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Author’s Preface

In late 2003, my book Economic Development in a Globalized Envi-
ronment: East Asian Evidences (Wan, 2004) finally appeared. In a way,
this was a follow up of my book Economic Growth (Wan, 1971), to ex-
plain the ‘East Asian drama.’!

Modern growth theory arose from three articles of Solow, half a cen-
tury ago: his joint paper on the Ramsey model (Samuelson and Solow,
1956), his contribution to growth (Solow, 1956), and his growth account-
ing paper (Solow, 1957). This theory was for a single developed economy.
Today, the mainstream literature of endogenous growth follows Lucas
(1988). Many models are built for development economics. Such effort
emphasizes the implications of the adopted assumptions, more than how
well the results fit reality?.

As a paragon of prudence, Solow has reservations about growth mod-
els, even for a single developed country, regarding the micro—economic
basis of the aggregate production function (Solow, 1966), the study of na-
tional saving and investment by postulating some country—specific social
planner® (Solow, 2007)*, and the common assumption that the future

1. All along, encouraged over the decades by Simone Clemhout, my classmate,
spouse and co—worker.

2. I presented much of my own view when reviewing Lucas (Wan, 2004). Most
endogenous growth models build upon Shell (1966) and Romer (1986) about a sin-
gle self—contained economy. These latter are fine parables for either an isolated
state or the entire world. There is little room for international interaction, much of
national policy, or provisions to fit in detail the growth record of today’s national
economies, which are susceptible to oil shocks or contagious financial crises.

3. Or, the aggregate economy behaves like one representative individual.

4. At the fully micro—foundations, how complex the latter approach can become
is seen in my joint work on differential games (Clemhout and Wan, 1994).
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growth rate always approaches a constant (Solow, 2000). To him, cross—
country comparisons are of doubtful value, within the developed world: for
instance, difference in national institutions may decide workers’ behavior;
application becomes more tenuous to developing countries, where institu-
tions matter even more (Solow, 2001).

It appears though that for development economics, promise might
come from another quarter. Institutions vary greatly over all developing
economies and defy theorizing, but not quite so for the small subset of
model developing economies that we care for most. Observations by Lucas,
ibid, suggest that there seems to be some common theme among develop-
ing economies which are most successful in catching up. Such facts have
been distilled into a theory in Lau and Wan (1994, reprinted in Wan,
2006), also Wan (2004). The results are parallel to the insights in Kuznets
(1982), along the lines of Gerschenkron (1952). These gap—narrowing
economies (most, but not all, in East Asia) form a very small subset of the
developing economies, but their importance is to serve as a sample easier
to research and a model for policy. Most developing economies today do
not have Western institutions. If Japan is the first non—Western society to
become fully developed, it ought to be natural in development economics’
to study those economies which replicate successfully the performance of
Japan, and thus prove the latter as no negligible curiosum. In the summer
of 2004, I was invited by Koji Shimomura to present the above theme at
Kobe, in six three—hour lectures.

The gist is, in a world market including both the advanced North and
the less developed South, competitive cost cutting makes the former to
outsource to the receptive members among the latter: the division of labor
follows comparative advantage. Market discipline plus learning—by—doing
in the less experienced South and the necessary trouble—shooting by the
more experienced North tend to bring the actual practice in the South close
to the best practice of the North®. The pace of convergence depends on
both the rising capacity to absorb of the South and the reducing ‘techno-
logical backlog’ from the North. Thus the pace of learning forms a quasi—
concave function of the ‘relative competence’ of the South. A ‘high
growth period’ separates the phases of acceleration and deceleration.
Catching up is often incomplete because in the mean time, the North does
not stand still. What drives the process is the trade—induced technology
transmission, an externality benefiting the developing more than the devel-

5. True to its name.

6. Development episodes shed light into another astute observation by Lucas
(1988), that economies enjoying sustained rapid growth would export goods not
produced locally a short time ago. Often what this shows is more than fast growing
countries winning new markets with rising productivity but low cost subcontractors
gaining productivity by getting trouble—shooting service from clients.



oped. Hence, given country—specific factors, catching up accelerates after
reforms for market opening, under policy regimes conducive to the process.

All along, institutions shape the interdependent evolution, but the
force of evolution also modifies institutions. In an externality—ridden world,
the control over co—ordination failure and the need for institution reform
justify industrial policy by governments.

In cross—country statistics, the recalcitrant income gap between the in-
cumbent technology leader (currently, the United States) and its most ad-
vanced followers is a testable implication not yet predicted by the literature
of endogenous growth. It differentiates the theory of interdependent evolu-
tion from the tradition of independent growth.

Pedagogically, to illustrate the theory of interdependent growth, my
2004 book focuses on the four Asian Newly Industrialized Economies
(NIEs) of Korea, Taiwan, Hong Kong and Singapore, instead of those
larger East Asian economies of Japan and China, to save far more exten-
sive historical and institutional digression. With my 2004 book available
for detail argument and full documentation, and in response to the interest
of the audience, I have added two new topics at Kobe:
® The factor of political economy that led America to favor freer trade and

make growth possible for East Asia after World War II. This was sug-
gested in the once top secret document of Public Policy Study 23. This
was prepared for US Secretary of State, General George C. Marshall in
February 1948 by George F. Kennan, the author of the Containment
Policy against Soviet Union. This background is important, not merely
for historical interest. Methodologically, it is a cautionary tale against
the placing of too much faith in such ‘closed’ econometric or calibration
models that leave no room for non—economic factors to influence the
economy.
The development of the Chinese economy that confronts us with global
resource and environment constraints. Here, use is made with the infor-
mation on direct foreign investment gained from interviews at Xiamen.
The case of Chinese growth may also mark the limit for catching up
process. The size of China causes great pressure on environment, re-
source and terms of trade in its development.

Beyond my 2004 book, this lecture series also contained much mate-
rial on industrial policy in East Asian development. This was the time I
embarked on my collaborative research in industrial policy in visits to the
Institute of Economics, Academia Sinica.

Thus, I became firmly convinced of the significance of both the inter-
national transfer of high tech, and what the states did or did not for catch-
ing—up.

Throughout this three—week period, Koji was not only a most graceful
host, but also an extremely energetic supporter of this lecture series. He
saw to it that every detail went well, and arranged Been—lon Chen to mod-



erate the sessions.

Koji was surprised by the emphasis on policy analysis in these lec-
tures - a return to a theme reported at Kobe back in 1993. He took initia-
tive to translate the lectures into Japanese, as a monograph for both the
academia and all parties with policy concerns. Busy as he usually was on
his own research, he enthusiastically organized the recording of these lec-
tures, and sending me the results for proofing and preparing the informal
working notes (in English) to facilitate the translation. Only his hospitaliza-
tion and untimely passing brought this effort to a stop.

A couple of weeks ago, I learned with gratefulness and felt honored
by the fact that Kobe University has decided to fulfill Koji’s wish and
publish this set of lectures, not only in its Japanese translation, but also ap-
pended with the informal English working notes. I appreciate greatly that
under great time pressure Shoji Nishijima kindly devoted time and effort to
help me transforming those informal notes for print.

It is only proper to dedicate these notes to the memory of Koji.

Back in 1993, I first reported before him at Kobe:

Keizai (%¢if%) is a Japanese word, universally used now for economics in
East Asia, even though each of us pronounces it in one’s own national dia-
lect. Yet behind the kanji for keizai lays its original intent: ‘[find] regulari-
ties for the world; benefit the people’ (REH: L) |, with keizai as its acro-
nym. So in our shared tradition, fo describe is for the purpose of to pre-
scribe.

Seven decades ago, in the first paragraph of his first article on trade,
Samuelson (1938) reminded us that economic analysis and trade theory are
the joint product of ‘practical men’ who rose to the policy challenges of
their day, armed with their own deductive power. Therefore, in the call for
applying analytic reasoning for public policy, there is never any distance
between the traditions of The East and The West.
Three years have past since those happy summer days at Kobe. For
interested readers, it is perhaps proper for me to list in this preface my re-
lated work in the mean time, some in print and others not, along the line
of research in these lectures:
® The historical cooperation between Japan and Korea in the steel indus-
try’.

® The scope for industrial policy in the WTO - era, with Singapore as the
referent®.

* The co—evolution of the electronic industries across the Pacific’.

7. See Han and Wan (2007).
8. See Tung and Wan (2007).
9. See Wan and Tung (2006).



* ‘Competitiveness’ in the context of the rapid growth in East Asia'.

Currently, I am participating in the econometric study of the ‘bench-
mark model’ in Wan (2004). So far, preliminary results appear promising.
What one hopes for is that first, to characterize qualitatively the family re-
semblance among the growth paths of economies in the catching up phase,
and next, to explain the differences among these time paths, in terms of
economically meaningful factors.

I would like to acknowledge my special debt to Solow here. As his
research assistant, almost half a century ago, I first did empirical economic
research. Over the decades, Solow could have spent full time on contribu-
tions like the nonlinear eigen—value problem'!, which dazzled professional
mathematicians with his brilliant four—de—force. Instead, he devoted effort
to track down the elusive economic reality, now handcrafts one set of
toolkit that wins over the profession, then cautions the world not to apply
too widely the same creature of his own virtuosity. What impressed me
most, on top of all else, is his unselfish dedication to the quest for truth.
However limited is my own capability in academic research, it is the stan-
dard he set that benefits me most. Any credit ought to be his, if my
clumsy spadework ever strikes pay dirt.

November, 2007 ;\
Henry Y. Wan Jr. %wa
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Lecture 1

World Development:
The Last Six Decades

1.1 East Asian economies: the performance and the implications

Along with the Great Depression and the two World Wars, the 20th
Century is now history. Looking back, future generations probably will
recognize that out of that eventful century, two mega events have left far
more persisting impact than all the rest: first, the rise and fall of the cen-
trally planned economic system, and second, the acceleration and then de-
celeration of East Asian growth. Among these two, the implication of the
latter is the more consequential. It gives some hope and confidence to all
the non—Western societies that their culture and tradition need not be to-
tally ‘replaced’ like the Mayan, the Inca and the Aztec, if not the Tasmanians.

The source of such implications of East Asian growth is the perform-
ance of these economies. To wit:

(a) Japan has become the world’s second largest economy, with a per
capita real income among that of America and all the large European
economies.

(b) The Newly Industrialized Economies (NIEs) and now the Peoples’
Republic of China (PRC) also have scored remarkable growth. This reveals
the full significance of the Japanese experience. It is the possibility to rep-
licate this performance that establishes its world wide relevance as an ex-
ample.

These growth episodes are impressive, not only just in terms of the
rising real income per capita, but also in other dimensions of socio—eco-
nomic performance, such as the low inflation, low unemployment, and low
poverty measure, and the avoidance of extreme income inequality, crushing
foreign or domestic debt. Personal freedom is either maintained at a high
level or at least expanding during the growth episodes. Environment dete-
rioration is usually kept at a reversible level. Indigenous culture and faiths

7



8 Globalization and Economic Development in East Asia

remain largely intact.

The accomplishment of such change is largely within the last 60 years,
1945-2004, i.e., the period after World War II. The rise of the East Asian
economies is amazing from the international political point of view as well.
The two World Wars in the first half of the 20th Century were largely
caused as reactions against the same British hegemony: the first spear-
headed by the challenge of Imperial Germany, and the second by Germany
again, this time joined by Japan. By the end of the second half of this
same century, the total GDP of Germany has exceeded the United King-
dom, and the total GDP of Japan has exceeded 90% of the total of Ger-
many plus the United Kingdom, while the United States has a total GDP
larger than Japan, Germany and the United Kingdom added together.
While the economic supremacy of the United States already emerged at the
end of World War II, the rest of the profound changes came in the last 60
years as a result of peace, and not war.

1.2 The background, in various aspects

The rise of the East Asian economies is neither a ‘perfect’ develop-
ment, nor an autonomous event. It happens in a period of six decades,
within an ‘American century’. This is an era characterized by a host of
factors. Some of these are consequences of the Second World War and the
Cold War:

(a) The disappearance of the colonial empires which monopolized the
supply of industrial resources. This facilitates the industrialization for those
regions which are poor in resources, like East Asia.

(b) Vast improvement in transportation and communication, like the
introduction of the supertanker, container shipping, the revolutions in tele-
communication, including the rise of the internet. This stimulates interna-
tional division of labor.

(c) The rapid, continuous change in technology. The commercializa-
tion of defense—related technology including such general purpose technol-
ogy, like micro—electronics has opened up new niches, so that emerging
enterprises can challenge incumbent firms in markets for calculators, radio,
camera, machine tools and parlor games.

(d) The high concentration of R & D in America. This makes Amer-
ica the fountainhead of technology, also causes high American wage rates.
With these come the urge to seek supply bases abroad and the need to
share some know—how with one’s subcontractors.

(e) The high concentration of purchasing power in America.

The last point deserves some elaboration. At the end of World War II,
half the world’s wealth was American, even when the American population
was only about 6% of the world total. In contrast to most other high in-
come democracies, one characteristic has distinguished America after
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World War II: namely, the absence of any strong political party based on
labor union. As a result, the American political economy is such that
among all large countries and for all times, the American domestic market
— the world’s largest — is more receptive to the import of manufactured goods.

In East Asia, the Japanese economy was already industrialized by
early 20th Century. Although prior to World War 1II, the country had not
yet won general recognition in product quality, the desperate and ulti-
mately unsuccessful war effort prepared a labor force to improvise with
new technology and to master tasks of complex product integration, from
the Zero fighter to the battleship, TheYamato. Soon after the harsh dawn
of the post World War II era, American needs in the Korean War gave rise
to the original ‘supply chain’, Japan was ready for revival and the realiza-
tion of her unfulfilled potentials, ahead of all the rest of East Asia.

The rest of East Asia industrialized during the six decades, 1945-
2004, largely as a result of the cross—Pacific supply chain. Through their
errors and trials, the record of the East Asian peoples has revealed four
elemental facts that deserve notice:

(a) Along the supply chain, trade goes both ways; technology spreads
in one direction — from the more developed land to the less developed.

(b) Growth is not so much to produce more of the same, but to pro-
duce more value from the same effort.

(c) Creative destruction makes it futile to accumulate capital by forced
saving, without new technology.

(d) Politics has changed in Moscow, but not in Beijing nor in New
Delhi, yet central planning is abandoned in all these three. The market
force has triumphed.

It is useful to check the consistency of our discussion with some sta-
tistics.

Chart 1.1 World trade in goods and services outgrows world output
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10 Globalization and Economic Development in East Asia

Chart 1.2 In world trade share, Japan overtakes Latin America; Argentina shrinks
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Charts 1.1 and 1.2 show that, in an era when trade outgrows produc-
tion, Japan has been outgrowing the entire Latin America. Chart 1.3 indi-
cates, measured in terms of the ratio of trade to GDP, Japan may be said
to be more outward oriented than Argentina, for most years. Chart 1.4
compares the per capita real incomes of Japan and Argentina, both stated
in terms of the ‘international prices’, computed on the Summers—Heston
basis. Chart 1.5 presents the same results of Japan overtaking Argentina,
but both series are expressed as percentages of America, also in terms of
the ‘international prices’, computed on the Summers—Heston basis. Chart
1.4 presents two generally rising curves, one for Japan and the other for
Argentina, showing that both economies have enjoyed positive growth,
though Japan rose from a lower level and overtook Argentina about the
late 1960s. In contrast, Chart 1.5 presents a generally rising curve for Ja-
pan, and generally falling curve for Argentina.
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Chart 1.3 Japan is more stable and open during industrialization phase than Argentina
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Chart 1.4 Argentina—Japan comparison: Per capita real income (chain index)
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Chart 1.5 Argentina—Japan comparison: Per capita real income (chain index) USA=1.00
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In view of the earlier discussion, one can provide a more informative
explanation that is consistent with data. In this ‘American Century’ with
America as the technology leader, trade has blossomed (Chart 1.1). Japan’s
trade has expanded more than the average; the trade of Latin America (in-
cluding Argentina) less so (Chart 1.2). The economy of Japan is generally
more open than Argentina (Chart 1.3), so Japan begins to catch up with
America, while Argentina falls back (Chart 1.5). This results in Chart 1.4.

In general, a comparative study allows the researcher to detect pat-
terns better than investigating each case in isolation. Here, what Chart 1.5
offers beyond Chart 1.4 is that by relating the growth of both Japan and
Argentina to American performance, one is suggesting the causal mecha-
nism of catching up is at work. Of course, this interpretation appears valid,
only because America is the technology leader, the supposed fountainhead
of technology. The situation would be entirely different if one reconstructs
Chart 1.5, using the per capita real GDP of Brunei instead of America.

What the benchmark model in the next section does is to interpret the
growth record of both Japan and Argentina from the implications of that
model for catching up. They form the archetypes of two different modes
for growth.

1.3 The ‘benchmark’ model: The mechanism, the evidence, the limitations

The dynamics of the world economy over the past 60 years may be
described as interdependent development. The basic ideas about this ap-
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proach go back to Simon Kuznets (1982). Analytically, the ‘benchmark
model’ in Chapter 1 of my book, Wan (2004), may serve as a first ap-
proximation.

We represent the performance of an economy with its per capita real
GDP. According to the Penn World Table, for all years since 1950 (when
such data became available), the per capita real GDP of America is among
the highest over all economies. Take this American figure in any year as
100% and express the figure for any other economy in that year as a per-
centage, one obtains ‘the relative per capita real GDP’ (i.e., the y value)
for that economy that year. Subtract this percentage from 100%, one ob-
tains the ‘income gap’ between each economy and America, the leading
economy. This signifies the distance between the best practice available
and the current practice for an economy. The process of catching up is to
bridge this gap at a pace which is dependent on both the capability (or
learning capacity) of the follower (represented by y) and the scope of op-
portunity (represented by 1 — y), as well as the environment for catching
up. This latter factor is shaped by the direct or indirect links joining the
technology leader to the follower, as a result of the policy of the state, or
the lack of it.

The benchmark model is a theory describing how the value y for any
economy would vary over time, according to its relative success (or the
lack of it) in catching up with America — the front leader of technology. It
is motivated by observations which exhibit the following broad patterns (or
‘stylized facts’):

(a) In per capita real GDP, America has an undeniable lead, represent-
ing its supremacy in technology.

(b) The American per capita real GDP grows over time without trend.

(c) For other economies who are very poor, they trail behind America
with an ever—widening gap.

(d) For some economies who had very favorable initial conditions,
their gaps versus America also widens over time toward some limit value.

(e) For all the rest, their gap shrinks steadily, at a rate which first ac-
celerates and then decelerates over time, until it approaches some positive
limit value.

(f) For the relative per capita real GDP of an economy, the law of
motion depends upon the policy pursued by that economy.

The next step is to construct a simple, analytic model which explains
the patterns as listed above.

Let x be the per capita real GDP of a particular economy in a particu-
lar point of time,
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z be the per capita real GDP of America at the same instant,

y = x/z is the relative per capita real GDP of that particular econ-
omy at that time,

g=1-y =(z - x)/z is the income gap of that particular economy
at that time.

Then by calculus, the law of motion for y, stated in rates of growth
becomes,

(dy/dt)/y = (dx/dt)/x — (dz/dt)/z
= (dx/dt)/x — n
(1 being the mean growth rate of z, the American per
capita real GDP)

Next, assume that, given the policy — dependent environment 0,

(dx/dt)/x = G(y, g; 0) (G is increasing and quasi—concave
iny and g)
= G(y, 1-y; 0). (g = 1-y, by definition)

For illustration, assuming that 6 is a multiplicative scale factor. For 6
=1, two examples with different forms of G are shown in Chart 1.6. Each
has three equilibrium points, two stable and one unstable.

In the upper panel of Chart 1.6, the rate of growth of x is limited by
both the value of y, the learning capacity and 1 — y, the scope of opportu-

Chart 1.6 The benchmark model
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Chart 1.7 The East Asian story
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nity (or the ‘technology backlog’ of Gerschenkron). For y less than 1/2,
the former is the binding constraint, for y greater than 1/2, the latter re-
quirement is decisive. It will be assumed that p < 1/2, causing multiple
equilibrium paths. This graph resembles a ‘capital A’, so it may be called
‘Model A’.

The East Asian mode of growth has the initial value of y between the
unstable equilibrium and the upper stable equilibrium. There first comes a
phase of ‘trend acceleration’, reaching the ‘high growth period’, then an-
other phase of ‘trend deceleration’ before approaching gradually the upper
stable equilibrium. This is shown in Chart 1.7.

One must now ask how the growth has started from the initial condi-
tions. In short, how has growth gotten started? The short answer is, in East
Asia, growth follows reform. A more extensive discussion was started by
Kuznets, ibid., which points out that the effort for catching up requires
more openness to outside influence, and this is often blocked by the vested
interest in the status quo. It often takes external pressure to trigger a re-
form that ushers in growth. The following table is revealing.

Table 1.1 Economic reforms in East Asia

Cases Events Time
Japan Accepting the Dodge Line Early 1950s
Hong Kong | Industrializing during the Korean War 1952
Taiwan KMT accepted the Liu — Tsiang plan 1958
Korea Park deregulated to justify the coup 1962
Singapore Adapted after her separation from Malaysia | 1965
PRC Deng opened the country to trade 1978
Vietnam The ruling party relaxed economic planning | 1985
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In PRC, the policy change is labeled as ‘reform and open—up’. The
market reform means the acceptance of market discipline, and the open—up
includes the permission of much foreign trade and foreign investment.
Both elements are important, so some elaboration may be desirable. I now
select some examples from my book, Wan (2004).

A. Market discipline is particularly effective when the society has ac-
cepted an ‘export imperative’. This represents cultural change that accom-
panies economic development.

® Morawetz (1980) found that in Colombia, both the management
and the workers were not attentive to the needs of foreign buyers,
but in East Asia (especially Hong Kong), the exporters of textiles
paid close attention to what their clients wanted.

* Wade (1990) found that even the corrupt officers in Taiwan’s cus-
toms house would not seek bribery from exporters, or importers of
intermediate inputs for export.

¢ A student of mine teaching English in Korea found that the Korean
public often placed moral pressure on striking workers, due to their
concern that delayed delivery of exports may hurt future foreign
sales.

B. Opening up to foreign transactions can directly improve production

technology.

* Watanabe (1980) related that former supervisors in an American
shop in Hong Kong for car radio assembly would utilize what was
learned in quality control and plant management to start their own
shop to assembly digital watch.

® Crown and Coleman (1996) documented how the American firm,
Schwinn Bicycle Company provided technical information to its
Taiwanese subcontractor.

One must note that the induced improvement of technology is not the

same as in the usual definition of imitation. A few examples are tabulated
below.

Table 1.2 Induced inventions from Japan

American technology | Japanese inventions

Transistor Transistor radio

Electronic sensor Camera with a view finder

Micro computer Computer—numerically—controlled (CNC) machine tools
Interactive software Nintendo

The Japanese seem to have seized their opportunities ahead of their
European rivals. Still, in each case, induced invention takes place only af-
ter the American technology is already in place. As long as this is so for
Japan, overtaking America is no easy job.

Like the successful development of the Tatara process in historical
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time, effort has been made by modern Japan to move ahead on one’s own.
An example is the Generation 5 Project in information technology. While
that project has not completely achieved its original goal, one must recog-
nize that such pioneering projects are inherently risky. For context, note
that in America, while some similar efforts such as the IBM 360 have been
successful, others such as the Itanium chip of Intel are much less so.

Combining the intuition obtained so far, the Japanese record exhibits
two themes:

(a) The accumulation of ‘the capacity to absorb technology’ implies
an accelerated pace into the high growth period.

(b) The saturation of ‘the opportunity to emulate’ causes the tapering
off of the growth rate towards an incomplete catching up.

Chart 1.7 indicates the logic of this catching up mechanism; Chart 1.6
shows the ‘capital A’ graph (‘Model A’) is convenient but not essential.
The time series for Japan in Chart 1.5 indicates that the overall course of
the post—World War II development of Japan is consistent with this bench-
mark model. The Japanese case is no exception, but the uniqueness of Ja-
pan is as being the first among all East Asian — in fact, all non—Western —
economies to launch into the catching up path. In Chart 1.8, the time paths
of the Newly Industrialized Economies (NIEs) of Hong Kong, Taiwan, Ko-
rea and Singapore bear remarkable resemblance to the Japanese time path.
They share both themes (a) and (b) stated above. So far, the records of the
PRC and Vietnam suggest that they are at the early stage of such a time
path, but strictly speaking, it is still too early to use those records as sup-
port for the benchmark model.

Chart 1.8 East Asian economies — A family portrait
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In fact, even the entire East Asian record is far from an anomaly. Any
pure cultural explanation of such development may be premature. Chart
1.9 displays the time paths of five selected European countries. Their rela-
tively low initial positions reflect either they are followers in industrializa-
tion, or they have just recovered after World War II during the Marshall
Plan. Their incomplete catching up with America underlies the continued
technological leadership of the latter, up to date. What is striking is that
their time paths still bear some resemblance to the East Asians in Chart 1.8.

Chart 1.9 West European economies
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Now resemblance to each other does not mean the lack of any distinc-
tion. A comparison between East Asia and West Europe can still be made.
For simplicity, take the relative per capita real GDP (repcri) of the nine
economies (beside Cyprus, which has no data in 1960) in Chart 1.8 and
Chart 1.9, in 1960 as well as in the two subsequent years, 1996 and 2004.
Join the two values at 1996 and 2004 with a vertical arrow (from the for-
mer to the latter) and plot these against the 1960 value on the horizontal
axis. Chart 1.10 is now obtained. Identify the increase in the relative per
capita real GDP as ‘gap reduction’, East Asia proceeded more than West
Europe. Consider Japan for example, the 1960 repcri value is 35.91%. The
values at the two subsequent years are 79.48% for 1996 and then 67.43%
in 2004. This pattern represents a large improvement, followed by a minor
setback. The same pattern is shared by all the four NIEs. Each economy
has a net gain of more than 30.00%. Europe has done worse in general:
France and Spain have a similar pattern, but lesser advance. The Nether-
lands has declined all along; only Ireland has a recent improvement. This
calls for some explanation, in theory and in reality.
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Referring to the benchmark model, the implication is that not all these
economies share the same G function. The parameter 6 may differ from
case to case. In interpreting history, one can point to two facts; on the one
hand, the Japanese government has always paid meticulous attention to
monitor outside development. This dates back to the Tokugawa days by re-
ceiving information from the Dutch, even in the period of general isolation.
Japanese innovations listed in Table 1.2 are the fruit of such effort. On the
other hand, the cultural and geographical proximity among the East Asian
economies encourage inter—East Asian technology transfer, through out-
sourcing and subcontracting. Again although the extent may differ, such
mechanism operates elsewhere as well, like what underlies the Irish growth
in the recent years.

Now, looking at the lack of growth in North Korea in contrast to
South Korea, we can conclude that while cultural influence and cultural af-
finity do matter, they only do so in conjunction with other economic forces,
and not by themselves alone.

To show how the environment shapes the catching up process, Chart
1.11 displays three specimen of the ‘capital A’ graph, depending on the
extent of interaction with the technological leader which is currently Amer-
ica, and three types of evolutions, illustrated by the growth record of four
countries over time. The initial position of each country is shown as a dot.
Table 1.3 summarizes this information, for the three pairs of overtaking
scenario: Japan overtaking Argentina, Japan overtaking France! and Korea
overtaking Ghana.

Chart 1.10 An increase (decrease) in repcri after 1960
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1. Based on the information available in 2004, when these lectures were given,
Japan was already ahead of France in repcri. Since then, their relative positions
have re—switched marginally, for now.
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Chart 1.11 The three modes of evolution
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Table 1.3 Some comparative growth scenarios

. Interaction with technology leader The limit
Countries - - .
High Medium Low position
Fall Argentina An interior
Evolution | Rise | Japan, Korea | France limit
Fall Ghana The origin
Remark East Asia West Europe | The ‘South’

In the case of Korea (and possibly Japan), the initial position in Chart
1.11 represents “post—reform” situation. The outward orientation of the re-
form suggests there has been a transition from a mode of lower interaction
to a higher level.

A word must be added about the duration of the American technologi-
cal leadership, whether there may be some change in the future, how that
will happen and which country may be the next leader, if there is ever a
change. While I agree that, both in logic, a change of the leader is possible,
and in history, there has been a change from Britain to America, the epi-
sodes of the last six decades covered by my current research do not help
us in such speculation. Nor is it clear at this moment, how such specula-
tive pursuits by us, as economists, contribute in conducting policy analysis
and enhancing welfare.

Suffice to say, like the coming of the next Age of Glaciation, the
change of technological leadership is not something one can usefully study.



World Development 21

After the Industrial Revolution, there was only a single change of the tech-
nological leadership, after a long hiatus in which the leadership went from
the British to the triumvirate of Britain, Germany and America. Only then
the Second World War and its aftermath caused the migration of elites in
science and technology from Continental Europe to America, and thus con-
firming the American leadership. The precursor of the leadership change
was the broadening of the single country leadership to a ‘plateau’, and the
definitive event for the transition was the unpredictable event of the Sec-
ond World War. We are far from observing any country in approaching
America, as a ranking center of basic research. Nor is there any hint of an
impending cataclysm that will scatter current researchers from the present
centers.

It is time to discuss two limitations of the benchmark model in its
present stage. This is a theory for interdependent development, in a one—
good form. Its relationship to the traditional literature of growth theory re-
mains to be mapped out, and its extension to multi—good form must be
conducted to accommodate trade — a primary link among the nations.

On the first topic, an appendix sketches my present thoughts.

Appendix The foundations of the benchmark model

The benchmark model is a theory of interdependent development, the
driving force being the international transfer of skill. The skill transfer re-
duces the skill gap, while the rate of transfer depends on the size of the
skill gap, measured in proportional terms. Between the technological leader
and a follower, gap reduction is possible only when the gap is neither too
large nor too small. Too large a gap suggests a weak capacity for informa-
tion absorption; too small a gap means the follower’s opportunity for emu-
lation is too limited relative to the progress rate of the leader.

Qualitatively, this theory offers a reasonable explanation about some
features of the catching up growth,

(a) There is a threshold for launching the catching up effort; any gap
larger than that threshold would preclude catching up. Ultimately, there is
also an irreducible residual gap which the follower can never erase.

(b) There is a high growth period corresponding to the intermediate
range of gaps.

Such a theory has powerful implications on real life issues, for exam-
ple:

(i) For Japan, the acceleration — then — deceleration growth profile
implies neither miracles in earlier days, nor failures in later times. It is the
expected pattern for catching up growth.

(i1) For the PRC, any success in catching up requires close interna-
tional interaction. That is why among the sequence of its economic reforms,
only the reform of 1978 has succeeded, thanks to its outward—orientation.
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(iii) The general slowing down of the growth of the NIEs in East Asia
owes more to the nature of the catching up process than to the 1997 debt
crisis, an event devastating for Korea, but not for Taiwan, nor for Singa-
pore.

Skill pertains to labor, and wage is the latter’s reward. Thus, the the-
ory discussed above fits well the Ricardian model, where capital is absent
and the Leontief model, where capital is proportional to labor, or might ap-
proximate the dynamics of the wage gap, proportionally measured. Yet in
this lecture, the theory matched skill against per capita output. Why should
a theory about the skill gap fit well the qualitative characteristics of the
per capita output?

This calls for explanation. To study this, one can also clarify the rela-
tionship between the qualitative analysis of our benchmark model and the
literature on growth. The purpose is not to find necessary conditions where
the benchmark model explains well. Instead, one intends to decide whether
the apparent success of the benchmark model is due to sheer coincidence,
or to some plausible analytic reasons.

To begin with, the qualitative characteristics of the catching up proc-
ess only imply:

(a) The gap reduction is monotonic, asymptotic but incomplete, and

(b) The expression of (1 — gap) undergoes accelerating then decelerat-

ing growth.
These are general tendencies, allowing for much temporary deviations in
the time path.

Next, one can sketch a two economy dynamic system, between the
leading economy (America) and a follower, where for simplicity, it is as-
sumed that,

1. The American economy grows approximately along a steady state
path, where both the (labor—augmenting) productivity index Xo(t) and the
output per capita (Q/L)o grow approximately at the same constant rate, [L.

2. For a particular country i which is a technology follower, let Q, K
and L be the values of its aggregate output, aggregate capital and labor
force, and Xi be its labor—augmenting productivity indicator. N = XiL and
k = K/N are then the labor force and the capital labor ratio with labor
measured in efficiency units. Q = F(K, XiL) is the aggregate production
function. Adopt now,

Assumption H.

F is homogeneous of the first order in its arguments, K and N.

Per capita output can then be written as:

Q/L =Xi Fk, 1)

= Xi f(k),
where F(k, 1) is written as f(k).
Next one can define,
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y(©) = Xi(t)/Xo(t)
= Xi(t)/Xo(0)e"
where,
(dy/dv)ly = G(y, 1-y; 0) — u, ()
which is an autonomous equation of y.

Given a initial value y(0), one can solve for y(t), that exhibits those
two qualitative characteristics. One can also solve for

Xi(t) = y()Xo(0)et,
with,

dlog y/dt {0
and
yO T ye,
which is the interior, stable steady state value for y, under (}).

Now given the felicity index and the time preference rate of economy
i, as well as the initial value of k(0), it is possible to solve for the time
path of the capital/efficient labor ratio, k(t), using the standard Cass—Koop-
mans model, together with an exogenously determined technical progress
indicator as a function of time, Xi(t). One now has,

Q/L = Xi(t)f(k)
=y(t)Xo(0)e'f(k).
Thus, in terms of output per capita, catching up requires,
d log[(Q/L)ldt > ,
or,
d logy/dt + [kf’(k)/f(k)] [d logk/dt] > 0.
Again suppose k(t) increases monotonically, approaching its asymp-
totic limit, ke, then in view of the sign of the fraction ‘capital share’ be-
ing always positive:
[kf*(k)/f(k)] > 0,

and the fact we have,
d logk/dt |0,

also, we know that as the positively weighted sum of two vanishing terms,
d log [(Q/L)A(Q/L)o)/dt | 0.

The term [kf’(k)/f(k)] [d logk/dt] is a function of t, but it also can be
associated with y instead, when y(t) is a monotonic function of t.

This means, provided the above stated assumptions are met the same
two qualitative characteristics apply for the growth rate of both the skill
ratio y, and the output per capita ratio, [(Q/L)/(Q/L)o].
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Lecture 2

Interaction Promotes Development:
The East Asian Nexus

Lecture 1 summarizes the world economy between 1945 and 2004. In
those sixty eventful years, East Asian economies have found their own
strength. For Japan, the attainment of a fully developed economy won uni-
versal recognition after World War II. The taking—off of rapid develop-
ment for the other economies also occurred one after another. Their suc-
cesses — unprecedented among the non Western societies — did not occur
in a vacuum. They took place in an ‘American century’, and under globali-
zation. They are shaped by interactions, both with America and within East
Asia, especially between Japan and other economies, and most recently,
between Mainland China and all the others. Our discussion serves two pur-
poses, to highlight the key developments and to illustrate the important
questions of interaction.

Emulative development is a contact sport, but some contacts are more
helpful to catching up than others. Thus, before policies can be assessed in
Lecture 3, the discussions here should help later analysis. Our knowledge
today remains incomplete about the strength and weakness of alternative
modes of interaction.

2.1 Interaction with America

After World War II, many economies interact with America, the
world’s economic superpower, and East Asian economies are far from ex-
ceptions. Why East Asians gain much more illustrate some principles.
Seven of these may be enumerated, each reveals some economic rationale:

1. Trade is preferable to aid, because of the principle of learning—by—
doing. To succeed in trade often requires such gradual but irreversible
changes like the adoption of new rules of operations and behavior modifi-
cation on the work force.

25
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2. In trade, export is more beneficial than import, because it is far
more challenging. To use imported goods (including equipment), one must
familiarize with foreign design and some foreign technology. But to supply
exports to foreign markets, there is, in addition, no escape from accepting
market discipline and meeting competitors through self—-improvement.
Thus, the emphasis of Delong and Summers (1991) on importing equip-
ment is correct, but one can go further.

3. Producing for the foreign market is superior to producing for the
domestic market. In competing against foreign rivals on foreign markets,
one cannot rely on either patriotism or an undemanding local clientele as a
crutch. The world appraisal is objective.

4. Selling output to advanced countries matters more. More rivals go
for higher incomes and improvement comes from competitive challenge.
Selling input to be used in exports for advanced markets would have a
similar effect.

5. Exporting manufactures is the best; the threat of suffering from
creative destruction would make one to keep up with the times. Further-
more, manufacturing provides versatile skill, unlike producing primary
goods, where experience in tending the oil palm is irrelevant for the oil rig.

6. Exporting through multinationals may mean narrow profit margins,
but one becomes familiar with advanced market practices.

7. Serving as subcontractors may ‘get exploited’ by the clients, but
they give advice, when the operation runs into difficulties. Foreign inves-
tors, who come for the domestic market (like in Brazil) with brand names,
will not share cutting edge technology.

Table 2.1 lists 17 cases in six East Asian economies where the Ameri-
can connection brought advantages of different nature.

Table 2.1 Interaction with America benefits East Asian industries

Period & Economy .
Cases | pre—WWII | post—-WWII Industry Reference
1 Japan Electric machines Uchida (1991)
2 Japan Automobile Komiya (1972)
3 Japan Consumer electronics | Morita (1986)
4 Japan Bicycle parts Crown and Coleman (1996)
5 Korea Automobiles Stern et al (1995)
6 Korea General Kim (2000)
7 Taiwan Sewing machine Schieve (1990)
8 Taiwan Footwear Cheng (2001)
9 Taiwan Bicycles Crown and Coleman (1996)
10 Taiwan Machine tools Fransman (1986)
11 Taiwan Chip foundry Tung (2001)
12 Taiwan Motherboard Hobday (1995)
13 Taiwan Garments Shieh (1992)
14 Hong Kong | Garments Morawetz (1981)
15 Hong Kong | Electronics assembly | Watanabe (1980)
16 Singapore General Chia (1986)
17 Malaysia Parts for electronics Rasiah (1999)
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Next, Table 2.2 cross—tabulates these seventeen cases according to the
channels and the effects of such interactions.

Table 2.2 Channels and effects of interaction

Providing
mgmt. technology skill information | ‘niche’

Case 16 |Cases 1, 2

America as

Source of direct in-

vestment

Market for export Case 5 |Cases 4, 6, 14 |Case 3
goods

Employers of person- Case 15 Case 11
nel

Client in subcontracts Cases 7 —10, 17 |Case 13 Case 12

Here, providing management means foreign investors make all entre-
preneurial decisions and the host economy supplies only labor, land and
utilities. Providing technology means foreigners supply the know—how of
operating an industry. Providing skill means offering the chance for local
producers to improve performance on their usual job. Providing informa-
tion means allowing local producers to deploy their usual skill more fruit-
fully. Providing ‘niche’ means enabling the local firms to create some spe-
cialty for themselves.

The details for the 17 cases follow.

In Case 1, Uchida noted that the electric machines industry is heavily
related to science. Without the science tradition of Germany, or the attrac-
tion to foreign talents of America, Meiji Japan’s import—substitution efforts
were disappointing. Japan then induced American firms like RCA and
Westinghouse (as well as the German firm Siemens) to avoid tariffs by
producing their products locally. After their eventual buying out, these for-
mer foreign subsidiaries have evolved into Japan’s leading firms in con-
sumer electronics, like Toshiba, etc.

In Case 2, Komiya traced a similar historical relationship in the auto-
mobile industry, between the American firms, General Motors and Ford
Corporation, and the Japanese firms, Toyota and Nissan.

In Case 3, Morita stated that due to the stranglehold of the entrenched
consumer electronics firms over Japan’s distribution network, a rising firm,
like Sony, could survive and thrive only by its access to the more open
American market.

In Case 4, Crown and Coleman documented that as an emerging sup-
plier of bicycle parts, an owner of the Japanese firm Shimano offered to
serve as the translator in Japan, for the leading American bicycle producer,
Schwinn, in order to acquire inside information about the bicycle industry.

In Case 5, Stern et al related that presumably in anticipation of learn-
ing—by—doing, the Korean automobile firm, Hyundai Motors, made prepa-
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ration for years to enter the American market, ready for an initial loss of
one thousand dollars per car (which it did not have to sustain, as it turned
out).

In Case 6, Kim lamented Korea’s recent loss of much of its American
export market and pointed out that valuable information comes with for-
eign orders, and orders from America are the best.

In Case 7, Schieve reported that on approving the American firm
Singer to come and produce sewing machines for export, Taiwan requested
the latter to use locally supplied parts. This caused Singer to help local
parts producers to upgrade their technology which in turn benefited other
Taiwanese sewing machine producers as well. Eventually, Singer just sub-
contracted the Taiwanese to produce sewing machines instead of producing
themselves. The export orientation of Singer is important. In contrast, us-
ing its brand name, Volkswagen tapped the PRC market with its older
model of Santana, made in Shanghai. Multinational firms transfer technol-
ogy, only by the rule, ‘need to know’.

In Case 8, Cheng discussed how American purchasing agents advised
Taiwanese shoemakers to produce shoes with higher value—added. The
workers were once producers of straw hats, who then produced low price
shoes for Mitsubishi to supply America, when wages were too high near
Kobe.

In Case 9, Crown and Coleman recorded that the American firm
Schwinn Bicycles transferred technology to its Taiwanese subcontractor,
Giant, so that the latter can supply 70% of its sales. The American firm
advised the Taiwanese to do welding with a jig rather holding the parts by
hand, and to arrange plant layout, also shared blue prints. Ultimately, the
latter became the world’s largest bicycle producer.

In Case 10, Fransman stated that when Japanese labor cost went too
high, American purchasers went to Taiwan to order machine tools from
Taiwan, so that the former workers in sugar refineries were recruited to
produce for their needs.

In Case 11, Tung explained how Morris Chang, a former vice presi-
dent at Texas Instrument in America established in Taiwan, the world’s
first dedicated chip foundry, The Taiwan Semiconductor Corporation, to
facilitate fabless chip designers anywhere in the world, without having to
own a chip foundry.

In Case 12, Hobday described that for the need of American produc-
ers of personal computers, Taiwanese firms like Asustek (established by
former employees of ACER) created a product niche, by upgrading the
motherboard from an ordinary part into a specialty product.

In Case 13, Shieh observed that to meet the demand of the highly
variable American garment market, the Taiwanese firms organized supply
chains with extraordinarily high degrees of division of labor. They can
take a very large order, and form temporary production networks just for
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its duration, and still achieve high quality, high productivity, and high
flexibility. They form industrial districts like what Alfred Marshall de-
scribed.

In Case 14, Morawetz testified that the Hong Kong garment industry
has developed extensive knowledge about American market needs and the
capacity for punctuality.

In Case 15, Watanabe referred to a case where American investors as-
semble car radios in Hong Kong with all imported parts, and the local su-
pervisors learned enough about managing workers, conducting quality con-
trol and production scheduling to start an assembly shop for digital
watches after quitting.

In Case 16, Chia provided statistics from Lee Kwan Yew that firms
from advanced countries like America enjoyed far better chances of suc-
cess than firms from Hong Kong and Taiwan or local business. After the
failure of the German camera firm Rollei, the thousands of skilled workers
trained from its special program attracted Seagate, the American producer
of hard disk drives, to make Singapore the world’s supply center for that
product. For Singapore, multinational firms from advanced countries play
major roles in employment, production and export.

In Case 17, Rasiah detailed how, in Penang, Malaysia, the coming of
American and other multinational electronics firms transformed local Chi-
nese hardware shops (like the Eng Hardware) into suppliers of electronics
parts.

Interactions with the advanced economies, especially America, reveal
the path—dependent nature of economic development and explain the ear-
lier observations of Donald Keesing that economies with initially low wage
rates may enjoy some advantage. In Case 14, Morawetz relates how among
firms which were equally efficient initially, the lower wage that might
have helped Hong Kong firms to attract American orders for garments (at
the expense of Colombian firms) can become a lasting advantage. As it is
discussed analytically in Wan (2004), learning—by—doing has improved the
efficiency of Hong Kong firms, making them more competitive than their
Colombian rivals, even when they eventually pay a wage no lower than
the latter. Of course, the low initial wage often reflects high transaction
cost, due to corruption and bureaucratic red tape. That is why in case after
case, it takes an outward—oriented economic reform to unleash East Asian
development. Furthermore, only after debacles or under external threat,
would a society unite behind a reform drive that frequently upsets the en-
trenched power structure.

The detailed discussion here is made partly to redress the balance in
the literature of economic development, where Young (1994) maintained
that (opening to) trade would only bring a once—for—all gain.
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2.2 Interaction with Japan

In the benchmark model, one of the determinants for catching up is
the capacity to absorb best practice from the outside. The pioneering suc-
cess of Japan in catching up has enhanced the absorption capacity of other
non—Western economies, especially those in East Asia, by at least six dis-
tinct channels, three being passive, three active.

First, as an example in catching—up that encourages all non—Western
economies.

Second, as a template in law, education, and various institutions. For
both Korean and various Chinese societies, Japan provides the well trod-
den path in introducing Western systems into the common Confucian set-
ting. Repeated delegations were dispatched to Japan to acquaint with the
Japanese experience.

Third, as a sample of East Asia for Westerners. When Japanese wage
rises, they often explore alternative supply base in Korea and Taiwan as in
Cases 9 and 10 of the last section.

Incidentally, the above facts explain why is it East Asian development
does not always follow the celebrated flying geese pattern of Akamatsu,
where a developing economy first imports a good, then produces it for im-
port substitution and finally exports it. By history, the shifting international
specialization pattern some times omits the import substitution phase alto-
gether, like case 8. By logic, the defining characteristic of import substitu-
tion is to produce only for local needs. This cannot be justified if the fixed
or set up cost is too large and the home market is too small, with or with-
out learning. Depending on the world price, one produces either for export
or nothing.

Fourth, as partners playing roles of the middleman and the venture
capitalist. This was studied by Kojima (1978). As an example, Levy
(1990) documented that as labor cost rose in Kobe, Mitsubishi bought
footwear in Korea and Taiwan for the American market. Since the Japa-
nese has a proven technology, an established sales channel, and the ready
reputation, further backed up with the financial wherewithal for potential
indemnities, it serves like an icebreaker to open up the challenging markets
for its subcontractors in the NIEs. The fact that, such operations are also
financially rewarding to the Japanese and it is of temporary nature, do not
diminish in any manner its historic benefit to the other East Asian econo-
mies.

Fifth, as the low cost suppliers of quality key components for export-
ers of the NIEs. For example, Chu and Li (1996) showed that when Tai-
wan upgraded its exported bicycles, its imported content from Japan went
up markedly. Japan’s specialization in upstream strategic components is
widespread and well known. This includes dyestuff for fabrics, controller
for machine tools, derailleur for bicycles, various instruments in electronics,
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etc. This is an essential and mutually beneficial trade, with constantly
shifting patterns.

Sixth, as markets for selected products of mature industries. Typically,
imported consumption goods for Japan must meet very strict quality stan-
dards. But due to shortages in particular categories of labor, Japan does
import some products from selective East Asian suppliers, after providing
extensive technical assistance. For example, Progres, a supplier of ladies’
under garments, imports its product from its subcontractor in China. The
experience turns out to be very beneficial to the producer (Private corre-
spondence of Professor Ganshu Zheng).

We now ask two questions:

First, both Korea and Taiwan were once part of Japanese territory.
What role if any has this fact played in their post-WWII development?
My answer is the evidence is far from clear. On the one hand, the trade re-
lationship during that period was based upon the supply of primary pro-
duce of Taiwan and Korea to Japan in return to manufacture. This trade
continued to some extent after World War II, but was overshadowed by
the role of all three economies in the supply chain to America. On the
other hand, territories of both the present North Korea and South Korea
had the shared history up to 1945, but their subsequent economic develop-
ment are so different from each other. Therefore, by themselves any pre—
1945 events cannot be all that decisive. The period under Japanese admini-
stration was for 51 years for Taiwan and three years for Hong Kong, yet
up to the 1980s, their development paths were quite similar. In addition,
there is not any easy explanation about the differences in development be-
tween these two in terms of the relative length of their respective Japanese
period. The earlier transfer of technology from Japan to Taiwan was easy
in the 1960s and 1970s when Taiwanese technicians were fluent in Japa-
nese, as Kojima observed. The recent transfer of the technology of flat
panel display from Japan to Taiwan remains remarkably smooth when per-
sonnel from both parties communicate with hand signals.

Second, did Japanese firms earn extraordinary profits in their eco-
nomic dealings by dominating the less developed NIEs? My assessment is
this is not the case. Truth be told, for some period and in some economies,
Japanese shoshas did enjoy predominant market shares, as middlemen or
as suppliers of strategic inputs. But these Japanese firms were never rein-
carnated East Indian Companies. Under constant competitive pressure from
both their American clients looking for alternative sources and European
(notably the French) rivals seeking to take over the market, their earnings
and market shares reflect their efficiency from experience and scale, not
monopoly power. In time, the NIEs relied on the Japanese less and less as
they gained in competence.

Over all, the nine East Asian economies include Vietnam, Japan, the
two Koreas, as well as five economies with a Chinese majority: Singapore,
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and four parts of China, i.e., Macao, Hong Kong and the Mainland, all un-
der one political administration from Beijing, also Taiwan, not ruled by
Beijing. What is in common is the Confucian heritage, distinguishing these
nine from the rest of Asia.

The economic implications come from two sources —

A. Confucian heritage

B. The Japanese connection, facilitated by that common heritage

Confucian heritage is a philosophy with four elements —
Personal behavior centered on self—discipline
An inter—personal behavior code emphasizing mutual responsibility
The respect of the past wisdom which encourages scholarship, and
A disdain of worldly concerns, including the readiness to die for an
ideal (what Confucius called ‘complete the benevolence’ hf2).

On the last point, note that like the Japanese tradition of Bushido, the

entire chapter ‘sandalwood bow’ (Tangong F&5)) in the Chinese Confu-
cian canon, Book of Rites (Liji T&FL) is a casebook for martyrdom.

It is the dilution of the last element and the continuation of the other

three that set the stage for worldly success: a phenomenon shared by Con-
fucianism with both Protestantism and Judaism.

The Japanese connection comes from a ‘boomerang — like’ cultural

movement —

I. First, there was the gathering of ancient cultural influences in Japan
The lotus symbol from Egypt, and the Hellenistic art style joined by
the entire Southern Asian culture came with Buddhism through China
and Korea to Japan, carrying along the Confucian institutions and the
Korean traditions like the system clans.

II. The radiation of modern influences from Japan
Through the period of East Asian seclusion (in Korea, Japan and
Manchu China), Japan kept up the monitoring of European events
through the Dutch merchants. So although the arrival of Perry was
later than both the Vietnamese introduction of French intervention
into their civil strife and the Chinese defeat in the Opium War, Japan
still could adjust faster and somewhat less painfully than the other
East Asians (after only two brief civil wars, in contrast to the infa-
mous Boxer Movement, and a century of political fragmentation in
China). When massive effort for modernization was made in Meiji
Japan, both Koreans and the Chinese utilized Japan as a window to
receive information speedily about the outside world, using the well—
established channels of cultural transmission over a millennium (such
as the widely used kan—ji writing system, the common Confucian
frame of reference, etc.).

How effective is this cultural affinity as a two—way highway for tech-

nology? Two instances are telling.

a) Although both the Japanese and the Malays still retain some related
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words like ‘tiger’ (fora), (a Jomon vestige shared with the Malays?), when
Mitsubishi invested in Malaysia, Wendy Smith (1983) reported that Japa-
nese managers found it far smoother labor relations with the Malaysian
Chinese than the Malaysian Malays. Hands—on top management is re-
spected by the Chinese, but resisted by the Malays.

b) Kojima (1978) and Ozawa (1979) found that the ability of Taiwan-
ese technicians to converse in Japanese with Japanese engineers was help-
ful when Japanese outsourced industries to Taiwan in the 1960s. But it
was reported that recently, Japanese engineers using hand signals trans-
ferred the TFT technology to the current generation of Taiwanese techni-
cians (who are no longer fluent in Japanese) in firms like Chi—-Mei, within
barely six months.

Quite a different and somewhat indirect beneficial influence of Japan
to the rest of East Asia is that once Westerners (such as Americans) found
that reliable ‘offshore’ supply base could be found for their industries in
Japan, then they could try other East Asian locations at lower wage, but
requiring some technical assistance (This triggers the technology spillover).
This was true for bicycles as reported by Crown and Coleman, and for
footwear, by Cheng, also true for machine tools by Fransman. In compet-
ing against their Japanese rivals, American electronic firms found it useful
to recruit other East Asians as subcontractors, as reported in both Hobday,
op. cit. and Borrus (1997).

2.3 Interaction with the mainland Chinese economy

What came to pass after the 1978 reform in the Peoples’ Republic of
China (PRC), is initially the three — phase lengthening of the cross—Pacific
supply chain. There is at the core, a circular flow, superimposed upon by
some two—way trade, as shown in Chart 2.1.

It is temping to think that this latest phase is similar to the phase we
have seen before: wage gap induces industrial migration, and industrial mi-
gration spreads the wealth, up and down the supply chain, etc. This is not

Chart 2.1 Circa- Pacific trade flow

Early Later Latest

| The NIEs |4_| Japan |

The NIEs
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quite the case. Several interrelated differences may be discussed.

The first is about relative sizes between the ‘home’ and ‘host’ econo-
mies in industry migration. The Japanese economy is much larger than the
economies of all the NIEs, added together, but the latter is far smaller than
the economy of the PRC. In the last round, before Japan faced any de—in-
dustrialization, export cost began to rise in the NIEs. This time round, la-
bor cost of Chinese export remains low, but the NIEs already face serious
de—industrialization. Against the total world economy, PRC again looms
larger than the NIEs together. Resource prices (like the price of petroleum)
rise in response of the rapid expansion of the PRC now, but not to the
NIEs before.

The second seems to be due to institutional reasons. The system of
PRC remains to be under ‘democratic centralism’, with the dualism of the
Party and the government. The private enterprise with local ownership is
still something new, with a legal framework substantially different from
any non—communist society. The ‘rule of man’ remains more relevant than
the ‘rule of law’. On top of that, the size of the country, both in geo-
graphic terms and in population size make the situation quite different
from other economies.

At a similar stage, say twenty five years after the reform which starts
the catching up, major Chinese firms (like Lenovo around 2003) appear to
be less competitive than firms in Korea (say, POSCO around 1986), and
Taiwan (say, ACER around 1983). At this stage, the principal comparative
advantage in the export market remains to be low labor cost for the Chi-
nese firms, unlike firms in Korea and Taiwan. The reliance of the Chinese
economy on foreign firms resembles Singapore much more than Korea.

The third is the control over the pace of industry migration from the
‘home economy’. The government and firms of Japan operating in a large
unified state had more control. Among the NIEs, Taiwan tried to exercise
some control with little success. Hong Kong had no control at all. In any
case, since the four NIEs differ relatively little in their degree of develop-
ment, no single economy can control the pace of industry migration by it-
self alone. For example, if Korea and Taiwan exported similar products be-
fore, a prisoner’s dilemma arises: thus, by using PRC as an export plat-
form, one of the two will present the other an Either—or choice: to follow
suit, or to be undercut in production cost.

The fourth is that at during industrial migration, gaps in both per cap-
ita output and wage were smaller and had shrunken faster between Japan
and the NIEs before, than between the NIEs and PRC now.

Today, the wage gap between China proper, and Taiwan or Hong
Kong is huge, even though on the shop floor, the difference in labor pro-
ductivity is not very much. The wage difference between some Chinese in
coastal areas and those inland is again vast. In the PRC, the usual concepts
of market equilibrium, arbitrage principle, etc. do not function in usual
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ways. Changes in the system in laws, regulation, or government personnel
can affect an individual or firm in a far more substantial manner than else-
where.

As a result, a three fold challenge arises. First, for the PRC, the rapid
expansion of export volume has caused a sizable rise in the import prices,
and hence a worsening of the terms of trade. Second, the persistent exis-
tence of surplus labor looking for low wage jobs is a threat in causing both
income polarization, and absolute hardship for those who cannot share the
rising prosperity but face the rise of prices in imported resources. Finally,
for the NIEs, outsourcing may preserve the profits of firms for some time,
but threaten the job security of workers. Again the income polarization
looms. Hong Kong already faces such a challenge.

Appendix 1 The America — Japan nexus, after WWII

Japan was an industrial economy, like Germany. Germany recovered
after World War II. So would Japan in due course. But Japan’s early re-
covery and the course it took were due to the Korean War and its after-
math. This was the time between World War II and the Cold War, and
American policy had its significant influence. To gain insight into the
thinking of American policy makers, we quote A Review of Current Trends
in U.S. Foreign Policy, by George Kennan (1948).

Furthermore, we have about 50% of the world’s wealth but only 6.3%
of its population. This disparity is particularly great as between our-
selves and the peoples of Asia. In this situation, we cannot fail to be
the object of envy and resentment. Our real task in the coming period
is to devise a pattern of relationships which will permit us to maintain
this position of disparity without positive detriment to our national se-
curity. To do so, we will have to dispense with all sentimentality and
day—-dreaming; and our attention will have to be concentrated every-
where on our immediate national objectives. We need not deceive
ourselves that we can afford today the luxury of altruism and world—
benefaction....

From this tune, what Kennan advocated was not yet the established
policy line. But coming from the designer of the ultimately successful con-
tainment strategy against Soviet Russia, his emphasis of the real politic
must represent some influential line of thought'. When Korean War came,

1. This passage is from Public Policy Study 23 (PPS-23), formerly a top secret
memo for George Marshall, American Secretary of State, near the end of the Chi-
nese Civil War. Over all, it did not defend a position because its disparity favored
America, but because this was the only feasible position, which happened to imply
disparity. It called for disengagement from China and strengthening Japan, to avoid
facing a hostile Japan plus a hostile China.
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to carry out the war under resource shortage, also to prevent Japan to go
communist out of economic desperation, America adopted an off-shore
supply system in Japan. As Ruttan (2001) noted, by the Korean Armistice,
Japan had 70% of the export in defense—based production, but by constitu-
tion, could spend no more than 1% of GDP on defense. The result was to
leave defense to America under the Mutual Defense Agreement and the
Japanese Finance Ministry and the Keidanren to plan the re—conversion of
the economy. To avoid losing Japan to Communism in the Cold War,
America helped in transfer technology (such as quality control) to Japan
through the Japanese Productivity Center, allowed imports of consumer
goods from Japan, and sponsored Japan for the Most Favored Nation
clause under the GATT, against the reluctance of India and Europe. For
perspective, according to Komiya (1988), Japanese economy would not
grow in the absence of trade. Eventually, after further development, Japa-
nese quality control becomes world standard under the Toyota System, and
got reintroduced into America as the ‘six sigma method’.

Notwithstanding that Japan was already industrialized before World
War II, and American policy has its international political motives, the
economic mechanism which enabled Japanese growth is not so different
from what prevailed in the other East Asian economies.

From the world perspective, the circa—Pacific trade flow across econo-
mies at vastly different stage of development has provided so much static
and dynamic trading gain, so it is not a coincidence that in the level/
growth of output per capita, America and Japan have outperformed most
European economies, and the rest of East Asia has also outperformed
European economies in growth.

Appendix 2 Interaction as a win—-win game

If as we have claimed, interaction causes a one—way spillover of tech-
nology from the developed North to the less developed South, one must
ask why would profit—seeking firms from the North participate in such
transactions, as either partners of a joint venture, or employers who culti-
vated indigenous workers with skill, or clients who offer subcontractors
valuable advice. The key is that the transaction provides immediate gain
for firms of the North. At the same time, since information that passes
hand in each transaction is often specific and piecemeal, so that even with
it, the Southern party poses no immediate threat as a rival for some time
interval. An entire set of cases is explained in Van and Wan (1999).

In that paper, both the nature of information and the mode of its
spillover are discussed from both the theoretic and the operational angles.
Here information is identified with the ability to assess a situation (the
‘event’) from the observations (the ‘signal’).

From the operational angle, the work on expert system programs on
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die casting and machining are based upon the fact that the experienced
worker can judge from a host of observed signals in the workplace to ob-
tain a fair guess of what the true physical situation is, to take timely appro-
priate action.

From theory, one may consider the following

Die-rolling game

This game has a die, and two players: the informed player (The sor-
cerer) and the uninformed player (The Apprentice)

Denote the true event (points on a die) as e (= 1, 2, 3, 4, 5, or 6), and
the signals individuals observe as s (‘odd’ or ‘even’). There is no one—to—
one correspondence from e to s but the relation, R, in—between as graphed
below:

A
even O | 9{. =
Signal s ,// N //' \\\ /,"
odd b m o =
O o o o o o,
1 2 3 4 5 6
events e

One has to act on what is observed, namely signals, and not on the
unobserved, namely events, choosing actions a = 1 (to act) or O (not to act).
So a ‘policy’ is a function from the set of signals to the set of actions: to
choose by what is seen. Each policy is a two—by—two table, listing which
of the two actions (Act or Not act) to choose for each of the two signals
(Odd or Even) one may receive. The four possible policies are tabulated
below:

‘Policies’
1 2 3 4
‘be active’ ‘be inactive’ ‘acting odd’ ‘getting even’
Odd Even Odd Even Odd Even Odd Even
Act J J N J
Not act J J J J
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The payoff in a game is a function IT on the ordered pair of (e, a),
namely, I(e, a), with three values tabulated below: a loss cancels a win.

The Events
payoff 1 2 3 4 5 6
Action Win prize |Win prize |Win prize |Pay a sum |Pay a sum |Pay a sum
Inaction |Nothing [Nothing |Nothing |Nothing [Nothing |Nothing

The Apprentice and The Sorcerer go to play this game where the
prize and the penalty have value +1 and -1, respectively. The Apprentice
does not know $R, The Sorcerer does, but The Apprentice knows that the
Sorcerer does. By offering service, The Apprentice earns the opportunity to
watch The Sorcerer play, and then leaves on one’s own, at a time of one’s
own choice. But that happens only when both types of signals have been
observed. For example, as long as Nature elects to let only 1, 3, or 5 turn-
ing up, so the signal is always odd. Then the observed behavior of The
Sorcerer does not tell whether the chosen policy is Acting Odd (true) or
‘Active’ (false). The Apprentice might choose to wait on.
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Lecture 3

Policies Facilitate Interaction:
Japan to Penang

So far we maintain that it is North—South interaction that induces
technology spill-over, and the effectiveness of such spill-over is vouch-
safed by the success of East Asian development. There are interactions and
interactions. Policy may be adopted to assure that such interactions are
conducive to development: the evidence is available from Japan to the
State of Penang, Malaysia.

Section 3.1 amplifies this view — the theme of this lecture; Section
3.2 is a variation, against the view of Stokey and Young that trade is ir-
relevant in the East Asian record, and it is in general a negative influence
on development effort. Section 3.3 stares our view of what are the real-life
stumbling blocks against development.

3.1 The common theme

The process of economic development resembles the reception of ca-
ble television messages. The signal is the technology for acquisition, the
television set symbolizes the ‘capacity to absorb’ of the host economy, the
transmission system resembles the common channels to access technology,
and the infrastructure needed is akin to industrial policy.

Here we come to the often asked question: why does not all the de-
veloping world grow like the Asian NIEs, if the spread of technology is an
irresistible natural force. Consider now an analogy, the health program of
the BBC World Service, broadcast throughout all developing lands free of
charge. Not all people in the world can access to it, because either an indi-
vidual person is too poor to own a TV set, or the local community does
not have the supply of electricity: the former is like the accumulation of
human capital by an individual, through self improvement, while the latter
involves public spending, such as the introduction of such technology as
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VLSI. It takes the government to implement the types of programs which
cannot be adequately done on individual initiatives alone.

It is the industrial policy, or the absence of an active one (namely,
laissez faire) that decides what type of content one might receive, given
the presence of the technology in the world, and the technical capacity to
assimilate it.

One may ask what is the case for the State to adopt an active indus-
trial policy? Logically, this issue can be decomposed into the following
elements:

1. Individuals are rational
. Their foresight decides their action and, hence, interaction
. Such interaction may cause externality
. Their self—interest often limits the performance of the economy
. The State can serve as a tool to internalize such externalities
. Must the State act is a question decided by standards like the

‘Kemp Ceriterion’, that an equal result cannot be realized without
the effort of the State

Wan (2004) gives a sequence of examples for the work—leisure choice,
to show that in the presence of the possibility of learning—by—doing, and
the possibility of learning—by—others—doing, individuals would benefit
from higher production levels by oneself, and by others, relative to the
choice of a single individual in a static, one—period situation. This is be-
cause trial-and—error provides experience which is valuable for the future.
But once there is the possibility of learning—by—others—doing, individuals
will do less than what is the social optimum. Instead, each one will con-
sume slightly more leisure, and ‘free—ride’ on the benefit from other indi-
viduals generating experience on a trial-and—error basis. This is co—ordina-
tion failure, which can be overcome by ‘industrial policy’ through the
‘good office’ of the State officer. The latter can reward those individuals
ready to do the extra work that is required to achieve the social good.

AN kAW

Example (Analysis of the 1* period action):
A learning model:
1 product with ‘learning potential’,
1 or 2 persons, living over 1 or 2 periods
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Chart 3.1 Foresight, interaction and policy: How each matters
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At this point, it is useful to reflect that throughout the period after
World War II, the lack of success of the centrally planned economies show
that in decision—making, the officers of the State are no better than the de-
cision makers of the private firms. If they cannot do a better job on the
front line, why should they do better under an active industrial policy,
serving as ‘backseat drivers’, in picking winners and second—guessing pri-
vate decision makers?

Thus, this shows clearly that the makers of industrial policy are
needed not because of their superior ability or superior knowledge, but be-
cause of their ‘good office’, enabling them to be an effective ‘umpire’,
against coordination failure.

This seems to correspond to the Japanese policy making in the 1950s,
in calling a public hearing to ‘promote an industry’, so that the State
would act to implement the public will. This happened in the promotion of
the artificial fiber industry by the MITI, by granting temporary monopoly
to the pioneering firm to take the trial-and—error approach, via restricting
entry (according to Suzuki, 1999). Like what was advocated by Hanfei Zhi,
“When (public) acclamation assists (official) reward and (public) oppro-
brium follows the (official) penalty, then both the virtuous and the miscre-
ant would both serve at their best ability.”

Cheng (2001) further documents a case from Taiwan, when private
shoe makers asked the government officers to implement, with public
authority, the decision to keep quality standards for export product, which
is already reached by their mutual consensus.

The Japanese case worked because there was also import restriction,
something infeasible under the WTO rules today, but the Taiwanese case
remains feasible.

From this perspective, one can clear up some common misconceptions.

First, since its justification is to eliminate coordination failure, indus-
trial policy may be needed whether there is or is not any trade, or designed
to promote or restrict trade, from its laissez faire level.

Second, in enhancing the welfare of one economy, it may increased or
decrease the welfare of another economy.

Third, historically, industrial policy has been implemented in Japan as
well as in Singapore and the Malaysian state of Penang. In the former, the
large domestic market sometimes made the restriction of foreign trade an
effective tool for industrial policy; in the latter, the small size made it pos-
sible for the government to devote public resources and take such specific,
selective public measures in lowering the cost of particular foreign inves-
tors it desired to attract.

It has been commonly believed that industrial policy is inherently of a
beggar—thy—neighbor type, trade—oriented, and restrictive to imports.
Therefore, the coming of the WTO would make industrial policy obsolete.
This is clearly a misconception according to the above discussion.
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As we shall see below, all East Asian economies, with the singular
exception of Hong Kong, have adopted industrial policy, in one form or
another. For smaller economies, most of such policy remains operational in
the face of the current WTO regulations. For Japan and Korea, some,
though not all, of the former policy measures are still admissible, under the
WTO rules.

3.2 An iconoclastic variation — trade retards development

As a variation of the learning—by—doing theme, according to Young
(1991), also the endorsement of Stokey (1991), trade retards development,
not facilitates it. The apparent reasonableness of their logic and the natural
appeal of their iconoclastic argument won this conclusion ready acceptance
among those who were already suspicious of the benefits of globalization.

Stated in brevity, the argument goes as the following:

First, in learning—by—doing, experience comes only by doing the chal-
lenging.

Second, in trade, the doctrine of comparative advantage assigns the
challenging work to the developed economies.

Finally, as a consequence, trade steers those production processes with
learning potential away from the less developed South to the developed
North.

To illustrate the reasoning behind their argument, the following
graphic presentation may help. Let C and Q represent consumption and
production respectively and let subscripts S and N represent respectively
the developing South and developed North. The solid and hollow circles
represent respectively goods produced with or without challenge. Chart 3.2
displays a world involving two regions, North and South and four goods,
the first two can be produced without challenge. The dotted circles show
outputs no longer produced.

Chart 3.2 The Stokey — Young view: Trade erodes challenge / learning for the South
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However, this argument is deceptively simple in its appearance, but
simply deceptive in its policy implication. The formulation has ignored the
following elements in reality:

(a) Much of the production and trade today are ‘fragmented’, in terms
of intermediate goods, with comparative advantage belonging to the devel-
oping South in some cases and the developed North in others.

(b) There is much ‘cross product’ learning—by—doing.

The economies which have gained rapid growth over sustained period
typically have advanced from intermediate goods requiring low skill to
those calling for much higher requirement of human capital. The latter al-
ready has been built up through production and trading.

(c) The generalized Engel’s Law (the poor does not consume luxuries)
operates so that goods of very high relative price are simply not consumed
by those with low income.

(d) There is economy of scale in production.

Record shows that those economies pursuing import substitution often
cannot afford such final goods which involve stages produced with tech-
nology of high sophistication. So, in spite of the high learning potential of
such products, they are actually not produced at home.

This can be illustrated with a three goods example. Suppose there are
three industries being considered in a developing country: abacus, calcula-
tor—assembly, and micro—electronic parts. All require labor alone as input.
The first involves a mature technology with no learning effect, the second
and the third can bring valuable experience, but the current productivity in
micro—electronics is very low. The alternatives open to the economy are to
trade and not to trade. Trade allows for catching up over time.

A simple-minded reading of the Stokey—Young view suggests devel-
oping economies should opt for autarky, but this will most likely mean
that country will satisfy itself only with abacus, producing neither micro—
electronic parts as these are too costly, nor the assembly of calculators,
since some if not all the parts must be imported. This is the implication of
a generalized Engel’s Law, displayed in Chart 3.3.

Chart 3.3 The generalized Engel’s law operates

Goods with high learning potential
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In short, in the case discussed in Chart 3.3, the real choice then is be-
tween (a) some learning with some trade, importing the ‘high tech’ inter-
mediary inputs and exporting the final product which incorporate the ‘mid-
dle tech’ inputs in the final stage, or (b) getting stuck with the low tech,
with neither trade nor learning.

This is not to say that the work of Stokey and Young are without
merit. But for policy design, much more extension must be made to in-
clude certain critical facts of life, before one can formulate the optimal
policy. In fact, what happens historically in the case of Japan, after World
War II, has been characterized as a narrow moving band by Krugman
(1987). In describing how the Heavy—Chemical Industry Drive was carried
out, Stern et al (1995) also mentioned that under President Park, the indus-
tries which gained government support must be those that Korea already
had a sufficient degree of skill to pursue.

The truth of the matter is that whatever their physical resemblance to
each other, goods for export often differ subtly from goods for domestic
consumption, in that not only the services of packaging and shipping are
involved, but because the distance between the producer and the consumer,
after—sales service is much harder to perform. Stricter quality control must
be enforced. All such export—related extra—services share two properties:
(a) They become more important for goods of higher value—added, and (b)
Learning—by—doing applies in the provision of most of such services.

This is why most NIEs initially exported goods produced with mature
technology, such as sandals, match boxes, low quality umbrellas and so
forth, yet in time they all have proceeded to export goods with higher
value added. In addition, it has often been mentioned that the development
of satellite industries presents a main attraction for foreign investors.

3.3 The historical perspective

There is industrial policy and industrial policy. Like medicine, a
wrong prescription can do more harm than good.

After the de—colonization in the post—-World War II period, many
traumatized former victims of colonialism insisted on ‘deep’ import substi-
tution and learning ‘know—why’, not only ‘know how’, only to see their
opportunities to industrialize recede. (e.g., Ghana, Egypt, Argentina, Indo-
nesia-*+). These are societies which insist on self-sufficiency, seeking to
produce only goods of their own design, and final product with 100% local
content. The result may be award—winning samples with sky—high unit
production cost. By Engel’s Law, the (untried) advanced samples would
first have no demand, and soon no supply. From research without the
needed product development, it leads to the cessation of research. Thus
there ends up with no economic development that is beneficial to the coun-
try’s poor.



48 Globalization and Economic Development in East Asia

The stumbling blocks for development are often laid down by the
vested interest under three popular slogans:

(a) ‘Be patriotic’: resist the invasion of imports.

(b) ‘Be decisive’: preserve what is unprofitable for now.

(c) ‘Be compassionate’: stem the job losses that arise from readjust-

ment.

In contrast, it is the desperate NIEs which first accepted subcontract
orders, went on from assembling imported inputs, to operate as OEM
(original equipment manufacturer) partners, or ODM (original design
manufacturer) partners, and then to develop one’s own brands.

Such development in East Asia invariably started after an economic
reform, in response to some traumatic external event, which silenced the
potential critics. For example, unemployment and material shortage made
the post—World War II Japan to take American orders during the Korean
War. The loss of its customary China trade due to the UN-ordered boycott
(of China) caused Hong Kong to produce labor—intensive products for ex-
port. The involuntary separation from the federation with Malaysia made
Singapore to reduce double—digit unemployment by attracting foreign in-
vestors with the anti—strike law.

Still in such circumstances, the program of reform follows the course
of least resistance, seeking quick, visible success at the outset. Thus, Ko-
rean government guaranteed construction contracts in the Middle East to
create jobs. Taiwan established export processing zones which attracted in-
vestors from abroad, without changing regulations outside that region.
China proclaimed rural reform, but left the rest of the economy intact till
later.

Finally, one must recognize that by nature, industrial policy has to be
a contingent plan, and not an agenda written in stone, fixed in time. Espe-
cially in small economies, it will be the highest folly to carry out any pro-
jected program regardless of changed circumstances or unexpected demand
in foreign negotiations.
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Lecture 4

Korea and Taiwan:
Alternative Modes of Development

Having emphasized that policy matters in economic evolution, we
shall now show that in East Asia, different industrial policies imply differ-
ent courses of successful development. In this lecture, we start with Korea
and Taiwan, economies of middle size, both successful, but with quite dif-
ferent industrial structures. In the next lecture, we study even smaller
economies.

4.1 Korea under Park: growth at all cost

Up to date, eight administrations succeeded one another, over the his-
tory of the Republic of Korea. In this history, the 18 years period of Presi-
dent Park exerts the most decisive influence on subsequent development.
The taking off of Korean growth happened on Park’s watch. Much of the
political eminence of his daughter today reflects the gratitude of Koreans
to him. Like Napoleon, the merits and defects of Park is likely a matter of
incessant debate for historians. In development economics, the contrast be-
tween the development strategies of Korea and Taiwan provides much
food for thought.

Four elements summarize the essence of Korean policy under Park,
the first two are common with measures adopted at other times, other
places, but the last two are special to his rule:

1. Education — this is in tune with the common Korean tradition un-
der every administration after World War II. Three aspects are indicative
of the Korean emphasis on education.

a) Government intent: The emphasis on education has a long tradition.
Under President Rhee, a separate report for grades of every Korean student
studying abroad would be sent and filed with the Korean government.
Those not making good progress would receive an official reprimand from
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the Ministry of Education.

b) Curriculum content: For example, by Kim (1997), among all coun-
tries beside Japan today, the Korean high school students take the most
Japanese language courses.

c) Remarkable extent: By now, an average automobile worker in Ko-
rea has some college education. In that sense, Korean auto workers are
more educated than their American peers.

2. Exchange rate reform — This is in common with other East Asian
economies, like Taiwan and Mainland China. By Jones and Sakong (1980),
exchange rate manipulation under the multiple exchange rate system was
the major source of corruption in the time of President Rhee. It diverted
the Korean entrepreneurial effort from managing business well. By adopt-
ing a unified exchange rate near its market clearing level, the government
had transformed Korean entrepreneurs from a successful speculator to a
successful businessman. The head of the Samsung Group was cited as such
an example.

3. Directed credit — The version used in Korea differs substantially
from that in Taiwan, or anywhere else. Just after his coup, he jailed 13
largest Korean capitalists, then negotiated their release, after they pledged
to support national construction. President Park took over the banking sec-
tor and then financed development with mild inflation. Banks offered short
term loans to selected business groups at negative real interest rate, for
long term investment plans approved by the government. As a result, the
well—financed business groups out—competed the small and medium firms
and reduced them into subcontractors. The government controlled the busi-
ness groups. It can bankrupt any firm at will, by refusing to roll over their
short term loans. This way, the government turned the business groups into
powerful but obedient tools, like the lantern genie of the Arabian Nights.

4. Cross subsidization — This tool was used by Park to transform the
Korean economy under personal micro—management. In later years, he
spent 30%—-40% of his time on the Heavy — Chemical Industry Drive. Two
examples illustrate the reach of the long arm of the Korean State.

a. The government ordered the Daewoo Group to take over the auto-
mobile production of the Shinjin Group when the latter did not perform up
to par.

b. Park forced the Hyundai Group into the launching of the shipbuild-
ing business by a simple, implicit remark, threatening non—cooperation
from the government.

According to Stern, et al (1995), the government would put industries
in pairs, one very profitable and the other hard to run, and offer the pack-
age to a business group, who must take or leave both.

By such means, Park first allowed business groups to dominate the
outlet channels of the small and medium enterprises, and then coerced
these business groups to carry out his plans in building up the heavy—



Korea and Taiwan

53

chemical industries. Table 4.1 outlines how such operation works.

Table 4.1 Cross—subsidization under Park

Items

Detail

Labor subsidizes capital

Appointed union officers to control
wage demand from within

Households subsidizes firms

Financed such policy loans by inflation
at negative real interest

Service subsidizes manufacturing

Steered profit from overseas projects to
heavy industry

Small — Medium
business  groups

firms subsidize

Business groups dominated other firms
with favored loan terms

Light industry subsidizes heavy industry

Steered investment to targeted indus-
tries via policy loans

Domestic consumers subsidize foreign
buyers

Korean cars were priced far cheaper to
foreigners than to Koreans

In Park’s days, a Korean car buyer had to pay the luxury tax and got
a Hyundai engine while a foreigner paid no such tax and got a Mitsubishi

engine.

By Stern et al. (1995), the industry—targeting under Park may be char-

acterized below.

(a) The criterion for industry targeting was not cost — benefit analysis,

but a checklist.
(b) It avoids industries for which
(c) It looked for industries with

Korea had no skill
scale economy, aiming at the mini-

mum average cost. Any output in excess over the local needs was to be

exported. See Chart 4.1.

Chart 4.1 The determination of the export target
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The weakness of this approach is that as a new producer, whether the
desired export can be marketed at cost is a question. Also no provision is
made about the demand variability in the real world.

One may now assess the economic consequences of Park’s rule. On
the positive side, the achievement is clear. At the beginning of his period,
Korea was like Ghana in per capita output. But today, built upon the foun-
dations Park laid, Korea has succeeded Japan as the largest supplier of
memory computer chips, and alternates with Japan in being the largest
shipbuilder in the world. This is so, even though Korea has about 40% of
the population of Japan today, and each Korean has only a fraction of the
Japanese per capita income.

However, such performance is not cost—free, both in the short run and
in the long run.

1. In the short run, during the period under Park, Korea was twice
buffeted by the boom — and — bust cycles. To tap low interest foreign sav-
ings, the government guaranteed private Korean borrowers of foreign loans.
But then as Korea had higher inflation rates than the creditor countries,
payment deficit developed and forced a devaluation, under which the for-
eign debt ballooned in Korean currency, precipitating a crisis.

In the first time, the government was forced to declare an Emergency
Decree, mandating a general moratorium on all domestic, private debts.
This was so disruptive that Park almost lost the election to Kim Dae Jung.

In the second time, the financing of the massive spending on the
Heavy—Chemical Industry Drive drained the banks of resources when the
Second Oil Shock took place, and forced the suspension of the Heavy—
Chemical Industry Drive. In quick succession, there came labor strives,
government suppression and the assassination of Park, leading to another
coup and economic crisis.

2. In the long run, the institutional expedients which made the pro-
gram of Park so effective also caused subsequent challenges facing Korea:

(a) The suppression of the labor movement led to the labor strife and
the reform in 1987. It also caused the lasting militancy of labor, after the
rise of the independent labor unions. This had plagued the Korean econ-
omy all the way to the 1997 Crisis, making reform far more intractable.

(b) The emergence of the giant business groups eventually caused the
government—dominated Korean banking system to lose any credible threat
against the large firms, because they were ’too big to fail’. That laid the
foundation of the 1997 Crisis.

(c) The fact that the business groups were allowed to become heavily
—leveraged made the post—1997 reform difficult and costly, leaving a siz-
able share of the Korean industrial sector in foreign ownership today.

(d) The debilitated small and medium Korean firms became relatively
weak in technology. Even today, the government is still making effort to
promote that sector in the image of the Silicon Valley. With a few excep-
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tions in the entertainment industry, the vitality of such enterprises remains
untried in the world market.

(e) The heavy weight carried by the heavy industries in Korea led to
an economic structure which is sensitive to market shocks. Much of their
output consists of durable goods with a high component of replacement de-
mand that can be easily postponed in recession. This means high income
elasticity over the business cycles. Their cost structure includes much sunk
cost and fixed cost. Consequently their industry supply often responds
sluggishly to price falls.

(f) Since the giant business groups hold much economic power, the
income distribution of Korea is relatively uneven.

These form what Kim (1997) called the Icarus Effect, exhibiting rapid
rises before sharp downfalls. This is instructive to students of industrial
policy: what measures working well in the short run may not be beneficial
in the long run.

At this point, the outlook for Korea is favorable in general, but not
entirely without cause for concern.

(a) From the impeachment of President Roh, then a landslide victory
by his party, and now the government is under challenge again, one can
surmise that the Korean political scene remains somewhat more fluid, rela-
tive to America and Japan.

(b) For the corporate governance of the large firms, the vigorous re-
form (like the Big Deal) has done much good, but the job is not yet com-
plete. By and large, Korean business groups are still under the influence of
their founders’ families, rather than the control of professional managers.

(c) The Korean small and medium enterprises remain less vital than
desired. In the American Silicon Valley, much is in the hands of the young
people, full of vitality. In Korea, this is not yet quite so. The government
is still trying to promote that sector.

(d) Among the large corporations, Samsung and LG are in good form.
This also appears to be the case for Hyundai. But with the likelihood of a
revolutionary change in for automotive technology, one needs a great deal
of technology, reputation, or money, and Hyundai is not quite in good
form. With the presence of global excess capacity for car production, the
future is somewhat less sure.

Today, Korea has entered a new situation in the world market. With
the expansion of Chinese export and the growth of the domestic Chinese
demand, Korea has lost to China much of its American market, and China
itself becomes Korea’s largest export customer. Recently, massive Korean
investment has poured into China. Yet eventually, the completion of vari-
ous investment projects may make Chinese firms strong competitors of
Korea, in both the domestic and foreign markets, at least from the view-
point of prices.

The question then becomes, has the policy of Park prepared Korea
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well to face this challenge? The answer may never be clear—cut. Before
answering that, one might ask, is there any alternative, and perhaps a better
alternative?

There is an answer to the first: Taiwan, an option Park consciously re-
jected (Stern, et al, 1995), but not necessarily to the second.

4.2 Taiwan under the KMT: Stability is supreme

In industrial policy, past history constrains the policy maker, in what
must be done and what cannot be done. A comparison between President
Park of Korea and the Chinese Nationalist Party (Kuomingtang or KMT)
in Taiwan should illustrate the point.

Park overthrew the democratic Second Republic under John Chang by
force. Mindful of his own historical image, Park had to justify his seizure
of power by a superior growth record. That explains his commitment for
high growth at any cost. At the same time, Koreans firmly believe that
they were thwarted by historical accident to realize what they could
achieve. The Joint Trusteeship over Korea after World War II was the last
of such indignities (Hence the restrictions imposed by the IMF in the 1997
bailing out were viewed as the Re—imposition of Trusteeship, and utterly
unacceptable to the Korean street). So, working under a severe rule for na-
tional reconstruction was not that much of a burden. Thus, the program of
Park was shrewdly formulated to fit the Korean psyche.

In contrast, except for its very last years, the KMT regime regarded
itself as a central government, temporarily exiled to Taiwan, and not re-
sponsible to the local residents. Having lost the Chinese Civil War due to
inflation and nepotism, it would be courting political suicide to practice the
inflationary financing of economic development. The same would also be
true for granting loans at negative real interest rate, to some borrowers but
not to others. On the books of law, officers would be chastised for favorit-
ism, or ‘attempting to benefit someone else’. The temporary loss of power
of Minister K. Y. Yin, administer of the Economic Stabilization Program,
was under that stipulation.

Thus, directed credit of the Korean type, so central to the implementa-
tion of industrial policy in Korea was simply unavailable to the KMT in
Taiwan. Fields (1995) illustrated this in the failure of Taiwan to promote
the Large Trading Corporations and the success of Korea to establish the
General Trading Corporation. Another reference can be found in Tung
(2001), describing how the government in Taiwan had difficulties to per-
suade businessmen in the traditional sectors to join the government — led
consortium, for launching business ventures in the high tech sector.

During the 55 years’ rule of the KMT, two sub periods can be deline-
ated: the 13 years before the 1958 reform, and the 42 years after it. The
transition between these two sub periods is less sharp than for Korea.
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Nonetheless, the economic taker—off — in contrast to the post World War 11
reconstruction — came after the abolition of the multiple exchange rate sys-
tem and the relaxation of import control. Such measures are similar to and
earlier than those taken place in both Korea and Mainland China. As
claimed by Jones and Sakong, op. cit., the policy reform unleashed the
creativity of private business management from the need to participate in
rent—seeking. By reducing transaction cost, such regulatory reform also
provides room for the exercise of that creativity.

Events in the pre—1958 period was credible in macro—economic man-
agement, a great success in agriculture, but much less so in industry.

Something must be said on the positive side for the period before
1958. Once Taiwan escaped from the clutches of hyper—inflation, due to
either the use of the interest rate policy or the resumption of US Aid dur-
ing the Korean War (totaling about 1.5 billion dollars then, and spread
over a decade and half) or both, the avoidance of both inflation and in-
come polarization was held as the supreme principle. That started a record
not only superior to most Latin American economies but also Korea.

In agriculture, the physical and institutional foundations laid down in
the Japanese period, the land—to—the—tiller reform and the American tech-
nical aid had created an enormous agricultural surplus. Much of the in-
creased agricultural output was exported (largely to Japan) for foreign ex-
change. Through taxation and the grain —for — fertilizer program, this sum
was then channeled to support the urban and industrial population.

Regarding industry, one should first ask: did Taiwan ever have a clas-
sical import substitution phase? Strictly speaking, the answer is no. For
the controls government imposed, import substitution was not its agenda,
as in South Asia or Latin America. Nor was there any local constituency
for such an agenda as elsewhere.

Before 1945, almost all industries were owned by the Japanese, under
public or private ownership. When World War II ended, all these were
taken over by the government under the KMT. There were only a dozen
years from 1945 to 1958, when liberalization was advocated. The period
was too short to allow the public enterprises employees to develop any or-
ganized voice. There was no organized labor on a grass—root basis, any-
way. Strikes and public demonstration were banned under the Martial Law.
Unlike the case of South Asia or Latin America, nor was there any aca-
demics of international renown advocating import substitution. Thus the
eventual de—regulation had little resistance.

The government imposed control over trade and production of various
commodities, not for any long term goal of industrialization, but as a short
term expedient to assure social stability and avoid the shortage of essential
commodities. It was to secure as much self—sufficiency as possible over
daily needs: from textile to clothing, from fertilizer to grain, and from ce-
ment to construction, also over foreign trade and foreign exchange, needed
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to buy what cannot be supplied locally.

How well did the economy do in the pre —1958 period? Thorbecke,
Tung and Wan (2002) argued that if one uses textiles — the major indus-
trial sector — as an indicator, the regulated economy did not perform as
well in that period as Hong Kong under laissez faire. The policy makers
neither understood that the efficiency of the market system comes from
steering resources from the less efficient to the more efficient, nor could
they predict the vitality of Taiwan’s small and medium firms and the ex-
port potential of Taiwan’s economy, nor, for that matter, did they realize
the limits of government policy, as shown in their promotion of the cotton
crop on Taiwan’s soil.

Some writers credit the government for allocating US Aid to some of
Taiwan’s most successful firms today (like the Formosa Plastic). In other
economies, this would be the function of privately owned investment
banks. In those days, all banks in Taiwan were basically owned and run by
the government. It is fine that the government did well in functions it took
over from the private sector. But there is no proof that an equally good job
would not be done, had banking been left in private hands.

Others cite the case of the bicycle industry, the subsequently success-
ful firms hired former workers of some bicycle assembly plants which
failed at the end of government protection. This was taken as evidence that
the early protection was beneficial. That may well be true. However, in
Taiwan, the shoe industry started with workers who used to produce straw
hats; the machine tool industry started with workers used to service sugar
refineries. So if there were no protection over bicycle assembly, it is not
clear that the bicycle industry cannot be launched, using new workers
trained from the scratch, or old workers from another related industry, say,
bicycle repair.

Trade liberalization in 1958 was far from sweeping. Nor was the ease
of foreign exchange control. Reform has been gradual and continuous. The
Kaohsiung Export Processing Zone (KEPZ) started operation only in 1965,
after the preparation over more than half a dozen years. It started as a rem-
edy against laws and regulations which left Taiwan behind Hong Kong in
attracting investment from the Overseas Chinese. For stability, government
officials at that time were reluctant to remove the rest of the trade and for-
eign exchange regulations. The purpose of KEPZ had little in common
with the usual industrial policy. But to quench the thirst for foreign ex-
change. KEPZ was launched to attract foreign investment, so that the in-
flow of its principal (rather than the export revenue from its output) could
substitute the US AID, which was scheduled to end soon. Yet KEPZ
turned out to be a spectacular success, in creating jobs, income and foreign
exchange revenue. The success of KEPZ was for at least the following five
reasons, beyond what can be expected from the neoclassical economic
analysis, which is studied in the pioneering work of Hamada (1974):
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(a) For each firm, it reduces transaction costs, by providing ‘one—stop
shopping’ for government services which may confuse foreigners,

(b) For current investors in the Zone, it offers a focal point’ for plant
location among industries utilizing more sophisticated technology, and
hence benefiting from each other, by the Allyn Young externality,

(c) For the government, it offers a valuable way to screen the appli-
cants for renting sites in the zone. Unlike the screening of other investment
proposals, it is likely one gets more serious applicants with concrete plans,
asking for rather inexpensive favors,

(d) For would be investors outside, it provides information of how
profitable it is to do business in Taiwan, in and outside the Zone, and

(e) For people inside Taiwan, the rapid development there signals the
possibilities of change. In a society with surplus labor, and lots of restric-
tive laws and regulations, a quick way to change is to ‘let people go’: or,
to migrate. If no country takes them, then draw a line on one’s own
ground, move some people over the line, leaving the restrictive laws be-
hind. Soon everyone sees that prosperity blossoms: that is how export zone
works. That sight is an agent for change at large.

One example suffices. In Taiwan, young women from poor families
used to work as live—in maids in richer homes, without adequate protection,
so that they had a hard time to get good husbands. When KEPZ came,
these women accepted 50% wage cut to work in the zone and that dried up
the market for maids. That was change.

From then on, Taiwan quickly established itself as a super—exporter,
and the New Taiwan Dollar became a ‘hard currency’ for many years.

Of course, KEPZ succeeded only because the earlier success of Japa-
nese growth raised the Japanese wage rate and drove up the supply price
of labor intensive products worldwide. But from the viewpoint of general
equilibrium, Taiwan in 1965 was far from being the economy with the
lowest wage for labor intensive industries. Nor was it the only place where
technicians could converse with Japanese engineers in Japanese, if we fol-
low the Kojima hypothesis that Japanese investors prefer Japanese speakers
(Koreans, Chinese from the Northeast were the obvious alternatives). What
gave Taiwan the first mover’s advantage in such labor intensive industries
presumably has to do with the economic merits of an export zone, listed
above. Masan in Korea and Jurong in Singapore were the early emulators
of KEPZ. Mauritius, Penang in Malaysia followed a bit later. The Hsinchu
Science Industrial Park inherited various elements from KEPZ. In China,
from Shenzhen to numerous industrial parks also bear some family resem-
blance to KEPZ.

It may be argued that for Taiwan, genuine industrial policy started
only after 1958, with the explicit intention to upgrade the industrial struc-
ture.

Four types of policy measures were adopted in this period:
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(a) The upgrading of the industrial structure, from the development of
electric generation facility, to the construction of airports, harbor, and road
network.

(b) The improvement of human capital, through the extension of pub-
lic education and the setting up of higher institutes of technical education.

(c) The Taiwanese ‘heavy—chemical drive’ or ‘second stage import
substitution’, under which, government initiatives were launched to intro-
duce industries like steel, shipbuilding, petrochemical industries and artifi-
cial fiber.

(d) The set up of institutions like the Industrial and Technology Re-
search Institute (ITRI) which serves as the catalyst to acquire major tech-
nology (such as the VLSI) for transferring it to producers, provide techni-
cal assistance to industries, and launch spin—off firms in the high tech sec-
tor.

There is not that much to be said about (a) and (b). The details on (d)
include the principle that the public institution focuses on research support;
the personnel in the spin —off operate independently and raise new capital
as needs arise. See Tung (2001) for the historical facts.

On point (c), it is worth to consider more. After failing to attract local
private firms to join consortia for industrial ventures, typically, the govern-
ment in Taiwan often started business enterprises on its own: some not
very successful, like artificial fiber and shipbuilding; some reasonably suc-
cessful, like steel and petrochemicals. Two points of principle need be
mentioned. Both relate to the setting up cost of an industry.

A. Tt is not a misguided policy if in setting up a valuable industry, the
pioneering public firm, by its trial and error, becomes unprofitable for it-
self, but has generated indispensable information for its private rivals (or
successors) to free—ride on. Without a thorough analysis (if there is enough
data to go on), it is not sure whether this has happened for the public arti-
ficial fiber sector in Taiwan, or the public owned steel mill in Meiji Japan,
which was privatized after the Southwest War.

B. About the second—stage import substitution, one of the challenges
facing an economy with modest domestic demand is that the economic ca-
pacity of an industry (where the average cost curve reaches its minimum)
may exceed what is needed at home. This situation is shown in Chart 4.1.

The policy debate in Taiwan was such that the China Steel Corpora-
tion in Taiwan settled for a particular capacity. This exceeds the steel
needs for final product used at home, but falls below the steel needs for fi-
nal goods, both exported and used at home. This may be seen in Chart 4.2.
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Chart 4.2 The determination of imported input
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At that time, advocates for a steel mill in the government argued that
Taiwanese exporters who won bids on contract needed a reliable domestic
supply for steel. Steel production has scale economy as shown in Chart 4.2.
Assume that within the average cost, there is a component of financial
charge on the initial set up cost. Then once the firm is in operation, this
element does not vary with output, and must be paid even if the plant is
closed down or sold. To assure that the public firm must have enough
business, the government stipulated that all domestic producers using steel
must buy from The China Steel Corporation (of Taiwan) if the latter
chooses to match the required quality and price. The requirement for
matching quality and price is to guarantee that the down stream steel users
would not be exploited by the China Steel Corporation. As it is shown
subsequently that the comparative advantage of Taiwan firms is ‘first to
market’, the issue of a reliable input supply deserves further theoretic
analysis.

4.3 The Schumpeter hypothesis and Arrow’s Law:
echoes of the MITI and the Silicon Valley?

According to the Schumpeter Hypothesis, firms need to be of certain
size or above to innovate; by Arrow’s Law, firms too large or successful
may have less urge to do things new. So the difference between the econo-
mies of Japan and America (and perhaps the strategies of Korea and Tai-
wan) seem to reflect these two principles. Korea has for long followed the
vision of MITI for Japan in promoting big firms as national champions.
Taiwan also had the aspiration to build up Hsinchu Science-Based Indus-
trial Park in the footsteps of Silicon Valley. What Taiwanese firms have
succeeded to do is to develop their own niche, and to serve their clients
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well by long term association. This is so, between Asustek of Taiwan and
Hewlett—Packard of America, and between Hon Hai of Taiwan and Sony
in Japan as well as Nokia in Finland. The issues need further research.

In the past, when Korean firms and Taiwanese firms compete against
each other, in black and white TV, and in memory chips, eventually Kore-
ans win, because of their superior finance as well as the perseverance and
disciplined labor force. On the other hand, in computer monitor and com-
puters, where changes are frequent, Koreans cannot gain a foothold. Cur-
rently, when Taiwanese invest on Mainland, using the low cost labor there,
situation seems to change for the production of flat panels. On the other
hand, the Korean advantage in cell phone seems to become very well en-
trenched. So a new game starts with Mainland China entering.

Over all, suffice to say,

A. By pursuing the vision of Park, Korea went into a crisis due to the
extravagance of the giant business groups, and it took the IMF and other
international organizations to bail it out. Being not in any of such interna-
tional organizations, the Taiwanese economy and polity would never sur-
vive that type of crisis, if one ever develops.

B. Korean firms produce such heavy industry products like steel and
ships, cars and computer chips. It is not a game that many economies can
play simultaneously. In fact, in the longer run, when larger economies like
India and China have reached a certain stage of development, how would
the Korean economy adapt and adjust is still unclear.

C. At the same time, in the face of the economic expansion of China,
whether Hsinchu in Taiwan can continue to emulate the Silicon Valley as
in the past is not obvious, either.
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Lecture 5

Hong Kong,
Singapore and Penang:
Contrasting Lessons

We now consider three small, successful East Asian economies differ-
ing from each other in several dimensions, as shown in Table 5.1.

Table 5.1 A typology of three small, successful East Asian economies

administrative status

Colony /SAR | independent federated state

laissez faire Hong Kong

policy stance - -
govt. involved Singapore Penang

Small economies have less impact, yet in illustrating matters of princi-
ple, its simple structure allows researchers to delve deeper into various is-
sues that are common to all economies, regardless of size.

5.1 Hong Kong: positive non—interventionism

In our discussion, the Hong Kong story started at the eve of the Ko-
rean War, with the following pre—conditions:

(a) The well-developed facilities of an entrépot

(b) The British banks and commercial houses being the institutions in
place

(c) The South China refugees from the Chinese Civil War as potential
workers

(d) The 100,000 migrant capitalists from Shanghai as catalyst for the
textile trade. See Wong (1988).

The trigger mechanism for industrialization was the UN boycott
against China during the Korean War. In a no alternative environment, the

65
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textile industry took off. When the textile boom leveled off, Hong Kong
was already a proven export platform for labor intensive industries, so that
the American and Japanese capitalists came with such industries like toys,
plastics and appliances, while Cowperthwaite and Hadon—Cave, the British
financial secretaries for the crown colony, ruled in the afterglow of the
British high capitalism. Light tax and small government lowered the prod-
uct cost. Unions were fragmented and ineffective. No pension was set up
for workers. There was no job security: workers could be fired in 45 min-
utes. Labor market was fully flexible and wage rate could easily go down
just as go up.

On the positive side, Hong Kong dominated the East Asian textile
market. Japanese textile products may be of higher quality, but also of
higher price. In plant equipment and capacity utilization, Hong Kong sur-
passed Japan about 1970. The success of Hong Kong was such that the
British had to formulate the Lancashire Agreement to protect its domestic
textile against its own crown colony. Hong Kong also became the regional
financial center, after the Hong Kong government changed its tax law to
allow depositors some tax advantage. Factories were fully utilized, and la-
bor fully employed; inexpensive public housing sheltered the workers and
fiscal surplus overflowed the government coffers.

At the same time, corruption was rampant and crime dominated the
street, until the 1968 riot made the British to introduce the effective Inde-
pendent Commission Against Corruption (ICAC).

Yet all along, matters were actually grimmer than what appeared on
the surface. Among all the four Newly Industrialized Economies (NIEs),
Hong Kong was the only one which did not do much to prepare the up-
grading of its industry. The vaunted flexibility of the economy which han-
dled the rise and fall of the wig industry with such ease was merely the
ability to steer labor from one low skill industry to another, and not the
true ability for the event, when competition would undercut the entire class
of all low skill industries. That was what was happened after the Chinese
reform of 1978.

It was not the case that the ruling British did not know what was
known in Seoul, Taipei and Singapore. The crux of the matter was they
knew too well. All through the 1970s they realized that after 1997, Hong
Kong would be nonviable, once the New Territory became reverted to
Mainland China, on treaty terms. With the finite—horizon effect well un-
derstood, there was no reason for the British to spend that much of the fis-
cal surplus on the needed human capital formation. Such projects would
benefit only the Hong Kong residents. It would be better to build the best
airport in East Asia with all its related contracts going to the British and
other merchants (and eventually that was done, in scaled down style, after
protests from Beijing and Hong Kong residents). See Tuan and Ng (1995).

The process of de—industrialization started early, even before the
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Hand—over of Hong Kong to Mainland China, in 1997. It hit Hong Kong
in stages. There was first, the movement of the labor intensive operations,
then the movement of all manufacturing industries, and finally the other
activities. There are now eleven million workers in the Pearl River Delta,
working under Hong Kong management. There is Shenzhen, a seven mil-
lion metropolis, rose out of almost nothing within 20 years, across the bor-
der. Those were first about manufacturing, with service and transportation
handled in Hong Kong. But now Guangzhou has built its own new airport,
Shenzhen its own harbor.

A highly stylized depiction of the forces in action for the manufactur-
ing sector is supplied in Chart 5.1, where there is only one type of labor in
both Hong Kong and Mainland China. The situations before and after the
migration of the manufacturing industry are shown in the left and the right
panels, respectively.

Chart 5.1 Effect of industry migration on profit and wage shares
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The left panel pertains to Hong Kong before de—industrialization. To-
tal income is the area under the marginal value product of labor curve. The
intersection of that curve and the labor supply curve decides both the equi-
librium wage rate ® and the employment level A. Wage income is the rec-
tangle with area wA. Profit income is the difference between total income
and wage income.

The right panel represents Hong Kong after de—industrialization. The
exodus of non-labor inputs made sure that labor in and outside Hong
Kong must receive the same equilibrium wage. The net results include:

(a) A rise of the total output produced under Hong Kong management.
This is represented by the area under the marginal value product of labor
curve between o and A**,

(b) A decline of the wage rate from ® to ®*, the wage in China.
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(c) A rise of the total profit of Hong Kong capitalists

(d) The appearance of wage income to workers from the Chinese
Mainland equal to the product of wage rate ® and the distance A*A**

(e) The decline of the wage bill to workers from Hong Kong.

The intriguing fact is, with the capitalists deciding whether to migrate,
if all capitalists act like a single one, it is possible that the opportunity of
‘investing abroad’ may bring more profit for themselves as a group, but
cause a larger loss to the domestic wage bill, and hence less total income:
so one gets ‘immiserizing investment’. If they compete against each other,
then a prisoners’ dilemma may develop, and in the investing economy,
both capital and labor may lose, when the opportunity arises to invest
abroad.

Reality is unlike the above parable: workers are heterogeneous. Pre-
sumably, those Hong Kong workers who lost jobs were those whose jobs
can be done cheaper now in Mainland China. For Hong Kong, among the
905,000 manufacturing jobs in 1984, only 226,200 are left in 2000, ac-
cording to the Hong Kong Census and Statistics Department. The reduced
manufacturing employment has not been entirely absorbed by rising serv-
ice jobs. This is seen in the unemployment rate. The interesting compari-
son of Hong Kong data with some other countries is seen in Table 5.2.

Table 5.2 Per capita income and unemployment rate, various economies, 2002

Per capita GDP Unemployment rate
Britain 25,300 52
Sweden 25,400 4.0
Hong Kong 26,000 7.5
The Netherlands 26,900 3.0

CIA estimates

Further, the income distribution is affected as well, as seen in Table

5.3.

Table 5.3 Income distribution (the ratio between the highest and the lowest deciles)

The highest decile | The lowest decile | The ratio
1976 1.9% 33.6% 17.7
1996 1.1% 41.8% 38.0

Hong Kong still has a ‘creative industry’, which includes both the en-
tertainment industries like movie, and the design houses for textiles and
other consumption goods. But the former relies upon domestic market as a
base, which weakens under income polarization; the latter in a small econ-
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omy thrives on the proximity to the workshop, so de—industrialization cer-
tainly tends to hurt.

Thus, de—industrialization has consequences. The lesson is not for
Hong Kong alone.

The moral is: industrial policy may be optional in industrialization,
but indispensable in preventing de—industrialization. The comparison of
Hong Kong against Taiwan is instructive. Taiwan has not sustained de—in-
dustrialization to the extent of Hong Kong, as of now, yet Taiwan earns
much profit out of trading with Mainland China, and responsible to 64%
of the Chinese exports of Information Technology (IT) products. The Tai-
wanese firm Hon Hai has 3,000 workers producing computers in Shenzhen.
It also earned the trust of Sony Company, after a testing period of five
years. It is indicative that because there is industrial policy in one economy
but not in the other, Taiwan has such firms like Hon Hai, but not Hong Kong.

Today, people talk about the re—industrialization of Hong Kong,
which is a fine goal but not easy to achieve.

5.2 Singapore: Development by Multinational Corporations (MNCs)

The case of Singapore is special. With its population only half as
populous as Hong Kong, Singapore always has its own industrial policy.
In contrast, with its larger home market, Hong Kong always stays with a
laissez faire regime. At its involuntary separation from Malaysia, Singapore
had double digit unemployment, and 10% of the jobs were threatened by
the forthcoming closure of the British Navy base. Even now, Singapore
still has managed to hold on a sizable manufacturing employment, partly
filled with non-residents holding working permit. This is in contrast to the
very serious problem of Hong Kong in de—industrialization.

Then as now, for survival, the goal of Singapore is to provide good
jobs quick. Inviting multinational corporations in if needed, because of
their higher chance of success, because of the high tech they can bring
along and because the high value added associated by working with them.
There is geo—political advantage to host multinational corporations from
the West than to associate oneself with parties who may turn against the
West.

The reliance of the Singaporean economy on multinational corpora-
tions can be seen from Table 5.2 below:

Table 5.4 The role of multinational corporations in the Singaporean economy, 2000

Jobs Value Added Exports
Percentage 40% 60% 80%

From these figures, one can conclude that for Singapore,
(a) Person for person, employees at the multinational firms produce
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more value

(b) Dollar per dollar, product of multinational firms enjoys better mar-
ket abroad.

As of now, the outward investment of Singapore exceeds inward in-
vestment. Still the favorite terms of the multinationals continue. So this is
clear indication, what is needed from the multinational is certainly not
capital, but technology and connection. This is true for Singapore but per-
haps also for other developing economies as well.

Singapore differs from Hong Kong in that in dealing with foreign
firms, Hong Kong is neutral, but Singapore favors those foreign firms it
chooses to attract, because of their strength. So to compete with those
strong and assisted foreign corporations, local firms face distinctive disad-
vantages. It is not the government does not want to promote Singaporean
small and medium enterprises, like the Taiwanese high tech firms. In fact,
the government has tried certain measures. So far the result is not satisfac-
tory.

But as Lee Kuan Yew stated it, the national goal remains: to be ‘a
First World oasis in a Third World neighborhood’. In cultivating local en-
trepreneurs, a slower than hoped for pace is something that has to be ac-
cepted. Singaporeans know what they want, and they pay for what they get.

Just to achieve the national goal, every advantage Singapore can have
is pressed to the hilt, and a few examples suffice for illustration.

For labor: (a) The workforce is trained according to curriculum de-
signed by the multinational corporations so as to minimize their cost in on
—the—job training. (b) Strikes are replaced by compulsory intercession and
then arbitration to save the loss of time and disruption of the strike. (c)
Pension provision is covered with the sizable Central Providence Fund
contributions, partly by the employee and partly by the employer. The ef-
fect is three fold: first of all, a source of forced saving which is channeled
for infrastructure investment, and second, a counter—cyclical shock ab-
sorber, when contribution requirements are adjusted to cushion macro—eco-
nomic shocks. Finally, by raising the contribution requirement for the em-
ployers, the government once raised the ratio between labor cost and capi-
tal cost, 20% per year, to reduce the requirement of foreign workers and
upgrade the economic structure toward the capital intensive industries.

For land: (a) The public housing program provided improved housing
and landscape. (b) The phasing out of agriculture minimized water require-
ment and released land for residence and industry. (c) The industrial parks
and the man—-made Jurong Island supplied locations for efficient and envi-
ronment—friendly production. (d) The harbor and airport projects made
Singapore a transportation hub. (e) The utilization of the location (hence
working hours) of Singapore relative to Europe and Japan facilitated the
setting up of Singapore as a regional financial center and introduced the
Asian dollar.



Hong Kong, Singapore and Penang 71

For capital: (a) By means of tax advantages, the plant sites, ready—to—
be—trained workers, loans through development banks and sometimes, a
30% co—investment by the government, Singapore attracted a host of mul-
tinational corporations. (b) Additional measures were taken to facilitate the
life of expatriate executives, such as programs to admit housing helps from
neighboring countries and schools in various foreign languages for the
children. All these would reduce the personnel cost of the multinational
corporations.

In fact, the policy pursued influences who will be tomorrow’s Singa-
porean.

(a) Singapore recruits ‘foreign talents’, according to its criterion.

(b) (Qualified) foreign spouses of Singaporeans and those being ‘tal-
ented’ receive citizenship.

(c) Singaporeans marrying holders of temporary jobs lose citizenship.

(d) Holders of temporary jobs would have contracts terminated when
pregnant.

(e) Holders of temporary jobs must undergo semi—annual pregnancy
test.

On the side of political economy, Singapore has been ruled by a sin-
gle party since 1959 — the People’s Action Party (PAP). Singapore has no
corruption. At the same time, Singapore cabinet ministers draw a pay
higher than the American President, and keep the same pay after retirement
to serve on some Government — linked companies (GLCs).

Leaving alone social and political issues and returning to economic is-
sues, one may ask how can Singapore maintain its high per capita income
and avoid de—industrialization.

Some principles suggest themselves. These are important for the un-
derstanding of industrial policy as well as the Singaporean economy.

Usually, four principles are involved for the activity Singapore con-
tributes in:

(a) Ex ante, the activity is highly substitutable with what others out-
side may contribute,

(b) Ex post, Singapore has the first mover’s advantage in that it has
made heavy investment for the infrastructure facility,

(c) What Singapore contributes is highly complementary to what is
contributed outside Singapore,

(d) The project has Allyn Young externality for Singapore.

Take the Chang—i Airport for example, it sits astride the air route be-
tween Australia and New Zealand on one end and Britain on the other, and
is thus complementary to the transportation links joining it. See (c).

An airport built on many other locations, say, in Malaysia or Thailand
could do the job equally well as Chang—i. See (a).

Once Singapore had invested heavily on Chang—i, then no one like
Kuala Lumpur or Bangkok could contest the position of Singapore. See (b).
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A well-equipped airport at Chang—i is an important advantage to
build up the Singapore Airline. The investment yields joint products, some
for airport operations, like local tourism, some valuable for operations of
the Singapore Airline, like travel agency for tourism elsewhere, etc. See
().

Chart 5.2 illustrates this situation.

Chart 5.2 Chang - i and the network for air travel
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While Chang—i Airport made Singapore a ‘bottleneck’ in air travel be-
tween Europe and Australia — New Zealand, Singapore’s petroleum termi-
nal also made Singapore the ‘bottleneck’ on the ship route for supertankers
between the Middle East and the Pacific. In this case, Singapore can serve
supertankers of 250,000 tons capacity, while all Malaysian terminals can
only handle tankers carrying no more than 80,000 tons. See Wan, 2004.
While Chang — i Airport offers Singapore the advantage in developing the
Singapore Airline, the petroleum terminal offers a similar advantage to
Singapore in developing the petro—chemical industry. In fact, it made the
Singapore refineries into the ‘swing supplier’ between the Middle East and
the California coast. In both cases, by heavy prior investment, Singapore
has captured a set of interconnected ‘niche’ markets. In each of them, Sin-
gapore workers earn a wage income much higher than in all economies
nearby.

In air transportation, different Australian airports, like Sydney and
Melbourne are substitutes to each other. When Chang—i was first in opera-
tion, it had no substitute in the same league. An analogous comparison can
be made between various petroleum terminals in the Middle East on the
one hand, and the Singapore terminal on the other.

Some observation can be made:
1. Singapore achieves the advantageous position of a bottleneck, not
by restricting trade, but by enhancing service. In consequence, such meas-
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ures in industrial policy should neither violate WTO rules, nor form a
purely beggar—thy—neighbor practice.

2. The effect of the investment that captures the bottleneck position
for Singapore ‘transports’ Singapore into the First World cannot be meas-
ured by usual growth accounting methods, as it was done by Alwyn
Young.

3. Since each project (e.g., airport) provides externalities to a set of
others (e.g., airline, tourism), it is equivalent to the case of public goods as
shown by Samuelson (1995). Since the provision of public goods is the
function of the government according to Adam Smith, the type of Singapo-
rean industrial policy is not in conflict with laissez faire.

4. Finally, on the practical side, to ascertain the opportunity to carry
out industrial policy of the Singaporean type, a nimble, small economy
may have advantage over a large economy.

5.3 Penang, Malaysia

Penang is a state of Malaysia, the only one with the minority Chinese
as majority and industrial parks for electronics. With electronics sometimes
accounting for 2/3 of the Malaysian export, Penang received more leeway
under the ‘affirmative action’ laws.

In Malaysia, like in Singapore, the Chinese used to own much of the
shops and form the bulk of the college student body. Then the 1969 race
riot and coup brought in the current regime, which proclaimed ‘affirmative
action’ laws that limits Chinese (and Indians) in education, government
work and corporate ownership. Large firms must have Malays on the
board of directors. The State of Penang was hard hit. The Gerakan Party
(mostly made of Chinese) won election and the leaders worked hard to re-
vive the economy, attract foreign investment with industrial parks and get
subcontracts from multinational firms to local Chinese shops. The economy
boomed, even though the industrial skill and wage levels trailed behind
Singapore. The small and medium Chinese shops, like the Eng Hardware
which reinvented itself from a traditional blacksmith store, have shown far
more dynamism than their counterparts in Singapore, even though there is
no racial discrimination in the latter location. This is an angle worthy of
speculation.

One possible interpretation is that the paternalistic assistance rendered
by the Economic Development Board (EDB) of Singapore may cause role—
ambiguity to the firms being favored with official support. The government
seems to play roles both as a partner and a regulator. Understandably the
private firm may get concerned that wearing the double—hat of a regulator,
this public partner would have far more weight than its ownership share
implies. The concern is even greater when the government is in a one—
party polity. This may also explain why private Taiwanese firms are reluc-
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tant to join a government—led consortium, as mentioned in Tung (2001).
See Lecture 4. After all, the Gerakan party is one of three or more Chinese
parties, unlike the PAP of Singapore today, and the KMT in Taiwan in the
earlier years. Officers of a Gerakan—ruled state government are less likely
to overstep their positions, under the competitive political forces.
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Lecture 6

Chinese Trade Expansion:
Nature and Impact

We now come to the development of the Mainland Chinese economy.
A series of questions may be raised: How well has the economy per-
formed? Whether its development resembles that of the other East Asian
economies? What is its impact on the rest of world? Since I am an econo-
mist and a Chinese, but not a specialist on the Chinese economy, my dis-
cussion will be based on first principles, not special expertise.

6.1 The track record

By conventional wisdom, the Chinese economy has grown just like
other East Asian economies. Two questions follow: how did such growth
start, and how has the economy performed. In science, isolated objects are
hard to study. A comparison with Indian time series may help.
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Chart 6.1 Per capita real GDP (US = 100) for the four large economies
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Source: Computed from NBER data for Penn World Table 6.2.

Chart 6.1 compares the Chinese and Indian per capita income in PPP,
relative to America, between 1952 and 2000, with data from Brazil and
Russia as backdrop.

The record indicates three points:

1. When neither country has its reform, India was ahead of China,
suggesting the latent economic potential of these two.

2. Economic reform came to China in 1978, India in 1991. China
leads India 13 years. After reform for either country, catching—up speeds
up.

3. After the Tiananmen Square Incident in 1989, trade disruption set
China back temporarily from its rise toward the Indian path, delayed the
cross—over of path until 1990-1.

To me, this is consistent with the interpretation that

for these two countries, growth is due to reform and trade, rather
than merely economic potential.

Next, consider the reduction of the gap of real per capita GDP from
the US, we have the following data.
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Table 6.1 Reductions in per capita real GDP gap in 36 years for eight economies

. - % change between
Economies Ethnicity 1960~ 6§2; 0 199698
Singapore Overseas Chinese (OC) 63.6
Hong Kong Overseas Chinese (OC) 61.5
Taiwan Overseas Chinese (OC) 43.1
China 5.2
India 0.4
Mauritius Non-resident Indian (NRI) -2.4
Trinidad— Tobacco Non-resident Indian (NRI) -3.8
Jamaica Non-resident Indian (NRI) -7.8

This situation implies three points:

1. Both China and India have grown faster than America: China far
more so.

2. The three OC economies export labor—intensive manufacture and
become the world leaders in catching—up.

3. In two among the three NRI economies, export are tropic agricul-
tural products and growth performance lags behind America, let alone In-
dia. Mauritius may be the exception, yet it is not comparable with the per-
formance of Hong Kong, Singapore and Taiwan.

To me, this is consistent with the interpretation that

The higher growth performance of China is related to the spill over
in growth in the labor—intensive export industries from the high
growth, high wage OC economies
This reminds us of Bhagwati’s view that 'India would grow faster, if India
had five Hong Kongs’.

Overseas Chinese share the history and culture of the Mainland Chi-
nese. Do they interact with the Chinese economy out of sentimentality?

Singling out one aspect, the effect of shoe production by the Taiwan-
ese in Mainland China. Chart 6.3 (from Wan, 2004) displays the shares of
both Taiwan and Mainland China in the American imports of footwear.
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Chart 6.2 U.S. import sources of footwear over the years
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It is clear that before the Chinese reform in 1978, China exported nil;
from 1986 to 1992, when the New Taiwan Dollar undertook major revalu-
ation under American pressure, dramatic transformation happened. Tai-
wan’s share went from more than 40% to less than 4%; and the Mainland
Chinese share rose from less than 4 % to more than 50% during a period
where much industrial migration took place (Cheng, 2001). If sentimental-
ity is the crux of the matter, reform or exchange rate revaluation should
matter little. But in truth, that is not so.

Turn now to another aspect of the Mainland Chinese economic expan-
sion. Like the expansion of Chinese trade, the overwhelming inflow of for-
eign direct investment (FDI) to China is beyond dispute. Chart 6.3 records
this.
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Chart 6.3 FDI inflow 2005 (billions of US dollars)
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The sources of the foreign direct investment in China are given in
Chart 6.4. The figures suggest that the neighbors of Mainland China had
played essential roles in the early phase. The situation is changing and the
new investment flow from Hong Kong has first tapered off, then, declined.
But the earlier figures are to me informative. Some people think that the
earlier flow was due to certain special circumstances, such as the fact that
Taiwanese investors had to disguise themselves as from Hong Kong, then.
But by pairing off investment flow with the rate of decline of manufactur-
ing jobs in Hong Kong, I interpret it differently. It shows the drying up of
the industry migration. Hence, the earlier cumulated figures deserve to be
displayed.

Chart 6.4 Sources of foreign direct investment into China
100%

90%

Others

80%

70%

60%

50%

40%

30%

20%

10%

0% T T T T T T T T T T
1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004*

*To September only
Source: Prasad, E. and S. J. Wei (2005): The Chinese Approach To Capital Inflows: Patterns
and Possible Explanations, NBER Working Paper, 11306.
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There is much debate on the exact composition of such figures. Ear-
lier Taiwanese investment may come under the guise of investment from
Hong Kong. There is also the so called ‘double tripping’, when Chinese
money is invested in Hong Kong, for tax purposes, and then invested back
into China. There are also investment projects from Cayman Island, etc.
(listed as ‘others’), which surely come from sources elsewhere.

But there is little doubt that Hong Kong and Taiwan are main sources
for the earlier investment. Combined with what is known from the anecdo-
tal sources, and observations from Hong Kong and Taiwan, at least much
of the earlier investment represents industry migration. Interestingly, Hong
Kong was important in exporting textiles; just like Taiwan still is in elec-
tronics. China is currently important on the world market in both industries.
When migrated plants use cheaper inputs, they expand their output as in
Chart 5.1. Korea is an important car producer, but China is not much of an
exporter of cars. It happens that Korea did not invest much in China earlier
and does not use China even now as a car production base either. Pres-
ently, while one of the largest investment flows to China comes from Ko-
rea, mostly it is for the purpose of serving the large domestic market.

At the present, plants with direct foreign investment are very impor-
tant, especially in electronics. It is the Taiwanese firms which made China
the second largest exporter of information technology products, next to
America. The situation is almost like the case of Singapore. This may sur-
prise people. But in the very long run, if and when managerial environ-
ment improves much more, domestic Chinese producers are likely to domi-
nate.

The process of industry relocation among the Chinese societies would
come to its natural end, when what can be relocated has already been relo-
cated, the Chinese economy will now move toward the untested waters.
Part of the future Chinese growth will be decided there.

The fact that early on, many investors come from societies with a
Chinese culture has its reasons. Mainland China has always been a land
under the rule of man not the rule of law. It is hard to operate there with-
out enough cultural common knowledge. Even a Chinese Singaporean has
disadvantages when compared against a person from Taiwan or Hong
Kong. Kojima (1978) used to view language as a barrier for Japanese busi-
nessmen. Actually, the difficulty of the Chinese language is not so much in
the vocabulary, the grammar, the syntax, and the rhetoric, but the idiom,
the innuendo, and the body language. All these latter three would not be
that essential in a land under the rule of law, but most important under the
rule of man.

As the reform of Mainland ‘deepens’, several factors happen. On the
one hand, the rising relevance of law is clear. The rising popularity of the
law profession says much, to a discerning tourist. Why should a Chinese
civil servant moonlight as a taxi driver, just to put his daughter through the
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law school? Thus, the laowai (gaijin) is gaining comparative advantage
over the OC: the transaction cost of investing in China is coming down.
On the other hand, with transaction cost down, using the low cost Chinese
inputs become a more viable strategy against one’s rivals in the developed
market. So the benefit of moving production base to China rises. This has
become true, I was told, in the market for European — made heavy gears.
And this can become a ‘prisoners’ dilemma’ for businesses in the devel-
oped countries.

It is now time to venture an opinion about how well is the perform-
ance of the Chinese economy. By Chart 6.1, the degree of ‘gap reduction’
is not very impressive, but that is because China only has its reform in
1978. Now Taiwan has its own reform in 1958, twenty years earlier. So if
we focus on two issues:

(a) How long has the reform started? The idea is, to assume a certain
amount of time is needed for the reformed economy to get into shape.

(b) How much the following economy lags behind the leading econ-
omy, in a proportional sense? The idea is, only the relative productivity ra-
tio matters.

So let:

yk(t) be the relative per capita GDP of economy k in calendar year t,
and our focus is then on:

yrwn(t—1958) for Taiwan at a given number of years after 1958

yeun(t—1978) for China at the same number of years after 1978

Then we plot

yrwn(t —1958)/ yeun(t —1978)
when the variable t takes various values, 1978, 1979,... and we get Chart
6.5.

Chart 6.5 Date — staggered Taiwan/PRC comparison
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The testing ratio stays between the values 2 and 2.5 without any time
trend. Hence, one can say, after adjusting for both its later start and its
lower initial level, relative to Taiwan, the Mainland Chinese economic
growth, has performed as well as Taiwan did.

But can the Mainland Chinese economy keeps on growing like this?
Here the size of the economy matters.

6.2 Why Size Matters

In discussing China, economists usually mention its large size. Of
course, China is not the only economy viewed as large: India is another.
For our purpose, it is fair to clarify first how size is measured. Four alter-
natives can be considered, one at a time, in brevity. See Wan (2005):

(a) In absolute scale. First, for the internal scale economy in produc-
tion, Korea under Park may be too small in some industries (See Chart 4.1
above), so the marginal return of country size may remain to be positive.
But this cannot be true for either China or India, with a population total at
more than 20 times of the scale of Korea. Second, for command and con-
trol over the size of China or India, it will be absolutely impossible to mi-
cro—manage, as in the Singapore of Lee Kuan Yew, (seen in Section 5.2).
So, size is not an advantage.

(b) Relative to the world. Assuming that as an approximation, the
Chinese trade on a world market where all prices are determined to clear
the market, rather than set by some parties, like petroleum by the action of
the OPEC. In such a world, the larger is a country, the more the world
price would approach the domestic price of that country. Therefore, it is
not gaining much from the world trade. This is just a suggestion, that as a
large country ‘gets larger’ (by economic growth) the trading gain may de-
cline, which is a generalization of the Mill’s Paradox (The small country
alone gets the gain from trade in a two country model) and a stronger re-
sult, the doctrine of Immiserizing Growth (the act of growing may reduce
welfare). At the moment, most researchers seem to agree that the terms of
trade has turned against China, even though the point of immiserizing
growth probably has not yet been reached. Declining export price and
worsening shortages of imported material affect domestic livelihood and
cause trade friction, because of what Chinese export and import. On a per
capita basis, whatever Korea can achieve in trading gain is out of the ques-
tion for China, with 27 times of the Korean population. So, size is again
not an advantage.

(c) Relative to the trading partner. This relates to bargaining power.
It is conceivably an advantage for the Chinese. But how to use such power
is a subtle matter for three reasons:

i) (By nature) If a particular trading partner is much smaller, relative
to China, then by whatever that party is induced to make China an offer,
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there would not be much for China per capita any way, unless it is in
‘goods’ with a ‘non-rival’ nature, namely, information and technology.

ii) (In reality) The size of bargaining power is in terms of income, not
population. Measured that way, China today does not yet have much more
power than France.

iii) (In diplomacy) If China overplays its hand in bargaining, counter-
vailing coalitions would form, neutralizing any Chinese advantage.

So any Chinese advantage from size is limited.

(d) Relative to the resources base. All East Asian economies are rela-
tively poor in mineral wealth, especially petroleum and iron ore. If poor
resource per capita means low initial wage, and hence an easy export pene-
tration at the labor intensive end, a very poor resource base implies a long
period is needed for absorbing the excess labor and upgrading skill. Other-
wise, income polarization threatens. So when population size is measured
relative to a certain resource base, size is again not an unmixed advantage.

6.3 Impact on the World at Large

The cardinal fact about the Chinese economy today is the huge reser-
voir of unskilled labor waiting to find jobs in the urban, industrial sector.
A stylized two sector diagram is shown in Chart 6.6.

Chart 6.6 ‘Labor surplus’ economy
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This type of unskilled labor does have employment in the country
side, earning positive return, but this return does not increase, even with
more capital accumulated, and newer technology acquired in China’s urban,
industrial sector. Chinese growth is reflected in the rightward shifting of
the marginal value of labor curve in the modern sector. That sector has (a)
a rising total output, and (b) a rising employment, but not (c) a rising wage
for the unskilled.

Thus, strictly speaking, China is not the classical surplus labor econ-
omy, known since the days of Arthur Lewis. Proportionally speaking, the
real jobless is not that large. Yet the unskilled wage rate anywhere in the
economy is prevented to rise, as it did in the Asian NIEs earlier.

Local labor shortage has been reported in China now and then. But
plants producing export goods would either recruit workers from another
province far away, or move the plant to where such labor is still available.
All the same, the wage received by the unskilled labor is not rising, in
either sector. This creates income polarization in China.

To preserve socio—political stability, the Chinese central government
rewards provincial governments which create jobs and earn foreign ex-
change. The provinces compete against each other. The foreign investors
are attracted with reformed regulations and export is encouraged with tax
rebates. But environment preservation is also sometimes shortchanged to
foster growth. With job creation as the top goal, there is no centrally di-
rected industrial policy. Car production is retained in too many plants at
low volume and high cost, which is a sure sign of lacking effective indus-
trial policy.

So far, the Chinese have shown the capacity to reform, from the intro-
duction of market and private firms, to the stop of inflation, the bankruptcy
of some state firms, the preserving of the pension system, and the removal
of the military from business,...These are not easy steps taken in a large
country, not yet fully under the rule of law.

The situation is still quite complex. Income polarization is happening
in China. Because of the low price of labor intensive exports from China,
the Stolper—Samuelson effect then causes income polarization in the rest of
the world as well.

At the same time, the rising income in China plus the expansion of
the labor intensive outputs lead to energy shortage, and therefore rising en-
ergy price. With their money wage held down, the rising energy price will
put pressure on those unskilled labors even more, in China and elsewhere.

What is needed is globalized coordination. Every country has to do its
share. At the present, the overall Chinese trade is more or less balanced,
the American trade is not. The reduction of American trade and budget
deficit, the expansion of Chinese domestic demand, and the adoption of
energy efficient lifestyle are all part of the solution.
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Comments

Robert M. Solow

Institute Professor, Emeritus
Massachusetts Institute of Technology

When I first knew Henry Wan many years ago as a shy graduate stu-
dent, he was already an original. I do not mean merely that he did not imi-
tate the ideas of others. He was able to look at each problem as if it were
brand new, unaffected by the pre—existing crust of formulations and opin-
ions.

It has long seemed to me that growth theory and its applications have
rather neglected the open—economy aspects of historical experience. The
book by Gene Grossman and Elhanan Helpman was not followed up, as it
should have been, by a trail of further research. (The idea of quality lad-
ders caught on, but not really in terms of international trade. Of course
much has been written about foreign direct investment and technology
transfer, but not particularly in the context of formal growth models.)

Henry Wan’s Kobe lectures start to redress the balance by addressing
directly the question of “catching up,” so evident in the case of the rapidly
growing Asian economies, and even earlier in Western Europe after the
end of the second World War. Alexander Gerschenkron had written about
the “advantages of backwardness” in historical perspective. Now Wan
studies the process in analytical detail, following some ideas of his earlier
article with Man—lui Lau. This leads inevitably to questions about the
transfer of technology from leader to follower, and to the problem of the
appropriate technology for follower countries at different stages of devel-
opment.

The notion of industrial policy was once all the rage, then came into
disfavor, and now appears to be reviving. In Wan’s view, public policy has
an important role to play in facilitating and shaping a developing country’s
response to the central catching—up process. His results here will be of in-
terest in many places.

It was an interesting decision to focus his attention on a close com-

87



88

parative study of a few Asian economies that seem to have succeeded in
getting the catching—up process going. It should be easier to find common
themes in that part of the institutional and policy spectrum than in an al-
most random search of a broader field.

The larger countries of western and northern Europe had at one point
almost completely caught up with the United States in productivity terms.
Then they faltered; more recently the gap has widened slightly after years
of narrowing. This experience indicates the great importance of the ques-
tions Henry Wan asks. His answers will interest all students of economic
development at every stage. And, to end where I began, they will be fresh
and original.



Author’s Postscript

The encouraging words of Professor Solow inspire us for further re-
search; his personal example also calls us to validate our theory by evi-
dence. This note is a down payment.

The benchmark model in these Lectures is designed as a first approxi-
mation to the potent force of globalization. The phase diagram in the mid-
dle panel, Chart P1, suggests that with both a strong capacity to absorb
and plentiful opportunity to emulate, an economy at a mid — level of rela-
tive real GDP per capita, can grow faster than a technology leader, and im-
prove further its relative real GDP per capita. It is now time to check its
implications against reality.

Test implications can be found in the distribution of real GDP per
capita across the economies in the world. Based upon the Penn World Ta-
ble, version 6.2, two specimens of it over 100 economies with data for
both 1963 and 2003' are displayed in the upper and lower panels of Chart
P1. Both exhibit bi—-modal form.

In discussing the convergence issue, Daniel Quah (1996) explains that
beyond the ‘pushing back of constraints’ by each economy, there is the ad-
ditional dimension of how the poor may catch up with the rich?, which
may cause a bi-modal distribution, or in a ‘twin—peak’ form. So far there
has been few fully developed economic explanation.

The phase diagram in Chart P1 implies a five—fold regularity®:

1. Source: < http://pwt.econ.upenn.edu/php_site/pwt_index.php>

2. This is presumably along the approach of interdependent growth, as in Lau
and Wan (1994).

3. A subset of these regularities plus some additional discussion on trade in in-
termediate goods are reported in Beaudry et al (2005) and Beaudry and Collard
(2006) based on different assumptions. Future research is needed to determine
whether there can be a synthesis of these apparently mutually complementary studies.
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(1) The cluster regularity. Each of the two observed peaks corre-
sponds to a stable equilibrium of the dynamic system. Each is
within an attractor, over which a cluster of economies is sustained:
one for those economies failing to keep pace with the technology
leader, and the other for those which can, up to some level. This
characteristics is present in 1963 as well as 2003.

(2) Two location regularities again are present in both specimens
from Chart P1: —

a) The left peak regularity: the lower cluster surrounds zero, and
b) The right peak regularity: the upper cluster stands some dis-
tance away below 1.

Chart P1 Phase diagram and snapshots: ‘twin peaks’ in 1963 and 2003

M Economies in 1963

0%to 10%to 20%to 30%to 40%to 50%to 60%to 70%to 80%to 90%to 100%
9% 19% 29% 39% 49% 59% 69% 79% 89% 99% and

Growth of relative real GDP per capita Relative real GDP per capita
A

g

| Right Attractor

Left Attractor

Boundary
stable \
equilibrium
0®
Interior
stable
equilibrium

Interior
unstable
I equilibrium

USA

Left Attractor | Right Attractor

M Economies in 2003

0%to 10%to 20%to 30%to 40%to 50%to 60%to 70%to 80%to 90%to 100%
9% 19% 29% 39% 49% 59% 69% 79% 89% 99% and
more

Relative real GDP per capita
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Chart P2 2003 versus 1963

—&— Economies in 1963 —#— Economies in 2003

35 1

30

25

Representative cases Examples
Lagging behind Arrow a Most Latin America, sub-Sahara Africa =
. Arrow b Japan, The NIEs; Spain Portugal
Catching-up Arrow ¢ Scandinavians, France
Falling back Arrow d New Zealand; Switzerland —

20

W

—
RN
VAR .

0%to 10%to 20%to 30%to 40%to 50%to 60%to 70%to 80%to 90%to 100%
9% 19% 29% 39% 49% 59%  69% 9% 8% 99% and

Relative real GDP per capita fmore

(3) Two gravitation regularities emerge when the 2003 specimen is

compared against that for 1963.

a) The left peak regularity: the lower cluster gravitate in one di-
rection toward zero, and

b) The right peak regularity: the upper cluster concentrates from
both sides to amore acute peak.

Both peaks tend to gather more economies over time. This is also

clear from Chart P2. Four arrow signs indicate how real-life

economies across the world evolve according to tendencies of the

model.

The economic evolution is path—dependent but also policy—deter-

In

mined. This may take the form of policy—induced perturbations on the
economy—specific phase diagrams. In these Lectures, how globalization is
harnessed is illustrated with the episodes of East Asian economies. The left
—hand side of Table P1 displays a transition matrix, with all 100 econo-
mies classified by their relative real GDP relative to the USA, in 10%
classes, and showing how economies have been catching up, lagging be-
hind or falling back, over four decades measured by their relative real
GDP per capita.

each cell, the number of those economies which have narrowed
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Table P1 Catching—up or losing ground

Relative
real GDP p ¢
relative to
USA 100%
100 and | Al
) more
1 100
All
33
10% . g
0 19% 'Y .
20% 2 [ 1 = 1 1
R N N N
o2 | o N NN \
30% SRR RS 9
10399 . ) , ) N \\\ \\ "\ \.\
1963 170 ™ N . 6 -
10499 . | e \\ . ., Number of economies
) T SN
R ! ! '\.\ '\,\ . \.\ \.\ 2 Tmprovement /E\iut Others | Total
™, ™, " N -,
60% 2 4 N . 7 30% 1 0 1
% R N N o About 50% ]
t0 697 , RN \,\ Ly (HKG)
70:;':’ P T 2 About 40% 2 0 2
o7 , RN N N BN (TWN,
80% 1 SGP)
10.89% | About 30% 1 1 2
! ! N (KOR)
90%
0 99% About 20% 1 5 6
! ! (JPN)
‘fgd“ \J__, About 10% 1 14 15
more 1 (CHN)
5 |2 % 5 2
A oo N ? ! ? Lo Under 10% 0 12 2
Losing 0 62 62
Boldface for narrowing gap; italic for widening gap. ground
All 6 94 100

their gap versus the USA is recorded in bold face, and the number of those
which failed to do so is italicized.

The thin dotted diagonal lines join economies of similar performance,
when measured in such a manner. For example, between 1963 and 2003,
in real GDP per capita relative to the USA, Taiwan rose from between 10
and 19 per cent to between 50 to 59 per cent and Singapore rose from be-
tween 30 and 39 per cent to between 70 to 79 percent. Thus they are lo-
cated on the same thin dotted diagonal line, which marks a 40% improve-
ment. In the right—hand side of Table P1, the relative positions of the six
East Asian economies, Japan, the four NIEs and China are indicated by
diamond signs in their cells.

Since performance is influenced by policy and policy and environ-
ment differs from economy to economy, clearly the next step should be the
statistical estimation of the benchmark model for individual economies,
and the assessment (perhaps also explanation) of the differences among
them. This is the step for the future.
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