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NON-TECHNICAL SUMMARY

Despite a large body ot research, there 1s little consensus on the role that public
polictes have played in the spectacular pertormance of East Asian economies.
Some have seen i the East Asian experience the vindication ot
market-orientated ideas, while others have emphasized the role of government
interventions in the trade and industrial arenas. Even the facts — how much
intervention has there really been? — have been in disputs.

As the world's leading muitifateral lending nstitution, the World Bank has
advocated, at least since the late 1970s, a minimalist role tor the government.
Now, however, the Bank has conironted the East Asian experience head on, with
s 400-page The East Asian Miracie: Economic Growth and Public Polficy (1993).
The Miracle makes it official that most of the high-periorming Asian economies
{HPAES, as the report cails them) have had exiensive government intervention.
It also grants that some of these interventions, in the areas of cradit and exports,
may have worked in tostering both growth and equity.

Despite the acknowiedgement of exiensive government activism, however, the
Bank finds in the East Asian expernence a confirmation of its ‘market-friendly’
approach to policy, encompassing macro stabiiity, human capital formation,
openness to international trade, and an environment thal tosters private
mvestment and competition, It also argues that most of the interventions that
worked in the HPAEs are either oo nsky or impractical in the 1980s tor other
developing countries 1o practice. So-called export-push strategres are exempted
trom this bianket recommendation agamnst intervention, however.

Upon closer ook, some of the critical bits of analysis contained in the report turn
out o be weak and questionable. Consequently, many of the report’s conclusions
and recommendations, relating to trade and industrial strategy in particular, have
to be discounted heavily.

This critique begins by emphasizing the 1mportance of Initial conditions,
concerning income and wealth equality and educationat levels, as a precondition
to East Asian economies’ take-off. There are two respects, not entirely unrelated,
in which the HPAEs differed substantially by 1960 irom other developing
countries at similar levels ot development. First, the HPAEs were considerably
better positioned with regard to schooling and educationat attainment (and, by
implication, had a significanily mare skilled [abour torce). Second, the degree of
inequality, as measured by the distribution of income or of land ownership, was
uncommonly low. Indeed, once mnitial equality is taken inte account, in a statistical
sense there is nothing miracuious about the HPAEs' growth pertormance.



The causal links between initial equality and growth are uncertain, and have only
recently been examined in some detail. Whatever the relalive merits ot the
existing theoretical arguments, it seems quite plausible that the relative equality
of income and wealth in the HPAEs has been a crilical determinant of the quality
of policy-making in these countries. It is doubtful whether the single-minded
pursuit of aconomic growth, which has been characteristic of many of the HPAEs
(particularly Japan, Korea, Taiwan and Singapore} could have significant
salience.

With regard to the role played by industrial policy, the problems begin with the
authors’ classification of interventionist policies into the ioliowing categories: (i)
‘promotion ot specific \ndustries’; (i) ‘mild financial repression combined with
directed credit’; and {ii) ‘expori push'. This categorization is curious because it
makes no distinction between policy instruments and policy goals. 'Promotion ot
specific industnes’ is a policy goal, in pursuit of which a government can deploy
various instruments, including ‘directed credit’ and export subsidies, the other
two items on the list!

The empinical analysis on the inefficacy of industnal promotion policies 1s equally
curious. The analysis actually does not try to ascertain the effecliveness of any
of the specific policy instrumenis used to promote targeted industnes. Instead,
the authors analyse whether high-wage or high-value-added industries
expanded laster than would have been predicted on the basis ot cross-country
ewvidence or {actor endowments, and whether productivily increase was higher
in ‘promoted’ sectors than in others. Neither of these analyses tells us much
about the question in hand, however. The cross-country evidence is hardly an
adequate benchmark tor countries that have not enly grown faster, but also had
very different trade strategies compared to other countnies. And the real question
about the success of industnal policy concerns the periormance of industries in
the absence of intervention, not their pertormance wis-g-vis other industries.

On expori pertormance. the report 1s oo heavy-handed in attributing a key role
to what it calis ‘'expori-push strategies” and too quick in explamning away the
various puzzles that the HPAEs' expenence with trade raises.

There are three broad arguments in the report with respect to the role periormed
by exports in generating and sustaining growth. First, exports are alleged to be
the source of many technological spillovers to the rest of the economy. No serious
evidence is provided in support of this hypothesis. Second, it is argued that
cross-country evidence demonstrates the growth benefits of openness. The
cross-country evidence in question here pertains to real exchange rates rather
than to commercial policy or openness per se, however. Third, the use of exports
as ‘performance standards’ is claimed to have renderad government
interventions more effective {and less costly) than they would otherwise have



been. The argurnent here 15 murky, however, and needs a lot more fleshing out
betore it can be credible.

It is clear, as the Miracle recognizes, that there is something spaciat about the
style ot government in HPAEs. The report stresses, along with the literature, two
critical aspects of the governance structure in HPAEs: insulation of technocratic
elites and creation of institutions (‘deliberation councils'y that enable
communication and cooperation between the public and private sector. Qur
undersianding of the tundamental determinants of the HPAEs' governance
structure is considerably more limited than the Miracle would lead us to believe,
however, Two puzzles highlight this point. The first relates to the tact that the
HPAES' style of policy-making has been in tundamental conict with economists”
(and the World Bank's) own rules ot good conduct. The second is refated to the
extent ot corruption in MPAES, which is much greater than is usually believed.




KING KONG MEETS GODZILLA:

THE WORLD BANK AND THE EAST ASIAN MIRACLE

I. Introductien

There exists probably no greater challenge in the area of economic
development than that of explaining how eight East Asian countries
{Japan, South Korea, Taiwan, Singapore, Hong Kong, Indonesia, Malaysia,
and Thailand) managed to increase per-capita income at an annual average
rate of 5.5 percent during 1565-30, considerably Ffaster than any other
developing regron. Despite a large body of research, there 1s little
consensus on the role that public policies have played in this
performance. Some have seen in the Fast Asian experience the
vindication of market-oriented ideas, while others have emphasized the
role of govermment interventions in the trade and andustraal arenas,
Even the facts--how much intervention has there really been?-«have been
in dispute.

As the world's leading maltilateral lending anstitutien, the World
Bank has advocated, at least since the late 1970s, 2 minimalist role for
the government. This stance leaves the Bank vulnerable to criticism
from those who point to the East Asian model as a case of successful
state activism. HNow, however, the Bank has confronted the East Asian

experience head on, with its 400~page The East Asian Miracle: Fconomic

Growth and Public Policy {1893). fThe confrontation, like the clash of
celluloid titans~~the King Kong of 1818 H Street versus the Godzilla of
Ginza--makes for a fascinating spectacle. The Bank emerges bloodied,
but as the self~declared victor of the encounter.

The Miracle makes it official that most of the high-performing

Asian economies (HPAEs, as the yeport calls them} have had extensive
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government. intervention. It @lso grants that some of these
interventions, in the areas of credit and expoerts, may have worked in
fostering both growth and equity. These points alone make the
publication of the report a watershed event. While these conclusions
will certainly not come as a surprise to most close cbservers of the
East Asian economies, t& date much of the policy-oriented economics
community has steadfastly gquestioned their velidity. Thanks to the
Miracie, it will no longer be fashionable to argue that East Asian
economies did so well beeause they had so few government interventions,
or that they would have grown even faster had there been less
intervention. This is an extremely valuable service, insofar as the
debate on East Asia can now move on to a higher plateau of commoen
understanding.

What the report itself does with these basic findings is more
controversial. Despite the acknowledgement of extensive government
activasm, the Bank finds in the East Asian experience a confirmation of
its “market-friendly" approach to policy, encompassing macro stability,
human capital formation, openness to interpational trade, and an
environment that fosters private investment and competitien. It also
argues that most of the interventions that worked in the HPAEs are
either too risky or impractical in the 1990s for other developing
eountries to practice. However, so-called export-push strategies are
exempted from this blanket recommendation against intervention. In sum,
the Bank finds no lessons for itself from the HPAES' experience that it
had not already known.

The World Bank has a well-deserved reputation for putting out
readable yet analytical studies, rich in statistical information and

institutional detail. The Miracle is no exception. These features help



-3~
convey the World Bank's work and its policy conclusions to a broad
audience. The Miracle has already been widely covered in the press and
its conclusions cited. At the same time, this visibility places a heavy
burden on the Hank. Conclusions mnst be well supported, and when
definitive answers cannot be provided, this should be acknowledged. In
this respect, the Miracle does not measure up as well. Upon closer
look, some of the critical bits of analysis contained in the report turn
out to be weak and gquestionable. Conseguently, many of its conclusions
and recommendations, relating to trade and industrial strategy in
particular, have to be discounted heavily.

In a review that is necessarily short in relation to the report
itself, it is impessible to cover all aspects of the study. Besides,
there is much in the report that is sensible and unobiectionable. In
this paper, I will therefore focus mostly on disagreements, differences
in emphases, and guarrels azbout method.

I begin by emphasizing the importance of initial conditions,
concerning income and wealth equality and educational Jevels, as a
precondition of HPAEs® take-off {section II). In particular, I argue
that the importance of the initial egquality in the distribution of
resources is not sufficiently emphasized in the report. Onee initial
equality is taken into account, in a statistical sense there is nothing
miraculous about the HPAEs' growth performance. In section III, I
evaluate the report's arguments on industrial policy. In section IV, I
turn to the report's preccecupation with exports. In both of these
sections, my focus is on evaluating the report's conceptual framework
and analysis. I argue that there are serious shortcomings in the way
that the report has approached industrial policies and export promotion

strategies. Section V is devoted to governance issues. Here, I discuss
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some puzzles that are raised by the HPAEs® experience, related in
particular to their special styles of governance and the prevalence of

corruption. In section VI, I offer some concluding comments.

IX. Initial Conditions: The Importance of Egquality and BEducation

In searching for the secrets of the Bast Asisn miracle, the
obvious first place to look is the set of initial conditions that
preceded economic take-off. There are two respects, not entirely
unrelated, in which the HPAEs differed substantially by 1960 frem other
developing countries at similar levels of development. First, the HPAEs
were considerably better positioned with regard to schooling and
educational attainment tand, by implieation, had a significantly more
skilled labor ferce). Secondly, the degree of inequality, as measured
by the distribution of income or of land ownership, was uncommonly lew.
Since the HPAEs, clearly stood out in these respects before their
performance started to diverge from other LIX's, z reasonable hypothesis
is that these initial conditions are causally linked to their subsequent
stellar performance.

Table 1 gives an idea about the extent to which the HPAEs were
already outliers by the early 1960s with respect to humapn capital and
associated demegraphic indicaters. The table presents the differences
between actual values of these indicators and predicted values {on the
basis of income levels) generated from the cross-country experience. We
find, for example, that {save for Indonesia) all of the HPAEs had
virtually universal primary schooling by 1960, whereas the cross—country
benchmark puts the expected primary enrclment levels 30-40 percentage
points below those cbserved in countries like Korea, Malaysia,

Singapore, and Taiwan. Similarly, secondary enrolment rates were
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considerably higher :n Japan, Korea, and Taiwan than 1n countries at
similar levels of income. ¥n terms of literacy, all but Singapore stood
out in having excepticnally high rates. Note, however, that the
educational indicators used here measure figws, or additions to human
capital, rather than the stock of human capital istelf. Finally,
fertility and mortality rates were almost unmiformly lower than in
similar countries, indicating an earlier demographic transitiom. There
can be little doubt that the HPAEs were in a class of their own by 1860
in terms of educational and demographic indicaters.

The same is true with respect to distribution. Table 2 lists the
available Gini coefficients for income and land distribution for the
HEAEs znd a sample of comparator ceuntries. These Gini coefficvients are
selected from surveys undertaken as close to 1360 as pessible, so that
they portray once again the initiz)l conditions prior to economic take-
off. We see a striking degree of equality in the HPAEs compared to
other developing countries. The country among the HPAEs with the
highest degree of income inequality {Hong Kong) still lies below the
average for the comparator countries. The differences are even larger
for land distribution: Japan and Malaysia, with the greatest degree of
inequality in land distribution among the HPAEs with available data
exhibited more eguality than any of the comparators listed. These
reflect, in large part, the land reforms undertaken 1n Japan, Korea, and
Taiwan prior to 1960, But note that Indonesia, Malaysia, Thailand, and
Singapore [a city-state) also had comparatively egalitarian
distributions.

To gauge the importance of these initial conditions to subseguent
growth, Table (3} presents the results of cross-country growth

regressioens, similar in spirit te those in Table 1.8 of the Miracle.
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The basic growth regress:zon xn the World Bank's report has per-capita
GDP in 31960 irelative to the U.5.}, primary and secondary earelment
rates in 1960, the average investment/GDP ratio over 1960~85, and
population growth rate over 1960-85 as the explanatery variables.
Average per—capita GDP growth over 1860-85 is the dependent variable.
column (1} of Table 3 reproduces this basic regression for the smaller
sample of 41 countries for which both Gini coefficients are available.?
The basic findings are the same, save for a larger adjusted R? in the
smaller sample: initial income and the investment rate are statistically
the strongest determinants of crogs-country growth performance. In
column {2}, I have dropped the secondary enrclment ratio and populatieon
growth, which are both statistically insignificant {here as well as in
the Miracle}, and added the Gini coefficients for income and land
distribution (measured arcund 1960}. Both of the Gini coefficients
enter with a statistically-significant negative sign, and the fit of the
regression improves considerably {the adjusted R? increases from 0.4€ to
0.67). Hence, the initial level of equality is an important determinant
of subsequent growth.

The trouble with a2 regression like the one in column {2), however,
is that the average investment rate during 1960-85, which is included as
a regressor, can hardly be conzidered as an excgenous determinant of
growth. For one thing, growth itself may be partly responsible for the
high investment rate. For another, even if investment is truly
exogenous Wwith respect to growth, explaining growth by appealing to
accumulation is not entirely satisfactery. BRn adequate accounting for

growth reguires developing an understanding of accumulation as well. In

ipar capita GDP in 1960 is expressed in absolute terms, rather than
relative to the U.5., however.
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fagt, Young (1983a and 1533b) has argued that the Fast Asian NICs stand
out mostly :n their investment land increase in Ilabor-force
participation) rates, and that their productivity growth rates are not
extraordinary. This places an even greater premium on being able to
explain the HPAEs® high investment rates.

For these reasons, I treat investment as an endogenous variable.
In column (3) I have dropped investment as a regressor, and focus only
ot the role of exogenous ihitial conditions--namely, per-capita income,
primary enrolment, and income and land distribution, all measured in or
around 1960. This regression does guite well, with an adjusted R? of
0.53. Even though the significance of the coefficient on income
distribution 1s reduced to the 10 percent level, the ccefficient on land
distribution becomes even more significant, and the primary enrolment
ratic is now significant for the first time. fThe coefficient on the
land @ini indicates that an increase in this indicator from, say, 0.4 to
0.5 would reduce subseguent growth by 0.5 percentage points. It is
striking that such a parsimonious characterization of the initial
conditions—-in terms of income, education, and equity levels alone--can
explain more than 50 percent of the variation in subseguent growth rates
in the sample.?

Columns (5} and (6} of Table 3 show that these initial conditions
also play an important role in determining investment rates and
population growth. The primary enrclment rate and the land Gini
coefficient enter significantly in both regressions. High levels of

education and low inequality at the outset are associated with high

2phe same regression works wvery well for the 1976-85 period as well
{with initial inequality and education pov measured at or around 1970}.
See Alesina and Rodrik (forthcoming}.
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investment and lew population growth. These results underscore the
point made above regarding the endogeneity of investment, and the
inappropriateness of using it {as well as population growth) as a
separate regressor.

How much of the actual growth of the HPAEs can the jinitial levels
of school enrolment and equality explain? This question is apswered in
Table 4 for five of the eight HPARs (those for which land Gini's are
available). The answer is: guite 2 Jlot of it. Around ninety percent or
mors of the growth of Korea, Taiwan, Malaysia, and Thailand can be
"accounted” for by these countries' exceptiocnally high levels of primary
school enrolment and eguality around 1960. The corresponding proportion
for Japan.is three-guarters, a lower number largely because Japan's
investment rate is under-predicted by the initial conditions. (Once
investment is controlled for, Japan's predicted growth rate matches the
actual very closely.) But nome of the HPAEs is too far off from the
regression Line. In fact, by adding initial eguality, our simple
regression tracks HPAEs® pexformanee much better than the Miracle
report's basic growth regression isee Table 4}.7 This even though the
latter contains additional variables like investment and population
growth. Thus, once initial levels of schooling and equality are taken
into account, there appears to be nothing miraculous about the HPAEs®
growth experience.

This point as driven home by looking at the growth residuals for
the comparator countries listed in Table 4. fThe residuals tend to be
much larger for these countries. For example, the predicted growth

rates for Argentina, India, and the Philippines are 2-3 times larger

3The Miracle report's basic regression does particularly poorly in
explaining growth in Korea, Taiwan, and Thailand.
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than the actual rates. Brazil's growth, on the other hand, is greatly
underestimated. These results are interesting because they suggest that
the "growth puzzies" reside not with the HPAEs but with other countries
like Argentina, Philippines, or Brazil which are the true outliers once
initial conditions are controlled for.

Why did the initial conditions matter so much? The importance of
human ecapital for growth is well recognized and does not need much
discussion. Human capital makes investment more productive, facilitates
the transfer and adoption of advanced technology from abroad, and
enables the establishment of a meritocratic, efficient, and capable
public administration.

The links between initial egquality and growth are less certain,
and have only recently been examined in some detail. IXInitial results by
Persson and Tabellini (1991) and Alesina and Rodrik {(1954) on the
negative relationship between inegquality and growth have been
subsequently shown to be statistically robust by Clarke (188%3). There
are several arguments regarding the specific causal linkages. Murphy,
Shleifer and Vishny {1989} have argued that a sufficiently egqual
distribution of income is a prereqguisite for indestrialization, because
the middle <lass is the natural source of demand for home~based
manufactures. Thelr analysis i1s in fact motivated by the experience of
countries like Japan and Taiwar where demand by farmers for manufactures
apparently played an important role during the early stages of
industrialization.*

Other arguments are primarily political in nature. Alesina and

Rodrik (1994) have pointed out that, as long as the preferences of the

‘This argqument crucially relies, howsver, on the absence of foreign
trade, or at least on foreign trade being costly.
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majority carry political welght, there will be more pressure to
redistribute income and wealth in societies where 1nequities are large.
Such pressures Wwill ordinarily result in various kinds of redistributive
policies that are harmful to private investment and to growth. Alesina
and Perctti ({1993} argue that the link may alsc operate through
political instability: inequality results in demands to alter the
established ordex; political instability ain turn reduces investment.
They alse provide empirical evidence consistent with this view.®
Whatever the relative merits of these theoretical arguments, it
seems quite plausible that the relative equality of income and wealth in
the HPAEs has been 2 critical determinant of the guality of policy
making an these countries. It iz doubtful whether the single-minded
pursuit of econcmic growth which has been a characteristiec of many of
the HPARs ({partieularly Japan, Kerea, ¥aiwan, and Singapore) ceuld have
been maintained in an environment where distributional issues had
significant salience.® The inequality of income in Latin America has
often been mentiohed as & sourse of the ¢ontinent's macroeconomic
1nstability and periodic populist cycles. Significant levels of income
rnegquality
leads to social pressures that governments have attempted to
relieve through populist pelicies. After one or two years of
economic expansion inflation soars, real wages fall, unemployment
starts to increase, and output declines. The pelicies prove
unsustainable, and the government has to switch to another set of
policies. Many countries in the [Latin American} region have

suffered this populist cycle, some of them meore than once.
In East Asia, the situation has been the opposite. L very

SOnfortunately, their index of social and political instability
covers only three of the HPAEs {Japan, Taiwan, and Thailand}.

‘The Malaysian government did follow explicitly redistributive
policies to faver ethnic Malays. But even here, the starting point was
a relatively equal distribution of income and wealth {as discussed
abovej.
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equitable ipcome distribution has facilitated macroeconomic
stability. (Larrain and Vergara, 1893, pp. 259-260.}

In his discussiou of the respective responses of Bast Asian and Latin
American countrie$ to the debt crisis, Sachs {1385) has similarly
focussed on income equality as a determinant of the quality of
macreeconemic management.

Thas %5 an area that clearly requires more work. But there are
good reasons to pelieve that many of the microeconomlc and macroeconomlc
policies common to the HPAEs and cited in the Miracle report as
compponents of the so-called market-friendly approach (such as macro
stability and reasonably small levels of micro distortions) have been
greatly facilitated by the relative eguality of income and wealth.

In view of the apparent centrality of distributional
preconditions, the Miracle report's treatment of the isspe is guite
skimpy. There 15 2 short description of land reform and its favorable
implications for growth (pp. 160-61}), but the arguments are superficial
and in the nature of after-thoughts.’ This is not to say that the report
ignores distribution. To the contrary, there is a great deal of
emphasis on how equity and growth went hand in hand--the “shared growth"
phenomencn. What the report lacks is a serious discussion of equity as
a precondition of growth. Aamong all the explanations offered in the

Miracle report for the success of the HPAEs, a relativeliy equal

On Taiwan: "Political stability benefited {from land reform] in
two ways. Hewly landed farmers, focused on boosting production, had
little interest in radical activities. Former landlords, as new
shareholders in state enterprises, had a vested interest in the sucress
of Taiwanese authorities' economic program™ (p. 161).
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distribution of income and wealth hardly figures.®

The report also downplays the role of the HPAEs' imitial advantage
in edwseation. It argues that most of the difference between HEAFs and
other countries in human capital formation is accounted for by changes
that tock place after 1960, and not by the difference in initial
conditions (pp. 198-89}. This is a deceptive argument that ignores the
fact that high~growth countries will naturally experience higher rates
of physical and human capital formation. If the initial advantage
placed the HPAEs on a higher growth path, there 1s little surprise in

learning that the gap widened considerably over time.

IIZ. Did Activist Trade and Industrian] Policies Matter?

Ho aspect of the Bast Asian experience is more controversial than
the role played by interventionist industrial policies. Controversy
surrounds both the extent of intervention that actually took place and
its effectiveness. As mentioned in the introduction, the Hiracle
represents a bold step for the World Bank, certainly in relation to its
previous stange: the report acknowledges that interventien was extensive
in practically all of the HPAEs i(save for Hong Kong), and that it was at
best guite successful and at werst rather harmless. In my Judgement,
this represents a sensible starting peint for a new conventionzl wisdom
about the East Asian experience. I seems far closer to the truth than
previous arguments that either portrayed these countries as paragons of
market liberalism or as instances of government-driven

industrialization.

Sthe report provides no systematic information en distribution
relating to the pre-take-off period. Table A5.4 gives data on income
distributicn, but these do not pertain to the initial conditions.
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The report's more detailed conclusions on what worked and what did
not are more problematic. That's because the analytical framework
employed in analyzing the conseguences of industrial policies is riddled
with crater-sized holes.

The problems begin with the apthors' classification of
interventionist policies into .the folleowing three categories: (i}
"promotion of specific industries™; (ii) "mild financaal repression
combined with directed credit®:; and (iii} "export push® (see pp. 24-25
and chap. 6). The first of these is judged to have been ineffective f{soc
not worth emulating in other countries); the second to have been
successful in certain instances (but too risky or impractical to
implement in other contexts); and the third to have been the most
successful of all (hence the most promising for other countries as
well},

This categerization is curious because it makes no distinction
between policy instruments and policy goals. “Promotion of specific
industries®™ 1s a policy goal, in pursuit of which a government can
deploy various instruments. Two sucsh anstruments are "directed credit®
and export subsidies, the other two items on the list! Indeed, the
country summaries oh industrial policy on pp. 306-312 of the report
amply demonstrate that credit and export peliciles were among the
foremost instruments used to implement sectoral priorities. To say that
directed credit and export push policies worked, while promotion of
specific industries did not is a legical inconsistency of najor
proportions. It is difficult te fathom how it found its way into the

report ias a major conclusion, to boot!}. Where was credit directed, if
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not to specific industries?® Whose exports were pushed, if not those of
expertabie industries? And how is it possible to judge selective
industrial policles a failure if st the same time directed c¢redit and
export push policies were successful?

The analysis that backs up the conclusion about the inefficacy of
industrial promotion policies--the first of the three conclusions
mentioned above-~is equally curious. First, as one may have guessed
ajready from the above discussion, the analysis actually dees net try %o
ascertain the effectiveness of any of the specific policy anstruments
used to promote targeted industries. {(This is done indirectly--and
casually--in the discussion on credit-market and export policies, which,
as mentioned above, are treated as distinct areas.) Instead, the
authors pose two questions, which they proceed to answer in the
negative: (1)} Did high-wage or high-value-added industries expand faster
than would have -been predicted on the basis of cross—country evidence or
factor endowments? (2) Was productivity increase higher in “promoted™
sectors than in others? A closer look at these questions s warranted,
since there are serious shortcomings in both their eperationalization
and the interpretation attached to the results.

{1) Did Industrial Policy Influence Structural Change? The report

The report explicitly mentioms that the Japanese and Korean
governments directed c¢redit to specific firms and industries, mestly in
heavy and chemical industries {p. 280}.

The report makes much of the fact that export push policies
tended to be uniform and across the board, with no industry excepted.
tven so, these policies necessarily discriminated in favor of export-
oriented industries and against import-competing and nen-tradable
industries. Even within exportables, larger firms were better placed teo
tzke advantage of the incentives, which was fully in accord with the
Korean government's desire to nurture large conglomerates. Furthermore,
export-push policies were in practice implemented in a much more
discretionary manner than the report would let us believe. The last
point will be discussed below.
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compares the changes 1n ipdustrial structure chserved in the HPAEs to
Chenery-like norms obtained from cross-country regressions. The
conclusion 1s that two sectors stand out in the HPAES as regards
relative size and growth: (i) metal products, electronics and machinery,
and (ii) textiles and garments. The continued preponderance of textiles
and garments 1s then adduced as evidence that governments' efforts to
move into more capital-intensive industries must have been largely

ineffective:

in Keoreaz, for example, despite the government's extensave efforts

to speed the private secter®s shift from labor-intensive to

capital- and technelogy-intensave industries, the relatively
labor-:intensive textiles and garments sector was nearly three

times bigger than international norms predicted in 1988, a

substantlial increase retative to international norms from 1968.

puring the same perled, Korea merely maintained the internationzl

norm an chemicals, a heavily promoted sector.... (312-313).

One can quarrel with many aspects of this conclusion. Since
specific policies and their consequences are not systematically
analyzed, it is difficelt to read much into broad sectoral changes.
Amsden (1984}, for example, points out that the textile industry was
heavily promoted in Japan in at least part of the relevant pericd. The
textile industry was alsc one of the strategic industries in Korea
durang the 31960s (L. Kim, 1%%3, p. 362). Further, the two-digit level
of aggregation may be too cocarse to discern much of the ilntended
structural change. Many textile sub—-sectors are certainly capital- and
technology-intensive.

rerhaps the most sericus objection is that cross—country norms
asbout sectoral configurations necessarily carry little weight in
economies where reliance on foreign trade has been significantly greater

than elsewhere. As the share of foreign trade in HPAEs' incomes rose,

it is only natural that the forces of specialization exerted by



—16~
comparative advantage wWould have become stronger. Given the very
different trade strategy followed by cther developing countries, theirxr
experience does not provide an adequate counterfactual. Akn analysis of
the type carried out here cannot tell us anything about wvhat the effects
of industrial policies have been, because we do not knew what the
outcome would have been in their absence. To be more concrete, had
government policies been truly ineffective, it is entirely possible that
the share of textiles and clothing would have become even larger.

The report next looks at the pattern of correlations hetween
growth in sectoral shares of valve added (VA) and sectoral wages or VA
per worker. The motivation for doing so, as far as I can make it, seems
to bpe the following sequence of arguments: {i) changes in industrial
structure can come about because of either market—driven reasons {which
are associated with comparative advantage and factor endowments) or
selective government promotion policiess {il) HPAEs' comparative
advantage resides in labor-intensive sectors; (iii} selective government
policy in HPAEs has favored capital- and technology-intensive
industries: {iv) sectoral levels of wages and VA per worker are
indicators of sectoral capital- and technelogy-intensities: (v)
therefore, if factor endowments (i.e., markets) predominated as a causal
force in structural change, growth in sectoral shares of value added
should have been negatively correlated with sectoral wages and VA per
worker, whereas the opposite should have been the case if government
policies predominated.

The findings are as follows. The results for Japan, Hong Kong,
and Taiwan do not reveszl any statistically significant correlations. In
Korea, sectoral growth rates tend to be negatively and significantly

correlated with VA per worker. In Singapore, the relationship tends to
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be positive, The authors downplay the Singaporean results as having
keen possibly the consequence of capital deepening tand hence market-
driven}). On the basis of these findings, the market 1s then declared
victorious over the government.

Alas the analysis 1s meaningless. The factor-proportions theory
has no implication for the correlation between growth rates and factor
intensities 1as proxied by wage rates or VA per labor} across
industries.! Given factor endowments, the theory offers a prediction as
to the pattern of specialization on the basis of factor intensities of
diferent industries. It says nothing about how this pattern will
change, unless one posits a change in factor proporfions as well. It
may be countered that the HPAEs' reliance on trade and therefore on
comparative advantage increased over time, so0 that what we ought to be
looking for is a convergence, again over time, towards the pattern of
specialization predicted by the theory. Perhaps so. But as amply
demonstrated elsewhere in the report, the HPAEs greatly increased their
stock of humar and physical capital in the meantime as well. 2 priori,
the net effect on the direction of structural change is ambiguous. Once
again, the report's empiriecal analysis does not tell us much because the
appropriate counterfactual is not specified.

Moreovey, there is a great deal of internal incomnsistency in the
use made of empirical evidence here. Take the case of Japan. The lack
of any statistically significant correlations betwesen sectoral growth

rates and sectoral wages or VA per labor in any of the four sub-periods

LNote further that while VA per worker can be taken as a proxy for
capital-intensity, the notion of “sectoral® wages has no meaning within
the factor-endowments theory. According to the theory, lazbor is inter-
sectorally mobile, and hence there ought to be a single, economy-wide
vage.
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considered (1553-63, 1963-73, 15%73-80, 1%80-89) must surely be

considered a resounding failure to confirm the authors' perceptions of

factor~proportions theory. So does the report conclude that the
hypothesis of market-driven structurzl change can be rejected for Japan?
Not at all:
The regression results shown for Japan in Table A6.2 have no
sighificant coefficients. At least a simple version of HOS
{Heckscher~0hlin-Samuelscon theorem] does not work, probably not
surprisingly as Japan by the earliest year considered in the
table, 1953, was sufficiently advanced so that intra-industry
rather than interindustry trade would have become an important
determinant of the secteoral preoduction structure. {(p. 333)
In other words, the empirical analysis was inappropriate to begin withi
One wonders what the point of running regressions 1s 1f any result will
be taken to confirm the authors' priors.'® In any case, the comment
about ipntra-industry trade is guite wrong: even as late as 1990, only 58
percent of Japan's trade was intra-industry in nature, considerably
below other advanced industrial countries (Bergsten and Noland, 1933).
Japan's trade would have become hardly so contertious had intra-industry

trade been already dominant by 1853, as the report e¢laims.

{2} Did Industrial Policy Enhance Productivity Change? In

answering this guestion, the report compares increases in total factor
productivity {TFP) in "promoted” sectors (again at the two-digit level)
with increases in TFP in other sectors. According te this test, there
is evidence in favor of industrial promotion policies only in the cases
of chemicals and metalworking machinery in Japan (between 1960 and
1979} . Other cases do not pass the test. In Korea, there was low TEFF
growth in iror and steel {("promoted"} and high TFP growth in textiles

and clothing ("not promoted®). In Taiwan and Malaysia, there is no

2rhe same is done in interpreting the resuits for Singapore
imentioned above).
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apparent relationship between a sector's status with respect to
prometion and its relative rate of TFP growth (pp. 315-316}. Hence
industrial policies must have been largely ineffective in fostering
productivity change as well.

What is wrong with this argument? Let us review for a second the
basic econemics of selective prometion. From an efficlency standpoint,
the enly legitimate ground for promoting certain industries over others
is that the promoted industries are a source of technological
externalities. These externalities can take many forms, but Jet us
focus, in the spairit of the report's analysis, on these that relate to
TFP. ‘o be as favorable to the report as possible, let us further grant
that the spillovers remain within two-digit industries, rather than
enhancing productivity in other sectors or in the economy as a whole.?
Then, a necessary (but not sufficient) conditien for selective promotion
to have been desirable is that the level of TFP must have increased as a

consequence of the intervention, relative to what it would have been in

its absence. Hence, not only 1s an increase in the rate of growth of
TFP not reguired, but more importantly, the TFP performance of other
1hdustries 15 irrelevant to the desirability of the intervention. The
relevant benchmark is what the TFP performance of the promoted industry
itself would have been in the absence of intervention.

So consider the c¢ase of iron and steel in Korea, where TEP
increased at a rate of 3.7 percent compared to an industry average of

8.8 percent {¥able 6.16, p. 307). How suppose, just to make the point,

L7he report argues that this is the empirically most plausible
case {p. 326).

M1t is worth repeating that the validity of these TFP numbers
themselves is very much in doubt tsee Young, 1993a and 1593b).
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that TFP would have increased at a rate of 3.0 percent had promotion
policies not been in effect. Then, provided the by-product costs of the
interventions were small, the promotion policies would have to be judged
2 success. That at the same time productivity increased at a rate of
13.4 percent, 10.7 percent, and 12.6 percent in such technologically
unrelated industries as tobacco, textiles, and leather, respectively,
has no bearing on the issue at hand. If a benchmark is sought, the
comparative performance of iron and steel industries in other developing
countries would perhaps provide a more accurate {but still problematic)
counterfactual than the TFP performance of other sectors in Korea.
Alternatively, a systematic analysis of changes in sectoral TFP
performance across sub-periods that differ :n terms of promotion
policies could have been undertaken.

Recent work by Jong-wha Lee (1892, not cited in the Miracle} shows
that it is possible to do more serious work along these lines. Iee
first constructs direct measures of industrial policy, such as tariffs
and quantitative restrictions (QRs) on imports, directed credit, and ta=x
incentives at the sectoral level. He then uses these indicators in a
panel data set of 38 Korean manufacturing industries over four S-year
subperiods {covering 1$63-83) to ascertain the relationship between
productivity change and government policy. The results are intriguing.
He finds that trade restrictions and subsidized credit had adverse
effects on TFP growth. HNote that the result on credit is at variance
with the Miracle's favorable conclusions on directed credit policies.

tee also finds, however, that tax incentives had positive effects on
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preoductivity change.!® fThese results bear close scrutiny, as they do not
lend themselves to any simple interpretation regarding the effectiveness
of industrial policies. HNote, moreover, that this paper is not entirely
free of the problem of specifying an appropriate counterfactual. But
the focus on direct measures of interventions and on performance across
different sub-periods makes it a far more yeliable piece of work.

To summarlze, the Miracie's analysis of the conseguences of
industrial poliey lacks credibility. There is little doubt that the
World Bank has done a great service by acknowledging openly the range of
interventions and promotion policies used by each of the countries, and
by describing these in useful detail. In wiew of the visibility of the
Bank's work, this is of tremendous impertance. It will ne longer be
possible to ciaim that East Asian governments did so well because they
intervened in markets so little. But for an authoritative analysis of
how these interventions worked, and which of them failed, we will have

te wait for another report.

IV. Export Fetishi=m

As indicatec above, the report concludes that policy interventions were
an unqualified success in one area: exports. "Expori-push strategies [a
euphemism surely for export subsidization] have been by far the most
successful combination of fundamentals and policy interventions and hold
the most promise for other developing economies™ {p. 24). In fact, it
is hard to read the report without sensing a certain mercantilism

running through it. No govermment policy, it seems, could have been

Yrhe tax incentives in question include rebates of indirect tazes
for exportables and tax holidays or investment tax credits for selected
firms in key industries (mostly in the heavy and chemical industries).
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harmfui, :f its aim was to expand exports. That the HFAEs' growth
performance was accompanied by a phenomenal increase in exports is of
course undeniable. That exports may have played a causal rele in growth
1s also plausible. But the report 1s too heavy-handed ir attributing a
key role to what it calls "export-push strategies" and too guick in
explaining away the varions puzzles that the HPAEsS' experiepce with
trade raises.

There are three broad arguments in the report with respect to the
role performed by exports in generating and sustaining growth. First,
exports are alleged teo be the scurce of many technological spillovers to
the rest of the economy. Second, it 1s argued that the cross~country
evidence demonstrates the growth benefits of openness. Thard, the use
of exports as “perfermance standards” 15 claimed te have renderec
government interventions more effective (and less costly) than they
would otherwise have been. Each of these arguments may well be tyue.
But the analysis contained in the report will not convince anyone who is
not already a convert te the faith. In what follows, I take up each of
these arguments and discuss their shortcomings as presented in the
report.

{1) Po Exports Generate Technological Spillovers? The report

concludes that a high growth rate of manufactured exports, which was a
consequence of export-push policies of the HPAEs, led to an economy-wide
increase in TFP growth. The causal lipk is c¢laimed to be "an increased
ability to tap world technology" (317) through exports. R number of
channels through which this may have taken place is discussed, but the
report provides no direct evidence to support this preposition. Cross-—
country regressions on growth and TFP change, discussed below, are

presented, but these do not address specific causal mechanisms, and say
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nothing about the existence of spillovers from exports.

Nor are most of the a prieri arguments convincing (pp. 317«320).
For example, it is said that competitive pressures in export markets
forced firms to purchase new technolegy embedded in imported egquipment.
However, the relationship between competition in product markets and
technological effort is theoretically ambiguous (for 2 discussion of the
issues, see Rodrik, 1992).%¢ It is argued that export orientation
fostered export-oriented direct foreign investment {(DFI}, which in turn
crezted spillovers for the rest of the econcmy. A fostnote then grants
that DFI has been i1mportant as a source of investment growth neither in
Japan, nor in Taiwan, nor in Korea! HNeither, one may add, is there much
empirical evidence on spillovers from DFI.L? A convoluted argument is
offered, which largely eludes me, regarding the advantages of export
orientation in obtaining access to technology licensing from abroad.Y?

The list goes on. Perhaps the most sensible argument offered (and
the one actunally corroborated in specific studies) is that freguent

contacts with forelgr customers have served as a conduit for technology

¥one of the reasons for the theoretical ambiguity is actually
mentioned later on {in footnote 49, p. 345) in anmother context: an
increase in relative profitability has both an income and substitution
effect on entrepreneurial incentives to undertake technological effort,
nd these go in opposite directions. But the issues go much deeper than
that.

"In the most careful analysis of this issue to date, Aitken and
Harrison (1992) conclude from plant-level datas from Venezuela that there
is ne evidence in favor of spillovers from foreign-owned plants. Haddad
and Harrison (1983} reach a similar conclusion on Moreocco.

¥There exists at least one strong argument which suggests the
opposite. The foreign holder of the license is much less likely to =sell
the license to a firm that will compete head on with it in international
markets than to an import-substituting firm which produces solely for
the domestic market {which the foreign firm cannof access because of
trade restrictionsy.
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transfer from abroad. But this is too thin a branch te hang such a
werghty argument on. My reading of the evadence to date is that if
exports have really acted as a source of technological spillovers to the
rest of the economy, we do not yet understand how this occured.

{2} Does the Cross-Country Evidence Suggest that More Open

Economies Grow Faster? The report's empirical analiysis of the

relationship between exports and growth consists of running some cross-
country regressions. The strateygy 15 to snhance the basic growth
regression, discussed earlier, by adding trade-related variables on the
right-hand side and demonstrating that :indicators of openness have a
positive association with growth. Two types of indieators are used: a
measure of the size of manufactured exports {relative either to GPP or
to total exports} and an "cpenness index" due te David Dolliarx (1992}.
Since the first of these indicators 1s obviously endogenous with respect
to growth (as countries grow, so does the importance of manufactured
exports 1n output}, its use is inappropriate in this context.” Soc I
forcus here on the results obtained with the Dollar index.

Since this index has been wideiy abused, not least in this repert,
it 1s worth a close lock. The Dellar index is essentizlly a measure of
real exchange rate divergence. Its links to openness, as economists
understand the term {the ratio of trade to GDP, or the presence of
import or export restrictions), are tenuous. An increase in trade

restrictions can move the Dollar index in either direction. These

PAlwyn Younyg (private correspondence) has shown that the findings
with regard to the manufactured exports variables are in any case not
robust. The coefficient on manufactured exports {as a share of GDF)
becemes insignificant when the HPAEs are removed form the sample,
indicating that the trade variable itself is acting as a proxy for
HPAEs. ®hen the initial (1960) and end-of-period (1585) shares of
manufactured exports in total exports are entered separately, only the
latter remains significant.
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points are discussed at greater length in the appendix to this paper.

That the Dollar :ndex lacks credibility as a measure of openness
can perhaps best be seen by looking at how the index ranks speeific
countries (Table 5). BAccording to the index, Japan's and Taiwan's
econonies were more "closed" during 1976-85 than Argentina's, Brazil‘s,
India‘'s, Mexico's, the Philippines! or Turkey®s! Korea's economy was
more “closed" than any of these comparaters' save for Argentinat The
report dees not highlight these results because doing so would mean
giving up either on the usefulness of the Dollar index or on the claim
that the HPAYs were more open than some of these leading import-
substituting countries.?®

Table 6 displays cross-country growth regressions with the Dollar
index included as a regressor. I have used the same basic framework as
that in Table .17 of the Miracle, but have excluded the two endogenocus
regressors, investmenht and population growth., The first column reports
the result of introducing the Dolliar RER distortion index jwhich, a=
mentioned above, the report calls an openness index). The ceoefficient
is negative and statistically significant, as in the report. The second
column adds Dollar's variability index, which consists of the
coefficient of variation of the RER distortion index. The variasbility
index enters significantly and renders the RER distortion index
insignificant. The next two regressions combine the two Bollar indices
with direct measures of exchange rate policy: the average black-market

premiuwm for foreign currency and its standard deviation. Both of these

2he report actually wants to play it both ways, by citing not
this openness index but Dollar's “outward orientation® index when
comparing the HPAEs to other developing econemies. The latter index, as
discussed in the appendix, combines the real-exchange-~rate divergence
index with a variability index, as if real-exchange-rate variahility is
something that is inherent in “inward orientation®.
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measures are strongly and negatively associated with growth; further,
when either one of these measures is included, the Dollar indices are no
longer statistically significant. Finally, when the Gimi coefficient
for land distribution, wused earlier, is included, the black-market
premia become insignificant as well. However, in this last case, the
sample size shrinks to 27 countries, so the results are not particularly
reliable.

Thus, what the previous discussion and the results in Table & show
is that it is primarily exchange-rate mismanagement that appears to be
harmful to growth. To the extent that there is a lesson here, it is
that overvalued exchange rates are detrimental te long-run economic
performance. ©On the basis of evidence presented in the Miracle, we
eannot conclude anything about the consequences of trade restrictions or
of openness proper.®

In the context of HPAEs, there is indeed an equally plausible
claim that the link between trade orientation and innovation may have
geone in the opposite direction. An authoritative study on Japan‘s
innovation system concludes that import restrictions were the most
significant and helpful industrial policy as regards ReD effort:

The restriction on imports and foreign direct investment into

Japan was probably the most important policy until the early 1570s

fas regards innovation}. Restricting the growing Japanese market,

already the second largest in the capitalist economy in the late
1960s, to Japanese firms who were competing intensively among

themselves gave a strong incentive to invest in plants, equipment,
and RtD. In addition, because postwar Japan's Peace Constitution

2¥n addition to the cross~country regressions, the report mentions
some micro-level studies which find a positive asociation between export
orientation and productivity growth. As the more carefu}l of these
studies are quick to point out, no causality can be attached te
correlations of this sort. In particular, firms and industries vhich
experience fast productivity growth are naturally more likely to become
successful exporters. See Rodrik {1933a) for a review of the related
literature.
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meant that the military was no lenger a significant customer to
businesses, i1ndustries such as automobiles, which had been helped
by military procurement before the war but was still in its
infancy relative to Americen and European producers, might have
been wiped ocut wera the market made open to foreign competition.
(Odagiri and Goto, 1933, p. 102}

While the leogic of this argument may be faulted, it is no more or less
appealing than the unsatisfactory account in the Miracle as to how
export orientation promoted innovation. I conclude that the jury
remains out, and that we have considerable more work to de on this

front.=

{3) Exports as a Perfomance Standard: Do They Improve Policy-

Making? The third main grounds cn which export orientation 1s alleged
te have been conducive to superior cconomic performance is 1N 1MProving
the guality of policy making, and of policy interventions in particular.
The argument is as follows. Industrial peolicy entailed providing
various rewards to enterprises in return for which enterprises were
expected to "perform" (that is, increase output, enhance efficiency,
become more competitive, etc.) The imposition of clear performance
standards in exchange for government-dispensed rewards enabled
industrial policy to become effective, or at least limited its harm. It
was exports that often served as the exuplicit or implicit performance
requirement.. Exports provided z clear yardstick of success, which could
be used to monitor whether firms were living up to their side of the
bargain.

The argument essentially merges Amsden's (15983) focus on

performance reguirements with the report's emphasis on exports. Two

#pyen the data on TFP growth are in doubt. Alwyn Young (1993},
for one, has argued that productivity growth in mzany of the HPAEs is not
atypically high, once factor accumulation is taken into account. This
is in contrast with the conclusion put forth in the Miracle.
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questions need to be asked in relation teo it. First, ain what sense do
exports provide a superilor performance standard than any other
enterprise decision that can be monitored with egual ease, such as
output, employment, or net foreign exchange use. Second, is there
anything special about the use of performance standards in the HPARS?
On the first question, we get only minimal help from the report:
Using exports as a performance yardstick generated substantial
economic benefits. A firm's success 1in the export market is a
gocd indicator of economic efficiency--a much better indicater, in
fact, than success in a domestiec market. Export markeis are
likely to be much more competitive than domestic markets. (p. 98)
The buttress its case, the report then mentions spillovers from expaxt
activities, which I have already discussed. fthere is actually very
little in 2ll this about the superiority of exports as a performance
standard per se. The logic seems to be simply that exports generate
greater economic benefit at the margin than selling in the home market.
But if that 1s so, surely exports ought to be encouraged for their own
sake, and their use as performance standards only confuses the issues.
Horeover, this emphasis on exports as a benchmark of efficiency is
completely belied by a discussion shortly thereafter on how domestic
commercial banks have typically preferred lending for domestic
activities to lending for foreign activities (p. 99}. One would have
thought that rational banks would have used export activities as a
simple sereening device to distinguish more efficient borrowers from
less efficient ones, if indeed the maintained hypothesis is correct.?

With regard to the use of performance standards more broadly, the

report adopts toc uncritically Amsden's {1889) argument that the use of

Brhat they apparently have not done so is rationalized in the
report by banks' inadequate knowledge of foreign markets and by the
greater risks associated with export-oriented projects. It is not clear
why the government is not suseceptible to these same problems.
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such standards distinguishes HPAEs from other developling countrjes. In
reality, what distinguishes HPAEs from others is the successful use of
performance standards, which, as we shall see, is a rather different
point.

Consider the firm-specific export targets used in Korea in return
for the generous benefits offered to exporters during the 1860s and
1570s. A superficial reading of the evidence would be that these
targets (“performance standards") ensured good behavior on the part of
the firms, and therefore prevented the subsidies from going to waste.
But surely more countries must have landed on such a simple idea. And
indeed they have. Performance standards of this kind are in fact not
unceommen in mahy parts of the developang world. Seome go under the less
reputable name of "performance reguirements” whem applied to
subsidiaries of multinational corporations, and are held in scorn by
virtually every neoclassical trade economist.?* Others however apply to
domestic firms as well. Imn Turkey, for example, the provision of export
subsidies during the 1980s was contingent on undertaking a specific
guantitative export commitment (Milanovie, 1986, p. 6)}. In President
Garcia's Peru {(1985-90}, the government entered into specific contracts
with major exporting firms, under which advantagecus exchange rates were
granted to firms ain return for export targets (Lago, 1991, p. 272).

What distinguishes these cases of performance standards from the
East Asian cases is the inability of governments like the Turkish and
Peruvian ones to implement the standards. In Turkey, the export

requirement was in practice easily waived: According to Krueger and

Urhese performance requirements, on exports, maximum imports,
local-content etc., are typically imposed in exchange for tax holidays
or similar benefits.



w30
Aktan (1892, p. 247. fn. 5), "If for some reasen, the expert was not
realized, Jthe firms] simply notified [the relevant government agency]
that they would nRot be exporting that amount, and there was no penalty.*
In other words, the government's threat to withhold support if the Firms
did not live up to their side of the bargain was not z credible one.
The East Asian governments, by contrast, were somehow able to make
credible threats. There was a clear understanding on the part of firms
in Korea that below-target performance would bring forth penalties in
the form of more rigorous than usual tax inspection and tax collection
{Rhee et =1., 1884, p. 92).

The real puzzle, then, lies with the HPAEs' singular ability te
extract performance from enterprises by credibly threatening reprisal,
not the presence of performance standards per se. fThis naturally leads
us to consider issues of governance, which is the subject of the next
section.

Let us return brlefly to the Miracle's approving focus on "export-
push strategies". The report lists four elements that play key roles in
a successful export push: (i) access for exporters to imports at world
prices; {ii} access for exporters to long~ and short-term financing;
{iii) government assistance in penetrating markets; and (iv) flexibility
in policy implementation (p. 143). The last of these is presumably a
good thing under nearly all circumstances.® But the desairability of the
first three policies, which the report recommends wholeheartedly to all

countries, is predicated on the social marginal return to exports being

#The gualifier in this sentence is due to the potential trade-—off
between policy flexibility and the need to make binding policy
commitments in order to have the private sector behave in the desired
manner. The HPAEs have somehow managed to combine these conflicting
strategies (see Rodrik, 1993b, for a comparison of a number of
countries' experience with export subsidies}.
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larger than the social marginal return to production for the home
market. Otherwise, all preducers, not just experters, shouid have
access to inputs at world prices, receive short- and long-term
financing, and be provided with government assistance in marketing
regardliess of destination of output. Interestingly, the report
downplays the majox, generic reason for why the social return to
exporting may be high: the existence of import protection that biases
incentives away from trade. The presence of spillovers and
technological externalities from export activities, on which the report
relies instead, remains no more than an article of faith.

To close this section on exports, one point may need to be
clarified. My criticism of the report should not be read as a rejection
of the use of export-oriented policies. BAs I suggested at the outset,
it is indeed plausible that exports were causally related to the growth
performance of the HPAEs. But the cbiective of good economic analysis
sheuld be to uncover the precise cause and effect links, and to fashion
policy recommendations on the basis of these links. The present report
falls short in that it accepts teo uncritically some vague, generalized

spiliovers from export activities on the basis of very little evidence.

V. Governance

The Miracle recognizes that there is something special about the style
of governance in HPAEs. How else can one account for the fact that
policy interventions have been kept at reasonably managable levels ({both
in terms of scope and magnitude} and that they have not resulted in
generalized rent-seeking as in so many other developing countries? The
report wisely devotes the better part of a chapter (chap. 4) to a

discussion of how HPAEs were able to create government capabilities that
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nave been lacking eslsewhere.

The report stresses, along with the literature (e.g., Evans,
1882}, two critical aspects of the governahce structure in HPAEs. The
first is the insulation of a technocratic elite, entrusted with the
conduct of economic poliey, from the push and pull of politics. Even in
Indenesia and Thailand, where clientelism has been predominant, key
decision-making structures {particularly in macroeconomic policy} have
been insulated from pressures from below and sideways. This insulatien
is attributed partly to clever institutional design te.g.,
centralization of key policy functions in independent bureaucratic
organizations), partly to a willingness to distribute the fruits of
growth widely, and partly to the presence of a reputable, honest eivil
service {(achieved through merit-based recruitment and promotion,
competitive renumeration, and generous rewards to those who make it to
the top). But technocratic insulation van also lead to indifference to
econoric outcomes. So the second critical aspect is the creation of
institutions ("deliberation councils™) that enable communication and
cooperation between the public and private sectors {particularly with
business elites}.

It 1s a plausible hypothesis that these elements, shared broadiy
among the HPAEs, helpetd create a superior governance structure The
report does a nice job of describing how eacn one of these elements
operated in different countries. But desription is not explanation., A
careful reader of chapter 4 will encounter the post hoc, ergo propter
hoc fallacy more than once. For the most part, the report ignores the
obvious fact that many of the same elements have been present in other,
less successful countries as well. Deliberation councils have been used

widely, but too often they have served the purpose of imposing the
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government's policies on a reluctant private sector (as indeed has been
the case at least in Korea as well). HMany former British coelonles have
inherited a hiaghly professional elvil sexrvice: it would be hard to find
a more merit-based, more professional institution than the Indian
Administrative Service, entry to which is even more selective than to
fokyo University. HNeither do the HPAEsS have a monopoly in centralized
policy making. Finally, as I will argue below, the level of corruption
in many of the HPAEs :s comparable to that in the rest of the developing
world.

My point in raising these objections is teo suggest that our
understanding of the fundamental determinants of the HPAEs' governance
structure is considerably mere limited than what the Miracle would lead
us to believe. Let me highlight this point by focussing on tuws puzzles
that the report sidesteps. The first has to do with the fact that the
HPAEs' style of policy-making has been in fundamental conflict with
economists' {and the World Bank's) own rules of good conduct. The
second 1s related to the extent of corruption in HPAEs.

Ask any policy-oriented economist what a good policy regime should
lock like, and you are likely to get an answer of the following form.?*
Successful programs are likely to:

. apply simple and uniform rules, rather then selective and

differentiated ones;

. endow bureaucrats with few discretionary powers;

. contain safeguards against freguent, umnpredictable alteration of
the rules;

. keep firms and other organized interests at arms' length from the

#phis discussion draws on Rodrik (1993b).
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policy formulation and implementation progess.
These noticns derive from varicus bits and pleces of economic theory,
including the theories of dynamic incensistency in policy, investment
under irreversibilities, and rent-seeking. The World Bank's policy
recommendations, particularly in the area of trade policy, rely heavily
on these or similar ideas.

The puzzle with respect te the HPARs iz that their pelicy-making
style has been virtually orthogenal to the list above: Many of the
interventions have been firm-specific, highly complex, and pon-onyform;
bureaucrats have been endowed with tremendous amount of discretion in
applying policy; rules have been changed often and unpredictably; and
government officials have interacted closely with enterprise managers.
The Miracle is filled with examples of these, but the authors succceed
in putting the best face on them. Hence bureaucratic discretion and the
ability to revise rules at a moment's notice become the highly desirable
"oragmatism and flexibility™ (p. 102) extolled throughout the report.
The close interaction with firms becomes part of the “deliberation
councils™ idea. The reader is left puzzled as to how the HPAEs were
able to strike just the right balance between opposing forces in each of
these instances.

With regard to corruption, the report pepetuates the misconception
that the HPAEs were blessed with relatively incorruptible bureaucracies
{p. 102). This must come as a surprise to even a casual reader of the
newspapers and the busliness press. Corruption has figured prominently
as a key issue in recent election campaigns in Japan, Korea, and Taiwan
alike. The Economist has recently called Taiwan "a country where
corruption scandals are a dime z dozen" (November 6th, 1993). The most

cutrageous recent case has involved the building of a rapid transport
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system in Taipei which, thanks in part to widespread corruption in
awarding contraects, has now become the vorld's meost expensive system.
The current Korean president, Xim Young Sam was elected on an anti-
corraption plank, and since he assumed power in February 1993 a numbeyr
of top officials, military officers, bankers, and businessmen have been
arrested or have resigned. Korean government agencies where corruption
has been uncovered include the Seoul metropolitan government, the much-
vaunted Economic Planning Board, the ¥inistry of Trade and Industry, the
Office of National Tax Administration, the Finance Ministry, the Seoul
Subway Corps., and the Fducation Ministry {Asian Business, March 1590,

pp. 52-53). According to the Wall Street Journal (January 4, 1994, p.

A5}, corruption was "almos¢-routine™ in Hong Kong prior to 1574 (at
which time an Independent Commission Rgainst Corruption was set up).
Top officials of the Hong Kong Stock Exchange were arrested in 1988 in
connection with irregularities during the Octcber 1987 market crash.

In Thailand, the current prime minister has been identified by the

Far Eastern Economic Review as the first elected figure in the country's

history "who s tainted by neither corruption nor autheritarianism™

{Rugust 5, 18%3, pp. 18-18}. According to International Management,

"one eof the main problems f[faced by Indonesia in attracting foreign
business} is Indonesia's reputation as one of the most corrupt,
bureagceratic, and expensive places to do business™ (September 1585
{Earcope Edition}, p. 113). In the words of Fortune magazine, "To
companies with high ethical standards, East Asia c¢an be disheartening®
{Fall 1989, pp. 117~122}.

2 rough gquantitative feel for the relative significance of
corruption in different countries can be obtained from Table 7. The

table shows the number of newspaper stories relating to corruption in
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specific countries that has appeared in the U.S5. press since 1989.
HPRES as well as comparator countries are listed. Japan tops the list
with no tess than 392 stories, far ahead of the next twe countries,
Brazil (217 stories) and Mexico {138 stories). Korea has 57 stories and
Thailand 27. These numbers are of course only indicative, as the 0.5.
media does not cover each of these countries equally. (There has
certainly been more than 3 cases of major corruption in Turkey since
1585.) Nonetheless, the results are instructive in dispelling the
notion of “relative lack of cerruptability of the public administrations
in Japan and Korea® {p. 102}.

This is surely yet another puzzle, for which we do not have a good
explanation. One gualitative difference seems to be that corruption in
HPAEs has been limited to the very top echelons of the bureaucracy,
while in many other developing countries it runs all the way down to the
lowest ranks. If so, one interesting hypothesis worth exploring is that
corruption at the very top does not de nearly as much harm to economic
performance as corruption at the very bottem. Why should this be so?
Shleifer and Vishny {19823) provide one reason.

Compare the situation of a would-be lmporter in two kinds of
bureaucratic enviromments. In the first, 2ll he has to do is bribe a
high-ranking official in the ministry of trade to obtain an impert
license, after which he encounters no further bribe-seekers. In the
second, the importer has to bribe not any high officials but a chain of
low-ranking bureaucrats ranging from the doorman at the Central Bank to
the clerk who processes the foreign exchange application to the customs
officer on duty the day that the shipment arrives. Without guestion,
the entrepreneur would rather deal with the first type of bureaucracy

than the second. &As the number of officials that need to be bhribed
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inereases, so do the hassles and the likelihood that the chain may be
broken by some accident or another.

But there is a more subtle economic reason as well, identifjed by
Shleifer and Vishny (1583). <The case where a multitude of bribe seekers
have monopoly power over complementary services [a foreign exchange
license, an import certificate, etec.} is analogous to the double-
marginalization {more accurately in this context, multiple-
marginalization} problem in industrial erganization in which monopoly
distertiens are magnified by each distortion being built om previcus
ones. By contrast, a single high-ranking official would be 1n a
position te internalize these distortions, with much lower cest to the

entrepreneur and to society at large.

VI. Concluding Remarks

one of the most useful features of the Miracle report is its
documentation of the variety of policies and institutions that conmprise
"the East Asian model™. The model encompasses highly interventionist
strategies {Japan and Korea} as well as noa-interventienist ones (Hong
Kong, Thailand); explicitly redistributive policies {(Malaysia) as well
as distributionzlly neutzral ones (most of the rest); clientelism
{Indonesia, Thailand) as well as strong, actonomous states ({Kores,
Japan, Singapore); emphasis on large conglomerates (Korea) as well as
small, entrepreneurial firms (Taiwan}. This range of strategies, all
followed more or less successfully, suggests that the search for a
parsimenious explanation of the East Asian miracle may well be futile.

On the other hand, we do have a short list of initial conditions
and policies that made a difference. We know that both the initial

levels of schooling and the subsequent focus on education were
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important. We know that relative equality at the outset in terms of
inceome and wealth must have mattered, although how exactly 1s not se
clear. We know that macroeconcmic stability, in the form of
conservative fiscal policies and realistie exchange-rate management, was
critical. We also know that a competent bureaucracy must have plaved a
role. These may well account for how in each of the HPAEs the pieces
somehow fell inte place, even though the pieces themselves varied from
country to country.

But, as I have argued throughout this paper, there is alsec plenty
that we do pot understand about the experilence of the HPAEs. The World
Bank's attempt to fit the East Asian experience inte a "market—friendly™
mold 1s only partly successful. FWhile few would seriously disagree with
the importance of macroeconomic stability and humar capital formation
{the first two elements of the market-friendly approach), there are
still open gquestions about what constitutes an appropriate approach to
"openness to trade” (the third element)} and "an environment that
encourages private anvestment and competition” {the final element}.
Whether export-erientation generates spilliovers and productivity
benefits beyond its obvicous advantage of countering the adverse i(static)
effects of high import protection is still unclear. We are far from
having a complete plcture of what made East Asian governance structures
5o conducive to equitable growth. Conseguently, the “"correct®™ balance
between laissez-faire and intervention remains as elusive as ever.

In sum, the World Bank's report poses too few questions and
provides too many easy, but misleading answers. It does not acknowledge

ignorance often enough.
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APPENDIX: WHAT DOES THE DOLLAR INDEX MEASURET

The Dellar index of openness is essentially a measure of a
country's price level in tradables relative to the U.5. or the worid
average. The starting point is the Summers-Heston price index of a
comparable basket of consumption goods across countries. Since this
basket includes non-tradables as well as tradables, one needs to purge
the effect of cross-country differences in the relative price of non-
tradables. As the relative price of non-tradables tends te be lower in
poorer countries, Dollar {1992} accomplishes this by regressing the
price index on per capita GDP {as well as its sgquare and dummies for
Africa and Latin America in some specifications). Residuals from the
regression are then interpreted as measures of the degree to which
tradables prices deviate in any given country from the cross-country
average.

In the published version of the paper, Dollar (199Z, p. 526) calls

the resulting index sensibly an index of real exchange rate (RER)

distortion (an index of RER divergence would have been even better).?
The Miraele report, however, calls it an index of openness. This 2as

misleading on two counts.

First, as any student of trade theory knows, policies that affect

®His terminology later in the paper is less sensible. He combines
his measure of RER distortion with a measure of the variability in it to
generate what he calls a measure of "outward orientation”. This is
unfortunate terminclogy for many reasons. As explained later in the
text, commercial policies that govern inward- and outward-orientation
(that is the share of trade in GDP) have no direct links to this index.
In addition, the use of a variability index is baffling. It implies-
that inward-coriented countries have chosen, as a matter of pelicy, to
experience more variability in thelr real exchange rates. The Miracle
report uses this outward-orientation index uncritically to argue that
HPAEs were on average more open to international trade than other
developing countries (p. 301).



—40-
the openness of an economy (the share of trade in GPP) do so by zltering

the internal relative prices of jimportables to expertables. Hence the

appropriate measure of openness is the degree to vwhich this particular
relative price, between two categeories of tradables, differs from the
international benchmark. fThe aggregate price of tradables, relative to
other countries', has no direct c¢onnection with the c¢onceptually
appropriate measure. To see this, consider two trade-restricting
policies that {thanks to the Lerner symmetry theorem) have identical
conseguences on resource—-allocation and on cpenness 1ip the long run: an
import tariff of x percent, and an export tax of x percent. The first
of these policies will raise the domestic price of tradables as a whole,
while the second will reduce it (in both cases relative to the aggregate
prices of tradables abroad). Judging by the Dollar index, the country
restricting trade through export taxation will appear as if it has just
become more open.Z®

Second, the index takes the law of one price a bit too seriously.
If the experience with floating exchange rates has taught us something,
it is that changes in nominal exchange rates can result in sustained
movements in real exchange rates., 3Indeed, the nominal and real exchange
rates of the U.S. deollar, to take only the most prominent case, have
been almost perfectly correlated with each other since 1873. The
sagnificance of thas for the Dollar index 1s that the movements in the

andex are likely to be dominated in practice by exchange-rate policy,

2Interestingly, the report commits a Freudian slip on two separate
occasions by referring to the Dollar index inaccurately: om p. 338 the
index is said to measure "the correspondence between domestic and
internationzl relative prices™, and on p. 301 the index is said to show
that "Bast Asia‘'s relative prices of traded goods were closer on average
te international prices than other developing areas™ (emphases added).
Both of these statements are wrong. Had these been correct, the Dollar
index would have been an appropriate neasure of openness indeed.
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rather than by commereial policy.? In other words, countries with
competitive currencles {and hence low prices for domestically produced
tradables) will be judged to be open by the Dollar index, while

countries with overvalued currencies will be judged closed.

¥pollar (1992} seems to be aware of the problem, but argues that
by taking a ten-year average he can minimize the effects of year-to-year
variations in real exchange rates. However, sustained misalignments of
4-5 years are not uncommon, certainly in the developing world. Consider
Chile between 197% and 1982, Mexico since 1987, or Cote d'Ivoire since
1580, for example. In none of these cases was the real appreciation or
depreciation of the currency associated predominantly with changes in
trade protection.
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‘Table 2: Distributional Indicators for APAEs and Comparator Countrics, around 1960

Country Gini Coefficient for Income, Gini Coefficient for Land
c. 1960 Ownership, ¢.1960
HPAFEs:
Hong Kang 0.46 na.
Indonesta 0.33 n.a.
Japan (.40 0.47
Korea 0.34 0.3%
Malaysia 0.42 0.47
Tatwan 0.3t 0.46
Singapore 0.40 na
Thailand 0.41 0.46
Unweighted average: 0.3% 045
Others:
Argentina 0.44 0.87
Brazil 0.53 0.85
Egypt 0.42 0.67
India 0.42 0.52
Kenya 0.64 6.69
Mexico 0.53 0.69
Philippines 0.45 0.53
Turkey 0.56 0.59
Unweighted average: 0,50 0.68

Notes: Original data ere from Jain (1975), Fields (1989), and Taylor and Hudson (1972). See
Alesina and Rodrik (1994) for dates and further details.




Table 3: Growth Regressions
Dependent variables
Investment | Popuiation
{GDP, growth,
Per capita GDP growth , 1960-85 1960-85 1960-85
(1 2) 3) & (5) 6
Independent N=41 N=41 N=4] N=49 N=41 N=41
variables
Intercept 1.07 421 6.22¢ 371" 16.06%* 241
(0.64) (3.50) (4.69} (3.86) {2.64) (3.24)
Per capita 0.61% -0.50" -0.38° 0.38° 0.94 0.22¢
GDP, 1960 | (-3.83)  (-4.92) (-3.25) (-3.61) (1.76) (-3.44)
Primary 0.84 1.28 2.66%* 3.85* 11.01%* -1.68*
enralment, (0.70) (1.43) (2.66) (4.88) (2.40) {-3.00)
1960
Secondary 0.83
enroiment, {0.46})
1960
Investment/ 13.06* 12.50%
GDP, 1660- | (3.44} {4.13)
85
Popuiation -38.37
growth, (-1.10}
1960-85
Gini coeff. -2.60%* ~5.22* -5,50* -21.04* 1.50%*
for land (-220) (4.38) (-5.24) (-3.85) (2.24)
Gini coeff. -5.28* 347 14.44 1.38
for income (-3.22) (-1.82) (1.66) (1.30)
£ 0.46 0.67 0.53 055 | o043 | oe

Notes: The sample is restricted to countries for which distributional indicators are evailable. The
numbers in parentheses are t-statistics. Asterisks denote levels of statistical significance:
* significant at the 1% confidence level;
** gipnificant at the 5% confidence level.
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TabfeS: The Dollar Inde;cs of Reaf Exchange Rate Distortions and Variability
Country Distortion Index Varability Index
HPAEs:
Hong Kong 64 0.16.
Indonesia 93 0.15
Japan 118 Q.09
Korea 110 0.04
Malaysia 28 0.08
Taiwan 116 0.07
Singapore 87 010
Thailand 15 0.07
Unweighted average 95 0.10
Others:
Argentina 113 0.23
Brazil 97 0.13
Egypt 168 0.27
India 94 0.13
Kenya 131 0.04
Mexico 71 0.12
Philippines 92 0.13
Turkey 99 0.13
Unweighted average: 108 0.15

Source; Dollar (1592).




Table §: The Relationship Between Growth and Measures of Exchange-Rate Distostions
Independent N= 103 N=103 N=63 N=69 N=27
variable

Doliar -0.0091%* -0.0065 -0,0077 -0.0078 -0.0010
distartion (-2.25) (-1.59) {-1.64) (-1.64) {-0.09}
index

Doliar -3.9830%* 0.3673 1.1839

variability (-2.52) (0.18) 0.57)

index

Black-market -0.0084*

(BM) (-2.81)

premium

Standard -0.0068* -0.0007
deviation of {-3.26) ¢{-0.08)
BM premium

Gini coeff, 4,6590%*
for land {~2.33)
ownership

R 041 0.44 0.46 0.48 0.40

Notes: The independent variable is growth rate over 1960-85. Yiach regression has the followang
additional regressors, the coefficients of which are not reposted: an intercept, initial per-capita
GDP level (1960), primary enrolment ratio (1960), secondary enroiment ratio (1960). The
numbers in parentheses are t-statistics, Asterisks denote levels of statistical significance:

* gignificant at the 1% confidence level,

** gipnificant at the 5% confidence level.
The black-market exchanpe rate vanables come from Pick's Currency Yearbook, varicus years (as
reported by Pritchett, 1991}, and cover averages for 1960-89. The Gini coefficient for land
ownership is from Taylor and Hudson (1972), and is measured around 1960.




TableF: Number of U.S. Newspaper Stories About Corruption
During 198%9-93
HPAES:
Hong Kong 14
Indonesia 6
Japan 392
Korea 57
Malaysia 2
Tawan 6
.} Thaitand 27
Singapore 4
QOthers:
Argentina 34
Brazil 217
Egypt 8
India 64
Kenya 37
Mexico 138
Philippines o1
Turkey 3

Notes: Obtained from the NewsAbs database covenng U.S. newspapers, by doing a
keyword search under "corruption [country name["





