIZahon program

The major change m the mternahonal tradmg system between
the hIDe the East ASIan nahons fIrst pursued theIr outward-Iookmg
development strategIes and the present IS the remarkable mcrease
ill the degree of econOllliC mterdependence among nahons that has
been drIven by new mformahon-based technologIes The most ap
parent marufestahons of thIs greater econOllliC mtegrahon of na
hons have been the mcreases m the relahve Importance of mterna
honal trade and m foreIgn drrect mvestment A sIgruflcant
lowenng of pohey ImpedIments to the flow of goods and seTVlces
across nahona! borders IS another Important feature of the global
IZahon trend

The mcreased openness resulhng from the reduchons m both
tarIffs and VarIOUS non-tanff trade barrIers that resulted from such
mulblateral trade negohahons as the Tokyo and Uruguay Rounds
should make It eaSIer for new countrIes followmg an outward-
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lookIng development strategy to penetrate mternabonal markets
Furthermore, the recent strengthenmg of the msbtubonal frame
work for conducbng world trade Withm a rules-orIented system,
specIfIcally the formabon of the World Trade Orgaruzabon (WTO),
and the SIgnIfIcant Improvement m the mechamsms for resolvmg
trade dIsputes should lessen the degree of rIsk and uncertamty m
the mternabonal tradIng enVIronment In addIbon, the new mfor
mahon technologies have drrectly mcreased the degree of capItal
mobility m the world economy and the ease WIth whIch new tech
nologies can be transferred among countrIes

There are, however, other features of the current mternahonal
tradmg enVIronment mdIcabng that, m some respects, development
through trade may not be as easy for latecomers, such as IndIa, as It
was for those who mst adopted thIs strategy For example, the
nature of hberahzahon achIeved no longer covers Just cross-border
trade, but now extends to many mternal markets ThIs"deep" form
of hberahzabon, whIch IS dnven by the new mformabon technolo
gies that make borders less and less relevant for the markebng ac
bVIbes of mms, will force countrIes hke IndIa not only to reduce
border trade-restrIcbng measures as the pnce of gammg access to
foreIgn markets, but to undertake hberahzabon of varIOUS domesbc
markets for servIces IndIa IS already under pressure to open up
more fully Its msurance and bankmg markets, for example How
ever, many of the servIce sectors m whIch hberahzabon IS bemg
sought by developed country supphers are even more mefhClently
orgaruzed than protected goods sectors, WIth the consequence that
very pamful economIc and pohbcal adjustments are mvolved m
such hberahzahon In contrast, m theIr early stages of outward
onented growth, countrIes hke Taiwan and South Korea not only
were not pressured to open such markets, but were not even re
qUIred to reduce barners to the Importabon of goods very much

The mcreased emphasIS m recent years on "farr" trade by the
advanced mdustnal countnes, wruch can be VIewed as a protectIve
reactIon to the senous adJustment problems these countnes have
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themselves faced as a consequence of mcreased globahzahon, IS an
other development that tends to make It more dIffIcult for devel
opmg countrIes to pull theIr mcome levels up by relymg to a greater
extent on mtemahonal trade and foreIgn mvestment The reduc
tIons m the tanffs and non-tanff trade barners of the developed
countrIes have, m part, been offset by mcreased protectIorusm m
the form of such 1/fau" trade measures as antIdumpmg dutIes and
countervailing duhes to offset the alleged unfavorable effects of
certam types of subsIches and the umlateral closure of mtemahonal
markets under Sechon 301-type achons The uncertamty assocIated
WIth these governmental achons has an espeCIally adverse nnpact
on market-drIven development processes Current efforts by a
number of developed countrIes to extend these measures by mtro
ducmg mtemanonal tradmg rules related to labor nghts and enVI
ronmental measures are Viewed WIth great alarm by newly hberal
lZmg developmg countrIes who fear that such rules will be so
protecnoTIlSt, that outward-onented growth IS no longer feaSIble

A fmal example of a development assOCIated WIth mcreased
globahzahon that may act to make It more dIffIcult for latecomers to
rely sIgmficantly on trade and foreIgn mvestment to achIeve hIgher
growth rates IS the mcreasmg number of preferenhal regIOnal
tradmg agreements The essence of these agreements IS dIscnmI
nahon among non-members m terms of access to mtemal markets
In the current tradmg envIronment, nanons such as IndIa are
nghtlY apprehensIve about the econOmIC WIsdom of attemphng to
create a hIghly compennve mtemanonal sector because of the fear
that the mcreased exports gamed through such efforts may be sud
denly dIverted to other countrIes under newly negohated regIOnal
tradmg arrangements

It IS nnpossible m a short paper such as thIs to explore ade
quately the nnphcahons of the above and other features of the m
creasmgly mterdependent world economy on the growth prospects
of Incha under Its new outward-Iookmg development strategy
However, the followmg secnons focus m more detail on two of the
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most rrnportant recent pohcy developments m the tradmg system
that affect Incha The followmg seCTIon exarnmes the sigruficant
changes m mtemaTIonal rules and the msTItuTIonal mechamsm be
mg rrnplemented as a result of the Uruguay Round and the estab
lIshment of the World Trade Orgaruzahon (WTO) and thel! rrnph
cahons for countrIes such as Incha ThIs IS followed by a sechon
that analyzes a pohcy shIft on the part of the major mdustnal trad
mg powers that, m large part, represents a pohcy response on thel!
part to mcreasmg globahzahon ThIs IS the shIft away from mulh
latera1lSm and toward the greater use of umlateral, bilateral and re
gional trade pohCles The chapter concludes WIth a summary of the
lIDphcahons for Incha and other developmg countrIes of these two
somewhat contrachctory pohcy developments

THE URUGUAY ROUND AGREEMENTS AND THE WTO

The successful conclUSIOn of the Uruguay Round demonstrates
the power of the forces of globahzahon Though IDlhally opposed
by many developmg countrIes such as Incha and plagued by bItter
chsputes among the developed countrIes, e g, on agrIculture, as
well as between the developed and developmg countrIes, the Uru
guay Round was successfully concluded m AprI11994, some four
years after Its scheduled complehon Upon the urgmg of busmess
leaders whose VIews were shaped by the global opportunlTIes cre
ated by the new mformaTIon technolOgies, pohhcal leaders ulh
mately concluded that they could not fail m thIs opportunlty to
prOVIde new mtemahonal rules and mshtuTIonal conchTIons for
both explOlb.ng and accommodab.ng to these new technolOgies

A key feature of the agreement was the carefully balanced set
of concessIOns between the developed and developmg countrIes
that covered the three roam sets of negohab.ng ISsues m the Round
(see OffIce of U S Trade RepresentaTIve (1993) for the detailed pro
VISIOns of the varIOUS agreement) The three Issues were (1) ISsues
not preVIOusly covered by the GATT and mvolvmg forms of the
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"deep" hberahzabon preVIously menboned, specIfIcally, (a) trade m
servIces, (b) trade-related aspects of mtellectual property nghts, and
(c) trade-related aspects of mvestment measures, (2) ISsues cover
mg areas that had IDlbally been subject to standard GAlT rules but
were later excluded from GAlT dIsciphne for speCIal reasons,
namely, agnculture and texbles/apparel, and (3) those related to
tradIbonal GAlT ISsues such as tanff hberahzanon, subSIdIes,
dumpmg, government procurement, techmcal barrIers to trade,
dISpute settlement, and lTISntubonal reform In my VIew, while on
balance the concessIOns and comnutments covermg these Items
make It eaSIer for IndIa and other developmg countrIes to mcrease
theu growth rates through econOmIC hberahzanon, thIS will occur
only If the developed countrIes adhere StrICtly to the bme schedules
for Implementabon of the agreements and do not make extensIve
use of certam loopholes m the agreements

The "New"Negobating Issues

SerVIces

An Important feature of the framework agreement negobated
for servIces IS that It not only covers cross-border trade m servIces
but servIces supphed by foreIgn fums Wlthm a country to consum
ers m that country as well as servIces supphed by domesbc fums to
nabonals of other countrIes who are VISlbng the country The Gen
eral Agreement on Trade m ServIces (GATS) comnuts WTO signa
tones to a set of general prmciples that mcludes most-favored
nabon treatment (subject to specIfIed excepbons), transparency
WIth regard to any domesnc laws or regulabons affecbng trade m
servIces, and progreSSIve hberahzabon m the servIces area

The key part of the serVIces agreement COnsISts of schedules of
comnutments by WTO members m whIch they set forth specIfIc
terms and condIhons on market access, condIbons and qualIfIca
nons on nabonal treatment, and the bme-frame for Implemenbng
such comnutments WhIle most countrIes made comnutments not
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to Impose new restrIcnons agamst foreIgners, there was a lack of
sIgmfIcant hberahzanon m such Important sectors as fInanCIal
servIces, arr and sea transportanon, and telecommUnIcanons
However, as a consequence of negonanons that conTInued after the
end of the Round, a WTO agreement on fInanCial servIce was
SIgned m July 1995, but WIthout the parnCIpanon of the Umted
States, which roamtamed that the concessIOns of other countrIes
were InsuffICient to warrant the granTIng of MFN treatment by the
Umted States Thus, the roam accomphshment has been to brmg
the servIces sector under mternanonal tradmg rules and set the
stage for later, more sIgmfIcant hberahzanon

Intellectual Property Rights

The Uruguay Round agreement on trade-related aspects of In
tellectual property nghts makes substannal progress In overcomrng
such drawbacks of the preVIOUS system as the lack of enforcement
or dispute settlement mechamsms, the failure of a number of coun
trIes to parnCIpate In the earher agreements, and the narrowness of
coverage of the rules All WTO members are now reqUITed to pro
VIde copynght, trademark and patent protecnon for a specIfIed
number of years on the goods and servIces covered under the
agreements to which most developed countrIes adhere, Ie, the
ParIS Convennon, the Berne Convennon, the Rome Convennon and
the Treaty on Intellectual Property In Respect of Integrated CrrCUIts
The proVISIOns of the agreement must be Implemented WIthrn a
year after the date of entry m force of the agreement, but develop
Ing countrIes and countrIes In transinon from a centrally-planned to
a market economy are given another four years In addInon, If a
developIng country IS obhged to prOVIde parent protecTIon In an
area not currently covered m Its laws, e g, pharmaceUTIcal prod
ucts, It may delay ImplementaTIon of thIs protecTIon for another fIve
years The least developed countrIes need not apply the agree
ment's prOVISIOns for ten years
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SpecIfIc enforcement procedures are also contamed m the
agreement For example, countrIes are reqUIred to establIsh CIvIl
JUdiCIal procedures whereby mdIviduals and fIrms can seek to en
force theIr mtellectual property nghts Cnmmal procedures must
also be put m place to deal WIth willful trademark counterfeItmg or
copynght pIracy on a commerCIal scale A CouncIl on Trade
related Aspects of Intellectual Property RIghts IS estabhshed to
morutor the comphance of countrIes With theIr obhgatIons under
the agreement, and If a country beheves Its nghts under the agree
ment are bemg VIolated, It can utIlIze the standard dispute settle
ment procedures of the WTO

The agreement represents an Important step m encouragmg
additIonal research and development (R&D) expenditures by pn
vate frrms The mdustnahzed natIons, where most R&D actIVItIes
take place, will clearly gam WhIle the developmg countrIes as a
whole will also gam m the long run as the mcrease m the level of
technolOgical knowledge leads to a greater supphes of goods and
servIces that raISe theIr rates of mcome growth and as these coun
trIes begm to develop new technolOgies themselves, some natIons,
such as IndIa, are hkely to suffer some short-run losses m real m
come as the costs of certam goods and servIces protected by patents
and copy nghts mcrease

Trade-Related Investment Measures (TRIMS)

An econOmIcally effICIent global economy reqUIres that drrect
mvestment among natIons be as free from burdensome border and
domestIc controls as the movement of goods and servIces Fortu
nately, more and more leaders of developmg countrIes have come
to realIze that theIr econOmIes can benefIt from the consIderable
econOmIC growth stImulus aSSOCiated WIth hberal drrect mvestment
pohcles WIthOUt becommg unduly dommated by foreIgn mflu
ences However, there are stIll many countrIes that restrIct foreIgn
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dIrect mvestment m varIOUS ways and unpose performance re
qUIrements on foreIgn frrms operabng m theIr temtones

Negohahons on trade-related mvestment measures were
aImed at ehmmahng dIscnmmatory, tradmg reqUIrements Imposed
on foreIgn enterpnses located WIthm a country By speafymg that
the pnnciple of nahonal treatment must apply to foreIgn frrms,
such prachces as reqUIrIng foreIgn enterprISes to purchase a certarn
proporhon of domeshcally produced goods or export a certam pro
porhon of theIr output have become illegal under the TRIMS
agreement However, developmg countrIes are given fIve years
(least-developed countnes seven years) to ehmmate such measures
and can apply for an extensIOn If they demonstrate parhcular dIffI
culhes In Implemenbng the agreement

Wlule the TRIMS agreement represents an Important step In
e1Imrnabng dIscnmInahon agamst foreIgn mvestors, It dId not deal
WIth the ISsue of redUCIng barners that prevent Investors m one
country from estabhshmg produchon facIhhes m other countrIes A
number of developmg countrIes, who fear too much pohhcal mflu
ence by foreIgners If drrect mvestment IS not controlled, strongly
reSIsted efforts to deal With thIS ISsue m the Round However, the
TRIMS agreement does contam a prOVISIon specrlymg that, In the
course of reVlewmg the agreement withm fIve years, the Issue of m
cludmg proVISIOns on mvestment pohcy shall be consIdered

Agriculture and Texhle/Apparel

The Uruguay Round was noteworthy not only for formulabng
mternahonal rules of IIgood" behaVIOr m new areas such as trade m
servIces and mtellectual property nghts, but m two tradIhonal sec
tors that have long been excluded from the dISciphne Imposed by
GATT rules, namely, agrIculture and textIles/apparel The exclu
SIOn of agrIculture from GATT rules goes back to 1955, when the
Uruted States obtarned a Waiver permlthng certarn Import prachces
that were illegal under the GATT but were mandated by US agrI-
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cultural legIslahon Wlule the agrIcultural sector was never for
mally removed from GAIT dIsciphne, other countrIes have en
gaged m smular prachces on the grounds that what was permItted
for the Umted States should also be allowed for them

The exclUSIOn of textIles and clothmg from GAIT rules can be
traced back to 1961, when the frrst of a senes of multIlateral agree
ments penmttmg bilateral quanhtahve restrichons went mto effect
These agreements were supposed to be only temporary, but the
current agreement, the MultIfIber Arrangement (MFA), went mto
operahon m 1974 and has been renewed several hmes smce then

Agnculture

In July 1987, the Umted State made the followmg proposal to
the other Uruguay Round parhClpants (a) the complete phase-out
over ten years of all agrIcultural subsIdIes whIch dIrectly or mdI
rectly affect trade, (b) the freezmg and phase-out over ten years of
the quanhhes of agncultural products exported With the aId of ex
port subsIdIes, (c) the phase-out of all lffiport barners over ten
years, and (d) the harmoruzahon of health and samtary relahons,
msofar as ammal, plant and human health and safety are not af
fected The European Commumty (EC) dId not formally respond
untIl December 1989, when, WithOUt menhonmg a specIfIC percent
age fIgure, Its negohators proposed that support measures and
protechon be reduced However, m July 1990, Commumty nego
hators stated that the EC was wIlhng to reduce farm support levels
by 30 percent over a ten-year penod from theIr 1986 level Because
reducbons had already taken place smce that date, the proposal
meant, m effect, that the EC would only be reqUITed to reduce sup
ports by about 15-20 percent from 1990 levels

The Commumty conhnued to offer to reduce support levels by
only 30 percent at the Brussel MmIstenal Meehng m December
1990, where the negohabons supposedly were to be concluded
However, by thIs hme the Umted States and the so-called CaIrns
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Group, wluch was composed of most other agrIculture-exportIng
nahons, had mochbed theIr posihon somewhat They proposed re
duchons of not less than 75 percent for commodIty-specIfIc support
on a 1986/1988 average base perIod and a 30 percent reduchon
over the same perIod for noncommodIty-specIfIc support

At the Brussels meetIngs, neIther the Umted States nor the EC
were willmg to make the sIgmhcant compromISes needed to brIdge
the wIde gap between theIr two negohatIng posihons Conse
quently, no agreement on agrIculture was reached Furthermore,
smce the Uruted States InsIsted on an agreement m tlus sector as a
condIhon for agreements m other ISsue areas m the negohahons,
the meetmg ended Without any agreements bemg concluded

In November 1992, after nearly two years of dIffIcult negoha
hons, US and EC negohators agreed to support a Uruguay Round
agrIcultural agreement reqUIrmg a 20 percent reduchon over a SlX
year perIod m the average level of farm supports from a 1986/1988
base Smce the Umted States had already reduced Its supports
relahve to the base perIod, no further cuts were reqUIred for U S
commodIhes DIrect mcome payments hnked to produchon
hmItmg programs also were not subject to the reduchon COmmIt
ment The negohators also agreed to support a 21 percent reduc
tron m the volume of agrIcultural commoditres that receIve export
SubSIdIes and a 36 percent reduchon m the value of export SUbSI
dIes However, the French government balked at tlus arrangement
on export subSIdIes and threatened to hold up the conclUSIOn of the
Round But, after obtammg concessIOns from other European Un
Ion members m the form of addItronal compensahon to French
farmers who mIght be hurt by the agreement and from the Umted
States m the form of a less rapId phase-out of export subSIdIes, the
French Withdrew theIr obJectrons

The market access features of the fInal agreement mclude re
placmg non-tanff border measures WIth tarIffs and then reducmg
these by 36 percent m the case of developed countrIes and 24 per
cent m the case of developmg countrIes Another Important feature

101



Development Prospects Under Increasmg GlobalizatIOn

IS the estabhshment of mnumum access comnutments equal llli

bally to 3 percent of the domesbc consumpbon of a product and
grOWIng to 5 percent over the unplementahon penod TIus proVI
SIon will fInally enable the Umted States to export nce to Japan and
Korea The unplementahon penod for the VarIOUS proVISIOns m the
agreement IS SIX years for developed countrIes and ten years for de
velopmg countrIes

Wlule the pledged reducbons are comparahvely modest, the
key pomt IS that the agncultural sector IS bemg brought under
GAIT dIsclphne and will be subject to further cuts m support levels
m future negobabons A number of developmg countnes - e g,
Argenbna, Brazil, IndonesIa, the Philippmes and MalaySIa-were
part of the so-called Cauns group that pressed vIgorously for agrI
cultural hberallzabon durmg the Round and they should be among
those nabons benefIbng consIderably from future hberallzabon
IndIa too may benefIt, smce It has recently mcreased sIgmfIcantly Its
exports of such commodIbes as nce, sugar and wheat

TextilesI Apparel

Other than agrIculture, no commodIty sector has been less
subject to GAIT rules than textiles and apparel Begmmng m the
early 1960s, an mtemabonal system of bilateral quanbtabve Import
restncbons was estabhshed for these products whIch had become
mcreasmgly comprehensIve and restrlcbve In launchmg the Uru
guay Round, trade ffillliSters took the bold step of declarmg that the
negobabons /Ishall aIm to formulate modahbes that would permIt
the eventual mtegrabon of thIS sector mto GAIT on the basIS of
strengthened GAIT rules and dIsclphnes, thereby contrIbubng to
the obJecbve of further hberallzabon of trade" (GAIT Press Release,
September 25, 1986) The fmal agreement m thIS sector represents
an Important step m carrymg out these obJecbves

The mtegrabon of textiles and clothIng mto the GAIT system
mvolves the gradual ehmInabon of bilateral quanbtabve restrIc-
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bons and, thus, the end of the Mulb-FIber Arrangement In the fu
ture, protecbon can only take the form of tarIffs On January 1,
1995, each party must remove quotas on Imports accountmg for at
least 16 percent of Its Imports of textIles and clothIng m 1990 At
the begmnmg of the second phase on January 1, 1998, quotas on an
addITIonal 17 percent of 1990 Imports must be elImmated, followed
by another 18 percent on January 1, 2002 All remammg quanbta
hve Import restnchons must be removed by January 1, 2005

For products remammg under quanhtabve Import restncTIons,
at whatever stage, the agreement estabhshes a formula for mcreas
mg the growth rate of Imports Durmg the 1995 to 1998 penod, the
annual growth rate must be not less than 16 percent hIgher than the
annual growth rate estabhshed for 1994 under the Mulh-fIber Ar
rangement, and m the 1998 to 2003 penod, thIs rate must be at least
25 percent hIgher than the prevIous penod Between 2002 and
2004, the Import growth rate must nse by 27 percent compared to
the prevIous penod

Smce developmg countrIes such as India have a clear-cut com
parahve advantage over the advanced mdustrial nabons m textIles
and apparel, It IS CruCIal for theIr development prospects that the
new agreement be fully Implemented Two concerns about the Im
plementabon are that the developed countrIes will undermme the
agreement by extensIvely utIhzmg the safeguard acbons (m the
form of quanbtahve restnchons) permItted under the agreement If
mcreased Import cause, or threaten to cause, "senous damage" to
the domeshc mdustry producmg hke or drrectly compebbve prod
ucts and that they will not carry through WIth the fmal stage of the
agreement under whIch much of the hberahzabon takes place De
velopmg countrIes hke India, where full ImplementaTIon of the
agreement IS very Important for the success of theIr hberahzabon
programs, must contmue to exert strong pohbcal pressures on the
developed countnes to ensure full Implementabon
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TradJflOnal GA ITIssues

Achons taken m the Uruguay Round WIth regard to the tram
honalISsues of mulb.1ateral trade negohahons also affect hberahza
hon efforts by countrIes such as Inma TIus sechon consIders the
changes m the so-called escape clause or safeguard proVISIOns of
the GAIT (Arhcle XIX) and m the dISpute settlement procedures
Changes m the anhdumpmg and subSIdy/ countervaIlmg duty
proVISIOns of the GAIT are bnefly menhoned m part IV

Safeguards

Perhaps the most Important feature of the safeguard agreement
concerns a prOVISIon not mcluded DespIte consIderable pressure
from the EC to abandon the most-favored-nahon prmClple m safe
guard cases, the agreement does not mclude a prOVISIOn permIfung
the apphcahon of safeguard measures only agamst those countrIes
from whIch Imports have mcreased and caused senous mJury to a
domeshc mdustry The developmg countrIes strongly opposed thIS
selechV1ty prmcIple, and the Uruted States, after senously consId
ermg abandonmg Its tramhonal most-favored-nahon posIhon, also
fmally opposed selechvIty

The agreement also specIfIes that GAIT members must phase
out eXlshng selechve safeguard measures, such as voluntary export
restramts, WIthm four years I Import quotas are permItted If ad
mInIStered m a nondIScnmmatory manner and If they do not re
duce Imports below the average of the last three representahve
years However, an excephon to nondIScnmmatory quanhtahve
restrIchons IS permItted If It IS demonstrated to the COmmIttee on
Safeguards that Imports from some countrIes have mcreased dIs
proporhonately over the representahve penod

Among other key parts of the proposed agreement are the re
qUIrements that safeguard measures last no more than eIght years

lEach member can, however, retaIn one such measure through 1999
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(four years at a bme) and not be applIed agam for a perIod of bme
equal to that for wluch the measure had prevIously been applIed
(proVIded that tlus penod IS at least two years) 2 In addItIon, coun
trIes agam whom safeguard measures are drrected cannot demand
compensatIon or undertake retalIatory actIon for the fIrst three
years that a safeguard measure IS ill effect

As m most of the agreements, developmg countrIes are gIVen
special treatment In the safeguard agreement they are permItted to
grant Import relIef for up to ten years and can remtroduce protec
tIon m the same sector after WaIbng for a penod of bme equal to
only one-half of the penod that the measure had prevIously been
applIed However, the Uruguay round agreements do httle to cur
tail the WIdespread use by developmg countrIes of safeguards for
balance-of-payments purposes, although members agree to give
preference to pnce-based measures, e g, Import surcharges, for re
stncbng Imports for balance-of-payments reasons over quantItatIve
measures

The major accomplIshments of the safeguard agreement were
the bannmg of such measures as voluntary export restraInts and
orderly markebng agreements and the establIshment of a manda
tory phase-out penod for safeguard measures In addItIon, the
agreement has the ment of spellmg out m more detaIl the proce
dures that must be followed m artIcle XIX determInatIons and ill
defmmg such key concepts as 11senous illJury 11 These changes tend
to mcrease the degree of confIdence on the part of export-onented
fIrms that successful performance ill foreIgn markets will not pe
nalIzed by erectIon of InfleXIble and arbItrary trade barrIers How
ever, developillg countrIes are nghtfully concerned about the pos
SIble abuse of the proVISIOn permIttmg the ImpOSItIon of
chscnmmatory quantItatIve restnctIons under some CIrcumstances

2Tlus prOVISIon was mtroduced mto US law m 1988 Pnor to the 1988
change, mdustnes could petItIon for another eIght years of protectIon two
years after the expIratIon of the fIrst eIght-year penod
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DISpute Settlement Procedures

Although GAIT rules state that, unless otherwIse specIfIed, the
maJonty-votmg-rule deterrnmes the outcome of decIsIOns where
Jomt acbon IS called for, there IS, as Jackson (1989, p 49) pomts out,
"a decIded preference for 'consensus' approaches" among GAIT
members Wlule thIs pnnclple has been Important m preventmg
the orgaruzahon from breakmg up durmg hIDes of dIffIcult nego
hahons, It also made the GATT meffechve m some CIrcumstances
The dISpute settlement process IS an example of thrs meffechveness
Under the consensus approach followed, a defendmg party m a re
quest for the establIShment of a GATT panel was able to block ap
proval for the panel Moreover, the losmg party m a panel report
(or any party) was able to block the adophon of the report and even
block the wmnmg party's request to retahate If the losmg party dId
not comply WIth a panel report that had been adopted

The Understandmg on Rules and Procedures Governmg the
Settlement of DIsputes reached m the Uruguay Round SIgnIfIcantly
changes the preVIOUS chspute settlement process Most Impor
tantly, the prmClple of "automahcIty" has been mtroduced mto the
new agreement (Hudec 1994) Now formahon of panels, adophon
of theIr reports, and, If a panel rulmg IS not complIed WIth, retaha
hon are all automahc ThIs change m Itself greatly strengthens the
chsputes settlement process

There are several other ways m whIch the process has been
strengthened A unIfIed system to settle dISputes arISmg under the
vanous agreements replaces the varIOUS dIfferent procedures for
settlmg dIsputes under the Tokyo Round Agreements ThIs system
even applIes to dISputes arIsmg over ISsues on whIch there are not
specIfIC legal oblIgahons under the GAIT TIme lImIts have also
been establIshed for carrymg out the varIOUS steps m the settlement
process For example, panels appomted by the DISpute Settlement
Body to render a deCISIOn of the ments of a complamt must nor
mally report theIr fmdmgs Withm SIX months and IS no event longer
than rune months Another Important change 15 the creahon of an
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Appellate Body to reVIew panel declSlons that are appealed It will
have seven members who are appomted for a four-year term The
dec15Ions of thIS body must be made Withm 60-90 days

It should be noted that panel rulmgs are not self-executmg If a
country chooses not to change Its laws or regulahons to conform to
a panel rulmg, the penalty It will mcur will be the possIbility of re
talIatory achons by Its tradmg partners However, such a country 15
hkely to fmd It more dIffIcult to persuade other countrIes of the
ments of the cases It brmgs before the dISpute Settlement Body

The reform of the dIspute resoluhon mechanISms of GAIT and
the WTO represents another Important change that makes It eaSIer
for countrIes hke IndIa to proceed WIth the opemng of theIr econo
mIes With less fear that success m mcreasillg theIr market shares ill
developed countrIes will be offset by new Import restnctIons De
veloped countrIes who employ thIS tachc are now very hkely to lose
theIr case m the WTO and be subject to sanchoned retalIahon

THE GREATER USE OF UNILATERAL, BILATERAL, AND
REGIONAL TRADE POLICIES

Although the Uruguay Round agreements are the most Im
portant pohey marufestahon of illcreasmg globalIzahon ill recent
years, an equally Important development has been the greater reh
ance by the advanced mdustrial countrIes on umlateral, bIlateral
and regIOnal means, compared to multIlateral pohcIes, to achIeve
theIr trade pohcy obJechves It 15 Important to understand the rea
sons for thIS pohey shIft ill order to gam InsIghts on how the multI
lateral arrangements embodIed m the WTO are hkely to be Imple
mented and thus affect developmg countrIes hke IndIa The shIft 15
most apparent ill the Umted States, and It 15 on thIS country that I
will focus
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The Rise ofMulfJlateralIsm

From the end of World War II through the 1960s, the Umted
States rehed pmnanly on multIlateral means m seekIng Its trade
pohey obJecnves The essence of multIlateralIsm, wmch lS the cen
tral prmClple of both the GAIT and the new WTO lS, fIrst, nondlS
cnmmanon among foreIgn countrIes WIth respect to a country1s
trade barners and mtemanonal trade rules and, second, the goal of
trade hberahzanon It IS my VIew that there were two mam reasons
why U S pohncal and econOmIC leaders beheved for many years
that the Umted States should rely prImarily on a multIlateral ap
proach One was that the pohncal-economIc expenences of the
1930s convmced most leaders that the dlScrlffilnanon mvolved m
the regIonalIsm and protecnomsm pursued durmg tills penod con
trIbuted to the low rate of econOmIC growth m the 1930s and, more
Importantly, to the worldwIde military confhct that broke out m the
late 1930s and early 1940s They beheved that proVldmg a level
playmg fIeld for all foreIgn supphers through the multIlateral ap
proach and by reducmg trade barrIers to all foreIgn supphers m
creased both econOmIC and pohncal stability among the commumty
ofnanons

Secondly, the somewhat unexpected emergence after World
War II of the Umted States as the dOmInant or hegemomc econOmIC
and pohncal leader of the non-commumst world and the appear
ance of the so-called Cold War made It eVIdent that a multIlateral
approach was very much m the econOmIC and pohncal mterest of
the Umted States US econOmIC dornmance meant that few coun
trIes were senous compentors to US exporters Thus, lower
worldWIde trade barrIers made US exporters better off At the
same hme, US Import-compenng mdustrles had htt1e to worry
about from multIlateral trade hberahzanon In adillnon, at a pohn
cal level It was Important for the Umted States to mobilize all of the
so-called free world nanons to turn agaInst or, at least, be neutral
toward the SOVIet Umon Lowermg trade barners m the Umted
States and m other countrIes m a nondlScrlffilnatory manner con-
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tnbuted to bmldmg a umfied block opposmg commumst expan
SIOn

One Imphcabon of adopbng a mulb.1ateral approach for these
reasons was the reJecbon of the use of regIonal and urulateral chan
nels for acluevmg U S econonuc and pohbcal goals It was thought
that the use of eIther of these routes would Jeoparchze the aclueve
ment of these goals by causmg resentment among some nabons
due to theIr mscnnunatory nature For example, the Umted States
tolerated, and m some cases supported, the formabon of tradmg
blocs by other countrIes, but tlus was because It was thought that
such arrangements would enable these countrIes to resIst commu
rust expansIOn better However, the Umted States rejected any
overtures for ItS own parbClpabon m free trade blocs or customs
umons Durmg tlus penod, the Umted States was also lax m the en
forcement of such urulateral trade measures as US anbdumpmg
and countervailing duty laws that had long been m eXIStence

Bilateral trade negobabons were fauly extensIve durmg tlus
penod, but they were qUIte dIfferent from the form they have taken
m recent years There are many occasIOns where a country has con
cerns about a trade matter that are relevant only for one or two
other countrIes ThIs qUIte naturally leads to bilateral or plun1ateral
negobabons among the relevant countrIes However, such nego
babons were undertaken WIt1un the framework of the GATI If the
Umted States could not reach a satIsfactory agreement WIth the
other country, It ub.1I.zed the dIspute settlement procedures of the
GATI, rather than Imposmg sancbons outsIde of tlus process

The U S COmmItment to multIlateralIsm as Its dommant trade
pohcy strategy began to weaken by the late 1960s and early 1970s
However, the full-scale embrace of a fourfold trade-pohcy ap
proach-namely, the extensIve use of urulateral, bilateral, and re
gIonal means m addIhon to multilateral pohCles-to aclueve US
goals came m the 1980s The baSIC reason for tIns sluft m trade pol
Icy was, m my VIew, the declme m US eConOmIc power assoCIated
WIth the mcreasmg econOmIC mterdependence among nahons
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The DeclIne ofUS Hegemony

The hegemomc aCTIons of the Umted States, whIch were armed
at mamtammg the lIberal mternaTIonal econormc framework estab
lIshed largely through Its efforts and at turmng back the expansIOn
of the SOVIet Dillon, succeeded very well By 1960 the export mar
ket shares of France, Germany, Italy, and Japan had eIther exceeded
or come close to therr pre-war levels, as mcreased trade, mtema
TIonal flows of new technologIes, and foreIgn mvestment sbmu
lated econOmIC aCTIVIty m these countrIes Among the mdustrIal
countrIes, only the Umted Kmgdom failed to regam Its pre-war po
SITIOn by thIs bme The restoraTIon of peacebme prodUCTIve capa
bilihes m these countrIes meant that the excepTIonally hIgh market
shares of the Umted States m the early postwar years declIned cor
respondmgly The 352 percent US export share of 1952 had
dropped to 299 percent by 1960, a fIgure that was, however, shll
hIgher than Its 1938 share of 25 6 percent

Not only had the pre-war export pOSITIOn of the Umted States
been restored by the late 1960s, but the lack of sIgmfIcant Import
pressures m major U S mdustrIes WIth domeSTIC polITIcal clout had
come to an end StIff compehhon from the Japanese m the cotton
textIles mdustry was eVIdent by the late 1950s, and the Umted
States llliTIated the formaTIon of a trade-restrIcbng mtemaTIonal
cotton textIle agreement m 1962 A broad group of other mdustnes
also began to face sIgmfIcant Import compeTITIon m the late 1960s
The products affected mcluded footwear, ramos and televlSlon sets,
motor vehIcles and trucks, trres and mner tubes, semIconductors,
hand tools, earthenware table and kItchen arTIcles, Jewelry, and
some steel Items

The redUCTIon m US econOmIC power also became eVIdent m
the mternahonal monetary sphere After the end of World War II,
the US dollar became the key currency of the mtemaTIonal mone
tary system It was the mam currency used m mtemaTIonal trans
aCTIons, and countrIes held most of therr mtemaTIonal reserves m
the form of US dollars However, by the early 1970s most coun-
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trIes had lost confIdence m the econonuc strength of the dollar, and
the currency system based on the dollar collapsed and was replaced
by a fleXIble exchange rate system m wluch the pnces of countrIes'
currencIes m terms of each other were determmed m the open mar
ket ThIs meant that the Umted States was no longer able to fInance
trade defICIts SImply by pnntmg up more money and expectmg for
eIgn countrIes to hold these dollars as mternatIonal reserves

The GrowIng Importance ofUmlateraL Bl1ateralandReglOnal
Trade PobC1es

The offICIal pOSItIon of relymg almost exclUSIvely on a multI
lateral trade pohcy approach began to change under the strong Im
port pressures of the late 1960s and early 1970s As more and more
of therr constItuents complamed about the mternatIonal competI
tIve problems they were facmg, fewer members of Congress be
came willmg to accept the standard argument that a hberal U S
trade pohey was essentIal to strengthen the free world agamst
commumsm The mtensIty of congreSSIOnal VIew on trade ISsues IS
mdIcated by the rejectIon by that body of PreSIdent Lyndon John
sonls 1968 request for new trade authonty and by the near approval
m 1970 of protectIOnISt legISlatIon covermg a WIde vanety of prod
ucts The growmg unwillmgness of U S allies to accept the un
questIoned leaderslup of the Uruted States m mternatIonal pohtIcal,
nuhtary, and econonuc affarrs also caused OffICIalS m the executIve
branch to questIon the tradItIonal Amencan pOSItIon on trade poh
Cies

The VIew that gradually gamed the support of the major pubhc
and pnvate mterests concerned WIth trade matters was that a SIg
mfIcant part of the mcreased competItIve pressure on the Uruted
States was due to unfarr foreIgn pohCles, such as government sub
sIchzatIon, dumpmg by pnvate pubhc fIrms, preferentIal govern
ment purchasmg procedures, and clIScnmmatory foreIgn admmIS
tratIve rules and practIces relatIng to ImportatIon ThIs argument
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had appeal for several reasons No new legISlatIon was reqUIred to
provIde Import rehef, a strIcter enforcement of long-eXIStIng do
mestIc legISlatIon seemed to be all that was necessary After a ma
tenal mJury clause was mtroduced mto the U S countervaIlmg duty
law m 1979, these laws were consIStent WIth prOVISIons of the
GAIT dealmg With unfarr trade practIces Consequently, strIcter
enforcement of U S unfarr trade laws was unlikely to lead to bItter
trade dIsputes With other countrIes By placmg the blame for therr
declme m competItIveness on unfarr foreIgn actIons, U S managers
and workers could aVOId the ImphcatIon that thIs declme mIght be
due to a lack of effICIency on therr part Fmally, government offI
CIals could mamtam that the Umted States was stIll supportIng the
rules of the hberal mternatIonal regIme that the country had done
so much to fashIOn

Thus, one of the fIrst mamfestatIons of a change m U S trade
pohcy was a shIft toward the greater use of a umlateral approach m
pursumg US trade pohey obJectIves, specIfIcally, the more Vigor
ous enforcement of the antIdumpmg and countervaIlmg duty laws
Between 1970 and 1979, there were 172 antIdumpmg cases and 10
countervailing duty cases However, after the responsIbility for
determmmg the eXIStence of dumpmg or foreIgn government sub
SIdIzatIon was slufted m 1979 from the Treasury Department to the
more protectIomst Commerce Department, the number of cases ex
ploded 3 Between 1980 and 1990, there were 494 antIdumpmg and
306 countervaIlmg duty mvestIgatIons by the InternatIonal Trade
COmmISSIon The strengthenmg of the antIdumpmg and counter
vaIlmg duty laws m the Trade and TarIff Act of 1984 and the Om
mbus Trade and CompetItIveness Act of 1988 also contrIbuted to
thIs mcrease m such mvestIgatIons

The basIS for an aggreSSIve bIlateral approach to trade pohey
was also estabhshed m the early 1970s The best-known prOVISIOn

3The responsIbility for determmmg matenal filury as a result of dumpmg
and SubsIdlZabon remamed WIth the Intemabonal Trade COmmISSIon
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of the 1974 Trade Act, Secbon 301, authorIZes the PresIdent to Im
pose new dubes or other Import restncbons as well as wIthdraw
preVIous trade concessIOns unless foreIgn countrIes remove a WIde
varIety of perceIved unfarr trade pracbces As amended by the 1979
Trade Act, these pracbces mc!ude the mamtenance of unJustIfiable,
unreasonable, or d!scrImIDatory pohcles that burden or restrIct U S
commerce or deny benefrts to the Umted States under any trade
agreement The Ommbus Trade and Compebbveness Act of 1988
further extended aggressIve bIlaterahsm through the provISIOns of
the so-called Super 301 and SpeCIal 301 Under Super 301, the Of
fIce of U S Trade Representabve (USTR) IS reqUIred to IdentIfy
trade pnonbes, mcludmg pnonty countrIes and pracbces, to be m
vesbgated under Secbon 301 SpeCIal 301 sets up a more aggressIve
mechamsm for enforcmg mtellectual property nghts The Super
301 provlSlons expIred, but were remtroduced by PreSIdent Chnton
m 1994 by means of an execubve order

Between 1975 and 1993, there were 84 Secbon 301 cases The
number m each of the fIve-year penods, 1975-1979 and 1980-1984
was 21, while m the 1985-1989 penod, the number Jumped to 31
However, only 11 cases were processed from 1990 through 1993

The shIft m the US poslbon on regional agreements from one
of reJectmg such arrangements for the Umted States to promotmg
selected agreements between the Umted States and other countrIes
occurred m the early 1980s An Important event contributmg to thIS
pohcy change was the reJecbon by the European Umon and most
developmg countrIes at a 1982 meetmg of trade mmIsters of a US
proposal for a new round of multIlateral trade negobabons aImed
at extendmg GAIT rules to servIces, proVldmg better protecbon of
mtellectual property nghts, and bghtenmg the rules on dumpmg
and government subsIdIzabon The execubve branch of the US
government responded to thIs reJecbon not only by deCldmg to
pursue the umlateral and bilateral trade pohcy routes more aggres
SIvely, but be seekIng deSIred changes m tradmg rules by negobat
mg free trade agreements WIth selected countrIes Such agreements
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were concluded WIth Israel m 1982, Canada m 1988, and MeXIco
and Canada Jomtly m 1993

Due m no small part to the embracmg of reglOnahsm by the
Umted States, most of the countrIes who had opposed the 1982 U S
proposal for a new multIlateral negotIatIng round supported such a
proposal when It was agam made by the US m 1986 T1us led to
the launchIng of the Uruguay Round m 1987

As the precedmg survey mdicates, the relatIve Importance of
the multIlateral route had clearly decreased for the Umted States by
the 1980s The US InltIatIve m the Uruguay Round negotIatIons
demonstrates that the multIlateral route had by no means been
abandoned, but It had been downgraded Indeed, many govern
ment OffICIals belIeved that the Umted States should rely prImarily
on the other three routes Wlule they were prepared to try the
multIlateral route agam, they not only were pesslffilstIc about the
prospects for achIevmg U S goals VIa thIs means, but they were not
partIcularly concerned about the prospects for success They be
lIeved that the other three channels were suffICIently effectIve to
achIeve these goals

The failure to conclude the Uruguay Round m 1990, as sched
uled only strengthened the VIew of many US publIc and pnvate
polIcy leaders that the Umted States could not expect very much
from the multIlateral approach At that hme, It was eVIdent that the
maJor partICIpants were far apart not Just on the Issue of agrIcul
tural lIberalIzatIon- the reason usually CIted for the failure of the
mInIstenal meetIng- but on several other key ISsues For example,
the developed and developmg countrIes were still far apart m the
areas of provIdmg greater protectIon for mtellectual property nghts
and prohIbItIng certam trade-related mvestment measures Fur
thermore, the developed countrIes had not as yet agreed to phase
out so-called voluntary export restramts and some were still con
sidermg whether "selectIVIty," Ie, non-most-favored-natIon treat
ment, should be permItted m safeguard actIons There were also
Important dIfferences m the negotIatIng pOSItIOns of the partICl-
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pants on such ISsues as anndumpmg pohcIes, subslilies and coun
tervailing dunes, and government procurement pracnces TIns
failure led to the concern by many Withm the Umted States and m
other countrIes that the world tradmg system was evolvmg mto a
group of tradmg blocs, each WIth protecnonISt pohcles toward
nonmembers

IMPLICATIONS FOR LIBERALIZING COUNTRIES

It would be a senous mIStake, m my VIew, to beheve because of
the successful conclusIOn of the Uruguay Round and the estabhsh
mg of WTO that mulb.1aterahsm has trmmphed m the sense that the
aggressIve umlaterahsm pursued by the Umted States and other
mdustrial counnes has come to an end The Uruguay Round's
changes m the anndumpmg rules, for example, only deal WIth ad
mmIStranve features of the process and are unhkely to bnng about
any sIgmficant change m the way anndumpmg laws are admlms
tered by the Umted States or the European Umon Secnon 301 of
the U S trade laws and s1ffi11ar measures mother mdustrial coun
trIes are also sb.1l hkely to be employed extensIvely The Umted
States IS reqUITed by WTO rules to go through the orgaruzanon's
dIspute resolunon procedures before withdrawmg trade conces
SIOns from other countrIes, but It IS WIdely beheved that most U S
acnons pursued m the past would have been upheld by WTO dIs
pute settlement panels

CountrIes, hke Inilia, who are followmg outward-lookmg poh
CIes, must realIze that as thel! exports mcrease substanhally, they
are now expected by the advanced mdustrial nahons to open thel!
own markets to mcreased exports and drrect mvestment No longer
will such countnes be able to determme the pace of lffiport hberah
zanon WIth httle regard to the mterests of foreIgn exporters As
thel! exports rISe, they will be subject to strong bllateral pressures
form varIOUS mdustnal countrIes to reduce trade barners on Items
of export mterest to producers m these countrIes Failure to do so
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will trIgger threats of conceSSIOn wIthdrawals anned at re
estabhshmg a balance-of-trade concessIOns

The Uruguay Round agreements will also be utilized by the
advanced mdustrIal countrIes to acrueve a greater balance of con
cessIOns than was the case WIth the East ASIan econOmIes For ex
ample, as we have already seen, pressures to open up mternal mar
kets for vanous servIces, e g, bankmg and Insurance, and to
accelerate the pace of grantmg full mtellectual property nghts now
accompany mcreases m exports resulbng from hberahzanon Fur
thermore, the changes m the subSIdy and countervailing duty pro
VISIOns of the GATT, wruch specIfy more clearly Just what IS and IS
not a permISSIble subSIdy, are hkely to be used more vIgorously to
force pohcy changes m hberahzmg countrIes

In conclUSIon, newly hberahzmg countrIes, hke IndIa, will, m
my VIew, generally fmd It eaSIer economIcally to hft theIr mcome
levels through an outward-onented development approach than
theIr East ASIan predecessors, but, m some respects, they will fmd
It pohncally more dIffIcult to do so The greater openness of world
markets due to sIgmflcant reducnons m trade barners, a strength
ened Insntunonal structure for reachmg new agreements and re
solvmg dIsputes, and the greater wIlhngness of foreIgn frrms to un
dertake drrect mvestment m hberahzmg developmg countrIes and
transfer new technology to them are examples of factors tendmg to
ma1.e It eaSIer to take advantages of the benefIts of an outward
onented development strategy However, the greater external
pressure to open parncular domesnc markets to foreIgn compen
non as exports to foreIgn markets mcrease means the governments
undertakmg hberahzanon will be reqUITed somebmes to undertake
pohncally pamful domesnc structural adJustments at an earlIer
stage than they would WIsh For example, It may be necessary to
open domesnc fmanClal markets before domesnc frrms are as com
pennve as deSIred by the government or to open certam retaIl mar
kets at the rISk of dnvmg some famIly shops out of busmess Un-
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less carefully managed, the polIbcal fallout from such acbons could
endanger the enbre lIberalIzabon process

By understandmg the changed mternabonal envIronment,
countrIes lIke IndIa can better cope WIth the new strams on the lIb
eralIzabon process In parbcular, by anbClpabng market-openmg
pressures, they can fashIon theIr development plans to 1llll11ITI.1Ze
the econOmIC and polIbcal hardshIps of the reqUITed structural ad
Justments EstablIshmg credIble long-run schedules for domestIc
lIberalIzabon can also often forestall foreIgn pressures for ImmedI
ate lIberalIzabon Puttmg together a group of skilled mternabonal
negotIators backed by a competent technIcal staff IS another Im

portant step that can facilitate the hberalIzabon process
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Can Accelerated Reform
in India Proceed with a

Human Face?

DeepakLal

INTRODUCTION

Tlus chapter fIrst IdentIfIes the polICIes wluch need to be
adopted m the next stage of IndIan econOIlliC reforms It then
notes a contmumg plulosoplucal dIvIde between support for
egalltanamsm and poverty alleviatIon, and argues that what
matters for reforms WIth a "human face" IS the latter It then dIS
tmguishes between three dIfferent types of poverty by theIr
causes, and uses the fmdmgs of a 21 country comparatIve study I
recently completed WIth Hla Mymt on The PolItical Economy of
Pover~ EqUity and Growth (Lal and Mymt 1996) to show how
there need be no conflIct between the undoubted need for further
and accelerated reform m IndIa and alleVIatIon of all three types
of poverty

THE NEXT STAGE OF INDIAN REFORM

Wlulst a great deal of unfmIshed busmess shll remams m the
areas of past reform- essentIally dealIng WIth commodIty and fI
nanCial markets most lIDportantly m trade polIcy (e g, e1IInlnatIon
of quotas on consumer good lIDports)-there are whole areas
wluch the reform effort have not yet touched The common fea
ture of tlus next phase of reform can be succmctly descnbed as the
rescmdmg of the unviable entItlements to mcome streams that
past dlTlgIsme has created These have both deletenous macro
and IllicroeconoIlliC effects
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On the macroeconoInlc front, the problem of large budgetary
SubsIdIes for fertilizers, energy, the pubhc budgetary dIstnbuhon
system, and those ImphClt m carrymg loss-makmg pubhc enter
pnses and redundant labor m the central and state bureaucraCIes
and parastatals remam On the InlcroeconOmIC sIde, IndIa'S labor
laws - a 19th century Impenal hentage whIch have been descnbed
as a result of unease by Ignorant Enghsh phIlanthropIsts and
manufacturers-have hobbled IndIan mdustry for much of thIs
century (LaI1988) and they need to be reformed If not repealed
WIthout reform of the labor market, the essenhal pnvahzahon of
the mefficient and sh11 substanhal pubhc sector IS well-mgh Im
possIble Moreover, m the growmg global compehhon for foot
loose drrect foreIgn mvestment, these anhquated labor laws pose
a senous dismcenhve for mvestors m IndIa, when compared WIth
the de facto pnvahzed labor market that now eXIsts m East ASIa,
most notably m southern Chma

The mam argument stIll made agamst labor market reforms,
as well as the rescmdmg of other unvIable enhtlements that have
been created through past government mtervenhons, IS that thIs
will worsen eIther the dIstnbuhon of mcome or poverty There IS
suffICIent eVIdence that these claIms are unfounded (Lal 1988)
Most of these enhtlements have done httle to Improve mcome
distrIbuhon or alleViate poverty, and therr most discerruble effect
IS to Imparr economIc effICIency and corrupt the pohty But pre
CIsely for the last reason, pohhClans can be expected to be wary of
rescmdmg them for fear of losmg support Thus/ the convement
slogan IIadjustment WIth a human face II

EGALITARIANISM VS POVERTY ALLEVIAnON

To make sense of thIS slogan, It IS fITst Important to note that
there IS an Important dIfference between Improvmg the diStrIbu
hon of mcome (an aIm favored by egahtanans) and allevIatmg
poverty (one favored by most other people) A theorehcal case for
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a hnk between the two was made on the baSIS of the so-called
Kuznets curve, but If thIs were the case, Improvement m the dIs
tnbuhon of mcome would merely be an mstrument to alleviate
poverty Hopefully after the events of 1989, sociahsts of vanous
hue m IndIa are at least chastened about the feasIbility of pro
mohng egahtananIsm, even If they shll thInk It IS deSIrable

WIthout entermg mto sterile debates about the morahty of
egahtanarusm, and vanous others about reconClhng so-called
"posInve" and "neganve" hberhes, all we need to note IS that the
egahtanans have now retreated to a posinon where they claIm
only the estabhshment of full-fledged Western style welfare states
m the Tlurd World can alleviate ItS poverty TIus IS parncularly
Iroruc gIVen that the Western welfare state IS everywhere on the
defensIve If not m retreat It IS thIs contemporary SOClahSt muta
non whIch IS now mcreasmgly IdentIfIed WIth the term blank
(fill m any econOmIC pohcy you hke) "WIth a human face"

But IS thIs "SOCIal democranc" case for dITlgIsme any more
vahd than the old SOCIahst one for planrung, and does IndIa's ac
celerated reform of the type IdentIfIed above need the sImultane
ous creahon of a Western-type welfare state to alleVIate poverty?
That IS the central quesnon that IS addressed m thIS chapter

THE THREE TYPES OF POVERTY

In answermg the quesnon, there are two dIshncnons worth
nohng The fIrst IS between "extensIve" and "mtensIve" growth
ExtensIve growth has occurred for millenrua m most parts of the
world WIth aggregate output nsmg, pan passu, WIth the expan
SIOn of populahon that has taken place smce our ancestors came
down from the trees Per capIta mcome was, however, relahvely
low and stagnant durmg tlus phase By contrast, the modem era
has been marked by mtensive growth of output wluch has out
strIpped growth of the populahon There has been a two
centunes dIspute whether such nses m per capIta mcome will al-
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levlate poverty, that lS, whether the fruIts of mtenslve growth
will"trIckle down" and allevIate poverty?

Answermg thIs quesbon IS my frrst task In domg so, It IS
useful to dlsbngUlsh between three types of poverty based on
therr causes These are mass structural poverty, desbtubon pov
erty, and conjectural poverty It IS worth nobng that though thIs
dIsbnchon was well-known m the past-for Instance, m dISCUS
SIOns of the Enghsh poor law smce Ehzabethan bmes-one strate
giC lmgUlsbc move by soclahsts was to conflate all of them, so that
structural poverty (about wmch nothmg could be done unbl the
era of modern growth) was conflated WIth desbtubon and for
whose rehef most soclebes adopted remedIal measures A slffillar
confuSIOn, for Instance surrounds the whole recent dISCUSSIon by
a dlsbngUlshed NRI theonst of what he calls An EnqUiry mto
Well-bemg and DestltutlOn (Dasgupta 1993) What he IS dIS
cussmg IS mass structural poverty reflected, for mstance, m mal
nutrlbon and ill health, wmch though UblqUltOUS m the past and
more WIdespread than It need be m IndIa today, IS dIfferent from
true desbtubon

Mass Structural Poverty

Mass structural poverty has for most of mstory been man
kmd's natural state For, unbl recently, most econOmIes were ag
ncultural econOmIes, or what the econOmIC mstonan E A Wngley
has called IIorgamc" econOmIes, whose growth was ulbmately
bounded by the producbvlty of the land In such an economy,
there IS a umversal dependence on orgamc raw matenals for food,
clothmg, housmg, and fuel Therr supply IS m the long run m
eVItably constramed by the fIxed factor, land ThIs was also true
of tradlbonal rndustry and transportabon wmch depended on
anImal muscle for mechamcal energy, and upon charcoal (a
vegetable substance) for smelbng and workmg crude ores and
provIdmg heat Thus, m an orgamc economy, once the land fron-

122



•

•

•

•

•

Can Reform In India Proceed with a Human Face?

ber has been reached, dmumshmg classIcal econolllists were
gloomy WIth dmumshmg returns to land, conJomed to the Mal
thusIan prmClple of populabon, a long-run stabonary state where
the mass of people languIshed at a SubsIstent standard of hvmg
seemed mevltable Thus whilst there could be some extensIve
growth WIth both populabon and output growmg at about the
same rate -leavmg a relabvely constant level of per capIta mcome
hll the land fronher was reached - thereafter the only remedy to
prevent mumsenzabon was some form of populabon control

But even m an orgamc economy, there was some hope of
gethng mtenslve growth whIch leads to a secular mcrease m per
capIta mcomes The system of market "capltahsm" and free trade
outhned and defended by Adam Slllith could mcrease the pro
ducbvlty of an orgamc economy somewhat over what It was un
der mercanbhsm, and also, by lowermg the cost of the consump
bon bundle, would lead to a nse m per capIta mcome, that IS,
mtenslve growth But If thIs growth m popular opulence led to
exceSSIve breedmg, the land constramt would mexorably lead
back to SubSIstence wages Techrucal progress could hold the sta
bonary state at bay, but the land constramt would ulhmately take
hold

The IndustrIal Revolubon led to the subsbtubon of thIs or
gamc economy by a lllineral-based, energy economy ThIs new
econOllliC regIme escaped from the problem of the fIXed supply of
land and of ItS orgamc products by usmg lllineral raw matenals,
m parbcular, coal, whIch began to proVIde most of the heat en
ergy for mdustry, and WIth the development of the steam engme
whIch provIded VITtually unhlTIlted supphes of mechamcal en
ergy IntensIve growth now became possIble, as the land con
stramt on the raw matenals reqUITed for ralsmg aggregate output
was removed Thus the IndustrIal Revolubon m England was
based on two forms of "capItalIsm" one 1llSbtubonal, namely,
that defended by Adam Slllith because of ItS producbVlty en
hancmg effects, even m an orgamc economy, and the other phySI-
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cal whereby the capItal stock of stored energy represented by the
fossil fuels wruch allowed mankInd to create m the words of E A
Wngley (1988)

A world that no longer follows the rhythm of the sun
and the seasons, a world m wruch the fortunes of
men depend largely upon how he lumself regulates
the economy and not upon the vaganes of weather
and harvest, a world m wruch poverty has become an
ophonal state rather than a reflechon of the necessary
lnmtahons of human produchve powers (Wngley,
p 6)

Not only the subsequent expenences of the mdustnal coun
trIes, but of many countrIes m the Tlurd World have borne tlus
out It IS pOSSIble, as many countrIes m East ASIa for mstance
have shown, to eradIcate mass poverty withm a generahon, be
cause neIther of the twm foundahons of the gloomy claSSIcal
prognoshcahons, dmumshmg returns, nor the MalthUSIan prmcI
pIe are secure A market-based hberal econOmIC order wruch
promotes labor-mtensive growth can cure the age-long problem
of structural mass poverty

A volume synthesIzmg the fmdmgs of a 21-country com
parahve study of the pohhcal economy of poverty, eqUIty and
growth, that Hla Mymt and I have been engaged m WIth a battal
IOn of collaborators over the last ten years, will soon be m prmt
The authors m tlus study found that there was a clear posIhve ef
feet of per capIta mcome growth on mass poverty redressal m all
theIr countrIes over the penod 1950-1985 Gary FIelds (1991) put
together, for the same study, the available data on poverty redres
sal that were available for all the developmg countrIes subject to
some mmImal cntena of consIStency He found that m most but
not all cases, poverty tends to decrease WIth growth and that pov
erty tends to decrease most the more rapId IS economIc growth
Second, he fmds that growth has not had a demonstrably greater
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effect m reducmg poverty m ASia than m Latm AmerIca, but
rather the avaIlable eVIdence supports the OpposIte conclusIOn

For IndIa, Tendulkar and Jam (1995) exammed the effects of
growth on poverty alleviatIon takmg account of alternauve social
welfare ordermgs for the perIod 1970-1971 to 1988-1989 They
conclude that"m comparIson to the 1970s, the doublmg of annual
growth rate of per capIta GDP m the 1980s was assocIated WIth
Improvement m both the poverty and SOCIal welfare sItuatIon" (p
40) In India, as elsewhere, growth thus does allevIate mass
structural poverty In hIs famous "tryst WIth destmy" speech on
IndIa's mdependence, Nehru stated "the ambluon of the greatest
man of our generauon has been to WIpe every tear from every
eye" But the pohCles he followed made thIs ImpossIble because
they damaged growth performance Even the slow retreat from
thIs past dITlgIsme has led to hIgher growth rates and m conso
nance WIth all the mternatIonal eVIdence, m turn, to some sus
tamable alleVIatIon of IndIan mass poverty If only India could
sustam the spectacular growth rates that East ASIa now has
shown can be attamed even by large econOmIes hke Chma, It IS
mdubltable that mass structural poverty could be ehmInated even
m India WIthm a generatIon ThIs IS the prIze on offer Nothmg
stands m the way but pohtIcal ImpedIments that IrratIonal past
dITlgIsme Itself has created Thus growth does alleVIate mass
structural poverty ThIs IS, I beheve, an mconvertIble conclUSIOn
In fact, there IS no other sustamable way of domg so It IS now
also WIdely accepted that a market economy IS essentIal to pro
mote growth and I shall, hereafter, take thIs as gIven

We next consIder the two other types of poverty that were
dIstmguIshed earher-that of destItutes, and of those, who due to
conjectural problems, fmd themselves temporarily m poverty
Both these sources of poverty have eXIsted over millenrua, though
the sources of conjectural problems have changed
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DestItutIOn

It IS worth nobng that, tradibonally, when mass structural pov
erty was the norm for mankmd, the problem of "poverty" was
seen as bemg confmed essenbally to desbtubon As, unbl farrly
recently, most orgaruc econOlmes have also been labor-scarce and
land-abundant econOffiles, the prlIDary cause for people fallmg
mto desbtubon was a lack of labor power (eIther theIr own-for
mstance, due to physIcal disabllibes-or from faIDlly member, be
cause they had no fanu1J.es) to work the land Tlus remams a ma
Jor source of desbtubon m land-abundant parts of Afnca 1 In thIs
world, the poor are the desbtute who are recogmzed as "de
servmg," whllst, as the Ehzabethan poor law noted, any "able
bodIed" poor were to be classIfIed as vagrants

WIth populabon expansIOn and the emergence of land-scarce
econOIDles m Europe and m many parts of ASia, there arose "the
poverty of the able-bodIed who lacked land, work, or wages ade
quate to support the dependents who were partly responsIble for
theIr poverty" (ll1ffe 1987, p 5) TheIr poverty merges WIth mass
structural poverty and growth wIll, as It has, lead to ItS amehora
bon

As far as I know, no esbmates of the mCldence of desbtubon
m IndIa has been done Michael Lipton's attempts to fmd some
correlates of desbtubon, based on village studIes, moreover, show
the extremely heterogeneous composibon of thIs group Thus, for
mstance Dasgupta's seemmgly reasonable asserbon that WIdows
are "roubnely forced mto desbtubon" m India (Dasgupta 1993, p
323) has been shown to be false by Dreze and Snruvasan (1995)
who fmd no eVIdence of WIdows bemg disproporbonately con
centrated m poor households, or for that matter of female-headed
households bemg poorer than male-headed households

lSee Ihffe (1987) to whom lowe the threefold class1&cahon of poverty
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Conjectural Poverty

ThIs leaves conjectural poverty For most of hIstory, as econ
OIllies have been orgaruc agranan econOIllies, tlus form of poverty
was lmked to clnnahc cnses or pohhcal turmoil Its most dra
mahc marufestahon was m the from of a famme Smce the IndIan
Famme Code was deVIsed by the Bnhsh Raj m the late 19th cen
tury, It has been known that to deal WIth what Sen (1982) labels
"enhtlement failures" precIpItahng a famme, It IS necessary for
the government to provIde mcome dIrectly (through pubhc works
or food for work schemes for mstance) to those who have suffered
thIS temporary loss of mcome-generahng employment ThIS ad
mmIstrahve soluhon has ehmmated fammes m India But thIs
soluhon does requIre polIhcal stability and a relahvely competent
admmIstrahon, WIthOUt these, It IS not feasIble Fmally, the In
dustrIal Revoluhon has mtroduced Its own source of conjectural
poverty m the form of the trade cycle and the unemployment that
ensues m ItS downturns

Income Transfers andPoverty AlleVIatIOn

Income transfers are the only way to tackle deshtuhon and
conjectural poverty TradIhonally, these have been prOVIded by
pnvate agenCIes mcludmg the church, pnvate chanty, and, most
Important of all, transfers Withm extended families These pnvate
transfers were, however, replaced m most Western soclehes by
publIc transfers through the welfare state In assessmg the case
for Western-style welfare states m dealIng WIth the conhnumg
problems of deshtuhon and conjectural poverty, It IS useful to fIrst
dIshngUlsh between SOCIal safety nets and welfare states

The dIshnchon between the "welfare state" and a "soCIal
safety net" essenhally turns upon the UnIversahty of coverage of
transfers under a welfare state as opposed to the restrIchon of
collechvely proVIded benefIts under a SOCIal safety net to the truly
needy The World Bank's Poverty Reduction Handbook noted
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two essenbal elements m any desIgn of a SOCIal safety net "Iden
bfymg the groups m need of assIstance, and the means of target
mg assIstance to those groups cost-effecbvely" It went on to ask
"Are these quesbons for publIc polIcy, or are they adequately ad
dressed by the tradlbonal famIly network?" (World Bank 1992,
pp 2-13)

By contrast, welfare state advocates favor UnIversalIty as It
alone, m theIr vIew, proVIdes a feasIble means to achIeve the ends
sought to be subserved by a SOCIal safety net, because of problems
concerned WIth obtammg the reqUIsIte mformabon for targebng
Some have argued that because of the ubIqUItousness of nnperfect
mformabon, markets for rIsk will be mherently nnperfect (Barr
1992) Hence, uruversal welfare states are reqUIred as part of an
effICIent solubon to deal WIth "market failure" To deal WIth tlus
argument would take me too far afIeld 2 SuffIce It to say that tlus
IS a form of "rurvana economIcs,"3 whIch IS currently fashIonable
on the left, but It provIdes no credIble Jusbflcabon for a welfare
state

TWO RIVAL PHILOSOPHIES

An nnplICIt obJecbve of those who argue agamst targebng
and m favor of UnIversal welfare states IS dIStrlbuhvlty To Judge
ItS valIdIty, It IS useful to contrast two rIval etlucal and polIbcal
tradlhons the claSSIcal lIberal and the dIStrlbubvISt egalItarIan,
whIch conbnue to Jostle for our attenbon and color the varIOUS
polICIes offered for aIlevlabng poverty

2For more on thIS, see Lal (1993b)

3.yhe term IS due to Demsetz (1969) For an exphcahon m terms of the re
cent controversy surroundmg the mlI1llllum wage, see Lal (1995)
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Classlcal Llberailsm

For the classIcal hberal, It IS a conhngent fact that there IS no
umversal consensus on what a "Just" or "faIr" mcome dlstnbutIon
should be, despIte the gallons of mk spilt by moral philosophers
on trymg to Jusbfy theIr partIcular prejudIces as the dIctates of
reason Egahtanamsm IS, therefore, to be rejected as the norm for
denvmg prmClples of pubhc pohcy

But thIs does not mean that classIcal hberals are unmoral'
The greatest of them all Adam Srmth after all wrote The Moral
Sentiments Both of the great moral philosophers of the Scofush
Enhghtenment-Srmth and Hume-recogmzed benevolence as
the pnmary VIrtue, but they also noted ItS scarcIty However, as
SmIth's other great work The Wealth of Nations showed, fortu
nately, a market economy whIch promotes "opulence" does not
depend on thIS VIrtue for ItS functIonmg It only requIres a vast
number of people to deal and hve together even If they have no
personal relatIonshIps, as long as they do not VIolate the "laws of
JustIce" The resulhng commercial SOCIety promotes some VIr
tueS-I e, hard work, prudence, thrIft, and self-rehance-whIch
benefIt the agent But by promohng general prospenty, these
lower level VIrtues do unmtentIonally help others Hence, the re
sulhng SOCIety IS neIther Immoral or amoral

A good government, for the claSSIcal hberal, IS one whIch
promotes opulence through the promotIon of natural hberty by
estabhshmg laws of JustIce whIch guarantee free exchange and
peaceful competItIon The Improvement of morahty IS left to
nongovernmental mstItutIons But from Srmth to Fnedman and
Hayek, claSSIcal hberals have also recogmzed that SOCIety or the
State should seek to alleVIate absolute poverty

On the claSSIcal hberal VIew, as colleague Al Harberger (1986)
has noted, there could be an externahty, whereby the poor reCIpI
ent's consumptIon of partIcular goods or serVIces (for example,
food educatIon, medIcal care, and housmg) or ills/her attamment
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of certam states (1 e, bemg better nounshed, better educated,
healthIer, better housed) are closely correlated WIth an adequate
consumphon of such goods enters the donor's uhhty funchon As
It IS the specIfIC consumphon of these commodihes, and not the
recIpIent's "uhhty" whIch enters the donor's uhhty funchon,
there IS no "uhlIty" handle whIch can be used as on the alterna
hve dIstnbuhvist VIew to allow dIstnbuhonal considerahons to be
smuggled mto the analySIS of poverty allevlahon programs

Thus the mdIgent and the dIsabled are to be helped through
targeted benefIts For vanous ment goods such as health, educa
hon, and pOSSIbly housmg, these mvolve m-kmd transfers ThIs IS
very much the type of SOCIal polIcy package that was Imple
mented m Pmochet's Clule, and whIch succeeded not only m
protechng the poor durmg ChIle's arduous transformahon to a
lIberal market economy, but also led to dramahc long-term Im
provements m ItS vanous SOCIal mdicators 4

DIstrIbuflvIst EgalItarIamSm

The alternahve technocrahc approach to poverty alleviahon
IS, by contrast, necessarily Infected WIth egalItanamsm because of
ItS Imeage At ItS most elaborate, It IS based on some Bergson
Samuelson type SOCial welfare funchon, laId down by Platomc
GuardIans GIven the UbIqUItOUS assumphon of dImmIshmg
margmal uhhty underlymg the approach, any normahve UtilIty
weIghhng of the mcomes of dIfferent persons or households leads
naturally to some form of egahtanamsm But thIs smugglIng m of
an ethIcal norm whIch IS by no means umversally accepted leads
to a form of "mathemahcal polIhcs" Poverty allevIahon becomes
Just one component of the general problem of maxImlZmg SOCIal
welfare, where given the dIstrlbuhonal welghhng schema, all the

~e Castaneda (1992) for a detailed account of these SOCIal polIcy re
forms and their outcome

130



•

Can Reform In India Proceed with a Human Face?

relevant trade-offs between effICIency and eqUIty, rndudrng rn
tertemporal ones, can be denved rn terms of the appropnate dIs
trIbutIon cum effICIency shadow pnces (LaI1988) If the concern
IS solely WIth those falhng below some normatIve "poverty lrne,"
thIS merely ImplIes a chfferent set of weIghts WIth the weIght of
uruty berng set to say changes rn consumptIon (rncome) above the
lIne, and rncreasrng weIghts to those who fall progreSSIvely below
the poverty lrne 5

But thIs IS a fum edge of a very bIg wedge, as far as the de
fenders of the market economy are concerned BeSIdes leadrng to
recommendatIons for all sorts of redIstrIbutIve schemes, It also
leads to a vast rncrease rn dmgIsme To alleVIate poverty, a sec
ond goal embraced by claSSIcal lIberals, they are led to endorse
the creatIon of a vast transfer state, whIch, rn the long run, IS rn
compatIble WIth the preservatIon of a market economy

An usual nposte to the claSSIcal lIberal pOSItIon of separatIng
questIons of alleVIatIng absolute poverty from rnequalIty IS that,
rn theory, a market-based growth process could lead to such a
worsenrng of the rncome rustributIon that Instead of the poor
seerng a nse rn therr rncomes as part of the growth process, they
could be lffiffilsenzed ThIs VIew was strengthened by the so
called Kuznets hypotheSIs whIch stated that rnequalIty was lIkely
to worsen rn the early stages of development before It Improved,
as per capIta mcomes rose towards current-developed country
levels All the empmcal eVIdence, to date, IS agaInst the Kuznets
hypotheSIs, and ItS corollary that growth mIght not alleViate ab
solute mass poverty (FIelds 1991, Squrre 1993)

5See Ravalhon (1992) for a full explanahon of thIS approach ill the deSIgn
and evaluahon of poverty allevlahon programs ill the ThIrd World
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PUBLIC VERSUS PRIVATE TRANSFERS

Smce the welfare state advocates claIm to deal wIth deshtu
hon and conJunctural poverty, and as some assert even to deal
WIth mass structural poverty, are publIc transfers needed? We
need to exarrune the relahve effIcacy of pnvate versus publIc m
come transfers

Pnvate Transfers

Km-based transfer reCIprocIty arrangements and InterlInked
factor market contracts have been the major way that tradihonal
sOCIehes have dealt WIth mcome nsk and they have been faIrly ef
fechve 6 WIth the mevitable erOSIOn of village commuruhes, It IS
feared that these pnvate msurance arrangements will break down
and that no pnvate altemahve will be available to counter desh
tuhon and conJunctural poverty In mcreasmgly atomIshc mdus
trial econOmIes

It IS m thIs context that the role of pnvate mterhousehold
transfers IS of great Importance Cox and JImenez (1990) provIde
eVIdence that they are of consIderable quanhtahve Importance

For example, among a sample of urban poor m EI Salva
dor, ThIrty-three percent reported havmg receIved pn
vate transfers, and mcome from pnvate transfers ac
counted for 39% of total mcome among reCIpIents
Nmety-three percent of a rural south IndIan sample re
ceIved transfers from other households In MalaySIa,

6As Platteau (1991, p 156) concludes "Even though empmcal eVIdence
IS scanty (but not altogether absent), the case can reasonably be made
that, barrmg excephonally unfavorable CIrcumstances tradihonal meth
ods for controllmg the rISk of fallmg mto dIStress have usually enabled
the people to counter natural and other hazards m a rather effechve
way"
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prIvate transfers accounted for almost half the mcome of
the poorest households Nearly three-quarters of rural
households m Java, IndonesIa gave pnvate transfers to
other households About half of a sample of FIhpmo

7
households receIved pnvate cash transfers (p 206)

Moreover smce the oil pnce nse of the early 1970s, the poor
m South ASIa and parts of Southeast ASIa have found remunera
hve employment m the newly rIch oil states and theIr reffilttances
to theIr Thrrd World relabves have helped to allevIate theIr pov
erty

The mohvahon for these transfers IS of some mterest If they
were purely altrUIshcally determmed (as m Becker's famous
"rotten kId" theorem),8 then It would Imply that WIth
mtergenerahonal transfers between parents and children, there
could be dynashc faffilhes whIch would behave as though they
were a smgle, mfImte-hved mdIvidual Barro's famous RIcardIan
eqUIvalence would then hold, WIth pubhc pohcles such as debt

7See Rempel and Lobdell (1978), Knowles and Anker (1981), Collier and
Lal (1986), Oberal and Smgh (1980), and Lucas and Stark (1985) on the
sigruficant SIZe and effects of remIttances withm the rural and between
the rural and urban sectors m other countrIes

~he rotten kId theorem states "when one member [of a family] cares
suffIcIently about other members to be the head, all members have the
same mohvahon as the head to maXImIZe famIly opportumhes and to
mternahze fully all wIthIn-family 'externaIIhes' regardless of how selfISh
(or mdeed how envIOUS) these members are Even a selfISh chI.1d re
ceIVmg transfers from hIS parents would automahcally consIder the ef
fects of hIS achons on other sIbImgs as well as hIS parents Put shll dIf
ferently, suffICIent 'love' by one member guarantees that all members act
as If they loved other members as much as themselves" (Becker 1974,
p 270)
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fInancIng and SOCIal securIty beIng completely neutrahzed by
countervaIlrng prIvate actron 9

As these Imphcatrons seem to be hIghly unreahsbc, attempts
have been made to explam pnvate transfers as part of an ex
change process mvolvmg an nnphClt mutually benefIcIal contract,
say between parents and cluldren, who m exchange for therr edu
cabonal expendIture, are cOmmItted to lookrng after therr parents
In theIr old age (Kothkoff and SpIvak 1981, BernheIm, ShleIfer,
and Summers 1985) Lucas and Stark (1985) have developed an
IntermedIate model m whIch both altrUIsm and self-mterested ex
change are the mobves for transfers, and found that It apphes
sabsfactorIly to Botswana 10 Most of the empIrIcal eVIdence on the
mobves for prIvate transfers fmds them to be mIXed 11

9Some economISts have gone further and showed that as propagabon ne-
cessItates the parbcIpabon of two typIcally umelated mdIVIduals, there
will be a prohferabon of hnkages between families ThlS gIVes rIse to
even stronger neutrahty results In parbcular, no government transfer
(mcludmg those between umelated members of the same generabon) has
any real effect, and all tax mstruments (mcludmg so-called dIStorbonary
taxes) are eqUIvalent to lump-sum taxes In essence, the government can
affect the allocabon of real resources only by altermg real expendItures
The effICIency role of government IS thus severely lImIted, and Its dIS
tnbubonal role IS entIrely elImmated Indeed If all hnkages between par
ents and children are truly operahve, then market pnces play no role m
the resource allocabon process and the dIStrIbuhon of goods IS deter
mmed solely by the nature of mtergenerabonal altruISm

IOThey found that the predicbon of the pure altrUISm model that lower
mcome households will receIve hIgher transfers IS not borne out, and that
mstead, as the exchange model predICts, there IS "a posIbve assoclabon
between amount remItted and per capIta mcome of the household from
other sources" (p 910) For m the exchange model, the "greater wealth
of the family should mcrease Its relahve bargammg strength" (p 906),
and thus leads to a hIgher demand on Its "mIgrants"

But as Lucas and Stark (1985, p 1167) recogrnze, theIr data do not
allow the altruIShc mobve for transfers to be tested m a dynamIC context
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Some studIes have mstead trIed to estImate the crowdmg-out
effect of pubhc on prIvate transfers dIrectly Most of these have
been done for the US and fmd some small crowdmg-out effect
There are only two studIes of developmg countrIes For Peru, Cox
and JImenez (1992) found that m the absence of socIal securIty m
urban Peru, prIvate mterhousehold old-age support would have
been hIgher by 20 percent So there IS conSIderable, but not com
plete, crowdmg out of prIvate by pubhc transfers A study of the
PhIhppmes by Cox and JImenez (1993) IS probably more rele
vant 12 They found that transfers were WIdespread and large
They then sImulated the effects on these prIvate transfers of three
pubhc pohCles, namely, unemployment msurance, SOCIal securIty,
and mcome grants targeted to the poor For unemployment m-

RosenzweIg (1988) does so In a 10ngItudmal study of SIX villages m
three dIfferent agro-clnnahc regIons m the semI-and trOpICS of IndIa, he
found that kInshIp m a nsky world not only tends to bond family mem
bers m a smgle locahon (m a parhcular way), but kInshIp hes are able to
be sustamed over hme and space m ImplICIt Insurance-based transfer
schemes whIch contrIbute to consumphon smoothmg m the face of co
varIant mcome nsks

It IS kInshIp and common (famIly) expenences whIch mduce trust,
knowledge and altrUISm among family members Hence, such mcome
poolIng ImplICIt contracts may be feaSIble even If It IS spread across WIde
areas

11As Cox and JImenez (1990, p 216) summanze "Some studIes fmd an
mverse relahon between reCIpIents' resources and transfer amounts re
ceIved but others fmd a posIhve relahon, whIch contradICts the altru
ISm hypothesIS "
l~ey state "Part of the reason for the low eshmates of the degree of
crowdmg out of pnvate transfers by publIc ones mIght be due to the fact
that the eshmates dIScussed above are denved m enVIronments where
publIc transfers are already substanhal These transfers may have al
ready crowded out pnvate transfers to a large extent, rendermg the small
samples of pnvate reCIpIents unmformahve In contrast, the Philippmes
has almost no publIc welfare payments, whIch makes It an Ideal case
study for gaugmg the strength of pnvate transfers" (p 6)
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surance, they fmd "the reductIon m pnvate transfers IS nearly as
large as the boost m mcome that unemployment msurance gives
to households Nmety-one percent of the mcrease m household
mcome from unemployment InSurance IS offset by reductIons m
pnvate transfers" (p 19)

For retIrement mcome, they fmd that "pnvate transfers
would be 37 percent higher" If retrrement mcome dId not eXIst
On a program to completely ehmmate poverty by gIvmg each
household the dIfference between ItS actual mcome and poverty
lme mcome, they fmd that after pnvate transfers adJust, 46 per
cent of the urban and 94 percent of the rural households below
the poverty lme before the program would stI1l be below the lme
after the program! Moreover they give reasons to beheve that
theIr estImates of crowdmg out are biased downwards ThIs
study should certamly give anyone seekmg the pubhc transfer
route to deal WIth poverty related to nsks m the labor market,
conSIderable cause for pause

These doubts are further strengthened by notIng that pnvate
transfers, by relymg on locally held mformatIon and on extra eco
normc motIvatIons hke trust and altrUIsm, can overcome many of
the problems of adverse selectIon, moral hazard, etc, which have
so exercIsed the "mrvana" econOmICS 'market-failure' school For
as Cox and JImenez (1990) summanzmg the empIrIcal eVIdence
conclude "pnvate transfers equahze mcome, pnvate transfers are
dIrected toward the poor, the young, the old, women, the dIsabled
and the unemployed" (p 216)

Pubbc Transfers

Perhaps pubhc transfers can do even better, so that we
should not worry If they crowd out pnvate transfers? Pubhc sub
SIdIZatIon of the two ment goods-health and educatIon-are the
maJor pubhc transfers m nearly all developmg countrIes In ad-
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dlbon, SOCIal security IS Important ill many LahTI Amencan coun
trIes

One queshon on wluch there IS some empmcal eVIdence IS
the mCldence of the benefIts from SubSIdIes for ment goods Be
gmnmg wIth the plOneermg studIes of Meerman (1979) for Ma
laySIa and Selowsky (1979) for ColombIa, a number of other
studIes have addressed thIs Issue JImenez (1989), summanzmg
the studIes done up to 1987, concluded

Students from the lughest quartIle of the mcome diStrI
buhon profile m Chile, Colombia, IndoneSIa, and Malay
SIa receIve between 51 and 83% of all pubhc expendI
tures on lugher educahon, whereas those from the
lowest 40% receIve between 6 and 15% The effect 18

only partly counterbalanced by the concentrahon of
pnmary educahon subSIdIes among poor families, wluch
have most of a country's younger school children The
net result IS a dlstrlbuhon of overall educahonal SUbSI
dIes roughly proporhonal to each mcome group's
populahon share, WIth the excephon of the DOmmIcan
Repubhc where the poor's share IS shlliess The mcome
biaS IS less for health Health subSIdIes for Colombia
and MalaySIa are roughly proporhonal to each mcome
group's populahon share But m IndoneSia, the poorest
49% capture only about 19% from pubhc health centers
and hospItals (p 114)

The general ImpressIOn IS that pubhc transfers are generally
regreSSIve, and that they are very Imperfect means of helpmg the
poor

One reveahng pIece of eVIdence suggeshng that pubhc trans
fers not only are more mefflclent m poverty redressal than pnvate
transfers, but also crowd them out, IS proVIded by a 1990 World
Bank study ThIs traced pubhc SOCIal sector expendItures for nme
Labn Amencan countrIes m the 1980s and found that real per
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capIta publIc socIal spendmg on health, educatIon, and socIal se
CUrIty fell durmg some part of the 1980s m every country The
share of health and educatIon expendItures m total government
expendItures also fell, even as that of SOCIal securIty rose In spIte
of lower fundmg, and no apparent mcreases m eqUIty and effI
cIency, the SOCIal mdIcators generally Improved m the 19805

Apart from ObVIOUS statIstIcal and other bIases whIch mIght
explam thIs anomaly, the most plausIble explanatIon proVIded IS
that It mIght be due to the growmg role of nongovernmental or
garuzatIons, and the response of the market-orIented prIvate sec
tor to enhanced expectatIons and demand That IS, there was
probably a "crowdmg m" of more eqUItable and more effICIent
prIvate transfers to replace the declIne ill publIc ones 13

PolitIcal Economy of Transfer States

Enough has been SaId to suggest that publIc transfers are
clearly not the panacea bemg touted by SOCialIsts of varIOUS
hues 14 TheIr effIcacy m achIevmg ends lIke Improved educa
tIonal and health outcomes are dubIOUS and the mCldence of theIr
benefIts tends to be regressIve as compared WIth the eVIdence on
prIvate transfers summarIZed earlIer My general conclusIOn,
therefore, echo that of a World Bank (1992) report on Honduras

13Another pIece of eVIdence IS prOVIded by a slIDple regressIOn that was
run on the state-level data on per capIta publIc expendIture on health
and educatIon between 1976 and 1986, and the changes ill lIteracy rates
and lIfe expectancy and mfant mortalIty rates for IndIa, gIVen m Raval
lIon and Subbarow (1992) In these cross-sectIons, I found no statIstIcally
sigruficant relatIonshIp between changes m state-level health expendI
tures and health outcomes, and a statIstIcally sigruficant negatIve rela
tIOnshIp between changes m educatIonal expendIture and lIteracy'

14See Ahmad et al (1991) for a representatIve sample of thIS type of
viewpomt
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Most SOCIal programs benefIt prImarIly the Il11ddle class
and rIch, through spendmg on curatIve hOSpItal care,
pensIOn benefIts and lugher educatIon SOCIal spendIng
pays for serVIces that Il11ght be fmanced by the prIvate
sector (Box A3 5)

Tlus "Il11ddle class capture" of the benefIts of socIal expen
dIture IS not confmed to developmg countnes, but It has also been
documented for the welfare states of the GECD (Goodm and Le
Grand 1987) A systeIl11c process IS clearly at work It IS the po
lItIcal economy of redIstnbutIon m maJontanan democracIes In a
two-party maJorItarIan democracy, polItIcIans will bId for votes
by offermg transfers of mcome from some sectIons of the popu
lace at the expense of others Models of tlus polItIcal process
(whIch do not need to assume a democracy, but rather the mter
play of dIfferent pressure/mterest groups) show that there will be
a tendency for mcome to be transferred from both the rIch and the
poor to the Il11ddle classes, the so-called "medIan voter 1/ Even If
SOCIal expendItures are lllitIally mtended to benefIt only the
needy, m democraCIes such programs have mevItably been uru
versalIzed through the polItIcal process leadmg to what are prop
erly called transfer rather than welfare states, wluch prImanly
benefIt the Il11ddle classes

The poverty alleVIatIon that may occur as a byproduct of the
expanSIon of the transfer state IS, moreover, bought at a nsmg dy
naIl11C cost WIth the uruversalIzatIon of vanous welfare schemes,
polItIcal entItlements are created whose fIscal burden IS governed
more by demography than the conJunctural state of the economy
WIth the costs of entItlements rIsmg faster than the revenues
needed to fmance them, the transfer state, sooner or later, fInds
Itself m a fIscal CrISIS thIS process IS dIscermble both m devel
opmg and developed countrIes

For developmg countrIes, the Lal-Mymt study shows how
tlus process IS clearly VISIble ill those countrIes ill our sample
(Uruguay, Costa RIca, Sn Lanka, and JamaIca) wluch, under the
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factIonal pressures of maJontanan democracIes, have created and
expanded welfare states All four welfare states were frnanced by
taxrng the rents from therr major prImary products WIth the ex
pansIOn of revenues durrng upturns rn the prImary product cycle,
pohtIcal pressures led to therr COmmItment to entItlements In
closrng the fIscal gap durmg downturns, the ensurng rncrease rn
the tax burden on the productIve prImary sector led to a retarda
hon of growth and prodUCtIVIty, and rn some cases, to the "killrng
of the goose that laId the golden egg" Thus whIle there was un
doubtedly some poverty redressal as a result of the expansIOn of
these welfare states, over the long run, the entItlements damaged
econOmIC growth on whIch they were predIcated, and hence
eventually became unsustamable Slffillar processes leadrng to
the fIscal cnSIS of the state are to be found rn many other devel
oprng countrIes 15 Not surpnsrngly, many of these countrIes WIth
overextended welfare states are now seekmg to rem them back

Very slmIlar problems are also vlSlble m the more mature
welfare states of the OECD (Lal and Wolf 1986, Lrndbeck 1990)
In some countrIes whIch had gone furthest down the publIc wel
fare route, the late 1980s and 1990s saw a growrng questIonrng of
the welfare state rn the West, and rn some cases Its parhal or vrr
tual dISmantlIng

POLICY IMPLICAnONS

What are the conclusIOns for polIcy whIch follow from thIs
dISCUSSIOn7 The frrst conclusIOn IS that nothrng should be done to
damage the eXIstIng pnvate InstItutIOns and channels provIdrng
pnvate transfers "Forbear" should be the watchword for every
proposed scheme whIch seeks to alleVIate poverty through pubhc
transfers

15See Mesa-Lago (1983, 1990) for Latm Amenca
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The second conclusIOn IS that If, for whatever reason, pubhc
money IS sought to be transferred to the "needy," thIs IS best done
through prIvate agenCIes 'flus IS partIcularly true for "merIt
goods" such as pnmary health care and prImary educatIon, even
If there IS a case for pubhc fmancmg, there IS none for pubhc pro
ductIon As the World Bank's pubhc sector expendIture reVIew of
Bohvia noted

In the health sector, NGOs dehver the most effectIve
serVIce In educatIon, several commumtIes have asked
the largest NGO to manage therr pubhc schoohng, mdI
catIng the perceIved better quahty educatIon offered,
even WIth much mgher student teacher ratIos m NGO
schools The pubhc educatIon system spends more than
10 tImes more per ch1ld than the largest NGO, wmch
prOVIdes mgh-quahty educatIon (World Bank 1992, Box
A31, JImenez, Lockheed, and Paqueo 1991)

The thIrd conclusIOn IS that the very problems of moral haz
ard, adverse selectIon, and momtormg CIted by "nrrvana eco
nOfilcs" as requrrmg pubhc Insurance, m fact, argue for fostermg
the alternatIve pnvate route wmch capItahzes on the comparatIve
mformatIonal advantage of pnvate agents WIth local knowledge
These pnvate welfare channels can be promoted by vanous
methods of co-fmancmg WIth pubhc funds

A radIcal proposal may be worth considermg ThIs would
channel all foreIgn aId and domestIc pubhc expendIture on SOCIal
programs and safety nets to alleVIatIng destItutIon and conJunc
tural poverty through NGOS (natIonal and mternatIonal chan
tIes) But to aVOId the crowdmg out of pnvate by pubhc transfers,
thIs pubhc fundmg should only be prOVIded on a matchIng baSIS
The only reservatIon I would have about such a scheme IS the
contInumg econOfilC Illiteracy shown by so many NGOs as I
noted at the outset
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Fourth, m cases where for pohhcal reasons pubhc responsI
bility for the needy has to be accepted, pubhc pohcy should be
concerned WIth allevIabng real hardshIp and not WIth equahzmg
people The SOCIahst dIstnbutIvist end must be forsworn State
help should be concentrated on the mmonty m absolute need, and
the categones of prospectIve beneficianes should not be allowed
to multIply as 'need' assumes an elastIc dImensIOn m the name of
'relatIve poverty' (Harns 1988, p 18)

FIfth, uruversal proVISIOn of welfare and SOCIal secunty bene
fIts should be eschewed For parhcularly m maJontanan democ
raCIes, such luruversahzatIon" will corrupt the pohty WIth com
petIng pohtIcIans showmg theIr compasSIOn by mdIscnmmately
buymg votes WIth other people's money Tlus, m turn, will lead
to the hkely "mIddle class" capture of the transfer state, and could
lead to endemIC growth and fIscal cnses

GUIDELINES FOR PUBLIC ACTION ON
SOCIAL SAFETY NETS

If pubhc actIon IS consIdered deSIrable to deal WIth vanous
labor market nsks, what are the gUldehnes for specIfIC types of
nsks that the apphcatIon of the above prmClples can prOVIde? We
deal WIth the vanous elements of the safety net m sequence

For the ment goods of educatIon and health, as noted m the
last sechon there may be a case for fmancmg the poor but none for
pubhc productIon On thIs pomt, John Stuart Mill (1848) sug
gested that there are suffICIent numbers quahfied to proVIde edu
catIon under pubhc auspIces, there IS no reason why It can't pro
VIde equally good educatIon under pnvate auspIces For health, It
can be argued that the poor are best helped by vanous means to
allow them to purchase pnvate care (La11993b) These means m
clude mutual aId SOCIetIes, as well as pnvate chantIes, and NGOs
Matchmg pubhc funds for these pnvate lTIStItuhons would be the
method of channehng pubhc funds to the poor For both type of
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merIt goods, If the country has an adequate adrrumstrabve capac
Ity, vouchers earmarked for purchasmg these ment goods gIven
to the preferred purchasers will be more effIcIent then SubsIdIes to
producers If, faut ffileux, pubhc provIsIOn of these merIt goods IS
undertaken, then dIfferenbal pncmg to recover the costs of provI
SIon, wlule subsuu.zmg the poor on the hnes developed and rec
ommended by the Bank, m the past, IS desITable 16

SOCIal secunty pensIOns form the other major component of
SOCIal expendItures, at least m the more advanced developmg and
former SOCIahst countrIes As m most Western welfare states, they
are pay-as-you-go schemes In hght of demographIC trends m
most ex-soclahst countrIes, they are, as m the West, an econolllic
bme bomb GIven the danger m countrIes where the welfare
ethos has become WIdespread that It may be rabonal to be feckless
m provIdmg for one's old age as "the rotten kId meets the good
samantan," some state compulSIOn m ensurmg everyone proVIdes
for a baSIC pensIOn may be desITable As m Clule, thIs could be
done through earmarked taxes that are put mto fully funded and
actuanally faIT pnvate pensIOn funds (Castaneda 1992)

ThIs leaves vanous forms of mcome support programs-dIs
ability and unemployment Insurance, and transfers to alleVIate
low-end poverty-whIch are common m many Western welfare
states These schemes mvolve unaVOIdable "tax-cum-subsIdy
dlstorbons" because lump sum taxabon and subsIdlZabon IS
normally not feaSIble The econometrIC attempts to prOVIde
quanbtabve eVIdence of the effects on labor supply, consumpbon,
and savmgs of these dlstorbons has been mconclusIve (AtkInson
1987)

Unemployment Insurance IS of httle relevance for the maJor
Ity of developmg countrIes m whIch self-employment predollli-

16See JImenez (1989) for a powerful restatement of the case for SOCIal
sector pncmg agamst the UnIversalIst welfansts
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nates over wage employment Even m the so-called modem sec
tors of these econonues where wage employment IS the norm,
measured open unemployment rates are relabvely low, the un
employed rates are relabvely low, and the unemployed are typI
cally hIghly educated, relabvely wealthy urban youth TheIr un
employment reflects, m part, the availability of "reserves" (from
theIr relabvely better-off families) to fmance Job search m the
hIgh-wage modem sector and, m part, the overexpansIOn of
hIgher and secondary educabon because of econonucally unJusb
fIable publIc SubsIdIes (SqUIre 1993) In addIhon, relabvely hIgh
mshtuhonal wages m the modem sector encourage what can be
termed Harns-Todaro type unemployment GIven these "typIcal"
features of developmg country labor markets, unemployment m
surance IS only feasIble for wage employees m the modem sector

In an excellent overvIew of the lIterature on unemployment
msurance, Hammermesh (1992) argues that the only rabonale for
unemployment msurance programs IS the "mdlvldual based goal
of consumpbon stabIhzahon For thIs goal to be valId It must be
true that workers eIther esbmate the probability of becommg un
employed correctly, but are so myopIc that they do not save for
the eventualIty, or they underesbmate the probability and thus
have InsuffICIent precaubonary savmgs" (p 3)

If, however, for whatever reason a publIcly funded program
of unemployment Insurance IS mtroduced for the urban employ
ees m the formal sector, what should be ItS features? We need to
rmrumIZe the SIde effects m terms of the hIgher urban unemploy
ment/expansIOn of the urban mformal sector, and mcreased ru
ral-urban nugrabon that may be mduced These effects will de
pend upon how the "tax" to fmance the benefIts IS raIsed If the
tax IS leVIed on modem sector employers, while theIr wage em
ployees receIve the benefIts, the net effect will be to raIse the "ef
fechve" wage of such employees and thIs will, through the fanul
tar Harns-Todaro type of dynanuc process, lead to a reducbon m
modem sector employment, and mcrease the SIZe of the urban
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"Informal" sector, as well as result m rural-urban nugratIon If,
mstead, the tax IS assessed on worker's earnmgs, there IS no effect
on the sIZe of the urban sector, Just as there IS no lffipact on the
employment or the unemployment rate Hence to the extent we
beheve that labor-market duahsm characterIZes developmg
econonues, unemployment msurance benefIts should be fmanced
by taxes on the earnmgs of workers m the modern sector (Ham
mermesh 1992, p 35)

From a poverty viewpomt, the seasonal unemployment of
landless labor m rural areas IS hkely to be of greater lffiportance
than urban unemployment Rural pubhc work schemes hke the
Maharashtra Employment Guarantee scheme (Ravalhon 1992)
have been effectIve both m prevenbng fammes and m deahng
WIth problems of short-run mcome vanability, but theIr success
hes m the self-targebng that IS made pOSSible by offermg a wage
that only the truly needy will accept

Severance Payments

In many ex-soClahst econonues as well as those developmg
countrIes whIch created overextended and mefficient pubhc sec
tors, an lffiportant part of structural adjustment IS the pnvatIZa
tIon of such enterpnses In addItIon, many bureaucraCIes whIch
were set up to manage controlled econonues need to be shmmed
as they move towards market econonues Such structural adJust
ment programs typIcally encounter pohtIcal reSIStance from pub
hc sector workers who face retrenchment and/or cuts m theIr real
wages Such workers can exert pohtIcal pressure to prevent the
rescmdmg of theIr pohtIcally determmed entItlements to future
mcome streams whIch are above what they would be able to ob
tam m the free market The capItalIZed value of the dIfference
between theIr expected pubhc sector earnmgs (mdudmg pensIOns
and other benefits) and those they could get m the pnvate sector
(adjusted for the probabilitIes of bemg hIred and fIred m the mar-
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ket) represent the rents publIc sector workers are currently re
ceIVmg If theIr resIstance IS to be overcome, they nught need to
be compensated for these rents TIus IS a polIbcal rather than an
econonuc argument for severance payments, over and above
those that nught already eXIst m the contractual arrangements
that may be m force m the respecbve labor markets How to deal
WIth thIs problem will dIffer from country to country, dependmg
upon the parbcular labor laws and the governmenes ability to re
scmd these envIable rents If the method of adJustment IS to be
voluntary, however, certam common problems will be faced The
most Important of these IS that, given the heterogeneIty of the la
bor force, the rents denved from publIc sector Jobs will dIffer for
dIfferent workers, bemg hIghest for the "bad" workers whose
market opportumbes relabve to therr enbtlements m the publIc
sector are the worst WIth Imperfect knowledge of each worker's
rents, and the dIffIculty m devlsmg perfectly dlscnnunabng sev
erance payment schemes, If the severance compensabon IS set to
persuade the last "bad" worker to leave the pubhc sector, the m
tramargmal workers will be recelvmg more compensabon than
the capItalIzed value of theIr publIc sector rents ThIS could mean
a very hIgh cost to the fISC But m some cases, e g, where the
publIc enterpnse IS producmg negabve value added at world
pnces, shutbng down the enterpnse even WIth thIs hIgh cost may
lead to a gam m net GDP In others where the enterpnse nught
sbU be VIable after restructurmg and pnvabzabon, whIch mvolves
retrenchment, the problem of taliormg a severance package re
malTIS 17

The most attracbve plan whIch would meet the obJecbves of
hnubng polIbcal opposlbon and reducmg the fIscal burden would
be one hnuted to workers not hued by the newly pnvabzed en-

17PlSzbem (1992) and Diwan (1993) provIde detailed analyses of the varI
ous ophons, as well as dlSCUSSlOns, of severance payment schemes m a
number of countrIes
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terpnse 'Tlus tackles the adverse selectIon problem whereby the
IIgoodll workers take the severance package and the IIlemons" are
left WIth the new fIrm The severance package for those made re
dundant should be based on the prmclple of taIlormg the benefIts
to the medIan redundant worker's publIc sector rents T1us would
Imply that, If the severance package offered unIform compensa
tIon at the level of the rents to the medIan retrenched worker, all
those WIth lower rents would be better off, and they would pro
VIde the polItIcal support for the scheme to overnde those work
ers whose rents were greater than the medIan and would be
worse off Little more can be saId m prmClple about the specIfIC
terms of these programs whIch need to be tailored to local condI
tIons, and, m partIcular, the relatIve bargammg power of publIc
sector workers VIs-a-VIS the state

Transfers to alleVIate poverty

We have already dIscussed the reasons for preferrmg the
strengthenmg of pnvate channels and lTIStItutIons for the alleVia
tIon of low-end poverty (1 e, destItutIon and conJunctural pov
erty) m countrIes where the welfare state ethos has not become
WIdespread 'Tlus IS best done by the co-fmancmg of local and
mternatIonal chantIes, as well as local mutual self-help aSSOCia
tIons

CONCLUSION

Thus, m conclusIOn, there are feaSIble ways of dealIng WIth
the mevltable pam that the necessary reform of IndIa's labor mar
ket will mvolve But It IS gorng to requIre polItIcal courage
Lackmg that, only a fIscal cnSlS whIch spills over mto an rnfIa
tIonary and balance-of-payments cnSlS of the kmd that led to the
partIal reform of IndIan commodIty and fmancIaI markets IS lIkely
to lead to these desperately needed reforms WIthOUt them, the
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accelerated growth requITed to bamsh structural mass poverty
from the subcontment will not occur
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Indian Economic Reform and

International Experience

SP Gupta

INTRODUCTION

Incha launched an ambIhous reform program m 1991 The
reform was trIggered prImarily by a foreIgn exchange cnSIS ans
mg largely from a heavily protected and hIghly regulated eco
nOmIC regIme The earher regIme was largely mfluenced by
memones of the great depressIOn, the bItterness about colomal
expioitahon, and the widenmg per capIta mcome gap between
developed and developmg countrIes and by a general export pes
SImISm among econOmIsts m IndIa

Of late, however, the mternahonal expenence has led India
and many other developmg countrIes to rethInk theIr past strate
gies The days of colomahsm are over The dechnmg trend m
world GDP and trade IS seen to be reversmg, from mcreased mter
country trade and mvestments to a greater mtegrahon WIth the
prduchve and chstrIbuhve system of the world

The benefIts of these changes have become parhcularly con
SpICUOUS when the growth of the developmg countrIes and ItS
combmed share m the world GDP are mcreasmg faster than that
of the developed countrIes Many developmg econOmIes have
opened up, deregulated and moved to the market system and are
benefIhng from faster growth The fastest growth center of the
world IS now the ASia-PacIfIc region ThIs mternahonal expen
ence IS responsIble largely for the changmg afutude toward eco
nOmIC pohcy reform of the remammg developmg countrIes m
cludmg IndIa But these countrIes do not have much past "m
country" expenence to gUIde them ill thIs transformatIon There
fore, they have to rely largely on the expenences of other reform-
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mg countrIes whIch have ventured through thIs translhon
Econonusts often argue that IndIa, as a latecomer ill the global
lZahon process, has started WIth a handIcap But they should re
member that IndIa IS, m fact, denvmg benefIts from the recent re
covery of world trade, the streamhrung of the world legal system,
the streamhrung of the trade and mvestment laws under WTO
and other world bodIes, a faster development of commumcahon
technology and fmally, the end of the Cold War and the accep
tance, m prmCIple, of mulhlaterallsm by a maJonty of countrIes,
espeCIally VIs-a-VIS trade and mvestment

Over the last fIve years, SIzable effort has been made m IndIa
by changmg many of the past rules and regulahons to enhance
the role of the market and open up the economy, as well as scale
down bureaucrahc mterference to enable the growth and m
volvement of the pnvate sector But the sequencmg and pace of
these changes have not always been ophmal BeSIdes, there are
many unflillshed tasks before the nahon ThIs IS where a con
hnuous reVIew of mternahonal expenence for assessmg IndIa's
acmevements and pItfalls will be needed Adnuttedly, no set
reCIpe of reform has emerged Nor can a "one-to-one" replIcahon
of any country's expenence advance Itself But generalIZed les
sons from successful and not-so-successful reformmg countrIes
have been drawn by development econonusts and pollcymakers
The present senes of dISCUSSIOn, dIssenunahon and research have
been llUhated keepmg thIs m nund

The common lesson drawn from the reform processes m dIf
ferent countrIes, as noted by Professor Harberger, IS that "good
pohcy does not carry WIth It any parhcular IdeolOgical or pohhcal
overtones Certamly, good polIcy would appear to be feaSIble m
the hands of European SOCIal Democrats or Chnshan Democrats
or SOCIalISts, also m the hands of Bnhsh Conservabves or Labour
Ites, or of Amencan Democrats or RepublIcans, or mdeed of the
great bulk of pohbcal groupmgs that are lIkely to rIse to govern-

156



Indian Economic Reform and InternatIOnal Expertence

ment power (m the non-commumst parts of the world) m the
foreseeable future 11

Adrmttedly, a fIve-year penod (smce the Imbabon of IndIan
reforms m 1991) IS too short a bme to make a pragmabc assess
ment of the sIgmficant changes m the structure of an economy the
SIze of IndIa At the same bme, the compulsIOns of a democrabc
pohbcal lllSbtubon and the fact that the country has a large seg
ment of poor populabon warrant that the cost of adjustment and
the bme of translbon ahke be rmrurruzed to ensure the conbnmty
as well as the credIbility of IndIa's reform process But, India as a
nabon and IndIans as mdividuais must reahze that rapId growth
comes mIXed WIth pams and stresses of adjustment that are
sharper and more severe than those of a tradibonal economy that
changes only slowly Agam as noted by Professor Harberger, "It
IS clear that governments operate under pohbcal and SOCIal pres
sures from many dIfferent sources, and It would, thus, be fool
hardy to expect those governments to march solely to the econo
mIst's drumbeat m formulabng pohcy, when It must yIeld to
other forces and pressures, but a successful pohcy must fmd ways
to rmmrruze the sacrIfIce or comprormse of sound econOmIC ob
Jecbves, and will aVOId cnbcal errors of macroeconOmIC pohcy 11

Any reVIew of the econOmIC reform pohey m IndIa and ItS re
sults will entail a hard look at Its sustamability, VIability and de
SIrability A constant VIgil on the approprIateness of the pace,
coverage and sequencmg of reform will always be asked for, for
makmg any rmd-course correcbon

REFORM IMPACT AND INTERNATIONAL EXPERIENCE

Macro and Sectoral Results

In drawmg up a balance sheet of events smce 1991, the pOSI
bve factors seem to have exceeded the negabve factors However,
there IS a general feehng that the achIevements so far have fallen
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SIgmficantly short of targets and expectahons of reform The
causes have been IdenhfIed as (1) slowmg down of the reform
efforts, (2) many SIgmficant OmISSIOns or machon, whIch consh
tute the "unfnushed task" of the reform process, and (3) the par
hal nature of reform With many neglected areas whIch seem des
hued to remam so because of lack of any pohhcal consensus on
the harder, and more pamful, aspects of reform But there IS com
plete unanImIty among econOmIsts m India on the nonreversIbI1
Ity of reform although the need for proper checks and balances IS
WIdely recogruzed In thIs respect, India IS not an Isolated case
but shares the global expenence

GDPGrowth

On the macroeconOmIC dImensIOn, there IS a posIhve Sign of
recovery of GDP smce 1991-1992, though GDP IS shll well below
the trend value of 5 3 percent The prOjected offICIal growth rate
for 1995-1996 IS also not umquely hIgher compared to many past
mdividual years A welcome aspect of growth m the post-reform
penod IS that It has turned the economy away from the dechnmg
growth rate m the four years precedmg reform

It IS often argued that sCIenhfIcally the growth m the post
reform penod should be compared agamst an eshmated growth
denved from a contrafactual model However, m thIs fast
changmg world and WIth the complexIhes of large econOmIes hke
India, It IS extremely dIffIcult to develop a general equilibnum
model to test contrafactual trends On the other hand, there IS a
baSIC lOgIC of comparmg the actual WIth the trend values denved
from a long past because the economy admIttedly has been ac
customed, over a penod, to a certam growth tempo and any lower
trend from that tempo, espeCially spread over a long penod, will
encounter some reSIStance from the people In fact, "any trend"
whIch IS not slgmficantly hIgher than the past record will not be
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able to JustIfy the translbonal dIscomforts and pams of restruc
turmg

The heavy dIp m growth m 1991-1992, Ie, Just after the re
form was targeted, marked not only the culmmabon of the de
clmmg growth trend of the pre-reform penod but also the strong
contracbonary fISCal pohcy adopted m that year The moot ques
bon m thIs context IS whether thIS recent recovery of 1994-1995
and ItS consohdabon m 1995-1996 are sustamable, gIVen a de
clmmg growth trend m India's core mfrastructure areas and con
strucbon acbVlbes over thiS post-reform penod

IndustrIal Growth

The recovery of mdustrIaI growth overall, however, from the
lllibal dIp IS clearly m SIght It IS hIgher than the hIstoncal trend
growth rate of 7 5 percent over the past reform penod and IS
showmg all Signs of a further mcrease

Money Supply/Interest Rates

The recent credit crunch, however, may dampen the recov
ery Any attempt to mcrease money supply for easmg the credIt
squeeze on the pnvate sector has to be carefully consIdered m re
labon to a pOSSible mflabonary Impact on the economy, whIch, for
the bme bemg has largely been contamed by aVOldmg any SIZable
hIke m admlllistrabve pnces (whIch though IS not m conformIty
With the reform spmt) and by gettmg the benefits of a compara
bvely easy seasonallffipact from agrIculture The nommal mter
est rate IS very hIgh and the Labn Amencan expenence suggests
that m hght of dIstress borrowmg and overesbmabon of future
profItability, the bankmg system may be affected adversely
Compebbon among banks for depOSits, and among enterpnses
for loans, m fact, led to very hIgh reallendmg rates of mterest
(usmg actual rather than expected mflabon as the deflator) Ac-
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cordIng to many, such a hIgh Interest rate In IndIa IS not sustaIn
able - there IS a maSSIve chance of adverse rIsk selection, low
quahty and hIgh rIsk borrowIngs replacIng more credItworthy
ones

AgrIcultural Growth

As for agrIculture, ItS growth IS In hne WIth past trends But
there are some reservations regardrng the sustaInabIhty of the
trend for the future SInce In the past, growth has been based on
some good and some bad monsoon years, whereas the post
reform perIod has wItnessed four consecutive good monsoons

Export Growth

The best achIevement In the post-reform era IS the fast
growth of exports, whIch has been sigruficantly above the pre
reform trend and explaIned largely by IndIa's Increased penetra
tion In the world market AddItionally, thIS IS due to the fact that
export growth has benefIted from recovery of world trade How
ever, In 1996, India's exports are shoWIng some SIgnS of loss of
competitiveness There IS an apprehensIOn over unfavorable real
exchange rate movements that may be causIng thIs In fact, It IS
not only essential that the exchange rate be reahstIc, but that ex
porters are confIdent that It can remaIn so The way thIs IS most
frequently done In many countrIes IS by IntrodUCIng a crawhng
peg so that the authorIties frequently make small adjustments In
the nomrnal rate to take Into account any dIfferences In the rates
of prIce Increase between theIr country and that of theIr major
tradIng partners Alternative means for achIeVIng the same ob
Jective Include permIttIng the exchange rate to float and keepIng
the prIce level stable In India, an almost sImIlar measure has
been attempted by way of occasIOnally Interverung In the foreIgn
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exchange market, though WIth very httle success Judgmg by re
cent trends m the value of rupee VIs-a-VIS the U 5 dollar

Import Growth

In the area of Imports, after a long sluggIsh penod-partly
due to Import compressIOn arlSmg from several government mea
sures, mcludmg a bout of devaluabon-Imports have started rIS
mg Indeed, a rate of Import growth that IS the lughest ItS been m
fIfteen years has been aclueved Tlus has been helped largely by
removmg most of the quanbtabve restricbons, reducmg tarIffs
and other protecbve measures The fast growth m Imports m re
cent months also reflects the recovery of IndIan mdustry m par
hcular, and the economy m general It has crossed IndIa's past
trend values and the Import elashcIty to GDP now IS more than
twIce what It was over the last decade There IS also proof that
the Import mtensity of IndIan mdustry IS nsmg under pressure of
global compehbon and, WIth the search for advanced technology,
tills trend IS certam to conbnue BeSIdes, II a WIder varIety of for
eIgn consumer goods IS now suddenly available, Imports not only
Will rIse further, but also mIght, m tills process, shIDulate excess
consumphon and undermme pnvate savmgs A large part of Im
port mcreases m IndIa m consumer durables IS largely gettmg
concealed or mISSpeCllied under capItal goods lffiports Thus,
there IS some apprehensIOn that unless lffiports are matched by
mgher export growth, there may be some nsk of a substanbal
dram on IndIa's foreIgn exchange reserves

ForeIgn Investment

The reform perIod has seen an unprecedented mcrease m to
tal foreIgn mvestment mflows - much lugher than m the pre
reform penod, mcreasmg by nearly 4 to 5 hIDes per annum from
the early 1990s There has been a major composihonal change
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Agamst thIS, the net external assIstance (dIsbursement) has be
come negahve m the frrst four-fIve months of 1995-1996 for whIch
data are available The hIghest mflow of foreIgn mvestment
comes m the form of portfoho mvestment followed by foreIgn dI
rect mvestment However, there has been a recent dechne m both
portfoho mvestment and approvals of foreIgn drrect mvestment
Accordmg to some economIsts, thIs may reflect a walt-and-see at
htude on the part of mvestors The mam concern m thIs area IS
the conhnued bureaucrahc athtude, state-level delays and mfra
structure shortages But the raho of DFI dIsbursement to ap
provalls mcreasmg, showmg a sahsfactory absorphve capaCIty m
the economy The hIgh volahhty of portfoho mvestment and the
comparahvely poor performance of the secondary market VIs-a
VIS domeshc money resulhng m some problems of exchange rate
management are, however, worrymg It IS beheved that the flow
of portfoho mvestment IS countercychcal, It leaves when It IS
needed and comes m when It IS not needed Its potenhal contn
buhon to domeshc mvestment would be hIgh If It goes SIgnIfI
cantly to the pnmary market But, m IndIa so far, It has only been
m the secondary market One of the mam reasons for thIs IS that
the procedural formahhes for entermg the pnmary market re
qurres a walt of 70 days, most portfoho mvestors cannot afford to
walt 70 days to make an mvestment, when therr purpose IS
maInly to make a qUIck return m a hIghly mobile market

However, mtercountry expenence shows that capItal mflows
by themselves do not always pose a SIgnIfICant mflahonary nsk,
even though they mcrease the money supply (and could, there
fore/ accommodate mflahonary pressures ansmg from other
sources) As long as IndIa keeps a strong gnp on domeshc credIt
expansIOn by the government and the bankmg system, and keeps
the exchange rate roughly stable, and as long as the real economy
mamtams a recovery, mflahonary pressures are hkely to remam
under control Therefore, the general consensus IS that one
should not recommend achons to shfle foreIgn mflows
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Regardmg duect foreIgn mveshnent m the global context, the
mcrease m DFI m the past decade has substanbally outpaced the
mcrease m global trade, wInch, m tum, has consIstently outpaced
the mcrease m global GNP Chma so far has been the world's
leadmg benefIcIary of large-scale foreIgn duect mveshnent flows
DFI mflow m IndIa IS below that gomg to Chma and IS below In
dIa's expectabon TIns IS partly explamed agam by the "waIt-and
see" atbtude of foreIgn mvestors who are focusmg on IndIa's do
mesbc SOCIO-eCOnOmIC stabIlIty and the pace of reform Indeed, m
India's reform process, a further unshacklIng of the pnvate sector
from state regulabon and SOCIally-responsIble pnvabzabon of the
state-owned enterpnse sector will be needed

There are many mIsconcepbons about the factors wInch en
courage foreIgn mveshnent Somebmes, It IS felt that tax conces
SIOns and dIscr1mITIatory treahnent of foreIgn mveshnent are
needed to enhance theIr flows But general mtemabonal expen
ence suggests that foreIgn mvestors look for good SOCial and
phySIcal mfrastructure, good secunty, a transparent and effICIent
legal system, absence of bureaucrabc hurdles, and hberahzed re
patrIabon facIhbes compared to other compebng desbnabons,
rather than dIscr1mITIatory and favorable treahnent ill fISCal and
monetary areas VIs-a-VIS domesbc mvestors Indeed, a favorable
mfrastructure and less bureaucrabc mtervenbon better attract for
eIgn mvestors than do exempbons or concessIOns m capItal gams
tax or other simIlar facIhhes

It IS also Important to reahze that for transnahonal corpora
hons (TNCs), the most scarce resource IS the bme of seruor execu
byes TNCs will lose mterest m an mveshnent If they cannot go
mto produchon qUIckly, under mcreasmg globahzabon, TNCs
have plenty of other mveshnent opporturuhes

TNCs, much lIke domeshc corporahons, can be mefficient
With regard to SOCIal responslbIhbes and econOmIC returns, but If
they are workmg m a healthy host-country framework, they al
ways make a substanbal contnbubon and attract others Often,
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foreIgn mvestment IS treated only as a supplement to domesbc
mvesbble resources, especIally m capItal-scarce countrIes hke In
dIa, but TNCs can also provIde management know-how, technol
ogy and skill It can proVIde access to mternabonal markets At
the same bme, It IS acknowledged that foreIgn mvestment cannot
replace the need for growmg domesbc mvestment and technology
m a large country hke IndIa The bulk of producbvity growth
must come from the domesbc economy as trade barners are re
duced and regulabon IS hberahzed ForeIgn mvestment can only
be effecbve at the margm, but econOmICS teaches us that what
happens at the margm, rather than on average, IS also Important

Balance of Payments

The advantage of foreIgn mvestment from a balance-of
payments pomt of VIew, IS that It has no servIcmg costs Whereas
supphers' credIts and bank loans Impose a fIXed cost that must be
paId whether the mvestment made IS profItable or not, dIVIdends
on foreIgn mvestment become hable only If the mvestment IS
profItable, proVIded, of course, that such an mvestment IS not
protected by trade barners or domesbc regulabons

Many of the dIfficulbes faced by governments m handhng
foreIgn mvestment and by foreIgn mvestors setbng up shop anse
from the absence of a clear CIvil, commercIal and crlmIllal legal
system ThIS has been a parbcular problem m the formerly cen
trally planned econOmIes CountrIes hke IndIa are dIfferent m
that they have a comprehensIve legal system

The ability to repatrIate capItal and dIVIdends IS also an es
senbal component of fmanClal reform In India thIs was not easily
done m the past

The hnkages between ownershIp and management are very
complex In some cases, havmg 10 percent ownershIp of a com
pany allows control, m others, even a 60 or 70 percent of share
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ownershIp IS not enough The optunum ownershIp structure
should therefore be left to mvestors ThIs IS a matter that cannot,
meanmgfully, be deCIded by bureaucrats by formulatmg a set of
standardIzed rules

Fmally, as per mternabonal experIence, If IndIa wants to
meet the challenges of a moderruzmg economy whIch IS hnked
closely to the world market, IndIa will have to reduce certam con
stramts such as Its "exIt pohcy" Indeed, a major gap m IndIa's
econOmIC reforms, and one whIch also has Important fmancIaI
Imphcabons, IS the rIgId character of IndIa's labor market

In the late 1970s, the early hberahzabon experIence of ChIle,
the experIence of New Zealand m the 1980s, and the dIsmal un
employment rates m European countrIes such as Spam today
clearly demonstrate the faIlure to correct condIbons m the labor
market durmg WIdespread hberahzabon of commodIty markets

Infrastructure

The mvestment growth m terms of constant prIces m the
1993-1994 perIod was dIsmal at around -07 percent m terms of
gross capItal formabon ThIs was preceded by another perIod of
low growth of -12 percent m 1992-1993 For 1994-1995, accord
mg to the government's qmck esbmates, It has mcreased by 28 5
percent ThIS IS a good omen gIven the shortages m the Infra
structure and mvestment capacIbes m most areas However, the
composIbon of the 285 percent growth m 1994-1995 shows that
nearly 50 percent of thIS mcrease came from the household sector
The growth m publIc sector mvestment accounts for only 23 per
cent Hence, the Impact on Infrastructure, whIch IS mamly m the
pubhc sector, will be comparabvely low, espeCIally gIven the long
gestabon perIod m Infrastructure before new capaCIty IS gener
ated Therefore, no ImmedIate rehef IS vIsuahzed m the near fu
ture to alleVIate the mfrastructure shortage
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Domeshc Savmgs

Smce 1993-1994, the market has been expenencmg a severe
credIt-crunch m the bankIng sector The real mterest rate has
been unusually hIgh, whIch has affected mdustry, especially the
small and medIUm-sIzed fIrms Fortunately, eshmates by the
government for 1994-1995 mdicate that that the declmmg trend m
domeshc savmgs has been reversed, reachIng almost the same
rate as It was m 1991-1992, 1 e, the begmnmg of the reform pe
nod It mcreased by 14 percent of GDP between 1992-1993 and
1993-1994 to 3 percent between 1993-1994 to 1994-1995 ThIs
comparahvely large mcrease IS expected to release some pressure
on credIt availability ThIs IS yet to matenalIze However, smce
50 percent of the mcrease m domeshc savmgs m 1993-1994 re
sulted from an mcrease m household savmgs m terms of phYSICal
assets (whIch IS, m effect, outSIde the fmancIaI market), ItS favor
able effect on the credIt market will not be eaSIly felt Indeed, m
crease m growth of domeshc savmgs m 1994-1995 IS explamed
only up to 10 percent by the mcrease m household fmanClal sav
mgs

In contrast, an encouragmg area IS the SIZable mcrease m
pubhc savmgs whIch accounts for nearly 40 percent of the total
mcrease m domeshc savmgs rates m 1994-1995 ThIs largely
stems from the savmgs of non-departmental enterpnses, resulhng
from a hIke m adnurustrahve prIces For 1995-1996, mdIcahons
are that given the need to control mflahon, the customary hIke m
admIDlstered pnces has been toned down

In 1994-1995, the fIscal defICIt conhnued to be very hIgh, both
m the revenue and capItal accounts, despIte Improvements m the
negahve savmgs of the pubhc sector For 1995-1996 (bemg an
elechon year), any sigruficant Improvement m thIs scenarIO IS un
hkely WIth respect to corporate savmgs, the margmal savmgs
rate IS shll very hIgh compared to the average savmgs rate ThIs
IS a good SIgn But m companson to 1993-1994, It has also de-
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chned The hIgher tempo observed m 1993-1994, hopefully, will
be revIved m 1995-1996

Inflabon

On the pnce front, mflabon (as measured by the change m
wholesale pnces) fell from 137 percent m 1991-1992 to 101 per
cent the next year In 1993-1994, It shpped to 84 percent, how
ever, went up agam to 108 percent m 1994-1995 Currently
(1995-1996), It IS around 95 percent, although It has come down
to around 5 percent on a month-to-month baSIS m recent months
Indicabons are that for the year as a whole, It WIll be around 8 5
90 percent However, thIS conbnues to be very hIgh as compared
to world mflabon and should be a matter of concern ThIs IS even
more true given that the consumer pnce mdex IS sbil hIgher (con
bnumg at above 10 percent) WIth no SIgn of a dechne It IS appre
hended that the present control over money supply by the RBI
and Its consequent mamfestabon m a credIt crunch, IS more lIkely
to be felt m the mtermedmte and capItal goods market, espeCIally
m the long term than m the short- and medmm-term consumer
goods market

Currently, the government's hIgh borrowmg IS syphonmg off
large amounts of credIt from the prIvate capItal market, through
populIst expendIture under the budget revenue account, thereby
fannmg the demand for consumpbon goods ThIs may explam
why consumer goods prIces are nsmg much faster than are
wholesale pnces Nearly 30 percent of the weIght of the whole
sale pnce mdex comes from commodibes that fall under admm
Istrabve pnces There IS a temporary halt m the pnce hIke of all
these commodibes m 1995-1996 wluch partly explaIns the slow
down m the wholesale price mdex BeSIdes, the commodIty com
posibon of the wholesale pnce mdex also excludes many of the
lugh-pnced serVIce sectors Thus, the prognOSIS m the pnce front
IS that mflabon IS lIkely to mcrease m the post-elecbon perIod as
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soon as the reform tempo pIcks up Over the last four years, India
has had several good monsoons, whIch may not recur m future
Fmally, the declmmg external value of the rupee may further add
to future mflahon

Regardmg the Impact on poverty, the most recent eshmates
are gIVen by the Plannmg COmmISSIOn on the basIs of a half sam
ple m 1993-1994 The eshmates show that the poverty rabo (1 e,
the percentage of people below the poverty lme) has declmed
margmally from 22 4 percent to 21 7 percent m the rural sector
and from 12 7 percent to 11 6 percent m the urban sector between
1992-1993 and 1993-1994 Compared to 1990-1991 (1 e, the be
gmnmg of the reform penod), however, It conhnues to be mar
gmally hIgher In 1990-1991, It was 206 percent m the rural sec
tor and 11 5 percent m the urban sector

Over the penod from 1977-1978 untIl 1990-1991, the rural
and urban poverty rahos declmed very fast-from 512 percent m
1977-1978 to 20 6 percent m the rural areas and from 38 2 percent
to 11 5 percent m the urban areas In contrast, m the post-reform
penod, there IS no sIgmficant declmmg trend The fall m the
growth of mcome and consumphon Immediately followmg the
reform lllibahves maya major reason for thIs fall In 1993-1994,
growth m mcome and consumphon revIved For example, per
capIta consumpbon went up 24 percent ThIs may have helped
to margmally Improve the poverty rabo

Improvements m poverty rahos have a growth element as
well as a distrIbuhve element In the pre-reform penod, the con
sumphon distrIbuhon was conhnuously Improvmg and thereby
partly helped to reduce poverty Smce the reform of 1991-1992,
the mequahty coeffIcIents, both m terms of mcome and consump
hon, have started mcreasmg Consequently, for a further reduc
bon m poverty, a comparabvely hIgher growth rate will be
needed The detenorahon m the consumphon dIstrIbuhon has
largely been due to changes m the relahve pnces and the mflahon
rate The hIgher mflabon rate, and especially the mcrease m food
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pnces, has caused the consumptIon dIstnbutIon to go agamst the
poor

For 1994-1995, although GDP growth has been estImated at a
hIgh 6 3 percent, growth m per capIta consumptIon has almost
remamed at the 1993-1994 level (around 24-25 percent) The m
£latIon rate has also accelerated from 1993-1994 and the relatIve
pnce of food (mdudmg the Issue prIces whIch affects the poor) IS
mcreasmg faster ThIs suggests that consumptIon mequahty may
mcrease further m 1994-1995 Hence, one cannot expect any
marked Improvement m poverty m 1994-1995 For the future, the
prognOSIS IS that to reVIve the dec1mmg poverty trend of the past,
a very fast growth of about 7-8 percent per annum IS needed m
IndIa GIven the present slowdown m the reform process and the
growmg Infrastructural constramts as well as the contInumg m
£latIonary potentIal, thIs task IS a challengmg one In the transI
tIon perIod, pohcymakers will have to fmd a means of targetIng
programs for those poor who are eIther genumely affected ad
versely by removal of earher SubSIdIes or who are outSIde the
mam market system (smce the tranSItIon cost should be reduced
untIl benefIts of accelerated growth can be enjoyed by the maJor
Ity m IndIa)

PrIvatIzatIon

If the government leaves the productIve sphere to the pnvate
sector mc1udmg foreIgn enterpnses, It will be able to devote more
resources and attentIon to actual SOCIal needs WIth the mcreasmg
avaIlability of mtematIonal capItal for mdustry and Infrastructure
(roads, telecommumcatIons, ports, etc), the government can redI
rect Its own scarce resources to those areas whIch are dIshnctly
wlthrn Its purVIew, such as pnmary educatIon and health Tlus
type of pohcy sluft, whIch IS underway throughout the develop
mg world, IS stIll to emerge as a strategy of development rn IndIa
Tlus IS largely due to the "soft" approach of the IndIan govem-
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ment to pnvahzabon and fIscal dlsclphne VIs-a-VIS wasteful reve
nue expendIture

Employment

There IS some apprehensIon m IndIa that econOmIC reform
could be SOCIally llliqUItoUS, espeCIally to labor As noted by Jef
frey Sachs, "In the name of SOCIal Jusbce, IndIa spends tremen
dous resources and pohbcal energy to protect the few percent of
workers m the orgarnzed sectors of the economy, but as an mdI
rect result It hmders the chances for the other 90-plus percent of
the populahon to fmd gamful employment outSIde of the SUbSIS
tence agrIculture or low-producbvlty mformal employment II

It IS very dIffIcult to obtam a clear pIcture of employment
growth m the mformal sector Accordmg to the populabon cen
sus of 1991, employment growth m the manufacturmg segment of
the mformal sector between 1981 and 1991 was 1 32 percent per
annum as agaInst 0 5 percent employment growth m manufac
turmg segment of the orgaruzed sector ThIS clearly demonstrates
the tremendous potenhal of IndIa's mformal sector m fulfI1lmg
IndIa's employment goals

The post-reform unemployment situahon has deterIorated m
both the rural and urban areas The eshmates of total employ
ment growth m recent years, whIch are only avaIlable from Plan
rung COmmISSIOn reports, show that the unemployed pool has not
fallen smce 1991 and growth of employment IS shghtly slower
than the growth of the labor force Even thIs estImate IS based on
the opbmIshc assumpbon of a SIgnIfIcant mcrease m employment
elasbClty m the servIce sector of the economy The rate of growth
m pubhc sector employment has gone down SIgnIfIcantly and has
been compensated only parbally by faster growth of orgaruzed
pnvate sector employment However, thIs trend IS healthy smce
It shows the mcreasmg role of the pnvate sector as an econOmIC
agent
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Separate employment and unemployment data between the
orgamzed and rnformal sectors are not available from any compa
rable source The orgarnzed sector employment data are available
from the Mlllistry of Labor stahshcs wruch provIdes data up to
March 1993 As per tlus data, smce 1990-1991, there has been a
very sharp declme m publIc sector employment (fallmg from 2 2
percent growth per annum between 1981 to 1990 to 12 percent
between 1990 and 1992) If we add to tlus the qUIck eshffiates of
1993, then the growth rate further declmes to 11 percent The
growth of employment m the pnvate sector, on the other hand,
went up from 03 percent between 1981 and 1990 to 19 percent
per annum between 1990 and 1992 However, If we add to tlus
the qUIck eshffiates of 1993, tlus too comes down to 11 percent
(mamly because m 1993, the growth rate of employment m the
pnvate orgarnzed sector was -0 2 percent per annum)

FIscal DefICIt

The most pressmg concern of reform comes from fIscal per
formance The central fIscal defICIt of 1995-1996 WIth all the
populIst expendIture (a result of the forthcommg nahonal elec
hons) may mcrease further smce most of the expendIture was not
budgeted for thIS fIscal gap IS expected to wIden further due to
nsmg nommal mterest rates and rncreasmg government borrow
mg at the market rate More wornsome IS the ever-widenmg
revenue gap Independent studIes show that the ImplICIt SUbSIdy
as percentage of GDP IS mcreasrng faster m the postreform penod
and more so m the econOmIC sectors, thereby mcreasmg the reve
nue defICIt through very low recovery rates m these sectors Thus,
the fIscal discipIme of the government IS bemg fast eroded, espe
CIally WIth the central government recently borrowmg much
above ItS agreed MOD WIth the Reserve Bank of India
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The lag effect of tlus fast expansIon m government expendI
ture could be reflected m a future pnce nse and crowdmg out of
the pnvate sector

ForeIgn Exchange Reserves

On the external front, there has been substanhal growth m
foreIgn currency reserves, notwithstandmg the drop m recent
months The debt serVIce raho IS decreasmg qUIckly, but IS sh1l
much above the desITed level WIth respect to total external debt,
the recent whIte paper by the government clearly shows that,
measured m dollar terms, ItS growth IS decelerahng In rupee
terms, however, as percentage of GDP, the raho IS showmg some
Improvement Thus, overall, the reform target m the external
sector IS near fulfillment

Pahey Changes

Fubhc Sector Fohcy Reform

In 1991, mvestments m most areas of the IndIan economy
were reserved for the pubhc sector At present, there IS hardly a
sector from whIch domeshc or foreIgn pnvate mvestors are ex
cluded In 1994-1995, WIth the hberahzahon of telecommumca
hons and pharmaceuhcals, and further hberalIZahon m the coal
mdustry, mvestment restrichons are mamly confmed to Insurance
and raIlways-the only two sectors shll reserved for the pubhc
sector But even m raIlways, there have been efforts to mvolve the
pnvate sector m operahons (through "own-your-wagon"
schemes, for example) and mamtenance As a frrst step towards
Implementahon of the recommendahons of the Malhotra Com
mIttee on reforms m the Insurance sector, a regulatory authonty
has been set up under the Uruon Fmance MlnIstry But m general,
the dnve for pnvatIZahon m IndIa has been characterIZed by the
lack of pohhcal will
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Trade PolIcy Reform

Import lIcensmg restrICtIons on mtermedIates and capItal
goods have been vIrtually ehmmated TarIffs have also been SIg
nIfIcantly reduced From 300 percent m 1990-1991,the maXImum
Import tarIff was reduced from 85 to 65 percent at the begmnmg
of 1994-95, the average tarIff also fell to 33 percent m 1994-1995,
from 47 percent m 1993-1994 and 87 percent m 1990-1991 The
1995-1996 budget further reduced the maXImum tarIff level to 50
percent and the average tarIff (accordmg to World Bank estI
mates) came down to around 27 percent In August 1994, the ru
pee was made fully convertIble on current account transactIons
and IndIa achieved ArtIcle VIII status of the InternatIonal Mone
tary Fund

FmanClal Sector Polley Reform

In the fmancIaI sector, barners agaInst the entry of pnvate
sector banks (domestIc and foreIgn) have been ehmmated, pru
dentIal regulatIons that meet mternatIonal standards have been
mtroduced, banks now have greater dIscretIon m theIr lendmg
deCISIons, and fmanClal markets have been lIberalIzed Durmg
1994-1995, to further Improve competItIon, the authontIes lI
censed 10 new banks, mcludmg three foreIgn InstItutIOns In Its
CredIt PolIcy Statement of October 1994, the Reserve Bank of In
dIa (RBI) removed the mmImum lendmg rate applIcable to com
merCial banks for advances exceedmg Rs 200,000 ThIs was an
Important step m mterest rate lIberalIzatIon To Improve ItS ca
paCIty to enforce the new prudentIal guIdelInes, the RBI created a
Board of FmanClal SupervISIon wluch started functIonmg m De
cember 1994 And as part of Its strategy to strengthen and
broaden the ownerslup base of pubhc sector banks, the govern
ment m 1994 prOVided $3 3 bl1hon for the purpose of recapltahza
bon to the 19 "nabonahzed" commerClal banks dIrectly owned by
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the MIllistry of Fmance It also changed legIslatIon to allow pn
vate ownerslup of these banks up to 49 percent of eqUIty In Oc
tober 1995, the RBI announced another crecht polIcy for the ensu
mg SIX months the deregulahon of mterest rates on deposIts over
two years Tlus IS normally regarded as the last stage m mterest
rate deregulahon But to dIscourage unrestramed bIddmg-up of
mterest rates and as a measure of cauhon, the RBI has restrIcted
the deregulahon to depOSIts of over two years Tlus IS expected to
reduce the tendency to compehhvely bId up rates leadmg to
short-term hot money supply Tlus IS also expected to stop funds
from gethng locked mto excessIvely long depOSIt matunhes
whIch could create or aggravate asset-lIabIhty mIsmatches FI
nally, all banks will be reqUIred to adopt the same valuahon tech
mque for SLR as for theIr balance-sheets

There are however, no plans to pnvahze the eXIshng nahon
alIzed banks Tlus IS unfortunate smce there IS clearly the nsk of
state banks becommg bankrupt and source of polItIcal headaches,
scandals, and meffIcIency, unless these banks are allowed to pn
vahze There IS also a case for extendmg further lIcenses to for
eIgn banks, WIth a VIew to creahng domeshc compehhon There
IS also the potentIal for establIshmg Bombay as a key regIonal
bankmg center for the whole of ASIa

Most foreIgn fums, and partIcularly Jomt venture fums, rely
on local facmhes for short-term workmg capItal (for wages and
trade credIt) Many developmg countrIes have, therefore, per
mItted transnahonal banks to Illihate compehhve bankmg, often
allowmg foreIgn banks to at least undertake bankmg for foreIgn
owned compames Such fmancIaI sector reform-combmed WIth
prudenhal regulahon, mspechon and compehhveness-Is essen
hal to ensure lugh benefIts from foreIgn mvestment

In VIew of the generally hghter lIqUIdIty condIhons m recent
hIDes as compared to the past, the RBI has opted to leave the refI
nance faCllIhes on export credIt unchanged The same lOgIC un
derlIes the enhancement of the lImIt for refmance agaInst gov-
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emment and other approved secunbes from the earlIer 0 5 per
cent (for forbughtly average outstandmg deposIts) m 1991-1992, It
was raIsed to 1 0 percent m 1994-1995 Here agaIn, an attempt
was made to popularIZe treasury bills by splIttmg the refmance
facility mto two parts-the fIrst agamst holdmgs of dated secun
bes (thIs IS expected to lend greater hqUIdIty to the government
debt market) and the second agamst foreIgn exchange (on the ba
SIS of the SodhanI COmmIttee recommendabons whIch proposed,
among other thmgs, the abohbon of the uruform Rs 15 crores
overmght open posibon) Consequently, each bank will, hence
forth, be permItted to fIx ItS own hmIt after obtammg RBI ap
proval Several procedural dIfficulbes have also been eased to en
sure comphance WIth CRR (recently CRR requIrements of banks
have been reduced to release pressure on the credIt market)

S1In1lar progress has been made m developmg money mar
kets In March 1995, the RBI ISsued guldehnes for creabng a sys
tem of pnmary dealers m government secunbes Together WIth
the hIstonc agreement (reached m 1994) between the Treasury
and the RBI to phase out (over three years) the automabc moneb
zabon of the defICIt, these developments estabhshed the basIs for
market-determmed mterest rates on government paper, and for a
more fleXIble and mdependent Implementabon of monetary pol
ICY by the RBI However, of late, thIs has not been comphed WIth

Tax Pohcy Reform

Smce 1991, the tax regIme has been SImplIfIed and strength
ened consIderably The 1994-1995 budget urufled tax on corpo
rate mcome at 40 percent, for WIdely held companIes at 45 per
cent, and 50 percent for others Reforms were also Inlbated m the
area of eXCIse tax (to bnng It closer to a value-added tax), and the
government also extended the MODVAT (a mochfied value
added tax) coverage to mclude the manufacturmg sector and, for
the frrst hme, some servIces
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Of parbcular lffiportance were the decISIons to (1) shrlt most
eXCIse rates from specIfIc to ad valorem taxes (to mcrease buoy
ancy), (b) reduce the number of rates, and (c) slffiplIfy the system
by relymg on mVOlces for value determmabon These reforms
sunplIfied and moderrnzed consIderably IndIa's tax system and
made It possIble for the central government to focus ItS efforts on
lffiprovmg tax admmIstrabon The 1995-1996 budget conbnued
to reduce the peak eXCIse rates Although It dId not further re
duce corporate tax rates, It dId conbnue to emphasIze /I Slffi
plIflcabon, lower rates and greater buoyancy" To ensure comph
ance, the authonbes proposed tax deducbon at source on fees for
profeSSIOnals, techmcal services/serVIce contracts and on mterest
mcome on bIDe deposIts All the foregomg polIcy reforms, ar
bculated smce 1991, must be followed through to complebon

A qUIck reVIew of the reform process to date clearly mdicates
the many unflillshed tasks publIc sector reform and pnvabza
bon, fmancial sector reform (mcludmg msurance sector reform),
changes m labor laws, reform of the urban land celimgs act,
strengthemng of India's civil/commercIaljcnmmal legal system,
further trlffiIDmg of bureaucracy, development of sound publIc
fmance are examples of thmgs yet to be done The reform process
must also percolate down to the state and grassroots levels The
agriculture sector and rural development must be brought mto
the reform agenda to ensure that benefIts of the reform lead to
poverty reduchon, employment generabon and an lffiprovement
m the standard of hvmg for the vast maJonty of Indians

GRAY AREAS AND CURRENT DEBATES

Most of the current debates on the IndIan reform program
pertam to ItS deSIrability, sustamability and Viability The core
debate brmgs mto focus the government's frequent use of soft
opbons m ItS reform process, always avoIdmg any mtroducbon of
hard measures m relabvely sensIbve areas There has been a con-
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stant confhct m government budgetary measures between con
cerns for stability and the need for equItable growth Fortunately,
tlus IS not an mherent conflIct area m pubhc fmance hterature,
tlus has arIsen because of government's failure to take the rIght
krnd of measures to reduce Its macroecon01ll1C Imbalances At
tempts to reduce the budgetary fIscal gaps by cuttrng rnto capItal
expendIture and expendIture on human development, and by ne
glectrng to prune the unnecessarily large SIZe of the pubhc sector
and ItS correspondrng current revenue expendIture are tellrng ex
amples of thIs Attarnrng a fIscal balance by such "short-sIghted
measures" IS unsustarnable m the medlUm- and long-run per
specbve

Hard work IS reqUIred to ensure 1ll1cro level correcbons rn
rndividual programs and projects to reduce budgetary expendI
ture Budgetary pro1ll1ses before every budget, professrng self
disciphne, need to be strIctly adhered to Noncomphance WIth all
such pro1ll1ses has affected pubhc confIdence and has reduced the
capaCIty for Implementabon of the government's fISCal measures

Pubhc frnance covers not only the center but also the states
There are clear rndicabons of nonpercolabon of the center's re
form message to the states and lower down, whIch has reduced
the effecbveness of many of the reform measures

One key problem the state governments face IS theIr rnability
to settle Infrastructure projects WIth foreIgn rnvestors, smce ap
proval from the Uruon Government IS reqUIred rn many cases
ThIS IS parbcularly true rn telecommurucabons key regIOns could
easily attract DFI for new local systems (e g, cellular phone sys
tems rn Bombay, Madras, etc), but are effecbvely blocked by Un
Ion laws and regulabons Therefore, Inilia has not yet freed Its
state governments suffICIently to enable them to add dyna1ll1sm to
the reform process In most key Infrastructure areas, the central
government remams rn control, or at least has the veto power
over state acbons The progress of some states (coastal states hke
Maharashtra, GUJarat and the Southern states) will undoubtedly
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have a demonstrabon effect on others, though the mtenor prov
mces are not expected to gam as fast The fast-runners, however,
should be allowed to pull ahead

The Uruon Government should target enhanced transfer
payments to the states to help support prImary health and educa
bon Tlus may be done on a matchmg grant basIs to give the state
governments an mcenbve to mcrease theIr own efforts m these ar
eas

In Brazil, the Sao Paulo State and Mmais GeraIS are the re
form leaders at the regional level, m Chma, the coastal provmces
and the provmces farthest from BeIJmg are m the lead, m RUSSIa,
reform leaders m NlZhny Novgorod and m the RUSSIan Far East
have been major spurs to reforms at the central level In IndIa, all
the western states are the prIme forerunners Such compebbon
between states IS healthy But too much compebbon does lead to
undercutbng of one another, at the expense of nabonal mterest, as
seen m the case of Chma

To ensure success of the reform process, the message must be
that reform IS for the benefIt of all, WIth equal sharmg of respon
sibIlIbes Consequently, the recent debate on achIevmg a "level
playmg fIeld," though regarded as "temporary" or "mIscon
ceIved" by some, needs senous attenbon Many of the mIcro IS
sues hke Emon, transparency m government acbon and more eq
UItable treatment of all pOSSIble players m the busmess commu
ruty should not be regarded as Irrelevant The role of foreIgn
mvestment IS to be hIghhghted agamst the backdrop of the expe
nence of other countrIes But before that, a preparabon at the
domesbc end m terms of proper regulatory measures and a hber
ahzed econOmIC envIronment, WIth matchmg Infrastructure and
bureaucracy, IS needed

To quote Professor Helen Hughes from a paper presented m
a semmar m February 1995, "most of the costs of foreIgn mvest
ment are assOCIated WIth the explOltabon of protected domesbc
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markets Transnahonals have been, and are shI1, attracted to
lughly protected domeshc markets m many developmg countrIes
HIghly protected domeshc markets allow such comparues not to
build plants large enough to explOIt econOmIes of scale and not to
choose technology approprIate to the factor endowment of the
host country and yet shll make hIgh profIts Behmd'tailor made'
tarIff protechon these comparues can form cozy noncompehhve
ohgopohes Enforcmg compehhveness m closed markets IS, as
India has found, extremely dIffIcult whether the fIrms are domes
he or transnahonal In such cases, produchvlty tends to be low,
value added at mternahonal prIces tends to be low or even nega
hve - but yet profIts tend to be hIgh, exports become retarded
IndIa's hIgh tarIffs rates - although much reduced smce
1991/92-are shll very hIgh as compared to IndIa's compehtors"

The mternahonal experIence also pomts to the folly of host
countrIes whIch encouraged several entrants mto lImIted markets
to promote compehhon Thailand, for example, at one stage, had
granted 28 motor vehIcle hcenses ThIs type of mward-orIented
foreIgn mvestment was extremely mefflclent and led to a serIOUS
balance-of-payments dram Host countrIes, notably m Lahn
AmerIca, were extremely unhappy WIth foreIgn mvestment out
comes, blammg the transnahonals for the low or negahve value
added at mternahonal prIces created by theIr own pohCles

In the early days of foreIgn mvestment, It was also argued
that transnahonal corporahons dId not pass on theIr "best prac
hce" technology to subSIdiarIes m developmg countrIes Subse
quently, It was argued that transnahonals dId not pass on "ap
proprIate technology" More recently, the complamt IS that
transnahonals dump theIr"dIrty'" mdustrles and produchon pro
cesses m developmg countnes Research results suggest that
market pnces deternune the techruques that foreIgn mvestors, lIke
domeshc fIrms, use (Mason 1970, Lim 1976) If an economy IS

lughly protechomst and thus not compehhve, there will be no m
cenhve for domeshc or foreIgn fIrms to search for appropnate
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technology If envIronmental controls are lax, all fmns will be lax
about controllmg polluhon Host country polIcIes agam turn out
to be pIvotal

GIven a set of laws, It IS essenhal that foreIgn mvestors are
treated equally WIth domeshc mvestors Not only IS thIs a moral
Issue, but there are strong prachcal arguments agaInSt gIvmg for
eIgn mvestors pnvileges that domeshc fIrms do not enJoy (and
VIce versa) Domeshc fIrms WIll launder money to become "for
eIgn" mvestors If thIs will gIve them subSIdIes that they cannot
otherWIse receIve LIkewIse, gIvmg IndIan entrepreneurs speCIal
pnvIleges over foreIgn mvestors IS equally meqUItable and meffI
Clent Conhnumg WIth the reform program will attract worth
while mvestors a consIderable body of eVIdence showed that
more than 20 years ago tax holIdays and other mcenhves dId not
attract foreIgn mvestors More recent studIes have reached the
same conclUSIOn Only those IIfly-by-rught" fIrms that move from
country to country, explOlhng tax holIdays and other mcenhves
(only to leave when they expIre) are attracted

The mam benefIcianes from tax holIdays are the bureaucrats
who admIllister them (Low 1992) An effICIent and eqUitable tax
system WIth mternahonally compehhve corporahon taxes IS far
more condUCIve to long-run mveshnent mflows than mcenhves

ForeIgn mvestors are attracted by market opporturuhes (do
meshc and mternahonal), a clear legal situahon, admIllistrahve
speed and effICIency, mternahonally compehhve taxes and mfra
structural serVIces at mternahonal pnces They expect to have to
tram workers and work hard to mcrease produChVIty In lIght of
the above, the counter-guarantee gIven to foreIgn mvestors m In
dIa regardmg rates of return should be senously exammed It
would not be a commercIally sensIble proposihon to correct the
baSIC failures of cost recovery through a hIdden subSIdy

Although some transnahonal fIrms prefer wholly or maJor
Ity-owned branches or Subsidianes m theIr foreIgn operahons, It
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IS WIdely held that some form of Jomt venture WIth a host country
partner IS advisable because of the expenence and InSIghts local
partners brmg Local partners are parhcularly effechve m man
agmg labor and dealmg With regulatory Issues

The type of fIrm attracted-whether It IS a "fly-by-rught" or
"m-for-the-Iong-run," domeshc or export market-focused, envI
ronmentally COnsCIOus or not-depends on the host country's
pnce signals Whether the benefIts of foreign mvestment exceed
the costs, therefore depend on the host country's econOmIC polIcy
framework For mstance, the absence of a fully lIberalIzed fman
CIaI sector With proper regulatory measures may further deter for
eIgn mvestors

ReglOnallffibalances are a major concern m most of the cur
rent debates There IS a general feelmg that mdustrialIzahon un
der global compehhon asks for the best techruques and market
enVIronment and, therefore, may bypass backward areas at least
m the transihonal phase Here, a poslhve role of the government
IS called for Many of the fast-growmg econOmIes under lIberalI
zahon, for example, Chma, are facmg sImllar problems

But at the same hIDe, mternahonal expenence shows that ex
pensive mdustrial targehng polICIes by any government to pro
mote mdustry m the "hmterland" has generally proved to be
costly and corrupt for many countrIes that have trIed It It IS hard
enough to get rapId mdustrIalIzahon where It really belongs In
dIa does not have the resources to squander on promohng mdus
trIahzahon where It IS not otherWIse VIable

The dIlemma has to be addressed by recogruzmg country
specIfIc local condihons, alffilTIg for a proper balance between
market forces and measured state mtervenhon Maybe, a hIDe
bound "translhon perIod" approach 18 what must be adopted

Global compehhon needs mgh and best technology It has
been found by many cross-country studIes that mgh-tech has
lower labor mtenslty In India, a major porhon of the labor force
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IS employed m the small-scale sector WIth low and medIUm tech
nology Current dIScuSSIon brmgs out that many small-scale sec
tors are now bemg taken over by large frrrns and a sigruficant
proportIon of the labor force m the mformal sector are bemg
thrown out of theIr Jobs Its rehabilitatIon IS becommg a problem
and IS raIsmg SOCIal tensIOns Further, the labor laws of the coun
try need to be reVIewed Under given laws, there IS an m-bmlt
preference for capltal-mtenslve productIon

The potentIal of hIgh employment m the servIce sector IS be
mg mcreasmgly realIzed Indeed, the demand for serVIces IS seen
to mcrease WIth an mcrease m standard of hvmg of people India
has a huge reservorr of manpower and skilled labor Proper nur
turmg and ImplementatIon of human development prograrns are
needed to tap thIs potentIal Human development should be con
ceIved not m a narrow sense (1 e, only m terrns of trammg and
ImpartIng skills), but m a broader sense by covermg educatIon,
health, shelter and the envrronment Here, the debate brmgs back
the role of government along WIth the pnvate sector m allocatIng
therr respectIve responSIbilitIes

Mostly, developmg countrIes m the pre-hberalIzatIon days
had a large and mefflclent pubhc sector, actIng as a burden on the
budget and resultIng m poor resource allocatIon WIth distorted
welfare ImphcatIons Because of Its mvolvement m areas where
the pnvate sector has a better comparatIve advantage, the pubhc
sector failed to fulfIll ItS many baSIC obhgatIons m key areas such
as necessary SOCIal and phySIcal mfrastructure for growth and de
velopment of the economy One can therefore proceed m two di
rectIons (1) reduce or elImmate the nonmarket constramts and
encourage pubhc sector enterpnses to behave hke pnvate sector
frrrns, and (2) turn to pnvatIzatIon as a deVIce for restormg eco
nOmIC effICIency m pubhc sector frrrns

ThIS means a careful study of each case, and of the potentIal
market for each company bemg sold It means a knowledge of the
weaknesses of the company m ItS present state and of pOSSIble
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ways to correct such weaknesses But somehmes the source of the
problem hes Withm the hands of the government Itself, thus gov
ernment should take steps to rectIfy the problem before prIvahza
hon takes place When parts of a frrm are nonvIable, they too
should appropnately be separated from the fIrm and perhaps
permanently closed before pnvahzahon takes place LikewIse,
cases of obvIOusly superfluous numbers m the labor force should
be dealt WIth by the government before puthng a company on
auchon

Fmally, the pohcymakers must clearly demarcate the border
hne between the publIc sector and the pnvate sector When the
two compete m a given area, the same rules should govern therr
operahons

Vast numbers of comparues m these border areas have been
pnvahzed m most countrIes over the mtervenmg decade, mter
country expenence suggests that rarely anyone has moved m the
other drrechon Tlus appears to testIfy to an emergmg consensus
that achVIhes that can appropnately be m the pnvate sector
should be m that sector Tlus would defme a borderhne m the
area of natural monopolIes, whIch reqUITe sigruficant regulahon
many event

In such countrIes, the polIcy dialogue moves to a dIfferent
plane, how best to pnvahze state enterpnses, how best to regulate
m those cases, lIke electrIcIty mstrIbuhon and local telephone
networks, where regulahon IS called for One area where there IS
a crymg need for Improvement m mdustrial and developmg
countrIes alIke IS the socIal and econOmIC cost-benefIt analySIS
Vast amounts of publIc funds are st11l bemg wasted, all over the
world, on projects that will never repay therr costs, let alone YIeld
a posIhve econOmIC return Often, tlus IS SImply the result of the
mablhty of the authonhes m quesbon to quanbfy and Judge the
relevant benefIts and costs Somehmes, and sad to say not mfre
quently, outrIght corruphon nses to further bedevll what would
be a complIcated and dIffIcult process anyway Here one can CIte
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the example of the educabon sector m IndIa, where m 1993-1994
the recovery rate has been hardly 3-4 percent, and m Irngabon
below 10 percent of the total cost

One useful devIce for correcbng thIs IS pnvabzabon One of
the lessons we have learned from other countrIes IS that It IS dan
gerous for a government to use the proceeds of pnvabzabon to
bndge an eXlsbng gap between publIc revenues and outlays ThIs
only postpones the problem of facmg up to the underlymg fIscal
defICIt The lesson that has been learned IS to keep a clear dlsbnc
bon between stocks and flows "Patchmg over" the problem by
sellmg government assets only postpones these necessary adJust
ments IndIa's recent budget management does not speak well on
thIs count

The mdlcated use of the proceeds of pnvatIzabon (the sale of
part of the stock of publIc sector assets) IS to reduce the stock of
publIc sector lIabIhbes, 1 e , to payoff the publIc debt ThIs has
been carned out very successfully by a number of countrIes, most
notably MeXICO whIch Imposed a ngId rule of not usmg a smgle
peso of the proceeds of pnvabzabon to cover the fIscal defICIt, and
devoted all of It to debt reducbon or smular operabons on stocks
(balance sheet Items) rather than flows (mcome and outlay Items)

Deregulabon of the pnvate sector IS even more Important
than pnvabzabon of the state sector, WIth the prOVISO that gov
ernment monopolIes m key sectors - such as fmance, mfrastruc
ture - must be reduced (de facto as well as de Jure) ThIs IS to be
noted If IndIa 18 to achIeve maXImum pnvate sector growth

A compebbve enVIronment for pnvate busmess requIres
(1) fleXIbility m the hIrmg and dISmIssals of workers, (2) the free
dom of entry of capItal, mcludmg foreIgn capItal, (3) the ready
availabIlIty of land for new busmess acbvlbes, and (4) adequate
mfrastructure, mcludmg power, ports, roads, and telecommuru
cabons Moreover, local and state governments must have the
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freedom to facilitate Infrastructure to meet local needs m a rapId
and flexIble manner

Accordmg to Professor Jeffrey Sachs, the government of IndIa
has so far reSIsted the worldwIde trend towards pnvahzatIon of
nonfmanClal enterpnses, relymg mstead on partIal Ideas of corpo
rahzatIon, dIvestIture of shares of up to 49 percent, Memoranda of
Understandmg (MOUs) on the management of state enterprISes,
new managenal mcentIve schemes, a lmuted concept of green
fIeld pnvatIzatIon ,and so forth No country m the world has fIg
ured out how to manage a large state sector TIus IS why state
enterpnses have lost money m all countrIes, not Just m the devel
opmgworld

As noted by Professor Sachs, "A tested way to pnvahze IS
that workers m the enterpnses should receIve shares of the pn
vahzed enterpnse, to compensate them for therr nnphClt stake m
the enterpnses TIus could come, for example, m the form of 15
percent of the shares given free to the workers (based on semonty,
wages), or 30 percent at half pnces, etc Workers should receIve
therr shares not as a group (e g , held by the umon or m trust for
the workers), but as mdIVlduals The shares should be freely
tradable, management teams should also receIve a small propor
hon of shares, perhaps 1-2 percent, dependmg on the SIZe of the
enterpnse "

As noted by Professor Rolf Luders, m the Chllean expenence,
"to gam worker support, among other reasons, the government
usually offered lmhally to the employees of these tradItIonal
SOEs, a percentage of the eqUIty of the enterpnse at a lower than
(esTImated) market pnce The share of the net worth offered to
workers varIed from company to company, mamly m relatIon to
the wage bill to eqUIty raho of the enterpnse, and tended to aver
age about 6 percent Workers paId for the stock WIth the advance
of 50 percent of the severance payment they were enhtled to, an
operahon whIch had to be authorIZed espeClally by law If at the
tune of retrrement, or before If pertment, the worker sh1l owned
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the stock, and If the stock was worth less than 50 percent of the
severance payment he was entItled to, the fIrm was forced to 're
purchase' the stock" These offers were m fact "no loss" SItuatIons
m whIch, because of the dIscounted pnce of the shares, the hkelI
hood of gam was very hIgh It IS, therefore, not surpnsmg that
the overwhelmmg maJonty of the enhtled workers accepted the
offer, very often even agamst the "mstruchons" of therr UnIon
leaders, who were polIhcally mohvated

ThIs success story on pnvahzahon tells us that the pnvahza
hon process for the general publIc should be hIghly transparent
and compehhve Pnvate sales to smgle bIdders should be pre
vented An mternahonal reVIew board (e g, headed by the IFC)
could be contemplated as a way to give addihonal pubhc COnfI
dence to the process The government should earmark a porhon
of pnvahzahon revenues for social spendmg (e g, for the Na
honal Renewal Fund, or some comparable scheme), so that the
general publIc can see Itself as a benefIcIary of the pnvahzahon
process The government should aIm, where prachcable, to sell
some of the enterprISe shares m pubhc offermgs to small mvestors
to foster a sense of drrect publIc parhClpahon m the process,
whIch proved to be attrachve m the Umted Kmgdom m the 1980s

EXIShng workers would conhnue to enJoy the protechon of
the current regIme New enterpnses would be governed by the
new law Chma has adopted thIs route rather successfully Even
under the eXIshng regIme, new opportumhes would be sought for
collechve agreements between the umons and the enterpnses to
best serve the long-term health of eXIshng enterpnses

In prachce, however, the transformahon of Infrastructural
enterpnses from publIc to pnvate ownershIp, whether domeshc
or wholly or parhally foreIgn-owned, IS fraught WIth many dIffI
culhes The market valuahon of an enterprISe IS hkely to be much
lower than Its "book" value, the costs of makmg It effICIent are
hkely to be very hIgh, and output pncmg that ensures cost recov
ery IS dIffIcult, parhcularly m mdustrles whIch SubSIdIZed con-
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sumers rn the past ThIs has been also the expenence rn IndIa
where some of the early dlSrnvestment schemes m the post-reform
penod has been brought to pohhcal and legal scruhny If these
problems are not tackled, foreIgn rnvestors will demand profit
guarantees, whIch can be extremely costly and whIch encourage
gross rnefflclency The costs of foreign rnvestment rn these ClT
cumstances IS lIkely to exceed the benefIts Some such expenence
IS becomrng common rn India also, starhng wIth the much quoted
"Enron Case"

The ChIlean pnvahzahon process was successful rn achIevrng
ItS obJechves Perhaps the two most Important of these were the
spreadrng of ownershIp and the transformahon of the pnvate
sector rnto the engme of development, so as to accelerate the rate
of econOmIC growth of the country and make democracy Viable

Pnvahzahon needs a strong leadershIp and has to be carned
out usmg dlveshture modes whIch rncrease the support of dIffer
ent rnterest groups (managers, workers, etc) CredIt sale to con
trolling shareholders should be aVOIded srnce It creates a moral
hazard Pnvahzahon does not affect employment levels, effI
CIency does, and net fiscal revenues are lIkely to be enhanced WIth
pnvahzahon, whIle fIscal changes WIll tend to be determrned by
the use governments deCIde to make of pnvahzahon revenues

Frnally, perhaps the most compellrng argument for SOE dl
veshture durrng the 1970s was the need to raIse resources to fi
nance the budget defICIt In thIs aspect, the ChIlean expenence IS
not too dIfferent from that of most other countries To reduce thIs
defiCIt and eventually generate a surplus, the government ehmI
nated the SOE sector defiCIt by, among other measures, allowrng
SOEs to charge market pnces for theIr products, rnducrng SOEs to
dIstnbute dIVIdends, drastIcally reformIng the tax system, raIsmg
average rates rn the process, lffiprovmg sIgmhcantly tax payment
enforcement, ralsmg revenues through pnvatIzatIon and reducmg
pubhc sector expenses But unhke the IndIan case, the govern
ment was not willmg to cut SOCIal expendItures (such as housmg,
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health, educahon, and socIal secunty), m spIte of the fact that thIs
had been growmg rapIdly under the two prevIOUS governments
and had reached levels relahve to GDP snmlar to those m the
GEeD countrIes Moreover, m contrast, the revenues from pnva
hzahon were used to fmance the desIred level of socIal expendI
ture

Another Important lesson from the mternahonal expenence
of pnvahzahon IS that from a polIcy pomt of VIew, dlveshtures on
credIt to controllmg parhes m a country WIth very scarce lIqUId
assets and no foreIgn mvestment WIll mVIte higher than reason
able bIds

Pnvahzahon IS often assocIated WIth unemployment If pn
vate enterpnses seek to maXlffilZe profIts, econOmIC theory tells us
they will, of course, try to mInlmIze costs, mcludmg labor, for any
given output State-owned enterpnses on the contrary, as publIc
chOIce theory postulates, tend to seek at the same bme several
obJechves respondmg to dIfferent conshtuenCles, obJechves which
often do not mclude effICIent labor use and thereby, propagate the
explIcIt and hidden SubSIdIes m the system

UNFINISHED TASKS

There are sbll many unfmIshed tasks publIc sector reform
and pnvahzahon, fmanclal sector reform (mcludmg Insurance
sector reform), changes m the labor laws, reform of the urban land
ceilings act, strengthenmg of IndIa's cIvIl, commercIal, and crImI
nal legal system, further trlffimIllg of bureaucracy, and develop
ment of sound publIc fmance The reform process must also per
colate down to the state and grassroots levels The agrIculture
sector and rural development must be brought mto the reform
agenda to ensure that benefIts of the reform lead to poverty re
duchon, employment generahon, and an Improvement m the
standard of lIvmg for the vast maJonty of IndIans
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India's major cIhes are held hostage by anhquated land laws
that block urban renewal, profItable commerCIal real estate devel
opment, and an adequate metropohtan tax system based on prop
erty taxes ExtensIve rent control leads to remarkable patterns of
land nusallocahon, such as vacant factOrIes and undeveloped land
m the heart of Bombay, and leads to the dI1apIdahon of the mner
cIhes, where buI1dmg owners and real estate developers lack m
cenhves to upgrade and renovate properhes Moreover, the ur
ban land system IS subject to notOrIOUS corruphon m addIhon to
meffIcIency At the same hIDe, ceIlmgs on land holdmgs m the
countrysIde can be a sIgmfIcant obstacle to the development of
agro mdustry

The test of reform, fmally, comes from Improved hvmg con
dIhons based on Improved technology and mcrease of allocahve
effICIency It IS not the changes m pohcIes alone whIch JUstIfy any
econonuc reform, but It IS theIr effects on the real economy m
terms of growth, dIstrIbuhon and general welfare of the people
whICh should be the real test In thIS context, the Importance of
mcreasmg total labor produchvIty has been emphaSIzed by Pro
fessor Harberger and other dIshngUlshed econonusts Indeed, the
rIght mdIcahon of ophIDal resource allocahon IS the reduchon of
real costs m a completely open and compehhve world order In
the growth experIence of some of the very fast-growmg econo
nues, especIally those m the East ASia PacIfIC, however, "mput
mtensIve" growth process IS observed Many econonusts, m
cludmg Professor Krugman, feel that thIs growth IS not a healthy
SIgn and will not be sustamed after a long perIod Professor
Krugman even compared the East ASIan growth strategy WIth the
"mput-mtensIve" earher growth experIence of USSR, whIch could
not be sustamed But one should remember that the present East
ASIan growth strategy IS agamst the backdrop of an open, com
pehbve economy-barrmg a short lllibal transIhon perIod-m
contrast to the totally closed and controlled economy set-up of the
erstwlule USSR The "mput-mtensIve" growth process m many
countrIes at the early stage of development had the benefIt of
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lower labor costs and kept the capItal cost artIfICIally lower wIth
open compebhon, thIs benefIt may not last Indeed, SIgns are
there that faced WIth a hIgher cost structure, the ASia-PacIfIC
countrIes are also becommg cost-COnsCIOUS and are seekIng hIgher
factor producnvity In thIs context, If we reVIew the present
growth determmants of IndIa, we nonce that IndIa IS neIther
showmg a SIZable mcrease m ItS domesnc savmgs nor any VISIble
merease m her total factor producnvity ProfIts m some sectors
often have been mcreased at the expense of a hIdden subsIdy m
theIr mputs drawn to other sectors For example, the subSIdIes
both m the econOffilC and SOCial serVIces m India smce 1991 re
form have mcreased tremendously Sectors lIke educanon and
health have a recovery rate of less than 10 percent and m the
power sector hardly 40 percent Therefore, the VISIble mcrease of
profIt m the organIZed manufacturmg should not be taken as a re
Hecnon of success m theIr total factor producnvity The same
trend IS nonced m the external sector where the umt dollar value
of IndIan exports IS not showmg any sIgmficant decrease No re
hable data or study of the movement of total factor producnV1ty
m India are available m the post-reform penod POSItIve acnon IS
needed m terms of advance technology pohcy for Iffiprovmg the
total prodUCtIVIty of the economy, supplemented by an appropn
ate organIZatIonal and lllSbtutIonal structure

The government should allow the pnvate sector (both do
mestIc and foreIgn) to provIde the capItal, management, and deCI
SIOns on personnel matters needed to fuel the growth of the econ
omy But thIS reductIon m the role of the state should be balanced
by a strongly mcreased role m one area human development
The government has a partIcularly urgent role m spreadmg hter
acy and access to prlillary health care for all CItIZens, so that they
may actIvely parnCIpate and benefIt fully from IndIa's econOffilC
transformatIon

Thus, slffiply callmg a process aI/reform" effort does not
make It one Somenmes the authontIes are genume m theIr deSIre
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to undertake reform, but they are pohtIcally constramed from
makmg the necessary changes and end up announcmg "reforms"
wluch stand httle, If any, chance of success On other occasIOns,
the authorItIes may be genumely comrrutted at the start of a re
form program, but wIthdraw theIr support m the face of OppOSI
tIon or of an InItIal econOmIC performance less satIsfactory than
had been antICIpated

A second pomt, wluch seems unIversal, concerns the InItIal
condItIons There have been two common charactenstIcs at the
outset of the reform programs FIrst, there has developed a na
tIonal consensus that the old polIcIes were no longer workmg
Second, most pohcymakers and mformed CItIzenry perceIve that
there IS an economIc cnsIs, sometImes m an acceleratIng mflatIon
rate and sometImes m balance-of-payments dIffIcultIes How
ever, that had happened twIce before m Turkey and m 1980 there
emerged a consensus that there was no pomt m SImply repeatIng
the measures that had been taken earher In MeXICO, It was not
the debt cnSIS of 1982 whIch prompted reforms, but the failure of
growth to resume by 1985 that brought the realIzatIon that a cnsis
was at hand and somethmg had to change

A tlurd pomt about reform IS that, If It IS to be successful m
stImulatIng a more satIsfactory econOmIC growth, It will be an on
gomg process InItIal reforms can, and usually do, brmg some
benefIts (albeIt often WIth a lag), but sustammg econOmIC growth
at a satIsfactory rate normally entails a senes of reforms Korea IS
stIll m the process of hberahzmg fmancial markets and capItal
flows, to name Just two areas where reform contInues Moreover,
there have been reforms m pubhc fmance, m the tax structure, m
regulatIons goverrung eqUIty transactIons, and a host of other ar
eas smce the early 1960s Even mdustrIahzed countrIes conhnue
to reform the deregulatIon of U S arrlmes and of fInancIal mar
kets m the US, Europe, and Japan are but recent InStances

The fourth pomt concerns the pohcy domams m wluch actIon
IS normally requIred faIrly early m the reform process These m-
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dude changes to make sure that the overall macroecononuc
framework (mclud.mg the nommal exchange rate, monetary and
fIscal pohcy, mterest rate pohcy, and the foreIgn trade regIme) can
be conducIve to growth currently and prospectIvely, and the cor
rectIon of any other underlymg maJor dIstortIons

If reforms were straIghtforward and guaranteed to dehver
Immediate benefIts to all, It would already have been undertaken
everywhere In fact, there are a number of problems associated
WIth reforms that mevltably make the process a dIffIcult one
FIrst, and perhaps most Important, IS that earher pohCIes build Up
groups WIth a vested mterest m the contInuatIon of those pohCIes

InternatIonal experIence demonstrates that, to a consIderable
degree, entrepreneurs are able to adJust to altered mcentIves WIth
much less dIffIculty than normally apprehended They are natu
rally reSIstant to the process, m part because It IS unknown, and
there IS bound to be polItIcal OppOSItIon, but also by the nature of
CIrcumstances m whIch reform IS undertaken Thus there IS
bound to be uncertamty as to whether reforms will be successful
ThIS Issue IS termed the "credibilIty" Issue m reform lIterature
Until people are confIdent that the new mcentIve structure will
perSIst, however, they will be reluctant to mvest m actIVItIes
whIch are newly profItable The upshot IS very lIkely to be a pe
nod durmg whIch econonuc actIVIty IS eIther dechnmg or grow
mg very slowly

I would lIke to conclude by quotIng Professor Jeffrey Sachs
from a paper submItted at a workshop m August 1994 "The most
unfortunate mIstake of governments engaged m econOmIC reform
IS the belIef that econOmIC reforms are a pamful neceSSIty that are
lIkely to be costly at the polls ThIs IS a SImplIstIc VIew of a more
complIcated realIty As a general prmclple, the electorate can
sense the dIfference between a dynanuc, honest government at
temptIng reforms, and tIme servers It IS generally polItIcally
trICky to dean up an mherIted fmanCIal CrISIS (such as India's m
1991), smce budgetary austerIty IS rarely SImple to manage At
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the same bme, however, the pubhc IS usually grateful for an end
to hIgh mflabon and fmanClal uncertamty Most other areas of re
form trade hberahzabon, sbmulabon of new labor-mtensive
manufacturmg, Improved mfrastructure, even pnvabzabon can
be made popular, except WIth narrow groups of vested mterests "
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Foreign Investlnent in
Developing Countries:

Costs and Benefits

Helen Hughes

INTRODUCTION

PrIvate drred foreIgn mvestment m a fIrm m a host country
by a frrm from another (home) country has attracted a vast ht
erature Unfortunately, much of the early wntmg was IdeologIcal
rather than analybcal The costs and benefIts of foreIgn mvest
ment flows were obscured rather than danbed But research on
the effects of foreIgn mvestment m developmg countrIes began m
the 1960s and empmcal studIes, parbcularly WIth reference to the
experIences of East ASIa (Hill 1990) now prOVIde dear rnslghts
mto foreIgn mvestment processes and therr effects

The Role ofForeIgn Investment

ForeIgn mvestment enables a frrm-a transnabonal corpora
bon- to extend ItS busmess drrectly mto another country to pro
duce goods and serVIces for the host country and export markets
For a bme, such a corporabon may use mputs from the parent
frrm, but the long-term obJechve IS to create a flow of profIts for
the transnabonal corporabon In a compebbve envrronment, thIs
generally means a rapId expanSIOn of local mputs A government
has to deSIgn and admmIster a framework that Implements na
bonal econonuc, SOCial and other obJecbves Wlthm wmch both
domesbc and foreIgn frrrns must operate compebbvely Transna
bonals, h1<e local corporabons, vary m effICIency and SOCIal re
sponsIbility/ but If they are workIng m a healthy host country
framework, they will contrIbute to ItS growth and other targets
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UnlIke other capItal flows, foreIgn mvestment IS a "package"
It contaInS capItal, but also has a management, technology, and
skill content ForeIgn mvestment IS a major source of transfer and
adaptahon of new technology and It contnbutes to the creahon of
a wIde range of skills The management content affects the deSIgn
of products, the management of the produchon process, and the
sale of products m the host country market and abroad It can
piovide access to mternahonal markets

New skills, technology and management are constantly bemg
adopted by domeshc fums m the IndIan as m other econOmIes
TechnIcal and management staff are tramed at hIgh levels at
home and abroad, eqmpment IS deSIgned, Imported and adapted,
and new pracbces are adopted ForeIgn mvestment does not re
place thrs process overall, parbcularly m a large country The
bulk of producbvity growth must come from the domesbc econ
omy as trade barners are reduced and regulabon IS hberahzed
ForeIgn mvestment can only be effecbve at the margm, but eco
nOmICS teaches us that what happens at the margm, rather than
on average, IS Important

Expenence m developmg countrIes suggests that "unbun
dhng" the foreIgn mvestment package by borrowmg capItal
through the mternabonal bankmg system, purchasmg technology
through hcenses, and negobabng management agreements IS less
effICIent m terms of producbvity outcomes than the foreIgn m
vestment package Mmmg operabons are a notable large-scale
examples In ZambIa, for example, copper mmes have gone bank
rupt as a result of nabonahzahon whIch mvolved replacmg eqmty
by debt capItal and usmg management contracts InStead of dIrect
transnabonal corporahon management Some domesbc fum can
use capItal mflows m the form of debt, Import foreIgn technology
m the form of machmery and through hcense arrangements and
hrre staff tramed and expenenced abroad All these can be hIghly
profItable for the mdividual fIrm and have hIgh SOCIOeCOnOmIC
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returns for the economy as a whole But such measures do not
subsbtute for the cnbcal mass of a foreIgn mvestment package

A Cost-BenefIt Approach

The evaluabon of the Impact of foreIgn mvestment on a host
country requITes a SOCIOecononuc cost-benefIt framework Cost
benefIt methodologIes use compebbve mternabonal pnces as a
basIs of companson They focus on SOCIOecononuc pnces m con
trast to the commercIal pnces that would be used for the evalua
bon of projects from a frrm's pomt of VIew SOCIal effects such as
mcome distribubon are taken mto account Cost-benefIt analySIS
may be applIed before an mvestment takes place Large-scale
potenbal foreIgn mvestment projects or groups of projects WIth
marked externallbes that will create a dliferenbal between SOCIO
econonuc and commercial pnces can be undertaken as a gUIde to
lIkely outcomes But because the future cannot be known, too
much relIance cannot be placed on such exerCIses Therr mam use
IS to rank project pnonbes For most commerCIal proJects, such
analySIS IS not necessary once lIberalIzabon brmgs SOCIOecononuc
pnces mto lIne WIth compebbve commercIal pnces Ex-post costs
and benefIts are more relIable, but ca1culabng the costs and bene
fItS of all past foreIgn drrect mvestments for an economy as a
whole m a general equilibnum framework has proved too large a
task to be undertaken even m small countrIes Parbal mdicators,
organIzed accordmg to SOCIOecononuc costs and benefIts, have to
be used m pracbce

Key Issues

Some orders of magrutude of foreIgn flows by source, desb
nabon and sector prOVIde an mtroducbon to the matenal covered
m thIs paper Issues of concern to host countrIes are then consId
ered As research results mdicate that the most Important deter-
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rrunant of foreIgn mvestment outcomes IS the host country polIcy
framework, the macroeconOIDlC, trade, mdustry and manpower
polICIes are then exarruned The polIcy problems created by natu
ral monopohes and externahhes m mfrastructure sectors are dIs
cussed The potenhal of foreIgn mvestment for exports IS ana
lyzed because of the lIDportance of exports to the growth of the
IndIan economy The paper concludes WIth an exarrunabon of the
lIllpact of foreIgn mvestment on growth and mcome dIstrIbubon

ORDERS OF MAGNITUDE

The reducbon of barners to trade and capItal flows m the
world economy smce World War II has created an encouragmg
envuonment for mvestment flows among countrIes Trade and
foreIgn mvestment go hand m hand Even very large markets
such as that of the Uruted States and the European Uruon are not
large enough to enable furns to take advantage of econOIDles of
scale, product dIfferenbabon and compebbveness WIthm mdus
trIes ForeIgn mvestment has grown fastest among the mdustrIal
countrIes whIch have parbCIpated fully m the mulb1ateral trade
negohabons that culmmated m the Uruguay Round

WIdespread SuspICIOn of foreIgn mvestment m mdustrIal
countrIes thus preceded the concerns of developmg countrIes In
Canada and AustralIa, where foreIgn mvestment mfIows tram
bonally exceeded outflows, a debate about the lIDpact of foreIgn
mvestment has taken place smce the 1920s The host countrIes
feared that foreIgn furns would"explOIt" theu resources and theu
markets, presumably through monopsorusbc and monopolIsbc
pncmg, attract skilled workers from domesbc fums by paymg
hIgh wages, and have an unfavorable balance-of-payments lID
pact through reIDlttance of dIVIdends Interference m domesbc
polIbcs was also feared In West Europe (notably m France), there
was consIderable quesbonmg of foreIgn mvestment corrung m
from the Uruted States m the 1960s The Coca Cola coloruzabon
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of French culture by transnahonals was feared Coca-Cola IS
wIdely consumed throughout Europe, but nahonal cultures
flounsh Intereshngly, SWItzerland, which, despIte ItS small SIZe
has long been a country of foreIgn mvestment outflows as well as
mflows, was not affected by concerns about transnahonals In the
1980s, as mvestment mflows became sIgmficant for the frrst hme
mto the Umted States, fears and uncertamhes that were sImllar to
&ose expressed m Europe a decade earlIer surfaced The Amen
can way of lIfe was also not affected

Total Flows

Internahonal flows of foreIgn mvestment began m the 19th

century WIth mvestment m mmeral and mfrastructural (such as
transport, energy and telecommurucahon) sectors m semI-colomal
and colomal countrIes Investment flowed from relahvely capital
and technology-mtensive countrIes to relahvely capital- and tech
nology-poor countrIes In the 1920s and 1930s, as barners to trade
rose, foreIgn mvestment m manufacturmg and servIces began to
defend global market shares (Hymer 1976) After World War II,
WIth trade IIberahzahon, drrect foreIgn mvestment m mdustrial
countrIes mcreasmgly explOIted econOmIes of scale and product
dIfferenhahon The mdustrial countrIes grew very rapIdly m the
1950s and 1960s Therr growth smce the 1970s has been more
modest, but at 2-3 percent a year, IS shll much higher than at any
preVIOUS hme m history It IS WIdely accepted that the growth of
trade and mcreasmg foreIgn mvestment contrIbuted markedly to
this growth

ForeIgn mvestment followed supplIers' credIts as the frrst
commercIal capItal flow to developmg countrIes m the 1950s,
mamly mto highly protected manufacturmg and assocIated serv
Ices HIgh protechon encouraged IIdIscnmmahng olIgopoly"
Transnahonals sought to maxumze overall profItS by explOIhng
each protected market, though by compehhve standards each
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plant was too small to be econOmIC by mtemahonal compehhve
standards Transnahonals' caveats prolubIbng exports were com
mon The host countrIes encouraged several entrants mto lImIted
markets to ensure compehhon Thailand, for example, at one
stage, had granted 28 motor vehIcle lIcenses TIns type of mward
onented foreIgn mvestment was extremely meffiCIent and led to a
senous balance-of-payments dram The host countrIes, notably m
LahTI Amenca, were extremely unhappy wIth foreIgn mvestment
outcomes, blammg the transnahonals for the low or negahve
value added at mtemahonal pnces created by theIr own polICIes
The transnahonals obvIously could not export out of mward
onented countrIes Export performance carrots (such as tax holI
days) and shcks (such as mandatory export quotas) proved use
less

In the 1960s, foreIgn mvestment for labor-mtensive exports
began m a few outward-onented developmg countrIes As trade
mcreased, freIght and other transachon costs fell The transna
honals focused on breakmg down produchon processes accordmg
to labor, skill, technology and capItal to take advantage of dIffer
ences m resource endowments Caveats on exports VanIshed as
the transnahonals sought to produce most effIcIently on a global
scale The countrIes whIch were able to take advantage of the
new foreIgn mvestment mflow opportunIhes, notably Hong
Kong, TaIwan and Smgapore, flounshed In the 1970s, more de
velopmg countrIes followed tlus trend Maunhus was among the
most successful In the 1980s globahzahon wIdened, WIth ThaI
land, MalaysIa, IndonesIa and Cluna Jommg the stream

Current global foreIgn mvestment flows amount to some
$900 bIlhon a year About $50 bIlhon, that IS 6 percent of thIs to
tal, goes to developmg countrIes and the European, formerly cen
trally planned econOmIes The flows are fIrm and market dnven,
WIth nahonal borders becommg less and less Important as hber
ahzahon proceeds
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The flows of foreIgn mvestment are not a fIXed "pot" so that
If flows to one country mcrease, flows to other countrIes fall If
opportunIhes arISe, as they have m East ASIa and Southeast ASIa,
the total flows expand IndIa does not have to compete for a lIm
Ited amount "pot" of mvestment, but It must provIde the enVI
ronment m whIch long-term mvestment will flounsh

Flows to DevelopIng Coantnes

Unhl the 1970s, LahTI Amencan countrIes were the leadmg
reCIpIents of foreIgn mvestment flows to developmg countrIes
Unbl the 1970s, more than half of total foreIgn mvestment flows
went to LahTI Amenca ASIa's share was modest But as LahTI
Amencan countrIes ran mto economIc dIffIculhes m the 1970s as a
result of theIr mward onentahon and macroeconOmIC rrnpru
dence, theIr share of foreIgn mvestment mflows declmed East
and Southeast ASIan economIes, m sharp contrast, mamtamed
and extended the hIgh rate of growth on whIch several had em
barked by the 1960s ForeIgn mvestment flows accordmgly
shIfted sharply to rapIdly growmg ASIan countrIes

The rrnportance of foreIgn mvestment vanes consIderably
among countrIes At one end of the spectrum, Smgapore rehes
heavily on foreIgn mvestment At the other end, the Repubhc of
Korea aVOIded foreIgn mvestment almost entrrely It was lllihally
heaVIly mward-onented and so feared the explOItahon of ItS
heaVIly protected markets by transnahonal corporahons Local
producers were unwIllmg to face the compehhon of foreIgn fIrms
as hberalIzahon proceeded But excludmg foreIgn fIrms had
many costs For example, Korean fIrms were encouraged to bor
row abroad, often m the form of supplIer credIts, to purchase
eqUIpment ThIs retarded the evoluhon of the domeshc capItal
goods mdustry (Westphal et al 1979)
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Investment Flows as a Share of Total Capital Flows
to Developmg Countries

The share of foreIgn mvestment m pnvate capItal flows gomg
to developmg countrIes also vanes among countrIes and fluctu
ates WIth condibons m the host countrIes and m mternabonal
capItal markets The blowout m mternabonal capItal market lI
qUIdIty followmg hIgh petroleum pnces m the 1970s expanded
the flows from banks to developmg countrIes so that the share of
foreIgn mvestment fell, the flows recovered, however, m the
1980s ForeIgn mvestment has settled down to about 40 percent
of capItal flows to developmg countrIes

Table 1 Annual Flows of Pnvate Drrect ForeIgn Investment to
Developmg CountrIes, 1973-1976 and 1990-1993 ($US billIon)

Average 1973-76 Average 1990-93

Afnca 12 15

MIddle East and Europe -09 26

Western HemIsphere 23 123

ASia 14 277

Total 40 441

Source Internahonal Monetary Fund (1994)

From a balance-of-payments pomt of VIew, foreIgn mvest
ment has an advantage m the responSIveness of servlCmg costs to
econOmIC condibons Whereas supplIer credIts and bank loans
Impose a fIXed cost that has to be paid whether the mvestment
made IS profItable or not, dIVIdends on foreIgn mvestment are
only lIable If the mvestment IS profItable, provIdmg, of course,
that such an mvesbnent 15 not protected by trade barners or do
mesbc regulabons Balance-of-payments problems arIse If the
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commercial returns to prIvate mvestment are lugher than the so
CIOeCOnOmIC returns

Table 2 Total PrIvate CapItal Flows to Developmg CountrIes,
1973-1976 and 1990-1993, ($US bIllion)

Average 1973-76 Average 1990-93

PrIvate duect foreIgn 40 443
mvestment
Total prIvate capItal 443 1211
flows
PrIvate duect mvest- 13 40
ment share (%)

Source Internahonal Monetary Fund (1994)

The NatIOnal Ongms ofInvestment Flows

The Uruted States dommated foreIgn mvestment flows m the
1950s and 1960s, although the Uruted Kmgdom and France had
some mterests gomg back to colomal days In the 1970s, the
European countrIes and Japan became more actIve and a new
source of foreIgn mvestment emerged m TaIwan and Hong Kong,
mamly to Southeast ASIa, but also further afIeld (Wells 1983) A
few IndIan fums Jomed thIs movement, mamly from Southeast
ASIan bases because they could not expand from IndIa Hong
Kong and TaIwan fums InItIally dommated mvestment m Chma
when It opened up to world markets m the 1980s At the same
tIme, foreIgn mvestment m other countrIes m the regIOn ex
panded ForeIgn mvestors from the regIOn are among the top two
or three foreIgn mvestors m most Southeast ASIan countrIes as
well as m Chma and VIetnam
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ForeIgn Investment bySector

Investment m mmerals, mcludmg petroleum, has retamed a
share of total foreIgn mvestment IndonesIa led the way m de
vIsmg agreements that gave an eqUItable share m mmeral"rents"
to the host country whIle sahsfymg mvestors Forestry has at
tracted mvestors, mamly Withm the regIon, but WIth growmg
polIcy dIffIculhes as the SOCIOeconOffilC costs of forestry become
eVIdent and had to be funded The mamstream of mvestment has
been m manufacturmg (m protected markets and for export), and
m serVIce mdustries such as tounsm, the fmancml sectors and, on
a smaller scale, m profeSSIonal serVIces Investment m mfra
structure IS now begITIlliTIg to take place

POLICY PRINCIPLES

DIscussIOn of the rules that should govern foreIgn mvestment
nahonally and mternahonally has been consIderable Some clear
prmClples have emerged Many of the dIffIculhes faced by gov
ernments m handlmg foreIgn mvestment, and by the foreIgn m
vestors selling up m a host country, denve from the absence of a
clear CIvil, commercIal and cnmmal legal system If a legal and
admmIstrahve framework IS m place-as It IS m IndIa-a strong
baSIS eXIsts for the entry of foreIgn mvestment The absence of a
legal system leads to many dIffIculhes ThIs has been a parhcular
problem m the formerly centrally planned econOffiles

GIven a set of laws, It IS essenhal that foreIgn mvestors are
treated equally WIth domeshc mvestors Not only IS thIs a moral
Issue, but there are strong prachcal arguments agaInst gIvmg for
eIgn mvestors pnvileges that domeshc fIrms do not enJoy (and
VIce versa) Domeshc fIrms will launder money to become "for
eIgn" mvestors If thIs will gIve them subSIdIes that they cannot
otherwIse receIve Chmese publIcly owned enterpnses use trans
fer pncmg at other than arms' length to become foreIgn mvestors
ill Chma, or they form Jomt ventures WIth foreIgn fIrms to benefIt
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from subsl<hes to foreIgn mvestors GIvmg entrepreneurs of In
dIan ongm specIal pnvIleges would thus be meqmtable as well as
meffICIent Contmued reform will attract the worthwlule mves
tors among them WIthOut mcenhves

The structurmg of a foreIgn mvestment (legal and admmIs
trahve envrronment) becomes eaSIer as economIC reforms take
place The need for admmIstrahon IS dlmmIshed In open econ
onues, such as Smgapore, Hong Kong or Maunhus, only mIn1ffial
speCIal foreIgn mvestment laws and regulahons are necessary
AdmmIstrahve costs are neghgIble But IndIa, hke most devel
opmg countrIes, IS faced WIth a translhon penod The expenence
of countrIes such as IndoneSIa, MalaysIa, TaIwan and ThaIland
suggests that the transIhon can be managed well, though many
countrIes have and are managmg It very badly The faster an
economy IS reformed, the eaSIer the management of foreIgn m
vestment Regulahons can be sImple and therr admmIstrahon
transparent The admmIstrators become convmced that foreIgn
D tvestment can brmg major benefIts The admmIstrahon of for
eIgn mvestment has to be seen to be effIcIent and eqmtable
(World Bank 1993) In a country of IndIa's very large SIZe, some
of the regulatory envrronment has to be devolved to the states to
aVOId duphcahon and delays If the states fall to act responsIbly,
they WIll faIl to attract mvestors

The scarcest resource m a transnahonal frrm IS the hIDe of
sernor execuhves They will qUIckly lose mterest m an mvestment
If they cannot go mto produchon qmckly A textIle fIber plant,
even If It gIves nse to envIronmental conslderahons, cannot afford
to WaIt for seven years for the nahonal, state and local govern
ments to make deCISIOns The rewards of a well-managed foreIgn
mvestment envrronment he m attractmg the most produchve,
compehhve and SOCIally responsIble mvestors These corpora
tIons have plenty of other mvestment opporturutIes

ArbItrary natIonahzatIon of foreIgn mvestment (WIth or
WIthOut compensatIon) was a major obstacle to attractIng foreIgn
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mvestors, notably m the days of hIgh comnubnent to econorruc
nabonahsm Such fears have been greatly allevIated by the
worldwIde movement toward market-onented reforms, but any
renewal of arbItrary measures will greatly weaken foreIgn mves
tors' mterest The ability to repatrIate capItal and dIVIdends IS an
essenbal component of fmancml reform, parbcularly m IndIa,
wluch has had dIffIculhes m tlus area ill the past

Tax Treatment

The Internabonal Chambers of Commerce argued strongly m
the 1960s that developmg countrIes should attract foreIgn mves
tors WIth tax holIdays and other subsIdIes such as subsIdIZed
credIt and prIvIleged access to protected domeshc markets The
Internabonal Monetary Fund (IMF) took up the tax holIday sug
gesbon, but adVIsed that mcenbves should be extended to all m
vestors Many developmg countrIes began to compete for foreIgn
mvesbnent WIth mcenbves

A conSIderable body of eVIdence showed that more than 20
years ago, tax holIdays and other mcenbves dId not attract foreIgn
mvestors (Umted Nabons 1968, Hughes and You Poh Seng 1969,
Vernon 1971) More recent studIes have reached the same conclu
SIOn (Gmsmger and ASSOCIates 1985, Herderschee 1995) Only
those "fly-by-mght" fIrms that move from country to country, ex
plOlbng tax holIdays and other mcenbves only to leave when they
expIre, are attracted

Most serIOUS foreIgn fIrms take some bme to become profIt
able so that they benefIt lIttle from tax hohdays If tax holIdays
are effectual, they are costly for the host country ForeIgn fIrms
are conSCIOUS that tax exempbons undermme fIscal polIcy and
hence, macroeconorruc stabIlIty, whIch IS very Important to them
The wastefulness and meffecbveness of tax holIdays has led the
Umted States and AustralIa not to pracbce tax "sparmg" When
profIts are repatrIated to these countrIes, they become subject to
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the tax not paId durmg a tax holIday ThIs leads to a transfer of
revenue from the host country to the Uruted States or AustralIan
treasunes

The mam benefIcianes from tax holIdays are the bureaucrats
who adnuruster them (Low 1992) Even If the adnurustrators are
honest, adnurustermg tax holIdays and other SubsIdIes creates
Jobs and power Bureaucrats thus form strong lobbIes for the m
troductIon and mamtenance of foreIgn mvestment mcentIves An
effICIent and eqUItable tax system wIth mternatIonally competI
tIve corporatIon taxes IS far more condUCIve to long-run mvest
ment mflows than mcentIves

ForeIgn mvestors are attracted by market opportunitIes (do
mestIc and mternatIonal), a clear legal SItuatIon, adnurustratIve
speed and effICIency, mternatIonally competItIve taxes and mfra
structural serVIces at mternatIonal pnces TransnatIonal fIrms
understand that mfrastructural serVIces are lIkely to take tIme to
Improve m a developmg country They expect to have to tram
workers and work hard to mcrease productIVIty But they con
SIder that regulatory and adnurustratIve tangles are of a country's
ownmakmg

Transfer pncmg at other than arm's length among subSIdiar
Ies of transnatIonals-that IS, the shIftIng of taxes to countrIes
where tax rates are low-has been WIdely dIscussed Transfer
pncmg at other than arm's length IS also a mecharusm for CIrcum
ventIng foreIgn exchange and capItal transfer controls Such CIr
cumventIon undoubtedly takes place, domestIc producers follow
sImIlar practIces where regulatIons or the overvaluatIon of the
currency encourage them to do so Double taxatIon agreements,
corporate tax levels that do not dIscourage mvestment, low mfla
tIon and equilibnum exchange rates are the only effectIve ways of
ensurmg that transfer pncmg takes place at arm's length
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Is OwnershIp Important?

An mordmate amount of hme has been wasted by bureau
crats and pohhcIans on the proporhon of ownerslup that foreIgn
fIrms can have m a fum m a host country Some countrIes InsIst
on 49 percent maXImum foreIgn ownershIp, at least m some m
dustries Only a few countrIes, such as Smgapore and Hong
Kong, take no mterest m ownerslup levels

Although some transnahonal fums prefer wholly or maJor
Ity-owned branches or Subsidianes m theu foreIgn operahons, It
IS wIdely held that some form of Jomt venture WIth a host country
partner IS adVIsable because of the experIence and mSIghts local
partners brmg Local partners are parhcularly effechve m man
agmg labor and dealmg WIth regulatory Issues Some form of
Jomt venture mvestment IS becommg mcreasmgly prevalent

The hnkages between ownershIp and management are very
complex In some cases, havmg 10 percent ownershIp of a com
pany WIll gIve control, m others, even a 60 or 70 percent share IS
not enough The ophmum ownershIp structure IS a busmess deCI
SIon for mvestors It cannot meanmgfully be deCIded by bureau
crats

InternafJonal ReguJafJon

The amount of effort and experIence that has been expended
on attempts at mternahonal regulahon of foreIgn mvestment (m
c1udmg the settlement of dIsputes) could have gIven one of the
poorer IndIan states an excellent educahon system The base for
SIzable and successful foreIgn mvestment flows can only be pro
VIded by a host country's laws, regulahons and admIDlstrabon
These WIll dIffer from country to country over hme No country
will, senSIbly, gIve up nabonal sovereIgnty over Important foreIgn
mvestment Issues
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The European Dmon does not have umform foreIgn mvest
ment laws m practIce ForeIgn mvestment laws are very slffillar
m Canada and the Umted States, but they are certamly not the
same as MeXICO's It remaInS to be seen whether the North
Amencan Free Trade Agreement (NAFTA) will be effectIve m thIs
area The OECD failed to evolve a common, umversally applIca
ble framework The attempt m APEC reflects nothmg more than
a bureaucratIc and polItIcal desue to put a regulatory content mto
what IS a very successful club for the exchange of nonbmdmg
VIews on Important Issues InternatIonal regulatIon of foreIgn m
vestment IS on the World Trade OrgamsatIon's (WTO) agenda,
but the WTO WIll hopefully have more Important Items on whIch
to work

THE POLICY FRAMEWORK

Much has been wntten about the natIonal charactenstIcs of
transnatIonal fums A theory of export onentatIon-the "flymg
geese" pattern-postulated that Japanese fums systematIcally
moved from domestIc to export market onentatIon as they moved
abroad (KOJIma 1978, 1990) The facts only partIally fIt the theory
The eVIdence suggests greater vanatIon WIthm natIonal groups
than between them Some fums are attracted to partIcular mdus
trIes, while some speCIalIze m hIgh technology and some prefer
capItal-mtensIve mvestment opporturutIes, and VIce versa Cul
tural natIonal charactenstIcs of language and behaVIor that ap
pear to dIfferentIate fums by country of ongm generally turn out
to be very superfIcIal and have a neglIgIble mfluence on perform
ance compared to the effects of the domestIc polICIes of the home
countrIes The type of fum attracted, whether a "fly-by-mght" or
"m-for-the-Iong-run," whether domesnc- or export-market fo
cused, whether envIronmentally COnsCIOUS or not, depends on the
host pnce SIgnals that fIrms face Whether the benefIts of foreIgn
mvestment exceed the costs thus depends on a host country's
econOmIC pohcy framework
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MacroeconomIC PolIcy

MacroeconoIllic pohcy IS the "sleeper" of the econOIlliC
framework When fIscal, monetary and fmancial pohCles are
workmg reasonably well, they attract httle dIscussIOn When m
flahon becomes endenuc or fmanClal "repressIOn" (McKmnon
1973) leads to distorhons m capItal markets, savmgs and mvest
ment, then macroecononuc pohcles undermme growth and eqUIty
and becomes a cause of concern

IndIa has some thuty years' history of macroeconOIlliC pru
dence DespIte the Inherent dIffIculbes of managmg such a large,
dIsparate and poor economy, despIte the "repressIon" of the fI
nanCIal system, and despIte high protecbon, prIce rIses have been
kept under control Exchange rates have hence been relabvely
stable ThIs does not mean that fIscal or monetary pohcles have
been perfect Revenues are poorly structured and reforms have
been slow On the expendIture sIde, devobng a large proporbon
of revenues to subsidIzmg pubhc enterpnses, mstead of to bUlld
mg human capItal through educabon and health, IS now wIdely
reCOgnIzed as a senous problem But mternabonal mvestors will
gIve a "bck" to the Important macroeconOIlliC quesbon on theu
check hst for IndIa A reasonably stable exchange rate IS parbcu
larly Important for potenTIal exporters The exchange rate will
remam overvalued (compared to the SItuaTIOn m a hberal eqUlhb
num envuonment) because protecTIon IS hIgh, fmancml markets
are "repressed" and mflaTIon IS a problem, but expectaTIons are
that overvaluaTIon can dechne WIth budgetary prudence, fallmg
protecbon and fmanCIal reforms

IndIa has taken an Important forward step WIth the freemg
up of the capItal account Another fmancial problem for foreIgn
mvestors 15 the absence of a compeTIbve bankmg system Most
foreIgn fums, and parbcularly Jomt venture fums, rely on local
faciliTIes for short-term workIng capItal (for wages and trade
credIt) Many developmg countrIes have, therefore, perIllitted
transnaTIonal banks to 1llibate compeTIbve bankmg, often allow-
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mg foreIgn banks to at least undertake bankmg for foreIgn-owned
compames Where bankmg has not been "repressed," as m Ma
laysia for example, such measures have been unnecessary ThaI
land has used foreIgn banks to shmulate compehhon m bankmg
In IndonesIa, whIch had a severely "repressed" fmanCIal system
unW the reforms began m 1983, foreIgn banks played a cruCIal
role m the transihon from state-owned to market-orIented, com
pehhve bankmg (McLeod 1994)

Merely permIthng foreIgn fIrms to serVIce foreIgn fIrms has a
hmIted Impact Domeshc fIrms are encouraged to form Jomt
ventures WIth foreIgn mvestors to gam access to bankmg serVIces
Some domeshc fIrms wIll "launder" money to be able to establIsh
themselves as foreIgn fIrms at home FmanCIal sector reform,
combmmg prudenhal regulahon and mspechon WIth compeh
hveness, IS essenhal to ensurmg hIgh benefIts from foreIgn m
vestment

The shmulus foreIgn fIrms proVIde to domeshc supphers IS a
major benefIt of foreIgn mvestment They not only prOVIde a
market, but often make trammg, technology and management m
puts mto supplymg fIrms so that the latter can meet qualIty prod
uct standards If supplymg fIrms cannot obtam the range of
bankmg serVIces that they requIre to expand, such efforts will be
stultIfIed The foreIgn frrms will produce all theIr mputs m-house
or Import them

Trade PolIcy

Most of the costs of foreIgn mvestment are assoCIated WIth
the explOItahon of protected domeshc markets Transnahonals
have been, and are shU bemg, attracted to hIghly protected do
meshc markets, m many developmg countrIes ThIs means that
they may be profItable, somehmes hIghly so, even though they do
not bUlld plants enough to explOIt econOmIes of scale, do not
choose the technology approprIate to the factor endowment of the
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host country, and, WIth "tauor-made" tarIffs, form cozy noncom
pehbve ohgopohes Enforcmg compehhveness m closed markets
IS, as India has found, extremely dIffIcult whether the fIrms are
domeshc or transnahonal ProduchVIty IS low, value added at
mternahonal pnces tends to be low and even negabve, and yet
profIts are hkely to be hIgh Exports are retarded LahTI Amenca
has been a large laboratory for foreIgn mvestment on these terms
A large empIrIcal lIterature reflects the costs The Phllippmes had
the same expenence as LahTI Amenca The costs were com
pounded m all these countrIes by Imprudent macroeconOmIC
polIcIes that led to hIgh Inflabon

Some East ASIan countrIes hmIted foreIgn mvestment for
domeshc markets durmg theIr protechomst phases (TaIwan and
the RepublIc of Korea) Although IndonesIa, MalaySIa and ThaI
land had hIgh protechon de Jure, de facto protechon, as mdlcated
by customs collechons as a share of Imports, was qUIte modest In
these countrIes, protechon was mtroduced relahvely late, ItS cov
erage was hmIted and reforms started to take place m the 1970s
and accelerated m the 1980s, when the reducbon of protechon
sharply reduced the costs of foreIgn mvestment and pushed many
fIrms mto exporhTIg The translhon from an "mward" to an
"outward" onentahon was managed successfully

Chma IS shll m the fIrst stage of foreIgn mvestment Inflow,
WIth most mvestment from Japan, North Amenca and West
Europe flowmg mto Import-subshtuhon mdustries Chma IS also
attrachTIg mvestment mto Infrastructure, though few such proJ
ects have advanced to the Implementahon stage As mdlcated
later, the much larger mvestment m exports m Chma, largely
from Hong Kong and TaIwan, IS Informal

IndIa thus has a great deal of expenence to draw on m man
agmg foreIgn mvestment as protechon dec1mes The most Im
portant lesson, underhned by the LahTI Amencan and Phllip
pmes' expenences, IS that dIffIcult though trade hberahzahon may
be when protechon has been entrenched for some forty years, hb-
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erahzatIon must proceed reasonably qUIckly If foreIgn mvestors
are not to become part of domestIc protectIomst lobbIes Deregu
latIng the "small" mdustry sector will have to be an Important
component of hberahzatIon m IndIa The expenence of the East
ASIan countrIes that have reduced protectIon despIte a strong
protectIomst tradItIon, suggests that reform requrres WIdespread
conVIctIon that protectIomsm Impovenshes a country so that eco
nOmIc reform becomes a natIonal, multIparty pohcy If popuhst
appeals are not to undermme reform, thIs will requrre a maJor
educatIonal effort to change pubhc awareness and mobilize voters
for reform

Sectoral RegulatIOn

LocatIonal, safety and envrronmental regulatIons are neces
sary for the effICIent functIonmg of mdustry, but these are a rela
tIvely small component of sectoral regulatIon India's comph
cated regulatIons, as m most countrIes, have therr ongms m
attempts to offset "market faIlure" IndIa's"double protectIon" of
small mdustrIes by reservmg more than 800 categones of goods to
"small frrms" IS an example ProtectIon for small mdustrles ongt
nated from the same fear of large frrms that led to heavy pubhc
mvestment m manufacturmg to prevent monopohes from dOmI
natIng the "commandmg heIghts" of the economy In as large a
market as India'S, small and medIUm-sIZed frrms are competIng m
many mdustrIes The regulatIons that were meant to preserve
competItIon become Instruments preventIng the healthy growth
of frrms Large frrms shelter behmd the ensurmg "double protec
tIon" through therr subsIdIanes and assocIated frrms Wlule thIs
regulatIon perSIsts, the evolutIon of supphers for foreIgn frrms
wIll not be able to take place Overall, the post-World War II ex
penence mdlCates that more "market failure" results from gov
ernment mtervenbon than from market hnutabons
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The fmanClal sector, as already noted, transport and tele
comrnurucabons, professIonal serVIces and medIa all have specIal
regulatory requIrements But most of these regulabons are exces
sIvely detailed and contam much that IS out of date The reduc
bon, SImphfiCabon and greater transparency to reduce the need
for bureaucrabc mtervenbon IS needed to ensure that IndIa can
obtam benefIts from foreIgn mvestment qUIckly

Mmeral mdustrIes, mdudmg petroleum and gas, create par
bcular problems for mvestment because resource rents have to be
dIVIded between local landowners, the states and the central gov
ernment PrIvate fIrms also seek a share of such rents to compen
sate them for the nskmess of mmeral explorabon and subsequent
mme development The effICIent and eqUItable apporbonmg of
mmeral rents IS thus an Important aspect of the econOITIlC polIcy
framework IndonesIa and MalaYSIa have been among world
leaders m dealmg WIth foreIgn mvestment m petroleum, gas and
other mmerals Papua New Gumea developed mmeral resource
taxes to tax mmeral rents (Garnaut and Clurues Ross 1983) WIth
such polICIes m place, proJect-by-proJect negobabon can be
aVOIded or ITI1n1ffi1zed Forestry, fIsherIes and hydroelectrICIty
also generate rents that requIre specIal considerahon All these
mdustries have envIronmental aspects that should be taken mto
account on a nahonwide baSIS rather than mvestment project by
mvestment project

AgrIculture presents dIffIculhes for foreIgn mvestment be
cause of land ownershIp complexIhes Opportumhes for foreIgn
mvestment tend to be hIn1ted In some cIrcumstances, such as m
plantahon mdustrIes, foreIgn mvestment m nucleus estates and
processmg facIDbes can prOVIde a market for farmers and at the
same hme enable them to Improve theIr produchvity
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Manpower PolIcy

ForeIgn fums are expected to brmg trammg as part of theu
mvestment package, thus raIsmg a country's skill level as the
tramed workers spread through the economy Somebmes, how
ever, foreIgn fIrms are accused of not trammg workers, parbcu
lady those that can replace expatrIate staff They have also been
accused of bemg able to afford hIgher wages and better workmg
condlbons than local fums, and thus be able to "steal" the best
workers, leavmg local fums WIth hIgh trammg costs StudIes of
foreIgn fums m developmg countrIes report a wIde range of be
haVIOr WIth regard to skIll The dommant factor IS openness Im
provmg skills provIdes a compebbve edge so that fums place a
great deal of emphasIs on trammg m theu own frrms and m fums
that supply goods and serVIces to them As workers' producbvlty
mcreases, hIgher wages become JustIfIed Such trammg percolates
through the economy In some countrIes, transnabonals have
made Jomt efforts WIth local governments to raIse the levels of
trammg ThIs could be a useful model for some IndIan states
Attempts to regulate on-the-Job trammg by corporabons, m con
trast, turn out to be costly and lead to rent-seekmg by fums and
bureaucrats

FOREIGN INVESTMENT IN PUBLIC GOODS SECTORS

Even open, hIghly compehbve econOmIes have some areas
where commercIal prIces are not Idenbcal WIth socIOeCOnOmIc
prIces, thus dlstortrng the costs and benefIts of mvestment, m
dudmg foreIgn mvestment

Natural MonopolIes

Many pubhc goods sectors are natural monopohes In the
provISIOn of water, sewerage or railways, for example, there IS
only one least-cost hne between two pomts that prOVIdes the most
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effICient source of supply TechnologIcal development IS fortu
nately leadmg to greater competitiveness AIr and road transport
competes With railways, telecommumcatIons are no longer dOmI
nated by smgle telephone lmes, and an electrIc dIstrIbution net
work may be supphed competitively from many sources But
some natural monopoly elements remam m many pubhc-good,
mfrastructural mdustrles Workmg out a pohcy framework for
such mdustrles that ensures effiCiency, and at the same tIme en
courages foreign mvestment, IS provmg challengmg m all coun
tries

In the past, subsidies to pubhc goods have attempted to alle
Viate poverty Low or zero pnces of water for agriculture are an
example, so IS subsidized rural power It has been clearly dem
onstrated that such subsIdIes lead to the wasteful use of the prod
uct supplIed and do not reach the poor, but benefIt mIddle- and
upper-mcome groups If foreign mvestment IS to participate m
mfrastructural mdustrles, such subsidies will have to be ehmI
nated to ensure clear accountIng m commercIal and SOCIOeco
nOmIC terms Otherwise there IS considerable danger that some of
the subsidies will leak, as they do now, to producmg enterpnses
whIch would mclude foreign mvestment mterests

ExternalItIes

Many publIc utilIties, mfrastructural mdustrles are also sub
Ject to posItive and negative externalIties whIch cannot be cap
tured by operatIng fums Roads, for example, prOVide access to
markets, schools and health facilities TelecommumcatIons aid
the development of busmess and can be used for education Bus
transport also creates pollution The dIfferences between pnvate
and SOCial costs and benefIts lead to dIfferences between commer
CIal and SOCIOeCOnOmIC pnces The most effiCient way of account
for SOCIOeCOnOmIC costs and benefits IS through the pncmg sys
tem All mdustrles should be charged, and should m turn charge,
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full costs of cleanmg up polluhon Mam through roads should
rely on tolls, Just as railways and other publIc transport charges
should reflect total, but effICIent, costs Smgapore IS an urban
transport model for mdustrIaI as well as developmg countrIes It
relIes on pnces to mmImIze traffIc congeshon and polluhon
Regulahons may be necessary m some reSIdual situahons where
pnces cannot be reasonably expected to operate For example,
general emISSIOn requIrements can establIsh "clean aIr" rules
withm whIch mdustries have to operate They can be remforced
by a pnce system m the form of fmes related to the clean-up costs
of offenses General rules that are sImple and transparent are
much more effechve than bureaucrahc proJect-by-proJecr mter
venhon

PublIc Ownershlp and RegulatlOn

In the past, publIc ownershIp was seen as the answer to natu
ral monopoly problems and to many externally created wedges
between commerCIal and SOCIOeCOnOmIC pnces But expenence
suggests that publIcly owned monopolIes are often more meffI
Clent than a pnvately owned monopolIes, greatly disadvantagmg
consumers Corporahzahon -1 e , the runnmg of a publIc enter
pnse as If It were pnvately owned- had mIxed results In some
cases management Improves, m other It does not

In prachce, the transformahon of mfrastructural enterpnses
from publIc to pnvate ownershIp, whether domeshc or wholly or
parhally foreIgn-owned, IS fraught WIth many dtffIculhes The
market valuahon of an enterpnse IS lIkely to be much lower than
ItS "book" value, the costs of makmg It effICIent are lIkely to be
very lugh, and output pncmg that ensures cost recovery IS dIffI
cult, parbcularly m mdustrles whIch SubSIdIZed consumers m the
past If these problems are not tackled, foreIgn mvestors will de
mand profIt guarantees whIch can be extremely costly They en-
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courage gross mefficiency The cost of foreIgn mvestment m these
cIrcumstances would be hkely to exceed the benefIts

ForeIgn mvestors are now movmg mto Jomt ventures WIth
publIc enterpnses, preferrmg corporatIzed ones, but shli wary of
pubhc ownerslup ForeIgn mvestment WIth Its capItal, technology
and management "package" can make a consIderable contnbu
hon to the vast mvestment requIred ill mfrastructure m IndIa
EXIstmg plants can be made more produchve and new facIhhes
can be proVIded, often on the BOT prmciple (build, operate and
transfer), but governments and mvestors are shll at the begmnmg
of managmg tms process

FOREIGN INVESTMENT IN THE DEVELOPMENT OF
EXPORTS

The weIght of foreIgn mvestment ill exports vanes In TaI
wan and Hong Kong, transnahonals have played a sigrufIcant role
at the margm, but the bulk of exports come from local fIrms
Hong Kong was tradIhonally an outward-onented manufacturmg
entrepot, exportmg manufactures from Chma and Importmg raw
materIals mto Chma In the late 1940s, many mamland Chmese
manufacturers emIgrated to Hong Kong and TaIwan, often WIth
some of theIr skilled workers, and began to manufacture for ex
port Smgapore, m contrast, was an mward-onented manufac
turmg entrepot, Importmg manufactures for Its hmterland and
exportmg raw materIals to the world When Smgapore separated
from the MalaySIan Federahon m 1965, after a bnef flIrtahon WIth
becommg the mdustrIaI center of protechorust MalaySIa, open un
employment was a mgh 13 percent, Bnbsh military forces were
about to WIthdraw and Indonesia's Confrontasl polIcy threatened
to cut off Its raw matenal supplIes for processmg and transsmp
ment Smgapore saw transnabonals, then lookmg for export
bases, as the only way to start exportmg qUIckly By 1970 unem
ployment had been WIped out and Smgapore was recrUItmg tem-
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porary mmugrants from neighbormg countrIes to employ m Its
export mdustnes More than 75 percent of exports of manufac
tures shll come from mostly wholly foreIgn-owned transna
honals foreIgn mvestment IS also Important but less donunant m
tounsm and fmanClal servIce exports Smgapore learned through
bItter expenence that to attract foreIgn mvestment effechvely, bu
reaucrats had to follow market sIgnals (Low et al 1993) The Re
pubhc of Korea, m contrast, had almost no foreIgn mvestment m
ItS exports unhl It began to export motor vehIcles Local entre
preneurs developed labor-mtenslve exports m ThaIland (Saad
1993) and IndonesIa (Suphat Supchaiasal 1989) Transnahonal
furns followed m both countrIes

India's ample resources of low-cost and skIlled labor could
make It a major export platform for labor-mtensive goods for
world markets, provldmg compehhon to ChIna, VIetnam and the
large South ASIan countrIes Hong Kong, Smgapore, TaIwan and
the Repubhc of Korea are movmg rapIdly up the skill and pro
duchvlty "escalator" The phasmg out of the MultIfIber Ar
rangement as a result of the Uruguay Round negohahons over the
next decade WIll accelerate thIs movement Thailand, MalaySIa
and IndoneSIa are also followmg the path towards nsmg skIll and
remunerahon, although IndoneSIa shll has a large reserve of low
produchvlty, low-cost labor Preferences by West Europe to East
European countrIes, and by North Amenca to MeXICO and other
LahTI Amencan countrIes, will lower the growth of mdustrlal
country markets for ASIan labor-mtenslve goods, but thIs IS no
cause for export pesslIDlsm New markets are openmg up m the
rapIdly growmg East and Southeast ASIan countrIes Past expen
ence shows that export pesslIDlsm IS a self-fulfillmg prophecy
CountrIes WIth a pesslIDlshc outlook have failed to export (Pa
noutsopoulos 1992)

IndIa's conhTIumg low level of exports ($25 bllhon) IS a cnh
cal problem for the economy Chma's exports have nsen from
some $20 bIlhon m the late 1970s to $165 bllhon m the early 1990s,
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that IS, WIthIn a decade Contrary to pessmustIc predIctIons
(Chne 1982, Streeten 1982), thIs was accomphshed Without re
ducmg the exports of other ASIan countrIes, and WIth a pOSItIve
overall econOmIC Impact on other ASIan countrIes (Cabalu et al
1991) Because a high proportIon (some 40 percent) of IndIa's ex
ports COnsIStS of worked precIOUS metals and other Jewelry, the
ratIo of value added m exports may be lower m IndIa than m
Chma Whatever the measurement, India has a long way to go to
export on a suffICIent scale to overcome ItS balance-of-payments
constramts once and for all The questIon whether foreIgn m
vestment can aSSIst m this endeavor IS hIghly pertInent

Large transnatIonal fIrms based m Japan, Europe and the
Umted States have contrIbuted httle to exports m Chma (Yang
Gang 1993) They often exported at prIces that were below cost, at
negatIve value added, merely to be able to repatrIate profIts
earned m protected domeshc markets, so that theIr exports were
frequently a cost rather than a benefIt to the Chmese economy
The "formal," that IS offICially approved and registered foreIgn
mvestors, were channeled mto SpeCIal EconOmIC Zones whIch
were created at great pubhc cost and where mfrastructure and la
bor costs were hIgh (Lm 1991) The large government-owned
state enterprIses m Chma are so mefflclent that they are able to
export only WIth large SubSIdIes OffICIal statIstIcs do not make
thIS clear because townshIp, village and cooperatIve (a euphe
mIsm for prIvately owned) enterprIses often stIll have to export
through central or provmClal government-owned enterprIses

The large and rapId buildup of exports from Chma began m
the late 1970s, before the "openmg of Chma's door to the mterna
tIonal economy," because small Macau and Hong Kong entrepre
neurs were bemg squeezed by nsmg wages They moved mto the
Pearl rIver delta m search of low-cost supphes to meet theIr export
markets They took over factOrIes, supphed second-hand ma
chmes that were approprIate for low-skilled and low-cost labor,
and managed them under the bemgn eyes of local cadres whom
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they generously recompensed ProductIvIty was rapIdly raIsed
by mtroducmg commercIal hrrmg and frrmg, pIece work, sMt
work and quahty controls The enterpnses were profItable, The
workers learned skills and earned steadily nsmg mcomes After
1979, the trIckle became a flood Taiwan entrepreneurs Jomed
those from Hong Kong, WIth many gomg to FUJlen provmce Just
across the straits from TaIwan Other East and Southeast ASIan
entrepreneurs Jomed them After lllitIally Ignormg the "mformal"
mvestors, offICIal statIstIcs now claIm them among some 100,000
foreIgn frrms operatIng m Chma At least seven mIlhon workers
are employed m Hong Kong and Taiwan m mformally owned
enterpnses These mformal foreIgn enterpnses have also begun
to produce for the domestIc market where they have Improved
product quahty and reduced pnces Some Chmese cadres have
followed the export lead m townshIp, VIllage and cooperatIve en
terpnses which are estImated to have contrIbuted most of the
other four mIlhon workers m exports, makmg a total of 11 mIlhon
export workers ProductIon for domestIc markets has benefIted
Hong Kong has become the entrepot for an ever nsmg proportIon
of Chmese exports because of the facilitIes available m Its open
economy (Sung 1991)

Investment m export productIon has spread elsewhere Withm
the regIOn and beyond, drIven by nsmg wages m the rapIdly
growmg countrIes HIgh productIvIty management and market
mg expertIse have found profItable export SItes Smgapore frrms
have moved mto MalaySIa and the Smgapore Econonuc Devel
opment Board IS developmg satellIte export zones m IndoneSIa
and Chma Hong Kong, TaIwan and Korean mvestment has
spread throughout the regIOn, rangmg from Thailand to the small
ISlands of the PacIfiC VIetnam has become a maJor target IndIan
entrepreneurs operate m the regIon MauntIus exports were de
veloped by Hong Kong, TaIwan, IndIan and PakIstan entrepre
neurs Hong Kong fIrms operate as far afIeld as Panama and the
Canbbean Islands
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The new ASIan foreIgn mvestors have added apprecIably to
the mputs that mvestment can make to exports IndIa has a need
for both the new exporters and the more tradItIonal fIrms from
Europe, the Umted States, Japan and other rndustrIaI countrIes It
has several advantages for the export of labor-mtensive goods and
serVIces In the short run, Its legal system may be someilimg of a
handIcap compared to the "anyilimg goes" authontanan enVI
ronment of Chma and VIetnam But If the legal and regulatory
systems are sImplIfIed and senSIbly admmIstered, the short-term
dIsadvantage can be turned rnto a major long-term advantage rn
the form of a stable, eqUItable and transparent econOmIC pohcy
framework Infrastructural facilitIes, though lImIted, are better rn
IndIa per head of populatIon than they are m Chma or VIetnam
The use of EnglIsh IS WIdespread Although lIteracy rates are stIll
low overall, there IS an ample supply of lIterate, and rn some ar
eas, skilled labor thIS has already enabled IndIa to become a se
nous actor m software exports IndIa's democratIc tradItIon IS an
asset The rapIdly growrng East and Southeast ASIan countrIes'
expenences rndicate that bureaucrats can be trarned to support
foreIgn mvestment for export

THE IMPACT ON EFFICIENCY, GROWTH
AND INCOME DISTRIBUTION

ForeIgn rnvestment can dommate a sector rn a small econ
omy, although the only example rn ASIa IS manufacturmg rn Srn
gapore In most economIes, however, even m small ones such as
Hong Kong, foreIgn fums only account for a small proportIon of
total productIon It IS ummagmable that foreIgn mvestment could
dommate any of IndIa's twenty-two states, let alone the economy
as a whole, If the domestIc regulatIon and protectIon that have
stultIfIed growth are removed But because the contrIbutIon of
foreIgn rnvestment IS not rn transformmg average prodUCtIVIty
but rn changmg practIces at the margm, It can be qUIte a small
proportIon of total mvestment and yet be very effectIve The of-
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ten expressed fears of pohbcal mtervenbon by transnabonal fIrms
have proved to be unwarranted The search for eVIdence of such
mtervenbon has been consIderable, but the eVIdence IS neglIgIble
Transnabonal corporabons, qmte properly, make theIr polIbcal
mputs m theIr home countrIes theIr mam pohbcal Impact has
been to free up trade worldWIde m pursmt of globahzabon obJec
hves They have been the most ardent lobbyIsts for reducbon of
trade barners m theIr vanous parhaments durmg multIlateral
trade negohabons to the great benefIt of developmg countrIes

The ChOIce of Techmques

The mtroduchon of new technology IS often regarded as the
key mput that foreIgn mvestment can make to an economy But
new technology m the sense of "best pracbce" technology 15 not
always the most appropnate one for a low-mcome country For
IndIa, for example, seekmg to expand ItS exports, the appropnate
technIques may be lughly labor-mtensIve, not parbcularly skill
mtensIve, but yet management-mtensive Expenence suggests
that a country that uses technIques that maxnmze the uhhzahon
of ItS resources, WIll aclueve rapId growth In a country WIth
huge reserves of underemployed people, thIs means ubhzmg la
bor as effechvely as pOSSIble As workers become more skilled,
theIr mcomes rIse, producbvity nses, and wages mcrease, but so
do overall savmgs, and more skill-mtensive technIques can be
adopted HIgh labor mtensity ObVIOusly does not apply to all m
dustries PetrochemIcals used lIttle labor even m theIr early, rela
bvely labor-mtensive stages of development But research eVI
dence mdicates that m most producbon processes, the range of
technIques available for the producbon (mc1udmg deSIgn and
markehng) of a gIven product IS qmte broad The concept of the
chOIce of technIques mc1udes the whole producbon and market
mg process Handloom weavmg, for example, may not be able to
supply mass consumpbon goods compehbvely at reasonable
wages, but It may be approprIate for speCIalIzed c10thmg and tex-
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tIle markets m lugh-mcome countrIes at lugher wages For mass
consumpbon goods, more capItal-mtensIve techruques that are
nevertheless stIll relabvely labor mtensive compared to tech
ruques muse m lugh-mcome countrIes, may be appropnate The
range of techruques available IS constantly changmg, WIth an
overall movement up a skill, techruque and capItal "escalator /I

But at anyone bIDe, some producbon processes are relabvely la
bor mtensive foreIgn mvestment can help m the search for ap
propnate techruques and theIr relabonshIps to products and mar
kets For example, foreIgn mvestors may be able to develop
products and markets that make labor-mtensive producbon, such
as handloom weavmg, VIable WIth nsmg wages

In the early days of foreIgn mvestment, It was argued that
transnabonal corporabons dId not pass on theIr "best pracbce"
techruques to Subsidianes mother, parbcularly developmg,
countrIes It was then argued that transnabonals dId not pass on
"appropnate technology" More recently, the complamt has been
that transnabonals dump theIr"dIrty" mdustries and producbon
processes on developmg countrIes Research results suggest that
market pnces determme the techruques that foreIgn mvestors, lIke
domesbc fIrms, use (Mason 1970, LIm 1976) The eVIdence about
enVIronmental pracbces IS sImllar (Low 1992) ForeIgn fIrms are
lIkely to have access to the capItal and technology necessary to
control envIronmental pollubon If an economy IS lughly protec
borust and thus not compebbve, there will be no mcenbve for
domesbc or foreIgn fIrms to search for appropnate technology If
envIronmental controls are lax, all fIrms will be lax about control
lmg pollubon Host-country pohcles agam tum out to be pIvotal

CompetItIveness andEffICIency

The tradibonal fear of transnabonals was that they would
monopohze markets and thus reduce compebbon In some
hIghly protected markets, thIS happened m the 1960s and 1970s as
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mmcated earher The sItuatIon changed dramatIcally wIth trade
hberahzatIon The ehmmatIon of protectIon led to the collapse of
cartels The number of fIrms operatIng was reduced and the scale
of productIon of the remammg ones was mcreased to serve a
world market The transItIon has usually been dIffIcult to manage
because It mvolved the transfer of workers between fIrms, mdus
trIes and regIOns In open econOmIes, such transItIon costs are
aVOIded because they are contInuous as mdustrles evolve The
ImphcatIons are that fIrms should be clearly adVIsed that protec
tIon levels are planned to fall FIrms that gamble on pohcy rever
sal would have to bear the costs of theIr mIstaken Judgment

The slow growth and ultImate collapse of centrally planned
and semI-planned econOmIes has demonstrated that the only way
to achIeve hIgh productIvIty-that IS, to ensure effICIency m mdI
VIdual fIrms and the system as a whole-IS to allow markets to
operate In the productIon of most goods and servIces, thIs will
lead to a hIgh degree of competItIveness and effICIency, partIcu
larly If the large IndIan market IS opened to mternatIonal trade
As dIscussed, not all markets are competItIve But governments
are well adVIsed to aVOId regulatIng what are essentIally com
petItIve markets and to concentrate theIr energies on carefully
crafted, SImple and transparent regulatIons for markets that are
subject to natural monopohes or large externahtIes that cannot be
dealt WIth by market measures In a competItIve market enVI
ronment, foreIgn fIrms can contrIbute markedly at the margm

Growth and Income DlstnbutlOn

When Kuznets (1955) postulated that econOmIC growth
would m the frrst mstance lead to a worsemng of mcome dIStn
buhon, to be followed by Improved mcome dIstnbubon at a later
stage of development, he relIed on ms assessment of trends m the
establIshed mdustrial countrIes and emergmg trends m the mghly
protechomst countrIes of LatIn Amenca HIS hypothesIs had lIttle
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factual foundahon Nevertheless, lus VIews were popular WIth
popuhst schools of development whIch saw worsemng mcome
dIstnbuhon at every turn IntuIhve popuhst VIews suggested that
the success of market-dnven econOmIes had negahve mcome dIS
tnbubon aspects Early research supported the Kuznets' hy
pothesIs (Adelman and Robmson 1978)

In the 1980s, however, dIfferent but factually based conclu
SIOns have been derIved from a very consIderable body of re
search It has been demonstrated that sustamed rapId econOmIC
growth leads to reduchon of poverty and Improvement m mcome
dIstnbuhon Poverty cannot be reduced and mcome dIstnbuhon
cannot be Improved WIthout sustamed rapId econOmIC growth
(Rao 1988, FIelds 1989, Bauhsta 1992, Mehdi Kronkaew 1994)

The prmClpal mecharusm of poverty reduchon and Im
provement m mcome dlstnbuhon IS nsmg produchve employ
ment m formal sectors and Its mulhpher effect on mformal em
ployment Unemployment IS down to 2-3 percent m Smgapore,
Hong Kong, TaIwan, and Korea The proporhon of people hvmg
below baSIC needs poverty lmes IS neghgIble m all four countrIes
In Thailand, one of the poorest countries m the world ill 1945, the
proporhon of people hvmg m poverty declmed from 57 percent m
1963 to 21 percent m 1991 (Mehdl Kronkaew 1994) In IndoneSia,
another very poor and very large country, the proporhon of peo
ple hvmg m poverty has also been reduced to about 20 percent
(Booth 1993) Exports of labor-mtenslve products have had a ma
Jor Impact on employment and earmngs (Corbo, Krueger and
Ossa 1985) Tlus IS true even m as large a country as Chma The
Impact on ralsmg the produchvlty of workers m the mformal
sector as consumphon grows IS considerable The mam Impact of
foreIgn furns IS to raIse effICIency and hence lower costs so that
consumers can buy addlhonal goods out of a given mcome, and
ill the medIUm term, out of theu nsmg mcomes The Immediate
employment effects of greater compebhveness that results from
foreIgn mvestment may lead to Job losses m a given fum, but
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lower prIces and nsmg mcomes lead to market expansIOn In an
overall, general equilibnum context, employment rIses

As employment opportumhes rIse, underemployed labor can
leave agrIculture so that farmmg can become more produchve per
remammg worker Off-farm work expands m rural areas In East
and Southeast ASIan countrIes, agrIcultural output rose (though
ItS share of total output fell) as the proporhon of the work force m
agrIculture declmed ms, of course, IS also the pattern of devel
opment m the more rapIdly growmg Indian states But overall
IndIan growth has not yet been rapId enough to affect poverty
and mcome dlstrlbuhon on a broad scale

CONCLUSION

Openmg the IndIan economy to foreIgn mvestment IS not a
sImple polIcy Issue because India has only started on ItS economIc
reform process It will take hIDe to lIberalIze the economy It
would be totally unreallshc to walt unhl the process IS completed
to encourage foreIgn mvestors to come to India Much can be
gamed ImmedIately both m domeshc and export markets But
foreIgn mvestors must be put on nohce that the reform process IS
proceedmg so that they accumulate losses If theIr mam aIm IS to
explOIt remammg protechon and regulahon

The change needed m the outlook of the bureaucrats m the
central and state governments to attract foreIgn mvestors IS far
from accomplIshed A translhon from athtudes that regard for
eIgn mvestors as ill-mtenhoned, graspmg tycoons who want to
explOIt IndIa to a recogruhon that fIrms are orgamzahons mter
ested rn maxlmlZrng rncome rn a global context, IS far from com
plete ForeIgn rnvestors have many opportumhes They will not
come to IndIa If they are met WIth hoshlIty and mazes of red tape
A busrnesslIke approach IS not servile
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The faster the reform process proceeds, the hIgher will be the
mflow of foreIgn mvestment, the lower will be Its costs and the
hIgher will be Its benefIts Informmg pohhcal leaders and the
voters that the costs of not pursumg reform diligently are very
hIgh, parhcularly for poor people, has the hIghest prIOrIty
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Economic Liberalization and
Financial Reforms in India:
An Outsider's Perspective

Ronald I McKmnon

INTRODUCTION

Startmg WIth IndIa's as yet mcompletely IIberahzed commer
cIal polICIes, thIs paper addresses parallel fmancialissues for m
creasmg productivIty growth What IS the order of fmancial IIb
eralIzatIon-m money and bankmg, taxation, and the foreIgn
exchanges-that best complements the reforms m foreIgn trade
and domestic commerce? Recent events m MeXICO suggest that a
IIberahzmg economy may overborrow m mtematIonal capItal
markets, whIch leads to a preCIpItate fall m domestic prIvate sav
mgs and overvaluation of the exchange rate GIven the current
pressure from capItal mflows through IndIa's foreIgn exchange,
what fmancial controls nught be approprIate to forestall sInular
MeXIcan-type events from happenmg?

IndIa's macroecononuc CrISIS of 1990-1991 saw publIc sector
defICIts and monetary expansIOn spITal out of control whIle for
eIgn exchange reserves dIsappeared The subsequent successful
effort to restore macroecononuc equilibrIum under an IMF pro
gram became the unexpected catalyst for India's Wlde-rangmg
nucroecononuc lIberalIzations m foreIgn and domestic trade that
have so pleasantly surprIsed the outSIde world The IndIan econ
omy IS bemg partIally deregulated, and the monopoly powers of
government-owned (largely heavy) mdustry are bemg reduced,
both by freer foreIgn trade and by allowmg pnvate mvestment
mto what were exclUSIVe preserves of the state sector Judgmg by
IndIa's rapId mcrease m foreIgn exchange reserves-whIch m
creased by more than US$9 billIOn m 1994 and was fueled by ex-
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port expansIOn and capItal mflows-forelgn bankers, mutual fund
managers, and corporate execubves are now willmg to bet real
money on IndIa's future 1

The hst of commercIal reforms smce 1990 under the Rao
Smgh government IS ImpreSSIve the abohbon of Import hcensmg
on producer goods, currency converhbIhty on current account so
that exporters get the full foreIgn exchange eqUIvalent from theIr
overseas sales, a reducbon m tanff hnes and tarIff rates WIth a
maxImum rate of 50 percent m the March 1995 budget, the gen
eral abohbon of mdustrlal hcensmg for new mvestment (except
for eIghteen "reserved" mdustrles), and the easmg of entry re
qUIrements for foreIgn dIrect mvestment 2 ForeIgn mvestment
approvals (not necessarily dISbursements) rose from $5 bIlhon m
1991 to more than $89 bIlhon m 1994

On the fInanCIal SIde, the devaluabon of the rupee m 1991
made IndIan exports more compebbve leadIng to an expansIOn m
mdustrtal output and foreIgn trade The fIscal defICIt fell from
about 9 percent of GNP m 1990-1991 to a prOjected 55 percent m
1995-1996, although It seems lIkely to be hIgher If all relevant
spendmg Items are mcluded Together, the devaluabon and the
fIscal consohdabon were suffICIent to cut IndIa's current account
defICIt from almost 10 percent of GNP m 1990-1991 to less than 1
percent m 1994-1995 Consequently, substanbal capItal flows
have been reflected m the mcrease m offIctal exchange reserves to
more than $20 bIlhon by January 1995 after bemg VIrtually zero m
1991 The resulbng expansIOn of money and credIt has kept m
flahon hIgh the wholesale pnce mdex (WPI) conbnues to mcrease
at 10 to 11 percent per year mto 1995 despIte the nommal ex-

ITaken from reVISed text of a lecture gIVen for the IndIan CouncI1 for Re
search on InternatIonal EconomIC RelatIons at the OberOl Hotel, New
Delht, March 23, 1995 Thanks to S P Gupta, Rakesh Mohan, Huw Pill,
and AIJun Sengupta for thel! helpful mputs
2See the chapter by T N SrIDlvasan m thIS volume
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change rate bemg fIXed at approxnnately 30 rupees to the dollar
smce 1991

OutsIde of offIcIal "PrIOrIty" sectors for dIrected bank lend
mg, mterest rates m IndIan capItal markets m the market for gov
ernment bonds, bank lendmg to large borrowers, and commercIal
bills have been largely hberalIzed and are now largely posItIve m
real terms However, Important deposIt rates of mterest on small
savmgs accounts and, of course, on com and currency YIeld a
negatIve 10 percent at the current mflatIon rate

LIberalIzatIon has been assocIated WIth recovery from the
1991 CrISIS GNP IS now mcreasmg at a healthy 4 to 5 perc~nt per
year However, overall productIvIty remams low and IndIa's
economy IS not yet that of an ASIan tIger

LOW FACTOR PRODUCTIVITY AND INCOMPLETE
LIBERALIZATION

ConsIder the ongomg ffilcroeconoffilC problem of mcreasmg
factor productIVIty Smce the economy settled down m the early
1950s after the upheavals assOCIated WIth mdependence m 1947,
IndIa's savmgs effort and consequent mvestment have remamed
hIgh and remarkably good for a poor country UntIl the CrISIS of
the late 1980s, consohdated fISCal defICIts rarely exceeded 5 per
cent of GNP DespIte the heavy focus on state plannmg and m
terventIon at the ffilcroeconoffilC level, thIs fIscal moderatIon al
lowed the Reserve Bank of IndIa to keep mflatIon rates modest by
LatIn AmerIcan standards, WIth the WPI rISmg 6 to 7 per year
IndIa's prIvate gross savmgs was faIrly robust at 21 to 23 percent
of GNP, and the depOSIt base of the consohdated bankIng was (IS)
substantIal By the ffild-1990s, the M3/GNP ratIo had grown to
about 47 percent of GNP

Instead of the quantIty of savmgs, the mternal problem has
been the qualIty of mvestment The productIVIty of IndIa's capItal
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stock and Its general use of labor and land remams low by mter
nahonal standards As a result, despIte the reasonable savmgs ef
fort, the overall rate of econonuc growth has also remamed mod
est at least m comparIson to the East ASIan econonuc hgers
Because most new mvestment (before 1991) went mto state
owned mdustry or mto the prIvate sector wluch was also hghtly
regulated, produchvity was low and would be so no matter what
the nature of the domeshc fmancial mecharusm

Smce 1991, Important aspects of thIs low produchvity are, of
course, bemg addressed dIrectly by the Rao Smgh reforms In
deed, mcreasmg domeshc factor produchvity IS the prmClpal ra
honale for the reforms themselves However, they remam mcom
plete On the trade SIde, WIdespread prohIbIhons on Imporhng
consumer manufactures and agrIcultural products remam mtact,
although Imports of producer goods have been hberahzed

The failure to decontrol the Importahon of consumer goods
reflects two government concerns FIrst, m true GandhIan style,
small fIrms (1 e, those WIth assets less than $200,000) have long
been protected by settmg aSIde consumer goods produchon for
the domeshc IndIan market as theIr exclUSIve domam mcludmg
most of hght mdustry (umbrellas, footwear, and so on) Not only
are foreIgn goods kept out by outrIght bans or quotas, but larger
domeshc fIrms, whether state-owned or prIvate, are prohIbIted
from entermg a mulhtude of domeshc markets reserved for the
small-scale sector 3 And thIs set-asIde has deep pohhcal roots In
VIrtually every parhamentary dIStrIct m IndIa, dozens of these
small-scale producers lobby to protect theIr posihons m much the
same way that farmers lobby m the Umted States

3To retam theIr ehgIbility to sell these reserved goods m the protected
domeshc market, these small frrms must stay small' Tlus IS no Silicon
Valley WIth frrms starhng small m modest manufacturmg quarters to
later become gIant mtemahonal compames
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Second, If a wIder vanety of (foreIgn) consumer goods were
suddenly to become avaIlable, the IndIan authonbes would
worry, probably correctly, that thIs ffilght sbmulate excess con
sumpbon and undermme pnvate savmgs Agamst thIs, the cen
tral government falls to tap adequately an Important part of Its
natural tax base Imported consumer goods I return to thIs
problem of fmancial control m my condudmg comments on com
plebng the trade hberalIzabon

Another major gap m IndIa's econOffilC reforms, a gap whIch
also has Important fmancmlImphcabons, IS the ngId character of
the labor market As IS well-known, current labor legIslabon
makes It next to ImpossIble to layoff workers (m the orgaruzed
parts of the economy) as a general retrenchment or cost-savmgs
measure Even frrmg someone for discIplmary reasons IS dIffIcult
In the words of AlJun Sengupta

It IS ObVIOUS that a pohcy of free econOffilC entry m any
sector cannot be successful If It IS not matched WIth a
pohcy of free eXIt If a producbon urut fmds that It can
not be VIable m the given condibons of the market, It
should be able to wmd up ItS busmess at reasonable
cost Slffillarly, If there IS overstaffmg (so that) the urut
can produce the same level of output WIth a lower num
ber of people, the urut must be able to shed those staff m
order to play the compebbve game WIth effICIency
(Sengupta 1994, pp 4-5)

The early hberahzabon expenences of ChIle m the late 1970s
and New Zealand m the 1980s, and the dIsmal unemployment
rates m European countrIes such as Spam today, all show the re
sult of failure to get condIbons m the labor market nght durmg a
WIdespread hberahzabon of commodIty markets WIth new com
pebhon from foreIgn and domesbc fums Potenbal producbvity
gams from the trade hberahzabon are not fully reahzed, and ad
dihonal stram IS put on the fmanClal system as the profItability of
eXIsbng cosseted enterpnses detenorates
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Fmally, Inella's land use laws parbcularly m urban areas
seem to be a sIgnllicant restrammg mfluence on producbvlty
gams once commodIty market hberahzabon IS attempted In
credIbly, Bombay, the commerCIal center of IndIa's new but mod
est pnvate-sector boom, has the world's hIghest rents for new of
fIce space, about $145 per square foot, exceedmg those of even
Tokyo at $143 and far above New York's $39 (see Table 1)

Table 1 The Bombay Bubble

CIty

Bombay

Tokyo

Hong Kong

BeIJmg

ShanghaI

New DelhI

London-West End

New York-MIdtown

Source Wall StreetJoumal (1995)

Annual Rent per Sq Foot ($)

14551

14351

13746

8825

8027

6972

6636

3906

The problem hes WIth two very restrlcbve laws on land use m
IndIa The fIrst IS the Rent Control Act, whIch makes It vIrtually
ImpossIble for a landlord to eVIct a tenant or raIse the rent
Statutory tenancy enables several generabons to remam WIthout a
lease on the property they mhablt whIch IS often m decaymg old
bUlldmgs m what would otherwIse be prIme urban real estate

The second IS the Urban Land CeIlmg and Regulabon Act,
whIch StrICtly hmIts the development that bUIlders can put on a
sIte m order to aVOId stress on already Impacted roads, sewage
systems, and other mfrastructure The few urban sItes that are
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available (those not subject to pre-exIsbng rent controls) are only
modestly developed and can command sky-hIgh rents from bUSI
ness frrms whIch must operate cheek-bY-Jowl WIth old buildIngs
whose InhabItants are paymg neghgIble controlled rents The re
sult IS tremendous crowdIng among the clerIcal staff of even ma
Jor mulbnabonal corporahons, whIch can only afford small offIces
(Brauchh 1995)

Clearly, serIOUS gaps remam on the "real SIde" of India's hb
erahzabon program, fmancial pohcy alone cannot address them
and they serIously affect producbVlty But they can also have se
rIOUS macroecononuc consequences Because of an unnatural
scarcIty of pnme land SItes, for example, a nuld econonuc boom
coupled With nuld mflabon seems to be setbng off an urban land
bubble even outsIde of Bombay

STATE-OWNED ENTERPRISES
A GROWING BAD-LOAN PROBLEM FOR THE BANKS?

Once domesbc trade and commerce are deregulated, the fI
nancIal regime becomes a more Important factor m determmmg
the effICIency WIth whIch resources are used Not only are the
qualIty of the banks' loan portfohos and softness of enterpnse
budget constramts Important factors, but the level and structure
of real mterest rates on both depOSIts and loans will have a frrst
order Impact on the economy's producbvity Good stahsbcs are
not available on the quahty of the banks' loan portfohos But
forced lendmg to pnonty sectors covermg at least 40 percent of
the banks' lendIng capaCIty has contrIbuted to a consIderable bad
loan problem, whIch IS worsenmg Not only IS there pohbcally
Insprred debt forgiveness to farmers, but major defaults and
forced rollovers of the debts of large state-owned enterpnses
(SOEs) are sbll commonplace

In the pre-1991 regIme, thIs softness of enterpnse borrowmg
constramts was not mconstant WIth cossebng the state-owned

239



An Outsider's Perspective

enterprIses WIth exclusIve hcenses to operate as monopohes m
partIcular branches of mdustry Although government pohtIcal
dIrectIves such as prevenhng layoffs often reduced the profItabil
Ity of enterprIses, theIr monopoly pOSItIOns sustamed It Loans
could be rolled over WIth some assurance that the enterprIses
would stay m busmess to meet the mterest payments even If they
could not repay the prmClpal But once the value of exclusIve h
censes of these parastatals IS dImmIshed by the freer entry of for
eIgn and domestIc competItors, then conhnumg WIth a soft-loan
optIon IS a reCIpe for a more explOSIve loss of fmanClal control m
the future Unless radIcally restructured, these SOEs will become
less profItable and will make bIgger losses as hberahzatIon pro
ceeds, and thus could become a much bIgger habIhty to the banks
Insofar as old enterprIses are prevented from revampmg theIr la
bor forces m response to pressure from new domestIc and foreIgn
entrants, thIs fmanClal pressure will be exacerbated

In Eastern Europe after hberahzatIon m 1989, the fmanClal
dram from loss-makmg, state-owned enterprIses has been the
bIggest problem faced by the monetary authOrItIes In Chula's
otherwIse very successful market openmg after 1978, the losses of
the state-owned enterprIses covered by "pohcy loans" from the
banks are the most mtractable fmanClal problem facmg the Peo
pie's Bank of Chma today

So far m the 1990s, old-hne IndIan state-owned frrms have
not faced such radIcal changes m relatIve prIces or m competItIve
pressure as have theIr counterparts m Eastern Europe or Chma
But WIth the much-needed hberahzatIon well under way, the
problem would seem to be potentIally sunIlar If IndIan bankmg
pohCles were changed at the outset to greatly harden any new
lendmg to SOEs while ratIonahzmg the pOSItIon of outstandmg
debt, a tIme bomb m the monetary system would be defused

Unfortunately, the new 1995-1996 budget may be exacerbat
mg the banks' weakness In order to keep his OffICIal projectIon of
the budget defICIt to Just 55 percent of GNP, Fmance Mnuster
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Smgh has opted to sluft fmancmg for a number of lus anbpoverty
programs to the banks

Mr Smgh has drrected the banks to fmance 20 bIlhon ru
pees ($635 m) of rural mfrastructure projects that state
governments cannot afford to complete He will also get
the banks to pay for new schemes for village mdustries
for the backward northeastern states, for handloom
weavers, and so on He says he wants an mcrease m the
number of subsIchzed houses for untouchables from
400,000 to 1m houses a year (The ECOflOllliSt1995, p 40)

WIthout more detailed mformabon on the current bed loan
posibons of both banks and enterpnses, we cannot Judge the scale
of the problem, but It would seem worthy of empIrIcal mvesbga
bon by the Reserve Bank of IndIa or the Plannmg COmmISSIOn

REAL INTEREST RATES

IndIa's mflabon rate IS now a bIt lugher than It has been lus
tOrIcally WIth the WPI m 1994-1995 at about 10 to 11 percent per
year The nommal mterest rate structure for deposIts and loans IS
somewhat fragmented Nevertheless Important deposIt, mter
bank, and (SubsIdIZed) loan rates are substanbally below the m
flabon rate, free market lendmg rates are, of course, much lugher
For example, the standard savmgs depOSIt rate IS 4-5 percent, and
the one-year deposIt rate IS 10 percent Along WIth those on na
ked cash balances and checkmg accounts, these rates are all nega
bve m real terms OutSIde of the pnonty sector or small-scale
loan sectors, lendmg rates have been freed and are posIbve, m the
neIghborhood of 15-18 percent per year But the wedge between
the controlled deposIt rates and the (few) loans at market rates IS
large, and, m a number of specIal loan categones, controlled m
terest rates are closer to zero or less m real terms
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Now that the IndIan economy IS more hberahzed, the case IS
stronger for both raIsmg deposIt mterest rates m real terms m the
state-owned bankIng system and makIng them much more UlU

form The empIrIcal eVIdence from other ASIan econOmIes IS that
the producbVlty of capItal mcreases substanbally when real de
POSIt rates move from beIng negabve to bemg moderately pOSI
hve Would-be Investors, parhcularly those m rural areas, no
longer need to hold unproducbve mflabon hedges or make low
yIeld phySIcal mvestments If they can hold lIqUId fInanCIal assets
bearmg posIbve real YIelds The possIbilibes for, say, farmers to
self-fmance farm mvestments or hold funds for unexpected con
bngencles are much better If mflabon IS absent and real depOSIt
rates are posIbve PopulIst pressure on the government to pro
VIde cheap (1 e, heavily subSIdIzed) credIt to small farmers can
then be reduced, and such bemgn CIrcumstances could prOVIde an
opportumty to elnrunate such programs altogether

Agamst thIs, however, the Reserve Bank of IndIa must aVOId
allOWIng a completely deregulated bankIng system that graVItates
toward the other extreme Very hIgh real rates of mterest aSSOCI
ated WIth dIstress borroWIng, or overly opbmlsbc esbmates of
future profItability, have afflIcted Labn AmerIcan bankIng sys
tems several bmes In recent decades In the late 1970s m the
course of a major dIsmflabon, Chlle completely deregulated the
lendmg and depOSIt-takIng pracbces of the commerCIal banks m
the course of lffiplemenbng sweepmg real lIberalIzabon of Chll
ean mdustry and agrIculture 4 Compehbon among banks for de
pOSItS, and among enterprIses for loans, led to "real" mterest rates
(usmg actual rather than expected mflabon as the deflator) of 30
to 40 percent But these Interest rates were not sustamable and

4For an up-to-date descnpnon on the cycle of repressIon and lIberahza
hon, boom and bust and boom, m Chile smce the early 1970s, see Bos
worth, Dornbusch, and Laban (1994)
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there was maSSIve adverse nsk selecbon low-quahty nsky bor
rowers supplanted more credItworthy ones

Further aggravabng the Clulean problem was a maSSIve m
flow of foreIgn capItal begmmng m 1978 and lasbng through 1981
m response to the (falsely) hIgh domesbc real mterest rates on the
one hand, and to the slowmg rate of exchange devaluabon m the
face of ongomg reSIdual mflabon on the other The result was a
boom m consumer goods and real estate, a sharp declme m Clul
ean pnvate savmgs, and overvaluabon of the exchange rate As IS
well known, Clule's fmancml mecharusm collapsed m 1982-1983
WIth maSSIve defaults on bank loans, a WIthdrawal of external
capItal, and exchange devaluabon In 1982, Clule's GNP fell an
extraordmary 15 percent (Amazmgly, Clule sustamed ItS hber
ahzabon and recovered but WIth some Important new features
added to ItS arsenal of £manClal controls)

Although not yet as well documented, the MeXIcan cnsIS of
late 1994 and early 1995 had many elements sImllar to ones m the
earher Clulean expenence In the course of an otherWISe well
constructed trade hberalIzabon and pnvabzabon program for
state-owned mdustry m the late 1980s, the MeXican government
prematurely pnvabzed and lost control of the bankmg system
The banks began to make speculabve loans and bId for depOSIts at
rates of depreClabon of the currency ForeIgn fmanClal capItal be
gan to pour m at these (falsely) hIgh "real" rates of mterest,5
leadmg to conbnued monetary expansIOn and real exchange rate
apprecmbon Based on sellmg depOSIts to foreIgners, the banks
were encouraged to lend even more and to assume undue foreIgn
exchange nsk as well as credIt nsk ThIs mflow of fmanClal capI
tal expanded, eIther drrectly or mdrrectly, pnvate consumpbon m

5MeXIco also had the nusfortune of berng caught rn the emergrng markets
bubble when many developrng countrIes were rnundated WIth an un
healthy amount of foreIgn fmancIal capItal Schadler, CarovIc, Bennett,
and Khan (1993) have systematIcally documented thIS phenomenon
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MexIco WIth an explosIOn m the use of consumer credIt cards
Pnvate savmgs fell from about 16 percent of GNP m the lllid
1980s to only about 8 percent m 1994 Gross mvestment was
mamtamed at modest levels by developmg a huge current
account defIcIt, amountmg to about 8 percent of GNP m 1994

Clearly, m a lIberahzmg economy, mterest rates should be
neIther too mgh nor too low m a regIme of strong, prudenbal
regulabon of the bankmg system Cnbcally lID.portant IS proper
control over the capItal account of the balance of payments 6

What structure of real mterest rates should the authonbes alID. for
as trade and mdustrial lIberahzabon proceed? Startmg from a po
sibon of (wholesale) pnce stability and strong restricbons on
capItal flows through the balance of payments, the polICles of the
rugh-growth ASIan econOlllies are Instrucbve

Durmg Japan's very rapId econOllliC growth m the 1950s and
1960s, when her WPI was vITtually stable, depOSIt rates of mterest
were 4 to 5 percent and the banks' standard prlID.e lendmg rate
was closer to 8 to 9 percent In the 1970s, Korea suffered from er
rahc pnce mflabon of 20 to 25 percent and negabve real mterest
rates WIth a fall m domesbc pnvate savmgs covered by heavy for
eIgn borrowmg However, at the end of Korea's very successful
stabIhzahon of 1981-1984, when wholesale pnce mflabon VITtu
ally dIsappeared, a umform bank lendmg rate of 10 percent was
establIshed DepOSIt rates of mterest on three-month Instruments
were closer to 5 or 6 percent, domesbc fmanClal savmgs recov
ered, and foreIgn debt began to be repaId More extreme and
probably unatlamable m all but the most producbve and rapIdly
growmg econOlllies was the mterest rate structure m TaIwan In

6Both m my earher book, Money and CapItal In EconomIc Development,
1973 and the more recent The Order of EconOmIC LIberalIzatIOn Finan
CIal Control In the TransItion to a Market Economy, 2nd ed (1993), I
stressed the Idea that, m the sequencmg of fmancial reforms, the hberah
zahon of the capItal account normally comes last
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Its era of very lugh growth and stable wholesale prIces of the 1960
and 1970s, long-term deposIt rates were 8 to 9 percent and stan
dard loan rates were about 11 to 12 percent

But such lugh real deposIt rates are only feasIble If the econ
omy IS hberahzed and growmg fast, and the banks are not en
cumbered WIth nonperformmg loans or low mterest assets in
dIan banks have a 15 percent cash reserve reqUIrement to help
fmance the government, and they must hold secondary mterest
bearmg reserves equal to another 31 5 percent of total assets
Therefore, brmgmg the fIscal defICIt down further by allowmg a
reduchon m reserve requIrements would narrow the wedge be
tween deposIt and loan rates, (m the correct order of hberahzahon
the government's fIscal posIhon must be Improved before reserve
reqUIrements can be safely reduced) But even If offICIal reserve
requIrements were neghgIble, the bad loan posIhons of the banks
would shll requIre a large spread between depOSIt and lendmg
rates Here, an assessment of the banks' bad loan posIhon ac
compamed by possIble restructurmg becomes doubly Important

The indIan government IS trymg to make progress WIth the
bad loan problem and mJect more capItal mto nahonahzed banks
ThIs IS all to the good WIth the hfhng of ceilings on lendmg rates
of mterest to large borrowers outSIde the pnorIty sectors, how
ever, the RBI has to be even more VIgilant WIth prudent regula
hons to prevent adverse rIsk selechon Although theIr repayment
prospects are dIsmal, straIghtened borrowers m the preVIOusly
protected mdustrIes nught volunteer to borrow at lugh mterest
rates Or newcomers WIth lughly nsky prospects nught agree to
hIgh mterest bank loans, but It would be better If they get theIr fI
nance from personal savmgs, the emergmg prImary secunhes
markets, or the tradIhonal mformal curb markets as m TaIwan
and Korea two decades ago
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INDIA AND THE OVERBORROWING SYNDROME

Insular econonues that embark on a major domestIc lIberalI
zatIon and operung to foreIgn trade bear substantIal rIsk of suf
fermg from what I call "the overborrowmg syndrome" FITst, for
eIgn and domestIc entrepreneurs are suddenly given the
opporturuty to combme modem productIon technIques wIth low
wage labor to produce a WIde varIety of good and servIces for
world markets In these newly opened mdustrIes, substantIal ms
crete start-up costs lead to major demands for foreIgn and do
mestIc fmance as well as foreIgn technology Second, If the re
forms are credIble, people project that therr future mcomes will be
lugher, and therr prospects brIghter, than preVIOusly belIeved
Thus they may borrow agamst therr lffiagmed lugher future m
comes If the capItal markets will accommodate them m order to
mcrease current consumptIon

But nothmg I have yet mscussed mdicates overborrowmg If
(1) these projectIons of lugh mvestment payoffs and lugher future
household mcome are farrly certam, (2) mdividual enterprIses and
households have hard-budget constramts where repayment of
debt IS strICtly enforced, and (3) the banks and other fmanClal m
stItutIons are free of moral hazard assocIated WIth depOSIt msur
ance and low or negatIve net worth, then otherwIse unrestrIcted
borrowmg by households and frrms should Improve IndIan wel
fare True, current domestIc savmgs nught fall even as an mvest
ment boom IS takmg place But If (1) and (2) hold, the capItal
market will naturally hnut "excess" consumptIon m the form of
say, consumer durables, and also hnut "excess" mvestment m
producer goods

However, If the three condItIons are VIOlated, then the econ
omy IS prone to the overborrowmg syndrome as mentIoned above
for CluIe m the late 1970s and MeXICO m the last fIve years Too
much foreIgn capItal can generate huge current-account defICIts,
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exchange rate overvaluatIon, a collapse m domestIc savmgs, and a
future debt cnSlS 7

At thIs stage m IndIa's hberahzatIon, maSSIve pnvate over
borrowmg m the mode of the full-blown syndrome 15 not eVident
In 1994, large Inflows of foreIgn capItal built up IndIa's exchange
reserves by $9 bIlhon and contnbuted to excess monetary expan
SIon, but thIs cooled m 1995 (Perhaps the MexIcan cnSlS, whIch
fnghtened foreIgn fmanClers, was good for IndIa!) RelatIve to the
SIze of the IndIan economy, these pnvate flows are not yet large
However, they are large enough to pose a problem m properly
ahgnmg the exchange rate WIth domesbc mterest rates

Nevertheless, because weaknesses m the fmanclal system
caused condItIons (2) and (3) to be Violated, IndIa faces a senous
mClpient or potentIal problem of pnvate overborrowmg That IS,
the failure to enforce repayment of debt leadmg to soft budget
constramts for farm households and many enterpnses and the
shaky net worth poslbon of the banks, together WIth consIderable
uncertamty about how successful the hberahzabon will be m
raIsmg mcomes, mean that IndIa could be prone to pnvate over
borrowmg If the authontIes relaxed therr VIgilance Thus, certam
pohcy measures for mhIblhng the overborrowmg syndrome
such as reserve requrrements and other restramts on Inflows of for
eIgn fmanClal capItal, hmItabons on consumer borrowmg (par
tIcularly the spread of bank-based credIt cards), and so on-are
appropnate for IndIa at the present tIme

7 The nature of a full-blown busmess cycle based on exceSSIve foreIgn
borrowmg, and what to do about It, 15 laId out m a much longer paper on
the subject (McKmnon and Pill, forthcommg)
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INDIA'S CURRENT MACROECONOMIC DILEMMA
A CONCLUDING NOTE ON LIBERALIZING IMPORTS OF
CONSUMER GOODS

More pressmg, however, IS the more tradibonal developmg
country problem of remmg m government budget and off-budget
defICIts m the course of dIsmflabng the economy and complebng
the hberahzabon of foreIgn and domesbc trade Smce early 1993,
the exchange rate has been constant at about 31 4 rupees to the
dollar, wlule the rate of mflabon has proceeded at about 10 to 11
percent per year Whether or not thIs exchange rate IS sustamable
IS one quesbon, but closely related IS the dilemma of getbng In
dIan mterest rates nght

We saw that It was Important for real depOSIt rates of mterest
to be posIbve m order to mcrease producbvIty, and to help small
frrms and farms to fmance themselves wIthout dependmg on sub
SIdIZed credIt Yet If the mflabon rate remams at 10 to 11 percent,
setbng a nommal mterest rate of 12 to 15 percent (to make rates
posIbve m real terms to IndIans) would allow foreIgner depOSI
tors to see an apparently enormous real rate of return If the ex
change rate remaIns stable, and unwarranted capItal mflows
would be provoked Even the eXIsbng free-market lendmg rates
of 15 to 18 percent look unduly hIgh and appealIng to foreIgners If
they anbcIpate no change m the rupeejdollar exchange rate So
there IS a case for raIsmg real depOSIts rates by strenuously dIsm
flabng rather than by raIsmg nommal depOSIt or loan rates very
much

But dIsmflabon depends on the government greatly Improv
mg ItS revenue posibon on the one hand, and on the aVOIdance of
a further mcrease m foreIgn exchange reserves that mcrease the
monetary base on the other Progress can be made on both fronts
If the government deCIdes to replace Its manrlold quanbtabve re
stricbons on Imports of consumer goods WIth a hIgh and farrly
unrlorm (revenue) tarIff, say 50 percent Allowmg consumer
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goods l.Illports could also sIgmficantly broaden the base of purely
domestIc sales taxes such as the VAT

So we have an outcome worthy of Dr Pangloss The openmg
m the balance of payments for consumer goods would help
dampen any subsequent buildup of foreIgn exchange reserves,
and the enhanced revenue pOSItIon of the government would al
low It to reduce ItS own debt Issue while lessenmg burdens such
as reserve and prIOrIty lendmg requIrements on the banks In thIs
best of all pOSSIble worlds, dIsmflatIon could proceed while
keeprng the stable rupee exchange rate as a (weak) nomrnal an
chor

APPENDIX THE OVERBORROWING SYNDROME

When undertakIng reform and stabilizatIon programs, coun
tnes are prone to exceSSIve foreIgn borrowrng, whIch ultImately
proves unsustarnable ThIs phenomenon has been varIously la
beled the 11overborrowrng syndromell and the IIWalters' CrI
tIque" ThIs appendIX IS a nontechnIcal summary of a longer pa
per by McKrnnon and Pill (forthcomrng) on the subject

The McKrnnon and Pill paper outlrnes a model, consIstent
WIth ratIonahty on the part of prIvate agents, where frnanCIal
market failure causes short-run deViatIons from sustarnable be
haVIOr Because banks fail as effICIent mformatIon condUIts be
tween depOSItors and borrowers, excessIvely ophmlstIc expecta
tIons about the success of reform are created among domestIc
reSIdents, rnternatIonal rnvestors, and the pohcy authontIes Im
tIally such ophmlsm IS borne out by l.Illproved econOIDlC perform
ance and large rnflows of foreIgn capItal It IS only later that
sustarnabIhty condItIons brnd and the economy collapses rnto a
receSSIon, frnancial CrISIS, and capItal fhght

The boom-and-bust cycle assocIated WIth exceSSIve foreIgn
borrowmg m MeXICO (1989-1995) IS a case m pomt But LDCs,
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such as Clule m the late 1970s and early 1980s, offer many other
examples Even mature mdustnal countries embarkmg on what
seemed to be hIghly credible hberahzabon programs - such as
Margaret Thatcher's Bntam m the 1980s or Spam after 1987- were
swamped With capItal mflows as stock and property markets
boomed, before havmg to devalue m an econOmIC downturn With
asset deflabon as capItal flowed out

Some StylIzed Facts

Although all of these factors are not umversally assocIated
With overborrowmg problems, the mam dlsbngmshmg features
of an overborrowmg epISode mc1ude

• RapId growth of domesbc credIt, largely fmanced
out of capital mflows mtermedIated through the domes
bc bankmg system, leadmg to hIgher levels of domesbc
consumpbon

• Wldenmg of the current account defiCit on the bal-
ance of payments, when greater availability of fmancmg
from abroad eases balances-of-payments constramts

• Weaker domeshc monetary control and nsmg or
sustamed hIgh domeshc pnce mflabon, typiCally aSSOCI
ated With the mability to sterilize capItal mflows

• AppreClabon of the real exchange rate, appropn-
ately defmed, With hIgher mflabon concentrated m the
nontradable goods sector, pnces of domeshc assets, es
peCially land or housmg pnces, typically mcrease

• Growmg depOSIts from overseas placed With the
domesbc bankmg system mcrease pressure on the gov
ernment to broaden the base of msured depOSits
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• Greater vulnerability to adverse shocks from the
buildup of foreIgn debt, and mcreased hkehhood that
the stabIhzahon program will be derailed

• The overborrowmg epIsode culmmates m a fman-
cial CrISIS, capItal flIght, and receSSIon often forcmg an
uncontrolled, deep devaluahon of the currency followed
by a resurgence of mflabon

A fiscallffiprovement (consohdabon) would normally be ex
pected to reduce capItal mflows as the total pubhc borrowmg re
qUIrement falls and less pubhc debt IS sold abroad In the context
of an overall hberahzahon program where the economy IS appar
ently escapmg from repreSSIOn, however, fIscal consohdabon ap
parently acts as a SIgnal to mternahonal mvestors that the overall
reform program IS credIble as If the government was mdeed get
bng the order of econOmIC hberahzahon rIght (McKmnon 1993)
As such, It slffiulates capItal mflows

The Model

An exphClt two-perIod mtertemporal ophmIzahon problem
for consumphon and mvestment deCISIon IS the heart of McKIn
non and Pill's theorehcal framework Its formal structure exphc
Itly deSCrIbes the nature of mformabon condIhons, the specIal role
of the bankmg system, and the nature of market failure m the
bankmg system ThIs mIcro foundabons approach focuses on a
very specIfIC form of market failure, namely, that mduced by gov
ernment guarantees of bank depOSIts Although future mcomes
are parbcularly uncertam m the hberahzmg economy, depOSIt m
surance or other bailout prOVIsIons for the banks mduces eco
nOmIC agents to act as If bad outcomes were not pOSSIble Thus,
they act as If theIr gaIns m expected mcome m the future are
hIgher than any faIr bet would suggest, and they borrow too
much to support current consumphon and mvestment ThIs
analyhcal approach does not, however, handle broader macro-
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econoIllic Issues such as the control over the money supply or ex
change rate pohcy Indeed, the results are robust m the sense that
they would hold no matter whether exchange rates were fIXed or
floatmg

The formal structure mtroduced by the adophon of a IlliCro
econOffilC foundahons approach focuses attenhon on the forward
lookmg aspects of the model If a rahonal-expectahons approach
to solvmg the model had been used, thIS would rule out the short
-term deviahons from sustamable behavIOr that appear to char
actenze the data In thIs context, the rahonal expectahons para
dIgm IS an mtellectual straIght Jacket rather than an aId to under
standmg the Issue at hand Because rahonal expectahons requIre
all parhcIpants m the economy to share the same structural model
of econOIlliC behavIOr, It rules out the possIbIhty that certam
agents could become overenthuslashc about the nature of the re
form process and thus undertake what turns out to be subophmal
mtertemporal chOICes when the true underlymg model of the
economy IS revealed WIthm the rahonal expectahons frame
work, on average an mmvIdual's expectahons of hIs future m
come will be correct the problems aSSOCIated WIth overborrowmg
are Just a mamfestahon of bad luck Yet overborrowmg recurs m
all types of countrIes undertakmg reform programs ThIs sug
gests that a more systemahc force than pure luck IS at work In
explammg the self-sustammg macroeconoffilC forces underlymg
the creahon and mamtenance of a "trlUmphahst euphona" among
fIrms, households, and even the government m the reformmg
economy, the McKmnon and Pill paper suggests what these sys
temahc effects appear to be

The rahonal belIefs approach,8 If adopted, both encompasses
and extends the nohon of rahonal expectahons PerSIstent devIa
hons from long-run sustamable behaVIOr are pOSSIble If the model

8AssoClated, m some unpublIshed paper, WIth MordecaI Kurz of Stan
ford Umversity
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on whIch they are based cannot be refuted WIth observable data
Smce our two potennal models-one embodymg market failure m
the fmancial system and the other reflecTIng an especially favor
able reahzanon of the underlymg producnvity shock-are obser
vanonally eqUIvalent when consumpnon and mvestment deCI
SIOns are bemg made, neIther can be refuted WIth observed data
when decIsIOns are made Therefore, both are consIStent WIth the
equilibnum lffiphed by ranonal behefs IndIViduals make m
tertemporal decIsIOns that are ulnmately mconsistent WIth long
run sustamability, but whIch appeared sustamable m the model
of the economy beheved to be true when the decIsIOns were bemg
taken There IS nothmg Irranonal about such behaVIor, It merely
turns out to have been wrong ex-post

More Important than thIs theorencal mcety, thIs approach
appears to capture the essence of behaVIOr durmg overborrowmg
epIsodes Domesnc reSIdents become enthuslasnc about the suc
cess of the reform program The reasons for thIs enthUSIasm m
elude the loose state of domesnc credIt condInons, wmch are typI
cally mterpreted (exphcIt1y or ImphCIt1y) as a SIgnal from the
fmancIaI system that the reform process IS achIevmg Its deSIred
results Domesnc fIrms and households borrow, consume, and
mvest heavily smce they beheve that the pOSSIble returns have m
creased The enthUSIasm for the reform process IS Irunally sub
stannated by the buoyant state of the macroeconomy and the as
socIated large mflows of foreIgn capItal

However, the SIgnals from the fmancial system may have
been wrong for several reasons We focus on market failure IS
sues relaTIng to depOSIt Insurance Other explananons would m
elude mexpenenced and naIve bank employees, poor manage
ment, mtemal control, and audIt systems, and fraudulent
behaVIOr by bank staff Eventually, the true underlymg state of
the economy IS revealed (pOSSIbly exacerbated by an unlucky
shock) and the unsustamabIhty of earher behaVIor IS apparent A
sharp correctIon IS then reqUIred, whIch IS generally assocIated
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WIth fInanCIal crISIS among overextended banks, default on out
standIng debt, exchange devaluatIon, falls m aggregate demand,
and a prolonged receSSIon

Polley ImpllcatJons

How should pohcymakers respond to the pOSSIbility of over
bonowmg m the course of an otherWIse successful hberahzatIon
program? Improved bankmg regulatIon WIth hIgher capItal and
reserve requIrements could help However, such measures are
unlIkely to prove fully effectIve, given the bankmg mdustry's m
herently asymmetrIC mformatIon structure The authontIes may
WIsh to undertake other fmanClal controls to hnut the potentIal for
damage should overborrowmg anse Controls on cross-border
movements of fInanCIal capItal are one appropnate tool ThIs
summary of pohcy optIons draws on the expenence of East ASIan
countrIes that have successfully hberahzed

• RestraIn short-term capItal flows, partIcularly those
mtermedIated through the domestIc bankmg system (as m
Japan m the 1950s and 60s) The preferred pohcy mstru
ment IS probably reserve requIrements rather than dIrect
admmIstratIve controls These level the playmg fIeld be
tween domestIc and foreIgn sources of funds and are
harder to evade Margmal reserve reqUIrements could be
mcreased If capItal mflows become unduly large

• Be more lIberal Wlth "dlrect" Investment, perhaps
m the form of Jomt ventures WIth domestIc partners DI
rect mvestment brmgs new technology mto the economy
and bypasses the bankmg system- thus aVOldmg the
market failure problems dIscussed above

• LlmJt orgamzed consumer borrOWIng say on bank
credIt cards and restrIct access to mortgage fmance (as m
Japan and TaIwan through the 1970s) Such measures
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should help to prevent runaway excess demand for con
sumer durables and nontraded servIces that may reIgmte
mflahon

• Consohdate compulsory socIal securIty contrIbu-
bons Into a SIngapore-style provIdent fund A fully
funded compulsory savmgs program geared toward pre
venhng the dramahc falls m pnvate savmgs seen dunng
overborrowmg epIsodes should be consIdered earher
rather than later m the hberahzahon process

After the overborrowmg debacle m the late 1970s through
1981, all of these measures were subsequently mtroduced mto
Clule durmg the 1980s Durmg Clule's successful recovery m the
1990s, these measures have helped to sustam domeshc savmgs
and prevent exchange rate overvaluahon when pressure from
capItal mflows, now largely mClpient, agam becomes very great
Earher, the example of several successful East ASIan econOmIes m
aVOldmg the overborrowmg problem durmg theIr hberalIzahon
programs m the 1960s and 1970s suggests the pohCles conclusIOns
of our analySIS are appropnate m the context of stabIhzahon and
hberahzahon pohcles currently bemg mtroduced m Lahn Amer
Ica, IndIa, Egypt, and else where
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Development and Trade
Policies in Stages: Pathos

and Logos of Development

Shzmchllchzmura

INTRODUCTION

TIus paper presents a summary and reflechon of the devel
opment pohcy expenences of Japan and other ASIan countrIes
durmg the post-World War II penod and thereby trIes to offer a
frame of reference for exammmg and desIgnmg the development
pohCles of other ASIan countrIes, mc1udmg translhonal econo
mIes

The Japanese economy grew m terms of per capIta GNP from
$300 m 1948 to $12,750 m 1987 and nearly $30,000 m 1992 m terms
of constant dollars (usmg the offIcIal exchange rate prevailing
around 1990) TIus Imphes that the average growth rate of the
Japanese economy over the past 45 years IS about llpercent The
Japanese economy achIeved thIs growth whIle transformmg Itself
from a war-hIDe controlled economy to a predommantly free, pn
vate enterpnse economy and from a poverty-strIcken, pre-modem
state to a modem, post-mdustrlal SOCIety m only several decades
Perhaps thIS demonstrahon IS the greatest contrlbuhon of Japan to
other ASIan econOmIes In addlhon to bemg a demonstrahon of
growth performance, Japan's expenences also offer a nch Jewel
box of pohcy Instruments An authontahve study (the Hla-Mymt
report) undertaken by an ASIan Development Bank study group
Just before the 1970s predIcted only a modest 55 percent growth
rate for the East and Southeast ASIan countrIes for the 1970s Yet,
the actual performance turned out to be 74 percent Moreover,
the East and Southeast ASIan countrIes achIeved faster growth
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than any other econonues m the world, whether mdustnahzed or
underdeveloped and mcludmg the oil-rIch MIddle Eastern coun
trIes Tlus suggests that the performance of Japanese and ASIan
econonuc development was successful and satIsfactory on the
whole, but there have been many faIlures m the past or there can
be much to Improve upon Indeed, WIth better pohCles, ASIan de
velopment could be far better than It was m the past

To explam the Issue that Japan faced m each perIod and the
polIcy mstruments that she employed to resolve problems 18 the
mam purpose of tlus paper Japanese econonuc pohcles dIffer
from the pohcles of the Uruted States and Europe m many ways
Whtle the latter's polIcIes followed, more or less, standard text
book KeyneSian econonucs-m the case of the Enghsh Labor
Party, the Ideas of the welfare state-Japanese pohcles have baSI
cally reflected a search for the ways and means to develop an un
derdeveloped economy to a prosperous, mdustrIahzed economy
that IS comparable WIth the West In tlus sense, Japanese pohCles
would be much more relevant to the ASIan and other developmg
countrIes than the pohcles advocated m AmerIcan textbooks

The postwar Japanese economy has gone through character
IStIC penods The econonuc performances of the ASIan countrIes
over the last several decades have surprIsed everyone m the
world ASia was once known as the place of OrIental despotIsm
and was characterIzed by WIdespread, rrreduClble poverty Even
as late as 1968, the ASIan drama was conceIved as a tragedy of
stagnatIon by the best-known authorIty, Dr Gunnar Myrdal
(1968) It dId not take much tIme, however, for tlus pesslmIsm to
gradually yIeld to optImIsm as most ASIan underdeveloped
countrIes began to follow the lead of the fast-growmg Japanese
economy
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FACTORS BEHIND JAPANESE AND ASIAN RAPID
ECONOMIC GROWTH

A summary of the mam factors explammg the successful de
velopment of the Japanese and ASIan econOmIes would be useful
m explammg whIch polIcIes are relevant

Ten Factors behIndJapanese EconomlC Growth

The rapId growth of the Japanese economy may be attrIbuted
to the followmg ten factors (1) a hIgh rate of capItal accumula
bon, (2) a hIgh rate of savmg, (3) an mdustnous and well
educated labor force, (4) a hIgh rate of growth of agrIcultural pro
ducbon, (5) qUIck learnmg and Improvements on foreIgn hIgh
technology, (6) excellent management and labor relabons, (7)
adequate fIscal and monetary polICIes, (8) an excellent guIdepost
of government mdustnal polIcy, (9) the bankmg sector's excellent
counselIng funcbons WIth pnvate enterprISes, and (10) polIbcal
stability

Most of these factors requIre no explanabon and clearly ex
plam the mecharusm or logos of rapId growth What IS relevant
and Important IS that the factors responsIble for the econOmIC de
velopment of the ASIan econOmIes are very sImIlar to those men
boned above 1

Ten Factors BehInd ASlan EconomlC Development

In another context, I had occaSIOn to dISCUSS the factors be
hmd the ASIan econOmIC development expenences m "The Pat
tern and Process of ASIan EconOmIC Development," m Challenge
of ASlan DevelopIng Countnes The followmg ten factors were
IdentIfIed WIth the ASIan development expenence (1) a hIgh rate

IThe mterested reader may be referred to Ichtrnura (1970, 1989)
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of capItal accumulahon, (2) a lugh rate of savmg, (3) the successful
transfer of technology that IS appropnate for ASIan agnculture
and manufacturmg mdustrIes m each stage of development,
(4) good qualIty of the labor force and a dechnmg ferhhty rate,
(5) export-onented, development strategIes m open econOmIes,
(6) the locomohve roles of the Umted States and Japan,
(7) relahvely sound fISCal and monetary polICIes, (8) tolerable dIs
tnbuhon of mcome, (9) a steady buildup of bureaucracy and pn
vate enterpnse as reqUIred m every stage of development, and
(10) mfrequent occurrence of SOCIal unrest and polIhcallTIStability

The relahve Importance of these factors dIffers from one
country to another and from one stage of development to another
In the early stage of development, the contnbuhon of mobilizmg
surplus labor or dIsguIsed unemployment IS very sIgmfIcant But
the surplus labor will be exhausted qUIckly unless the economy
successfully reallocates vanous domeshc resources and mvest
ment from abroad to more effICIent mdustrIes The success of the
Green Revoluhon m most ASIan countrIes was brought about not
Just by mobilizmg the surplus labor m rural areas, but also by m
troducmg new technology and new mputs lIke chemIcal fertI.hzers
to remote areas mdudmg paddy villages m Java The pesslmIshc
VIews of Paul Krugman or Kumo Yosluhara do not seem to be
supported by eVIdence from the East and Southeast ASIan coun
trIes thus far

The human elements mc1uded m reason (4) are espeCIally
noteworthy m comparmg the expenences of the other ASIan
econOmIes WIth the underdeveloped countrIes m the rest of the
world A bnef dISCUSSIOn of the econOmIC polICIes of respechve
governments IS gIven, though there remams much to be deSIred
After the dISCUSSIOn of these aspects, some remarks will be added
as to the common features of Japanese development and ASIan
development These are (a) accelerahon and decelerahon of the
growth rate and (b) mcome dIstrIbuhon m ASIan econOmIes
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Seven Levels ofPolIcIes for EconomIc Development

In order to reahze the factors menboned above, the Japanese
government carefully desIgned ItS overall econOmIC pohcles at
seven levels (Table 1) It may be a umque feature of Japanese
pohcymakmg m development programmmg that polIcIes are
made dISbncbvely at these seven dIfferent levels, and that the dIf
ferent government polICIes are reported m dIfferent offICIal
documents, respecbvely

Table 1 Postwar Japanese Development

Income
Year Penod CharactenstIcs Level
1945-1952 OccupatIon Penod 3 D's, labor 500

umons
1952-1960 ReconstructIon EconomIc and 1,000

Penod polItIcal
1960-1970 RapId Growth Income doubhng 3,500

Penod plan
1970-1980 Shocks Penod NIxon shock, 011 10,000

shocks
1980-1990 InternatIonalIzatIon LIberalIzatIon, 20,000

Penod trade
1990-2000 PolItIcal Economy PolItIcal 30,000

Penod contrIbutIon

FIrst, macro demand management polICIes are nothmg but
the standard macroeconOmIC polICIes found m Amencan text
books They are well-known fISCal and monetary polICIes mamly
deSIgned to control the busmess cycles of the market economy
The so-called KeyneSIan polICIes to control aggregate demand and
money demand and supply are the mam Instruments and requIre
careful analYSIS of the market condItIons not only m each country,
but also WIth respect to the global condItIons of the world econ-
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omy The Japanese government publIshes two papers-the Eco
nOfl11C WhIte Paper and the World Economy WhIte Paper- for
tlus purpose and offer theIr careful analyses of the domestIc econ
omy and world econOmIC condItIons These documents usually
act as the guIdeposts of the government's analyses and polIcy on
entatIon to the busmess commuruty In addItIon, the Japanese
government publIshes, from tIme to tIme, "medIUm-term eco
nOmIC plans" whIch predIct the lIkely course of the Japanese
economy m fIve to seven years to come and offer guldehnes for
macro fIscal and monetary polICIes to the government agenCIes
and pnvate enterprIses These plans are WIdely CIrculated and
read by government offICIals, busmessmen, bankers, and uruver
SIty students Often the typIcal questIons for the entrance examI
natIons of government mmIstrles and leadmg enterpnses are
taken from the whIte papers of the government

There are numerous dISCUSSIOns on the macroeconOmIC polI
CIes m Japan The success of those polICIes IS clearly shown by the
achIevement of hIgh growth rates WIth lIttle mflatIon whIle the
senous recessIOns of recent years are related to the failure of fIscal
and monetary polICIes attendant WIth lIberalIzatIon of the fman
clal sector (the two 011 shocks playmg contrIbutIng roles)

Second, the country's mdustrlal pohcy IS umque to postwar
Japan and has attracted much attentIon even from Amencan
econOmIsts and government It may be regarded as the supply
SIde polIcy that was practIced successfully m Japan, long before
the debate m the Umted States and ItS somewhat unsuccessful m
troductIon under the Reagan AdmmIstratIon The essence of Ja
pan's mdustnal polIcy IS to help the pnvate sector develop new
mdustrles as the Japanese economy moves up the world market
and many pnvate enterpnses restructure theIr productIon actIVI
tIes WIth shIfts m consumer demand and the compOSItIon of ex
ports The macro management of aggregate demand alone cannot
create qUIckly enough the correspondmg supply of necessary
products m the domestIc economy Japanese mdustrlal polIcy

262



Pathos and Logos ofDevelopment

had two clear purposes FIrst, It was desIgned to develop the ex
port mdustnes at each cntIcal stage of development Second, It
tned to help the declmmg mdustnes restructure themselves, as
well as the medIUm-scale and small enterprIses Improve theIr
technolOgIes and management As a result, the medIum-sIZed
and small enterpnses survIved to mamtam a hIgh level of em
ployment m the ever changmg mdustnal world The tools and
measures of mdustnal polIcy have changed over tIme, but It must
be emphaSIZed that somewhat substantIal support to some se
lected IndustrIes, such as the shIpbUIldmg mdustry m Its early
stage or the electrorucs mdustry In Its later stage, were always
undertaken under specIal laws whIch penmtted the government
to prOVIde preferentIal treatment to those mdustrIes However,
support to some relatIvely less Important mdustrIes and coordI
natIon or reconciliatIon of mdustrIal mterests were often under
taken by "admmIStratIve guIdance" by the MInIStry of Interna
tIonal Trade and Industry (MITI) One cannot claIm that the
government's mdustrIaI polICIes have been successful m all cases,
but In many cases, they seem to have guIded the future course of
Japanese mdustrIal restructurmg well, and partIcularly dId so m
makmg the declmmg mdustrIes dIe less paInfully and makmg the
small and medIum-SIZed enterpnses adjust theIr productIon lInes
soon enough to survIve and move up the market WIth better tech
nolOgIes There are many valuable studIes on thIs subject (m
Japanese) and I shall not repeat theIr results, but the Importance
of thIS type of Japanese econOmIC polICIes should be noted 2

In thIS connectIon, the most Important problem IS the selec
tIon of a few key mdustrIes for promotIon m each stage of devel
opment Table 2 clarIfIes the problems and ItS related aspects In
the stage of underdevelopment, domestIc productIon IS hmIted to
agncultural productIon, some hmIted lIght mdustrIes, and, m

~he mterested reader should read the followmg books (m Japanese)
Deno (1987), and Konuya (1984) A bnef exposloon 15 Ichnnura (1980,
1982)
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1 Macro Demand Management
PohCIes

2 IndustrIal Pohcy
3 DIstrIbutIon PolIcy
4 RegIOnal Development Pohcy

5 Man Power and EducatIon
Pohcy

6 Research and Development
Pohcy

7 Regulatory Changes and In
stItutIonal Reforms

Pathos and Logos ofDevelopment

Table 2 Pohcy Levels and Government OffICes In Charge

PolIcy Levels or Aspects Government OffIce m
Charge
MllUstry of Fmance (MOF)
Bank of Japan
MITI
MOF, MIDlstry of Welfare
NatIonal Land Agency,
MllUstry of ConstructIon
M11Ustry of EducatIon,
M11Ustry of Labor
SCIence and Technology
Agency
Pnme MllUster's OffIce,
SpeCIal COmmIttees

some countrIes, the productIon of natural resources In the coun
try's early stage of mdustrmhzabon, exports COnsIst of hght m
dustrml products, but Imports conSIst of products of heavy m
dustrles CapItal IS Imported and It IS better If the exchange rate
remaIns weak In some cases, the exchange rate IS delIberately
kept too strong even m thIs stage due to the need to repay the
debt of Imported capItal for mdustrlahzatIon In the later stages
of development, however, the balance of payments becomes fa
vorable and It becomes eaSIer to Import under favorable condI
tIons Government subSIdies and other forms of support must be
given to the new mdustnes to be developed In a country such as
Japan where the economy IS not large enough, It was not pOSSIble
to follow the Amencan pattern to develop one set of mdustrles of
every kmd, takmg the U S manufacturmg sector as a model As
mdustnahzatIon proceeds, the country faces the problem of se
lectIng old mdustrles to give up as well as new mdustrles to de
velop The former IS more dIffIcult than the latter In the case of a
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nabonal economy of smaller scale, the selecbon of mdustnes IS
sharper and speClahzabon IS an economIc neceSSIty

Thud, the Japanese government paId careful attenbon to
egahtanarusm m the welfare of ItS people A SImple companson
of the mcome dlstnbubon of major countrIes m the world shows
how egahtanan the Japanese economy has been throughout the
postwar penod Indeed, the Glnl rabos show Improvement even
m the early stages of the postwar reconstrucbon penod, which
runs counter to the famous Kuznets' theSIS Pohcles to prevent
the dlstrlbubon of mcome and wealth from detenorabng or Im
provmg the mcome dlstnbubon may be defmed here as II diStrI
bubon pohcy" The most fundamental step m the early stage of
postwar development was, as IS well known, IS land reform ThIs
was also done m Korea, Taiwan, and mamland Chma In addI
bon, the Japanese tax system, which leVIes a heavy mhentance
tax, has made the dlstrlbubon of wealth very egahtarlan, wlule a
progressIve mcome tax made the mcome dlstrlbubon very egah
tanan There IS a well-known expressIOn, II Ku-Ro-yor!' (Nme-SlX
Four) m Japan, however, which means that 90 percent of the
wages and salanes are caught for taxabon purposes, 60 percent of
corporate profIts of medlUm- and small-scale enterpnses are
caught, and for farmers, 40 percent of mcomes are caught Some
empmcal studIes support these popular guesses Yet, the tax eva
SIon m Japan IS not as bad as m most ASIan countrIes (KolishI
1992), and It has had the effect of Improvmg, good or bad, the
dlstrlbubon of mcomes among dIfferent profeSSIOnal groups,
smce those evadmg taxes are the relabvely poorer groups

The Japanese dlstrlbubon pohcy has several other aspects,
beSIdes workmg on the mcomes of households and corporabons
There are many other pohCles m Japan that work to Improve m
come and wealth dlstnbuhon such as transfer payments to un
fortunate farruhes, a carefully deSIgned welfare system, parhcu
lady the pubhc MedIcare system whIch IS generous to aged
persons (medIcal expenses to those above 70 years of age are
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prachcally free m Japan), SubsIdIes and support to small and
medIUm-SIZed comparues, and other supplementary pohCles, as
well as sImIlar support to relahvely poor regIOns such as Hok
kaldo and Okmawa WIth regIonal development plans

Fourth, regIonal development pohcy IS mamly concerned
WIth the use of nahonalland-m parhcular, the pohcy addresses
the queshon of where to locate mdustnes and whIch dIStrIctS are
to be developed WIth pubhc mveshnent There 15 no doubt that
the most scarce factor for Japanese econOmIC development IS land,
so that the effIcIent use of land 15 the number one problem for the
long-run development of the Japanese economy EffIcIency m
produchon, almost by necessIty, leads to concentrahon of mdus
trIal achVlhes and urbanIZahon The Japanese government has
had, from the very begmnmg of postwar development as well as
m the pre-war days, plans regardmg land use, though they have
not necessarily been successful Shll these regIonal development
plans have guIded mdustrlal achVlhes and domeshc mIgrahon for
the past four decades

The regIonal development pohCles must also mc1ude appro
pnate ways of gmdmg the locahon of mdustrles and habltahon of
people on the small Islands Four Nahonal Total Development
Plans (Zenkaku Sago KaIhatsu Kelkaku) were formulated m 1962,
1972 and 1988, although the government had some regIonal de
velopment plans long before 1960 In fact, there are many other
regIonal plans prepared not only by the central government, but
also by the prefectural government under the guIdance of the
MllliStry of Construchon and later the Nahonal Land Agency
These plans have served as nahonal guIdeposts m allocahng the
enormous amount of pubhc mveshnent m the rec1amahon of land
or development of hIghways and mdustrIal specIal zones
throughout the economy The chosen locahbes receIve great
benefIts so that the chOIce IS pohbcally very senslbve

In relabon to these regIonal development plans, the postwar
penod IS somebmes subdIVIded mto SIX perIods that correspond
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to the subpenods presented m Table 1 The htle of each sub
perIod suggests the Issues that were targeted m each Nahonal
Total Development Plan begmrung WIth the thrrd perIod It must
be emphasIzed that any preferenhal treatment m expendmg pub
lIc mvestment was based on some specIal laws, otherwIse, any re
gIOnally chfferenhal treatment would have been very hmIted
Thus, the government has trIed hard to mIhgate the concentrahon
of mdustrial achVIhes m certam areas, parhcularly around the
establIshed urban centers lIke Tokyo, Nagoya, and Osaka It IS
well-known, nevertheless, that the Japanese economy could not
aVOId exceSSIve concentrahon of mdustrml and other achVIhes
around Tokyo, thIs IS why the Fourth Nahonal Total Develop
ment Plan has at last explIcItly adffiltted the Idea of "Mulh-Polar
DIspersed Use of Nahonal Land" It does not seem, however, that
the latest Fourth Plan can matenalIze Itself unless It IS substanh
ated by the polIhcal deCISIons m the form of some laws to pro
mote decentrahzahon or dISpersIon of mdustrIal and polIhcal ac
hVIhes m Tokyo by even movmg the capItal out of Tokyo

FIfth, Japan's manpower and educahon polIcy IS concerned
WIth the lffiprovement of human factors m econOmIC develop
ment and was m place long before supply-sIde econOmICS was
brought up m the Umted States Japanese econOmIsts and polI
cymakers have long recogrnzed the need for and lffiportance of
polICIes affechng the supply SIde of nahonal product, these m
elude not only mdustrIal polIcy whIch was dIscussed earlIer, but
also polICIes regardmg educahon, SCIence, and technology There
are also many offICIal documents recordmg these polICIes and the
related analyses of the demand for and the supply of labor of
vanous qualIhes The best documentahon on these polICIes are
the Wlute Paper On Labor [Rodo Hakusho] and the Wlute Paper
on EducatIOn [KYOlku Hakusho] The basIC mformahon on edu
cahon IS collected by the Fundamental Survey of Education
[KYOlku KIhon Chosa] whIch not only covers the varIOUS matters
m school educahon as such, but also factors relahng to the de
mand for educahon mcludmg the mdustnal composlhon of
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graduates from lugh schools, colleges and vanous departments of
umverslhes There IS also the correspondmg Fundamental Survey
of Labor [Rodoryoku KJ.hon Chosa] The efforts of the Japanese
government and pnvate enterpnses were made to match the sup
ply of vanous labor and human resources to the demand of the
economy or the socIety at vanous stages of development ThIS IS
nothmg new or speCial, because the emphasIs on educahon and
trammg on and off the Job was noncontroversial ever smce the
very begmnmg of modermzahon m the MeIJI Era

The Improvement of labor qualIty has two aspects fIrst, edu
cahon, and second, morale of the representahve or average Clh
zen Improvements m educahon of the nahon m pre-war and
postwar Japan IS clear The percentage of Jumor lugh school
graduates proceedmg to lugh school was almost 95 percent m
1989, and the percentage gomg on to umverslhes and Jumor col
leges was 36 3 percent ThIs IS comparable wIth the U S fIgure of
42 percent of the same age group enrolled In colleges and umver
sihes (However, SInce the U S fIgures mclude part-hIDe stu
dents, the fIgures may be Interpreted to be comparable WIth one
another) Tlus hIgh enrollment raho was achIeved around 1975,
long before Japan's per capIta GNP had caught up With that of the
US Hlstoncally the Japanese government spent a large share of
the government's expendItures for educahon nght after the MellI
Restorahon The number of pnmary schools Increased from
12,597 In 1873 to 24,303 In 1875, the number of mIddle schools In
creased from 20 to 116, and the number of colleges rose from 26 to
110 In the same two years Today, government expendItures on
educahon m Japan IS at about the same level as those In most
Western countrIes (Table 3)

Tlus does not mean that the expendItures of Japan IS about the
same as that of the US per capIta, because of the predomrnance
of pnvate schools, at least at the lugher educahonallevels, In Ja
pan as compared WIth Europe or even the Uruted States Table 4
shows the stahshcs for pnvate schools and publIc (nahonal and
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Table 3 Pubhc ExpendIture for Educahon
(as a percentage of nahonal mcome)

Umted Ger-
Year Japan States UK France many USSR

1961 46 69 45 30 51 71
1970 47 72 70 47 47 86
1975 65 76 82 50 64 90
1980 72 72 75 54 63 87
1983 71 73 60 64 82
1994 82 32 170 41

Table 4 Enrollment m Pubhc Schools (vs PrIvate Schools), 1989

Schools Students Teachers

No % No % No %

Total 65,613 276 26,770 243 1,354 205
Kmder- 15,080 583 2,037 774 100 750
garten
PrImary 24,853 07 9,606 07 445 07
School
MIddle 11,264 54 5,619 35 286 32
School
HIgh 5,510 237 5,645 284 284 227
School
Eng Jr 62 65 52 57 4 44
College
Jurnor 584 839 462 901 20 825
College
Umver- 499 729 2,067 726 121 508
Sity

Grad 85 318 52 306
School
Other 7,760 823 1,197 927 42 76

local governments) schools The fIgure ill the percentage columns
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show the proporhon occupIed by pnvate schools m all levels of
educahonal mshtuhons m Japan Clearly, except for the prImary
and Jumor hIgh schools that are compulsory m Japan, pnvate
schools are predommant ThIs does not mean that all the ex
penses of pnvate schools are completely supported from pnvate
sources ApproxImately one-half of the expenses for teachers m
pnvate umversIhes are SubSIdIZed by the government, so that a
faIr amount of publIc expendIture for educahon goes to pnvate
educahonal mshtuhons Nevertheless, It IS true that a predOmI
nant porhon of the expendIture for educahon has been borne by
the pnvate sector

The dommance of pnvate schools, parhcularly for hIgher
educahon, has ItS pros and cons One advantage IS that educahon
could respond more qUIckly to changes m demand, but a dIsad
vantage was that the mexpenslVe fIelds of educahon are devel
oped beyond SOCIal needs Examples of the former are the engI
neermg departments, whereas examples of the latter are the
development of too many easy-gomg lIberal arts colleges On the
whole, the advantages seem to outweIgh the dIsadvantages by re
spondmg very effICIently to the socIal requIrements and offermg
vanous kInds and levels of educahon to Japanese families and the
ever-growmg mdustrIal requIrements The response to socIal
needs seems to be more clearly observable at the graduate school
levels At the same hme, mflexIbIlIty of departmental composI
hon of uruversIhes seems to show dIfferent degrees of correspon
dence to socIal requIrements The Improvement m labor qualIty
has been mamly achIeved by on-the-Job and off-the-Job trammg
wIthm pnvate enterpnses and government offIces The Japanese
style of management IS based on a lIfehme or stable employment
prachce, so that trammg and Job rotahon are mseparable from
employment and management style ThIs reqUIres the solId es
tablIshment of the enterpnses themselves and excellent manage
ment The degree of prachce m Japan IS 860 percent for stable
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employment and 516 percent for Job rotabon 3 The qualIty of la
bor IS also observed m the morale of workers m theIr Jobs ThIs IS
eVIdenced m the number of hours lost m one year, the rate of ac
CIdents, labor dIsputes, absenteeIsm, or, m general, the SOCIal
cnme rate In all of these respects, the Japanese rates are SIgrufI
cantly lower than m most advanced econOmIes

SIXth, Japan's research and development polIcy IS an Impor
tant aspect of the Japanese econOmIC polICIes for econOmIC devel
opment It IS often saId that Japan borrowed Western technology
and Improved on It AnalYSIS of the so-called technologIcal bal
ance of payments shows that Japan IS sbll far behmd the US m
technologIcal balance, but IS well ahead of most European coun
trIes

As another mdlcator, expendIture on R&D has mcreased m
Japan as well as m many advanced countrIes, but that m Japan
Jumped m the 1970s and 1980s m comparIson WIth other coun
trIes Moreover, from 1966 to 1987, whIle GNP of Japan mcreased
89 bmes, R&D expendIture mcreased 184 bmes-the annual rate
of mcrease IS 148 percent-of whIch government funds mcreased
115 bmes From 1970 to 1988, the number of researchers m
creased 2 6 bmes, growmg at an annual rate of 5 5 percent WIth
these remarkable mcreases m R&D expendIture and the number
of researchers, one should certamly expect lugh returns resulbng
m an mcrease m technologIcal mnovabons ThIs IS showmg up m
an mcrease m patents obtamed m Japan and abroad

Japanese polICIes for econOmIC development have been coor
dmated at these SIX levels The fIrst macro-polICIes were prImarily
the responsIbility of the EconOmIC Plannmg Agency, the Mnustry
of Fmance, and the Bank of Japan IndustrIal polIcIes were mamly

3The Interested reader may refer to Ichmmra (1990) WhICh shows that the
so-called Japanese-style management IS practIced In larger corporatIons
more WIdely than small and medIUm-SIZed enterprISes, and the dIffer
ence IS sIgmfIcant among enterprISes
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undertaken by the MInIstnes of Intemahonal Trade and Industry
(manufactunng mdustnes), and AgrIculture, FIshery and Forestry
(for prImary mdustnes) DIstnbuhon polIcy IS a ffilXture of van
ous fIscal and other government polIcIes In Japan, there IS no
mInIstry solely responsIble for consumers, only a bureau m Eco
nOmIC Plannmg Agency IS responsIble for morutormg the IIvmg
condIhons of the nahon and Issumg a wlute paper on the nahon's
IIvmg condIhons every year (from hIDe to hIDe, It has Issued an
excellent report such as the Econ01111C Growth and Income DlstrJ
butlOn 1987J and reports on changes m the dIstrIbuhon of m
come and wealth SocIal welfare polICIes are taken care of by the
MInIstry of Welfare SOCIal welfare m Japan has now reached a
lugh standard, parhcularly m medIcare and unemployment m
surance, and may have contrIbuted to the recent stability m labor
relahons and reduchon m SOCIal unrest m Japan m recent years
RegIonal development pohcIes are the responsIbility of the Mm
IStrIes of Construchon, Transportahon, and Commurucahon In
order to coordmate therr respechve pohCIes, a new agency, the
Nahonal Land Agency, was created m 1980 The country's man
power and educahon pohcy has been the responsIbility of the
MInIstrIes of Labor and Educahon Japan's research and devel
opment pohcy has been prImarily handled by the SCIence and
Technology Agency, but MITI has been extensIvely mvolved m
connechon WIth ItS mdustrIaI pohcy MITI has a speCIal Inshtute
of IndustrIal Technology wluch employs more than 1,000 SCIen
hsts and engmeers for developmg mdustrIaI technolOgIes All of
the pohCIes and therr evaluahon are well-documented by the
mInIstrIes m charge, usually m the form of some wlute papers
They are well-orgaruzed as a whole

INVESTMENT IN HUMAN CAPITAL AND JAPAN'S
LIBERALIZATION POLICY

These SIX aspects of Japanese polICIes are very Important as a
whole two that are absolutely essenhal to econOmIC development
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are the polIcIes for educabon and the lIberahzahon of foreIgn
trade and capItal movement ASIan development has been very
ImpreSSIve, but there are some dIfferences among the ASIan
econOmIes The reasons for the dIfferences seem to be attrIbutable
to two elements FIrst, mvestment m human capItal, parbcularly
m terms of educahon, IS very ImpreSSIve m most ASIan countrIes
There IS no doubt that all ASIa-PacIfIc countrIes have emphasIzed
educahon and, thereby, Improvement m the qualIty of workers,
engmeers, salaned persons, execuhves, government offIcIals, and
mtellectuals The result IS that the maJonty of workers m these
countrIes now have secondary educahon, and there are enough
mIddle-level managers and engmeers to facilitate the transfer of
hIgher technolOgies Korea IS parhcularly outstandmg In most
East and Southeast ASIan countrIes, the spread of secondary edu
cabon IS so WIde that most factones have no dIffIculty m em
ploymg workers WIth secondary educabon As a result, the trans
fer of technology and trammg for new technolOgies can be done
WIth lIttle dIffIculty, and mtroducbon of recent deVIces IS pOSSIble
WIth lIttle dIffIculty Even countrIes m South ASIa, notably Sn
Lanka and Burma, have made extraordmary educabonal efforts
and have thereby achIeved respectable lIteracy rates The health
of workers has also Improved substanbally It IS known now that
while calone mtake dIffers among the dIfferent groups of econo
mIes, the maJonty of workers m every country now get more than
the requITed mInImum dally amount of calones so that they can
work as hard as they are willmg to

Another Important feature contribubng to Improvement m
the qualIty of labor m ASia IS the demographIc transibon that has
occurred, notably the declme m the ferbhty rate m most ASIan
countrIes Here agam, however, the gaps among the groups are
signUicant enough to reflect the pohcy dIfference on populabon
There seems to be a hIgh mutual correlabon between the level of
per capIta GNP and the ferbhty rate, WIth the excephon of ChIna,
where a populabon pohcy has been very aggressIvely pursued
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Thus, It may be summarIZed that as the basIc onentabon of
econOmIC pohCles, three domesbc duecbons and three external
condlbons seem to be cruCIal for the successful reallZabon of eco
nOmIC development On domesbc econOmIC pohCles

1 It IS fundamentally lffiportant to open the nabonal econ
omy to the outSIde world and adopt hberal pohCles for m
ternabonal trade, foreIgn duect mvestment, and mterna
bonal fmance

2 Government pohcles must be baSIcally onented to growth,
especIally export-onented growth

3 The foreIgn exchange rate should be mamtamed below the
purchasmg panty level for exportable pnce-elasbc prod
ucts, so that exports are promoted, lffiports are restramed,
and capItal mflow IS encouraged

On the mternabonal envuonment

1 Tradmg partners' markets must be open for lffiports under
condlbons of free compebbon

2 The supply, offer or transfer of capItal eqUIpment, tech
nology, management know-how, and capItal funds should
be freely and generously made to developmg countrIes

3 The law and order needed for free and fau trade and
transacbons should not be dIsturbed by pohbcal or mIh
tary confhcts

Smce the external condlbons are more or less common to all
countrIes, what IS more Important for the purpose of development
IS, therefore, the domesbc pohcles of the country After 1987, SIg
ruflcant steps were taken towards hberahzabon for trade and for
eIgn duect mvestment m most ASIan countrIes There IS no doubt
that some ASIan countrIes hberallZed the restrlcbons and regula
bons on trade, duect mvestment, and loans to a greater degree
than dId other countrIes Needless to say, the more restrlcbve the
pohCles, the less successful the country has been m terms of eco-
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nonuc performance It appears CruClal to have hberal open poh
Cles for drrect mvestment at an early stage of development agamst
some speCIal mterest busmess groups m each country Some
ASIan countrIes WJ.11 need to reconsIder therr pohCIes on these
matters

ACCELERATION AND DECELERATION OF THE GROWTH
RATE IN DEVELOPMENT

A notrceable feature of ASIan development IS ItS acceleratron
m growth rates smce the 1960s In the 1950s, even the East ASIan
countrIes dId not give the ImpreSSIon that they would achIeve
such an ImpreSSIve growth as has been observed ThIs IS not only
due to the hIgh rate of capItal accumulatron and the hIgh rate of
savmgs, but IS also due to the mcrease m those rates as per capIta
mcomes of those countrIes rose In programmrng the future de
velopment of any country, an Important consIderatron IS how
hIgh the expected rate of growth m GDP should be set In thIs
connectron, the trends of growth m the process of development
must be carefully analyzed

A steady mcrease m the rate of capItal accumulatron IS a
charactenstrc of Japan's hIstory for the past 100 years Neverthe
less, the pre-war Japanese rate of capItal accumulatron dId not ex
ceed 15 percent of GNP, whereas m postwar years, the ratro has
rIsen from 14 6 percent m 1953 to a hIgh of 32 percent m 1965, and
has leveled off at 28-30 percent m the early 1980s In the NIEs
and the ASEAN-4, the ratro of capItal formatron to GNP has m
creased from below 20 percent m the 1960s to nearly 30 percent or
even hIgher m the early 1980s

The rates of savmg have also been very hIgh The savmgs
ratro went up qUIckly from about 16 percent m the late 1960s to
over 20 percent of GNP m the early 1980s In TaIwan and Smga
pore, It has been even above the Japanese gross savmgs rabo of
about 30 percent, the specIal polICIes of the government m these
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two countrIes played an unportant role In Smgapore, forced
savmgs through the Central PrOVIdent Fund IS responsIble,
whereas m TaIwan, It IS government savmgs that IS parbcularly
hIgh Apart from thIs, however, the household savmg rates are
also very sIgmfIcant ThIs steady mcrease m the rates of capItal
accumulabon and savmg WIth rIsmg per capIta mcome over the
past three decades IS the most fundamental characterIsbc of the
ASIa-PacIfIC econonues and IS the basIc cause of accelerabon m the
growth rate of the ASIan countrIes One should not take thIs fact
as someilimg whIch automabcally accompames econonuc growth
m any country For mstance, m the case of Labn AmerIcan coun
trIes, these rabos have not mcreased WIth the rIse m per capIta m
come In some countrIes, the savmg rabos have stabilized at
around 20 percent, and m some countrIes, they are commg down
ThIS contrasts WIth the ASIa-PacIfIc countrIes WIth the excepbon
of the PhIlIppmes WhICh shows a savmgs behaVIOr SImilar to that
of Labn AmerIca Except for Smgapore and TaIwan, household
savmg rates reach a ceIlmg slIghtly below 30 percent regardless of
per capIta mcome level SIgmfIcant though thIs IS for the relabve
success of the growth strategres for all these countrIes, the effect
of the dlspanbes m per capIta mcome level among our four types
of econonues IS clearly reflected m the resource gap each has
characterIsbcally experIenced, and consequently m the extent to
whIch each has had to borrow from abroad to sustam ItS rate of
capItal accumulabon and growth

Even If the rate of capItal accumulabon IS hIgh, rapId growth
may not result unless capItal IS effICIently ubhzed The so-called
rncremental capItal-output rabo (ICOR) -the amount of addI
bonal capItal requrred to rncrease an addIbonal urut of gross do
mesbc product-IS an overall mdex of effICIency rn the use of
capItal Usually as per capIta rncome goes up, the ICOR mcreases,
thIs was true for most ASIa-PacIfIc countrIes But the mcrease has
been relabvely nuld owrng to therr successfullearnmg of modem
technology TaIwan, rn parbcular, has kept an ImpreSSIvely low
rabo of 3 7 IndonesIa's ICOR of 3 1, though relabvely low, must
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be consIdered relanvely hIgh for a country WIth a low per capIta
mcome South Korea WIth a per capIta mcome shghtly lower than
TaIwan's nevertheless has an rCaR that IS shghtly hIgher (40),
mamly because It has adopted dehberate pohCles to emphasIZe
heavy chemIcal mdustnes MalaysIa (40) and Smgapore (46)
have hIgh rCaRs correspondmg to therr hIgh and nsmg per capIta
mcomes The PhIhppmes, WIth an mcome level s1ffi11ar to ThaI
land, has an rCaR (54) whIch IS as hIgh as Japan's (5 2)

DespIte the vananons m the rates of capItal accumulanon
the ranos of capItal formanon to GDP and the values of lCOR
there seems to be a general trend m most ASIan econOmIes
mcludmg Japan The trend IS that the rano of capItal formanon
frrst mcreases and then decreases as per capIta GDP goes up The
lCOR follows a nsmg trend as per capIta GDP goes up, but the
degree of mcrease seems to dIffer SIgnIfIcantly from one economy
to another ThIs Imphes, then, that If the demand for GDP
matches more or less WIth the mcreasmg level of capaCIty of the
nanonal economy, the rate of growth m producnve capaCIty
(expressed m terms of real GDP) m each nanonal economy has a
trend of acceleranon at an early stage of development and
deceleranon m later stages A sImple formula descnbes thIs
pattern

D(ljY) ljdY=DYjY

That IS

Growth Rate of Y = Rate of CapItal Accumulanon * lCOR

where the rate of capItal accumulanon has the reversed V-shape
as a funcnon of per capIta GDP, fundamentally reflecnng the
s1ffi11ar shape m the savmgs funcnon dependmg on per capIta m
come The mcremental capItal output rano (lCOR) IS an mcreas
mg funcnon of per capIta GDP 4 From the equanon, It IS clear that

4Smce the growth rate of GOP mmus the rate of mcrease m populahon IS

the growth rate of per capIta GOP, thIS equahon can be reduced to a
sImple nonlmear dIfferenhal or dIfference equahon for per capIta GOP,
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the growth rate of GDP will go up If I/Y mcreases, wlule leOR
remams unchanged or mcreases only shghtly Tlus seems to have
been the case for most ASIan developmg countrIes

Fortunately most of the countrIes had lugh savmg rabos and
could grow fast WIthout relymg on foreIgn loans as dId the Labn
Amencan countrIes But If the leOR goes up, as was the case m
the Phillppmes and most South ASIan countrIes, accelerabon m
the growth rate cannot take place As per capIta mcome nses
further, l/Y begms to taper off and the leOR starts to nse, so that
growth slows down Tlus has been the case of Japan and some
newly mdustrIahzmg econOffiles m recent years

From these observabons, one may get the lffipressIOn that
even m the ASIa-PacIfIc countrIes, capItal may be excessIvely
ubhzed, and the Ideal value should have been somethmg hke
TaIwan's But IndIa has an extremely lugh leOR despIte Its low
mcome level, lffiplymg an meffIcIent use of capItal leOR values
m Labn Amenca are also parbcularly lugh 5 WIth the excepbon
perhaps of the PhIhppmes, It IS clear that the usage of capItal has
been much more effICIent m the ASIa-PacIfIc regIOn than m South
ASIa or Labn Amenca

As for technologrcal mnovabon m ASIa durmg the penod
under mvesbgabon, the most remarkable IS the Green Revolubon,
wluch mtroduced hIgh-yIeldmg vanebes of cereals, mcludmg
nee, the most lffiportant crop m the ASIa-PactlIC regIOn New
technology offered new opportunlbes to mcrease producbvlty m
ASIan agrIculture, where the use of land was already very mten-

Ignormg the dIfference between GNP and GDP for the tIme bemg If the
funchonal shapes of l/Y and ICaR as a funchon of per capIta GDP are
not too complIcated, one can derIve the passage of Y over tIme by solvmg
the equahon

SEven If we take mto account the condIbons of debt-rIdden receSSIOn, the
rCaRs of Labn AmerIca are stIll too hIgh Even If the growth rate for
1974-1983 remamed the same as that for 1965-1973, the reaRs for Ar
genbne, Peru, and Venezuela are 5 3, 5 0, and 51, respecbvely
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Sive and the potenhal for extensIve expansIOn of produchon was
very hnuted WIth the Green Revoluhon, It became possIble to
mcrease agrIcultural produchon WIthout too much of a capItal re
qUIrement, although an mtroduchon of mgh-yIeldmg vanehes of
nce requIred addihonal mvestments m fertilizer and IrngaTIon
The Green RevolUTIon also made It possIble to absorb the enor
mous surplus labor m the rural areas m ASIa, and as a result, the
distrIbuhon of mcome and SOCIal stability Improved m many
agranan areas m ASIa

ECONOMIC GROWTH WITHOUT SERIOUS POLITICAL
DISRUPTION

Japan's econOmIC development was not acrneved WIthOUt
pohTIcal dIsrupTIon but considermg the speed of growth, the de
gree of pohTIcal stability mamtamed IS ImpreSSIve Alfred Mar
shall warned that too rapId growth mIght lead to SOCIal unrest
SImon Kuznets menTIoned that econOmIC growth had to be
thought of as a process of SOCIal illsrupTIon as well as Improve
ment of SOCIal welfare Smce the growth of the Japanese economy
has been so rapId, It IS no surpnse for Japan to have expenenced
the kmds of pohTIcal turbulence dIscussed earher What IS sur
pnsmg IS that the country managed to go through the hardsmps
WIth only that much polITIcal dIsrupTIOn The explanaTIOns as to
why senous pohTIcal mstabIhty dId not result from Japan's rapId
growth may be explamed by the followmg formula adopted from
Deutsch's (1961), Hunhngton's (1968), and Wemer and
Hunhngton's (1987) formula wmch are somewhat more complex
(Icmmura and Morley 1992)

EconOmIC DIscontent = Matenal Want/ConsumpTIon

SOCIal DIscontent = EconOmIC DIscontent/Income DIstrIbUTIon

SOCIal FrustraTIon = SOCIal DIScontent/SocIal Mobility

PohTIcal Instability = SOCIal FrustraTIon/PolITIcal ParTICIpaTIOn
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EconomIc dIscontent of the representahve Japanese house
hold dId not mcrease very much thanks to the fact that most
Japanese households kept theIr matenal wants modest, and that
rapId econOmIC growth mcreased per capIta consumphon more
than most faInIhes expected Of course, there were some dlssahs
fled faInIhes, but theIr dIscontent dId not spread and reach a hIgh
degree of socIal frustrahon because the mcome dIstrIbuhon m Ja
pan remamed surpnsmgly egalItanan The Gllli rahos through
out the postwar years mdIcate that the mcome distrIbuhon of
Japanese households dId not detenorate very much after the war
but, m fact, soon Improved Nevertheless, some degree of SOCIal
dIscontent remamed and was parhcularly sIgnllicant m urban ar
eas where lIvmg condihons were poor ThIs IS also proven by the
fact that the opposihon parhes usually obtamed more support m
the urban areas than m the countrysIde

In other ASIan countrIes except for Taiwan, mcome mequalIty
IS much more senous (Table 5) There are good reasons to belIeve
that these fIgures undereshmate the mequalIty of mcome m most
countrIes m ASia as well as m other parts of the world DIStrlbu
hon of mcome such as those shown here may be regarded as an
mdex expressmg the sharmg of welfare among the vanous social
groups to be denved from the growth of nahonal mcome Com
panson WIth the degree of mequalIty of Japan's mcome dIStrIbu
hon IS perhaps an Improper companson, smce Japan's IS extraor
dmanly low even by world standards If one compares the
mcome dlstrlbuhon of ASIan countrIes other than Japan WIth
other developmg countrIes, one fmds the ASIa-PacIfIc econOmICS
to have reasonably eqUItable dlstrlbuhon of mcome Although
the study years dIffer from one country to another, they do gIve a
rough ImpreSSIOn that the mcome share of the nchest 10 percent
m ASIa IS m the 30 percent range, whereas that m Lahn Amenca 18

between 40 and 50 percent The mcome share of the poorest 20
percent m ASia-PacIfIc countrIes ranges from 35 to 6 6 percent
whereas m Lahn Amenca, except for Argenhna, It vanes from 1 9
to 2 9 percent If we defme an mdex of mequalIty as the average
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Table 5 Income Inequahty of Selected ASIan EconomIes and
Lahn Amencan CountrIes

Degree of
Year Lower Upper Upper In-

Country StudIed 20% 20% 10% equalIty
Japana 1979 87 375 224 51

ASIan NIEs
Srngapore 1975 54 489 287 101
Talwana 1979 86 375 220 44
South Korea 1976 57 453 275 96
Hong Kong 1980 54 470 313 116

Developmg EconomIes
MalaysIa 1973 35 561 398 227
Thailand 1976 56 498 341 122

1981 54 515 (95)
1986 46 556 (121)

Phillppmes 1971 52 540 385 148
1985 52 525 370 142

IndonesIa 1976 66 494 340 103

South ASIa
IndIa 1976 70 494 336 96
Sn Lanka 1981 58 498 347 120
Bangladesh 1982 66 453 295 89

LahTI Amenca
ArgenhTIe 1970 44 514 346 158
Brazil 1972 20 666 509 509
MeXICO 1977 29 577 406 280
Peru 1972 19 610 429 452

Sources World Bank (1986, 1987, 1989), IDR! (1984)

mcome of the nchest 10 percent dIVIded by the average mcome of
the poorest 20percent, the mdexes denved are those shown m the
last column of the table Argenhna seems to be excephonal
among the Lahn Amencan countrIes for Its relahve equahty,
wlule the Pluhppmes and MalaYSia seem to be excephonal among
the ASIa-PacIfIc countrIes for theIr relahve mequahty It IS also
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true that mequahty m the Pluhppmes and IndonesIa may be un
derestImated It IS not reasonable to suppose, therefore, that m
come dIstrIbutIon poses no problems m the regIOn Nevertheless,
even WIth these qualIfIcatIons, one cannot escape the conclUSIOn
that, m general, mcome dIstrIbutIon m the ASIa-PacIfIc SOCIetIes IS
much more egahtanan than that of LatIn Amenca As for the re
latIonshIp between econOmIC growth and mcome mequahty,
Kuznets' mverted U-shaped relatIon IS well-known, that IS, m
come dIstrIbutIon tends to worsen m the early stages of mdustrI
ahzatIon untIl a turnmg pomt IS reached at some level of per cap
Ita mcome By comparmg the mcome mequahty mdexes of ASIan
countrIes WIth fertIlIty rate, share of employment m agrIculture,
and Improvement m the level of educatIon and other econOmIC
vanables, one seems to obtam the followmg correlatIons m the re
gIOn

1 The famous Kuznets' hypotheSIS seems to hold for most
countrIes, but not for Japan and TaIwan Japan may have
already passed a cntIcal pomt TaIwan may have a speCial
CIrcumstance whereby land ownershIp IS m the hands of
TaIwanese farmers, and they could obtam a SIgnIfIcant
share of mdustrIahzatIon from the nsmg pnces of land
and rent ThIS contrasts WIth the condItIons of land own
ershIp m the Pluhppmes and Thailand

2 CountrIes WIth hIgher fertIlIty rates tend to have worse m
come dIstrIbutIon

3 CountrIes at slmIlar per capIta mcome levels WIth hIgher
shares of employment m agrIculture tend to have worse
mcome dIstrIbutIon

4 Improvement m the level of educatIon IS pOSItIvely corre
lated WIth an Improvement m per capIta mcome and m
come dIstrIbutIon ThIs relatIve mequahty was mItIgated
when the econOmIes developed prImarily by successful
agrIculture and labor-mtenslve manufacturmg mdustrles
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m the ASian econorrues, wluch mcluded a wIde range of
small and medIUm-sIZe farmers, propnetors, and enter
pnses TaIwan and Japan are the typIcal cases In other
countrIes where large corporatIons or state enterpnses are
conspIcuously dommant, mcome mequahty will mcrease
socIal frustratIon whIch has no outlet to be released SerI
ous socIal unrest has to be expected under such CIrcum
stances

Such socIal dIscontent was rrutIgated by the hIgh degree of
socIal mobIlIty m postwar Japanese socIety Very few Japanese
would doubt that graduates from good unIversItIes had equal op
portumtIes m the best pnvate busmesses and government bu
reaucracy The share gomg to hIgher educahon m Japan IS almost
as hIgh as m the US and hIgher than that of any representahve
European country m terms of emollment Needless to say, some
SOCIal frustrahon, espeCIally among the urban workers and some
tImes dIssatIsfIed farmers, has been reduced by polItIcal partICI
patIon m vanous forms lIke strIkes, demonstratIons, or occaSIOnal
success of obtammg power m local electIons by the oppOSItIon
parhes But free and faIT votIng seems to have pernutted most
frustrated CItIZens to parhCIpate m polIhcs m many ways Tlus
sense of parhcIpatIon nutIgated the polIhcal dIscontent and kept
Japan's and other ASIan domestIc polItIcs reasonably stable

As was argued earlIer, the deCIsIOnmakmg of polIhcal eco
norrucs always reqUIres the coordmatIon of polIcy alternatIves
and the related vested mterests of all those concerned The par
tICIpants and the process of thIs pohcymakmg must be carefully
observed Tlus paper prOVIdes an example of the conceptual
framework of such pohcymakmg observatIons 6

6For addlhonal readmg on tlus tOPIC, see Ichxmura (1989)
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International and Domestic
Perspectives in Indonesia's
Reform Process, 1966-1995

Mohammed SadiJ

HISTORICAL SWEEP OF THE REFORM PROCESS

The econOlTIlC reforms wluch started m 1966 are sbll con
tmumg today In the brne span of almost 30 years, a lot of major
changes m pohcy and m the actual sItuatIon took place A major
structural transformatIon was the result of Important pohcy
changes and of lugh econOmIC growth of over 6 percent per an
num Through pohcy measures and natural response to prosper
Ity, the growth of the populatIon decreased from 27 percent per
annum m 1966 to nowadays 1 6 percent each year A number of
mdividual pohcy changes could be called drastIc, hke the dIS
manthng of the foreIgn exchange regIme m 1970 wluch wd away
WIth all controls, mdudmg capItal accounts But even tlus rawcal
deCISIon was prepared and executed step-by-step m three years
The fust step was taken m 1967 when the runaway mflatIon of
some 600 percent per annum was to be brought under control by
balancmg the budget But a 600 percent mflatIon cannot be killed
m one year and at one stroke

ConcolTIltantly the very much overvalued exchange rate of
the rupIah was hberahzed through a few stages At fust, export
ers were allowed to retam a certam percentage of the foreIgn cur
rency earnmgs and they could dIspose of It the way they wanted
The amount of retamed earnmgs was gradually mcreased On the
other hand, the government, to procure goods and serVIces
abroad, dId not lffiffiewately have to go to the free foreIgn ex
change market Meanwhile, most of Imports remamed subject to
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foreIgn exchange and other adnumstrabve hcensmg, but the
amount of free Imports was gradually loosened

What makes the IndonesIan experIence probably umque IS
that results, m terms of Improvements m general econonuc con
dibons, were forthcommg m a relabvely short bme so that the
new government of General Suharto dId not come under serIOUS
CrIbCISm domesbcally

But here agam, the overall pohbcal and econonuc situabon,
was umque The Suharto, the so-called New Order, government
came up through a pohbcal upheaval and m the nudst of eco
nonuc chaos In and smce 1966, there has bee a pohbcal as well as
an econonuc regIme change The pohbcal change was VIOlent and
fast The old-order pohbcal balance of power, dommated by the
commumsts and lefbst parbes, was swept away by the military
and theIr cIvilian allIes, WIth the students movement playmg a
crUCIal role, and a "pragmabc" new regIme took over

"Pragmabsm" became the new gUldmg Ideal WIth a dISbnct
anb-commumst basIs StrIdent econonuc nabonahsm, WIth
autarkIc and anb-Western overtones as pursued by PresIdent Su
karno, was dIscarded The new pohcymakers reahzed that noth
mg was gamed by pursumg such pohcles because the country
was sbll very agrarIan and, lIke before World War II, prospered
from producmg and exporbng prImary commodibes Between
1942 and 1965, thIS structure was not changed at all, as a matter of
fact, the producbve capacIty, especially factOrIes and mfrastruc
ture, was damaged by war and revolubon

Hence, the turnaround m econonuc and pohbcal pohcles was
facilitated by the collapse of the old system and the desperate
condibon of the people There was, for a few years, a pohbcal
"honeymoon" between the new government and ItS pohbcal sup
porters, and Importantly, the students' movement But mterna
bonal CIrcumstances played a major role also, workmg to the ad
vantage of the new government to make the "dehvery" of the
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results of the new regIme more qUIckly, so that the fIrst pohtIcal
reactIon only occurred m 1974, that IS, after about seven years It
took the form of a students' demonstraTIon whIch CrITICIzed the
perceIved dommance of Japanese mvestments and the prIvIleges
given to handful of ChInese entrepreneurs In other words, the
fIrst negaTIve reaCTIon to the government's econonuc polICies were
related to be dIstrIbuTIonal aspects of the otherwIse new prosper
Ity In Sub-Saharan Afnca, the reaCTIon to structural adjustments
took the form of obJeCTIons, for mstance, the ehmmaTIon of subSI
dIes killed babIes as mIlk dIstrIbUTIon was curtaIled In Indone
SIan, It took the form of awakened econonuc naTIonahsm among
young urban mtellectuals

Actually, the role of these mternaTIonal agents (1 e, foreIgn
duect mvestments) and the domeSTIC "alIens", 1 e, the ChInese,
and also developments m the mternaTIonal econonuc scene, have
been crUCial for the econonuc recovery between 1967 and 1975

The new government of Suharto reahzed that the country's
savmgs were abysmally low m 1966, whIle part of thIs savmgs
was parked abroad Hence the econonuc stabIhzaTIon polIcy and
reconstruCTIon, among others, aImed at mVlhng new foreIgn dI
rect mvestments H the latter succeeded, It was perceIved, then
the domeSTIC savmgs of the domeSTIC Chmese commumty will be
repatrIated and plowed back m the country The complete abol
Ishment of the foreIgn exchange regIme was conceIved With thIs
aIm m mmd If the domeSTIC Chmese were assured that at any
hme they can move out (agam) theIr wealth, they would feel com
fortable brmgmg It m, m the frrst place The guarantees given to
foreIgn mvestors were a path breaker and had to underpm the
new confIdence m the country The new government also real
IZed that m the short to medIUm run, stabIhzmg the government's
fmances reqUITed slgruflcant mJecTIons of new aId from frIendly
donor countrIes, Ie, the West and the mulhlateral fmanclallnSh
tuoons (mamly the Fund and the Bank) whIch were spumed
durmg the Sukamo regune
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The mternahonal situahon was very favorable for the new
government The polIhcal turnaround m IndonesIa was greeted
WIth great relIef m Western CIrcles because IndonesIa was seen as
narrowly escapmg the mternahonal commumst trap The country
IS large and strategically located m the ASIa-PacIfIC region and the
new polIhcal situahon was a welcome change to Japan as It has
always seen IndonesIa occupymg a very strategic role Silling
across VItal sea lanes and bemg a producer and exporter of oil and
other prImary commodlhes The early wIllmgness of Japan to
support the new government was a very Important CIrcumstance
The Umted States moved to prOVIde adequate fmanClal aId to the
new government The fIrst amounts were, lookIng backward, m
sIgmfIcant bemg a few hundred mI11Ion US dollars on an annual
baSIS More Important was the effort to fmd a soluhon to the large
foreIgn debt (actually mmuscule compared to the present gov
ernment mdebtedness of some US$50 bIllIon), much of It owed to
the SOVIet Umon Through mternahonal dIplomacy of the new
government, but also through the support and mvolvement of Dr
Schacht, at that hIDe governor of the German bank, m the end
(that IS, m 1973) IndoneSIa achIeved what would now be called an
"eXIt program" under whIch ItS debts were rescheduled under a
general formula, a "once-and-for-all" arrangement under whIch
the country dId not have to go back to the Pans Club every year
ThIs arrangement worked out very well and IndoneSIa never had
to go to the Pans Club agam The last hIDe IndoneSia wrote a
"letter of mtent" to the IMF for a standby agreement was m 1974
ThIs type of mternahonal settlement was lobbIed by IndoneSIa
durmg a hIDe when It preSIded over the Non-alIgned Movement
(1993-1995), whIch was to be applIed to debt-dIstressed and low
mcome countrIes, mostly m Sub-Sahara AfrIca ThIs advocacy,
however, has not borne fruIt although promIsmg but slow prog
ress can be seen m the G-7 dehberahons and resoluhons and m
the thmkmg of the IMF and the World Bank

The Umted States InsIsted that the consorhum aId to Indone
SIa (whatever the SIZe reqUIred and endorsed by the Bank and
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Fund) should be subscnbed by the US, frrst of all, up to one
thrrd Japan should then subscnbe another thrrd, whtle the rest of
the consortIUm should come up WIth the remammg thrrd Today,
WIth the amount of new aId bemg over US$5 bIllion a year, the
US share IS mmuscule, whtle the hon's share comes from Japan,
the World Bank and the ASIan Development Bank That lS, bilat
eral rod to IndonesIa has shrunk, except from Japan, whtle mulh
lateral aId has become more Important

The IndonesIan government has always been cogruzant of
the connechon between mternahonal aId on one hand and foreIgn
dIrect mvestments on the other In the long run, the role of for
eIgn drrect mvestments should be greater than that of foreIgn aId,
at least m net terms Today, for Instance, new consorhum aId IS
over US$5 bIllion a year ThIs fIgure IS greater than the annual
amount of realIzed FDI, except m 1995, but m terms of "resource
flows" mternahonal aId has become negahve because of the large
mterest component m the annual debt serVIce payments On the
other hand, net resources flow on account of mternahonal m
vestments IS sIgmficantly posIhve In 1995, the current account
defICIt will bulge to US$8 bIlhon (twIce the normal fIgure) but m
ternahonal reserves are shll up

The other favorable mternahonal CIrcumstance durmg the re
construchon penod IS the vast mcrease m the pnce of oil m the
1970s But WIthout early entry of the mternahonal oil compames,
smce 1967, the country would not have been able to cash m on
thIs bonanza

Actually, the major mternahonal oil compames were at fIrst
reluctant to enter under the StrICt nahonalIShc condlhons of the
"Produchon Sharmg Contract" pIOneered by Pertamma, the na
honal oil company Investments of foreIgn oil compames was not
covered by the general foreIgn (dIrect) mvestment law, whIch was
a pohhcal matter The leaderslup of Pertamma dId not WIsh to
abandon complete state control over the all sector The new re
glIDe of PreSIdent Suharto dId not, m prmclple, embrace a pnvate
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enterpnse or capltahsbc doctrme It was, however, "pragmabc"
and It dId away WIth the command economy and overregulabon
m favor of the workmg of the market However, It dId not aban
don the socmhst bent m the country's outlook whIch was rooted
m Its mdependence movement Hence It retamed almost all state
enterpnses but decIded that these should now be more autono
mous admmIstrabvely and managenally, and earn a profIt The
entry of foreIgn dIrect mvestments was also cIrcumscnbed by a
number of closed sectors and the mslstence on engagmg m Jomt
ventures WIth local compames The mmmg sector, however,
could be entered by a "Contract of Work" WIth the government,
but m the oil and gas sector, the mcommg foreIgn company
should become a "producbon sharmg contractor" of Pertamma,
recogmzmg Pertamma as the overlord Pertamma controls the
operabon through a "management clause" m the PS contract
whIch obhgates the foreIgn contractor to have Pertamma's ap
proval for certam deCISIOns and procurements In pracbce, how
ever, Generallbnu Sutowo, presldmg over Pertamma, could msbil
the confIdence of the foreIgn contractors as a pragmabc overlord
who will not make unnecessary dIfficulbes for the PS contractors
The so-called "management clause" was executed m a hberal and
pracbcal way and everybody could hve WIth It ThIs IS an exam
ple of the pracbcal outlook of the new masters, who felt that they
could not neglect the 1945 Consbtubon of the country (WIth ItS
socmhst flavor), but had to fmd accommodabons WIth the reahbes
of the bIDe There IS often a SIgnIfIcant dIfference between the
wntten rule and pracbce, whIch for Westerners IS often dlsturbmg
but IS more comfortable for the nabves

The 1970s

The1970s-more specIfIcally, after 1973-was a bIDe of fman
CIal abundance, mamly because of nsmg oil pnces, but also be
cause other pnmary commodlbes were farmg well The balance
of payments was strong because mternabonal aId from the con-
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sorhum was shll rIsmg and debt service payments were shlliow
But the country was not spared occasIOnal fmanCIal CrISIS In
1974, IndoneSia suffered from the Pertamma CriSIS when the na
honal oil company became msolvent under the huge short-term
debts It accumulated durmg the fJIst oil boom But thIs was a
payments problem With foreign private banks and supphers
whIch the government could resolve WithOut havmg to resort to
mternahonal rescue Pertamma was a company but because It IS
government-owned, the government m the end felt It had to
guarantee all of Pertamma's fmanCial obhgahons At stake was
US$10 bIlhon and a rescheduhng of payments, contracts and proJ
ects was negohated The result of thIs exerCIse was a system of
hghter fmancial control over state enterprISes, especially for for
eIgn borrowmg The preSIdent of Pertamma was replaced by a
less flamboyant Civil servant from the mamstay of fmance
Meanwillie the mflahon reared to double-dlgrt levels, but that
phenomenon was also expenenced by a number of other OPEC
countrIes It was a supply bottleneck, mflahon rather than excess
demand related

By 1978, the IndonesIan government was faced WIth a threat
enmg fmancral cnSIS because of declmmg oil pnces and the start
of bulgmg debt servIce payments because of the very strong ap
preciahon of the yen (while exports pnces remamed denommated
m US dollars) The result was a devaluahon of the currency be
cause the exchange rate was fIxed durmg the prevIOUS mflahon
ary penod The devaluahon was a one-hme adjustment m the
pnce mechamsm but dId not go beyond that, 1 e , prachcally no
other reforms were undertaken Soon the economy was hfted by
the second oil boom and tlungs looked rosy agam There was no
need yet for a wholesale reform of trade and mdustrral pohcles,
that came only m 1983 and stronger yet m 1986 The lesson from
the 1970s IS that a country awash m oil money and enJoymg a
commodity boom WIth foreIgn dIrect mvestment mflows for the
domeshc market IS not so agrle to reform early m anhcIpahon of
adverse external condihons Maybe that will never be the case
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anyway and the test of agility of a country IS to what extent It can
react to a CriSIS WIth resolute achons The example of IndonesIa IS
that government pohcymakmg can be saId to have been at Its best
m hmes of lffipendmg CriSIS Crises and adversIty, whIle durmg
good hmes It tended to be lax

There was of course some mfluence on pohcy orIentahon
from the aId consorhum, but It was never very strong By and
large, the World Bank, whIch became the spokesman for the bilat
eral donors, was content WIth the pnonhes m econOffilC develop
ment because the government could easily subscnbe to the cur
rent fads of the Bank, such as reducmg poverty, pnonhzmg
agrIculture and the food sector, rural and regional development,
reducmg the populahon growth rate, etc The role of the IMF be
came rnargmahzed, to the extent that the Fund at one hme
wanted to close ItS representahve offIce m Jakarta, but the eco
nOffilC mIDlsters (especIally fmance, central bank and plannmg) at
that hme persuaded IMF not to do so The mohvahon was that
the role of thIs mshtuhon could be very Important m hmes of cn
SIS, and for that, It would be better that the agency retams ItS rep
resentahon m Jakarta as a momtormg deVIce Moreover, It would
be embarrassmg for the government If the IMF offIce had to be
remstated later PenOdICally the IMF sends a ffilSSlOn from
Washmgton D C for consultahons and to prepare a report for the
annual aid consorhum meehng Such consultahon VISItS could
hIghhght the agency's concern about the fmanClal health of the
country and ItS related pohCles The econOffilC mIDlsters probably
fmd the annual pohcy dIalogues and the annual conshtuhons and
reporhng for the aId consorhum by these multilateral mshtuhons
on balance a poslhve factor It could strengthen the hand of the
relevant econOffilC mIDlsters VIs-a-VIS other parts of the govern
ment whIch are more mchned to spendmg A nahonal govern
ment IS never a very homogeneous enhty, but COnsIstS of conser
vahve mIDlsters and departments, as well as more expanslOmst
colleagues In IndonesIa there has been a long-standmg "tug-of
war" between conservahve econOffilC mIDlsters headmg £mance,
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the central bank and planmng, on the one hand, and more expan
sIOnary or protecborust mmIsters and therr bureaucracy on the
other The PresIdent SItS m the mIddle, but does not always sIde
wIth the conservabve mmIsters In bmes of (fmancIal) cnSIs re
qurrmg urgent reforms, however, he often gives the fmancIaI and
planrung nurusters the free hand

The World Bank m the 1970s and early 1980s on vanous oc
casIOns trIed to lecture to reduce protecbon and state control over
pnces But durmg good econonuc bmes, the IndonesIan audIence
tended to hsten atlenbvely, but the situabon dId not produce
pressures or mcenbves for reform The mward-lookIng and do
mesbc market-onented mdustrlal pohcy produced 11 percent an
nual growth m manufacturmg for almost two decades But m
1983, all of a sudden, the textIles could no longer be absorbed m
the domesbc market and were not compebbve m world markets
Perhaps at that bme the mmIsters and therr staff remembered the
lectures of Helen Hughes and Anne Krueger of the World Bank
and started takIng acbons along the recommended pohcy hnes

Policy Reforms In Trade" Industry and Investment

Trade and mdustrIaI pohcy m the frrst penod of the Suharto
government-that IS, from 1967 untIl the nuddle of the 1980s
was based mamly on a protected domesbc market There was no
absence of an export pohcy, but the natural resources sector had
the pnmary responsIbility, I e, oil and gas, mmerals and bmber

Why dId the government from the outset not follow an ex
port onentabon m the development of manufacturmg mdustrIes?
Perhaps because of the perceIved advantages of the country, Ie,
havmg a large domesbc market whIch was served by Imports
durmg the preVIOUS era CountrIes WIth a smell domesbc market,
such as Smgapore and MalaYSia, dId not have such opbons In
those days, thailand and the Phillppmes followed the same m
dustrial development strategy
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The pohcy worked fme for some tune Growth m manufac
turmg output averaged 11 percent per annum, only shghtly lower
than m South Korea Because of the Oll and commodIty boom m
the 1970s, there were no pressures from the balance of payments
Moreover, the protected domestIc market attracted many Japa
nese and other mvestments m manufacturmg, wmch, m turn,
buttressed the new foreIgn mvestment pohcy

The frrst SIgns of crlSIS came m 1983 when Oll pnces dropped
and the balance of payments came under pressure There was a
qUIck response from the government, ill the form of a SIgnIfIcant
devaluatIon WhICh corrected the balance of payments for the tIme
bemg In the meantune, the textiles mdustry, wmch grew very
fast ill the preVIOUS perIod, based on the domestIc market, found
Itself for the frrst tune WIth surpluses that It could not sell to the
domestIc market and could not export because It was not com
petItIve

The devaluatIon helped the restructurmg of the textiles ill

dustry Three years later, m 1986, the government undertook an
other, and bIgger, devaluatIon because the end of the Oll bonanza
was clear However, the 1983 devaluatIon turned out to be not
enough and the pohcy of peggmg the exchange rate requrred an
other correctIon Apart from devaluatIon, the government
launched a package for an export dnve for non-oll commodItIes
The exchange rate was put on a floatIng baSIS (although shl1
somewhat controlled) and an effectIve export drawback system
was mstalled to reImburse exporters for the dutIes paid on Im
ported raw materIals and components The mId-1980s were cru
CIal years m that the government InItIated senous efforts to re
vamp the economy The process of deregulatIon and
hberalIzatIon m trade pohcy was kicked off The year 1986 be
came a real watershed

TarIffs were cut and nontanff barrIers were dlSmantled But
tills process was not completed overmght It was a step-by-step
exerCIse because a lot of domestIc vested mterests were skeptIcal
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and not enthusiastIc The government took the lead m the reform
and dId not Walt for the support of the busmess sector

Fortunately, the supply response was qmck ProductIon and
exports of textIles, garment, plywood and footwear went up
qmckly Perhaps the country was assIsted by the start of reloca
tIon of these labor-mtenslve mdustrles from Korea, TaIwan, Hong
Kong and Japan, where entrepreneurs started lookmg for devel
opmg countrIes whIch still have unused quotas m Europe and the
U 5 But these comparues only deCIded to come to IndoneSIa
when they saw the trade and mvestment chmate lffiprovmg
through hberahzatIon

MalaYSIa had always been more open to FDI and the country
attracted export-onented electromcs and electrIcal goods mdus
trIes through ItS very hberal entry reqUIrements Those mdustrles
workmg for exports could enter the speCIal mdustnal areas as
100%-owned FDI, 1 e, they were exempted from the requIrement
to engage a local partner IndoneSIa dId not pursue a s1ffi11ar pol
ICY untIl the late 1980s and early 1990s WIth the result that these
electromc mdustrles dId not enter IndoneSIa They found the la
bor laws m IndoneSIa too strmgent because lay-offs for mdustrlal
retrenchment and eXIt were not easy Electromc sub-assembhes
are very sensItIve to the busmess cycle and needed fleXIbility m
employment, whIch apparently was available m MalaySIa m the
mdustrIaI parks In the early 1990s, the mvestment regIme for
foreIgn dIrect mvestment was further hberahzed, e g , for export
onented ventures a wholly-owned subSIdIary IS pOSSIble, and for
domestIc market mvestments, the mmImum capItal mvestment
requIrement was loosened to allow for smaller and medIum-scale
ventures to come m

By now the mflux of foreIgn dIrect mvestment has been so
great (m reahzed terms ill 1995) that It contrIbuted to the over
heatIng of the economy The East ASIan mdustrlal countrIes, such
as Korea, TaIwan, Hong Kong and Smgapore, became the new
mvestors Japan also came m very strongly m 1995, drIven by
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"second generatIon" mdustnal relocatIon In the second half of
the 1980s, domestIc mvestments were greater than foreIgn m
vestment, but the dIvIdmg lme between the two becomes blurred
If the domestIc ChInese busmess undertakes major mvestments
and regIster as domestIc mvestments, from where the fmances
come IS dIffIcult to trace because of the completely free foreIgn
exchange system Lately, there has been strong Western entry
mto the Infrastructure sector whIch IS now open for foreIgn m
vestments But US, CanadIan and European comparues tend to
go m partnershIp WIth Japanese comparues and banks, so that the
ventures are, m fact, multmatIonal

The Role ofIntematlOnal CommItment

In the process of deregulatIon and hberalIzatIon of the econ
omy, mternatIonal COmmItments gomg m the same dIrectIon,
such as COmmItments m the context of the WTO, APEC and
ASEAN, play an lffiportant role The domestIc thrust at tImes
tends to shp back, because of reactIons of vested mterest groups
and other pohtIcal pressures A powerful argument of such
groups IS the specter of "demdustrIalIzatIon," or the wIpmg out of
"strategIc sectors" because of foreIgn competItIon- for example,
domestIc shIppmg fearmg the onslaught of competItIon from Sm
gapore One really has to have faIth that m the end domestIc m
dustrIes and servIces will nse up agam and WIth greater strength
after havmg been exposed to mternatIonal competItIon On the
other hand, one often hears the echo that "m the long run we are
all dead"

The mternatIonal COmmItments have the "standstIll and roll
back" clause, or tarIff bmdmg, of whIch the standstIll COmmIt
ment IS presently the most lffiportant part At the SIgnmg of the
new GATT agreement m Marrakesh, however, the mmIster repre
sentmg IndoneSIa made the COmmItment for bmdmg at a hIgh
level of 40 percent, though eXIstmg levels are already lower He
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was not convmced that the country could hve up to the comnut
ments and wanted to play safe

IndonesIa and PresIdent Suharto lumself has been a strong
proponent of the APEC VISIOn to create a free-tradmg commumty
m the PacIfIc, although the reahzahon will take a generahon to
matenahze But what IS :trnportant for the moment IS to change
the state of mmd, whIch tradlhonally has been protechornst

The APEC and AFTA (ASEAN Free Trade Agreement) proc
esses comnut sernor offICIals and mIDlsters to meet regularly and
trash out a convergmg course for lowermg trade and mvestment
barners In the process, such mterachons could produce a "con
certed voluntary, but mdlvldual achons II Peer pressures develop
over hIDe among those sernor offICIals and mIDlsters

Another :trnportant mfluence, or force, m the region IS the
"contagious effect" of countrIes m the same geographIcal area
IndoneSIa looks at MalaySIa and ThaIland and fmds the courage
to do the samet but ThaI and MalaySIan offICIals also look at what
IndoneSIa IS domg m certam sectors (say, tax reform or bankIng
deregulahon) and that also could produce an emulahon effect

SOME INTERNATIONAL PERCEPTIONS AND
PERSPECTIVE WITH RESPECT TO THE PROCESS OF
OPENING UP AND LIBERALIZATION OF THE ECONOMY

PerceptIOn ofForeIgn Investors

When IndoneSIa changed ItS stance towards dIrect foreIgn
mvestments m 1967 and gave mcenhves and guarantees to for
eIgn mvestors, the new law and Its :trnplementahon had the de
SIred effects Amencan oll compames and mtemahonal mmmg
compames, mostly North Amencan, came m early The loggmg
busmess attracted Pluhppmes and Koreans The Austrahans were
among the fIrst entermg manufacturmg The Japanese were very
mterested and crowded the mformahon semmars but waIted a
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few years because before 1968, Tokyo was not ready yet for over
seas mvestments But after that, Japanese entry mto the manu
facturmg sector was strong The Japanese tradmg houses also
estabhshed representatIve offIces m Jakarta early m the game
Trade always comes before mvestments How can one explam
that the welcome mat m IndoneSia was soon trampled by would
be mvestors, mternatIonal consultants and representatIves of for
eIgn banks, where m (sub-Sahara) Afnca, and even m IndIa, It
took awhIle? CredIbility of new polIcIes? Perhaps so, but what
makes credIbility? A few years ago, If one would ask Japanese
compames why they dId not move mto IndIa and Afnca theIr an
swer was that they felt that they were not really welcome In Ja
karta soon after 1967, one could see the neon advertIsement lIght
for Toyotas and Sony products Not so m New DelhI or Bombay
These may be trIVial sIgnals, but they create a perceptIon among
the concerned partIes

The multInatIonal compames deSIres safety and secunty
when they set up operatIon m a new enVIronment theIr prImary
mterest IS whether they can fully control the operatIon, meanmg
that 100-percent ownershIp IS the Ideal If they must oblIge a local
partner, they have to feel comfortable WIth hIm If they can hold a
controllmg maJonty, and If the local partner was theIr sales agent
for a long tIme, that would do In IndonesIa, the rules for foreIgn
dIrect mvestments m the begmnmg penod of the late 1960s al
lowed 100-percent ownershIp After that, a local partner became
oblIgatory, but It could be a small mmonty partner There was
absolutely no foreIgn exchange controls and no lnmts for the pnce
of technology (as was the case m India) Moreover, the domestIc
market was heavily protected and hence prOVIded a strong mcen
tIve for "tanff Jumpers II The bureaucratIc process of gettIng ap
provals for entry was centralIzed, even so, the process requIred
three to SIX months for fmal approval, sealed WIth the preSIdentIal
deCISIOn After that, however, mvestors sbll had to go through
the ordeal of securmg numerous approvals for acquIrmg land and
settIng up the factory m a localIty controlled by the local govern-
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ment The consolahon, probably, was that land and labor were
sh1l pretty cheap at the tune

The government also gave pernussIOn to ten mternahonal
banks to set up branches m Jakarta, wlu1e foreIgn compames na
honahzed by the prevIOUS regnne were returned Tax hohdays of
up to fIve years were granted, as were duty exemphons for lffi

portahon of capItal eqUIpment and raw materIals for a lInlIted pe
nod All of thIs was done under the assumphon that It would m
crease the credIbIhty of the new pohCles

A legIhmate queshon IS whether or not the indoneSIan (new)
government went completely overboard WIth ItS mcenhves whIch
resulted m some unnecessary giveaways, e g, the tax hohdays
Wlule thIs was the theory held m certam Western acadenuc CIr

cles, It must be remembered that a developmg country suffermg
from the shgma of a lefhst and anh-capitahshc pohcy onentahon
has to bend over backwards to prove to the outSIde world that It
has changed ItS compleXIOn In the process, It may exaggerate
and even give away unnecessary mcenhves If one has to err, It IS
better to be on the hberal SIde The VIetnamese have been prac
hcmg the same rule m recent hIDes

In the Afncan and perhaps South ASIan cases, the mcenhves
offered to foreIgn mvestors looked hnud and not qUIte forthcom
mg and the results were mfenor to that m Southeast ASia

Bureaucracy, CorruptIOn and the Legal System

Internahonal percephons, espeCIally among Western bUSI
ness, about the bureaucracy, the legal system, and the prevalence
of corruptIon m developmg countrIes often do not encourage en
try Or does It? ChIna has been a hot obJect for Western countrIes
to enter and to do busmess WIth Yet, thIs country appeared on
the top of a hst of countrIes WIth corruptIve practIces, accordmg
to the perceptIons of busmessmen polled IndoneSIa ranks num-
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ber two ChIna, VIetnam and IndonesIa are also known as coun
trIes where the legal system IS not transparent and recourse to the
law and the courts for foreIgn busmess IS undependable

Yet ChIna attracts much, much more mternabonal busmess
than does India where the legal system, modeled after the Bnbsh
system, should offer more comfort to Western busmess India
does not rank hIgh on the honor hst of corrupt countrIes, although
no country IS free of thIs dIsease Some countrIes go under be
cause of the corrupbon whIle other developmg countrIes appar
ently can hve, and grow, WIth thIs dIsease How should one ex
plam such paradoxes?

Corrupbon can be hnked to taxes or levIes Imposed on bUSI
ness 1 e, levIes Imposed on busmess transacbons or on Clbzens
who need some hcenses or legIslabon from government agencIes
Part of these are very legal but there are other payments on top of
them In effect, they only mcrease the offIcial rates On certam
occasIOns, these effechve rates remam bearable, perhaps because
the offICIal rates are low The econOmIes can conbnue to flounsh
under such "hIgh costs" because other costs are comparabvely
low For mstance, labor costs can be comparabvely low because
labor IS not effecbvely protected Government salanes may be
low (perhaps also the defense budget), so that there IS no swelling
of the budget defIcIt and hence no fuehng of mflahon

If the economy IS growmg well, there will be a lot of mvest
ment opportumhes, and the illegally, acquIred wealth tends to be
mvested m the country rather than stacked m a SWISS bank That
IS the mam dIfference between the situabon m ZaIre on the one
hand and ChIna or IndonesIa on the other hand

There are (mdustrIaI) countrIes where the tax burden IS so
hIgh that If affects savmgs, mvestments and econOmIC growth
For the same reason, corruphon m a developmg country can also
shfle mvestment and growth What or where IS the hmIt and are
there telltale SIgns? We do not know
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On the other hand, a developmg country's econoilllc growth,
1 e, mvestments and domg busmess, can be sbfled also, not by
IIcorruptIon" but by an overdose of bureaucracy A relatIvely
non-corrupt bureaucracy, perhaps m the old SOVIet system, can be
a greater ImpedIment to econOmIC growth than the new IIcorrup
tIon" assocIated WIth the ChInese system An IndonesIan ChInese
promment busmessman who deals frequently m Chma comments
that the corruptIon m mamland ChIna IS exaggerated by Western
busmessmen He mamtams that there IS "corruptIon" m TaIwan,
but the forms are dIfferent In a number of East ASIan (fast
growmg) countrIes, corruptIon takes the form of payments by
busmess to the rulmg party for favors receIved or expected, often
m relatIon to government contracts or other facilitatIons A Dutch
busmessman confIded that he has to pay fees m Chma to the or
garuzmg agenCIes for serVIces rendered m connectIon WIth the
arrangements of busmess tours and VISItS, and that these pay
ments are subject to negotIatIon, once the foreIgn party has expe
nence The Chmese busmess fnend m IndonesIa lIkes to compare
the payments he has to make WIth travelmg a toll road when you
want to move faster you should be willmg to pay a fare

All of these "ratIonal explanatIons" of corruptIve practIces do
not deny the fact that corruptIon can easIly become a pohtIcalls
sue domestIcally whIch ultImately can cause the downfall of gov
ernments or regImes On the other hand, one can sometImes hear
a cyrucal remark from Western CIrcles that the admorutIons of
European mmIsters to AfrIcan governments about "lack of good
governance" (euphemIsm for gross corruptIon) IS partly to con
ceal the current mabIhty or perhaps fatIgue to proVIde further fI
nanCIal aId to those poor Afncan countrIes

The legal system and the workIng of the JudICIary are lffi

portant aspects of the busmess envIronment, espeCIally for foreIgn
and partIcularly Western busmess OperatIng m a strange coun
try, away from theIr domestIc cultural and legal envIronments,
they have to rely on the protectIon of the law of the host country
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as well as cope WIth the vaganes of the pohcy and pohhcal re
gune

In a country hke IndonesIa, Western and espeCIally AmerIcan
comparues suffer from the uncertamty of the legal system and the
decIsIons or verdIcts of the courts Busmess people from these
countrIes feel much more comfortable m Smgapore But of course
they cannot stay away forever from countrIes hke IndoneSIa,
Chma and VIetnam On the other hand, ASIan enterpnses and
busmessmen know the ropes better and can hve WIth the sItua
hon Hence there IS somethmg hke unfaIr compehhon thIs legal
uncertamty IS a sImllar problem as corruphve prachces AmerI
can comparues feel handIcapped because of the legal system back
home, whIch has an anh-corruphve prachces law, whIch serves as
a handIcap overseas m theIr compehhon WIth comparues from
Europe and ASIa On the other hand, because domeshc parhes m
the host country know thIs hmItahon, Amencan comparues, m
cludmg non-U S comparues hsted m the U S stock exchanges, are
more free from corruphve mtruslOns TIus has been the case for
the large Oll and nurung comparues operahng m IndoneSIa Legal
reform m the end IS Just as Important as economIc reforms But
often the emphaSIS 15 on econOmIC reform Legal reform IS much
more slow because the urgency IS not felt as acutely by the host
government, It IS also true because ASIan comparues and other
actors have found ways around It and are not pressmg the gov
ernment In IndoneSIa, US-AID has gIven techrucal aSSIstance m
thIS otherWIse slow process The urgency of legal development
and reform has been recogruzed and appears m the latest State
GUldehnes, Ie, It 15 pnonhzed m the current fIve year plan

CONCLUSION

The IndoneSIan and the IndIan cases have a number of SIml
lanhes mcludmg the SIZe of the country (both are large, develop-
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mg countrIes), theu colomal past, and SOCIalIst mclmabons of the
mdependence movement

There are also Important dIfferences IndoneSIa suffered eco
nOmIcally more durmg the fust twenty years of mdependence
The polIbcal situabon became more polarIzed and radIcalIzed In
the end, IndoneSIa had a traumabc break m 1966 and because of
thIs, a new regIme that was much more pracbcal or pragmabc
could come up and reform the old econOmIC polICIes m a radIcal
way

India never had such a traumabc experIence When Indone
Sia turned around ItS major economIc polICIes m the late 1960s, the
mternabonal situabon worked to ItS advantage Moreover, a
strong leadershIp emerged ill IndonesIa, and although It was
rooted m the military, It could strike an alliance WIth a techno
crabc group of econOmIsts and polIcy managers The current re
gIme m IndoneSia IS less "democrabc" than ill IndIa Such a po
lIbcal background does not eXIst m IndIa

Hence, how could India learn from the experIence of Indone
SIa? We do not know, but m Southeast ASia we have what can be
called "neIghborhood effects" or the "contagIous effect," 1 e, the
ASEAN countrIes are learnmg from each other For Instance, In
doneSia admIres the low mflabon m MalaYSia and Thailand, and
behmd that the more autonomous posibon of the central bank

Could India learn an experIence, or an Insbtubon, or two
from East and Southeast ASIa? Not m bIg way, but perhaps mar
gmally If the mteracbon of people and Ideas grows between the
two regIons, some of these contagIous effects will start workmg
The ASEAN framework and process have spawned a lot of such
mteracbons The econOmIC polICIes of the ASEAN countnes tend
to converge, over bme, although theIr polIhcal and cultural hIsto
nes dIffered a lot In today's globahzed world, mterachons be
tween South and East ASIa will grow m volume and quahty
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The Successes and Failures of
State-owned Enterprise

Divestitures in Chile

RolfJ Luders

INTRODUCTION

Clule was one of the frrst countrIes to engage m a maSSIve
State-Owned Enterpnse (SOE) dlveshture program ThIs meant
that the country necessarily had to expenment wIth the process,
whIch led to some failures The lessons from these, however, al
lowed the government to engage m a very successful second
round of pnvahzahons of large tradlhonal SOEs, most of them
provldmg publIc serVIces Smce large-scale pnvahzahon began m
1974, the country has a relahvely long expenence WIth pnvahzed
enterpnses, whIch has allowed researchers to do quanhtahve
work to evaluate the effects of the dlveshture program ThIs pa
per descnbes the pnvahzahon process and ItS obJechves, envI
ronment and major effects

Tables 1 and 2 provIde a very good overvIew of the Clulean
pnvahzahon process Up unh11970, Clule dId not have a large
number of SOEs, but most of them were very sIgmficant m terms
of eIther capItal, employment, or both TheIr value added was
over 14 percent of GDP, and theIr contrlbuhon to the pubhc serv
Ices and transport sectors exceeded 24 percent Allende, a MarXIst
SOClahst, was elected PresIdent m 1970, and earned out a maSSIve
natIonalIzatIon process The number of State-managed enter
pnses rose to almost 600, and the value added to 30 percent of
GDP In late 1973, after a severe soclo-pohtIcal crISIS, the :military
took over the government and started to pnvahze Durmg thIs
pnvahzahon process, two penods can clearly be dIStIngUIshed
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Table 1 State-Owned and/or Managed Enterpnses, 1970-1989

1970 1973 1983 1989
1 Enterpnses related to 46 571 24 24

CORFO
a Subsichanes (46) (228) (23)d 24e

b Intervened - (325)c (O)b 0
C Banks (0) (18) (1)

2 Other State-Owned 20 22 21 18
Enterpnses

3 Other Fmancial 2 2 2 2
Insbtubons

4 CODELCO Oa 1 1 1
TOTAL 68 596 48£ 45

Source Hachette and Luders (1992)
Notes
a Although CODELCO dId not eXISt, the State owned 50 percent of the

"bIg copper comparues" ThIs percentage was acquIred when the
State mvested m foreIgn-owned comparnes durmg 1970 as a result of
the "ChIlemzahon" process

b After September 1973, 350 mtervened enterprISes were returned to
theIr owners, most of them durmg 1974

c Excludes mtervened enterprISes m whIch CORFO had a mmonty
mterest, whIch are mcluded m the groups of Subsidianes

d Durmg 1979, two enterprISes m whIch the State parhcIpated were
created Liho and Telex

e Between 1983 and 1989, 14 new SOEs were formed as a result of the
breakmg up of eXIShng comparnes The fourteen SOEs were Em
presa Electnca de Aysen, Empresa Electnca Colbun Machlcura, Em
presa Electnca del Norte Grande, Empresa MarIt:nna del Sur, Em
presa de ServICIOS Sarutanos de Tarapaca, Empresa de ServlCIOS
Sarutanos de Atacama, Empresa de ServiClOS Sarutarios de Co
qUlmbo, Empresa de ServiClOS Sarutanos del LIbertador, Empresa de
ServiClOS Sarutanos del Maule, Empresa de ServiclOS Sarutanos del
BlO-BlO, Empresa de ServlCIOS de la Araucarua, Empresa de ServlClOS
Samtanos de Los Lagos, Empresa de ServlClOS Sarutanos de Aysen,
Empresa de ServlClOS SarutarlOS de Magallanes
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f Does not mc1ude over 50 "odd-sector" enterprISes that were mdI
rectly managed by the State, and wInch fell mto government hands
durmg 1983 as a result of the government mtervenhon of some fI
nanCIal mshtuhons, and wInch were pnvahzed before 1989

Table 2 Share of State Enterpnses m Output (percent of GDP)

1973 1981 1988

850 830 na

400 120 na

1000 750 na

700 210 na

700 963 na

850 283 na

390 241 159

1965

130

30

250

243

111

Sectors

Mmmg

Industry

UbhtIes

Transport

CommurucatIons

Fmancial

All State Enterpnses and 142
PublIc AdnurustratIon

Source Hachette and Luders (1992)

vatIzed, and value added by the SOE sector dropped from 30 to
about 24 percent of GDP, and durmg the 1980s relatIvely few en
terpnses were dIvested, and value added fell to almost 16 percent
of GDP The dIfference between these two pnvatIzatIon rounds,
as will be eVIdent durmg the deSCrIptIon of the dIvestIture proc
ess, go well beyond the number of prIvatIzed enterprIses or the
changes m the value added by the SOE sector

The ChIlean prIvatIzatIon process was successful m acmevmg
Its objectIves Perhaps the two most Important of these were the
spreadmg of ownerslup and the transformatIon of the prIvate
sector mto the engme of development, so as to accelerate the rate
of econOmIC growth of the country and make democracy VIable
Very sIgmfICant IS the fact that at the end of the mIhtary regIme,
prIvatIzatIon, even of the large pubhc servIces, whIch m most de-
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velopmg countrIes as well as m many developed, are consIdered
"natural" monopohes and are State-owned, was fully acceptable
to prachcally all segments of socIety A reversal of the process IS
at thIs stage unthmkable

The lessons obtamed from the Clulean diveshtures are many
Among the most Important are the followmg large-scale pnvah
zahon can be successful m a developmg country, pnvahzahon
does not reqUITe any speCial resources, smce enterpnses can be
transferred free of charge, and If It IS deCIded to sell to foreIgners,
thIS can be done m such a way as to aVOId that these latter even
tually dommate the economy, useful pnvahzahon can take place
m almost any sector of the economy, mc1udmg SOCIal serVIces
such as educahon, housmg, health, SOCIal secunty, etc, as long as
the nght regulahons are frrst put mto place, pnvahzahon needs a
strong leaderslup, and has to be carned out usmg diveshture
modes wluch mcrease the support of dIfferent mterest groups
(managers, workers, etc ), credIt sales to controlling shareholders
should be aVOIded smce It leads to moral hazard, pnvahzahon
does not affect employment levels, effICIency does, and net fIscal
revenues are hkely to be enhanced WIth pnvahzahon, wlule fIscal
wealth changes will tend to be determmed by the use govern
ments deCIde to make of pnvahzahon revenues 1

The rest of the paper IS dIVIded mto four mam sechons The
fIrst descnbes bnefly the enVIronment under wluch the divesh
tures took place The second sechon analyzes the pnvahzahon
obJechves Secbon three focuses on the divesbture modes, and
the last sechon dIscusses some of the most Important and contro
verSial effects of the pnvahzahon process m Clule

I For an expanded descnphon of the lesson from the Clulean pnvahzahon
process, see Hachette and Luders (1992)
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STRUCTURAL CHANGE AND EXTERNAL SHOCKS

State-owned enterprIse (SOE) dIvesbtures took place wlule
the Clulean economy was m the mIdst of structural change and
affected by strong external shocks LIke most Labn AmerIcan
econOmIes, Clule had followed an mcreasmgly protecbomst and
mtervenbomst econonuc pohcy smce the 1940s TIns process
culnunated durmg the Allende perIod (1970-1973)/ when the gov
ernment attempted to centrahze the economy Custom dubes
were raISed to 90 percent on average, about 550 medlUm- and
large-sIZed enterprIses were eIther natIonalIZed or mtervened,
almost all prIces (mc1udmg wages and mterest rates) were fIXed
by the government, and all credIt was allocated by the central
bank The poor results of thIs experIment contrIbuted to the
strong pubhc pressures on the rru.1Itary to overthrow Allende, al
though the deCISIve factor probably was the ImphCIt threat to m
dividual econonuc and pohbcal freedoms

The military regIme, wmch took over the government m
September 1973, set out to mtroduce drasbc changes to the SOCIO
econonuc and pohbcal structure of the country The overall ob
JectIve was to generate the necessary condItIons for a VIable and
stable democracy Two necessary condItIons for thIs were the de
concentratIon of econonuc power and a rapIdly growmg econ
omy It was beheved that m Clule, as m many other Labn AmerI
can countrIes, protectIomsm and rent-seekIng government mter
ventIon were responsIble for the slow rates of growth of the last
decades, If compared WIth those of some ASIan econonues

Therefore, after a brIef Imbal perIod of doubt, the govern
ment aImed to restructure the eXlsbng economy mto an "open so
CIal market economy" In thIs expressIOn, "SOCIal" stands for gov
ernment mtervenhon to correct market Imperfechons whenever
the costs to do so are expected to be below the anhClpated benefIts
from domg It As a result, non-custom barners were ehmmated
and custom dutIes were reduced Today, they stand at 11 percent
for all products, markets are generally completely deregulated
that IS prIces, wages and mterest rates are freely determmed m the
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hat IS pnces, wages and mterest rates are freely determmed m the
market-and the pnvate sector became the sole agent responsIble
for growth The government-besIdes the tradIhonal funchons of
defense, Jushce and order-regulates, accordmg to rules estab
lIshed by law and not as dlScrehonary authonty, some aspects of
what are consIdered natural monopolIes (electrIcIty, telecommu
mcahons, water and sewerage) and gIves a very hIgh pnonty to
fmance socIal expendIture (health, educahon, housmg and SOCIal
secunty) to tend to equalIze opportumhes for all Clhzens

ThIs process of structural change, whIch gIven the hIgh de
gree of centralIzahon achIeved under the Allende regnne, was
very deep and took over a decade to be completed Up untIl the
late 1970s, most of the effort was concentrated on deregulahon
and pnvahzahon of SOEs, except the large publIc servIces sector
Durmg the late 1970s and early 1980s, the operahons of natural
monopolIes, whIch m those years were all shll SOEs, were regu
lated by law, and the eXIshng programs m the SOCIal sector were
reformed to mtroduce pnvate parhClpahon and compehhon
wherever pOSSIble Durmg the rest of the 1980s, emphaSIS was
put on developmg exports and mcreasmg savmgs through macro
econOmIC management, on managmg the foreIgn debt problem,
and on pnvahzmg the large tradIhonal SOEs, most of them publIc
serVIces

As a result of thIs structural change, mdudmg pnvahzahon
of most of the SOEs, radIcal changes have taken place m the role
of the publIc and prIvate mvestment m the country, and IS effec
hvely leadmg a dynamIC growth process Accordmg to Pfeffer
man and Madarassy (1992), the percentage change m pnvate m
vestment as a proporhon of GDP durmg 1985-1990 was hIghest m
ChIle among 40 developmg countrIes studIed, so was the growth
of ItS share m total mvestment ThIs IS allowmg the pubhc sector
to concentrate ItS efforts m those achVIhes m whIch It has no sub
shtute, and to do It m a manner m whIch It also has become very
effechve Wherever pOSSIble and convement, It regulates, controls
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and/or fmances, but leaves the actual produchon of goods and
seTVlces to the pnvate sector

Table 3 presents some of the results of the ChIlean economy
over the 1970-1990 penod The table lughhghts the effects of the
1975-1976 and 1982-1983 recessIOns, as well as the fast recovenes
from both penods It also shows the lffipressive export growth
record, as well as the sigruficant reduchon m foreIgn mdebtedness
after 1987

The effects of the structural changes can best be evaluated by
comparmg ChIle's performance WIth that of other LahTI Amencan
countrIes that were affected by external shocks of about the same
mtensity durmg the last decade Table 4 compares some perform
ance mmcators of the ChIle economy WIth those of ArgenhTIa,
Brazil, MeXICO and Peru durmg the 1980-1991 penod These mdI
cators strongly suggest that the ChIlean economy has been more
successful m copmg WIth the extreme debt shock of the 1980s than
the other econOmIes

In any event, It IS Withm thIs background of radIcal structural
change and strong external shocks that the ChIlean pnvahzahon
took place

PRIVATIZAnON AND THE SEARCH
FOR A VIABLE DEMOCRACY

In ChIle, SOE diveshtures took place to achIeve broader than
econOmIC obJechves The SOE sector had come about m part the
tradihonal way a few enterpnses were created to offer pubhc
servIces (railroads, post-offIce, ports, etc ), others Just fell mto the
hands of the State when they were rescued from gomg broke usu
ally under the excuse that employment had to be saved), and later
on, others were taken over WIth the argument that they were mo
nopohes and could be run more effICIently m pubhc sector hands
(telephones) or were of strategic Importance (copper) However,
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Table 3 Some IndIcators of the Clulean Economy

1971 1975 1980 1985 1990

Real Sector

GDP growth (%) 90 -129 78 24 21

Gross Investment/GDP (%) 147 136 217 137 202

Nahonal Savmgs/GDP (%) 124 79 139 54 175

Unemployment Rate (%) 55 162 118 164 64

PrIce

Inflahon Rate (%) 267 2328 197 195

Real Wages Index 1193 621 894 845

Real Short-Term Interest Rates na 160 119 110 164
(Lendmg Rate)

Real Exchange Rate (1977=100) 711 1497 884 1288 1479

Terms of Trade (1977=100) 1506 1036 874 663 na

Monetary and FInancIal Secto

Total Change m Monetary Base na 72 23 06 na

M2/GDP(%) na 112 193 184 225

Consohdated Bankmg CredIt 285 152 547 798 827
to the PrIvate Sector/Total
CredIt (%)
FIscal

Pubhc Sector ExpendItures 311 274 231 325 na
(% of GDP)
FIScal DefIcIt Central Gov't 107 26 -31 63 na
(% ofGDP)
ForeIgn Sector

Real Export Growth (%) 86 79 185 69 976
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Table 3 Some Inchcators of the Clulean Economy (conbnued)

1971 1975 1980 1985 1990

Current Acc't Surplus! -178 -271 -339 -349 -95
Exports (%)
Ann Change m External 7 80 2600 4410 -2410
Debt (US$)
Ann Change m ForeIgn Annu -73 1256 17 -4370
Reserves (US$)
External Debt ServICe! 368 312 396 654 307
Export (%)

Note na = Not avaIlable

Sources Central Bank of ChIle (1984), Romos (1986), Luders (1986), de IS

Cusdra and Hachette (1986), MmISteno de Hacluenda, and Banco Cen-
tral

Table 4 Selected EconomIc IndIcators of LatIn Amenca

Terms
Export of

Infla- Vol, Trade, Balance Exter-
Per bon 1991 1991 of nal

CapIta Rate, (1980= (1980= Trade, Debt,
Growth 1991 100) 100) 1991 1991

Labn Amenca and -81 2024 1,786 730 11900 223
the Canbbean
ColombIa 175 290 221 790 2685 156

MexIco -54 199 260 640 -10360 230

Peru -283 1854 97 75 55000 348

Argenbna -203 913 178 65 4340 350

Brazil -66 4658 184 820 11 000 237

Clule 160 178 217 830 1600 155

Source ECLA (1991)
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mamly durmg the 1940s and 1950s, several SOBs were created by
the State to generate the necessary mfrastructure m the country
for Its mdustnal developments, wInch at the tIme was belIeved to
be the source of econOmIC growth In tlus way, steel, petroleum
and electncIty, among others, became predommantly State-run
mdustnes The process reached Its chmax under the Allende gov
ernment, as descnbed earlIer

Although SOB management was strongly cnbClzed by some,
the sector as a whole was moderately profItable up to the late
1970s wInch considermg Its reasonable SIZe, made It acceptable to
the maJonty (Larram and Selowsky 1991) Allendes Popular
Uruty, however, used SOBs as a key veIncle of ItS massIve m
comes polIcy (Ingher wages, lower pnces for wage goods), wInch
mcreased consolIdated SOB losses to over 15 percent of GDP
durmg 1973 At the same tIme, the government was mtervenmg
and nabonahzmg hundreds of enterpnses, whose management
was then changed from expenenced profeSSIOnals to polIbcal,
student or labor leaders More often than not, tlus resulted m
gross busmess mIsmanagement, Withm an economy strongly af
fected by soclO-pohbcal Instability All thIs resulted m rapIdly
fallmg mcomes and accelerabng mflabon rates (see Table 3)

Matters were made worse by the Popular Uruty's explIClt de
SITe to centralIze the economy, of wInch nabonalIzabon was gen
erally belIeved to be a part of TIns was perceIved as the way to
gather the necessary econOmIC power to eventually transform the
eXIsbng Western-style democracy mto a MarXIst regIme TIns
latter, perhaps even more than the econOmIC dIsaster, became the

baSIS of support for the military takeover of September 1973 2

~he mfluence of mtellectuals lIke Fnendnch von Hayek, on one SIde,
and Leon Trotzky, on the other, was clearly recogrnzable at the hIDe
Hayek, m the Road to Serfdom, stated that "Econonuc controllS not any
control over one part of human hfe whICh can be separated from the rest,
It lS the control of all means for all obJechves 1/ Wile Trotzky wrote dur-
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ECONOMIC AND POLITICAL POWER

The new regnne set out to mtroduce drastIc changes mto the
socio-pohtIcal and econonuc system For Its leaders, the Allende
cnSIS represented but the culnunatIon of the eXIStIng mstItutIonal
arrangements, whIch resulted m a rent-dIstnbutIng state and a
relatIvely stagnant economy These, m turn, had produced pov
erty for most, and an extremely uneven wealth dIstrIbutIon, the
mam cause of the eXIstIng socio-pohtIcal CrISIS 3 It was therefore,
decIded to Implement a (soCIal) market economy, m whIch the
prIvate sector was gomg to lead the growth process Such an
economy was consIstent WIth pohtIcal democracy and had proven
elsewhere to be effectIve m raIsmg hvmg standards and produc
mg econonuc JustIce Smce at the tIme the SOE sector was so SIg
ruflCant, a maSSIve prIvatIzatIon process was the lOgical conse
quence

In late 1973, however, the government was only m a pOSItIon
to deCIde to prIvatIze those enterprIses the Allende regnne had

mg 1937 that "The old prmClple those whIch do not work will not eat,
has been replaced by a new one those whIch do not obey will not eat"
3In fact, It was the relahvely stagnant economy and Its consequences
(poverty, mflahon and uneven mcome dIStnbuhon) whIch dIVIded the
country almost evenly mto three Ideological camps the conservahve
nght, whIch favored the eXIStIng arrangements whIch benefIted Its mem
bers dIrectly, the ChrIShan Democrats, whIch advocated m favor of a re
form program to redIStnbute land, make taxahon more progreSSIVe, m
crease expendItures m housmg, educahon, health, etc, and the radIcal
left (communISts and MarXISt SOCIalISts), whIch pretended to centralIze
the economy completely and create a MarXISt pohhcal regIme Smce
1958, each one of these groups had come to power the conservahves
WIth Alessandn (1958-1964), the ChrIShan Democrats WIth Frel (1964
1970), and the radIcals WIth Allende (1970-1973) The fact that none of
the programs trIed satISfIed the expectahons of a maJonty of the country,
and that the last regIme eventually threatened the econOmIC and pohhcal
freedoms a large maJonty dId want, created the condihons for the mili
tary takeover
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mtervened or natIonalIzed, nor dId the nuhtary probably want to
go beyond that Although a hIgh proportIon of the populatIon
favored pnvahzatIon, very few beheved the "tradItIonal" SOEs
(pubhc serVIces, steel, petroleum, copper, etc) should be dIvested
ThIS was also true among those cIvilians who supported the
military regnne, espeCIally some natIonahstIc groups Although
these latter never changed theIr posItIon, Pmochet decIded durmg
the early 1980s to allow pnvahzatIon of most tradItIonal SOEs,
except CODELCO (copper) and ENAP (petroleum) ThIs pohcy
reflected the VIew of a growmg proportIon of the populatIon
whIch had SWItched posItIon as a result of (1) ChIle's own expen
ence WIth pnvahzatIon, (2) the need to attract resources to expand
mvestments m Infrastructure, and espeCIally (3) the PreSIdent's
perceptIon that he would probably soon have to turn power over
to a democratIc regnne In such an event, he wanted to make sure
that the pubhc sector would not have at least ffiltIally the re
sources to fall agam mto the same ill of the past, espeCIally that of
WIdespread rent dIstrIbutIon PnvahzatIon of the large tradI
tIonal SOEs was one way used to try to achIeve hIs objectIves

EffICIency

Although there IS no doubt that the mam dnvmg force of the
ChIlean pnvahzatIon program was pohtIcal, econOmIC aspects
also played a very Important role One of these was effICIency
The econOmIC team of the military regnne4 restructured the econ
omy to subject all enterpnses (pnvate and State-owned) to strong
competItIon ThIs was achIeved by openmg-up the economy to

4Durmg most of hIS preSIdency, Pmochet chose as hIS mam economIC
polIcymakers relahvely young, foreIgn tramed economISts Smce a SIg
nIfIcant proporhon of these had receIved degree from the UmversIty of
ChIcago, they are generally known as the ChIcago Boys In fact, many of
the team's best-known members made post-graduate studIes m Colum
bIa, Harvard, MIT, and other top U S schools
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foreIgn trade, freemg pnces and entry mto dIfferent mdustnes,
remforcmg anb-monopoly msbtubons, etc It was belIeved that m
general thIs was suffICIent to assure that pnvate enterpnses (ex
cept natural monopolIes) would seek an effIcIent mtemal alloca
bon of resources and maxmuze profIts It was also belIeved that,
especIally m the longer run, thIs would not be the case WIth
SOEs 5 Governments, for polIbcal reasons, could always deCIde to
subsIdIZe theIr enterpnses to be able to acmeve other goals, espe
CIally the Implementabon of a certam mcomes polICIes WIth
populIst overtones (lower pnces of certam goods and servIces),
and patronage Therefore the econOmIC team was always a strong
advocate of pnvatIZabon

SOCIal ExpendItures and Investments

In spIte of the above, perhaps the most compellmg argument
for SOE dIvesbture durmg the 1970s was the need to raIse re
sources to fmance the budget defIcIt In thIs respect, the Clulean
expenence IS not too dIfferent from that of most other countrIes
One of the legaCIes of the Allende regIme was a budget defICIt of
over 20 percent of GDP To reduce thIs defICIt and eventually
generate a surplus, the government elImInated the SOE sector
defICIt by, among other measures, allowmg SOEs to charge mar
ket pnces for theIr products, mduced SOEs to dIstrIbute dIVI
dends, drasbcally reformed the tax system ralsmg average rates m
the process, sIgnIfIcantly Improved tax payment enforcement,
raIsed revenues through pnvabzabon and reduced publIc sector
expenses The government was not WIllmg to cut SOCIal expen
dIture (housmg, health, educabon, and SOCIal securIty), m spIte of

SUnder the Military Regtme, pohncal mterference WIth the management
of SOEs was very bnuted, and these enterprISes were subject to a "hard
budget they were requIred to auto-fInance themselves, had to dIStnb
ute 100 percent of theIr profIts m dIVIdends, and were not able to receIve
a government guarantee for loans
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the fact that they had been rapIdly growmg dunng the two prevI
ous governments and had reached levels relahve to GDP that
were smular to those m the OECD countrIes Hachette and Lud
ers (1992) conclude that revenues from pnvahzahon were used to
fmance the desIred level of sOCIal expendItures Moreover, It can
be argued that given the top pnonty for balancmg the budget
durmg the 1970s, and consldermg the level of other pubhc sector
e"pendltures, m the absence of the eXIstence of pnvahzahon
revenues, SOCIal expendItures would have been cut back

Later on, durmg the pnvahzahon of the tradihonal SOEs, the
budget was well under control, and revenues from pnvahzahon
were used, accordmg to Hachette and Luders (1992)/ to fmance
mfrastructure mvestments TIus type of mvestment had been re
duced to a bare mmlffium durmg the 19705/ and the government
was under consIderable pressure to lffiprove mfrastructure As
before, It IS highly unhkely that m the absence of SOE dlvesh
tures, the government would have been willmg to mcur a defIcIt
or to raIse taxes to fmance that mfrastructure In facti at that hme,
the government was m the process of reducmg taxes to crowd the
pnvate sector m, whIle makmg sure the budget was balanced

THE CHILEAN PRIVATIZAnON PROCESS

Between late 1973 and 1989/ about 550 enterpnses were pn
vahzed m ChIle, some of them twIce! Total revenues from pnva
hzahon were about 15 percent of GDP/6 spread unevenly over the
menhoned penod In facti pnvahzahon of SOEs m ChIle concen
trated m two rounds, the fIrst covermg the 1974-1978 penod and
the second m 1985-1989 Before descnbmg the dIfferent phases of
the two SOE diveshture rounds, other forms of pnvahzahon m
ChIle should be menhoned In thIs respect, pnvahzahon of land

6In addIbon, It IS esbmated that the eqUIty m the mtervened corporabons,
whIch were gIVen back to theIr legal owners durmg 1974/ amounted to
about U5$1 bIllion
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and of some of the SOCIal sector servIces stand out The mshtu
honal changes whIch affected the latter were called "modermza
hons," and were put mto prachce durmg the late 1970s and early
1980s, among others, m the educahonal, housmg, health and so
cIal secunty subsector

Land., EducatIOn Health, HOUSIng and SocIal SeCUrIty

Allende had accelerated the agranan reform process, and by
the hIDe the military took over, about 50 percent of the Irngated
land had been expropnated and handed over to mshtuhons re
semblmg cooperahves, but WIthout land ownershIp/ smce the
latter belonged to the State The Pmochet regIme decIded to pn
vahze the land, offermg It m the form of mdividual parcels to
farm-labor m these cooperahves Machmery was to be held col
lechvely The pnce of the land was set close to the market pnce,
but payment condihons were concesslOnal About 40 percent of
those who receIved land m thIs way have smce sold the land
Moreover, land transachons, whIch were heavily regulated be
fore, have been almost completely hberahzed, and land owner
shIp has been separated from water nghts, facIhtahng an oph
mum allocahon of water

In the fIeld of educahon, reform was also sIgmficant For
prImary and secondary educahon m whIch most students at
tended State-owned schools before 1974, some went to schools
run by nonprofIt orgamzahons (mostly the church), and only a
small mmonty went to fully paId pnvate schools (supervIsed by
the State) -a vanant of the voucher system was adopted State
owned schools were mumClpahzed and compehng pnvate for
profIt schools were allowed to eXIst Both munICIpal schools and

7These mshtuhons managed by farm-labor but under state supervISIon
were called asentanuentos The ongmaildea had been to transfer land to
the members of the asentanuentos, but thIS mtenbon dId not matenalIze
untIl the military regIffie
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those pnvate schools wruch do not charge students tulbon or
other fees have been enbtled to receIve a payment from the State
for each day of effecbve student attendance Programs and ac
ceptable teachmg matenals are sbll dIctated by the State Today
about 60 percent of prImary and secondary school enrollment 18

prIvate At the rugher educabon levels before 1974, a lImIted
number of msbtubons eXIsted, and these were lOO-percent fI
nanced by the State Now State fmancmg has become less SigrufI
cant and to some degree compebbve for the "tradlbonal" uruver
sibes, wlule a large number of fully prIvate Insbtubons have been
allowed to be created

Reform m the health care fIeld has been less effecbve, WIth
the excepbon of those segments wruch have been clearly de
centralIzed or prIvabzed Up to 1974, health servIces were almost
exclUSIvely proVIded by the publIc sector, and prIvate pracbce
was lImIted to upper-mcome segments The government de
centrahzed baSIC health care funchons to murucipalIbes, and con
trIbuted to theIr fmancmg on the baSIS of servIces rendered In
addlbon, It allowed employees to use the health Insurance tax (7
percent of salarIes) to fmance the purchase of health Insurance m
prIvate corporabons (ISAPRES) created espeCially for that pur
pose 8 These corporabons operate on a compebbve baSIS Some
own theIr own hospItals and other health care uruts, wlule the
remamder fmances servIces prOVIded by tlurd parhes The State
sbll fmances, WIth the health Insurance tax, general tax revenues
and fees wruch cover part of the costs of the serVIces rendered and
the operabons of Its large hospItals It IS generally argued that the
qualIty of serVIce m these hospItals has fallen sigruficantly behmd
The servIces offered through the ISAPRES 18 generally consIdered
excellent, but 18 m prachce only available to those families wruch

~ese rnshtuhons are called ISAPRES (InshtuclOnes de Salud PreVI
SIonal (Health ProVIdent Inshtuhons), and they are regulated by the Su
permtendenCla de ISAPRES (the ISAPRES Supermtendency) ISAPRESS
are free to propose health plans and rates
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have an mcome exceedmg the equIvalent of US$l,OOO per month
Therefore, only about 1 5 millIon people, out of a populabon of
over 13 millIon, are covered by It

The orgaruzabon and management of pubhc housmg pro
grams was also changed under the rruhtary regune, mcreasmg
pnvate parbClpabon In the past, governments would allocate
houses dIrectly to lower-mcome farruhes and sell them at SUbSI
dIZed pnces and mterest rates Collecbon of debts was nearly
ImpossIble These houses were eIther built dIrectly by a State
owned construcbon company, or ordered to be built by the
authonbes, m what turned out to be typIcal"gray" housmg proJ
ects Today the government allocates, on the baSIS of an obJecbve
pomt system, free of charge, a certam amount of money among
low-mcome families to be used to buy a house WIth thIs "capI
tal," the favored families look m the market for a house of theIr
preference They are even able to Improve on the house they get
by borrowmg from a commerCIal bank on market terms As a re
sult, for grven government expendItures on pubhc housmg and
average SubSIdIes per family, more and substanbally better
houses are bemg offered to the needy Of course, only part of thIs
Improvement can be attrIbuted to a more effICIent system, smce
the benefIted families also have to make a larger voluntary sav
mgs efforts

By far the most Important, and novel, "modernIZabon" was
that of SOCIal secunty, specIfIcally that of the pensIOn system
Like most countrIes, ChIle had adopted decades ago a "pay-as
you-go" pensIOn system These systems have many dIsadvan
tages, among them a tendency to mVIte pressures for constantly
raIsmg benefIts, wmch results m defICIts In addibon, smce the
system IS fmanced WIth a tax on wages, mgher benefIts Imply
sooner or later, lugher taxes, and therefore lower levels of em
ployment Moreover, when the system IS run as It usually IS by
the publIc sector, It does not prOVide any mcenbves for effICIent
management Clule expenenced all of these problems m a rather
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acute way, and therefore, the rruhtary government decIded to re
place the eXIsbng system WIth a "capItahzahon" system, m wluch
the funds are pnvately managed and employees are reqUIred to
pay 10 per cent of theIr salanes mto mdividual pensIOn accounts
at a number of alternahve pensIon funds These funds are man
aged by pensIOn fund admmIstrators (one for each fund), wluch
are pnvate corporahons especIally created for that purpose Em
ployees freely deCIde to wluch fund to thrust theIr pensIOn sav
mgs on the baSIS of the fees charged by the admmIstrators, wluch
are market-determmed, the expected returns, wluch are a funchon
of the qualIty of portfolIo management of the admmIstrators, and
the qualIty of the servIce The whole system 15 closely supervIsed
to aVOId fraud by a Supermtendency of PensIOn Fund AdmmIs
trators, the portfolIo composihon of the funds IS hIgWy regulate
and a very conservahve nsk evaluahon system (partly pnvately
operated) was developed, and several measures mcludmg a gov
ernment guarantee of last resort eXIsts to hmIt the losses of the
penSIOn savers PublIc acceptance, as well as the Impact of the
new pensIOn system has been ImpreSSIve The funds have accu
mulated about US$10 bIllion, about one-tlurd of GDP, and tlus
amount will reach eventually over 60 percent of GDP 9 PensIOn
funds have purchased about 25 percent of the shares of the tradI
honal SOEs wluch have been pnvahzed Furthermore, the port-

9The sWItch from a "pay-as-you-go" pensIOn system to a "capitalIzabon"
system leaves the retIred WIthOut any pensIOns, and most of the acbve
populabon WIth vanous degrees of madequate pensIon levels, unless the
government mtervenes to solve the problem In ChIle, the government
deCIded to fmance the pensIOns of the retIred at the bIDe of the change m
pensIon system, and to ISsue a promISSOry note for those acbve at the
same bIDe, eqUIvalent to theIr esbIDated contnbubons up to that bIDe
under the old system These promISSOry notes carry a real mterest rate of
4 percent, and become due at the bIDe of retIrement The government
fmances these expendItures m part With the paper It sells to the new pen
SIon funds, whose portfoho has been mvested m part (on average up to
now about one-thIrd) m government debt papers
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foho managers of these large mshtuhonal mvestors have contnb
uted sIgnIfIcantly to the Improved funchonmg of the capItal mar
ket

The PnvatIzatIOn ofthe Intervened FIrms

Durmg the fIrst found (1974-1978), the contnbuhon of the
550-strong SOE sector fell, as menhoned, from 39 percent m 1973
to 24 percent, and Its employment from about 161,000 to 90,000,
not all of whIch can be attrIbuted to the diveshtures In spIte of
thIs, and that durmg thIs penod over four-fIfths of the number of
eXIshng SOEs was dIvested, only about one-twenheth of the sec
tor's net worth at eshmated market pnces was pnvahzed
(Hachette and Luders 1992) Tlus IS maInly so because
CODELCO, the huge and profItable State-owned copper company
remamed m publIc hands

Durmg 1974 alone, almost 325 fIrms were pnvahzed, when
management of most of the mtervened enterpnses was returned
to theIr legal owners Tlus process was relahvely fast and easy,
smce ownershIp, as opposed to the case now m Eastern Europe,
was well establIshed, and as a rule, addihons to eqUIty had not
been SIgnIfIcant durmg the Allende penod To the contrary, most
of these enterpnses had lost theIr workmg capItal Therefore one
of the condihons the government placed on returnmg these en
terpnses was that the owners would refram from legal achons
agamst the State to regam the lost workmg capItal Other condI
hons referred to employment level mamtenance and to a prohIbI
han to merge WIth other enterpnses Withm the same mdustry
These latter two condihons, however, were never enforced, espe
CIally after the government deCIded soon after to open the econ
omy up to foreIgn trade to enhance effICIency
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The Debt-led PriVatizatIOn Phase of1975-1978

Durmg tlus phase, 207 enterprIses were dIvested, generatmg
revenues of about US$1,200 nulhon Most of these enterprIses
had been natIonahzed under Allende, and they mcluded all but
one of the commercial banks All of the enterprIses were CORFO
subsIdIarIeS, whIch made dIvestIture a sImple process from a legal
pomt of VIew, smce It only requIred an agreement of ItS Board of
DIrectors, whose members were all government appomted Three
dIvestIture methods were used hqUIdatIon, blddmg-at-auctIon,
and dIrect sales

LIqUIdatIon

A number of enterprIses were hqUIdated ThIs happened
when a prehmmary evaluatIon of an enterprIse suggested that Its
gomg concern value was below Its hqUIdatIon values, or when the
enterprIse could not be dIvested at a prIce above the estImated
hqUIdatIon value Both of these occurrences were not strange
even If the fIrms had been profItable before 1974, smce the enter
prIses had been created when the structure of the economy was
very dIfferent from the one that prevailed once the reforms an
nounced by the military regIme were Implemented

DIrect Sales

A few enterpnses were sold dIrectly ThIs was usually done
whenever CORFO dId not receIve any qualIfIed offers m a bld
dmg process, for smaller enterprIses, or m the exceptIonal m
stances m whIch It was decIded to sell the enterprIses to the em
ployees, lIke the Empresa de ComputaclOn, ECOM (ComputatIon
EnterprIse) ECOM had been created to handle the InformatIon
handhng needs of the pubhc sector, most of Its hardware was
leased, and It was felt that ItS mam 11capItal" was Its employees
Turnmg over ECOM to the employees at a relatIvely nommal
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charge, at theIr own request seemed therefore natural Somethmg
smular was done WIth other hIgh-level manpower mtensive en
terpnses 10

BIddmg-at-auchon

Most enterpnses, however, were dIvested usmg a bIddmg
process regulated by Decree No 1068 Accordmg to the decree,
bIdders could eIther offer cash or credIt terms, and CORFO was
allowed to reject all offers WIthOut any expressIon of cause, accept
the best offer, or If It so WIshed, negohate WIth the two hIghest
bIdders Over hIDe, thIs last form became the norm, whIch on av
erage probably resulted m somewhat lower pnces than those It
could have obtamed Just by accephng the hIghest offer In a
country m whIch at the hIDe at most two or three fIrms were ef
fechvely parbClpahng m each bIddmg process, the expectabon of
a further negohabon IS hkely to have mduced lower ffilhal offers
by all parhClpants In the negobabon, the wmner probably only
offered a pnce slIghtly above that of hIs contender, smce he was
m a posibon to "feel" the latter's willmgness to pay, a feelIng he
could not have before the bIddmg

Most of these divesbtures took place on credIt terms, and
therefore the second phase of the fIrst round IS known as the
"debt-led" pnvahzabon phase After the Allende regnne, very
few ChIleans had lIqUId assets of any amount (although some of
them had conSIderable wealth) smce mflabon had WIped out most
fmancIaI assets, corporabons had lost all theIr workmg capItal,
and ChIleans have tradibonally had low mvestments abroad
Moreover, at the hIDe foreIgners consIdered the country to be a
very rISky place to make mvestments, m part because the nuhtary
regnne was not consohdated, but also because the economy was

lOIn general, ill Chile control of very few enterprISes was transferred dI
rectly to the workers, although worker partICIpatIon ill pnvatIzed enter
prlSes became very Important durmg the Second Round (1985-1989)
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not perforrnmg well Under those cIrcumstances, cash sales
would have generated very low prIces Smce the government
needed resources to balance Its budget, It expected to get SIgnllI
cantly hIgher revenues by offermg controllmg mterests m SOEs
on credIt terms (eIght to twelve years, 7 to 12 percent real rate of
mterest, very low down payment) It has to be recalled that at the
bme, due to the hqUld resource scarcIty, the credIt market was
very short (most credIt operatIons dId not exceed 30 days) and
real mterest rates were extremely hIgh (64 percent m 1976, 42 per
cent m 1978) In addItIon, to mcrease the number of bIdders, but
also to WIden the entrepreneurIal base of the country, the gov
ernment dId not pre-classIfy bIdders on the baSIS of theIr solvency
or management expenence

The result of thIs process was a dISaster RIsk-takers were at
tracted by these condItIons and usually acquIred several enter
prIses Smce the down-payment requIrements were modest, they
tended to form hIghly leveraged conglomerates GIven that the
commerCIal banks were also dIvested (although WIth shorter
credIt terms), most of these conglomerates acquIred at least a
commerCIal bank, or If they dId not do so, they created one later 11

BIdders, who m fact rIsked very httle, were probably mchned to
offer "hIgh" prIces for the SOEs to be divested/2 and were there-

11lruhally the government lmuted the parhClpahon of anyone natural
person to 1 5 percent of a commercIal bank's shares, or 3 percent m the
case of corporahons However, conglomerates, through theIr network of
holdmg comparues, had no problem m gelling around the mtenhon of
thIS lmutahon and acquIred absolute control of the commerCIal banks
The government later on repealed these lImIts argumg that It could not
enforce them In fact, at the hIDe the econOmIC team probably felt that, If
anythmg, such lmuts to the exerCISe m econOmIC freedom were not war
ranted
I2It IS therefore Iroruc that around 1980, when at the peak of a boom,
these conglomerates appeared extremely successful, many attrIbuted
theIr success to the "low" pnces at whIch the government had dIvested
the SOEs See Dahse (1980)
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fore later on hkely mduced to take above reasonable rIsk to be
able to pay for the chfferent mstallments 'flus ITI1ght be a typIcal
case of "moral hazard" Moreover, thIs process of mdebtedness
and exceSSIve rIsk takIng was aggravated by an exaggerated de
gree of "asset monebzatIon" durmg the last years of the decade of
the 1970s HIgh and rapIdly nsmg asset pnces (at a rate sIgmfI
cantly exceedmg the stIll very hIgh domestIc real mterest rate) m
Juced some to sell land and stock to acqUIre commercIal bank de
pOSIts, whIle nsk-takers bought the land and stock WIth
commercIal bank credIt 'flus mdebtedness WIth the bankIng
system was further mcreased when the net (after mvestments)
operatIonal revenues from the prIvabzed SOEs turned out to be
msuffICIent to pay for the mstallments to the State WhIle most
conglomerates InItIally dIversIfIed therr sources of credIt, when
condItIons changed, especially durmg 1981-1982, they tended to
tum mcreasmgly to therr own fmancial mstItutIons, up to the
pomt where most of these fInanCIal mstItutIons ended up WIth
hIghly concentrated credIt portfohos (de la Cuadra and Valdes
1989) When the effects of a foreIgn receSSIOn hIt the country
durmg the early 1980s, and later on when the foreIgn debt cnSIS
emerged, mdebted fums and persons, conglomerates and others,
became msolvent, and deeply affected the bankmg sector

The government then deCIded to take over the msolvent
banks, whIch mc1uded the most Important pnvate fmanCIal m
stItutIons controllmg over 60 percent of the sectors assets, to hq
mdate some and rescue others 13 In the short run, the government
through a central bank swap operatIon, took over for all practIcal
purposes the "bad" portfoho of the fmancIal system to restore ItS
solvency and effectIveness No doubt, the mtervened fInanCial
mstItutIons-whIch were re-pnvabzed later on-are m prmClple

13Large-scale Intervenbons of fInanCial InSbtubons took place In late 1981
and early 1983 (Luders 1985) In all of these cases, the bank Intervenbons
were managed In such a way that control of the banks changed hands,
and stockholders lost, for all practIcal purposes, all therr eqUIty
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cOmmItted to repurchase the "bad" debts over bme wIth a hIgh
proporhon of theIr profItS,t4 whIch they have to allocate for thIs
purpose In spIte of thIs cOmmItment, It IS now clear that at least
two large banks are unlIkely to be able to repurchase theIr bad
debt (SlIva 1991) and m addihon, these swap operahons, and
other refmancmg schemes for small and medIum-sIZed borrow
ers, Imply heavy mterest rate subsIdIes from the government and
the central bank Smce the government used pnvatlZahon reve
nues to fmance hIgher levels of expendItures of educahon, health,
housmg and SOCIal secunty, It can now be argued that part of
these expendItures were fmanced by borrowmg at the extremely
hIgh mterest rates prevaIlmg m the country at the bme, and It IS of
course dIffIcult to JUstIfy those expendItures under such condI
hons

More Important from a pohcy pomt of VIew, diveshtures on
credIt to controllmg parbes m a country WIth very scarce hqUld
assets and no foreIgn mvestment will mVIte hIgher than reason
able bIds Under such cIrcumstances, It should be expected that
purchasers will at one hIDe or another resort to credIt to pay at
least part of theIr Installments If the government decIdes to
spend all Installment revenues, It mIght create upward pressures
on an mterest rate whIch IS already hIgh, preCIsely because of the
scarCIty of hqUld resources In ChIle, the government receIved
between 1974 and 1978 pnvatlZabon-related payments of US$582
millIOn, whIle It mcreased ItS £manClal assets by about US$300
millIon, whIch should have at least neutralIZed some of the up
ward pressure on the mterest rate (Hachette and Luders (1992)

1'71us 15 m Itself a source of moral hazard, and nught mduce these banks
to mcur lugher than optImum costs, smce theIr effechve rate of "taxa
han" on mcome becomes very lugh
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The "Odd Sector"PnvafJzafJoni5

Although some modest efforts to prIvatIze a few tradlhonal
SOEs were begun durmg 1982-1983, the next wave of SOE illves
htures started m late 1984 The fust phase of thIs second round
consIsted m the pnvatIzahon of those enterpnses wInch had
fallen mto the hands of the mtervened fmanCIal mshtuhons
Among the more slgmflcant of these enterpnses, a maJonty were
enterprIses wInch had been pnvatIzed before, wlule others were
eIther recently created fums or tradlhonally prIvate fums Only a
handful of these enterprIses had gone bankrupt, wlule the rest
belonged to conglomerates wInch eIther had gone bankrupt or
had negohated theu hqUldahon WIth the government to avoId
bankruptcy The expressIOn "odd" was used to sIgnal that these
enterprIses no longer belonged to the prIvate sector (smce they or
theu holdmg compames had gone bankrupt), nor to the pubhc
sector, smce the fmancml mshtuhons had been mtervened by the
government, but dId not belong to the State

BIddmg Pre-qualIfIcatIOn and Cash Payment

All but four of the larger "odd sector" enterpnses were prI
vatIzed usmg a blddmg process, wInch m thIs case was managed
eIther by the fmanclal mshtuhons duectly, or m the case of nego
hated settlements, by speCIal COmmlSSIOns m wInch the owners
had a mmonty representahon In those cases, the government
played an lIDportant mduect role through the appomtments of
those responsIble for carrymg out the process Durmg thIs phase,
to avoId some of the problems generated by the illveshtures of the

15Por a defmItlon of 'odd-sector, see followmg paragraph Unfortu
nately m the case of most of these"odd sector" dlvestltures, httle pubhc
mformatlon IS ava:tlable on the pnvatIzatlon transactlons, whIch are con
SIdered by the responsIble partles to be strICtly "pnvate transactlons,"
WhIch from a legal pomt of VIew IS correct
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fIrst found, care was take to pre-qualIfy bIdders, especIally on the
basIs of theIr solvency, and dIvest on a cash payment basIS

Part of these dIvestItures took place when foreIgners already
had been mVIted to purchase shares m enterpnses to be pnvatIzed
through debt-eqUIty swaps TIns mecharusm (ArtIcle XIX of the
Central Bank Statute) was developed to attract "foreIgn mvest
ment" to reduce the foreIgn debt of the country Under ArtIcle
XIX, capItal could not be repatrIated for ten years, versus three
years for standard foreIgn mvestments, whIch was to compensate
for the fact that mvestments could be made WIth ChIlean debt pa
per valued at the tIme at around 60 percent Although lllitIally
the government dId not "tax" these operatIons m any other way,
It dId so later on when "foreIgn mvestors" had to exchange ChIl
ean foreIgn debt papers for long-term central bank bonds carrymg
a sIgrnfIcantly lower-than-market real mterest rate, and then had
to dISCOunt these bonds m the market to pay for the shares of the
dIvested enterpnses The swap mecharusm was used to pay for
over 20 percent of the shares of the SOEs pnvatIzed durmg the
second round However, as a rule, foreIgn mvestors dId not par
tICIpate dIrectly m the "odd-sector" dIvestItures, but bought mto
the enterpnses after pnvatIzatIon TIns happened, for example, m
the case of Carter-Holt (New Zealand), whIch acqUIred 50 percent
of the shares of the holdmg company Angel11lli, one of the most
Important ChIlean entrepreneurs, whIch had been created to con
trol COPEC, a large concern operatIng m gasolme and electrIcal
applIances dIstrIbutIon, cellulose and fIsh-meal productIon, and
other lmes of busmess The same process took place m the case of
Paulaner, one of the large German beer producers, who bought
mto Comparua Cervecenas Urudas (CCU), bnefly after LuksIC
had won the bId and gamed control of CCU In general, m spIte
of a debt-swap mecharusm whIch favored foreIgn over local m
vestment m the case of pnvatIzatIons/6 the case of the Comparua

I6Smce foreIgners were allowed to pay for shares m pnvatIzed SOEs WIth
Chilean debt papers accounted for at par value, but they could purchase
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de Telefonos de Clule (CTC), to be descnbed later, stands out as
the only sigruficant wholly owned foreIgn acqulSlhon, whIle m
other cases, Jomt ventures have been formed

Popular CapItalIsm

Among the "odd-sector" enterpnses were the two largest
former pnvate commercial banks-Banco de ChIle, whIch had
been controlled by the VIal or BHC conglomerate and a group of
other mvestors, and Banco de Sanhago, wholly owned before the
cnSIS by the Cruzat-Larram conglomerate-and the two largest
AFPs (pensIOn fund adffiIDlstrators)-Sanh Mana and ProvIda
controlled by the same conglomerates To pnvahze these enter
pnses, the government developed a mode called "popular capI
tahsm," whIch m essence was nothmg but a free transfer of own
ershIp to taxpayers The banks, whIch had to be capItalIzed,
Issued new shares whIch were offered to the general pubhc on the
baSIS of a long-term credIt offered by CORF017 at zero percent
real mterest,1B and a down payment eqUIvalent to a year's ex
pected dIVIdend Moreover, IDlhally purchasers were allowed to
deduct each year from the mcome base for tax purposes the total

these at less than par, they were m a posInon to offer hIgher pnces than
the Chileans, who had to pay cash GlVen compehng foreIgn and Chil
ean bIdders, the former should have offered hIgher pnces exactly to the
extent of the effecnve dlScount on Chilean foreIgn debt papers

I7The lSsue of these shares was accompamed by a round of paper ex
changes between CORFO, the central bank and these two commercIal
banks whIch m the short run lffiphed a capItahzanon of the commercIal
banks, a reductIon of theIr debt WIth the central bank, and left CORFO
With part of the debt of the central bank, offset by the debt of the share
purchasers In the long run, both of these latter debts would be elmll
nated, not affectIng CORFO's balance sheet
I8Later on popular capItalIsm was used to pnvatIze part of some of the
electrIC compames, but m these cases, a lower-than-market mterest rate
was charged
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amount of theu mvestment m these shares, as long as they dId not
sell them Although tlus latter prOVISIon was later repealed, and
m spIte of the fact that those banks were among those forced to
aSSIgn a part of theu mcome to repurchase bad debt from the
central bank, the expected net pnce of these shares for taxpayers
m the upper-mcome brackets was zero or negatIve However,
smce the government was mterested m spreadmg property of
these shares, they Inmted sales as a functIon of past tax payments,
whIch turned out to be a Inmt of about US$7,OOO per person per
fum The shares Issued were easily underwntten and generated
tens of thousands of new shareholders Although many "popular
capltahstslf have smce sold theu shares, and some people seem to
be accumulatIng larger holdmgs, ownershIp 18 stIll extremely
WIdespread and the annual shareholders meetIngs are held m
large theaters or stadIUms, while effectIve control of these two
banks IS m the hands of management

A slffiIlar process was used to pnvatIze the two mentIoned
AFPs, although m tlus case only a part of the eXIstIng shares were
offered to "popular capitahsts If The Aetna Insurance Company, a
49 percent partner WIth the VIal or BHC Group m the AFP Santa
Mana smce ItS creatIon, acquued an addItIonal 2 percent as a re
sult of a duectly negotIated purchase, the rest of the shares (an
other 49 percent) were offered to "popular capltahstslf under
slffiIlar condItIons as those descnbed m the preVIOUS paragraph
Bankers Trusts also bought, through a debt-eqUIty swap, 40 per
cent of the shares of ProvIda, the largest AFP, after a duect sale
that was mtended to generated a controlling shareholder m tlus
company The rest, 60 percent of the eqUIty of Provlda, was of
fered to "popular capitahsts If As m the case of banks, the shares
of these two AFPs were eaSIly placed and generated thousands of
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shareholders Management, of course, m these cases was con
trolled by the two foreIgn partners 19

THE PRIVATIZATION OF TRADITIONAL
STATE-OWNED ENTERPRISES

The last phase of the Chilean SOE dIvesbture program began
m 1985 and consIsted of the pnvahzahon of around 30 of the large
tradIhonal SOEs Thts generated publIc sector revenues exceed
mg US$1,200 mIllion

The pnvahzabon of these enterpnses was more sensIbve,
smce the nabonahsts, whIch mcluded some of the most ardent
supporters of the military regIme, the MarxISts and the SOCIalIsts,
and even many belongmg to the parbes of the polIbcal center, dId
not support these dIvesbtures Therefore, the government acted
WIth extreme caubon The frrst step was, m general, the transfor
mahon of the SOEs mto corporabons, subject to the supervISIOn
and mformabonal reqmrements of the correspondmg Supermten
dency Thts was done, It was argued, to Improve control over
these enterpnses and therefore management Who could object to
such an aIm? The next step was to announce the sale of up to 30
percent of the enterpnses (a part of that went to workers and
managers), by no means to pnvahze eventually the enterpnse, It
was SaId, but to collect resources to fmance some of the needed
mfrastructure mvestments and to Improve the qualIty of man
agement even further through the pressure generated by pnvate
sector board members, and stock exchange quotes of therr

19Many felt at the bme that control of the two largest AFPs m the hands
of foreIgners nught become controverSIal In fact, at the bme of the dIS
CUSSIOn of the polItIcal platform of the partIes now controlling the gov
ernment, many party members favored the transformatIon of the AFPs m
general mto nonprofIt, or at least worker-controlled, corporatIons How
ever, the general satIsfactIon WIth the functIonmg of the new pensIon
system eventually led to acceptIng the status quo
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shares 20 Agam, who could object to tlus? Later, the dIvested per
centage was raIsed to 49 percent, but by that tIme WIth very httle
opposibon, given the posIbve Impact of the prevIOus percentages
of eqUIty dIvested And then usually very qUIetly, two addibonal
pomts were sold m the stock exchange, and the enterprISe had
been pnvabzed Complete divesbture followed then usually
swIftly

Labor CapItalIsm

Durmg thIs last phase, the government made an effort to
spread ownershIp of the pnvabzed enterpnses They usea a bat
tery of divesbture modes, whIch mc1uded especIally "popular
capitahsm" as already descnbed, "labor capitahsm," "msbtubonal
capitahsm," and "tradibonal capitahsm"

To gam worker support, among other reasons, the govern
ment usually offered lllibally to the employees of these tradibonal
SOEs, a percentage of the eqUIty of the enterpnse at a lower than
(estImated) market pnce 21 The share of the net worth offered to
workers vaned from company to company, mamly m relabon to
the wage bill-to-eqUIty rabo of the enterpnse, and tended to aver
age about 6 percent Workers paId for the stock WIth the advance
of 50 percent of the severance payment they were enbtled to,22 the
operabon of whIch had to be authorIZed especIally by law If at
the tIme of retIrement, or before If pertment, the worker sbll
owned the stock, and If the stock was worth less than 50 percent

2°In some cases, the percentage of eqUIty was ImmedIately ftxed at 49
percent See Luders (1991)
21In some cases, the pnce subSIdy was replaced WIth other mcenhves, for
example, credIt at subSIdIZed mterest rates or cash advances on the nght
to severance payments

22In most of these tradihonal SOEs, workers were enhtIed to receIve one
month of salary per year of servIce at the hIDe of retIrement, If the em
ployer decIded to end the contract earher
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of the severance payment he was enbtled to, the fum was forced
to "repurchase" the stock These offers were, m fact, "no less"
sItuabons m whIch, because of the dIscounted prIce of the shares,
the lIkelIhood of gam was very hIgh It IS, therefore, not surPrIS
mg that the overwhelmmg majorIty of the enbtled workers ac
cepted the offer, very often even agaInst the "Instrucbons" of theu
UnIon leaders who were pohbcally mobvated In some enter
prIses, workers used the capItal they had, after acquumg these
shares, to provIde collateral for (commercIal bank) loans to pur
chase addlbonal shares In thIs way, m enterprIses lIke CAR
(steel), SOQUIMICH (ChIlean rutrate), ENERSIS, the holdmg
company of some of the prIvatIzed electrIC companIes, and some
others, workers acquued over 35 percent of the eqUIty Moreover,
to prIvatIze ENDESA, the large electrIc generabng and dIStrlbut
mg company, the government dIVIded It mto a large number of
mdependent corporabons, some of whIch became wholly worker
owned

Table 5, taken from Hachette, Luders, Tagle and others (1992)
shows, perhaps better than many words, the Impact of "labor
capItalIsm" m some enterprIses In thIs case, the dIVIded mcome
from CAP shares represented m 1989-1990 almost 4 percent of the
average workers' labor mcome

InstJtutlOnal Capltahsm
Stock was also sold mduectly to workers through a mode known
as "msbtubonal capItalIsm" As menboned earlIer, the new pen
SIOn system provIded an opporturuty for the government to sell
shares of the SOE to be dIvested to the pensIOn funds By statute,
these funds were allowed to mvest a fracbon m stock of corpora
bons, as long as the supervlSmg authonbes would allow It Im
bally the authonbes were reluctant to permIt pensIOn funds to
mvest m shares of pnvate corporahons However, once the nsk
c1aSSITICabon mechanIsm was developed and proven, they de
CIded to allow funds to purchase shares m SOEs to be pnvatIzed,

337



State-Owned Enterpnse DIvestItures In ChIle

Table 5 Average Income of a Capworker (US$1990)

Year Labor Yearly DIvIdends Yearly DIVI-
Income (7,000 shares) dends/ Labor In-

come (%)

1986 4453 116 3

1987 4557 394 9

1988 4482 955 21

1989 4467 1967 44

1990 4407 1392 32

Source CAP S A de InverslOnes

as long as these fulfilled the legally requrred conmhons 23 As a
result, pensIOn funds soon became a sigruficant source of funds
for the pnvahzahon process, acqurrmg about 25 percent of the
shares m most of the dIvested tradihonal SOEs Moreover, as a
rule, the government would offer shares to the AFPs, normally m
a bIddmg process at the stock exchange, ImIllediately after havrng
offered them to the workers Sales to the pensIon funds thus be
came a way of creahng a market for these shares, m those cases m
wmch the shares had not been traded before, or theIr market had
been very fum, wmch was the norm ThIs was Important, smce
the remammg shares of the pnvahzed SOEs, after "labor" and

~hIS was not always a trIVIal reqUIrement For example, m the case of
ENDESA, Its debt-to-eqUIty raho was so hIgh (229 tImes m 1986) that,
given the rISk classmcahon procedure, Its shares would have been claSSI
fIed below the acceptable rISk level As a result, the government deCIded
to capItalIzed US$500 millIon of Its debt, through a swap operahons ear
ned out between CORFO (ENDESA's owner) and ENDESA Itself ThIs
operahon was later cnhclZed argumg that It Imphed a subSIdy to
ENDESA share purchases, whIch was not the case See Hachette, Lud
ers, Tagle, and others (1992)
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"InStItutIonal" capItahsm, were usually sold at the stock ex
change

TradItIOnal CapItalIsm

Although "popular capItahsm" was only used m a few pn
vatIzatIons of thIs phase (notably ENDESA and a few electrIc dIS
trIbutIon comparues), and "labor" and "popular" capItahsm was
apphed to most pnvatIzatIon, "tradItIonal capItahsm" was always
present It consIsted of sales through the stock exchange, most of
m the form of auctIons of relatIvely small stock package TIns
form of capltahsm also mcluded sales to foreIgners, as m the case
of the Comparna de Telefonos de Clule (CTC), where 30 percent
of the shares were bid-at-auctIon mtematIonally, WIth the com
mItment of the wmners to mvest addItIonal US$337 millIon to
raIse theIr share m the company to 50 percent Overall,"tradI
tIonal capltahsm" was used to prIvatIze over 50 percent of the
shares of the dIvested tradItIonal SOEs, and became another Im

portant factor m the development of the Clulean capItal market

Overall Accompl1shments

The accomphshments of the pnvatIzatIon process can be
Judged from many pomts of VIew Some of ItS specIfIC effects on a
number of econOmIC varIables will be dIscussed m the next sec
tIon, while here only some general comments are made On the
one hand, the value of the dIvested eqUIty dId not exceed US$4
bllhon, mcludmg the estImated value of the free of charge returns
of the hrst phase, while only the estImated present value of the
cash flows of CODELCO, still m State hands, exceeds that
amount Moreover, the value added by the SOE sector durmg
1988-that IS, towards the end of the pnvabzatIon process-was
over 15 percent of GDP Although smce then thIs ratIo must have
fallen shghtly, It IS probably still above that of the late 1960s and
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sIgmficantly above that of the average of countrIes WIth market
econOmIes (Hachette and Luders 1992)

On the other hand, wlule at the end of the Allende govern
ment, the State controlled almost 600 enterpnses, m late 1989 that
number had fallen to less than 50, and It should not be forgotten
that a sIgmficant proporhon of those represent the former water
and sewerage servIce whIch was broken down mto more than ten
regIOnal corporahons The SOEs of 1973 were, m generat the
major fIrms m prachcally all econOmIC sectors, wlule m 1989 only
a handful of large enterprIses remamed m State hands, m par
hcular, CODELCO (copper), ENAP (petroleum) and Colbun
MachIcura (electrICIty generahon) Moreover, although the value
added after the dlveshtures IS sbll as hIgh as that of the late 1960s,
It has fallen sIgmficantly from that of 1973 (39 percent of GDP),
and IS esbmated to be below 5 percent of GDP If only CODELCO
IS excluded 24 As a result, except for mInmg (copper and petro
leum), the prIvate sector has become the major player m all other
econOmIC sectors, whIch was not the case before pnvahzahon
Wlthm mInmg, petroleum IS a dechnmg mdustry m ChIle for lack
of reserves, and the overwhelmmg majorIty of the expansIOn m
copper IS takmg place wlthm the prIvate sector As a result of a
recently approved law, CODELCO will be able to explOIt ItS vast
mmmg rIghts on the baSIS of Jomt ventures WIth prIvate enter
prIses, whIch can even have a controllmg majorIty m them 25

That IS, prIvahzahon has been one Important mstrument of
an econOmIC pohcy whIch has transformed the prIvate sector mto
the prmclpal agent of econOmIC growth m the country, and a
stagnant economy mto a dynamIC one In thIs sense, It fully re-

2~urmg the late 1960s, CODELCO dId not eXISt, and the large copper
compames were foreIgn-owned Tlus means that the value added by the
SOE sector m the rest of the economy fell by more than two-thuds as a
result of the pnvahzabon

25Accordmg to the Chilean Consbtubon, CODELCO and ENAP are the
only two SOEs whIch cannot be pnvahzed
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sponded to government expectabons However, WIthout de
regulabon and the openmg of the economy to mternabonal trade
and capItal flows, among other complementary measures, these
effects could probably not have been accomphshed The whole
structural reform package assured the socIal usefulness of pnvate
enterpnse, whIch now has to seek profIts by sabsfymg the needs
of the populabon producmg the goods and servIces demanded at
the lowest possIble cost In the past, espeCIally for the larger con
cerns, rent-seekmg acbvibes, hke pressmg for hIgher custom tar
Iffs and fIXed pnces, hmIbng entry mto the mdustry, obtammg
SUbSIdIzed credIts, etc were more profItable than effICIent pro
ducbon As a result, the Image of the pnvate sector has changed,
and the whole pnvabzabon process, mcludmg that of tradibonal
SOEs, has become legIbmate 26

WEALTH, EFFICIENCY, EMPLOYMENT AND CAPITAL
MARKET DEVELOPMENT EFFECTS OF THE
PRIVATIZATIONS

Divesbture of SOEs affects many econOmIC vanables Four of
these vanables have been chosen here for a bnef analySIS, because
of theIr SIgnIfIcance m relabon to thIs ISsue, or m VIew of the con
troversy whIch arose around them m ChIle

Dld PnvatJzaflOn Reduce Pubhc Sector Wealth?

Pnvabzabon will normally affect both fiscal cash flows and
ItS wealth In ChIle, SOEs as a group tended to be margmally
profitable, except durmg the Allende penod, but generated nega-

26Although some aspects of the pnvahzabon procedure of a few firms
have been quesboned, and Congress launched some bIDe ago an mvesb
gabon mto them, the present government (m the 0pposlbon durmg the
military regune) has mdlcated clearly that thIs will not result m a reversal
of saId dIvesbtures
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hve cash flows, due to remvestment reqUIrements (Larram and
Selowsky 1991) If one projects those crrcumstances, It could be
argued that pnvahzahon reversed cash flows for the pubhc sector
from the operahon of these enterpnses Imhally the Government
receIved the revenues from dlveshtures, and thereafter a steady
tax stream Revenues from SOE dIveshtures averaged over 3 4 of
the central government budget between 1974 and 1989, and ex
ceeded 10 percent of It m 1975 and 1988 As a percentage of GDP,
they averaged m excess of 9 percent over the same penod In ad
dihon, of course, the government was receIvmg taxes on the m
come generated by the dIvested enterpnses

The wealth effects of pnvahzahon depend CruCIally on the
expected effICIency gams (or losses) WIth pnvahzahon, the dives
hture modes used, and the use the government makes of the pn
vahzahon revenues If the enterpnse IS run as effICIently m the
pnvate sector as m the pubhc sector, If the sales mode IS compeh
hve bIddmg, and If the government remvests pnvahzahon reve
nues, no changes m wealth will take place If the pnvate sector
runs the dIvested enterpnses more effICIently, everythmg else
equal, the State will be ncher to the same extent as the country If,
m addihon, the transfer of ownershIp IS free of charge, a wealth
transfer from the pubhc to the pnvate sector will take place, al
though the country mIght shll gam the same

In ChIle, the wealth redistribubon effects of the pnvahzahon
process became an Important Issue There IS, of, course no reason
why pnvahzahon should necessanly leave pubhc sector wealth
unchanged, as some pretended However, those same people dId
not oppose SubSIdIZed sales to workers, whIle cnhcIZmg the SIg
nIfIcant capItal gams generated by most of the dIveshtures to
other non-mshtuhonal purchasers of shares In the frrst senous
attempt to measure the wealth loss of pnvahzahon to the pubhc
sector, Marcel (1989) compared the present value of the eshmated
cash flow (dIscounted at 9 percent) of a sample of ten dIvested
tradihonal SOEs, WIth the present value of the pnvahzahon reve-
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nue, all esbmated and measured as of the end of 1987 On the ba
SIS of thIs, he estImated the wealth loss to average over 40 percent

Cabrera, Hachette and Luders (1991) obtamed very dIfferent
results by workIng WIth a longer penod, and by queshomng the
dISCOunt rate used, as well as the fact that Marcel ImphCltly as
sumed that purchasers of shares m dIvested enterprIses durmg
the 1986-1987 penod had always all the InformatIon available at
the end of the perIod 27 Smce durmg those years the economy
Improved very rapIdly, cash flow estImated as of late 1987 dIf
fered SIgnIfIcantly from those estImated WIth the same methodol
ogy m early 1985, when the economy was only begmmng to re
cover very hmIdly from one of ItS two largest recessIOns of thIs
century Cabrera, Hachette and Luders (1991) trIed to come as
close as possIble to market values as of the date of dIvestIture of
each stock package, esbmatIng cash flows gIven the InformatIon
available at the tIme of dIvestIture for each one of those packages
Instead of takIng an arbItrary dISCOunt rate, as Marcel dId,
Cabrera, Hachette and Luders esbmated the pertInent dIscount
rate for each dIvested package, takmg advantage of the fact that at
that tIme the country was already relatIvely open to mtematIonal
capItal flows, and usmg the "law of one pnce," adjusted for the
rIsk dIfferentIal between Chile and the USA Not surpnsmgly,
for the lilltIal years of the exerCIse, dIscount rates about doubled
the 9 percent rate Marcel had used Moreover, as Cabrera,
Hachette and Luders show, dISCOunt rates would have been much
hIgher (and therefore esbmated market values much lower) than
those used by the latter, If they would have been obtamed dIrectly
from the stock exchange, where stock pnces had been very vola
tIle

27Marcel added up the percentages of eqUIty m Ius sample of SOEs dI
vested durmg the years 1985-1988 and then estImated the present values
of the cash flows WIth the mformabon avaIlable at the end of 1987
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Table 6 shows the results Hachette and Luder (1992) obtamed
applymg the methodology descrIbed above to the 1986-1989 pe
nod, wmch covers the whole pnvatIzatIon process of the ten tra
dItIonal SOEs analyzed by Marcel Overall, pnces effectIvely paId
were 15 4 percent below those estImated by Hachette and Luders
However, the estImates were carned out m such a way that the
expected bias of the estImates would always tend to turn out
agamst the hypothesIs of the authors, that IS, that pnces offered
would be close to competItIve market pnces Moreover, as can
easIly be notIced from Table 6, It IS hIghly lIkely that durmg 1986
the dISCOunt rate was sIgmflcantly underestImated, probably due
to a rIsk of re-natIonahzatIon, a factor not consIdered That IS,
even If abstractIon IS made of the subSIdy to workers, the use of
an unbIased estImate and a corrected dISCOunt rate would have at
least reduced, If not ehmmated, the 15 4 dIfference between the
estImated competItIve market pnce and the effectIve prIce of the
pnvatIzatIon In conclUSIon, the analysIs of the dIvestItures of
thIS sample of SOEs suggests that, on average, the wealth trans
fers between the pubhc and prIvate sectors were m alllIkehhood
relatIvely mSIgmflcant, If they eXIsted at all There are, however,
sIgmflcant dIfferences among the fIrms ill the sample WIth respect
to thIs Issue, whIch shll have to be illvestIgated on a case-by-case
baSIS

Independently of the wealth effect of the dIvestIture transac
tIons themselves, the State reduced ItS wealth when It deCIded to
use durmg the fIrst round pnvatIzatIon revenues to fmance some
of the SOCIal expendItures Durmg the second round of dIvestI
tures, those revenues were Instead remvested m mfrastructure
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Table 6 Sale of Stock of Ten CORFO SubsIdIarIes,
Annual Summarya

130
24

154

187

Total
85,1593

74,0977

11 0616

162
09

171

9,9015

1,9147

198ge
118162

781

53
25

89

2,1466

1988d

40,2785

38,1319

80
48

233

128

1987c

20,2264

1,6157

18,6107

419

419

448

7,4537

5,3846

1986
12,8383Est Pnce

(UFthou
sands)b
Real Sales
Pnce (UF
thousands)
Difference
UF thou

sands
%

Interest Sub
sIdy (%)f
Total DIffer
ence (%)g
Workers
and CapI-
talIsts
DIff mfavor
of workers
(%)
DIff m favor 417 99 171 150
of capItal
(%)h

Notes
a Included are ENTEL, CTC, CAP, ENDESA, SOQUMICH,

CHILGENER, CHILMETRO, CHILQUINTA, IONS AND
LABORATORIO CHILE

b The UF 15 a umt of account that 15 adjusted monthly accordmg to the
change m the Consumer Pnce Index Therefore, the values ex
pressed are m real terms As of AprI115, 1989, the UF was eqUIva
lent to US$18 50

c Includes one sales, With subSidIZed credit, of a package of shares of
ENDESA (12/87) approved by Law 18681 to publtc employees

d Includes the sale of two packages of shares of ENDESA (3/88
12/88), WIth SubsIdIZed credit approved by Laws 18747, the sales
were made drrectly to publtc employees and mdrrectIy through
popular capItalISm
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e In 1989, CORFO sold stocks only of ENDESA, CTC and ENTEL
among the ten fIrms consIdered here Includes the sale, WIth SUbSI
dIZed credIt, of two packages of shares of CTC (3/89 and 4/89)

f Include sales to publIc employees
g thIS lIne mdlcates the subsIdy secured by purchasers of stocks when

usmg subsIdIZed credIt from CORFO to buy those shares
h Tlus lIne represents the sum of the dIfference between estunated and

actual pnces and the mterest subSIdy

Are Pnvate Enterpnses More EfhClent than SOEs?

From the pomt of VIew of the well-bemg of socIety as a
whole, the answer to thIs questIon IS CruCIal However, a com
prehensIve answer IS very complex, smce It has to address not
only questIons about the use of resources Wlthm the enterpnses,
but also the effect of ownerslup patterns on the allocatIon of re
sources among dIfferent sectors, subsectors and so on As a mat
ter of fact, often the eXIstence of SOEs IS JustIfIed precIsely on the
grounds of market failures m the allocatIon of resources, whose
costs overshadow, It IS argued, any mternal mefficiencies SOEs
mIght have In Clule, perhaps more so than m any other country,
an effort was made durmg the military government to separate
these two Issues, on the baSIS of generabng a set of rules and
regulatIons applIcable to all types of enterpnses, wluch would be
conductIve to an optImum allocatIon of resources Free pnces for
competItIve mdustnes and margmal cost pncmg for monopolIes,
open mternatIonal trade and capItal flows, neutral taxatIon, and
many other polICIes were deSIgned to achIeve a good resource al
locatIon RedIstrIbutIon, m the form of opportunIty equalIzatIon,
was and IS carned out mamly through government expenses
Withm that enVIronment, WIthOut any dlScrlffilllatIon whatsoever,
pnvate and SOEs alIke had to survIve and prosper

Under such condItIons It IS pOSSIble to test relatIvely easily
dIfferences m enterprIse behaVIOr, mdudmg effICIency Hachette
and Luders (1992) report on work done WIth SebastIan de Ramon,
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applymg mulbvanate and dIscnmmant analysIs to a set of fman
CIaI rabos, obtamed from balance sheets and mcome statements of
a large sample of pnvate and SOEs for the 1980-1987 penod Al
though pnvate enterpnses tum out to be, as a group, shghtly
more effIcIent than SOEs, the dIfference IS not SIgnIfIcant from a
stabsbcal pomt of VIew The explanabon IS that dunng that pe
nod, pohbcal mterference m the management of the SOEs was at
a nurumum, and they faced a hard budget 28 Both condibons
should not be expected, as pubhc choIce theory tells us, to hold
over the long run 29

Usmg a completely dIfferent methodology, the case method,
Hachette, Luders, Tagle and others (1992) came to the conclUSIOn
that m fIve out of SIX cases of large pnvabzed fums studIed, m
temal effICIency was enhanced as a result of pnvabzabon 30 ThIs
conclUSIOn was based on fmancial data (sIml1ar to the that used
for the above-menboned stabsbcal analysIS) and some mdlcators
of phYSIcal effICIency

Did Pnvahzatwn Produce Unemployment?

Pnvabzabon IS often assocIated WIth unemployment If pn
vate enterpnses seek to maXlffilZe profIts, as econOmIC theory tell
US, they will of course try to ffi1TI1ffi1Ze costs, mcludmg labor for

28S0Es had to self-fInance themselves and dIStrIbute 100 percent of theIr
profIts m dIVIdends Investments whICh exceeded depreCIabon were,
and sbll are, subject to a very strIct and technIcal evaluabon process

29Yarrow (1989) comes to a sImIlar conclUSIOn WIth respect to fIrms m
England durmg the 1980s, so the ChIlean case IS not umque m thIS re
spect
3'The fIrms studIed were Banco de Clule (FIrst and Second Round) CAP
(the only large steel mill m the country), Celulosa Arauco (the largest
paper pulp producer m the country), CTC (by far the largest company
operatmg m telephone commurucabons) and ENDESA (the largest elec
trICIty generator)
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any gIven output State-owned enterpnses to the contrary, as
pubhc chOIce theory postulates, tend to seek at the same hme sev
eral obJechves respondmg to dIfferent conshtuenCles, obJechves
wluch often do not mclude effiCient labor use

Clule's expenence helps to clanfy the ISsue, that IS, to assocI
ate employment levels to mtemal efficiency and growth rates of
the enterpnses Research reported m Luders and Hachette (1992)
shows that at the begtnnmg of the military regtrne, when SOEs
were begtnnmg to be subject to the same rules and the same man
agement CrIterIa as prIvate enterprIses, employment levels fell
more rapidly m the SOEs than m the prIvate sector Laterm when
growth rates accelerated durmg the second half of the 1970s, em
ployment grew much faster m the pnvate sector than m the pubhc
sector The behavIOr of a small sample of large prIvatIzed enter
pnses, already referred to whIle discussmg the effIcIency effects of
the dIvestItures, also helps to throw hght on tlus Issue

Did PriVatizatiOn ContrIbute to the Development ofthe Capital
Market In Chile?

The Clulean capital market experIenced rapId growth durmg
the 1974-1989 penod Several factors contrIbuted to tlus growth
mcludmg the development of the economy and some regulatory
and InstItutIonal changes, beSIdes the dIvestIture of SOEs The
contrIbutIon of these factors has not been quantIfIed yet, but un
doubtedly the mtroductIon of the new pensIOn system and pnva
tIzatIon have played a sIgmficant and mutually remforcmg role
The pensIOn fund admIDlstrators (AFPs) purchased, as mentIoned
above, about 25 percent of the stock of the large tradItIonal SOEs
pnvatIzed durmg the 1980 More Important, they developed
competent profeSSIOnal portfoho management departments,
wluch are permanently m the market to take advantage of arbI
trage opportunItIes PnvatIzatIon prOVIded the supply of stock
the market needed to grow Stock m prIvatIzed enterpnses traded
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m the SantIago Stock Exchange rapIdly grew from 6 2 percent of
total stock tradmgs m 1962, and less before that, to over 60 percent
m 1967 and followmg years These results are another excellent
example of the unpact of the pnvatIzatIon modes Durmg the
fIrst round, most enterpnses were dIvested to controllmg stock
holders and the percentage of these stockholdmgs traded there
after was very reduced In contrast, the labor, popular and mstI
tutIonal capItahsm mode used durmg the 1980s spread stock
ownershIp to over 150,000 new stockholders, especIally to mstItu
tIons whIch actIvely trade m the market ConsIdermg that the dI
vested values were sunIlar m both rounds, the dIfference IS stnk
mg

Other effects of Chilean pnvatIzatIon have been studIed, m
c1udmg those on savmgs and mvestment, the results are not con
clUSIve Overall, quantItatIve econOmIC research, whIch m ChIle
has been pOSSIble because Its maSSIve pnvatIzatIon have a long
enough hIstory to allow It, tends to confum the posItIve effect of
the SOE dIvestItures on well-bemg, effIcIency (shght), and capItal
market development, and does not support the hypothesIs of ItS
hIghly negatIve dIstrIbutIve and employment effects These
rather auspICIOUS results depend, however, to a large extent on
the rules and regulatIons adopted by the military regune to create
a competItIve envIronment, or m the case of a few natural mo
nopohes, to unplement relatIvely effICIent regulatIons
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The Mexican Experience in
the Privatization Process

J RogozmskJ

The pnvatIzatIon process of State-owned entItIes IS a phe
nomenon wmch has developed practIcally at the global level smce
the 1980s It has not been hmlted to developmg natIons Devel
oped econonues and senu-planned econonues have Jomed the
group of natIons mterested m and concerned about reducmg the
State apparatus

DespIte the generahzed pnvatIzatIon process worldWIde,
each country has had to carry out ItS own dIvestIture program for
State-owned comparues based on ItS own need and on the specIfIc
condItIons of Its comparues In MexIcds case, the dIvestIture pro
cess started m 1985 and mtensIfIed m 1989 ThIs process has been
part of a pohcy of econonuc reorgaruzatIon, whereby the govern
ment sets aSIde ItS role as entrepreneur, frees hmlted resources,
and dedIcates ItS efforts to governmg and meetIng the demands of
the people wmch mc1ude drmkmg water, health, mvestment m
agrIculture, food, housmg, enVITonment and JustIce

THE DEVELOPMENT OF PRIVATIZATION

The growth of the State sector m MeXICO dId not follow a
prevIously estabhshed gmdmg program State actIVItIes dealt
more WIth solvmg short-run problems and meetmg the needs of
the lustoncal moment It was expenencmg than WIth planmng the
long-term orderly growth of the pubhc sector Tlus sltuabon
qUIte frequently resulted m a duphcabon of efforts

The State substantIally mcreased Its SIZe, among other rea
sons, by rescumg pnvate comparues whIch for some reason
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ceased to operate effIcIently or econorrucally In order to sustam
employment and the productIon plant, the State mcorporated en
tItIes as dIverse as hotels, restaurants, football teams, bIcycle, CIga
rette, soft-drmk and textIle factorIes, arrlmes, mmmg comparues,
steel rrulls and sugar mills, partIClpatmg m 45 of the 73 fIelds of
econorruc actIvIty

Tlus pohcy of rescumg comparues, whIch seemed to be vahd
at Its tIme, dId not take mto consIderatIon the opporturuty cost
lffiphClt m creatmg Jobs Although the State dId sustam a source
of mcome for many employees by rescumg bankrupt pnvate
comparues, the same resources could have been used for more
productIve actIvItIes such as buI1dmg hIghways, generatmg a
greater number of Jobs and preventmg mefhclent comparues from
SUbSIStmg through expensIve subSIdIes Tlus would have led to a
more effICIent and balanced development of the natIon

Tlus pohcy of Job preservatIon, apphed m other countrIes as
well, contmued as long as the governments had the resources
necessary to sustam therr role as entrepreneurs, strongly SUbSI
dIzmg the comparues In MexIco, thIs sItuatIon changed m the
1980s The country suffered the consequences of the drop m m
ternatIonal 011 pnces and the contractIon of foreIgn credIt Smce
that tIme, the MeXICan government has followed a pohcy of fman
Clal order where the sale of pubhc comparues occupIes a funda
mental role

In MexIco's case, a reslZmg of the pubhc sector lffiphes not
only sellmg comparues, whIch IS one of the alternatIves of dIves
tIture The charactenstIcs of pubhc comparues have requrred dIf
ferent ways to decrease the partICIpatIon of the State mcludmg the
followmg optIons mergers, closmg-down, transfers, hqUldatIon,
and sale

In effect, the comparues that have met theIr objectIves or that
lack econorruc Viability are hqUldated or closed down Other
comparues are merged m order to make better use of theIr re-
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sources such as m marketmg and complementmg the produchon
processes Compames of regIOnal or local Importance that par
hClpate m development programs are transferred to State gov
ernments Nonstrategtc or nonpnonty compames, m terms of
theIT econOmIC situahon and feasIbility, are sold to the SOCIal or
pnvate sector

As a result of the reform of the State's role m the economy, at
the end of 1994 there were 220 State-owned enhhes ThJ.s de
crease IS consIderable If we take mto account that m 1982 there
were over 1,155 State-owned enhhes

The First DivestItures

In MeXICO, unlIke other countrIes, the fITst to be pnvahzed
were small compames ThJ.s meant that the fITst compames sold
to the prIvate sector faced lIllie obJechon to dIveshture and expe
dIted the sales process Most of the compames were small, profIt
able, and operated m relahvely compehhve markets Moreover,
theIT appraIsal was relahvely SImple and the acqUlsihons dId not
requITe large mvestments, whIch was why It was not dIffIcult to
fmd buyers PrIor to dlveshture, approxImately half of the com
pames had a hIgh percentage of prIvate capItal The compames
sold mc1uded hotels, restaurants, petrochemIcal plants, auto
parts, metal products, textIle, food, beverage and tobacco facto
rIes

The fITst pnvahzabons were Important m number but not m
econOmIC returns The most SIgnIfIcant aspect IS probably re
flected m the learnmg curve whIch made It pOSSIble to mature m
the prIvatIzatIon process and begtn the sale of more complex
compames By August 1991, only 4 of the 16 publIc compames
lIsted among the 100 largest m MeXICO had been dIvested

In 1990, the sale of large compames began ThJ.s was of
paramount Importance to MeXIco's development The fITst stage
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mvolved the pnvahzabon of the arrlmes, sugar nulls and nurung
companIes The pnvabzabon of Telefonos de MeXIcon, S A de
C V and of the Nabonal CredIt Assoclabons (Socledades NacIOn
ales de CredIto) followed These divesbtures are dIfferent from
the former m terms of SIZe, pohbcal and econOmIC Importance,
and m the complexIty of the pnvahzabon process

One of the complex aspects COnsIStS of makmg pnvahzabon
effICIent not only m the use of the resources, but It also must con
trIbute to the econOmIC development of the country and generate
condibons that enhance SOCial well-bemg Thus It IS Important to
prepare regulatory mechanIsms to mcorporate the organIZed par
bCIpabon of dIfferent pnvate and pubhc sector enbbes

Another adjustment whIch was necessary, given the magru
tude of the companIes, was the desIgn of forms of restructurmg of
the company and fmanClal engmeermg strategies allowmg foreIgn
mvestment, but always StrICtly complymg WIth MexIcan legIsla
bon

PRNATIZATION PROCEDURES

The divesbture process Via the sale of companIes IS very ex
tensIve and complex, as a good part of the paperwork carned out
IS the same for all companIes, regardless of therr SIZe The proce
dures used m the divesbture of State-owned enterpnses are as
follows

1 Proposal by the coordmabng agency

2 Fmdmg of the Intersecretanal COmmISSIOn on Fmancmg
ExpendIture

3 Divesbture agreement

4 Designabon of the agent bank

5 Sales gUldelmes
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6 Sales profile and prospects

7 Techmca1 and £manCIal assessment

8 ReceIpt and evaluatIon of offers

9 AuthonzatIon and resolutIon for sale

10 FormahzatIon of the sale

11 DIvestIture

12 CreatIon of the "Wlute Paper," offIcIal documents and
procedures of the sale

THE RESULTS OF PRIVATIZATION

In all the sales processes, WIthout exceptIon, the workers' prefer
entIal nght has been respected, they have been offered the op
porturuty to bId and, wherever possIble, to match the hIghest of
fer (ArtIcles 32 of the Federal law on State-owned enterpnses)

By the end of 1994, the mcome m nommal terms resulhng
from the sale of the State-owned campames, m accordance WIth
the account statement of the 251 processes completed, reflects an
amount m excess of $23 billIon mcludmg the resources receIved
from the sale of the banks

One of the effects of the dIvestIture process can be observed
m the level of sound pubhc fmances The decrease m State par
tICIpatIon m the campames has led to a sIgmficant drop m gov
ernment expenditure VIa transfers The resources that the pubhc
sector has saved smce the dIvestIture process started 18 over $7
billIon m nommal terms

The partICIpatIon of the 935 dIvested companIes m the Gross
DomestIc Product was not very sigruf1cant (It dId not mclude
CompanIa Mmera de Cananea or Telefonos de MeXICO) In 1983,
the share of the pubhc sector m the gross domestIc product was
174 percent m real terms and m 1991, thIs proportIon was 104
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percent (INEGI System of Nanonal Accounts, Producnon Ac
counts of the PublIc Sector)

DespIte the fact that the contnbuhon of these compames to
produchon was not sIgmflcant, they dId receIve an Important
proporhon of the transfers of the federal government The reslZ
mg pohcy of the pubhc sector led to a decrease m the transfers of
the gross domesnc product from 8 9 percent m 1983 to 4 5 percent
m 1993 (SecretarIat of Fmance and PublIc CredIt)

The effects of the decrease m the State apparatus are not only
expressed at the macroeconOmIC level m econOmIC acnvity and
publIc fmances, but also at the mIcroeconOmIC level (that IS, m the
specIfIC case of the prIvatIzed comparues) In other words, there
has been an mcrease m the capitalIZanon of the company, hOrI
zontal and verncal mtegranon, technolOgical progress, mcreased
mstalled capaCIty, Improved condlnons and benefIts for the
workers, penetranon m mtemanonal markets and mcreased tax
collecnon

Slffil1arly, the resources that have been tapped as a result of
the sale of State-owned comparues have been channeled to prIor
Ity areas and have been used to fmance SOCIal programs The re
sources have also been earmarked for the mtegranon of the Fund
of EconOmIC ConhngenCles that the MeXIcan government created
to deal WIth exogenous CIrcumstances m the nanonal economy

SPECIAL CASES

As preVIously mennoned, these are the general procedures
whereby State-owned comparues are dIvested Nevertheless,
other addInonal mecharusms have also been deSIgned for those
comparues requrrmg a speCIal sales strategy LIsted below are
some of the outstandmg examples
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Compama Mexlcana de A VlaClOn

In the case of tlus aIrhne company, an ophon was sought
whereby the government dId not have to use Its own resources to
cover the enormous mvestment reqUIrements, but rather the
company was sImultaneously developed and a faIr pnce was ob
tamed for the shares The deCISIon was reached to Implement the
capItal mcrease mechamsm, whereby the resources resulhng from
the sale were not dehvered to the federal treasury, but were des
hned to the capitalIzahon of the company WIth tlus strategy, the
State boosted the growth and modermzahon of MeXIcana de
AViaClOn, and smce there was no need to transfer the budget to
tlus State-owned company, It was channeled to pnonty areas
The company capItalIzed on $140 mllhon

Sugar MIlls

Most of the sugar mills that the federal government deCIded
to dIvest had run a defICIt m the last harvests and reported a
lower yIeld than the nahonal average As a sales mcenhve, bal
anced packages were created and a payment scheme was deVIsed
based on /I obhgahons adJusted to the pnce of sugar"

As was the case m the rest of the diveshture processes, the
sales operahons were formalIzed by means of a sales contract
Twenty percent of the payment was made m cash and the re
mammg 80 percent was payable through the Issuance of the
above-menhoned obhgahons SIXteen sugar mills were dIvested
usmg tlus mechamsm

DIvestIture of the Banks

ThIs process was formally started WIth the Issuance of a
Presidenhal Agreement, whIch estabhshed the prmciples and
bases of the diveshture of the nahonal credIt assoClahons and
mulhple bank Inshtuhons To thIS end, the Bank Diveshture
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COII1ffi1ttee was created and presIded over by the Secretanat of
Fmance and Pubhc CredIt

The techmcal specIfIcahons, the compleXIty of these banks
dIveshture process, and the PresIdenbal Agreement led the
COII1ffi1ttee to desIgn a sales mechamsm COnsISbng of the follow
mg stages (1) appraIsal of the Inshtubons, (2) hstmg and authon
zabon of potenbal buyers, and (3) the dIveshture of the shares
belongmg to the federal government

In order to complete the fIrst stage, the COII1ffi1ttee deCIded to
request two appraIsals one prepared by the bank themselves,
backed by dIfferent consultants or mvestment banks, and the
other prepared by the consultants employed by the COII1ffi1ttee
To thIs end, the serVIces of presbglOus nabonal and mternahonal
consulbng fIrms WIth ample expenence m the bankIng system
were employed and collaborated m preparmg the sale prospectus

To date, eIghteen banks have been dIvested They mclude
Mulbbanco Mercanbl de MeXICO, BanpaIs, Banca CreIDl, Banca
ConfIa, Banco de Onente, Banco de CredIto y ServIcIo, Banco Na
ClOnal de MeXICO, Bancomer, Banco BCH, Banca Serfm, Mulb
banco) Comermex, Banco MeXIcano Somex, Banco del Atlanbco,
Banca Promex, Banoro, Banco Mercanbl del Norte, Banco Intema
Clonal and Banco del Centro Sales of these banks have generated
$12 bIllion

T~~~~M~~SA~cv~nME~

In order to dIvest TELMEX, the coordmabng agency of the
sector proposed to pnvabze the company by carrymg out the fol
lowmg obJecbves outhned by the PreSIdent of MeXICO

• RadIcally Improve the servIce

• Sustam expansIOn of the current system

• Strengthen technolOgIcal research and development
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• Guarantee workers' rIghts and allow them to share m the
company capItal

• Guarantee maJonty control by MeXICans

From the tIme the dlvesbture was announced, efforts were
made to ensure that each and every one of the above-menboned
obJecbves were met The dlvesbture process of TELMEX made It
necessary to work on three fundamental aspects

In the fust place, the urgent need to grow and modermze the
company made It mdlspensable to unmedlately carry out a senes
of admmIstrabve, fmanclal and fIscal measures whIch could not
walt untIl the pnvahzabon process was completed In the second
place, It was necessary to analyze and modIfy the legal status of
Telefonos de MeXIcon, especIally regardmg the concessIon btle of
the company and the deSIgn of telecommumcabons regulabons
Lastly, gIVen the magmtude of the operabon, It was mdlspensable
to deSIgn and Implement fmanClal engmeermg mechanISms to
opbmIze the mcome from the sale and facilitate the transacbon

Adnurustrabve, FmanClal and FIscal Measures

TELMEX faced the challenge of begmnmg an amblbous ex
pansIOn and modermzabon program that could not walt for the
pnvahzabon process to conclude Thus, It was necessary to cou
ple the management of a company unmersed m long-term growth
and undergomg dynamIC change WIth the dlvesbture These
measures mcluded

• The transfer of TELMEX from the SecretarIat of Commu
mcabons and Transportabon to the SecretarIat of Fmance
and Pubhc Crecht

• Tanff adjustment

• FIscal adjustment (a 29 percent tax on mcome from baSIC
telephone servIce)
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• FmancmloperatIons (repurchasmg of $629 rrulhon of Its
own debt, sale of accounts receIvable of $570 rrulhon, and
the Issuance of bonds WIth a value of over $150 rrulhon)

• Agreement wIth the Workers Umon

ConceSSIOn TItle and Growth Goals

GIven the Importance that telecommumcatIons play m na
oonal development, the transfer of TELMEX to the pnvate sector
requITed the desIgn of a regulatory framework to guarantee the
State guIdance ill thIs sector and to Insure that growth and tech
nologIcal development obJecoves were met In order to accom
phsh thIs obJecove, the conceSSIOn otle was updated Programs
were estabhshed whereby the telephone servIce could be ex
panded, Improved and moderruzed, and technologIcal and m
dustnal research could be carned out to Improve the competIove
ness of the company and the country m the fIeld of
telecommumcaoons

TELMEX must grow at an average annual rate of 1 percent m
terms of the number of lmes from 1990 to 1994 As of 1995, every
town of over 500 InhabItants must have at least one pubhc tele
phone for long dIstance By 1995, pubhc telephone booths must
be mstalled to cover a densIty of fIve phone booths per every
1,000 InhabItants By the year 2000, the WaIhng penod for havmg
a telephone lme Installed should drop to one month m Cloes hav
mg over 5,000 InhabItants

At the same t1me, the conceSSIOn estabhshes detaIled goals
for the quahty of servIce, the appomtment of a consultant, by the
Secretanat of Commurucaoons and Transportaoon, untIl August
1993, and the creaoon of a system regulahng tarIffs by sefung
ceiling prIces ThIs system, whIch started operahng m 1991, es
tabhshed that TELMEX must comply WIth a ceiling pnce, m real
terms, based on a package of baSIC telephone servIces
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Fmancial Engmeermg

GIven the SIZe of the company and the opmIOns of the poten
tIal partICIpants, a fmancial scheme was deSIgned to mclude a
specIfIC capItal structure m order to guarantee the admmIStratIve
control of TELMEX by MeXIcans Thus, the TELMEX structure
was modIfIed as follows

• 20 4 percent IIAAII shares accountIng for 51 percent of the
common stock

• 196 percent IIAll shares, accountIng for 49 percent of the
common stock

• 60 percent ilL" shares

Workers' Share m the Company CapItal

The UnIon workers' rIghts were fully respected, allowmg for
a share of $292 millIon m the company capItal, payable over eIght
years ThIs was pOSSIble by means of a pledge loan granted by
NacIOnal Fmanciera, whIch receIved 44 percent of the capItal m
the form of IIAll shares sold to them by the federal government
Throughout the duratIon of the loan, the shares will be the pledge
m the possessIOn of NaCIOnal FmanCIera and payment to the
workers will be determmed by the workers themselves, usmg
actuarIal servIces and takmg mto account cntena such as semonty
and the responsIbility entailed m the Job performed In December
13,1990, a sales contract was SIgned WIth the group who won the
auctIon of the IIAAII shares, WIth an offer of $1,76 6 millIon

In regard to the pubhc offermg of the ilL" shares, m May
1991, the federal government receIved payment exceedmg $2 bIl
hon as a result of the sale of 1649 percent of the capItal stock of
the State-owned company It IS Important to mentIon that thIs IS
the fIrst tIme a MeXIcan company has sold shares sImultaneously
m the markets of over 20 countrIes and thIs IS the fITst company to
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carry out an operahon whereby a lugh percentage of shares 18

placed outsIde ItS country of ongm

CONCLUSION

The human and fInanCial resources that have been made
avaIlable, as a result of the rahonahzahon of the presence of the
State m the economy have been reassIgned to pnonty areas The
diveshture has contrIbuted to the moderruzahon of the mdustry
and to the appropnate and effIcIent use of the State as a gmde m
the new nahonal and mtemahonal market reahty and to strength
enmg the State's capacIty to servIce the socIal demands of the
people

The MeXIcan expenence, m terms of the d1veshture of State
owned comparues withm the mtemahonal framework, has been
posIhve In addihon to the number of comparues sold, we must
take mto account the transparency, effIcIency and StrIct adherence
to the legahty of the processes earned out The diveshture of the
State-owned comparues has conshtuted one of the facets of eco
nOffilC moderrnzahon aImed at contribunng to the acluevement of
the mam nahonal goals

As a result of thIs process, we now have a government wmch
focuses on the baSICS, It 18 the motor of the SOCIal Infrastructure
wmch responds most effICIently to the demands of the people
We now have a government wluch consohdates and comphes
WIth ItS conshtuhonal obhgahons, and places nahonal develop
ment above all m order to guarantee lffiproved hvmg condihons
for all MeXIcan CItizens
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China's Economic Reform:
Implications for India and

Other Transition Economies

Justm YJiu Lm

INTRODUCTION

Chma IS the fIrst among the SOCIahst countnes to engage m
WIde-range econOmIC reforms and so far the most successful one
Ouna's reforms started at the end of 1978 Smce the reform started,
the country's GNP has grown contmuously at a phenomenal rate
wlule the pnce level has been relahvely stable Ouna's approach to
reforms IS characterIZed as gradual, expenmental, and pIecemeal
Reforms m other SOCIalISt countrIes, especIally the Eastern Euro
pean and former SoVIet Vmon, started much later These countnes
generally adopted a "bIg-bang" or "shock therapy" approach
whIch emphasIZes the SImultaneous Implementahon of stablliza
hon, hberalIZahon, and pnvahzahon programs m the economy The
reforms m these countnes resulted m unexpected sharp and pro-

1
longed declInes m GNP WIth extraordmanly hIgh mflahon rates
In spIte of the dramahc contrast between the results of Chma's re
form and those of other SOCIalISt countnes, whether Ouna's ap
proach to reforms prOVIdes any general lessons for other refOrmIng
econOmIes IS hotly debated m academIa Some economISts argue
that Ouna's success poses a challenge to the convenhonal WISdom
about stabllizahon, hberalIZahon, and pnvahzahon as bemg neces
sary keys to successful reforms, and demonstrates the supenonty of
evolubonary, expenmental, and bottom-up reforms over the com-

lCertamly the collapse of mtemab.onal trade due to the denuse of CMEA
has also contnbuted to the decIme of GNP m these countrIes However, the
I shock therapy" was undoubtedly a major cause of these downfalls (Brada
and KIng 1991, Csa1<J.1994)
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prehensive and top-down reforms of lithe shock therapy" (McMil
lan and Naughton 1992, Smgh 1991, Chen et a1 1992, Harrold 1992,
Perkms 1992, McKmnon 1993) Other econoInlSts argue that It IS

neIther gradualISm nor expenmentabon but rather Chma's umque
Inlbal condIbons-namely, a large agncu1tura1labor force, low sub
sIdIes to populatIon, and a rather decentrahzed econOmIC system
that have contnbuted to ChIna's success (Woo 1993, Sachs and Woo
1993, QIan and Xu 1994) Accordmg to these econoInlSts, Chma's
expenence does not have general ImphcatIons because Chma's pro
cess cannot be duphcated ill Eastern Europe and the former SoVIet
Vruon, due to theIr dIfferent Inlbal condIbons

In thIS paper, I would lIke to argue that whether or not Chma's
expenence has a general unphcabon depends on whether the na
ture and cause of the problems whIch Chma and other translbon
econOmIes attempt to solve are sImIlar, and I will argue that, m fact,
they are The econOmIC problems m Chma, other former SOCIalISt
econonues, and many other developmg countrIes resulted from the
low mcenbves to workers and the InlSallocabon of resources among
sectors, whIch appeared, m turn, because a capital-mtensIve, heavy
mdustry-onented development strategy (HIODS) was pursued m a
capItal-scarce economy As a result, the given stock of resources
was not used effICIently "Shock therapy" attempts to prOVIde an
Insbtubonal framework that would unprove mcenbves and would
mduce the shIft of part of the eXlSbng stock of resources from low
producbvity sectors to hIgh-producbvity sectors However, the
shIft of resources from one use to another IS costly (Brada and Kmg
1991), and estabhshmg new Insbtubons IS a bme- and resource
consunung process (Murrel and Wang 1993) A "J-curve," or worse
an ilL-curve," IS unaVOIdable for "shock therapy" Instead of at
tempbng to reallocate the eXlSbng stock of resources from the low
producbVlty sectors to the hIgh-producbVlty sectors, Chma's re
form fIrst Improved the mcenbve mecharusm, whIch resulted m a
stream of new resources, and then allowed the newly created
stream of resources to be allocated to the sectors that were sup-
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pressed under the ongmal HIODS Because the produchon of the
"eXlshng stock" of resources was not dIsrupted and the newly cre
ated "stream" of resources was allocated to the sectors that were
more consIStent WIth the comparahve advantages of the economy,
Chma's approach to reform aVOIds the "J-curve" effect of "shock
therapy" and enables Chma's nahonal economy to achIeve a hIgh
rate of growth throughout the reform process The dIstorhon of the
mcenhve mechanISm and the suppreSSIOn of nonpnonty sectors are
common features of IndIa and other developmg countrIes whIch
adopt a development strategy that IS onented toward capital
mtensIve, heavy mdustry when capItal IS relahvely scarce ill the
economIes Therefore, Chma's approach to reform proVIdes useful
lessons for IndIa and other econOmIes WIth a s1ffi11ar development
strategy

The orgamzahon of the paper IS as follows Sechon 2 dIscusses
ChIna's econOmIC development strategy before the reforms and
presents a SImple econOmIC model to analyze the problems aSSOCI
ated WIth thIs strategy Sechon 3 proVIdes an analyhcal reVIew of
ChIna's reforms Chma's approach to reforms IS compared WIth the
"bIg bang" approach m Sechon 4 The chapter closes WIth some
concludIng remarks

THE MAJOR PRE-REFORM PROBLEMS
IN THE CHINESE ECONOMY

The tradIhonal econOmIC structure ill ChIna was shaped by the
adophon of a HIODS m the early 1950s The structure had three
mtegrated components (1) a dIstorted macro-pohey enVIronment
whIch featured arhhC1ally low mterest rates, overvalued exchange
rates, low nommal wage rates, as well as low pnce levels for hvmg
necessihes and raw matenals, (2) a planned allocahon for credIt,
foreIgn exchange, and other matenals, and (3) a tradIhonal mIcro
management system of State enterpnses and collechve agrIculture
These three components were endogenous to the chOIce of a capital-
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mtensive mODS m a capItal-scarce agranan economy, although the
specIbc InstItutIonal arrangements that were adopted m ChIna
were also shaped by socIalIst Ideology, the ChInese Commurust
Party's expenence durmg the revolutIon, and the ChInese govern
ment's pohtIcal capacIty of pursumg Its mtended goals 2

At the foundmg of the People's Repubhc m 1949, the ChInese
government Inhented a war-tom agrarIan economy m whIch 894
percent of the populatIon resIded m rural areas and mdustry con
sIsted of only 12 6 percent of the natIonal mcome At that tIme, a
developed heavy-mdustry sector was the symbol of the natIon's
power and econOmIc achIevement LIke government leaders m In
dIa and m many other newly mdependent developmg countnes,
ChInese leaders certamly mtended to accelerate the development of
heavy mdustnes After ChIna's mvolvement m the Korean War m
1950, WIth Its resultIng embargo and ISolatIon from Western na
tIons, catchmg up to the mdustnahzed powers became a necessIty
for natIonal secunty In addItIon, the SoVIet Vmon's outstandmg
record of natIon-bUIldmg m the 1930s, m contrast to that of the
Great DepressIon m Western market econOmIes, provIded the ChI
nese leadershIp WIth both InspIratIon and expenence for adoptIng a
mODS Therefore, after recovermg from war-tIme destructIon m
1953, the ChInese government planned to set up heavy mdustry as
the pnonty sector The goal was to bUIld, as rapIdly as possIble, the
country's capaCIty to produce capItal goods and military matenals
ThIS development strategy was shaped through a senes of FIve-

3
Year Plans

~erkms and Yusuf (1984, p 4) noted that a unIque feature of Chrna's
econonuc development under socIahsm was the government's capaaty to
Implement village-level programs natIonWIde through bureaucratIc and
party channels Therefore, the Chrnese government was able to Impose
certaIn mstItutIonal arrangements m the economy, deemed as Important by
Ideology or by econonuc ratIonalIty, whIch may not be feasIble mother
econonues (perkIns 1966)
3The FIve-Year Plan was dISrupted from 1963-1965, the penod

366



Chma's Economic Reform ImplicatIOns for India

Heavy mdustry IS a capital-mtensive sector The construcbon
of a heavy mdustry project has three characterISbcs (1) It reqUITes

4
long gestabon penod, (2) most eqUIpment for a proJect, at least m
the ffilbal stage, needs to be Imported from more advanced econo
rrues, and (3) each project reqUITes a lump-sum mvestment When
the ChInese government ffilbated thIS strategy m the early 1950s,
the ChInese economy had three characterISbcs (1) the available
capItal was lmu.ted, and, consequently, the market mterest rate was

5
hIgh, (2) foreIgn exchange was scarce and expensIve because ex-
portable goods were lImIted and pnmarl1y consISted of low-pnced
agncu1tural products, and (3) the econorruc surplus was small and
scattered due to the nature of a poor agrarIan economy Because
these characterISbcs of the ChInese economy were rrusmatched
WIth the three characterISbcs of heavy mdustry projects, spontane
ous development of capltal-mtensIve mdustry m the economy was

oImpossIble Therefore, a set of dIStorted macro-pohcres was re-

munedlately after the agncultural CnsIS of 1959-1962 The frrst to the
seventh FIVe-Year Plans covered, respechvely, the penods from 1952-1957,
1958-1962,1966-1970,1971-1975,1975-1980,1981-1985, and 1986-1990
~e conshuchon of a hght-mdustry project, such as a small textIle factory,
takes one or two years to complete The conshuchon of a large heavy
mdustry proJect, m general, takes much longer For example, m ChIna the
average conshuchon tIme for a metallurgy plant IS 7 years, for a chemIcal
plant, It IS 5-6 years, and for a machme-bmldmg plant, It IS 3-4 years (LI
and Zheng 1989, p 170)
5Three percent per month was a normal mterest rate m the mfonnal
fmanCIal markets that eXISted before the adophon of the development
strategy It IS eqUIvalent to 36 percent per year
6A spontaneous development of heavy mdustry was lillpossible for several
reasons FIrst, the lugh mterest rates would make any project that reqmres
a long gestatIon unfeasIble For example, It takes on average 7 years In
Ouna to complete the constructIon of a metallurgy plant, as IndIcated
earher The market Interest rate In the early 1950s In Chma was about 30
percent per year (2 5 percent per month) Suppose the fund for the project
was borrowed at market rate and repayment was made after the
complehon of the project The pnnClpal and mterest payment, calculated
at a compound rate, for each dollar borrowed at the frrst year of the project
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qurred for the development of heavy mdustry At the begmnmg of
the frrst fIve-year plan, the government msbtuted a pohey of low
mterest rates and overvalued exchange rates to reduce the costs of
both mterest payments and of Imporbng eqillpment 7 Meanwlule,
m order to secure enough funds for mdustnal expansIOn, a pohey of
low mput pnces, mc1udmg nommal wage rates for workers8 and
pnces for raw matenals, energy and transportabon, evolved along
SIde the adoptIon of tIns development strategy The assumphon
was that the low pnces would enable the enterpnses to create prof
Its large enough to repay the loans or to accumulate enough funds
for remvestment If the enterpnses were pnvately owned, the State
could not be sure that the pnvate entrepreneurs would remvest the

9pohcy-created profIts on the mtended projects Therefore, pnvate

would be $6 27 It IS ObVIOUS that no project would be profitable enough to
shoulder such a hIgh mterest burden Second, smce most eqUIpment
needed to be Imported from advanced countrIes, the lImIted supply of
foreIgn exchange agam made the construchon of heavy mdustry expensIve
under the market-determmed exchange rate Thrrd, because the
agrIcultural surplus was small and scattered, It was chfficult to mobilize
enough funds for any lump-sum project
7
For example, the mterest rate on bank loans was OffiCIally reduced from 30

percent per year to about 5 percent per year For a one-dollar fund
borrowed at the begmnmg of a 7-year project, the prmclpal and mterest
payment at the hIDe that the project was completed would be reduced
from $6 27 to $1 41
8Although the real GNP per capIta tnpled between 1952 and 1978, the
nommal wage was kept almost constant, mcreasmg only 103 percent,
dunng the same perIod (Chma State Stabsbcal Yearbook 1987, p 151) For
a more detaIled dISCUSSIOn of the formahon of low nommal-wage pohey,
see Cheng (1982, chap 8) and Wu (1965, chap 4) However, It IS worthy
menhonmg that because of m-kmd subSIdIes, the real wages to urban
workers were not as low as the nommal wages suggested Urban wage
rates mIght have dechned sharply If the restnchon on the rural-urban
mIgrahon had been removed (RawskI 1979, p 67)
9Even WIth all the above pnce dIStorhons that facilitated heavy mdustry
development m ChIna, the hIDe penod reqUIred by a heavy mdustry
project to earn back the capItal mvestment was, on average, about 4 to 5
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10enterpnses were soon nabonahzed and new key enterpnses were
owned by the State to secure the State's control over profIts for
heavy-mdustry projects Meanwlule, to make the low norrunal
wage pohey feasIble, the government had to provIde urban reSI
dents WIth mexpensive food and other necessibes, mcludmg hous
mg, medIcal care, and clothmg The low mterest rates, overvalued
exchange rates, low norrunal wage rates, and low pnces for raw
matenals and hvmg necessibes consbtuted the baSIC macro pohey
envIronment of the HIODS 11

The above macro pohcles mduced a total Imbalance m the
supply and demand for credIt, foreIgn exchange, raw matenaIs,
and other hvmg necesSIbes Because nonpnonty sectors were com
pebng With the pnonty sectors for the low-pnced resources, plans
and adrrunIstrabve controls replaced markets as the mechamsm for

bmes longer than the penod reqUIred by a hght-mdustry project (LI 1983,
P 37) Therefore, a profIt-maxmuzmg pnvate owner would have hIgher
mcentIves to mvest m a hght mdustry project
10

Under the New Democraey Pohey adopted by the Commumst Party m
the late 1940s, pnvate enterpnses were supposed to Co-eXISt WIth State
owned enterpnses for an extended penod after the revolutIon However,
the enterprISes were natIonahzed soon after 1952 when the government
adopted the I-llODS The attempt to secure profIts for the heavy mdustry
projects was the motIvatIon for the government's change m pOSItIon to
ward pnvate enterprISes
11theoretIcally, the government could use subSIdIes mstead of dIStortIng
the pnce SIgnals as a means to facilitate the development of capItal
mtensIve, heavy mdustry m a capItal-scarce economy It can be shown that
the subSIdy pohey IS more effiCIent economIcally than the pohey of pnce
dIStortIon However, WIth the subSIdy pohey, the heavy mdustry would
mcur a huge exphClt loss and the government would have to tax other
sectors heavily to subSIdIze the loss Under such a SItuatIon, the
government would fInd It dIffIcult to defend Its pOSItIon of acceleratIng the
development of heavy mdustry Moreover, the government m an under
developed economy may not have the ability to collect huge taxes ThIS
may explam why governments, not only m sociahst econOmIes but m
capitahst econOmIes, use pnce dIStortIons mstead of subSIdIes to facilitate
the development of pnonty sectors
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allocabng scarce crecht, foreIgn reserves, raw matenals, and hvrng
necessItIes, ensurmg that hnuted resources would be used for the
targeted projects Moreover, the State monopohzed banks, foreIgn

d utrade, an matenal chstnbutIon systems

In thIs way competItIon was suppressed and profIts ceased to
be the measure of an enterpnse/s effICIency 13 Because of the lack of
market chsciphne, managenal chscretIon was potentIally a senous
problem Managers of State enterpnses were depnved of auton-

14omy to mItIgate thIs problem The productIon of State enterprISes
was chctated by mandatory plans and furmshed WIth most of theIr
matenal mputs through an admInIstratIve allocatIon system The
pnces of theIr products were determIned by pncmg authontIes
Government agenCIes controlled the CIrculatIon of theIr products
The wages and salarIes of workers and managers were determIned
not by theIr performance, but by theIr educatIon, age, posItIon and
other cntena accordmg to a natIonal wage scale Investment and
workmg capItal were mostly fInanced by appropnatIons from the

1~ the lIterature on Chma and other sOClahst countnes, many authors
presumed that the dIstorted pohcy enVIronment and the admmlstrabve
controls were shaped by socIahst doctrmes The sOClahst Ideology nught
play a role m the formabon of these polICIes, however, the eXIStence of
these polICIes and controls also have an econonuc rabonale They facilitate
the lmplementabon of a HIODS m a capItal-scarce economy ThIs explams
why non-sociahst developmg econonues, such as IndIa, also had a sImIlar
pohcy enVIronment and admmlstrabve controls when they adopted the
same development strategy
13

An enterpnse IS bound to be loss-makIng If Its outputs happen to be
mputs to the other sectors-for example, energy and transportabon
because the pnces of Its outputs are suppressed On the contrary, an
enterprISe IS bound to be profIt-makIng If Its outputs are at the low end of
the mdustnal cham, because the enterpnse can enJoy low mput pnces and
hIgh output pnces at the same bIDe
14State enterprISes were granted some autonomy after the reforms m the
late 1970s As expected, one of the results of thIS reform was a rapId m
crease m wages, bonuses and frmge benefIts at the expense of the
enterpnse's profIts
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State budget or loans from the bankIng system accordmg to State
plans The State enterpnses renutted all therr profIts, If any, to the
State and the State budget would also cover all losses mcurred by
the enterpnses In short, the State enterpnses were hke puppets,
they had no autonomy m the employment of workers, the use of
profIts, the plan of productIon, the supphes of mputs, and the mar
ketIng of therr products

The development strategy and the resultIng pohey enVIron
ment and allocatIon system also shaped the evolutIon of farnung
mstItutIons m ChIna In order to secure cheap supphes of gram and
other agncultural products for urban low-pnce ratIonmg, a com
pulsory procurement pohey was Imposed m the rural areas m 1953
Tlus pohey obhged peasants to sell set quantItIes of therr produce,
mcludmg gram, cotton, and echble OIls to the State at government
set pnces (Perkms 1966, chap 4)

In adchtIon to provIdmg cheap food for mdustnahzatIon, agn
culture was also the mam foreIgn-exchange earner In the 1950s,
agncultural products alone made up over 40 percent of all exports
If processed agncultural products are also counted, agnculture
contrIbuted to more than 60 percent of ChIna's foreIgn exchange
earnmgs up to the 1970s Because foreIgn exchange was as Impor
tant as capItal for the heavy mdustry-onented strategy, the coun
try's capaCIty to Import capItal goods for mdustrIahzatIon m the
early stage of development clearly depended on agnculture's per
formance

AgrIcultural development reqUIred resources and mvestment
as much as mdustnal development The government, however,
was reluctant to chvert scarce resources and funds from mdustry to
agnculture Therefore, alongsIde the HIODS, the government
adopted a new agncultural development strategy that dtd not
compete for resources With mdustnal expansIOn The core of thIs
strategy mvolved the mass mobilizatIon of rural labor to work on
labor-mtensive m-vestment proJects, such as rrngatIon, flood con
trol, and land reclamatIon, and to raISe urnt YIelds m agnculture
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through trachhonal methods and mputs such as closer plantrng,
more careful weedmg, and the use of more orgarnc fertilizers The
government beheved that collechVlZahon of agnculture would en
sure these funchons The government also VIewed collechVlZahon
as a convement velucle for effectrng the State's low-pnced pro
curement program of gram and other agn-eultural products (Luo
1985) Income d1stnbuhon m the collechves was based on each
collechve member's contnbuhon to agncultural produchon How
ever, morutonng a member's effort IS extremely chfficult m agn
cultural produchon due to chmensIOns of hme and space The re
munerahon system m the collechves was baSIcally egahtanan (Lm
1988)

The dIstorted macro-pohcy envIronment, planned allocahon
system, and mIcro-management Inshtuhons outhned above all
made the maxunum mobIhzahon of resources for the development
of heavy mdustry pOSSIble m a capItal-scarce economy Smce most
pnvate 11Uhahve m economIC achVIhes was prolubIted, the pattern
of the government's mvestment was the best mchcator of the bIas m
the offICIal development strategy Table 1 shows the sector shares
m State capItal construchon mvestment from the fIrst FIve-Year
Plan (1953-1957) to the SIXth FIve-Year Plan (1981-1985) DespIte
the fact that more than three-quarters of Cluna's populahon hved
from agnculture, agnculture receIved less than 10 percent of State
mvestment m the penod 1953-1985, wlule 45 percent went to heavy
mdustry Moreover, heavy mdustry receIved a hon's share of the
mvestments that fell under the headmg "other," mcludmg workers'
housmg and Infrastructure As a result, the value of heavy mdustry
m the combmed total value of agnculture and mdustry grew from

15
15 percent m 1952 to about 40 percent m the 1970s (Table 2)

15When the reforms started m 1979, the government lIDhally planned to
mcrease agrIculture's share m the State's fIxed capItal mvestment from 11
percent m 1978 to 18 percent m the followmg 3 to 5 years Due to the rapId
agrIcultural growth brought about by the rural reforms, agnculture s share
m the State fIxed capItal mvestment actually declmed sharply to only about
3 percent m the late 1980s and early 1990s However, the share of total
fIxed capItal mvestment m agnculture m the nahon as a whole dId not
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Table 1 Sector Shares of State CapItal ConstructIon Invesbnent
(percentage)

FIve-Year Agn- LIght Heavy Other
Plan culture Industry Industry

FIrst 71 64 362 503

Second 113 64 540 283

1963-1965 176 39 459 326

Thud 107 44 511 338

Fourth 98 58 496 348

FIfth 105 67 349 369

SIXth 51 69 385 495

1953-1985 89 62 450 399

Source State Stabshcal Bureau (1987)

Judgmg from ChIna's sectoral composItIon, the trImty of the tradI
tIonal econOmIC structure - a dIstorted macro-pohcy enVlfonment, a
planned allocatIon system, and a puppet-hke mIcro-management
mstItutIon- reached Its mtended goal of accelerabng the develop
ment of heavy mdustry m Chma However, Chma paId a hIgh
prIce for thIs The economy IS very meffICIent due to two factors
(1) low allocatIve effICIency because of the deVIatIon of the mdus
trIal structure from the pattern dIctated by the comparatIve advan-

declme so much as the fIgures suggest, because part of the declme m the
State mvestment was compensated for by an mcrease m farmers'
mvestment (Feder et al 1982) Smularly, the share of heavy mdustry m the
State's fIxed capItal mvestment illd not declme after the reforms m 1979
However, the State's share m the total mvestment declmed from 82 percent
m 1980 to 66 percent m 1990 The non-State sectors' mvestments are mostly
on projects that are less capltal-mtenslve Therefore, the share of heavy
mdustry m the nahan's fIxed capItal mvestment IS less than the share m the
State mvestment
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tages of the economy, and (2) low technIcal effIaency due to man
agers' and workers' low mcentIves to work

Table 2 Sector ComposItIon (m current pnces)

LIght Heavy
Year AgrIculture Industry Industry

1952 569 278 153

1957 433 312 255

1962 388 289 323

1965 373 323 304

1970 337 306 357

1975 301 308 391

1980 308 326 366

1985 343 307 350

Source State Stabshcal Bureau (1990)

1 Low allocatIve effIcIency In the current stage of ChIna's
econOmIC development, capItal IS relatIvely scarce and labor IS rela
tIvely abundant If pnces were determmed by market competItIon,
capItal would be relatIvely expensIve and labor relatIvely mexpen
SIve Therefore, the comparatIve advantages of the ChInese econ
omy he m labor-mtensIve sectors If mvestments had been gmded
by market forces, profIt mcentIves would have mduced entrepre
neurs to adopt capItal-savmg and labor-usmg technolOgIes and to
allocate more resources to labor-mtensIve mdustnes The effects of
the HIODS on the mdustnal structure can be illustrated by FIgure 1

Let us assume there are only two sectors m the economy
namely, labor-mtensIve, hght mdustry and capItal-mtensIve, heavy
mdustry GIven the endowments, the productIon pOSSIbility fron
tIer IS OCD EP represents the market-determmed relatIve pnces
lme, whIch eXISted before the ImpOsItIon of the HIODS Under the

374



Chma's Economic Reform ImpllcatlOns for India

wluch eXISted before the ImposIhon of the HIODS Under the un
dIstorted relahve pnces, the economy will produce OYo of hght m
dustry products and OXo of heavy mdustry products

FIgure 1 Development Strategy and Truncated Fronher

c

Yi
1----r:::O""::---~

\it----+--~

o

p

•

•

•

However, for the development of heavy mdustry, the State
monopohzed the allocabon system and used adrrumstrabve meas
ures to drrect the allocabon of resources If we suppose the target of
the development strategy IS to expand the heavy rndustry from OXo
to OXI, then the State would need to hnut the producbon of the
hght mdustry from OYo to OYI m order to sluft resources from hght
mdustry to heavy mdustry The producbon possIbility fronber IS
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buncated to Y1AD If there IS no techrucal meffIClency, the produc
bon mIX of the economy would locate on A, correspondmg to a
quanbty of OY1 hght-mdustry products and OX1 heavy-mdustry

16products

As can be seen, the statIc consequence of the strategy 15 that the
economy, based on the pnces before dIStortIon, suffers a loss of ea

b 17m a solute magmtude or eajeO m relahve measure The mcome
loss due to allocahve meffIclency nnphes the reduchon of surplus
avaI.1able for mvestment If we assume that a fIxed porbon of the
nabonal mcome IS used for mvestment, the dechne m mvestment
would further dnnmISh gross mvestment However, II we assume
that the government's plan IS to develop hght and heavy mdustry
m a fIXed rabo of OX1jOY1, then each producbon cycle would re
peatedly generate an mcome loss of eajeO m relabve measure All
these factors sIgru&cantly dampen the growth of the whole econ
omy To mamtam the growth rate, It IS necessary to reuse the accu
mulabon rate, resulbng m msufficlent consumpbon and long-

18
lasbng low hvmg standards for people

16
Smularly, the development of a servIce sector was suppressed so as to

facilitate the development of heavy mdustry Agnculture, except for gram
and cotton, was also suppressed The reason that gram and cotton were
treated dIfferently was because the government also pursued a gram self
sufficIency pohcy, and cotton was the basIC raw matenal for mdustry
17

StudIes by DeSaI and MartIn (1983) and Wlutesell and Barreto (1988)
estImate the mISallocatIon of capItal and labor among the sectors of the
SovIet economy, wmch also adopted the heavy mdustry-onented
development strategy DeSaI and MartIn fmd losses from mISallocatIon m
the range of 3 to 10 percent-possIbly up to 15 to 17 percent of the mputs
employed m mdustry Wlutesell and Barreto fmd that m the early 1980s
output gmns eqmvalent to 4 to 6 percent could have been adueved by a
reallocatIon of capItal and labor among the sectors of SoVIet mdustry
18

The average annual rate of accumulatIon was raISed from 24 2 percent of
natIonal mcome ill the fIrst FIve-Year Plan to 33 0 percent and 332 percent
ill the fourth and fJ.fth FIve-Year Plans, respectIvely, whereas the average
annual growth rate of natIonal illcome dropped from 8 9 percent to 5 5
percent and 6 1 percent As a result, wages for State employees were held
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2 Low techrucal effIcIency Because pronts ceased to be a
measure of efnC1ency and the planned allocabon system often faIled
to dIs1nbute matenals m bme, managers were forced to keep large
reserves and had no mcenbve for utIhzmg resources economIcally
Overstafnng, underutIhzabon of capItal resources, and overstock
mg of mventones charactenzed Chma's puppet-lIke State enter-

19
pnses Moreover, managers had no authonty over worker wage
rates and bonuses A worker's payment was not related to hIs/her
effort m the enterprISe nor to the enterprISe's pronts The remu
nerabon system hence meant low work mcenbve SImllarly, m the
agrIcultural collecbves, the farm worker's mcenbve to work was

20low because the 1mk between reward and effort was weak Losses
resultIng from these techrucal mefncIencIes mean that actual pro
duchon will locate on some pomt InSIde the producbon pOSSIbility
fronher, such as pomt Bm FIgure 1

almost constant between the years 1952-1978 As Deng Xmopmg adnutted
to VlSItmg overseas Ounese m October 1974, wages were low, the hvmg
standard was not lugh, and workers m Chma only had enough dothmg
and a full stomach (Cheng 1982, p 248)
19

Brada (1989) estImates that overstaffing m Czechoslovak mdustry was as
lugh as 15 percent The State EconOmIC System Reform COmInlSsion m a
recent report estImated that the total number of overstaffing m Ouna's
State enterprISes was more than 30 millIon, about 30 percent of the total
labor force m the state sectors (Zhonghua Zhoumo Bao 1995) Sturnes by
the World Bank (1985a) show that for the produchon of per urnt gross
domeshc product, the consumphon of energy, steel, and transportahon m
Chma were, respechvely, 63 8 percent to 229 5 percent, 11 9 percent to
122 9 percent, and 85 6 percent to 559 6 percent greater than those of other
developmg countrIes In the structure of total capItal, the workmg capItal
accounted for the largest share m Ouna and was 4 8 to 25 7 percentage
pomts lugher than that of other countrIes ThIS lffiphed that mventones of
mputs and outputs were larger and mventory was kept longer m Ouna
than m other countrIes
20

Lm (1992) estImates that losses due to low mcenhves m the agrIcultural
collechves were as much as 20 percent of total factor produchvity For a
theorehcal model of the momtonng problems regardmg mcenhves m a
collechve farm, see Lm (1989a)
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Because of the above two factors, the Chmese economy was
very meffl.cIent The most unportant mchcator that reflected tlus m
efficIency was the extremely low rate of total factor prodUCtIVIty
growth m Chma A World Bank study shows that, even calculated
WIth the most favorable assumptIons, the growth rate was merely
05 percent between 1952-1981, only a quarter of the average
growth rate of 19 developmg countrIes mcluded m the study
(World Bank 1985a) Moreover, the total factor productIVIty of
ChIna's State enterprIses was m a state of stagnatIon or even nega
tIve growth between 1957-1982 (World Bank 1985b)

AN ANALYTICAL REVIEW
OF CHINA'S ECONOMIC REFORMS

As Perkms (1988, p 601) pomted OUt,It IS unlIkely that Chma's
leaders had worked out a blueprmt when they set out to reform the
econOmIC structure However, retrospectIvely, Chma's reforms
followed a lOgIcal process that IS prechctable from the above theo
retIcal model The trmIty of the trachtIonal econOmIC structure IS
endogenous to the adoptIon of a mODS m a capItal-scarce econ
omy The mam fault m tlus econOmIC structure was low econOmIC
effICIency arISmg from structural unbalance and mcentIve prob
lems Before the late 1970s, the government had made several at
tempts to address the structural problems by decentrahzmg the al
locatIve mechamsm 21 However, the admmIstratIve nature of the
allocatIve mechamsm was not changed and the pohcy enVIronment
and managerIal system were not altered, and thus the attempts to
rectIfy the structural unbalance and unprove econOmIC mcentIves
failed The goals of the reform m late 1978 were also to rectIfy the
structural unbalance and unprove mcentIves However, what set
the reforms apart from preVIOUS attempts were the mIcro
management system reforms that made farmers, managers and

21The fIrst attempt was made m 1958-1960, the second m 1961-1965, and
the tlurd m 1966-1976 (WU and Zhang 1993, pp 65-67)
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workers m State enterpnses parbal resIdual claunants Tlus small
crack m the trffilty of the tradIhonal econolUlC structure was even
tually pned open, leadmg to the gradual dIsmantlmg of the tradI
honal system

The MIcro-management System Reforms

The most Important change m the lUlcro-management system
was the replacement of colIechve farmmg what 18 now known as
the household responsIbility system In the begmnmg, the gov
ernment had not mtended to change the farmmg mshtuhons Al
though It had been recogruzed m 1978 that solvmg managenal
problems Withm the colIechve system was the key to Improvmg
farmers' mcenhves, the offICIal posihon at that b.me was sb.1l that
the collechve was to remam the baSIC urnt of agrIcultural produc
hon Nevertheless, a small number of collecbves-frrst secretly and
later WIth the blessmg of local authonhes - began to try out a sys
tem of leasmg a collechve's land and diVIdmg the obhgatory pro
curement quotas to mdividual households m the collechve A year
later, these colIecbves brought out yIelds far larger than those of
other teams The central authonbes later conceded to the eXIStence
of thIS new form of farmmg, but reqUITed that It be restncted to
poor agncultural regions, mamly to hilly or mountamous areas, and
to poor collechves m whIch people had lost confIdence m the col
lechve system However, thIs restrichon was Ignored m most re
gions Producbon Improved after a collechve adopted the new
system, regardless of Its relabve wealth or poverty Full offICIal
recogmbon of the household responsIbility system as a nahonally
acceptable farmmg mshtuhon was eventually given m late 1981,
exactly two years after the ffilhal pnce mcreases By that b.me, 45
percent of the collectIves m ChIna had already been chsmantled and
had mstItuted the household responsIbility system By the end of
1983, 98 percent of agncultural collectIves m ChUla had adopted
thIs new system When the household responsIbility system frrst
appeared, the land lease was only one to three years However, the
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short lease reduced farmers' mcenhves for land-lffiprovement m
vestment The lease contract was allowed to be extended up to 15
years m 1984 In 1993, the government allowed the lease contract to
be extended for another 30 years after the exprrahon of the fIrst
contract

UnlIke the spontaneous nature of farnung msbtubon reform,
the reform m the nucro-management system of the State enterpnses
was lllihated by the government These reforms have undergone
four stages The fIrst stage (1979-1983) emphaSIZed severallffipor
tant experlffiental lllihahves that were mtended to enlarge enter
pnse autonomy and expand the role of £manclal mcenhves WIthm
the tramhonal econonuc structure These measures mcluded the
mtroduchon of profIt retenhon and performance-related bonuses
and permItted the State enterprISes to produce outsIde the manda
tory State plan The enterpnses mvolved m exports also were al
lowed to retam part of therr foreIgn exchange earnmgs for use at
therr own dIScrehon In the second stage (1984-1986), the emphasIS
shIfted to a formahzahon of the £manoal obhgahons of the State
enterprISes to the government and exposed enterprISes to market
mfluences From 1983, profIt remIttances to the government were
replaced by a profIt tax In 1984, the government allowed State en
terpnses to sell output m excess of quotas at negohated pnces and
to plan therr output accordmgly, thus establIShmg the dual-track
pnce system Durmg the thrrd stage (1987-1992), the contract re
sponsIbility system, whIch attempted to clarIfy the authonty and
responsIbilihes of enterprISe managers, was formahzed and WIdely
adopted The last stage (1993-present) attempted to mtroduce the
modem corporate system to the State enterprISes In each stage of
the reform, the government's mtervenhon was reduced further and
the State enterprISes gamed more autonomy

The reform of the nucro-management system has achIeved Its
mtended goal of lffiprovmg techmcal effIoency EmpIrIcal esh
mates show that almost half of the 422 percent growth of output m
the croppmg sector m the years 1978-1984 was drIven by produc-
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hVIty change brought about by the reforms Furthermore, almost
all of the above produchVIty growth was attnbutable to the changes
resulhng from the mtroduchon of the household responsIbility
system (Fan 1991, Huang and Rozelle 1994, Lm 1992, McMillan et
al 1989, Wen 1993) Produchon funchon eshmates m several stud
Ies fInd that for mdustry the mcrease m enterpnse autonomy m
creased produchVIty m the State enterpnses (Chen et al 1988,
Gordon and LI 1989, Dollar 1990, Jefferson et al 1992, Groves et al
1992) Therefore, the reforms m mIcro-management system m both
agrIculture and mdustry have created a flow of new resources, an
Important feature of ChIna's reforms

The mcrease m enterprISe autonomy under a dIStorted macro
pohey envIronment, however, also mVIted managers' and workers'
dIScrehonary behaVIor DespIte an Improvement m produchVIty,
the profItability of the State enterpnses dechned and the govern
ment's subSIdIes mcreased due to both a faster mcrease m wages,
frmge benefits, and other unauthorIZed expendItures (Fan and
Schaffer 1991) and the compehhon from the autonomous townshIp-

22and-village enterprISes (TVEs) (Jefferson and Rawski 1995) How-
ever, once the enterpnses had tasted autonomy, It would have been
pohhcally too costly to revoke It The dechne m the profits of State
enterprISes and the compehhon from TVEs forced the government
to try other measures that further mcreased the autonomy of State
enterprISes m the hope that the new measures would make the en
terprISes fmanClally mdependent

Resource Allocation System Reform

The mcrease m enterpnse autonomy put pressure on the
planned dIStrIbuhon system Because the State enterpnses were
allowed to produce outsIde the mandatory plans, the enterpnses

22 We will dISCUSS the emergence of TVEs and Its Impacts on the reform of
State enterprISes ill the followmg subsecbon
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needed to obtaIn addItIOnal mputs and to sell the extra outputs out
SIde the planned dIstribubon system Under pressure from the en
terpnses, matenal supphes were progressIvely de-hnked from the
plan, and retaIl commerce was gradually deregulated At the be
gmnmg, certaIn key mputs remamed controlled, however, the con
trolled Items were mcreasmgly reduced Centrahzed credIt rabon
mg was also delegated to local banks at the end of 1984

An unexpected effect of the relaxabon of the resources alloca
bon system was the rapId growth of the non-State enterprISes, es-

23
peciallY the TVEs Rural mdustry already eXISted under the tradI-
bonal system as a result of the government's deCISIOn to mecharuze
agnculture and develop rural processmg mdusmes to fmance the
mecharuzabon m 1971 In 1978, the output of TVEs consISted of 72
percent of the total value of mdusmal output m Chma Before the
reforms, growth of TVEs was severely constramed by access to
credIts, raw matenals and markets The reforms created two favor
able condIbons for the rapId expansIOn of TVEs FIrst, a new
stream of surpluses brought out by the household responsIbility re
form proVIded a resource base for new mvestment acbVIbes Sec
ond, the relaxabon of ngrdIty m the tradItIOnal planned allocanon
system proVided access to key raw matenals and markets In the
penod 1981-1991, the number of TVEs, employment, and the total
output value grew at an average annual rate of 26 6, 11 2, and 29 6
percent, respecnvely TVEs annual growth rate m total output
value was three b.mes that of the State fIrms m the same penod In
1993, TVEs output accounted for 381 percent of the total mdustrIaI
output m Chma The share of mdustrIaI output from non-State en-

23Non-State enterpnses mc1ude TVEs, pnvate enterprISes, and Jomt venture
enterpnses, overseas ChInese enterpnses, and foreIgn enterprISes Among
them, TVEs are the most Important m tenns of output share and number of
enterprISes It IS noteworthy that TVEs, although dIfferent m many aspects
from State enterpnses, are publIc enterpnses that are funded, owned, and
supervISed by the townshIp or village governments
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terpnses mcreased from 22 percent m 1978 to 56 9 percent m 1993
(State StahstIcal Bureau 1995, p 73)

The rapId entry of TVEs and other type of non-State enter
pnses produced two unexpected effects on the reforms FIrst, non
State enterpnses were the product of markets Bemg outsIders to
the tradItIonal econOmIC structure, non-State enterpnses had to ob
tam energy and raw matenals from competItIve markets, and therr
products could be sold only to markets They had budget con
Stramts and they would not surVIVe If therr management was poor
Therr employees dId not have an "rron nce bowl" and could be
fIred As a result, the non-State enterpnses were more productIve
than the State enterpnses, as the comparISOns of growth rate m
output and total factor productIVIty between the State and collec
tIve sectors m Table 3 shows The dynamISm of non-State enter
pnses exerted a pressure on the State enterprISes and trIggered the
State's pohcy of transplantIng the mIcro-management system of the
non-State enterpnses to the State enterprISes and of delegatIng
more autonomy to the State enterpnses Reform measures for lffi

provmg the mIcro-management system of State enterpnses-such
as replacement of profIt remIttance by a profIt tax, the establISh
ment of the contract

Table 3 Growth m Output and Total Factor ProductIVIty

1980-1988 1980-1984 1984-1988

State sector

Output 849 677 1022

TFP 240 180 301

CollectIve sector

Output 1694 1403 1986

TFP 463 345 586

Source World Bank (1992)
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responsIbility system, and the mtroductIon of the modem corporate
system to State enterpnses - were responses to competItIve pres
sure from TVEs and other non-State enterpnses Gefferson and
RawskI 1995) Secondly, the development of non-State enterpnses
sIgmfIcantly rectIfIed the mISallocatIon of resources In most cases,
non-State enterpnses had to pay market pnces for theIr mputs, and
theIr products were sold at market pnces The pnce SIgnals m
duced non-State enterpnses to adopt more labor-mtensIve technol
ogy and concentrate on more labor-mtenslVe small mdustnes than

24dId State enterpnses Therefore, the technolOgIcal structure of
non-State enterpnses was more consIStent WIth the comparatIve
advantages of ChIna's endowments The entry of TVEs nutIgated
the structuralnnbalance caused by the HIODS

Macro-polIcy EnvJronmentalReform

Among the tr1.11lty of the trachhonal econonuc structure, the
dIstorted macro-pohey enVIronment was hnked most closely to the
development strategy, and Its effects on allocatIve and techrucal ef
fICIency were mdrrect The reforms of the macro-pohCles were thus
the most sluggISh We will argue later that most econonuc prob
lems that appeared durmg the reforms-for example, the eychc
pattern of growth and the rampant rent seekmg- can be attrIbuted
to the mconsISteney between the dIstorted pohey enVIronment and
the hberahzed allocatIon and enterprIse system Therefore, the Clu
nese government constantly faced a dilemma to make the macro
pohcy enVIronment consIStent WIth the hberahzed nucro
management and resource allocatIon system or to re-centrahze the
nucro-management and resource allocatIon system for rnamtammg

24For example, m 1986 an average mdustnal enterpnse m Chma had 1,799
workers, and the fIxed mvesbnent per worker was 7510 yuan (Chma
IndustnaJ Economy Statistical MatenaJ1987, p 3), whereas an average
TVE m the same year had 28 9 workers, and the fIxed mvesbnent per
worker was 1709 yuan (Statistical Yearbook ofChma 1987, p 205)
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the mtemal consIStency of the tradIhonal econonuc structure The
depnvatIon of enterpnse autonomy would de&mtely mcur the re
sIStance of employees of State enterpnses A return to the tradI
tIonal econonuc structure would also mean return to econonuc
stagnatIon Therefore, no matter how reluctant the government
was, the only sustamable chOIce was to reform the macro-pohey
envrronment and make the macro-pohCles consIStent WIth the hber
ahzed allocatIon and nucro-management system

Changes ill the macro-pohcy envrronment started m the com
modIty prIce system After the mtroductIon of profIt retentIon, the
enterprISes were allowed to produce outsIde the mandatory plan
The enterpnses frrst used an Informal barter system to obtam the
outsIde-plan mputs and to sell the outsIde-plan products at pre
nuum prIces In 1984, the government mtroduced the dual-track
prIce system, whIch allowed State enterpnses to sell therr output m
excess of quotas at market pnces and to plan therr output accord
mgly The aIm of the dual-track prIce system was to reduce the
margmal prIce dIStortIon m the State enterpnses' productIon deCI
SIOns whIle leavmg the State a measure of control over materIal al
locatIon By 1988, only 30 percent of retaIl sales were made at plan
pnces, and the State enterprISes obtamed 60 percent of therr mputs
and sold 60 percent of therr outputs at market pnces (Zou 1992)

The second major change m the macro enVIronment occurred
m the foreIgn exchange rate pohey In the years 1979-1080, the offi
CIal exchange rate was roughly 1 5 yuan per U S dollar The rate
could not cover the costs of exports, as the average cost of earnmg
one U S dollar was around 25 yuan A dual-rate system was
adopted at the begmnmg of 1981 CommodIty trade was settled at
the mternal rate of 2 8 yuan per U S dollar, the offiCIal rate of 1 53
yuan per US dollar contInued to apply to non-commodIty transac
tIons After 1985, the yuan was gradually devalued Moreover, the
proportIon of retamed foreIgn exchange, wluch was mtroduced m
1979, was gradually raISed, and enterpnses were allowed to swap
therr foreIgn exchange entItlement WIth other enterpnses through
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the Bank of Chma at rates lugher than the offIcIal exchange rate
RestrIctIons on tradmg foreIgn exchanges were further relaxed WIth
the establIshment of a "foreIgn exchange adJusbnent center" m
Shenzhen m 1985, m wluch enterpnses could trade foreIgn ex
changes at negotIated rates By the late 1980s, such centers were
establIshed m most provmces m Chma and more than 80 percent of
the foreIgn exchange earnmgs was swapped m such centers (Sung
1994) The chmax of foreIgn exchange rate pohey reform was the
establIshment of a managed floatmg system and umfIcatIon of the
dual-rate system on January 1, 1994

Interest-rate pohey IS the least affected area of the tradItIonal
macro-pohey enVIronment Under the HIODS, the mterest rate was
kept artIfICIally low to facilitate the expansIon of capItal-mtensIve
rndustnes After the reforms started rn 1979, the government was
forced to raISe both the loan rates and the savrngs rates several

25tImes However, the rates were marntamed at levels far below the
market-clearrng rates throughout the reform process In late 1993,
the government announced a plan to establIsh three development
banks WIth the functIon of frnancrng long-term projects, Im

port/export, and agncultural rnfrastructure at subSIdIzed rates and
to turn eXlStmg banks rnto commerCIal banks The three develop
ment banks were establIshed rn 1994 The commercIalIzatIon of the
eXlStmg banks IS expected to take at least another three to fIve years
Moreover, It IS unclear whether after the reform the rnterest rate
will be regulated or will be determrned by markets The mentahty
of the HIODS IS deeply rooted rn the mrnd of Chma's pohtIcallead
ers To accelerate the development of capItal-rntensIve rndustry rn
a capItal-scarce economy, a dIStorted macro-pohey envrronment
at the very least rn the form of a low mterest rate pOhey-IS

25To stop bank runs, the savmgs rates were mdexed to mflahon rates m
October 1988, but the pohey was revoked m 1991 In May 1993, the mterest
rate for a one-year tIme depOSIt was 9 18 percent, and for a one-ta-three
year basIC mvestment loan It was 10 80 percent (Chma StatJstics Yearbook
1993, pp 670-71) However, the market rate for a commerClalloan was
between 15 and 25 percent

386



China's Economic Reform Implications for India

t the very least m the form of a low mterest rate pohey-lS essenhal
It IS hkely that adnumstrahve mtervenhons m the fmanClal market
will hnger for an extended perIod

Because the reforms m macro-pohcles, especially those re
gardmg the mterest rate, lagged behInd the reforms m the alloca
hon system and mIcro-management Inshtuhons, there were several
econOmIC consequences The fIrst one was the recurrence of a
growth cycle The mterest rate was mamtamed at an arhfIClally low
level The enterprlSes had mcenhves to obtam more credits than
the supply permItted Before the reforms, the excess demands for
credit were suppressed by restrIchve central rahonmg The delega
hon of credit approval authorIty to local banks m the autumn of
1984 resulted m a rapId expansIOn of credits and an mvestment
thrust As a result, the money supply mcreased 49 7 percent m 1984
compared to Its level m 1983, and thIS caused the mflahon rate to
Jump from less than 3 percent m the preVIOUS years to 8 8 percent m
1985 In 1988, the government's attempt to hberahze prIce controls
caused a lugh mflahon expectahon Because the mterest rate for
savmgs was not adjusted, pamc buymg and a mml-bank run oc
curred Loans, however, were mamtamed at the prevIOusly set
level As a consequence, the money supply mcreased by 47 percent
m 1988, and the mflahon rate m that year reached 18 percent Dur
mg the perIods of lugh mflahon, the economy overheated Bottle
necks m transportahon, energy, and the supply of construchon
matenals appeared Because the government was reluctant to m
crease the mterest rate as a way to check the mvestment thrust, It
had to resort to centrahzed rahonmg of credits and dIrect control of
mvestment projects - that lS, a return to the planned system The
rahorung and controls gave the State sectors a prIOrIty posihon
The pressure of mflahon was reduced, but slower growth followed

As mentIoned earher, although the reforms m the mIcro
management system Improved the productIVIty of the State sector,
defICIts mcreased due to the discretIonary behaVIor of the managers
and workers m the State enterprlSes Therefore, fIscal mcome m-
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creasmgly depended on the non-State sectors Dunng the penod of
bghtenmg State control, the growth rates of the non-State sectors
dechned because the non-State sectors' access to crechts and raw
matenals were restrIcted Such a slowdown ill the growth rate be
came fIscally unbearable Therefore, the State was forced to lIber
alIze the adImru.strabve controls m order to make room for the
growth of the non-State sectors A penod of faster growth fol
lowed Nevertheless, conflIcts between the dIstorted macro-polley
enVIronment and the lIberalIzed allocabon and nucro-management
system arose agam

A second consequence of the mconslsteney between the dIs
torted polley envrronment and the lIberalIzed allocabon system and
nucro-management lllSbtuhons was a rampant rent-seekmg phe
nomenon After the reforms market pnces eXISted, legally or ille
gally, along WIth planned pnces for almost every kmd of mput and
commochty that the State controlled The chfference between the
market pnce and the planned pnce was the econonuc rent It IS es
hmated that the econonuc rent from the controlled commochty
pnce, the mterest rate, and the exchange rate was at least 200 billlon
yuan, or about 21 5 percent of the nabonal mcome m 1988 In 1992,
the econonuc rent from bank loans alone reached 220 billlon yuan

26(Hu 1994) The non-State enterprISes as well as the autonomous
State enterprISes certamly had mcenbves to engage m rent-seekmg
acbVlbes through bnbes and other measures to obtam the under
pnced resources from the State allocahon agenCIes It IS reported
that under compebbve pressure, the State enterpnses m the heavy
mdustrles, wmch were gIVen pnonbes m obtammg the State
controlled resources, also needed to gIve certam SIde payments to
the banks and other allocabon agenCIes m order to secure the ear
marked loan and matenals or to obtam them promptly

26
The total credIt of the State banks was 2,161 6 bIllion yuan (US$248 5

bIllion at the swap market exchange rate) The dIfference between the
OffiCIal mterest rate and the market rate was about 10 percent The rents
from bank loans alone were as lugh as 216 bIllion yuan
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Because of the rent-seekIng actIvItIes of other types of enter
prIses, State enterprISes were often unable to obtam the crewts and
materIals mwcated m the plans The rent-seekIng actIvItIes also
caused wIdespread pubhc resenhnent and became a source of SOCIal
mstability To guarantee the SurvIval of the State enterprISes and to
check SOCIal resenhnent, the government attempted to remstItute
tIght controls on the allocatIon system m the austerIty programs of
1986 and 1988 However, the controls were relaxed later to allow
the growth of the non-State sectors Except for the mterest rate,
admmIstratIve controls on the prIces of most materIals and com
mowtIes have been removed

THE REFORM APPROACHES A COMPARISON

There has been much wscusslOn as to why Chma's reforms
have been more successful than the reforms m Eastern Europe and
the former SoVIet Dmon (Chen et al 1992, QIan and Xu 1993,
Harrold 1992, McMillan and Naughton 1992, Gelb et al 1993,
McKmnon 1994) Except for the deSIrability of gradualIsm, the
stuwes emphasIZed Chma's lllitIal mdustrial structure (Chma has a
large agrIcultural sector) or Its decentralIZed regional econOmIC
structure If Chma's success was mamly the result of her uruque
lllitIal conwtIons, then that success does not have any ImphcatIons
for other econOmIes, where the lllitIal conwtIons dIffer Neverthe
less, the econOmIC problems m pre-reform Chma-namely, the
structure Imbalance and the low mcentIves- are common to all so
ClahSt econOmIes because they all adopted a sImIlar econOmIC de
velopment strategy and because they all have a sImIlar macro
pohcy envIronment, planned allocatIon system, and puppet-hke
State enterprISes Empmcal eVIdence shows that, as m pre-reform
Chma, Eastern European and SoVIet economIes were all ovenn
dustnalIZed With overSIZed State enterprISes, theIr SerVIce sectors
and hght mdustries were underdeveloped, and employee mcen
tIves were low (Newbery 1993, Brada and KIng 1991, Sachs and
Woo 1993)
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For an economy WIth a gIVen stock of resources, the effIcIent
pomt m the produchon plan IS pomt E, however, under the HIODS,
the actual produchon pomt IS B, as illustrated m FIgure 1 "Shock
therapy" attempts to reform the econOmIC structure so that the ex
IShng stock of resources can be ub.1I.zed more effICIently DIagram
mahcally, the reforms attempt to move produchon from pomt B to
pomt E Stabilizahon, marketIzahon, and pnvatIzahon are neces
sary condIhons for achIevmg thIs goal TIns IS because to mduce
econOmIC agents to move from B to E voluntanly, the agents should
have a stable expectahon about the economy, correct relahve-pnce
SIgnalS, and the mcenhves to respond to these pnce sIgnals The
prescnphon of stabilizahon, pnce hberahzahon, and pnvatIzahon IS
mternally consIStent The scheme IS eqmvalent to a replacement m
a short sequence of the whole tradIhonal econOmIC structure, whIch
IS endogenous to the HIODS

If the transihonal costs of reform were free, "shock therapy"
would enable the economy to Jump from pomt B drrectly to pomt E,
as the dotted hne m FIgure 2a shows However, some fIxed eqmp
ment m heavy mdustries cannot be used for produchon m hght m
dustrIes, for other eqmpment, modIfIcahons are reqUITed for new
uses (Brada and Kmg 1991) Workers m heavy mdustry also need
retrammg before they can be assIgned to new Jobs Moreover, the
establIShment of new market Inshtuhons takes hme and resources
(Murrel and Wang 1993, Lm 1989b) Durmg the IDlhal stage of re
forms, an mcrease m hght mdustry would not be able to compen
sate for the dechne m heavy mdustry Therefore, Instead of movmg
drrectly from pomt B to pomt E m FIgure 2a, the economy moves
fIrst from B to F before reachIng E The resulhng GNP path of
growth IS a "J-curve," as shown m FIgure 2b How large the dechne
ill GNP would be and how long It would take before recovery
would depend on how severe the illlhal dIStorhon IS and how
qmckly the necessary Inshtuhons can be establIShed, whIch can
only be determIned empmcally The expenences of Eastern Europe
and the former SoVIet Umon suggest that a dechne can be more
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FIgure 2 The BIg Bang Reform

Light Industry

P

Heavy
IndustryD

.. B
F

.. .. .. .. .. .. .. ..

o

CF~E;;::::-- _____

(a)

GNP

o Time
(b)

391



Chma's EconomIc Reform ImpltcatlOns for IndIa

than 50 percent of the GNP and that It will take several years before
a turmng pomt IS reached The government IS certam to encounter a
legrtImacy crISIS when the results of reforms are so dreadful (De
watnpont and Roland 1992) The leadershIp may not be able to
hold a consensus on the course of further reforms, and pohtIcal m
stability IS hkely to follow Instead of a "J-eurve," the result of
"shock therapy" may be a bIg IfL-curve "

When Chma started Its reforms m the late 1970s, the pohtIcal
leadershIp dId not questIon the feasIbility or deSIrability of the tra
dItIonal econOllliC structure It s1lllply attempted to 1lllprove mcen
tIves m the State enterprISes and collectIve farms by grvmg agents
m State enterprISes and collectIve farms some autonomy so that a
closer hnk between personal rewards and mdIvIdual efforts could
be establIShed The empmcal studIes CIted show that the attempt
was successful and a new stream of resources was created by the
lllicro-management system reform The grantIng of partIallllicro
autonomy was only a small crack m the tradItIonal econOllliC
structure However, the partIal autonomy also 1lllphes that entre
preneurs gam partIal control over the allocatIon of the newly cre
ated stream of resources The suppressed sectors m the tradItIonal
economy are the sectors that are consIstent WIth the comparatIve
advantages of the economy The unexpected results of the lllicro
management reform are that, drIven by profIt motIvatIon, the
autonomous entrepreneurs allocated the new stream of resources
under theIr control to the more profItable suppressed sectors Smce
the planned allocatIon system and dIStorted macro-pohcy enVIron
ment were preserved, the State stIll had control over the old stream
of resources and guaranteed that these resources would be allo
cated to the pnonty sectors Therefore, throughout the reform pro
cess, the economy enJoys contInuous growth Moreover, as the
economy grew, the proporTIon of resources that was allocated ac
cordmg to the planned pnces became mcreasmgly small There
fore, by the tIme the pnce of a commodIty was hberahzed, the
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shock was much smaller than the:Bap between the market prIce and
plan prIce would have suggested

If the above deSCrIptIons are a reasonable explanatIon of why
Chma was able to enJoy conhnuous econonuc growth dUrIng the
reform process, we can expect the followmg FIrst, the expansIOn of
the suppressed sectors would not result m a declme m the pnorIty
sectors because the expansIOn of the suppressed sectors was sup
ported by a new stream of resources Second, the economy should
reach a lugher rate of econonuc growth than the rate before the re
forms because the new stream of resources was allocated to the
more effICIent sectors Both assertIons are confIrmed by the empIrI
cal eVIdence Table 4 shows the mdexes and the growth rates of the
major sectors m the nahonal economy It can be seen that no sector
has declmed smce the reforms started and, except for the State en
terpnses, each sector's growth has accelerated

CONCLUDING REMARKS

Even though Chma's leaders dId not have a blueprmt m mmd
when reforms started, Chma's reforms have followed a path that
can be explamed by the theory of mduced InStItutIonal InnovatIon
(Lm 1989b, North 1990) The tradItIonal econonuc structure was It
self a product of InStItutIonal InnovatIon mduced by the gov
ernment's attempt to pursue a HIODS m a capItal-scarce economy
The tradItIonal system made the mobilizatIon of resources for
bUIldmg up the strategy-determmed pnorIty sectors pOSSIble
However, Its econonuc effICIency was low Therefore, once the m
tegnty of the tradItIonal econonuc system was cracked by the m-

27
The offiCIal exchange rate was 5 7 yuan for one U 5 dollar and the swap

market rate was 8 7 yuan for one U 5 dollar when the exchange rate m
Chma was umfled to the swap market rate at the begmrung of 1994
However, the shock was very small because before the umfIcahon about 80
percent of the foreIgn exchanges had already been traded m the swap
markets
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troducnon of enterprISe autonomy, msntunonal changes occurred
ill a way that was self-propelling toward the replacement of the
tradInonal system WIth a more effiCIent market system. In the pro
cess, the effiCIency of the State enterprISes was nnproved through
greater autonomy and by meetlng compennon from the non-State
sectors However, the dynanusm of the economy came mamly
from the sWIft entry of new, small, non-State enterprISes The old
planned allocanon system and dIstorted rnacro-pohcy enVIronment
gradually became unsustamable and were dIscarded Durmg the
reform process, the State, the enterprISes and the people have had
suffICIent tlme to make adjustments to the new market system The
reforms benefit the rnaJonty of people as the economy has mam
tamed strong growth throughout the whole process

The "bIg bang" approach ill Eastern Europe and the former
SOVIet Dmon also attempts to replace an meffIcIent econOmIC sys
tem WIth a more effiCIent market system The pnvately owned
small fIrms emerged ImmedIately after the hfung of the ban on pn
vate enterprISes However, the pnvatIzanon of medIum- and large
scale State enterprISes was prolonged and proceeded slowly (Mur
reI and Wang 1993, Wang 1993) ThIS resultlng enterprISe nux IS, ill

fact, sImllar to what emerged m Chma However, ChIna's ap
proach dId not dIsrupt the producnon m the State sectors There
fore, ChIna's gradual approach to reform achIeved the same ~OSI

nve effects of the "bIg bang" approach but aVOIded Its costs If

28
The opporturuty cost for the workers to move from the State sectors to the

non-State sectors nught be lugher ill Eastern Europe and the former SoVIet
Uruon (EEjFSU) than ill Chma because the subSIdIes to the workers were
lugher and the econonues were more decentralIzed ill EEjFSU than m
Chma, as Sachs and Woo (1993) and QIan and Xu (1993) correctly
emphasIZed However, the lugher opporturuty cost 18 not a suffiCIent
condIhon for nulhfymg the applIcability of the Chmese approach In Chma
the dIfferences between the State-regulated pnces and the market pnces ill

general were less than 30 percent and at most 100 percent before the
reforms However, the differences for many commodIhes m EEjFSU often
reached factors of 10 Therefore, the expected returns for a worker to move
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transItIonal costs and the path-dependence of mstItutIonal changes
are taken mto account, Chma's gradual approach can be argued to
be both theoretIcally and empmcally preferable to the "bIg bang"
approach (WeI 1993)

So far, most elements m ChIna's reforms were mduced rather
than desIgned However, the expenence of ChIna's reforms may
proVIde a useful lesson for desIgnmg reform pohCles m IndIa and
other econOmIes where the heavy mdustry-onented strategy or
other sImIlar development strategres have been adopted under

29
capItal-scarce condItIons Certamly, stages of development, en-
dowment structures, pohtIcal systems, and cultural hentage dIffer
from one economy to another To be effectIve, actual reform meas
ures should take the economy's InItIal condItIons mto consIderatIon

30and explOIt all favorable factors Withm and WIthout the economy
Therefore, the specIfIc deSIgn and sequence of reforms m an econ
omy should be "mduced" rather than "unposed" However, m ad-

from the State sectors to the non-State sectors were much hIgher m EE/FSU
than m ChIna The eXIStence of a large secondary economy m EE/FSU
before the reforms suggests that resources would have qUIckly flown mto
the suppressed sectors If the actIVItIes had been legalIzed The rapId
emergence of small pnvate frrms after lIftIng the ban on pnvate enterprISes
confIrms thIS propOSItIon
29

In essence, the I-llODS IS a forgmg-ahead strategy m whIch the gov-
ernment dIStorts the macro-pohcy enVIronment m order to facilitate the
development of some mdustries whIch exceed the stage of development
dIctated by the comparatIve advantages of the economy's endowment
structure SlIDllar to ChIna, IndIa also adopted a forgmg-ahead, heavy
mdustry-onented development strategy The lIDport-substIbItIon strategy
WIdely adopted m LatIn Amenca IS another example of the forgmg-ahead
development strategy
30

The presence of overseas ChInese, the eXIStence of a large stock of m-
dustnal resources m the rural sector pnor to the start of reform, and the
conbnuaoon of substantIal markebng acovity throughout the agncultural
sector durmg the entIre SOCIabst penod are among the Important IDltIal
condloons that contnbuted uneqmvocally to the success of ChIna's
refonns
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dIbon to the general advIce of mamtammg econonuc and pohbcal
stability and to move the reforms m a path-dependent manner, the
folloWIng adVIce may be useful for a government attempbng re
forms m an econonuc system smular to that of pre-reform ChIna

1 Grant autonomy to the mIcro-management UnIt so as to
Improve the mcenhve structure and to create a new stream
of resources by Improvmg produchVIty

2 Allow the new stream of resources to be allocated by the
autonomous enterprISes outsIde the plan and at market
pnce to the suppressed sectors wlule mamtammg the sur
VIVal of the old pnonty sectors WIth the resources ebll un
der the State's plan control

3 LIberahze the dIStorted pohcy enVIronment and planned
allocabon system to make them consIStent WIth the
autonomous nucro-management system when the new
stream of resources allocated under market outweIghs the
stream of resources allocated under the plan
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Understanding China's
Economic Performance

MngThye Woo

Jeffrey D Sachs

INTRODUCTION

ChIna achIeved the ImpreSSIve average annual growth rate of
95 percent between the start of ItS market reforms m 1978 and
1994 ThIs successful performance, perhaps the hIghest m the
world durmg thIs penod, has dramabcally transformed ChIna's
econOmIC structure The proporbon of the labor force engaged m
agrIculture dropped from 71 percent m 1978 to 56 percent m 1993,
and the proporbon of gross mdustrral output produced by State
owned enterpnses (SOEs) dec!med from 78 percent to 43 percent
m the same penod The mtegrabon of ChIna mto the world econ
omy has been equally dramabc trade (exports plus Imports) rose
from 10 percent of GNP m 1978 to 36 percent m 1993, and dIrect
foreIgn mvestment was $28 bIllion m 1993 compared to $2 bIllion
m 1983 Human development mdIcators - lIfe expectancy, hter
acy, Infant mortahty, per capIta mcome, and the mCldence of pov
erty - all show a dramabc Improvement, m !me WIth the rapId
econOmIC growth

ThIs paper dIscusses the nature of thIs rapId growth per
formance and the prospects for future rapId econOmIC growth
ChIna presents vanous paradoxes that have become the subject of
heated debate Wlthm the econOmICS profeSSIOn For example,
wlule there IS lIttle dIsagreement about the role of market reforms
m spurrmg rapId growth, there IS heated debate about the char
acter of those reforms Have they been gradual or rapId? Has the
gradualIsm been a source of success or a hIndrance? Are the
nonmarket aspects of ChIna's economy, such as the large State
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ownershIp that persIsts today, a source of potentIal destabilizatIon
m the years ahead? What lessons, If any, does Chma's expenence
offer for other countrIes m the transItIon from central plannmg to
a market economy?

We suggest m tlus chapter that Chma's rapId growth can best
be explamed as the result of a few key charactenstIcs of Chmese
econormc structure and econormc pohcy FIrst, Chma began the
rapId growth perIod extremely poor, and therefore has benefIted
from the "advantages of relatIve backwardness" Chma has been
able to unport modern technology, management and capItal from
abroad to use alongsIde very mexpensive domestIc labor, m order
to produce hIghly profItable, labor-mtensive manufactures As a
result, Chma has enjoyed one of the greatest export booms m
hIstory Moreover, Chma began the reform perIod WIth a legacy
of profound mefficiency m agrIculture, so that there was a natural
one-tIme boost m agrIcultural output and prodUCtIVIty ill the fIrst
years of reform

Second, Chma's econormc pohcy has benefIted from Its eco
normc structure, as an overwhelmmgly rural-based, agriculturat
labor-mtensive economy DespIte bemg a "soCIahst" economy,
less than 20 percent of the Chmese labor force was m State-owned
enterprIses at the start of market reforms, almost all of the rest
were m peasant villages throughout the Chmese hmterland For
polItIcal reasons, but m conforrmty WIth the baSIC econormc
structure, the Chmese government adopted a two-track approach
to reforms m whIch the countrysIde and the coastal provmces
were substantIally lIberalIzed to engage m market actIVItIes, while
State-owned enterprIses were kept under State control ThIs was
expensIve from the pomt of VIew of the budget, smce the State
owned enterprIse sector requITed SubSIdIes to cover losses, but It
was affordable smce the vast majorIty of the labor force was out
SIde of the State-owned sector ThIs SItuatIon contrasts starkly
WIth that of Eastern Europe and the former SOVIet Urnon, where
the State dommated the economy at the start of market reforms
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The market sector was substanhally deregulated, and m fact
became, de facto, a laIssez-farre economy Taxahon of pnvate ac
hVIty was low, as were regulahons governmg labor markets, enVI
ronment, compehhon pohcy, and other areas of market achvlty
The non-State enterpnses actually paId less mcome taxes as a
proporhon of GDP as theIr share of GDP mcreased non-State
enterpnses paId mcome taxes equIvalent to 1 2 percent of GDP m
1985 and 0 5 percent m 1993 (World Bank 1995b, Table 73) WhIle
the legal Infrastructure of the markehzed part of the economy IS
underdeveloped, the regulatory mtruslOn IS also low

Labor market parhClpants m the non-State sector expected
httle from the State m the form of socIal protechons and, m fact,
receIved very lIttle Once agam, the situahon dIffered markedly
from that of Eastern Europe and the former SovIet Vmon, where
the publIc's expectahons were for conhnued guarantees of Jobs,
mcome, retIrement benefIts, and other socIal benefIts, whIch had
long been promIsed, If Imperfectly delIvered, by the government
The non-State sector has boomed, whIle the State sector conhnued
to expenence senous problems, not least of whIch are the con
hnumg low produchvlty growth of the State-owned enterpnses
and theIr large fmanclal losses, even m boom years Thus, the
success of ChIna's reforms should be attrIbuted mamly to the suc
cess of the non-State sector, and the good fortune that problems m
the State-owned sector have not destabilized the overall macroe
conomy Chma's macroeconOmIC situahon has remamed delIcate
for years, and, m fact, the extreme mflahonary pressures m 1988
1989 certamly contrIbuted to the polIhcal unrest that culmInated
m the Tlananmen dIsaster m June 1989 Overall, however,
Chma's monetary and bankmg polICIes have protected the real
mcome of savers, thereby contrlbuhng to Chma's remarkably
hIgh savmg rates These hIgh savmgs, m tum, have helped the
government to fmance Its budget defICIts m a non-mflahonary
manner
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ChIna's extraordmary growth performance should not take
attenhon away from the deep problems that ChIna will face m the
commg years Wlule ChIna's State sector IS too small to drag
down the non-State sector, It shllImposes large fmanClal and allo
cahonal costs on the economy ChIna's underdeveloped legal
system will be more of a drag on the economy as the complexIty
of econonuc lIfe mcreases, unless legal reform can keep pace WIth
econonuc growth Property forms that have worked m the past 15
years, such as the townshIp-and-village enterpnses (TVEs), are
lIkely to be less effechve m the future, especially as village-based
lIfe IS supplanted by a hIghly mobile, non-agrIcultural populahon
PohhcallegIhmacy will also be under senous stress Growmg m
come mequahhes across regions will raIse demands for compen
satory pohcles from the center, whIch will prove hard to sahsfy
At the same hme, conhnumg corruptIon and nususe of State as
sets further undermme pubhc support for eXlshng pohhcal Insh
tuhons These pohhcal problems will play out agaInst a backdrop
of conhnumg senous pressures on the State budget, ansmg from
low tax revenues and losses of State-owned enterpnses

These Issues are taken up m thIs chapter whIch IS orgaruzed
as follows Sechon 2 ouiliTIes the gradual (dual-track) reform
program that was Implemented after 1978 We attrIbute the
gradual reform strategy to the lOgiC of pohhcal compronuse and
the compleXIty of pohhcal and econonuc change m a country of
more than one bIlhon people, rather than to the lOgiC of expen
mentahon as somehmes asserted m the offICIal rhetonc Sechon 3
IdentIfIes the mam sources of growth We put the baSIS of ChIna's
ImpreSSIve econonuc performance m the context of a hberahzmg,
surplus-labor economy Sechon 4 dIscusses the nature of the non
State but collechvely-owned TVEs Sechon 5 descnbes the short
commgs of attempted reforms of the SOE sector Sechon 6 dIS
cusses the performance of the agrIcultural sector after reforms
Sechon 7 bnefly reVIews the remammg challenges for econonuc
reform m ChIna

406



Understandmg Chma's Economic Performance

THE STRATEGY OF PARTIAL DECENTRALIZATION

The basIc strategy for movrng from econOmIC plannrng to a
market system has been the partIal decentrahzatIon of econOmIC
deCIsIOn-makrng, rncludrng the hberahzatIon of the non-State
owned economy I The most common form of partIal decentrah
zatIon IS the dual-track approach of estabhshrng a market track
parallel to an eXIstIng plan track rn a partIcular sector or aspect of
econOmIC actIVIty The dual-track approach pervades almost
every area of econOmIC pohcymakrng sectoral reform, pnce de
regulatIon, enterpnse restructurrng, regIOnal development, trade
promotIon, foreIgn exchange management, central-local fIscal ar
rangements and domestIc currency Issuance

Dual-track ProductIOn andPrIcmg

The dual-track approach started at the end of 1978 WIth rapId
and comprehensIve hberahzatIon of the agncultural sector while
the rndustrIaI sector remarned under tradItIonal central planrng
management The agrIculture communes were dIsbanded rn a
two-year penod by dIStrIbutIng the land WIth multI-year (usually
IS-year) leases to the peasants, and allowrng the leases to be rela
tIvely freely tradable, rn fact If not rn law State procurement
pnces for agrIcultural products were raIsed, and free markets for
some agrIcultural products were allowed 2 Farmers now enJoy a
large range of productIon freedom, only S percent of theIr pro
ductIon rn 1993 was set by the State plan

IPor more detaIls of the early reform measures, see Perkms (1988,1992)

2While the State mamtamed Its monopoly over the gram trade for many
more years, It re-mtroduced the pre-Cultural Revolubon two-ber prIce
system for gram procurement (a quota prIce and a (lugher) above-quota
prIce) to encourage producbon See Slcular (1985) and Chang and Tsang
(1994)
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In 1984, tlus dual-track arrangement was extended to mdus
trIal goods, WIth State procurement quotas for consumer goods
bemg much lower than for producer goods The proportIon of
planned productIon of total mdustnal output value has been re
duced from over 90 percent m 1978 to 5 percent m 1993

The typIcal process of dual-pnce transIhon IS as follows
(1) openmg the free market wlule keepmg State supply un
changed at the (lower) plan pnce, and (2) adjustIng the plan pnce
mcrementally over tIme to approach the market pnce The supply
offered at the plan pnces IS normally fIXed by quota, If not re
duced, over tIme Generally, no /Ishock" IS observed when con
vergence of the two pnces occurs

Dual-track OwnershIp Structure

An SOE IS a natIonally-owned enterpnse m the sense that the
central government IS the ultImate authonty for the operatIons of
the enterpnse and the dIsposItIon of Its assets, even though the
SOE m most cases has been assIgned to the provmcial or county
government for supervISIon and management The non-State en
terpnses are those enterpnses m which the central government
lacks fmal authonty over the dIspOSItIon of assets The non-State
sector COnsIStS of commumty-owned (1 e, collectIve-owned) en
terpnses (COEs), cooperatIves, mdividual-owned enterpnses, pn
vate corporatIons, and foreIgn Jomt ventures COEs are owned by
all the reSIdents of the CIty or township or village, and coopera
tIves by a small group of persons At the end of the Cultural
RevolutIon m 1976, there were heavy restrIctIons and mscrImIDa
tIon agaInst enterpnses that were not State-owned

The most Important component of the dual-track strategy has
been the radIcal restructurmg of the ownership pattern by the ex
plOSIve growth of the non-State sector smce 1984 The most
promment type of non-State enterpnses IS the commumty-owned
enterpnses m the rural areas known as township and village en-
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terpnses (TVEs) The non-State sector produced 57 percent of to
tal gross mdustnal output m 1993 compared WIth 1 percent m
1984 and 22 percent m 1978 3

Under the plannmg system, ChIna had a great shortage of
small enterpnses Therefore, as soon as small rural mdustnes
were allowed to develop, they tended to grow rapIdly to fill the
gaps ThIs explOSIOn of small busmesses m a hberahzed economy
IS not umque Post-commumst Poland proVIdes a slIDllar exam
ple of rapId growth of small enterpnses m an economy that had
formerly dIscnmmated agamst small enterpnses The number of
small busmesses m Poland grew from 700,000 m 1989 (the eve of
Poland's radIcal reforms) to 1,800,000 m 1993 In 1993, both Pohsh
small busmesses and Chmese TVEs employed around 20 percent
of the labor force, WIth the dIfference bemg that Poland achIeved
most of thIs employment transformatIon m four years compared
to the fIfteen years taken by Chma

The bIg dIfference between Chma's TVEs and Poland's small
busmesses hes m theIr ownershIp structure In contrast to the
"commumty-owned" TVEs, Pohsh small busmesses are unambI
guously pnvate and are estabhshed under a normal company law
We msert quotatIon marks around the term "commumty-owned"
m the case of TVEs because we want to hIghhght that whIle TVEs
are legally registered to be commumty property, the actual exer
CIse of property nghts m most TVEs IS mcreasmgly mdIShnguIsh
able from that under pnvate ownershIp Detailed dIScussIon of
the vanety of property nghts m TVEs IS provIded m SectIon 4

3Stnctly speakmg, the 1984 reclassmcabon of mdustnal acbVlbes Wlthm
agncultural producbon umts from "agnculture" to "mdustry" renders
companson pnor to that year mvaltd The COE share of gross mdustnal
output went from 30 percent m 1984 to 38 percent m 1993, and the share
of pnvate corporabons, mdlvldual enterpnses and Jomt ventures from 1
percent to 19 percent
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It must be emphasIZed that the SOE sector has not been WIth
ermg away, as mIght be lffiphed by clalffiS that Chma IS "growmg
out of the plan" (Naughton 1995) The SOE sector has actually
retamed ItS relabve standmg m overall employment 18 percent
of the 1978 and 1993 labor force As noted by Broadman (1995,
p 2) "There were 35 nulhon more SOE workers m 1993 than m
1978 Furthermore, SOEs accounted for 70 percent of total mdus
trIal mvestment m 1993, an mcrease from 61 percent m 1989"

What has happened, mstead, IS that the non-State sector has
drawn resources from agrIculture rather than from State mdustry
In other words, the new non-State sector has grown by sIphonmg
off rural employment mto non-State enterprIses, espeCIally rural
and coastal TVEs Most workers m SOEs chose not to shIft to
non-State enterprIses because SOEs were able to offer more gen
erous package of wages and socIal protecbon, largely as a result of
the huge SubSIdIes and other benefIts that the State conbnued to
bestow on the SOE sector SOEs proVIded generous pensIOns and
heavily-subsIdIzed housmg, medIcal coverage, child care, food
and recreabonal facIhbes ContraSbngly, Chmese peasants re
ceIve none of these benefIts and consume only one-thrrd of what
urban reSIdents consume The peasants, therefore, were only too
glad to shIft out of low-mcome agrIcultural acbVIbes to the new
mgher-mcome Jobs m the non-State sector, notably m the TVEs

ThIs IS the basIS of Fan's (1993, 1994) and Sachs and Woo's
(1994) arguments that the dIfferent fates of graduahsm, or two
track reform, m dIfferent countrIes at varIOUS bmes were actually
pre-determmed by theu 1ll1bal econOmIC structures Two-track
reform was pOSSIble m Chma because of ItS under-developed (1 e,
undermdustnahzed) economy Labor could mIgrate from agrI
culture to non-State mdustry Without dISrupbng the subSIdIes or
pohbcal cOmmItments to the State-owned enterprIses 4 In Eastern

4State Councillor (cabmet member) Chen Junsheng reported that m 1995,
17 years smce reforms began, there were 120 millIon surplus rural work-
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Europe and the former SovIet Dmon, by contrast, there was no ag
ncultural hmterland to provIde labor for the non-State sector The
growth of the non-State sector requITed the declme of the State
sector almost as a matter of accountmg, smce the State sector
dommated the economy Only by endmg the subslchzanon of the
State sector was It possIble to free resources for the new sectors m
the economy

Table 1 provIdes a stark quanntanve remmder of the chffer
ences m the structures of Chma and the SovIet Dmon at the start
of market reforms Wlule only 18 percent of Chma's workers
were m State-owned enterpnses, the share m RUSSIa was effec
nvely 99 percent (countmg the State collecnve farms as State
owned enterpnses) ThIs makes clear that the SOVIet Dmon and
SOVIet-type econoIDles m Eastern Europe had no reserve of labor
outSIde of the SOE sector that could prOVIde the engme of growth
for a new non-State sector Two-track graduahsm could not work
m that context Thus, the mam aspect of Chma's dlstmcnve tran
SInon course does not translate to the Eastern Europe or post
SOVIet context Moreover, graduahsm was actually trIed m East
ern Europe and the SOVIet Vmon, but It failed IDlserably The hb
erahzanon there unleashed fmanClal destabilizanon, WIthout
promotmg the growth of a new pnvate sector

Global Openmg and RegIOnal ImplIcatIOns

One of the most cruCial aspects of econOIDlC decentrahzanon
was the openmg of the Chmese economy to mternanonal trade
and fmancIaI flows Trade and fmanClal hberahzanon was abso
lutely VItal m allowmg the newly hberahzed non-State sector to
engage m mghly profItable, export-onented acnVInes The trade
hberahzanon took two roam turns FITst, vanous regIons were

ers out of a total rural labor force of 440 nulhon (ChIna Daily 1995a)
Chen and Hu (1993) estImate that 35 percent of rural labor m 1981 was
surplus labor
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gIven special pnvIleges to engage m mternahonal trade outsIde of
the shll restrIchve prachces of the planned economy One key
goal was for these regIons to attract foreIgn dIrect mvestment mto
export-orIented achVIbes to allow them to become export plat
forms for multmabonal enterpnses seekIng mexpensive labor
Second, the government hberahzed other more general aspects of
the tradmg system, mc1udmg the freedom of mmvidual enter
prIses to engage dIrectly m trade transacbons, and the ability of
trade-orIented enterprIses-to buy and sell foreIgn exchange Van
ous forms of trade taxabon were also reduced

Table 1 Distribubon of Employment by Type or Orgamzabon
(% of total employment)

ChIna RUSSIa
1978 1984 1991 1985 1991

State 186 179 183 931 861
enterpnses

Collecbve 720 670 639 60 53
agrIculture

Urban 51 67 62 NA NA
collecbves

IndustrIal TVEs 43 76 100 NA NA
PrIvate and 00 08 16 09 86
other

Source Sachs and Woo (1994)

In 1980, four southern coastal cibes (Shantou, Shenzhen, XI
amen and ZhuhaI) were deSIgnated SpeCIal EconOmIC Zones
(SEZs) The SEZs were given autonomy to experIment WIth new
Insbtubons, mamly related to the mternabonal economy SEZs
couId not only approve foreIgn-funded enterpnses (FFEs), but
could also extend generous tax exempbons to them The pre-1994
mcome tax rate for FFEs was 15 percent compared to the 55 per
cent for SOEs outSIde SEZs, and FFEs had a two-year tax hohday

412



Understandmg ellma's Economic Performance

from the fIrst proflt-makIng year and then faced a 75 percent m
come tax rate for the followmg three years SOBs that operated
WIthIn SEZs were not only exempt from the central plan and had
complete autonomy m hrrmg and fIrmg, they could even get ex
empbons from vanous busmess and trade taxes Of the 20,000
enterpnses operabng m Shenzhen, the bIggest SEZ m 1992, 5000
were FFEs (Bell, Thor and Kochhar 1993)

The resulbng phenomenal growth of the SEZs spurred other
regions to demand the specIal pnvIleges granted to SEZs there
are now 14 open coastal cibes, 20 econOlTIlC and technological de
velopment dIstrICts, and 72 comprehensIve reform expenmenbng
cibes Haman provmce became the fIfth SEZ m 1988

BeSIdes setbng up export platforms hke SEZs to attract for
eIgn IDvestment, Chma also hberahzed ItS trade and exchange re
gimes 5 In 1978, all foreIgn trade was conducted through 12 State
owned foreIgn trade corporabons (FTCs) as specIfIed by the cen
tral plan In lme WIth the general hberahzabon of the economy,
plan trade d.unmIshed m Importance and the management of the
FTCs were given to the provmcIal governments There were 4,000
FTCs m 1989 and enterpnses were mcreasmgly allowed to engage
dIrectly m foreIgn trade In place of a trade plan, there was a h
censmg system to control trade There were several reducbons m
export and Import taxes m 1991-1992 as Chma sought to reJom
GATT The average tarIff rate m 1993 was 36 percent (Tseng, Thor,
Kochhar, MIhalJek and Burton 1994) At the 1995 APEC meebng,
Chma announced SIgnIfIcant (almost) across-the-board reducbon
m tarIff rates

The hberahzabon of the exchange system took the form of
allowmg enterpnses to retam part of theIr foreIgn exchange
earnmgs, and reducmg the number of offICIal exchange rates as
they were bemg devalued steadIly Two years after the unllIca-

5See Lardy (1992) for detaIls and ShIrk (1994) for the pohhcs of opemng
up

413



Understandmg Chma's EconomIc Performance

bon of the offICial exchange rate m 1984, a foreIgn exchange ad
Jusbnent center (better known as the swap market) was estab
hshed to allow some enterpnses to trade theIr retamed foreIgn
earnmgs ParbcIpabon m the swap market was WIdened m 1988
to mclude all enterprIses that were allowed to retam foreIgn
earnmgs, and m 1991, to all domesbc resIdents In 1994, the OffI
CIal exchange rate was urufled at the eXlSbng swap rate

The openmg of the economy to foreIgn trade and mvesbnent has
caused Chmese exports to boom, especIally exports from the TVEs
m recent years (Table 2) Note that TVE exports mclude exports
that were produced under subcontracts from FFEs and SOEs, and
so the export share of the non-State sector (whIch mcludes the
prIvate sector and Jomt ventures among domesbc fIrms) may be
less than the sum of the shares of TVEs and FFEs In any case, the
nsmg export-GDP rabo shows that, WIth the openmg to the out
SIde world, export-processmg has become a major component of
Chma's mdustrIahzabon strategy (the rabo was 4 percent m
1984) It IS pOSSIble that the non-State sector has become the ma
Jor foreign exchange earner smce 1993 If so, Chma IS rephcabng
the phenomenon that occurred earher m the successful East and
Southeast ASIan econOmIes where theIr non-State sectors gener
ated export-led growth by explOlbng theIr countrIes' comparabve
advantage m labor-mtensive goods

JIan, Sachs, and Warner (1995) have reVIewed the conse
quences of the econOmIC reforms on regional mequahty Durmg
the fIrst phase of the reforms, 1978-1984, the laggard agrIcultural
regions expenenced the fastest growth, as agrIcultural reforms
allowed a slgruflcant, one-shot mcrease m producbvity levels
After 1985, however, the gams have gone mamly to the coastal re
gions, 1lllbally m the south of Chma and then after 1990, m
Shanghai and the northern coastal regions The nse of the coastal
provmce IS, of course, a reflecbon of Chma's remarkable export
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Table 2 Exports of TVEs and FFEs

Rabo of
Total

TVE Total TVE FFE Exports
Exports Exports Exports Exports toGDP

(bJ.1hons of yuan) (as %of total exports) (%)

1987 16 147 109 30 13

1988 27 177 153 52 13

1989 37 196 189 83 12

1990 49 299 164 125 17

1991 67 383 175 168 19

1992 119 468 254 204 19

1993 235 529 444 275 17

Sources TVE export data are from TVE yearbooks State Stabsbcal Bu-
reau (1995), Lardy (1995, p 72)

boom The overall pattern of regIOnal wage dIspersIOn (measured
as the standard devIahon of the loganthm of per capIta mcome of
the mdividual provrnces) IS mtereshng Regional mcome me
quahhes WIdened sigruficantly durmg the Cultural Revoluhon (as
the poorer agncultural regions fell further behInd) After 1978,
the regional mequahhes began to dnmrush FIrst, the poorer agn
cultural regions began to narrow the gap, then, the poorer south
ern coastal regions began to catch up WIth the nahonal average
By 1990, however, the dIsperSIOn of regional mcomes began to
WIden once agam as nch ShanghaI began to grow rapIdly, whIle
the rest of the coastal regions, by thIs pomt ncher than average,
conhnued to grow faster than the mtenor provmces
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The DecentralIzatIOn Reforms In the Flscal System

FIscal decentrahzahon occurred on two fronts the Budgetary
Contrachng System (BCS) between the chfferent layers of gov
ernment, and the Contract ResponsIbility System (CRS) between
the government and the SOEs 6 Under the BCS, wInch started on
an expenmental baSIS m 1980 and then spread to the rest of the
country, each provmce SIgned an mwvIdually negohated revenue
contract WIth the central government that specIfIed the amount of
annual revenue remIttance for an agreed penod The CRS, wInch
started m 1985, IS the urban lffiltahon of the successful Household
ResponsIbility System wInch restored famIly farmmg m 1979
Under the CRS, each SOE comnutted Itself to paymg a fIxed an
nual amount of tax-cum-profits for a number of years, and, m re
turn, the SOE had deClslOnmakmg powers over pnces, produchon
techmques, employee compensahon, and mvestment 7

The government had expected the decentrahzahon of fIscal
responsibilihes to lower the revenue-to-GNP raho (as the pnce of
shmulahng econOmIC lillhahve), but It has been surpnsed by the
enormous fall m the raho from 34 percent m 1978 to 14 percent m
1993 (World Bank 1995b) There are two major reasons for the de
clme The fust IS that the fmancml performance of the SOE sector
has gotten steadIly worse over hme The second reason IS that,
untIl January 1994, the central government depended on the local
governments to Implement the tax code that It set GIven the de
sue of the local governments to boost local mvestment for local

6Por detaIls, see Zhong and Hong (1990), World Bank (1990a, 1993) and
Wong, Heady and Woo (1995)
7The loss m the dIScretionary fIscal power of the State can also be seen m
the sharp rISe of "extra-budgetary" revenue whIch went from 10 percent
of GNP m 1978 to 16 percent m 1991 Extra-budgetary revenue COnsISts
mamly of retamed earnmgs and depreCiation allowances of SOEs, funds
that the MIDlStry of Pmance had no control over under CRS The MIDlS
try of Fmance controlled 75 percent of the sum of budgetary revenue and
extra-budgetary revenue m 1978, but only 52 percent of the sum m 1991
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econonuc development, they retamed the funds at the local level
by dispensmg illegal tax exempbons

In January 1994, ChIna undertook comprehensIve restruc
turmg of the tax system The annual bargammg between the
central government and the local governments was replaced by
an exphClt assIgnment of dIfferent types of taxes to dIfferent levels
of government, and by an exphClt sharmg formula of the remam
mg taxes, e g, 75 percent of the new SImplIfIed and comprehen
SIve value-added tax (VAT) would go to the central coffer and 25
percent to local coffers The annual bargammg between the gov
ernment and the enterpnses was replaced (WIth some excepbons)8
by a smgle mcome tax rate of 33 percent, regardless of ownershIp
The annual amount of after-tax profIt to be turned over to the
State by an SOE contmued to be determmed by negotIatIons

EXIStmg locally-controlled tax bureaus were spht mto two
parts The frrst part compnsed a natIonwIde branch network of
the new NatIonal Tax ServIce, and the second part IS the tax de
partment of the local government The former collects all central
and shared taxes, and the latter collects local taxes

The Decentra1JzatlOn Reforms In the FInanCIal System

Under central plannmg, the banks were pnmanly the cash
Iers of the government, dispensmg workmg capItal and mvest
ment capItal as drrected by the natIonal credIt plan The fmancIaI
system was m essence an appendage of the fIscal system, whIch,
m tum, was a part of the overall plan The movement toward a
market-onented fmanClal system began m 1978 With the separa
tIon of the central bank from the Mnustry of Fmance and Its es-

8Porelgn-funded enterprISes that were establIshed pnor to 1994 would
come under the new rate only ill 1988 There are two lower tax rates (18
percent and 27 percent) for smaIl enterprISes, and a hIgher tax rate (62
percent) for banks
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tabhshment as a mmIstenal-level orgamzatIon The major decen
trahzatIon of the fmanclal system started m 1984 when the com
merCIal actIvItIes of the central bank were transferred to a new
State-owned bank (SOB),9 and SOBs were granted autonomy m
theu loan deCISIOns The fmancmg of SOE mvestments by budget
grants was replaced over tIme by loans from SOBs

The decentrahzatIon of the fmanCIal system occurred, how
ever, WIth httle hberahzatIon of bankmg actIVIty (Bowles 1989,
Woo 1995a, Y11994) There has been httle competItIon among the
SOBs, especially outSIde of the bIg CItIes, because each SOB IS as
SIgned an econOffilC sector to focus on- e g , the AgrIcultural Bank
of Chma has vutual monopoly over bankmg servIces m the coun
trySIde Interest rates have remamed centrally controlled and
much of the bank loans are extended under government duec
hves to "strategIc" mdustrles and unprofItable enterpnses The
result of these "pohcy loans" to loss-makmg enterpnses IS that m
1995 "more than 30 percent of State banks' loans are bad, WIth no
hope of repayment" (The Econonust 1995) In July 1995, a law
was passed to perffilt SOBs to focus entuely on commerCIal
bankmg, and the prOVISIOn of pohcy loans was transferred to
three new pohcy banks

The admmIstratIve structure of the fmanCIal system has been
even slower to change Local branches of SOBs are requued to
promote the development of the local economy and subordmate
themselves to the guIdance of the local government Bank branch
staff depend on the local government for housmg allocatIon and
medIcal and SOCial serVices, and It IS common for the manager of
the local branch to be appomted on the local government's rec
ommendatIon These lOgistIcal and admmIstratIve tIes WIth the
local government were also true, untIl recently, of the local
branches of the central bank

9S0B refers to State-owned banks other than the central bank
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Although the credIt quotas set by the central fmancIaI
authonty were pretty much left mtact by the 1978-1989 reforms,
local banks after 1984 faced greater mcenbves and pressures to
expand credIt beyond therr quotas The mcenbves follow from
the fact that the personal mcomes of the local banks became de
pendent on the volume of therr lendmg and on the overall pros
penty of the local economy Pressure came from the local gov
ernments, whIch are often co-mvestors m the local SOEs, and
whIch also oversee the management of the local SOBs

ThIs confluence of self-mterest and external pressures has re
sulted m many SOBs not only Ignormg the credIt quotas when
they had excess reserves, but also resorbng to mgeruous ways to
IIsqueeze" more reserves from the central bank A common
method was to lend to local enterpnses the funds deSIgnated for
projects m the central plan When a centrally drrected project be
gan to draw on Its centrally allocated credIts, the local bank
would present the central bank WIth the dIlemma of supporbng
or stoppmg the fulfillment of the central plan The usual central
bank response was to prOVIde more credIt to enable the comple
bon of the central plan projects A recent example of such a dI
verSIOn of targeted funds toward SOE loans mvolved the on
lendmg of funds that had been allocated for the procurement of
gram by the State Fan (1995a) and Huang (1996) prOVIde mde
pendent empIrIcal eVIdence of such locallY-Inlbated monetary ex
pansIOn

In the summer of 1993, PBC attempted to reduce local Influ
ence on the Its branches by makIng key personnel appomtments
from the center However, the situabon does not seem to have
Improved The Deputy Governor of PBC revealed m 1995 that
"the situabon of local governments forcmg banks expandmg
credIt or expandmg mvestment through publIc fmancmg cannot
be controlled easily" (Chen 1995)
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DecentrahzafJon Reforms In the State EnterprIse Sector

There have been three stages m the decentrahzabon of the
Chmese State mdustrlal sector 1979-1983, 1984-1993, and 1994
onward

The four key changes durmg the fITst stage (1979-1983)
were

(a) Enterpnses were allowed to retam part of theIT profIts
By mId-1980, the 6,600 SOEs that parbClpated m the
profit-retenbon scheme produced 60 percent of the
output and 70 percent of the profIts under the State
plan (Tldnck and Chen 1987, p 3)

(b) The bonus system was mtroduced to provIde mcen
bves for workers m SOEs to Improve labor producbv
Ity The bonus was generally requITed to be less than
25 percent of the centrally-set baSIC wage

(c) In 1983, the government transferred the fmancmg of
workmg capItal from budgetary grants to bank loans

(d) In 1983, the system of profIt remIttance was replaced
by an mcome tax (ilgalshUl) m order to separate the
two roles of the State as tax collector and enterpnse
owner The amount of remItted profIt was mdivIdu
ally negobated perIodIcally

The results of the precedmg reforms were disappombng as
enterpnse effICIency dId not Improve sigruficantly The two major
reasons were that there was lIttle change to the system of pnce
controls and producbon quotas, and the bonuses were dIstrIbuted
m qUIte an egalItarIan manner

The second stage of SOE reforms began WIth the 1984 un
veIlmg of the "PrOVISIOnal Regulabons on ExpansIOn of Self
Management Powers m State-Run Enterpnses" whIch gave the
SOEs greater autonomy m producbon mIX, producbon level, labor
compensabon, mvestment, and use of retamed profItS The 1984
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reforms had three components, of whIch mdIvIdual SOEs could
pursue varIOUS combmanons

(a) the contract responsIbility system, whIch separated
ownershIp from management by gIvmg operatIng
autonomy to the enterprIse m return for contracted
profIt remIttance from the enterprIse

(b) the managerIal responsIbility system, whIch separated
management from polItIcs by reducmg the power of
the Party secretary WIthIn the enterpnse over eco
nOmIc deCISIOns

(c) the mternal contract system, whIch lmked compensa
tIon WIth performance at each level of the enterpnse
The manager sIgned a performance contract WIth each
dIVISIon dIrector, who would, m turn, SIgn perform
ance contracts WIth the personnel WIthIn that dIVI
SIon 10

The amount of actIvItIes dIrected by the central plan was SIg
mfIcantly reduced over the 1984-1993 penod Another Important
change m 1984 was the mtroductIon of a progressIve bonus tax to
control the generous dIspensatIon of bonuses that began m 1979
An annual bonus of up to four months of baSIC wages was ex
empted from the bonus tax, but a fIfth month bonus would re
qUIre the SOE to pay a lOO-percent bonus tax, a SIXth month bo
nus would be subject to a 200-percent bonus tax, a seventh month
bonus would be subject to a 300-percent bonus tax, and so forth

None of the above reforms fundamentally altered the owner
ShIp structure of the enterprISes, though they dId sIgmfIcantly af
fect the control structure The effects of these reforms were much

10For more detaIls, see Lee (1991) wluch dlScusses how these reforms
have not successfully addressed the prmcipal-agent problem QIan
(1994) and World Bank (1995a) prOVIde excellent overvIews of the dIffI
culhes of Chmese SOE reform
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less dramahc than the other decentrahzahon efforts Produchvity
growth m the State sector remamed faIrly low, and State enter
pnses have connnued to suffer large fmancIaI losses In reachon
to thIs unsahsfactory state of affaIrS and to other developments,
the Commumst Party of Chma (CPC) declared m November 1993
that the property nghts of SOEs would be clarIfIed m order to Im

prove theu performance Tlus IS the fIrst nme that the ambIguIty
of property nghts was OffICIally recogmzed as a cause of poor
SOE performance

The PolItIcal NecessIty for a Gradual Reform Strategy

GradualIsm m Chma IS as much the result of polIhcal dead
lock or compronuses Withm the CPC between the hard-lmers and
the reformers, and the general lack of consensus m the SOCIety at
large, as the result of a parhcular theory of reform 11 The hard
lmers have enunciated the "bud-cage economy" doctrme In the
concephon of Its ongmator, Chen Yun, the central plan IS the cage
and the bud IS the economy The prenuse IS that WIthOut central
plannmg, produchon would be m chaos-l e, WIthout the cage,
the bud will flyaway The amount of market achVlhes that IS to
be tolerated to keep the economy workIng IS analogous to the
amount that the cage needs to be swung to create the illUSIOn of

llAn early recogmhon of tlus pomt IS Hamrm (1984) who IdentIfIed three
camps m 1978 the neo-MaoISt "conservahves" exemplIfIed by Hua
Guofeng, LI Xlanruan and Ye Jianymg, the orthodox reformers exemplI
fIed by Chen Yun and Peng Zhen, and the pragmahc reformers exemplI
fIed by Deng Xlaopmg, Hu Yaobang and Zhao Zlyang Over hIDe, the
fIrst two groups merged because theIr members were "unwillmg to grant
Deng and hIS successors an open mandate to depart further from Chma's
MarxISt-LenmlSt hentage" (p 488) The aIm of thIS conservahve
orthodox coahhon was to establIsh a modIfIed form of "the LenmlSt po
lIhcal and econOmIC order that prevailed m Chma m the mId-1950s and
early 1960s [WIth the watchword bemg] stability, order and control"
(Hardmg 1986, pp 54-55)
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greater space that IS requrred to keep the brrd happy 12 The re
formers, on the other hand, beheve that only a market economy
will promote long-term econOmIC development 13

WIth these dIfferences m VIew, It IS not surpnsmg that the CPC
has contmually altered Its stated goals for econOmIC management
These changes partly reflect the results of expenence under the
reforms, and partly the shIftmg balance of power between
competmg facbons, WIth competmg concepbons of the economy
Table 3 summarIZes the evolubon of CPC's desrred econOmIC
mechamsm, whIch went from IIa planned economy WIth
recogmbon of the law of market exchange valuell m 1978, to a
IIplanned economy that IS supplemented by market regulabons"
m 1979-1984, a IIplanned commodIty economy" m the 1985-1988
penod, and (after two more changes) "a SOCIal market economy

U IIt IS noteworthy that while Chen Yun beheved strongly m central p an-
nmg, he was not obsessed WIth heavy mdustry growth (at the expense of
agnculture produchon) as Stahn and Mao were (Lardy and LIeberthal
1983) There was, as a result, more consensus between the planners and
the pro-market reformers over agncultural reforms than many other as
pects of reform

I3ThIS absence of consensus has persISted throughout the reform penod
On the eve of the Tiananmen mCldent, The Econonust (1989) reported
"At the heart of the nvalry between Mr Zhao [the party leader] and Mr
LI [the premIer] are very dIfferent Ideas about where Chma should be
gomg Mr Zhao would hke to steer Chma out of the current mess by
freemg more pnces generatmg more compehhon between factones and
between provrnces [reducmg] sharply the amount of mdustry dIrectly
owned by the state [and] fmdmg ways to stop party people from mter
fermg m the way factones are run Mr LI th.rnks Chma can moderruze
Itself only If the center keeps a fumer hand on thmgs "

In short, "muddhng through" has not been a strategy, as claImed by
McMillan and Naughton (1992), so much as a result of the lack of pohh
cal consensus, see Woo (1994) for a dISCUSSIOn of the lessons for reform
drawn by McMillan and Naughton ShIrk (1993) and WhIte (1993) pro
VIde analyses of the pohhcal economy of Chma's econOIDlC reform
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Table 3 The Ever-Changmg DesITed Fma! State of the Economy

DesITed Endpomt Upon
Complehon of Reform

1978

1979 to October
1984

October 1984 to
October 1987

October 1987 to
June 1989

June 1989 to 1991

1992 to present

A planned economy m lme wIth the law
of market exchange value
A planned economy supplemented by
market regulahons
A planned commodIty economy

An economy where the State regulates
the market and the market regulates the
enterpnses
An economy WIth orgaruc mtegrabon of
planned economy and market regula
bons
A sociahst market economy WIth ChI
nese charactensbcs

WIth ChInese charactensbcs" m 1992 14 The 1992 statement was
very sIgmficant because the word "plan" was fmally dropped
from offICIal rhetonc The phrase "socmhsm WIth ChInese char
actensbcs" IS an lffiphClt demal of the umversahty of sOClahsm,
and hence a reJecbon of the planned econOffiles of the SOVIet bloc
where State ownershIp of producbon umts IS the norm

The deffilse of the Commumst Party of the SOVIet Umon m
1991 probably enabled the ChInese reformers to re-start the eco
nOffilC hberahzahon that had been suspended by the hard-lmers

l~e "law of exchange value" IS from the MarXIan (labor-based) theory
of value, and the ChInese twISt IS to add the word market mto It, "com
modIty economy" refers to an economy m the early stage of econOmIC
development where the emphasIS should be on mcreasmg produchon
rather than on equahty, so that concessIOns to market mcenhves may be
necessary
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wInch dommated pohcymakmg after the unfortunate 1989 Tlan
anmen shootmg The process of markehzahon and mternahon
ahzahon of the ChInese economy actually accelerated15 because
the SOVIet expenence convmced the leadershIp of the epe that
"centralIzed control, enforced egalItanamsm, mternahonal Isola
hon and IdeologIcal dogmahsm" was SUICIdal (Garver 1993, p
26) epe has even gone as far as allowmg some degree of pnvah
zahon of SOEs In November 1993, epe reqUIred SOEs to adopt
new operatmg mechamsms

Large and medIUm-sIZed State-owned enterpnses are
the maInStay of the nahonal economy [for them] It IS
useful to expenment WIth the corporate system As for
the small State-owned enterprISes, the management of
some can be contracted out or leased, others can be
shIfted to the partnershIp system m the form of stock
sharmg, or sold to collechves and mdividuais 16

OffICial thmkmg on the role of SOEs has contmued to evolve
By late 1995, the ImplICIt offICial posihon appeared to be that State
ownershIp of the 1,000 largest eXIstmg SOEs would sahsfy the
polIhcal deflnIhon of "SOCIalIsm WIth ehInese charactensbcs"
(Chma Dally 1995k, Fmanclal TImes 1995a, 1995b, Wall Street
Jouma11995b)

15For example, on January 1, 1994, the currency was made converbble for
most current account transacbons and a new market-compabble tax sys
tem was mtroduced

16DecISIon of the crc Central Comnuttee on ISsues concernmg the estab
lIShment of a SOCIalISt market economIC structure from a document pro
duced as supplement to Chma Dally, November 17, 1992
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THE NATURE OF CHINESE ECONOMIC GROWTH

Sources ofGrowth

Chmese econonuc growth after 1978 can be dIVIded ap
proxImately mto two phases, accordmg to the sources of growth 17

The fIrst phase IS the 1978-1984 penod where rapId growth m the
agrIcultural sector was an nnportant contnbutor to overall
glOwth As noted earlIer, comprehensIve lIberalIzatIon of the
prnnary sector was InltIated at the end of 1978 by the mtroducTIon
of rural markets and the rapId spread of the household responsI
bility system on land tenure Some prodUCTIon mcentIves (nota
bly profIt-retenTIon) were mtroduced for some classes of non
agrIcultural aCTIVITIeS durmg the fIrst phase of reform The aver
age annual growth rate for thIs penod was 8 8 percent AgrICul
ture and mdustry made almost equal contnbuTIon to the output
expansIOn, 32 and 34 percentage pomts, respecTIvely, as seen m
SectIon 1 of Table 4

The nnpressive growth of the frrst phase led to broader lIber
alIzatIon of the secondary and terTIary sectors m nud-1984 The
most radIcal lIberalIzaTIon occurred m the rural areas WIth the
lIfbng of restnctIons on the formaTIon of TVEs 18 The average an
nual growth rate m the 1984-1993 penod was 94 percent, and the
bIggest contrIbutor to GDP growth was the mdustrial COE sector,

17The offICIal growth rates are calculated from duferent base years, e g,
1980 pnces for the 1981-1990 penod and 1990 pnces for 1991 onward
The output growth rates reported are based on 1990 pnces The result of
the converSIOn of the pre-1990 growth rates to the 1990 basIS IS that the
growth rates m the earher penod will be lower because (1) the rano of
the agrIcultural pnce to the mdustnal pnce was hIgher m 1990 than m
1980, and (2) the mdustnal sector was the bIggest contnbutor to eco
nomIC growth m the 1984-1993 penod ThIs IS why the average annual
rate for 1984-1993 IS 9 4 percent mstead of the offICIal rate of 97 percent

I8U IS hence not strICtly correct to charactenze the second phase of reform
as "urban reform," smce thIS stage of reform also mvolved further hber
ahzanon of the non-State rural mdustry
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29 percentage pomts IndustrIal mmvIdual-owned enterpnses ac
counted for 8 percentage pomts of the aggregate output growth

Table 4 ContrIbutIon to GDP Growth by Sector and by Owner
shrp m the Industry Sector (percentage)

Usmg OffICIal data WIth senes re-based on 1990 pnces

Growthm 165 138 250 59 69 57 261 92
1978-1993

Growthm 318 203 128 02 08 52 289 88
1978-1984

Growthm 116 117 289 77 89 59 252 94
1984-1993

After re-deflatIng mdustrIaI output by factory-gate pnce mdex

Growthm 188 129 203 54 64 65 290 80
1978-1993

Growthm 293 218 162 02 10 48 266 89
1978-1984

Growthm 143 91 220 76 88 72 311 76
1984-1993

We must note ImmedIately, however, that the real output of
the COE sector seems to be grossly overstated m the OffICIal data,
because the offICIal pnce deflator for COE output almost surely
understates the nse m COE output pnces by a sIgmficant amount
each year Thrs understatement of mflatIon seems to be related to
two mam accountIng phenomena FIrst, some COEs report ex
actly the same levels of nommal and real output m theIr reports to
the statIstIcal agenCIes, as If there were no pnce changes at all
Thrs seems to be a SImple, but pervaSIve, reportIng error Second,
the accountIng of new product lmes by the COEs IS madequate, as
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It essenhally assumes zero mflahon for new products produced
by the COE m a gIVen year The real output reported by SOEs IS

also exaggerated by the appearance of new products

The combmed result of these faulty accountmg procedures IS
a large understatement of mflabon For example, the ImphClt de
flator for COE mdustnal output rose only 5 percent m the 1990
1993 penod compared to the 35 percent mcrease m the ImphCIt de
flator for SOE mdustnal output and the 41 percentage mcrease ac
cordmg to the factory-gate survey of mdustnal goods pnces
When total (COE and SOE) nommal mdustnal output IS deflated
by a pnce mdex based on a survey of factory-gate pnces, the an
nua11984-1993 GDP growth rate IS reduced from 94 to 76 per
cent

We must pomt out that madequate deflahon IS not the only
cause of the exaggerahon of output growth Phantom output ap
peared to have also been a major problem The DIrector General
of the State Stahshcs Bureau has conceded that

some local government offICIals dehberately exaggerate
local mdustnal produchon and other results m order to
pave the way for theIr admmIstrabve careers The
problems are parhcularly rampant among the country's
rural enterpnses (Chma Dal.{v1995h)

He CIted the example of Anyang County m Henan Provmce,
whose reported 4 88 billIon yuan m rural enterpnse output last
year was 27 percent more than the true reported fIgure The
country's reported output of 26 large enterpnses was 47 6 percent
m excess of the true amount (Chma Dal1y1995f) In our opmlOn,
the mcenhve for local offICIals to overlook deflabon of output by
the enterpnses (an act whIch they can truthfully claIm Innocence
of) has to be stronger the mcenbve to report phantom output 19

19See World Bank (1992) for detaIls of the madequaCles of the ChInese
stabshcal system
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Even after correctmg (crudely) for these pnce distorhons, the
convenhonal VIew regardmg the sources of growth durmg the
1984-1993 penod seems to remam unchanged The mdustnal
sector was the chIef source of growth, and the non-State sector
was the engme, as seen m the lower sechon of Table 4 The mam
quahficahon to the convenhonal VIew IS that there mIght not have
been an accelerahon of growth m the second phase compared
WIth the fIrst

The MechanIcs ofGrowth

Table 5 reports standard growth accountmg for ChIna durmg
the reform penod, relymg upon LI et ai's (1992) eshmates of
capItal stock growth and usmg the assumphon of a labor share of
mcome equal to 05 20 We fmd capItal accumulahon to be the bIg
gest contrIbutor to the 1978-1993 annual GDP growth rate, ac
countmg for 4 9 percentage pomts On the aggregate measures,
the annual total factor produchvity (TFP) growth rate was hIgher
m the 1978-1984 penod than m the 1984-1993 penod, 3 2 percent
and 26 percent, respechvely, when the offICIal real mdustrml out
put data are used, and 33 percent and 08 percent, respechvely,
when mdustrial output IS deflated by pnce survey data

The fact that a hIgh proporhon of growth IS accounted for by
capItal accumulahon IS consIstent WIth the fmdmgs of growth
accountmg exerCIses for other ASIan econOmIes, whIch also at
trIbute the preponderance of growth to factor accumulahon
(Young 1994) Even the modest level of annual TFP growth that
we have calculated would probably be reduced by a more careful
measurement of labor mput, controllmg for quahty Improve
ments Moreover, a porhon of the TFP growth rate can probably
be attrIbuted to the reallocahon of labor from surplus-labor

20A labor share of 0 5 IS approxlIDately the average labor share found by
L1 et al (1992)
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Table 5 Growth Accounbng (percent per annum)

Usmg OffICIal Data
After Re-deflahon

Real GDP Growth Usmsr Offxcial Data of Industrv
Average 1978-1993 92 80
Average 1978-1984 88 89
Average 1984-1993 94 76

CapItal Contnbuhon to
Accumulahon Growth Rate GDPGrowth

Average 1978-1993 98 49
Average 1978-1984 81 40
Average 1984-1993 110 55

Contnbuhon to
Labor Force Growth Growth Rate GDPGrowth

Average 1978-1993 27 14
Average 1978-1984 31 16
Averasre 1984-1993 25 13
Contnbuhon of Total Usmg Offxcial Data
Factor Producbvity to after Re-deflahon

GDPGrowth Usmsr Offxcial Data of Industrv
Average 1978-1993 29 17
Average 1978-1984 32 33
Average 1984-1993 26 08

agrIcultural actIvItIes to hIgher-productIvIty mdustnal and serv
Ice actIvItIes Remember that labor markets m Chma have cer
tamly not equated the margmal productIvltIes of labor m the
countrysIde and the urban areas, because of strIct restrIctIons on
legal mIgratIon of families Wlthm Chma

To estImate the growth effects of labor mIgratIon, we must
measure the SIze of labor mIgratIon from agrIculture to mdustry,
and make assumptIons about the dIfferences m margmal labor
productIvltIes m the two sectors The offICIal estImate of labor m
agrIculture, based on regIstered resIdency status, IS an overstate
ment of labor mput m agrIculture because of illegal rural mIgra-
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hon, especIally to coastal TVEs From the offIcIal eshmate of the
SIZe of illegal mIgrahon to be 80 millIon and the World Bank's
lughest eshmate of the "floahng populahon" to be 150 millIon, we
assume unmeasured rural mIgrahon to be 100 millIon WIth 60
percent endmg up m mdustnal Jobs Based on thIs eshmate and
assumphons about produchvIty dIfferenhal between the two
sectors, we can eshmate the effects of labor reallocahon from agrI
culture to mdustry

Under the Cobb-Douglas produchon funchon, the (unob
served) margmal produchVlty of labor IS equal to the (observed)
average produchvIty of labor mulhphed by the share of labor m
produchon If we make the crude assumphon that both agncul
ture and mdustry are Cobb-Douglas produchon funchons WIth
the same share of labor (taken to be 05), the margmal produChvI
hes of labor m the two sectors are equal to the observed average
produchvIhes of labor m the two sectors, mulhphed by 0 5 Un
der thIs assumphon, the reallocahon of labor from agrIculture to
mdustry IS calculated to have added around 1 3 percentage pomts
annually to GDP growth m 1978-1993 (Woo 1995b) More reahs
hcally, we should assume that the share of labor m mdustry IS
lower than the share of labor m agrIculture, wluch would Imply a
smaller dIfferenhal m margmal produchvIhes than Iffiphed by the
observed dIfferences of average produchvIhes In thIs case, the
output effects of labor mIgrahon would be reduced A reasonable
guess would be an effect between 0 5 and 1 0 percentage pomt per
year

Acknowledgmg the huge uncertamhes surroundmg growth
accounhng, especIally m the Chmese context, we would break
down the 94 percent annual growth rate of 1984-1993 mto the
followmg components (a) 18 percentage pomts from Improper
deflahon, (b) 55 percentage pomts from growth of capItal stock,
(c) 13 percentage pomts from growth of labor force, (d) 05 to 10
percentage pomts from the sectoral reallocahon of labor, and
(e) 02 to 0 3 percentage pomts from other factors These eshmates
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prompt us to exanune the sources of ChIna's hIgh capItal stock
growth

Chma's 1lJgh Rate 01 CapItal AccumulatIon

ChIna's hIgh rate of capItal accumulahon probably has Its
roots m two phenomena a hIgh margmal produchvlty of capItal
and condlhons for hIgh rates of household savmg The hIgh mar
gmal produchvlty of capItal IS, m tum, a funchon of lillhal condI
hons of capItal scarCIty, abundant labor, and access to world tech
nology and management Moreover, even as capItal accumulates
rapIdly m labor-mtenslve manufactures, the rate of retllrn on
margmal mvestments remams very hIgh smce the elashc supply
of surplus labor from the countrysIde keeps real wages low de
spIte the rapId growth of the economy

These factors help to account for Chma's large mflows of for
eIgn dIrect mvestment m the past decade and the conhnumg hIgh
domeshc mvestment demand Wlthm ChIna They do not ade
quately explam the hIgh savmg rates of ChIna's households,
whIch as m other East ASIan economIes, are far hIgher than m
Europe, the Umted States, and most non-AsIan developmg coun
trIes Household savmg IS about 23 percent of dIsposable mcome
m Chma versus 21 percent m Japan, 18 percent for TaIwan, 16
percent for Belgium, 13 percent for West Germany, and 8 percent
for the Umted States (World Bank 1990b, Table 49) The annual
flow of household savmg mto the formal fmancml system (the
State banks and rural credIt cooperahves) has nsen steadily from
34 percent of GDP m 1980 to 11 7 percent m 1991 Of course, the
hIgh margmal produchvlty of capItal also ensures a relahvely
hIgh return to savmgs, whIch probably helps to account for part
of the hIgh savmgs rate

But a full explanahon of Chma's savmg rates would mvolve
the followmg factors FIrst, there IS an almost complete lack of
State-provIded SOCIal secunty coverage for households outSIde of
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the State-enterpnse rebrement Second, taxahon of savmgs IS

very low Tlurd, the ChInese government has taken special care
to preserve poslhve real rates of return on household deposIts m
the State bankIng sector smce the start of reforms Fourth, ChIna's
demographIc charactenshcs of a young populahon with a rapIdly
growmg labor force and a low dependency rate contnbute to
ChIna's hIgh savrng rates FIfth, frnancIaI repreSSIOn may also
playa role 21 ChIna's households are unable to obtarn rnvestment
loans or consumer credIt or housrng mortgages, and thus must
save for precauhonary purposes and for large capItal expendI
tures 22

It should be noted that ChIna's hIgh household savrng rate
has helped to stabilize the economy beSIde contnbuhng to ItS hIgh
growth rate Chrnese households accumulated the money bal
ances that the government created rn order to frnance the budget
defICIt and off-budget transfers to loss-makrng enterpnses As
credIt was extended to the economy, It was transferred to house
holds (e g, through wage payments), and then accumulated rn

21uFmanCIally repressed" refers to a fInanCIal system characterIZed by
mterest rate controls, restnctIons on the development of new £manCIal
Instruments, and d15mterest m fmanCIal mtermediatIon accordmg to
commerCIal prmCIples (many tunes because of the dommance of State
banks) In a SItuatIon where the rate of return to mvestment 15 very hIgh
and where there 15 no £manCIal mtermedtatIon, the only way that a per
son can reap the hIgh return 15 through self-fmancmg of the lumpy m
vestment Thts explaIns Lm and Woo's (1994) £mdmg for a sample of
GEeD and East ASIan countnes of a negatIve correlatIon between the
pnvate savmgs rate and the degree of the sophIStIcatIon of fInanCial m
termediatIon

22Followmg LIll and Woo (1994), one could see the hIgh return to mvest
ment created by the econOmIC lIberalIZatIon as a major reason for the rISe
m the household savmg rate smce 1978 The self-£mancmg of the now
legalIZed TVEs encouraged the rural households to save QIan (1988) re
ported that the rural household savmg rate went from 4 9 percent m 1957
to 26 8 percent m 1982, and then to 32 percent m 1984
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nSIng real money balances Remarkably, M2/GDP rose from 38
percent m 1979 to 106 percent In 1992

WIthout the lugh saVIng rate, and m parbcular, the substan
bal Increase In real money balances durmg the penod, the credIt
expanslOn would have resulted In mflabon Techmcally, seIgnor
age can be wntten as the sum of the mflabon tax plus the mcrease
In real money balances held by the pubhc In Cluna, the lugh
seIgnorage (credIt expanslOn used to fmance the loss-makmg en
terpnses) dId not translate mto a lugh mflabon tax because of the
Increase m real money balances The rapId mcrease of money
balances was abetted by the fmanCIal repreSSlOn of the Chmese
economy Unbl recently, money balances were vIrtually the only
form of fmancial savmg available to Chmese households Thus,
part of the demand for money was a demand for fmanCIal wealth
(rather than for transacbons balances per se, as m an advanced
economy)

The rabo of M2/GDP appears to be levehng off as the agn
cultural economy becomes fully monebzed and as new fmanCIal
mstruments appear, wluch are alternabve savmgs Instruments In
the future, the Chmese government will eIther have to reduce the
budget defIcIt (mcludmg the lffiphCIt defIcIt due to credIts to loss
makmg SOEs) or change the form of fmancmg to bond Issues
rather than credIt expanslOn The greater problem would come li
households were to begm to reduce theIr demand for monetary
balances It mIght prove very dlificult, or fIscally very expensIve,
to sterilize the mflabonary lffipact of a sharp dechne m demand
for real money balances

Other Growth-PromotmgFactors

BesIdes the "advantages of relabve backwardness" -1 e, low
lillbal capItal stock, abundant labor, and untapped technologIes
wluch supported mgh savmg and Investment rates, there were
addibonal aspects of the pre-reform penod wluch supported
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rapId growth after the onset of reforms One key factor was the
relabvely hnuted extent of ChIna's central plannmg ill the pre
reform era, m companson WIth the pervasIveness and detaIl of
plannmg m Eastern Europe and the SovIet Umon Qlan and Xu
(1992) have noted that around 25 nulhon commombes entered the
SovIet econonuc plans, whIle m Chma, only around 1,200 com
modlbes were mcluded Another favorable illlbal conmbon was
the relabve fmanclal stability m Chma at the start of market re
forms UnlIke most of Eastern Europe and the former SovIet Un
IOn, Chma dId not begm the reforms WIth a large overhang of for
eIgn debt or WIth extreme repressed mflabon and large budget
defICIts

As we have stressed, much of Chma's ImpreSSIve growth IS
the result of Its rapId mtegrahon mto the global economy Labor
mtenslve, export-onented manufactures have been enormously
profItable and the source of enormous Job expansIOn Chma has
been able to attract large mflows of foreIgn mvestment, technol
ogy, and management experhse In all of these aspects, Chma has
been favored by the vast network of fanuly hes between maInland
and overseas Chmese The explosIve growth of the SpecIal Eco
nonuc Zones m southern Chma was underpmned by the whole
sale movement of labor-mtenslve mdustries from Hong Kong and
TaIwan Chma was closer, wages were lower, and language dIffI
culhes were noneXIstent compared to the alternahve SItes m
Southeast ASia Managers could commute daily from Hong Kong
to supervIse therr factones m Shenzhen Perhaps most Impor
tantly, fanuly connechons greatly reduced the transachon costs of
the mvestment by provIdmg relIable local supervIsors, InsIde m
formahon on the enforcement of regulahons, and contacts WIth
the local authonhes

Needless to say, the market reforms could not have taken
place WIthOut polIhcal tolerahon from the CPC The hIstory of the
two dIsastrous lefhst campaIgns-the Great Leap Forward (1958
1962) and the Cultural Revoluhon (1966-1976)-opened the way
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for econOmIC reform by fundamentally dIScredItIng the leftISt al
temabve and the admuustrabve capacIty of the State The Great
Leap Forward resulted m the starvabon of some 30 millIon ChI
nese, and the Cultural Revolubon produced a 60 percent "purge
rate among the party offICIals" (FaIrbank 1987, p 320) By the
bme that Deng XIaopmg transferred a sIgmficant amount of eco
nOmIC pohcymakmg power to the provmces, the central muuste
ual and party apparatus were too pohbcally exhausted to resIst
the decentrahzabon By contrast, both Gorbachev and Yeltsm
faced relahvely mtact central bureaucraCIes whIch succeeded m
derailing or deformmg many cruCial aspects of the reforms

THE TVE PHENOMENON

We have seen that TVEs have played a central role m the
growth of the non-State sector after 1978 In thIs sechon, we ex
plore the TVE phenomenon m more detail, discussmg whether
the TVEs represent an effICIent new ownershIp form, or whether
they are hkely to prove a way-stabon on the path to pnvate own
ershIp For reasons descnbed below, we tend to support the latter
VIew

The Range of TVEs

The foundabon for TVEs was laId durmg the decade-long
Cultural Revolubon when the offICIal emphaSIS on self-rehance
and the breakdown of the nabonal dIstrIbuhon system caused the
rural communes to expand theIr non-agrIcultural acbvibes These
nonagrIcultural acbVIbes of the communes were grouped mto
producbon umts called TVEs as the commune system began to
dIssolve m 1979 The slffiultaneous relaxabon m 1979 of restrIc
hons on the nonagncultural achVIbes of the peasants also led to
more TVEs bemg set up An enterpnse could be classIfIed as a
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TVE only after approval by the local government and a TVE (unhl
recently) paId lower taxes than a pnvate enterpnse

The concern for rural underemployment led to mcreasmg hb
erahzatIon of the regulatIons governmg the formatIon of nonagn
cultural enterpnses, partIcularly those that were regIstered as
collectIve-owned The growth of TVEs was also greatly helped by
the agrIcultural surplus that followed the reform of the agrIcul
ture sector Smce 1984, the terms of approval and supervISIOn of
TVEs have vaned greatly across regIons There are three mam
types of TVEs

(1) In the fIrst type of TVE, the local authontIes exerCIse tIght
controls over TVEs ThIs tIght control over TVEs has
come to be known as the Jiangsu Model because of Its
concentratIon m WUXI, Suzhou and Changzhou, three
CItIes m southern Jiangsu provmce In 1985, the WUXI
authontIes would confer TVE status on a fum only If Its
"lilltIal mvestment was from the savmgs of a commumty
body," Its SIte belonged to the commumty, ItS productIon
eqUIpment the property of the commumty, and Its dIstrI
butIon of profIts comphed WIth the local regulatIons The
WUXI authontIes protected ItS TVEs by lffiposmg fmes on
skilled workers who left for better Jobs elsewhere and by
hmIbng the number of partnershIps and mdIvidual frrms
that could be set up Fmally, the "average wage rates
were not allowed to dIverge too much among fums" (Luo
1990, p 150)

(2) The second type of TVE form IS known as the ZheJIang
Model The local governments m ZheJIang provmce, al
though the maJonty shareholder m many TVEs, normally
refram from mtervenmg m the mvestment, dIVIdend and
personnel deCISIOns of the TVEs, prOVIded that the enter
pnse makes an annual contrIbutIon to the village funds
Smce the ZheJIang TVEs have complete operatIonal
autonomy and theu fmanClal tIes to theu commumtIes
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are mdIStmgUIshable from the taxes that a pnvate fIrm IS
reqUIred to pay, they are essentially "pnvate" m theIr op
erations

(3) The thIrd type IS pnvate enterpnses masqueradmg as
TVEs The entrre capItal of the enterpnse IS from one m
dlvldualor a small group, and the mdlvldual or group
pays a fee to the local authonty m order to be allowed call
Itself a TVE, a charade that IS popularly referred to as
"wearmg a red hat" The mam reasons for the deSIre to
dIsgUIse the true ownershIp are lower tax rates, eaSIer
approval procedures, less restnCtIons on the SIZe and op
erations of the enterpnse, and shelter agamst pOSSIble re
versal m the pohhcal fortunes of the reformers As the of
fICIal press has descnbed It "hundreds of thousands of
pnvate compames have regrstered as branches of pub
heIy-owned uruts on the condIhon that they pay money
to theIr so-called owners [because pnvate compames
face] comphcated regrstratIon procedures, heavy levIes
and less preferential treatment than State fIrms [m fund
ralsmg and fund use For example, one] pnvate company
had to wnte 46 receIpts of 10,000 yuan each for goods
worth 460,000 yuan because non-state frrms were only
allowed to Issue bills under 10,000 yuan" (China Dally
1994d)

It IS commonly beheved that the number of red-capped pn
vate enterpnses IS greater than the number of regrstered pnvate
enterpnses A 1993 survey found that m one county m Hebel
provmce where there were "at least 1,000 pnvate busmesses, the
offICial number was eIght" (Chma Dally1995b)

Wlule the Jlangsu Model IS "more hIghly regarded than [the
ZheJIang Model because] the former adheres to tradItional SOCial
ISt concepts" (Chma Dally 1993b), It IS expenencmg £manCIal dli
ficultIes m the 1990s The Jlangsu authontIes have attnbuted the
malaIse to "the ambIguous property relationshIp [that damp-
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ened] the villagers' enthusIasm for townshIp frrrns" (ChIna Dally
1993b) Moreover, "In the second half of [1992], WUXI, Suzhou
and Changzhou transferred the operahon rIghts of some defICIt
rIdden small-scale State or pubhcly-owned enterprIses to prIvate
busmessmen through rental or aucbon sales (Chma Dally1993c)

The above taxonOmIC chscussIOn makes It clear that It IS hard
to be precIse about the nature of TVEs It IS prImarily because of
the vagueness about the ownershIp and control of TVEs, the great
vanety of TVEs, and theIr evolvmg nature, that the offICial stabs
bcs on TVEs now cover all non-State enterpnses m the rural sec
tor

All three forms of TVEs are fundamentally dIfferent from
SOEs m three Important ways The fIrst dIfference IS that TVEs
face less of a prmClpal-agent problem than the SOEs because of
the shorter supervIsIOn dIstance The dIrect lmkage m TVEs be
tween local people's workmg efforts and theIr econOmIC benefIts
not only reduces the cost of supervIsIOn, but also Improves the lo
cal owners' mcenbves to morutor the management, exert pres
sures on managers to Improve the busmess, and complam about
managerIal appropnabon of resources when It occurs exceSSIvely

The second dIfference IS that TVEs face hard budget con
stramts Smce the TVE IS a non-State enterpnse, the rescue of a
bankrupt TVE IS not the State's responsIbility In the last eco
nOmIC downtown, the number of mdustrial TVEs fell from 7 7
mIllion m 1988 to 72 millIon m 1990 while the number of mdus
trial SOEs mcreased from 99,000 to 104,000

The thrrd dIfference IS that TVEs can Implement Insbtubonal
mnovabons WIthOut the approval of the central government Re
cent 10callY-lnIbated transformabon of TVEs mto "shareholdmg
cooperabves" to enhance the supervIsIon of TVEs shows thIs
feature very well ThIs freedom of TVEs has enabled them to
move closer to best mternahonal pracbces m corporate govern
ance
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It has been suggested that the socIal servIce functIons (espe
CIally housmg, healthcare and pensIOns) of the SOE sector have
been a SIgmficant pOSItIve Impact on the growth of TVEs 23 The
argument IS that the SOEs subSIdIZe the TVEs SOE workers who
reSIgned or took early retIrement to accept a Job at a TVE have
sometImes kept receIvmg at least part of the socIal servIces of the
SOE The problem WIth thIs claIm IS that the areas of Chma that
have the greatest concentratIon of SOEs-and hence, allegedly,
the greatest amount of SOE SubSIdIes to the TVEs - are the areas
where TVE growth has been unImpreSSIve, e g, the northeast
provmces The coastal provmces m central and southern Chma,
which have relatIvely few SOEs are the ones that have produced
the explOSIve TVE growth ThIs negative correlation between the
dommance of SOEs and the growth of TVEs suggests that the so
CIal SubSIdIes from the SOEs to theIr workers who Jom TVEs are,
m general, not large enough to make the total TVE compensatIon
package greater than the total SOE compensation package ThIs IS
why the labor force of the TVEs IS drawn overwhelmmgly from
the rural population, WIth few workers commg dIrectly from the
SOE workforce

ExplaImng the Collective OwnershIp Form ofTVEs

The TVE ownership structure IS highly unusual by mterna
tIonal standards In most countrIes WIth rural mdustry, such as
IndoneSIa, ownership of small enterpnses IS pnvate ThIs has
gIVen nse to many debates among academIC scholars and pohcy
makers

Some scholars have argued that collective ownership reflects
deep Chmese cultural patterns The dommance of pnvate enter
pnses m rural TaIwan appears to refute thIs "cooperatIve culture"
hypothesIs, however Other scholars have saId that collective

23See, for example, the comments of Dr Dongtao Zou (1995)
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ownerslup IS necessary because ChIna lacks a suffICIent number of
entrepreneurs to develop on the baSIS of prIvate ownerslup Still
other scholars have sald that collecbve ownerslup IS an effecbve
way to ralse capItal funds for rural enterprIse and to reduce the
prmcipal-agent problem by shortemng the supervISIOn dIStance
(Chang and Wang 1994, Che and QIan 1994)

We are skepbcal of these explanabons, at least as a general
theory of TVEs In our opmIOn, an adequate theory will have to
be based on the followmg two considerabons FIrst and most ob
VIOusly, prIvate ownerslup was baSIcally prolubited m many ar
eas unbl recently Therefore, collecbve ownerslup of rural mdus
try arose because other forms of ownerslup were dIscrImmated
agamst, If not, prolubited Zhang (1993) reported that

In VIrtually all aspects relabng to local governments, the
non-collecbve TVEs tend to be unfavorably treated
[compared to] theIr collecbve counterparts Areas m
wluch local governments appear to have dIscrImmated
agaInst non-collecbve TVEs mclude access to bank cred
ItS, to larger producbon premIses, to government alloca
bon of mputs and energy, to government aSSIstance m
solvmg techmcal problems and for lTIlbabng Jomt ven
tures and so forth In the fIeld of taxabon and profIt
dIstribubon, there IS eVidence that non-collecbve TVEs
run a greater rIsk of bemg exceSSIvely leVIed, and that
local governments tend to treat the non-collecbve TVEs
more arbItrarIly than do the collecbve ones

Second, the collecbve ownerslup reflected the low labor mo
bility m the countrySIde, wluch resulted largely from the house
hold regrstrabon system Commumty ownerslup was plaUSIble
because the commumty members expected to remam m the same
place mdeflTIltely, and there was also no comphcabng factor of
mward mIgrabon
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The Problems wIth the TVE OwnershIp Structure

Smce the growth of the TVE sector has been so dynamIc, does
It really matter that Its ownershIp structure IS unusual? Can
ChIna SImply contmue along the same path, bmldmg on the suc
cessful accomphshments to thIs pomt? The problem IS that the
unclear and unusual ownershIp structure may prove to be a
source of future dIffIcultIes m the rural areas WhIle thmgs have
gone well up untIl now - mamly because ChIna desperately
needed small rural enterpnses and there was low rural labor mo
bility - the future of the TVEs will hkely be hIndered m the ab
sence of future ownershIp reforms

An analogy IS helpful From the 1950s through the 1980s,
YugoslaVIa fostered a kInd of collectIve ownershIp of Its mdustrIaI
enterpnses under the rubnc of "SOCIal capItal" The workers m
the enterpnses were supposed to govern the SOCIal capItal Up to
the 1970s, YugoslavIa grew rapIdly WIth thIs unusual system, and
many studIes proclaImed the advantages of YugoslaVIa's worker
management system In the 1980s, however, the entIre system
came crashIng down and m a way that underscored the problems
ansmg from a lack of real owners When the econOmIC cnsls ar
nved m the early 1980s, there were no forces to represent the
long-term mterests of the enterpnse The workers and manage
ment contmued to pay themselves large mcomes, and allowed the
enterpnse capItal to be wasted or mIsused Few, If any, would
now challenge the present dlsmanthng of YugoslavIa's syndIcal
Ism

There are fIve major reasons why the rural ChInese economy
should not rely mamly on collectIve ownershIp of mdustry for Its
long-term development The fIrst reason IS the most ObVIOUS
CollectIve ownershIp mVItes pohtIcal mterventIon by the local
government m the workIngs of the enterpnse Indeed, many
econOmIsts praIse thIs pohtIcal mterventIon as essentIal to pro
motmg enterprISe formatIon, but the OppOSIte IS also hkely and
the local government can stIfle the healthy development of the
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enterpnse There are Innumerable stones of local offIcials de
mandmg bnbes or personal servIces from the rural enterprIses

Also, good managers are sometImes forced out of rural en
terpnses by local offIcIals who favor family members or other po
htIcal favorItes These kmds of mterventIon have a very long
hIstory m Chma datIng back for centurIes The great Chma hIsto
nan, John FaIrbank (1987), even claImed that local bureaucratIc
mterventIon m rural mdustnes was a major reason why Chma dId
not develop a VIgOroUS market economy m past centurIes

In feudal Europe the merchant class developed m the
towns Smce the landed ruhng class were settled m theIr
manors upon the land, the European towns could grow
up outsIde the feudal system Instead of bemg mtegrated
m It MedIeval burghers gamed theIr mdependence by
havmg a separate habItat m these new towns, and new
pohtIcal authorIty to protect them, m the persons of the
kmgs of natIon-states In Chma, these condItIons were
lackmg The early abohtIon of feudalIsm and the de
pendence of the emperor and hIs offICIals upon the local
gentry left no pohtIcal power outSIde the estabhshed or
der to whIch the merchant could turn for speCIal protec
tIon Between them, the gentry and offICials saw to It
that the merchants remamed under control and contrIb
uted to theIr coffers Instead of settmg up a separate
economy (pp 180-81)

In a sense, the TVEs reject a long-standmg pattern m Chmese
econOmIC hIstory rural enterpnses under the control of local bu
reaucrats That the rIsks are the same now as m past centurIes IS

eVIdenced by recent news reports, such as the followmg

But ambIguous ownershIp or property nghts m the col
lectIve economy coupled WIth the long standmg mtegra
bon of government admIDlstratIon and enterprIses man
agement [have] led to some problems Among these
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were mCldences where some local OffICIalS embezzled or
dIverted collectIve enterpnse funds or propertIes to
other purposes, and the nghts of enterpnses or employ
ees were repeatedly mfrmged upon (Cluna Dal{v1994a)

Who really owns townshIp enterpnse IS a burrung ques
tIon whIch must be answered In rural enterpnses spon
sored by local commUnItIes, such as townshIp or villages,
the property nght belongs to the whole commUnIty, but to
no mdividual m partIcular As a result, the communIty
leadershIp randomly mterferes WIth the enterpnses, mter
nal management, thus preventIng the workers themselves
from brmgmg theIr illltIatIve mto full play (Chma DaI{v
1994c)

As Chma heads toward a market economy, an mcreasmg
number of pnvate compames are no longer feehng the
need as register as "red cap," or collectIvely-owned
ventures [because the] dIfference m preferentIal treat
ment between pnvate and pubhc UnItS has been nar
rowed But there 18 a problem The collectIve UnItS are
now argumg that pnvate fIrms could not have devel
oped WIthout theIr help As the so-called "owners" of
the compames, the State fIrms usually ask for hIgh com
pensatIon for the "dIvorce" or ask the compames to
merge WIth them (Cluna DaI{v1994d)

The second problem IS that the nsks of collectIve ownershIp
become much greater when mobility m the SOCIety mcreases
WIth more geographIcal mobility Withm Chma, It makes much
less sense to hnk a household's fmanClal mvestments Withm one's
ongmal geographIcal communIty Currently, when a worker
leaves the commUnIty, he cannot take hIs "share" of the TVE WIth
hIm, It remaIns Withm the village, as part of the communIty prop
erty The result IS to hmIt mobility and to mcrease the nsks facmg
a famIly If they are forced to move for one reason or another
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The thrrd problem WIth collectIve ownersrnp mvolves the
problem of nsk dIversIfIcatIon When a local commumty puts Its
wealth only mto the narrow range of enterpnses m the commu
mty, It can end up losmg everythmg-Jobs and savmgs The fact
IS that locahzed collectIve ownerslup IS the OpposIte of nsk diver
slilcatIon A better strategy of nsk reductIon IS for households to
diversliy nsks by mvesbng m fmanClal assets unrelated to the
workplace and locahty

The fourth problem With collectIve ownerslup IS that It hmIts
the scale of operatIons of the enterpnse Currently, a TVE can
grow as a result of new mvestments by the commumty (mdudmg
remvestment of profIts) or through bank loans It IS very dlificult,
however, to get outSIders to mvest m the TVE, smce the property
nghts of the outSIde mvestors would not be well-defmed or well
protected The outSIde mvestors would also be afraId that the lo
cal government would mampulate the profIts of the enterpnse for
the advantage of the local commumty, and agamst the outSIde m
vestors The hkely result IS that many TVEs fali to grow to an ef
fiClent scale They lack the eqUIty mvestment necessary for
growth and eIther rely upon a dangerous level of bank debt or
SImply remam at a suboptlmal scale

The flith problem With collectIve ownerslup IS that It hmIts
the market for managenal control Suppose that a rural entrepre
neur has a good Idea for an new enterpnse Perhaps he can con
vmce townsrnp government to support lum, but It IS pOSSIble that
he will be unable to do so In a normal market economy, he IDlght
be able to raIse lus own money to start the busmess or would be
able to purchase an eXIsbng busmess Both of these optIons are
currently dlificult m Chma because of the heavy bIaS towards
collectIve ownerslup

Moreover, because of the colleCTIve ownerslup of TVEs, en
trepreneurs only receIve a small proporTIon of the benefIts of a
successful busmess that they organIZe Conversely, suppose that
an eXlstmg enterprISe has a bad manager, but one that IS favored
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for polIhcal reasons by the local government Tlus manager will
be protected m ms Job In a normal market sethng, an outSIde
buyer mIght approach the owners of the busmess and make a
takeover bId, replacmg the manager after buymg the enterprISe
Tlus IS nearly ImpossIble WIth the collechve ownersmp of the
TVEs

The TVE as a TranSitIOnal EnterprIse Form

In addihon to these fIve problems, a recent development has
mcreased the pressure on the TVEs to /IclarIfy" theIr property
nghts The capaCIty expansIon of many of the coastal TVEs m
southern Chma has forced them to rely mcreasmgly on mIgrant
labor from the poorer provmces The ongmal InhabItants m these
ncher provmces want to prevent new reSIdents from havmg an
automahc share m the dIVIdends of the collechve-owned enter
pnses, and some have converted the commumty-owned TVEs
mto "shareholdmg cooperahves" by corporahzmg the TVEs and
divIdmg the shares among themselves The fact that the govern
ment has not clamped down on what could be the fIrst step m de
collechvlZmg the TVEs (effechve de-collechvlZahon occurs when
the shares are legally transferable) has been VIewed as ImphCIt
approval, and thIs has accelerated the converSIOn of TVEs to
shareholdmg cooperahves

WIth the further relaxahon of diSCrImInahon agaInst pnvate
ownersmp smce early 1992 to counter the rural unemployment
caused by the post-TIananmen austenty polICIes, many TVEs have
been takmg off theIr "red hats," albeIt WIth dIffIculhes m many
cases because of demands for "ahmony" payments from the local
governments The spurt m mvestment m TVEs smce early 1992
may well be caused by the dearer SIgnal from the authonhes that
the hard-hners' abhorrence toward pnvate ownersmp will de
crease further m the near future The SIgnal became stronger m
November 1993 when, for the frrst hIDe m the hIStory of the Cm-
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nese Commurnst Party, the Central Comnuttee deemed the clanfI
cabon of the property nghts of SOEs to be desIrable

It IS very hkely that the ownershIp structure of TVEs will
change markedly m the next few years, eIther spontaneously or
accordmg to law More enterpnses are dIscovermg the need or
deSIrability of clear, pnvate property nghts,24 starbng a grass
roots process of spontaneous pnvahzabon (Chen 1994) It was
reported that at the end of 1993,10 percent of rural enterprISes has
adopted some form of the "share-holdmg cooperahve system,"
whose commonly-arbculated Ideal form IS as follows

A porhon of the shares must be held by the collec
bye The rest will be held by work urnt employees, who
can apply only for a fIxed number of shares These
shares cannot be hsted on the market and can only
change hands among employees And If the worker
leaves the plant, hIs or her shares must be transferred
back to the urnt or to other employees Regardless of the
number of shares, workers have an equal say m the
urnt's decision-makmg process (Chma Dal..(y1994c)25

In a fIeld trIp through ZheJIang provmce m summer 1994,
Woo found substanhal deviahons from the above norm, for ex
ample, he found villagers who were not employees of a TVE
holdmg Its shares, and vobng power was accordmg to the num
ber of shares In some cases, managers were SImply trymg to take
complete ownershIp of the enterpnses that they manage It IS

24An mternal study of the MIDlStry of AgrIculture concluded that town
ShIp //enterprISes whIch have adopted cooperahve shareholdmg gener
ally [performed] better than those whIch have no shareholdmg system,"
(Chma Dally 1994c) The phenomenon of asset-stnppmg IS also on the
rISe (ChIna Dally1995g)

~ese detaIls are confIrmed m ChIna Dally (1992, 1994a) The fIrst arh
cle noted that "usually 30-60 percent of the shares IS reserved for collec
bye ownerslup "
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lIkely that a legISlated process, WIth better-defmed legal stan
dards, commumty choIce, and a votmg mechamsm among the
stakeholders will be preferable to a spontaneous process dIctated
by the power or tactIcal prowess of compebng groups

THE SHORTCOMINGS OF SOE REFORM

The obverse SIde of the rapId growth of TVEs has been the
lackluster performance of the State-owned enterpnses Nonethe
less, a hvely debate contmues about the effIcacy of SOE reforms
undertaken smce the ffild-1980s Almost all analysts agree that
non-State fIrms have outperformed State enterpnses The debate
over SOEs, therefore, has centered on a dIfferent questIon
whether SOE performance Itself has Improved markedly as a re
sult of reform efforts ThIs questIon IS related to another heatedly
debated tOpIC whether SOE pnvabzatIon will take on mcreased
urgency m the future We therefore tum now to a reVIew of SOE
performance

A number of studIes have concluded that total factor pro
dUCtIVIty (TFP) growth of the Chmese SOE sector has been pOSI
tIve m the reform penod, and some also mdIcate that thIs TFP
growth IS hIgher than m the pre-1978 penod 26 But we can regard
ChInese SOEs as havmg been successfully reformed only If we
keep our expectatIons of SOE performance low Most studIes es
tImate that annual TFP growth m ChInese SOEs IS only about half
that m collectIvely-owned enterpnses 27 ThIs relatIve meffIcIency
of the SOE sector IS supported by XIaO (1991) who found a POSI
tIve statIstIcal relatIonshIp between the TFP growth of a provmce

26See, for example, Chen, Wang, Zheng, Jefferson and RawskI (1988),
Gramck (1990) and Lau and Brada (1990)

27For example, the annual TFP growth rates for SOEs and TVEs were 24
percent and 4 6 percent, respectIvely, ill Jefferson, RawskI and Zheng
(1992),01 percent and 55 percent ill Wu (1992), and 47 percent and 28
percent ill Huang and Meng (1995)
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and Its share of mdustnal output produced by non-State enter
pnses

Woo, Hal, Jm, and Fan (1994) have pomted out that the
studIes of Jefferson, RawskI and Zheng (1992) and Groves, Hong,
McMillan, and Naughton (forthcommg), which found poslhve
TFP growth m mdustnal SOEs by eshInahng produchon func
hons for the SOE sector, seem to be based on flawed pnce data,
characterIZed by an exceSSIve growth of mtermemate mput pnces
(thereby understahng the growth of real mtermedlate mputs,
which are measured as nommal mtermedmte mputs dIVIded by
the mtermedlate goods pnce deflator) and InsuffICIent mflahon of
fmal output pnces, thereby exaggerahng the rate of growth of real
fmal output (which IS measured as nommal fmal output dIVIded
by the fmal output pnce deflator) Two of the key bulidmg blocks
of the data therefore appear to be dubIOUS m a way that overstates
the growth of total factor produchvlty of the SOE sector 28

One key reason why techrucal1IDprovements have been lack
luster despIte the poslhve mcenhves of the decentralIZahon re
forms may he m the fact that It conhnues to be fmanclally more
rewardmg for an SOE manager to spend hIne developmg good
relahons WIth the State bureaucracy than to mcrease produchve
effICIency Until the 1990s, large and medIUm-sIZed SOEs had to
fulfill produchon quota at below-market pnces, and they receIved
SubSIdIZed mputs m turn If the amount of SubSIdIZed mputs was
high, the quota system would generate a poslhve rent to the en
terpnse LI (1994) eshmated that an SOE which made poslhve
market profIts m the 1986-1988 penod receIved a rent that was 2 7
hInes that of ItS market profIt, Ie, total profIts equaled market
profItS plus rent Bureaucrahc hagghng was vastly more profIt
able than compehng m the market LI'S eshmate dId not mc1ude
the rent that an SOE receIved from tax bargammg, a prachce so

28See the exchange on thIS pomt between Woo, Fan, Hal and Jm (1994)
and Jefferson RawskI and Zheng (1994)
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pervasIve that an SOE paId an effecTIve mcome tax rate of 33 per
cent rnstead of the legal rate of 55 percent

SOEs and MacroeconomIC InstabI1Jty

TechnIcal effIcIency should not be the sale cntena of success
ful enterprIse reform, as we also care about the fmanClal results of
the SOE sector, smce State-enterpnse losses contrIbute to macro
econOffilC rnstability By thIs standard, the SOE reforms also look
relahvely unsuccessful Overall profItability of the SOE sector has
been declmmg, and a large proporhon of SOEs are sb.ll makmg
losses a decade after the start of enterprIse reform ThIs poor fI
nanCIal performance was most vIvIdly seen m 1992 when output
grew 13 percent, and yet roughly two-thIrds of Chmese SOEs
were runnmg losses m a boom year 29 These enterpnse losses
cannot be blamed on prIce controls because the prIce controls
covered only a small proporTIon of SOEs m 1992 Even If the
SOEs had become technIcally more effICIent, a large proporTIon
had also become fmanClally less VIable Naughton (1992) has
suggested that the pnmary reason for the declme m the rate of
profItability of the SOEs IS the expanslOn of compeTITIon from the
COEs encouraged by the econOffilC reforms The problem WIth
thIs explanaTIon IS that the fall m SOE profIts has occurred across

29 Chma Dally(1993a) reports "At present, about one-thIrd of State fIrms
are defInltely operatmg at a loss and another one-thIrd suffer ludden
losses, accordmg to the State StahstIcs Bureau" HIdden losses refer to
vanous methods that allow a fum to prevent from showmg an account
mg loss-e g I the fum IS exempt from forwardmg sales tax revenue to
the State, and a fum's unsold output IS valued as mcome As long as
there IS no accountmg loss, an SOE can borrow workmg capItal from the
banks to pay Its employees and supplIers

Tlus two-thIrd fIgure was confIrmed by Gao Shangquan, Deputy
DIrector of the State System Reform COmmIttee of the State Council (the
Cabmet) m a speech delIvered at the 1992 annual conference of the Clu
nese EconomIC ASSOCIatIon of the Uruted Kmgdom
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the board, even m heavy mdustnal sectors WIth neghgtble new
entry by non-State frrms 30

Fan and Woo (1996) have suggested that excessive wage m
creases throughout the SOE sector may have been the more Im

portant reason for the declme m profItability They found that the
raho of drrect cash mcome (wages plus bonuses) to net output
value rose from 116 percent m 1980 to 159 percent m 1988, and
that mdrrect mcome (e g, housmg and m-kInd dIstrlbuhons) as
proXled by net nonproduchon expenditure mcreased more than
twIce s much as net output value There IS, m general, httle m
cenhve for State-enterpnse managers to resIst wage demand be
cause therr future promohon to larger SOEs IS determmed m part
by the mcreases m workers' welfare durmg therr tenure The easy
avaIlability of loans from the local banks made It possIble to m
crease labor compensahon and capItal mvestment at the same
hme 31

OffiCIal data on mdustrlal SOEs show that the average annual
rate of labor produchvlty growth and drrect real wage growth
over the 1978-1990 perIod were 4 4 percent and 4 1 percent, re
spechvely 32 In a recent study, Zhao (1992) eshmated that the m
drrect real wage costs grew an annual average of 12 5 percent m
the 1978-1990 penod, ralsmg the share of mdrrect wages m total

30The fmanClal performance of the SOEs conbnued to worsen after 1992,
even though annual real growth rate m the 1993-1995 penod was always
above 10 percent In the frrst ten months of 1995, the profIts of the SOEs
withm the government budgetary plan dropped 23 percent VIce
PremIer Wu Bangguo reported that "more and more enterpnses have
run mto the red, and the amount of losses IS mcreasmg" (ChIna DaIly
1995J)
31Mmanu and Hondal (1995) found that wage compensahon has been m
creasmgly exceSSIve m the machmery mdustry

32Drrect wage IS the sum of the baSIC wage and some kmds of bonuses
and cash SubsIdIes State StatlShcal Bureau 1992, Tables 437, 71 and
1016)
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compensahon from 15 percent m 1978 to 31 percent m 1990 33 In
corporahng Zhao's fmdmg mto the offICIal data, the average an
nual mcrease m the real wage was 5 4 percent Tlus fmdmg sup
ports Fan and Woo's (1996) contenhon that the hIgher wage
growth caused profItability to fall even though techmcal effl
Clency ffilght have mcreased Notably, produchvlty growth m the
collechve sector IS much greater than the drrect real wage growth
111 that sector-8 3 percent and 3 6 percent, respechvely-whereas
produchvlty growth and drrect wage growth are roughly equal m
the SOEs

The fmanClal weakness of SOEs has threatened to destabilize
the macroeconomy through two channels The frrst IS through the
State budget The fmanClal contnbuhon of the SOE sector (as a
percentage of GDP) has declmed steadily m the reform penod
SOEs pard mcome taxes that amounted to 191 percent of GDP m
1978,70 percent m 1985, and 1 7 percent rn 1993, and they reffilt
ted gross profIts of 0 0 percent, 0 5 percent, and 0 1 percent, re
spechvely The consequent wldenmg of the budget defICIt con
tnbuted to faster monetary growth The second channel IS
through the bankrng system Tlus IS because the bulk of SOE
losses are not covered by budget SubSIdIes but by bank loans
Moreover, srnce the promohon of an SOE manager depended on
the expansIOn of the enterpnse under hIs stewardshIp, State en
terpnse managers put conhnuous pressure on local banks for rn
vestment loans When the frrm IS not domg well fmanclally, the
Jushflcahon for the rnvestment loan apphcahon IS to rncrease the
frrm's compehhveness by techmcal upgradmg

The result of the central bank's accommodahon of the re
quests for loans to cover losses and to fmance mvestments IS that
the amount of reserve money growth drrected toward SOEs seems

33prom Table 9 m Zhao (1992) Induect wage rate growth was computed
by assummg that duect wage rate grew 4 1 percent annually The 124
percent fIgure 15 the lower-bound estunate because m-kmd consumpbon
hIdden as producbon cost 15 not mcluded m the mduect wage data
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to be substannally greater than the budget defIcIt Itself, causmg
the "consohdated government budget defIcIt," mcludmg subsI
chzed loans to the SOEs, to be over 10 percent of GDP m 1990 and
1991 (Wong, Heady, and Woo 1995) Broadman (1995) reported
that

Wlule exphClt and nnphClt fIscal (1 e, on-budget) SUbSI
dIes [to SOEs] as a percent of GDP have been declmmg
m recent years (from about 5 9 percent m 1990 to about
35 percent m 1993), quasI-fIscal (1 e, fmanclal system)
SubSIdIes have been mcreasmg (from about 3 8 percent
m 1990 to about 60 percent m 1993) The net result IS
that total subSIdIes to SOEs are large and remam VIrtu

ally unchanged (p Xli)

The GeneratIOn ofSOCIal TenSIOns by Embezzlement

In December 1995, the State AdmmIstratIon of State Property
(SASP) reported that asset-strlppmg m the SOE sector "has been
about 50 billIon yuan [annually] smce the early 1980s State asset
dram must end" (Chma Dally 1995k) 34 ThIs would mean that the
cumulabve loss of SOE assets m the 1983-1992 was eqUIvalent to
some 24 percent of the ongmal value of fIXed assets m the SOE
sector m 1992, or some 34 percent of the net value of fIxed assets
m the SOE sector Hong Kong bankmg sources have estImated
that about US$10 billIon of Chmese capItal flee abroad annually,
1 e , capItal fught m 1993 was one-thIrd of the gross capItal mflow
m that year (Fan 1994)

These two trends are not surpnsmg They are mdeed lIkely
by-products of cedmg deClslOnmakmg power to the SOEs, despIte
the absence of real owners, whIle also legahzmg non-State enter
pnses, thereby makmg It eaSIer to launder the assets strIpped
from the State sector Chma's gradual "spontaneous pnvahza-

34See also Cluna Dazly(1995d, 1995e) and Wang and Lt (1993)
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bon" process IS hkely to result m a more unequal dIstnbubon of
property ownershIp than a Czech-style mass pnvahzabon pro
gram, though admIttedly RussIa's mass pnvahzabon process dId
not prevent maSSIve corrupbon (parbcularly of valuable assets m
the natural resource sectors) Perhaps even more Importantly, the
steady stnppmg of State assets tends to subvert pohbcal legIb
macy much more than a transparent method of pnvahzabon It IS
notable that the ongInal demands of the 1989 Tiananmen demon
strators were the reducbon of mflabon and corrupbon It IS
somewhat rromc, therefore, to JUsbfy slow reforms of the SOE
sector on the basIs of preservmg SOCIal stability, when the unre
formed ownershIp structure contrIbutes to asset strIppmg, cor
rupbon, and macroeconOmIC mstability

THE SITUAnON IN THE RURAL SECTOR

EconOmIC welfare m the countrySIde fell sharply relabve to
urban levels m the 1949-1978 penod The rabo of per capIta ur
ban consumpbon to per capIta rural consumpbon mcreased from
21 m 1952 to 29m 1978 The major reason for the widemng of
the urban-rural consumpbon gap m thIs penod was the stagna
bon of rural consumpbon levels throughout the penod of the
Cultural Revolubon penod, whIle urban consumpbon averaged
annual growth of 3 percent

The mam mechamsm sustammg the widerung of the urban
rural gap before 1978 was the household regIstrabon system The
household regIstrabon system (whIch sbll eXIsts today) aSSIgned
reSIdency nghts accordmg to the mdividual's place of brrth Be
fore free markets became WIdespread after 1980, gettmg food out
SIde of one's hometown was a major problem because rabon cou
pons were dIspensed through work umts (dan weI) at the
permItted place of reSIdence As most urban Jobs were WIth State
owned and State-operated factones, a peasant could not proffer
hIS servIces at the factory gate at a lower wage Furthermore,
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durmg most of the 1960-1980 perIod, the purchase of tram tIckets
requIred permISSIOn from the work umt f35

EconOmIC growth came to the countrysIde WIth the dIsman
thng of the commune system m late 1978, the raIsmg of purchase
prIces for gram, and the legahzatIon of free markets for many ag
rIculture products Rural consumptIon soared so that Its real level
m 1983 was twIce that m 1977 Per capIta rural mcome mcreased
an average of 146 percent every year from 1978 to 1984, whIch
rapIdly reduced the urban-rural consumptIon gap, untIl the 1985
value of the gap was shghtly below the 1952 value of 21 After
1985, the dynamIC growth of rural mcome stopped, and growth m
rural mcome slowed to 28 percent m 1985 and stayed below that
rate m 1986-1989 A spurt of 12 percent growth m 1990 was fol
lowed by zero growth m 1991 By 1991, the urban-rural gap had
clImbed back to 2 6

The lllltIal decrease and subsequent wldenmg of the urban
rural consumptIon gap mIrrors well the Jump m agrIculture pro
dUCtIVIty growth after 1978, followed by relatIve stagnatIon after
1985 (see Table 6) The annual growth m rIce YIelds went from 14
percent m 1966-1977 to 5 1 percent m 1978-1984 and back to 1 3
percent m 1985-1994 It certamly appears that the ImpreSSIve ag
rIcultural growth m the early years of the reform was a one-shot
unprovement m productIVIty that followed the hberalIzatIon of
the agrIcultural sector and the mtroductIon of the household re
sponsIbility system for land tenure

There are of course other factors that contrIbuted to the poor
agrIcultural performance after 1985 The fIrst factor IS the large
reductIons m State mvestment m agrIcultural mfrastructure (e g,
IrngatIon works) after 1979 The level of real mvestment m agrI
cultural Infrastructure m 1994, for example, was only 58 percent
the 1979 level The second factor IS that State procurement prIces

35For details of the household regISuaoon system and on rural-urban ml
grahon, see Cheng and Selden (1994), Sabm (1994) and Wu (1994)
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Table 6 Growth m Gram YIeld (percentage)

PerIod Gram RIce Wheat

1966-1977 31 14 44

1978-1984 57 51 80

1985-1994 20 13 19

Source ChIna Stahshcal Yearbook

after 1978 have not been raIsed m lme WIth the mcreases m mput
prIces The government IS reluctant to mcrease procurement
prIces because urban retail gram prIces have lagged behmd pro
curement prIces, creahng large budgetary SubSIdIes for food
(Johnson 1994) In fact, when the State deCIded to damp down on
mflahon m late 1993, gram procurement quotas were remtro
duced and pnce controls were put on 27 agrIcultural commom
hes Worse yet, whenever credIt was hghtened to fIght mflahon
(1985, 1989 and 1992), the government would pay for part of ItS
gram procurement WIth coupons (IOUs) Instead of cash WIth
such adverse relahve prIce trends after 1984 (when prIces of m
dustrial products accelerated), the flaggmg of growth m gram
produchon IS understandable

A thrrd factor causmg the slowdown m yIelds m the 1990s
may have resulted from the government's pohcy response to the
post-1985 slowdown The government's strategy announced m
late 1990 was to re-collechvlZe part of farm operahons "to estab
hsh a two-her operahonal system (shuangceng pngymg hzhl),
whIch [sought] to mtegrate decentralIZed household-based farm
mg WIth collechvely-orgaruzed socIahzed servIce system [plow
mg, planhng, ferhlIZmg, harveShng]" (Ash 1992) It seems that
the peasants mterpreted thIs parhal re-collechvlZahon as the fIrst
step toward the abohhon of the household system (land, after all,
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still could not be owned pnvately), and they reduced theIr work
efforts and theIr mvestments m the land 36

Another stnkmg aspect of the reform penod IS that dehvery
of sOCial servIces to the poor rural areas has not Improved Just as
WIth State mvestment m agncultural mfrastructure, State spend
mg on several key rural socIal servIces has actually dechned The
World Bank (1992) reported that

In urban areas, schools benefIt from a much greater local
revenue base and from categoncal grants from the pro
vmClal or nabonal government Rural prImary schools,
however must rely almost entrrely on local commumty
support Health servIces are the weakest component of
the rural safety net Available eVIdence does document a
sigruficant eroSIon of township and village level health
mfrastructure and personnel after 1975

It seems, therefore, that the WIdened urban-rural mequahbes
are hkely to perSIst m future years and could even be exacerbated
by trends m producbvity and SOCial pohey The stagnabon of the
rural sector can be a source of pohbcal Instability, as eVIdenced by
the rural unrest m 1992 and 1993 (Far Eastern EconomJc ReVIew
1993, Japan EconomJc NewswIre 1993) Unless agrIculture
growth can be greatly mcreased, It IS Important that rural-urban
mIgrabon be facilitated so that the surplus labor m agrIculture can
shIft to hIgher-producbvity mdustry and servIces

36In the opnuon of Zhang YunqIan of the Central PolIcy Research OffIce
The peasants' IDlSgIvmg that the contract responsIbility system based on
households would be abolIshed has never been dISpelled Because of
such IDlSunderstandmgs, when they heard about developmg the collec
bye economy and Improvmg dual operabons, they took It as abolIshmg
the household contract system" Q"ohnson 1994, p 11)

As Johnson (1994) Judged there to be no sIgrufIcant econonues of
scale rn Chrnese agnculture, he saw the aIm of the 1990 pohcy to be
strengthenrng of "the power and rnfluence of the local cadres'
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FUTURE CHALLENGES

Two pomts about ChIna's gradual reform program deserves
re-emphasls The fIrst IS that the dual-track approach worked m
ChIna, but not m JaruzelskI's Poland and Gorbachev's RUSSIa be
cause of Chma's vast rural hInterland The TVEs and other non
State enterpnses were able to grow WIthout sharp nses m mar
gmal costs and WIthout the need to force reductIons of employ
ment m the SOEs because of the eXIstence of surplus agrIcultural
workers The second IS that ChIna's gradualIsm IS an "easy-to
hard" reform sequence, that IS, It began WIth the relatIvely eaSIer
problems and has left the hard problems untIl later In contrast,
the more radICal approach m parts of Eastern Europe and the
former SOVIet Uruon have tackled the hardest problems-mclud
mg ownershIp transformatIon, structural reforms, and pohtIcal
democratIzatIon at the begmrung

Chma's rapId growth can contInue as long as the non-State
sector remaIns dynamIC and essentIally unhIndered by fmanclal
losses or problems thrown up by the SOE sector DynamIsm of
the non-State sector, however, IS hkely to reqUIre contInumg re
forms m that sector, such as the extensIOn of truly pnvate owner
ShIp Instead of collectIve ownershIp Moreover, State enterpnse
reforms will have to be deepened m the future to mclude pnvatI
zatIon and structural adjustment, If losses m that sector are to be
kepthmIted

We would enumerate the mam econOmIC reform challenges
as follows (1) restructurmg of TVE ownershIp to encourage pn
vate, transferable ownershIp nghts, (2) the restructurmg of the
SOE sector, especIally to encourage pnvate, corporate forms of
ownershIp, (3) the moderruzatIon of the fIscal system and of fed
eral-local fIscal relatIonshIps, (4) the development of a non-State
fmanClal sector, (5) the ehmInatIon of pohcles that aggravate re
gIonal mequahty, and (6) the estabhshment of market-supportIng
InstItutIOns and commercIal law
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OwnershJp Transformation ofthe TVEs

For reasons dIscussed earher, ChIna would be ill-advlSed to
conbnue to base Its rural mdustnahzahon on collechve owner
slup Tlus lS especIally true as geograplucal mobility wltlun
Cluna nses, so that the village no longer represents a long-term
stable base for collechve ownershIp The problems for the future
can be diVIded, m the broadest sense, mto two parts FIrst, what
lands of ownerslup should be encouraged for new rural enter
pnses? Second, what should be done about the ownerslup struc
ture of eXlSbng TVEs?

The mam task for future enterpnses IS to ensure that normal
forms of pnvate ownerslup-mcludmg self-propnetorslup, part
nerslups, pnvately held corporahons, and pubhcly held corpora
hons - are all possible m the rural economy WIthout mcurrmg ex
ceSSIve transachons costs Even If collechve ownershIp by the
commumty remams an Important ophon for the future, It IS also
necessary that truly pnvate ownerslup should also be allowed
and fostered by the legal system An Important task, therefore, IS
to clarIfy the legal gUldehnes for pnvate ownerslup and encour
age a wIde vanety of forms of ownershIp The new company law
that went mto effect on July 1, 1994 IS an Important step forward
m tlus task

The second problem concernmg eXIsbng TVEs IS more com
phcated Throughout Cluna, eXlsbng TVEs are suffermg from the
lack of clanty of property nghts, and there are many spontaneous
attempts throughout the country to clarIfy the ownerslup of the
TVEs In almost all cases, there are at least three claImants or
stakeholders that are lllSISbng on ownerslup nghts local gov
ernments, enterpnse managers and workers The situahon IS
further comphcated by the vast varIety of ways that mdIvidual
TVEs were started

As a general pomt, ChIna mIght benefIt from one Important
aspect of the Eastern European and RUSSIan pnvatIzahon expen-
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ence when It consIders the ownershIp queshon of eXIshng TVEs
In the most successful pnvahzahon programs - such as m the
Czech Repubhc - one of the key strategies was to give each enter
pnse a range of chOlces WIth respect to future ownershIp change
In any successful ownershIp transformahon of eXlshng TVEs, It
will be lffiportant, and probably mevitable, to give chOlces to the
commumty The commumty, and perhaps workers, could vote
among a menu of pOSSIble legal ophons, mc1udmg preservahon of
the collechve structure or pnvahzahon among the mam
stakeholders

Restructurmg the SOHSector

WIthout deeper reforms of the SOE sector, the fmancIa1 de
mands of loss-makmg State enterpnses will conhnue to threaten
macroeconoffilC stability In our VIew, It will be hIghly deSIrable
for Chma to push forward to pnvahzahon of the SOE sector and
hqUldahon of the unredeemable loss-makmg enterprISes WIde
spread pnvahzahon, perhaps under a dIfferent rubnc, IS not as
far-fetched as It ffilght seem There are currently some 25 prop
erty nghts exchanges m Chma where State assets are sold to the
pubhc (ChIna Dal1y1994b)

Reports mdicate that there are around 150 unoffICIal property
nghts exchanges m smaller Clhes, and the operahons of these un
OffiClal exchanges are dependent on the IdeolOgical chmate (Fan
1995b)

ModermzatlOn ofthe Fiscal System

The 1994 tax reform has not reversed the dechne m revenue
as hoped Tax collechon m 1994 was 91 percent of GDP (Wall
Street Jouma11995a) down from 131 percent m 1993 Wlule the
conhnued fmancial weakenmg of the SOE sector was an lffipor
tant reason for the dechne, It appears that many branches of the
new Nahonal Tax ServIce had not really dIvorced themselves
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from the mfluence of the local governments, wluch desll'e to re
tam the funds for local development

The tax system has contmued to be badly adnumstered, al
lowmg tax fraud and tax evaSIon Under the new VAT system,
producers receIve VAT refunds on therr exports However, the
large amount of false export claImS has resulted m overpayment
of VAT refunds The government has suspended the VAT re
funds for exports Local governments are contmumg to give ille
gal tax exemptIons, so that the actual customs revenue (whIch
goes to the central government) IS only 6 percent of total Import
value, despIte an average tarIff rate of over 30 percent 37

It IS ImperatIve that tax adnumstratIon be Improved and
central-local fIscal relatIons be better lTIStItutIonahzed to yIeld m
dependent tax authorIty to the central and local governments
OtherwIse, the State will not be able to fmance the Infrastructure
mvestments requrred to prevent bottlenecks that would slow eco
nonuc growth

Development of the Non-State FInanCIal Sector

Presently, State banks dwarf all other fInanciallTIStItutIons as
sources of funds and SOEs receIve about 70 percent of total do
mestIc credIt Recogmzmg the gross mefficienCles of State banks,
the Chmese government has ordered them to commercIahze thell'
operatIons To the extent that State banks would respond to these
new exhortatIons, more capItal would be channeled to the more
effICIent non-State enterpnses-a desll'able outcome

Both the transformatIon of State banks and the greater access
to mvestment funds by the non-State sector would be achIeved
faster If the government would unleash competItIon by legahzmg

37Tlus low reahzed tarIff rate also reflects the Immense amount of export
processmg actIvItIes where the Import of the raw mputs for the assembly
operatIons entered tarIff-free
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non-State fmanClal mstItutIons Pnvate banks would compete dI
rectly agamst State banks, and the pnvate nonbank fmanClal m
stItutIons, by deepenmg the eqUIty and bond markets, would cre
ate alternatIve sources of mvestment funds Another deSIrable
by-product of the competItIon from the non-State £manClal mstI
tutIons IS that It would be more dIffIcult (1 e, costly) for the gov
ernment to Impose many non-econOInlC objectIves on State banks

GIven the grave fmanClal cnsis that State-managed penSIOn
schemes have caused m many developed countrIes, ChIna should
aVOId thIs future fmancIaI trap by allowmg the establIshment of
pnvate pensIOn funds Concretely, the government should not
expand eXIstIng State-managed pensIOn schemes to cover non
State employees The present VIrtual monopoly status of the Peo
pie's Insurance Company of ChIna m provldmg socIal msurance
to non-State employees IS hard to JustIfy

EllmInabon ofPolICIes that Aggravate RegIOnal Inequallbes

Recently announced plans mc1ude gIvmg the backward mte
nor provmces the same preferentIal trade and mvestment enjoyed
by the coastal provmces, and ehmmatIng some of the speCIal tax
benefIts enjoyed by the coastal areas These measures should help
amelIorate the growmg regional mequalItIes of the past decade,
though the coastal regions will contInue to benefIt from an Inher
ent geographIcal advantage m partICIpatIng m world trade It IS
also Important to end pnce controls on gram pnces for farmers
and to prOVIde more support for SOCIal mfrastructure m the rural
areas

DeepenIng ofMarket-supportIng Insbtubons

The rule of law IS an absolute neceSSIty for the establIshment
of a system of property nghts and an mdependent JUdICiary body
18 reqUIred for objectIve adjudIcatIon of dIsputes Furthermore,
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regulatory mstItutIons to supervIse the fmancial markets are lffi

portant m mamtammg the mtegnty of these markets and the
pubhc confIdence m them The State should focus on dehvermg
SOCIal servIces that markets usually proVIde madequately, If at
all-e g, welfare, educatIon (especIally m rural areas), and health
care to the mdigent The correctIon of market failures will lffi

prove the workmg of a market economy and strengthen ItS pohtI
cal foundatIons
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India's Unfinished
Reform Agenda

Jeffrey Sachs

INTRODUCTION

IndIa IS pOIsed to become one of the world's most dynamIC
econOmIes m the second half of the 1990s as a result of the eco
nOmIC reforms started m 1991 These reforms, led by PrIme Mm
Ister NarasImha Rao and Fmance Mlllister Manmohan Smgh,
have begun to unshackle the IndIan economy followmg decades
of exceSSIve state regulabon Nonetheless, the reform program
remams mcomplete Wlule the reforms have probably raISed In
dIa's growth potenbal from 3-4 percent per year to around 5-6
percent per year, reforms are sbll needed to raIse IndIa's eco
nOmIC growth sbll further to 8 percent per year or more m the
second half of the 1990s Fortunately, the remammg reforms are
Wlthm reach, economIcally, pohbcally, and admlllistrabvely

More than by any specIfIc polIcy faIlmg, IndIa's reforms are
hampered by an unwarranted lack of confIdence among many
IndIan pohbcIans and busmessmen One oft-stated fear IS that
India would be unable to stand up to global compebbon If the
economy IS fully opened Partly as a result of such fears, IndIa
remams one of the most protected market econOmIes m the world
today, With tarIff levels that are sbll hIgh by mtemabonal stan
dards and WIth quanbtabve restrlcbons that sbll cover a WIde
range of consumer goods Fortunately, the fears over mtema
bonal compebbon are mIsplaced Indeed, WIth a more open and
deregulated economy, IndIa stands pOIsed to repeat ChIna's ex
port boom of the past decade based on low labor costs, the avaIl
ability of managenal and engmeermg skills Withm IndIa, and the
Inflow of mtemabonal capItal and technology If there IS any con-
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solabon to Incha, It IS AmerIca's labor-mtenslve manufactures (m
textIles, apparel, footwear, electromcs assembly, automobile com
ponents, and the hke) that have much more to fear from India's
low-wage compebbon than vice versa 1

Another Widespread fear IS that Incha could be "over
whelmed" by foreign mulbnatlOnal corporabons, such fears have
deep "East India Company Syndrome II Yet experIence agam
shows how anachromsbc these fears are given modern geopohb
cal and econOmIC reahbes Foreign mulbnabonals offer the capi
tal, mternabonal market access, and technology that India lacks,
and are, therefore, Vital to remoldmg Incha as a strong and rapidly
growmg economy India's neighbors that are relymg heavily on
foreign duect mvestment (DFI) - such as Chma, IndoneSia, Ma
laySia, and Thailand-have been pullmg far ahead of India m
terms of econOmIC growth, mcome levels, and producbvlty, whIle
also mcreasmg theu secunty and geopohbcal mfluence m the
world commumty Incha's conbnumg ambivalence to DFI, as a
result, exacts a heavy toll on the Indian economy India IS cedmg
bl1hons of dollars of DFI to Its neighbors each year, flows that
otherwise would have come to India WhIle Chma achIeved ac
tual DFI mflows of around $15 bl1hon m 1993 and COmmItments
exceedmg $150 bl1hon, India settled for a mere $0 5 bl1hon m ac
tual mflows and COmmItments of around $3 bl1hon

A thud mIsplaced fear IS that econOmIC reforms would be so
Cially lnlqUltOUS In the name of SOCial Jusbce, IndIa spends tre
mendous amounts of resources and pohbcal energy to protect the
few percent of workers m the organIZed sectors of the economy,
but as an mduect result, It hmders the chances for the other 90+
percent of the populahon to fmd gamful employment outSIde of
the subSistence agriculture or low-producbvlty mformal employ-

11 have recently argued, WIth co-author Howard Sha of Harvard Umver
SIty, that low-wage compebbon With developmg countrIes reduced US
manufacturmg employment by roughly 6 percent durmg the penod
1978-1990, mamly m the low-skill sectors See Sachs and Sha (1994)
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ment Most of the reforms that are now feared or stalled-m
cludmg pnvatIzahon, greater foreIgn mvestment, and labor law
reform-could be Implemented m a way to enhance SOCIal condI
hons as well as to spur econOmIC growth

In the most general terms, If the government leaves the pro
duchve sphere to the pnvate sector (mcludmg foreIgn enter
pnses), It will be able to devote more resources and attenhon to
real SOCIal needs, such as mcreased hteracy and access to prImary
health care WIth the mcreasmg availability of mternahonal
capItal for mdustry and for many kInds of Infrastructure (e g,
roads, telecoms, and ports), the government can redIrect ItS own
very scarce resources to those areas whIch are dIShnctly Withm
the purvIew of the government, especIally prImary educahon and
health ThIs kInd of pohcy shIft IS underway throughout the de
velopmg world Economy Munster of ChIle, Eduardo Anmat, for
example, announced a major mcrease m government spendmg on
educahon, thIs was made possIble by ChIle's extensIve pnvatIza
hon program m recent years SlIDllarly, Argenhna's Economy
Mlllister, Dommgo Cavallo, recently announced a new and exten
SIVe wave of pnvatIzahon, agam WIth the stated purpose of al
lowmg the government to refocus ItS efforts where they are most
needed, m educahon and skill upgradmg

It IS hard to Imagme a more propihous hIDe for IndIa to make
a full-fledged openmg to the world, combmed WIth addIhonal
steps m mternal reform UnlIke m the colomal era, the world
economy IS now governed by mternabonal law rather than sheer
rapacIty and opporturusm The Uruguay Round of the GAIT
represents a remarkable COmmItment of some 120 nahons m the
world to abIde by prmClples of open trade, nondIscnmmabon,
and harmoruzabon of law m crucIal areas of commerce, servIces
sector regulahon, and mtellectual property nghts The weaker
countrIes, If anythmg, are favored by the codes themselves, smce
the developmg countrIes are given extra years m whIch to comply
WIth several of the new mternabonal standards But most Im-
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portantly, the agreements gIve the developmg countrIes a reahshc
chance to develop on the basIS of nearly complete market access
m mdustrlal products (mc1udmg textIles and apparel after a ten
year phase-m), as well as mcreased opportunlhes ill agrIculture,
servIces, and the attrachon of foreIgn illvestment

In addlhon to beneflhng from a law-based mternahonal enVI
ronment, India also enJoys the benefIts of a world economy that IS
becommg "deeply mtegrated", that IS, mtegrated not Just m trade,
but also m fmance, produchon, and econOmIC mshtuhons Ten or
twenty years ago, open world markets meant mamly free trade
WIth new technolOgIes and worldWIde econOmIC hberalIzahon,
open world markets now mean extensIve and remarkable hnk
ages m fmance and produchon as well The"emergmg markets"
m the developmg world, mc1udmg India's, are attrachng tens of
bIllIons of dollars of portfolIo mvestments from the developed
countrIes, as a part of a profound process of global diversIfIcahon
of mshtuhonal eqUIty portfohos (pensIOn funds, msurance com
pames, and mutual funds) ThIs process IS not a fad, but repre
sents a fundamental and econOmIcally Jushbed search for rIsk dI
versIfIcahon m long-term eqUIty mvestment

The mcreased flows of DFI from developed to developmg
countrIes are as remarkable as the portfoho flows The mcrease m
DFI m the past decade has substanhally outpaced the mcrease of
global trade, whIch, m turn, has consIstently outpaced the m
crease m global GNP Chma, of course, has so far been the
world's leadmg benefICIary of large-scale foreIgn drrect mvest
ment flows Actual flows mto Chma ill 1993 totaled some $15 bIl
hon, while new COmmItments durmg the year exceeded $150 bIl
hon Even If thIs number IS dIscounted, Chma IS surely attraChng
DFI at an hIstOrIcally unprecedented rate 2 WIth proper reform

~he COmmItment fIgure IS mflated for at least three reasons FIrst, only
around one-half of COmmItments actually matenahze mto projects m fu
ture years Second, a SIZable proporhon of DFI mto Chma perhaps, as
much as 30 percent, IS m fact not foreIgn mvestment at all, but rather

476



•

IndUl's UnfinIShed Reform Agenda

steps, IndIa could match or even outpace Chma m attractIng DFI,
given IndIa's supenor condihons regardmg the rule of law and
pohhcal democracy and stability

'flus paper outhnes several areas for contInued reform achon
further openmg of the economy to trade and fInanCIal flows, fur
ther unshacklmg of the pnvate sector from State regulahon, so
CIally-responsIble pnvahzahon of the State-owned enterpnse
sector, and a fundamental redrrechon of government efforts away
from econOIlliC management toward a focus on prImary health
and educahon, so that all IndIans will be posihoned to take ad
vantage of the new econOIlliC opportumhes The next sechon
takes up some general observahons about the reform agenda, and
the sechon after that goes pomt-by-pomt on specIfIC measures for
spurrmg IndIa's growth and eqUItable development

GENERAL OBSERVATIONS ON INDIA'S
GROWTH STRATEGY

In current world conmhons, It IS pOSSIble for Inma to achIeve
very dynaIllic growth based upon labor-mtensive manufacturmg
that combmes the vast supply of Inman labor (mcludmg skilled,
managenal, and engmeermg labor) WIth foreIgn capItal, technol
ogy, and markets On thIs baSIS, the East ASIan econOIllies have
achIeved growth rates consIstently above 6 percent per year, and
Chma has managed growth m excess of 10 percent each year m
the 1990s MalaySIa, to CIte another example, has shIfted from
bemg a raw-matenal exporter m the 1970s (WIth commomhes ac
countIng for 80 percent of exports) to a manufacturmg exporter

Chmese State enterprISe funds that have been "laundered" m Hong
Kong for remvestment m ChIna as "pnvate" funds Thrrd, the DFI num
bers are also mflated by overestImates of the capItal contnbuhons of for
eIgn partners m Jomt venture projects m cases where the foreIgn contn
buhon comes m the form of phySIcal capItal mvestment rather than an
mJechon of cash
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today (WIth manufactures, mamly electromcs, accounbng for 70
percent of exports), and wIth GDP growth of 8 percent per an
num

To achIeve smular growth rates m IndIa, the fIrst and fore
most task IS to unshackle pnvate enterpnses (both domeshc and
foreIgn-owned) from the heavy hand of State regulahon, m order
to tap IndIa's supply of labor and to attract large flows of foreIgn
mvestment Deregulahon of the pnvate sector IS even more Im
portant than pnvahzahon of the state sector, WIth the prOVISO that
government monopohes m key sectors - fmance and mfrastruc
ture - must be abohshed (de facto as well as de Jure) If IndIa 18 to
achIeve maXImum pnvate sector growth

A compehhve enVIronment for pnvate busmess requIres
(1) fleXibility m the hIrmg and dIsnussals of workers, (2) the free
dom of entry of capItal, mcludmg foreIgn capItal, (3) the ready
availability of land for new busmess achVlhes, and (4) adequate
mfrastructure, mcludmg power, ports, roads, and telecommum
cahons Moreover, local and State governments must have the
freedom to facilitate mfrastructure to meet local needs m a rapId
and fleXIble manner

DespIte the great advances m IndIa's reform, the necessary
fleXIbility of the pnvate sector IS certamly not yet achIeved Labor
laws protect the nghts of a small proporhon of work force while
raIsmg the costs of hrrmg the vast maJonty of workers outSIde of
the orgarnzed sector ArchaIC land regulahons hamper mdustnal
development m major cIhes, such as Bombay ForeIgn capItal IS
shll VIewed wIth SuspICIOn and IS generally subject to government
approvals for eqUIty ownershIp above a 51 percent threshold
And, of course, baSIC mfrastructure remams madequate

Moreover, State governments generally lack the authonty to
make needed breakthroughs m mfrastructure on the local level
Road bUIldmg IS hampered by many kmds of Umon-Ievel restrIc
hons (e g, forestry nghts) and by the umon's control over "na_
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bonal hIghways" Telecommurucabons conbnue to be the nearly
exclusIve domam of the uruon government As a result, maJor
cIhes shll lack cellular phone systems and adequate data trans
mISSIOn networks, even as Chma's coastal cIhes are all bUIldmg or
Improvmg theIr cellular and data networks

In addihon to unshacklmg the pnvate sector, the State sector
also requIres four types of reform (1) the endmg of State mo
nopohes (m bankmg, Insurance, telecoms, and other mfrastruc
ture), (2) the transfer of ownershIp of State-owned enterpnses to
pnvate owners, (3) the closure of loss-makmg State fIrms, and
(4) the redIrechon of government resources and pohhcal attenhon
to meebng baSIC human needs, mcludmg pnmary educahon and
health In order of pnonty, (1) and (4) certamly outrank (2) and
(3), though all are Important and should be carned out The fIrst
key IS to unleash pnvate achvity (by endmg State monopohes)
and to upgrade labor force skills Pnvahzahon per se IS Important
to Improve enterpnse performance, but It IS even more Important
to protect the Treasury from heavy £manClal losses m the State
owned sector Such losses are partly observed m the budget (m
the form of enterpnse SubSIdIes) and are partly hIdden m the
form of bad loans m the State-owned bankmg system

ChIna illustrates the preemment Importance of (1) and (4) 3

Chma's growth has come despIte the conbnumg failure of ItS at
tempts to reform the State-owned enterpnse sector, whIch conbn
ues to lose money at an alarmmg rate even durmg boom years
The key to Chma's growth, therefore, has been m the dynamIC
non-State sector, whIch operates freely of almost all regulatory
ImpedIments, as well as m the growth-onented pohcles of local
governments, whIch compete to prOVIde mfrastructure to support
the non-State enterpnses The good news for ChIna IS that State
owned mdustry covers only about 8 percent of the work force, so

3For a recent study of the factors behmd Chma's rapId growth and a
comparISon WIth the reform problems m Eastern Europe and the former
SOVIet Dmon, see Sachs and Woo (1993)
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that there IS plenty of scope for the rapid growth of the non-State
sector and the overall economy, even If the State sector lags be
hInd One can say that ChIna needs pnvahzabon of the State
owned enterpnses mamly for the sake of macroeconOmIC stability,
wluch IS bemg undermmed by the huge losses (and resulbng
huge subsidies) of the State-owned sector

The sltuabon IS slmIlar m India The State sector IS lughly m
efficient and loss-makmg These losses pose heavy scale costs on
the State, and by themselves JUsbfy the need for a Widespread
pnvahzabon program But at the same bme, the State sector IS
relabvely small, employmg Just a small percent of the total labor
force Therefore, the real key for India will be rapid growth m the
non-State sector ThIs, m tum, requITes a more hberal pohcy envI
ronment, supported by Improved mfrastructure, and the end of
State monopohzabon of key service sectors (such as fmance and
telecommurucabons) whIch provide crucial mputs to manufac
turmg

LIberahzahon, even With pnvabzabon, IS not enough how
ever Only a hterate and numerate labor force will be able to take
full advantage of the new world market condlbons ChInese ht
eracy far outstnps Indian hteracy, and tlus has greatly bolstered
the growth rates m ChIna 4 Even m baSIC export assembly opera
hons m the ChInese coastal enterpnses, hteracy IS a pre-reqUISIte
for an effecbve labor force One of the major reasons for a free
market-pohcy based heavily on foreIgn mvestment IS to free the
government's energies and fmances to make a wholehearted at
tack on Ilhteracy and madequacy of prImary health care m IndIa's
vast rural heartland

The general guidehnes-pnvate sector deregulahon, produc
bon based on labor-mtensive manufactures supported by foreIgn

4Accordmg to the 1994 World Development Report of the World Bank,
overall Chmese lIteracy stood at 73 per cent m 1990, compared WIth 48
percent m IndIa
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capItal mflows, and a major assault on I1hteracy - must be turned
mto specIfIc pohcy actIons m the near future Of course, the gov
ernment has already made remarkable and successful headway m
thIs dIrectIon The followmg hst of ten Items suggests areas
where the reforms remam mcomplete, and, therefore, where spe
CIfIC and practIcable steps could help push the reform process
forward Most of these steps are already contemplated or are
under connnumg debate Withm the government

SOME SPECIFIC AREAS FOR FURTHER REFORM ACTION

Trade LlberalIzatzon

IndIa has gone from bemg a closed economy to an open
economy, but It IS shll a lughly protected economy by current m
ternatIonal standards TarIff rates remam lugh, consumer goods
Imports are shll subject to a strICt hcensmg regIme, and DFI IS shll
lughly regulated m many areas, especIally foreIgn ownerslup of
more than 51 percent of productIon, as well as m key sectors such
as telecommumcatIon These remammg barners are unjustIfIed
and costly to India

The current surfeIt of foreIgn portfoho capItal mflows, wluch
are swellmg India's foreIgn exchange reserves, makes thIs an op
portune tIme to accelerate the openmg of the economy Unhke
the IMF and World Bank, I do not beheve that the capItal mflows
by themselves pose a sIgnllicant mflatIonary nsk, even though
they mcrease the money supply ( and could therefore, accommo
date mflatIonary pressures ansmg from other sources) As long as
IndIa keeps a strong gnp on domestIc credIt expansIon to the
government and the bankIng system, and keeps the exchange rate
roughly stable, mflatIonary pressures are hkely to remam under
control Therefore, I would not recommend actIons to stIfle the
foreIgn mflows Rather, I would VIew these mflows as an oppor
turuty to accelerate trade hberahzatIon and fmanCIal market hber
ahzatIon
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Specmc Recommendabons

(1) Lower the maxImum tanffs to around 30 percent, and the
average tarIffs to around 20 percent, ahead of the prevI
ously announced schedule In addibon, convert the re
mammg quanbtabve restncbons (mamly on consumer
goods) mto tarIffs, ffilbally around 20-30 percent

(2) Further hberahze capItal flows mcludmg longer lags m
repatnabon of export earnmgs, greater access of foreIgn
Inshtubonal mvestors to IndIan fmanClal assets, and eaSIer
approvals for foreIgn drrect mvestment outflows by IndIan
enterpnses seekIng to mvest m foreIgn operahons All of
these as parbal steps toward full converbbllity of the ru
pee

(3) Mamtam the mtervenbon of the Reserve Bank of IndIa m
the foreIgn exchange market to prevent the appreciabon of
the rupee Indeed, the government should consIder a very
slow, gradual depreClahon of the rupee to compensate
partly for pnce mflabon Perhaps a target of around 4 per
cent per year rupee deprecIahon would make sense under
current condibons Exporters should know that the gov
ernment will stand behmd them by provIdmg a profItable
envIronment for export expansIOn Tlus pohcy will mean
the controued accumulahon of foreIgn exchange reserves
and controued money growth backed by foreIgn reserves,
but the consequences should not be parbcularly mflabon
ary If the budget defICIt and domeshc credIt are kept un
der control and If the trade and capItal account are hber
ahzed as recommended

(4) Move to a basket of currenCIes as the baSIS of exchange
rate peggmg and foreIgn exchange market mtervenbon, m
response to the rapId growth and dIversIfIcabon of IndIa's
foreIgn trade
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Comment

Trade hberahzahon ahead of schedule may be opposed by
some busmess mterests, but the package would be broadly popu
lar and can be JushfIed m VIew of prevailing trade and balance-of
payments condioons Consumer goods hberahzaoon has the
double advantage of lowermg consumer goods prIces, and
thereby restrammg mflahon m the short term and mcreasmg gov
ernment revenues by converhng quanotaove restricoons mto tar
rlfs

Forelgn Dlrect Investment

The government has been workmg hard to change IndIa's
long-standmg atTItude to foreIgn dIrect mvestment and has made
Important steps m hberahzaoon Nonetheless, the DFI regIme
remams consIderably more restricove than m most other coun
trIes WIth whIch IndIa must compete for DFI flows There lS, m
my VIew, no JushfIcaoon whatsoever for the conhnumg 51 per
cent rule, reqmrmg government approval for foreIgn ownershIp
of between 51 and 100 percent of eqwty ThIs rule should be
scrapped m favor of automahc approval for laO-percent foreIgn
ownershIp except on a small hst of sectors whIch will conhnue to
reqmre government authorIzahon (e g, bankIng and some other
sectors where IndIa will want to negooate reCIprocal mvestment
rIghts) As menooned above, the government should also ease
the restricoons on DFI outflows by nonfmanCIal IndIan enter
prIses, to allow these enterprIses to enter mto Jomt ventures and
DFI arrangements m other countrIes

Pnvate Fmancmg ofInfrastructure

The government has made Important conceptual steps m
openmg Infrastructure mvestment to pnvate mvestment, but It
has not yet achIeved many concrete results m thIs area One of
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the key problems IS that State governments are stIll very much
hampered m theIr ability to settle mfrastructure projects WIth for
eIgn mvestors, smce umon approval IS needed m many cases
ThIs IS partIcularly true m telecommumcatIons, where key regIons
could easily attract DFI for new local systems (e g, cellular phone
systems m Bombay, Madras, etc ), but are effectIvely blocked from
domg so by umon laws and regulatIons

RecommendatIons

(1) Estabhsh new legal regImes at the umon level for roads,
power, ports, and telecommumcatIons (for local servIces)
that gIve State governments much greater autonomy m
attractIng DFI

(2) Push ahead on a general hberahzatIon, demonopohzatIon,
and prIvatIzatIon of telecommumcatIons

Comment

So far, telecoms has been held back from the openmg of m
frastructure, to some extent on the grounds of "natIonal securIty"
The truth IS that IndIa stands to rIsk Its natIonal securIty by fallmg
far behInd the rest of world m telecommumcatIons technology
and servIces as a result of the contInumg umon level monopoly
There IS Slffiply no way that Inma will be able to mamtam global
competItIveness m data transmISSIon, SIZe of networks, and range
of servIces, WIthOUt a huge mfuslOn of foreIgn capItal and tech
nology Fortunately, telecom prIvatIzatIon has proved to be the
most lucratIve form of prIvatIzatIon throughout the world The
government stands to reap bIlhons, If not tens of bIlhons of dol
lars, through the step-by-step prIvatIzatIon of the telecommum
catIons systems
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Tax Reform

IndIa has had several excellent tax reform studIes and com
mISSIOns that have set forward sound proposals for a revamped
tax system The key, therefore, IS not new Ideas, but effechve and
hmely Implementahon The mam guldelmes are clear tax SIm
phflcahon, broad-based taxes WIth low margmal tax rates, and
generous provIsIons for mveshnent m new enterprIses

Recommendahons

(1) As the Fmance MInlSter has rIghtly and repeatedly urged,
rapIdly mtroduce the VAT as the sme qua non of effechve
tax reform m India Almost all countrIes m the world now
rely on the VAT as the backbone of the tax system

(2) ElImmate all taxes on mterstate trade, mcludmg the OctrOI
The OctrOI could be replaced, m the short term, by newly
shared federal taxes (e g, a surcharge on gasolme), as
compensahon to State and local governments that now
rely on the OctrOI Such compensahon should be tempo
rary, however, and should be phased out over a fIve-year
perIod The mam metropohtan governments that now
rely on the OctrOI (e g, Bombay) should be pressed to m
troduce a complete overhaul of land taxahon durmg the
next fIve years, so that local governments can be run on
the baSIS of property taxes (as m most local governments
m the world) rather than trade taxes

(c) RestrIct State-level sales taxes to fmal goods purchases, ex
cludmg sales taxahon on mtermedlate mputs Of course,
most sales taxes should SImply be ehmmated and replaced
by tax sharmg of the proceeds of the uruon level VAT

(d) SImply ehmmate most other small taxes (stamp taxes,
transachons taxes, other document taxes) m the mterest of
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tax SImplIfIcatIon and adrrumstratIve honesty and effI
cIency

FInanCIal Market Reform

IndIa's bankIng and InSurance compames were natIonahzed
more than 20 years ago Many other countrIes had also taken
such nusgUIded actIons m the 1970s and early 1980s (e g, MeXICO,
France, and Clule), but these countrIes have almost completely
reversed thIs pohcy smce then IndIa IS, therefore, one of the last
countrIes m the world to rely on a State-owned, State-run bankIng
system The results are predIctable and hIghly adverse a strong
pohtIClZatIon of the lendmg of the banks, bad debts throughout
the bankIng system that will have to be pIcked up by the govern
ment, WIdespread corruptIon, and huge meffIClency m loan allo
catIons

The government has announced some partIal steps to Im
prove the sltuahon mdudmg corporatIZahon of the banks, parhal
sales of shares up to 49 percent, recapItalIZatIon of the banks, and
adaptatIon of mternatIonal guldehnes on capItal adequacy I
would hke to state, m emphatIc terms, my VIew that none of thIs
will be enough to prevent further strongly adverse consequences
from the contlnued state dommance of the bankIng system State
banks will SImply contlnue to go broke and be the source of po
htIcal headaches, scandals, and mefflclency, untll these banks are
returned to the pTlvate sector

RecommendatIons

(1) Proceed WIth the dIvestIture of shares above the 49 percent
hnut now envIsaged by the government, through pubhc
offermgs of shares or sales to domestIc and foreIgn m
vestment groups
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(b) Move sImultaneously to enhance the powers of the bank
regulatory authonhes for oversIght, momtormg, and m
tervenhon when necessary, and extend more hcenses to
foreIgn banks, WIth a VIew to creahng domeshc compeh
hon, and estabhshmg Bombay as a key regIOnal bankIng
center for all of Asra Of course, foreIgn bankIng hcenses
should be negohated on the baSIS of recIprocal nghts for
IndIan pnvate-sector banks to enter foreIgn markets as
well

PnvatlzatlOn ofNonfmanclal Enterpnses

The government of IndIa has so far resIsted the worldWIde
trend towards pnvahzahon of nonfmancral enterpnses, relymg
Instead on parhalldeas of corporahzahon, dIveshture of shares of
up to 49 percent, Memoranda of Dnderstandmg (MODs) on the
management of State enterpnses, new managerIal mcenhve
schemes, and so forth These parhalldeas are almost sure to fail
No country m the world has fIgured out how to manage a large
State sector Chma has trIed to reform Its State enterpnses for the
past 10 years (WIth every parhal measure now under dIsCUSSIOn m
Indra) and has failed mIserably Even m the boom year of 1993,
more than half of ChIna's State enterpnses conhnued to lose
money VIce Mlmster Zhu RongJl announced a suspensIOn of key
reform measures durmg the rest of 1993, as the Chmese govern
ment trIed to cope WIth the fmanclal fallout of heavy losses and
subsHhzahon of State enterprIses

The problems are endemIC to State ownershIp and cannot be
resolved by hnkermg at the margIns State managers have httle
mcenhve to run the enterprIses profItably Why return profIts to
the State, when It IS pOSSIble to mcrease the compensahon of the
managers and workers? Nor do the pohhcal overlords really care
abOut profItability of the enterpnses, rather, they care about em
ployment, patronage, and kIckbacks ThIs IS why State enter-
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pnses have lost money m all countrIes, not Just m the developmg
world France's flagshIp State enterpnses have almost all re
qUITed baI10uts m recent years Italy, France, Spam, the UK, as
well as dozens of developmg countrIes have embarked on pnva
tIzatIon programs m the past decade, mamly to save the State
from the extraordInary costs of losses and loan baI10uts of the
State-owned sector

PnvatIzatIon can be pohtIcally popular, If It IS well desIgned
The IndIan government's apparent VIew that pnvatIzatIon will
come at a hIgh pohtIcal cost 18 SImply unJusttfied to Judge by m
tematIonal expenence The key IS to make sure that the mam
stakeholders m the process-the workers, the management, and
the pubhc at large - all see themselves as benefIcIanes of the pn
vatIzatIon process

RecommendatIons

(1) PnvatIzatIon should be desIgned to achIeve sohd pubhc
understandIng, as well as support by the State workers

In partIcular

workers m the enterpnses should receIve shares of the
pnvatIzed enterpnse to compensate them for theIr lffi

phCIt stake m the enterpnses ThIS could come, for ex
ample, m the form of 15 percent of the shares bemg
given free to the workers (based on semonty, wages),
or 30 percent at half pnce Workers should receIve
theIr shares not as a group (e g , held by the umon, or
m trust for the workers), but as mmviduaIs The
shares should be freely tradable, and management
teams should also receIve a small proportIon of shares,
perhaps 1-2 percent, dependIng on the SIZe of the en
terpnse
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the pnvahzatIon process for the general pubhc should
be lughly transparent and competItIve Pnvate sales to
smgle bIdders should be prevented An mternahonal
reVIew board (e g , headed by the IFC) could be con
templated as a way to give addItIonal pubhc confI
dence to the process

the government should earmark a portIon of prIvatI
zatIon revenues for socIal spendmg (e g, for the Na
tIonal Renewal Fund or some comparable scheme), so
that the general pubhc can see Itself to be benefICIary of
the pnvahzatIon process Tlus kmd of dIrect ear
markmg was successfully Implemented m MeXICO

the government should aIm, where practIcable, to sell
some of the enterpnse shares m pubhc offermgs to
small mvestors to foster a sense of drrect pubhc par
tICIpatIon m the process, as proved to be attractIve m
the U K m the 1980s

(2) The pnvahzatIon process should aIm to cover all of the
manufacturmg enterpnses now m government hands,
durmg an estabhshed hmetable of 2-3 years

Labor Law Reform

India's labor laws give extreme protectIon to the small pro
portIon of workers m the orgaruzed sector by makmg dISmIssals a
hIghly costly pohhclZed process Every dISmISsal IS subject to
governmental reVIew and JudICial challenge Tlus pohcy VIrtually
prevents dISmISSalS and restructurmg except at mordmate and
hIghly uncertam costs to the enterpnses Restructurmgs are long
delayed or blocked altogether There are, of course, two obVIOUS
Imphcanons FIrst, loss-makmg fIrms are unable to pull out of
trouble Wlule prIvate fIrms m dIstress are often pushed to fail
ure, State-owned enterpnses hve on a soft-budget constramt
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The second and far more Important effect IS that new fIrms
are dIscouraged by the fears of ulbmate lugh costs of restructur
mg somebme m the future The lugh Imphclt tax on dIsmIssmg
workers IS also a lugh tax on hrrmg workers, as potenhal employ
ers look ahead to the future operahons of the fum Remarkably,
m a country WIth a vast supply of untapped labor, IndIa has lut
upon a way to keep the vast proporhon of Its labor underuhhzed,
and has done so m the name of /ISOCIal Jushce "

IndIa needs a revamped labor relahons system that recog
ruzes the urgent nahonal obJechve of drawmg tens of mIlhons of
workers mto new Jobs m the orgaruzed sector ThIs can be ac
comphshed only by ralsmg the flexIbility on hrrmgs and dISmISS
als The new regIme should conhnue to protect the legal mterests
of workers, but m a much more reahshc way that IS m tune WIth
market reahhes

Recommendahons

(1) A new labor relahons law should outhne the condlhons
for dISmIssals and severance payments, and the terms for
coIlechve bargammg over such Issues In general, enter
prIses should have the flexIbility to hrre and dIsmISS, sub
Ject to mIrumal standards and coIlechve bargammg
agreements

(b) The law should specIfy mIrumal acceptable terms for dIS
mIssals of permanent employees, such as advance nohh
cahon of layoffs, and severance payments m the case of
econOmIC dISmIssals (e g, three-month wages for workers
WIth employment over one year) The law would also
make clear that terms and procedures for dISmIssals be
yond the mIrumum standards may be the subject of col
lechve bargammg agreements between uruons and man
agement Of course, the law would also dIfferenhate
between temporary workers and permanent workers,
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small and large enterpnses (wluch have much greater
flexIbility for small enterpnses), and vanous sectors of the
economy (e g, WIth specIal rules for construchon, where
the need for flexIbility m the SIZe of the work force IS
paramount)

(c) The role of the JudlC1ary or governmental reVIew would
anse only when the terms of the contracts or the mmImUffi

standards of the law have been breached, and there IS no
automahc nght of reVIew for all workers The eXlshng
presumphon agamst dISmIssals would be ehmInated

(d) The government mIght usefully search for a way to draw a
lme between eXlshng employment (e g, up through a cut
off date) and future employment EXIShng workers would
conhnue to receIve the protechons of the current regIme,
but new enterpnses would be governed by the new law
Even under the current regIme, however, new opporturu
hes would be sought for collechve agreements between
the umons and the enterpnses to best serve the long-term
health of the eXIshng enterpnses

Land Law Reform

IndIa's major clhes are held hostage by anhquated land laws
that block urban renewal, profItable commerCIal real estate devel
opment, and adequate metropohtan tax system based on property
taxes ExtensIve rent control leads to remarkable patterns of land
mIsallocahon, such as vacant factones and undeveloped land m
the heart of Bombay, and leads to the dl1apIdahon of the mner
CItIes, where bul1dmg owners and real estate developers lack m
centIves to upgrade and renovate propertIes Moreover, the ur
ban land system IS subject to notonous corruptIon m addItIon to
mefficiency At the same tIme, cel1mgs on land holdmgs m the
countrysIde can be a sIgmflCant obstacle to the development of
agro mdustry
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Recommendahons

(1) Most Importantly, urban land laws should be decIded at
the level of the mUnICIpalIty, rather than the UnIon gov
ernment The eXIstence of UnIon-level restnchons on ur
ban land development should SImply be scrapped

(2) The major urban areas should embark urgently on rental
decontrol, over a very short penod of hIDe for commerCIal
tenants, and m a phased manner for resIdenhal tenants
There IS enormous mternahonal expenence m rent decon
trol (e g, New York, Pans, Smgapore) and these cases
should be exammed for Important lessons

(c) A revamped urban tax system, based on new property
valuahons, should be mtroduced as soon as pOSSIble, as a
subshtute for the OCtrOI and other hIghly meffIcIent taxes
as already suggested m Item 4 (b)

(d) Ceilings on landholdmgs m the countrySIde should be re
deSIgned to support the effICIent consolIdahon of land for
agro mdustry, where profItable (ThIs tOpIC IS beyond the
scope of thIs survey, however, as I must perforce exclude
agrIcultural reforms from the dISCUSSIOn)

A ReorIentatIOn ofGovernment SOCIal PolIcy

The frrst eIght Items all call for a WIthdrawal of the govern
ment from operahonal management of the produchve sectors of
the economy The government should allow the pnvate sector
(both domeshc and foreIgn) to prOVIde the capItal, management,
and entrepreneunal deCISIOns needed to fuel IndIa's commg boom
m labor-mtensIve manufacturmg produchon and servIces

But tlus reduchon m the role of the State should be balanced
by a strongly mcreased role m one area human resource devel
opment The government has a parhcularly urgent role m
spreadmg lIteracy and access to prImary health care to all of In-
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dIa's cIhzens, so that they can all partIcIpate actIvely and benefIt
fully from IndIa's econonuc transformatIon

IndIa's contInumg hIgh rates of Illiteracy (around 52 percent
of the total populatIon, 66 percent of the female populatIon, and
perhaps 80 percent of the female populatIon m rural areas) con
stItute a human and econonuc tragedy for the country VIrtually
every mternatIonal study m the past has shown that female hter
acy, m partIcular, IS cruCIal for hIgher women's status m the SOCI
ety, lower rates of absolute poverty, Improved fanuly planmng,
reduced fertIlIty rates, hIgher female labor force partIcIpatIon,
and, of course, much hIgher rates of prodUCtIVIty and market
earmngs

The Illiteracy rates are a reflectIon, m part, of madequate re
sources devoted to prImary educatIon, and the poor deSIgn of m
centIve schemes to promote hteracy The government's mtentIon
to restrIct ItS mvolvement m productIve spheres should be bal
anced by a new and credIble comnutment m the area of prImary
educatIon ThIs IS not only good pohtIcs to show that the eco
nonuc reforms are not a boondoggle of the nch, but IS absolutely
sound development econonucs, from a hard-headed pubhc m
vestment pomt of VIew

SpecIfIC RecommendatIons

(1) EXIStIng subSIdy programs on food should be re-targeted
to support enhanced prImary educatIon Rather than pro
VIdmg across-the-board subSIdIes on food pnces - whIch
tend to get dISSIpated m corruptIon, adnumstratIve costs,
and lower food pnces for the wealthy- subSIdy programs
should be targeted (m part) at school chIldren by guaran
teemg one nutrItIous meal a day for every school chIld m
every school m IndIa (especIally rural IndIa) Not only
would thIs very much help to target the aId to needy
households (households WIth many children tend to be
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poorer households), but It would also provIde a Vital eco
nOmIC mcenhve for poor parents to send theIr chIldren to
school SubsIdy programs should also be better targeted
towards mothers WIth young chIldren to promote ade
quate nutnhon m preschool years

(b) Pnvahzahon revenues should be earmarked for mcreased
expendItures on pnmary health and educahon

(c) The unIon government should proVide greatly enhanced
transfer payments to the states to help support pnmary
health and educahon It mIght do thIs on a matchmg
grant baSIS, so that State governments are given an mcen
hve to mcrease theIr own effort m expendItures m these
areas

SOME CONCLUDING OBSERVATIONS ON THE DYNAMICS
OF ECONOMIC REFORM

The most unfortunate mIstake of governments engaged m
econOmIC reform IS the behef that economIc reforms are a pamful
necessIty that are hkely to be costly at the polls ThIs IS a SImphs
hc VIew of a more comphcated reahty As a general prmciple, the
electorate can sense the dIfference between a dynamIC, honest
government attemphng reforms, and hme servers Smce the pub
hc so rarely IS treated to the fIrst vanety of government, they
really apprecIate It when the occaSIOn arIses

To be sure, It IS generally pohhcally trIcky to clean up an m
hented fmancIaI cnSIS (such as india's m 1991), smce budgetary
austenty IS rarely SImple to manage At the same hme, however,
the pubhc IS usually grateful for an end to hIgh mflahon and fi
nanCial uncertamty Most other areas of reform- trade hberahza
hon, shmulahon of new labor-mtensive manufacturmg, Improved
Infrastructure, and even pnvahzahon-can be hugely popular,
except WIth narrow groups of vested mterests Many dynamIC re-
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formers, even those carrymg out tough stabIhzabon programs,
have gone on to achIeve great electoral vmchcabon Recent ex
amples mc1ude PresIdent Menem m Argenhna, PresIdent Sanchez
de Losada m BohvIa, and Pnme MInlster Vac1av Klaus m the
Czech Repubhc

Of course, It IS shll necessary to thInk carefully about the po
hbcal deSIgn of reform packages For example, the government
should repeatedly emphaSIZe that by gethng the government out
of the "wrong" areas of econOmIC lIfe, the government will be able
to dIrect more effort to the "nght" areas, such as health and edu
cabon And of course It should dehver on such a promIse through
concrete, vISIble programs SlmIlarly, pnvahzabon programs
should be deSIgned m a way to mvolve all the key stakeholders,
as argued earher, mc1udmg the workers and the pubhc at large

In the end, the test will be whether the reforms dehver
growth, Jobs, and nsmg econOmIC secunty In thIs regard, IndIa's
reformers stand m good stead WIth a labor-abundant country
openmg up to world capItal, the chances for dynamIC growth are
very good, parbcularly If the remammg shackles on the economy
are stnpped away IndIa's task of makmg growth, after all, IS
much SImpler, say than RUSSIa's, where large porbons of the ex
IShng manufacturmg base must be closed down to make room for
new econOmIC acbVIbes

The fIrst stage of reforms will have come to several electoral
tests m State elecbons and a nabonal elecbon The record of
achIevement IS already sohd, and pohbcally acceptable reforms
(such as further trade hberalIZabon, espeCIally on consumer
goods) should conhnue But assumIng the reformers renewed
electoral mandate, the opporturuty for deCISIve breakthroughs m
many areas of econOmIC management will be at hand

In addIbon to conhnued reform Impetus from the uruon gov
ernment, the State governments m IndIa should be VIewed as po
tenbal agents of rapId and salutary change In most vast conb-
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nental countrIes such as BraZIl, ChIna, and now RussIa, regIonal
governments have taken the lead m pushIng reforms and
promptmg further achons by the central government In Brazil, It
IS Sao Paulo State and MmaiS GeraiS that are the reform leaders at
the regIonal level, m ChIna, It IS the coastal provmces and the
provmces farthest from BeIJmg m the lead, m RUSSIa, reform lead
ers m NlZhny Novgorod and m the RUSSIan Far East have been
InaJor spurs to reforms at the central level

IndIa has not yet freed up Its State government suffICIently so
that they can add great dynamIsm to the reforms In most key m
frastructure areas, the central government remams m control, or
at least WIth veto over State achons Coastal states lIke Ma
harashtra, GUJarat, and the Southern states are very lIkely to pull
ahead Therr progress will help raIse all areas of the country,
though mtenor provmces will lIkely not gam as fast The fast
runners should be allowed to pull ahead The UnIon government
should focus Its compensatory achons mamly m the areas of
health and educahon ExpensIve mdustrial targehng pohcles to
promote mdustry m the "hmterland" has generally proven to be a
costly and corrupt fIasco m other countrIes that have trIed It 5 It IS
hard enough to get rapId mdustrialIZahon where It really belongs,
IndIa does not have the resources to squander on promOhng m
dustrialIZahon where It IS not otherwIse VIable

Fmally, while IndIa has much to gain by these reforms, It
should also keep m mmd the mtense compehhon that It now faces
m the mternahonal markets Other ASIan econOmIes such as In
doneSIa, MalaySIa, and even ChIna are far ahead m terms of mar
ket openmg, export promohon, and Improved skills of the labor

SItaly poured trIllions of hra mto the MezzegIOmo m past decades, lead
mg to a large number of wlute elephant mvestment projects that could
not gam competItIveness Argenhna failed m Its costly subSIdy schemes
for TIerra del Fuego and other hIgh-cost regIOns, while Brazil failed m Its
quest to use state subSIdIes to create mdustrIahzatlon m the poor North
east
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force India competes WIth these countrIes, as well as the re
fornung countrIes of LatIn AmerIca, Eastern Europe, and the for
mer SovIet Umon for world capItal and foreIgn dIrect mvestment
India stands to do very well m thIs compehhon, but only If It de
CIdes to fully Jom m the global economy
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India's Economic Reforms:
The Tasks Ahead

TN Snmvasan

INTRODUCTION

Smce the assumptIon of offIce by Pnme Mlllister Mr P V
Narasnnha Rao and Fmance Mlllister Dr Manmohan Smgh m
July 1991, there have been a number of far-reachmg econOmIC re
forms m IndIa A lot has already been wntten about the reforms,
and recently JagdIsh BhagwatI and I had the pnvIlege to share
our thoughts on the reforms and the tasks ahead WIth the Fmance
Mlllister Our report has already been pubhshed by the Fmance
MllliStry (BhagwatI and Srlllivasan 1993) I am sure some, If not
most, of you have read It as well I would hke to take thIs oppor
tumty to talk about the developments smce our report last August
and the tasks ahead I have not had the opportumty to read the
most recent (March 1994) announcement on foreIgn trade pohcles
But I am mformed that m spIte of all the hberahzatIon and SImph
fIcatIon, It stIll IS over 1,000 pages I It IS perhaps an mdIcatIon
that, to use Robert Frost's words, there are many mIles to go and
more promIses to keep before we go to sleep on econOmIC re
forms

THE FOUNDATIONS OF THE POST-INDEPENDENCE
DEVELOPMENT STRATEGY

Before I get to the tasks ahead, let me bnefly set the stage by
recapItulatIng the foundatIons and objectIves of IndIan econOmIC
development, the development strategy and the system of eco
nOmIC management that was m place unW the Rao-Manmohan
Smgh reforms, and the program of reforms thus far It IS lffipor-
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tant to remmd ourselves of the foundatIons laId more than half a
century ago, not only for tracmg the ongms of post-mdependence
econonuc pohCles, but also because some of the opposItIon to the
recent reforms stem from the perceptIon that they go agamst these
foundatIons Such a reVIew also lughhghts a not-so-well-known
fact that most postwar debates and almost all Ideas on develop
ment obJectIves, strategy and pohcy m the acadenuc hterature and
m mternatIonal orgaruzatIons were clearly antIcIpated and ad
dressed m pre-mdependence IndIan dISCUSSIon These mclude
poverty alleVIatIon as the overarchmg obJectIve, artIculatIon of a
baSIC needs strategy, mcome growth and redIstrIbutIon, develop
ment of agrIculture versus mdustry, emphaSIS on heavy mdus
trIes and Import substItutIon, relatIve roles of large and small
scale mdustrles, respectIve roles of the State and the market and
many others

The foundatIons of post-mdependence planrung for eco
nonuc development were laId m the late 1930s and early 1940s,
predommantly by the NatIonal Planrung Comnuttee of the IndIan
NatIonal Congress and also by other mdIVlduals and groups who
offered therr own plans for natIonal development The NatIonal
Plannmg Comnuttee was constItuted m 1938 under the charrman
shIp of Jawaharlal Nehru, and dId most of Its work pnor to the ar
rest m October 1940 of Nehru and several other members of the
comnuttee It declared the followmg

1 The overarchmg ObjectIve of plannIng was1 to Insure an
adequate standard ofbvmg for the masses

In other words, to get nd of the appalling poverty of the peo
ple The rrreduCIble nurumum, m terms of money, had been estI
mated by econonusts at fIgures varymg from Rs 15 to Rs 25 per

lTlus and the subsequent excerpts relatmg to the Nahonal Plannmg
CommIttee are taken from Jawaharlal Nehru (1946)
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capIta per month (at pre-war prIces) 2 There was lack of food,
clothmg, housmg, and every other essenbal reqUIrement of hu
man eXIstence To remove thIs lack and ensure an rrreducible
mmIffium standard for everybody, the nabonal mcome had to be
greatly mcreased, and m addibon to thIs mcreased producbon,
there had to be a more eqUItable mstnbubon of wealth

We fIxed a ten-year penod for the plan, WIth control fIgures
for dIfferent penods and dIfferent sectors of econOmIC lIfe Cer
tam obJecbve tests were also suggested (a) the Improvement of
nutribon so as to have a balanced dIet WIth a calorIfIc value of
2,400 to 2,800 uruts for an adult worker, (b) Improvement m
clothIng from the then consumpbon of about 15 yards to at least
30 yards per capIta per annum, (c) housmg standards to reach at
least 100 square feet per capIta Further, certam mdices of prog
ress had to be kept m mmd (a) mcrease m agrIcultural produc
bon, (b) mcrease m mdustrial producbon, (c) dImmubon of un
employment, (d) mcrease m per capIta mcome, (e) hqUIdabon of
illIteracy, (f) mcrease m pubhc ubhty servIces, (g) provISIon of
medIcal aId on the baSIS of one urnt for 100 populabon, and (h)
mcrease m the average expectabon of hie

2 IndustnahzatlOn was deemed to be the pnmary Instru
ment for achIeVIng the overarchIng objectIve

Indeed the problems of poverty and unemployment, nabonal
defense, and econOmIC regenerabon m general cannot be solved
WIthOut mdustrIahzabon As a step towards such mdustrIahza
bon, a comprehensIve scheme of nabonal planmng should be
formulated ThIs scheme should prOVIde for the development of

ZIt 15 mtereshng to note that a poverty hne was defmed are early as 1938,
long before the expert commIttee of the Plannmg ComnussIOn defmed
one m 1960, but the fIgure of Rs 15 was the same ill both, except Its real
value at 1960 pnces was much lower than Its real value at pre-war pnces
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heavy key mdustnes, medIUm-scale mdustrIes and cottage m
dustrIes

3 PromotIOn of heavy Industnes and Industnes providIng
capitalgoods and unzversal Intermediates was deemed vital

The three fundamental requIrements of IndIa, If she IS to
develop mdustrIally and otherwIse, are (a) a heavy engmeer
mg and machme-makmg mdustry, (b) SCIentIfIc research m
stItutes, and (c) electrIc power These must be the foundatIons
of all plannmg, and the NatIonal Plannmg COmmIttee laId the
greatest emphasIs on them

4 On large-scale versus smal1-scale Industries, the Committee
was clear In its emphaSiS on large-scale Industry

As noted m the COmmIttee's report, "an attempt to build up a
country's economy largely on the baSIS of cottage and small-scale
mdustrIes IS doomed to failure It will not solve the baSIC prob
lems of the country or mamtam freedom, nor will It fIt m WIth the
world framework, except as a colomal appendage" (p 413)

5 The domznant role of the State and the puh1zc sector In In
dustrial development was also spelt out In clear terms

The very essence of thIs plannmg was a large measure of
regulatIon and coordInatIon Thus while free enterpnse was
not ruled out as such, Its scope was severely restrIcted In re
gard to defense mdustrIes, It was deCIded that they must be
owned and controlled by the State RegardIng other key m
dustrIes, the rnaJonty were of the opImon that they should be
State-owned, but a substantIal rnaJonty of the COmmIttee con
SIdered that State control would be suffICIent Such control of
these mdustrIes, however, had to be rIgId
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6 The committee also laid down the prmciples govemmg
land and credit

Agncultural land, nunes, quarnes, nvers and forests are
forms of natIonal wealth, ownerslup of wluch must rest abso
lutely m the people of India collectIvely The cooperatIve prm
Clple should be apphed to the explOItatIOn of land by develop
mg collectIve and cooperatIve farms

We, or some of us at any rate, hoped to evolve a sOClahzed
system of credIt H banks, InSurance fIrms, etc were not to be
natIonahzed, they should at least be under the control of the
State, thus leadmg to State regulatIon of capItal and credIt It
was also deSIrable to control the export and Import trade By
these vanous means, a consIderable measure of State control
would be estabhshed m regard to land as well as m mdustry as
a whole, though varymg m partIcular InStances, and allowmg
pnvate lilltIatIve to contInue m a restrIcted sphere

7 NatIOnal self-suffIcIency was declared to be a very impor
tant objective

The objectIve for the country as a whole was the attam
ment, as far as possIble, of natIonal self-suffIcIency Interna
tIonal trade was certamly not excluded, but we were anxIOUS to
avoId bemg drawn mto the whrrlpool of econOmIC Impenal
Ism We wanted neIther to be VICtIms of an Impenahst power
nor to develop such tendencIes ourselves

It should be emphaSIZed that pnor to mdependence there
was WIdespread agreement across the pohtIcal spectrum, not only
on the overarchmg objectIve of poverty alleVIatIon, but also on the
dommant role the State had to play m acluevmg the objectIve
Indeed, that the strategy for econOmIC development should be ar
tIculated through a natIonal development plan and Implemented
through State-dIrected plannmg was also WIdely accepted In
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fact, a group of busmessmen put forth thell' own development
plan (the so-called Bombay Plan), and the labor unIOns came up
WIth therr own People's Plan (not to menhon the followers of the
Mahatma who put out therr GandhIan Plan)

The obJechves of plannmg for nahonal development as enun
cIated by the Nahonal Plannmg Conumttee and by the authors of
the other plans, as well as the central role that the State was meant
to play m achIevmg them, were reflected m the sechons dealmg
WIth the Drrechve PrmcIples for State Pohcy m the ConshtutIOn of
IndIa adopted m 1950 The Plannmg ConumssIOn was also estab
lIshed m 1950 to formulate plans for nahonal development

The very fust FIve-Year Plan (1951-56) reIterated many of
these obJechves and polICIes For lUStance,3 the central obJechve
of plannmg m IndIa at the present stage IS to lllihate a process of
development whIch will raIse lIvmg standards and open out to
the people new opportumhes for a rIcher and more vaned lIfe
Adophon of modem technology and rapId capItal accumulahon
were deemed the key factors m promohng development

It IS clear that m the transformahon of the economy that IS
called for, the State will have to play a cruCIal role Whether
one thmks of the problem of capItal formahon, the mtroduchon
of new techruques, the extensIOn of SOCIal servIces or of the
overall re-ahgnment of the produchve forces and class rela
honsmps wIthm SOCIety, one comes mevItably to the conclu
SIOn that a rapId expansIOn of the econOmIC and SOCIal respon
sIbilIhes of the State WIll alone be capable of sahsfymg the
legthmate expectahons of the people

Control and regulahon of exports and Imports, and m the
case of certam select commodIhes, State tradmg IS necessary
not only from the pomt of VIew of utIhzmg to the best advan-

3.yhlS and the followmg excerpt from the FIrst FIve Year Plan are from
Plannmg COmmISSIOn (1951)
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tage the lmuted foreIgn exchange resources available, but also
for securmg an allocatIon of the productIve resources of the
country mIme WIth the targets defmed m the Plan To some
extent, overall controls through fIscal, monetary and commer
CIal pohcy can mfluence the allocatIon of resources, but phYSI
cal controls are also necessary For one to ask for fuller em
ployment and more rapId development and at the same tIme to
obJect to control IS ObVIOusly to support two contradIctory ob
JectIves

An elaborate regulatory system was mstItuted to Implement
the obJectIves of the pohcy framework FIrst of all, there was the
mdustrIaI hcensmg system under whIch mvestment m capaCIty
creatIon m any mdustry by a fIrm m the pnvate or pubhc sectors
needed an mdustnal hcense unless the cost of mvestment was
below a certam level Wlule thIs bound has been mcreased over
tIme, It was not hIgh enough to exclude many mvestment propos
als from the purvIew of hcensmg The second was the exchange
control system under whIch Imports were hcensed under vanous
categones at dIfferent pomts of tIme actual user hcenses (for raw
matenal Imports), capItal goods hcenses, Import replemshment
hcenses (for exporters), etc The thIrd was hcensmg of technology
Imports and of foreIgn dIrect mvestment as well as foreIgn col
laboratIon proposals The fourth was the control on mvestment
fmancmg - prImarIly on the sale of eqUItIes and debentures on the
domestIc capItal market by frrms and on foreIgn eqUIty partICIpa
tIon m Jomt ventures The fIfth was a set of pnce and dIstrIbutIon
controls on some commodItIes mcludmg Items of mass consump
tIon as well as mtermedIate goods The SIXth was the control on
concentratIon under the Monopohes and RestrIctIve Trade Prac
tIces (MRTP) Act In summary, the regulatIons covered the whole
spectrum the scale, technology, the locatIon of any mvestment
project other than relatIvely small ones were regulated, permIs
SIOn was needed to expand, relocate, change the output or mput
mIxes of operatIng plants, cnhcal mputs, parhcularly Imported
ones, were allocated, access to domeshc eqUIty markets and debt
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fmance was controlled, some vItal consumphon goods (for exam
ple, food grams, sugar, and vegetable oils) and cnhcal mputs (for
example, fertilizer, ungahon water, fuel and water, etc) were
subject to complete or parhal (for example, through the operahon
of dual markets) pnce controls, almost automahc and made-to
measure protechon from Import compehhon was granted to do
meshc producers m many "pnonty" mdustrIes, mc1udmg m par
hcular the eqUlpment producers

The crucIal aspect of all these regulahons IS that they were
essenhally discrehonary rather than rule-based and automahc
Although some prmcipies and pnonhes were to govern the exer
CIse of these regulatory powers, these were largely non
operahonal for two reasons FIrst It was ImpossIble even m the
ory, to devIse a set of prmcipies or rules for all the mynad catego
nes of regulahons that were mutually consIstent and m conso
nance WIth the mulhple goals of the mdustrIaI pohcy framework,
wmch m themselves were not entuely consIstent Second, the
problem of translahng whatever rules there were mto operahonal
decIsIons was a problem of Orwellian dImensIOns The allocahve
mechamsm was largely m the form of quanhtahve restrichons
that were unrelated to market reahhes A chaohc mcenhve
structure and the unleashmg of rapacIOUS rent-seekIng and pohh
cal corruphon were the meVltable outcomes Those WIth the ap
propnate connechons could get almost any regulahon waIved or
favorably mterpreted, and those WIthOUt could be faced With an
adverse mterpretahon of one regulatory barner after another I
would go so far as to argue that the discrehonary regulatory sys
tem lllShtuted m the name of planmng for nahonal development
mstead became a cancer m the body pohhc

ACHIEVEMENTS AND FAILURES SINCE INDEPENDENCE

It IS sobermg to compare the acmevements (Table 1) under
four decades of planmng and extensIve controls on econOffilC ac-

506



IndIa's EconomIc Reforms The Tasks Ahead

tIVIty wIth the objectIves as enuncIated by the NatIonal Plannmg
Comnuttee

FIrst, the extent of poverty mdeed has gone down the pro
portIon of the populatIon WIth monthly per capIta consumphon
below a very modest poverty hne at 1960-61 pnces of Rs 15 per
capIta per month for rural IndIa and Rs 20 for urban IndIa, fell
from over half the populatIon m the mId-1950s to about a thrrd m
the late 1980s, accordmg to offICIal estImates Although other
analyses dIsagree WIth the extent of reductIon m poverty mCI
dence, almost all agree that there was reductIon, mamly m the
1980s It so happens that the 1980s was a perIod when the growth
rate of GDP averaged over 5 percent per year as compared to
around 3 5 percent per year m the prevIOUS three decades Un
fortunately, thIs spurt m growth seems to have been aclueved
through fIscal expansIOn, fmanced by domestIc and external bor
rowmg As such, to the extent the modest achIevement m poverty
alleVIatIon IS a consequence of more rapId but debt-led growth,
WIthout structural reforms Its further sustamabIhty was doubtful

Second, m contrast to the NatIonal Plannmg Comnuttee's
objectIve of ralsmg real natIonal mcome by somewhere between
200 to 300 percent m 10 years, and to the targets rangmg from an
annual average rate of growth of 5 5 to 75 percent m the varIOUS
fIve-year plans smce the second, natIonal mcome grew only by
about 515 percent m the 42-year pe-nod (1950-51 to 1992-93), that
IS, at an average annual rate of httle less that 4 percent Except for
the SIXth and seventh plans (1980-1990) when natIonal mcome
grew by 55 percent each year, m all preVIOUS plans the rate of
growth dId not exceed 5 percent

Tlurd, self-suffIcIency has been aclueved m a number of
commodItIes, espeCIally food grams But It has been achIeved at a
very modest level of consumptIon For example, per capIta con
sumptIon of food graIns rose from 420 grams per day durmg
1951-55 to 480 grams durmg 1990-93, a rIse of 14 percent over a
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Table 1 Selected Econormc and SocIal IndIcators, 1950-1951 to 1992-1993

1950- 1960- 1970- 1980- 1986- 1987- 1988- 1989- 1990- 1991- 1992-
1951 1961 1971 1981 1987 1988 1989 1990 1991 1992 1993

EconomIc IndIcators
GDP at Factor Cost

At Current PrIces 8979 15254 39708 122427 260030 294851 352703 408661 475604 551552 627913-
(Rs Crore)
At 1980-81 PrIces 42871 62904 90426 122427 163271 170322 188462 201453 211260 213590 222089-
(Rs Crore)

Per CapIta Net Nat I 1127 1350 1520 1630 1871 1901 2059 2160 2213 2167 2216-
Prod (1980-81 Rupees)
Index of IndustrIal 183b 362 653 1000 1551 1664 1809 1964 2126 2124
Prod (1980-81=100)
Index of Agr Prod 585 867 1115 1353 1525 1513 1832c 1870 c 1920 c 1866 c

(1969-70=100)
Gross Dom Cap Form 102 157 166 227 217 236 251 267 274 242 245-
(as % ofGDP)
Gross Domeshc Savmgs 104 127 157 212 195 215 22 24 24 231 22 3-
(as % ofGDP)
Output

Foodgrams 508 820 1004 1296 1434 1404 1699 1710 1764 1684 1800
(mtlhon tons)
FInIshed Steel 104 239 464 682 955 1168 1284 1300 1353 1433 na
(milhon tons)
Cement (mtlhon tons) 27 80 143 187 366 396 448 458 488 517 543
Coal (million tons) 323 552 763 1190 1752 1909 2070 2137 2255 2438 2550
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Table 1 Selected EconomIc and Social IndIcators, 1950-1951 to 1992-1993 (conbnued)

1950- 1960- 1970- 1980- 1986- 1987- 1988- 1989- 1990- 1991- 1992-
1951 1961 1971 1981 1987 1988 1989 1990 1991 1992 1993

Crude all (mllhon 03 05 68 105 305 304 320 341 330 304 270
tons)

Electncity Gen 51 169 558 1108 1877 2021 2214 2454 2643 2870 3014
(uhhty only IWH)
Wholesale Pnce Indexd 169 196 355 911 1327 1435 1542 1657 1827 2078 2287
(1981-82=100)
Consumer Pnce Indexe 260f 1117 2524 15023 39705 44034 48645 55630 58369 64751 77127'
(1982=100)
Central gov t budget -33 f -117 285 2576 8261 5816 5642 10592 11347 6855 7202'
defICIt (Rs crore)
ForeIgn Trade

Exports (Rs crore) 606 642 1535 6711 12452 15674 20232 27658 32553 44041 53688
Exports (US$ mllhon) 1269 1346 2031 8486 9745 12089 13970 16612 18143 17865 18532
Imports (Rs crore) 608 1122 1634 12549 20096 22244 28235 35328 43198 47851 63375
Imports (US$ mllhon) 1273 2353 2162 15869 15727 17156 19497 21219 24075 19411 21882

For Exch Res (Excl gold and SDRs)
Rs Crore 911 186 438 4822 7645 7287 6605 5787 4388 14578 20140
US$mIlhon 1908 390 584 5850 5924 5618 4226 3368 2236 5631 6434

SOCIal IndIcators
Populahong (mllhons) 4392 5482 6833 7790 7951 8113 8274 8463 8625 8786
BIrth Rateh (per 100) 399 417 369 339 326 315 306 302 295
Death Rate h (per 1000) 274 228 149 125 109 110 103 97 98
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Table 1 Selected Econonuc and SocIal IndIcators, 1950-1951 to 1992-1993 (conhnued)

32

17

324
317
321

1950
1951

LIfe Expectancy at BIrth!
(years)

Male
Female
Total

Educahon
LIteracy Ratek (%)

Male 2716
Female 886
Total 1833

Health and FamIly Welfare k

Reg Med Prachhoner 61 8
(Thousands)
RMP per 10,000
Populahon
Hundreds of Beds. (all
types) per 10,000

1960
1961

419
406
413

4040
1534
2831

837

19

52

1970
1971

464
447
456

4595
2197
3445

1511

28

64

1980
1981

541
547
544

5637
2975
4356

2687

39

83

1986
1987

33118

42

92

1987
1988

3356

44

92

1988
1989

3686

45

95

1989
1990

3819

46

94

1990
1991

559
559
559

641
393
522

4052

47

96

1991
1992

599/
6071
6031

48

1992
1993

6041

612J
508J

Notes na = Not avaIlable
a Eshmate
b Data refer to calendar year 1950
c ProvISIonal eshmate
d FIgures for the perIod up to 1980-81 derIved by converhng the mdIces on earlIer bases mto base 1980-81=100
e FIgures for the perIod up to 1988-89 derIved by converhng mdIces on earlIer bases mto base 1982=100
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f Refers to 1951-52
g As of March 1,1951 and so on up to 1980-81 and 1990-91 as per Census of India Figures for the penod 1986 to 1990 are
based on adjusted proJechons of the Standmg CommIttee of Experts on Populahon ProJechon FIgures for 1991-92 and 1992
93 relate to 1st of March 1992 and 1993 based on annual senes of the Standmg COInInlttee of Experts on Populahon ProJechon
and adjusted to confIrm to 1991 census data
h Data of 1950-51 and 1960-61 relate to 1941-51 and 1951-61 census eshmates, respechvely Data for 1970-71 onwards are
Sample Regtstrahon System (SRS) eshmates for calendar year 1971 and so on
I Data for 1950-51, 1960-61, 1970-71 and 1980-81 relate to the decades 1941-50, 1951-60, 1961-70 and 1971-80 respechvely,
centered at the mid-pomt of the decade, Ie, 1946, 1956 1966 and 1976 Data for 1990-91 relate to the Age SpeCifIc Death rates
averaged over 1981-88 as eshmated by SRS and related to the mId pomt of 1981-88, Ie, 1985
J Based on the extrapolated values of Standmg CommIttee of Experts on Populahon ProJechons centered at mld-pomt of the
penod The extrapolahon has been done by usmg the norms standardIzed by the Umted Nahons
k Data for 1950-51, 1960-61, 1970-71 and 1990-91 relate to the years 1951, 1961, 1971, 1981 and 1994, respechvely The fIgures
for 1951,1961 and 1971 relate to populahon aged 5 years and above and those for 1981 and 1991 relate to populahon aged 7
years and above All Indta lIteracy rates exclude Assam for 1981 and J&K for 1991
I Includes beds m hospitals, dispensanes, DILCs, clImes, sanatonums, etc

Source Government of IndIa (1994), pp 5-1 and 5-2
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penod of about 38 years The situabon WIth respect to other Items
of mass consumpbon IS not much better

Fourth, lIfe expectancy at brrth mcreased from about 32 years
around 1951 to about 608 years around 1992, and the rate of m
fant mortahty fell from nearly 150 per 1,000 hve brrths m 1951 to
79 m 1992 The hteracy rate rose from 18 percent m 1950-51 to 52
percent m 1990-91 Wlule these achievements are substanbal,
they are modest m comparIson to the achievements of other de
velopmg countrIes m South ASia (e g, Sn Lanka) and elsewhere

FIfth, mdustrial producbon, as measured by the general m
dex (base=1980-1981), rose from 183m 1950-51 to 2199 ill No
vember 1993, a twelve-fold illcrease Output of f1ll1shed steel rose
fourteen-fold from about 1 to 1 4 millIon tonnes and of coal seven
fold from 32 to 223 millIon tones durillg the same penod Al
though the share of manufacturillg mdustry ill GDP rose mod
estly from about a SIXth to a fIfth between 1950-51 and 1992-93, ItS
share ill gamful employment changed much more slowly, WIth
agrIculture conbnumg to be dommant, accounbng for over two
thirds of the labor force ill the late 1980s as compared to about
three-fourths ill the early 1950s Large-scale manufacturmg ill
dustry (1 e, registered factory estabhshments) doubled ItS share m
GDP from about 6 percent ill 1950-51 to 11 percent ill 1992-93, but
WIthout a commensurate illcrease m ItS share of gaInful employ
ment Thus rapId illdustrIahzabon ill the sense of a SIgnIfIcant
change ill the employment structure dId not take place

SIXth, the share of gross domesbc capItal formabon ill GDP at
current market pnces more than doubled from 10 2 percent ill
1950-51 to 245 percent ill 1992-93 However, the fact that there
was no com-mensurate mcrease m the rate of growth of GDP re
flected the capital-illtensive character of the modest growth that
was achieved External savillgs accounted for less than a tenth of
total illvestment ill 1992-93 Even at ItS peak m 1965-66, It ac
counted for only a SIXth of mvestment
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Seventh, the publIc sector became dommant m several m
dustnes The share of the publIc sector (achmmstrahon and en
terpnses) m GDP was over 25 percent, and m the economy's
capItal stock about 45 percent at the end of the 1980s All the ma
Jor banks and msurance companIes were nahonahzed m 1969 and
these accounted for over 90 percent of the fmancIaI sector's assets
m the early 1990s Wlule the publIc sector banks had succeeded
m mobIhzmg savmgs, extendmg bankIng to rural areas and dI
rechng credIt to /Ipnonty" sectors, the SubSIdIes and defaults had
become so large that the polIcy of SubSIdIZed and dIrected credIt
had become unsustamable and the net worth of the bankmg sec
tor had been severely eroded

EIghth, as noted earlIer, untIl the 1991 reform measures, gov
ernment control over produchon, mvestment, technology and vo
cahonal choIces, pnces and foreIgn trade had become so extensIve
that there was no pOSSIbility of exercIsmg the mscrehon vested m
the layers of bureaucracy by the system of controls m a rahonal
manner A chaohc system of mcenbves and opportunIhes of rent
seekmg were created

Nmth, the development strategy that emphasIzed lffiport
subshtuhng mdustrIa1IZahon, and the foreIgn trade and exchange
control regIme that sustamed It, reduced the role of the external
sector m development India's share of world exports fell from ItS
level above 2 percent at the hme of mdependence to about 0 6
percent m 1993 The share of foreIgn trade (1 e , exports plus lffi
ports) m GDP at market pnces was VIrtually unchanged over four
decades hovermg m the range 12-15 percent

In sum, achIevements smce mdependence, WIth respect to
economIc growth, poverty alleVIahon and mdustrIa1IZahon have
been modest, not only m companson to the targets of the Nahonal
Planrung COmmIttee, but also to the achIevements of a number of
other developmg countrIes, parhcularly m East ASIa Iromcally,
the target WIth respect to the extent of State mvolvement m the
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economy has been acmeved, although the obJechves sought to be
promoted through such mvolvement have not

Then agam, wlule self-suffIcIency at low levels of domeshc
use was acmeved WIth respect to a number of commodlhes, self
rehance m the sense of bemg able to augment domeshc resources
through borrowmg from abroad on one's own terms m order to
sustam one's chosen path of development was not In fact, m
spIte of the purSUIt of Import subshtuhon across the board, the
economy conhnued to be buffeted by perIodIc balance-of
payments CrIses, the latest one at the end of 1990 pushmg the
country to the verge of default on ItS external debt

THE ORIGINS OF THE MACROECONOMIC
CRISIS OF 1990-1991

Ever smce the Second FIve-year Plan (1956-61), the economy
had experIenced balance-of-payments problems wmch took on
CrISIS proporhons on more than one occaSIOn WhIle the overall
macroeconomIC and fIscal pohcy framework was conservahve
and stable unhl the mId-1970s, given the maSSIve mIcroeconOmIC
dlstorhons, the economy was meffIClent and grew at a slow, but
sustamable rate of 35 percent per year The late 1970s saw the
abandonment of fIscal prudence-revenue surpluses (1 e, excess
of current revenues over current expenditures) yIelded to sus
tamed and mcreasmg revenue defICIts Overall fIscal defICIts
soared and the government resorted to extensIve borrowmg at
home and abroad Of course, such fISCal profhgacy resulted m an
Improvement m the growth rate from the 3 5 percent or so per
year Tlus mcrease m growth was not sustamable because there
was no change m the baSIC pohcy fundamentals - apart from re
moval of mInor IrrItants here and there, under the hberahzahon of
PrIme Mlllisters IndIra and RaJIV GandhI, the system of econOmIC
management and the broad development strategy remamed m
tact Thus, the bmge of borrowed growth led to Its mevltable de-
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nouement once the Gulf War broke out I need not go mto the
detaIls of the reacbon of the government then m power (1 e, of
Pnme Munster Chandrasekhar) to the cnSIS and the Dracoman
measures It had to take The Rao government, when It came to
power m July 1991, had to take slllll1ar short-term measures, m
cludmg borrowmg from the IMF, pledgmg of IndIa's offICIal gold
stock, Import restncbons, etc However, to Its credIt, It realIZed
that the problem was not a short-run one, but IS the culmmabon
of the purSUIt of a development strategy and a pohcy framework
that had long outlIved Its usefulness Instead of bnkermg WIth
the framework at the edges here and there, It undertook a com
prehensIve set of reforms

The chIef elements of Rao-Manmohan Smgh reforms of 1991
94 are devaluabon of the rupee, abohbon of Import hcensmg WIth
the Important excepbons that the restrlcbons on Imports of manu
factured consumer goods and on foreIgn trade m agnculture re
mamed m place, replacement of cash compensatory scheme for
exports, mIbally by freely salable eXImscnpt under whIch an ex
porter can sell 60 percent of therr foreIgn exchange receIpts at a
market determmed exchange rate, and later by fully converbbillty
of the rupee on the current account, reducbon m the number of
tanff lInes as well as tanff rates, reducbon m eXCIse dubes on a
number of commodIbes, some lImIted reforms of drrect taxes,
abohhon of mdustrIal hcensmg except for mvestment m 18 m
dustrles and for locabonal reasons m cases of "pollubng" mdus
trIes, relaxabon of restrlcbons on large mdustrIal houses under
the Monopohes and Restrlcbve Trade Pracbces Act, easmg of en
try requrrements (mcludmg eqUIty parbClpabon) for drrect for
eIgn mvestment, and allowmg pnvate mvestment m some mdus
trIes hItherto reserved for pubhc sector mvestment A Nabonal
Renewal Fund for asslsbng workers currently employed m enter
pnses that would have to be scaled down or closed altogether has
been estabhshed, although Wlthout the support of the pohhcal
barons of the labor anstocracy m the orgamzed sector, such scal
mg down IS unlIkely
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It IS obvIOus that these reforms are systenuc and go beyond
hberahzmg the more rrksome controls at the margm that earher
econonuc hberahzahon under the Indrra and RaJlv Gandlu re
gImes had attempted Besides, there IS an apparent reahzahon
that the benefits from refornung one sector could be hnuted, If
other related sectors are not also reformed As such, the needed
reforms are conceived as a package of coordmated achon m sev
eral areas

ACHIEVEMENTS SINCE JULY 1991

The results of the frrst three years of reforms have been very
encouragmg (Table 2) As the government's EconOmIC Survey
(Government of India 1994) puts It

The economy has emerged deCIsively from the CrISIS of
1990-91 The CrISIS reached ItS peak m the summer of
1991 when foreign currency reserves had plummeted to
almost $1 bl1hon, mflahon had soared to an annual rate
of 17 percent, mdustrml produchon was falling and
overall econOmIC growth had dechned to 1 1 percent (m
1991-92) The program of stablhzahon and the econonuc
reform measures put m place m 1991-92 helped restore
econonuc growth to 4 percent m 1992-93 brought down
the rate of mflahon to 7 percent, restored the level of for
eign currency reserves to $6 4 billIOn and shffiulated a
strong recovery m export towards the end of the fman
clal year The measures taken durmg the past two years
also averted a deepenmg CrISIS m the bankmg sector, en
sured a systemahc overhaul of foreign trade and ex
change rate pohcles, largely dismantled the cumbersome
and abuse-prone system of mdustnal hcensmg, launched
a more hberal pohcy towards foreign mvestment and
ushered m far-reachIng changes m the governance of the
capital market (p 1)
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THE TASKS AHEAD

FIscal DefIcIt

Let me begm WIth the fIscal sItuatIon It will be recalled that
m 1990-91 the fIscal year endmg March 31, 1991, the central gov
ernment's fIscal defIcIt was 8 4 percent of GDP A few years ear
her, It was even hIgher at 9 percent In fact, smce the mId-1970s,
the central government's revenue account had been consIstently
m the red WIth the stabilizatIon program InItIated m July 1991, a
target of 4 7 percent for the fIscal defICIt was set for the recently
concluded fIscal year 1993-94 Agamst thIs target, the reVIsed es
tImates for 1993-94 suggest that, m fact, the actual defICIt IS hkely
to be closer to 7 percent of GDP and the revenue defICIt hkely to
exceed 4 percent of GDP The budget estImates for 1994-95 do
not enVIsage a major reduchon m the defICIt

It IS true that except for Ideologues, there IS nothIng sacro
sanct about revenue or fIscal balance as such Indeed, as the fI
nance mInIster, Dr Manmohan Smgh, argued m hIs budget
speech, m the present state of the economy, mcludmg the SIZable
holdmgs of foreIgn exchange revenues, food gram stocks and
modest mflatIon, too sharp a fIscal contractIon mIght prove
counterproductIve from the perspechve of revIvmg mdustrIal
growth and may not even be necessary from the perspectIve of m
£latIon control On the other hand, such fundamentals are not the
only forces that dnve behaVIOr ExpectatIons do matter and the
credIbility of the government's COmmItment to long-term fIscal
dIscIphne IS thrown mto doubt when even for sound fundamental
consIderatIons the government deCIdes not to push the fIscal
brakes too hard, havmg cOmmItted to domg so earher In any
case, some analysts-such as my colleagues Willem Bmter and
our former student UrJ1t Patel-have concluded that m spIte of
the achons taken smce July 1991, IndIan fIscal solvency IS not as
sured and that further fIscal correctIon (Bmter and Patel 1992,
1993) on the order of about 45 of GDP IS needed to stabilize the
debt-GDP ratIo They fInd only a hmIted scope for usmg an m-
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Table 2 Key IndIcators

Absolute Value Percent Change over PrevIOus Year

1990-91 1991-92 1992-93 1993-94a 1990-91a 1991-92a 1992-93a 1993-94a

Gross National Product!' (Rs thousand crore)
Current Pnces 4681 5401 6165e - 162 154 141e

1980-81 Pnces 2075 2087 2176e 2259< 47 06 43e 38e

Gross Domestic Productb (Rs thousand crore)
Current PrIces 4756 5516 627ge - 164 160 138e

1980-81 PrIces 2113 2136 2221e 2304e 49 06 43e 38e

Agr 1922 1885 1958 1940d 30 -19 39 -09d

ProductIond

Foodgram 1764 1684 1800 1791d 32 -45 69 -05d

Prod (mdhon
tons)

Industnal 2126 2125 2163 2098e 83 00 18 16e

ProductIon
(1980-81=100)

Elec 2646 2870 3014 2378f 78 85 50 74f

Generated
(fWH)
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Table 2 Key IndIcators (contmued)

Absolute Value Percent Change over PrevIous Year

1990-91 1991-92 1992-93 1993-94- 1990-91- 1991-92- 1992-93- 1993-94-

Wholesale 1918 2178 2331 2511g 121 136 70 82g
Pnce Index
(1981-82=100)

Consumer 2010 2290 2430 2640h 136 139 61 86h

Pnce Index for
Ind Workers
(1982=100)

Money Supply 2658 3175 3627 4139' 151 194 142 1411

(M3 Rs
thousand
crore)

Imports at Current Pnces
Rs crore 43198 47851 63375 51477f 223 108 324 84f

US$mdhon 24075 19411 21882 16414f 135 -194 127 -1 3f

Exports at
Current Prices

Rs crore 32553 44041 53688 49182f 177 353 219 318f

US$mdllOn 18143 17865 18537 15682f 92 -15 38 199f
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Table 2 Key IndIcators (contmued)

Absolute Value Percent Change over PrevIous Year

1990-91

ForeIgn Currency Assets
Rs crore 4388

(US $ mIllIon) 2236

1991-92

14578
5631

1992-93

20140
6434

1993-94-

342251
109041

1990-91-

-242
-336

1991-92-

2322
1518

1992-93-

382
143

1993-94-

6991
6951

• I I

Exchange 1794 24 65 28 96 31 36f 7 2 27 2
Ratebk

(Rs jUS$)

Notes
a GDP and GNP fIgures are at factor cost
b Eshmate
c Index of agncultural produchon (prmclpal crops) With base triennIum endmg 1969-70=100
d Anhclpated
e Average mdex for AprIl-October, 1993
f April-December, 1993
g On January 29 1994
h On December 1993
I As on January 7, 1994
J April 1, 1993 - January 7 1994
k Composite rate from March 1992 to February 1993

Source Government of India (1994), p 2
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flahon tax to close the fiscal gap Smce therr analysIs was com
pleted before the budget, I presume that therr pesslIllishc conclu
SIOns would only be further strengthened by the recent budget

Many analysts, mcludmg Jagdish Bhagwah and myself, have
noted that the unfortunate tendency of most governments m such
fIscal situahons IS to cut developmental expendItures, mc1udmg
expenditures on pubhc mfrastructure and SOCial sectors to a
greater extent than expenditures on exclusively nondevelopmen
tal achVIhes Clearly, any gams m fIscal health achIeved by such
cuts can only be temporary, smce the cuts m developmental ex
pendItures, parhcularly those relahng to SOCial and econOmIC m
frastructure, will adversely affect the future growth and hence
future revenues 'flus IS neither to say, of course, that conven
honal class1fIcahon of expend1tures mto developmental and non
developmental 1S correct, nor to assert that there 1S no room for
more effiCient utIhzahon of expend1ture of e1ther category From
a longer-run perspechve, one has to eXamIne the entrre structure
of the expenditure s1de of the budgets of governments at all levels
m order to prune those unrelated to the proper role of the gov
ernment and augment those that are all but currently under
funded Such a reV1ew has to encompass the SIZe of government
as well as pay, perqu1s1te and Job secunty of government employ
ees

The Fmance MI.mster has already Implemented several of the
suggeshons m the report of the Chelhah COmmIttee of tax re
forms It 1S agreed that lowermg the rates and w1denmg the base
are both Important Regardmg the latter, mcreasmg the exemp
hon hmIt beyond what IS necessary to keep up With mflahon IS
not parhcularly desrrable Robm Burgess and Nicholas Stem
(1993) have drawn attenhon to several central Issues regardmg tax
reform m IndIa Therr remark that I.f tax reform IS to be successful,
It IS necessary to be aware of who the gamers and losers are and
where the vested mterests he, mIght seem banal, but that does not
duru.rush Its relevance from the perspectIve of any reform pro-
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gram They add that If support for the reforms IS to be mobilized,
the gamers must understand and be actIvated m favor of reahzmg
therr rewards As they say, the potentIal losers usually recogruze
therr posItIon farrly rapIdly and vocIferously ThIs IS happenmg
already - a large segment, the potentIal garners from the Rao
Manmohan Smgh reforms, namely, the unorganIZed workers, and
the rural poor are too dIffused and have not been mobilized,
whIle the labor anstocracy m the organIZed sector and the publIc
employees and therr spokesman have vocIferously expressed therr
oppOSItIon Be that as It may, Burgess and Stern argue nghtly m
my VIew, m favor of movmg away from dependence on taxes on
foreIgn trade to domestIc taxatIon Burgess and Stern's argument
that tax and expendIture system should be made consIstent WIth
perceptIon about the appropnate role of the state m econOmIC de
velopment brmgs me to my next theme, namely, publIc enter
pnse

PnvatizatIOn and Reform ofPublzc Enterpnses

Reform of publIc enterpnses, mdudmg pnvatIzatIon and
phasmg out of unvmble enterpnses, has not gathered as much
momentum as one would have hoped for Once agam, It IS true
that publIc ownershIp per se need not necessarily lead to meffI
Clent operatIon and that prIvatIzatIon need not necessarily lead to
effICIency It IS also true that prIvatIzatIon of enterpnses that are
SIgnIfIcant actors m the markets for partIcular goods and serVIces
WIthOut ensurmg adequate competItIon eXIsts, or settIng up a
regulatory framework could be counterproductIve If the alterna
tIve to publIc ownershIp of a natural monopoly or of enterpnses
m whIch for whatever reason there cannot be adequate competI
tIon IS regulatIon of prIvate enterprIse, then the authontIes have
to set up effICIent regulatIons and ensure that regulators are not
captured by the mterest they regulate The need for a proper set
of prudentIal regulatIons of pnvate and publIc sector banks and
other fmancml InstItutIOns can hardly be overemphasIZed
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It IS not clear, at least a pnon, why a government wluch can
not refram Itself from meddlmg m the management of enterpnses
It owns or otherwISe tolerates theIr meffIClent funchon and baIts
out the faIlmg ones would not only devISe effIcIent regulahons
but also enforce them transparently and faIrly Thus, as Robert
WillIg (1994) pomted out recently, the presumed effIcIency gaIns
from pnvahzahon turns on the resumed meffIClency of pohhcal
meddlmg m State-owned enterpnses and the pOSSIbility of InsU
latmg regulators from pohhcal mterference and pnvate capture
But all thIS anses only If adequate compehhon cannot be as
sumed

I would argue that m IndIa, pubhc ownerslup extends way
beyond those products or servIces m wluch scale economy or
network extemahty conslderahons would sustam only a few large
fIrms Barrmg perhaps power, telecommurucahons and railways,
these conslderahons do not weIgh m heavily Even m some of
these sectors, some countrIes have moved away from pubhc own
ershIp to regulahon and pnvahzahon In other sectors, even m
the unlIkely event pubhc sector frrms operate effICIently, smce the
government has other more Important funchons, It mIght as well
pnvahze such fIrms Thus, the fact a pubhc enterpnse could be
made to operate effICIently does not Imply that It should contmue
to be owned by the State Issues relatmg to the mode of pnvah
zahon, whether or not to restructure an enterpnse before pnvah
zahon, etc are Important, but should not be made out to be m
surmountable problems

There IS some mtemahonal expenence on pnvahzahon
wluch mIght well be relevant for IndIa For example, MeXICO pn
vahzed over 1,000 State-owned fIrms between 1983 and 1991
(Edwards 1993) These mcluded the telephone company (WIth
revenues of over $18 billIOn), two aIrlmes, 18 banks, and gIganhc
steel complexes Apparently the pnvahzahon enjoyed substanhal
pohhcal support, m large part It was done m close consultahon
WIth labor uruons and the pnvate sector, WIth the uruons havmg
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the nght of fIrst refusal Valuahon of any fIrm to be pnvahzed
was done by an mdependent mvestment bank, though tlus value
was not ngtdly used as the mnumum reserve pnce If the fIrm
was too large, only a controllmg percentage of eqUIty was sold
and sold only for cash There are other countrIes which also have
pnvahzed a sIgmficant number of government-owned fIrms The
IndIan case IS thus l!0t SUI genens, there IS much to learn from
others But considerahon of protecbng mcumbent employees at
theIr current employment should not be allowed to slow down
the pace of pnvahZahon unduly, as seems to have happened

I cannot reSIst referrmg here to Professor Mahalanobis who
more than thirty years ago (Mahaianobis 1961) drew attenhon to
the lack of any relabonsllip between producbvIty, wage and sal
ary payments m orgarnzed mdustry (pnvate and pubhc) as well
as m general government He nghtly pomted out that employees
m orgarnzed sector and government and theIr dependents formed
a very small proporhon of the IndIan populahon He advocated
the estabhshment of a labor reserve servIce to absorb laId-off em
ployees from unvmble fIrms and to retram for employment else
where Thus, the Idea behmd the recently estabhshed Nabonal
Renewal Fund was already anbClpated by the Professor Mahala
nobIS who was no nght-wmg reachonary

Infrastructure

Let me now turn to Infrastructure As I already menhoned,
as long as major Infrastructural acbVIbes conbnue to be m the
pubhc sector, the rehability, availability and cost of theIr servIces
would affect the response of other sectors to the mcenhves pro
VIded by the reforms Removmg dIsmcentIves and provIdmg
pOSItIve mcenhves for productIon and exports will yIeld hmIted
results If the poor performance of the pubhc Infrastructure se
verely constraIns the output response
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A number of desrrable steps have already been taken to open
power generahon, operahon of arrhnes, telecommumcahons and
so on to pnvate mvestment However the debate over the rate-of
return guarantee to the foreIgn mvestor Enron on Its proposed m
vestment m power generahon m the state of Maharashtra mgh
hghts some of the dIffIcult Issues that I raIsed m my remarks on
regulahon A guarantee on payments from State ElectnCIty
Boards (SEBs) to whom a pnvate generator has to sell ms output
could be rahonahzed even though there could be senous moral
hazard problems m the willmgness to pay by the SEBs But re
movmg all normal busmess nsks WIth mvestment and guaran
teemg a farrly mgh rate of return are not easy to rahonahze I
would hope that we move away from such guarantees m the fu
ture BeSIdes openmg up power generahons, we should open up
power dlstrlbuhon for pnvate entry as well Put another way,
maJor externahhes and scale econormes anse largely m mgh volt
age transrmssIOn and less m generahon (WIth recent technolo
gies), and not at all m dlstrlbuhon I would advocate placmg the
transrmssIOn network under an autonomous pubhc agency to
wmch pnvate and pubhc generators sell therr output and from
wmch all dIstrIbutors buy therr supphes

Whlie control over the pnce of electrICIty m order to cross
subSIdIZe preferred users through mgher tarIff on other users
rmght aVOId drawmg attenhon to the redlstrlbuhon lIDphed by
the tarIff structure, It acts as a dismcenhve for potenhal mvestors
mto power generahon An mdependent regulatory agency wmch
sets the structure of power tarIffs through a process of open pub
hc hearmgs, as m the Umted States, could be consIdered For
want of hIDe, I will not touch on 18sues relahng to transportahon
and telecommumcahon except to pomt out that the chaohc sltua
hon m our maJor ports 18 a senous bottleneck
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Forelgn Trade and Investment

Let me now turn to foreIgn trade I am somewhat chsap
pomted that the government has not thought fIt to hberahze con
sumer goods Imports or to prune further the negabve hst Also,
vesbges of the chscrechted system of export mcenbves through
rIght to Import Items of hIgh domesbc market value are sbll there
In our report, Jagdlsh Bhagwab and I gave several reasons as to
why lIberahzmg consumer goods Imports IS approprIate, I need
not go mto them agam But I must admIt to bemg puzzled by the
opposlbon to consumer goods Imports or mulbnabonal mvest
ment m the producbon of such goods by the guardIans of SOCIal
Ism, If such Imports are undesrrable because they are lUXUrIes ca
termg to the demands of the ultra rIch, therr domesbc subsbtutes
should be deemed lUXUrIes as well One cannot call a can of PepsI
a luxury whIle not callmg ItS home grown rIval Gold Spot one In
stead of peddlIng such muddle-headed nobons, they should ar
gue for consIstent taxabon of lUXUrIes, foreIgn and domesbc

The recent spurt m agrIcultural exports IS encouragmg, but
agrIcultural trade IS yet to be hberalIzed MID1ffium export prIces
conbnue to eXIst for some commodlbes and export bans, such as
the one recently Imposed on raw cotton exports, ostensIbly for re
ducmg the cost of cotton for domesbc mills, are Imposed ThIs IS

no way to bwld a long-term export base, If exports are hkely to be
banned whenever domesbc mterests are threatened, we become
unrelIable supphers m the eyes of the rest of the world More Im
portantly, whIle some Insurance of farmers and vulnerable con
sumers from uncertambes and volabhty of world prIces of agrI
cultural commodlbes would be approprIate, complete Insulabon
of domesbc and mtemabonal markets IS not m the long-term m
terest of eIther Apart form mtervenbons m agrIcultural trade,
there are several other aspects of government mvolvement m ag
rIculture that are yet to be addressed, many of whIch lIe m the
domam of State governments such as mvestment, mamtenance
and operabon of publIc rrrIgabon systems, remammg restrlcbons
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on mternal movement of agrIcultural commodltLes on prIvate ac
count, SubSIdIes on electrICIty, fertLhzers and so on The large IS

sue of agrIcultural and rural credIt IS already on the agenda of re
form of the fmancial sector In most of these cases, the problems
and needed reforms are well known What IS needed IS actLon

The opemng up of the economy to foreIgn mvestment has
had sIgmficant results m the form of large mflows of portfoho m
vestment and restoratIon of confIdence of nonreSIdent IndIan
(NRI) depOSIt holders However, I would hke to note some prob
lems Frrst, drrect foreIgn mvestment flows, though encourag
mgly larger than earher, stL1l are below what smaller econOmIes m
ASIa, such as MalaySIa and Thailand, are attractIng ThIs suggests
that the walt-and-see attItude of external mvestors IS contInumg
Second, portfoho flows are by therr very nature more volatile and
short-term m nature than long-term drrect foreIgn mvestment I
do not know to what extent the recent spurt m such flows repre
sents return flows of £lIght capItal, but I suspect the share IS SIg
mficant ThIS agam IS another volatile element BeSIdes, the
common mechanISm of takmg out such capItal (or alternatIvely,
brmgmg m such capItal) illegally, VIZ overmvOlcmg (underm
vOlcmg) of Iffiport or undermvOlcmg (overmvoIcmg) of exports,
dIstorts recorded trade flows In the former case, recorded ex
ports will be understated and Iffiports overstated As such, I
wonder whether there IS an element of overmvOlcmg of exports
and undermvOlcmg of Iffiports m recent trade data Last, but not
the least, rapId accumulatLon of external reserves followmg such
mcreases m capItal flows creates serIOUS problems for monetary
and exchange rate management Of course, to the extent the
surge m mflows represent a permanent shIft arIsmg form external
perceptIons about benefICIal structural changes m the economy
expected from reforms, there IS less to worry about But If they
are not, and are temporary, and If such surges m capItal flows
lead to a temporary and unwarranted appreClahon of the rupee,
then our external compehhveness that IS the obJechve of foreIgn
trade reforms will be undermmed The real appreClahon can
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come about If there IS a strong growth m domeshc demand,
whether ansmg from mcreases m consumphon or mvestment
Smce neIther IS sustamable and will have to be reversed when the
mflows reverse, the problem IS eVIdent StenlIzmg such mflows
raises another set of problems m that It mvolves hghtemng
monetary polley beyond what mIght be otherwIse appropnate
Wlule trade and monetary sector reforms will enhance the effI
CIency WIth wllich flows are absorbed, they could also mcrease
the flows The phenomenon of a surge m capItal flows IS not pe
cuhar to IndIa or somethmg new A recent paper (Schadler et al
(1993) goes mto these ISsues m greater depth

Public DistTlbutIOn System (PDS)

The PDS supplIes specIfIed quanhhes of nee, wheat, coarse
cereals, edIble oils and sugar at pnces below ruhng retail market
pnces to holder of rahon cards through the fau pnce shops Al
though PDS Inlhally covered (except m Kerala) only urban areas,
at present rural areas are also covered In all there were 400,000
fau pnce shops as of March 31, 1993 of wllich about 75 percent
were m rural areas BeSIdes procurement of foodstuff for the PDS,
government buys raw cotton and natural rubber as well under ItS
pnce support program The duect budgetary costs of PDS (1 e ,
the dIfference between the revenues from sales and the cost of
purchase, transport, storage, wstrlbuhon) have been growmg In
1993-94, the central government alone budgeted Rs 30 bIlhon for
food subslwes, but the actual expenwture IS expected to reach
Rs 60 bIlhon OstensIbly the PDS IS meant to be part of a IIsafety
net" for the poor Yet Mmhas (1990) fmds that m 1986-87, over 60
percent of the populahon (rural and urban) dId not avail them
selves of the PDS m nee and wheat Over 80 percent of the urban
(70 percent of the rural) populahon dId not buy ewble oils from
the PDS Only WIth respect to sugar and kerosene wd a large
maJonty of the populahon use the PDS However, a majorIty of
those purchasmg any of the fIve commodihes exclUSIvely from
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the PDS m urban areas were from the bottom 40 percent of the
dIstnbunon of per capIta consumpnon expendIture In rural ar
eas, the propornon of exclusIve users of PDS WIth per capIta con
sumpnon expendIture m the bottom 40 percent range from 46
percent m the case of wheat and 52 percent m the case of edible
oils The analysIs of ParIkh (1993) of the same data analyzed by
Mmhas (for IndIa as a whole) suggests that m the major states of
North India, more than 90 percent of the populanon do not pur
chase any cereals from the PDS Further, the PDS was not par
ncularly well-targeted m the sense that the bottom 70 percent of
the populanon got more or less the same amount The subSIdy
from PDS purchases was a very small propornon of theIr expen
dIture on cereals, except m Andhra Pradesh and Kerala The PDS
was not cost effecnve m reachmg the poorest 20 percent of the
households Out of every rupee spent, less than 20 percent
reached the poor m all states except Kerala where 26 percent dId

It would seem that the PDS did reach the poorest, though not
necessarily m all parts of the country nor was It cost-effecnve m
domg so At the same nme, It supphed the non-poor the same
commodines at prIces below those ruhng m the market Apart
from poor targebng, the PDS also suffers form leakage of supphes
to the open market Some esbmates put such leakages to a thrrd
of nce, wheat and sugar off-take from the PDS and over a half of
edible oil

In our report, Bhagwan and I suggested several ways m
whIch the PDS could be made cost-effecnve and well-targeted
However, not much has yet been done The most recent econOmIC
survey (Government of IndIa 1994) merely restates the Issues and
suggesnons for reforms WIthOut proposmg any acnons

In a poor country some subSIdy on baSIC food gram IS
JustIfIed But our present large and burgeonmg food
subSIdy IS poorly targeted and wasteful In the short
run, contamment of the food subSIdy requIres modera
non m procurement prIce mcreases, prompt adjustment
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of Issue pnces and cost reduchons ill Food Corporahon
of IndIa operahon In the medIUm term, It IS essenhal to
move to a system where the subsIdy IS confmed to the
deservmg poorest sechons of socIety and dehvery costs
are reduced One pOSSIbility IS to shIft to program of
food stamps for the poor Another IS to decentrahze
much of the procurement-dIstrIbuhon funchon of the
Food Corporahon of IndIa and the Center to the States
and these orgamzahons, WIth the obJechves of achIevmg
greater effIcIency, accountability, Improved targehng
and subsIdy reduchon (p 10)

FinanCIal Sector Reforms

Unhl the recent reforms, mveshble funds of the nahonahzed
commercIal banks and msurance compames were largely appro
pnated by the government for ItS own use or for dIrected alloca
hon of "pnonty" sectors A sIgmfIcant porhon of the dIrected
credIt was nonperformmg (1 e, the prmcIpal and mterest were
long overdue) and that mvested m government papers yIelded
much less than good commercIal loans Compoundmg all thIs on
the expendIture SIde was the overmanned, overpaId and InsuffI
CIent staff A hard-headed analySIS would have shown much of
the bankmg system to be Insolvent on the eve of the reforms The
central bank, VIZ the Reserve Bank of IndIa, was VIrtually a cap
hve of the government WIth httle mdependence m formulahng
monetary pohCIes

A number of steps have already been taken to reform the
system Legtslahon as been passed to enable the estabhshment of
speCIal trIbunals to recover debt due to banks and other fmancIal
Inshtuhons The capItal base of pubhc sector banks IS bemg en
hanced to meet the Basle norms of capItal adequacy The twm m
struments of statutory hqUldIty raho and mcremental cash reserve
raho through whIch the government has access to the resources of
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commercIal banks have been set at much lower levels than earher
A measure of mdependence to the Reserve Bank also has been
provIded PrIvate banks are agam allowed to be estabhshed WIth
eqUIty partICIpatIon by foreIgn banks and nonreSIdent IndIans
WIth the estabhshment of the SecurIty and Exchanges Board, Na
tIonal Stock Exchange, Over the Counter Exchange, etc and the
mstItutIons of screen-based strIpeless tradmg system m securItIes
etc, the nonbank fmanCIal sector IS also bemg reformed Gov
ernment has receIved the report of a COmmIttee It has appomted
on reformmg the msurance sector, although actIons are yet to be
taken on ItS recommendatIons

Whlie the above reforms are m the rIght drrectIon, unless the
government IS able to face up to the entrenched umons of em
ployees and offIcers of the bankmg sector on matters relatIng to
computenzatIon, staff SIZe, structure and emoluments, the effI
CIency and cost-effectIveness of the pubhc sector banks will re
mam m doubt Already the umons have organIZed a token strIke
agamst pnvatlzatIon Whether the government will have the
gumptIon eIther to overcome the oppOSItIon of the umons and
pnvatlze or to let the meffIcIent "dmosaurs" among pubhc sector
banks become extInct through attrItIon but WIthout prIvatIzatIon,
while more and more newly estabhshed and effICIent banks take
therr place, remams to be seen

Reforms In the States

Let me conclude WIth a couple of remarks on reforms m the
States By and large the reforms smce July 1991 have been at the
level of the central government But many of the cntIcal sectors
(agnculture, rrngatIon, electrICIty, land) are under the control of
State governments There are substantIal dIfferences m the ad
numstratIve effICIency and resources of dIfferent states WIthout
major reforms at the state level, the payoff from reforms an
nounced by the center may be very hmIted Encouragmgly some
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states have already announced several reforms of theIr mdustnal
pohCles, but much remams to be done Wlule compebbon among
states to attract pnvate mvestment (domesbc and foreIgn) will be
a powerful force m pushmg states to reform, there IS also the dan
ger that such compebbon mIght go too far m transferrmg pubhc
resources to the pnvate sector WIthOut sIgrufIcantly mcreasmg the
quantum of mvestment
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