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Preface 

THREE explorers, Ken, Doug, and Rebecca, reached a planet that resem
bled earth only to find themselves trapped in a broad crater, twenty 
feet deep and six feet wide. The soil in the crater was rich enough for 
small wild plants bearing edible berries to grow during the spring 
and summer. But the cold months had just arrived, and although the 
explorers had enough clothing to keep warm, they had saved barely 
enough berries to last a few days. Thus death by starvation awaited 
them if they failed to climb out. 

To solve their problem, Rebecca, an applied neoclassical economist, 
suggested that Ken stand on Doug's shoulders and she on Ken's. Doug 
was the tallest of the three, and Rebecca was the shortest. Their com
bined height would enable Rebecca to reach the shoulder of the crater 
and climb out. 

Ken, an economic theorist, argued that the plan was flawed. He 
asked what would prevent Rebecca from simply abandoning the re
maining two once she got out. Hence, he opposed the solution. Doug, 
an institutional economist, concurred with Ken but then countered 
with a variant. He agreed to be the bottom person and thus the last 
one out. But then he required both Rebecca and Ken to surrender their 
clothes to him. That way, he argued, they would have to pull him out, 
because without clothes they could not survive more than a few hours in 
the cold. Rebecca and Ken recognized the validity of Doug's argument. 
Without clothes the two explorers who went first had an incentive to 
pull the third one out. The solution to the problem required an 
agreement or bargain among all three parties. 

The task of climbing out of poverty and underdevelopment is similar 
to the dilemma of the three explorers. The appropriate policies are well 
known, but mechanisms must be designed to gain the support of those 
parties whose cooperation is necessary for the policies to work. Re
becca's solution for getting the three out of the crater was ideal. But 
making it work required a mechanism-surrendering the clothes to 
the bottom person- that guaranteed all three a reasonable chance to 

vii 



viii Preface 

escape. Each individual had to believe that the solution could be suc
cessfully implemented, which implied that each one would share in 
the benefits. 

Like Rebecca's solution, the successful East Asian rulers designed 
special institutions to address a general feature of most development 
policies-the benefits generally accrue in later periods while the costs 
are incurred earlier. The nonsimultaneity of benefits and costs makes 
the potential gains from a new policy or policy change largely promis
sory. East Asia's high performers developed institutions to make poli
cies credible to the polity. Their leaders understood that policies would 
not work unless individuals and groups believed that the policies could 
be sustained and that they would enjoy some of the benefits. 

In the hope of providing concrete lessons for the rest of the devel
oping world, this book explores the rationality of the structure and 
performance of characteristic institutions found among the high-per
forming East Asian economies. These institutions helped solve coordi
nation problems that would have otherwise disrupted the implementa
tion of growth promoting policies. Although these institutions might 
not be directly transferable to other countries, understanding how and 
why they work can guide others as they address the same problems 
and develop similar mechanisms to solve them. 

This analysis of East Asia's high-performing economies is the product 
of a dialogue on institutions and economic change that began more 
than ten years ago when we first published an article on peasant politics 
in Rationality and Society. We would like to acknowledge the Mellon
sponsored seminar, Historical Data and Theories of Rational Choice, 
which we convened as professors at the University of Pennsylvania. 
Many of the scholars whose work influenced the direction of this study 
and the revival of political economy more generally passed through the 
seminar: Alice Amsden, Robert Bates, Stephan Haggard, Leo Hurwicz, 
Margaret Levi, Kenneth Shepsle, Robert Wade, and Barry Weingast, 
to name a few. 

Over the years exposure to the ideas of leading scholars of public 
choice and political economy has allowed us to enrich our understand
ing of the role of institutions in sustaining economic growth. Oliver 
Williamson's work on contracting problems, Douglas North's theory 
of the predatory state, Mancur Olson's logic of collective action, and 
James Coleman's applications of rational choice theory to analyses of 
the microfoundations of macro social behavior helped us draw connec
tions among the historical, political, and economic phenomena that 
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have characterized the experience of East Asia's high performers. 
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MacCormac, Lawrence MacDonald, Kenji Matsuyama, Bill McCleary, 
Bruce Bueno de Mesquita, Thomas Metzger, Ramon Meyers, James D. 
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One 

East Asia's Road 
to High Growth 

AMONG THE few countries that have overcome underdevel
opment, eight East Asian economies-Japan, the Republic 

of Korea, Taiwan, Hong Kong, Singapore, Thailand, Malaysia, and 
Indonesia-stand out because of their unusually rapid growth. Their 
dramatic success is frequently attributed to the adoption of appropriate 
economic policies. But their policies would not have worked unless 
each country's populace believed that the policies could be sustained 
and by implication that some of the benefits would be available to all. 

Introduction 

Regime leaders in the high-performing Asian economies (HP AEs) 
understood that the challenge of economic growth required the coordi
nation of expectations of different sectors of the population. They re
sponded to this challenge by collaborating on the design of institutions 
that spread the benefits of growth-enhancing policies widely, made 
the reversibility of the policies costly, and consequently, gave individu
als and firms confidence that they would share the growth dividend.! 
This assurance, in turn, mitigated opposition to the policies and created 
a sociopolitical environment conducive to sustaining economic growth. 
Divisive methods for growth that would have favored one group over 
another would have undermined the cooperation needed to politically 
sustain rational economic policies. 

The solution, embodied in the principle of shared growth, incorporated 

1. The question of whether the policies that the East Asian high perfonners adopted 
were conducive to stimulating economic growth is not discussed here. See the World 
Bank (1993a); Oshima (t993); Wade (1990); Amsden (1989); Hughes (1988). 

1 



2 The Key to the Asian Miracle 

two themes. First, the business community was courted to build a 
dynamic industrial base. Second, the wider population was given op
portunities to reap long-term, lasting benefits from the resulting eco
nomic expansion. The benefits to the regime of enforcing this bargain 
have been considerable. 

Sharing gave the less fortunate a stake in the economy, thereby 
discouraging disruptive activities and diminishing the risk of regime 
failure. It also enabled the regimes to concentrate on promoting rational 
economic policies by reducing the need to constantly contend with 
issues of redistribution: when everyone starts out under less disparate 
conditions, there will be less concern with choosing policies strictly 
for their distributional consequences. Growth-promoting policies were 
made more durable over the long term and more credible to the busi
ness community. Shared growth resulted in broad support for the 
regimes. The regimes, then, could avoid standard interest group pres
sures to provide special privileges and thus could mitigate capture by 
narrow interests.2 A virtuous circle was ultimately affirmed: investment 
increased, spurring growth and higher real incomes, which reinforced 
the credibility of the regime, further stimulating investment and eco
nomic expansion. If the commitment to sharing faltered, the regimes, 
in need of support, might have had to respond to the demands of 
interest groups for advantages, or worse, insurgent movements might 
have gained support. A vicious circle of decay could have materialized 
instead. 

A geopolitical environment characterized by the high risk of insurrec
tion explains the urgency of finding a cooperative solution to economic 
growth in East Asia. With Maoist China, and to some extent the former 
Soviet Union at its back door, rulers in the high-performing Asian 
economies could not afford to ignore the dangers of unrest leading to 
insurgency among the less fortunate members of the population. The 
Korean War, the war in Vietnam, and the widespread appeal of militant 

2. For example, broad-based social support allowed the governments of the Republic 
of Korea and Japan to ignore radical labor union demands without the risk of regime 
failure. By appealing to a broad constituency, the goal of growth enhancement dominated 
the selection of economic policies. As long as the benefits of that growth were perceived 
to be widely distributed, the government could resist buying the support of organized 
labor with privileges that could restrain overall productivity. Concessions to radIcal 
segments of labor could be resisted by offering the benefits of growth to the working 
population (broadly defined). 
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socialism highlighted the importance of finding a solution to the re
gion's economic backwardness, from which everyone could benefit. 

The ability of a regime to stay in power depends in large part on its 
legitimacy. If it is to remain in power, a regime must be able to justify 
why it should rule and not others. Leaders in East Asia's high perform
ers chose to do so by promoting economic growth and having the 
proceeds of growth filter down to the general population. Broadly 
similar historical circumstances led each regime to pursue shared 
growth as a strategy for legitimating its rule. The threat of communist 
takeover, made credible by a successful peasant-based communist revo
lution in China, induced regime leaders to pay close attention to the 
needs of the rural poor and the working class. The leaders recognized 
the importance to their survival of improving the living standards of 
the less well-off. But they also recognized that they could not do so 
without expanding the economy since their countries were very poor. 
They had to stimulate investment and thus address the concerns of 
the business community. 

In Japan, Korea, Thailand, Singapore, Malaysia, and to a lesser extent 
Hong Kong, committees, often referred to as deliberation councils, are 
composed of representatives from private industry, the goverrlment, 
academia, and in some cases, the press, consumer groups, and labor. 
They have facilitated communication between the private and public 
sectors by offering inputs into the policy process while at the same 
time providing ownership of policy outcomes. 

The councils have been effective partly because of the export orienta
tion promoted by national leaders, particularly in the northern tier 
countries. This relatively objective measure of economic performance 
allowed governments to establish contests with rules known to all. To 
gain access to cheap credit, firms had to increase their market share 
in the world economy, a yardstick that could not be politically manipu
lated. Firms could increase their rating only by increasing exports, 
allowing the private sector to obtain credit on objective criteria rather 
than by corruption or favoritism. 

By giving bargaining power to constituent groups in exchange for 
information needed to formulate rational economic policies, East Asian 
rulers reduced the inefficiency of limited communication about policy 
performance. That failing typically hinders development and ensures 
the survival of ineffective policies in much of the developing world. 
Being allowed to share in the growth surplus induced private business 
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to reveal private information. The arrangement adhered because of the 
government's implicit commitment to growth. Business sector leaders 
recognized that regime leadership needed growth to acquire stability. 
Consequently, the risk of confiscation or ex post expropriation of pri
vate sector assets was reduced. Firms could keep the economic profits 
while leadership gained the political benefits of rapid growth. 

Leaders must convince the general population that it will benefit 
from market-oriented policies. Failure to do so can have several unde
sirable consequences. Professionals and intellectuals may emigrate, de
priving the country of their knowledge and skills. Others, despairing 
of finding a job in the formal economy, may focus on the less efficient 
informal sector or, worse, engage in criminal or subversive activities. 
In these ways, the economy loses valuable human resources. Growth 
falters, undermining the basis for leadership's legitimacy. 

In East Asia's high performers, many wealth-sharing mechanisms 
were designed to incorporate the wider population into the growth 
process. Some countries undertook radical land reform, supported by 
institutions that fostered the prosperity of small- and medium-sized 
farms. The methods contrasted sharply with the practice in much of 
the developing world, where governments subsidized urban well-being 
at the expense of agriculture. In the cities, small- and medium-sized 
enterprises were also given special support. Seed money from the 
government funded worker cooperatives. These and other mechanisms 
gave urban workers opportunities for upward mobility and a stake in 
the continued success of the economy. 

When regime legitimacy depends on keeping promises to share 
growth, leadership must avoid the logic of allocating public responsibil
ities to building a political clientele. This requires as a first step signaling 
commitment to long-term growth in order to persuade public servants 
that they can reap long-term rewards for continuous good performance. 
Thus public servants will also be encouraged to use their specialized 
information and skills to serve the national interest. Once leadership 
effectively demonstrates its commitment to growth, appropriate incen
tives increase the likelihood that policies will be implemented effec
tively. For instance, instead of allocating the spoils of office as booty 
in exchange for political support, a typical outcome in many developing 
countries, East Asian leaders built rewards for good performance into 
the system. They introduced merit-based recruitment and promotion 
grounded in tough civil service examinations, well-defined career paths 
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for civil servants, and 'one-way street' retirement schemes, all of which 
contributed to making a bureaucratic career attractive. Although they 
established the rules, leaders gave the economic bureaucracy the re
sponsibility and authority to enforce them. And to make officials ac
countable, the government introduced relatively low-cost means of 
monitoring their performance. In most of the high performers, the same 
mechanisms designed to win the consent and cooperation of business 
groups, the deliberation councils, were used to strike a delicate balance 
between agency independence and bureaucratic accountability. In the 
less-advanced high performers, Indonesia and Thailand in particular, 
constitutionally imposed budgetary controls were introduced to give 
some protection from political pressure to government agencies respon
sible for formulating and managing macroeconomic policies. These 
same measures made agencies accountable for maintaining macroeco
nomic policies. 

Because East Asia was a principal battleground of the cold war, 
economic failure could potentially jeopardize national sovereignty. Be
cause economic failure could threaten all of the established national 
interests, leadership was willing to give economic bureaucrats room 
to maneuver, relatively free of political interference. In contrast, rulers 
in many other developing countries did not worry very much that 
economic failure would result in conquest or peasant revolution. As a 
result, creating a politically neutral sphere for economic bureaucrats 
to operate was a less urgent goal. By the same token, internal sanctions 
within the bureaucracy have rarely been imposed for failed policies 
or policymakers. Such sanctions have not been imposed because the 
bureaucracy was created to consolidate the rulers' political following. 
Economic success has mattered less than paying off a coalition to justify 
some strongman's seizure of power. 

A circle of negative policy outcomes results when regimes build their 
legitimacy by appealing to narrow groups. Such regimes then become 
the target of other narrow, but excluded, coalitions. This undermines 
stability. Uncertain about the future, insiders try to gain as much as 
they can from government office while it is their tum. In this environ
ment, rulers have neither an incentive nor the time to develop a rule
based bureaucracy. Instead, bureaucratic appointments are disbursed 
to develop a political clientele enriched by corruption and favoritism. 

When leaders offer access to fees and bribes as a reward to followers, 
they do not develop institutions to oversee performance. The benefits 
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gained by regime insiders impose costs on everyone else. To escape, 
business flees to the informal sector, depriving the regime of a fisca l 
base, which further increases regime dependence on narrow support 
from privileged insiders. This inevitably leads to political crises. 

The experience of Asia's high performers suggests that by establish
ing a different pattern of political incentives, government can generate 
a virtuous circle of policy outcomes. There the various occupational 
and social subsets of the population benefited by playing according to 
rules set by the regime. Business stayed largely within the formal sector, 
greater investment and trade occurred, increasing the resource pool 
for the state to reward its officials. The key was inducing citizens and 
government alike to accept smaller returns in the short run in exchange 
for larger ones over the long term. Once this equilibrium was estab
lished, both the population and the officials of the government could 
identify the state with interests that transcended the individual. 

The history of economic development has been one of increasing 
social inequality during periods of high growth. The East Asian excep
tion to that pattern is rich in implications for both economic history 
and economic policy. The rise of industrial Asia suggests that the key 
to uninterrupted growth rests on the regime's ability to reward groups 
that sacrifice today for greater future gains. This willingness reflects 
the expectations of constituents concerning the regime's political and 
institutional capability and durability. Making the promise of shared 
growth credible allowed East Asian leaders to alter the risk-reward 
calculations that motivate economic behavior, so that the compensation 
for taking smaller benefits in the present was greater gains over time. 

Yet, when linking the role of East Asian political institutions to the 
promotion of economic development, many observers link East Asian 
success to the concentration of power in the central state and tout the 
regime's authoritarian character as a virtue. Obviously something is 
amiss in an analysis of the role of political institutions that fails to 
distinguish the political logic of East Asian success from the economic 
failures of autocracies throughout the world .1 

The role of a "strong authoritarian state" in facilitating this bargain 
needs to be reconsidered . Hard dictatorial regimes in which policymak
ers act independently of constituent oversight have rarely generated 

3. This view is often reinforced by the standard mdexes of political freedom, which 
correlate the political institutions of the high-performing states in East Asia with known 
kleptocracies in which rulers act as roving bandits plundering their own populations. 
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sustained economic growth. An inherent contradiction exists among 
authoritarianism, investment, and growth. Being above the law, author
itarian regimes can use their power to expropriate the wealth of citizens. 
This prompts investors to take their investments and expertise else
where or to limit investments to short-term projects. Economic growth 
has been durable in East Asia, as contrasted with autocratic regimes 
throughout the developing world, precisely because leadership estab
lished institutions, rules, and procedures that limited government dis
cretion over economic policy. 

One element not captured in the standard analysis is that a change in 
leadership in most autocracies can reverse the course of development. 
Typically, the fall of an autocrat results in the radical redistribution of 
property rights and even the execution of regime leaders and followers. 
Hence, private sector actors perceive the institutional or policy environ
ment in autocratic regimes to be unpredictable. By contrast, the threat 
of confiscation and radical redistribution of wealth has not deterred 
investment in East Asia. The policy environment in the East Asian high 
performers, even those such as Thailand experiencing frequent coups 
and political instability, are viewed by multinational business leaders 
as relatively stable and predictable compared with those in other devel
oping areas. This means we must look to political indicators other than 
regime type to predict investment in both human and physical capital.4 

Rapid Growth, Reduced Poverty, 
and Improved Income Distribution 

As already mentioned, rapid growth is generally associated with 
high levels of inequality, at least in its early phase. First, to generate 
the high savings rate that is a prerequisite of rapid growth, income, it 
is assumed, must be concentrated in the hands of the relatively rich, 
whose marginal propensity to save is relatively high .~ Second, Simon 
Kuznets has suggested that as the labor force shifts from low-productiv
ity sectors to high-productivity sectors, aggregate inequality initially 
increases substantially, decreasing only later.6 Contrary to this conven-

4. See Barro (1991); Alesina and Perotti (1992); Levine and Renelt (1992); Brunetti 
and Weder (1993). 

5. More savings means more funds available for domestic investment. 
6. Kuznets (1955). 
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tional wisdom, in East Asia rapid economic growth has been associated 
with relatively low and declining levels of income inequality? 

Analysis of the high-performing Asian economies has focused on 
their rapid growth over the past twenty-five years.B. Isolated studies 
on the distributive qualities of growth in a few of these countries exist, 
but not of the growth-equity nexus for the group as a whole.9 The 
indicators show that the Asian high performers have been unusually 
successful in distributing the benefits of growth widely. 

Growth and Income Distribution: Cross-Country Evidence 
The Gini coefficient is the most widely known measure of income 

distribution. The lower the coefficient, the lower the income inequality. 
Though its interpretation is straightforward, because of differences in 
income definitions and survey methodologies across countries, it may 
not be well suited for cross-country comparisons. Nevertheless, it sug
gests the relative standings of countries, especially if differences among 
countries are large. Based on the index, each of the HP AEs has done 
reasonably well: their indexes are lower than the average across all 
countries for which the index is available (table 1-1). Japan, Taiwan, 
and Indonesia have outperformed every other country. 

When the Gini coefficients and the average per capita growth rate 
are used jointly as performance measures, the HPAEs (minus Japan) 
dominate other middle-income countries for which the index is avail
able ( 1970-90).10 A scatter plot is depicted in figure 1-1. By construction, 
countries closer to the southeast comer of the diagram perform better. 
The HP AEs fall within a small area of the southeast comer: their 
average GOP per capita growth rates are significantly above the 
average (indicated by the vertical line) for the sample; their Gini coeffi
cients are below the average for the sample (indicated by the horizontal 
line). 

The HP AEs' performance improved over time. In the 1970S Malaysia, 
Thailand, and Indonesia saw their per capita GOP growth rates in-

7. Improved equity is not unique to East Asia. What is unique is the combination 
of rapid growth with modest (and, in a few high performers, dramatic) improvements 
in equity and reduction in absolute poverty. 

8. See, for instance, Balassa (1988); Lau and Kim (1992); Hughes (1988). 
9· See Fei, Ranis, and Kuo (1979) for an economic analysis of Taiwan's approach to 

growth with distribution and Adelman and Robinson <t978) for Korea. 
10. Japan is excluded since it was at the tail end of its rapid growth phase during 

the late 19605 and early 1970s. 
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TABLE 1-1. Gini Index, Period Averages, 1965-90' 

Region 1965-70 1971- 80 1981- 90 

High-performing Asian economies (HPAEs) 
Korea 0.34 0.38 0.33 
Taiwan 0.32 0.36 0.30 

Singapore 0.50 0.45 0.41 
Indonesia 0.40 0.41 0.30 

Thailandb 0.44 0.38 0.46 
Malaysia 0.50 0.48 0.42 

Hong Kong 0.49 0.42 0.39 

Japan .31 (1%5) .28 (1979) 

Average 0.41 0.39 0.36 

Others 
India 0.40 0.41 

Pakistan 0.37 

Nepal 0.53 
Bangladesh 0.37 

Sri Lanka 0.41 0.35 

Philippines 0.48 0.45 0.39 
Argentina 0.43 0.41 0.43 

Brazil 0.57 0.60 0.60 
Colombia 0.56 0.58 0.51 
Chile 0.50 0.53 0.53 

Mexico 0.58 0.52 0.53 
Peru 0.59 0.57 0.40 
Venezuela 0.52 0.53 0.44 

Gabon 0.65 
Sudan 0.44 

Zambia 0.49 0.53 

Kenya 0.59 
Average 0.50 0.50 0.48 

Sources: World Bank, Economic and Social database, Washington; for Latin America, 
Psacharopoulos and others (1992). 

a. Average across all available index values for the period. 
b. Oshima's (1993) estimates indicate that the average for 1981-90 may be around .43, 

and the average for 1965-70, .43. 

crease. Except for Thailand, distribution improved for all the HP AEs 
over the three decades. Thailand's distribution improved from the 
19605 to the 1970s, declining in the 1980s.o Average per capita GOP 

11. The government has become concerned about the deterioration in income distri
bution during the 19805 and has made it a priority issue for the 199OS. The Seventh Five
Year Plan <t993-gS) actively addresses distribution and poverty issues. 
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FIGURE 1-1. Gini Coefficient and GDP per Capita Growth Rate, 
Annual Average, 1970-90 
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growth rates declined slightly for all countries during the 198os, partly 
because of the oil crisis. 

Another measure of income distribution is the ratio of the income 
share of the top income quintile to the income share of the bottom in
come quintile. Because it gives a better idea of the dispersion of the distri
bution, it is sometimes preferred to the Gini coefficient. Table 1-2 

compares East Asian and other developing countries in economic 
growth during the period 1960-85 and the ratio of the shares of the 
top to bottom income quintiles for selected years. On average, the East 
Asian countries have grown faster and had a far more equal distribution 
of income than other developing countries. When the East Asian coun
tries are divided into a fast-growing and a slow-growing group, the 
distribution of income is, again, substantially more equal in the fast
growing group. 

The HP AEs' unusually strong association between rapid growth and 
equity is also supported by a ranking of forty countries in terms of the 
ratio and per capita real GOP growth. The ranking is based on the 
Borda method, which allows for ranking under multiple criteria.12 A 

12. See Sen Ct973. 1981) for an explanation of the merits of the Borda method. 
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TABLE 1-2. Ratio of Top to Bottom Quintile and per Capita Growth Rate, 
Selected Years, 1976- 88 

GNP per Income Income Ratio of 
capita share of share of top 20 
growth bottom 20 /Iighest 20 percent to 

(per year) percent of percent of bottom 20 
Country 2965- 90 Year /Iouse/lolds /Iouse/lolds percent 

East Asia, fast growers 
Korea 7.1 1976 5.7 45.3 8.0 
Hong Kong 6.2 1980 5.4 47.0 8.7 

Japan 4.1 1969 7.9 41.0 5.2 
1979 8.7 37.5 4.3 

Taiwan 6.7 1976 9.5 35.0 3.7 
1985 8.4 37.6 4.5 

Singapore 6.5 1982-83 5.1 48.9 9.6 
Unweighted average 6.1 6.7 43.3 7.0 

East Asia, slow growers 
Indonesia 4.5 1976 6.6 49.4 7.4 

1987' 8.8 41.3 4.7 
Philippines 1.3 1970- 71 3.7 53.9 14.6 

1985b 55 48.0 8.7 
Thailand 4.4 1987 6.0 51.0 8.5 
Malaysia 4.0 1973 3.5 56.1 16.0 

1987' 4.6 51.2 11.1 
Unweighted average 3.6 6.1 47.5 8.3 

Latin America 
Brazil 3.3 1972 2.0 66.6 33.3 

1983 2.4 62.6 26.0 
Mexico 2.8 1984 4.1 55.9 13.6 
Peru - 0.2 1972 1.9 61.0 32.1 

1985- 86b 4.4 51.9 11.8 
Venezuela - 1.0 1970 3.0 54.0 18.0 

1987' 4.7 50.6 10.8 
Costa Rica 1.4 1971 3.3 54.8 16.6 

1986' 3.3 545 165 
Colombia 2.3 1988' 4.0 53.0 13.3 

Unweighted average 1.4 3.6 55.1 16.4 

Africa 
Kenya 1.9 1987 3.0 62.0 20.6 
Ghana - 1.4 1988-89" 7.1 43.7 6.2 
Ivory Coast 0.5 1986-87' 5.0 52.7 10.5 
Botswana 1985-86 25 59.0 20.0 

Unweighted average 0.3 4.3 54.0 15.0 
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TABLE 1-2. (continued) 

GNP per Income Income Ratio of 
capita share of share of top 20 

growth bottom 20 highest 20 percent to 
(per year) percellt of percent of bottom 20 

Country 1965- 90 Year households households percent 

South Asia 
Pakistan 2.5 1984-85b 7.8 45.6 5.9 

1964-65 6.7 48.9 7.2 
1975-76 7.0 49.4 7.0 

India 1.9 1983' 8.1 41.4 5.1 
Unweighted average 2.2 8.0 43.5 5.5 

Sources: World Bank, World Development Report (Washington, various years); World 
Bank (t993b); Taiwan, Statistical Yearbook, 1987. 

a. Per capita expenditure. 
b. Household expenditure. 
c. Per capita income. Unweighted average uses latest year available. 

country is assigned a score for each criterion; the score corresponds to 
the country's rank according to the criterion. The scores for each crite
rion are then added up to obtain each country's Borda score or index. 
Countries are then ranked in inverse order to their Borda scores, so 
that lower scores signify higher ranks,13 

The results of this ranking are shown in table 1-3. The ratios for each 
of the countries are not taken from the same year, nor do they represent 
averages over the period. Data are insufficient and do not permit such 
calculations. For each period the latest available data in each period 
were used. Except for Malaysia, all of the HP AEs ranked in the top 
ten, and five top the list. Malaysia is included in the top fifteen; note 
however its significant rise in rank from the first period to the second. 
The implication is clear. For the HPAEs, rapid growth and low inequal
ity are shared virtues. 

The Welfare of Low-Income Households: Growth and Poverty 
Though economic growth need not necessarily reduce poverty, the 

experience of the HPAEs suggests that growth can alleviate poverty. An 
important feature of the HPAEs' performance is their relative success in 

13. For a similar approach, see Reidel (1988). 
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TABLE 1-3. Rank Based on Income Distribution and Growth 
in Real per Capita GDP 

1965- 75 1976-90 1965- 90 

Country Borda index RDnk Borda index RDnk Borda index RDnk 

HPAEs 
Korea 16 3 20 5 16 3 
Taiwan 13 2 6 1 7 1 
Singapore 16 3 29 9 24 6 
Indonesia 27 6 11 2 17 4 
Thailand 40 11 28 8 30 7 
Malaysia 45 16 34 12 41 15 
Hong Kong 30 7 20 5 26 6 
Japan 9 13 3 9 2 

Other Asia 
Bangladesh 45 16 34 12 38 12 
India 51 20 28 8 38 12 
Nepal 54 23 54 22 55 21 
Pakistan 41 12 22 6 32 9 
Sri Lanka 43 14 35 13 39 13 
Philippines 50 19 49 19 45 17 

LAtill America 
Argentina 52 21 64 25 63 25 
Bolivia 46 17 70 28 63 25 
Brazil 45 16 59 23 50 19 
Colombia 58 25 51 20 52 20 
Chile 71 29 48 18 55 21 
Mexico 45 16 66 27 60 22 
Peru 65 28 64 25 69 27 
Venezuela 42 13 61 24 55 21 

Sub-Saharan Africa 
Botswana 42 13 43 17 40 14 
Cote d'Ivoire 27 6 72 29 62 24 
Gabon 37 8 53 21 43 16 
Ghana 77 30 49 19 68 26 
Kenya 44 15 65 26 61 23 
Malawi 16 3 40 16 31 8 
Mauritania 60 26 35 13 49 18 
Mauritius 53 22 33 11 34 10 
Sudan 64 27 59 23 63 25 
Zambia 55 24 80 30 80 28 
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TABLE 1-3. (continued) 

1965- 75 1976- 90 1965- 90 

COUlltry Borda illdex Rank Borda illdex Rallk Borda illdex Rnnk 

GECD 
Australia 37 8 37 15 36 11 
Austria 16 3 19 4 17 4 
Belgium 21 4 36 14 23 5 
France 37 8 29 9 31 8 
Italy 38 9 24 7 24 6 
Spain 24 5 37 15 24 6 
Switzerland 49 18 33 11 39 13 
UK 39 10 30 10 31 8 

Sources: Data for top 20 percent to bottom 20 percent come from World Bank, Social 
Indicators of Development and the Economic and Social database, Washington. Data 
for per capita GDP are also from World Bank, Economic and Social database. 

raising the incomes of the poor. The per capita income of the poorest 
fifth of the population is higher in East Asian economies with low 
inequality than in other economies with the same level of average 
income but higher inequality. Table 1-4 pairs East Asian countries with 
other developing countries with very similar levels of average per 
capita income but much higher levels of income inequality. In the 
non-HPAEs, the poor have considerably lower absolute incomes. For 
example, in 1983, although the per capita income of Brazil slightly 
exceeded average incomes in Malaysia in 1987, the bottom 20 percent 
of households (when ranked by income) received 4.6 percent of total 
income in Malaysia but only 24 percent of total income in Brazil. 
Consequently, the per capita incomes of the bottom quintile of house
holds in Brazil were only 52 percent of the per capita incomes of the 
poorest fifth of households in Malaysia. 

Among countries for which poverty data are available, the HPAE 
contingent once again outperforms all but one of the other countries.14 

14. Mauritius has performed very well on both the growth and poverty dimensions, 
matching the performance of the lower echelon of the HPAEs. The country is more like 
a city-state comparable to Hong Kong and Singapore. But the existence of a sizable 
agricultural base differentiates it from the latter. Although sugar is a major product, the 
island nation has not gone the route of many other agriculturally rich countries but 
appears to have successful1y moved resources into an export-oriented manufacturing 
sector. In 1976 sugar production was 23.3 percent of GDP and production at its export
processing zone was a mere .1 percent. By 1988 sugar's share was down to 12.8 percent 
and the EPZ share was up to 14.4 percent. 
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TABLE 1-4. Absolute Income Sitare of Lowest Quintile, Selected Years 
and COllntries, 1976- 87 

Absolllte 
III come income Per capita 

GNP share of share of income of 
per capita bottom bottom bottom 

Country (millions 20 percent 20 percent 20 percent 
and ofU.S. Population Total of of of 
year dollars) (millions) GNP households hOllseholds hOllseholds" 

Indonesia, 1976 240 135.2 32,448 6.6 2,141 79 
Kenya, 1976 240 13.8 3,312 2.6 86 31 

Malaysia, 1987 1,810 16.5 29,865 4.6 1,374 416 
Brazil, 1983 1,880 129.7 243,836 2.4 5,852 226 

Malaysia, 1987 1,810 16.5 29,865 4.6 1,374 416 
Costa Rica, 1986 1,480 2.6 3,848 3.3 127 254 

Korea, 1976 670 36 24,120 5.7 1,375 191 
Botswana, 1986 840 1.1 924 2.5 23 115 

Indonesia, 1987 450 171.4 77,130 8.8 6,787 251 
Philippines, 1985 580 54.7 31,726 5.5 1,745 160 

SOl/rce: World Bank, World Development Rf.'port (Washington, various years) . 
a. Absolute income share of bottom 20 percent divided by 20 percent of the total 

population. 

Table 1-5 indicates the relative country performance in terms of an 
integrated poverty index (IPI). The IPI takes account of four measures: 
the percentage of the rural population below the poverty line, life 
expectancy at birth, the annual growth rate of per capita GNP, and the 
income-gap ratio. The income-gap ratio refers to the difference between 
the highest GNP per capita from among all the countries and the 
individual country GNP per capita divided by the former. IS The IPI 
takes values between zero and one; the lower it is, the better off the 
country. Based on the index, the four East Asian successful economies 
clearly dominate most if not all the other countries. 

The Sectoral and Household Distribution of Income 
As per capita income of a country rises, the share of manufacturing 

in its GOP rises and the share of agriculture falls. This has generally 

15. See Jazairy, Alamgir, and Panuccio (1992). 
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TABLE 1-5. Integrated Poverty Index, 1988 

Region 

HPAEs 
Korea 
Indonesia 
Thailand 
Malaysia 

Average 

Other Asia 
Bangladesh 
India 
Nepal 
Pakistan 
Sri Lanka 
Philippines 

Average 

Latin America 
Argentina 
Bolivia 
Brazil 
Colombia 
Chile 
Mexico 
Peru 
Venezuela 

Average 

Sub-Saharan Africa 
Botswana 
Cote d'lvoire 
Gabon 
Ghana 
Kenya 
Malawi 
Mauritania 
Mauritius 
Sudan 
Zambia 

Average 

Source: Jazairy and others (1992) . 

Poverty index 

0.05 

0.40 

0.28 

0.26 

0.25 

0.84 

0.48 

0.59 

0 .27 

0.42 

0.58 

0.53 

0 .13 

0.80 

0.45 

0.37 

0.43 

0.37 

0.60 

0.22 
0.42 

0.43 

0.24 

0.17 

0.52 

0.52 

0.83 

0.77 

0.09 

0.81 

0.79 

0.52 

Note: IPI measures the well-being of a country rather than that of an individual or 
household (based on Sen 1973'S composite poverty index). The closer the IPI value to 
one, the worse the poverty. 
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FIGURE 1-2. Ratio of the Real Value of Manufacturing Output 
to the Real Value of Agricultural Output 
Ratio for 1990 
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Source: World Bank, World Development Report (Washington, 1992), table 3. 

been true for most low- and middle-income countries. Among countries 
that have had a sizable agricultural sector, the HPAE component has 
experienced the most rapid structural change. Over a twenty-five
year period (1965-90), the share of manufacturing has far outpaced 
the share of agriculture in Korea, Taiwan, Indonesia, Thailand, and 
Malaysia. As shown in figure 1-2 the ratio of manufacturing output to 
agricultural output rose at least fourfold in each of the HPAEs, sev
enfold and eightfold in Korea and Taiwan, respectively. The ratio in
creased much less dramatically in other low- and middle-income coun
tries. 

When the impetus for growth switches to the manufacturing sector, 
productivity tends to increase. Again, the Kuznets hypothesis predicts 
that in the earlier stages of this transition, income inequality will tend 
to increase. The experience of the HPAEs for which agriculture has been 
an important sector suggests otherwise. Figure 1-3 plots the change in 
the Gini index against an index of the magnitude of the transition from 
agriculture-based to manufacturing-based growth between 1965 and 
1990 for eleven countries.16 Korea, Taiwan, Indonesia, and Malaysia 

16. To construct the index, we used the following formula: let IS denote the index, 

MFG manufacturing, and AG agriculture. Then 

ISC = (% of GOP in MFG, 1990) + (% of GOP in MFG, 1965) 
(% of GOP in AG, 1990) (% of GOP in AG, 1965) , 
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FIGURE 1-3. Gin; Index and Structural Change 
Percent reduction in 
Gini index, 1970-90 
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have had improved income distributions associated with the shift. That 
Indonesia and Malaysia are relative late starters suggests even more 
strongly that inequality need not necessarily increase during the early 
stages of the transition. They entered the initial stage of the transition 
fairly recently in the late 1970S or early 1980s. 

Wages, Employment, and Income Distribution 
With rapid growth, both real wages and employment have increased 

dramatically in the high performers. Nowhere else in the developing 
world, or for that matter in the industrialized countries, has such perfor
mance been observed. 

which is equivalent to 

ISC = (value of MFG output in 1990) (value of AG output in 1965) 
(value of AG output in 1990) X (value of MFG output in 1965) 

The larger the ISC, the greater the degree of structural change. The data on the percent of 
GOP are taken from World Bank, World Developmellt Report (1992, pp. 222- 23, table 3). 
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As indicated in table 1-6 Korea and Taiwan have experienced the 
most rapid growth in real wages averaging 8.15 percent and 7.7 percent 
a year, respectively, over two decades. In the other high performers, 
the rate of increase was slower but still significantly greater than in 
most other developing countries. Between 1980 and 1990 real wages 
increased 88 percent in Thailand, 77 percent in Indonesia, 63 percent 
in Singapore, 54 percent in Hong Kong, and 37 percent in Malaysia.17 

In contrast, real wages in several developing countries for which data 
are available actually declined. Moreover limited evidence suggests 
that urban unemployment rates have been steadily declining in most 
of the high performers, while they have been increasing in other devel
oping countries (table 1-7). The magnitude of the unemployment rates 
provides an even starker contrast. For most of the 1980s, the rates have 
been in the low single digits in the high performers but in the double 
digits in the others. In sum, much of the labor force in East Asia's 
high performers has experienced rising real wages and with it a rising 
standard of living, while the labor force in others has suffered. 

Infrastructure: Sectoral Distribution 
Compared with most other low- and middle-income countries, the 

HPAEs have allocated more public investment and government effort 
to developing economic and social infrastructure in the rural areas. 
This has been important in promoting shared growth. 

The contribution of rural infrastructure to growth is well known. 
Roads, bridges, ports, and airports link product and input markets in 
the domestic economy, and these domestic markets with the interna
tional economy. Water and electricity are crucial for industrial develop
ment. Telecommunications reduce transactions costs and thus facilitate 
the movement of goods and services. Improved health and sanitation 
facilities help develop human capital. 

Less widely appreciated is that rural infrastructure also contributes 
to improved income distribution. The availability of electricity and 
telecommunications throughout a greater number of regions creates 
economic opportunities outside the metropolitan areas. Roads, ports, 
and telecommunications improve access to markets-both labor and 

17. From 1980 to 1990, the average real earnings in manufacturing increased at an 
annual rate of 5.9 percent in Indonesia. This figure translates into an aggregate increase 
of 77.3 percent over the decade. The figures for the other countries are determined 
similarly. 
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TABLE 1-6. Percentage Increase in Real Earnings per Employee 
in Manufacturing, 1970-90 
(1980 = 100) 

Region 1970- 80 1980-90 1970- 90 

HPAEs 
Korea 10.00 6,30 8.15 
Taiwan' 7.80 7.60 7.70 
Singapore 3.00 5,00 4,00 
Indonesia 5.00 5.90 5.45 
Thailand 1.00 6.50 3.75 
Malaysia 2.00 3.20 2.60 
Hong Kong 6.40 4,40 5.40 
Japan 3.10 2.00 2.55 

Average 4.79 5.11 4,95 

Other Asia 
Bangladesh - 3.00 0.90 - 1.05 
India 0.40 3.00 1.70 
Pakistan 3.40 6.10 4.75 
Philippines - 3.70 6.40 1.35 

Average - 0.73 4.10 1.69 

Latin America 
Argentina - 2.10 - 0.80 -1 .45 
Bolivia 0.00 - 4.80 - 2.40 
Brazil 4.00 7.10 5.55 
Colombia - 0.20 1.70 0.75 
Chile 8.10 - 1.00 3.55 
Mexico 1.20 - 3.90 - 1.35 
Venezuela 3.80 - 2.90 0.45 

Average 2 11 - 0.66 0.73 

Sub-Saharan Africa 
Botswana 2.60 - 5.70 - 1.55 
Kenya - 3.40 0.10 - 1.65 
Mauritius 1.80 - 0.60 0.60 
Zambia - 3.20 6.50 1.65 

Average - 0.55 0.08 - 0.24 

Source: World Bank, World Development Report; Taiwan National Statistics Data Set. 
a. Index for Taiwan (1981 == 100). 
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TABLE 1-7. Urban Unemployment Rates, Selected Years, 1980- 90 

Region 
and 

country 1980 2985 1988 1990 

East Asia 
Korea 7.5 4.9 3.0 2.9 
Singapore 3.0 6.5 3.3 2.0 
Taiwan 1.2 2.9 1.7 1.7 
Hong Kong 3.8 3.2 1.4 1.3 
Thailand 5.7 5.2 5.0 
Malaysia 5.0 6.2 
Indonesia 7.3 

l.Jltin America 
Colombia 9.7 14.1 11.2 10.3 
Chile 17.3 13.3 11.9 
Ecuador 5.7 10.4 
Brazil 6.2 5.3 3.8 4.3 
Costa Rica 6.0 6.7 6.3 5.4 
Mexico 4.5 4.4 3.5 2.9 

SOUtll Asia 
Philippines 8.2 11.8 12.6 12.6 
Sri Lanka 14.2 19.4 
India 7.8 6.8 7.1 

Africa 
Kenya 14.1 
Nigeria 9.8 10.0 
Egypt 10.4 
Turkey 15.0 13.2 13.4 

Sources: Fields (1992); World Bank (1993a); Turnham (1993). 

product-for people and firms in these areas. Improved water, sanita
tion, and health facilities increase the employability of workers, raising 
their incomes. For these reasons, the development of rural infrastruc
ture by the HP AEs has indirectly led to an improvement in income 
distribution.18 

Most data on the allocation of public investment between rural and 

18. The willingness of the HPAEs to invest in rural infrastructure can be directly 
related to the political basis of regime support. Unlike other regimes, for example, in 
Africa, the HPAE leadership does not depend on control over the capital city, and the 
regimes are not easily taken hostage by urban crowds or the discontent of labor unions. 
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TABLE 1-8. Rural-Urban Disparity in Access to Service, 1987- 90 

Region Water' San itation' 

HPAEs 
Korea 54 101 

Indonesia 168 113 
Thailand 126 102 

Other Asia 64.6 38.6 

Latin America 58 46.5 

Sub-Saharan Africa 43 30 

Source: UNDP (1992) . 

a. One hundred means parity between rural and urban access. Figures > 100 indicate 
that the rural average is higher than the urban average access to the service. 

urban regions are too crude to provide accurate comparisons among 
countries. Nevertheless the available data suggest that the allocation 
has been less biased in the HPAEs. Among the HPAEs, Indonesia, 
Thailand, and Malaysia have large rural sectors, while Taiwan and 
Korea have modest rural sectors. For comparisons with other low- and 
middle-income countries, data on sanitation and water facilities are 
available for Indonesia, Thailand, and Korea. Table 1-8 gives a rough 
picture of the relative emphasis of public investment in sanitation and 
water facilities in these countries and other developing countries. As 
indicated there is a better balance between rural and urban sectors in 
the three HP AEs.19 

The data on rural electrification also suggest that the HPAEs with 
nontrivial rural sectors have done better on average at providing elec
tricity to the rural areas. "Less than 10 percent of electricity investment 
in the third world goes to the rural areas and in many countries that 
investment is less than 5 percent. ... In Taiwan province of China, 
universal electrification has been achieved.fl20 Since the early 1980s, 
electricity has also been universally available in Korea . As shown in 
table 1-9 Malaysia and Thailand have made great strides in rural electri
fication. Indonesia has not done as well. But the relative disparity 
between the urban and rural sectors is smaller compared with the 

19. In Malaysia. as of 1987. 95 percent of the urban population and 68.6 percent of 
the rural population had access to safe water. See World Bank (1990a). 

20. United Nations ()990. p. 132). 
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TABLE 1-9. Percentage of Rural and Urball Population Served 
by Electricity, Selected Years 

Per 
Region capita 

and 1983 GNP 
country population <U.S.$) Urball Rural Year 

HPAEs 
Indonesia 155.7 560 39 10 1984 

Malaysia 14.9 1,860 85 55 1983 
Thailand 49.2 820 78 40 1984 

Other Asia 
Bangladesh 95.5 130 20 2 1981 

India 733.2 260 < 25 15 1981 
Pakistan 89.7 390 < 25 15 1981 

Philippines 52.1 760 40 22 1980 
Sri Lanka 15.5 330 35 8 1982 

China 1019.1 300 > 80 60 1982 

lAtill America 
Argentina 29.6 2,070 > 95 5 1981 
Bolivia 6 510 72 Y 1981 
Brazil 129.7 1,880 > 95 19 1981 

Chile 11.7 1,870 > 95 42 1981 
Colombia 27.5 1,430 84 13 1978 

Costa Rica 2.4 1,020 > 95 > 95 1982 

Ecuador 8.2 1,420 79 13 1980 
Mexico 75 2,240 < 20 1982 

East alld West Africa 
Burkina Faso 6.5 180 < 15 1980 

Ethiopia 40.9 120 10 < 1 1982 
Guinea 5.8 300 21 4 1982 
Cote d' lvoire 9.5 710 93 20 1981 

Liberia 2.1 480 86 4 1982 

Kenya 18.9 340 < 10 < 2 1982 

Senegal 6.2 440 83 12 1982 

SOl/rce: Munasinghe (1987, pp. 6-7). 

disparity in countries with approximately the same per capita incomes 
(in 1983)- Liberia and Bolivia-or the same population (in 1983), Brazil. 

On an aggregate level, it does seem that the HPAEs have invested 
more resources in physical infrastructure (though this should be inter-
preted with caution since the data are limited). Using population per 
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TABLE I-tO. Population per Phone, Percentage Change from 1975 to 1985 

Regioll 
and Percellt 

cOlmtry 1975 1985 change 

HPAEs 
Korea 2S 5 80 
Taiwan 4 2 50 
Singapore 7 3 57.14 
Indonesia 435 205 52.87 
Thailand 133 68 48.87 
Malaysia 42 12 71.43 
Hong Kong 4 2 50 

Other Asia 
India 352 203 42.33 
Nepal 1167 903 22.62 
Pakistan 296 186 37.16 
Sri Lanka 187 135 27.81 
Philippines % 67 30.21 

wtin America 
Argentina 13 10 23.08 
Brazil 35 12 65.71 
Colombia 19 14 26.31 
Chile 24 16 33.33 
Mexico 21 11 47.62 
Peru 41 32 21.95 
Venezuela 19 12 36.84 

Sub-Saharan Africa 
Botswana 108 56 48.15 
Ghana 164 179 - 9.14 
Kenya 113 72 36.28 
Malawi 262 175 33.21 
Mauritius 35 16 54.28 
Sudan 281 281 0 
Zambia 91 90 1.1 

Sources: World Bank, Economic and Social database; International Telecommunication 
Union (1993). 

phone as an index and 1975 as a base year of comparison, five of the 
HPAEs have significantly increased telephone service compared with 
other countries with roughly the same population per phone in 1975. 
For instance, as shown in table 1-tO over the ten-year period Malaysia 
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reduced the population-phone density by over 70 percent while the 
comparable countries Brazil, Peru, and Mauritius achieved smaller 
gains. The quality of infrastructure may also be better in the HP AEs. 
Table 1-11 lists the percentage of roads that are paved in a relatively 
large selection of low- and middle-income countries. This percentage 
is distinctively higher in the HPAEs, indicating that roads there are on 
average of better quality. 

Growth and Private Investment 
A discussion of the growth-equity nexus in East Asia would not be 

complete without an overview of trends in private investment. Economic 
growth is stimulated by investment, a huge chunk of which comes in 
the form of plant, equipment, and technology. Without these productive 
assets, nothing else follows. With little investment there will be very little 
growth, and with little growth there will not be much to share. 

In the high performers, investment as a proportion of GOP has been 
high compared with other developing countries. The difference stems 
mainly from private investment: the private sector has actively pro
vided investments in the high performers. Though public investment 
as a proportion of GOP in the high performers has been roughly similar 
to the proportion in other developing countries, the proportion of 
private investment has been substantially higher, with the differential 
averaging about 8 percent of GOP a year.21 Table 1-12 compares private 
investment in the high performers with that in some other developing 
countries. The difference is striking. 

Private investment has been critical to the shared growth process in 
East Asia. Rapid growth is unlikely to be achieved without the full 
support of the private sector. 

The data on growth, income distribution, and poverty indicate that 
the HP AEs have successfully promoted shared growth. The data on 
infrastructure and real wages support the same conclusion. Infrastruc
ture development has been more evenly distributed between the rural 
and urban sectors in the high-performing Asian economies. As for 
wages, between 1970 and 1990 real wages have on average increased 
faster in the HPAEs than in other developing countries: 5.8 percent 
growth in the HPAEs compared with 1.7 percent in other parts of Asia, 
.73 percent in Latin America, and -.24 percent in Sub-Saharan Africa. 

21. World Bank (1993a, p. 44, figure 1-7)· 
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TABLE 1-11. Percentage of Roads Paved, Selected Years 

Region 
and 

cOllntry 1971 1982 1986 

HPAEs 
Hong Kong 100.0 100.0 100.0 
Indonesia 25.0 58.7 62.3 

Japan 18.0 50.7 60.2 

Korea 14.2 35.7 54.2 
Malaysia 85.0 82.0 SO.O 
Singapore n.a. 88.0 95.8 
Taiwan n.a. n.a. 91.0 
Thailand 67.0 34.9 39.6 

Average 51.5 64.3 72.9 

Otlter Asia 
India 34.9 47.3 48.0 

Pakistan 57.0 64.0 43.0 

Philippines n.a. 12.5 13.1 
Sri Lanka 69.6 34.5 n.a. 

Average 53.8 39.6 34.7 

Latin America 
Argentina 13.0 10.0 23.1 
Brazil 4.5 7.0 7.2 

Chile 11.6 10.2 12.4 

Colombia 11.3 9.0 8.0 
Mexico 60.0 46.0 33.3 

Peru 9.9 n.a. n.a. 
Venezuela 43.1 37.6 33.1 

Average 21.9 20.0 19.5 

slIb-saharan Africa 
Cote d'Ivoire 0.0 7.9 n.a. 
Gabon 2.9 6.8 n.a. 
Kenya 7.0 11.9 n.a. 
Malawi 8.0 18.0 n.a. 
Mauritania 0.1 21.5 n.a . 
Mauritius 0 .9 92.0 92.0 
Zambia 9.4 15.0 16.6 

Average 4.0 24.7 54.3 

sOl/rce: International Road Federation, World Road Statistics (Washington, various 
years). 

n.a. Not available. 
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TABLE 1-12. Share of Private Investment in Gross Domestic Product, 
1970 -90 

Percent 

Private 
Investment/GDP 1970- 75 1975- 80 1980- 85 1985- 90 

HPAEs 
Japan 25.58 21.89 20.69 22.70 

Hong Kong 20.37 22.49 23.26 21.86 

Indonesia 10.50 11.05 12.47 11.93 

Republic of Korea 18.45 23.10 23.84 26.30 

Malaysia 16.00 16.25 17.98 16.44 

Singapore 28.26 26.04 31.38 26.26 

Taiwan 14.13 14.02 12.97 11.81 

Thailand 17.34 17.82 19.35 24.68 

Average 18.83 19.08 20.24 20.25 

Otl,er countries 
Argentina 13.10 15.48 16.22 12.73 

Bolivia 10.77 9.25 4.89 4.15 

Chile 5.57 9.20 9.78 10.08 

Cote d'Ivoire 13.64 13.97 8.92 4.75 

Ghana 6.71 4.03 3.87 4.23 

India 9.12 10.10 10.12 11.92 

Mexico 12.60 12.88 12.63 13.42 

Nigeria 9.53 8.28 4.68 3.95 

Philippines 11.36 18.64 18.69 15.53 

Sri Lanka 10.84 14.02 22.54 17.24 

Turkey 12.18 11 .78 8.45 11 .20 

Venezuela 15.74 18.51 9.32 9.89 

Average 10.93 12.18 10.84 9.92 

SOllree: World Bank, East Asia Miracle database, 1994. 

Thus growth was more evenly distributed in the HP AEs than in other 
regions undergoing industrialization. Even in Korea, where a small 
number of firms dominate the economy, the Gini coefficients reveal 
relatively egalitarian distribution of income. In Indonesia, despite ex
plicit and extensive bureaucratic clientilism, growth has accelerated 
and rural poverty has declined over twenty years. In short, not only 
is East Asia a great success story for economic growth, but it is a rare 
example of the benefits of early industrialization being more equitably 
shared. 



Two 

Leadership and the Principle 
of Shared Growth 

ALL THE leaders of what later became the high-performing 
Asian economies faced serious questions about their polit

icallegitimacy when they came to power, and most faced a formidable 
communist threat. I All responded by creating a broad social base that 
identified its economic interests with the success of the regime. This 
consensus for growth cut across social groups and strata, creating 
winning coalitions that supported these leaders and legitimized their 
rule.2 This chapter examines how political and military threats 
prompted East Asian leaders to adopt shared economic growth as their 
legitimizing principle, and the ways that this choice contributed to 
political stability and economic growth. 

Except in Japan, the leaders who set in motion the economic take
off in the HPAEs faced a political and military threat, either external 
or internal. South Korea was threatened by invasion from the North; 
Taiwan, from the mainland; and Thailand, from North Vietnam and 
Cambodia.3 Thailand, Indonesia, Malaysia, and Singapore faced formi
dable internal communist insurgencies; Malaysia and Singapore had 
to contend with additional difficulties imposed by ethnic diversity.4 
Furthermore, because leaders in Korea, Taiwan, and Indonesia seized 

1. Legitimacy refers to the right to rule. There are undoubtedly other definitions. 
See, for instance, Parker (1983), who summarizes different conceptions of the legitimacy 
of state that have been proposed by various political philosophers, for example, Hobbes. 

2 . On the failure of authoritarian regimes to generate legitimizing structures see 
O'Donnell (1973), who argues that regime failure occur because mediations between 
capital-owning classes and labor are inadequate to respond to deteriorating economic 
conditions. 

3· Cumings (t9B7); Wade (1990); Gold (19B6); Wyatt (t9B2) . 

4· Schlossstein (1991) ; Turnbull (1977)· 
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power by force, these military regimes needed to establish legitimacy 
in the eyes of the international community in order to obtain much
needed financial support from the industrialized countries. Even in 
Japan, where there was no immediate armed threat, leaders needed to 
reestablish legitimacy after the debacle of World War IJ.5 For all these 
reasons, leaders in the HP AEs could not take their legitimacy for 
granted: they had to demonstrate that they should lead and not others. 

They established legitimacy through shared growth.6 This strategy had 
two primary components. First, it fostered growth by encouraging 
the business community, particularly big business, to make long-term 
investments and upgrade organization and management. Without the 
cooperation of economic elites, there would be little growth and thus 
very little to share. Second, the nonelite segments of the population 
were induced to make short-term sacrifices in exchange for larger bene
fits in the long term. Highly visible wealth-sharing mechanisms-such 
as land reform, free primary education, and free basic health care
were introduced to induce nonelites to support the growth process. 
Unlike simple income transfers, such as food or fuel subsidies, these 
mechanisms gave the population real assets that encouraged them to 
believe that they would indeed derive long-term benefits from growth.' 
Hence, these mechanisms signaled that all parties would share in the 
growing pie. 

Few leaders would deny that shared growth is a desirable objective, 
but most have failed to develop the necessary means to achieve it.s 

5. Johnson (1982). 
6. Crone (1993) has presented a related thesis. He argues that states in which regimes 

have relatively broad political support have a greater capacity to promote economic 
change and that severe crises create the impetus for such regimes to introduce policy 
reforms. He states further that the extent to which reforms induce improvements in 
welfare depends in part on whether they are driven by a subset of elites that are strategic, 
that is, have a long-term perspective on regime maintenance. Our thesis differs slightly. 
We argue that the communist threat induced leaders to construct a broader base of 
political support which then allowed them to pursue economic reforms. In chapter 6, 
we discuss the important role of the economic bureaucracy, the analytical equivalent of 
Crone's "strategic elite." 

7. This is not to say that the HPAEs have not provided food subsidies. Some have. 
But the point is, they did not rely on food subsidies to help the less fortunate but on 
mechanisms that gave people the means to acquire and increase their wealth. As discussed 
later, the latter have significant implications for long-term political stability. 

8. In some countries, for example, Sub-Saharan Africa, sharing took precedence over 
growth and, as the pie shrunk and populations increased, the economy suffered. In others, 
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Why have East Asian leaders succeeded where so many others failed? 
The answer lies in mechanisms they created for achieving shared 
growth. These mechanisms in turn have their roots in the historical 
circumstances that each leader faced. 

In seven of the eight HPAEs (Japan again being the exception), gov
ernments were prodded to adopt the principle of shared growth-and 
to deliver on their promises- by a fear of a communist takeover. In 
Taiwan (China), often cited as a model of growth with equity, the 
Kuomintang faced the threat of invasion by mainland forces and 
the potential opposition of native Taiwanese. In South Korea dur
ing the aftermath of the Korean War, the economy was stagnating while 
the communist North surged ahead, increasing the risk of communist
inspired political instability. Economic growth thus became the single 
objective of the military regime. Malaysia and Singapore illustrate how 
countries plagued by ethnic tensions can prevent political instability 
from undermining economic growth. In both cases, communist subver
sion magnified an ethnic problem, with left-wing groups exploiting 
these divisions. In Thailand, even before the onset of the Vietnam War, 
the potential for communist-induced chaos was already evident. The 
military, fearing such a development, took the reigns of government 
as early as 1948. In Indonesia, the rise of known members of the Com
munist Party into the upper reaches of government prompted the 
military to step in to prevent a communist takeover. And finally, Hong 
Kong received a flood of refugees from mainland China almost immedi
ately after World War II, confronting the colonial government with the 
immense task of providing food, shelter, and jobs to an ever-increasing 
and potentially explosive refugee population.9 

Political Contestability: The Communist Threat 
in East Asia 

What motivated the leaders of East Asia's high-performing econo
mies to take extra care to address the needs of the poorer segments of 

for example, the Philippines, growth was pursued without changing the fundamental 
socioeconomic structure that would ultimately undermine that growth. 

9. We do not ignore the history of repression in many of the HPAEs. This has been 
discussed in hundreds of articles and books. But it is not repression that distinguishes 
the HPAEs from other authoritarian regimes. The pursuit of the strategy of shared 
growth is one element that sets the HPAEs apart. For this reason, it is more fruitful to 
try to understand what led them to this strategy. 
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society? Surely, other leaders must have seen the benefits of shared 
growth. Yet, as the evidence in chapter 1 suggests, only the HPAE 
leaders delivered on their promises. The historical context provides an 
explanation. The triumph of communist forces in China in the late 
1940S exerted considerable influence. The proximity of China to East 
Asia, cultural affinity, and the presence of large ethnic Chinese minori
ties in most East Asian countries meant that it would be easier for 
China to spawn insurgencies and spread communism in the HPAEs 
than in the rest of the developing world. The Korean War and the 
Vietnam War testify to the credibility of this threat. Nowhere else in 
the developing world has there been a confrontation between commu
nist and Western forces on such a large scale involving so many coun
tries. 

For leaders in developing countries outside the region, separated 
from China by large differences in culture and vast distances or, in the 
case of South Asia, by nearly impassable deserts and mountains, the 
communist threat was far less palpable. Thus shared growth, though 
desirable, was not generally perceived by leaders outside the region 
as crucial to their political survival. In the eyes of these leaders, the 
politically difficult decisions sometimes necessary to deliver on the 
promise of shared growth-such as land reform or insisting that compa
nies that benefit from state favors export aggressively-could be put 
off for a long time, perhaps indefinitely. to 

Taiwan 
Throughout Asia the threat of communist insurgency made more 

urgent the need to establish an equitable foundation for the distribution 

10. The Philippines, although geographically in East Asia, has not adopted shared 
growth as a principle of legitimation. No government, for example, has succeeded in 
implementing a wide-ranging land reform (see, for instance, Hawes [19871 and Wurfel 
lt988]). The reasons are laid out in various historical accounts of the Philippines. See 
Karnow (1989); Wurfel (1988). The gist of these is that the United States traded military 
and financial support of the local elite, whose wealth had always been based on land 
(a legacy of Spanish colonialism), for continued long-term use of the two largest U.S. 
military bases outside the United States- Clark Air Force Base and Subic Bay Naval 
Base. This in turn attracted large inflows of U.S. investments, which were likely to be 
lost in the event of a communist takeover. Consequently, Philippine regimes could count 
more reliably on the United States for support in combating communist insurgency. 
Ferdinand Marcos was well known for exploiting this trump card to the fullest. Karnow 

h9B9)· 
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of the fruits of modernization. Nowhere, however, was the power and 
challenge of communist doctrine more familiar than to the Kuomintang 
(KMT) officials who moved to Taiwan in 1949.11 Unlike other Asian 
governments that arose in the post-World War II era, the KMTcame to 
power with a long list of lessons learned, which included the following 
diagnosis of the party's past failures: "(1) agricultural tenants rebelled 
against exploitation by landlords, while the Nationalists continued to 
be identified with the landlords; (2) the labor unions ran out of control; 
(3) bankers and financiers also broke loose, fueling catastrophic infla
tion; and (4) the government became beholden to 'vested interests.' "12 

These failures led the Kuomintang to adopt the shared growth principle 
in Taiwan, based on land reform and the development of small- and 
medium-sized enterprises (SMEs). 

Because none of its members owned land on Taiwan, the KMT faced 
limited internal opposition to implementing land reform. Landlords 
were given bonds or shares in state enterprises in exchange for their 
land. Although the bonds were less than the market value of the land, 
they were nonetheless sufficient for some landlord families to become 
part of the new industrial elite. Peasants were given opportunities to 
buy the land at low prices and on generous terms. This opportunity 
for poor farmers to improve their lot is one important reason why 
wealth has been more equitably distributed in Taiwan than in most 
developing nations.13 

These immediate equity benefits aside, land reform also removed 
two major obstacles that may have prevented the acceptance of growth
producing policies elsewhere: political destabilization by a radicalized 
peasantry and opposition to change from an entrenched rural elite. On 
one hand, the opportunity to acquire wealth drew peasants away from 
radical political activities. On the other, the large, rural middle class 
that arose as a result of land reform could not organize to pressure 
the government as efficiently as could a small class of landlords.14 

11 . We will not discuss the historical circumstances of Hong Kong and Japan. Haggard 
(1990) provides a brief but good account for the city-states (see his chapter 5). Pempel 
and Muramatsu (1993a) provide a brief analysis of the dominant political party in Japan, 
the Liberal Democratic Party (LOP), and its focus on shared growth as the basis for its 
political survival. 

12. Wade (1990, p. 260). 
13· Kuo (1976); Fei, Ranis, and Kuo (1979). 
14. See Olson (1965) for the underlying logic. 
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Consequently, the agricultural sector as a whole was both less i :lclined 
and less able to block the government's development policies than 
would otherwise have been the case. Thus, in contrast with ruling 
groups in many developing countries, the Kuomintang had more room 
to formulate and implement policies that may have been unpopular 
with certain groups but were nonetheless conducive to growth. 

To complement land reform, the Kuomintang encouraged and sup
ported the proliferation of small- and medium-sized enterprises. Indus
trial parks were established to reduce entrepreneurs' high start-up 
costs and to spread industrial employment throughout the island. The 
government also provided financial, technical, and marketing support. 
By creating business opportunities for the native Taiwanese, the gov
ernment diverted entrepreneurial energies from wasteful activities such 
as favor seeking toward industrial production. As with the develop
ment of a rural middle class, the proliferation of smaller, more numer
ous firms implied higher costs of organizing for industry and smaller 
potential gains from lobbying. Hence, as with land reform, the forma
tion of vested interests was mitigated and capture of the state was 
avoided. The SME drive thus depoliticized the industrial sector, giving 
the KMT the flexibility to pursue growth-promoting policies. 

Together with other reform measures that fueled economic growth, 
land reform and promotion of SMEs led to widespread prosperity.IS 
As chapter 1 documents, income distribution in Taiwan has been among 
the most equitable in the world, and wealth, as measured by real per 
capita income, has increased at an average annual rate of about 7 
percent. That helped, not surprisingly, to sustain the KMT's grip on 
political power in Taiwan. 

Korea 
Land reform did not come as easily to South Korea as it did to 

Taiwan. Southern landlords recaptured the state in 1945 and 1946. 
Two land reform programs were implemented, the first through the 
initiation of the U.S. military in 1947 and the second by the government 
in 1950. Civil war altered whatever vestiges of power the postwar 
coalition possessed. The war left behind a society in the South that in 
many ways resembled Taiwan: a standing army of 600,000, an economy 
bereft of heavy industry, and a large rural/agricultural base. 

15. The details are discussed in chapter 3. 
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Winning the Korean War was not enough to get Syngrnan Rhee's 
government on the path of rapid growth. President Rhee's government 
(1948-60) was overthrown when a prolonged recession resulted in 
popular uprisings led by students. Prime Minister Chang'S government 
came to power in the aftermath of the student rebellion. In less than 
a year a military coup led by General Park Chung Hee overthrew the 
Second Republic (May 1961). To solidify power and gain legitimacy, 
General Park led a movement for economic development that featured 
a populist campaign against the corruption of the previous regime. 
Beneficiaries of the import-substituting policies of the previous regime 
were marched down the streets bearing signs, "I was a parasite on 
the people." Park expropriated the fortunes he regarded as illicitly 
accumulated. His intention was to employ the proceeds for economic 
development. However, with most prominent businessmen in jail, the 
economy deteriorated, leading General Park to make a deal with the 
imprisoned business leaders: in exchange for freedom from persecution 
and future expropriation, the business leaders could establish industrial 
firms if they donated shares to the government.16 As Young Back Choi 
put it, "From this initial attempt to reform society, the military junta 
emerged as the encompassing organization, after utterly destroying the 
old political network, often through brutal repression, publicly shaming 
the business leaders and charging them with a new patriotic duty to 
industrialize and export, having nationalized banking to tightly control 
credit, and having placed all stakes in the political game on economic 
development. The members of the junta were not ascetics, or inordi
nately public-minded, but they realized that their political survival, as 
well as material gain as the major stakeholders, depended on the overall 
performance of the South Korean economy."17 As Woo states, "For 
economic growth to substitute for legitimacy, it has to be transmogrified 
into a symbol that appeals to some collective primordial sentiment
such as, for instance, nationalism. That symbol in Korea was a number: 
a talismanic double-digit GNP growth figure that was the Korean score 
in the race to catch up with Japan and also to surpass the DPRK's 
(North Korea's ruling party) economic performance."18 The latter was 
of particular concern to Park, since growth rates in the communist 

16. Haggard, Byung, and Chung (1990). 
17· Choi Ct984, p. 245). Emphasis added . 
18. Woo (1991, p. gS). Emphasis added. 
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North surpassed those in the South, inspiring pro-North sentiment in 
the South. 

Export-led industrialization began with Park's ascension to power. 
Under strong American prodding, Park devalued the currency to 
cheapen exports and reduced tariff barriers that protected domestic 
industries. Export-oriented firms were favored by the state bureau
cracy, which employed licensing schemes to mediate the distribution 
of foreign credit. Tax holiday exemptions and directed credit were 
offered to firms willing to export: industries or projects were denied 
support once they were found to be unsuccessful in world markets. 
Park set up the Economic Planning Board (EPB) to centralize control 
over critical economic matters. A trade promotion agency (KOTRA) 
was also established. Foreigners were brought in as senior partners 
in consultation. From that point on the government concentrated on 
building up the private sector, allowing it to determine the best methods 
of meeting export targets and organizing production. As Woo put it, 
"The state has its hand on the tiller but business provides the motive 
force. The state is strong in that it can-and does-give and take life 
away from individual firms; but it is also constrained by virtue of 
being a capitalist state whose survival is contingent on the health and 
contentment of the business c1ass."19 The government tried to restrict 
competition by determining which firms entered which lines of produc
tion, especially the target industries. Nevertheless, as Lim points out, 
"The composition of actual exports differed drastically from the govern
ments' projections, or targets. It was the private exporters who played 
a major role in identifying and taking risks, exporting unskilled-labor
intensive products in which Korea had a comparative advantage."2D 

Park's actions toward wealth holders of the previous regime is the 
most oft-cited example of an Asian regime behaving like an arbitrary 
dictatorship. But compared with the outright confiscations of socialist 
regimes in Africa and Latin America, Park did not permanently expro
priate wealth. His government used state power to redirect the energies 
of the private sector and to make it capable of competing in international 
markets as equal to the firms of more developed nations. By contrast, 
in Africa, for example, governments have expropriated private sector 

19. Woo (1991, p. 111). 

20. Lim (1981, pp. 16- 17). 
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wealth, firms have been less competitive after state takeovers, and 
capitalists have often been imprisoned and exiled. Their capital and 
expertise were exported rather than their production. Korea was gov
erned by rules, though not necessarily democratically devised, and 
playing by the rules was rewarded and digressions were penalized.21 

The private sector wealth that was created in one period was not 
confiscated during the next but was used to create even more wealth. 

The experience of many Latin American countries suggests that the 
military government could not sustain economic growth without offer
ing a growth dividend to the general population. As discussed more 
extensively in chapter 3, one critical factor was the government's deci
sion to invest heavily in primary and secondary education. This proved 
important in two ways. First, abundant skilled and semiskilled labor 
allowed Korea to pursue a labor-intensive, export-oriented manufactur
ing strategy. Second, economic growth permitted skilled labor to enjoy 
significant increases in real wages. Urban discontent was thus con
tained, enabling the military regime to implement growth-promoting 
policies. 

Malaysia 
Malaysia's approach to wealth sharing was designed to address 

ethnic divisions and conflict, a problem that has rarely been successfully 
addressed in developing countries. To make the promise of shared 
growth explicit Malaysia introduced a highly institutionalized form of 
wealth allocation. Frustration among the Bumiputras (native Malays), 
the most numerous but poorest of the three major ethnic groups, 
erupted in racial riots in 1969. Bumiputras had faced limited opportuni
ties for upward mobility under the postcolonial regime between 1957, 
when Malaysia was granted independence from the British, and 1969, 
when inequality increased dramatically. To address this imbalance 
and to prevent the situation from degenerating into civil war, three 
dominant parties representing the major ethnic groups-the United 
Malay National Organization (UMNO) for the Bumiputras, the Malay
sian Chinese Association (MCA) for the Chinese, and the Malaysian 
Indian Congress (MIC) for the Indians- formed a coalition that pro
duced the New Economic Policy (NEP)- sometimes known as the 

21. Selective, unusually detailed tax audits, for example, were sometimes used by 
the government to punish errant firms. 
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Bumiputra policy. The purpose of the NEP is best described in the 
Mid-Term Review of the Third Malaysia Plan (1971-75): 

The NEP has as its overriding objective the promotion of national 
unity through the two-pronged strategy of 

(i) eradicating poverty by raising the income levels and increasing 
employment opportunities for all Malaysians, irrespective of 
race. This is to be achieved by programs aimed at raising the 
productivity and income of those in low-productivity occupa
tions, the expansion of opportunities for intersectoral movements 
from low-productivity to higher-productivity activities and the 
provision of a wide range of social services especially designed 
to raise the living standards of the low income groups; 

(ii) accelerating the process of restructuring Malaysian society to 
correct economic imbalance so as to reduce and eventually elimi
nate the identification of race with economic function .... The 
objective is to ensure that Malays and other indigenous people 
will become full partners in all aspects of the economic life of 
the nation. 

The efforts to attain these objectives will, in turn, be undertaken 
in the context of rapid structural change and expansion of the 
economy so as to ensure that no particular group experiences 
any loss or feels any sense of deprivation.22 

Though significantly short of its targets, the NEP did produce results. 
Poverty declined dramatically over twenty years. Income distribution 
improved as well. "From .412 in 1957 the Gini coefficient rose to .537 
in 1970, and declined to .479 by 1984 and to .447 by 1989." The ratio 
of the share of the top income quintile to the share of the lowest quintile 
dropped by 30 percent, from 16 percent in 1973 to 11.1 percent in 1987. 
Per capita incomes of the Bumiputras grew the fastest, at an annual 
average of 5.8 percent compared with the Chinese at 3.5 percent, and 
the Indians at 1.4 percent. Over twenty years (1971-90), Malaysia'S 
GOP grew annually at an average rate of 6.8 percent.23 

Growth might have been faster without the equity thrust of the NEP, 
but then insurgency in the rural areas and nationwide strikes in the 
cities (both rampant during the 1950S and spurred by left-leaning 

22. Salleh and Meyanathan (1992, PP 18- 19). 

23. Salleh and Meyanathan others (1992, for quotation see p. 5). 
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groups) could have resulted in political instability, and Malaysia would 
not have attracted sufficient foreign capital to develop its abundantnatu
ral resources and build a manufacturing base. By attacking the wealth
sharing problem at its source, the NEP prevented inequities from pro
ducing a social explosion. Although often criticized for creating ineffi
ciencies, the policy reduced poverty and inequality and indirectly helped 
sustain two decades of uninterrupted growth. In 1995 the political coali
tion of 1970 remains intact, and UMNO, the largest of the three coalition 
members, remains the nation's dominant political party. 

Singapore 
Being the center of commerce and trade for the British-ruled Malaya 

Federation, Singapore became a hotbed of radical activity after World 
War II.24 Its natural harbor had made it the entry point of most goods 
coming into Malaya and the exit point for the country's primary prod
uct exports. As a consequence, it had attracted a large labor force of 
mostly unskilled workers. During the war, leftist groups were instru
mental in organizing opposition to the Japanese forces and hence 
gained the respect of many Singaporeans who even before the war 
agitated for independence from British colonial rule. Upon termination 
of the hostilities, leftists were positioned to organize dissent against 
British rule. A large labor force with high levels of unemployment was 
an easy target for their activities. 

Dissatisfaction brewed among the students as well. In contrast with 
the rest of Malaya, about 78 percent of Singapore's population was 
Chinese, with the balance composed mostly of native Malay and Indian. 
British colonial policy was biased against Chinese education. liTo the 
traditional Chinese, the most alarming aspect of colonial policy was 
its threat to Chinese education. The Singapore Chinese were concerned 
about a new education policy launched in the Federation in 1952, 
which concentrated on English and Malay schooling to the exclusion of 
Chinese. They also feared that the authorities were bent on suppressing 
Chinese education in Singapore, since in devoting the bulk of the 
finances to the English-medium schools it appeared the colonial gov
ernment was content to see Chinese education atrophy and die."2S This 

24. Malaya then consisted of a loose assemblage of regions comprising the now 
Peninsular Malaysia, Singapore. Borneo, Sarawak, and Brunei. 

25· Turnbull (1977, p . 246). 
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issue inspired protest against colonial rule and prompted leftists to 
infiltrate Chinese schools. 

A combination of student and worker discontent led the then- nascent 
People's Action Party to seek support by appealing to the left. Although 
the leadership of the PAP was mostly English-educated, they perceived 
the necessity of gaining the support of the students and workers. Since 
the left had already successfully organized these groups, PAP leader
ship advocated alliance with the left. So ironically the PAP, which is 
today considered a conservative party, started out as an alliance be
tween English-educated moderates and radical leaders whose common 
objective was to seek independence from Britain. Once independence 
was obtained, the moderate-left alliance broke down, and the left 
formed its own party, the Barisan Sosialis. Owing to a combination of 
fortuitous events and an effective strategy, the PAP managed to secure 
power solidly in the 1963 elections by capturing thirty-seven of the 
fifty-one parliamentary seats.26 Since then the party has ruled the city
state without interruption. 

The immense power of labor and the students made the PAP leader
ship realize the importance of well-paying jobs, reasonable housing 
opportunities for workers, and universal education. The end result 
has been a development strategy that has incorporated capitalist and 
socialist policies. Growth has been based on attracting foreign invest
ment and technology. Its benefits have been directed largely at improv
ing workers' welfare, most notably through housing, education, 
and productivity-based real wage increases. Leadership has promoted 
one of the most successful public housing and public education pro
grams (discussed in chapter 3) and has successfully sustained harmoni
ous business-labor relations over two decades (discussed in chapter 4). 

Indonesia 
Among the HPAEs, Indonesia came closest to officially recognizing 

the Communist Party's right to participa te in government decisionmak
ing. As in Singapore, the communists gained wide recognition for their 
efforts in helping to secure independence from a colonial power, in 
this case the Dutch. With independence, they gained the right to partici
pate in the nascent parliamentary democracy, forming their own party, 
the PKI. 

26. See Turnbull (1977). chapter 8, for an extensive discussion. 
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After battling the Dutch colonialists for their independence, which 
they finally won in 1950, the Indonesians embarked upon nation build
ing based on democratic politics. Wide ethnic, regional, and religious 
diversity gave rise to thirteen political parties, none of which com
manded a majority. The largest controlled less than a fourth of the 232 
seats in the legislature. Confronted with constantly shifting coalitions, 
President Sukarno, the hero and leader of the Indonesian struggle for 
independence, was forced to form six different cabinets between 1950 
and1956, resulting in chaos and government paralysis.27 In 1957, with 
the support of the military, Sukarno declared martial law, dissolved 
parliament, and disbanded all political parties except one-the PKI. 
Because the communist-inspired PKI strongly supported his policy of 
anti-imperialism, the bedrock of his ideology, and because he needed 
a counterweight to the military, Sukarno permitted the PKI to continue, 
delicately balancing the power of one against the other. "Sukarno was 
well aware of the potential danger to his own position of excessive 
reliance on the army, so, in addition to exploiting rivalries within 
the armed forces, he encouraged the activities of civilian groups as a 
counterweight to the military. Of these groups by far the most im
portant was the PKI."28 As Schlossstein put it, "By 1962, the PKI had 
become the most powerful political party in Indonesia and the largest 
Communist Party outside the Soviet Union and China."29 

Sukarno's leadership during the campaign against the Dutch made 
him a national hero revered by the general population. The army 
avoided direct confrontation with him despite its discomfort with his 
association with the communists. Even when Sukarno withdrew his 
country from the United Nations and realigned with China, the army 
stayed quiet, not intervening until the bloody events of September 30, 
1965, when the army under General Soeharto stepped in and forcefully 
took power from Sukarno. 

The immediate catalyst for the takeover was the abduction and mur
der of six army generals. To this day it remains unclear who was behind 
the attack. Interviews, trial records, and newspaper accounts point to 
a group of disgruntled junior officers in the army and senior officers 
of the air force. Be that as it may, the army seized the opportunity to 
eradicate the PKI and depose Sukarno in what it called a counter coup 

27· Schlossstein (1991). 
28. Crouch (1978, p. 43). 
29· Schlossstein (1991 , p. 47)· 
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to preserve the republic. In the military's view Sukamo had leaned 
too heavily on the PKI, the military's principal political adversary. A 
bloodbath ensued in which hundreds of thousands of alleged commu
nist supporters were killed. From this bloody confrontation arose Soe
harto's New Order Regime. 

The New Order regime inherited a sick economy, plagued by hyper
inflation, deteriorating infrastructure, worsening poverty (especially in 
the rural areas), and declining GNP. To differentiate itself from Su
kamo's "Guided Democracy" regime, Soeharto and his generals con
fronted these problems directly and used their success as the rationale 
upon which to base their continued rule.30 They hoped to gain legiti
macy through sustained economic development despite their repres
sion of electoral politics.31 

The success of the New Order is now well documented. Inflation 
fell from a high of 1,000 percent in 1965 to under 10 percent by the 
early 19705, where, except during the two oil crises, it has remained.32 

Infrastructure was expanded and improved over the past twenty-five 
years.33 And, as documented in chapter I, per capita income increased 
tremendously while poverty and income inequality declined signifi
cantly. Except for the other Asian high performers, no other developing 
country has achieved such remarkable gains. This record highlights 
the importance of shared growth to the success of the New Order and 
Soeharto's continued hold on power, which to this date has not been 
challenged. 

Thailand 

Compared with its East Asian neighbors, Thailand seems the most 
unstable politically. Since Thailand's transformation from an absolute 
monarchy to a constitutional monarchy in 1932, the country has experi
enced ten coups and sixteen failed coup attempts.~ In stark contrast, 

30. This is not to say that military officers did not have any material self-interest in 
the perpetuation of their rule. As dIscussed in chapter 5, they accumulated wealth. But 
this accumulation was linked to the sustainability of growth and the spread of benefits 
to the more general population. 

31. Crouch (1978); Liddle (1991). 
32. See figure 6-3 in chapter 6. 
33. World Bank (19gob). 
34. Morell and Samudavanija (1981); Schlossstein (1991). In essence, the constitutional 

monarchy embodied a sharing of power between the military and the king, though from 
1932 to 1957, the king held very little sway over political events. It was not till 1957 
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Indonesia and South Korea have each had one (two in South Korea if 
the assassination of President Park is included) and the other high 
performers none. Remarkably, the country has not disintegrated and, 
despite constant threats from communist-backed groups in the 1960s 
and 1970s, did not succumb to the peasant-based insurgency that dis
placed Western-aligned governments in neighboring Vietnam, Laos, 
and Cambodia. 

The communist threat has hovered over various Thai governments 
since the thirties. The 1932 coup, which brought the military to the 
forefront of politics, was instigated in part because of the fear of rising 
communism. Among the first acts of the new government was to pro
mulgate a harsh anticommunist law. It "passed a law legitimizing the 
change of administration by coup d'etat and at the same time adopted 
a decidedly anti-communist stance."35 The communist threat persisted, 
occasionally erupting in armed conflict, and worsened during the Viet
nam War. With the fall of the military government in 1973 and the 
restoration of democratic politics, the left emerged as a powerful politi
cal force with the support of students in Bangkok and farmers primarily 
from the Northeast.36 The three chaotic years that followed saw labor 
strikes, student protests, and rural insurgency. When the military seized 
control again in 1976, it enjoyed broad support from the monarchy, 
the business community, and the middle class. Since then the threat 
of communist takeover has subsided, though until recently intermittent 
skirmishes with Vietnamese troops took place on the Cambodian bor
der. Students, workers, and farmers have shifted their political focus 
from overthrow of the establishment to demands for increased partici
pation in policymaking through democratic processes. 

Nevertheless the coups have continued. General Prem successfully 
staged one in 1980 and put down two attempts, one in 1981 and another 
in 1985. In 1988 he stepped down when the first popular elections in 
more than a decade were held. In 1990 the military once again stepped 
in but quickly abdicated to civilian authority in the face of mounting 
local and international pressure. 

when General Sarit lifted the monarchy to a more prominent role in politics (largely to 
legitimize his own rule) that the king has been able to influence the government. 

35· Wyatt (1982, p. 247)· 
36. Wyatt documents the proliferation of communist literature among students and 

farmers, for example, Mao's famed red book, during this period. The availability of 
radical writing was largely circumscribed before this period. 



Leadership and the Principle of Shared Growth 43 

The survival of the Thai state despite the continuing change in re
gimes seems nothing short of a miracle. Several analyses evolve around 
the role of the monarchy since 1957.37 In essence, they argue that Field 
Marshal Sarit's use of then-young King Bhumibol in 1957 to build 
political support for his military regime immersed the monarchy once 
again in the thick of politics. Since then, say these studies, the monarchy 
has become the arbitrator of last resort whose role is to resolve conflicts 
among the different factions that make up the elite. His role as such 
has led to stability despite numerous coups. 

This explanation is weak in one way. Why would the elites, the 
military in particular, grant the king so much leverage when the king 
has little or no coercive capacity? The citizenry's respect and reverence 
for the king has never stopped military regimes in other developing 
countries from deposing a king and permanently eradicating the mon
archy. 

The answer perhaps lies in the economy. The different elite factions 
have carved out their own respective portions of the economy. Different 
military groups have established ties with business elites and have 
developed a significant material interest in the success of the economy. 38 

The monarchy has as well. "Today, the Crown Property Bureau, which 
manages the royal wealth, owns 31.75 percent of the Siam Commercial 
Bank and 37.4 percent of Siam Cement, in addition to 13,000 acres of 
prime real estate in central Bangkok. Altogether the royal family has 
shareholdings in some forty Thai companies, including 10 percent of 
Honda (Thailand), 10 percent of YKK Zipper (Thailand), and 7.5 percent 
of Minebea Electronics, all major Japanese affiliates."39 Furthermore, 
twenty-five years of economic development have created a wealthy 
middle class. Real per capita incomes have more than doubled since 
1960. Poverty in the country has declined significantly from 57 percent 
in the early 1960s to 25 percent in the late 19805. Although some regions 
have remained poorer, especially in the Northeast, in each place the 
incidence has declined considerably.40 And finally, income inequality 
as measured by the Gini index has declined slightly from around .43 

37. Several explanations for this exceptional phenomenon have been proposed, in
cluding those of Morell and Samudavanija (1981) and Wyatt (1982). 

38. Riggs (1966) provides some documentation, and Schlossstein (1991) offers some 
anecdotal evidence. 

39. Schlossstein (1991, p. 178). 
40. World Bank <t993b); Oshima (1993, p . 214) . 
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in the late 1960s to around .40 in 1990, with a slight rise to .45 in the 
mid-l9Bos because of the second oil crisis and the drop in farm prices.4) 

Given that a relatively broad cross section of society has benefited 
from economic growth, including the growing numbers of middle
class workers, one would expect conflicts among elite factions to be 
resolved quickly to prevent damage to the economy. With the mon
archy as final arbiter, most coups have been bloodless, with the king 
tipping the balance in favor of or against the coup plotters. Leaders of 
the defeated camps are normally exiled.42 Even those coups that were 
relatively violent never approached the magnitude of violence of coups 
in other countries. The coup of 1976, which resulted in fewer than one 
thousand deaths, pales in intensity when compared with the estimated 
hundreds of thousands that disappeared during and immediately fol
lowing the 1965 coup in Indonesia.43 Hence, although regime legitimacy 
has been premised on the support of the monarchy, that support ulti
mately flows from the prosperity enjoyed by important groups, in
cluding the growing middle class. 

Wealth Sharing, Regime Stability, and Growth 

Wealth sharing has been critical to the HPAEs. It has resulted in 
relatively high political stability and, consequently, higher levels of 

41. Oshima (1993, p. 202). Oshima's data also show that inequality has generally 
been lower in Thailand than in Singapore or Malaysia even though inequality has fallen 
more sharply over time in the latter countries. It should also be noted that in a fair 
number of countries in Latin America and Africa, inequality has not only been much 
higher but has also increased over time (see chapter 1). The latest World Bank report 
on Thailand (1993b) indicates that income distribution has not improved since the early 
1980s, contrary to Oshima's findings, with regional disparities increasing. 

42. The monarch, King Bhumibol (1946-present), is widely known to be a fair and 
forgiving man. Interviews with various officials and researchers suggest that his reputa
tion has been key to giving him the influence to resolve conflicts. There is strong evidence 
that this may be true. The king has three daughters and one son. His son, the crown prince, 
Maha Vajiralongkorn, is widely known to be his "black sheep" and to be unpopular with 
the people. In contrast, one of his daughters, Princess Sirindhorn, is seen as much like 
her father. In 1977 the king had the succession law (with respect to the monarchy) 
amended to allow women to ascend the throne and has been grooming the princess to 
succeed him. 

43. Morell and Samudavanija (1981); Crouch (1978). Other estimates of deaths have 
ranged from 78,500 to 1 mill ion. 



Leadership and the Principle of Shared Growth 45 

investment. It has also indirectly muted the impetus for lobbying, which 
also has led to more investment. 

Much debate about the impact of income inequality on political 
stability has occurred.44 The experience of the HPAEs may help clarify 
this debate. The wealth-sharing mechanisms found in these countries 
essentially involve asset transfers as opposed to pure income transfers, 
for example, land reform versus food subsidies. Asset transfers repre
sent a future stream of income. That stream is dependent on the perfor
mance of the economy over time. Because assets assure individuals 
that they will share in some of the benefits of growth, giving them 
assets (in the form of skills and physical property) will encourage them 
to support growth-promoting policies and inhibit them from disrupting 
the economy. In other words, wealth-sharing mechanisms in the HPAEs 
have acted as credible signaling devices to the general population that 
they will benefit from growth. 

Some recent econometric work strengthens the argument that lower 
inequality, which wealth sharing promotes, leads to greater political 
stability. It also clarifies the link between income distribution and 
growth. Alesina and Perotti conducted a cross-section econometric 
analysis of the relationship among income distribution, political insta
bility, and investment for a sample of sixty-four countries.45 Their analy
sis suggests that improvements in income distribution reduce political 
instability, which in tum has a modest impact on the percentage share 
of investment in GOP. As an index of income distribution, they use 
the share of income received by the third and fourth income quintiles. 
These quintiles roughly represent the size of the middle class. For 
a measure of political instability, they adopt a sociopolitical index 
developed by Oipak Gupta.46 The index is a weighted average of various 
social and political variables: the nature of the political regime (demo
cratic or otherwise); the number of strikes, coups, protests, deaths from 
political violence, politically motivated attacks, assassinations, and exe
cutions that occurred in a country during the period of investigation. 
They conclude that "an increase by one standard deviation of the share 
of the middle class causes a decrease in the index of political instability 
of about 1.2, which corresponds to about one-fifteenth of the average 

44. See, for instance, the review article by Lichbach (1989). 
45. Alesina and Perotti (1992). 
46. Gupta (1990). 
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TABLE 2-1. Income Share of the Middle Class in HPAEs, 1973 

eOUllln) 1973 

HPA£s 
Hong Kong 46.00 
Indonesia 41.20 
Korea 48.40 
Malaysia 37.50 
Thailand 44.80 

HPAE average 43.58 

Source: World Bank, World DL'vclopmellt Report (Washington, Various Years). 

value [of the index]. This in turn causes an increase in the share of 
investment in GOP of about 1 percentage point."47 

Assume that the Alesina-Perotti analysis holds for a more general 
population of countries.48 Then the suggestion is that by the creation 
of a relatively stable political environment, wealth sharing in the 
HPAEs has resulted in a modest increase in the share of investment 
in GOP. Table 2-1 shows the average income share of the middle class 
in five of the HP AEs for 1973. The Alesina and Perotti data on the 
share of the middle class are for years surrounding either 1960 or 1970. 
The mean for all countries that they compute is 33.27, and the standard 
deviation is 5.57. Based on the data in table 2-1 the HPAEs are approxi
mately 1.85 standard deviations above the mean. If one takes this 
deviation as reflecting the impact of wealth sharing, then the Alesina
Perotti model implies that wealth sharing may have contributed ap
proximately 1.85 percentage points to the share of investment in GOP 
in the HP AEs. Figure 2-1 compares the average share of investment in 
GOP between the HP AEs and other developing countries for the period 
1970-88. The average for the HPAEs is approximately 8 percentage 
points higher. This increase suggests that wealth sharing may well 
have accounted for 23 percent of the HPAE differential in investment 
shares with the other countries. 

In fact, the contribution of wealth sharing may be larger. Many 

47. Alesina and Perotti (1992) 

48. We recognize that this is a very strong assumption. It is, however, reasonable to 
assume that their policy implications- reducing income inequality leads to an increase 
in investment- hold. Hence, at the very least, the qualitative aspects of our argument 
hold. 
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FIGURE 2-1. Share of Investment in Gross Domestic Product, HPAEs, and 
Other Developing Countries 
Investment/GOP (percent) 
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SOl/ree: World Bank (1993a). 

scholars have argued that lobbying necessarily retards growth. In the 
first place, it diverts resources to unproductive uses.49 In the second, 
it creates uncertainty in the policy environment since it puts pressure 
on the government to change policies. The first affects growth directly 
by wasting resources. The second does so indirectly by discouraging 
private investment. 

Wealth sharing in the HPAEs was pursued primarily to build a 
broader base of political support. A broad support base gives a political 
regime greater freedom to pursue economically rational policies since 
they are better able to reject demands from particular interest groups. 
Regimes whose support is based on narrow interests have to cater to 
the demands of those interests whether they like it or not (and whether 
the demands are economically rational or not). Otherwise, they are 
likely to lose power. The returns to lobbying differ between these two 
types of regimes. In particular, under broad-based regimes, returns are 
likely to be lower since the probability of success is lower. Given 
lower returns, interest groups will thus allocate fewer resources (at 
the margin) to lobbying, leaving more for investment. Furthermore, 

49. Bhagwati and Srinavasan (1982); Olson (1982). 
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TABLE 2-2. Survey Rankings: Effectiveness of Lobbying in Fourteen Newly 
Industrializing Countries 

Regioll 

alld 

eOlllltn} Rallk 

HPAEs 

Singapore 1 
Hong Kong 2 
Malaysia 3 
Korea 5 
Taiwan 6 
Thailand 10 
Indonesia 13 

Average 5.7 

Otller eOlllltries 

Mexico 4 
South Africa 7 
Hungary 8 
Venezuela 9 
Brazil 14 
Pakistan 11 
India 12 

Average 9.3 

Source: World Bank (1992). 

because there is less lobbying activity, the uncertainty surrounding the 
policy environment is likewise reduced. This, too, leads to increased 
investment. 

We of course are not claiming that there is little or no lobbying in 
the HPAEs. On the contrary, there has been, but as table 2-2 suggests, 
it has been less effective and thus (given rational behavior) may be 
less extensive. The table shows the rankings of fourteen newly industri
alized countries (inclusive of seven HPAEs) based on the effectiveness 
of lobbying by special interest groupS.50 A low number indicates that 
lobbying is relatively less effective. A remarkable positive correlation 
between the HP AEs and the rankings exists. Although not definitive, 

50. We emphasize that we are not claiming that no lobbying occurs in the HPAEs. 
On the contrary, we presume there is, but we argue that the efforts are less effective. If 
individuals are rational, then if their efforts bring less return, they will reduce them at 

tire margill. 
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this suggests that, for most of the HPAEs, wealth sharing may well 
have contributed more substantially to investment and growth than 
has been indicated above. 

The notion that legitimacy would be based on the promise of prosper
ity raised the issue of how prosperity would be shared. The principle of 
shared growth or what has been called "developmental policy without 
losers" was adopted by all the high-performing Asian economies to 
differing degrees. As the discussion in this chapter suggests, wealth 
sharing was accomplished differently according to national circum
stances. 



Three 

Wealth-Sharing Mechanisms 

I N CONTRAST with leaders in many other developing coun
tries, leaders in the high-performing Asian economies 

(HP AEs) recognized the importance of establishing broad support for 
the regime. Obtaining the support of ordinary people was essential to 
the leaders' development strategy. Wealth-sharing mechanisms were 
designed precisely to achieve this objective. These mechanisms ranged 
from coercive, such as land reform, to more discrete measures, such 
as public investment in rural infrastructure. All were intended to raise 
the standard of living of the general population. 

The mechanisms differ fundamentally from the subsidies for food 
and fuel typically found in other developing countries. Instead of these 
direct income transfers, which may alleviate hardship in the short run 
but do little to improve the recipients' long-term prospects, wealth
sharing mechanisms offer nonelites opportunities for upward economic 
mobility.! For instance, land reform in conjunction with the necessary 
support, for example, credit facilities and farm-to-market roads, enables 
peasants to participate actively in agricultural markets. Moreover, since 
they own the land, they can invest in improving productivity with 
some assurance that they will benefit from increased yields year after 
year. In contrast, kerosene or fertilizer subsidies, while helpful to peas
ants, depend on government whim and thus implicitly on the capacity 
of peasants to organize, demonstrate, and possibly riot. 

In general, then, wealth-sharing mechanisms give the broader popu
lation real assets that, if used productively, will provide a continuous 
stream of returns over the long term. Income transfers are one-shot 
deals that could conceivably be repeated each year but could also be 
reduced or terminated at any time. Wealth-sharing mechanisms in
crease the beneficiaries' self-reliance and give them a stake in the con tin-

1. Ranis (1989) makes a similar argument for Taiwan. 

50 
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ued stability and success of the regime. Income transfers induce depen
dence while simultaneously offering incentives for recipients to press 
demands on the government or even to destabilize it if the subsidies 
are withdrawn. 

Land Reform and Rural Development 

Land reform has been successfully implemented in very few societies. 
Among the successes, Taiwan is perhaps the best known. Given the 
Kuomintang's tenuous position in Taiwan, the party needed the sup
port of the native Taiwanese. Land reform was used to build broad 
support among the island's predominantly rural population. The 
KMT's land reform program, introduced in 1949, began with the estab
lishment of a rent ceiling. A tenant's rent was limited by law to 37.5 
percent of the annual crop yield. By lowering the effective return on 
land, this restriction lowered land values, thus lowering the opportu
nity cost to landowners of disposing of their land. In the same year, 
public land was sold to tenant farmers. "The size of the parcels was 
limited according to predetermined fertility grades, and the average 
size was 1 chia.2 Selling prices were 2.5 times the value of the annual 
yield of the main crops; payments in kind were set to coincide with 
the harvest season over a ten year period."3 This was then followed 
by the Land-to-the-Tiller program, which required landowners to sell 
excess land to the government, which in turn would sell it to tenant 
farmers on the same terms as the sale of public land. Landowners were 
allowed to retain three chia (approximately nine acres) of medium
grade land and were paid in bonds (70 percent) and stocks (30 percent) 
in four public enterprises (which were previously owned by the Japa
nese) for their excess land. 

Besides redistributing land, the government took measures to inte
grate the production of the peasants-turned-farmers with the market. 
The regime understood that the quality of information in agricultural 
markets can increase the importance of the middleman and can deter 
small farmers from getting maximum benefits. Public policies, in
cluding the supervision of uniform weights and measures, engineering 
standards, and social surveys, were introduced to reduce the costs to 

2. One chia is equal to 2.97 acres. 
3. Fei, Ranis, and Kuo (1979, p. 40). 
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TABLE 3-1. Distribution of Land and Owner-Cultivated Households 
in Taiwan, by Size of Holding, 1939 vs. 1960 

Percent distribution of owner-

Size of holding" 
cultivated households 

(chia) 1939 1960 

Less than 0.5 43.2 20.7 
Between 0.5 and 1 20.9 45.9 
Between 1 and 3 24.6 30.1 
Greater than 3 11.3 3.3 

Total 100.0 100.0 

Source: Fei, Ranis, and Kuo (1979). 
a. One chia is equal to approximately .97 hectares or 2-47 acres. The 1960 data exclude 

public and private commercial farms, which are all larger than 10 chia and account for 
about 6 percent of total land and less than .1 percent of the number of holdings. 

the small farmer of participating in markets. Price information was 
disseminated to the peasantry, and marketing channels were provided 
to reduce the rents extracted by middlemen. Village councils were 
created to discuss local land and market management issues such as 
irrigation. As a result, today Taiwanese farmers receive a far greater 
share of the final price for their produce than do farmers in Africa.4 

The direct impact the land reform program had on asset ownership 
is demonstrated in table 3-1. In 1939, 11.3 percent of the farms had an 
area over three chia (14.85 acres), and 43.2 percent had an area of less 
than one-half chia (1.485 acres). By 1960, only 3.3 percent of the farms 
were larger than three chia and 20.7 percent smaller than one-half chiao 
Table 3-2 shows that the number of landowners increased and the 
number of tenants declined substantially between 1939 and 1960. 

Land reform combined with the various support programs men
tioned dramatically influenced income distribution. As table 3-3 dem
onstrates, owner-farmers and part-owners (those who work their own 
land as well as rent from other owners) tend to earn more than the 
tenants. The implication is that an increase in ownership leads to an 
increase in incomes of farmers. One analysis has "estimated the shares 
of farm income by recipient before the land reform, using the 1936-

4. In general, African farmers receive 30 to 60 percent of the terminal market price 
of their goods, whereas Asian farmers receive from 75 to 90 percent. See Raissudin and 
Rustagi (1987, p. 1<>9). 
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TABLE 3-2. Percent Distribution of Farm Families and Agricultural Land 
in Taiwan, by Type of Cultivator, 1939-40 vs. 1959-60 

Period 

1939-40 
1959-60 

Owner 

32.0 
64.0 

Distribution by fann families 

Part owner 

31.2 

21.0 

SOl/ree: Fei, Ranis, and Kuo (1979). 

Tellallt 

36.8 

15.0 

Land distribution 

Owner 

43.70 

85.60 

Tenant 

56.30 
14.40 

TABLE 3-3. Farm Incomes by Categonj of Farmers in 1963, Taiwan 
In Taiwan dollars 

Oltegon) Per family farm Per hectare Per persoll 

Owner-farmer 34,853 26,998 4,019 

Part-owner 39,095 25,252 4,274 

Tenant 29,377 17,754 3,038 

SOl/ree: Fei, Ranis, and Kuo (1979). 

1940 average, and after the land reform, using the 1956-1960 average. 
According to these estimates the share of cultivators in farm income 
increased from 67 percent to 82 percent; the share of government and 
public institutions, which received repayments from new landowners, 
increased from 8 percent to 12 percent; but the share of landlords and 
money-lenders declined from 25 percent to 6 percent."s In short, income 
inequality declined. 

Land reform was also an important wealth-sharing mechanism in 
South Korea, where an initial attempt was undertaken at the prodding 
of the United States in 1947, and a subsequent, more extensive round 
of reform was instituted at the government's initiative after the Korean 
War.6 

In a rather elaborate simulation-planning exercise, Irma Adelman 
and Sherman Robinson have investigated the interactive effects of vari
ous rural development programs on income distribution and poverty 

5· Fei, Ranis, and Kuo (1979, p. 44)· 
6. One of the first policies implemented by the South Korean leadership after the 

civil war was land reform. The government took over landlord properties, paid the latter 
nominal compensation, and distributed the land to more than 900,000 tenants. The effort 
practically eliminated tenancy. 



54 The Key to the Asian Miracle 

TABLE 3-4. Overall Effectiveness of Simulated Experimental Programs 
in South Korea, 1978 
Percent 

SImulated program 

Land reform 
Public works and 

small-scale industry 
Cooperatives 
Productivity and 

marketing 
Consumption subsidy 
Education and 

demographic change 

All programs 

All programs but land 
refonn 

Rural 

Income of 
bottom decile 

28.7 

30.4 
5.7 

3.4 
5.9 

7.9 

77.6 

63.5 

Souree: Adelman and Robinson (1978). 
n.a. Not available. 

Urban 

Households 
in poverty 

Income of 
bottom decile 

C/ranges in indicators 

-4.6 n.a. 

-4.7 2.8 
-2.1 n.a. 

-0.9 n.a. 
- 1.4 1.0 

- 1.1 - 3.5 

-10.7 n.a. 

- 9.6 n.a 

Households 
in poverty 

n.a. 

- 0.6 
n.a. 

n.a. 
- 0.4 

0.7 

n.a. 

n.a. 

in South Korea. Land reform is one component? Their objective was 
to determine what types of programs would yield the largest impact 
over the medium term. They constructed a basic model of the Korean 
economy, taking great pains to calibrate it so that its predictions came 
close to actual outcomes over a predetermined period; for example, 
the predicted distribution of national income across standard categories 
corresponds roughly to the actual GNP accounts during the period. In 
essence, the basic model was made to mimic the development of the 
Korean economy over a nine-year period, 1964 to 1972. Having satisfac
torily established a representative model, they conducted several simu
lation experiments or programs including one on a simulated land 
reform. Because the model incorporates all the interactive effects of the 
various simulated programs, the simulated outcomes represented the 
predicted overall effect of each program. 

Several observations are pertinent (table 3-4). First, among the indi-

7 Adelman and Robinson (1978). 
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TABLE 3-5. Sources of Income of Farm Families by Decile, 1966, 1975 
Percent 

Agricultural Nonagricultural Agricultural Nonagricultural 
Decile' income income income income 

1966 faml families 1975 farm families 

1 54.7 45.3 33.9 66.1 

2 55.3 44.7 37.3 62.7 

3 57.3 42.7 39.0 61.0 

4 61.0 39.0 40.6 59.4 

5 64.3 35.7 43.1 56.9 

6 65.5 34.5 44.4 55.6 

7 68.5 31.5 46.0 54.0 

8 70.1 29.9 48.4 51.6 

9 70.2 29.8 50.8 49.2 

10 67.6 32.4 52.4 47.6 

All deciles 65.9 34.1 46.3 53.7 

Sources: Calculated from DGBAS. Report on tile SurvetJ of Family Income and Expl'nditure, 
1966 and 1975· 

a. Arranged from lowest to highest income. 

vidual programs, land reform has the most favorable impact on income 
distribution. Second, land reform and the public works and small-scale 
industry programs are much more effective in reducing poverty than 
are the other programs. Third, promoting rural development, that is, 
implementing all the simulated programs, leads to greater reductions 
in the incidence of poverty and income disparities than either of the 
two programs taken individually or jointly. And fourth, without land 
reform, rural development programs would be less successful at ad
dreSSing both poverty and income inequality.s 

Adelman and Robinson also conduct experiments tailoring some of 
the above programs to urban areas. As table 3-4 suggests, the retrofitted 
urban programs were less likely to affect poverty or inequality. Rural 
development would go much further in improving income distribution 
and reducing poverty. Taiwan's experience bears out this observation. 
Table 3-5 compares the proportion of incomes of farm families stem-

8. The effect of excluding land reform may likely be greater. By the 19605 land 
distribution in the rural areas of Korea was much more equitable than in most other 
developing countries, perhaps better than all of them except Taiwan and Japan. The 
basic model already embodied this observation. 
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ming from agriculture and nonagricultural sources in 1966 to the pro
portion in 1976. During this decade almost a 50 percent jump occurs 
in the proportion attributable to nonagricultural sources. "For rural 
families agricultural income consistently was less equally distributed 
than non-agricultural income .... Thus, the steady increase of opportu
nities in rural by-employment available to members of rural families, 
especially the poorer ones ... contributed favorably to FlD equity ."9 The 
implication is clear. Rural development matters for income distribution. 

Investing in Education and Promoting 
Labor-Intensive Manufacturing 

Economists have often argued that education's contribution to hu
man capital accumulation is critical to the development of a country. 
All of the HPAEs have invested heavily in education and, unlike many 
other developing countries, have concentrated on primary and second
ary schooling. The share of the educational budgets allocated by the 
HP AEs to basic (primary and secondary) education is significantly 
higher than the share allocated by other developing countries. Tertiary 
education has been left largely to the private sector.1O 

The benefits of focusing on primary and secondary education are 
substantial. The higher the enrollment rates in primary and secondary 
education, the higher the growth in a country's per capita gross domes
tic product. Nancy Birdsall and Richard Sabot estimate that "a 10 

percentage point increase in primary school enrollments in 1970 (among 
a sample of 98 developing countries) would have increased average 
annual growth in real per capita GOP between 1980 and 1985 by .21 
percentage point; a 10 percentage point increase in secondary enroll
ments would have increased the growth rate by .33 percentage point."11 
An increase in human capital is one outcome caused by increased 
education. But another reason has to do with the potential spillover 

9. Fei, Ranis, and Kuo (1979, p. 315). An important component of rural development 
in Taiwan was the diversification of agricultural production to include fruits, vegetables, 
and livestock, all of which led to the proliferation of small- and medium-scale industry 
in the rural areas, for example, processing plants. See Oshima (1993). 

10. World Bank (1993b). For an extensive analysis of human capital formation, educa
tion, equity, and growth, see Birdsall and Sabot (1993). The discussion in this section is 
based on their work. 

11. Birdsall and Sabot (1993, p. 96). 
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effects of education. The social return to primary education is much 
higher than to tertiary education, and the return to secondary education 
about equal to tertiary education.12 Hence, countries that invest more 
in primary education are more likely to experience larger spillover 
effects. Faster growth occurs in these countries because of the larger 
spillovers. Furthermore, primary school graduates increase secondary 
school enrollments while secondary school graduates increase the pro
portion of college-age students enrolled in universities. Therefore the 
absolute magnitude of spillovers from secondary and tertiary education 
for any given time will be higher than in countries that invest less in 
primary education, resulting in a higher annual growth rate on average. 

A focus on basic education also leads to a reduction in income in
equality. Basic education increases the number of skilled workers. 
When skilled workers are in short supply, they are likely to earn much 
more than unskilled or semiskilled workers. That is, the difference 
between the wage of a skilled worker and other workers will be higher. 
In the terminology of Birdsall and Sabot, skilled workers will earn a 
scarcity premium. This premium (and thus inequality) contracts with 
the expansion of basic educationY 

A significant negative correlation exists between enrollment rates in 
basic education and income inequality.14 Moreover, a comparison of 
Brazil and Korea shows that in Korea (when standardized for other 
characteristics such as employment experience) "in 1976 workers with 
high school education earned 47 percent more than primary school 
graduates; by 1986 that premium had declined to 30 percent. Similarly, 
the premium earned by workers with higher education declined from 
97 to 66 percent. ... The net effect of educational expansion was to 

12. World Bank (1993a); World Bank, World Development Report. Whenever social 
returns are higher than private returns, there are positive externalities. For example, a 
worker's productivity is likely to increase with increased literacy among his or her 
coworkers. Literacy makes a worker more capable of doing a job efficiently. However, 
if coworkers are also literate, then a worker can become even more efficient since his 
or her coworkers are less likely to make mistakes, can understand instructions more 
quickly, and so on. 

13. Birdsall and Sabot also make a case for reducing the gender gap. They show 
that, in East Asia, the difference in male-female enrollment rates has declined substantially 
(especially at the primary level) relative to other developing countries. Given that returns 
on education to men and women are more or less the same (see their figure 9), a narrowing 
of inequality is implied. 

14. See Clarke (1992). Based on a sample of eighty countries. 
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TABLE 3-6. Educational Composition of Male Wage Labor Force 

Edllcatiollal 
Brazil Edllcatiollal Korea 

level 1976 1985 level 1976 1986 

Elementary 
Uneducated 25.6 20.5 and below 19.6 7.5 
Primary 

(lower) 45.5 40.8 Middle 30.5 25.4 
Primary 

(upper) 17.8 21.6 High school 32.2 43.5 
Secondary 6.7 11.1 Junior college 2.6 4.8 
University 4.4 6.0 University 15.1 18.8 

Source: Birdsall and Sabot (1993). 

reduce substantially, by 22 percent, inequality of pay over the de
cade. . .. By contrast, over the same period, in Brazil the wage premium 
earned by university leavers was 159 percent in 1976 and 151 percent 
in 1985 .... The net effect of educational expansion in Brazil over the 
decade was to increase inequality of pay roughly by 4 percent."IS The 
difference in outcomes is clarified in table 3-6. During the decade in 
question, the composition of the labor force that had less than an 
elementary education remained high in Brazil but fell drastically in 
Korea. The composition with a secondary education increased only 
slightly in Brazil but jumped substantially in Korea. The implication 
is that Korea's emphasis on primary and secondary education provided 
skills for a larger proportion of its labor force. An increase of skilled 
workers lowered the scarcity premium. 

Among the HPAEs, Korea has put the most emphasis on public 
provision of universal primary and secondary education and the pro
motion of labor-intensive manufacturing as a means to reduce wealth 
disparities. The expansion of primary and secondary education began 
almost immediately after the Korean War and perhaps was partly a 
consequence of the war. With little else to invest in, the education of 
children, especially given the cultural importance of education, became 
an attractive option to parents. 

The ascension to power of Park Chung Hee and the concomitant 
switch to export-oriented industrialization in 1964 led to a rapid growth 
phase in the economy. As in Taiwan, Korea depended heavily on 

15. Birdsall and Sabot <I993, pp. 106- 07). Emphasis added . 
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the production of labor-intensive commodities. Industry continuously 
absorbed growing numbers of workers, reducing the ranks of the unem
ployed and attracting labor from the rural sector. As firms moved up 
to more sophisticated stages of production, the literate and educated 
work force was able to meet the firms' changing and growing demands. 
From 1970 to 1990, wage employment as a percentage of total employ
ment in Korea increased from 39 percent to 60 percent, and urban 
unemployment rates declined from 7.4 percent to 2.4 percent.16 At the 
same time, as shown in chapter 1, real earnings in manufacturing per 
employee in Korea increased by an average of slightly more than 8 
percent a year during the same period. Hence, as the demand for labor 
increased, so did the real incomes of workers. 

The Korean leadership may not have consciously attempted to link 
distribution with growth. Nevertheless a relatively egalitarian distribu
tion emerged because favorable initial conditions were already in place, 
that is, high levels of basic education and land reform; labor-intensive 
production permitted the full exploitation of the initial conditions. 

We need look no further than Thailand to see the price paid for 
underinvesting in education. The experience of Thailand highlights the 
importance of more active government intervention in distributing the 
benefits of growth. Thailand underinvested in postprimary education, 
which had a deleterious effect on income distribution in the 1980s as 
the economy shifted to more skill-intensive manufacturing. 

In Thailand, the proportion of the population completing some post
primary education has been lower than in the other successful Asian 
economies. Secondary enrollment rates have been much lower than 
the rates in the other HP AEs-in fact, lower even than the average for 
low-income countries (table 3-7). Birdsall and Sabot present a simple 
regression of secondary enrollment rates with per capita income. Thai
land was barely at the mean enrollment rate in 1965 given its per capita 
income then; in 1987 it fell far below the corresponding mean. 

The economy has also been undergoing a major restructuring, mov
ing from a largely primary-product-based one to a more skill-based 
manufacturing economy (table 3-8). This transition has produced an 
increasing demand for more skilled workers. Both industry and services 
have gradually emphasis impetus from workers with primary educa
tion to those with secondary, vocational, and tertiary education 

16. Birdsall and Sabot (1993, tables 14, 15)· 
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TABLE 3-7. Primary and Secondary Enrollment Rates 
in the High-Performing East Asian Economies 

Region 
and 

country 1965 

Primary 

High-perton/ling East Asian economies 
Indonesia 72 
Thailand 78 
Malaysia 90 
Korea 101 
Singapore 105 
Hong Kong 103 

1987 

118 
95 

102 
101 
n.a. 
106 

1965 

12 
14 
28 
35 
45 
29 

SOllrce: World Bank, World Development Report (Washington, 1990). 

TABLE 3-8. Distribution of Exports: Thailand 
Percent of total exports 

Export products 1970 

Heavy manufactures 12.3 
High-skill light manufactures 0.8 
Low-skill light manufactures 1.9 
Primary products 833 

Source: Dollar (1991). 

1979 

10.9 
6.4 

13.1 
66.8 

Secondary 

1987 

46 
28 
59 
88 
n.a . 
74 

1986 

4.5 
17.1 
19.6 
54.4 

(table 3-9). This suggests that the supply of better-skilled workers has 
failed to keep up with the demand, and wages for such workers have 
increased faster. Two effects follow: firms tend to substitute capital for 
labor, and skilled workers earn much higher scarcity rents. Both results 
lead to a deterioration in income distribution.17 

Promoting Small- and Medium-Sized Enterprises 

To encourage the broad-based development of the private sector, 
most of the HPAEs introduced support systems for small- and medium-

]7. As a corollary, because the lack of skills restricts a still-large proportion of the 
work force to agricultural work, a change in the terms of trade between agriculture and 
industry (in favor of the latter) can make matters worse. The decline in world prices for 
primary products in the 1980s did indeed tum the terms against agriculture. World 
Bank (1993b). 
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TABLE 3-9. Educational Composition of the Thai Labor Force, by Sector 
Percent 

Agriculture Industry Services 

Education 1977 1986 1977 1986 1977 1986 

Less than four years 
of primary school 17.7 11.1 12.1 8.1 13.9 8.3 

Elementary 81 85.3 77.1 69.8 57.4 51 
Secondary 1.2 3 7 13.9 13.9 15.8 
Vocational 0 0.3 2.3 4.5 4.9 7.6 
Teacher 0.1 0.1 0.2 0.5 6.2 8.1 
University 0 0.1 1.3 3.2 3.6 9.2 

Source: Dollar and Brimble (1990). 

sized enterprises (SMEs). SMEs generally have difficulties obtaining 
long-term credit to finance capital improvements. They also find it 
hard to obtain better technology and acquire the necessary skills to 
use the technology and break into markets, particularly export markets. 
Hence, a nontrivial SME sector cannot be established without external 
assistance. The support programs in three of the first-tier (more ad
vanced) HP AEs-Japan, Korea, and Taiwan-have produced modestly 
positive results.18 It is still too early to tell whether the programs of 
the southern-tier HP AEs-Thailand, Malaysia, and Indonesia-will be 
as effective. But the three have established such programs. Unlike many 
other developing nations, these countries have made a conscious effort 
to promote a broader-based private sector. Taiwan has been notably 
successful. The creation of industrial parks in the rural areas and intro
duction of government support activities has produced one of the most 
dynamic and vibrant SME sectors in the world. 

In stimulating the economy, the Kuomintang strongly encouraged 
the development of small- and medium-sized enterprises. Again, this 
action was a response to its defeat in the mainland. While asserting strict 
control over politics, the Kuomintang encouraged economic mobility 
through a proliferation of SMEs. As shown in table 3-11, SMEs compose 
at least 90 percent of enterprises in any given sector; the average across 
all sectors is 97 percent. Not surprisingly, the SMEs also dominate 
exports, producing about 60 percent of the total value (table 3-10).19 

18. Levy (1994); Wade (1990). 
19. Taiwan (1990). 



62 The Key to the Asian Miracle 

TABLE 3-10. Exports of Small and Medium Enterprises in Taiwan 
Hundreds of millions of U.S. dollars 

Export value of small Perce"t of small 
a"d IIIl'dium a"d medium 

Categories Value of exports busi"esses busi"esses 

Manufacturing 436.89 264.26 60.49 
Trade business 235.25 120.% 51.42 

Total 672.14 385.22 57.31 

Source: Ministry of Finance, Statistics for Small alld MediulII Ellterpieces (Taiwan, 1990). 

TABLE 3-11. Statistics of Small and Medium Enterprises in Taiwan 

NUlllber of Perce"t of 
small a"d slllall a"d 

Total mediuIII mediulII 
Categories e"terprises busi"esses busi"esses 

Agriculture, fishing, livestock, forestry 3,256 3,171 97.39 
Mining and quarrying 1,390 1,360 97.84 
Manufacturing 157,965 155,263 98.29 
Electric, gas, and water 186 168 90.32 
Construction 28,419 26,456 93.09 
Commerce 489,864 475,106 96.99 
Transport, storage, and communication 36,897 35,818 97.08 
Finance, insurance, real estate, business 

service 30,534 28,263 92.56 
Community, social, and personal service 69,550 69,229 99.54 

Total 818,061 794,834 97.16 

Source: Ministry of Finance, Statistics for SIIIall alld MediuIII Ellterprises. 

Given the opportunities provided by the Kuomintang, the native Tai
wanese have realized the ancient Chinese proverb, "Better the head of 
a chicken than the tail of a horse." 

Of particular importance are the programs of the Medium and Small 
Business Administration (MSBA). Despite its small size- approxi
mately fifty employees-the agency has effectively assisted SMEs by 
contracting out functions to the private sector. For instance, its credit 
guarantee program uses commercial banks as evaluators and monitors 
of SME projects. To obtain financing, an SME approaches a commercial 
bank. The bank evaluates the potential of the project and, if it decides 
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affirmatively, forwards the application to the M5BA for a credit guaran
tee. Repeated transactions between banks and the M5BA reduce poten
tial moral hazard problems. The M5BA also provides extensive techni
cal and managerial assistance. But it does so not through direct 
provision but by bringing together private sector consultants, either 
foreign or domestic, and 5MEs in need of such assistance. And the 
M5BA pays up to 50 percent of the total cost of these services. 

Japan's 5ME sector differs fundamentally from Taiwan's. It is largely 
based on a three-tier, pyramidlike, subcontracting system. At the top 
of the pyramid are the large companies and trading houses who do 
most of the marketing and exporting. One level down are the first-tier 
5MEs who generally subcontract with those companies, providing them 
with semifinished or finished products. The second- and third-tier 
5MEs usually handle part of the process in the manufacturing chain, 
for example, weaving in the apparel industry, subcontracted from up
per-tier firms. The government has established support programs in 
marketing, technology acquisition, and financing. The marketing and 
technology support programs have not been very helpful because the 
subcontracting system has provided most of the benefits that these 
programs were designed to deliver. But the financial assistance pro
grams have proved important, especially in times of transition and 
rapid change.2o The development of the subcontracting system may in 
no small part have occurred because of the establishment of industrial 
parks in the various prefectures (towns). Hence, as in Taiwan, the 
government's provision of such parks has helped the 5ME sector. 

Korea's economic development has largely been characterized as 
conglomerate driven. Growth is frequently associated with the expan
sion of the chaebols (business conglomerates). Rarely mentioned is that 
beginning in the early 1980s, shortly after the Heavy and Chemical 
Industry (HCn drive was halted, the 5ME sector began to grow rap
idly.21 The share of 5MEs in manufacturing employment has risen from 
37.6 percent in 1976 to 51.2 percent in 1988; similarly, the 5ME share 

20. Itoh and Urata (1993). 
21. In fact, the SME sector started to decline only when the HC! push was initiated in 

the mid-1970S. The HCl drive diverted scarce financial resources toward heavy industry. 
SMEs, whose growth requires financial support (as the experience of Japan, Taiwan, 
and Korea indicates), were thus starved for funds during this period (approximately 
1972 to 1978). 
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in manufacturing value added has risen from 23.7 percent in 1976 to 
34.9 percent in 1988.22 Like Japan and Taiwan, Korea established an 
extensive support system for 5MEs. Although marketing and technol
ogy support systems have played minor roles in expanding the sector, 
as in Japan, financial support systems have been important (for exam
ple, export financing and credit guarantee programs). Overall, "5ME 
support systems sometimes appear to be more effective than those in 
other developing countries."23 

A link among industrial structure, income distribution, and poverty 
has yet to be established. Nevertheless the Adelman-Robinson simula
tion discussed earlier suggests that promoting small-scale industry in 
the rural areas combined with improvements in rural infrastructure 
(which is certainly needed to encourage the growth of industry) can 
reduce poverty.24 The experience of Taiwan suggests that the prolifera
tion of rural industries and services in Taiwan led to increased nonagri
cultural employment in the rural areas, increased rural incomes, and 
ultimately to an improvement in income distribution. Although Fei, 
Ranis, and Kuo do not provide any evidence of the structure of industry 
in the rural areas, it seems unlikely that rural industries would be 
oligopolistic, especially because more than 90 percent of enterprises in 
each of the country's manufacturing sectors are 5MEs, and more than 
60 percent of manufactured exports are accounted for by 5MEs.25 Hence, 
it is quite likely that the promotion of 5MEs in Taiwan has contributed 
partly to the reduction in inequality and poverty. 

Developing Rural Infrastructure 

Disparities between rural and urban areas help increase income in
equality. Neglect of the rural sector, common in many developing 

22. Kim and Nugent (1993). 

23· Kim and Nugent (1993, p. 39)· 
24. There is also some evidence from Korea that rural-based enterprises are signifi

cantly more labor intensive than urban-based ones. See Kim (19BB, table 4). Since the 
chaebols (large conglomerates) are located in the cities, then it is reasonably safe to 
assume that rural enterprises are small to medium sized. This suggests that SMEs increase 
wage employment more than large enterprises. Thus SMEs can be more effective in 
absorbing unemployment and underemployment, which at the very least will tend to 
reduce poverty. 

25. Fei, Ranis, and Kuo (1979). 
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countries, leads to growing unemployment and underemployment in 
the rural areas. Thus people migrate to the cities where the supply 
of jobs is rarely adequate. Consequently, urban unemployment and 
underemployment increase while wages stagnate.26 And income dispar
ities persist if not widen. 

To minimize outmigration, it is necessary to create income-producing 
opportunities in the rural areas. An essential component of any strategy 
is to build up rural infrastructure. Land reform will be much less 
effective if farmers do not have roads and bridges to take their produce 
to markets. Without irrigation, farmers may not be able to plant crops 
outside of the rainy or main planting season. Unless farmers can plant 
during the off season, rural unemployment and underemployment will 
persist.27 The influx of nonagricultural firms can help alleviate these 
problems. But manufacturing and service enterprises need water and 
electricity. In short, building up rural infrastructure is essential to creat
ing jobs and opportunities in the rural areas. 

Indonesia's funding of rural infrastructure development is notable. 
During Sukarno's Guided Democracy period, much of the country's 
inadequate infrastructure was left to deteriorate. Following the advice 
of its technocratic core, the New Order government embarked on a 
development program that consisted of successive five-year develop
ment plans. REPELITA I, II, and III, the first three five-year develop
ment plans, were almost exclusively dedicated to the rebuilding of 
infrastructure and development of the rural sector. Although the plans 
did not specifically incorporate objectives of achieving equity, they 
were designed to promote growth and reduce poverty. Because most 
of the population was poor, the plans indirectly led to an improvement 
in the distribution of income. 

The first five-year plan focused on rural and agricultural develop
ment: self-sufficiency in rice production and the provision of irrigation 
facilities. Most of the effort was concentrated in Java and Bali. The 
second and third five-year plans, buttressed considerably by the in
crease in resources made possible by the oil boom, continued the 
emphasis on rice production while adding physical and social infra
structure-roads, bridges, school buildings, health facilities-and pro
moting human resource development. Universal primary education 

26. Todaro (1969); Harris and Todaro (1970)' 

27· Oshima (1993)· 
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became a principal objective. So, unlike many other oil-exporting coun
tries, Indonesia allocated a substantial share of the oil windfall gains to 
poverty-reducing programs.28 These funds were used to create income
generating opportunities for the rural poor by improving their produc
tive capabilities and access to markets and by enhancing their human 
capital. By the late 1970s, the government's development program 
began to bear fruit. From a high of 60 percent in 1970, the proportion 
of the population falling below the poverty line had dropped to 40.1 
percent in 1976, 33.3 percent in 1978, and 28.6 percent in 1980.29 Not 
surprisingly, income inequality steadily improved with the Gini index 
declining from .40 in the late 1960s to .30 in the late 1980s (table 1-1). 

An important component of the government's development program 
was the INPRE5 expenditure program, which institutionalized a for
mula for allocating revenues among various levels of government
central, provincial, district, and village level. It established "a system 
of flexible direct subsidies (to provinces, districts, and villages) with 
the aim of reducing interregional disparity and building infrastructure 
in the provinces."30 The small-scale rural infrastructure projects that it 
financed created substantial employment opportunities among un
skilled workers.3! 

The drop in oil prices in the early 1980s brought Indonesia to the 
brink of economic crisis. Despite the fall in oil revenues, however, the 
government persisted in its poverty reduction program, while at the 
same time it avoided incurring large budget deficits.32 To do so, it 
adopted a strategy that included macroeconomic adjustment measures 
and structural reforms designed to maintain export competitiveness 
while protecting poverty-related expenditures. Between 1983 and 1987, 
development expenditures were reduced by 43 percent.33 Routine ex
penditures, which financed a large share of the operational and mainte-

28. Evidence of this is presented in chapter 5. 
29. World Bank (I 990b, p. 6). For the impact ofthe rice program on income distribution 

see Manning (I987). 
30. World Bank Ct990b, p. 4). 
31. See Gelb (1985). 
32. In Indonesia, foreign grants and loans are included in the calculation of the 

government's revenue. 
33. Development expenditures are generally expenditures on capital or public invest

ment (in both human and physical capital). Some are poverty related, for example, 
building new schools. But not all poverty-related expenditures are development expendi
tures, for example, routine expenditures on social infrastructure. 
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nance costs of social infrastructure, for example, teachers' salaries, were 
increased by 7 percent.34 Moreover, remaining development expendi
tures were retargeted toward other poverty-related sectors. The share 
of mining and industry fell substantially, and the shares of human 
resource development and regional development increased. INPRES 
was instrumental in protecting the share going to regional devel
opment.35 

The New Order government did not have to deal with large inequities 
in land ownership. As early as the tum of the century, land was already 
evenly distributed among the land-owning population. Most landown
ers in Java then had less than three acres.36 Fifty years and two world 
wars had not changed this distribution.37 The radical land reforms 
undertaken in Taiwan and Korea underscore the importance of this 
initial condition for a government's success (in countries where land is 
scarce relative to the population). Concentrated land ownership would 
have impaired strategies to reduce poverty and for that matter income 
inequality. 

Allocating Corporate Equity 

Malaysia introduced the most aggressive and explicit mechanism 
for sharing growth. The New Economic Policy (NEP), promulgated in 
1970 as a response to the racial riots of 1969, was to govern economic 
policymaking for twenty years, 1971-91. The NEP was a growth-shar
ing scheme: increments to the economic pie were to be shared among 
all Malaysians. The government justified growth as a means to eradicate 
poverty and produce a more equitable distribution of wealth.38 

Among the more specific goals of the NEP was the attainment of 
equity targets for the Bumiputras (ethnic Malays). By 1990 Bumiputras 

34. World Bank (1990b). 
35. World Bank (1990b). 
36. See Husken and White (1989, table 12.4). 
37. Husken and White (1989, table 12.4). We note that the land problem in Indonesia 

has more to do with the problem of titling. Traditional property rights systems have 
made it somewhat difficult to establish dear titles. Nishio (1993). 

38. Arguments have been made that Malaysia may have indeed grown faster were 
it not for the NEP. There is, however, a competing argument that growth might not 
have occurred in any substantial way if the NEP were not introduced to promote and 
sustain political stability. Some econometric work tends to support the latter (see our 
discussion of Alesina and Perotti's recent work in chapter 2). 
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were targeted to hold 30 percent of the equity in the corporate sector. 
To meet this mandate, statutory bodies were established that essentially 
managed equity funds for the Bumiputras. The most important of these 
was the National Unit Trust Berhad (ASNB). The government gave it 
initial capital for investment. Like any trust fund, the ASNB manages 
a portfolio of investments, except that only Bumiputras can buy units 
in the fund. The ASNB was thus designed to provide opportunities 
for the Bumiputras to hold an equity stake in the economy. 

The ASNB and similar statutory bodies were supported by licensing 
requirements for manufacturing concerns. The Investment Coordina
tion Act of 1975, the main legal instrument governing the promotion 
of investment and exports under the NEP, mandated that "enterprises 
with 25 or more employees or paid up capital greater than M$250,OOO 
were to obtain a license to manufacture. Its key provision made the 
granting of licenses conditional upon compliance with the NEP guide
lines."J9 This requirement was relaxed in the early 1980s in response 
to the recession: the minimum paid-up capital requirement was raised 
to $M2.5 million. The NEP mandated that 30 percent of newly created 
stock was to be sold to the Bumiputras (at their issue price). 

Although the NEP fell short of its objectives, it did produce tangible 
gains. As shown in table 3-12 the Bumiputras share of equity in the 
corporate sector increased tenfold over the twenty-year period. 

Sharing with Labor: Effective Tripartism 

Labor in Taiwan, Korea, Singapore, and Japan was restructured by 
replacing existing unions with new state-controlled ones. The restruc
turing produced two immediate consequences. First, in the absence of 
an independent organization capable of coordinating union activities 
nationwide, labor could not engage in effective and potentially violent 
lobbying activities. Second, because representatives of unions were 
government appointed, the government had greater control over busi
ness-labor relations. Thus labor could not and did not engage in para
lyzing strikes or similarly disruptive activities. Moreover, not charged 
with curing social ills, firms imposed fewer demands on the govern
ment for subsidies. Government in turn could concentrate on growth
producing policies rather than short-term redistribution of profits. 

39· Salleh and Meyanathan (1992, p. 41). 
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TABLE 3-12. Malaysian Ownership of Share Capital of Limited Companies 
(at par value 1969-90) 
Percent 

Otlrer Malaysian 
Year BIII//iplltra residents Foreign residents 

1969 1.5 59.6 62.1 
1970 2.4 34.3 63.4 
1971 4.3 33.9 61.7 
1975 9.2 37.5 53.3 
1980 12.5 44.6 42.9 

1982 15.6 49.7 34.7 
1983 18.7 47.7 33.6 
1985 19.1 54.9 26.0 
1988 19.4 56.0 24.6 
1990 19.2 46.8 25.4 

Sources: Second Malaysian Plan, 1971, p. 1984; Third Malaysian Plan, ]976, p. 184; 
Fourth Malaysian Plan, ]981, p. 62; Mid-Term Review of the Fourth Malaysian Plan, 
1984, p. 101; Fifth Malaysian Plan, p. 107; Mid-Term Review of the Fifth Malaysian Plan, 
1969; Mid-Term Review of the Sixth Malaysian Plan, 1993. 

Ironically, although labor was politically disabled, its economic needs 
were largely met. Chapter 1 documents the increase in real earnings 
in manufacturing in the HP AEs and other developing countries. On 
average, real earnings in the HPAEs rose three times faster than in South 
Asian countries and about seven times faster than in Latin American 
countries. 

Singapore's approach to labor deserves special attention. Its combina
tion of union restructuring, which is antisocialist, with explicit sharing, 
which is usually considered prosocialist, reflects the pragmatic nature 
of policymaking in the country. As in the other HP AEs, ideology of 
any form has taken a back seat. 

In the early postindependence years, the ruling People's Action Party 
(PAP) set out to weaken the trade unions. Recognizing that Singapore 
lacked exportable natural resources, the PAP wanted to woo multina
tional firms to relocate labor-intensive operations in Singapore. But to 
attract the multinationals, it had to guarantee industrial peace. The 
trade unions had to be controlled and pacified. As the first step, the 
PAP introduced draconian labor control measures. In 1967 it passed 
the Trade Unions Amendment Act, which specified the terms of union 
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membership and affiliation. The act was used to purge the unions of 
radical elements. In 1968 the Employment Act established the rights 
and duties of employees and standardized bonus payments, the work 
week, retrenchment and retirement practices, and fringe benefits. The 
objective was to contain labor costs by linking wages to efficiency and 
productivity. In the same year, the PAP also passed the Industrial 
Relations Amendment Act, which gave greater powers to employers 
and removed from the collective bargaining process such functions 
as staff recruitment, promotion, internal transfer, work assignment, 
retrenchment, dismissal, and reinstatement. By restraining the power 
of the trade unions these laws improved the investment climate. 

However, the PAP also realized that industrial peace could not be 
guaranteed for long if labor did not benefit from industrialization. In 
1969 the PAP called on the National Trade Union Congress (NTUC), 
the organization officially recognized as the representative of labor 
interests, to organize a seminar on the "Modernization of the Labor 
Movement" to chart new directions for the union movement. The semi
nar produced two key recommendations: to promote tripartite relations 
involving government, employers, and labor aimed at achieving coop
eration among the three parties and avoiding potentially antagonistic 
and destructive wage negotiations; and to establish worker coopera
tives to give labor a stake in the economy. 

To promote tripartism, the government created the National Wages 
Council. Briefly, the NWC is an advisory body composed of representa
tives of government, employers, and labor. Each year it reviews wage 
rates and trends in relation to economic performance and prospects 
and then makes recommendations on wage adjustments and other 
related matters. Its recommendations have always been adopted by 
government, labor, and the private sector. Since its formation, the 
NWC has helped to keep wage increases in step with overall economic 
growth. Its role was clearly demonstrated during the 1985-86 recession, 
when it persuaded labor to accept wage cuts of about 12 percent in 
return for a promise that wage increases would resume as soon as the 
economy recovered . Wages were increased in 1987 on the council's 
recommendation. 

The HPAEs have frequently been criticized for excluding labor from 
the political process.40 The labor strategy of Singapore suggests a differ-
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ent interpretation. Although the government initially outlawed inde
pendent trade unions, it also incorporated a much broader labor base 
into the consultation process. In most of Africa and Latin America, the 
regimes have depended on a much narrower labor support base, that 
of organized labor. Singapore and the other HPAEs have not found 
the need to nurture such a narrow relationship because they have 
established a broader base of support. 

In contrast with Latin America and Africa, East Asian regimes estab
lished their legitimacy by promising shared growth, so that the de
mands of narrowly conceived groups for regulations that would have 
long-term deleterious consequences for growth were resisted. In partic
ular, broad-based social support allowed their governments to avoid 
making concessions to radical demands of organized labor. By appeal
ing to a broad constituency, the goal of growth enhancement dominated 
the selection of economic policies. As long as the benefits of that growth 
were perceived to be widely distributed, the government could resist 
buying the support of narrow segments of labor with privileges that 
could restrain overall productivity. Thus the common notion that labor 
in East Asia was weak or bamboozled does not tell the whole story. 

Worker Cooperatives 

To complement the National Wages Council, the Singaporean gov
ernment empowered the NTUC to establish worker cooperatives, 
among which the Comfort taxi service, the Income insurance enterprise, 
and the Welcome supermarket chain are the best known. The coopera
tives were created to enable workers to acquire assets and thus to give 
them a greater stake in the economy. 

The NTUC Comfort Cooperative was established in 1970 as a trans
port cooperative primarily to provide more efficient and reliable taxi 
and minibus transport services to the commuting public and to give 
taxi drivers and minibus operators an opportunity to become owner
drivers. Before its launching, taxi service in Singapore was provided 
by 3,800 registered Yellow-top taxis and numerous unlicensed (pirate) 
taxis. The Yellow-top taxis belonged mostly to fleet owners and finan
ciers, who would hire out the taxis to the 13,500-plus holders of vo a
tiona I taxi licenses. Because of the limit on the allowable number of 
registered taxis, fleet owners and financiers could and did charge rates 
with substantial premiums. Consequently, many of the taxi drivers 
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resorted to driving pirate taxis. But these vehicles posed a serious 
safety hazard, since they were generally inadequately maintained and 
uninsured (a consequence of ill-defined property rights). 

The Singaporean government provided an initial loan of 5$13.5 mil
lion to Comfort for the purchase of vehicles in bulk and thus at discount 
prices. A vehicle ownership scheme was established. Under the scheme, 
a driver obtaining a Comfort taxi through a drawing was required to 
pay an initial deposit and weekly installments that covered the cost of 
the vehicle, insurance, road and diesel tax, and administrative costs. 
The payments were much less expensive than rent for a Yellow-top 
taxi. Consequently, pirate taxi drivers gradually disappeared as most 
opted to join NTUC Comfort. The quality of taxi service improved 
significantly. In later years, a co-ownership scheme was introduced to 
reduce the financial burden on an owner-driver and to maximize use 
of the vehicle through shifts. 

The statutory life span of a taxi in Singapore is seven years. To help 
its members replace their vehicles, the NTUC established a savings 
scheme in 1974. When a member has completed the installment pay
ments, the payments continue but are instead deposited into his savings 
account. By the end of the seven years, the savings account is large 
enough to cover the initial outlay for the vehicle. Should a member 
decide to leave the cooperative, his or her savings are then returned 
with interest. 

As of the end of 1991, NTUC Comfort accumulated a surplus of 
5$63.8 million. A major share is used to finance the purchase of taxis 
and other capital equipment needed to upgrade the service. The remain
der goes to dividends (about 10 percent) and to funding of various 
educational, social, cultural, and safety net programs for the benefit of 
members and their families. NTUC Comfort has recently incorporated. 
Its objective is to increase its capital base and expand operations 
through issuance of shares in the Singaporean stock exchange. It has 
initiated a joint-venture operation in South China and plans to use 
most of the capital increase to expand this operation. 

Singapore's use of worker cooperatives may be replicable in other 
developing countries. In Indonesia, for instance, worker cooperatives 
have also been created. The Indonesian Workers' Cooperative Alliance 
(INKOPKAR) essentially performs functions similar to those of the 
NTUC in Singapore although on a much smaller scale. It helps improve 
the welfare of workers not through collective bargaining but through 
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financial assistance and services. It has a transportation cooperative 
modeled after the NTUC Comfort taxi cooperative. This entity operates 
minibuses for workers and leases taxis to worker-drivers. A driver can 
negotiate to own the taxi after five years. INKOPKAR also operates a 
housing cooperative, which provides low-interest loans and low-cost 
housing to member workers. It owns a cooperative bank, which fi
nances housing, educational, and business loans, and it buys stocks in 
private corporations, thereby providing workers with equity shares in 
the corporate sector. 

The urban population is growing rapidly in Indonesia as in other 
developing countries. Industrialization has increased the demand for 
urban housing. However, imperfections in the real estate and financial 
markets keep housing out of the reach of the typical blue-collar Indone
sian worker (most likely a rural migrant). Slum creation in the industrial 
areas has emerged and with it many undesirable social, political, and 
economic problems. 

To respond to this potential crisis, INKOPKAR in Indonesia has 
launched a low-cost housing program targeted to member workers 
in industrial areas. The program offers a basic house of very simple 
construction at terms the workers can afford. The house, with an area 
of twenty-one square meters, sits on a lot of sixty-six square meters. 
It has clean water and electricity (450 watts) and can be improved 
and expanded later when the owner can afford it. This arrangement 
parallels the tradition in rural communities of building houses step by 
step as resources become available. Each house costs approximately 
U.S.$2,OOO and is payable under very liberal terms; a 10 percent down 
payment, which most workers can obtain from their employers and 
monthly installments ranging from $16 to $35, which is within the 
income range of many workersY INKOPKAR makes a profit of 1 

percent to 5 percent, which it reinvests. To date, INKOPKAR has built 
and sold about 8,000 units in industrial areas throughout the country. 
During the next five years, it plans to build 30,000 units in the Cibinong 
industrial area about twenty-five kilometers from Jakarta. 

The government has provided assistance in various ways. It opened 
up a loan facility at the State Savings Bank to finance INKOPKAR's 

41. Per capita income in Indonesia is about $680. At $16 a month, a worker with this 
average income would be allocating about 28 percent of income to housing. Interestingly, 
28 percent (or thereabouts> is the cutoff point for eligibility for mortgage finance in the 
United States. 
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lending program. It has helped in land preparation and has provided 
basic infrastructure. And it has greatly simplified the administrative 
procedures governing the assemblage and acquisition of land. 

Public Housing Programs 

Although Hong Kong has generally followed a laissez-faire approach 
to the economy, the government has intervened heavily in the housing 
market. During the 1950S, the city-state was inundated with refugees 
and migrants from the Chinese mainland. Population increased from 
600,000 in 1945 to more than 2.4 million in 1950. The influx continues 
today although at a lesser rate; the flow was largest during the 1950S 
and 196os. 

The large influx led to the creation of slum areas coupled with high 
unemployment and poverty. These conditions contributed to social 
distUrbances that culminated in riots in 1967. To alleviate the tension 
and reestablish stability, the government embarked on a fast-track 
public housing program targeted to low-income households. The Ten
Year Housing Program initiated in 1972 proposed to develop enough 
housing units for 1.8 million people by 1983. Although short of its 
target ( largely because of overoptimism and miscalculations), the pro
gram has successfully provided reasonably good public housing to a 
large share of the population. As of 1986, more than 45 percent of the 
population lived in public housing.42 

Like Hong Kong, Singapore experienced a dramatic infl~x of mi
grants in the late 1950S and early 1960s, which led to similar problems: 
slums, poverty, unemployment, crime, and social disturbances. Singa
pore's expulsion from the Malayan Federation made matters even 
worse. The government responded by creating the Housing Develop
ment Board (HOB) in 1960 and granting it the mandate and authority 
to develop a public housing program for low-income families. The 
government's strong commitment to the program is indicated by the 
share of total social development expenditures allotted to the pro
gram-43 percent.43 

As the housing needs of low-income families have been met, the 
HOB has developed middle-income public housing and has esta~ished 

42. Castells, Coh, and Kwok (1990). 

43· Yeung (1973, chap. 2). 
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self-sufficient new towns outside the city proper, much like those in 
Hong Kong. By the late 1980s, more than 80 percent of the population 
lived in HDB housing, and 90 percent of those households have pur
chased their units.44 

Summary 

Wealth-sharing mechanisms signal the polity, especially those near 
the bottom of the economic pyramid, that they will share in the benefits 
of growth. Thus these measures help persuade nonelites to make sacri
fices needed to initiate and sustain economic growth. Land ownership 
gives peasants reasonable faith that growth will bring increased per
sonal wealth: at the very least, the value of their land increases. The 
lower unemployment rates that accompany the proliferation of SMEs 
inspire confidence that jobs will be available. Education gives the less 
fortunate segments of society. hope that their children will have better 
access to higher-paying jobs. The development of rural infrastructure 
makes it easier for budding rural capitalists to gain access to markets 
in urban areas. Worker cooperatives offer opportunities to blue-collar 
workers for small business ownership. Public housing programs make 
home ownership less of a dream and more of a reality. All these 
mechanisms make the broader population more cooperative, willing 
to make sacrifices in the expectation of future returns. 

44. Castells, Goh, and Kwok (1990, chap. 7). 



Four 

Wooing the Business Sector 

To ACHIEVE their economic goals, leaders in the high-per
forming Asian economies needed to win the support and 

cooperation of economic elites. Without the investment and expertise 
of these groups-by definition the wealthiest and better-educated 
members of society-HPAE leaders would not have been able to 
achieve sustained, rapid, and relatively equitable growth. Winning and 
keeping the support of these groups without compromising necessary 
economic policies was tricky. To do so, leaders had to avoid a common 
mistake of dictators: fearful of losing power, a typical dictator prizes 
loyalty and gives high priority to preserving it.1 Rather than encourage 
competition, for example, dictators grant monopolies to businesses that 
can be relied on to repay the favor by supporting the dictator-and 
often by sharing part of the proceeds. Thus dictators typically build 
loyalty, and enrich themselves, by tying the fortunes of those who 
control economic resources to those of the regime. 

A typical dictator rewards his followers with assets taken from those 
who refuse to profess loyalty or who have been associated with a 
political rival. Inevitably economic decisions become embroiled in polit
ical machinations; economic rivalry is resolved in the political sphere, as 
insiders use their influence to hinder their competitors. The privileged 
insiders will be depicted as patriots as long as they do the dictator's 
bidding. But they know if they become too wealthy they, too, may 
become targets. Because the ruler enforces his will with threats, his 
followers fear that their good fortune can be rescinded at any time. 
Those who benefit from largess today know that the ruler's promise 
not to harm them in the future carries little credibility: because the 
dictator is above the law, his promises are unenforceable.2 

1. Tullock (1987); Wintrobe (1994). 
2 . Root (1989,1994); Wetngast and North (t989). 
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This uncertainty about the ruler's future behavior induces firms to 
be secretive. Firms know that their assets can be confiscated, so they 
attempt to keep them hidden. Rather than register their assets, firms 
hide accounts and expatriate capital to safe havens abroad. Similarly, 
investors hesitate to put their capital at long-term risk. They therefore 
prefer trade activities or activities with a short time horizon to the 
long-term investments in fixed assets that are necessary to build up 
industrial capacity. 

Frequently, a dictator's subjects attempt to protect themselves from 
censure by making the dictator feel admired. They therefore provide 
the dictator only with the information he wants to hear.3 The more 
power the dictator accumulates, the less willing his subjects are to risk 
disclosing unpleasant information. For similar reasons, government 
officials will avoid delivering bad news or reporting activities that run 
contrary to the expectations of the ruler. Lacking a method to learn 
about the impact of a given policy from those most directly affected, 
most dictators are unable to formulate effective economic programs. 

Despite the violent origins of the political authority held by many of 
the HPAE leaders, this all-tao-familiar scenario clearly does not apply 
to East Asia's high performers. Indeed, some observers have suggested 
that the East Asian economies succeeded precisely because the region's 
leaders were relatively unconstrained by institutions in the choice and 
implementation of government policy. In this view, authoritarian rule 
was not a hindrance but an aid to sound economic policy. 

This chapter and the next offer a different hypothesis about the 
institutional foundations of East Asia's success. We argue that the 
East Asian leaders secured the support of economic elites without 
compromising sound policy through mechanisms designed to facilitate 
consultation, cooperation, and coordination. 

To understand what East Asian leaders did, it is useful to look more 
deeply into the problems that beset authoritarian leaders. A dictator, 
by his nature, does not generally entertain checks (and balances) against 
his authority. But this absence undermines credibility for the long term: 
how do firms know he won't change policies tomorrow? If dictators 
want information to determine the appropriate choice of policies, they 
must ensure that the disclosure of information will not result in the 
direct (through expropriation) or indirect <through adverse changes in 

3· Wintrobe (1994)· 
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policies) confiscation of assets. To solve this commitment problem and 
to institutionalize the flow of information between the private and public 
sector, East Asian leaders traded authority for information, in effect tying 
their own hands by establishing institutions that restricted their scope 
for arbitrary action. Their design of institutions to limit sovereign discre
tion is rich in implications for the governments of other developing na
tions, including those governed by democratic constitutions. 

The need to gain the cooperation of the economic elites illustrates the 
importance of institutions that facilitate the exchange of information be
tween the public and private sectors. Each of the high performers had 
to overcome leadership's credibility deficit in order to win the confidence 
of those groups that had the capability, knowledge, and capital to build a 
dynamic industrial sector. One critical but often overlooked institutional 
device to achieve this is consultative committees, which five of the suc
cessful Asian economies-Singapore, Thailand, Korea, Japan, and 
Malaysia-have used.4 In these countries, these committees, sometimes 
called deliberation councils, have been active and often critical in the 
formulation of policies, rules, and regulations that eventually govern a 
sector, industry, or in some cases the macroeconomy.5 

The Deliberation Council 

A deliberation council consists of representatives from the private 
sector and public sector.6 The constitution of its membership depends 

4. Although consultation processes have also permeated policymaking in Hong Kong, 
they have not been extensively documented . The process of consultation in Hong Kong 
begins at the executive council, which in 1986 consisted of five ex officio high government 
officials-the governor, the chief secretary, the financial secretary, the attorney general, 
and the commander of the British forces- and ten nominated members who do not hold 
public office. Although formally empowered to override advice given by members of 
the executive council, the governor is unlikely to do so as he depends heavily on the 
cooperation of nongovernmental council members for their contacts among the broader 
community. The executive council as well as the legislative council, the urban or regional 
councils, the district boards, and the many advisory boards and committees appointed 
by the government all depend on private sector participation. 

5. We should note that the councils described here should not be equated with the 
deliberative councils in Japan. Many of the Japanese councils perform perfunctory roles 
and do not possess the fundamental characteristics that make a deliberation council 
effective. Only some (and these tend to be the more important ones) such as the industrial 
structure council are consonant with our concept. 

6. Councils are not the only mechanism through which business and government 
interact. Many informal devices permeate this mteraction. But councils are the most 
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on the policies over which it deliberates. For example, a council formed 
to discuss regulations governing the electronics industry would include 
representatives from the biggest electronic firms. If the industry has 
an active association, several members of the association would nor
mally act as representatives. It would also include several midlevel 
and senior bureaucrats from the ministry of trade and industry. A 
council established to discuss international trade policy, however, 
would be larger and would enlist representation from all major indus
tries and from many more government ministries. It may also include 
representatives of labor and consumer groups and is likely to be chaired 
by the deputy prime minister, if not the prime minister himself. 

Generally the deliberation council has a quasi-legislative authority, 
and policies cannot be introduced or changed without its recommenda
tion or approval. In this sense, it is like a legislative committee in a 
typical western democracy. But unlike a legislative committee, its pri
vate sector representatives are not selected by the electorate. Instead 
they are chosen by their respective sectors, for example, industry or 
labor. Its government officials become representatives by virtue of 
appointment. The principal task of a council is to assist the government 
in formulating policies that would enhance the performance of a partic
ular segment of the private sector (if not the private sector as a whole). 
Within this context, a council is designed to reduce the high transaction 
costs of coordination; to overcome asymmetric information and rent 
seeking; to stabilize the policy environment; and to legitimize economic 
policies. More specifically, its cooperative format reduces the cost of 
obtaining and transmitting information about the design, implementa
tion, and modification of existing policies. Second, it provides private 
sector participants with a transparent forum in which to bargain over 
the rules that determine how rents are to be allocated. Thus it dimin
ishes the importance of patron-client relations and reduces the need 
for lobbying. Third, it gives the government a mechanism to instill 
confidence among investors that policies will not be altered without 
appropriate consultation and support from the private sector. Thus 
government can credibly commit to policies that enhance private sector 
development. And fourth, private sector participants gain a forum to 
express their views about policies that affect their industry and to 

visible and can be documented more easily. Furthermore, agreements between the two 
parties are formalized in councils. 
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have those views incorporated into the formulation or alteration of the 
policies. Thus councils create a channel for government to establish 
the legitimacy of the policies it promulgates and implements. Councils 
vary by country and sector in the relative importance they assign each 
function. 

National Wages Council: Singapore 

Singaporean independence was marred by worker and student un
rest. Tensions between labor and government had a long history. As 
discussed earlier, leadership understood that resolving labor tensions 
was critical if Singapore were to enjoy the prospect of development. 
Aggressive efforts to attract multinational corporations were the main 
feature of Singapore's development strategy. But multinationals have 
generally been hesitant to move their labor-intensive operations to 
countries with an unstable labor regime or an uncertain policy environ
ment. The People's Action Party (PAP) thus focused on facilitating 
cooperative business-labor relations to help stabilize the policy environ
ment. An important component of the strategy was the creation of the 
National Wages Council (NWC). 

As noted earlier, the NWC is a tripartite advisory body composed 
of government, employer, and labor representatives. Multinationals are 
also represented. Each year the council reviews the past performance of 
the economy and evaluates prospects for the coming year. Based on 
the findings, members deliberate on employment-related issues gener
ally and specifically on the appropriate guidelines for the year's wage 
increases. A key feature is tying the increases to gains in productivity, 
estimates of which are based on the past and projected performance 
of the economy. Meetings are held in the first half of each calendar 
year. Public views are sought for each year's deliberations although 
the deliberations themselves are kept private. Meetings follow two 
working rules, the Chatham House rule on nonattribution and the 
decision rule of unanimity. Under the Chatham House rule, statements 
and comments made by members are not to be publicly attributed to 
any individual. The rule thus promotes a freer discussion of the issues. 
Unanimity requires that each of the three groups-government, labor, 
and business-must support the proposed guidelines. Deliberations 
continue until all three agree to the provisions. Once an agreement is 
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reached, the agreed-on guidelines are announced to the general public. 
The council's recommendations are nonbinding but, largely because 
of the unanimity rule, both business and labor have accepted them 
as an impartial benchmark of a reasonable wage settlement achieved 
through compromise. The government has always accepted the guide
lines and usually is the first to adopt them. 

The NWC incorporates all four functions of a deliberative council. 
It has been the primary channel through which government and the 
private sector share market information, especially information on im
provements in productivity and trends in global markets. Orderly wage 
increases have resulted from its deliberations: (quasi) rents are allocated 
transparently and objectively between business (profits) and labor 
(wages)? Both labor and business have been granted veto power over 
wage policy (via unanimity) and thus have had real input into the 
decisionmaking process. In effect, the council resembles a legislative 
committee with limited jurisdiction. And finally, precisely because of 
its veto power, the council has helped maintain order and stability in 
wage negotiations, providing assurances to business and labor that 
wage policies will not be reversed arbitrarily or forcefully, for example, 
through strikes. 

The unanimity rule has resulted in the implicit devolution of author
ity over employment policies by the government to the NWC: unanim
ity has assured each party that employment policies cannot be altered 
without their consent. By granting the council this authority over em
ployment policies, the government has imposed on itself a very high 
cost to changing employment policy "from above." Forcing such a 
change could undermine the growth process since, fearing the onset 
of arbitrary policymaking, businesses may decide to move out and 
labor may decide to resort to more disruptive expressions of its de
mands. Should any of the parties take unilateral actions that challenge 
the council's legitimacy or jurisdiction, they would reduce the future 
value of the council as an instrument for coordination, consent, and 
commitment.8 In short, the council has given the government the capac
ity to credibly commit to a stable, rational policymaking process. 

7. Quasi rents are to be interpreted as gains over and above marginal cost. 
8. There is a related argument that has permeated the study of American politicS 

One of the principal theoretical results of positive theories of U.S. congressional politics 
is that legislative institutions, for example, the committee system and its associated rules, 
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Japan 
As a democracy with a free press and an established tradition of freely 

electing the legislature, Japan is unique among the high performers. 
However, like Singapore, it has made extensive use of deliberation 
councils. Its experience thus highlights the potential adaptability of a 
council system to different political circumstances. 

After World War II the newly formed legislature earned its legitimacy 
as representatives of the people; the bureaucracy, however, was held 
over by the occupying forces and lacked a comparable claim to demo
cratic legitimacy. Moreover, owing to the demise of the military as a 
political force and being the only surviving institution from the prewar 
era, the bureaucracy had become powerfuP Thus, although a parlia
mentary democracy, Japan's government had a credibility problem. It 
was dominated by a single party, which had at its service an administra
tive apparatus (imposed by the occupying forces), which did not have 
a democratic mandate and yet could intervene directly in the economic 
decisions of the private sector. To remedy this condition, councils were 
introduced and were especially important during the first two decades 
of Japanese democracy as a method for the bureaucracy to break with 
the past. In dealing with the Diet (the Japanese parliament), councils 
allowed the bureaucracy to make a claim to being representative of a 
constituent groUp.IO 

Among the HPAEs, Japan's councils are the most well developed 

enable legislators to exploit gains from trade-vote for my project and I will vote for 
yours-which otherwise would not materialize because of majority rule vote cycling. 
Legislators, it is argued, support the maintenance of such institutions precisely because 
it allows them to exchange votes in ways that make everyone better off (for a concise 
explanation, see Shepsle and Weingast [1994]), that is, they allow bargains to be struck 
and to stick. In the context of the NWC, each party gains from having the NWC 
function as it has. The government manages to attract and keep investment, especially 
foreign investment, in the country; labor is assured that wages will track productivity 
gains and will be applicable to all workers; firms, especially multinationals, can be 
certain of a stable work environment. Hence, each party has incentives to keep the NWC 
as is. 

9· Johnson (19132). 
10. This would inevitably mean that bureaucrats would have to show the consensus 

of the relevant council before bringing a policy up for parliamentary approval. See 
chapter 6 for an extensive discussion. 
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and widely recognized. However, they are also the least transparent. l1 

The Japanese deliberation councils included private sector representa
tives from the large industrial sector and in some cases from labor and 
consumer groups. Two categories of deliberation council allowed the 
Japanese government and private industry to cooperate on economic 
policy since the late 1940s. The first type is organized along functional 
or thematic lines, for example, industrial rationalization, pollution, and 
finance; the second is organized according to industry or sector, for 
example, iron and steel, automobile, and chemical. The councils are 
established by a government ministry and are formally associated with 
specific bureaus within that ministry. Table 4-1 lists the councils 
attached to the Ministry of Trade and Industry (MITD. The Industrial 
Structure Council, the Industrial Property Council, the Export and 
Import Transaction Council, and the Industrial Technology Council 
are examples of the first type. The Mining Industry Council and the 
Textile Industry Council are examples of the second. A functional 
deliberation council is normally divided into special committees. As 
shown in table 4-2 the Industrial Structure Council, one of the most 
influential during the 1960s, had eighteen such committees, each con
sisting of representatives from government and the private sector. Table 
4-3 identifies the composition of the Industrial Structure Council. 

Figure 4-1 illustrates the typical process involved in the formulation 
of policy in MIT!. In the initial stage, MITI calls a hearing and invites 
various parties to participate. It compiles the data and integrates the 
results of the hearings into a draft. The draft report goes to the appro
priate research group in MITI, which then prepares a report for discus
sion in the appropriate council. In the council, the views of industry 
officials, academics, consumers, and other interested parties are solic
ited and incorporated into a plan. The research group then makes 
changes to the report based on the feedback from council members. 
The last stage of the process resembles an advertising campaign 
through which MITI explains to the general public the objectives and 
reasons for the new policy. 

As in Singapore, a Japanese council is essentially a forum through 
which government officials and representatives from the private sec-

11. Much of the information is contained in files of MITI to which access is limited . 
The discussion presented here comes from background papers by researchers in academia 
and government and from interviews with Japanese academics and government officials. 
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TABLE 4-1. Major Regular Deliberative Councils Attached to MIT], 1990 

Date 
Couneil nallle Affiliated bureau or agency founded 

Commodity Exchange Industrial Policy Bureau 1950 
Council 

Export and Import Transac- International Trade Administration 1953 
tion Council Bureau 

Coal Mining Council Agency of Natural Resources and Energy 1955 
Mining Industry Council Agency of Natural Resources and Energy 1962 
Small and Medium Enter- Small and Medium Enterprise Agency 1963 

prise Policy Making 
Council 

Industrial Structure Council Industrial Policy Bureau 1964 
Textile Industry Council Consumer Goods IndustrIes Bureau 1964 
Electricity Utility Industry Agency of Natural Resources and Energy 1964 

Council 
Industrial Location and Industrial Location and Environmental 1966 

Water Council Protection Bureau 
Industrial Property Council Patent Office 1966 
Data Processing Promotion Machinery and Information Industries 1971 

Council Bureau 
Industrial Technology Agency of Industrial Science and 1973 

Council Technology 
Large-Scale Retail Stores Industrial Location and Environmental 1974 

Council Protection Bureau 
Chemical Product Council Basic Industries Bureau 1974 
Traditional Craft Industry Consumer Goods Industries Bureau 1974 

Council 
Petroleum Council Agency of Natural Resources and Energy 1978 
Aircraft Industry Council Machinery and Information Industries 1986 

Bureau 

Source: Japan Development Bank and Japan Economic Research Institute (1993). 

tor-industry, academia, the press, and in some instances, labor
exchange views on policy matters, discuss trends in markets and prod
ucts, and more generally, share informationY The councils have pro
vided the government the means to create a consensus on a particular 
policy matter: when the council does not agree on a policy, it is unlikely 

12. Extensive informal information networks supplement the meetings of the deliber
ative council. 
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TABLE 4-2. Committees of the Industrial Structure Council 

Committee name 

Central Committee 
Distribution Committee 

Industrial Pollution 
Committee 

Industrial Fund Com
mittee 

Management Committee 
Cinema Committee 

Nuclear Power Industry 
Committee 

Energy Committee 
International Economy 

Committee 

Consumer Economy 
Committee 

Heavy Industry 
Committee 

Chemical Industry 
Committee 

General Merchandise 
and Construction 
Materials Committee 

Year 
Main items of deliberation established 

Basic direction of overall industrial policy 1964 
Survey the actual state of distribution system 1964 

and basic issues with respect to its modern-
ization 

Measures to cope with industrial pollution 1964 

Formulating appropriate annual capital invest- 1964 
ment plans from the viewpoint of upgrad-
ing the industrial structure and strengthen-
ing international competitiveness; 
formulating plans for procuring necessary 
funds 

Financial, labor, and production management 1964 
Liberalization measures and promoting 1964 

exports 
Development of nuclear power and related 1964 

businesses 
Comprehensive energy policy 1964 
Understanding and taking measures for the 1964 

direction of the international economy, 
focusing mostly on the North-South 
problem, East-West problem, and problems 
of advanced industrialized nations 

Analysis of the consumption structure and pro- 1964 
viding for a sound consumer life-style 

General measures for promoting the machin- 1964 
ery industry; analysis of the market for 
heavy industrial products and measures to 
promote exports 

Measures to guarantee long-term supplies of 1964 
naphtha for the petrochemical industry; anal-
ysis of the export market for chemical prod-
ucts and measures to promote exports 

Grasping the current state of the general mer- 1964 
chandise distribution system and formulat-
ing measures for the future; measures to pro-
mote the export of general merchandise; 
survey of the current condition of the gravel 
supply; basic direction of the pre-fab in-
dustry 
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TABLE 4-2. (continued) 

Commillee /lame 

Textile Committee 

Industrial Finance 
Committe 

Industrial Labor 
Committee 

Industrial Location 
Committee 

Industrial Technology 
Committee 

Year 
Mai/l items of drlibt'ratio/l established 

Grasping the actual condition of the distribu
tion system for textiles and policies for its 
normalization 1965 

Industrial finance policies for normalizing fi -
nance, consolidating equity, and upgrading 
the industrial structure 1965 

Measures for the effective application of indus-
trial labor potential 1965 

Appropriate placement of industry; preparing 
the conditions for locating industry 1%6 

Measures to strengthen the development of 
~~~ 1~ 

-------------------------------------
Source: Japan Development Bank and Japan Economic Research Institute (1993). 

the policy will be approved by the legislature even if it is supported 
by the bureaucracy. 

Hence, it was important for MITI to achieve consensus within the de
liberation council, for it is here where success or failure of a policy initia
tive was essentially determined. For example, "the plans for the concen
tration of the automobile industry, which in fact never materialized, were 
both strongly opposed at the council level. In the end a consensus within 
the industries concerned was not obtained."13 Three times MITI pro
posed rationalization of the auto industry. The first national car plan 
basically gave the rights of production to a single winner. In 1955, MITI 
formulated the National Car Project and attempted to execute it, its pur
pose being concentrated prod uction oflow cost, small cars for the general 
public by a single manufacturer .... The Concept concerned a car accom
modating (1) four passengers (2) costing about 250,000 yen (3) with a 
displacement of 350 to 500 cc (4) weighing 400 kg, and (5) with a maxi
mum speed of 100 km/h. Concentrated production of this car by a single 
manufacturer was proposed.14 The second was a partitioning of the in
dustry into three groups, each group producing a specific vehicle cate-

13. Japan Development Bank and Japan Economic Research Institute (1993, chap. 2, 

P· 42) . 

14. Itoh and Urala b993, p. 14). 
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TABLE 4-3. Composition of Industrial Stmcture Council 

Indl/stries and bl/siness representatives (20) 

Japan Committee for Economic Develop
ment, secretary general 

Japan Chamber of Commerce and Industry, 
managing director 

Osaka Chamber of Commerce and Industry, 
president 

Kansai Economic Federation, chairman 
National Federation of Small Business Associ-

ations, chairman 
Synthetic fiber company, president 
Chemical company, honorary president 
Chemical company, president 
Petroleum Association of Japan, president 
Oil company, advisor 
Steel company, chairman 
Electronics industry association, chairman 
Electronics industry promotion association, 

chairman 
Electrical manufacturing company, president 
Electrical manufacturing company, president 
Automobile industry association, chairman 
Retail company, chairman 
Retail company, president 
Railway company, president 
Federation of Electric Power Companies, 

chairman 
Electric Power Company, president 

Fonner bl/real/crats (4) 

Think tank, managing director 
Think tank, managing director 
Think tank, managing director 
Japan Foreign Trade Council, chairman 

Academics (7) 

National University, professor 
National University, professor 
Private university, professor 
Private university, professor 
Private university, professor 
Private university, professor 
Economic commentator 

JOllrnalists (2) 

Newspaper advisor 
Broadcast station analyst 

Consllmer and labor 
representatives (3) 

Consumer association, director 
Labor association, director 
Labor association, director 

Filllwcial representatives. otllers 

City bank, chairman 
Long-Term Credit Bank, chairman 
Japan Development Bank, governor 
Shoko Chukin Bank, president 
Prefectural Governor 
National Mayor's Association, 

chairman 

Total 42 

SOllrce: Management of Coordination Agency; Japan Development Bank and Japan 
Economic Research Institute (993). 

gory. "In May 1961, MIT! proposed to split the automakers into three 
groups of mass production, special passenger cars (high class cars and 
sports cars), and mini passenger cars, each group consisting of two to 
three manufacturers." ):; Both times, council members rejected MlTJ's 

15· Itoh and Urata (1993, p. 15). 
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FIGURE 4-1. Industrial Vision Formulation and the Deliberation Council 

Conduct survey; 
compile data 

(Feedback) 

Sou Tee: Ono (1992). 
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proposals. And both times, MITI resisted forcing the issue in the Diet. In 
its third try, MITI managed to obtain a consensus among the manufactur
ers. Import protection was agreed to in exchange for exporting: every 
manufacturer could participate.16 Shortly thereafter the Diet (the legisla
ture) passed a new automobile industry rationalization law embodying 
the agreement. 

The auto industry example illustrates two functions of a council. 
First, transparent rules for the allocation of rents among firms were 
established. Manufacturers agreed to a plan that gave each one oppor
tunities to earn rents through protection of the domestic market in 
exchange for successful expansion into export markets. Second, while 

16. Itoh (1993). 
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providing inputs into legislation, manufacturers had veto power. As 
a consequence, automobile manufacturers could be confident that poli
cies would not be changed without their consent and therefore were 
relatively durable. 

Why does government not overturn those council decisions it op
poses and abide only by those it prefers? The answer is rather subtle. 
Given that councils have permeated many industries and sectors in 
the country, by unilaterally imposing its will on a single industry or 
sector, the government risks undermining the value of councils and 
thus subverting the whole system of cooperative decisionmaking. This 
in turn would increase the transaction costs of policy making and thus 
could retard economic growth. 17 Should that happen, the legitimacy of 
the government could be more easily challenged. Tying the fortunes 
of many groups to the continued use of a particular system raises the 
cost of altering that system. Hence, the more closely groups are tied 
together, the more credible a system becomes. By institutionalizing 
councils, the government has limited its discretionary power over eco
nomic policy but in turn has created an environment that has given 
big business confidence in the stability of policies agreed upon. 

Korea 
Rebuilding private sector confidence was a priority for an obscure 

group of military officers who violently took power in Korea in 1961. 
Those officers were willing to place all political bets on economic 
growth. After first shattering existing old-boy networks, they struck 
a deal with the heads of the big conglomerates (chaebols) they had 
imprisoned: the private sector would deliver development and, as part 
of the bargain, confiscated wealth would be released. After this initial 
heavyhandedness, consultation between government and the chaebols 
greatly helped to win back private sector support. Political leaders 
helped to coordinate private sector effort but left the actual work to 
the business community. 

In Korea from the mid-196os to the early 1980s, government and 
private sector relations were characterized by frequent, regular meet
ings between leaders of both groups. These meetings were less formal 
than the council meetings in Japan or Singapore, but they had similar 
objectives: information exchange; rent allocation; elite participation in 

]7. This argument is derivative of Grief, Milgrom, and Weingast (1994) 
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policymaking; and stability of the policy environment. President Park 
Chung Hee's presence at monthly export promotion meetings gave 
authority to the meetings. IS 

The meetings were the barometer for the country's export push 
and thus critical to its overall economic performance. The ministries' 
commitment to building up the private sector went as far as bullying 
it into accepting export markets.19 However, bureaucrats did not decide 
what to_produce. Rather they coordinated and ensured the sharing of 
relevant information among all parties that had bargaining power, 
specifically, big business. These meetings and the informal consulta
tions that followed facilitated early recognition of problems encoun
tered in expanding Korean export markets. The primary focus of these 
meetings was the joint determination of export targets for various 
industries by private enterprises and government officials. The Ministry 
of Commerce and Industry collected information from individual ex
porters on a monthly, weekly, and sometimes even daily basis. It also 
monitored and analyzed changes in market conditions. Export targets 
and policies were altered when necessary so that the government and 
private sector could respond rapidly to fluctuations in world markets. 
Short-term changes in government policies could then reflect world 
market conditions. The system reduced the risks to private enterprise 
of engaging in export activity. 

Lower-level meetings between middle managers in private industry, 
mid-level officials in government, and experts and scholars supple
mented the monthly export promotion meetings. Meetings took place 
in the form of industrial discussion groups. There were basically two 
types: the functional (for example, taxation) and the sectoral. The former 
was centered around the presentation of various viewpoints from 
known experts on topics normally identified and chosen by the bu
reaucracy, for example, the Ministry of Finance. The experts provided 
their analyses and opinions; the government bureaucrats normally just 
listened. Though the final decision was made by the bureaucracy, the 

18. "The establishment of this well-publicized meeting had a significant effect in 
exploring profitable markets and in implicitly promising government-wide support for 
private sector activities designed to achieve those export targets." Chang (1992). 

19. Samsung lost a fertilizer factory when it refused to support Park's initiative. This 
confiscation, however, was conducted according to rules: the stick was applied when 
the company refused to cooperate. This information is based on an interview with 
Professor Bong-loon Yoon in October 1992. 
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policies adopted generally attempted to incorporate the various view
points. The second type of industrial discussion group involved repre
sentatives from an industry, usually from the corresponding industrial 
association, who discussed their perspectives on an issue with represen
tatives from the Ministry of Trade and Industry. At this level, the 
process was primarily one of gathering information rather than collabo
rative decisionmaking. Nevertheless, vocal industry representatives 
often helped shape the final product. 

Deliberation councils, especially the monthly export promotion meet
ings, were important in coordinating the export drive. Ouring the 
meetings, obstacles to achieving competitiveness were discussed and 
solutions were often recommended and implemented.20 The meetings 
presided over by Park were devoted to monitoring export targets and 
solving export-related problems. The criteria for access to subsidized 
credit and to production licenses became more transparent as a result 
of the councils. Firms seeking credit and licenses had to meet Park's 
basic criterion: "How much have you exported for me lately?"21 Export 
performance was used to allocate preferential credit and to determine 
who would get valuable licenses from the government to produce 
promoted products.22 The council's principal function was to extract 
the necessary information to formulate better export promotion policies 
and to allocate rents, that is, credit subsidies and production licenses, 
in a systematic, transparent, and objective fashion.23 

20. Amsden (1989). 
21. Amsden (1989) refers to this system as reciprocal exchange. 
22. The meetings were designed to be genuine dialogues between firms and the 

government. Participants were chosen by business associations. Moreover Park made a 
policy of never meeting with representatives of firms privately. He met with business 
people in groups and as representatives of their industry, not their particular firms 
(interview with Chang-Yum Kim, January 1995). In this way, rent allocation was based 
on transparent and objective criteria. 

23. Exporting, which began in the more neutral environment of the 19605, continued 
to be a major criterion for allocating credit during the 1970S Export promotion consisted 
not only of preferential credit but of other policies as well. See Rhee and others (1984) 
for a comprehensive review of Korea's export-promoting policies. Enforcement of the 
performance criteria was possible because the government possessed strong leverage 
over firms: it controlled the sources of loans, for example, banks, and the authority over 
industrial licensing. Haggard (1990); Amsden {19B9l. As Wade (t990) notes, the debt· 
equity ratio of firms in Korea has been historically higher than in Japan or Taiwan, 
suggesting that much of the firms' initial growth was debt driven. Since loans often had 
to be rolled over, the threat of terminating loans could jeopardize the existence of highly 
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Once established, the country's export orientation was difficult to 
alter. Firms had come to expect significant rewards for success in ex
porting and thus had oriented their production, management, and 
marketing capabilities to world markets. Changing the rules of the 
game would have had serious consequences on firms' operations and 
thus on economic growth, undermining the legitimacy of the military 
government. The councils in Korea helped make export policies durable 
and credible to the private sector, coordinating the move from an 
inward-looking, protectionist trade regime to an outward-oriented one, 
institutionalizing a process that made exporting virtually irreversible.24 

Thailand 
Before 1981, Thailand's relationships between the public and private 

sectors were characterized by "a prevailing sense of distrust, and ele
ments of arrogance on both sides. The public sector regarded the private 
sector as selfish entrepreneurs and thinking only of their personal 
profits with little sense of social responsibility. The private sector, on 
the other hand, suspected government officials of being extremely 
inefficient, corrupt, and bureaucratic .. . . The two points of view were 
rarely reconciled as there was no formal mechanism to bring about 
more fruitful dialogues."2S The sources of the mistrust had deep histori
cal roots. Since the turn of the century many commercial enterprises 
have been controlled by the Chinese minority causing the majority 
native Thai to perceive them as capitalist exploiters. From the over
throw of the monarchy in 1932 to the late 1970s, under successive 
governments, mostly military, the public sector was the exclusive do
main of native Thai counteracting the economic power of the Chinese. 
As a result, business-government relations had come to be governed 
by military-bureaucratic c1ientilism (that is, a relationship in which 

leveraged firms. In some cases, the government refused to bail out failing com parties 
unless the firm agreed to changes in the management. 

24. Irreversibility is related to the concept of path dependency . Path dependency 
refers to historical constraints imposed on the trajectory of an economy. For example, 
David (1985) argues that the initial development of the QWERTY keyboard for the 
typewriter has constrained the adoption of more efficient keyboards primarily because 
the former has come to be accepted and used by a very large number of people and 
establishments. hanging to a new system would involve enormous coordination. Irre
versibility stems largely from the costs of coordinating a switch. 

25 · Muscat Ct994, p. 18) . 
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public officials are "patrons," providing some protection or security 
from harassment to private business groups who are "clients."26 To 
protect their business interests, the Chinese resorted to "outright brib
ery or [sought] patron-client relationships with the military-bureau
cratic leaders, mainly by inviting the latter to join executive boards or 
to hold stock in companies at no COSt."27 The presence of military
political leaders on the boards of twelve of Thailand's sixteen commer
cial banks in 1972 illustrates the extent to which this protection system 
was institutionalized.28 

But although the protection system allowed economic activity to 
flourish, it failed to alleviate the basic mistrust between the public sector 
and the private sector. Entrepreneurs presumed (correctly) that they 
needed strong patrons in government to prevent harassment. Bureau
crats and military officers had come to expect board memberships in 
exchange for their consent to and protection of commercial activity. 

In the early 1980s, partly to help overcome the tradition of mistrust, 
the orchestrators of Thailand's liberalization drive championed the 
need for better and more formal communication between the public 
and private sectors. Designating the private sector as the engine of 
growth, the Prem government's Fifth National Economic and Social 
Plan proposed a mechanism for public and private sector collaboration. 
"The National Joint Public and Private Consultative Committee 
OPPCC) was formed, with the Prime Minister as Chairman and the 
Secretary General of the National Economics and Social Development 
Board (NESDB) as Committee Secretary. Other members were the dep
uty prime ministers, ministers and deputy ministers of economic minis
tries, the Governor of the Bank of Thailand and the Secretary General 
of the Board of Investment. The private sector was represented by three 
representatives from the Thai Chamber of Commerce (TCO, three from 
the Federation of Thai Industries (FTI), and three from the Thai Bankers 
Association (TBA)."29 

26. Clientilism refers to the personalized pairing of partners in recurrent exchanges. 
Ties are developed to cope with the cost of contract uncertainty. Thus promises are 
likely to be honored despite the absence of a public enforcement authority. and social 
or political rank will heavily influence the terms of trade. 

27· Laothamatas (1988. p. 451). 
28. See chapter 5. Business-government relations in pre-19~h Thailand share many 

of the features of the relations in post-ll)65 Indonesia. 
29. Samudavanija (1992, p. 26). 
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In Thailand much of the initiative to establish peak industrial associa
tions came from the private sector, for example, TCC, Ffl, and TBA. 
Although the government legally chartered these bodies, it did not 
intervene extensively in their development and management.30 Hence, 
in contrast with their status in other corporatist states, industrial associ
ations evolved more independently of government in Thailand than 
elsewhere.31 

The industrial associations enabled businessmen and bankers to de
velop their own networks and to participate with the military-bureau
cratic elites in the task of developing the economy. This partnership 
took a new face in the early 1980s as Thailand attempted to recover 
from the impact of the second oil crisis. In 1981 General Prem, who 
headed the government from 1980 until 1988, sought the assistance of 
the private sector to help stimulate the Thai economy. The quadrupling 
of oil prices increased the balance of payments deficit to alarming levels. 
Prem asked the representatives of the peak industrial associations for 
help in addressing the external deficit problem. The creation of the 
JPPCC, where development policies could be discussed jointly and 
openly by high-ranking government officials and private sector repre
sentatives was their response to Prem's request. With the active support 
of government technocrats, their recommendation became a reality.32 

30. "Weak as they might have been as interest groups, business associations were 
at that time (circa 1970) much stronger than any functional group .... Almost all of 
them were created and/or sponsored, and closely controlled by the government for 
security and agricultural development purposes . .. . By comparison, business associations 
were largely independent of the government. . . . No public officials sat on the executive 
boards of business associations. Official control of their operation, internal regulation, 
and leadership selection, though harsh in theory, was mild in practice. No closures of 
associations or bans on their functions or leadership selections had been reported." 
Laothamatas (1992, pp. 31- 32) The impetus for the JPPCC came from the combined 
efforts of prominent members of the business community with proactive support from 
technocrats, particularly from Dr. Snoh Unakol, Secretary General of the NESDB during 
most of the 1980s. 

31. Military-bureaucratic governments often create corporate bodies to represent key 
sectors of the polity and then control these bodies by designating the representatives 
This is generally referred to in the literature as j1llre(lllcmtlC corporatism (see, for Instance, 
Staniland !t985, chap. 4). 

32. The NESDB and in particular, its dIrector, Dr. Snoh, convinced the government 
to establish the JPPCC Laothamatas conjecture~ that I'rem may have given serious 
thought to creating the JPPCe, which the peak associations had long been clamoring 
for, in order to estabhsh an alternative base of political support. In 1980 h barel survived 
an attempted coup by so-called Young Tur~ in the mihtary. Laothamatas (1988). 
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To contain if not resolve the balance of payments problem, the Prem 
government recognized that Thai firms had to export. But to export 
successfully, firms had to be internationally competitive. Hoping to 
reinvigorate the economy, the Prem government adopted the recom
mendations of the JPPCc. Through the JPPCC, information about the 
impact of regulations, tax measures, and trade policy on the perfor
mance of firms and more generally on the economy was transmitted 
back to officials more quickly, thereby focusing the government's re
sponse to problems. Moreover, various industrial conglomerates were 
able to express their concerns over trade policy and to have those 
concerns addressed in a transparent (to members) forum. Big business 
was incorporated into the policymaking process, especially trade 
policy.ll 

But perhaps the most important contribution of the JPPCC was the 
reduction of bureaucratic dientilism through the creation of an alterna
tive, more transparent system of rent allocation. The need to minimize 
the adverse consequences of bureaucratic dientilism was one of the 
principal motives for the Thai technocrats to actively support the cre
ation of the national JPPCc. The principal sponsor among the techno
crat~, Snoh Unakol, had a very dear position on this matter. "In Snoh's 
view, Thailand had been dose to the decadent model of capitalism. 
Government-business relations in the past had served only those few 
who had massive financial resources or good personal connections 
with high officials. These relationships created resentment among the 
business community, as well as the general public .... Snoh's proposal 
for government-business dialogues was guided considerably by his 
conviction that a new system must be built in which under-the-table 
dealings were reduced by the availability of on-the-table consultation, 
by the government's responsiveness to the legitimate requests of busi
ness, and by the deregulation of the economy."34 Similarly, Robert 
Muscat explains that the experience" and the whole arrangement based 

33. In some developing countries where big business dominates, trade policy has 
generally had a protechonist character, for example, in the PhJlippines. In contrast, in 
the HPAEs, government has dominated the private sector by controlling the extent to 
which the private sector participates in decisionmaking. Historical factors are responsible 
for the difference. See, for instance, Hutchcroft b991) and McCoy (1993) on the Philip
pines, Haggard (1990) on Korea, and Amsden (1979) on Taiwan. 

34. See Laothamatas (1992, p. 82) . In interviews, a business tycoon who is a member 
of the Malaysian Business ouncil and a senior fellow of a local think tank raised similar 
points. 



96 The Key to the Asian Miracle 

on organizations, issues, and transparency, rather than inside dealings 
and the pursuit of individual commercial advantage, would promote 
the 'maturation' of the Thai business sector and contribute to the reduc
tion of particularistic or corrupt relationships between business and 
officialdom."3s An important component of the business sector's matu
ration was the acquisition of "a professional capability for open policy 
discussions." Some of the leading associations commissioned research 
teams to persuade the government with analytical data. Among others, 
this included contracting with Chulalongkorn University to research 
the effect of the tax structure on key industries. 

The Thai consultative meetings differed from the meetings in Japan 
and Korea. Only matters of general interest were discussed, that is, 
problems that applied to a majority of, if not all, large firms. The Thai 
meetings were also open to the press, which put pressure on the prime 
minister to respond to business's proposed reforms. Among the innova
tions that occurred as a result of the JPPCC dialogue were the develop
ment of graduate education in modern business management, incen
tives for family firms to go public by issuing equity, and establishing 
standards for disclosure. Investment by multinationals was encouraged 
in joint ventures with Thai firms. The JPPCC was critical in orienting the 
economy toward manufactured exports. Significant progress resulted 
toward establishing international competitiveness and modern busi
ness practices. In particular, rules, regulations, and tax measures that 
governed the export of domestically produced or processed manufac
tured goods were streamlined and rationalized in order to reduce the 
production costs of manufacturers and to enable them to compete 
internationally. 

Nevertheless, the consultative process in Thailand has been faulted 
for failure to develop channels for the representation of small farmers 
and non unionized labor. The JPPCC does not represent labor, farm, 
or public enterprises. At the very least, the councils helped the new 
professional business sector to establish a foothold in the policy dia
logue and to challenge the practice of clientilism. It also signaled the 
government's commitment to professionalism and to international 
business practices. 

The blatant exploitation by the business sector of public officeholders 
to obtain privileged access to government favors by the (big) business 

35· Muscat (1994, p. 183). 



Wooing the Business Sector 97 

sector resurged, however, during the Chatichai (July 1988-February 
1991) administration.36 Although the Chatichai government repre
sented the political ascendancy of business and was democratically 
elected, it has less successfully advocated consistent business policies 
than its predecessor. The pursuit of the spoils of office once again 
disrupted the dialogue for a coherent policy framework,31 

The shift to an export-oriented economic strategy is perhaps the 
greatest achievement of the expanded government-business dialogue. 
But the sources of mistrust have not yet been eliminated. The JPPCC 
format did not evolve into a framework for close collaboration between 
business and government characteristic of Japan or Korea. Measure
ments of transparency and predictability in the regulatory environment 
still rank Thailand lower than the more advanced high performers
Japan and the four tigers (see chapter 6). 

Malaysia 
A lack of confidence stymied the collaboration of business with gov

ernment until the early 1990s, when Malaysia too learned the benefits 
of formally coordinating the flow of information. There, business-gov
ernment relations have evolved through three phases: the free market 
phase (postindependence to 1970); the Bumiputra or New Economic 
Policy (NEP) phase (1972 to 1985); and transition to the New Develop
ment Policy (NDP; 1986 to the present).:J8 In phase one, the government 
basically allowed the private sector to function freely and was primarily 
concerned with infrastructure building. In phase two, in response to 

36. Muscat (1994). 
37. Muscat (1994, p. 184) speculates that the JPPCC declined when the Chatichai 

business cabinet Ouly 1988- February 1991) made it unnecessary. "The policy and regula
tory framework that is the natural subject of interest to the private sector across the 
board receded into the background as the rivalries among a handful of individual 
businessmen and groups, then having captured the very mechanisms designed to regulate 
them and dispense public resources, took center stage. The further evolution of institu
tionalized relationships between government and business organizations was put on 
hold as the individual businessmen/politicians and government leadership became one 
and the same." His conjecture suggests why councils in other parts of the world might 
not work: if the business community ha<; viable, alternati ve means for communicating 
and influencing government, then councils may have less value and thus may not be 
as highly valued by their members. 

38. The New Development Policy was introduced officially in 1991 as the successor 
to the twenty year program embodied in the NEP. 
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the racial riots of 196<), the government introduced the Bumiputra 
Policy. As discussed earlier, the policy was designed to narrow the 
wealth gap and enable native Malays to participate in trade and indus
try by requiring minimum Bumiputra participation in economic activi
ties. During phase three (which roughly coincides with Prime Minister 
Mahathir's leadership), the antagonism that characterized government
business relations in the second phase was gradually redressed. For 
example, firms with less than M$2.5 million capitalization were no 
longer subjected to the requirement that 30 percent of their stock be 
sold to Bumiputras. The NEP was transformed into the NDP, in which 
big business has been given the primary role of leading the develop
ment of the country. This thrust characterizes Mahathir's Look East 
Policy. The first sign of a change was the creation of the so-called 
Budget Dialogue in which captains of industry were called in to discuss 
the national budget with finance officials. Then advisory groups for 
certain sectors were formed. Each group included representatives from 
industry and government. The members helped formulate policies and 
developed strategies for implementation. Finally, the Malaysian Busi
ness Council (MBC), which included sixty members from private indus
try, some members of labor, several government ministers and deputy 
ministers, and the prime minister as chairman, was established. The 
MBC facilitated direct communication between big business, labor, and 
the prime minister. 

The use of councils dates back to 1981. A confidential government 
study of business-government relations in the mid-1980s uncovered 
informal councils tied to government ministries. An informal council 
basically made evaluations of a ministry's regulations. It was further 
discovered that a council's effectiveness depended on the participation 
of individuals from the private sector. Those that had members from 
the private sector produced output useful to the ministries as well as 
to the private sector groups the latter regulated: rules and regulations 
were revised to reduce the burden on the private sector. Those that 
did not failed to provide useful solutions to problems they were asked 
to address. These findings largely influenced the formation of the Ma
laysian Business Council and the Budget Dialogue Group in which 
private sector representatives participate as active and equal members.39 

It is still too early to evaluate the effectiveness of the MBC and the 

39. Critics point out that labor is not adequately represented in these consultations. 
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Budget Dialogue Group and to establish exactly what their functions 
are. Personal interviews with some participants suggest that, like the 
JPPCC in Thailand, the MBC has helped move rent seeking from covert, 
under-the-table dealings to more transparent, over-the-table transac
tions.40 

The Implications of Councils for Economic Performance 

As the preceding examples illustrate, deliberation councils yield eco
nomic benefit.41 A council serves as a convenient channel for collecting 
relevant information from, and distributing it to, its participants. It thus 
improves economic efficiency: it supplements the allocative function of 
markets by facilitating coordinated responses to changes in economic 
conditions. A council also helps reduce the opportunities for and wel
fare losses from rent seeking.42 Furthermore, a council performs a com
mitment function, binding sovereign authority to a set of rules govern
ing economic policymaking. Hence, it helps minimize economic 
distortions attributable to the nonsimultaneity of the costs and benefits 
of a policy.43 

Improving Coordination 
Although the HPAEs have all established various mechanisms to 

reduce the costs to firms and the government of obtaining information 

40. Malaysia's most recent advertising campaign to promote business and investment 
highlights the importance of the MBC to the country's thrust toward achieving Mahathir's 
Vision 2020. A video featuring the role of the MBC was played for participants at an 
ASEAN conference on governance in Vietnam in September 1994. 

41. Ideally, we would have wanted to link councils with their welfare consequences. 
Unfortunately, this would require constructing an experiment that would provide mea
surable criteria. In general, the state of the art in evaluating the welfare impact of 
institutions is still primitive compared with evaluation in other more developed fields. 
Campos and Lien (1994) have shown theoretically that councils can reduce the amount 
of directly unproductive profit-seeking (OUP) activities. See Bhagwati and Srinivasan 
(1982) for a definition and discussion of OUP activities. 

42. That is, it not only reduces the size of the "Harberger" triangles but also the 
magnitude of the "OUP rectangles." Harberger triangles refer to a measure of efficiency 
losses and OUP rectangles to a measure of losses from OUP activities. 

43. See Rodrik (1<)89) and Campos and Esfahani (forthcoming) for a discussion of 
the problem of promises and the lack of credibility within the context of policy reform. 
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about markets, councils stand out as particularly useful mechanisms 
to transmit information. Changes in world markets, new trends in 
technologies, and perverse effects of regulations domestically and 
abroad are all communicated to the bureaucracy by private sector 
agents. In tum, the bureaucracy synthesizes the different pieces of 
information and communicates this synthesis through proposed plans. 
The potential effects of these plans are relayed by private agents back 
to the bureaucracy for possible alterations. This interactive process 
continues until a consensus is reached . In short, deliberation councils 
provide a built-in feedback mechanism that helps the public and private 
sectors adjust to an ever-changing environment. They "can acquire 
more information than anyone individual (member) for it has each 
member performing different experiments. Thus, the limitations on 
an individual industry'S or firm's capacity are overcome."44 Although 
deliberation councils cannot substitute for the informational attributes 
of markets, they certainly supplement them.4' 

Problems involving synchronization frequently arise in develop
ment.46 They arise for instance in new industries with potentially large
scale economies. As Paul Milgrom and John Roberts have pOinted out, 
"Economies of scale that are achieved in the manufacture of compo
nents of several products increase the need for coordination because the 
optimal scale of each product is an increasing function of the anticipated 
scale of the other products that use the same components."47 From this 
perspective consider the following advantages of councils as coordina
tion mechanisms: if a new airport is to be built, roads and trains to the 
airport must be ready by a target date. To induce a company to invest 
in creating the roads might require assurances that another firm has 
agreed to construct the airport. Similarly, hotelkeepers will invest once 
they are assured of the behavior of other relevant investors. Information 
demanded to achieve coordination required for a new airport may not 
be efficiently conveyed by the price system. Councils offer supplemen
tal sources of information, providing decisionmakers with information 
about how parts of a large project fit together. They provide a forum 

44· Lim (19B!, p. 15)· 
45. In fact. councils work because they use markets as their guide. The plans devel

oped jointly by the public and private sectors are tested against the realities in the 
marketplace. 

46. See Gcrshenkmn (tg62) 

47· Mllgrom and Roberts h991 , p. 117)· 
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to communicate strategy to all members of an industry. When a lack 
of synchronized behavior may be costly to several parties, the council 
can be especially helpful. For example, the price system does not take 
into account the true marginal cost of the early introduction of a prod
uct. Knowing the number of possible delivery dates requires communi
cation not necessarily conveyed by prices. A council meeting can more 
easily reveal the marginal costs of a speedup for each supplier, making 
it possible to predict the cost of the final product. Inducing private 
sector actors to make one set of investments sometimes requires assur
ances that a related set will also be made. In those cases councils are 
helpful because they facilitate coordination. 

Deliberation councils also help resolve externality problems (which 
in essence are also coordination problems). For example, an exporter 
who breaks into a foreign market bears all the costs, while results can 
easily be copied by firms that did not pay the initial costs of gaining 
entry. In the council, the costs of learning about new markets are 
distributed among council membership.48 

A council might also help distribute burdens from future crises, 
thereby reducing the overall risk of a project.49 For example, in Japan 
members of a council will shoulder the costs of a collective decision 
that causes a weaker member to go bankrupt. When downsizing is 
called for, the biggest firm in the industry may be asked to absorb 
smaller companies that take the 10SS.50 

Taming the Rent Seekers 
Whereas an absence of transparency has allowed governments of 

many developing nations to reserve economic opportunities for their 
clients, councils have permitted most of the HPAE regimes to avoid 
this pattern. In the council, information about the policy environment 
is shared among all players. Each has access to the same information, 
and information flows both ways. By contrast, in many developing 
countries, policy-relevant information is asymmetrically distributed. 
Private sector firms do not know what their competitors know and 
hence are uncertain about what their competitors will do; even an
nounced government plans cannot be trusted. In essence, when the 

48. World Bank (1993a). 
49. In a discussion of risk sharing. credit markets, and participatory government 

intervention in Korea, Cho and Hellman (1993) make a similar argument. 
50. Yamamura (1986). 



102 The Key to the Asian Miracle 

parties have unequal information they will mistrust one another and 
will hesitate to cooperate on joint projects. 

Mistrust creates a strong impetus toward rent seeking. In the absence 
of a credible and transparent policy regime governing market competi
tion, pressure groups have incentives to lobby government officials. 
Lobbying can be viewed as a defensive measure that often occurs when 
each group assumes that others will lobby to acquire as large a share 
of the market either directly, for example, logging concessions, or indi
rectly, for example, import quotas. Hence, to protect its turf, each is 
induced to engage in as much lobbying as can be afforded. Seeking 
special deals or privileges thus becomes the modus operandi of groups. 
A council can eliminate this uncertainty and reduce mistrust by making 
policies transparent to all affected parties; by making information avail
able to all, a council makes it more difficult for individuals or groups 
to obtain special favors from the government and for government 
officials to provide special treatment to individuals or groupS.51 Welfare 
losses attributable to directly unproductive profit-seeking (DUP) activi
ties can thereby be reduced. 

In many developing nations, patronage is the main source of rents 
and thus is central to the political support base of the regime. Informal 
political structures nourish the proliferation of patron-client ties. Imper
sonal institutions such as deliberation councils, by diffusing access to 
regime officials, can weaken patron-client ties and help the regime 
reduce the costs of rent seeking. 

During the early stages of development, political and economic elites 
constitute small and overlapping circles. The closer an individual's ties 
to a regime, the more difficult it is for the regime to enforce rules that 
would alter that individual's behavior. Therefore, it is necessary to 
protect government ministries from individuals who wish to use con
nections to win exceptions, privileges, or modifications to rules. The 
advantage of policies approved by councils is that members will have 
to accept changes and adjust to rules that apply to all, since if they 
seek exceptions their lobbying will quickly become known to other 
members of the council. Through councils the government acquires 
greater capability to resist pressures from powerful individuals. 

In sum, when rules, procedures, and regulations are discussed openly 

51. Campos and Lien (1994) show that, if firms can reveal information without fear 
of being taken advantage of. the level of rent seeking falls, that is, firms have less incentive 
to engage in lobbying. 



Wooing the Business Sector 103 

among the relevant parties and input from all parties is encouraged, 
a more transparent and impartial policy environment emerges. This 
constricts the possible avenues for seeking or granting special favors 
and raises the cost of and reduces the potential gains from rent seeking. 
Councils help limit the perverse effects of rent seeking: members effec
tively agree to the rules of the game that ultimately determine how 
rents are to be distributed among them. The rules could directly specify 
the distribution as in the case of industry downsizing in Japan or 
indirectly as in the case of export performance criteria in Korea.52 In 
either case, rent shares are negotiated in a relatively open forum, mak
ing it difficult for individuals or special interest groups to seek special 
treatment and thus to derail good policies. 

An Implicit Constitution: Councils as Commitment Devices 
The use of deliberation councils to coordinate economic policy creates 

a structure of rights and expectations that induces investor confidence. 
In effect, a de facto constitutional framework to direct economic deci
sionmaking is erected. Violating the implied norms imposes costs on 
the government and on the private sector operators. To violate the 
procedural norms or etiquette that governs economic decisionmaking 
would require altering the rules governing the creation of policy. 

Changing the rules imposes costs of its own. The party that forces 
those changes may ultimately wish for the protection they have aban
doned. To avoid risks that disagreements over procedural changes may 
lead to unexpected outcomes, officials may decide to stay with the 
rules already in place. Moreover, an attempt to force a change in the 
rules without private sector participation would undermine the future 
value of the councils as a coordination and rent-sharing mechanism. 
That in turn would make policymaking more difficult. 

Ultimately, the councils are commitment devices that restrain gov
ernmental discretion.53 By granting authority to deliberation councils 

52. Yamamura (1986); Lim (1981); Amsden (1989); Haggard (1990); Chang (1993) . In 
Korea firm subsidies are based on their export performance and thus on the ability of 
firms to compete; in the former, the government, through the council, determines which 
firm(s) absorb the les~ profitable ones in the industry. 

53. It is often argued that Korean business-government relations consist of the govern
ment's bribing, cajoling, or coercing private sector firms. See Am den (1989); Haggard 
and others 11990); Lee (1992). But it should be emphasized that the government has 
applied the carrot and the stick impartially and conSistently. If a firm fails to deliver, it 
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the government gains authority. As Daniel Okimoto puts it, "Without 
industry's willing cooperation, the Japanese state would not be nearly 
as powerful or effective."54 An agreement from a deliberation council 
represents unanimity within an industry and increases the likelihood 
of legislative approval. In effect, the government relinquishes authority 
to gain the possible consent of the private sector to promote a govern
ment program. By granting authority to the councils, the government 
gains credibility that it can implement its programs. This in tum makes 
the government a more credible player nationally and internationally. 
An investor will choose a country where the government has the capa
bility to protect the property rights of investors. The councils provide 
some of this capability because they imply that policies have the implicit 
consent of the relevant private sector actors. 

Councils provide rules for gaining a consensus on economic policy. 
These rules are an implicit constitution offering guarantees against the 
imposition of policies detrimental to council members. Revisions of the 
rules or of policies are subject to the councils' purview, thus providing 
economic actors with assurances against sudden policy shifts. By im
posing restrictions on its ability to alter policy, the state makes the 
property rights of council members more durable.55 Economic entrepre-

is penalized; if it delivers, it is rewarded. That is, the Korean state has refrained from 
the predatory behavior characteristic of many dictatorships. 

Of course, the question then is how credible is the state's commitment to impartial 
and consistent implementation of the carrot and stick? Reputation is critical. If the state's 
goal is to promote growth, and it depends fundamentally on the help of the private 
sector (which was certainly true in Korea), then it must necessarily obtain the cooperation 
of the private sector by building a reputation for impartiality and consistency. By contrast, 
favoritism encourages DUP activities, which results in uncertainty about the "rules of 
the game." This restrains growth by making it difficult to obtain the needed cooperation. 
In short, the long-run cost to the state of ruining its reputation is a disincentive to playing 
favorites. 

54. Okimoto (1989, p. 145). "Instead of labeling Japan a strong state, therefore perhaps 
it would be more accurate to call it a 'societal,' 'relational,' or 'network' state, one whose 
strength is derived from the convergence of public and private interests and the extensive 
network of ties binding the two sectors together." 

55. Economic policy can be viewed as a contract between government and the private 
sector. Williamson (1985). However, contracts cannot address every possible contingency. 
To induce investments in fixed capital assets whose value is greatly reduced in alternative 
uses, that is, asset specific investments, the government must be able to commit to 
not expropriating those investments whether directly through confiscation or indirectly 
through arbitrary and frequent policy changes, that is, not reneging on ex ante 
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neurialism is encouraged by the knowledge that today's poliCies will 
not create the profits for tomorrow's confiscations. 

An Implication: From Import Substitution 
to Export-Oriented Industrialization 
Deliberation councils can be critical in facilitating the change toward 

export orientation from import substitution (lSI). By abandoning the 
relative comfort of the lSI regime, established firms open themselves 
up to the danger of losing market share by reducing their comparative 
advantage, for example, knowledge of the domestic market and control 
over distribution, and over other potential domestic competitors who 
may be much smaller. Deliberation councils can be harnessed to reduce 
this uncertainty and thus to provide better incentives for firms to sup
port the export drive. Through these mediating institutions, informa
tion about developments in world markets is shared among all firms, 
giving each equal opportunities to respond. Subsidized credit can be 
directed to good performers to reduce the risk of breaking into world 
markets. In some cases, established firms and the government can agree 
to limit entry in the initial stages. In other words, these institutions 
help provide the necessary coordination needed to move from a low
level equilibrium to a higher-level equilibrium: because they guarantee 
the existing (and more often than not the major) players that none will 
be disfavored in the change of regimes (in the sense of fair application 
of the new rules and regulations), they induce the players to participate 
more willingly in the new programs; a larger pie and Pareto superior 
allocations result. 

Public sources of credit are often necessary to promote an export 
drive. Private financiers have the means to test the waters in domestic 
markets but very rarely in foreign markets. Financiers are therefore 
reluctant to lend for exports and will consistently ration credit in favor 
of domestic production. Consequently, when domestic bankers com
bine with large, indigenous merchants, their preferred policy is a secure 
domestic market characterized by import substitution as opposed to 
exporting. But government-subsidized credit is not sufficient to guaran
tee good export performance. The carrot, that is, subsidized credit, 

agreements. But at the same time, the government must also have enough flexibility to 
change policy when external circumstances warrant. A council can serve as a "flexible" 
commitment mechanism. 
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without the stick, that is, penalties, may result in investment without 
accompanying export growth. Firms may take advantage of the credit 
but allocate it to nonexport activities.56 Councils can be especially help
ful in providing information that will help the government to direct 
credit to high-performing exporters. 

The Political Role of Councils 

The East Asian experience reveals that access to information by all 
parties is essential for economic development. Information to make 
effective economic decisions is usually lacking in autocratic govern
ments because the private sector has incentives to dissimulate and 
deny information to autocrats that can later use their knowledge to 
expropriate profits, to penalize dissent, and to provide privileges to 
insiders and allies. Information is usually used to maintain power, not 
to promote welfare-enhancing policies. As a result, autocrats typically 
lack information about private sector development, and the private 
sector usually has unreliable information about government programs 
and intentions. Thus autocracies have a problem of credibly committing 
to growth-enhancing policies. Dictators are unreliable partners in trade 
because of their above-the-Iaw status. 

In all the HPAEs, the legislature is significantly weaker than the 
executive branch. Even in Japan, where the Diet plays a more active 
role in policymaking, until recently the ruling Liberal Democrat Party 
(through the prime minister) has generally dictated the thrust of poli
cies. This top-down approach to policymaking has earned the HP AEs 
the reputation as authoritarian states. Modifications to this conception 
are needed, especially if one considers that surveys of democracy typi
cally correlate Asian governments with those of Africa as examples of 
autocratic rule.57 Because the standard indexes of democracy are not 

56. See, for example, the study of Boyce (1992) on the Philippines. 
57. The Freedom House correlates the political systems of Korea, Malaysia, Singapore, 

Taiwan, and Thailand at the same antidemocratic extreme as a number of African regimes. 
The definition of political rights and civil liberties used in the rankings do not prioritize 
transparency of the regulatory environment, bureaucratic integrity, equal access to infor
mation by private sector operators, consultative instruments, security of property nghts, 
freedom to contract, and the reliability of government commitments. The survey leaves 
out the factors contributing to private sector strength and government credibility. Thus 
results do not touch on the conditions that ultimately create a firm foundation for an 
independent civil society. 
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sensitive to the participation in policy by consultative bodies, they fail 
to reflect a fundamental difference between the polities of Asia and, 
for example, those of Africa. Consultative polities differ from autocratic 
regimes as much as they differ from representative regimes. Councils 
allow select groups in the private sector (based on function rather than 
on personal ties) to express their views on economic policies and have 
those views integrated into the final policy output. This feature gives 
councils credibility and legitimizes government economic policies; 
councils grant the private sector participants some influence over the 
rules that are to govern their sector and prevent those rules from being 
altered without consultation.58 

Summary 

Japan, Korea, Malaysia, Singapore, Thailand, and Hong Kong have 
developed mechanisms for interaction between state and society, 
allowing the private sector to contribute effectively to the policymaking 
process. Consultative bodies induced private sector cooperation with 
the regime and helped to draw the elites into the process of market
led growth. Similar assurances of consistent private sector input into 
policy formation are rarely provided by autocratic governments. 
Nevertheless observers have all too often confused effective governance 
with the type of political regime and thus have failed to see the universal 
implications of East Asian experience. That experience suggests that 
the foundations of effective economic governance-commitment, coor
dination, and consultation-are likely to be independent of regime 
type. But it also suggests that consultative committees may fail to 
produce similar results in other developing countries unless a reputable 
economic bureaucracy exists to impose discipline among private sector 
members of a council. 

As chapter 6 explores, each of these high performers created and 
murtured a competent, relatively independent but accountable, eco
nomic bureaucracy. Unless the economic bureaucracy can deflect exter
nal pressures from regime insiders or powerful interest groups, 
agreements arrived at in a council could be easily undermined. To 

58. It should be pointed out that in the early stages of English parliamentary govern
ment, representation was limited to a small privileged group, that is, those who could 
pay taxes to the king. See Root (1994). The councils are in a way functionally similar to 
England's ancient parliamentary system. 
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enable that bureaucracy to perform its role as arbiter, it must be able 
to resist such pressures. A weak arbiter cannot induce cooperation or 
compromise among rival groups; it cannot punish detractors nor re
ward performers. Similarly, a corrupt or incompetent arbiter cannot 
gain the confidence of participants. Therefore measures to prevent the 
arbiter's abuse of power must also be introduced. 



Five 

Coordinating the Public 
and Private Sectors: 
Taiwan and Indonesia 

A KEY ELEMENT in the success of the high-performing Asian 
economies (HPAEs) was the creation and maintenance of 

institutions to coordinate public and private sector activities. The choice 
of institutions, however, differed among the eight governments. In 
Japan, Korea, Singapore, Malaysia, Thailand, and to a lesser extent, 
Hong Kong, governments established deliberation councils to promote 
the flow of information, clarify the division of rents among the elites, 
signal commitment to announced policies, and provide ways for the 
private sector to participate in economic policymaking. In Taiwan and 
Indonesia, however, governments undertook these activities without 
the benefit of formal deliberation councils. Taiwan depended on indi
rect mechanisms for coordinating public and private sector activities, 
and Indonesia relied on an informal and opaque mechanism. This 
chapter examines these mechanisms and the historical circumstances 
that shaped their evolution. 

Both governments took power through military domination and 
faced a similar political challenge: determined to retain power by pro
moting growth, they also recognized that growth would require the 
support of groups that for varying reasons were not viable political 
allies. In Taiwan the politically marginal group was the native Taiwan
ese; in Indonesia it was the ethnic Chinese business elite. Neither gov
ernment could expect to sustain rapid growth without the participation 
of the politically excluded group. In Taiwan the Kuomintang (KMT) 
sought a way out of this dilemma by encouraging entrepreneurship 
among native Taiwanese while maintaining tight control over the state. 
The KMT, rather than establishing deliberation councils that might 

109 
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have eroded its grip on power, built large public enterprises and 
worked with a few prominent business families to spearhead industrial 
development in strategic areas. Most economic activity was diffused 
into thousands of small- and medium-sized enterprises. In Indonesia, 
where the weak bureaucracy and the need to appease the military made 
deliberation councils impractical, a less predictable, more patronage
based form of coordination emerged. 

Taiwan 

The KMT's defeat by the communists on mainland China drove 
home the importance of shared growth. But at the same time the same 
experience made the transplanted mainlanders too distrustful of the 
native Taiwanese economic elite to share political power with them. 
Hence, the KMT preferred policies-such as land reform and limits on 
firm size-that spread the benefits of growth while simultaneously 
ensuring that local economic elites did not become powerful enough 
to challenge the party's monopoly on political power.' Although the 
KMT did make some exceptions for the few Taiwanese whose political 
loyalty it trusted, it was careful not to empower a business elite it could 
not dominate. 

KMT measures to prevent the emergence of a powerful native busi
ness elite took many, often subtle, forms. For example, under Taiwan 
company law, holding companies are prohibited, and private, nonbank 
financial institutions such as insurance groups may not own industrial 
firms. "Banks are prohibited by law from taking shares in the companies 
to which they lend or from having representatives on the board of 
directors in sharp contrast with Japan ... . Restrictions on entry to an 
industry have also sometimes been used to prevent individuals not 
closely connected with the regime from acquiring excessive power, as 
in thecaseofY. C. Wang's attempts to integrate backwards into naphtha 
production .. . . (Up till recently, the party's control over the Securities 
and Exchange Commission gave it control over the stock exchange.) 
The commission has had great discretion about how carefully it checks 
a company's balance sheet before allowing the company to proceed 
with a share issue. Many businessmen avoid the stock exchange because 

1. As indicated in chapter 3, landowners were reqUIred to sell any land over three 
chia to the government. The government resold the purchased land to the tenants. See 
Gold (1986). 
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TABLE 5-1. Characteristics of Business Groups in Taiwan, Korea, and 
Japan 

Type of group 
and characteristics Taiwan Korea Japan 

Number of groups 96 50 16 
Total sales (billions of dollars) NT634 W54,663 Y217,033 
Equivalent in U.S. dollars (billions) 16.48 68.32 871.26 
Number of firms 745 552 1,001 
Firms/business group 7.8 11 62.6 
Workers/firm 444 1,440 2,838 
Percentage of total work force 4.7 5.5 9.5 

SOl/ree: Hamilton, Orru, and Biggart (1987, table 1). 

to issue shares on it exposes them not only to possible loss of control 
of their own companies, but also to Nationalist party arm-twisting."2 

Among the KMT's range of instruments to guide business develop
ment, control of the banking and financial system (mostly through state 
ownership) was perhaps the most important. The KMT gained leverage 
over credit, allowing it to direct entrepreneurial activity toward desired 
or targeted sectors and to control entry into sectors characterized by 
potentially large-scale economies.3 This meant medium and large enter
prises had to depend upon government discretion to finance their 
activities. By rationing credit, however, the KMT indirectly encouraged 
the development of the curb market where small entrepreneurs could 
borrow funds without being subject to legal restrictions. 

Combined with land reform, control over the formal banking sector 
restricted the accumulation of capital by Taiwanese elites. Land reform 
ruled out speculation in land; banking controls limited the growth 
potential and business orientation of firms. Though the ownership 
structure of Taiwanese firms is extremely opaque, these and other more 
subtle restrictions on accumulating capital seem to have resulted in a 
loose-knit industrial structure not dominated by interconnected busi
ness groups as in Japan or Korea. Although 40 percent of Taiwan's 
largest 745 firms are members of groups, many large firms remain 
detached. Sales for the 745 firms in the top ninety-six groups are rela
tively small. The interconnections are weaker and, as table 5-1 shows, 

2. Wade (1990, p. 270). Emphasis added. 
3· Wade (1990). 
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the groups are smaller than business groups in Japan and Korea. More
over, in the aggregate, private investment as a share of GOP has been 
one of the lowest among the HPAEs-only Indonesia has a lower ratio 
(see table 1-12).4 

The looser organization of Taiwan's industrial structure, although 
reducing the threat of capture, raised the problem of how to coordinate 
public sector and private sector activities. The party eliminated or 
restricted groups that could independently articulate interests and 
thereby become an opposition force. The result was an agglomeration 
of small and medium enterprises, making formal consultations through 
deliberation councils impractical (in 1990 approximately 97 percent of 
all private sector enterprises were classified as small- or medium-sized 
ones). 

Resolving Rent Allocation 
Putting political considerations aside, "smallness" was consonant 

with the KMT's goal of retaining control over the commanding heights 
of the economy so it could direct industrial development.s Risky up
stream sectors that required substantial investments became the do
main of public enterprises. Contrary to the popular image of Taiwan 
as a freewheeling capitalist economy, public enterprises account for a 
larger share of investment in Taiwan than in Korea and Japan or even 
India, where central planning has played a key role (table 5-2). 

The SME thrust limited the private sector's capability of making 
huge investments even in projects for which it potentially could have 
raised sufficient capital, for example, petrochemicals. Public enterprises 
were used to create many industries for which large investments were 
needed.6 From synthetic fibers and petrochemicals to steel and ship
building, public enterprises led the way. Public enterprises promoted 
developments in fuels, chemicals, mining, metals, fertilizer, and food 

4. Gross domestic investment as a share of GOP, however, has been as high if not 
higher on average in Taiwan than in Korea, Hong Kong, and Malaysia over the period 
1960 to 1985. See Wade (1990, table 2-11). 

5. A debate about the role of industrial policy in Taiwan was provoked by Wade's 
(t990) documentation of the KMT's intention to influence the development of industry 
in ways not necessarily consonant with static comparative advantage. The debate, about 
the effectiveness of this type of intervention, is far from resolved despite the conclusions 
reached in the World Bank's East ASIa/l Miracle report (l99Ja). 

6. Wade (1990). 
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TABLE 5-2. Ol/tput alld Investment Shares of Public Ellterprises ill 

Taiwan, SOl/th Korea, and India, Variol/s Years, 1954-77 
------

Percell I share Percell I sharf' 
of GDP til ill gross fixed 

COIlIIIIY Peri(ld factor cost capilal f(ll'",atioll 

Taiwan 1954- 77 133 32.3 
1978- 80 13.5 32.4 

South Korea 1963- 64 5.5 3\.2 
1970- 77 6.7 23.4 

India 1962- 77 7.4 32.3 

SOllree: Wade (1990). 

processing. Among the upstream industries where state leadership 
was critical were synthetic fibers, plastics, basic metals, and advanced 
electronics. Although some of these were eventually sold to private 
interests (undoubtedly those close to the party), they began as public 
enterprises. 

Taiwan diverges from other developing countries where public en
terprises have generally performed poorly, often requiring government 
subsidies to survive.7 "Overall, public enterprises [in Taiwan] have 
more than covered costs of production. Over the 1970S their surpluses 
contributed an average of 10 percent of the government's net revenue, 
which makes Taiwan an exception to the familiar thesis that govern
ment-owned corporations tend to deplete rather than add to govern
ment revenues. Moreover their profit rate (operating surplus/(capital 
+ net worth» has generally been positive, negative only in two years."M 

Regime survival often dictates the use of public enterprises as instru
ments to allocate rents to a political regime's supporters; thus profit and 
efficiency are secondary considerations.9 The management of Taiwan's 
public sector differed for several reasons. First, not owing their power 
to the native Taiwanese, KMT leaders were not pressured to allocate 
employment in public enterprises as patronage. Second, the leadership 
established party enterprises to provide for the party faithful, who 
could expect financial rewards if the enterprises were profitable. The 

7. See World Bank (1995) · 
8. Wade (1990, p. 180). 

9. Campos and Esfahani (forthcoming) 



114 The Key to the Asian Miracle 

KMT's Central Investments Holding Company "owns a range of manu
facturing and service enterprises. During the 1970s, for example, the 
party's finance department directly owned six companies and through 
these seven more: in textiles, paper and printing, cement, pharmaceuti
cals, fiber and glass, electronics, electrical construction, insurance, and 
the investment and trust business .. . . Altogether the party owns about 
fifty firms."lo 

Third, the military, the only force that might have successfully chal
lenged leadership, was provided with a conglomerate that serviced 
the needs of ex-military officers.11 "The Vocational Assistance Commis
sion for Retired Servicemen (V ACRS) is in part a huge holding com
pany, probably the biggest conglomerate on the island (one estimate 
put the employees in its firms at well over one hundred thousand in 
the mid-1970S). V ACRS provides equity capital and management. It 
runs . .. dairy and trucking farms, orchards, restaurants, trucking 
companies, and construction firms that have built dams and highways 
in Taiwan, roads and runways in Vietnam and other Southeast coun
tries, and miscellaneous construction projects in countries as far east 
as Saudi Arabia. It even operates a Royal Crown bottling company." 12 

In sum, the two groups that provided the leadership with the political 
muscle to wield power-party members and the military-were di
rectly awarded rents in the form of privately owned enterprises.n Party 
members and military personnel became the residual claimants to firms 
whose growth depended on a strong economy, and their interests were 
thus tied to those of leadership. 

10. Wade (1990, p. 273). One of the economic advisers to an opposition party (of 
which there are now several), expressed concern over party-owned enterprises. The 
interviewee lamented that state funds were used to finance these enterprises. 

11 . Gold (1<}86, p. 63). 
12. Wade (19<)0, p. 266). 
13. There was actually a third group. The KMT leadership fled the mainland with 

remnants of its supporters. The accompanying supporters could be categorized into 
three groups. The first consisted of military personnel, the second of party members, and 
the third of bureaucrats. As chapter 6 mentions, bureaucrats were granted considerable 
influence over day-ta-day affairs, especially over economic policymaking. Moreover 
mainlander bureaucrats were given priority over native Taiwanese in aSSignments to 
middle- and especially senior-level positions. "For most of the postwar period the native 
Taiwanese, in an 80 percent or more majority, have held few top positions in the state .. . . 
The cabinet during the 1950S and 1960s included hardly any; over the 1970S and 1<}80S 
the number increased gradually to reach ten out of thirty-one in 1987. Of posts of vice
ministerial rank and above, however, only 14 percent were held by native Taiwanese 
in 1987." Wade (1990, p. 236) . 
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The preceding argument suggests why public enterprises have per
formed relatively well in Taiwan. But it also outlines the rules that 
governed rent allocation among the governing elites: investment funds 
were allocated to create elite-owned private firms, but financial rewards 
depended on the firm's performance. Interestingly, this condition mim
ics the rules that established a rents-for-performance criterion among 
the other HP AEs. 

Making Credible Commitments 
The same circumstances that induced the KMT to promote a relatively 

diffused private business sector created credibility problems for the 
KMT. Among the governments of the HPAEs, the KMT was the most 
powerful in comparison with civil society. Taiwan had always been sub
jugated to external rule: various mainland authorities ruled before the 
turn of the century, followed by the Japanese until 1945. By the time 
Taiwan became the KMT's base (in 1948), civil society had little organiza
tional capacity. Moreover, the KMT leadership fled the mainland with 
a self-selected loyal cadre of military and bureaucrats. Other military
backed regimes among the HPAEs-Korea, Thailand, and Indonesia
could not rely on such loyalty, especially among military personnel.14 

Hence, the domination of civil society by government, a characteristic 
of all the HPAEs, was strongest in postwar Taiwan. This meant that 
government had wider discretionary powers to expropriate private 
investments directly through confiscation or indirectly through random 
and irresponsible changes in economic policy. Given the immense con
centration of power, today's promises could easily be broken tomorrow. 
This potential for arbitrary government behavior was a source of uncer
tainty that could have discouraged domestic or foreign businesses from 
investing in long-term projects, especially those with large sunk costs. 
However, several factors mitigated the "political" risk implicit in this 
imbalance and helped Taiwan resolve the commitment problem.1s 

First, as colonial rulers, the Japanese had invested in large-scale 
industry and infrastructure. Many of these investments were intact at 

14. General Park Chung Hee of Korea was assassinated m 1978 by his own personal 
appointee to the KCIA. For many years, Thailand experienced frequent palace coups 
Wyatt (19l!2); Schlossstein (1991). And the New Order government of Indonesia carne 
to power in rather fragile condihons and had to carefully craft a military coalition to 
secure power. Crollch (1978). 

15. Weingast (1993) discusses the problem and analyzes the technical aspects of the 
implied "political risk" of investment. 
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the time of Japan's surrender at the end of World War II. The KMT 
incorporated many of these industries into public enterprises with the 
intention of transferring ownership to private individuals. Thus many 
sunk costs had already been borne by the Japanese, and additional 
investments were undertaken by the KMT. In this way, the state solved 
the credibility problem in part by internalizing the risk-if the state's 
policies waffled, so would its revenues. 

Second, in implementing land reform, the party coopted several large 
landlords, offering them shares in public enterprises. "Landlords were 
compensated 70 percent with land bonds in kind (rice for paddy land, 
sweet potatoes for dry land) and )0 percent with shares of stock in 
four government enterprises earmarked to be transferred to private 
ownership-Taiwan Cement, Taiwan Paper and Pulp, Taiwan Agricul
ture and Forestry, and Taiwan Industry and Mining .... Small landlords 
regarded the government enterprise bonds skeptically and sold them 
off below par value to speculators. In contrast, the large landowners 
made out quite well .... They accumulated shares in the four enter
prises .... In 1954, the state began to transfer these firms to private 
ownership amidst a flurry of stock price manipulation. The main bene
ficiaries were the biggest landlords .... The five families who were the 
prominent pro-Japanese collaborators concentrated on the Taiwan Cement 
Corporation. Lin Po-shou of the Pan-ch'iao clan became the first post
transfer chairman .... A seat on the board became a coveted status 
symbol for later generations of Taiwanese capitalists)."16 Again, in this 
case, the investors did not incur the sunk costs, and moreover they 
mitigated the risk of expropriation by having established themselves 
as key supporters of the KMT. 

Third, as discussed earlier, the party itself took on the task of in
vesting in industry and created avenues for ex-military personnel to 
engage in productive activity as well. This gave added incentive for 
government to avoid undermining the profits of party- and military
owned firms. Maintaining sound macroeconomic policies was im
portant. 17 

Robert Wade has argued that government control of the commanding 
heights of the economy enabled it to direct economic activity into 
selected areas in order to foster dynamic comparative advantage. "The 

16. Gold b986, pp. 66, 71 ). 

17. Macroeconomic policies have remained remarkably stable. Wade (1990); World 
Bank (t993a). 
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public enterprise sector is also used, whether for military or civilian 
production, as a substitute for attempts to induce private firms to enter 
new fields with high entry barriers .... Moreover the fact that public 
enterprises are concentrated in upstream sectors gives the government 
indirect influence over the downstream sectors .... Through the Chinese 
Petroleum Corporation, for example, the government has indirect lever
age on synthetic fiber and textile producers."18 This suggests a fourth 
factor: the viability, if not profitability, of public enterprises depended 
on the profitability of the downstream (mostly small- and medium
sized) enterprises; irresponsible policymaking would diminish the lat
ter's profitability. Frequent visits by lower-rank officials of the Indus
trial Development Bureau (IDB) to SMEs suggests that the impact of 
policies on private firms was of deep concern to government. 

Fifth, a subtle theoretical argument suggests why SMEs might not 
face the same "political risk" as large enterprises. Because SMEs have 
been highly labor intensive (at least until recently), their sunk costs are 
generally smaller. Thus they have a greater capacity to vary products 
or even switch industries. This mitigates the risk of investing in an 
uncertain policy environment.19 By biasing industrial structure toward 
SMEs, the KMT indirectly reduced the "political risk" to native Taiwan
ese entrepreneurs. This would suggest that private investment (as a 
share of GOP) should be higher than in many other developing coun
tries outside of the high performers, which in fact is true.20 

18. Wade (1990, p. 180). 

19. Rodrik (1993) offers empirical evidence that on a product-per-product basis, the 
Korean version fetches a higher unit price than the Taiwanese version. This occurs, he 
says, because of the large size of Korean firms that have an incentive to establish a good 
reputation for their products. The smaller Taiwanese firms, however, are caught in a 
collective action problem in which every firm would be better off if each maintained 
quality but individually each has an incentive to exploit the absence of monitoring for 
its own advantage. Esfahani (1992) has presented a different argument: firms with small 
sunk costs will tend to produce a product of lower quality relative to that produced by 
firms with large sunk costs. Firms with large sunk costs must pay close attention to 
quality in order to sell their product (or version of the product at a price high enough 
to cover the larger sunk costs). With smaller sunk costs to cover, small firms have less 
incentive to maintain quality. In equilibrium, consumers recognize this fact and so are 
willing to pay a higher price for the high-quality product- if they do not, then eventually 
the high-quality product will disappear through adverse selection. The implication is 
that sunk costs are a less important consideration in the decisionmaking of the Taiwanese 
SMEs than the Korean ones. 

20. See table 1-12 in this volume. 
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Finally, the KMT also actively encouraged the development of SMEs. 
It sent clear, concrete signals that government was seriously promoting 
SMEs.21 The activities of the Medium and Small Business Administra
tion have already been noted. But there were other signals. 

The government financed the establishment of industrial estates in 
rural areas. These places provided factory space, electricity, warehous
ing facilities, telecommunications facilities, and other conditions to help 
reduce the initial investment hurdles. They represented a commitment 
embodied in a sunk cost that government would have to absorb if 
SMEs failed to emerge. 

Indirect signals were also provided, as illustrated by the govern
ment's tolerance of counterfeited products. In 1985 Business Week indi
cated that 60 percent of the world's pirated manufactured goods came 
from Taiwan.22 "In a late 1970S case, several factories were found to 
be manufacturing circuit fuse breakers with forged Westinghouse and 
Mitsubishi labels. When Mitsubishi complained to the authorities, the 
firms were fined all of U.S.$600."23 SMEs were more likely than large 
firms to engage in counterfeiting. 

Facilitating the Flow of Information 
Facilitating the flow of information between the private and public 

sector is another important aspect of coordination. As part of its strat
egy, the KMT compelled all businesses to join state-sponsored trade 
associations. These associations became a convenient vehicle for the 
informal exchange of ideas and information with the KMT.24 But be
cause industry was dominated by many independent small- and me
dium-sized enterprises, these associations could not be as tightly knit 

21. In the language of the new industrial organization, the government effectively 
"signaled its type." As Rodrik (1989) suggests, if a government is unable to signal its 
true type then its efforts to pursue a particular policy will be wasted . The reason is that 
economic agents will adjust their behavior to the uncertainty and in the process derail the 
policy. For example, a government may announce its intentions to withdraw quantitative 
restrictions on imports and eliminate tariffs. For various reasons, economic agents may 
not believe it and so assume that the current move is only a temporary phenomenon 
and that next year the status quo will be restored. If so, they will tend to import more 
than normal. This in tum would cause unforeseen problems, which would likely force 
the government to reimpose some restrictions. 

22. Thomas C. O'Donnell and others, " ounterfeit oods," Bllsilless Week, December 
16, lC}8S, pp. 64- 72. 

23. Wade (1990, p. 268). 

24. Chu (1992). 



Coordinating the Public and Private Sectors 119 

as their counterparts in Japan and Korea.25 Hence, a council-type system 
would have been an inadequate means of harnessing information.26 

Other mechanisms therefore were needed to facilitate the flow of infor
mation. 

To monitor the rural economy, the KMT revived the agricultural 
associations established by the Japanese under colonial rule. The associ
ations had disseminated farm technology and served as a surveillance 
mechanism-the Japanese stationed personnel in each of the villages 
to "assist" the village association.27 The KMT basically adopted the 
same arrangement: to disseminate new ideas through the associations 
and to monitor local developments by stationing party members in 
each of the villages.28 

The KMT used a similar approach in the industrial sector, organizing 
the party into departments that ran parallel to the bureaucracy (though 
by no means as extensively staffed). The main function of each depart
ment was to monitor the activities and performance of its parallel 
bureau or agency. To facilitate this monitoring task, the KMT uncharac
teristically allowed the newspapers (which were owned by the party 
or by senior party officials) to print complaints from businesses about 
policies that the bureaucracy planned or implemented. Hence, a bu
reau's failings were quickly communicated to the KMT. Moreover, 
when such developments arose within the economic bureaucracy, the 
KMT created a task force led and managed by the private sector to 
perform the functions of the ailing agency or bureau and in some cases 
to replace it altogether.29 This arrangement essentially facilitated the 
flow of information between leadership and the private sector. 

Participation at the Local Level 
Although the KMT was anxious to prevent Taiwanese elites from 

acquiring substantial political power, the party nonetheless permitted 

25. In Korea, industry is dominated by the chaebols (very large conglomerates) and 
in Japan, SMEs are linked tightly through a supplier network to large firms Itoh and 
Urata (1993)· 

26. Wade (1990) observes that communication between the government and the 
business community is much more informal in Taiwan than in Japan and Korea. Implicit 
in his observation is the stark fact that SMEs pervade industry 

27. See Amsden (1979); Gold (1986). 
28. The rice-for-fertilizer barter scheme was conducted through the associations. 

Amsden (1979). 
29 The task force is discussed in more detail in chapter 6. 
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villages to hold regular local elections in which native Taiwanese were 
selected as town officials.30 This limited devolution of authority to local 
officials is the political analogue of the 5ME thrust: both granted native 
Taiwanese a limited voice in local affairs, either political or economic. 

The two arrangements may be more closely linked than is initially 
apparent. Given sufficient authority, mayors could introduce policies 
to make their jurisdictions attractive to small-scale, and sometimes 
medium-scale, enterprises. This would have encouraged local entrepre
neurs to remain in the towns and villages rather than to move to 
Taipei and would have fostered competition among the localities, since 
entrepreneurs could compare conditions in several localities. Taken 
together, these two arrangements would have had the effect of granting 
native Taiwanese significant influence over local economic policies, 
since local officials had to consult with local entrepreneurs to devise 
an incentive package that would prevent firms from defecting to other 
localities. 

The KMT's solution to the coordination problem grew out of its 
military and political defeat on the mainland, resulting in a strategy 
structured around public enterprises and private small- to medium
sized enterprises. All aspects of this strategy-rent allocation, commit
ment, information exchange, and legitimation of policy-were condi
tioned by political imperatives. As with the KMT, the New Order 
government in Indonesia confronted historical circumstances that led it 
to pursue a non-council-based strategy for addressing the coordination 
problem. But its strategy was radically different. 

Indonesia 

The Indonesian business environment is the least transparent of the 
HP AEs, and property rights receive the weakest protection. An annual 

30. "A fifty-five person Provisional Provincial Assembly was elected by county and 
municipal assemblies at the end of 1951. Subsequent assemblies were elected by direct 
vote of the electorate . . .. Beneath the provincial level are elected county and municipal 
assemblies and governments, which have a great degree of say over local affairs. Magis
trates and mayors are elected except for the mayor of any city run directly by the national 
government, e.g. Taipei . . . . Though continuing its dominance over government at all 
levels, with the introduction of direct suffrage and self-government, the KMT's proportion 
oflocal elected representatives fell below that at the national level. To compete effectively, 
the party lias lIad to field Taiwanese candidates." Gold (1986, pp. 61 - 62). 
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survey of business executives conducted by the World Economic Fo
rum, for example, ranks Indonesia's business environment consistently 
below the fiftieth percentile among a group of fourteen newly industri
alizing countries (table 5-3). Along several categories (that pertain to 
the business environment) in the forum's 1992 study, Indonesia almost 
always falls among the bottom seven. In contrast, the other HPAEs 
(excluding Japan) take the top six slotsY One would thus expect private 
investment as a share of GDP to be lower in Indonesia relative to the 
other high performers. This is borne out by the evidence. As discussed 
in chapter 1, the share is systematically lower than in the other high 
performers with the possible exception of Taiwan.32 Moreover, as 
shown in table 5-4 this observation remains unchanged even when one 
controls for the level of development. 

But there is a puzzle. When compared with two similarly large, oil
producing developing countries, Indonesia's ratio of private invest
ment to GOP compares favorably. Nigeria, which like Indonesia has 
a military regime and about the same real per capita GOP, has a much 
lower ratio; to a lesser extent the same is true for Venezuela, which is 
largely democratic and has a much higher per capita GOP, conditions 
that would tend to suggest a higher private investment ratio (table 
5-5).33 Given the level of development and nature of government, Indo
nesia would be expected to have a ratio closer to Nigeria's and signifi
cantly lower than Venezuela's.34 

We believe Indonesia's reliance on informal social networks, instead 
of on predictable rules and procedures, has resulted in private invest
ment trends lagging behind those of its East Asian neighbors. These 

31. Japan is generally ranked in the middle, at par with the United States, among 
developed countries. Rankings that cut across the developed and the newly industrializ
ing countries do not exist. 

32. Gross domestic inveshnent as a proportion of GOP however is higher in Taiwan 
owing to the predominance of investment through public enterprises. 

33. To be more precise, one must control for real interest rates. Evidence suggests 
that real interest rates have on average been positive and higher in the high performers 
than in other parts of the developing world . World Bank (l993a). Higher rates would 
imply lower investment ratios given the same level of income. But Indonesia and the 
other high performers have in fa rt higher private investment ratios. 

34. It is widely recognized that secure property rights are critical for sustaining long
term private investment. Of course, authoritarian governments are more likely than 
democratically elected governments to violate property rights, a situation that discour
ages private investment. North (1981 , 1985); Weingast (1993). 



TABLE 5-3. Legal and Regulatory Environment, Ranking Based on Selected Criteria 

Region 
Criteria' 

and Bribery and 
countnj Transparency Antitrust laws Security Justice corruption Sum of ranks Borda index 

High-performing Asian ecollomies 
Singapore 1 1 1 1 5 1 
Hong Kong 6 3 3 3 2 17 2 
Taiwan 4 6 5 9 5 29 3 
Korea 7 2 7 8 7 31 4 
Malaysia 2 5 2 2 6 17 2 
Thailand 5 10 4 6 9 34 5 
Indonesia 9 12 8 11 14 54 10 

Others 
Mexico 3 8 9 10 8 38 7 
India 8 4 6 7 11 36 6 
Pakistan 10 9 10 12 10 51 9 
Venezuela 11 13 14 14 12 64 11 
South Africa 12 7 11 5 3 38 7 
Brazil 13 14 13 13 13 66 12 
Hungary 14 11 12 4 4 45 8 

Source: World Bank (1992) . Similar results are noted in Illvestor's Coulltnj Risk Guide (Syracuse, N.Y.: Political Risk Services). 
a. The relevant questions were (i) Is the government transparent toward its citizens? (transparency); (ii) Do antitrust laws prevent unfair 

competition? (antitrust); (iii) Is there full confidence among the people that their person and property are adequately protected? (security); 
(iv) Is there full confidence in the administration of justice? (justice); and (v) Do improper practices such as bribery and corruption prevail 
in the public sphere? (bribery and corruption). 
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TABLE 5-4. Average Private Investment to GDP Ratios: Indonesia, Thailand, 
Malaysia, and Korea 

GNP/Cap Priv. Inv./GDP 
COllntry Years $ % 

Indonesia 1975-80 $342 10.5 
1981-89 $548 11.9 

Thailand 1973-77 $356 17.9 
1977-81 $600 17.3 

Malaysia 1970- 72 $416 14.5 
1972-74 $567 17 

Korea n.a. n.a. n.a. 
1972-76 $504 18.1 

Sources; Miller and Sumlinski (1994); World Bank, World Tables (Washington, 1994); World 
Bank, East Asia Miracle database, 1993. 

n.a. Not available 

TABLE 5-5. Real Gross Domestic Product per Capita and Ratio of Private 
Investment to GDP in Three Oil-Producing Countries, 1980-92 

Indonesia Nigeria Venezl/ela 

GDPfCap Priv. Inv.fGDP GDPfCap Priv. Inv./GDP GDP/Cap Priv. Inv./GDP 
Year $ % $ % $ % 

1980 361 11.6 426 6.90 3,067 12.82 
1981 380 13.7 375 6.50 2,971 9.67 
1982 372 13.6 361 6.10 2,827 7.59 
1983 397 13.2 326 4.30 2,647 4.33 
1984 416 12.3 303 2.30 2,613 10.50 
1985 420 10.4 321 2.00 2,549 11.00 
1986 436 12.1 317 3.30 2,646 10.90 
1987 449 11.6 307 3.90 2,672 12.20 
1988 467 11.6 328 4.00 2,759 12.37 
1989 493 12.6 340 4.40 2,453 7.95 
1990 518 13.3 348 6.10 2,560 4.91 
1991 543 13.4 356 6.00 2,760 8.19 
1992 568 124 360 NA 2,894 9.98 

Source; Miller and Sumlinski (1994); World Bank, World Tables; World Bank, East Asia 
Miracle database, 1993. 
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same networks, however, have helped sustain private investment at 
levels above those of similarly situated developing countries. These 
networks emerged because of leadership's need to nurture political 
support from the military, which was then the only institution capable 
of governing the country. 

The Armed Forces and the Rise of the New Order 
The state machinery left behind by the Dutch was very weak: the 

government lacked the capacity to exercise the standard attributes of 
statehood. It could not collect taxes, so it could not pay its officials; it 
could not provide an adequate legal system, as the laws were out of 
date and the judicial system was dysfunctional; and most of all, it 
could not provide order. The only effective organization with roots 
throughout the nascent nation-state was the armed forces. Its role in 
Indonesian politics was greatly strengthened during the restructuring 
that followed the collapse of parliamentary democracy in 1957. 

With the backing of the military, President Sukarno declared martial 
law and restored the 1945 Constitution, using it as the basis for legiti
mizing his rule. The military's "growing political strength was reflected 
in the formal institutions set up under 'Guided Democracy.' In the 
cabinet appointed in July 1959, immediately after the restoration of the 
1945 Constitution, nearly one-third of the ministers were drawn from 
the armed forces in contrast with only three in the previous cabinet 
and none before 1958."35 Since then army officers have been appointed 
to the cabinet and the bureaucracy and have served as regional gover
nors. In 1984 a study found that fourteen of the thirty-seven cabinet 
ministers had military backgrounds, and that nearly half of the 106 
subcabinet positions (secretaries-general, directors-general, and inspec
tors-general) were held by seconded officers. The satP..e study found 
that the armed forces provided about three-quarters of the twenty
seven governorships and a small majority of district headships.36 

As discussed earlier, Sukarno, concerned that the increasing power 
of the military might threaten his position, supported the rise of the 
PKI, Indonesia's Communist Party, as a counterweight b the military. 
This led to a power struggle between the army, other elements of the 
armed forces, and the PKI, which eventually spun out of control. From 

3;· Crouch (1978, p. 47)· 
36. Liddle (J985. p. 72). 
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the resulting confusion and violence arose the New Order government, 
with General Soeharto as the head of state and the army as the glue 
that held together an ethnically diverse, highly populated, and geo
graphically dispersed country. 

The Technocrats and Regime Credibility 
Upon seizing power, Soeharto and the army faced the daunting task 

of rebuilding a rapidly decaying economy. Inflation was at an all-time 
high of 1,000 percent, and foreign exchange reserves were at an all
time low; foreign debt service had become unmanageable; the agricul
ture/rural sector was failing, food shortages threatened; infrastructure 
had deteriorated; the economy was contracting.37 To contend with the 
economic crisis, Soeharto recruited a team of U.S.-educated techno
crats.38 As a colonel, Soeharto had been exposed to Western economics 
in lectures at the Army Staff and Command School. The lectures were 
conducted by a group of civilian economists whose most senior mem
bers were educated in the University of California at Berkeley. 

Although the crisis presented a serious problem for Soeharto's New 
Order regime, it also offered an opportunity to establish legitimacy. By 
resolving the immediate problem of inflation and thereafter addressing 
problems of agriculture, infrastructure, poverty, and growth, the re
gime sought to compare favorably with the previous government.39 

Soeharto hoped that these achievements would cause Indonesians to 
prefer the New Order regime's continuance in power over the risks 
involved in any change.4o For these reasons, Soeharto and the army 
accepted the technocrats' counsel.41 

The policies they designed produced results. Responsible macroeco
nomic management-including stringent controls on the budget, de
preciation, and convertibility of the currency-reduced inflation to 

37. Bhattacharya and Pangestu (1992). 
38. "In 1966, he asked one of them, Professor Widjojo Nitisastro, .. . to form a team 

of economic advisers, beginning a close association that continues to this day." Liddle 
(1991, p. 408). 

39. Interviews with Professor Sadli and Professor Wardhana, both long-standing 
technocrats, indicated that this was the strategy pursued by the technocrats and supported 
by Soeharto. 

40. A number of scholars have made this argument (in different ways), for example, 
Crouch (1978); Glassburner (1978); Liddle (1985); Schlossstein (1991); Robison (1985) . 

41. Liddle (1991). 
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manageable levels in the late 1960s and early 1970S and eventually to 
single-digit levels in the 1980s. This in turn opened the way for foreign 
assistance from multilateral and bilateral sources.42 Foreign loans and 
grants increased the financial resources available for agriculture and 
infrastructure, the focus of the first three five-year development plans, 
Repelita I, II, and 111.43 Economic growth proceeded at an unprecedented 
pace. Each success helped to prepare the way for the next. Had the 
technocrats' initial policy prescription failed to produce results, the 
New Order regime might have abandoned them early in the game. 

The technocrats' influence has waxed and waned with the state of 
the economy. In particular, the technocrats appear to be most influential 
during times of crisis-times when the flow of financial resources has 
been threatened. Since the economic debacle of the early to mid-1960s, 
two crises have occurred, one in 1975 and another in 1982, both related 
to oil. In 1975 the state-owned oil company, Pertamina, failed to meet 
some of its foreign debt obligations. Because Pertamina was one of the 
largest borrowers of foreign exchange in the country, its failure would 
have jeopardized the inflow of foreign loans. An investigation revealed 
that Pertamina had greatly overextended itself and that senior manage
ment officials had abused their power.44 Soeharto called upon the tech
nocrats to devise a plan to hold Pertamina accountable for its actions 
and dismissed an old ally, Generallbnu Sutowo, as head of Pertamina.45 

42. "The flow of large amounts of foreign assistance-given annually by the Intergov
ernmental Group on Indonesia, a consortium of Western countries plus Japan- and of 
smaller amounts of foreign investment is attributable directly to the ecollomists' policies 
and the trust that foreign lenders, governments, and investors have in them." See Liddle 
(1991, p. 418). 

It is also worth noting that in 1965 Indonesia was one of the poorest nations in the 
developing world, with a real per capita income of $60. World Bank (1993a). Moreover, 
at that time, the Organization of Petroleum Exporting Countries had not been formed 
so that the country could not beneftt from its vast oil reserves. Hence, foreign loans, 
grants, and investment were the only sources of funding that could be tapped to stimulate 
growth. This was probably important in giving the technocrats their initial leverage. 
Success of the early policies then sealed their influence. 

43. World Bank <t990b). 
44. Schlossstein (1991, p . 84) reveals that "Sutowll, the head of Pertamina, and other 

senior officers affected lifestyles that emulated those of private industry executives in 
New York or Houston. One celebrated his bIrthday in Geneva. Another took a safari 
vacation in Africa. Others had their pick of Jakarta's most beautiful fashion models as 
mistresses." 

45. "Pertamina was prohibited from further independent borrowing and was brought 
more closely under the supervision of the Minister of Mines Bank Indonesia. the state 
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The second crisis broke out in the early 1980s, when oil prices col
lapsed, plunging from about $35 a barrel in 1982 to a low of $12 in 
1986.46 From 1981 to 1985, export earnings from oil and gas fell by 
almost 70 percent.47 Alarmed, Soeharto again called on the technocrats 
for advice. The government began a wide-ranging program of reform 
and deregulation that the technocrats had long advocated without 
success. Measures included tax reform, trade and financial market 
liberalization, and contracting the assessment and collection of import 
duties to a Swiss firm. Each contributed to the objective of stabilizing 
the flow of financial resources.48 Tax reform increased revenue. Trade 
liberalization and substitution of a highly regarded foreign firm for 
the corrupt and inefficient customs bureau lowered the cost of doing 
business, which encouraged the development of non-oil-manufactured 
exports. These in tum brought in foreign exchange. Banking deregula
tion lured foreign banks, increasing access to financial resources. In 
both instances, the technocrats' advice not only facilitated economic 
development directly, it also made the country attractive to the interna
tionallending community. The technocrats' value to the government, 
then, has come directly from the professional expertise they possess, 
and indirectly, through access to foreign funds that their reputation 
facilitates. 

The Chinese Cukong-Rent Allocation 
and Credible Commitments 

The technocrats' policies-good macroeconomic management, stable 
prices, and exchange rates-attracted private investment and increased 
the likelihood of continued economic growth. This is evident when 
comparing Indonesia's experience with private investment with Vene
zuela's. Venezuela, also a large oil exporter, has always been much 
richer than Indonesia, with its real per capita income more than five 
times higher. And yet, since the early 1980s, the ratio of private invest-

bank, accepted responsibility for Pertamina's outstanding loans, half of which were 
then canceled or reduced through renegotiation ... . Pertamina's non-petroleum-related 
projects were either axed or put under the ecollomists' control. In early 1976, Sutowo 
was himself replaced by an army general respected by the economists." Liddle (1991 , 
P·420). 

46. The price had fallen to $9 a barrel in August 1986. 
47· Macintyre (1990, p. 57)· 
48. Liddle (t991). 
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TABLE 5-6. Change in the Consumer Price Index in Indonesia and 
Venezuela, 1981-92 

Percent change in i"dex 

Year V('IIezuela Indonesia 

1981 16.2 12.2 
1982 9.6 9.5 
1983 6.7 11.8 
1984 12.3 10.5 
1985 11.4 4.7 
1986 12 6 

1987 27.7 9.4 
1988 29.4 7.8 
1989 84.3 6.4 
1990 40.8 7.5 
1991 34.2 9.1 
1992 31.5 7.7 

Average 26.3 8.6 

Variance 421.9 4.8 

SOl/rce: World Bank, East Asia Miracle database, 1993. 

ment to GOP has been conSiderably lower on average in Venezuela 
(table 5-5). This difference can be attributed, at least in part, to much 
better macroeconomic management in Indonesia. Table 5-6 shows in
flation rates in the two countries (based on the consumer price index) 
between 1981 and 1992. Clearly, inflation was much higher and variable 
in Venezuela, which suggests that the macropolicy environment there 
was much less stable. 

But a stable macroeconomic environment may not be sufficient in 
itself to attract the high levels of private investment needed for rapid, 
sustained growth. This requires a business environment in which in
vestors can feel reasonably secure from expropriation. 

The importance of a secure business environment with credible assur
ances against expropriation over and above good macroeconomic man
agement is evident in a comparison of Indonesia and Ghana, which 
has stabilized its macroenvironment and is sometimes considered a 
minor 'miracle' in Africa. Annual inflation in Ghana is down to about 
26 percent, a fall of 40 percentage points from the previous decade, 
and the current real per capita income of $390 is about the same as 
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TABLE 5-7. Private Investment Ratios, Gitana and Indonesia 

Gharla ll/dol/csia 

GOP/Cap Priv. II/v ./GOP GOP/Cap Priv II/v./GOP 
Year ($) ('?o ) Year ($) (%) 

1986 371 2.27 1980 361 11.6 
1987 375 2.57 1981 380 13.7 
1988 383 3.26 1982 372 13.6 
1989 390 608 1983 397 13.2 
1990 389 5.43 1984 416 12.3 
1991 398 4.94 1985 420 10.4 

1992 400 4.08 1986 436 12.1 

Average Average 
1986- 92 387 4.09 1980-86 398 12.41 

Source: World Bank, World Tables. 

Indonesia's in the early 1980s.4Q Yet Ghana's ratio of private investment 
to GOP is much lower than the ratio in Indonesia during that period 
(table 5-7). The main problem in Ghana is the highly uncertain business 
environment, especially weak property rights.50 

How haG the New Order government in Indonesia differed from 
Rawling's government in Ghana? Although both derive their power 
from the military and both have stabilized the macroeconomy, the fear 
of expropriation has not undermined business confidence in Indonesia. 
Instead the business environment has been widely perceived as (rela
tively) sound, and a relatively higher level of private investment has 
occurred.51 

This paradox is explained by relations between the military and the 
business sector, which is largely dominated by ethnic Chinese. Chinese 
dominance dates from the Dutch colonial era, when the Dutch leased 
monopoly rights to Chinese traders in such things as salt, tobacco, road 

49. World Bank {t993).lndonesia's inflation rate during the period was approximately 
10 percent. 

50. Campos and Esfahani (forthcoming); World Bank (1993a) 
51. One might argue that Indonesia has oil. First of all, much of the inveshnent in 

the oil industry in Indonesia has been undertaken by a public enterpi!.e, Pertamina . But 
second, even when compared with oil-rich Nigeria whose ma roeconomic management 
has been fair relative tn other countries in Sub-Saharan Africa and certainly better than 
the management in many Latin American countries, Indonesia still allract much higher 
levels of private investment. World Bank (1994). 
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tolls, and, most important, bazaar leases. It was through these leases 
that the Chinese acquired practically all of Indonesia's local market 
trade.52 In 1<)85 Chinese enterprises owned 93 percent of all spindles 
found in domestic private spinning enterprises and in 1987, 61 percent 
of the assets of privately owned general insurance firms.53 The Chinese 
have also dominated the pharmaceutical industry.54 

The Chinese seem better suited to economic activities than native 
Indonesians not for any genetic reason but because, as an ethnic minor
ity, they can impose a code of ethics on their members. They can 
sanction deviations by ostracizing those who violate the moral code. 
If a member of a persecuted ethnic minority is ostracized from the kin 
group, not being able to join the mainstream, the individual will have 
nowhere to tum. The native majority does not have the same sanc
tioning capacity and has to depend instead on the authority of formal 
laws. In short, the ethnic subgroup and its internal "rules of the game" 
have been a surrogate for effective contract law: kinship-based trade 
depends on social institutions that economize on information costs 
when public institutions are weak.55 

Although the Chinese dominate business, they have been excluded 
from a direct political role. Since the colonial era, they have depended 
on personal connections with officialdom. This tradition was particu
larly useful for the New Order regime.56 

52. "By the 1970S it was estimated that the Chinese ethnic minority was about 4 
million in total-only about 3 percent of Indonesia's total population at the time-but 
they controlled more than a third of the Indonesian GNP and comprised 90 percent of 
the managerial class." Schlossstein (1991, p. 68). The Chinese according to Mackie (1990) 

made their economic ascension during the period 1957-66 because they "were able to 
adjust to the difficult conditions of inflation and shortages of key materials, foreign 
exchange and capital with a much greater degree of flexibility than the ponderously 
bureaucratic state enterprises which took over the former Dutch investments." Mackie 
(1988, p. 237)· 

53. See MacIntyre (1990) for evidence of Chinese ownership in the spinning and 
insurance industries. In 1985 total assets in the general insurance industry amounted to 
512 billion rupiah of which )8.9 percent accrued to state owned firms; in 1987,47 percent 
of all spindles belonged to private locally owned firms. 

54. "Of all the pharmaceutical companies in Indonesia, only one is pribumi (native 
Indonesia) ... . The industry is overwhelmingly Chinese in character." Macintyre (1990, 

p. 153)· 

55· Landa (1994)· 
56. One of the regime's principal concerns was the contentment of the armed forces. 

"Inheriting a chaotic administration and a declining economy, the new government felt 
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Seconding military officers to the central and local bureaucracy was 
among the first actions taken by the New Order. The military gained 
control over licensing, the awarding of contracts, and regulation, pro
viding leverage over private business.57 It therefore became convenient 
for any business enterprise to have a military officer to deal with fellow 
military officers in the bureaucracy. Ethnic Chinese business owners, 
known as clIkong, responded by taking on military officers as partners, 
granting them shares in Chinese enterprises. Under this arrangement, 
which continues today, the Chinese provide the bulk of the capital 
investment and the organizational and management expertise, while 
their military partners facilitate the granting of licenses and contracts 
and provide protection from harassment by regulatory bodies.58 

Similar arrangements have governed foreign investment. Between 
1971 and 1973 foreign investment rose from $222 million to $1 billion. 
Japanese investment surpassed that of the United States, and again 
most arrangements were joint ventures of the military and Chinese 
businessmen.59 The Chinese are especially desirable as partners to the 

that it had little prospect of raising adequate funds for the armed forces by conventional 
means, but it was very aware that the failure of earlier governments to provide for the 
economic well·being of military personnel had led to discontent and contributed to open 
rebellion." Crouch (1978, p. 274). 

57· Liddle (1985); Crouch (1978). 
58. Because of the secrecy surrounding such arrangements, it was not possible to 

obtain detailed information about these links. The authors tried to contract with an 
Indonesian think tank to conduct a survey of firms that could have revealed formal 
connections between the military and Chinese enterprises. But the institute declined. 
Interviews with private enterprises conducted by the authors did indicate that such 
arrangement do exist. In fact, in interviews with two different enterprises, one of the 
authors was introduced by the Chinese general managers in each firm to two different 
military officers who held high-ranking managerial positions with the firms. It should 
also be mentioned that a similar phenomenon has been observed in Thailand during 
the late 1950S and early 1960S. Riggs (1#) has documented this phenomenon, which 
he has called "pariah entrepreneurship." The JPPCC (discussed in chapter 4) was estab
lished in the 1980s in part to transform under-the-table deal making, which this system 
encouraged, with more transparent over-the-table arrangements. 

59. "The new foreign investment law of 1967 opened the way for a rapid inflow of 
foreign capital in the late 1960s which turned into a flood in the 1970s. By 1971 only 
$222 million had been invested (apart from investment in oil), but by 1973 thiS figure 
jumped to almost $1 billion, and Japanese investment overtook that of Americans The 
typical arrangement was for the investment to take the form of a joint venture in which 
the Indonesian side consisted of a partnership between senior military officers and 
Chinese businessmen." Crouch (t978, p. 287) . 



132 The Key to the Asian Miracle 

military because on their own they lack political clout. In a society in 
which ethnic cleavages are the most salient ones, the marginal status 
of the Chinese enhances their appeal as business partners with the 
military because despite their wealth the Chinese do not pose a political 
threat to the military.60 

As partners of powerful regime insiders who nonetheless lack politi
cal power of their own, ethnic Chinese industrialists and traders have 
security, but they are not capable of capturing the state or challenging 
the New Order's rule or policies. Their arrangements with the military 
are simply a surrogate for the consistent application of rules. This 
joining of the interests of the ethnic Chinese, with their capital and 
business experience, and the interests of the military, with their political 
and coercive authority, has been critical to Indonesia's success.hl 

The cukong system is a personalized and informal resolution of the 
rent allocation and the commitment problem; it allows the Chinese to 

60. "For all the talk we have heard since the early years of the New Order about 
the close connections between wealthy Chinese clIkollg and powerful Indonesian generals, 
there is little evidence that any of them have been able to carry much weight in the general 
decision-making processes that determine the broader outlines of national economic or 
social policy formation." See Mackie (1990, p. 83). 

61. Robison (1986), analyzing the Indonesian experience from the perspective of a 
class conflict, similarly concludes. "The military has become a corporate owner of capital 
and as such has developed a vested political interest in the perpetuation of conditions 
conducive to the accumulation of capital and the generation of profits . . . . But there is 
a much more concrete relationship between the military and the capitalist class. Through 
the mechanism of the company and the joint venture, Chinese and international capital 
effectively operate as the financiers of the military in that they provide the capital and 
organizational resources to turn the license, the contract or whatever concession into 
profits and, ultimately, income for the military. It is natural. therefore, that the military 
has become committed not merely to abstra t ideologies of capitalism but to the social 
dominance of the capitalist class, even to the fortunes of particular companies. This is 
given another dimension of emphasis by the fact that increasing numbers of military 
men are moving into private business on their own behalf [(Robison 1986, p. 258» . ... 
A politico-economic alliance between the military and major hinese and international 
business groups affords Chinese and foreign capital in general a significant degree of 
political protection" (1986, p. 267). Robison documents the connections between military 
officers, Chinese businessmen, and foreign companies as partners in specific enterprises 
(see his chapters seven and eight). Other scholars of varied intellectual persuasions 
ranging from left to right who have studied Indonesia with ~ome depth have all come 
to the same conclusion (Liddle, Crouch, Schlossstein, Mackie, Macintyre, Glassburner). 
They all agree that a tight business relationshIp exists between the military and the 
minority Chinese, 
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dominate the economy in collaboration with the power elite, that is, 
the military.62 The military gains rents in exchange for supporting the 
nation's economic mobilization, while the Chinese, and the foreigners 
who invest in joint ventures with them, acquire assurances against 
expropriation. In the absence of formal institutions to enforce contracts, 
this arrangement provides relatively secure property rights, and these 
in tum have encouraged investor confidence. Because military officers 
have shares in Chinese enterprises and foreign joint ventures, the gov
ernment is keenly aware that expropriating these firms-or indeed 
any others-would undermine the military support that provides the 
foundation of the New Order. 

But the cukong system has had its drawbacks as suggested by the 
fact that the ratio of private investment to GOP in Indonesia has been 
lower on average than the ratio in the other high performers even after 
adjusting for level of development (table 5-4). This stems from the fact 
that the system depends and in fact thrives on the lack of predictability 
of and transparency in the regulatory environment. Bureaucratic delay, 
a measure of the transparency and predictability of the regulatory 
regime, was significantly worse than in the other high performers in 
the 1970s. And as table 5-3 shows, this feature does not seem to have 
changed much in the 19805.63 

Putting Oil to "Good" Use 

Indonesia is a major oil exporter and, for most of the 1970S until the 
mid-1980s, the government relied heavily on the oil sector for revenues. 
From 1979 to 1984, more than half of annual government revenue was 
attributable to oil and gas activities.64 Hence, much of the New Order's 
development programs have been financed by oil. 

62. See De Long (1991) and Ramirez (1992). 
63. However, deregulation, which began in 1985, seems to have had some positive 

effect on private investment perhaps because it has loosened the noose somewhat on the 
private sector. The average of the ratio of total investment to GOP fell by approximately 10 

percent between 1981 and 1985, the period immediately preceding deregulation, and 
the period 1986-92 when various deregulatory measures were introduced. Miller and 
Sumlinski (1994, p. 46). Between these same periods, the average ratio of private invest
ment to GOP fell by only 4 percent. And not surprisingly, the ratio of private investment 
to total investment rose between these two periods, from 53.5 in 1981-85 to 58.8 in 
1986-92. IFe (1994). The differential could be interpreted loosely as a measure of the 
impact of deregulation on private investment. 

64. MacIntyre (t990). 
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Oil earnings were not used strictly to finance development projects. 
To the contrary, some, most likely a substantial portion, were rents 
allocated mostly to the military, especially from Pertamina, the state 
oil corporation.65 This suggests rather strongly that oil money was used 
partly to combat potential dissidence among military personnel during 
the early years of the New Order. Until the economy had stabilized 
and began to grow robustly, it was necessary to find some means to 
improve the material well-being of military personnel. The regime's 
viability was at stake. Oil then may have helped saved the day for the 
New Order at least until the cukong system became firmly established 
and the technocrats' policies began to bear fruit. 66 Oil helped make it 
possible for the New Order to satisfy the material interests of military 
personnel, its key backers, and lay the foundation for sustainable 
growth. 

How Resilient Is the System? 
The Indonesian model deviates from the patterns of public-private 

interaction characteristic of the other high performers. In Indonesia a 
credible bureaucracy and deliberation councils were not the mecha
nisms used to coordinate the contact between state and society.67 Con-

65. "The most important source of funds for the army during the early phase of the 
New Order was the state oil corporation, Pertamina .... Pertamina's financial affairs 
have been clouded in secrecy. Balance sheets were never published and profits were 
unannounced. Although its taxation payments to the government rose from 15 percent 
of the government's domestic revenues in 1967 to more than 50 percent after the 1973 
price rise, it was clear that a large part of Pertamina's profits, especially in the early 
phase, was not transferred to the government. The secrecy surrounding the financial 
affairs of Pertamina was intended to disguise its role as a major source of funds at the 
disposal of the military leadership." Crouch (1978, p. 278). 

66. It would be interesting to compare the New Order's history with those of military 
regimes in Nigeria and Venezuela, both also oil exporters and members of OPEC. De 
Silva (I993) compares Nigeria with Indonesia and concludes that the New Order's 
vigilance in pursuing the policies recommended by the technocrats enabled it to avoid 
the fate that has befallen Nigeria. By choosing to establish the basic foundations for 
sustainable growth, the New Order has managed to survive even the drastic drop in 
oil prices in the mid-1980s. 

67. The dragooning of all civil servants into a monolithic government organization 
that is the key support of the party, Golkar, means that political loyalty and patronage 
determine career paths in the bureaucracy. Party strength and support in the rural areas 
determine the fortunes of bureaucratic careers. Therefore the bureaucracy outside of the 
technocrats has been unreliable. For example, despite tax reform the bureaucracy has 
yet to demonstrate its capa ity to collect taxes Vatikiotis (1989). 
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strained by the need to staff its bureaucracy with military personnel, 
the New Order leadership developed an alternative coordination sys
tem that depended on personal assurances of performance. 

The strength of the system was tested in the mid-1980s during the 
drastic decline in oil prices. Before 1985, the Indonesian economy had 
been heavily regulated. As mentioned earlier, the government re
sponded to the drop in revenues by introducing far-reaching deregula
tory measures despite opposition from the private interests of military 
personnel, including senior officers and their Chinese partners. Profits 
of the cukong enterprises had been based in large part on rents created 
by grants of monopoly, controlled licensing, and in general protection 
through the regulatory regime. 

Political tranquility remained despite deregulation. When the gov
ernment announced that the Customs Bureau would be closed and its 
functions subcontracted to a Swiss firm, the army's commander-in
chief also announced the army's support for the new policy and hinted 
that any challenge to it would be an affront to the New Order regime.68 

This is somewhat puzzling given that deregulation would almost surely 
mean increased competition and lower profits for the joint military
Chinese enterprises. Two explanations exist. First, as mentioned earlier, 
the flow of financial resources was likely to contract with the drop in 
oil revenues. Consequently, the regime would have fewer resources to 
allocate to development and to rents. A smaller pie would be inevitable 
unless new revenue-increasing measures were introduced. Deregula
tion promised to deliver a larger pie after a short period of contraction, 
and given the past successes of the technocrats the promise was credible 
to leadership and the military. Further, deregulation would lead to 
increased support from multilateral lending agencies, providing a 
buffer during the period of contraction. In fact, foreign aid as a source 
of government revenue increased significantly during the critical period 
between 1985 and 1987.69 Second, owing to the cukong system, military 
officials would share in the burden of the contraction. Hence, a sense 
of fairness existed in the allocation of the burden, which eliminated a 
potential source of discontent,7o 

Bureaucratic clientilism has triumphed in Indonesia because im-

68. Interview with Dr. Hadi SOe5astro. executive director, Center for StrategiC and 
International Studies. 

6g. See Macintyre (t990, p. 25), fig . 7 .1). 

70. Liddle (1991) makes a similar argument. 
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portant real or potential constituencies feel that they are getting a fair 
deal. The perception that everyone gets a piece of the action is as 
important as the reality, because it suggests that the New Order has 
accomplished much of what it promised. The lack of strong institutional 
foundations, however, raises doubts about the sustainability of the 
political deals on which much investment has depended. Regime lead
ers have stayed in power by securing sweetheart deals for military 
officials, friends, and relations while spreading growth throughout the 
lower strata of society. The regime welcomed the advice of the economic 
technocrats because political patrimonialism and economic success 
were closely related. Staying in power has required the regime to have 
at its disposal large quantities of wealth to disburse as patronage: the 
policies of the economists have helped produce the goods on which 
the regime's political support rests. 

Today grumbling about the Chinese tycoons is matched by com
plaints about the president's family?! When the president boasts of the 
growth of indigenous entrepreneurs, Indonesians look to Bimantara 
and Humpuss-two conglomerates that have grown rapidly since the 
deregulation process began. Both are run by his children.72 

Part of the family's fortune comes from the role of family members 
as intermediaries.73 A firm seeking to invest in Indonesia will seek out 
members of Soeharto's family as shareholders of a project not only to 
seek protection from the insecure legal environment but also to reduce 
the costs of gathering, organizing, and communicating information. As 
a result, family members are represented on the boards of many firms 

71. By 1986 Liddle reports, "The president's children had become the major beneficia
ries of the protectionist policies of the nationalists and patrimonialists." Liddle (1991, 
p· 421 ). 

72. Soeharto touts the role of family members as a way to build the role of indigenous 
Indonesians in an economy dominated by Chinese Indonesians. The hope is that once 
full-scale liberalization is introduced, Indonesia will have native capitalists who can 
reduce the nation's dependence on intemational capital. 

73. "A good indicator of the families' growing share is the number of multinationals 
which line up to court the Soeharto's sons or well connected Chinese Indonesian groups 
in efforts to win major contracts . . Wining control of license and supply and service 
contracts, and letting others execute them, is the mainstay of the family's businesses." 
Handley (1986, p. 40). One reason the businesses appear to be mainly tollgates is tha t 
the Soeharto children do not actively manage their investments. "You cannot get involved 
in an important deal any more if you don't bring in at least one of the children." 
Adam Schwarz, "All Is Relative: Suharto Family's Businesses Face Mounting Criticism 
in Indonesia," Far Eastern Economic Review, April 30, 1992 , p. 54. 
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and hold shares in a wide range of companies. Family members are 
chosen because their position in the political hierarchy offers informa
tion about conditions in the economy or industry that outsiders may 
not possess, and their participation serves as a stamp of approval and 
plays a monitoring and signaling role, giving confidence to investors. 
In the absence of a competent bureaucracy and an efficient legal system, 
bringing the family into a deal creates value for shareholders. Investors 
can assume that those companies will perform better than others simi
larly situated.14 

Nevertheless, the growth of the "Soeharto" business empire presents 
a difficult problem for the system, which heretofore has worked rather 
well. When the president departs, the wealth his children have accumu
lated will be questioned. Although the wealth could be moved outside 
to safer havens, two factors will constrain this step. First, it would 
weaken the legitimacy of the president's rule since he has criticized 
domestic capital flight. Second, and perhaps more important, much of 
this wealth is based on fixed investments in the country and so cannot 
be disposed of without substantial loss. Hence, the great "Father of 
Development" (and more generally the regime) finds himself in a quan
dary. How this issue is resolved is likely to spell the difference between 
continued success for Indonesia and the beginning of turmoil that may 
interrupt what the president has fostered. 

74. Economist, "A Survey of Indonesia: Wealth in Its Grasp," April1?, 1993. "Family 
businesses [are not] simple 'tollgate operations: extracting a fee for providing access to 
contracts and markets. That ignores their entrepreneurial role in initiating projects. 'They 
don't just set up a toll booth: argues one diplomat, 'they actively go out and round up 
the cars: " A telecom project with NEe and another with Mitsui are cited as examples. 



Six 

Leadership and the Economic 
Bureaucracy 

THE ASIAN MIRACLE was fostered by politicians who identi
fied the long-term viability of their regimes with the at

tainment of shared growth. East Asian leaders recognized that shared 
growth depended on the standards of public performance main
tained by the economic bureaucracy, and therefore they devised rules 
so that bureaucrats' incentives were consonant with promoting shared 
growth. 

Bureaucrats have two types of information. The first is technical 
knowledge of the economic consequences of policies-knowledge that 
can be put to work for the public good. The second is detailed knowl
edge of the regulatory environment and the relative position of firms
knowledge that can be put to work for short-term gain, by selling 
favors. They choose which type of information to use according to 
their calculation of risks and rewards. If they choose the first, then 
they may forgo higher income from private sector employment or the 
potential returns of using their position to make enormous profits 
quickly. If they choose the second, then they give up the relative security 
and prestige (where this exists) of public employment and risk dis
missal, disgrace, and punishment. To structure an effective economic 
bureaucracy, leaders must find ways to adjust the risk-reward calcula
tion so that bureaucrats will use their knowledge of the economic 
consequences of policies to promote shared growth. 

This is precisely what leaders in East Asia managed to do. The 
segment of the bureaucracy that was offered a mix of incentives ranged 
from a small core of experts in Indonesia to the entire civil service in 
Singapore. In each case, however, a competent, powerful but accounta
ble group of bureaucrats was created. The creation of this economic 
bureaucracy stands out as one of the most original and successful of the 
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institutional innovations that distinguish the high-performing Asian 
economies (HP AEs) from the patterns characteristic of Latin America 
and Africa.1 How was this done? 

To minimize bureaucrats' temptation to use knowledge of regula
tions and firms for a large, quick payoff, leaders provided incentives 
for bureaucrats to identify their own interests with the country's long
term economic expansion. This was done by promising an attractive 
lifetime stream of benefits in exchange for responsible, restrained, and 
disciplined performance. This required several steps. 

First, leaders had to convince officials already in office and those 
subsequently recruited that economic growth was indeed the overrid
ing objective. Officials not persuaded of this aim would be less likely 
to perform their functions properly and efficiently: without growth, 
there could be no long-term returns; short-term profiteering would 
thus be more attractive. Second, to attract competent individuals to 
the economic bureaucracy, leaders established merit-based rules and 
procedures for the recruitment and promotion of personnel and offered 
relatively attractive compensation schemes. Third, to ensure that techni
cal questions were resolved on strictly technical criteria, leaders had 
to grant the economic bureaucracy some independence and establish 
mechanisms to help the bureaucrats resist demands of interest groups 
at odds with national economic objectives. And finally, given the eco
nomic bureaucracy's independence, an oversight mechanism was nec
essary to ensure that the economic bureaucracy would be accountable 
to leadership for its performance. 

Expectations and Credibility 

The willingness of bureaucrats to believe promises of a long-term 
stream of benefits and thus forgo short-term opportunism depends on 
the persuasiveness of leadership's commitment to growth. As discussed 
in earlier chapters, leadership signaled its commitment to shared 
growth to the general population-and, not so incidentally, to the 
bureaucrats as well-through mechanisms ranging from land reform 
to universal education. And in most of the high-performing economies, 
leaders also took steps to demonstrate to the bureaucrats that officials 
who undermined this objective would be dealt with severely. 

1. See Wade (1994) for a concrete example of HPAE solutions to this agency problem. 
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In Singapore, Lee Kuan Yew removed corrupt officials after publicly 
shaming them, thus signaling his determination to cut ties to the past
and putting officials on notice that the risks of seeking short-term gains 
were substantial. With the old boys out of the way, government had 
to offer a new way that worked. The new bureaucracy was small, so 
responsibilities were unambiguously assigned and Lee could closely 
supervise performance. Adopting sometimes draconian measures for 
acquiring evidence and meting out justice, he established a Corruption 
Control Committee to find and penalize wrongdoers. The message was 
that leadership expects nothing but the best. 

In Indonesia, Soeharto manifested his commitment to growth by 
following the advice of his technocrats during times of economic crisis. 
Upon assuming power, to cut the runaway inflation of the Sukarno 
years, he accepted the advice of his technocrats lock, stock, and barrel. 
In a further signal of his acceptance of the technocrats-and his determi
nation to provide a sound macroeconomic framework for shared 
growth-he had a balanced budget requirement inserted into the con
stitution in 1967. When it became apparent in 1975 that close associates 
had mismanaged the state oil company, he dismissed the associates 
and, with the advice of the technocrats, put the firm's management in 
the hands of more reputable individuals. When oil prices collapsed in 
1983 he again followed the difficult advice of the technocrats: open the 
economy, deregulate, and encourage export investment to bring in 
foreign exchange. He did so, although the liberalization jeopardized 
the rents of powerful regime supporters. 

General Park reorganized Korea's economic bureaucracy around the 
newly created Economic Planning Board and gave that body extensive 
powers over economic affairs. He then imprisoned a number of chaebol 
leaders so they would understand business was going to be done 
differently. Moreover, when his first five-year plan did not produce 
results he began his famous New Year visits- visits to each of his 
ministers to discuss goals and strategies to implement those goals. Park 
returned the following year to each minister and went through the 
promises sentence by sentence. Those ministers who achieved less than 
80 percent of what they promised were fired . After two or three years 
the ministers understood the drill. Each department had to define its 
performance objectives in terms that were clear to all. Ministers learned 
to communicate the need for precise targets to their subordinates. Only 
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those managers who fulfilled the plans survived.2 Park made it clear 
that what mattered most was sustainable economic growth. 

In Taiwan, the need for a reputable economic bureaucracy to monitor 
and guide economic development was foremost in the minds of the 
KMT leaders. They had learned some important lessons from their 
debacle in the mainland. Integrity was instilled in the civil service by 
examples set early in the regime's history. When Wang Zeng-Yi, Chiang 
Kai-Shek's brother-in-law, was successfully impeached by the Control 
Yuan, a clear signal was sent about the regime's commitment to ac
countability. Even the premier's closest relations were not protected 
from the standards that applied to all public servants. The use of insider 
advantages by officials was actively and purposely resisted by the 
creation of an independent examination board to monitor recruitment 
into the civil service. The Control Yuan had complete powers of im
peachment and investigation over all members of the government.3 

In each case, to induce public officials to contribute to creating a 
greater social product, leadership made its promise to promote growth 
credible. Bureaucrats' expectations were thus attuned to the possibility 
of obtaining long-term rewards for good performance. 

The Route to Competency 

In the HPAEs, the implementation of a merit-based recruitment or 
promotion system was an essential step toward sustaining competent 
performance. Of the three broad types of merit-based systems that 
have appeared among the HPAEs, the first, exemplified by the Japanese 
and Korean systems, is more formally institutionalized: recruitment is 
based on tough civil service examinations; promotions are based on 
proven ability.4 Applicants need not have a college degree (although 

2 . Interview with Young Whun Hahn, January 1995. 
3. Interviews with exgovemment officials, January 1995. 
4. Although seniority bears heavily on promotion decisions, performance does count. 

The pyramidlike structure of the bureaucracy guarantees competition. In Japan, "An 
entering class works together to ensure that its members prosper. . . Who becomes a 
bureau chief. a director-general. or ultimately the one (administrative) vice minister is 
a source of intense competition among the classes in a ministry." Johnson (1982, p. 62). 
In Korea, promotion decisions are based on seniority and various performance criteria 
with predetermined weights assigned to each element. See Wade (1994). 
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in practice it is extremely difficult to pass the exams without training 
in a well-established university). The second, which is also highly 
institutionalized, is exemplified by Singapore's system. There, recruit
ment is based on high standards of academic performance (at the 
undergraduate level) and rigorous personal interviews.s Promotions 
are based on performance rather than seniority. Reaching the highest 
level of service, that of permanent secretary, can occur at a relatively 
young age as exemplified by cases of individuals' being appointed 
permanent secretary in their thirties. In Indonesia and Thailand a third 
system exists in which exams are largely perfunctory and are thus an 
ineffective filtering device. There the filters tend to be the successful 
completion of graduate degrees, especially a Ph.D. from a foreign insti
tution. Not surprisingly, the bureaucracies in these countries are also 
the weakest among the HPAEs.6 

The Taiwanese and Malaysian systems fall into the first category. In 
Taiwan, civil service exams are not so stringent, but their relative 
weakness is offset by the constant recruitment of academics from major 
universities, usually for fixed periods ranging from three to six years.7 

The foreign graduate degree filter therefore supplements the exams. In 
Malaysia, the results of the civil service exams are subject to affirmative 
action requirements introduced under the New Economic Policy. Al
though the exams are difficult, quotas allocate a certain percentage of 
slots to the Bumiputras. 

The Korean system features strong filters in the form of exams, 
performance criteria, and graduate degrees. The research institutes 
attached to various ministries emphasize graduate degrees.s 

5. Personal interviews with current and ex- government officials indicate the follow
ing process of recruitment. Each year the top 200 college graduates (based on academic 
performance and interviews) are identified and given an offer to join government service. 
Those who elect to do so are then put through a rigorous one-year training program. 
Thereafter, each is sent abroad for further studies, usually to England or the United 
States They are then assigned to different branches of government upon their return. 
This system has worked well in Singapore because of its small size. 

6. The problem is more severe in Indonesia. In Thailand, the economic/finance
related agencies are highly regarded and command respect among the general popula
tion. Interviews with officials in Thai agencies indicated that these agencies are more 
stringent in their recruitment and promotion policies. 

7. See Wade (1990)· 
8. For example, the Korean Development Institute (KDI) was established in 1971 to 

assist the Economic Planning Board (EPB) in developing medium- and long-term plans. 
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Whichever system has been adopted, some mechanism to identify 
the more competent individuals has been employed to recruit the 
economic bureaucracy. Tough exams, academic performance, and doc
toral degrees determine the selection from among a given crop of 
applicants. 

The overall competency of the economic bureaucracy reflects the 
qualifications of those who aspire to government jobs. This potential 
pool of applicants is in tum influenced by the compensation that gov
ernment offers. Comparisons between public sector and private sector 
salaries are complex. In general, however, although civil servants nearly 
everywhere (Singapore is the remarkable exception) are less well paid 
than their private sector counterparts, the differential between civil 
servants' salaries and private sector salaries is smaller in the HPAEs 
than in other developing countries. Moreover, there are frequently 
other advantages of public sector employment in the high-performing 
East Asian countries that attract competent candidates who might 
otherwise choose private employment. 

For basic salary comparisons, estimates are available for most of the 
HP AEs and a few other low- and middle-income countries. Indexes of 
the public sector-private sector differentials in five of the HP AEs and 
several other developing countries are shown in table 6-1. Singapore 
is an obvious standout-even by East Asian standards-with public 
sector salaries that are higher on average than private sector salaries 
and are even better than salaries of equivalent senior officials in the 
United States-where per capita GNP is about one and a half times 
higher.9 

In Japan salary differentials between the public and private sector 

"The Korea Educational Development Institute (KED!), founded by the Ministry of 
Education in 1972, the Korea Rural Economic Development Institute (KERl), founded 
by the Ministry of Agriculture and Fishery in 1978, and the Korea Land Development 
Institute (KLDI), established in 1978 by the Ministry of Construction, are other cases." 
See Leipziger and Kim (1992, p. 15). Researchers in these institutes generally possess a 
Ph.D., many from highly reputable Western academic institutions. 

9. As of 1993, the base salary of a (full) minister ranges from 5$22,100 to 5$27,825 a 
month, which under the current exchange rate is equivalent to U.5.$13,812 to U .S.$17,39O. 
A minister of state is paid the equivalent of U 5.$5,625 to U.S.$7,688. Recently, the 
government announced that it would once again raise public sector salaries to keep up 
with increases in the private sector. The annual salary of a minister is to be set at 
5$776,000, which is approximately U.s.$500,000. "Competitive Salaries for ompetent 
and Honest Government," White Paper, Government of Singapore, October 1994. 



TABLE 6-1. Estimates of per Capita GDP and Ratio of Public to Private Sector Salaries, Developing Countries 

Sm;or level (%) Mid-level b (%) 

COl/ntry or region Per capita GOP' A B A B Entry-level (%) 

High-performing Asian ecollomices (HPAEs) 
Singapore 14,920 114b 114 115[3] 115 107 

South Korea ' 7,190 69.3 69.3 57.1 57.7 58.7 

Taiwan, China 7,954 65.2 60.3 63.5 65.8 60 

Malaysia 5,900 40 33.3 34.3 50 n.a. 
Thailand 4,610 47.1 46 37.2 34.9 78.9 

Other Asia 
Philippines 2,320 27.7 24.3 25 32.5 62.5 

Latill America 
Chile 6,190 70.36 63.2 n.a. n.a. n.a. 
Tnnidad and Tobago 8,510 63.53~ 63.53 76.88 77.92 n.a. 
Venezuela 6,740 29.54 42.38 53.4b 53.4 n.a. 
Uruguay 6,000 n.a. n.a. 37.1 b 37.1 n.a. 
Argentina 4,680 24.11 b 24.11 28.57b 28.57 n.a. 

SOl/rces: World Bank, World Developmellt Report (Washington, 1992); Taiwan, Statistical Yearbook (1992). 
Salaries for the HPAEs and the Philippines were provided by local consultants and are based on latest available information. Salary data on Latin 

American countries were extracted from Reid (1992). 

n.a. Not available. 
a. In 1992 international dollars, according to United Nations International Program. 
b. Average is used for both sublevels A and B. 
c. Estimates of private sector salaries include allowances and bonuses so that the ratios are actually higher. Data are from a survey of companies 

with 500 or more employees. 
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are deliberately kept small. The government undertakes an extensive 
annual survey of pay rates (including allowances) in both sectors and 
adjusts civil servant salaries accordingly so that public employees do 
not fall behind those in the private sector. In 1992, for example, the 
survey covered 7A25 establishments, 653,046 individuals, and 91 job 
classifications.lO Results showed monthly remuneration in the private 
sector is only slightly higher on average than that in the public sector 
(this excludes public enterprises)." 

In Taiwan, Korea, Malaysia, and Thailand, public sector salaries are 
systematically lower across the board.12 A recent study of the public 
sector in Indonesia indicates that the differential is widest in Indone
sia. U In Indonesia, the differential across rank categories, already large 
at the junior manager level, increases dramatically with rank.14 

In some HPAEs, government salaries are supplemented with sub
stantial allowances and bonuses not unlike those offered by the private 
sector. 15 In Singapore, public sector wages are supplemented by an end
of-year thirteenth-month annual allowance equivalent to the Christmas 
bonus in many private firms, an annual variable component (A YC) 
tied to the performance of the economy akin to the profit-sharing 
schemes in private industry; and for superscale officers, special perfor
mance bonuses that roughly mimic performance bonuses of corporate 
executives.16 

In Japan public servants benefit from "an elaborate system of ten 

10. National Personnel Authority (NPA), All/mal Report, 1992. 

11. In making comparisons, the NPA controls for job, rank, academic background, 
location, and age. The average differential for each service level is calculated by using 
a Laspeyres formula . See Hirose (199J, p. 48). 

12. The finance-related agencie~ in Thailand, for example, the Bank of Thailand and 
the Budget Bureau, have their own personnel and recruitment programs. Then', salaries 
are said to be about JO percent higher across the board than in the rest of the public 
sector. 

lJ. Steedman (199J)· 
14. Interviews with some government officials and Indonesian academics also suggest 

that a fresh graduate from an Indonesian untversity gets a base salary of about Rp 
170,000 in a government department and Rp 250,000 in a state enterprise. The graduate 
can earn between Rp J50,000 and Rp 500,000 at entry level in a private enterprise. 

15 . Information on public se tor allowances was not available for Malaysia, Taiwan, 
and Thailand . 

16. The AVe is awarded in the form of end ·of-the-year monthly bonuses. Depending 
on the performance of the economy, public sector employees could get a bonus from 
one to several months' !>alary. 
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kinds of allowances, from 'family allowance' and 'adjustment allow
ance' to 'commuter allowance' and 'diligence allowance."tJ7 

In Korea, public employees are eligible for fifty-nine different types of 
allowances, and almost half of a public sector employee's compensa tion 
comes from these allowance.ls With the allowances included, average 
total compensation in the public sector is still significantly lower than 
the average in large, private companies. Nonetheless, when total com
pensation is adjusted for all bonuses and allowances earned by public 
sector employees, the gap between public sector and private sector 
total compensation narrows. 19 

If compensation in the private sector exceeds that in the public sector, 
as suggested by the available data, one would expect the public sector 
to have difficulty attracting and keeping talented individuals. Thus, 
without compensating factors, talented individuals will migrate to the 
private sector. Yet except for Indonesia and to a lesser extent Thailand, 
in the HPAEs graduates from the top universities compete intensely 
for public sector slots.20 

In the HPAEs with solid and extensive economic bureaucracies, com
petent individuals join the public sector and remain there despite lower 
compensation for many reasons. First, employment is usually secure. 

17. "Perhaps the most remarkable of these allowances is the 'end-of-the-term-allow
ance,' which is paid to public employees serving on March 1, June 1, and December 1 

of each year. On March 1, the employee is paid 50 percent of the basic amount (the total 
of his monthly salary, family allowance, and adjustment allowance); on June )0, 140 

percent of the basic amount; and on December 10, 190 percent of the basic amount. Thus 
a Japanese public employee receives )80 percent of the basic amount each year in addition 
to his regular salary. This generous allowance is comparable to the bonuses paid in 
American industry." See Kim (1988, p. 9). 

18. Ministry of Government Administration, Seoul, Korea, April 1991. 
19. Estimates of allowances are very rough. Personal interviews with some former 

public officials indicate that not all civil servants received the same allowances. When 
these allowances are incorporated, the ratio of public to private sector compensation 
improves: approximately 90 percent for senior levels, 80 percent for mid and entry level. 

20. Interviews with officials at the Bank of Thailand and researchers at the Thailand 
Development Research Institute (TORI) indicate that the competition to get into the four 
"elite" government agencies in Thailand is also stiff. In Japan graduates scramble each 
year to enter the public sector. "Despite this relatively short [application] period, the 
number of applications for the higher civil service entrance examinations is staggering. 
In each year since 1972, the National Personnel Authority has passed no more than 1,700 
applicants at the senior entrance examinations, yet there have been more than )2,000 

applicants annually." See Kim (1988, p. 23) . 
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Unless a serious mistake is committed, dismissal is unlikely. Only the 
very top positions are filled by political appointees (table 6-2). Civil 
service or other institutionalized procedures govern appointments (in
cluding promotions) at all other levels. And in some cases, for example, 
Malaysia, even the recommendations for the top-level positions come 
from the civil service. Furthermore, a public employee can look forward 
to a pension upon retirement which, except in very large corporations, 
he or she could not generally expect in private industry. Security of 
tenure translates into lower income variability, which in tum provides 
incentives for public employees to accept a lower (mean) salary.21 

Second, a well-defined, competitive career path, with the possibility 
of substantial rewards at the end, exists in the bureaucracy. Japan has 
the best-developed civil service system among the HPAEs, but many 
of the conditions of civil service employment observed there also exist 
in the other high performers, though usually to a lesser degree. In 
Japan "promotion to section chief is virtually guaranteed to every career 
officer who does not make a major mistake . . . Competition over 
promotion begins beyond the section chief level . .. Those who are 
promoted are still in the running for the vice-ministership; those who 
are not are compelled to 'resign' -or, as it is known in the Japanese 
government, to 'descend from heaven' (amakudari) into a lucrative job 
in a public corporation or private industry" arranged by more senior 
officials.22 Table 6-3 gives a sample of retired Mm senior officials and 
their amakudari patrons.23 Senior officials are sometimes recruited by 
the Liberal Democratic Party to run for political office or are retired 
to a position in local government. Similar arrangements, in which 
retirement from government occurs at a relatively young age and retir
ees "descend down" to the private sector also exist in Korea, Taiwan, 
Singapore, and Malaysia. In each case, these transitions provide an 
incentive for members of the economic bureaucracy to perform well 
over the course of their public service career. 

21. Because they are risk averse, individuals are generally willing to trade off higher 
mean salaries for lower variances at some implicit price. 

22. Johnson (1982, p. 63). In Singapore, owing to the PAP's penchant for getting the 
best individuals to serve in government, senior managers in private industry are often 
invited to serve fixed terms in government agencies. To our knowledge, no systematic 
data on amakudari exists in Singapore or the other HPAEs. But personal interviews 
with officials and researchers in these countries indicate that the practice is widespread. 

23. See lnoki (1992). 



TABLE 6-2. The Structure of the Bureaucracy in Selected Asian Countries 

Philippmes Thailand [ndonesia Malaysia Singapore Taiwan Korea lapan 

Secretary Minister Minister Minister Se"ior Minister Minister Mill/ster Minister 
Undersecretary Depllty mill/ster Junior minister Deputy minister Political vice Vice minister Parlime"tary vice 

minister mi"ister 
Administrative vice 

minister 
Assistant Permanent Secretary Administrative Assistant Deputy vice 

secretary secretary vice mimster minister minister 
Deputy Undersecretary Permanent 

permanent secretary 
secretary 

Bureall director Bureau director Bureau director Deputy Bureau director Director Director general 
permanent general general 
secretary 

Regional Agency head Agency head Agency head Department 
director director 

ServIce director AssIstant head 
Division chief Division chief DiviSIon chief Division chief DivisIon chief Office director 

Sources: Local consultants, organizational listings, and interviews. Positions that are subject to presidential appointment are indicated in italic. 
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TABLE 6-3. MIT! Vice Ministers and Their Amakudari Positions 

Vice ministers, 
Name dates Amakudari positions 

Yamamoto Takayuki 5/49-3/52 Vice president, Fuji Iron and Steel; 
(1929-1952) died May 17, 1961 

Tamaki Keizo 3/52-11 /53 President, then chairman, Toshiba 
0930-1953) Electric Co. 

Hirai Timisaburo 11/53-11/55 President, then adviser, New Japan 
(1931-1955) Steel Corp. 

Isihara Takeo 11/55- 6/57 Vice president, then auditor, Tokyo 
(1932-1957) Electric Power Co. 

Ueno Koshichi 6/57-5/60 Vice president, then adviser, Kansai 
(1932-1960) Electric Power Co., president, 

Kansai Oil Co. 
Tokunaga Hisatsugu 5/60- 7/61 Vice president, New Japan Steel 

(1933-1961) Corp., then president, Japan 
Petroleum Development Corp. 

Matsuo Kinzo 7/61-7/63 Chairman, Nippon Kohan Steel Co. 
(1934-1963) 

Imai Zen'ei 7/63- 10/64 President, Japan Petrochemical Corp. 
(1937 -1964) 

Sahashi Shigeru 10/64-4/66 Sahashi Economic Research Institute; 
(1937-1966) chairman, Japan Leisure 

Development Center 
Yamamoto 4/66-5/68 Executive director, Toyota Motor Co. 

Shigenobu 
(1939-1968) 

Kumagai Yoshifumi 5/68-11/69 President, SumJtomo Metals Corp. 
(1940-1969) 

Ojimi Yoshihisa 11 / 69- 6/71 President, Arabian Oil Company 
0941-1971) 

Morozumi Yosihihiko 6/71-7/73 President, Electric Power 
(1941-1973) Development Company 

Yamashita Eimei 7/73-11/74 Managing director, Mitsui Trading 
(1943- 1974) Co.; president, Iran Chemical 

Development o. 
Komatsu Yugoro 11/74- 7/76 Director, Kobe Steel orp. 

(1944- 1976) 

SOl/ret': Johnson (t 982, p. 72). 
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Hence, in most HP AE economic bureaucracies, a relatively high 
degree of upward mobility exists. Like the private sector, the govern
ment offers a clear path for advancement. More important, a consider
able prize to those who are successful is early retirement, frequently 
with a substantial pension complemented by a hefty salary from a 
public or private sector enterprise as a director or senior officiaI.24 In 
effect, the price acts like a performance bond: a bureaucrat suffers a 
large financial loss for nonperformance. 

Besides selecting talented individuals, a highly competitive, merit
based recruitment and promotion system performs a signaling func
tion, identifying the talented to the general public. Because of the 
difficulty of the exams, successful entry is a notable achievement. 
Hence, the high value attached to public service in the HPAEs. A trait 
that is sometimes linked to Confucian values or other cultural factors 
may in fact be the product of a filtering system that could be replicated 
in other societies. 

A merit-based recruitment system creates value for the successful 
entrant. Being a part of the bureaucracy gives the entrant recognition 
not available from the private sector.2.<; To determine the monetary 
equivalent of this recognition, consider the traditional granting of 
awards by the king in Thailand. There, for many centuries, the king 
granted highly coveted awards to individuals who excelled in the 
service of the kingdom. Awards came in the form of sashes of different 

24. As Aoki (1988, p. 22) comments, "Amakudari positions in Japan are provided as 
the final prize in the competition among bureaucrats in the ranking hierarchy." Emphasis 
added. 

Further, as Inoki (1992) shows, the prize improves the permanent incomes of public 
sector employees. Inoki (1992) provides evidence supporting the thesis that amakudari 
is a mechanism designed to increase the lifetime incomes of bureaucrats. He notes that 
there are social costs to the practice of amakudari such as the potential for collusion on 
regulation among current and retired bureaucrats. But he argues that these costs should 
be balanced against the social benefit of attracting competent people and keeping them 
in public service. 

25. There is another largely positive feature that a merit-based system of recruitment 
and promotion creates. Because such a system attracts the cream of the crop and most 
of the cream comes from highly selective universities, an esprit de corps is created 
among bureaucrats. The strong bonds that develop among the workers strengthen the 
bureaucracy. They create a mutual support system and loyalty to the institution. Thus 
the bureaucracy can deal with the private sector from a position of strength. Johnson 
(1982). 
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colors signifying different degrees of service. This tradition has contin
ued until the present. In the modem context, royal decorations are 
usually awarded to exemplary public servants. On occasion, however, 
a businessperson deemed to have contributed to the betterment of the 
country could qualify for a decoration. But that person must donate a 
set amount of money, depending on the type of decoration suitable. 
At the current exchange rate, the donations range from U.S.$12,OOO to 
more than U.S.$1.2 million.26 

Lemons and Long-Term Dynamics 
The importance of a merit-based recruitment system resides in its 

capacity to distinguish talent. Recruitment rules that are non-merit
based lend themselves easily to favoritism. In tum, the potential for 
favoritism creates an adverse selection or "lemons" problem.27 Talented 
individuals who might aspire to public service decide not to do so 
because they perceive that the average public employee is likely to be 
mediocre, that is, there is little status associated with employment in 
the public sector. This perception unfortunately creates a long-term 
dynamic in which only mediocre individuals choose to join the bureauc
racy. The main consequence of this dynamic is likely to be poor perfor
mance. 

A comparison of the Philippine and Indonesian bureaucracies with 
those of four HPAEs illustrates this syndrome. The relative public 
sector-private sector pay differentials are largest in the Philippines and 
Indonesia. Furthermore, political appointments are deeper and more 
extensive in the Philippine bureaucracy, suggesting that recruitment 
and promotion in the Philippines is less likely to be merit based. Table 
6-4 presents a rough measure of bureaucratic performance for the 
Philippines, Indonesia, and the other HPAEs. The measure-extent of 
bureaucratic delay-is an index of responses obtained in a survey of 
business executives conducted by the Business Environmental Risk 
Intelligence (BERn. The index ranges from a low integer score of 1 to 
a high of 4. Besides Thailand, the Philippines and Indonesia have the 
lowest scores in the region. These observations suggest that low pay 

26. Importantly, Thai royal decorations are granted for public service and generally 
are accorded only to those in public employment. See Samudavanija (1992). 

27. See Akerlof (1970) for the discussion of the lemons problem. 
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TABLE 6-4. Index of Bureaucratic Delay - East Asia, 1972, 1982 

COllI/try 1972 ' 1982" 

Singapore 3.1 3.1 

Japan 2.6 2.7 

Taiwan 2.7 2.5 
South Korea 2.1 2.5 
Malaysia 2.3 1.9 

Thailandh 1.4 1.6 

Philippines 1.5 1.8 

Indonesia 1.4 1.2 

SOl/rce: BERI index from Keefer and Knack (1993). 
a. Higher numbers indicate relatively better performance. 
b. The performance of the four central ministries is not reflected in the BERI For the 

most part, this index reflects only the performance of line agencies. 

combined with a non-merit-based recruitment system leads to poor 
performance.28 

Because a merit-based promotion system means objective criteria for 
promotion, it is much less prone to abuse by authorities, particularly 
politicians. If politicians can interfere with promotion decisions in the 
bureaucracy, uncertainty is introduced into the career paths of bureau
crats. Public servants will thus have doubts about the usefulness of 
complying with the rules. If, for instance, bureaucrats can move up by 
having politicians intercede on their behalf, then they will have an 
incentive to lobby politicians instead of performing their jobs effec
tively. In India, despite tough civil service entry exams, performance 
has been dismal.29 Bribes become a determinant of promotions and 
politicians intervene in promotion decisions.30 The BERI bureaucratic 
delay index for India is 1.2, lower even than that of the Philippines and 
Indonesia. Obviously, to inhibit a lemons problem, both the recruitment 
system and the promotion system must be merit based, sealed from 
solicitations of powerful individuals and interest groups. 

The experience of the advanced HPAEs, and to a lesser extent Malay-

28. The lemons problem is likely to persist even when competitive pay is combined 
with non-merit-based recruitment. Because the pool of recruits will consist of both 
talented and mediocre applicants, the prestige factor that could tip the balance among 
talented individuals in favor of public employment disappears. Hence, the incentive to 
seek public employment is weakened . 

29. See Wade (1985) for a discu sion of the Indian bureaucracy. 
30. Wade (t985). 
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sia and Thailand, in building their bureaucracies suggests that objective, 
merit-based rules and procedures governing public sector employment 
must be institutionalized. These include a merit-based, highly competi
tive system of recruitment, rules that establish a well-defined career 
path open equally to all who wish to compete for advancement (a 
merit-based promotion system), compensation-salaries, allowances, 
and bonuses-that closely tracks those in the private sector, and a 
grand prize of substantial value upon retirement for upper-echelon 
officials. 

Balancing Independence and Accountability 

Recruiting and keeping qualified personnel was the second step in 
the process of building an effective economic bureaucracy. The third 
involved the complex task of balancing independence of the economic 
bureaucracy with accountability to leadership. The experience of the 
HPAEs is instructive, since they suggest different ways of achieving 
this balance. Ways were found to delegate responsibility and authority 
over economic affairs to qualified experts while at the same time en
hancing accountability to the leadership.31 For leaders to promote 
growth, they must obtain the information necessary to choose appro
priate policies. To induce experts to divulge this information, leaders 
must give them proper incentives, including the responsibility and 
authority to formulate and implement economic policies.32 This author
ity increases officials' confidence that proposed policies are likely to 
be adopted, hence their incentive to use their knowledge to solve prob
lems. However, since delegation of authority is no guarantee that ex
perts will indeed use their information for the public good-they could, 
for instance, grant favors in exchange for bribes-a low-cost monitoring 
mechanism is necessary. 

Authority through the Merit-based System 
Although used mainly to establish competency in the economic bu

reaucracy, the merit-based system of recruitment and promotion also 

31. The logic of this balancing act is explained well by Bates and Krueger (1993). In 
this section we describe and analyze the balancing of independence and accountability 
in the HPAEs. We do not cover all possible avenues or methods adopted by each of the 
economies. 

32 See Gilligan and Krehbiel (1987) and Krehbiel (t991) for theoretical discussions 
and discussions in the context of legislative committees and the legislature. 



154 The Key to the Asian Miracle 

helped secure for the members of the economic bureaucracy the neces
sary independence to do their jobs. By establishing objective rules for 
appointments, the system gives bureaucrats confidence that they can 
not easily be demoted, fired, or blocked from rising simply because 
their decisions conflict with those of powerful private sector inter
ests. In many developing countries, such as the Philippines, influential 
groups (and even individuals) can ask politicians to pressure a civil 
servant to alter a decision that they do not like. Because politicians 
may influence the career of a civil servant, the latter must often accede 
or leave the bureaucracy. A merit system reduces such politically moti
vated interventions. In light of the established rules, politicians would 
have to justify exerting pressure. The system also gives politicians a 
convenient and valid excuse for refusing to intercede on a supporter's 
behalf. 

Independent Personnel Agencies: Japan 
In Japan, the merit system has been supplemented by the institution

alization of an independent agency that handles all affairs pertaining 
to personnel matters. The National Personnel Authority (NPA) is one 
of only two executive agencies unattached to any ministry. It is also 
independent of the legislature. Its principal function is to formulate 
and administer personnel policies that govern recruitment and promo
tion in the bureaucracy.33 It administers the highly competitive civil 
service examinations and determines the pay scales and pay increases 
of bureaucrats. It evaluates and approves recommendations for promo
tion, and it hears and decides on grievances.34 Because of its indepen
dence from the Diet, the NP A is not easily subjected to political pres
sures. The prime minister, for instance, has limited power to make 
appointments to the bureaucracy. He or she can appoint only a few 
individuals to the ministries. In addition to the ministers, the prime 
minister can appoint only one of the two vice ministers.35 

33. For a discussion of the functions of the NPA, see Kim (1988) and (1993). 
34. By law, public sector employees are prevented from going on strike. So the NPA 

is an outlet, allowing workers to express discontent. 
35. Each ministry has two vice ministers, a parliamentary one and an administrative 

one. The former is appointed by the prime minister. The latter is always a career bureau
crat promoted from the ranks. 
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Institutionalizing Hard Budget Constraints: 
Thailand, Indonesia, and Japan 
Establishing hard budget constraints is one way of giving the eco

nomic bureaucracy some independence over macroeconomic poli
cymaking while at the same time introducing a low-cost means of 
monitoring its performance. That constrains the influence of politicians 
and private parties over government expenditures. Because low infla
tion results, budget constraints also provide a straightforward indicator 
of the bureaucrats' success at managing the macroenvironment-the 
inflation rate. Among the HPAEs, Thailand, Indonesia, and Japan have 
been the strongest adherents of hard budgets. 

Thailand and Indonesia (after Sukarno) have steadfastly maintained 
a stable macroeconomic environment and have exerted much effort in 
keeping inflation low. This tenacity has historical reasons. In Thailand, 
the military government of Field Marshal Sarit Thanarat, which gained 
power in a 1958 coup, needed to establish an economic development 
strategy that contrasted with the previous regime's nationalist, highly 
interventionist approach. This was necessary in order to establish that 
the new government was fit to rule because it could better manage the 
economy.36 Macroeconomic management was left almost entirely to 
the new economic agencies, the Ministry of Finance and the Bank of 
Thailand. Field Marshal Sarit's legacy has continued to the present. 
The military, which has essentially ruled the country, rarely intervenes 
in fiscal and monetary decisions,37 allowing the four guardian agencies 

36. "Sarit garnered his support base among private entrepreneurs and military elites 
hostile to the group that promoted nationalist policy. Leading Chinese firms [who formed 
the bulk of industry and finance) favored a more stable macroeconomic environment 
and in fact had lobbied, prior to the coup, for a reduction of state economic intervention. 
To accomplish this objective, Sarit ordered the creation of new economic agencies and 
had them located directly under the Prime Minister. The most critical ones were the 
NESDB and the Bureau of Budget. . . . The objective was to curb sectorial interventions 
of the line ministries and to provide stricter and more centralized monitoring." Siamwala 
and Christensen (1993, pp. 46-47)· 

37. Part of the reason for this abstention, as Siamwala and Christensen (1993) note, is 
that the military learned over time that technocratic management of the budget provided a 
more lucrative defense budget. Waste that would result from mismanagement and 
extralegal activities could be reduced with part of the gain allotted to defense. However, 
since a 1(}90 constitutional amendment, cabinet members, now elected MPs rather than 
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to manage the macroeconomy. The officials, known as the "techno
crats," in the National Social and Economic Development Board 
(NESDB), the Budget Bureau, the Ministry of Finance, and the Bank 
of Thailand (central bank) have worked in tandem to maintain a stable 
exchange rate and a low inflation rate. Rigid fiscal and monetary poli
cies are their main lever to attain the conservative macropolicies they 
advocate. Although legally its mandate only covers management of 
the expenditure side of the budget, the Budget Bureau dominates the 
whole process. It takes inputs from the NESDB about public invest
ments proposed in the current five-year development plan (which the 
NESDB formulates) and estimates of revenues from the Ministry of 
Finance and consults with the Bank of Thailand about the amount of 
deficit financing the economy can tolerate. Then it determines how 
much to allow each government agency to spend, that is, it establishes 
the aggregate allowable expenditure for the year. 

The bureau submits its budget recommendations to the cabinet for 
approval, presenting the cabinet only with the broad expenditure out
lines for each ministry. The details are obscured. The cabinet may 
propose changes to these broad expenditure categories. Once cabinet
level changes have been factored in, the final product is sent to Parlia
ment by the bureau. Within Parliament, the Budget Scrutiny Committee 
is responsible for evaluating the budget proposal. The committee is 
composed of ordinary members of Parliament (MPs) and ministerial 
MPs. Influence within the committee is asymmetrically distributed. In 
particular, parliamentary rules restrict the ordinary MPs to amend
ments that adjust the budget downward. The ordinary MPs cannot 
propose increases to the overall budget and can only propose minimal 
changes to components of the budget. Historically, the sectoral (compo
nent) changes have not amounted to more than a few million baht.38 

The procedures allow the Budget Bureau to tightly control the annual 
budget. To exercise influence over the agenda, first, it presents a highly 

technocrats, have made decisions that bureaucrats saw as preemptive and overly political. 
Agencies like the Central Bank have become the objects of power struggles between 
ministers and top bureaucrats. Dalpino (1990, p. 211). Nonetheless, it is still true that 
the positions of head of the Central Bank and the Minister of Finance must be filled by 
highly qualified and respected individuals. The business sector demands this concession 
in the interest of maintaining a stable exchange rate and low inflation. (Interview with 
Poonsup Piya-anant and Thongchai Lumdubwong). 

38. See Siamwala and Christensen (1993) for a more extensive discussion . 
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compressed version of its proposed budget to the cabinet. Second, 
because ordinary members of Parliament cannot amend the budget 
upward, budget allocations are partially shielded from political consid
erations. In countries where the legislature can make upward adjust
ments, the budget becomes the centerpiece of policymaking and poli
ticking. For instance, in order to get bills passed, the U.S. Congress has 
developed the mechanisms for distributing pork barrel projects over 
a fairly large number of congressional districts, which inevitably en
courages deficits.39 

The Thai Budget Bureau also draws support from several legal mall
dates that govern the national budget.4u A budgetary law passed in 1959 
and amended in 1974 essentially limits the government deficit to a 
maximum of 20 percent of the year's total appropriations plus 80 per
cent of that part allocated to repayments of the principal on loans. 
Moreover, throughout the 1960s and 1970s, a cap on the public debt 
service ratio to export earnings was imposed. In December of 1961, the 
Council of Ministers established a 5 percent cap on the ratio, increased 
to 7 percent in 1964, and maintained at this level throughout the 1970s. 
Presently an absolute cap of $1.5 billion exists. Finally, to further p re
vent external debt from overburdening the economy, a limit was also 
imposed on the amount of public debt that could be taken out of the 
annual budget. No more than 13 percent of the budget could be used 
to service the debt.41 These mechanisms, along with the four agencies, 
and the Budget Bureau as housekeeper, have institutionalized a process 
that promotes rational macroeconomic policies. Figure 6-1 illustrates 
their success. Except for the years surrounding the two oil crises, the 
annual inflation rate has been flat at close to 5 percent. Few developing 
countries can claim an equivalent achievement. Even the more ad-

39. See, for instance, Shepsle, Weingast, and Johnsen (1981). 
40. These laws by themselves need not necessarily be binding. In Thailand, conserva

tive management of the budget results from the fact that governments, beginning with 
Sarit, have been judged by the business sector partly by their ability to keep debt and, 
by implication, inflation under control. If high inflation occurs, businesses will take their 
funds elsewhere In more recent times, the liberalization of financial markets has exerted 
an additional discipline on the fiscal behavior of government. Capital markets stand ready 
to take advantage of inconsistencies resulting from bad macroeconomic management. See 
Campos and Pradhan (1996). For example, a rising deficit can lead to a crisis in the 
exchange rate as capital managers shift their funds and a~sets quickly and en masse to 
other countries in anticipation of a devaluation , 

41. See Siamwala and hristensen (1993). 
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FIGURE 6-1. Inflation Rate, Thailand, 1954-90 
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Source: World Bank (t993a). 
a. The average inflation rate in other developing countries is about 68.1 percent World 

Bank (1993). 

vanced HP AEs such as Hong Kong and South Korea have had higher 
rates. 

The budget process in Indonesia is also governed by a hard budget 
constraint. It was introduced by the New Order government in the mid-
1960s, which deposed and replaced then-President Sukarno. Under 
Sukarno, the government ran very high budget deficits partly to finance 
the struggle to return Irian ]aya from the Dutch and the country's 
confrontation then with Malaysia. These circumstances led to hyperin
flation, a deterioration of infrastructure, and general economic stagna
tion. General Soeharto made low inflation a basis upon which the 
legitimacy of the New Order government rested by recruiting a team 
of technocrats sometimes called the "Berkeley Mafia" to rebuild the 
economy: stabilizing the macroeconomy was the primary goal. Since 
then a law was passed institutionalizing a balanced budget and making 
it the cornerstone of government policy: domestic revenues + foreign 
assistance (loans and aid) = routine (current) expenditures + develop-
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ment expendituresY Furthermore, the Ministry of Finance acts as 
housekeeper by institutionalizing a review process requiring each min
istry to justify its proposed expenditures on a line-by-line basis. Finally, 
parliamentary rules restrict parliament to discussions of and debates 
over budgetary policies. The details and contents of the budget are not 
subjected to legislative scrutiny. 

The balanced budget law, the review process, and the parliamentary 
rules inhibit politicians and private parties from tinkering with the 
budget. The law that balances the budget keeps the Indonesian techno
crats one step removed from the political demands of legislators and 
other parties. The only way the latter can override the technocrats is 
to alter the budget law. Because the balanced budget is a foundation 
for the legitimacy of the New Order government, Signaling competent 
economic management, it is unlikely to be altered. Hence, the law 
provides a buffer for the technocrats. The parliamentary rules perform 
essentially the same function. To gain some control over the budget, 
Parliament can overturn the current rules. A challenge of this order to 
the guiding principles set by leadership is unlikely. Armed with these 
instruments, the Ministry of Finance has, as figure 6-2 shows, brought 
the inflation rate down since the hyperinflationary years of the mid-
1960s and, except for short periods during the two oil crises, inflation 
has remained low, again even by East Asian standards. 

In most developing countries control over the budget is fragmented 
among different government agencies and legislative tinkering is com
mon.43 Consequently, it becomes difficult to locate blame when prob
lems arise, in particular, high inflation. Delegating budgetary control 
to a well-defined and small set of experts and agencies and giving 
them the necessary instruments to do their jobs offers a low-cost way 
of monitoring performance. In Thailand and Indonesia, leadership has 

42. The balanced budget law has an interesting feature that gives the Indonesian 
technocrats some leverage over foreign borrowing. The law considers foreign borrowing 
part of the revenue base. Because most of these loans come from international lending 
institutions and since these institutions impose conditionalities that require countries to 
contain their budget deficits (domestic revenues less domestic expenditures), technocrats 
can use the conditionalities and the law to keep foreign borrowing in check. Perhaps 
because of this restraint also, the technocrats have been persuasive (on issues of macropol
icy). To obtain foreign loans, Soeharto may have thought it prudent to follow their 
advice. 

43. See, for instance, UNDP Development Paper 13 (1993). 



160 The Key to the Asian Miracle 

FIGURE 6-2. lllflatioll Rate, llldollesia, 1969- 91 
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a. The average inflation rate in other developing countries is about 68.1 percent World 

Bank <t993). 

managed to do just that. A balanced budget law and related instruments 
were established and a small group of experts- in Indonesia, the so
called Berkeley Mafia and in Thailand, the four elite agencies4l-were 
granted authority and responsibility for maintaining a stable macroeco
nomic environment. 

The Japanese approach to budgetary control bears some similarity 
to the Thai and Indonesian approach. As in Thailand and Indonesia, 
Japan's Ministry of Finance acts as housekeeper. But unlike them, it 
has the discretionary power to "set a finite limit on the expansion, from 
one year to the next, of any agency's budget."45 Historically, the limits 
started out high at 50 percent but have gradually been lowered over 
the years. That limit has virtually dropped to zero beginning in the 
early 198os, and in some instances has been slightly negative, keeping 
inflation low in Japan (figure 6-3). 

44 The four elite agencies are the ESDB, the Ministry of Finance, the Budget Bureau, 
and the Central Bank. Macroeconomic management has b en left almost entirely to these 
agencies. Christensen and Siamwala (199) . 

45. PempeJ and Muramatsu (199)a, p. )2) . 
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FIGURE 6-3. Inflation Rate, Japan, 1961-91 
CPI 1987 = 100 
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SOllree: World Bank, East Asia Miracle database (1994). 

Institutionalized hard-budget constraints give the Thai and the Indo
nesian technocrats as well as the MOF bureaucrats in Japan an instru
ment to inhibit private sector demands from circumventing their man
date-to stabilize the macroeconomy. Like an independent (and 
competent) central bank, constraints provide a credible signal that high 
inflation will not be tolerated.46 They also offer a low-cost mechanism 
for imposing accountability on the economic bureaucracy.47 

46. See Cukierman, Webb, and Neptali (1992) on the independence of the central 
bank. 

47. The hard-budget constraint is given more impetus in Japan because of periodic 
comprehensive reviews of the functions and the size of the bureaucracy. As Pempel and 
Muramatsu (1993a) show, Japan's bureaucracy is significantly smaller than bureaucracies 
of other OECD countries- the ratio of government employment to total employment is 
7.9 in Japan, the lowest among all OECD countnes. Pempel and Muramatsu argue that 
the institutionalized process of keeping the bureaucracy small has forced ministries to 
become more efficient since non performing programs (with their personnel) get cut off. 
By losing a program, a ministry's reputation and thus leverage falls in comparison with 
other ministries. The process induces interministerial competition, which in tum induces 
efficiency and indirectly enhances accountability. 
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Policymaking and Statutory Boards: Singapore 
Singapore's 620 square kilometers can be traversed in an hour. Being 

small reduces the challenge of balancing the independence of its bu
reaucracy with accountability. But small size did not produce a compla
cent leadership. Indeed officials took several measures to monitor the 
economic bureaucracy, including establishing statutory boards with 
well-defined and narrow responsibilities. Sixty-one statutory boards 
exist, a large number for a country no bigger than Chicago.48 Each 
decides whom to hire, promote, and fire, and each is "financially inde
pendent in the sense that they are expected to generate their own 
revenues for their expenditure. . . . Any surplus generated by the 
statutory boards can be invested and credited to a reserve or capital 
fund, and deficits may be covered through low-interest government 
loans and sometimes through government subsidies."49 Each has been 
given the authority and flexibility to formulate and implement the 
policies within its mandate, for example, low-cost housing for the 
poor or family planning. 50 This approach, delegating responsibility and 
authority for each element to a single statutory board, helps to identify 
who is accountable if policies do not work. 

The policies that a statutory board recommends are subject to parlia
mentary approval. However, because a board's management must con
sult frequently with top leadership and because the PAP has been the 
dominant party since 1959, approval is presumed. Partly because of 
this feature, the PAP leadership has often been criticized for autocratic 
manipulation of the legislature, rendering it a rubber stamp. But the 
logic set forth above suggests a different story. The lesson, as Robert 
Bates and Anne Krueger suggest in a different context, is that legislative 
tinkering with economic policies makes it more difficult to monitor the 
performance of economic bureaucrats.51 As long as politically motivated 
demands are allowed to permeate economic policymaking, the link 
between economic bureaucrats and outcomes will be blurred. 

48. Quah <t987b). 
49. Castells and others (t990, p. 220). Statutory boards have to pay back loans from 

the central government. Moreover, failure to maintain financial viability results in closure. 
For example, the Housing Development Board (HOB) must recoup its expenses from 
the rents from public housing units and, as the case may be, the sale of units to tenants. 

50. For a detailed discussion of statutory boards see Quah (I987a) and for the Housing 
Development Board (HOB) see Quah (I987b). 

51. Bates and Krueger (1993). 
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Administrative Guidance: Japan 
The bureaucracy in Japan during the 1950S through the 1970S enjoyed 

wide latitude in policymaking.52 Laws and regulations were prepared 
by the bureaucracy in consultation with the private sector and leader
ship through the deliberation councils and policy committees of the 
LOP. This structure allowed the bureaucracy to gain authority over 
policymaking and gave rise to what has been called administrative 
guidance.53 

Administrative guidance combines broad mandates with limited en
forcement powers that strike a balance between agency independence 
and agency accountability. The broad mandate includes the authority 
to plan, adjust, rationalize, inspect, test, and research. Rarely does it 
include specific regulatory edicts, for example, a law that allows an 
agency to penalize a firm for pollution. Hence, agencies have few legal 
levers to enforce policies. Instead a carrot-and-stick approach is used. 
Government provides generous incentives to private actors, for exam
ple, loan subsidies. But because it has no legal levers, it guarantees 
performance by threatening to indirectly punish failure. Explicit threats 
are not used since highly specific forms of regulations, for example, 
antitrust regulations, are weak or may not exist; instead the economic 
bureaucracy uses other coercive instruments, such as the withdrawal 
of a license or the reduction in foreign exchange allocation, or the 
termination of loan subsidies.54 Administrative guidance thus endows 
the economic bureaucracy with leverage over economic policymaking, 
but with a caveat: coercion can only be exercised selectively. It cannot 
be exercised on a whole industry, as the failed automobile laws pro
posed by MITI exemplify; it can only be applied to recalcitrant individ
ual firms. If a whole industry rejects a proposed program, the responsi
ble ministry, specifically the responsible bureau, cannot withdraw the 
license of all the firms in the industry, for this action would freeze 

52. MITI and MOF were especially powerful. See Mabuchi (1993) and Johnson (1982). 
53. Haley (1993, p. 13) explains administrative guidance: 'Typically, a ministry will 

be granted the authority to intervene and supervise, i.e. be given a broad mandale but not 
to issue binding legal orders subject to sanchons for failure to comply. As a result, the 
most important levers of power exercised by a ministry are encompassed within its 
licensing and approval authority." Emphasis added . 

54. Administrative guidance is discussed in Yamamura (1 986); Haley (1993); Mabuchi 
(1993)· 
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that industry, thereby compromising growth.55 Moreover, firms in the 
industry are likely to register their dissatisfaction through their repre
sentatives in the LOP-dominated ~iet. Given that shared growth is the 
foundation for the LOP's continued dominance, this discontent would 
alarm the LOP leadership, inviting an investigation.56 Thus, to promote 
rapid growth, the economic bureaucracy needs to craft a consensus 
over economic policies among private sector agents in that sector. In 
this manner administrative guidance indirectly enforces some account
ability on the economic bureaucracy. 

The deliberation councils have proved useful in this context. As 
discussed earlier, consent is extracted within councils in which the 
views of private sector participants are incorporated into a proposed 
policy. Council agreement is essential to policy approval by the Diet. 
Councils complement administrative guidance by enhancing the ac
countability of the economic bureaucracy: private sector agents become 
the "alarm bells" that help leadership monitor the bureaucracy's perfor
mance. 

Administrative Guidance: Korea 
Shortly after taking power in 1961, South Korean President Park 

Chung Hee signaled the new direction in Korea's development policies. 
As part of the reorientation, he ordered the creation of the National 
Security Council to handle defense issues and the Economic Planning 
Board (EPB) to manage crucial areas of economic policy. The EPB took 
over important policy functions from various ministries: planning was 
moved from the Ministry of Reconstruction; budget preparation and 
coordination was shifted from the Ministry of Finance; collection and 

55. This becomes more credible in light of the fact that the government, and specifi
cally the individual agencies, are liable (legally) for a wide range of negligence. As Haley 
(1993) argues, "No industrial state provides more extensive relief in the form of monetary 
compensation for as wide a range of administrative misfeasance. [The National Compen
sation Law] makes the state liable for all manner of 'negligent' conduct by public authori
ties, local as well as national, as well as all 'defects' in the 'management of public 
facilities' .... The Law only provides for after-the-fact compensatory damages .. . . 
Nevertheless, the law does ensure the legal accountability of Japan's civil service 
(p. 16)." 

56. "Diet hearings allow political investigations into the actions of government agen
cies." Pempel and Muramatsu (1993a, p. 18). Hence, "policies that require extensive 
direct compulsion tend to be avoided. Voluntary compliance can best be assured by 
negotiating for consent in the process of formulating policies." Haley (1993, p. 14). 
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analysis of statistics was moved from the Ministry of Internal Affairs. 
It was also made responsible for the inflow of foreign capital and 
technology, a crucial function given the shortage of both.57 

Park's reorganization gave rise to the EPB and granted that agency 
extensive authority especially over budgetary matters. Government 
control over the banking system also gave the economic bureaucracy 
leverage over big business. Because access to funds was crucial to 
corporate growth and equity was largely insufficient, private enter
prises, the chaebol in particular, had to rely on government-backed 
financing, which enhanced the economic bureaucracy's control over 
the private sector, especially big business.58 

But as in Japan, this added leverage was conditional on the promotion 
of growth and exports. To promote rapid growth and improve export 
competitiveness, the economic bureaucracy needed private sector ac
ceptance of the proposed economic policies. Although penalties in the 
form of withheld foreign exchange or temporary withdrawal of a license 
were effective in persuading recalcitrant firms, they could not be used 
to coerce all firms in an industry since such broad reprisals could 
impede growth.59 Consensus building thus became essential to elicit 
compliance. 

The process of consensus building has been less formal in Korea 
than in Japan. Policy initiatives can come from the top or the bottom. 
Sometimes higher-level bureaucrats prepare and submit an agenda to 
the president. At other times ideas percolate from the bottom up 
through the system of councils. As already discussed, the process 
of decisionmaking includes the private sector. Economic ministries 
often conduct extensive meetings with the private sector. Before a 
policy becomes law, meetings at different levels have occurred in 
which officials invite representatives of the private sector to solicit their 
cooperation. 

57. "Since effective coordination among ministries required both power and prestige, 
the EPB was made a 'Super Ministry: [It was) the only ministry in the government led 
by the Deputy Prime Minister." Leipziger and Kim (1992 , p. 7). 

58. The debt-equity ratio has been inordinately high in Korea. Official statistics indi
cate ranges of 310 to 380, although the "true" figures are said to be around 160 to 180. 

Wade (1990). Nevertheless, these figures are still high compared with the ratio in the 
United States and Great Britain, which ranges from 50 to 90. 

59. As in Japan, the government is made liable for decisions that injure an industry's 
well-being. This constraint, however, may not be an effective one given the weakness 
of the judiciary in Korea. What made this binding was Park's obsession with growth. 
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Under Park the link between leadership and bureaucratic account
ability was cemented. Park granted the economic bureaucracy wide
ranging authority while guarding against its capture by the private 
sector. Viewing bureaucratic competency as essential to economic per
formance, Park introduced features mod~led upon the Japanese bu
reaucracy, such as competition in the recruitment and promotion of 
personnel and control over foreign exchange. He exercised a strong 
and direct role over the promotion and firing of bureaucrats.60 His close 
surveillance of the bureaucracy allegedly included allowing the Korean 
Central Intelligence Agency to monitor bureaucratsY But he also gave 
prime importance to the private sector's participation in policymaking. 
Under him three mechanisms for achieving consensus were introduced. 
The monthly economic briefing, attended by the president and held at 
the EPB, involved business leaders and financial organizations. The 
quarterly trade promotion conference was attended by the president, all 
the ministers, and virtually all large trading companies. The ministers 
issued reports on meeting export targets and gave recognition to private 
sector leaders who made outstanding contributions.62 The president 
also attended annual meetings with senior officials of individual minis
tries. The president openly voiced his concerns to prevent ambiguity 
about where he stood. As did Japan's LOP (though less extensively), 
Park used the private sector as a means to monitor the performance 
of the economic bureaucrats.63 

Although the economic bureaucracy lacked direct or explicit coercive 
capability, in both Japan and Korea their control of budgetary and 
financial powers were powerful instruments to gain compliance from 
industry.64 One important tool was subsidies to firms that participated 
in government programs. The subsidies included tax rebates on im
ported raw materials used for exports, low-interest loans, and govern
ment- managed cartels that provided a domestic market cushion for 

60. Based on interviews with government officials. 
61. See Kang (1994). 
62. The annual awards for outstanding export performance were enthusiastically 

sought after by the big firms. 
6). Later, President Chun brought a wider subset of the publiC into the discussions 

by launching the Public Economic Education Program to instruct the public on economic 
priorities such as price stability. Leipziger and Kim (1992). 

64. They no longer have this capability. Trade and financialliberali t ation in the 19B<>S 

have effectively eliminated these instruments. 
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heavy exporters. The bureaucracy also imposed penalties on those 
firms that failed to meet its objectives or that might refuse to participate 
in its programs. For instance, it reduced or withheld a firm's foreign 
exchange allocation or withdrew subsidies to non performing firms. 
Such powers gave the bureaucracy wide discretion over policies that 
affected the profitability of firms in the private sector. Such discretion 
could easily have degenerated into bribery and corruption. Conse
quently, extreme precautions were taken in Korea and Japan to make 
the process transparent and to monitor bureaucratic performance. 

Parallel Bureaucracies and Task Forces: Taiwan 
In Taiwan, the locus of decisionmaking over economic planning 

resides at the very top of th political hierarchy.f''i Although this infor
mal body of top-echelon officials makes the final decisions, they obtain 
considerable input on macroeconomic issues from the Council for Eco
nomic Planning and Development (CEPD-an advisory body), on in
dustrial development from the Industrial Development Bureau (IDB) 
of the Ministry of Economic Affairs, and on agricultural development 
from another advisory body, the Council for Agricultural Planning and 
Development.66 The responsibility for and authority over implementa
tion resides primarily in the Ministry of Economic Affairs, which is 
divided into several bureaus and commissions. The lOB is the principal 
agency that manages the country's industrial development programs, 
and like MITI in Japan or EPB in Korea, has subtle coercive powers 
over private industry. But because Taiwan lacked formal deliberation 
councils, the lOB potentially could have been less accountable for its 
performance than MITI or the EPB. A different form of accountability 
had to be established. 

The IDB is responsible for both domestic industrial policy and trade 
and foreign investment policy and has the authority to implement such 
policies recommended by the CEPD and approved by top leadership. 
Robert Wade argues that this power has given the agency the capacity 

65. "Economic policy making is intensely centripetal. . . . The process is dominated 
by lIttle more than a dozen individuals. They range from the President, to a number of 
relevant cabinet ministers, to senior people in several government ministries or commis
sions, to managers of the largest public enterpris('S, to a few private businessmen who 
are well connected to the party." Wade !t990, p. 195) 

66. For a thorough discussion of the economic bureaucracy, see Wade (1990), espe
cially chapter 7. 
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to conduct a limited form of administrative guidance.67 For instance, 
the lOB has used the threat of blocking or permitting imports of an 
intermediate good in order to get the local producers of the domestic 
substitute and the local users to comply with a policy that is designed 
to improve the international competitiveness of the producers. Or it 
can provide domestic market protection to an industry in exchange for 
an agreement to conform to a timetable for the production of interna
tionally competitive output. The threat of withdrawing protection em
powers it to enforce conformity. Although weaker than its counterparts 
in Japan and Korea, the lOB nevertheless can coerce private industry 
into complying with mandated policies. 

With such powers, the lOB could well overstep its bounds and hinder 
growth in one or more sectors. Private sector participation in delibera
tion councils limits such powers in Japan and Korea. Taiwan's indus
trial structure inhibited such participation, and so another method had 
to be found. Robert Wade suggests that accountability is probably 
enforced (at least in part) through a parallel organization created by 
the KMT to monitor the performance of the different bureaus.68 The 
parallel organization's function is to identify agencies that fail to pursue 
their mandates efficiently and to alert top leadership. 

In Japan and Korea, the response to identifying a failing agency is 
to reorganize-to cut off sick parts, dismissing incompetent personnel. 
Taiwan's response is to create a task force of private and public sector 
experts (including foreign consultants) to improve (and sometimes take 
over) the functions the agency has failed to perform well. A task force 
employs the expertise and knowledge of the private sector to improve 
the formulation and implementation of policies that the bureaucracy 
has failed to accomplish efficiently. It is not governed by civil service 
rules but functions as a private sector entity: it does not have preallo
cated funds from the budget and obtains funding from the government 

67· Wade (1990). 
68. Wade (1990). The KMT inherited an extensive system of agricultural associations 

from the Japanese, the colonial rulers of Taiwan from the late 1890S to the end of the 
World War II. The Japanese used this system to "facilitate police surveillance and control 
over the local population." Amsden (1979, p. 346). As discussed earlier, the KMT reacti
vated the system, organizing farmers into local associations and handing control over 
to party supporters. The KMT also established public $ervice centers in each township 
"staffed by full-time party officials whose job it is to advance party interests and maintain 
surveillance over the associations and the local government administration" Wade (1990, 

P· 242 ) . 
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on a project-to-project basis; it can hire and pay competitive salaries.69 

Its impact has generally been to invigorate "sick portions" of the bu
reaucracy, compelling agencies to improve their performance or, failing 
that, to close ailing sections by not replacing employees who leave or 
retire. Hence, the use of task forces effectively enforces some account
ability on the economic bureaucracy?O 

Anticorruption Agencies: Hong Kong 
By virtue of being a colony of the United Kingdom, Hong Kong's 

bureaucracy enjoys great independence from domestic political pres
sures?1 But precisely because it has wide-ranging powers, the bureauc
racy had to be prevented from using those powers extralegally, for 
example, extracting rents from the private sector. In fact, a reputation 
for corruption handicapped growth in Hong Kong until the 1970s. In 
February of 1974, in an effort to overcome that reputation, the governor 
transferred responsibility for detecting and investigating corruption 
from the police force to an outside organization, the Independent Com
mission Against Corruption (ICAC). Situating the responsibility for 
investigating corruption in a department within the police force had 
created conflicts of interest since the department found it difficult to 
investigate and prosecute corruption among police.72 This result weak
ened the legitimacy and thus the effectiveness of the department. 

The commissioner of the ICAC reports directly to the governor and 
is not subject to the purview of any other branch of the Civil Service. 
Staff members are paid higher salaries than equivalent civil servants, 
but they can be dismissed from their jobs without appeal if there is 
any suspicion of wrongdoing. Opportunity costs to suspected wrong
doers in the ICAC therefore are greater than to members of the civil 
service. The main instrument of the commission is the extensive powers 

6<). See Wade (1990), especially chapter 7. 
70. An example is the industrial automation task force. "From a professional staff 

of five at the start of 1983, numbers grew to ninety by early 1984 and are expected to 
go to near 150. Its core work is to promote the introduction of automative technology 
by individual firms. One method is by lectures .. . . The more important method is the 
factory visit. Six hundred and fifty factories were visited in 1983, most of them more 
than once." Wade (1990, p. 214) . 

71. Singapore also created an anticorruption agency for similar reasons. But the 
approach is somewhat different. See Quah (1993) for a comparison. 

72. See Quah (1993). 
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of investigation that it has been granted. It can authorize officers to 
examine bank accounts and safe deposit boxes; require subjects to 
verify property acquisition, expenditures, liabilities, or any money sent 
out of Hong Kong on their behalf; question on oath persons other 
than suspects; restrict the disposal of a suspect's property during an 
investigation or apply to a court to restrict its disposal if it is held in 
the name of a third party; obtain, through order of a magistrate, the 
surrender of travel documents while an investigation is in progress. 
Investigating officers may also arrest suspects without a warrant for 
other offenses disclosed during the investigation of a suspected offense. 
Suspects may be detained for forty-eight hours for the purpose of 
further inquiries. 

With such extensive powers, the ICAC could easily become a preda
tor, using its powers to extract rents and concessions from innocent 
victims. To mitigate such possibilities, the commission is subject to 
annual review by several advisory committees, one for each of the 
departments within the commission. The committees consist of private 
citizens who are appointed by the governor and who come from differ
ent sectors of the community. They report their findings to an Overall 
Advisory Committee, which then discusses the findings with the gover
nor. Needless to say, the success of the ICAe implies a high degree of 
integrity at the level of the governor's office, for such powers improp
erly used could lead to "negative corruption" -charging political oppo
nents with corruptionP 

That the ICAC has reduced corruption in the bureaucracy is indicated 
by survey results. Between 1974 and 19B3, 22,)91 corruption complaints 
were received, 10,642 were investigated, and 3,033 prosecutions re
sulted. The annual report of 1982 indicated a 74.9 percent conviction 
rate. In a survey conducted in the same year, 59 percent of complainers 
willingly identified themselves, compared with 33 percent when the 
commission began work, suggesting that the public had by then devel
oped more confidence in the commission. In that same survey, 95.6 
percent of those interviewed considered corruption less prevalent and 
regarded corruption as a moral and social offense. This response 
sharply contrasted with the early 1970s, when corruption was regarded 

73. The powers of the lCAC are just as extensive as those of the Anti- orruption 
Agency in Singapore. And yet, in ontrast to Singapore, rarely does one hear Hong Kong 
lambasted as an autocratic state, with the capacity to infringe upon the population's 
basic human rights. 
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as a necessary evil and as normal business practice. Finally, 87 percent 
feared corruption would recur if the commission disbanded. 

Getting the Balance Right 
East Asian bureaucratic performance is often attributed to the insula

tion provided by political leaders. In an extensive literature that implic
itly touts a regime's authoritarian character as a virtue, the ability of 
the technocratic core to pursue rational economic policies is linked to 
the fact that authoritarian leaders do not have to make concessions to 
public opinion, that autocrats protect or insulate their officials from 
interest group pressures.74 The discussion in this chapter suggests that 
this interpretation is not entirely accurate. Although leaders in the 
HPAEs did establish wide-ranging measures to give the economic bu
reaucracy substantial independence, they also saw to it that the private 
sector participated in the decisionmaking process in ways that made 
that bureaucracy accountable for its performance. 

Implications for Economic Growth 

Philip Keefer and Stephen Knack suggest a possible linkage between 
a reputable economic bureaucracy and economic growth.75 Using sur
vey data contained in the International Country Risk Guide (ICRG) 
and from the Business Environmental Risk Intelligence (BERI), they 
estimate the effect of bureaucratic quality, bureaucratic delay, corrup
tion, the risk of expropriation, and the risk of contract repudiation on 
average per capita growth from 1960 to 1989 in a sample of developing 
and developed countries while controlling for variables normally in
cluded in endogenous growth models.76 The first measure, bureaucratic 

74. See, for instance, Johnson (1987); Haggard (1990). 
75. Keefer and Knack (1993) present a relatively comprehensive econometric analysis 

of institutions and their impact on growth. More precisely, they investigate the relation
ship measures of institutional capacity and the ability of relatively less developed coun
tries to catch up with the more developed. They define institutional capacity broadly 
as capacity to secure and enforce property rights. 

76. Bureaucratic quality refers to "relative autonomy from political pressure, the 
strength and expertise to govern without drastic changes in policy or interruptions in 
government services, and the existence of an established mechanism for recruiting and 
training ... . corruptioll to high government officials demandmg special payments and 
illegal payments generally expected throughout lower levels of government. .. and bu

renl/cratic delnys to the speed and efficiency of the civil service includmg processing of 
customs clearances, foreign exchange remittances, and similar applications." Emphasis 
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FIGURE 6-4. Unexplained Growth Rate alld Bureaucratic Effectivelless 
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a. Data for the index of bureaucratic effectiveness are for 1982,1984, or 1985, depending 
on which year the data first became available. For most countries included in the data 
set, 1982 was the first year for which data were available. The data do not vary much 
over time (beginning 1982). 

quality, reflects the relative power of the bureaucracy. The first and 
third measures reflect the level of competence and the second and third 
the degree of integrity and accountability of the bureaucracy. The two 
risk indexes tend to capture the "pro-growth inclination" of leadership: 
if leadership were truly interested in promoting growth, then it would 
commit to nonexpropriation and to upholding contracts in order to 
attract investment; these commitments would imply a concern by lead
ership to ensure that bureaucrats adhere to the two principles. Thus 
the risk indexes are indirect measures of the accountability of the 
bureaucracy to the leadership. 

Keefer and Knack introduce each of the above measures individually 
into an otherwise standard (econometric) endogenous growth model 

added . Keefer and Knack (1993, p. 3d. Depending on the availability of the data across 
countries, sample size was either 46 or 97 
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and find that each has a significant and independent effect on per 
capita growth rates.77 They show that an increase in the bureaucratic 
quality index by one integer point increases growth by about .30 per
centage point; a decline in the bureaucratic delay index increases 
growth by about 1 percentage point; a decline in the corruption index 
increases it by about .30 percentage point; an increase in the index of 
nonexpropriation by about .14 percentage point; and an increase in the 
contract enforcement index by 1.4 percentage points.78 Assuming an 
annual per capita growth rate of about 2 percent (about the average 
for all countries), the bureaucracy's effectiveness could account for 7 
percent to 70 percent of the growth rate. 

Figure 6-4 compares the HPAEs with other developing countries 
in terms of "unexplained growth"-growth not attributable to factor 
accumulation, relative price changes, and distance from the world tech
nological frontier-and an index of the overall effectiveness of the 
bureaucracy (measured along the vertical axis). The index consists of 
an additive score of four indexes taken from IeRG: bureaucratic quality, 
corruption, risk of expropriation, and risk of contract repudiation. The 
figures shows that the index of bureaucratic effectiveness correlates 
highly with the "unexplained" portion of the growth rate with the 
HPAEs (excluding Indonesia) exhibiting higher indexes associated with 
higher "unexplained growth." This suggests that bureaucratic effective
ness (as we have defined it) has made a significant marginal contribu
tion to the economic performance of the HP AEs. 

77. Using a different data set, Mauro (1993) also investigates the effect of bureaucratic 
credibility (with a related but different measure) on growth after controlling for political 
instability. He finds that it has a significant effect on economic growth. 

78. This is derived from their regression estimates in tables 3 through 5 of the paper. 
The bureaucratic quality and corruption indexs range from a low of 0 to a high of 6 and 
the bureaucratic delay index from a low of 1 to a high of 4. 



Seven 

Conclusion: 
The Rise of East Asia 
in Comparative Perspective 

I N THE HISTORY of the modem world, few countries have 
overcome the barriers to development. Aside from the West

ern democracies, only the high-performing Asian economies have suc
ceeded so far. Japan and the first-tier high performers-Korea, Taiwan, 
Hong Kong, and Singapore- followed by the second-tier high perform
ers-Thailand, Malaysia, and Indonesia-have all experienced rapid, 
relatively broad-based growth in the past twenty to thirty years. Their 
remarkable performance offers new perspectives on the kinds of politi
cal institutions that encourage economic growth. Representative insti
tutions that legitimized the rule and restrained the discretion of mon
archs claiming absolute powers were key to the Anglo-American 
success.! In East Asia's high performers, a different set of political 
institutions emerged to establish regime legitimacy and limit govern
ment discretion over economic policies. 

The regimes responsible for East Asia's unusual success are widely 
perceived as authoritarian, even dictatorial. This perception occurs 
largely because of the failure of Western observers to recognize in East 
Asia systems for ensuring accountability and consensus building that 
differ from Western-style institutions. But the mechanisms that West
erners expect to see-written constitutions, elected legislators, a formal 
system of checks and balances- are but one set of solutions to establish
ing regime legitimacy and guaranteeing limits on government action. 
These mechanisms are not the only ones for obtaining public support 

174 
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or that can be effective in restraining ruling cliques from overriding 
the economic rights of others. Our analysis of the institutions governing 
economic policymaking in Japan, South Korea, Taiwan, Singapore, 
Hong Kong, Thailand, Malaysia, and Indonesia has shown that there 
are indeed other ways of achieving the same outcomes, especially at the 
early stages of economic development. Despite substantial variations, 
these countries share enough common elements to suggest a develop
mental model that differs from the trajectory of the Western democra
cies and from the autocracies of the past and present. 

Developing countries often fail to achieve rapid sustained growth 
because their governments fail to establish legitimacy and their political 
systems do not adequately protect the property rights of economic 
actors in the emerging private sector. Many developing country govern
ments, past and present, are largely authoritarian. And many have 
assumed power through coercive means. Possessing wide discretionary 
powers over civil society, they can confiscate property just as easily 
as they can confer ownership. Their coercive powers allow them to 
selectively enforce property rights.2 Weak property rights in tum dis
courage investment in human and physical capitaP With limited in
vestment, conflicts over access to resources escalate, weakening already 
fragile political support. Without a popular mandate, prospects of the 
regime's being overthrown increase. Investment then further contracts. 
Conflict intensifies until a new regime arises. The cycle repeats itself. 
The low-level equilibrium trap is sealed. 

By contrast, a secure political foundation for economic rights under
lies the Asian miracle. Regimes in East Asia's high performers recog
nized the importance of courting the business community. By giving 
bargaining power to constituent groups in exchange for information 
needed to formulate and implement rational economic policies, East 
Asian rulers overcame private sector reservations about their inten
tions. Communication mechanisms such as deliberation councils help 
nurture investor confidence in the ability of the government to restrain 
itself from highly discretionary and arbitrary policy making. Leadership 
fortified this commitment to growth through the creation of a reputable 
economic technocracy, if not bureaucracy, that could enforce rules 

2. Weingast (1993). 
3. North (11)81); North and Thomas (1973). 
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impartially. The risk of confiscation or ex post expropriation of private 
sector assets was reduced. Firms became more willing to invest in 
productive activities. Growth ensued. 

The process was solidified by leadership's commitment to shared 
growth. Wealth sharing insured broad social support, thereby reducing 
the threat that the regime would fall to destructive rent seeking or 
insurgency. It encouraged the belief that the government was acting 
on behalf of citizen interests, so that unpopular decisions could be 
made more easily acceptable. The increased likelihood of regime sur
vival meant that development could be sustained over time and that 
profits were not likely to be confiscated by an incoming coalition. 
Reducing the danger of massive political change expanded the invest
ment horizons of the private sector.4 In tum, long-term investment 
created greater wealth, further increasing support. Thus, through 
shared growth, firms kept economic profits while leadership reaped 
political benefits-stability and the right to rule. 

In sum, the inconsistencies that usually plague autocracies have not 
occurred in the successful East Asian economies. There, governments 
have not discounted the future; they have not acted like roving bandits 
taking as much as they can in a single raid. They have considered the 
future output of society and have offered incentives to productive 
investment (physical and human) that are typically found only in the 
Western democracies. These governments have created what Thomas 
Metzger and Ramon Meyers have called an "inhibited center" that 
ensured economic rights of the citizens for the indefinite future.s 

The Asian miracle was built upon a broad consensus that the need 
for rapid economic growth was so urgent that it justified mobilizing the 
entire society as if for war. China had just witnessed the greatest peasant 
revolution in world history, and no country in the region felt safe from 
the threat of similar political upheaval. Despite the absence of multiparty 
elections in the high performers, political contestability was among the 
highest in the developing world. In fact, South Korea, Taiwan, and Singa
pore were sufficiently vulnerable to political risk to warrant the reputa
tion of being among the least likely of developing nations to succeed. 
But leaders in these countries as well as in the other high performers 

4. "Assured political stability (in Korea) tended to lengthen time horizons and made 
manufacturing a much more feasible alternative to commerce as a field of entrepreneurial 
activity." Mason and others (1980, p. 143)· 

5. Metzger and Meyers (1991). 
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understood that failing to deliver economic development meant more 
than just losing an election. A consensus emerged in each country on the 
appropriateness of shared growth as a legitimating principle. 

The political institutions developed by the high performers reflected 
this commitment to shared growth: governments established narrow, 
highly controlled channels for representation and dialogue between 
state and society. Increasingly, however, these countries are facing 
rising demands for representation from previously unrepresented 
groups. Significant opposition parties have sprouted in Thailand, Ko
rea, Taiwan, and Japan. A long-time opposition leader is now president 
of Korea. The LDP in Japan has lost its majority in the Diet. In Indonesia, 
some key members of Parliament have publicly voiced concern over 
the ever-growing monopolies of individuals closely associated with 
the regime's leadership. And even in Singapore, the presidential candi
date of the dominant People's Action Party won the most recent elec
tions by a much smaller margin than in the past. 

The next challenge for Asia's high performers, like the last, will be 
political. As the early conditions that produced a consensus for growth 
give way to a more affluent, complex, and diverse body politic, can 
new procedures for the aggregation of social choice be found? Can 
they be as effective as the old in forging consensus about rational 
economic policies? Increasingly, governments in the high-performing 
countries will have to take into account the divergent ambitions of a 
society that has achieved a fairly high level of affluence. Political forms 
will have to accommodate a policy dialogue in which fundamental 
issues are no longer at issue and in which small differences are likely 
to be deeply contested. Success will depend on finding political institu
tions that can resolve the clashes of tastes and preferences that inevita
bly arise from the creation of wealth. How to consume wealth can 
prove more controversial than how to produce it. 

Whatever the future holds for East Asia's high performers, their past 
has implications for countries that continue to struggle to get on the 
path of rapid, sustained growth. Although the geopolitical motivation 
for the kinds of policies undertaken by the high performers cannot be 
reproduced, the systems they adopted illustrate possibilities for getting 
on this pa tho And as governments in other developing countries address 
their own unique challenges, they can study these systems to gain a 
better understanding of how and why they worked and ultimately to 
discover their own best starting points. 
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populatioll to Illal,e SllolH,eml saCl'ificcs fOl' glcatel' 
fut u re ga III s, M clllY 0 f tile COLIlltl'i cs creelt eel 
cOllsultative groups to fclcilitatc cooperatloll allel 
coorcllnatioll amollg policYlllal<crs. I}usillcsses, ami 
cltizells. Wealtllsl1arlllg measul'es sucil as I,'mel 
l'efolll1. worl,el' cooperatives. IUlal illfl<'1stl'uctul'e 
cleve I opillell t. pu I}I i c 110U S Illg progl'a III s. a Ilel 
accessil}ie I}asic eelucatloll wele also illtmeluccel 
to ellsure I)roael pul}lic support. As a I'csult. leaelers 
successfully Illll1wc-;el a elYllalllic p"ocess of silarecl 
growtil ami. perllaps most illlportallt. gaillccl tile 
rigllt to rule, By COIWlllCillg citlzells tilat tile 
govel'llillellt was elCtlllg Oil tileli' beilalf. Icaelcl's 
macle evell ullpopulal elecislollS IllOl'e easily 
acceptable, 

Tilis illlportallt bool, provieles useful Icssolls 
al}out ilow cleveloping <'111el Ilewly illelustl'iallzcel 
cOlilltrles call bUllel 111StitutiOilS to illlpicillellt gmwtil 
proillotillg policies, 
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