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Chapter 1: Issues Surrounding Growth 
Acceleration  

 

The current challenge for underperforming developing 
countries 

 
The principal economic challenge in today’s developing world is to achieve more rapid and 

sustained poverty reduction. In many countries, the challenge is to achieve any reduction 

possible or to preserve recent gains in the face of looming recession. In the 1970s and 1980s, 

poverty reduction in the developing world proceeded at a reasonably satisfactory rate, but it 

slowed over the 1990s – in spite of the dramatic economic booms in India and China. Outside 

those two countries, poverty in developing countries rose throughout the 1990s, despite the 

modest decline that was seen in the 1980s (Berry & Serieux 2007: 93).
1
 

 

Poverty can be reduced either by distribution-neutral growth
2
 or by an improvement in the 

distribution of income. Almost all poverty reduction occurring over the past several decades in 

developing countries has been due to growth, since there have been so few cases of 

declining inequality. This reflects the sluggish growth in the demand for labour and, hence, of 

reasonably remunerative employment. Barring dramatic changes in settings or policies, this is 

likely to remain the case for some time. The bulk of the onus for cutting poverty is therefore 

likely to continue falling on growth.  

 

Accordingly, the challenge facing a number of developing countries today is that of generating 

growth accelerations that will be sustained and whose fruits will be reasonably equitably 

distributed. For those countries achieving faster growth than before (at least until the recent 

world economic downturn) – usually on the basis of commodity booms – the challenge is 

more a matter of sustaining or recovering such growth and making/keeping it equitable. Both 

cases fall under the broad category of moving successfully from slow average growth 

(perhaps stable and slow, or perhaps somewhat erratic) to sustained high average growth. 

 

China and India, the two largest developing countries in the world, have, of course, since the 

1980s been prolific in their achievement of dramatic take-off to high, sustained growth. This while 

many of the world's lower-income developing and some middle-income countries were stuck in 

                                                 
1
 Trends in poverty incidence depend on the precise poverty line selected. With a line of 500 1985 

international dollars of income per person per year (very close to the World Bank’s line of $1 

consumption per person per day. With this low poverty line, incidence of poverty in developing 

countries outside China and India rose from 9.0% in 1990 to 10.1% in 2000. 

  

2
 That is, growth that does not change the relative income among different groups. 
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stagnation or slow growth of per capita income. Between the 1970s and the 1990s, world growth 

has slowed from decade to decade (despite growth in China and India) and per capita GDP 

growth, at almost 2% in the 1970s, was down to just over 1% in the 1990s. This dramatic 

negative turnaround was largely attributable to the fact that while combined per capita income 

growth in those two countries accelerated from 1.72% in the 1970s to 5.46% in the 1990s, in the 

rest of the world it slipped from 2.05% to 0.53% and in developing countries (excluding China 

and India) it went from a little under 2% to about 0.3%. This was accompanied by a general trend 

towards intra-country inequality, as more countries showed increased growth than decline over 

this period. These aggregate figures confirm what a study of country-level data also shows: that 

many countries achieved little or no growth in per capita income over these two decades and that 

poverty reduction was not proceeding well. In light of that fact, it is not surprising that world 

poverty levels (excluding those for India and China), did not fall significantly. Depending on the 

poverty line used, they stayed constant, fell a little or rose fractionally between 1980 and 2000 

(Berry & Serieux 2004: 154).  

 

The world economy revived to an extent between 2000 and the financial debacle of 2008, and a 

good number of developing countries experienced a reversal of fortune. China and India 

continued their rapid growth, but the rest of the developing countries in the low- and medium-

income group significantly improved their performance and growth averaged at 4.0% in the 

period 2000 to 2006; while the average was 4.7% for sub-Saharan countries. In many cases, this 

turnaround was due to rising commodity prices and exports, a fact that raises the question of the 

sustainability of such growth and the possibility that in many cases it may be a harbinger of 

‘Dutch Disease’ and ‘natural resource curse’ effects, along with their related 

employment/distribution problems.
3
 

 

Though 2000s have been better for most, some countries have been stagnant (or nearly so) for a 

good part of the last quarter-century, and now face a threatening world economy. Many have 

been in urgent need of a return to growth – not just to modest growth, but to fast, pro-poor 

growth. It has been widely noted that in the 1990s per capita income growth often had to be 

significantly positive in order to achieve any reduction of poverty or any increase in real wages of 

unskilled workers who make up most of the poverty group. South Africa exemplifies the set of 

countries which has suffered recent stagnation, with GDP per capita falling in the 1980s and 

being constant for the 1990s as a whole; coupled with a high level of inequality, and hence of 

poverty. While any growth is better than none, this country should not be satisfied with a GDP 

                                                 
3
 ‘Dutch Disease’ refers to the problems afflicting a country which has a strong comparative advantage 

in one or a few tradables which create few jobs (the case with most minerals, for example) and may 

also suffer price fluctuations and/or depletion; such that after having become accustomed to the 

revenues produced by the item(s), the country has to scramble to find alternative sources of 

comparative advantage. Corden and Neary (1982) provide an early discussion of this phenomenon. The 

‘natural resource curse’ is a more general concept which explains why a strong endowment of natural 

resources can (and has) slowed the growth of many countries, contrary to intuition and common sense. 
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growth of 4% and should aspire to 5% (or, preferably, 6–7%) and should strive to couple that fast 

growth with a pro-poor pattern. It needs to accelerate to high, sustained and equitable growth. 

How can this be done and how feasible is it?  

 

To put a growth rate of 5–7% in perspective, the current (last few decades’) range of global 

growth rates (taking five-year averages to exclude short-period outliers) ranges between about 

2% and about 10%, with China somewhat above that rate at times. Certain post-war recovery 

experiences aside, it was assumed by virtually all analysts at the middle of the 20th century that 

growth of 5–6% was about all that could be expected on a sustained basis in a developing 

country. This reflected the experience up until then. Fairly soon thereafter, the East Asian Tigers 

– Hong Kong, South Korea, Singapore and Taiwan – demonstrated that considerably faster 

growth could be sustained. If one thinks of growth performance as the combined result of good 

luck, good institutions and good policy (admitting that policy can affect institutions, but usually 

only do so slowly), it is clear that a country can fall rather short of the best in one or more of these 

domains and still achieve a rate of growth that fairly quickly raises living standards. This helps to 

explain why some countries with poor resources do well, why some with mediocre institutions do 

well (at least for a time), and so on. 

 

As a first approximation, one can accept the proposition that fast growth is a necessary but 

sometimes insufficient condition for fast and sustained poverty reduction (where poverty is 

defined by absolute purchasing power). Short growth spurts of, for instance, 5% per year for a 

few years, can be produced by favourable export prices or other bits of economic luck. But what 

low-income countries really need is faster growth that is sustained for several decades. The 

history of the second half of the 20th century has thrown up a modest number of such cases. 

The conditions and processes that brought about these success stories are the main raw 

material from which policy-makers may learn what to do when confronted with stagnation in a 

country that needs fast, sustained growth. Other relevant information comes from studies of 

some of the key mechanisms that characterise the experiences of growth acceleration – even if 

the studies are not specifically focused the issue of growth acceleration. 

 

On the growth front, the challenge has two parts: accelerating growth to a high level and then 

keeping it there or recovering it, if temporarily lost. Although, as discussed below, fast growth 

today often makes it easier to achieve fast growth in the near future, this is by no means always 

the case as often today's fast growth is in fact at the expense of tomorrow's. Many countries 

have run down their foreign exchange to finance a burst of investment and consumption that may 

generate a few years of fast growth; but that process guarantees its own early reversal. 

Sometimes success creates new threats, such as complacency, a build-up of corruption, a loss 

of capacity to think through new challenges, and so on.  
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Success on employment and distribution fronts, such that growth will be pro-poor, involves a 

range of complicated issues and has been much less studied than growth per se. It has, for 

instance, often been argued that inequality increases under fast growth; whether due to a rise in 

the capital share of GDP, a widening of earning gaps by skill/educational levels, or some other 

mechanism. 

 

A general understanding of the processes of economic growth gives us many hypotheses as 

to how growth might be accelerated and structured in such a way as to be equitable. The 

literature on labour market functioning and on income distribution provides considerable 

understanding of where inequality comes from, but is scant on how outcomes may be 

improved. The extensive analysis directed in recent decades at the problem of the natural 

resource curse, and within it that of Dutch Disease, has provided analysts and policy-makers 

with a better feel for why many booms are destined to turn into busts, and why many of them 

lead to increased inequality. Yet even with these intellectual storehouses to draw on, there is 

no substitute in thinking about this challenge for the use of reasonably detailed case studies. 

This is only in part because of the now much discussed limitations of many-country cross-

section studies. More important is the fact that the dynamics of growth are, in general, much 

less understood than its correlates; and growth acceleration and the determination of 

employment and inequality are essentially dynamic processes. 

Why study acceleration to and maintenance of high growth? 
It was true, almost by definition, that development economics would be dominated by growth 

economics, with dynamic processes taking centre stage. The main focus has however been 

on growth as target variable rather than on transitions from slower to faster growth (except by 

implication and without particular analysis of what a transition might involve). 

 

Underlying this study and similarly directed ones is the hypotheses that there is a difference 

between factors that contribute to acceleration and those that contribute to high, long-run 

average growth; and that accelerations can be and often are an important contributor to – 

perhaps even a necessary condition for – that long-run growth. Without these presumptions, 

there would be little point to studying acceleration as a specific phenomenon of interest.  

 

Our understanding of how economic growth takes place reflects the interplay between useful 

theory and useful empirical analysis. Available theories include such obviously relevant 

variables as the rates of investment, technological change and population growth, sometimes 

along with others, and specify causal relationships among them. From the Harrod–Domar 

model, with its emphasis on savings/investment, to Solow’s (1956) neoclassical growth 

model, which added population and exogenously-determined technological change, and 

eventually to endogenous growth theory (e.g. Romer 1986), which discarded the neoclassical 

assumption of decreasing returns to scale and focused on the role of externalities (especially 
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from one person’s human capital to other people) in keeping the return on capital investments 

high. These broad theories do not, however, give much attention to growth acceleration per 

se.  

 

Similarly, the vast quantitative literature on the process of economic growth and its correlates 

has dealt very little with the question of how to accelerate growth from a slow start, or how to 

keep it high afterwards in the face of counter-forces.
4
 In the 1960s, as growth literature began to 

emerge from the experience of developing countries and from the theoretical reflections of 

students thereof, the need for a ‘Big Push’ was mooted by authors like Nurkse (1966) and 

Rosenstein Rodan (1964), and the aerodynamic concept of the ‘take-off’ was advanced by 

Rostow (1963). In subsequent decades those ideas have had less currency and neither they nor 

other hypotheses about growth acceleration have led to much effort at empirical verification. 

Rostow's stages theory of growth, a more or less one-size-fits-all theory, has lost credibility 

over the years, and some of the initially identified mechanisms of the Big Push came to 

appear less than persuasive with time. Having said this, the decreased attention to 

acceleration has been unfortunate since, even if some of the first explanations of it did not 

stand the test of time, the importance of understanding it remained an important challenge. 

Hopefully an ex post facto look at the experience of those intervening decades can provide some 

degree of guidance to the policy-maker whose task it is to engineer such acceleration into 

sustained, pro-poor growth.  

 

There are several different reasons to focus attention specifically on the period during which 

an economy accelerates. Although more general growth literature is clearly somewhat relevant 

to this task (since one would not expect to find that the recipe for acceleration to fast sustained 

growth was the opposite of the recipe for fast growth in general), from a purely statistical point of 

view typical empirical growth analysis includes too few observations corresponding to the 

periods of acceleration for these to dominate the regression results.
5
 Nor conceptually does 

                                                 
4
 A long standing component of economics which has industrial countries as its point of reference is 

business cycle theory. In fact, elements of that theory were incorporated into some early thinking about 

growth in general and growth in developing countries in particular. But business cycle theory could 

hardly provide a good parallel with a theory of acceleration into sustained, fast growth, since its focus 

was on why and how the up cycle was causally associated with the down cycle. There was thus an 

interesting overlap with understanding accelerations in developing countries, but not a complete one. 

Cycle theory has sometimes had a political component as well as the more standard economic elements 

and cycles in economic variables can differ in duration according to the main mechanisms involved. 

Cycles reflecting the behaviour of institutional variables would be expected to be longer than those 

based on, say, the accelerator mechanism in economics. 

 

5
 Put another way, the share of all country-years in a cross-section time-series analysis of the correlates 

of growth which would correspond to acceleration episodes is small, especially when such episodes are 

defined relatively narrowly as they are here. This means that their impact can be drowned out by that of 

the non-acceleration years. 
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there seem any general reason to believe that the determinants of the two types of economic 

performance would overlap enough to render uninteresting the analysis of acceleration per 

se. Some determinants of long-run growth, like level of human capital, cannot be changed 

quickly and are hence less likely to be central to acceleration; whereas other determinants 

can be changed more easily. By definition, acceleration from stagnation to growth involves a 

change from the recent past; whereas maintaining a given growth rate, whether high or low, 

does not (or not often) involve a change. We have from both theory and observation good 

reason to believe that inertia, both positive and negative, can play a significant role in how an 

economy functions. And it is not much of a stretch to suspect that exogenous shocks can lead 

an economy onto a path-dependent trajectory that could involve acceleration or deceleration. 

Finally, it bears noting that in some theories of development (especially Rostow 1963), 

acceleration is a predictable stage that comes after the fulfillment of certain preconditions, 

and is then normally followed by sustained growth at an acceptable level. Most of these 

theories or ideas suggest that acceleration has special features distinct from those of high, 

sustained growth. 

 

The comparative literature on growth acceleration, although expanding, remains of limited 

scope and there appears, to date, to have been no organised comparative analysis of the 

employment and distributional concomitants of growth acceleration. Many studies of individual 

countries do provide important insights and information on both acceleration and its various 

fallouts. A useful systematic review of growth accelerations from the 1950s onwards by 

Hausmann et al. (2004) provides several good leads; and its results, where they overlap, are 

broadly consistent with those presented below. Hausmann et al. identify over 80 episodes of 

growth acceleration over eight-year periods,
6
 reporting that they tend to be correlated with 

increases in investment and trade and with real exchange-rate depreciations. Positive shifts in 

the terms of trade tend to produce growth accelerations that eventually fizzle out, while 

economic reform is associated with sustained accelerations – though most reforms do not 

produce accelerations. Still, the majority of observed accelerations are unrelated to any of the 

standard determinants considered by these authors, making it clear that there are no ‘one-size-

fits-all’ recipes to produce growth acceleration; or, more precisely, that if such general recipes do 

exist, their components are not, for example, such usual suspects as the standard reform 

package of the Washington Consensus.  

 

On the other hand, several variables are sufficiently correlated to the likelihood of acceleration as 

to suggest that they deserve further study. That rising investment tends to go along with 

acceleration is certainly no surprise, and questions here relate more to causation, timing and 

composition. Can acceleration get a start without an investment surge, and then spur that surge? 

Does public investment more often crowd out private investment or crowd it in; or does the 

                                                 
6
 Episodes are cases in which the least squares growth rate of GDP per capita over eight years is a 

minimum of 3.5% and accelerates by a minimum of 2% (Hausmann et al, 2004, 3). 
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answer to this question depend on other conditions? Is machinery investment more growth-

promoting than construction? As with investment, the importance of rising savings is inevitable, 

but it is less clear to what degree increases must be synchronised with those in investment, 

which groups of savers can be counted on, and how much a good financial system matters in all 

of this – and indeed what constitutes a good financial system. The role of real devaluation 

reported by Hausmann et al. is mirrored closely in most of the detailed case studies included 

here. One of the goals of case studies like those presented here is to unearth relationships 

among the factors at work in growth acceleration – relationships that do not emerge from cross-

county analyses because data are not available for all countries, because lags of timing differ 

across countries, because economic structure matters to how acceleration can occur, and so on. 

Selected highlights of the country experiences are reviewed in the chapters to follow. 

 

Systematic analyses of growth deceleration seem to be even less numerous than those of 

acceleration. Needless to say, there are many descriptions of how countries have descended 

into economic disaster, but not much systematic treatment of this process. The same goes for 

such interesting questions as what factors determine whether a country confronted by a negative 

exogenous shock, hence identified as a candidate for deceleration, will in fact suffer that fate or 

succeed in averting it. Presumably there is a reasonable overlap between those conditions that 

promote acceleration and those that help to fend off deceleration, but this remains to be tested in 

greater detail. To the extent that careful thinking and analysis are needed to assure a take-off, 

the same may be true to avoid a downturn. 

 

Study approach and methodology 
The object of this study is to better understand how episodes of growth acceleration come 

about. As noted above, we begin with the presumptions that acceleration from slower to faster 

growth involves at least somewhat different causal processes from those underlying long-run 

growth, and that acceleration facilitates such long-run growth. The latter condition is 

especially likely to be satisfied if:  

 some of the changes that occur to the determinants of long-run growth happen over 

relatively short periods of time and, because their effects are felt with very little lag, 

they produce growth bursts that are sustained; or 

 the positive inertia that builds up when acceleration begins plays a big role in the 

lengthening of that burst and its subsequent maintenance in the longer run. 

 

When neither of these conditions holds, episodes of acceleration will more likely be due to 

exogenous shocks (e.g. rise in the price of a commodity export) and are less likely to be 

sustained – an unhappy sequence that features heavily in the literature on the natural 

resource curse.  
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Several elements of this study’s methodology warrant a mention. It was decided to undertake 

a limited number of case studies rather than adopt a cross-section approach with more 

countries and fewer variables. A decision was also taken to analyse the proximate sources of 

acceleration by focusing on generally measurable variables – the investment rate and the 

marginal output/capital ratio – rather than trying to isolate the separate effect of the growth of 

each factor and the rate of technological change on the basis of production function 

estimates. The latter approach, while preferable in principle, would have been either 

impossible (for some countries) or fraught with extreme measurement problems (for others). 

Given the countries and the time periods involved in analysis, a reasonable degree of 

comparability of databases together with an acceptable level of accuracy could only be 

achieved by following the approach of analysing proximate sources of acceleration by 

focusing on generally measurable variables. Related to this focus on the better-measured 

variables, was a decision to eschew (for the most part) a systematic comparative 

consideration of such big questions in development economics as how much state 

intervention is desirable in order to speed development along a good path. This decision 

responds in part to my view that it is important to better understand the more proximate 

determinants (or correlates) of growth and take-off in order to be in a better position to pursue 

serious empirical analysis of the bigger questions. The two types of analysis are ultimately 

complementary. Understanding statistical analysis of how a variable like property rights is 

correlated to growth take-off will inevitably have a black-box aspect to it unless it includes a 

detailed look at the proximate determinants of growth, through which any underlying variable 

must by definition produce its impacts. 

 

In reviewing nine cases of growth acceleration and two cases of failure to sustain growth, this 

study thus focuses on the proximate determinants of growth acceleration – investment, 

productivity growth and fuller utilisation of resources – without pretending to provide an 

analysis of the underlying determinants of either acceleration or long-run growth. To the 

degree possible and in a necessarily more speculative way, it attempts to extend the 

discussion to the underlying determinants of the proximate causes of acceleration.  

 

Because, whether in terms of proximate determinants or underlying ones, there is likely to be 

a considerable overlap between what contributes to acceleration and what contributes to high 

long-run growth – and a concomitant degree of confusion in sorting out the two (given the 

standard econometric difficulties relating to measurement of variables, lags between cause 

and effect, etc.) – the interface between growth acceleration and the long-run determinants of 

growth is worth pausing on. Although the timing of acceleration episodes naturally provides 

some strong leads as to the causal factors involved (e.g. a major change in the terms of 

trade), because of leads and lags between causes and effects, that timing cannot tell the 

whole story even when acceleration can be dated unequivocally at an inflection point in the 

country’s economic trajectory. When, as is frequently the case, there is no such clear 
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inflection point, even less about its causes can be learned with certainty from when the 

acceleration occurred. In some instances the acceleration occurs extended over an extended 

period of time. 

 

Before reviewing some plausible components of a theory of growth acceleration, it is useful to 

provide a sort of generic model of growth in the form of a ‘growth equation’ or set of equations 

which sum up the factors at play. The causal process can be conceptualised in a variety of ways, 

with its complexity varying accordingly. A simple formulation posits that output depends on 

‘proximate’ determinants and that the levels of those inputs depend, in turn, on background or 

underlying determinants. Consider equation (1) in the context of a closed economy (i.e. no 

economic interactions beyond its borders)  

 

 Q = f(R, Kp, Kh, L; T; U, E)      (1) 

 

where Q represents output or GDP and its determinants are the factors of production: R (natural 

resources), Kp (physical capital like machines), Kh (human capital like skills), and L (number of 

workers) – which, together with ‘T’ (the level of technology in the country) – determine the 

maximum possible output for that economy, i.e. the output that would be attained if all of the 

factors are used and are used wisely (i.e. in the industries where they will be most productive). 

We know, however, that some countries do not use all of available resources, and their output 

therefore falls short of potential. This happened on a masive scale in industrial countries (except 

the USSR) during the Great Depression of the 1930s. ‘U’ thus refers to the degree of utilisation of 

the resources – when some are unemployed the value of this indicator is less than one; when all 

are fully employed that value is one. (Keynesian economics focuses on why resource utilisation 

sometimes falls well below 100%.) Meanwhile, ‘E’ refers to the efficiency of resource utilisation – 

a microeconomic concept. A country may use all of its resources, but be putting many of them in 

the wrong place, which leads to lower output than could have been achieved. An economy can 

thus be mismanaged in a static sense either by failing to use all of its resources or by using them 

badly.  

 

All of these elements together determine how much output will be produced in an economy. The 

rate of growth of an economy depends on how much the factors of production grow, how much 

technology improves and whether and how much the management of the economy (captured 

here by ‘U’ and ‘E’) improves. The rate of growth of output or income per capita depends on how 

all of the other elements change relative to the change in ‘L’.
7
 They must grow faster than ‘L’ for 

per capita output, and therefore the standard of living, to rise.  

 

                                                 
7
 Assuming that the labour force is a fixed share of the population. 
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Allowing for international trade and investment (not yet touched on in the above discussion) 

complicates things a little more. A country’s engagement in international trade creates the 

possibility that national output (what the country produces) and national income (equivalent to the 

country's purchasing power) may move differently, as when the international terms of trade 

(defined by the price of the country's exports in relation to the price of its imports) change over 

time. Thus, if output rises but the terms of trade worsen, income may fall. If the terms of trade 

improve, the country's income rises faster than its output. 

 

We can now replace ‘Q’ as the variable on the left side of the equation (measuring output) by ‘I’ 

(measuring income) and add ‘IT’ for ‘international terms of trade’ on the right side, creating 

equation (2): 

 

 I = f(R, Kp, Kh, L; T; U, E; IT)   (2) 

 

The causal process of interest also involves the whole raft of indirect determinants of output and 

income – and hence of the rate of growth – that underlie these direct determinants. Investment 

theory tries to explain what determines the rate of growth of ‘Kp’ and there are theories of 

technological change, underutilisation of capacity, and so on. A useful way to think of the 

complete causal apparatus is that it consists of three layers of variables: the direct determinants 

of output as identified above, the indirect determinants that are economic variables, and the 

indirect determinants that are non-economic in character. In the simplest of possible worlds, 

causation would be recursive in the sense that output would depend in the first instance on the 

direct determinants; these would, in turn, depend on a set of background economic variables; 

and these would, in turn, depend on a set of non-economic variables (attitudes, behavioural 

practices, etc.). The world is, however, not so simple and the causation between economic and 

non-economic determinants of output goes in both directions. Increasingly, also, economists are 

introducing attitudinal and other cultural or institutional variables into the output equation itself, i.e. 

as direct determinants of output. ‘Social capital’ can therefore affect output directly, together with 

the other variables in the equation.
8
 

 

Most of the variables – economic or otherwise (and some fall in a grey area anyway), direct 

determinants or indirect ones – can be affected by other variables, policy and luck. Thus, 

investment may be affected by tax policy, the degree of resource utilisation by macroeconomic 

policy, efficiency of resource allocation by trade policy, and so on. The appropriate goal of policy 

is to intervene in the most effective ways to achieve the desired final goals like high GDP, a high 

level of good quality employment, equitable distribution of income, etc.  

 

                                                 
8
 See Hall and Jones (1999) for an exploratory study of the quantitative importance of social capital. 
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From a practical/policy perspective, probably the most meaningful disaggregation among 

direct determinants of growth involves three categories: growth of inputs (distinguishing 

among them when possible), outward shifting of the technological frontier, and changes in the 

degree of resource utilisation. In fact, the only variables generally available for all the 

accelerations reviewed are the rate of labour-force growth, the investment rate, and the 

marginal output capital ratio – the latter two of which together tautologically determine the 

growth rate. In the frequent absence of reliable measures of either overall resource utilisation 

or technological improvements, we rely on the fact that the marginal output capital ratio 

should, by definition, reflect both changes in the degree of resource utilisation and 

technological upgrading. 

 

The behaviour of aggregate demand is likely to matter more in growth acceleration from a low 

level than in long-run growth. It involves some combination of rising investment and a rising 

marginal output/capital ratio. The increase in the latter variable is likely to depend mainly on 

incorporation of previously unused or underutilised resources and on simple ways of raising 

productivity (as opposed to factors like the introduction of new technology). Fuller utilisation of 

resources depends on demand, and so does the propensity for private agents to invest. An 

adequate and preferably growing demand for output is therefore likely to be a very important 

aspect of the dynamics of take-off. This may be less the case when much investment is public 

(either in infrastructure or by productive public enterprises), since public investment decisions 

are less tied to future profits. While demand and its macroeconomic policy underpinnings are 

very likely to be important, it is harder to study their role due to the usual absence of good 

direct measures. 

 

Fast export growth often accompanies acceleration. One interpretation of this association 

would be that exports are a more efficient use of resources than the alternatives. Sometimes 

exports are a vent for surplus, in which case the reallocation gains are at a maximum, but 

sometimes the static reallocation gains produced by such reallocation are small relative to the 

degree of growth acceleration observed as exports expand. In such cases the export 

opportunity probably contributes more to business perception of a ‘reliable demand’, which 

encourages investment and technological upgrading and which may also generate positive 

linkages with other sectors. In this sense, exports can be akin to any ‘leading sector’.  

 

 

The raison d’être of growth: employment, wages and good 
distribution of the fruits of that growth 
Almost all countries suffering economic stagnation also have serious employment problems, 

which takes the form of too few stable and reasonably remunerative jobs. In some cases, the 

quantitative lack of employment is the bigger problem, manifesting itself in a combination of high 

open unemployment, high underemployment and low participation rates. In other cases, the main 
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manifestation is very low wages. Most countries also suffer from undesirably high levels of 

inequality, whether their economies are growing adequately or not. Growth acceleration may 

yield few economic benefits and may even be damaging to balance if the additional output 

generated is not reasonably well distributed.  

 

On the other hand, most cases of sustained, rapid growth have been shown to benefit all broad-

income categories (e.g. deciles of the income hierarchy), even when the growth has been 

accompanied by modest rises in income inequality. One might therefore wonder whether 

employment and distributional outcomes should be a concern in the analysis of growth 

acceleration. Several considerations suggest that they should. This would be true if the level of 

inequality affected either the likelihood of take-offs occurring or of the growth being sustained; or 

if patterns of inequality established during take-off then tend to persist thereafter. Is there a 

serious possibility that in the first growth spurt inequality will worsen to the extent that offsetting 

policies are required? If so, how do the circumstances define the appropriate policy response? 

There are several mechanisms whereby acceleration could harm substantial groups, and these 

mechanisms should be borne in mind with a view to the design of ameliorating policies and to 

best choice among alternative policy options.  

 

Many booms, especially those based on increased exports of certain natural resources, have in 

fact benefited few people, and have sometimes even been at the expense of the majority – 

sometimes during the course of the boom, but more often in its aftermath, an outcome that 

constitutes part of the natural resource curse mentioned previously. Often such booms also fizzle 

out after short periods of time.  

 

More generally, there are several general reasons why inequality might increase under 

acceleration. If the country is in a labour surplus situation, wages may be ‘sticky’, either because 

they are to some extent institutionally determined, as suggested by the labour surplus model of 

Lewis–Ranis–Fei, or simply because although they are determined by normal market forces, 

supply is so elastic that the equilibrium wage does not rise until considerable growth has taken 

place. In either case, wages may not rise parallel with per capita output, but will instead remain 

constant or only rise slowly until the labour surplus has been absorbed,
9
 which may or may 

not raise the capital share of national income.
10

 Even more than might usually be the case, 

breaking free from stagnation may require the lure of high profits and low, stable wages to entice 

businesses to invest. The industrial country literature on the effect of the business cycle on 

inequality has often suggested that fast growth tends to concentrate income. In situations where 

                                                 
9
 This was one of the predictions emerging from versions of the labour surplus model developed by 

Lewis (1954) and elaborated upon by Fei and Ranis (1961).  If we accept Minami’s (1970) 

interpretation of Japan’s trajectory, there was a long lag between acceleration of growth and the 

resulting wage increase.  

10
 As discussed in Berry (1983) 
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human capital is thinly and unequally spread (which is common in developing countries), skilled 

labour and capital might both be expected to increase as growth accelerates, while unskilled 

labour would not. 

 

Acceleration (and fast growth, generally) tends to render some skills obsolete and make others 

valuable; which can often widen earning gaps according to the level and types of human capital 

that people have. This process can have dislocation and psychological costs for the ‘losers’ in 

the process, which may far outweigh actual income loss.
11

 Fast growth also tends to create high 

levels of capital gain in an economy and gives rise to financial mechanisms whereby sharp 

operators tend to win at the expense of the less wary and less informed. These processes 

contribute to income and wealth concentration, much of which does not show up in the recorded 

figures on current income of individuals and families. 

 

Even more worrisome are the political mechanisms set in motion by many natural resource 

export booms; especially the near-inevitable battle for access to ‘rents’ (incomes earned with little 

or no effort by owners of the valuable resources). At worse, such booms create kleptocracies, in 

which the main interest of the ruling group is to make off with those rents, the rest of the country 

be damned, and/or they lead to civil strife with often enormous social and economic costs. 

 

While there are thus general grounds for worry about its distributional and poverty fallouts, there 

are also reasons to expect that the distributional fallout of acceleration would vary widely from 

case to case, and could be influenced by policy. Where a growth burst is concentrated in labour-

intensive exports, one would expect that, sooner or later (later if there is initially a large labour 

surplus which keeps the wage from rising), the growth would tighten up the labour market and 

increase wages. Even before that, total labour income would be rising as people are pulled from 

underemployment or non-participation into remunerative jobs. Growth acceleration often leads to 

construction booms and, as long as construction is labour intensive (as it tends to be), it also has 

the potential to raise total labour incomes rapidly. Where acceleration is based on export of a 

capital or a resource-intensive product that creates few jobs, the outcome is likely to be less 

positive even in the (unlikely) absence of the perverse political trends mentioned above. 

 

                                                 
11

 The fact that acceleration involves a good deal of structural change, often forcing or inducing a lot of 

movement by people – whether geographical, job-wise or in terms of lifestyle – creates the obvious 

possibility that it will hurt significant groups. Even when the ex post facto figures reveal that all broad 

categories of people have seen their average incomes rise as a result of acceleration, this does not mean that 

they are better off. The numbers reveal the net change in income, but they do not tell us what was given up 

in the process: whether, say, the move from country to city or from one type of job to another was 

voluntary (in which case one could more safely conclude that the people involved were better off after than 

before), or whether economic security is now lower than before. These are all matters that must be analysed 

empirically before final judgements are reached. 
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As acceleration proceeds, the appropriate balance between employment creation and wage 

increases becomes a delicate policy issue. Markedly rising wage costs may curtail 

competitiveness, investment and exports. In so doing, they may deter employment creation. 

How rising wages affect income inequality depends on the precise conditions in which a 

country finds itself; keeping wages down does not necessarily keep labour incomes down, 

and can instead be the route to rapid expansion of employment.  

 

In most of the cases reviewed in the chapters to follow, the benefits of growth acceleration were 

spread widely. Sometimes wages did not rise until some time after the spurt of growth began, but 

the lag was generally not long and often involved a rapid increase in the number of people with 

reasonably remunerative employment. In a number of cases, however, inequality rose some time 

later; either because of factors largely unrelated to the acceleration itself (e.g. the increasing 

value of real estate as wealth rises) or because inequality-promoting aspects of the country’s 

economic structure were more accentuated and/or had more perverse effects over time (such as 

when the growth process is built around large corporate entities, which tend to become 

increasingly capital-intensive).  

 

On balance, a reading of the case studies presented in this book suggests that the booms that 

are sustained over time are also ones whose initial employment and distributional impacts are 

good. Natural resource curse literature makes it clear that many booms that are not sustained 

have bad employment and distributional effects almost from the start. Several studies of the 

overall relationship between inequality and growth have concluded that high initial levels of 

inequality are not, on average, growth promoting (e.g. Alesina & Rodrik 1994), and the earlier 

conventional wisdom that inequality favours growth through its impact on savings has been 

largely discarded. But it is also clear that, in fact, much growth occurs both in countries with low 

levels of inequality and in those with high levels; the link between equality and growth is a 

tenuous one. Within the much narrower realm of growth acceleration experiences, however, it 

may well be that the link is tighter with those countries whose take-off is relatively equitable also 

being the ones that are then able to sustain the initial growth boom.  

 

It is possible that the employment/distributional fallout from acceleration has been changing over 

time. Since all the acceleration experiences analysed here began in the 1980s or earlier, it is not 

possible to be sure. Overall it does appear that the growth-(less-skilled) labour income link has 

become less positive over time, as is suggested by the fact that in the 1990s growth had to be 

higher to reduce poverty than was the case in the 1970s; a fact which some interpret as being 

due to the economic reforms and the liberalisation they have brought, while others attribute it to 

widening earnings gaps by level of human capital, or to other factors. It will be some time before 

analysts get to the bottom of this issue.  

 



 19 

First hypotheses on the conditions for acceleration to high, 
sustained growth  
 

Proximate sources of acceleration 

By definition, if acceleration occurs, one or more of the proximate determinants of growth must 

be playing a role. The interesting questions, therefore, are whether there are general patterns in 

which some of these determinants are more prominent than others – either in absolute terms or 

relative to their apparent relative roles in longer-term growth – and whether there are general 

patterns in terms of which variables contribute early in the acceleration episode while others 

contribute later. It can be no surprise that increases in the savings and investments ratios are 

part of all acceleration episodes; here the interesting question is how large such increases are, 

whether they tend to lead or lag growth acceleration, and who the important actors are. 

 

The special role of investment 

A high investment rate has always been recognised as a key ingredient to good growth 

performance. In the traditional Harrod–Domar model, high investment, together with the marginal 

capital:output ratio (which picks up all aspects of efficiency in resource allocation and use) were 

the two elements at work, and since investment was more obviously a policy-related variable 

than the marginal capital:output ratio was, much attention was directed at it. Equation (1), listed 

previously, conceptualises the growth process in a more disaggregated way, distinguishing five 

proximate sources of growth of per capita output: physical investment, investment in human 

capital, technological improvement, better allocation of resources, and fuller utilisation of 

resources. In the long run, it is clearly the first three which dominate, since (in most cases) 

improved allocation of resources and fuller utilisation cannot be expected to contribute much to 

average growth over long periods. However, in the short term, during which a rapid growth 

acceleration might occur, the two leading candidates are likely to be a high investment rate and 

an increase in capacity utilisation; the latter playing a potentially large role when the economy 

starts in a deep recession with widespread under-utilisation of resources, and the former playing 

a significant role under all other circumstances. Because one or the other of these two processes 

may dominate over a given period, it is not plausible to expect a high level of private investment 

under widespread resource underutilisation, though public investment is a different story and can 

be pushed hard at such times. Sometimes certain industries suffer underutilisation while others 

do not, in which case both mechanisms can be at work, albeit in different parts of the economy. 

Technological change, notwithstanding its extremely important role in the long-run process of 

growth, is unlikely to be central to rapid acceleration, unless a specific important new or improved 

technology is the reason for an investment boom. Technological upgrading does tend to come 

along with investment, especially with regards to machinery and equipment, but there are limits 

to how much of this can happen – limits possibly set by a sort of natural rate of technological 

change for a given country, by the corresponding rate for the world and by how far the country is 

from the world technology frontier. Human capital formation also accelerates only modestly in 
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short periods of time because of both the long-run payoff period, which means that demand for 

such investment usually changes gradually, and of supply constraints.
12

  

 

Improved resource allocation seldom generates more than 10–15% of output growth, even over 

a several-year period, unless the initial allocation was extremely bad. It would therefore only be a 

key element of growth in the context of major reforms with dramatically positive effects on 

resource allocation. In short, countries not currently suffering general (Keynesian-type) 

underutilisation of resources must look to investment to carry much of the responsibility for quick 

acceleration; which means that the investment to GDP ratio must rise and reach a high level (at 

least 25%, but preferably 30%) for really fast growth under most circumstances.
13

 This means, of 

course, that savings must also be rising towards an ultimately high level, whether they come from 

domestic or foreign sources.  

 

Since, sooner or later, savings and investment must rise for successful take-off to sustained 

growth, it is important to understand the role each of these factors plays. The extensive 

existing literature on the determinants of investment and of savings gives some useful clues,
14

 

but, as with growth itself, one cannot presume that knowing what contributes to investment or 

savings in general is all one needs to know to facilitate a ratcheting up of investment and 

savings as part of an acceleration process. The issues of major interest are more ones of 

degree, timing and sequencing. One of the biggest questions is who can be induced to save 

more as investment needs rise, and whether the financial system will be capable of a rapid 

                                                 
12

 Endogenous growth models highlight the role of investment in human capital as a source of 

externalities and increasing returns to scale (Romer 1986). The jury is still out on whether such models 

tell us much about growth in general for developing countries; Todaro (1997: 93) provides a sceptic’s 

view. Given their focus on long-run mechanisms and on sources of growth that do not normally change 

quickly, it may seem unlikely that these models would help to explain processes of acceleration. On the 

other hand, the positive externalities among economic agents are probably important at such times.  

 

13
 As discussed, the precise meaning of any given figure for the investment ratio naturally depends on 

the relative price of investment goods, which varies across countries and over time within countries. 

 

14
 General investment theory has, inter alia, dealt with the accelerator aspect (e.g. Jorgenson 1971), the 

role of finance and the cost of capital (McKinnon 1972; Shaw 1973), and the irreversibility of 

investment and its impact on the timing thereof (Pindyck 1991). Empirical work has made some 

progress in confirming the main hypotheses and clarifying the relative importance of the factors at 

work. For developing countries, that work remains limited and does not appear to take us too far 

towards an adequate understanding of causation. The recent time series cross-section analysis (97 

developing countries spanning the period 1973–2002) by Salahuddin and Islam (2008) exemplifies 

some of the difficulties. The high correlations of investment with savings and with growth are to be 

expected, but the conclusion, on the basis of Granger causality tests (based on a two-year period lag), 

that investment does not Granger-cause growth is worrisome for several reasons: first, there is a very 

strong theoretical presumption that investment does cause growth; and, second, much of its effect 

would probably occur with less than a two-year lag. Such an implausible conclusion throws the other 

results into question. 
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expansion of its intermediation function when the need is there. In several of the cases 

studied (Chile, Singapore, Ireland and probably others) the most growth-elastic component 

has been business savings.  

 

Raising savings and assuring its productive use constitutes an obvious challenge that defeats 

many low-growth countries. A state with the capacity to do a lot of saving and investing itself (e.g. 

through public enterprises) has the advantage of not having to rely so much on risk-averse and 

sometimes skittish private investors. Brazil, Singapore and, of course, China have all, to varying 

degrees, taken this route. 

 

The virtuous circles of savings and investment 

Investment is ultimately determined by a combination of the desire to invest and the availability of 

savings. One standard element in the theory of investment (formalised in the accelerator model) 

is that the need for new investment reflects the rate of current or expected growth (although often 

proxied by the recent growth rate). When an economy is in recession, the payoff to most new 

investment is likely to be low, both because there may be excess capacity and surplus 

inventories already and because demand is not growing. When demand is growing, fast 

investment promises profits and thus becomes attractive. The main component of the virtuous 

circle of fast and accelerating growth is probably this positive interaction between growth and 

investment: growth of aggregate demand makes investment attractive and investment generates 

continued growth. This process creates the observed time dependency of investment, savings 

and growth.
15

 Unfortunately, although there has been a good deal of general empirical analysis 

of the determinants of savings and investment and their statistical links to growth in developing 

countries, little attention has been directed to what factors affect the evolution of these three 

variables during episodes of growth acceleration. Since a relatively high level of correlation 

among all three is a foregone conclusion, the challenge is to identify causality – presumably 

running in both directions between both investment and growth and savings and investment – 

through analysis of the relatively closely related trajectories of the three variables. 

 

In centrally planned economies the rate of investment is a directly controlled policy variable. 

During the long period of fast growth in the former Soviet Union it was kept high. The same was 

true in China. But in market economies the share of investment done by the public sector is 

smaller and tends to be in ‘growth-facilitating’ investments like infrastructure rather than in directly 

productive forms. So its immediate payoff is more likely to depend on complementary private 

investment. Unfortunately, private investment is the hardest of the aggregate variables to predict 

and to control. Its level depends heavily on business expectations, which in turn depend on 

rumours, beliefs (accurate or not) as to what public policy will be, and readings (or misreadings) 

of the current and future state of the economy. It also depends on availability and terms of 

                                                 
15

 The high correlation between current investment and last year’s investment is noted, for example, by 

Salahuddin and Islam (2008: 29). 
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finance, and the risk entailed for the investor. Given the numerous intangibles involved and the 

fact that the most solid piece of evidence the potential investor has to go on is how well the 

economy (or that part of the economy that is of special interest to that investor) is doing right 

now, his/her tendency to invest is understandably correlated closely with current growth.  

 

Growth generates scarcities and scarcities generate profitable investment opportunities. The 

faster the growth, the faster present capacity becomes exhausted. Accordingly, it is much less 

risky to invest in a fast growing economy than in a slow growing one, since even a considerable 

misperception of error with respect to current excess supply is likely to be corrected quickly. 

Buoyant demand thus greatly reduces the risks inherent in private investment and, accordingly, 

encourages it. This is undoubtedly one of the main mechanisms that underlie the fact that fast 

growth, once attained, is often sustained. Put more generally, the best simple predictor of next 

year's growth in most economies is this year's growth, a fact which reflects these internal 

dynamics of the growth process as well as the fact that various exogenous determinants of 

growth tend to be serially correlated over time. These aspects of economic dynamics provide the 

hope that, once fast growth can be established, it may be considerably easier to sustain than it 

was to achieve in the first place. 

 

Obstacles to and policy for investment 

Since almost every country with a current or recently inadequate growth performance needs to 

raise the investment rate significantly
16

 and each of them faces a somewhat different variant of 

the investment-savings challenge, it is useful to distinguish the following possible barriers to 

productive investment: 

 difficulty faced by economic agents in identifying promising real (as opposed to financial) 

investments that are also socially productive (thus excluding investment in real estate); 

 high risks associated even with promising projects; 

 lack of access to the funds/capital needed to undertake the investment; and 

 high cost of capital goods. 

To a certain degree, each of these difficulties can afflict both the public and the private sectors. 

The need for various types of state involvement and collaboration with the private sector 

depends very much on the set of conditions at play. While it is normal to assume that in most 

cases of stagnation the ‘low income–low savings’ capacity trap constitutes a serious obstacle to 

take-off, this could hardly be said to be the case in India where the investment rate (constant 

prices of 1993) was systematically near or above 20% prior to acceleration and capital goods 

prices did not seem to have been atypically high (also the case in Ireland and Chile). It was 

however true in Korea just before that country’s take-off and also in Singapore and China. 

 

                                                 
16

 The few exceptions, as noted, being countries with adequate levels of investment but bad allocation of it, 

or with high levels of resource underutilisation such that significant acceleration can occur without an 

expansion of the capital stock. 
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Countries in the Dutch Disease condition of having lots of resources due to a highly profitable 

export (or exports) often fail to convert these resources into long-run growth because the market 

signals are not there to guide investment into whatever new sectors of comparative advantage 

the country could develop. Such situations call for especially clear-headed planning and action 

by the state to create the incentives for private investment in those new directions, complement 

them with the appropriate public investment in infrastructure and training, and provide other 

policy support to raise profits and lower risks during the gestation period. 

 

In some countries the resources are available for investment and the demand for them by 

investors is there, but financial institutions block the flow by opting for low-risk (to them) uses of 

funds. The essential investment challenge relates to fixed investment. Banks tend to prefer fast-

circulating and lower-risk loans to commerce or for working capital. Stock markets and venture 

capital systems are designed to facilitate long-run fixed investment, but are usually 

underdeveloped in lower-income countries and not accessible by smaller firms. Sometimes they 

are also too volatile to be socially efficient. 

 

Public policy needs to walk the fine line between providing strong support to private investors in 

order to induce a high level of productive investment and pampering them too much. Strong 

incentives are especially needed when it is hard to identify promising areas for investment – 

either because of a Dutch Disease scenario or because a stagnant economy provides few 

signals in the form of rising prices or supply tightness indicating looming shortages – because the 

past pattern of growth needs to be changed, or because entrepreneurial skills are in short supply 

(as emphasised by Hirschman (1958)). If strong government direction and support can provide 

the necessary incentives for a first wave of investment which does get the economy on a growth 

path, then the positive inertia (from brighter expectations, rising prices, etc.) may greatly improve 

both perception and fact with respect to risks and profits, in which case much weaker incentives 

may be adequate to keep the process going. It is fair that the inducements be greatest to those 

who undertake investment under the inherently riskier conditions just prior to acceleration.  Korea 

is probably the classic case of strong directives to private investors, strong incentives, and also 

considerable coercion to ensure satisfactory performance. 

 

When the binding constraint on growth is the supply of resources for investment, the state must 

again typically be involved in the solution, whether by creating the conditions for access to 

foreign capital (guarantees, a solid financial system, etc.), by improving the savings-generating 

capacity of the domestic financial system, or by undertaking high levels of public saving to be 

channelled into investment. In some countries, the way the social-security pension system is set 

up has a significant impact on savings available for growth. 

 

Another link between savings and investment is the price of capital goods. The lower it is, the 

more investment can be undertaken for a given amount of savings. It is plausible that, just as real 
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investment is expected to be at least somewhat elastic to the interest rate (one element of the 

cost of capital), it also be somewhat elastic to the price of capital goods (another element). In a 

study of 11 Organisation for Economic Co-operation and Development (OECD) countries 

between 1870 and 1959, Collins and Williamson (2001) report that relative capital-goods prices 

are strongly negatively correlated with investment rates and that differences are large across 

countries at a point of time (e.g. over 2:1 between Japan and Germany in 1950 and even more 

than that previously) and also across countries. A few studies in developing countries have 

focussed on this price; such as Diaz-Alejandro (1970), who argued that Argentina’s import 

substitution policy in the 1940s and 1950s drove up equipment prices and thereby drove down 

capital accumulation and growth. 

 

As important as the aggregate level of investment, is the composition of investment: public vs 

private investment, infrastructure vs directly productive investment, machinery and equipment 

vs construction, consumption-related investment (residential buildings) vs directly productive 

investment, and so on. Investment in machinery and equipment naturally tends to pay off 

more quickly than other forms. It has been argued (e.g. by De Long & Summers 1996) that 

investment in machinery is more growth-generating in general, but this is not fully clear since 

its greater statistical association with growth may primarily or even exclusively reflect the fact 

that its impacts, being concentrated near the time of the investment, are naturally easier to 

capture in regression analysis. Construction of infrastructure can also have a very high payoff, 

as can categories such as residential construction, which combines longer-run benefits and 

an immediate contribution to employment through its labour intensity, as well as aggregating 

demand from the recycling of wages earned.
17

 Public policy can be pivotal in assuring a 

socially desirable composition of investment. This usually means special efforts to facilitate 

longer-term investment in fixed capital and in the industries of the future, as well as the 

needed infrastructure and building construction.  

 

The role of public investment is to provide services to the private economy (business and 

consumers) and to encourage private investment through its combined effects on the desire 

to invest and the funds available for investment. Depending on the circumstances, public 

investment can either crowd out private investment, crowd it in, or do neither. ‘Crowding in’ 

can occur either through linkage effects, where the public investment goods (e.g. public 

housing) require inputs from the private sector whose output is therefore stimulated, or 

through the impact of public investment on aggregate demand or on expectations with respect 

to future growth. Crowding out can occur if the public sector produces items the private sector 

was going to produce, or where it finances its investments in a way which shrinks the pool of 

funds available for private investment. 

 

                                                 
17

 The share of all new manual jobs generated in construction can reach a level of 20% and upwards in 

a fast growing economy. 
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The savings side 

Although aggregate savings may be ‘pulled along’ at the outset by aggregate investment 

(through a process of inflation), running down of inventories and short-term capital inflows 

(including running down of foreign exchange) fairly soon in the process of acceleration aggregate 

domestic savings must also rise markedly. As noted in various recent studies, there is a very 

strong cross-country correlation between the rate of investment and the rate of domestic savings, 

implying that foreign savings do not normally account for a high share of the cross-country 

differences in available savings (Obstfeld & Rogoff 2000) that, in turn, account for investment 

and growth differences. The same pattern holds over time within countries, so there is no 

substitute for raising domestic savings. Governments can contribute to domestic savings through 

tax policy, through helping to evolve a strong savings-friendly financial system, and through 

encouraging savings in specific forms like pension funds (other than the pay-as-you-go type). 

Demographic patterns are also a factor; indeed, some would say the key factor in spurring high 

household and total savings (Bloom & Williamson 1998). Short-term capital inflows may be 

useful in getting growth moving, but the experience of recent decades shows how dangerous 

they can be as a source of economic downturn. Chile's experience as the success story of Latin 

America over the last 20 years involves, not coincidentally, the use of capital controls to ward off 

such misfortunes. More generally, however, foreign capital can play a significant role in 

generating growth booms; especially in the earlier stages if foreign direct investors can identify 

investment options early in the game and if domestic savings are still in short supply. Where 

foreign investors are also exporters, the benefits tend to be that much greater. 

 

Analytically, it is therefore useful to distinguish between at least five sources of savings: 

foreign direct investment (FDI) and foreign portfolio capital on the foreign side, and 

government, business and household savings on the domestic side. Each of these can and 

have played important roles not only in funding investment in general but also in contributing 

to the needed savings increase as acceleration gets under way. The country cases reviewed 

in the following chapters do however show a wide range of experiences. In one interesting 

sequence, an initial source of savings gets acceleration started and it is then sustained as 

business profits rise. This is an especially effective sequence when it makes economic sense 

for much of those business savings to be invested in expansion within the same industries. 

 

Aggregate demand, the real exchange rate, macroeconomic imbalance and inflation 

The two mechanisms with the greatest potential to quickly propel economic growth to a 

significantly higher level are a marked increase in resource utilisation – possible when there is 

initially considerable underutilisation – or a sharp increase in the investment rate. The former has 

the special advantage that it provides ‘cheap’ or even ‘free’ growth. But pulling otherwise wasted 

resources into production through an increase in aggregate demand can also lead to inflation or 

other macroeconomic imbalances. There is thus a challenge of getting the most growth benefit 
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from the least cost in terms of inflation or instability.
18

 Macroeconomic policy as growth policy can 

make particular sense when aggregate demand can be used to generate an initial growth spurt, 

which then paves the way for other, longer-run growth mechanisms (particularly investment) to 

come fully into play. Its use can be dangerous, either when those other mechanisms are not 

ready to take over in a timely way or when policy-makers misinterpret a tool for short-term 

stimulus with one that can play a long-term role. 

  

The management of aggregate demand to bring underutilised resources into productive 

employment can be complemented by a monetary/credit/fiscal policy that encourages investment 

directly. Both aggregate demand and relative prices between tradables and non-tradables are 

influenced by the real exchange rate, another macroeconomic variable. It is thus helpful to 

consider aggregate demand management and the exchange rate as instruments to influence 

both the degree of resource utilisation and the level of investment.  

 

Private investment is a key component of almost any acceleration plan. However its initial 

increase is induced, once raised it will, with luck, continue upward as aggregate demand induces 

further growth in investment. In principle, this virtuous growth-investment circle could be initiated 

simply by a burst of government spending on consumption items or by private-consumption 

spending through credit creation. These paths are unlikely to lead to sustained growth, however, 

since although a necessary condition for acceleration may be a sharp increase in demand, 

where this achieved without soon being followed by an increase in savings to finance further 

investment, it tends to wind up generating macroeconomic imbalances that truncate the growth 

process. There are many policy instruments which could conceivably help to achieve the initial 

rise in private investment; such as investment tax credits, other subsidies to business, protection 

of certain sectors, and various forms of technical assistance to potential investors. It is, however, 

possible that because businesspeople do not see enough promising growth options, not even a 

combination of these instruments will be able to quickly improve expectations about the 

profitability of investment.  

 

In such a case, an undervalued exchange rate (undervalued in the sense that it will lead to a 

build-up of foreign exchange beyond that needed for precautionary reasons)
19

 may have the 

capacity to break the log jam by producing an immediate across-the-board increase in the 

demand for all tradables produced in the country, and with it a boost to overall aggregate 

                                                 
18

 This trade-off has been famously articulated as the Phillips curve. 

19
 Bruton (1992, 363) defines such undervaluation as corresponding to a situation in which ‘foreign 

exchange is accumulated, not for the purpose of adding to foreign exchange reserves, but because the 

undervaluation helps to create opportunities that induce efforts to increase productivity and output.’ 
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demand (unless counteracted by other mechanisms).
20

 In so doing, it identifies activities of 

possible interest to business by raising the profit rate in those areas. In fulfilling these functions, 

the exchange rate has several advantages over other policy instruments. First, unlike some other 

instruments, it can be varied until the desired effect is forthcoming. Second, because its effect on 

demand is across the board for tradables, that impact will tend to be more general than will any 

other set of instruments and therefore more in keeping with the idea that market forces should be 

a main determinant of the direction of investment. Third, it may be easier to stimulate the savings 

needed to match increased investment when this is the mechanism at work than when incentives 

to business are raised in other ways. 

 

Although undervaluation by large countries invariably meets with international disapproval when 

its effects on the country's balance of trade are clearly visible (as was recently the case in China), 

by then its growth-accelerating impact will no longer be as important and the exchange rate can 

be gradually shifted back towards equilibrium. Many of the activities which expanded under the 

impulse of undervaluation will have established themselves as competitive at less favourable 

exchange rates, under the plausible assumption that much of the investment will be followed by 

productivity-raising learning-by-doing in the industries in question. Some will be competitive 

without such learning if the initial investment was being deterred by risk aversion rather than by 

non-competitiveness. Transitory undervaluation does, of course, run the risk that some of the 

activities induced into existence will prove uncompetitive if and when the exchange rate 

subsequently appreciates. Undervaluation fulfills the role under discussion best in those 

activities where indigenous entrepreneurs are effective and where it contributes to a shift to a 

diversified export system. 

 

In best-case scenarios, a devalued exchange rate therefore raises profitability across a range 

of activities, induces investment and is followed by productivity increase. One concern is that 

by directly raising the profitability of all tradables, it may substitute for and thus reduce the 

incentive for firms to pursue productivity increases. Its effective use calls for a situation and/or 

policies that also provide adequate incentives to raise productivity in the longer run. The nexus 

between inducing investment and inducing productivity increase is at the heart of longer-run 

growth. To get started and then sustain growth no doubt involves a combination of incentives: 

one set which raises profitability in the short run enough to induce investment and then a 

somewhat different set of incentives that keeps the pressure on for productivity increase in future. 

The difference will depend on how much productivity increase comes embodied in the capital – 

at least embodied enough so that having purchased the capital one is forced to do the skills 

upgrading – and how much requires separate efforts. 

 

                                                 
20

 The literature on the expansionary vs contractionary effects of devaluation distinguishes the various 

mechanisms that may be at work (Krugman & Taylor 1978; Edwards 1989). 
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Because it relies on a strong level of aggregate demand, a strategy of acceleration to high, 

sustained growth is likely, under some circumstances (such as when a temporary budget deficit 

is part of the kick-start process), to come into conflict with a conservative set of macroeconomic 

policies. An inflationary tax may be temporarily necessary to bring savings into line with a higher 

level of investment. Devaluation automatically pushes up the prices of tradables relative to non-

tradables and, realistically speaking, pushes up prices absolute terms as well. The empirical 

evidence from several of the case studies presented in this book suggests that a moderate level 

of inflation may be a price to be paid if a country wishes to break the vicious circle of stagnation. 

In other words, low levels of inflation (say, 5% or lower, or, depending on the country, 10% or 

lower) may be inimical to growth. One concern is that conservative macroeconomic policy/low 

inflation may hinder the achievement of efficient resource allocation by making it harder for an 

economy to achieve changes in relative prices, among them real wage decreases, since with 

little overall inflation, a change in relative prices means one of the prices must be going down and 

some prices are sticky downwards.  

 

The role of context, policy and structure 

As with long-run growth, acceleration can, by definition, be explained by some combination of 

changes in its proximate determinants; i.e. investment, technological change and capacity 

utilisation/resource allocation. A first step in understanding acceleration is thus to identify the 

different roles of these factors. The second step is to understand what aspects of context, 

policy and structure induced the proximate determinants to change as they did. A few of the 

more prominent hypotheses are noted below.  

 

A special role for international trade 

The way a country participates in international trade is linked to resource allocation and the 

possible benefits from efficiency in that domain, to the dynamic processes of investment, 

learning and technological advance, and to aggregate demand and its impacts on overall 

resource utilisation. A good set of policies to maximise a county’s benefits from its 

international trade must be framed with all of these impacts in mind. Since acceleration is by 

nature a dynamic process, it should not be surprising if the most important impacts of trade on 

this process are on investment, technological advance and resource utilisation; rather than on 

resource allocation. The latter phenomenon is unlikely to take place quickly enough to play a 

big role in take-offs, though it might underpin the capacity to sustain growth at a high level. 

 

One of the more obvious routes to faster growth is by increasing exports, or, more generally, 

the production of tradables. A number of the countries featured in this book have indeed used 

export growth as an accelerator. Sometimes that growth was primarily due to exogenous 

changes, like discovery of new resources or increased prices of exports, and sometimes it 

was due to exchange-rate policy. The role of trade policy per se is harder to identify for 

reasons discussed in the specific country contexts. 
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No one doubts that success in raising production of tradables (especially exports) is linked to 

achieving high investment. There are two significant issues inherent in this relationship. One 

issue relates to the relative importance of the two mechanisms and how they interact with 

each other, another to which policies can affect them. Contrasting views on the mechanisms 

range from (1) the idea that as long as the incentive to invest is high enough and market 

distortions are not great, the resources will find productive uses, including in the export sector 

if demand for goods and services is most promising there; to (2) the view that investment can 

only be raised to the levels required to generate high growth if incentives to export are high, 

since other sectors cannot offer attractive enough profit rates.  

 

Do liberalisation, freer trade and Washington Consensus policies help? 

Since the strands of thinking that make up the various versions of the Washington Consensus 

are an important component of development economics at this time, it is natural to ask 

whether and under what circumstances a shift towards a greater role for relatively unrestricted 

markets is likely to produce acceleration. In this body of thought, more market-friendly policies 

are seen as releasing entrepreneurial energies, encouraging savings and investment, 

improving the allocation of resources across sectors, and curtailing resource wastage by 

inefficient public sectors.  

 

The more interesting versions of market-oriented thinking do recognise that institutions are 

necessary for markets to work well; hence some degree of involvement by government is 

called for. Sometimes cutting intervention is equated with ‘getting prices right’. In fact, a 

primary reason for intervention should be and often is to get prices right (e.g. to correct for the 

inefficiencies of the notoriously imperfect financial systems of less developed countries, or to 

curtail the consumer-gouging practices of monopolists). The real issues are always ones of 

degree and context and always involve the general question ‘What can a given country’s 

government do reasonably well and what can it not?’ The case studies presented here reveal 

a wide range in public-sector capacities for handling given production and management tasks. 

 

Do certain sectors play special roles in growth acceleration? Linkages and other 

externalities 

One of the major early debates in development economics was that between the proponents 

of ‘Big Push, balanced growth’ – the idea that it is important for growth to proceed on many 

fronts for the whole process to remain self-sustained (e.g. Rosenstein-Rodan 1964) – and 

Hirschman’s (1958) unbalanced growth cum linkages suggestion that leading sectors can 

play a key role in pulling others along with them. These competing ideas on the dynamics of 

growth and take-off share the view that there are important synergies among the growing 

components of an economy and that these synergies, since they have, to a significant 

degree, the character of externalities, will not be adequately exploited by market forces alone. 
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Where they differ is on the nature of those synergies. A third view, more prominent since the 

1980s and the rise of neo-liberal thinking, is that linkages or other externalities among sectors 

or industries are relatively unimportant, and hence should not figure significantly in policy 

design. 

 

Both the Big Push and the unbalanced growth theories can be seen as theories of acceleration in 

which one or more leading sectors, characterised by strong linkages with other economic 

activities, play the central roles. Hirschman analysed the features such leading sectors would 

have. The potentially large role of construction as a source of employment in a process of fast 

growth has been emphasised by Currie (1966) and was central to Colombia’s ‘Four 

Strategies’ development plan during 1970–1974 (DNP 1972). 

 

Construction is one activity which, whether viewed as a potential leading sector or not, is 

likely to show strong boom features during a take-off. Others are real estate and the stock 

market, or a somewhat wider segment of the finance market. The construction sector 

accelerates faster than the economy because it produces a capital good. The value of real 

estate and some financial assets increase, creating large capital gains. All of these sectors 

can be a source of danger, either contributing to economic crashes (as we are presently 

witnessing in 2008/2009) and the end of sustained growth or leading to excessive and socially 

dangerous income and wealth inequality; and therefore absorbing too many human resources 

in socially unproductive activities (zero sum games). Constraining their evolution in such a 

way that they contribute positively to acceleration without creating major risks of later 

downturn or other negative side effects has been a major challenge in the majority of the 

cases reviewed and is directly implicated in several eventual crashes. 

 

Certain sectors might be expected to play disproportionate roles in growth acceleration for other 

reasons, for example: if they had higher than average levels of unutilised capacity after a bout of 

stagnation, if they had unusual potential to expand output quickly for other reasons, if demand 

was likely to focus increasingly on them as growth sped up, if markets were atypically available 

(as with some export products), or for any variety of other reasons.  

 

Implicit to business cycle theory is the idea that sectoral composition of output will change over 

the course of the cycle as the share of investment goods in output rises in the boom and falls in 

the downswing. Such theory is, however, set in the context of closed economies, and is more 

relevant for industrial countries that tend to produce a lot of capital goods. A sort of counterpart 

cycle theory for a developing country that produces a smaller share of its own capital goods 

would not look the same, and the rising investment ratio would be met mainly by imports. 

 

<C>How and to what extent does the starting point matter? 
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Some economies enter fast, sustained growth from very high levels of underutilisation of capacity 

(of one sort or another). This often happens after a war – as was the case in industrial countries 

like Japan and Germany, and in developing countries like Indonesia and (more recently) Uganda 

– or a serious recession (e.g. Chile and Peru). This starting point makes it easier to achieve initial 

growth momentum since it requires nothing on the economic side except renewed high 

demand.
21

 When the rapidly growing economy recovers its previous peak output level, it is not 

surprising that business quickly picks up the pattern of expanding facilities when demand begins 

to exceed supply, nor that savings increase with rising incomes. This ‘easy scenario’ is, however, 

not usual, and the examples of it which fit it cannot be taken as fully relevant to the challenge 

facing the country which does not begin its fast growth from such a low point relative to output 

potential. 

 

Another question is how the initial level of inequality affects the likelihood of growth acceleration 

and how it may also affect the sort of paths acceleration may take. A number of studies over the 

last couple of decades have addressed the more general question of how inequality affects 

growth (cites), but as with the overall analysis of growth, this literature has not given much 

attention to how inequality affects the possibility of acceleration. 

 

The impact of country size 

Economic theory suggests that small countries are likely to benefit more from international 

trade than larger ones. A parallel logic suggests that they are more likely to be launched on 

growth booms by international trade, since positive external shocks in demand can more 

easily lead to very fast export growth and positive shocks in the availability of capital are also 

likely to have a bigger impact. On the other hand, large countries may be better able to 

sustain growth than small ones since they are less reliant on positive shocks and less 

vulnerable to negative ones; with a higher share of the positive spin-offs from their own 

growth staying with them and with a greater likelihood that negative and positive shocks will 

tend to offset each other (e.g. because of greater diversity of outputs and exports). 

 

In the case of smaller countries, or more generally of those subject to large exogenous 

shocks (which are more frequent in smaller countries), institutional quality may matter more, 

especially in two specific ways. Firstly, when acceleration is due to an export boom – 

especially one involving high rents (most minerals) and volatile prices – prudence in the form 

of saving abroad and other ways to offset Dutch Disease pressures becomes central. This 

requires a degree of collective foresight and discipline that is not the norm (Norway, for 

instance is often cited as the only really successful manager of its oil resources). Secondly, 
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 The political challenge is often very great, of course, as analysed by Collier (2007) and others. 
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when external shocks require the replacement of old comparative advantages with new ones, 

institutional capacity is likely to be necessary to identify promising new directions and to 

develop them into real comparative advantages. This requires a somewhat different sort of 

institutional capacity. 

 

Quality of government 

Strong government offers the possibility of greater coherence on the policy front, greater 

security to private investors (partly because of the usually longer time horizon involved), and 

(sometimes) less corruption than weaker systems. One hypothesis is that those authoritative 

governments that place a high premium on objectives related to economic performance may 

be able to achieve those objectives more successfully than a typically democratic 

government. If these behaviour patterns were necessary or nearly necessary conditions for 

acceleration, one might expect authoritarian governments to be atypically successful in 

achieving such acceleration. Muller (1998) emphasises that the Indonesian army saw itself as 

acting in the interests of the country as a whole. This it shared with Chile, with Korea under 

General Park, with the strongly authoritarian government of Lee Kwan Yuen in Singapore, 

and with several states. Such governments placed great focus on economic growth as a 

policy priority, and enjoyed economic acceleration as a result. However, on the other hand, 

many military and authoritarian governments (such as Myanmar, the Democratic Republic of 

the Congo, Zimbabwe, and many others) have displayed some of the most embattled 

economies ever witnessed among developing countries. In short, the variance in quality of 

economic management among authoritarian regimes is enormous. 

 

Of particular importance both in achieving and sometimes maintaining fast growth is a good 

exchange-rate policy. This can be difficult for both political and technical reasons. Where the 

key is to avoid overvaluation, the challenge may be mainly political. Where it is to devalue 

effectively, both political and technical challenges can be severe. Indonesia’s devaluation of 

the mid-1980s was impressive on this count, as was Chile’s. 

 

The empirical record: evidence from countries that have 
accelerated to high sustained growth 
At a tautological level, growth acceleration implies some combination of an increase in the rate of 

investment and an increase in the productivity of new investment. There is however nothing 

close to a universal recipe for attaining growth acceleration – neither in terms of the relative role 

of these proximate determinants of acceleration, nor in terms of policy packages behind. It is 

relatively easy to discover a variety of policy and other correlates of growth in general and of 

growth acceleration in particular, but these tend to have little explanatory power in cross-section 

analysis (see Hausmann et al. 2004). This suggests that either such analyses are still missing 

many of the relevant variables and/or that cases vary sufficiently in terms of which policies and 

conditions are conducive to acceleration that simple regressions based on the assumption that a 
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given policy or condition has the same impact under all conditions will always fail to explain much 

because that assumption is too far off the mark. Still, some features do appear in all or nearly all 

of the cases studied here. Some of the differences across countries may be related to 

differences in timing and the associated world economic context (e.g. the 1960s vs the 1990s), or 

to the prevailing economic structure of countries when the acceleration occurred. It is important 

to identify such patterns, since one cannot presume that very similar recipes would work for a 

wide range of country situations. And even if there are few generally necessary or sufficient 

conditions, there may be some general trade-offs of interest, such as a higher level of investment 

vs greater growth of exports. 

 

Although the timing of acceleration episodes naturally provides some strong leads as to the 

causal factors involved (e.g. a major change in the terms of trade), because of leads and lags 

between causes and effects, that timing cannot tell the whole story – even when acceleration 

can be unequivocally dated. When, as is sometimes the case, there is no such unequivocal 

timing, even less can be learned about the causes of acceleration with any certainty. Added 

to this, acceleration is also extended over a protracted period of time in some instances. 

 

The rest of this book reviews a number of country experiences of growth acceleration at some 

point since the Second World War.
22

 These include four large countries (India, China, Indonesia 

and Brazil), three medium-sized ones (Korea, Chile and Malaysia) and two relatively small ones 

(Singapore and Ireland). It is to be expected that the acceleration process would differ by size of 

country, given the way size is related to variables like average degree of openness, economic 

diversity, etc. The experiences also vary in terms of timing and other features. Since we focus 

exclusively on acceleration into sustained growth, episodes of acceleration that are recent are 

excluded since evidence is not yet available regarding whether the growth will be long sustained. 

Also excluded are countries where acceleration occurred but did not raise the growth rate by 

about 3% or more. Finally, country selection was subject to the availability of a reasonably 

adequate amount of quantitative and qualitative data corresponding to the period of interest. A 

different set of criteria would have generated a different set of case studies.  

 

To these nine cases whose main focus is on the experience of acceleration leading to sustained 

high-level growth, we add those of Venezuela and Nigeria; countries which achieved lengthy 

(Venezuela) or modest (Nigeria) growth experiences, but then fell into serious, prolonged 

stagnation. Both of these are classic cases of Dutch Disease, their growth based largely on one 

mineral export (oil). Their interest lies partly in whether they provide lessons for those countries 
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 Some countries like China had earlier periods of acceleration, often occurring during the first wave 

of globalisation (beginning in the 19th century). This was also the case for a number of Latin America 

countries. Such experiences are of obvious interest, but both data limitations and the possibility that the 

lessons from such earlier cases would be less relevant to today’s decision-makers mitigated against 

their inclusion here. 
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currently undergoing export commodity-based booms and partly in the contrasts they offer with 

the cases of sustained growth. 
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Chapter 2:   The Experience of Singapore 
 

Background: Development strategy/policy prior to and during 
acceleration 
Singapore’s small size and strategic location were largely responsible for its emergence as a 

centre of entrepot trade. As a city-state, it essentially has no agricultural sector, although it 

has historically been closely linked to primary sectors for whose products it served as the 

outlet to the rest of the world. A special feature from the perspective of the comparisons 

undertaken here is that Singapore has for a long time not undergone any period of serious 

stagnation as traditionally defined. Even in the 1950s, (roughly) estimated growth was at 

4.8%. At this time the country was experiencing very rapid immigration, population was 

growing nearly as fast, so per capita income was only edging up. In any case, Singapore’s 

experience is interesting whether one focuses on the evolution of per capita output or income 

– from a low to a high rate, or on GDP growth – which accelerated from a good rate to a 

superior one.  

 

Before the Second World War, Singapore was the commercial centre for a ‘vent for surplus’ 

region including Indonesia and Malaysia. Relatively intensive development began in the late 

19th century and from about 1910 the region satisfied the conditions for export-led growth, 

namely: lack of substantial scale economies in the production of the exportables (otherwise 

exports would generate too few linkages), elaborate infrastructure development, investment in 

social overhead capital, development of local processing industry, and extensive participation 

of local entrepreneurs (Caves 1971). Rubber was the biggest export. Together with the 

owners of foreign enterprise, a significant portion of the non-European population benefited 

from this growth, and a large gap opened up between rich and poor as impoverished rural 

populations swarmed in from China and India and kept wages low. Literacy for the population 

as a whole also remained low until well into Singapore’s growth period – it was just 31% in 

1931 and 37% in 1947 (Huff 1994). A dualistic banking system evolved in which the foreign 

banks handled international commerce and Chinese banks were important in financing local 

Asian industry. 

 

As an entrepot city-state it was natural that Singapore should have a high trade to GDP ratio 

and that it prefer quite free trade. When the Great Depression hit, Singapore (unlike most 

other regions that then became more inward-oriented) retained its traditional stance with only 

modest political opposition from Singaporean manufacturers and their allies. There would 

later be a short period of protectionism while Singapore was part of Malaysia (1963–1965), 

and Singapore’s free trade heritage was in fact an important cause of the split with Malaysia. 

With these minor exceptions, the island has otherwise always been very open to trade.  
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Growth of commerce gave Singapore its start and raised average income well above the 

norm for the region, with wage levels being somewhat above the norm. But a take-off into 

really rapid growth on this basis was unlikely. Although the demand for commercial services 

increased quickly at times, on average it only produced GDP growth rates of 4–6% rather 

than really rapid ones which came from manufacturing exports and later financial services – in 

both of which Singapore faced very elastic demands in the relevant periods. 

 

Atypically for such regimes, Singapore’s colonial government had not totally neglected 

industry and by 1959 a solid foundation for industrialisation had been built via import 

substitution (Huff, 1994), providing a base for manufactured export growth. It was, however, 

assumed that low wages and a quiescent labour force were required to ensure 

competitiveness and that foreign capital was needed to bring in technology. There were 

industrial stoppages in the 1950s and 1960s, but while 35% of the labour force belonged to a 

union in 1957, they were almost totally absent from then onwards. Positive factors for growth 

and stability included the considerable economic progress achieved since the 1940s, the 

above average (albeit modest) level of education, the gradual process of decolonisation, and 

the considerable experience the locals had achieved in civil service before full independence. 

During the 1950s large-scale immigration came to an end. Population grew at an average of 

4.4% per year over 1947–1957 (Huff 1994), but by 1970–1980 the rate had plunged to just 

1.5%. Social indicators had improved considerably by the 1960s.  

 

Singapore’s employment and distributional policy was clearly paternalistic, built on the 

assumption that the government knew best. It included, among other things, a tight rein on 

wages, especially until fast growth was well underway, but also an industrial strategy 

designed, through manufacturing, to create a lot of employment in response to an initially 

rapidly rising labour force. Another signal component was the emphasis on housing, which 

helped to assure general access to this basic necessity, and in the process of its construction 

significantly raised the demand for labour.  

The Lee Kuan Yew era 
Under Prime Minister Lee Kuan Yew (1959–1990) Singapore’s economy made great strides. 

While retaining the tradition of openness to trade, this government was highly interventionist. 

It oversaw a transition from a base in commerce and processing of primary products to a 

wider range of manufactured exports and later to finance and related services. By 1970 

manufacturing had become the leading sector and by about 1973 the end of the labour 

surplus had been achieved. Growth now stemmed from a new set of entrepreneurs – the 

public enterprises and MNEs. Local Chinese businessmen, who had organised the bulk of the 

commodity trade (creating a few billionaires in the process), now faded in importance.  
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There is much agreement as to the key elements contributing to Singapore’s remarkable 

long-run growth: strong and clear yet flexible government direction of the economy; reliance 

on MNCs and state enterprise as the motors of the economy, with a range of instruments to 

provide incentives to the former; control of wages; and heavy investment in physical and 

human capital. As in Singapore’s past, economic growth during this period was largely the 

result of expanding trade; however, unlike earlier periods of development, it was based on a 

more diversified economy, greater investment from the government and MNE’s, and strong 

government involvement.  

 

Government’s strong, clear, flexible direction of the economy 

Planning lay behind Singapore’s growth. In the view of the Lee administration, it was 

necessary to use ‘dictatorial’ means to make sure that the market was allowed/cajoled to do 

its work. But the quality of intervention was very high, based on four key factors: 

(1) Autonomy from vested interests. Lee achieved the backing of the majority of the 

Chinese population in the colonial government-sponsored elections of 1959, but then split 

with the leftist wing of his People’s Action Party (PAP) and proceeded to use a combination of 

repression and an emerging record of economic achievement to retain a popular 

endorsement, if not a mass following. He and his English-trained colleagues feared the 

Chinese business group that advocated close ties with China and Chinese-language rights. 

His decision to rely on MNCs and the public sector as the motors of economic development 

allowed him to bypass the Chinese business elite (Huff, 1994). In so doing he opted against 

the Hong Kong model with its reliance on small Chinese firms, creating new unions to bypass 

the old Chinese ones.  

(2) A governance approach characterised by stability, concentration of decision-

making authority, secrecy, repression and careful sequencing. Stability included 

continuity at the level of key individuals. Concentration of decision-making in a few hands 

helped to economise on entrepreneurial talent. Management of the mass media was part of 

the overall approach. Key planning documents were usually kept secret. The government 

acted systematically to break up potential political or special interest pressures based on 

ethnic or racial groups. It was risky for a professional to stand up against the PAP.  

(3) Calibre of leadership. The members of Lee’s core group of administrators were highly 

educated and honest. Whereas almost everywhere else in post-colonial Asia, leaders had 

political skills associated with their roles in independence movements but little focus on or 

capacity in economic matters, it was different in Singapore’s case. The fundamental incentive 

for good performance cum check on government failure was PAP’s need for economic 

success in order to survive. 

(4) The Economic Development Board (EDB) was set up to spearhead industrialisation 

by direct participation in industry and provision of infrastructure. In general, the 

government relied on flexible planning rather than detailed fixed blueprints in order to be able 

to respond quickly to changing world market trends. During the heyday of manufacturing 
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exports, the recipe was free trade and an attempt to be an attractive site for a range of 

activities. Later, when the focus had switched to finance, there was a greater tendency to 

‘pick winners’, in light of the island’s favoured location. The government introduced financial 

innovations in the 1970s, aiming to become the ‘Zurich of the East’, and pioneered the Asian 

dollar bond market through its Development Bank of Singapore and the private sector which, 

after initial hesitation, joined in (Huff 1994). From 1981 to 1990 the number of foreign banks 

rose from 86 to 128 as Singapore became a financial ‘supermarket’, with good opportunities 

for specialisation and scale economies.  

 

Reliance on MNCs and state enterprise as the motors of the economy 

Strong government intervention was used to attract MNEs, which, in combination with public 

enterprise, were to form the country’s entrepreneurial recipe. The textile and garments 

industry had its origins in the prospect of a Malaysia common market that attracted Chinese 

industrialists, mainly from Hong Kong. They stayed on after the large quota received under 

the Multi-Fibre Agreement made this an export industry. The appearance of electronics MNCs 

in Southeast Asia created a new regional division of labour in which Singapore’s comparative 

advantage lay in the combination of low-cost basic labour, skills and superior communications 

facilities. Singapore had the good fortune to industrialise when world manufacturing exports 

were growing very fast. The public enterprise approach had its roots in the typically well-run 

colonial statutory boards and by 1983 there were an estimated 490 government companies in 

Singapore (Huff 1994).  

 

A range of instruments was deployed to provide incentives for MNCs, and fiscal and monetary 

incentives were available to private enterprise regardless of origin. The government employed 

generous fiscal incentives, tax holidays and reductions; allowed 100% foreign ownership of 

equity; made available ready-to-occupy industrial sites to attract MNEs; and, of course, 

provided efficient and honest government services. 

 

With the dominance of MNEs and state enterprise, manufacturing became increasingly 

concentrated in large firms. The prevalence of state enterprise led to widespread complaints 

about crowding out from local entrepreneur and, partly in response to this, a privatisation 

programme was begun in 1985 for political rather than efficiency reasons.  

 

Control of wages 

The legacy from the inter-war period of relatively high wage costs was viewed as a 

threatening the international competitiveness of Singapore’s manufacturing, but the sector 

was also seen as the most promising source of new jobs – the need for which had become 

pressing by the late 1960s due to an upsurge of labour force entrants, a legacy of the high 

birth rates and immigration of the 1950s which contributed to high unemployment peaking at 

12–15% during the early1960s (Figure 2.1).  Despite the relatively high levels of 
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unemployment and underemployment, the ‘problem’ of comparatively high wage costs 

persisted.
23

 The government responded with restrictive wage policies, including 1968 

legislation that, in combination with the excess supply of unskilled labour, kept the growth of 

wage earnings during the 1960s very low. By 1969 the hourly wage in Singapore was below 

those of South Korea, Taiwan and Hong Kong for comparable jobs in the electronic assembly 

industry (Huff 1994). Although it is difficult to pinpoint wage trends from the 1960s due to the 

scarcity of information by sector, the existing data and secondary sources suggest that real 

earnings for production workers increased at a rate of only 1% per year (Chen 1983), a figure 

somewhat below the increase in average labour productivity. 

 

Figure 2.1: Level of unemployment in Singapore (1960–1990)  

 

  

 

Source: Alten (1995) 

 

By 1972, unemployment had dropped dramatically. Fearing pay increases that might lead to 

strong inflationary wage pressure as full employment approached, the government 

established the National Wages Council (a tripartite body consisting of representatives from 

the government, employers and unions) to set guidelines for wage increases (Islam & 

Kirkpatrick 1986).  With a view to international competitiveness, the council suggested modest 

increases to wage levels; the result of which was the fact that during the 1970’s average real 

earnings increased by only 2% per year, significantly below the increase in real GDP (Berry & 

Bagga 2007; Chen 1983) (see Table 2.A). The Council’s published wage guidelines, while not 

legally enforceable, were closely adhered to by all parties; even the MNCs did not bid up 

wages, as they might sometimes have wanted to. The government also closely controlled the 

unions. Wages increased slowly from the mid-1970s, then accelerated later and by 1990 were 

double the 1975 level. The annual wage guidelines recommended by the National Wages 

Council made no allowance for industry or occupation; their across-the-board application was 

designed to promote sectoral equality.  Some have criticised the Council for not letting 

economic forces shape the configuration of wages, and thereby distorting the structure of the 

Singapore economy. The available data do suggest that earnings grew at a relatively uniform 

                                                 
23

 According to a UN (1961) report, wages in Singapore during the 1960s were substantially above 

those of other Asian countries; while wage costs were almost 20–30% higher than in competing 

countries. 
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rate across industries and the inter-industry wage differentials remained relatively stable 

during the 1970s (Chen 1983).  

 

Singapore could and did use foreign labour to relieve shortages and to soften the effects of 

labour-market fluctuations on the domestic labour force. Manual labourers were recruited as 

‘guest workers’ on temporary employment permits and did not have the right to have their 

families accompany them (Islam & Kirkpatrick 1986), while skilled professionals were 

encouraged to take out citizenship. Between 1970 and 1980 the share of foreign workers in 

the labour force rose from 2% to 11%. 

 

Investment in physical and human capital 

Throughout Singapore’s fast growth experience, the government has paid great attention to 

investing in physical infrastructure. The quality of the physical capital was also matched by 

that of human capital and management with education receiving much attention throughout. 

From the late 1970s planning increasingly emphasised technical and industrial training. Little 

research and development was undertaken, with the MNEs being viewed as the source of 

technological progress until the 1990s, at which time the government decided that more 

indigenous technology was needed as part of the shift towards higher value-added activities. 

 

The proximate correlates of take-off: Evolution of 
macroeconomic variables 
Although the 1950s saw considerable economic growth in Singapore, the gains in per capita 

terms appear to have been modest. By 1960–1966 reported GDP growth was running at 

5.7%, from which it further accelerated to reach double digits between 1966 and 1973.  A 

decline in population growth from 3.5% in 1960 to 1.7% in 1973 meant that per capita income 

accelerated even faster (Chen 1983). Given this sharp demographic transition, the precise 

demarcation of Singapore’s take-off into rapid sustained growth depends somewhat on 

whether one focuses on growth of GDP or of per capita GDP.
24

 By the early 1960s labour-

force growth had probably accelerated to 3.5% or so, in which case labour productivity was 

growing at a modest 2.2%. Regardless of the figures used, however, it is clear that growth 

was fast by the late 1960s and remained fast after that. 

 

As in Singapore’s prior economic history, the main driver of growth during this period was 

trade
25

; however, unlike earlier periods when it acted as an entrepot for surrounding regions, 
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 It also involves some additional ambiguity due to the lack of reliable GDP figures for the 1950s and 

even some weakness in GDP deflators more recently. Young (1995) notes the fact that 40% or more of 

the output recorded in the Index of Industrial Production is undeflated. 

   

25
 Already in 1965 the ratio of exports of goods and services to GDP was 123%; by 1990 it was 190% 

(World Bank 1992). 
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growth was now based on a more diversified economy, a surge of manufactured exports, 

greater investment by the government and MNE’s, and strong government involvement. The 

value of total merchandise exports (current dollar terms) was essentially flat over the decade 

1957–1967 (Huff 1994), but then grew dramatically – reaching twelvefold growth through 

1980, spurred by the even faster growth of manufactured exports noted above. Unlike many 

other countries in this study, Singapore’s rapid export growth was not the result of exchange 

rate devaluation. Singapore’s strategy, instead, was to generate competitiveness through 

control of wage costs. As Huff (1994: 345) notes: ‘Macroeconomic policy was unconventional, 

in that a government’s ability to attain international competitiveness in labour costs through 

limiting wage rises to productivity gains is not typically among the range of policy instruments 

available.’ This freed the exchange rate to be targeted on inflation, which was kept low by 

allowing the exchange rate to appreciate in line with foreign inflation. It was also judged that 

failure to appreciate at an appropriate rate would have induced inflows of foreign capital in 

expectation of appreciation and unduly forced up its value, while making monetary control 

impossible. The authorities thus prevented the internationalisation of the Singapore dollar. 

Other steps included imposing a withholding tax on interest earned by non-residents on 

Singapore dollar holdings (Corden 1984; Lee 1984.) 

 

To attain high and rising savings and investment rates Singapore relied on MNCs and on the 

government and its public enterprises (see Table 2.1). Savings rose rapidly between the early 

1960s when they were low and the early 1970s when they were very high. There is some 

ambiguity with respect to the pattern of savings and investment increases in the early 

1960s,
26

 and hence of the details and timing of the great upsurge of both of these variables. 

Huff’s (1994) data point to negative national and domestic savings rates over 1960–1961, 

followed by a dramatic increase of gross national savings to around 20% at the end of the 

decade and thence on up to 40% by the early 1980s. Gross investment was also very low in 

1960–1961 (11–12%), but skyrocketed to reach 40% by the early 1970s. Both of these 

trajectories must be among the fastest increases ever seen. A considerable gap between the 

investment and domestic savings rates, indicating a large net capital inflow, was part of the 

picture until the mid-1980s when the relationship was reversed. Initially the gap was around 

10–12% of GDP, after which it fluctuated, reaching a high of 20% before eventually falling. 

 

                                                 
26

 For example, the 1960 and 1961 investment figures presented by Huff (1994) differ from those of the 

World Bank’s (2007) World Indicator Tables; and Huff ‘s figures for gross national savings differ from 

the World Bank’s figures over the 1960s. But these differences by themselves are not such as to put 

into question the general patterns described here. 
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Table 2.1: Savings and investment levels in relation to GDP and composition (selected 

periods, 1960–1990) 

 1960–1966 1966–1969 1960–1969 1970–1979 1980–1989 

GNS/GDP 6.7 18.2 11.5 28.8 41.2 

GCF/GDP 17.5 24.8 20.7 40.5 41.9 

Net capital 

inflow
*
/GDP 

10.8 6.6 9.2 10.7 0.7 

Share of GFCF 

from public 

sector 

38.2 30.2 34.4 27.4 28.8 

FDI as share of 

GFCF in 

manufacturing 

  11.0 13.5 13.0 n.a. 

      

GNS = gross national savings; GCF = gross capital formation; GFCF = gross fixed capital 

formation 

* Defined as the difference between gross capital formation and gross national savings, as a 

share of GDP. It is thus the difference between the two preceding rows. 

Source: Huff (1994) 

 

In summary, the Singapore story is one of initially low investment and extremely low savings 

(though the latter may have been a short-lived feature since we do not have figures for the 

late 1950s), but good GDP growth nonetheless. The gross marginal output to capital ratio was 

high – systematically over 0.3 and getting as high as almost 0.5 (1968–1972) over the initial 

burst of growth (see Table 2.A). So clearly this growth was possible on the basis of existing 

underutilised resources, one of which was labour. It was also based on large capital inflows, 

timed just right to produce a growth burst while savings were still low, albeit climbing. 

Population growth fell quickly so per capita income growth accelerated even faster than that 

of GDP. Unfortunately, this extraordinary period does not seem to have been analysed in the 

detail it deserves.
27

 

 

Later, although growth remained high, the extremely high investment rate came with a low 

marginal output to capital ratio, whose five-year moving average dropped to around 0.2  by 

the mid-1970s and then fluctuated around that level until rising markedly over the present 

decade, during which the investment rate dropped dramatically to an average of 18.2% 

(current prices) over 2003–2006 (Table 2.A). The traditionally low marginal output to capital 

ratio led to a debate as to whether and in what sense Singapore was doing badly in terms of 

total factor productivity (TFP) growth (see below). The recent sharp upturn is due in part to 
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 Accordingly, there is some possibility that data problems have led to a somewhat exaggerated picture 

of the take-off. 
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the fact that investment stayed high during the slowdown of the East Asian crisis, leading 

presumably to some excess capacity, and to the fact that the big drop in investment was in 

construction, with its inherently lower marginal output to capital ratio. 

 

Factors behind the savings and investment performance 

By the mid-1970s, with both savings and investment rates quite high, important contributions 

to savings came from three distinct sources – the public sector, the Central Provident Fund 

(CPF) and corporate and personal savings (see Table 2.2). The public sector’s share 

averaged 28.5% of all savings in 1974–1975, the CPF 20.3% and other private 51.2%.
28

 The 

CPF share had been rising up until that time and then stabilised, while the public sector share 

rose to two-thirds by 1985 and the share coming from ‘other private’ fell markedly. The strong 

hand of the government was apparent both in the very high level of public savings and in the 

important role of the CPF, a compulsory savings scheme established in 1955. The 

government may have doubted worker’s inclination to save at the levels it deemed desirable, 

so in effect it made the decision for them. The initial rate of contribution for employees and 

employers was set at 5% of income; in 1968 contributions were increased to 6.5% and by 

1973 they reached 13%. The money collected in the CPF was invested by the government 

and employees were able to withdraw their balance from the fund upon turning 55.  

 

In the 1960s the savings generated through the CPF allowed the government to invest in 

infrastructure and social projects such as public housing; while in the 1970’s the fund was 

primarily used to finance public development spending (Lim et al., 1993). The sharp increase 

in the overall savings ratio from under 10% in the early 1960s to over 40% by the 1980s (Huff 

1994) meant that savings through the CPF as a share of GDP were rising from under 2% (in 

1965, for example) to over 10%. Public compliance in saving through CPF was strengthened 

by the expectation of low inflation. While private savings (corporate and personal) other than 

those going through the CPF were the main component of total national savings in the mid-

1970s and thus about 13–14% of GDP, by the mid-1980s this component was down to under 

10% of GDP and a much smaller share of total savings than before. It must have risen rapidly 

as the economic boom began, however, since at 13–14% of GDP in the mid-1970s it was a 

good deal higher than total savings had been a decade earlier. So while public and CPF 

savings were also rising during the take-off period, these other private-sector savings may 

have provided the first main push. It seems likely that the capital share of national income 

rose during the 1960s (see below) as the savings rate was shooting up, and that this fostered 

savings out of profits for immediate investment. Some of this flow would have occurred in 

public enterprises and some in private ones. There was a large indirect transfer of savings 

from the private sector via voluntary deposits in the post office savings system, also facilitated 

by the government (Huff 1994). By the early 1980s public-sector savings were the key 
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 I have not located a breakdown among the three sources of savings prior to 1974, when Huff’s 

(1994) series starts. 
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component, contributing over 50% of all savings and a phenomenal 20% or more of GDP. 

Public enterprises achieved large surpluses through a combination of monopoly status and 

efficiency.  

 

Table 2.2: Sources of gross national savings (1974–1985) 

Gross 

National 

Savings

Year $m $m %GNS $m %GNS $m %GNS

1974 3220 736 22.8 643 20 1841 57.2

1975 3985 1362 34.2 821 20.6 1802 45.2

1976 4580 1470 32.1 831 18.1 2270 49.8

1977 5079 2021 39.8 888 17.5 2170 42.7

1978 5928 2230 37.6 1027 17.3 2671 45.1

1979 7300 2801 38.4 1534 21 2965 40.6

1980 8282 3407 41.1 2036 24.6 2839 34.3

1981 10483 4261 40.6 2599 24.8 3623 34.6

1982 12885 5936 46.1 3506 27.2 3443 26.7

1983 16306 8649 53 3849 23.6 3808 23,4

1984 18596 11291 60.7 3166 17 4139 22.3

1985 16543 11052 66.8 4159 25.1 1332 8.1

Source:  Huff,1994 pg. 333

Private Sector Savings
Public Sector 

Savings

Central Provident 

Fund

Other (corporate 

and Personal)

 

 

The final element in the government’s strategy in this area was the attraction of foreign 

savings. Even though the rising domestic savings rate could by itself fund the high level of 

investment, the foreign savings were viewed as important in order to get technology and 

access to markets; simultaneously national savings were transferred abroad in equity and 

bonds, real estate and short-run assets.  

 

Evolution in the structure of output and employment 

The expansion in Singapore’s economy from 1960 to 1973 was evident in all sectors. The 

rapid economic acceleration during this period was however largely due to a fundamental 

structural shift in the economy; most notably the expansion of manufacturing from 17.6% of 

GDP in 1960 to 28.3% by 1973, mainly at the expense of commerce and of community, social 

and personal services (see Table 2.3). The decline in the share of commerce reflected the 

island’s changing comparative advantage towards manufacturing. The abrupt structural shift 

towards manufacturing is also reflected in the composition of trade (from raw materials to 

manufactures) and in the employment structure (see Table 2.5).  
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Table 2.3: Singapore GDP by industrial sector, 1960–2000 (1985 market prices, %) 

 Sector 1960 1967 1970 1973 1978 1980 1984 1990 1995 2000  

Agriculture and fishing  3.8 2.9 2.2 1.7 1.3 1.1 0.8 0.3 0.2 –  

Quarrying 0.2 0.2 0.2 0.2 0.2 0.2 0.3 0.1 0.0 –  

Manufacturing 17.6 20.9 24.9 28.3 28.1 28.7 23.7 27.6 27.6 26.7  

Electricity, gas, water 1.8 2.0 1.9 1.9 2.0 1.9 1.8 2.0 1.7 2.0  

Construction 5.6 8.8 9.5 8.0 7.2 6.9 11.9 5.0 7.3 6.6  

Commerce 26.1 24.1 22.1 20.8 19.8 18.4 16.1 16.7 18.2 18.6  

Transport and 

communications 9.3 7.1 7.3 8.4 11.1 11.7 12.3 13.5 13.0 15.5  

Financial and business 

services 14.8 15.8 17.0 17.5 18.6 19.9 22.4 24.9 26.6 25.7  

Community, social and                          

personal services 

20.8 18.2 14.9 13.2 12.7 11.3 10.7 9.9 5.4 5.1 

 

Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0  

Source: Huff (1994), through 1990, adjusted for incompleteness. For 1995 and 2000, author’s calculations from UN 

Yearbook of National Accounts Statistics.    

 

 

With manufacturing’s share of output rising dramatically from 17.6% in 1960 to 28.7% at its 

peak in 1980 (1985 prices) in the context of rapid overall growth at 8.15%, manufacturing 

output (excluding petroleum) grew by 8.5fold over these two decades, at an average annual 

growth of a striking 15.7%. Over 1967–1980, for which Huff also presents employment data, 

GDP grew at 9.5%, manufacturing output (again excluding petroleum) at 17.6% and 

manufacturing employment at around 13.0%. Employment in electronics products and 

components skyrocketed from very little in 1967 to a quarter of all manufacturing employment 

in 1980. Output from petroleum refineries and products also grew very fast, but employment 

there was negligible. Excluding petroleum and products, average labour productivity was 

rising by about 4% per year – very high by normal standards, but in this case not contributing 

nearly as much to output growth as did the increase in employment. Among major sectors, 

manufacturing throughout this period was a relatively low wage activity, with average 

remuneration usually 75–80% that of other sectors (Huff 1994). 

 

The other very fast growing sector over the boom years was construction, whose share of 

output jumped from 5.35% in 1960 to 9.5% in 1970, in the process accounting for 11% of 

output growth. Since labour productivity appears to have been unusually high relative to other 

sectors, its contribution to rising labour demand was less at this time than in some other 

cases. 
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As the manufacturing share of GDP rose very fast, there were changes in the composition of 

tertiary-sector output in favour of transportation, communications, finance and business 

services. Part of this shift reflected the growth of activities complementary to manufacturing, 

and part reflected Singapore’s push to become a centre of ‘brain services’. The Port of 

Singapore Authority offered efficient and competitive services for shipping, pushing Singapore 

to the front in oil tanker tonnage. Singapore Airlines was a similar story. The country 

developed a clear comparative advantage in publicly provided services like instant 

telecommunications links. The shift of comparative advantage to the financial/business-

services sector began to accelerate by the late 1970s (see Table 2.3) and through the 1980s 

this sector vied with manufacturing for the largest share of GDP, eventually surpassing the 

latter in the 1990s (in current prices). Singapore thus achieved two major sectoral shifts over 

the course of just a couple of decades. 

 

Employment structure has changed more or less in line with that of output over time. 

Manufacturing’s share, at 22% in 1970, moved to a peak of around 30% by the early 1980s, 

then fell with the output share by the middle of that decade, recovered to 29% by 1990 and 

then slipped over the 1990s to 20.7% by 2000 (see Table 2.4 and ILO, LABORSTA, online). 

The increased role of financial and business services may not have had as clear a reflection 

in employment share as that of manufacturing did. Finance, real estate and business services 

together accounted for just 3.5% of employment in 1970 when the output share was 16.9% 

(1985 prices), 9.8% of employment in 1989 when output share was 25.5%, and 14% in 2000 

when the output share had risen to 27.5%. Finance alone accounted for 4.6% of employment 

in 2000 when its output share was 12.1%. (For earlier years the labour-force surveys did not 

permit its separation from real estate and business services.). By the present decade, in any 

case, financial and business services have outstripped manufacturing in their (current price) 

contribution to GDP, but still fall considerably short on the employment front. 
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Table 2.4: Sectoral composition of employment and of net new jobs (1957–1989) 

 

Sector 1957 Per cent  
of net  
employ- 
ment  
increase  
(1957– 
1970) 

        1970 Per cent  
of net  
employ- 
ment  
increase  
(1970– 
1980) 

1980 1989 Per cent  
of net 
employ- 
ment 
increase 
(1980– 
1989) 

 Number 
of new 
jobs 

% Number 
of new 
jobs 

% Number 
of new 
jobs 

% Number 
of new 
jobs 

% 

Agriculture 
et al. 

 6.9  22.5 3.5 -2.0 14.1 1.3 6.3 0.5 -2.4 

Mining 
 

 n.a.  2.2 0.3 -0.3 1.6 0.2 0.8 0.1 -0.2 

Manufacturing 
 

 17.4  143.1 22.0 40.9 312.6 29.3 403.7 29.0 27.8 

Construction 
 

 5.0  43.1 6.6 3.6 58.1 5.5 92.2 6.6 10.4 

Utilities 
 

 0.9  7.6 1.2 0.5 9.6 0.1 7.6 0.6 -0.6 

Commerce  
et al. 

 30.8  152.9 23.5 22.1 244.7 23.0 318.1 22.8 28.5 

Transport, 
et al. 

 11.2  79.0 12.1 10.5 122.4 11.5 137.8 9.9 4.7 

Services  
  -- Finance, 
real estate and 
business 
servcies 
-- Other 

  
33.7 

  
200.1 

 
30.8 

 
24.6 

 
301.9 
  79.1 
 
 
222.8 

 
28.3 
 7.4 
 
 
20.9 

 
426.2 
137.2 
 
 
289.0 
 
 

 
30.6 
  9.9 
 
 
20.8 
 

 
37.9 
17.7 
 
 
20.2 
 

Unclassified  0.8         

Total  100.0  650.5 100.0 100.0 1065.1 1392.7 100.0 100.0 

Source: For 1970 and onwards, ILO, LABORSTA, online. For 1957, Fields (1985, ??) and ?? 

 

 

Within manufacturing there were major compositional changes as the sector grew. The 

employment share within the sector feel dramatically for food, beverages and tobacco (from 

19.1% in 1960 to 5.2% in 1979), in paper and printing (13.7% to 5.7%), in chemicals, 

petroleum, rubber and plastics (23.7% to 11.8%), and in non-metallic minerals (7.3% to 

1.6%). The gaining sectors were textiles, garments, leather and footwear (4.0% to 15.6%) 

and, most dramatically, metal products (20.4% to 54.7%), reflecting the rise of electronics and 

related ‘pre-electronic' areas such as mechanical, electromechanical and precision 

engineering (figures from Fields, 1985). 

 

Wages and income distribution 

Do economic take-offs usually bring a concomitant increase in wages and labour earnings, or 

is there typically a lag before workers start to share the fruits of acceleration? When a take-off 

occurs in a context of surplus labour, it is expected that, if wages are determined by market 
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forces, they may not rise with per capita output, instead remaining constant or rising slowly 

until the labour surplus has been absorbed.
29

 Singapore’s early 1960s setting did involve a 

degree of labour surplus, in addition to which the government implemented a policy of wage 

controls through most of the 1970s. As a result, there was little increase in wages in general 

until the latter part of the 1970s.
30

 With wages held down, at least during the early part of the 

growth boom, one might assume that profit rates were correspondingly high, or at least 

adequate. It seems likely that the capital share initially rose somewhat.  In the booming 

manufacturing sector the paid wage share fell sharply over 1960–1973, from 47.1% to 33.9%, 

after which it levelled off with modest fluctuations through 1990. It is probable that the ups and 

downs of petroleum’s share in manufacturing output affected these trends considerably, but it 

is unlikely that its exclusion would reverse them or that the capital share was a constraint on 

the growth of investment-minded firms.
31

 

 

By the mid-1970s wages were rising quickly. Over 1973–1979 income growth was markedly 

faster for persons with low levels of education (around 10% per year in nominal terms) than 

for others (as low as 2.3% for those with tertiary qualifications). Over 1979–1983 the pattern 

was reversed, with the first group’s gains of 12% per year overshadowed by the 15–19% of 

the more educated groups (Islam & Kirkpatrick 1986). Official data indicate that over 1972–

1984 the share of profits and rents fell from 54% to 45%, while the wage share rose from 37% 

to 46% of GDP (Lim et al. 1993). This presumably reflected the very rapid labour absorption 

at this time –according to Huff (1994), employment grew by 4.4% per year over 1970–1980.  

 

The government strategy was to achieve fast growth that would benefit all groups. In policy-

making it tended to leave distribution concerns to one side, or at least not to frame policy in 

openly distributional terms. On the one hand it was convinced that initially low and stable 

wages were important to achieve fast growth; it may also have felt that a premature increase 

in wages would worsen the distribution of income among workers, and by slowing labour 

absorption would harm initially underemployed labour. Public housing was probably the main 

consciously redistributive aspect of policy and it did reach down to virtually all Singaporeans; 

widespread housing ownership was viewed as a priority to assure social stability (Huff 1994). 

Taxes seem to have been relatively progressive. Another plus for the workers was that job 

security of Singaporeans was very high, partly because of the up to 200 000 foreigners who 

were in effect used as a safety valve. 

 

                                                 
29

 This was one of the predictions emerging from versions of the labour surplus model developed by 

Arthur Lewis (1954) and elaborated by Fei and Ranis (1961).  If we accept the Minami (1970) 

interpretation for Japan, there was in that case a long lag between acceleration of growth and rising 

wages.  

30
 According to Fields (1985) the increase in real monthly earnings per worker over 1960–1970 was 

about 11%, while that over 1970–1989 was 20%. 

31
 Based on figures presented by Huff (1994). The data refer to firms of 10 or more workers.  
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Income inequality 

Income inequality appears to have always been relatively high in Singapore – unsurprising 

given the unlimited supplies of very low-cost labour available through immigration coupled 

with the economic advance achieved during the first half of the 20th century. Since one factor 

contributing to income inequality in most countries is the gap between average incomes in 

urban and rural areas, the absence of a rural sector in Singapore might under other 

circumstances have helped to keep overall inequality low, but this effect may have muted by 

the fact that the neighbouring countries substituted for a domestic rural sector as a source of 

low-cost labour. 

 

Singapore’s experience of acceleration provides an interesting test of what happens to overall 

inequality when wages are restrained and labour absorption is rapid. Some concerns with 

data non-comparability notwithstanding, it appears likely that personal income inequality 

decreased or at very worst remained stable during the period of accelerated economic 

growth.
32

 Rao and Ramakrishnan (1996) report that the Gini coefficient for personal income 

moved from 0.498 in 1966 to 0.448 in 1975, and Pang (1975) concluded that it improved from 

0.457 in 1966 to 0.415 in 1973.  This decline in income inequality is interpreted by Lim et al. 

(1993) and others as most likely due to the large increase in low-skill jobs and the increase of 

female participation in the workforce during the growth period between the 1960s and the 

1970s, though the plausibility of this view depends on the initial distribution. In addition to this, 

lower income groups benefited from government-subsidised housing, social programmes and 

medical provisions (Pang 1975).
33

 

 

After this apparent fall in inequality during the growth spurt, Singapore seems to have 

suffered an increase around the beginning of the 1980s; the average Gini rose from 0.428 in 

1979–1981 to 0.469 over 1982–1984, then stabilised again and changed little through the 

                                                 
32

 The data used in most analyses are from annual labour force surveys (since the early 1970s), though 

there are also periodic income and expenditure surveys (Islam & Kirkpatrick 1986). According to Rao 

and Ramakrishnan (1996) comparability is less assured prior to about 1975.  

 

33
 Rao and Ramakrishnan (1996) investigate the differential impact of price change by income group 

and find that the distribution of real income also improved between 1966 and 1975, though less than 

that of nominal distribution. Meanwhile, post tax inequality fell slightly more than pre-tax inequality. 

Taking account of the unusually general availability of housing (which pulls estimated inequality down 

by 2.6% or 0.012 percentage points, according to a calculation for 1975) would also imply a greater 

fall. These various adjustments thus either do not, or would not (in the case of allowing for housing), 

change the conclusion that inequality fell over 1966–1975 (the really big growth spurt). Looking at 

intra-sectoral inequality it is interesting to note that the fall in Ginis occurred in commerce and services 

(Rao & Mukhopadhaya 2003), which would seem consistent with the idea that these sectors housed a 

considerable share of the early labour surplus which was then absorbed. However, the fact that the 

average income was greater than in other sectors in 1966 and then fell to approximate equality by 1975 

does not fit so well with such an explanation. 
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1990s (Mukhopadhaya 2003). This increase in inequality is commonly attributed to the 

changing pattern of economic growth (perhaps occurring most rapidly in the first half of the 

1980s), a rapid expansion of financial and business services with increasing employment of 

highly paid and highly educated professionals on the one hand and of poorly paid (often 

foreign) construction workers on the other (Lim et al. 1993). In fact there was, over the longer 

period 1974–1998, a tremendous shift in income share towards the professional et al. sector 

(from 20% to 39%) and towards senior officials and managers (from 8.3% to 28.9%), while 

the share of service workers, sales and production workers taken together fell from 48.8% to 

0.20.5% (Rao et al. 2003).  

Long-sustained growth 
Since achieving its take-off in the 1960s, Singapore has done a stellar job of maintaining its 

growth momentum. The five-year average growth rate was often in the 7–9% range and only 

once dipped to 5% until the East Asian crisis finally wrought a little havoc. Even then the 

economy only shrunk in two years and the five-year average bottomed out at 3.5% (over 

1998–2002), before climbing back to 6.1% over 2002–2006. (Table 2.A). The investment rate 

stayed systemically very high at over 30% until the present decade, during which it has 

slipped to under 20% (current prices) over 2003–2006, the first time in 30 years its been so 

low. The constant price series has fallen a little less. With growth robust at 6% over 2002–

2006, the marginal output to capital ratio has been unusually high, presumably reflecting the 

presence of some excess capacity developed during the earlier long period of very high 

investment or during the slowdown during the East Asian crisis, as well as the falling share of 

investment in construction. Still, the longer-run picture is of a marginal output to capital ratio 

whose ten-year average has not exceeded 0.30 since the 1960s. In any case, the key 

element of Singapore’s record has been the ability to sustain high growth through a 

combination of very high investment and the ability to shift the focus of growth several times 

over this remarkable half-century.  

 

Can growth be sustained without significant increase in total factor productivity? 

It is accepted as a stylised fact that technological change, reflected in total factor productivity 

growth, is a quantitatively important source of growth. It has sometimes been postulated that 

its percentage contribution to growth tends to be higher the faster is growth – the so-called 

Verdoon effect – in which case a look at Singapore’s growth rate would lead one to expect 

that contribution to be high. But, as noted above, the figures suggest the opposite. The low 

measured payoff to investment from the mid-1970s onwards, as reflected in the low marginal 

output to capital ratio averaging not much above 0.2, suggests an atypically low rate of 

technological change. According to Young’s (1992) calculation the pre-subsidy return to 

capital was pushed to one of the lowest in the world, at 10.3%, over 1980–1989. Is this a 

guaranteed recipe for eventual slowdown? If not, are special conditions or steps needed to 

avoid such a slowdown? 
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One proposed explanation (e.g. Peebles & Wilson 2002) for a low economic return to 

investment has centred on the high share of public and of total investment allocated to 

housing (often 30–40%) and to other buildings (the two together often constituting over 50% 

of the total gross fixed capital – see Table 2.5). Another partially overlapping point of view 

emphasises the high share of fixed investment that is public (usually close to 30% or more, 

see Huff 1994). These two critiques are related since a high proportion of public investment 

has been concentrated in residential construction, which does not contribute directly to labour 

productivity as an investment in infrastructure or machinery would. While true, this fact cannot 

be taken as definitive evidence of the inefficiency of Singaporean investment and the 

associated pattern of growth. The flow of benefits from construction stretches out over a 

longer period than for the average machine. As a result the initial gross value added from a 

dollar of investment in machinery is expected to exceed that from a dollar invested in 

construction. In a fast-growing economy the short-term marginal output to gross capital 

formation ratio will be much higher from short-life capital like machinery than from long-life 

capital like construction, even when the true rates of return to these two forms of capital are 

the same. This factor would lower the marginal output to gross investment ratio in Singapore 

relative to other countries with a different investment composition. Cross-country comparisons 

need to take account of this compositional difference and to focus on the marginal net output 

to marginal net investment rates. 

 

Table 2.5: Composition of gross fixed capital formation (1960-2000, %) 

 1960 1970 1980 1985 1990 2000 

Construction and works 72.0 55.4 43.6 64.4 39.2 47.8 

 Residential buildings 43.0 27.6 15.4 34.8 16.6 20.4 

Non-residential buildings   11.9 16.8 20.5 20.9 17.1 18.6 

Other 17.5 11.1 7.6 8.9 5.6 7.9 

Transport Equipment 12.2 9.8 24.3 11.1 16.5 7.4 

Machinery Equipment 25.8 38.5 32.6 26.6 44.3 45.6 

Note: Data are in constant prices, but the source does not indicate of what year. The 1960 

component figures add to 110.4% and those of 1970 and 1985 diverge from 100% by 2–4%, 

more than could be due to rounding errors. These problems, which probably result from some 

confusion between current and constant price figures, are unlikely to affect the broad patterns 

of interest to us here. 

Source: Peebles & Wilson (2002) 

 

 

Whatever the final word on this issue, it seems extreme to make too much of a low measured 

rate of return to capital when it is accompanied by such a high growth rate, by such a large 
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income increase, and by the unusually good state of housing for the nation. It is hardly the 

worst of economic sins.  

 

The more interesting question is analytical in nature – whether the figures do in fact mean that 

Singapore achieved little technological progress during its long growth surge. The issue of 

how much of the fast growth defining the East Asian miracle was due to technological 

progress, in particular in the manufacturing sector, has been debated heatedly, especially 

since the publication of the World Banks East Asian Miracle (World Bank 1993) which 

espoused that view. Young’s  (1995) detailed study of this aspect of the four Asian Tigers’ 

performance reaches the conclusion that over the period 1966–1990 TFP growth was not 

much over 2% per year in any of the countries (2.3% in Hong Kong and 2.1% in Taiwan), 

while in Singapore it was almost zero (0.2%). Singapore’s figure for manufacturing was in fact 

negative (-1% per year), a result that, given the large role of MNEs in the economy, is 

surprising per se and raises worries about data quality.
34

 The numbers might be misleading 

simply through failure to allow for the unusual and changing composition of capital in this 

economy, as discussed above. As the average life of a capital stock lengthens, the traditional 

calculation will, ceteris paribus, show slowing TFP growth, the other side of the 

underestimated figures on true returns to capital. However, Young’s period is long and 

according to his estimates the best TFP performance was in the first years (1966–1970) when 

construction was a particularly high share of investment. But overall his figures are consistent 

with the TFP performing less well when investment is very high, suggesting either that such a 

fast growth of capital stock generally lowers returns to capital and slows TFP growth or that 

there was something specific about the Singaporean experience that led to this result. Both 

are interesting hypotheses worthy of further analysis. In the end we have a confusing set of 

information and it would be premature to conclude that TFP growth has been atypically slow 

in Singapore when account is taken of the composition of capital. But the case clearly 

deserves more probing.  

 

Employment and distribution during and after take-off: 
Summing up 
By world standards, Singapore has been and remains a country of medium to high 

inequality.
35

 In the early 1960s dualism was marked, there was a considerable labour surplus 

                                                 
34

 Tsao (1985) also reports a low figure for TFP growth in the 1970s, such that it accounted for only 

about 10% of output growth (which averaged 8.34% per year). His figures at the two-digit level show 

very large variance across industries with some high negative values. This suggests measurement error. 

Rather clear evidence that considerable technological upgrading has occurred in important industries 

like electronics also seems to fly in the face of the very low or negative figures for manufacturing in the 

aggregate. 

 

35
 When, however, access to and price of housing and health and other social provisions are taken into 

account, Singapore’s distribution status would presumably improve relative to other developing 
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and early estimates (1966) of inequality put the Gini coefficient of personal income (mainly 

labour income) in the range 0.46–0.50. Over the heart of the growth boom (1966–1973) 

recorded inequality fell, as employment grew rapidly and unemployment fell, while wage 

growth was kept low, somewhat below that of labour productivity. Average income growth 

was faster for those with less education. As planned and hoped by the government, 

employment creation was dramatic in the manufacturing sector, which became the dynamic 

component of exports and accounted for 41% of new jobs during the 1970s. By the mid-

1970s the initially high unemployment rate was down to what look like frictional levels. 

 

Thus, despite the government’s initial hard line on wages and the fact that they did not begin 

to rise rapidly until the second half of the 1970s, income inequality appears to have improved 

during the period prior to the wage takeoff. Presumably this was mainly the result of rapid 

labour absorption into productive, formal-sector activities. The broad-ranging housing policy 

contributed to generalised welfare.  

  

Measured inequality appears to have increased again in the early 1980s, after which it 

stabilised and changed little over the 1990s. Now the income increases were positively 

correlated with education. Among possible factors in this reversal of pattern is the fact that the 

new star sector, finance, creates many fewer jobs than does manufacturing (whose share of 

new jobs was still relatively high at nearly 30% though) and creates them higher in the income 

hierarchy. 

 

 

Lessons from the Singapore experience 
Given its small size, and consistent with its history, it was a foregone conclusion that 

Singapore’s economic fate would depend on international trade. Three specific aspects stand 

out about its experience of acceleration into sustained growth and distinguish it from most 

other cases. One is the use of wage-restraint policy rather than the exchange rate or other 

tools to provide international competitiveness in manufacturing, the sectoral source of the 

rapid acceleration of growth and especially of labour demand. Very few countries have been 

able to exercise such control successfully and to ultimately positive effect. 

 

Ireland, another small country that has more recently had a dramatic take-off, is perhaps the 

closest parallel. Like Singapore, Ireland judged that the exchange rate was not a feasible tool 

through which to increase international competitiveness because of the small size of the 

country and the need to tie the local currency strictly to an international currency. Like 

Singapore, Ireland came to depend very heavily on MNEs, which presumably heightened the 

importance of wage stability. On this matter of wage policy vs the exchange rate, the lesson 

                                                                                                                                            
countries. 
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from both Singapore and Ireland is not obviously transferable to other, larger economies, 

partly because few would appear to be in a position to control wages the way Singapore 

(especially) did and partly because the exchange rate is a broader-ranging inducement 

mechanism than are wage controls.  

 

The second striking feature of Singapore’s economic success is the intensity, flexibility and 

quality of the industrial policy whereby the government fostered the activities in which it saw 

promise. Especially during the phase of rapid manufacturing export growth the flexibility was 

noteworthy; the objective was to make Singapore an attractive site for a variety of activities 

and not to lean too heavily in favour of one or another. By providing high-quality infrastructure 

and public services equally to everyone, the strategy could be seen as parallel to an 

undervalued exchange rate, which similarly raises comparative advantage but does so in a 

non-discriminatory way among tradables. Where decisions were made to push certain 

activities, as was evidently the case during the phase of financial services growth, they 

tended to be wise ones.
36

 Underlying these two special features of the Singapore case, it 

could be argued, was the combination of the high quality of the technocratic elite (including, of 

course, Prime Minster Lee) and its independence from political pressures that might have 

narrowed its scope of alternatives and its need for success as the way to justify its actions.  

 

A third special feature of the experience of Singapore is relevant where as growth is savings-

constrained, and throws light on the potential value of forced savings of workers (here through 

the Central provident Fund), and government savings. Perhaps more importantly, the data 

suggest (though they do not fully demonstrate) that the first upward surge of savings may 

have come mainly from the private sector, probably in the form of reinvested profits. A similar 

result appears to hold for Chile (see Chapter 9).  

 

Like Ireland, Singapore can be thought of as a ‘very small’ economy. Both its overall growth 

process and any acceleration that occurs within that process might reasonably be expected to 

be rather different from what one sees in larger countries – for one thing, it may be easier to 

use international trade as a driver given the country’s small size relative to international 

markets. But some constraints may also be more binding; neither of these two countries was 

(or at least considered itself to be) in a position to use the exchange rate as a policy tool. An 

interesting question, therefore, is to what extent the Singaporean model, with its essential 

                                                 
36

 Chia (1985) considers it debatable whether the government should direct so many incentives at 

manufacturing relative to other sectors in a country with a history of prospering as a service economy. 

He notes that Hong Kong had done equally well as a much more laissez faire economy and one that 

was much less dependent on foreign capital, entrepreneurship and technology. Hong Kong’s greater 

reliance on small firms might have led to an expectation that its income inequality would be less than 

Singapore’s, but this also does not appear to be the case. Zin (2005) reports comparable Gini 

coefficients for the two countries in 1991, at around 0.47, with Singapore’s (which relates to income 

distribution among the employed population rather than among households, as in the case of Hong 

Kong’s) then staying essentially constant through 1999 while Hong Kong’s jumped to 0.525 in 2001. 
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features as discussed here, could be replicated in larger economies with a more normal 

economic structure. 

 

At a more general level, Singapore’s success story, from take-off through long, sustained 

growth, constitutes part of the ‘East Asian miracle’ and invites the questions posed by 

discussion around that ‘miracle’. Perhaps the most general question involves the relative roles 

of good policies, good governance (implementation of policies) and growth-supporting cultural 

attributes. These aspects are, of course, not independent of each other – good governance, 

for example, can be the result of cultural traits. All no doubt played a role in this case and both 

their detailed interactions and their ultimate relative importance are hard to sort out (Hicks 

1989). On the cultural side, proclivity to hard work, respect for authority and harmonious 

relations among people have probably all played a role. Singapore has certainly provided a 

model of efficient governance. And, while few would question that policy was good, there is, 

as always, some debate as to how much of the success was due to the great scope left for 

markets and how much to effective guidance of those markets and their complementation 

through public investment. In retrospect, there can be little debate about the wisdom of a very 

outward-oriented approach in a tiny economy like Singapore’s; that approach has led to a 

huge increase in the standard of living, at least as defined by per capita income.
37

 

 

Several questions are worth pondering as one considers the merits of the Singapore model 

for other countries. First, assuming good governance was important, how good does it have 

to be to avoid lengthy and seriously damaging crises in a country whose small size assures 

some major exogenous shocks over time? Second, does that small size greatly diminish the 

relevance of its experience to larger countries, since such countries cannot expect to find big 

enough niches in world markets to achieve comparable benefits to those available to a small 

country? Linder (1986) notes that the four ‘dragons’ (South Korea, Taiwan, Singapore and 

Hong Kong), with 2% of the population of the developing world, had almost 7% of its GDP, 

nearly 20% of its trade and nearly 60% of its manufactured exports. On the one hand, this is 

certainly an impressive performance; on the other, it hints at the implausibility of all 

developing countries achieving anything like this growth of manufactured exports. This 

plausible concern, expressed by Cline (1982), amongst others, can be overdrawn, since, as 

the more recent experience of China and other large developing countries has shown, world 

markets can be quite large. They can also shrink rapidly, as is the case at the time of writing. 

When the question is narrowed to whether the export-focused approach can provide take-offs 

for many countries, the answer is likely to be more positive since there is reason to believe 

that a take-off generated by fast export growth may be maintained with considerably less 

rapid growth of those exports (see Chapter 12). 

                                                 
37

 Chen (1979) provides an early review and analysis of the impressive performance of the Asian 

Tigers. 
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What of the argument that the best route to growth and reduction of not only poverty but 

inequality as well is through labour intensive exports – the route touted by many neo-liberal 

advocates (e.g. Little 1981)?. Certainly for Singapore and the other members of the Asian 

Tigers it was the route to fast growth and very rapid poverty reduction. On the evidence of 

Singapore, it has not been a path to lower inequality over the longer run, even though 

inequality did appear to fall during the take-off. In terms of this strategy working well though 

the acceleration itself, it must therefore be judged a success. It remains an interesting 

question whether aspects of the policy that produced the acceleration and the good 

distributional outcomes at that time also contributed to worsening inequality afterwards. 
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Chapter 3: Ireland Becomes a ‘Celtic Tiger’ 
 

Introduction: A prelude to Ireland’s recent take-off 
In the 1950s, when some of the other take-offs analysed in this book occurred, Ireland was a 

much higher income country than all of the other countries examined and was part of Western 

Europe, albeit one of the lower income countries of that region. By the time of its own take-off 

in the 1990s, Ireland’s position had slipped somewhat relative to the European countries and 

also in relation to many countries in the ‘developing world’. Nonetheless, its experience of 

accelerating from a relatively high level of development, both economic and political, sets it 

apart from the other cases, and makes its experience more relevant to other middle-income 

semi-industrialised countries. Whereas most of the cases studied here involve still mainly or 

substantially agricultural countries where surplus labour was found mainly in the rural areas 

and fast growth of manufacturing employment came mainly at the expense of agriculture, in 

the case of Ireland the transition was centred more on the replacement of traditional 

‘indigenous’ manufacturing activities by modern foreign direct investment (FDI) production. In 

stark contrast to many other cases, population growth had been slow, suffering a slight 

decline over 1986–1991 before starting to grow again. Whatever the merits of autocratic 

regimes as facilitators of growth acceleration, this was not applicable in the Irish context, so 

the story sheds light on how the democratic process may lay the groundwork for that 

outcome. Preceding take-off, administrative capacity was relatively high, as were the levels of 

human capital and industrial productivity. It was possible for business, labour and government 

to come to a sufficient level of consensus on the cause of the crisis to permit agreement on a 

course of action. 

  

Ireland’s economy is very small, with a labour force still under two million out of a population 

of around four million. Not only in size, but also in many of the factors and policies that 

contributed to sustained growth, its recent boom bears many parallels to that in Singapore 

several decades earlier; this in spite of Ireland’s much higher per capita income as 

acceleration began. Because of the country’s small size, FDI could play a dominant role in the 

growth process and there was little alternative to the pursuit of international markets. Because 

the exchange rate was not seen as a main potential policy instrument, a wage policy was part 

of the package of steps that produced the breakthrough.  

 

Ireland’s take-off followed several decades of relatively good growth, with an average of 4.6% 

over 1961–1978, after which it went into a tailspin to average just 2.3% over 1979–1986. 

From this trough, the country was able to move to its current sustained and rapid growth. 

There was one truncated start on the way – growth was fast (6% per year) over 1988–1991, 

but the economy then went into recession over 1991–93 before taking off on its latest growth 
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surge. Since the 1988–1991 downturn was, for such an open economy, a not surprising result 

of the early-1990s recession in the industrial world,
38

 it probably makes more sense to think of 

Ireland’s take-off as a two-phase process, with a first breakthrough in 1987 followed by a 

further acceleration in 1994 as new positive factors came into play. 

 

Contributing factors in Ireland’s take-off into sustained, high 
growth 
Over 1994–2002 the Irish economy grew by 110%, or 8.6% per year, and employment, 

previously falling, turned up strongly as well. The numbers leave no doubt about the role of 

increased trade in Ireland’s post-war development. Even in 1960 the (current price) 

export:GDP ratio was about 30%, reflecting the small size of the economy; this ratio started 

its secular rise in the early 1960s and reached about 100% in 2001.
39

 The fastest increase 

occurred from the early 1980s onwards. Surprisingly, the investment rate shows no secular 

trend between the mid-1960s (it had risen before that) and the late 1980s and early 1990s, at 

which point it bottomed out at well under 20%. Instead of an increase in the investment ratio, 

there has been an impressive increase in the marginal output to capital ratio, whose five-year 

moving average was usually under 0.2 until the mid-1980s take-off, since which it has 

doubled to systematically exceed 0.4 since 1993.
40

 A natural question of interest is whether 

and how the rapid growth of exports and the rising output:capital ratio have been linked to 

each other. 

 

Ireland has sought integration into the global economy since the late 1950s (O’Connell 1999), 

beginning with the Anglo-Irish Free Trade Agreement, continuing with entry into the European 

Community in 1973 and finally being a participant in the Single European Market process in 

1992. Dismantling protection was one element of the export-led growth strategy that produced 

the enormous growth of trade. In the process, the heavy reliance on agricultural exports to 

Britain was replaced by a wider variety of products going to diversified markets overseas. The 

second component was to foster FDI in manufacturing. As of 2000, FDI accounted for 25% of 

GDP, 50% of total employment in manufacturing, 75% of manufacturing output and 85% of 

merchandise exports (Fortin 2001). The per capita level of FDI is the highest of any European 

Union country and is heavily concentrated in modern high-tech sectors like engineering, 

instrumentation, computers and chemical industries. The indigenously owned sector focuses 

                                                 
38

 The current price export to GDP ratio stalled over 1990–1992 before re-embarking on its upward 

trend. 

39
 The constant (1995) price series shows an even larger increase, from 16% in 1960 to 107% in 2001 

(Table 3.A). 

40
 And, although Singapore is well known for its subsequently very low marginal output to capital ratio, 

in the breakthrough years of the late 1960s it achieved similarly high output:capital ratios to those 

recently attained by Ireland. Clearly it is not easy maintain such a high level for a long period. 
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on more traditional items like textiles, clothing and food processing, and is of a smaller scale. 

The development in the 1990s of the Financial Services Centre in Dublin induced FDI 

increasingly into financial and business services. By 1998 the country’s two leading exports 

were chemicals at 31.7% and office equipment (including computers) at 22.4% (Sweeney 

1999). The foreign sector is relatively heavily engaged in research and development, having 

doubled its spending relative to GDP between 1986 and 1997 to bring this indicator up to the 

level of Denmark and the Netherlands (Barry et al. 1999). Foreign-owned manufacturing has 

the highest skilled labour force and pays higher wages to both skilled and unskilled workers 

than does the indigenous sector. 

 

Accompanying the dominant roles of trade and FDI in Ireland’s boom are some less well 

known or emphasised aspects of the process of growth. As noted above, average growth had 

been relatively high for several decades, allowing a narrowing of the gap vis-à-vis average 

European incomes and, in the recent boom, to actually surpass that average. Central to this 

process has been a high rate of labour productivity growth, at an average of 3.3% per year 

since 1976. Ireland’s big labour productivity boom in the fourth quarter of the century was out 

of phase with that in the industrial world as a whole, where the third quarter stood out for its 

fast growth both of labour and of total factor productivity. In Ireland much of the story had to 

do with the rapid decline in the share of the labour force in the primary sector, from 40% in 

1960 to 9% in the early 2000s (Fortin 2001). The rise in labour productivity was even faster 

(3.6%) over the pre-take-off period 1976–1989, which included the slow growth period during 

most of the 1980s, than the 2.9% average over 1989–2000 when the growth boom occurred 

(Fortin 2001). That boom was thus not due to an acceleration of labour productivity growth. In 

fact, the opposite happened. An acceleration of productivity growth is seldom at the heart of 

growth acceleration, since this variable seldom reaches levels of 3% or higher and is not easy 

to speed up in a short period of time through available policy instruments.
41

 But neither is it 

normal for productivity growth to slow at the time of a growth take-off. 

 

What did account, in a proximate sense, for the acceleration in Ireland was a huge increase in 

employment (the result of a large decrease in unemployment from its 16% level in 1993 to 

less than 4% by 2000), a decrease in underemployment in agriculture and a very large flow of  

immigrants coming or returning to Ireland (Fortin 2001).There was also a huge increase in 

female employment, which increased by 65% over this interval. Employment rates had been 

declining, and then flatlined, in absolute terms through the 1980s, after which growth in 

employment accelerated to a five-year average peak of 5.4% over 1995–2000. Over the 

1990s as a whole average employment growth was 3.7% per year, for a total increase of 

                                                 
41

  As Fortin (2001) notes, Ireland’s rate of 3.3% is second only to Korea’s since 1975 among 

Organisation for Economic Co-operation and Development (OECD) countries. At a little under 3% 

during the 1994–2000 height of the boom, when growth averaged 9.2%, the productivity growth 

accounted for less than a third of total growth. As noted, it also contributed negatively to the 

acceleration of that growth since it slowed as growth rose. 
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44%. Growth slowed to a still rapid 2.9% per year over 2000–2005 (ILO, LABORSTA, online). 

This was a remarkable recovery for the employment to population ratio in Ireland, which – as 

was the case with many European Union (EU) members – suffered a major decline over 

1976–1989. Relative to the US benchmark, the Irish level fell from 0.84 to about 0.67. By 

2000 it was back to 0.85. Clearly, therefore, the boom period saw both a very rapid increase 

in the demand for labour and a very elastic supply of that factor. Implicit in this scenario is the 

fact that the turnaround in rate of output growth is a little less marked when the measure is 

output per worker.  

 

While labour productivity was rising at a good but not dramatic rate during the boom, capital 

productivity was soaring. As noted, the marginal output to capital ratio jumped from an 

average of under 0.2 until the mid-1980s take-off to over 0.4 since 1993. This jump reflected 

the large increase in employment and a decline in the wage share of gross domestic income, 

which, after exhibiting an upward trend from about 48% in 1969 to a peak of 57% in 1981, fell 

fairly smoothly to about 42% in 1998 (Fortin 2001). The combination of wage moderation and 

dramatic labour productivity gains translated into a rapid decline in Ireland’s manufacturing 

unit labour costs relative to its main trading partners; this index falling from over 180 in 1982 

to just 80 in 2000. Presumably the wage moderation facilitated both the huge increase in 

employment and the sharp increase in the profit share; and it, together with rapidly rising 

productivity, made recourse to the exchange rate as a tool to foster competitiveness 

unnecessary.
42

 

 

The rapid increase in capital productivity was combined with a significant increase in the 

(current price) investment ratio from a low of about 16% in 1988 to 24.6% in 2000. But the 

increase in the constant price investment series was less. Thus, judging from that series, 

Ireland’s recent acceleration has been due much more to an increase in capital productivity 

than an increase in the quantum of investment. While GDP growth doubled from 4.5% (1989–

1994) to 9.8% (1996–2001), the constant price investment series rose only from 18.3% to 

21.7%. Equally noteworthy is the fact that the investment rate was in fact higher back in the 

1970s (often exceeding 25%) when growth was much slower – the efficiency of investment 

thus appears to have been quite low at that time. The evolution of national savings has 

followed that of investment, although there was a large capital inflow through the 1970s until 

the mid-1980s when the pattern gradually reversed, leading to some years of substantial net 

outflow during the 1990s. 

 

                                                 
42

 The real exchange rate, calculated on the basis of relative price movements in Ireland and the US, 

showed an upward trend (appreciation) over the 1960s and 1970s, then fluctuated severely during the 

slow growth period. It was linked to the Euro from the early 1990s onwards. 
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A number of authors have worried that the high level of dependence on FDI in a fairly narrow 

range of industries could render the economy vulnerable to a severe recession (Leddin & 

Walsh 1997). A recent downturn in microelectronics has been the first test to the economy 

and growth did fall to about 4.5% in 2003 and 2004, but it was back up to 6% by 2006 as 

investment held up nicely. The current (2009) global financial crisis will presumably be a 

much bigger challenge. 

  

Although there was a dramatic acceleration from a 2.3% growth rate over 1979–1986 to the 

double-digit peak attained in some late 1990s years, the story of recent fast growth is linked in 

some ways to the earlier growth phase in the 1960s and 1970s. Some components of the 

recipe have been there all along, while others were added or strengthened significantly in the 

1990s. There have been elements both of good policy and of good luck. 

 

The Irish strategy has, by common consent, had five main components: commercial policy, 

industrial policy, tax policy, education policy and a wage policy or wage-setting process that 

helped to keep costs competitive. The main lines of policy have generally been consistent and 

transparent over the years. Finally, there was a very considerable inflow of funds to Ireland as 

a result of its membership in the EU. In spite of a history of stable and plausible policies in 

most of the above areas, Ireland fell into a vicious circle of fiscal deficit, rising debt and social 

dissention in the 1980s. The development of a consensus around a strategy to overcome 

these problems was, perhaps, the key single event of the 1980s – a sort of ‘institutional 

change’. Thus, O’Donnell and O’Reardon (1996) argue that ‘the social partnership approach 

produced the much-needed recovery from the disastrous early and mid-1980s and has 

underpinned the sustained period of growth since then’. Sweeney (1999: 119–124) suggests 

that this new institutional arrangement was linked to a broader process, including ‘greater 

respect for a professional approach, openness, participation, accountability and more 

democratic institutions, equality for women and greater inclusiveness’. On the political front, 

Fianna Fail, for many decades the ‘natural governing party’, lost the ability to govern on its 

own and had to open up its highly centralised system to outsiders, contributing thereby to a 

greater political pluralism. 

 

Since 1960 there has been a dramatic and nearly continuous increase in integration into 

world markets, with the export:GDP ratio (constant prices of 1995) rising from 15.8% in 1960 

(low for such a small economy) to 107.3% in 2001 (Table 3.A). This continuously increasing 

level of integration has, however, brought more benefits at some times than at others. Over 

these four decades as a whole, the current price export to GDP series rose less rapidly than 

the constant price one, reflecting a fall in the relative price of the country’s exports over time. 

One factor contributing to the economic stagnation of 1979–1986 was, in fact, a declining 

relative price of exports during that period. The export ratio rose fastest during the recent 

growth acceleration when an important influence was the solid economic recovery of Ireland’s 
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main trading partners, with the US, the UK and the rest of the EU all experiencing strong 

output and income growth. 

 

Together with free trade Ireland sought monetary union with the EU in order to reduce 

exchange rate risk. After an appreciation of 9% relative to the currencies of its trading 

partners, the Irish punt, fixed since 1992 relative to its Euro partners, remains flexible relative 

to other currencies (including the US dollar and the British pound). There were depreciations 

in nominal terms in 1993 and 1999–2000 that contributed to international competitiveness 

(Fortin 2001). 

 

Ireland’s active industrial policy appears to have contributed substantially to its success. This 

policy overlaps greatly with the goal of attracting FDI, as noted below. The Industrial 

Development Authority (IDA) has been impressively successful in that goal, offering large 

grants, tax breaks, a skilled workforce and other benefits. The development agencies chose 

to pursue the right industries (i.e. ‘picked winners’) – those which were expanding, such as 

electronics, pharmaceuticals, software and chemicals, and, more recently, financial services 

and teleservices (Sweeney 1999).
43

 The fact that Ireland was one of the first countries to 

adopt the strategy of targeting multinational firms, so that its agency developed skills and 

experience in this area early, helped to place it ahead of its competitors in this regard (Barry 

et al, 1999, 62). 

 

The single key element in Ireland’s economic strategy was to attract FDI that would produce 

exportables. By the early 1970s the country had gradually switched from a protectionist 

industrial policy to a very liberal regime as far as FDI was concerned. Commercial, industrial, 

tax and education policies all worked together to that end. These policies had, for the most 

part, been in place for a long period before the big FDI boom after 1993; the low (10%) 

corporate tax rates, for example, dated from the 1950s (Fortin 2001). But something clearly 

changed between the 1950s and the 1990s, as the net flow of FDI averaged about 100 million 

dollars per year over 1986–1990, then skyrocketed to 1.1 billion over 1991–1997, and has 

subsequently accelerated further (Fortin 2001). A number of short-term factors combined with 

the longer-run ones to produce this boom. The fiscal difficulties and conflicts over economic 

policy in the early 1980s had been overcome and the brightening of prospects for the Single 

European Market in the early 1990s replaced the Euro-pessimism of the late 1980s, inducing 

multinational corporations to look for bases from which to penetrate the new European 

market. This process was helped along by the fact that the US economic boom of 1993–2000 
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 For more detail, see White (2000). Mac Sharry and White (2000: 368) observe: ‘Increasingly, IDA-

Ireland has developed the rifle-shot, rather than the scatter-gun, approach in seeking foreign 

investment. This has proven highly successful to date. It involves identifying the expanding 

international sectors of industry and targeting niche companies that could operate well in Ireland and 

could bring with them clear employment and economic benefits … IDA-Ireland regularly adjusts its 

targeting of sectors and companies…’. 
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made large flows of new FDI available. The real interest rate, meanwhile, had fallen from its 

previous level of 7–8 over 1986–1993 to the 2–3% range around 2000 (and was even 

negative at one point). This reflected the now orderly condition of Ireland’s finances and, later, 

the entry into the European Monetary Union, which ended the exchange risk and brought the 

Irish interest rate into line with the low German one. In response to exceedingly high returns 

to US direct investment in Ireland of over 30% in the late 1990s compared to 10% in the rest 

of Europe (Walsh 2000), Ireland attracted 20% of new US capital inflows (Fortin 2001). 

 

Tax and other instruments making up the industrial policy are widely agreed to have played a 

role in fostering growth. This is especially plausible in the case of a small country trying to 

attract MNCs that shop around looking for bargains. Whether nearly as much success could 

have been achieved at less cost to the fiscus is an interesting question given the extremely 

high profit rates reported for US multinationals in Ireland. Good infrastructure, including 

effective public administration, was a major selling point in the pursuit of FDI. Added to this, 

complementing improvements in infrastructure were a quick response to MNCs’ requests for 

capital guarantees, tax-related incentives, an end to restrictions on remittances abroad, and 

relaxation of incentives to locate in peripheral regions. With time, one of the factors in the 

continuing growth of FDI in Ireland has been the ‘reputation effect’. Surveys of executives of 

newly arriving foreign companies indicate that their location decisions have been strongly 

influenced by the fact that other key players in their industries are already located there (Barry 

1999). 

 

Given the correspondence in timing between the large FDI capital inflow and the striking 

increase in the marginal output to capital ratio at the time of the boom, it is reasonable to 

suppose that FDI had much to do with the overall increase in capital productivity. By this time 

the economy was very open, so the catalytic effects this can have on technological diffusion 

and innovation (Coe & Helpman 1995) should be present in such a case.  

 

Various critics have expressed unease about the social and economic costs (worker 

displacement, geographic dislocation, decline of local industry, etc.) associated with a 

process generating fast growth.
44

  Indeed, a significant part of the aggregate labour 

productivity increase which occurred in Ireland has been related to entry of more productive 

firms and exit of less productive ones, a process which, since it may have considerable social 

and economic costs, deserves a careful look. There is natural concern that a variety of 

negative effects might be associated with the squeezing out of smaller domestic firms by 

large foreign ones. Integration with the international economy led to what has been described 

as a shakeout of the uncompetitive indigenous industries, particularly during the 1980s, and 

there was a net decline in total manufacturing employment at that time. The 1990s, however, 
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 For a general critique of Ireland’s economic boom, see Kirby (2002). 



    

 66 

saw a resurgence of the indigenous sector as well as employment growth in the FDI sector, 

making Ireland one of the few EU countries registering manufacturing employment growth 

over this period. Bradley et al. (1997) argue that FDI brought new management skills and 

technologies not self-generated within the indigenous sector, but which have begun to be 

transferred to local smaller firms. Barry et al. (1999) attribute the employment growth, much 

higher profits and increasing exports of the indigenous sector in the 1980s to a combination of 

the fact that only the most resilient and outward-oriented of the indigenous firms survived the 

traumatic decade of the 1980s, the increased focus of industrial policy on strengthening this 

indigenous sector, the strong domestic demand after the public finances were stabilised, the 

improved physical infrastructure associated with the EU structural funds, and the fall in prices 

of formerly heavily state-regulated utilities such as electricity and telecommunications 

services. There remains a question of whether the growth of foreign industry has, on balance, 

had negative or positive effects on the indigenous economy. 

 

With respect to manufacturing, over the long period during which the former’s share has been 

rising there has been a marked positive correlation between employment growth in the one 

sector and in the other: over 1975–1979, both grew, though the foreign sector grew faster; 

during 1979–1987, both slipped, though the domestic slipped faster; from 1987–1993, foreign 

grew while domestic stagnated; and since 1993 both have grown but the foreign has grown 

faster (see Barry et al. 1999). This is consistent with the argument of Barry et al. (1999) that 

pre free-trade domestic industry had a comparative disadvantage in those sectors where 

foreign industry grew.
45

 More generally, foreign industry has gradually developed more 

linkages with the Irish economy. In 1983, total ‘Irish-economy expenditures’ per employee 

were 64% as large for foreign as for Irish manufacturing firms; by 1995 this ratio had risen to 

72%
46

 (Barry et al. 1999). While the bulk of such expenditure by Irish firms was for the 

purchase of local material, for foreign firms a higher share went to services. One externality 

from foreign firms is their contribution to indigenous start-ups by people who previously 

worked for them; two-thirds of the entrepreneurs starting in the indigenous software sector 

had at some time worked for foreign firms, and half of these had done so immediately before 

their start-up (Clancy et al. 1997, cited by Barry et al. 1999). The surge of FDI in Ireland has 
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 Barry et al. (1999) also point out that over 1980–1992 employment in the ‘modern’ manufacturing 

sector grew by 54% and productivity far outstripped wage growth; while in the larger traditional sector 

employment fell by 27%, and wage growth greatly outstripped productivity growth. Wage growth was 

almost identical in the two sectors and overall manufacturing employment fell by 15%. Rising wages 

presumably led to the shrinkage of the traditional sector, which was essentially indigenous. The 

question is whether this process was excessively fast or not from an overall social and economic point 

of view.  

46
 As a share of value added, the Irish economy expenditures would be much lower for foreign firms, 

since value added per employee is greater by a multiple. That backward linkages per unit of output are 

low for the foreign sector has been noted by Barry et al., but they accept the argument of Rodriguez-

Clare (1996) that backward linkages should be measured per job. In fact, the more relevant indicator 

would depend on the precise question being asked. 
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contributed heavily to a rapid change in the structure and characteristics of indigenous 

industry and services, towards modernity, outward-orientation and higher productivity.  

 

Ruane and Ugur (2005) decompose labour productivity growth in Irish manufacturing over 

1991–1999 by plant ownership, reporting that the overall increase was 12.6% per year, while 

the figure for foreign firms was 14% per year and for Irish firms 4% per year. While the figure 

for foreign firms is astronomical, even that for Irish firms is good by comparative standards. 

During this period, employment grew by 15% in Irish plants and 41% in foreign ones. Overall, 

55% of productivity growth occurred ‘within the plant’ and 29% was due to higher average 

productivity of entering than of already existing firms. Annual within-plant productivity growth 

was 9% for foreign firms and 3% for Irish firms. Some of this difference was probably due to 

the fact that on average the foreign firms were younger and still in the rapid productivity 

growth phase that often comes soon after start-up. For all categories, but especially for the 

Irish plants, most of the labour productivity growth occurred after 1995 (Ruane & Ugur 2005). 

In high-tech sectors, Irish firm productivity grew almost as fast (89%) as that in foreign firms 

(101%); in these industries nearly all of the gain came from entry or other influences apart 

from ‘within-plant’ improvements. For other technological categories the pattern was mixed. 

 

From the 1960s onwards Ireland pursued a policy of free secondary and post-secondary 

education, which, together with a late baby boom, helped to provide a plentiful supply of well-

educated young workers. The quality of education, as reflected in the performance of 

students on international tests of proficiency in mathematics and science, is close to that of 

Canadian students and above the international average (Fortin 2001). As of the late 1990s, 

between 40% and 50% of those entering the workforce had experienced some higher level 

education, compared to 20% in the EU (Sweeney 1999).
47

 Education also has a more applied 

bent than on the continent. No doubt this unusually well-prepared labour force facilitated the 

upward explosion of labour productivity in the manufacturing sector.  

 

As appears to have been the case in all of the growth accelerations analysed in these 

chapters, wage growth in Ireland was modest in the early years of take-off.  In Ireland this 

moderation was the fruit of negotiation or corporatist decision–making. Glyn (2005) notes that 

in this regard Ireland’s practice appeared to fly in the face of the general move to labour 

market deregulation, but was clearly followed by a more favourable outcome than emerged in 

New Zealand, which undertook perhaps the most extensive such deregulation of any OECD 

country.
48

 Both trade union membership and coverage of collective agreements have been 
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 The rate of progress can be gauged by the fact that of those aged over 65, only 10% experienced 

tertiary education . After neglecting education quite seriously as other countries advanced, Ireland 

introduced free education in 1967, which raised participation rates in the system. 

48
  Glyn (2005) quotes OECD (2002) to the effect that structural unemployment – the non-accelerating 

rate of unemployment (NAIRU) – fell by only 1.5 points in New Zealand as opposed to 7.5 points in 

Ireland. And the NAIRU fell far more in Ireland than in the UK, where the other institutional changes 

http://en.wikipedia.org/wiki/Unemployment
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high by OECD standards and have shown no noticeable change over the 1990s and 2000s. A 

centralised system of wage negotiation broke down in the early 1980s and was restored only 

in the 1987. There was no minimum wage until 2000, although there was some centralised 

setting of minima in low-paid industries. Glyn (2005) contests the OECDs’ earlier claim that 

the benefit system was a major factor behind the high levels of joblessness, noting that 

employment protection was weak at all times, exceeded in that regard only by the US, UK 

and Canada. There were no significant declines in job protection in any of the 18 indicators 

assembled by the OECD since the period of high unemployment in the late 1980s. It might 

still be argued that, even if job protection was not a major cause of high unemployment, its 

weakness did facilitate the rapid growth of employment. The only institutional change in the 

labour market that could have played a positive and active role was the recentralisation of the 

wage bargaining system and the succession of social pacts. 

 

Although not engaging in deregulation, Ireland, like a number of other countries, has over the 

past two decades reformed labour policies from passive to active, becoming a leader in share 

of GDP devoted to active policies (O’Connell 1999). There have been many active labour 

market programmes, and in 1994 the 93 000 people participating in such programmes were 

equivalent to 6.5% of the labour force or over 40% of those unemployed that year (O’Connell 

1999). As usual, it is hard to assess the overall benefits of such training policies; the effects 

may be more beneficial in Ireland than in some other countries given the low level of in-house 

training by Irish firms.
49

 Whatever the details of the case, it appears that education and 

training are among the main reasons for investment in Ireland by MNCs. A survey on factors 

in company choice of where to invest placed Ireland at the top in Europe in terms of the 

education of its workforce and second (after Germany) for the skills of its workers (OECD 

1997). Especially significant is the high number of engineering graduates. Many emigrants 

returning to Ireland have also added to their human capital while abroad – of those aged over 

40 with tertiary education, 39% have emigrated and later returned (Sweeney 1999). 

 

As a relatively underdeveloped region of the EU, Ireland has benefited substantially from a 

transfer of funds from Brussels since the mid-1970s. Total net transfers from the EU under 

the Community Support Framework (CSF) and the Common Agricultural Policy (CAP) rose 

from about 5% of GDP in 1986 to a peak of 7% in 1991, and then fell back to 5% in 1994 and 

1995. O’Connell (1999) judges that this transfer made a significant direct contribution at a 

                                                                                                                                            
on which more orthodox authors like the OECD place primacy  – like falling replacement rates and 

legislated weakening of unions – did occur. On the other hand, changes in such factors may have been 

important in the UK, but not in Ireland because of their different historical levels. 

 

49
 O’Connell (1999) believes that programmes with good market linkages did enhance subsequent 

employment prospects and earnings, but also felt that some of them needed quality improvements – 

especially those targeted at the most disadvantaged. 

 



    

 69 

crucial period of economic change. Bradley et al. (1997) estimate that over the period 1989–

1999 the two funds raised Irish GDP by 2% above the level it would otherwise have reached.  

 

Political consensus building 
Wage moderation has been the result of periodic consensus-based national wage 

agreements that have been negotiated centrally since 1987. There have, to date, been five of 

these three-year agreements. In the first four, wage increases were limited to 2–3%, and in 

the fifth to 5%. Over 1987–1997, real wages increased by only 12% (O’Connell & Gash 1999) 

– minor in comparison to the labour productivity jump of probably more than 30% during those 

years, judging by Fortin’s (2001) estimate of a 2.9% per year growth of labour productivity 

over 1989–2000. Wages were therefore still low by European standards. This wage 

moderation has often been the quid pro quo for personal tax cuts. O’Connell and Gash (1999) 

conclude that when tax cuts are factored in, real purchasing power rose by a fifth to a third for 

all of the income categories they distinguish. Such a calculation fails, however, to allow 

directly for any changes in the amount and/or quality of public services.  

 

The wage-tax compromise in Ireland was helped along by the sense of urgency generated by 

the fiscal crisis and prolonged recession of the early 1980s, and was negotiated by the 

tripartite National Economic and Social Council (NESC) with the goal of escaping the vicious 

circle of stagnation, rising taxes, fiscal deficit and exploding debt (O’Donnell 1999). The 

policies were outlined in its development strategy (NESC 1986), in whose design the NESC 

played a particularly key role. The initial Programme for National Recovery, 1987–1990, 

involved agreement among the three parties on wage levels in the public and private sectors 

over the next three years, as well as on a variety of other economic and social policies 

including the evolution of welfare payments, trends in health spending, and structural 

adjustment. There was a shared interpretation of Ireland’s crisis of 1986, and of the sort of 

programme needed to avoid further disaster; this has been widely acknowledged as 

instrumental in facilitating the formulation and implementation of policies to attack the fiscal 

crisis. Under those policies the fiscal situation improved from a deficit of 8.5% of GDP in 1987 

to 2.3% in 1994. The NESC view that partnership programmes are good came to be shared 

by all political parties of significance (O’Donnell 1999), though some academic economists 

have argued that they have been harmful. The success of the programme of national 

recovery (PNR) heightened the NESC’s interest in linking formulation of an agreed 

understanding of the economic and social problems, implementation of a consensual 

approach to distributional issues, and the ability of the government to adopt a longer-run 

strategy rather than to always be dealing with short-run issues.
50

 In the view of its supporters, 
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 The more neo-liberal economists tended to stand outside the consensus. Some argued that the 

programmes strengthened the unions (Durkan 1992), others that there was an insider vs outsider 

unfairness and that the social partnership contributed to unemployment and emigration (Walsh & 

Leddin 1992). In retrospect, these views have turned out to be implausible in light of the dramatic 
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a higher level of social solidarity has been achieved, which is seen as essential to sustaining 

redistributive policies and addressing structural change in a non-conflictual way. Given the 

assumption that in a very small, very open economy the exchange rate cannot be actively 

manipulated, and thus be the prime tool to maintain international competitiveness, the social 

partnership agreements were seen as underpinning the credibility of a non-accommodating 

exchange rate policy and allowing the level of the exchange rate to give the right signals to 

business. Meanwhile, adherence to the Exchange Rate Mechanism (ERM) narrow band, and 

later transition to the European Monetary Union (EMU) guaranteed low inflation such that 

unions were willing to enter three-year wage agreements. These conditions essentially 

replicate those in Singapore when its take-off began (see Chapter 2).
51

 

 

Debate will remain both on how central the social consensus was to the take-off itself and on 

its longer-run usefulness in the face of various stresses and strains and in the light of changes 

of context. Was the sharp fall in the wage share of GDP necessary to the growth performance 

achieved? How well have the interests of the poorer members of society been taken care of 

through the overall agreements reached?  

Glyn (2005, 207) distinguishes the role of centralised wage agreements in the disinflation of 

the late 1980s and, while accepting that market forces probably played a role in lowering 

nominal earnings increases, believes that it played a key role in the continued moderation as 

growth accelerated and profits skyrocketed while industrial peace was maintained.
52

 He also 

notes that, despite a focus on social inclusion in the third deal, tax changes have generally 

favoured the better-off workers, with efforts to help the least well-off being dropped when 

trade unions threatened to withdraw from the partnerships. So the tendency for the top half of 

the distribution to gain was reinforced rather than tempered by the tax changes (Callan & 

Nolan 2000). Meanwhile, rising demand for labour, especially of more qualified workers, puts 

a different type of strain on the negotiated agreements, with the gradual increase in 

exceptions to the guidelines tending to favour the better-off workers. 

 

                                                                                                                                            
decline in the level of unemployment since 1987 and the almost equally dramatic reversal from a 

chronic condition of net emigration to one of a net inflow of people.  

 

51
 O’Donnell (1999) contrasts the Irish approach, which has taken the exchange rate and inflation out of 

day-to-day party competition and industrial relations conflict, with the approach adopted by the UK, 

which led to bursts of growth followed by deep recessions imposed to deal with inflation and 

eventually to the neo-liberal approach to social policy and regulation adopted there since 1979. Ireland 

has rejected both these UK patterns, opting for a combination of macro policy and income 

determination.  

 

52
 The gross-profit share in industry, transport and communications jumped from 45.1% in 1987 to 

57.7% in 1995, by far the highest in any European country.  
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The employment and distributional fallout 
Ireland’s take-off shifted it from the category of high unemployment countries (the rate 

averaged 16.1% over 1983–1989) to that of low unemployment ones (with an average of 

4.2% over 2000–2006) while greatly increasing the number of jobs and the share that was 

paid, which rose from 70.4% in 1988 to 83.6% in 2006. These changes can only be seen as a 

reflection of rapidly growing labour demand overall. Some key improvements came with 

something of a lag.  

 

Half of the unemployment decline occurred after 1997, and the employment rate of those at 

the bottom of the economic hierarchy improved noticeably since then, coinciding with some 

relative improvement in their pay. Wage dispersion had risen rapidly over 1987 to 1994, faster 

over those years than in any other OECD country, with the change concentrated in the top 

half of the distribution, reflecting a widening of education-related earnings differentials as 

employment boomed.  Up to 1997, the labour market position of those at the bottom declined 

relatively in terms of employment but held more or less stable in terms of wages, but this 

pattern was then reversed, leading Glyn (2005: 202) to conclude that: ‘The idea that a 

sustained rise in employment will spread to the least qualified seems to be supported by the 

Irish experience.’  Long-term unemployment fell rapidly along with the fast decline in overall 

unemployment in the second half of the 1990s – from two thirds of the total to two fifths – 

though some part of this fall may have been a result of the recruitment of chronically 

unemployed into labour market schemes (O’Connell 2000). Taken at face value, the long-

term unemployment rate thus fell from 8.4% in 1990 to 2.5% in 1999 (Glyn 2005). Part-time 

work and temporary contracts have been and remain less prevalent than in the EU as a 

whole. The increase in female employment was very large. Given the large and generally 

positive changes on the employment front, the major concerns about labour market outcomes 

have, instead, focused on inequality.  

 

Changes in employment structure and sources of new jobs 
During the earlier period of good growth, Ireland’s employment structure was modernising 

fairly quickly and by 1978 the share of agriculture et al. had fallen to 26.5% of the total, with 

manufacturing at 25.2%; though the category ‘finance, real estate and business services’ was 

still small at only 3.5%. During the difficult years of 1979–1986 agricultural employment 

continued to shrink, but so did manufacturing and construction, with the slack taken being up 

by finance, real estate and business services, which grew very fast, as well as community, 

social and personal services, which experienced modest expansion. 

 

The boom pulled unemployment in Ireland down from 18% in 1987 and 17% in 1993 to under 

4% by 2000. The growth was strongly employment-creating (with a 25% increase over 1993–

1998, for example). Female employment rose over 6% per year over 1988–1998, compared 
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to under 2% for men. Females as a share of employees rose from 29% in 1981 to almost 

40% in 1998 and their participation rate (persons 15 years old and upwards) leapt from 32.2% 

in 1986 to 47% in 2002.  Total employment had bottomed out around 1987, but then gradually 

accelerated until by 1994 it was rising at over 3% per year. Manufacturing employment also 

bottomed out in 1987, then grew slowly until it accelerated in 1995. Over 1994–1999 it 

expanded by 25%, or 4.6% per year, but this employment boom was short lived and after 

hitting a peak in 2001 an absolute decline began. As a share of total employment, 

manufacturing had been well over 20% in the late 1970s and 19% in 1988. Even the short 

boom in this sector’s employment did not push its share up much so that in 1999 it was just 

18.3% and by 2006 it had fallen to 13.2% – a reflection of the extremely fast growth of labour 

productivity in this sector, as discussed above. 

 

So with manufacturing playing only a short starring role in employment growth in Ireland, and 

the post-acceleration period of sustained growth registering a marked decline in share on the 

whole, where was the employment growth coming from? Table 3.1 distinguishes three 

periods – 1988–1994, 1994–1999 and 1999–2006. Over the first of these periods total 

employment was growing slowly at 1.6% per year, after which it averaged 4.3% through 2006. 

For the period as a whole the tertiary sector accounted for over three quarters of all of new 

jobs, with the small positive contribution of manufacturing (6.3%) just offset by the shrinkage 

of agriculture et al. (-6.2%). The only non-tertiary sector to create many jobs was construction, 

with an impressive 21.5% of the total, though its 1988 share of employment was just 6.3%. A 

disproportionate (to its average share of employment) share for this sector is normal in 

booms. Within the tertiary sector, where all of the components distinguished in the data 

except public administration and defence saw growth at least as fast as overall employment, 

three activities stood out: restaurants and hotels, with 3.0% of initial employment but 9.2% of 

employment growth; real estate and business services, with 3.8% and 15.2%; and health and 

social work, with 6.8% and 14.0%. These three branches of the tertiary sector by themselves 

therefore accounted for nearly 40% of all new jobs in a period of fast overall employment 

growth at 3.4% per year. The expansion of restaurants in all likelihood reflects both the rising 

income levels and the increase in female participation rates. Expansion of health and social 

work is a widespread phenomenon, here probably accelerated by fast income growth. The 

country’s real-estate boom would account for fast employment growth in that sector. We are 

not able to disaggregate between this activity and business services. In Chile, where such a 

distinction was possible over 1992–2003, business services contributed nearly 90% of the 

new jobs in the two combined. While the real estate share would probably be higher in Ireland 

than in Chile it is probable that business services accounted for around 12% of all new jobs. 

 

Table 3.1: Composition of net new employment by sector (1988–2006) 
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Sector 1988 

Employment 

1988 –  

1994 

Per cent of 

net 

new 

employment 

  

1994 

Employment 

1994–1999 

Per cent of 

net  

new 

employment 

1999 

Employment 

1999–2006 

Per cent of  

net new  

employment 

2006 

Employment 

1988–2006 

Per cent of 

net new 

employment 

Agriculture and 

other primary 

sectors 

170.6 -21.8 146.9 -2.4 135.9 -5.1 114.5 -6.2 

Mining 6.6 -1.3 5.2  -0.1 5.7 1.2 10.8  0.4 

Manufacturing 210.2 21.1 233.2 12.5 291.4 -5.9 266.5  6.3 

Utilities 

 

13.8 -0.0 13.6  -0.4 11.8 -0.1 11.2 -0.3 

Construction 70.3 19.6 91.6 10.8 142.1 28.5 262.7 21.4 

Commerce, 

restaurants 

and hotels 

 

209.5 

176.3 

  33.2 

25.9 

-0.6.5 

32.4 

237.6 

169.2 

  68.4 

18.9 

11.6 

  7.3 

325.9 

223.3 

102.6 

17.7 

14.4 

 3.2 

400.7 

284.4 

116.3 

21.3 

 12.0 

 9.2 

Transport,   

storage and  

communication 

63.7 -0.7 55.9  8.4 95.0 6.1 120.7 6.3 

Finance,  

real estate and 

business 

services  

 

85.1 

40.6 

44.5 

21.3 

3.0 

18.2 

108.2 

43.9 

64.3 

18.7 

  3.7 

15.0 

195.8 

  61.2 

134.6 

16.9 

  5.8 

11.1 

267.3 

  85.7 

181.6 

 

20.3 

 5.0 

15.2 

Community, 

social and 

personal 

services 

    Public 

administration 

and defence 

    Education 

    Health and 

social work 

    Other 

community, 

social and 

276.5 

 

 

 

68.9 

 

 

73.7 

75.6 

 

58.3 

37.1 

 

 

 

-.2.3 

  

 

 6.3 

23.4 

  

 9.8 

316.8 

  

 

 

 66.4 

   

 

80.5 

101.0 

   

68.9 

 13.1 

   

 

 

 1.7 

  

 

  4.3 

  4.0 

  

  3.0 

377.8 

  

 

 

 74.4 

 

 

100.5 

119.9 

  

 83.0 

 40.9 

    

 

 

7.3 

 

 

 8.3 

 19.2 

 

   6.1 

550.9 

 

 

 

105.1 

 

 

135.6 

201.2 

 

109.0 

30.5 

  

 

 

 4.0 

 

 

  6.9 

14.0 

   

5.6 



    

 74 

Table 3.2 Industrial Structure of Employment, Selected Years, 1981- 2006 

 

Note: There is some variation in the treatment of the unemployed who have previously had 

jobs. Some appear to be included in ‘unclassified.’ Data for 1981, 1986 1996 are from 

censuses, while the other years are based on surveys. Consistency between the two sources 

appears to be high. 

 

 Source: ILO online: LABORSTA internet IC (Yearly data) 

 

Has inequality changed during growth acceleration? 
Given the combination of wage moderation and a rapidly falling wage share, together with 

falling or inadequate levels of government expenditures in some social areas, one might 

suppose that income inequality would have risen in Ireland during the economic boom since 

the late 1980s. On the other hand, one might speculate that the continued presence of the 

unions in the process of policy-making by consensus might guarantee that the fruits of growth 

be reasonably well distributed, unless there was a serious insider–outsider cleavage, as 

alleged by some authors. The sharply rising labour force participation of women, especially 

that of married women, which rose from 20% in 1983 to 37% in 1997 (Daly 2005), means that 

the distribution of income among earners might have moved rather differently and probably 

more negatively than that among families. 

 

During Ireland’s take-off there was a considerable gap between increases in real weekly 

wage earnings of manual workers, earnings increases of more skilled workers and the growth 

of average labour productivity. Over 1992–2003, for example, the former wage rose by 25.6% 

(or 2.1% per year) and the average for skilled workers probably at above 3.5% per year while 

average labour productivity was rising at 3.4% per year and GDP per capita at 6.4% per year 

(IMF 2004). Average wages of skilled workers were probably rising at above 3.5% annually. 

These patterns appear to have continued into the present decade. Real wages for wage 

earners in manufacturing (establishments with 10 or more employees) rose only by 1.5% per 

year over 1999–2006, while those of salaried workers rose a bit faster, at 1.7%. Both wages 

and salaries in utilities, already higher, rose faster (ILO, LABORSTA, data online). How such 

trends would play into the trajectory of overall income inequality depends on a variety of 

  personal 

services 

 

Unclassified 4.3 21.4      5.6     8.7      0.0 11.5  

Total, 

classified 

1106.4 100.0 1215.0 100.0 1582.4 100.0 2005.5 100.0 
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factors, including changes in the composition of the labour force, trends in non-labour 

incomes, etc. 

 

On balance, the evidence up until the late 1990s, while somewhat ambiguous, does not 

suggest a significant deterioration in household income inequality as a result of the economic 

boom,
53

 although, as might be expected, there has been some increase in earnings 

differentials by level of education or human capital. Thus, Callan and Nolan (1999) note that 

earnings dispersions both among all employees and among full-time employees (i.e. those 

reporting at least 30 hours per week) rose between 1987 and 1994.
54

 In the latter case the 

ratio of the top decile incomes to the median income rose from 1.82 to 1.97, with both the 

bottom decile and the bottom quartile registering small decreases. The ratio of top decile to 

bottom decile income rose from 3.67 to 4.06. Ireland ranked third highest (after the US and 

Canada) among OECD countries in this ratio as of 1994 and the increase over 1987–1994 

was the largest of all countries, with only Italy even close and with a few countries registering 

decreases (see Table 3.2). 

 

Table 3.2: The ratio of earnings of the top decile to those of the bottom decile, Ireland and           

other countries (1987 and 1994) 

 

Country Top/bottom decile, 

1987 

Top/bottom decile, 

1994 

Change in 

top/bottom decile, 

1987–1994 

Sweden 2.09 2.13  0.04 

Italy 2.42 2.80* 0.38 

Belgium 2.44 2.24* -0.20 

Finland               2.52 2.38 -0.14 

Netherlands 2.53 2.59 0.06 

Germany 2.54 2.32 -0.22 

Australia 2.81 2.87 0.06 

New Zealand 2.92** 3.05 0.13 

Japan 3.15 3.02 -0.13 

France 3.19 3.28 0.09 

United Kingdom 3.20 3.31 0.11 

Austria 3.47 3.66 0.19 

Ireland 3.67 4.06 0.39 

Canada 4.44** 4.20  -0.24 

                                                 
53

 For a dissenting view, see Kirby (2002). 

54
 The share of workers who were part-time rose from 9% in 1987 to 16% in 1994 (Callan & Nolan 

1999).  



    

 76 

United States – 4.35 – 

* Figure for 1993 

** Figure for 1988  

Source: Callan and Nolan (1999), based on OECD (1996) 

 

 

The story is much different however, in the case of household income inequality or inequality 

of equivalised disposable income among persons. The former distribution, after showing a 

small decrease between 1980 and 1987, was essentially constant between 1987 and 1994 

with the Gini coefficient at 0.38 in both years, though there was a slight increase in the share 

of the bottom decile (2.0% to 2.2%) (Callan & Nolan 1999).
55

 The distribution of disposable 

income among persons also changed very little, with the bottom decile’s share rising 

significantly (e.g. 3.1% to 3.6%) with each of the equivalence scales used to convert families 

into persons. By this measure also, Ireland ranks high among OECD countries in terms of 

inequality – its 1987 Gini of 0.33 being second only to the US’s 0.341, but by 1993 its ranking 

was a little better and at the time of writing its Gini of 0.32 was also below that of the UK, 

Spain and Portugal. Thus although earnings inequality rose, that among households did not, 

even though the latter rose significantly in a number of other OECD countries. 

 

Attempts to explain the increase in earnings dispersion in the US have emphasised rising 

returns to education and skill, which in turn are attributed to factors such as skill-biased 

technical change (Katz & Murphy 1992). Most OECD countries have seen smaller increases 

in earnings dispersion, and factors like more centralised wage bargaining and more highly 

regulated labour markets may have played a role in this outcome. Ireland’s relatively large 

increase in earnings dispersion might seem to belie this latter hypothesis (Callan & Nolan 

1999), though it could also be related to an increasingly free labour market. Barrett, Callan 

and Nolan (1997) find increased returns to higher education, especially university education, 

over this period and conclude that it accounts for a substantial proportion of the increase in 

earnings dispersion. These increases occurred in spite of the rapid increase in the supply of 

skilled labour and of centralised wage bargaining. In explaining why the increase in earnings 

inequality did not feed through to household inequality (or personal inequality), Callan and 

Nolan (1999) conclude that direct taxation played a major role, with income taxation and 

social insurance contributions having the impact of pushing the Gini coefficient for disposable 

income of families increasingly below that of gross income. But even the dispersion of gross 

household income did not reflect rising inequality of earnings to the degree expected. Unlike 

in the UK and the USA, it seems that the large increase in female labour force participation 

                                                 
55

 Based on data from the Household Budget Surveys, Nolan and Maitre (2000) report a similar result. 

The decile distribution of disposable income among households improved slightly during the (mainly) 

slow growth period between 1983 and 1987, with the Gini coefficient falling from 0.367 to 0.352. The 

ratio of top decile to bottom decile income fell from 15.5 to 11.4, as the share of the bottom decile rose 

from 1.7% to 2.2%. There was then a slight rise in the Gini to 0.362 in 1994.  
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did not have a significant impact on household income distribution, at least over 1987–1994, 

though it might have done so later. 

 

For the years corresponding to the fastest changes in labour market variables like 

unemployment, a careful analysis by Nolan and Smeeding (2005) leaves the possibility of 

mild shifts in either direction, but little likelihood of a major worsening in that part of the 

income distribution adequately covered by typical household surveys.
56,57

 Since, as in any 

country, household surveys may miss a lot of income at the very top echelon for various 

reasons, it is harder to know whether trends there have raised overall inequality 

significantly.
58

 For the moment, the overall body of evidence suggests that there has been at 

least some increase in the income share of those at the very top, and perhaps a considerable 

one, which is certainly plausible in light of the spectacular rate of economic growth, the high 

demand for skills and the rising capital share of GDP. This group aside, the best guess is that 

through 2000 other changes in distribution were modest. To the extent that significant 

                                                 
56

 Nolan and Smeeding’s (2005) comparison of results over 1994–2000 from three alterative, and at 

first glance conflicting, studies of inequality trends over 1994–2000 highlights the importance of 

worrying about the details of income surveys. The European Union’s Joint Report by the Commission 

and the Council on Social Inclusion ( EU 2004) came up with the most favorable conclusion, showing 

a gradual decline in the top/bottom quintile ratio from 5.1 in 1994 to 4.5 in 2001 (reported by Nolan & 

Smeeding, 2005). The other two sources – Household Budget Surveys (HBS) carried out by the Central 

Statistical Office (CSO 2007) and the Living in Ireland Survey (LII) carried out by the Economic and 

Social Research Institute, Dublin) – concurred that the bottom two deciles lost, but the absolute shares 

were quite different. After shifting to more comparable definitions, handling of missing values, etc., the 

authors find substantially reduced differences across the three sources. They suggest that greater 

credence be given to HBS and LII. The HBS shows a slight worsening trend and the LII a slight 

decline as both top and bottom deciles lose. Remaining differences in the findings corresponding to the 

top of the distribution could be due to the fact that a few outliers can influence the measured income 

share at the top. 

 

57
 An earlier study based on the HBS (Nolan & Maitre 2000) also reported distribution among 

households to be roghly stable between 1994 and 1997 (the Gini coefficient shifted from 0.377 to 

0.373), with the middle deciles gaining a little from the top. Other distributions told slightly different 

stories, on the basis of which it appeared that there had been at most a marginal increase in inequality 

between 1994 and 1997. 

 

58
 Nolan (2007) has attempted to measure income changes for this group, based on tax statistics. Taken 

literally, the share of the top 1% shows an increase from about 6% as of the late 1980s to over 10% by 

2000. For the top 10% the increase is from 30 –32% over 1984 –1990 to 36% in 2000. Most of this 

increase going to the top decile thus corresponded to the top 1%, probably in fact the top 0.1% though 

data are not available for this category. For the top decile most of the increase occurred over 1990 –

1994 with only a further 1 point increase over 1994 –2000, though bigger increases went to the top 1% 

and 0.5%. For the top decile, the 36% from the tax data compares with about 26–27% for each of the 

three sources used by Nolan and Smeeding (2005). These data, while currently providing the only way 

to approximate the income share of the very top groups, have their own accuracy problems, and are 

conceptually not fully comparable to the data of standard income surveys. In this case a major problem 

is possible non-comparability over time due to a significant tightening of the tax administrations over 

this period and that decreases in marginal tax rates at the top may have cut the incentive to under-report 

income (Nolan 2007). Clearly other ways of getting at the incomes of top people will be necessary 

before firm conclusions can be reached. 
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distributional changes tend to accumulate over time, it will be necessary to await analysis 

corresponding to the continued growth through 2007 to get a final reading on this issue.  

 

Comparably detailed analyses to that of Nolan and Smeeding are not yet available for recent 

years, so it remains to be seen whether inequality has changed significantly during the 2000s. 

A best guess, though, is that in the bottom 98% or so little has changed, at least through 

2006.
59

 At the top, the same uncertainly plaguing the 1990s applies to the present decade.  

 

As with many periods of sustained, very fast growth, Ireland’s growth has produced a major 

housing boom, both in construction per se and even more in price increases and the 

associated capital gains. Between the take-off of housing prices around 1996 and a decade 

later, the real price had approximately tripled, a larger increase than in any other OECD 

country, leading to worries about the possible impact on macroeconomic stability in the event 

of a sharp downturn (OECD 2006) – a downturn that has now begun. Such capital gains are 

in fact equivalent to earned income from the individual’s point of view, but are not part of 

national income nor included as income in household surveys. To the extent that capital gains 

have risen in relation to national income and are highly concentrated, the implication is that 

inequality, defined more broadly than is usually done, will have risen more than the existing 

data indicate. An increasing concentration of wealth eventually leads to an increased 

concentration of capital income and hence of total income, other things being equal. Public 

perception that wealth gaps are widening as a result of speculative activities also serves to 

increase resentment from those not sharing such benefits, as has occurred dramatically in 

Korea and no doubt in China. Meanwhile, as of the early years of the present decade, poorly 

paid workers have not seen wage increases commensurate with the growth they have seen 

around them. One question is whether a further tightening up of labour markets in the last few 

years will have helped to resolve these tensions. Another is whether the cited concentration 

will now be substantially reversed by the current collapse. 

 

Also related to distribution and welfare questions, critics have noted that social security 

transfers are well below those of European countries except the UK (O’Connell 1999). As the 

1990s progressed, low public spending was leading to dissatisfaction with the quality of 

Ireland’s public services (exemplified by long queues for public health, poor physical 

infrastructure and even standards of education).  Critics have claimed that Ireland still has the 

                                                 
59

 Estimates of the Gini coefficient and quintile ratios reported by Central Statistical Office (2007) 

suggest very little change through 2006, but there was a change in the underlying data source from a 

longitudinal survey carried out as part of the European Community Household Panel from 1994 to 

2001 to a cross-sectional one carried out by the Central Statistical Office. Minor differences in the way 

income is measured are unlikely to create significant non-comparabilities (B Nolan, pers. comm.), but 

until a detailed study is undertaken there will remain some possibility that this change may have 

created a bias in observed trends. 

 



    

 79 

lowest spending on public services in Europe,
60

 which has results like the slide into a two-tier 

health system in which those who buy private insurance get much better care than those who 

depend on the public system. And although health care spending (public plus private) as a 

share of GDP was, at 7.5%, below the OECD average of 9.0% in 2005, absolute spending 

per capita (in purchasing power parity dollars) was a little above the OECD average and life 

expectancy (79.5 years) was about a year above the OECD average. Absence of state 

provision of child care did constrain female employment, though, as noted, that employment 

has expanded enormously.  

 

Conclusions about the Irish experience 
The main story around Ireland’s growth acceleration has been the capacity to attract FDI in 

modern high-productivity industries that will use the country as a platform from which to 

export – especially to other countries of the European Union of which Ireland is now a 

member. Given the country’s small size, such foreign investment has been able to have a 

very large impact on growth. The main mechanism of rising output and incomes has been 

increases in labour and (especially) capital productivity, much of it associated with a process 

of rapid shift in the composition of output by sector. Although the investment rate rose 

somewhat between the previous growth trough and the period of acceleration, this increase 

did not account for much of the growth acceleration.  

 

Ireland’s take-off followed and was facilitated by a political arrangement worked out by the 

tripartite National Economic and Social Council, involving wage moderation as its centrepiece, 

in exchange for the benefits of growth. This arrangement appears to have performed better 

than the labour market flexibilising reforms undertaken in some other countries. 

 

Despite some tendency for earnings differentials to widen during this period of fast growth, 

measured household income inequality does not appear to have risen significantly, at least up 

to the later 1990s. This suggests that the benefits of Ireland’s boom have been relatively 

widely spread within the population. The main benefits to workers in the early years came 

from employment rising quickly to peak at a phenomenal rate of 5.4% over 1995–2000, 

leading to sharp falls in unemployment (especially long-term unemployment) and a dramatic 

increase in female labour force participation of about 15 percentage points over 1986–2002. 

Although the data do not permit conclusive judgements, it is probable that the inequality of 

equivalised disposable income among persons changed little through most or all of the 1990s, 

except for an increase in the share of those at the top – mainly the top 1%. Taking account of 

capital gains, especially those from the rising price of housing, the increase in inequality was 

probably significant, especially by the beginning of the present decade. A large remaining 
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 Lewis A, Think twice before imitating the Irish miracle, Toronto Globe and Mail, 8 November 2007. 
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question is how much of the favourable treatment of capital implicit in the tripartite 

arrangements was necessary and for how long.  

 

Among the important question it poses, the Irish experience points to a need to distinguish the 

possibly important role of assuring a strong return to productive capital from the possibly 

damaging role of high and relatively untaxed returns to capital gains. The now ongoing 

downturn will tell us whether the long-run benefits will be significantly smaller than the short-

run gains. If the tripartite wage bargain was pivotal to the political feasibility of the strategy 

implemented, are there transferable lessons? How much of the success has been due to the 

small size of the country and is hence not transferable? 
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Chapter 4: South Korea’s Acceleration and 
Impressively Sustained Growth 

Introduction 
South Korea provides a classic story of impressive take-off into sustained growth. The take-off 

occurred a decade after the end of the Korean War (1950–1953) and the devastation wrought by 

that conflict. The country remained, of course, a lynchpin in the East–West conflict and the 

United States (US) was naturally anxious that it succeed economically, but at the same time was 

initially ‘extremely gloomy’ about its prospects (Mason et al. 1980). The heavy-handed, 

repressive and corrupt three-term president, Syngman Rhee, left the country in turmoil when he 

was forced to resign following widespread student protests against election rigging in 1960. Civil 

unrest and further political instability continued until a coup d'etat the following year by General 

Park Chung-hee. During the 1950s, economic policy had essentially been under foreign 

control. This changed in the 1960s and government unilateralism probably peaked around the 

time of the second five-year plan (1967) amidst the exuberance of fast growth and confidence 

in the government’s planning skills (Amsden 1989).  

 

General Park, who became president following a coup d'etat in 1961 and ruled until his 

assassination in 1979, bestrode the South Korean take-off rather as Lee Kwan Yew did that 

of Singapore. Whether by inclination or a result of the differing context, his rule was a good 

deal more repressive than Lee’s. A thoughtful student of history but a man of action as well, 

he modelled his ‘revolution’ on earlier ones, especially the Meiji reform in Japan, with its basis 

in nationalistic patriotism (Amsden 1989).
61

 Industrialisation was to be the means of achieving 

growth, exports the way to industrialise, and planning a key tool in the process. Large firms 

were favoured as the vehicle of growth and were subsidised to keep incentives high, a pattern 

that left a legacy of mechanisms fostering inequality. 

 

The initial context was daunting: general economic backwardness, no significant reserves of 

natural resources, a population density among the highest in the world, and a physical 

infrastructure which was largely destroyed during the Korean War . Low per capita GDP was 

accompanied by low wages, low savings, high interest rates and a high reliance on imports. A 

notable social homogeneity, eventually combined with a favourable international environment 

and strong leadership were however sufficient to offset these negatives. Large inflows of aid 

from the US after the Korean War helped to build the structural base for future growth and the 

large grant element in this aid allowed South Korea to adopt an aggressive export strategy 

without the initial handicap of large external debt. 

                                                 
61

 For an in-depth look at Park’s and Korea’s pattern of drawing on Japan’s experience, see Kohli (2002). 
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General features of South Korea’s take-off and sustained, high 
growth 
In the period 1955–1962 growth averaged a modest 3.9% (or 1.1% in per capita terms), from 

which it jumped to 10.4% between 1963 and 1979. Gross investment as a share of GDP (current 

prices) rose from an average of 13.4% in the slow growth period to an average of 28.8% in the 

fast growth period, and in the end it was up to 35.7% (Table 4A). From its trough of 9.6% in 

1960–1962 it had risen to 28% by 1969–1971. Gross national savings as a share of GDP also 

rose markedly, but suffered a substantial lag relative to gross investment, indicating that a net 

inflow of resources was funding a significant share of investment. This inflow exceeded 10% of 

GDP in some years and only in the late 1970s, after nearly 15 years of fast growth, did gross 

national savings reach 25% of GDP. Acceleration also coincided with a smooth but steep 

increase in the export:GDP ratio, which jumped from an average of below 3% in the slow growth 

period to 28% by 1977–1979. Although this ratio rose throughout the fast growth period, it was 

still quite low in absolute terms at the beginning of that period. The investment rate, in contrast, 

jumped more quickly towards its new higher level, as the first year of fast growth saw a 70% 

increase in the investment rate but no increase in the export ratio. Behind the rapid growth of 

exports was a battery of support policies, including an exchange rate carefully maintained to 

make the country’s exports competitive. Inflation, running at 16% in 1955–1962, rose to 18.6% 

over the fast growth period. As with nearly all of the other countries whose experiences are 

reviewed here, it appears that the marginal output:capital ratio rose significantly between the 

slow and fast growth periods and it was very high (over 0.6) around the time of the take-off, 

probably reflecting both recovery from the war and the labour surplus conditions.  

 

South Korea’s initial growth success did not come with systematically widening inequality. In 

fact, equality may have fallen a little towards the end of the 1960s, before rising again in the 

1970s when fast growth was well established. During the 1960s, take-off employment grew 

rapidly and unemployment among non-farm households fell rapidly from 16.4% in 1963 to 

7.8% by 1969, after which the decline was more gradual (see Table 4.1). 
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Table 4.1: Employment and unemployment in South Korea (1963–1977)*  
 

Year Population 
(age14 and 
over) 

Employment Employment 
rate 

Manufacturing 
employment 

Unemployment 
rate farm 
households 

Unemployment 
rate 
non-farm 
households 

1963 15 085 6 933 46.0 610 2.9 16.4 

1964 15 502 7 799 50.3 637 3.5 14.4 

1965 15 937 8 206 51.5 772 3.1 13.5 

1966 16 367 8 423 51.5 833 3.1 12.8 

1967 16 764 8 717 52.0 1 021 2.3 11.1 

1968 17 166 9 155 53.3 1 170 1.9 9.0 

1969 17 639 9 414 53.4 1 232 2.2 7.8 

1970 18 253 9 745 53.4 1 284 1.9 7.4 

1971 18 984 10 066 53.0 1 336 1.6 7.4 

1972 19 724 10 559 53.5 1 445 1.5 7.5 

1973 20 438 11 139 54.5 1 774 1.3 6.8 

1974 21 148 11 586 54.8 2 012 1.0 6.8 

1975 21 833 11 830 54.2 2 205 1.2 6.6 

1976 22 549 12 556 55.7 2 678 1.3 6.3 

1977 23 336 12 929 55.4 2 798 1.0 5.8 

* Absolute figures in thousands 
Source: Hong (1981a, 354) 
 
  

 

In a striking parallel with the case of Singapore, South Korea’s take-off and long-sustained 

fast growth appear to owe much to a strong state which took control of the details of the 

development process, even though it was the private sector which carried out the great bulk 

of the investment, production and exporting activities. In Singapore, no single individual 

played as sustained a role as Lee Kuan Yew, but General Park was the single dominant 

influence and until he took over, economic policy was essentially under foreign control. His 

government had to confront, with varying degrees of intensity, the US government, which 

exerted extensive pressure on Korea to recognise Japan – viewed in Korea as a threat both 

to infant industry and to cultural integrity (Cole & Lyman 1971), and the international financial 

institutions (IFIs), whose policy recommendations, like those of the US advisors, tended to 

favour stability over growth (Amsden 1989). From not especially impressive beginnings, the 

South Korean state developed notable capabilities in economic management and strong 

mutual respect developed between business and government bureaucracy (Kim 2002). In 

short, the story of South Korea’s rise cannot be understood independently of the political 

economy and personal aspects of the rise of a strong, competent government able to design 

and execute policies that produced rapid and sustained growth in the face of international 

pressure to adopt different policies and of severe shocks which tested the mettle of the group 

in charge. 

  

Arguably, the strong state and its well-designed policies were most important at the country’s 

critical junctures – the take-off itself and the response to crises in 1980 and 1998. In each 

case the government took an aggressive expansionary approach, compared both to the 
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actions of most other countries in comparable situations and to advice received from 

outsiders. The outcome was impressively positive. 

 

Industrial policy in pursuit of export-led growth  
Whatever their relative roles, it is generally agreed that exports and investment led to the 

dramatically rapid growth in South Korea which began in the early 1960s (Amsden 1989). As 

growth accelerated during the first two five-year plans (1962–1971), consumption grew only 

modestly while investment surged and real exports grew at 40% per year.  

 

As befits a significant success story, the distinguishing features of the South Korean 

experience have been the subject of much debate. Some of the issues in dispute are more 

relevant to acceleration and others to the challenge of maintaining long-run growth. 

Proponents of different development paradigms tend to claim it as their own, attributing the 

country’s success to different elements of the story. One question of interest involves the 

dynamics of the acceleration – why investment, savings and total factor productivity grew so 

rapidly, how they interacted, and whether the take-off could be attributed more to one factor 

than to others. Broader background issues involved the relative roles of markets vs state 

guidance and of favourable conditions vs good policy at take-off and during the subsequent 

decades of fast growth.  

 

The detailed interactions among the variables that generated South Korea’s growth 

acceleration are, as in most other cases, somewhat opaque. One debate focuses on whether 

this was primarily an investment-based or an export-based take-off. The issue turns in part on 

whether one focuses on the very short term, during which growth speeds up (in this case just 

a year or so) or on a longer period. The frequent focus on exports comes in part from the fact 

that their role was obviously important, as judged by their 30% share in GDP by the mid-

1970s; but this does not per se mean that they were key from the start, i.e. during the take-off 

itself. Rodrik (1995) has argued that the initial growth spurt in South Korea was investment-

led, noting that with exports comprising less than 5% of GDP in the early 1960s, they could 

hardly account directly for the bulk of the initial growth spurt.  

 

On the question of broader background issues, the conventional view is that industrial policy, 

or perhaps more accurately a general development strategy designed and controlled rather 

tightly by government, lay behind South Korea’s great economic success. Amsden (1989: 55) 

sees South Korea as exemplifying the idea that ‘if and when late industrialization arrives, the 

driving force behind it is a strong interventionist state’. She believes that the need to intervene 

in order to achieve success is greater than it was in the past for the now industrialised 

countries. Lee (2004) coined the term ‘Centralised Management Economic System’ to 

describe the South Korean experience. He underlines the fact that managerial control by the 
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government and its bureaucrats was the key to the achievement of a coherent growth 

strategy – not legal ownership of the means of production. Kim (1994) points out that the 

great success on the export front emerged in a setting where most relevant prices – interest 

rates, exchange rates and wage rates – were tightly controlled by the government.  

 

This conventional view sees South Korea as a case of government-organised export-based 

growth, in which the government directed and induced investment into industries it had 

selected through a range of instruments that it controlled. Broadly speaking, the South Korean 

model (both during and after take-off) involved the state as dominant decision-maker, but 

action was primarily conducted via private-sector agents – the more modern, large-scale 

segment of the economy who were induced by high incentives and low risks to follow the 

government’s directives, and in the process were heavily favoured vis-a-vis other segments of 

the economy. The state provided subsidies in exchange for higher output of tradables. It 

disciplined both capital and labour and used the surplus generated by growth for investment 

in a rapidly rising capital stock. This close state–private collaboration drew on a tradition of 

horse-trading between the two sectors in the previous dynastic era, but the state now had 

more power. Wealth gained through illicit means during the First Republic (Rhee’s 

government) was legitimised by law in 1961, provided the assets in question were used to 

establish new industries. The state did, however, confiscate the banks, which it subsequently 

used to great effect in the allocation of resources. 

 

Although foreign direct investment (FDI) was welcomed into light-export sectors that the 

government had targeted for fast export growth, elsewhere it was not. Even in the case of 

electronics, whose development was charted by the state, foreign investment was restricted 

and induced towards joint ventures.
62

 Usually at less than 0.5% of GDP, such investment was 

half of what it was in countries like Argentina, Brazil and Mexico (Amsden 1989) and usually 

accounted for under 5% of the initially quite large foreign capital inflow. South Korea thus 

followed the Japanese model in industrialising essentially on the basis of national enterprise.  

 

Large domestic firms contributed little of their own capital to most investment projects, and 

South Korea became famous among developing countries for the high share of output, 

especially in manufacturing, coming from the large conglomerates (known as ‘chaebols’) (Kim 

& Nugent 1999). In effect, a high share of risk was essentially socialised.
63

 It is likely that 

some mistakes were made under this control system. Hong (1998), however, argues that 

although financial institutions did not have the ability to properly evaluate prospective clients 

                                                 
62

 For a review of government–multinational interaction see Kim (19??) 

 

63
 As phrased by Kim (1994, abstract): ‘… the government support provided an “assured” economic 

climate that is similar to the “social climate” of Schumpeter in which creative, innovative entrepreneurs 

receive high social prestige in addition to a high rate of income’. 
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or their projects, in rationing credit on the basis of firms’ export performance they were in fact 

selecting for competence. He thus sees the very competitive international market as 

compensating for the backwardness of the South Korean financial sector and allowing it to 

largely avoid adverse selection problems. Business participation and contribution to the 

public–private collaboration increased as experience rose, as did awareness of large potential 

benefits. Inclusive of subsidies, profits were kept relatively high.  

 

Its supporters see the potential merits of South Korean-style state initiative in late 

industrialisers as flowing from the fact that it can take a more holistic perspective on the 

economy and because it is better placed to push those developments (through, for instance, 

diversification) which may not be adequately signalled by market processes and hence call for 

comprehensive incentive packages. Avoiding Dutch Disease-type concentration on a narrow 

range of activities often involves a high level and high competence in planning and/or an 

exchange rate that provides incentives to new activities. Certainly a case can be made that if 

a ‘Big Push’
64

 is required to get development moving, this is more likely to happen as a result 

of a coordinated effort, which in turn is likely to require government involvement to pull it off. 

South Korea’s acceleration (like Singapore’s) arguably fits the category of successful ‘Big 

Pushes’ carried out by aggressive government orchestration.
65

 

 

A competing, neoclassical view (World Bank 1993) credits the South Korean government with 

‘getting the basics right’ in the sense of keeping price distortions to a minimum, providing 

infrastructure and pursuing an appropriate macroeconomic policy and a realistic exchange 

rate (Page 1994). With respect to South Korea’s industrial policies, it is judged that these 

were either ineffective and/or their negative impacts were compensated by outward-oriented 

development policies. Dollar and Sokoloff (1990) argue that the industrial policies were 

ineffective in changing production and export structure; while Balassa (1978) sees the latter 

changes as a by-product of the growth process.  Hong (1981) argues that most of the export 

promotion policies of the 1960s did not systematically favour specific industries according to 

their factor intensity, with one piece of evidence that the first five-year plan revealed no 

evidence that the government envisioned a major role for labour-intensive manufactured 

exports. But as export expansion developed along those lines (or classical comparative 

                                                 
64

 The original proponents of a Big Push to allow countries to break out of low-income poverty traps 

included Nurkse (1966) and Rosenstein-Rodan  (1964). 

65
 A point of debate on the general question of why Korea grew so successfully has been the impact of 

its special treatment by the US, in terms of large amounts of foreign aid on the one hand and favorable 

access to the US market on the other. These geopolitically-based benefits were a historical offset to the 

fact that South Korea was the site of the Korean War and its resulting devastation. Scitovsky (1986) 

argues that when US aid is measured against the costs of sustaining a large South Korean army, the 

country was not the recipient of a significant positive transfer. South Korea did, in other words, not 

benefit from a ‘silver spoon’ situation. 
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advantage) the government quickly started to support the relevant industries such as textiles, 

clothing, electronics and wigs. In Hong’s view, it was under the fourth five-year plan (1977–

1981) that the government started to plan investment schedules for industries like 

shipbuilding, machinery and other capital-intensive sectors and that government decisions 

started to affect the factor intensity of exports. The stress on capital-intensive and higher-

technology production had its roots in a fear that the markets for labuor-intensive products 

would either be severely limited by the protectionism policies of advanced countries or taken 

over by the less developed countries (Hong 1981b). 

 

There is a detailed debate centred on the degree of trade intervention in South Korea. 

Westphal and Kim (1982) argue that the country had, de facto, a liberal trade regime. Luedde-

Neurath (1986) criticises this stance on methodological grounds,
66

 and Wade (1990), among 

others, concludes that South Korea had a highly restrictive import regime. In any case, policy 

bias must be defined with all of the instruments in mind and, so defined, this was clearly a 

case of a high degree of intervention. 

 

In what seems a balanced judgement, Ok (2004) concludes that in South Korea relatively pro-

trade policies were combined with industrial and investment policies, and that: ‘The outward-

oriented trade policies … can realize their full potential only when combined with other 

complementary policies.’ The common element of otherwise conflicting interpretations is that 

export growth was very important to success. Among the debated points are whether the 

impact of the country’s industrial policy was, on balance, positive or negative to that and more 

general growth goals, how that policy interacted with the export boom, and how it affected the 

evolution of labour demand and income inequality.
67

  

 

Whatever the overall strength of the argument that industrial policy and the related 

interventions were important to South Korea’s longer-run success, it is likely that this was 

especially so at the start, since markets were in many ways incomplete and inefficient, risk 

and uncertainty were naturally high, coordination especially necessary, positive inertia absent, 

etc. The country had access to a large but declining flow of foreign capital which had to be 

allocated, something the markets could probably not have done well. By its nature, a take-off 

as dramatic as South Korea’s is not an outcome that the ‘rational expectations’ of private 

agents might be expected to produce. Almost all of the arguments for intervention are likely to 

be strongest at such a time. They are also likely to be especially important at times of crisis 

                                                 
66

 For example, that Westphal and Kim understated the true level of protection by assuming zero 

protection for cases where domestic prices were lower than international ones. 

67
 One of the country’s most criticised policies,  that of fostering heavy industry, was certainly 

questionable in a world of stable international markets, but was designed in part to make the economy 

less dependent on the vagaries of the world economy. It is hard to pass a fair judgement on such a 

policy.  
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which threaten to put an end to sustained growth; as was the case with South Korea at the 

beginning of the 1980s or at the time of the East Asian debt crisis. Capacity to intervene 

wisely is sometimes facilitated by crisis, and South Korea can be seen as an example of such 

a case.  

 

How instrumental the South Korean government’s policy interventions were to its take-off 

depends on which elements were most central to that take-off. The most plausible arguments 

for the policy followed relate to the success in quickly raising investment to a very high level 

and thus propelling growth to equally high levels and benefiting from the resulting positive 

inertia that can go with very fast growth, while also retaining a good level of efficiency in the 

allocation of that investment. Export capacity was effectively a test of efficiency, but getting 

the investment rate up so high so fast did in all likelihood require the sort of battery of policies 

that were applied.  

 

Another difference of opinion, which interfaces with the broad debate on the role of industrial 

policy, involves the issue of whether technological change (total factor productivity increase) 

was atypically rapid in Korea and other ‘East Asia Miracle’ countries, as argued by the World 

Bank (1993). The World Bank considered good economic policies – in particular, openness 

and other policies seen as consistent with good resource allocation
68

 – to have encouraged 

such total factor productivity (TFP) growth. Krugman (1995) criticised this view, opining that 

growth had been essentially a matter of very rapid accumulation of capital. The detailed study 

by Young (1995) comes closer to the latter view, finding that between 1966 and 1990 the 

1.7% per year improvement in TFP accounted for just 16% of the total growth in the non-

agricultural economy. In manufacturing, TFP growth was relatively fast at 3% per year, 

although this still only accounted for a bit over 20% of the output growth of 14% annually. 

Reliable TFP figures are not available for the pre-take-off period, but Young’s data for the 

1960s onwards points to slow TFP growth until the latter part of the 1960s and a gradual 

acceleration thereafter to a peak of 2.6% per year in the later 1980s (Young 1995). In 

manufacturing, however, the trajectory was different, with the strongest decade for TFP 

growth being 1966–1975 at an average of about 5% per year. This was a period of very fast 

overall growth and especially rapid growth of manufacturing, at about 18% per year.  

 

As occurred in Singapore, there has been a dramatic drop in the gross marginal output:capital 

ratio over the longer run. By the 1990s, it had fallen to under 0.2 (Table 4A). In both countries 

a long-run decline in this ratio was to be expected since the capital:labour ratio rose so fast. 

                                                 
68

 The World Bank’s tendency in the cited study to see the economic policies of the East Asian Tigers 

as following the Washington Consensus line has, of course, been heavily criticised by many authors. 

Fishlow et al. (1994) present an overall commentary and critique. Wade (1990) presents an alternative 

view, giving much more credit to the role of government in the success. Frank and Westphal (1975) 

provide a detailed analysis of the country’s trade and related policies as of the early 1970s. Mazumdar 

(1994) describes the system of protection and other policy instruments to encourage exports.   
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Taking account of Young’s (1995) TFP figures and the marginal gross output/capital figures of 

Table 4A, one concludes that over the early years the high output:capital ratio was due nearly 

exclusively to the rising capital:labour ratio and probably to some extent to the drawing in of 

formerly underutilised capacity. 

 

In any case, no one questions the central role played by the dramatic increase in the 

investment rate. The constant (1995) price investment rate rose from under 7% in 1962 to 

21% in 1968; then, after fluctuating without trend for five to six years, it moved up to over 35% 

at its peak in the 1990s. The initial rise in investment during the early and mid-1960s seems 

to have been matched by an increase in domestic savings, but by 1967 (and from there 

through 1975) foreign savings played a large role, judging by the large current account deficit 

(Amsden 1989). General government savings jumped from an average of 4.9% of GDP 

(1962–1965) to about 7.7% (1968–1970), while corporate savings (public and private) held 

constant at 7–8%, household and unincorporated business savings moved up from 1.6% to 

4.7%, and foreign savings from 1–1.7% to 7.7–7.9% (depending on how measured). About 

half of the initial surge in investment of 13% of GDP was thus financed by foreign savings, 

with general government and households/unincorporated businesses contributing roughly a 

quarter each (Table 4.2). 

 

 

Table 4.2: Investment and composition of savings, South Korea (selected periods, 1962–

1981) 

 

Year Investment* General 

govern- 

ment 

savings* 

 

Corporations 

(public and 

private) 

savings* 

Households 

and private 

non-profit 

institution 

savings* 

Total 

domestic 

savings* 

Current  

account 

deficit 

Investment 

minus 

domestic 

savings* 

1962– 

1965 

15.16  4.87 7.68 1.56 14.11 1.65 1.05 

1968– 

1970 

28.25 7.72 7.94 4.67 20.33 7.68 7.91 

1975–

1978 

28.65 4.29 10.16 10.25 24.70 3.07 3.95 

1980–

1981 

30.16 5.90 9.82 6.80 22.52 7.79 7.64 

* Figures given as a percentage of GDP 

Source: Amsden (1989) 
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One of the major policy debates in South Korea during the 1960s involved interest rates, with 

the military government pressed hard by the US government and the International Monetary 

Fund (IMF) to raise those rates in order to increase domestic savings and avoid too high a 

foreign debt exposure.  South Korean business was opposed. Although the interest rate 

liberalisation of 1965 led to an immediate increase in financial savings in the form of time and 

savings deposits, household/ unincorporated business savings did not embark on sustained 

growth until around 1970, but the step placated aid advisors, which now gave South Korea 

the green light to borrow abroad (Amsden 1989). In a detailed analysis of the determinants of 

household, corporate and government savings in the period 1965–1984, Nam (1988) 

developed a model which simulates the evolution of each of these components of savings 

quite well.
69

 He found that the major factor in the rapidly rising savings ratio, as well as in its 

large swings, was economic growth (Nam 1988). The real interest rate is estimated to have 

had a significant but short-term impact. A 1% higher rate generated a 0.17 percentage point 

increase in national savings and a 0.27 percentage point increase in household savings in the 

following year, but after five years the impact was just 0.9 percentage points on households 

savings and 0.2 points on total savings. The 1965 reform that pushed interest rates up 

therefore ‘appears to have contributed to about 4.0 points to the national savings rate over 

1965–67’ (Nam 1988: 51), but overall the model gives it little credit for the huge increase 

observed over the two decades.  

 

Tax increases (indirect, direct personal or direct corporate) are estimated to have lowered 

savings in the short run, but the medium-term effect of personal direct or indirect taxes was 

positive. By itself, accelerated inflation has a weak negative impact in the short run and an 

equally weak positive effect in the middle run. But when nominal interest rates are adjusted so 

that real interest stays the same, higher inflation of 1% raises savings by 0.1 points, implying 

that a 20% inflation rate would contribute to raising the savings rate by 2 percentage points. 

Meanwhile, terms of trade and foreign savings, recognised as important determinants of 

savings in some analyses, were insignificant here. Nam (1988: 51) concludes that: ‘Any 

adjustment policy packages designed to improve the balance of payments and curb inflation 

should pay careful attention to their impact on growth. These policies may prove to be self-

defeating, as deteriorating growth sharply reduces national savings and severely limits the 

investment badly needed for growth.’
70

 While Nam’s study may not be the last word in the 
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 The impact of various factors was estimated by assuming shocks to each major exogenous variable. 

A limitation with this and any other analysis of savings, especially household savings, is the degree of 

error of estimation that normally afflicts the numbers, since they are normally estimated as a residual. 

70
 Hahn (1994), on the basis of regression analysis of the period since 1971, concludes that high rates of 

growth of deposable income and high real interest rates have contributed to increased savings, while 

high inflation rates and large budget deficits have worked the other way. His analysis is, however, less 

detailed and appears to be less persuasive than Nam’s. Hong (1993) believes that the control of 

inflation from 1982 onwards, which ended the negative real interest rate period, led to a large increase 

in domestic savings – from 28% in 1983 to 36% in 1989. Note that this period is outside the time range 
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notoriously difficult area of the analysis of causation of savings, it appears to be the most 

serious attempt so far. The main implication is that getting onto a path of fast income growth 

is key to raising savings; and that even if this comes at the expense of some inflation, the 

benefits outweigh any costs. 

 

What were the tools used to achieve the dramatic increase in investment – especially in the 

production of tradables? Protection against imports was standard practice to encourage 

tradable industries just getting their start, and was based on the presumption that most of 

those industries would eventually move into the export column. The major instruments of 

targeted industrial development were licensing and credit policy.
71

 South Korea’s Economic 

Planning Board (EPB), in charge of targeting, had control over licensing and credit. It was 

responsible for approving proposals coming from the private sector and the Ministry of 

Finance would arrange credit in cases where a proposal complemented the EPB’s overall 

strategy (Mazumdar 1994). Where the EPB took the initiative, it would typically find a private 

firm to undertake the project rather than setting up a public enterprise. The state’s central role 

in credit was facilitated by financial repression and central control of the banking system.  

 

Though domestic savings rose rapidly as economic growth accelerated, investment rose 

faster, and the country had recourse to foreign borrowing to bridge this gap. Little of the 

foreign inflow took the form of FDI, and the government effectively controlled its use – as it did 

for domestic savings. Foreign borrowing was also used to tide over balance of payments 

difficulties and the current account was in deficit virtually continuously from 1965 to 1985 

(Mazumdar 1994); except for when it peaked significantly due to two oil price hikes. After fast 

growth resumed in the early 1980s and there were no further serious negative external 

shocks, the country began to pay off its outstanding debt. In short, the use of foreign savings 

was handled very effectively in South Korea, both to allow faster growth and to smooth the 

effects of shocks. What were the secrets to this aspect of the overall success story? 

 

Secrets to South Korea’s take-off success 

 

A central factor in South Korea’s success was the fact that the government maintained tight 

control over foreign borrowing. Both short- and long-term borrowing required government 

approval and borrowing of this kind by private agents was encouraged and guaranteed, while 

also being monitored. In the face of the inevitable shocks, especially those experienced 

                                                                                                                                            
of his analysis, but Nam (1988) does refer to the existence of statistical non-continuities from 1985, 

which may call into question any results that do not take them into account. 

 

71
 Alam (1989) also reviews the experience of Korea, along with that of Japan and Taiwan in 

implementing their plans for the direction of industrial development. 
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around 1980, and in contrast to many countries in Latin America, capital flight did not 

compound the problems in South Korea.
72

 But perhaps the major difference with the countries 

that did not exit the second oil price crisis successfully was the much lower foreign 

debt:export ratio – it was just 0.77 in 1981, while the Latin countries facing difficult problems 

in the 1980s had ratios three to five times higher (Sachs 1985). The foreign debt to GDP ratio 

differed less with those countries, but South Korea had a high export:GDP ratio that gave it 

more maneuverability. 

 

Prior to South Korea’s take-off, a strong devaluation in 1961 combined with export incentives 

did not produce the desired effect of quickly stimulating textile exports, and was judged a 

failure as inflation quickly offset its price effect (Amsden 1989). This industry had completed 

import substitution by 1957 and had used aid to build ahead of demand, leading to 

considerable excess capacity – which appeared to put it in a good position to export. But it 

was also hampered by old production sites and equipment, weak marketing channels and US 

import restrictions (since US cotton was being used as in input). After initially stagnating, the 

exports did jump from 1963 onwards, apparently due to the large subsidies provided and in 

spite of the currency now being overvalued due to intervening inflation. One lesson drawn 

from this episode was, thus, that devaluation’s positive impacts on exports should not be 

assumed to be either guaranteed or instantaneous.
73

 In 1964 the US made devaluation a 

condition for continued food aid, though the benefits of this step remained controversial. By 

the early 1970s, the real exchange rate was on a downward trend (Chinn 2005). It 

appreciated in the aftermath of the first oil price hike, as the nominal rate was held constant 

over 1975–1979, but once again fell over the early 1980s. The devaluation that formed part of 

the package of policies to raise competitiveness in the face of the second oil shock did fuel 

inflation, but the quick restoration of internal and external balance at this time limited that 

impact. When a slowdown in the world economy threatened another dip in the growth rate in 

1985, substantial real devaluations did the job on the competitiveness front without spurring 

inflation (Mazumdar 1994).  
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 Contrast this with the unhappy experience of Venezuela in the 1970s under relatively free capital 

flows (Chapter 11). 

 

73
 The fact that, as noted by Amsden (1989), there was no very marked general short-run relationship 

between the real exchange rate and exports is probably due to two factors: first, account must be taken 

of the other determinants of exports, especially in a case like Korea where some other policies were at 

times used as substitutes for devaluation; and, second, exports in a given year reflect conditions 

(including the exchange rate) in previous years as well as the current one. Only when goods are 

switching from the domestic to the international market or drawing on excess capacity would one 

expect a high short-run export price elasticity. When exports increase by say 30–40% per year for 

several years, it is unlikely that the bulk of this would be due to such switching, and more likely that it 

reflects planning and capacity creation from some time before. 

 



    

 95 

Overall, it thus appears that the exchange rate eventually became a significant part of South 

Korea’s policy package and could be deployed with greater success by the mid-1980s when 

South Korea was no longer performing such a delicate balancing act among the various 

imbalances, as had earlier been the case.
74

 It required a strong and focused state to devalue 

enough to avoid the high costs of over-valuation, and to do so in the face of domestic 

opposition – especially from businesses with large foreign debt and/or with import intensive 

input structures (Frank et al. 1975).  

 

At the beginning of South Korea’s growth saga, the exchange rate functioned more as a 

complement to the policy apparatus used to channel resources to the selected sectors, and 

South Korea’s governments were able to use various types of subsidies when the exchange 

rate appeared to have less impact on exports or a greater (undesired) effect on prices. Policy-

makers did make sure not to let the rate get so overvalued as to constitute a major drag on 

the production of tradables. But neither was export success a simple matter of  keeping an 

exchange rate competitive enough to produce a balance of trade surplus, as had been the 

case in China over recent decades and Taiwan over a long period, or to induce greater 

diversity of tradables production, as in those two cases and in Chile from the mid-1980s. If 

one uses a balanced current account as the criterion, South Korea’s exchange rate was 

almost always overvalued.
75

 This is, in effect, a case in which other instruments, those that 

essentially defined the country’s industrial policy, substituted for (to put it one way) a very 

competitive exchange rate. Instead of a price signal (in the form of higher profits from 

tradables production) emanating from a devalued exchange rate, there was direct targeting of 

industries with export potential. This policy choice can be explained in part by the general 

pattern of government control over many markets and mechanisms, and also by the 

difficulties that arose in some of the cases where devaluation was tried and either failed to 

generate a quick increase in tradables production or generated negative side-effects like 

inflation. Whether the overall pattern of incentives for the production of tradables (including 

the exchange rate and the various other policies) moved closely in line with what was needed 

to generate high export growth can only be judged by the rate of that growth, and must thus 

be judged very positively.  
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 Mazumdar and Basu  (1997: 204) observe that Korea, like several other Asian countries, had as the 

objective of its exchange rate policy the launching of labour-intensive manufactured export growth. 

‘The Republic of Korea has had a managed exchange rate system with a strict control on international 

capital flows, reflecting an aggressive policy paying close attention to the maintenance of international 

competitiveness. In particular, massive devaluations were undertaken in response to the two oil price 

shocks.’ 

75
 Between 1962 and 1991 there were only two years with (very small) surpluses in the current account. 

On that basis, Kim (1994) describes the exchange rate as overvalued during this period. 
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The matter of the relative roles of investment and of export expansion for initial acceleration 

have been noted above. A parallel question can be raised with respect to the longer-run high 

growth. In arguing (along with Amsden (1989) and Wade (1990)] that government intervention 

raised the returns to investment generally, which in turn increased the demand for imports 

and the need to match this flow with exports, Rodrik (1995) placed the emphasis on 

investment. But, whether in relation to the short take-off period or the longer run, it would 

seem that these two variables have often been so closely intertwined as to make it difficult to 

separate their roles. Whether the policies were designed more to affect investment than 

exports is one thing. General Park’s apparent obsession with exporting seems to belie the 

view that exports were not seen as front and centre by the government. Whether longer-run 

growth could have been as or nearly as successful without the big export surge is a matter for 

deeper analysis and is closley linked to the question of whether policies were more important 

in one of these domains than in the other. 

 

 

Balancing growth, crisis management, foreign borrowing and 
price stability 
As was the case with Singapore’s, South Korea’s government, and especially General Park, 

was fixated with growth. During the growth surge, South Korea’s government was not overly 

concerned with inflation in the 15–20% range, was inclined to use an expansionary monetary 

policy with low interest rates, and was keen to borrow abroad.
76

 This stance created a number 

of conflicts with external actors – first the US and then with the IFIs, whose more conservative 

policy preferences had the effect of reining in the government. Getting control of the banking 

system eventually gave the Park government much control over resource use. Initially, 

though, the banks were bankrupt and a disagreement arose with the US over how to raise 

funds. The government favoured borrowing abroad and keeping the interest rate low (Amsden 

1989). It provided guarantees to lenders and subsidised credit. Under US pressure, however, 

it raised interest rates in 1965, despite strong opposition from South Korean business. The 

increased liquidity resulting from a sharp increase in financial savings placated the aid 

donors, who now gave the green light to borrow abroad; a positive step at the time since the 

real cost of foreign borrowing was very low or even negative during much of the 1960s and 

1970s. A multiple interest rate system (with higher rates locally) gave the government a tool to 
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 To help make Korea an attractive destination for foreign capital, a 1962 amendment to the Foreign 

Capital Inducement Law eliminated risk of default and devaluation loss. The 1965 monetary reform, 

which saw domestic deposit and lending rates more than double, increased the attractiveness of lending 

to Korea by creating a big gap between foreign and domestic borrowing rates. The real private cost of 

foreign capital was typically negative for the borrower, a factor that helped investment to rise rapidly 

from 15% of GDP in 1965 to 30% in 1969.  
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discriminate among uses. To become a regular customer for long-term subsidised credit, a 

firm had to export, and investment and trade polices therefore became intimately linked. 

 

By following the pro-export route South Korea was inevitably left vulnerable to external 

shocks. The ability to maintain high growth with only short interruptions has been as 

impressive and ultimately as important as its success in the initial take-off. As Mazumdar 

(1994: 535) puts it: 

‘… as an open, export-oriented economy that had to depend on the importation of oil 

and a wide array of intermediate inputs, it has been fully exposed to external shocks 

of oil price and interest rate hikes… In a bid to keep up the rate of investment, South 

Korea borrowed heavily in the world market. It also has a sustained history of walking 

a tightrope of inflationary pressures and balance of payments deficits.’  

A comparison with Brazil is instructive. Both weathered the first oil price hikes through a 

combination of aggressive attempts to maintain growth through high levels of foreign 

borrowing and serious efforts to increase tradables production; but while South Korea 

managed to survive the second oil price hike with its growth performance intact, Brazil did not. 

As discussed in Chapter 8, this was probably a matter of bad luck more than anything else for 

Brazil combined with inability to walk yet another tightrope.  

 

South Korea’s first stabilisation episode (in 1971) was not triggered by an external shock, but 

rather by IMF concerns that disequilibria and excessive foreign borrowing over 1966–1971 

were overheating the economy. One element of stabilisation was a modest devaluation of 

12%. The immediate negative effect on the balance sheet of firms that had borrowed abroad 

was offset by bailouts, as specified in the Presidential Emergency Decree of 1972, designed 

to revive investment and to relieve the interest burden of overextended firms (Amsden 1989). 

By 1973 growth leapt to 14.1% and exports grew by 73%. There was no major increase in 

foreign borrowing due to the IMF’s concern on that point. The next two stabilisations did see 

more foreign borrowing, along with devaluations (followed by appreciations), interest rate cuts 

and bailouts of troubled firms. Soon after the IMF-induced growth slowdown of the early 

1970s, South Korea was hit by the oil price shock, but managed a recovery remarkable for an 

economy so dependent on imported oil that the price rise implied a 26% fall in the country’s 

terms of trade (Amsden 1989). The policy response included an expansion of domestic credit 

by over 40%, contributing to a jump in the (current price) ratio of investment to GDP from 26% 

in 1973 to 32% in 1974. On this occasion the current account deficit jumped from 2% to 3% to 

11% of GDP, an historic high. The government both borrowed abroad and ran down its 

foreign exchange reserves. This aggressive approach brought a return of fast growth and the 

current account deficit then shrunk continuously until the second oil price hike.  
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The next stabilisation, necessitated in part by the second oil price hike and the resulting crisis 

of 1980
77

 when GDP fell by nearly 5%, again saw the government take charge of borrowing 

and beefing up investment (Amsden 1989). In its immediate response (during 1980–1981) the 

government devalued, reduced the fiscal deficit and helped bring about a decline in real 

wages. It then switched to a more expansionary policy, following a ‘comprehensive export-

focused investment plan, operationalised through competitive exchange rates, credit 

rationing, tax and other incentives for targeted industries, and allocation of external credit’ 

(Collins 1988).  Only one chaebol was allowed to fail; though the South Korean government 

disciplined private firms more than did most late industrialising countries. It also provided 

them with staunch support when it was needed. Collins (1988) notes that between 1980 and 

1986 South Korea went from being the world’s fourth-largest debtor in the middle of a crisis to 

recover its high growth rate, achieve trade and balance of payments surpluses and control 

inflation. During this same period, 17 middle-income debtor countries tried to adjust their 

economies by lowering demand (reducing imports and investment) and while their output 

stagnated and per capita income declined, the debt stubbornly remained near its 1985 peak 

level. 

 

As noted above, the pursuit of fast growth was not restrained in the interest of price stability. 

The focus on growth showed up in the rapid increase in the capital stock, and also in a 

concern that capacity not be left underutilised – either for structural reasons or through lack of 

aggregate demand. Both monetary and fiscal policy, as well as other instruments, were 

wielded partly with a view to achieving a high level of capacity utilisation. There was 

considerable inflation during the period of heavy industrialisation, partly due to rising 

agricultural prices and partly to a monetary policy designed to accommodate a high level of 

economic activity. The rate of domestic savings appears not to have been significantly 

deterred by the rising prices; a 1976–1978 burst of inflation coincided with historically high 

savings at almost 30% of GDP. Nor was the fiscal side one of notable constraint. Amsden 

(1989) estimates that when public corporations (electricity, gas, railroads, highways, irrigation, 

etc.) are included, the consolidated public sector generated net deficits averaging 3.5% of 

GDP over 1972–1978 and 6.4% the next two years. But an impressively high share of 

spending went to infrastructure, while spending on public consumption was modest.  

 

Employment, wages and inequality 
Employment 
Just before the acceleration of growth in the early 1960s, South Korea was still a mainly 

agricultural country; with 66% of employment located in this sector as of 1960, compared to 

just 6.9% in manufacturing. After 15 years of rapid growth, agricultural employment reached 
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 The crisis had both internal and external causes, including the rise in oil and commodity prices, the 

slowdown in world demand for Korean products, an agricultural disaster, an overvalued exchange rate 

and the assassination of General Park. 
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its peak in 1976 and after that fell quickly in absolute and relative terms, to just 9.3 % of the 

total in 2002. Manufacturing’s employment share rose to 23% by 1979 and to just under 28% 

in 1989 before beginning to decline in relative and then in absolute terms; such that by 2006 

its employment share was just 18%. But over the three decades between 1969 and 1990 this 

sector contributed 40% of all net new jobs, with a peak of 44.4% over 1979–1990 (Table 4.1). 

Clearly manufacturing was a huge motor of employment growth. Agricultural employment 

declined rapidly from the 1980s onwards, while since 1991 (with fluctuations) the 

manufacturing tertiary sector has come to account for an even higher share of net new jobs – 

about 77% over 1979–1990 and 149% over 1992–2002 (Table 4.3). Commerce, hotels and 

restaurants also accounted for a rising share of new jobs – over 30% in 1970–1990 and 50% 

in 1992–2002. 
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Table 4.3: Sectoral composition of net new jobs, South Korea (1992–2002)* 

  

Sector 1992 2002 Per cent of net 
employment 
increase (1992–
2002) 

Agriculture 2 998 2 069 -29.6 

Mining 
 

64 18 -1.5 

Manufacturing 
 

4 860 4 241 -19.7 

Construction 
 

1 663 1 746 2.6 

Utilities 
 

66 52 -0.4 

Commerce  
 

3 206 3 991 25.0 

Hotels and 
restaurants 

1 227 2 007 24.9 

Transport 1 006 1 371 11.6 

Finance 
 

569 734 5.3 

Real estate and business 
activities 

661 1 664 32.0 

Public administration and 
compulsory social security 

558 702 4.5 

Education 908 1 335 13.6 

Health and social work 281 551 8.6 

Other community, social and 
personal services 

966 1 689 23.1 

Total 19 033 22 169 100.0 

* Excludes persons not identified with sector or unemployed 

Source: ILO, LABORSTA 

 

South Korea’s history provides an interesting window into how employment structure evolves 

during a country’s rapid rise to industrial prominence, and then during its entry into a post-

industrial phase (post-industrial at least in the sense that manufacturing employment is 

undergoing a substantial decline in absolute terms). After two decades (the 1970s and 1980s) 

during which manufacturing and construction between them accounted for 56–57% of net 

new jobs, their role shrunk dramatically in the 1990s, when they accounted for a net loss 

equal to 17.1% of net new jobs. Within tertiary employment, which accounted for 149% of all 

net new jobs, the star performer was ‘real estate and business services’, accounting on its 

own for 32% of new jobs and growing at a phenomenal 9.7% per year off a substantial base. 

Probably most of this increase was in business services, a trend observed in other fast 

growing countries such as Chile. Combining an already significant employment base with fast 

employment growth were hotels and restaurants (11.3% of total employment in 1992 and 

5.0% growth per year) and ‘community, social and personal services’ which includes health 

and education (making up just 11.3% of total employment in 1992, but accounting for 45.3% 

of total job growth). Within this category, employment in ‘health and social work’ grew at 7% 
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per year, second only to real estate and business services. Interestingly, employment in 

finance remained small (for an economy of South Korea’s level of development), rising only 

from 3% of the total in 1992 to 3.3% in 2002 and accounting for a very modest 5.3% of new 

jobs. Overall, the pattern since about 1990 is one in which dramatic growth in business-

related services and in various personal services, including possibly some directed at a 

population starting to age, are the dominant job creators; while manufacturing, instead of 

being the driving force as it was before, is now shedding workers. 

  

Wages 

In the long term, South Korea’s growth boom has greatly increased wages in that country and 

the famously long average hours worked per week have started to decline.
78

 Between 1966 

and 1985 real wages rose severalfold for all identifiable categories of workers. In urban areas 

the increase was threefold (6% per year) for both ‘salary earner households’ and ‘wage 

earner households’, while it was almost fourfold for farm workers (7.5% per year) and almost 

fivefold for manufacturing workers (8.8% per year) (Mazumdar 1994). In fact, Amsden (1990: 

79) suggests that the wage increase in South Korea’s large-scale manufacturing sector may 

been ‘faster than in any previous or contemporaneous industrial revolution’. Official wage 

figures published by the ILO show that the real wage in manufacturing and in agriculture 

started to rise rapidly from about 1967 onwards -- that is, about five years after acceleration 

began. By that time, GDP had risen strongly for four years by a total of about 42% growth or 

some 30% per capita. Whether this difference labour productivity-wage lag was taken up 

mainly by a rising profit share or by an increase in the employed labour force is not clear. For 

the manufacturing sector the gap continued to rise until about 1973 (the first oil price hike), 

then narrowed over the rest of the 1970s
79

 so that by 1981 the accumulated increase from 

1967 was roughly equal for labour productivity and wages. Thereafter a gap reappeared as 

wage growth slowed dramatically between 1979 and 1983 while productivity once again 

soared (Mazumdar 1994).  

 

These patterns, whether the initial lag or the subsequent fast growth, do not appear to be 

solely the result of demand and supply patterns. Since unions were weak (the right to strike 

was banned by presidential decree in 1971), their influence on wage levels was minimal, at 

least up until the late 1980s (Mazumdar 1994). It would not have been surprising, given the 

extent of incentives and subsidies to large-scale firms and the dominance in the economy of a 

few chaebols, if wage increases had been modest and income inequality had become higher 
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 Even the tremendous increase in real wages has not, however, left all workers totally happy, with the 

lack of political freedom and the uneven distribution of the benefits of growth widely cited as factors in 

that dissatisfaction a decade ago (Lindauer  1997). 

 

79
Manufacturing wages rose especially rapidly over 1976-78 as nearly 300,000 male workers 

(equivalanet to about 27% of the male manufacturing labour force) migrated to the Middle East.   
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than they appeared to have been in South Korea. The country did, however, have the good 

luck to undergo a sweeping land reform before its take-off, which had an immediate 

equalising as well as restraining effect on future rural inequality.
80

 Villages soon came to 

enjoy a high level of services, partly through the Community Movement designed to help 

villages improve their living environment and productivity (Rao 1978) which led to an 

impressive amount of construction of physical infrastructure. The agrarian reform was 

probably also a factor behind the apparently modest wage gap between agriculture and 

manufacturing. Rising productivity in small agriculture would tend to push agricultural wages 

up and keep that wage gap low. Mazumdar’s (1994) figures show a modest 17% gap in 

favour of manufacturing workers in 1966. As Amsden (1989) notes, South Korean agriculture 

retained labour much better than in many other countries. This was probably one reason for 

the modest-sized informal sector in urban South Korea.
81

 

 

Inequality  

 

Beyond such impact as the agrarian structure may have had, the initial disequalising impact 

of accumulated wealth in non-agricutlure was modest. The partition in 1945 and the Korean 

War destroyed what little industrial wealth there had been in the south (Rao 1978) and there 

was social pressure on business, especially larger firms, not to engage in layoffs and to share 

its wealth with labour (Amsden 1989). The government used its influence to support wage 

restraint at times (as it did during the stabilisation of 1980–1981) and to assure that workers 

received a share of productivity gains. Firms also had an incentive to pay manufacturing 

workers in South Korea relatively well; not so much because of a shortage of specific skills, 

but because it was important for them to exercise their intelligence and make imported 

technology work (Amsden 1989). Primary education was made nearly universal by the early 

1960s, with impressive growth of primary and secondary enrollments after that. The 

population growth rate decelerated quickly from about 3.0% during 1955–1960 due to the 
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 The major land reform in Korea took place over 1945-1952. Output growth accelerated, reaching 

3.6% per year over 1953-1961, above the previous high of 2.9% in the 1930s. It then rose further to 

4.4% over the 1960s, before slipping to a still creditable 3.2% in the 1970s (Ban et al. 1981), by which 

time population was only rising at 1.7% per year. The reform lowered the share of land in farms of over 

three hectares from about a quarter in 1945 to about 5% and almost eliminated tenancy. As of 1959 the 

value of farm output per cultivated hectare was about 40% higher in farms of 0.5 hectare or less than in 

those of over two hectares, suggesting that the reform probably raised output and thus contributed to 

agricultural growth. Ban et al. do however speculate that it may have been less effective than it might 

have been had the government made a bigger effort to replace the former functions of the landlords. 

81
 Thus, as of 1985, the share of non-agricultural workers who fell either in the ‘employers and own 

account workers’ or ‘unpaid family helpers’ categories was 30.9% overall and 14.4% in manufacturing. 

The latter figure, especially, was low in comparison with such other countries for which data were 

available as Chile (where it was 20% in 1984), Ecuador (30.6% in 1982) and Malaysia (17% in 1980) 

(ILO 1986.) 
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baby boom following the Korean War to 1.7% by the mid-1970s, though the employable 

population was growing at around 4% in 1971–1972 (Rao 1978). Together, these various 

features ensured no more than a moderate level of inequality as fast growth began. 

 

One form of inequality chronically prevalent was that between male and female wages. In 

South Korea, women have traditionally been forced to leave paid employment when they 

marry. The average female wage was 44.5% of what males received in 1980 – a greater 

disparity than in almost any other country (Mazumdar 1994). International competitiveness in 

labour-intensive industries was facilitated by the low wages of women (mostly young) who 

dominated those industries. It may also be that the relatively low female participation rate 

contributed to the general increase in wages by curtailing supply. 

 

How did the specifics of South Korea’s growth acceleration affect overall income inequality? 

While it remains uncertain whether or how inequality changed during acceleration,
82

 there is 

at this point no reason to believe that it worsened significantly – and some likelihood that it 

improved over the late 1960s. Although Ahn’s (1992, 1997) figures (Table 4.4) show sufficient 

fluctuations after 1965 so as to preclude firm conclusions, it is the case that his national 

household Gini coefficients hit bottom over 1970–72 (averaging 0.311) after averaging 0.344 

over 1965–1969, and then climbed back to a level systemically over 0.36 for nearly a decade. 

The ‘official’ estimates, based on Choo’s (1985) work, also show a slight drop between 1965 

and 1970
83

 and a substantial increase between then and 1976. Though these two series 

diverge quite markedly afterwards, they are consistent over the period 1965–1976. A best 

guess would thus be that the initial growth surge brought a modest decline in inequality, but 

that the subsequent period did the opposite.
84
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 Probable non-comparabilities in the available data across years make any firm judgements 

impossible pending a very in-depth analysis of the early household surveys used to generate estimates 

of inequality. As Hong (1993: 55) notes: ‘All estimates tend to seriously underestimate the actual 

degree of inequality because the basic data for these estimates exclude most of the very rich and the 

very poor (particularly during 1965-76)….’ Whether the adjustments made by authors like Ahn have 

rectified these failings is hard to ascertain. 

83
 Though Choo’s (1985) estimates for 1965 and 1970 (reported in Ahn (1997) and in Leipziger et al. 

(1992)) indicate only a slight decline in the overall Gini coefficient of income among households from 

0.344 to 0.332, this reflects an enormous decline in the Gini among employee households from 0.399 

to 0.304 (Leipziger et al. 1992), which raises concerns as to whether there may have been a change in 

the number of or treatment of very low or zero income households at the bottom of the distribution, 

leading to an increase in the share of the second decile from 1.90 to 5.39, and of the first decile from 

0.28 to 2.59% (Leipziger et al. 1992). Both Krongkaew (1994) and Kang (2001) concur that there was 

an improvement in the latter half of the 1960s (Zin 2005), though this may not have been based on 

deeper probing than the other sources cited. Ahn (1997) appears to provide the most detailed treatment 

of how methodologies have differed across the various studies. 

 

 

84
 Rao (1978) points out that farmers’ terms of trade worsened by 20% between 1963 and 1968, and 

then recovered by 1973–1975. Possibly, this means that the current price income distribution data for 

this period are somewhat misleading. Price changes in one’s sales are reflected in one’s current income, 
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Table 4.4: South Korean household income inequality, as measured by the Gini coefficient, 

for the farming-fishing industry and other (1965–1989) 

 

Year  National 

inequality 

Farming and fishery 

industry 

Other (non-farm, 

non-fishery 

industries) 

1965 0.336 0.206 0.436 

1966 0.329 0.208 0.390 

1967 0.364 0.194 0.395 

1968 0.346 0.192 0.375 

1969 0.346 0.196 0.386 

1970 0.312 0.194 0.373 

1971 0.307 0.214 0.353 

1972 0.312 0.220 0.361 

1973 0.368 0.215 0.434 

1974 0.383 0.217 0.456 

1975 0.377 0.194 0.455 

1976 0.390 0.217 0.459 

1977 0.378 0.211 0.444 

1978 0.370 0.180 0.435 

1979 0.375 0.161 0.435 

1980 0.357 0.146 0.416 

1981 0.347 0.146 0.401 

1982 0.385 0.154 0.442 

1983 0.368 0.132 0.423 

1984 0.391 0.130 0.446 

1985 0.392 0.123 0.444 

1986 0.394 0.118 0.443 

1987 0.399 0.131 0.441 

1988 0.404 0.115 0.448 

1989 0.432 0.109 0.473 

Source: Kang (2001) for the official series and Ahn (1997, drawing on 1992) for the rest 

 

                                                                                                                                            
but not prices one pays for agricultural inputs. Over 1968–1973 the national COL index rose by 60%, 

prices paid by farmers by 81% and prices received by more. So over this lapse farmers would be faring 

less well than their current price income trends would suggest. There was subsidisation of fertilizer 

prices, though quantitatively more important were the price supports for products.  
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If there was a real drop in inequality at the beginning of the 1970s, why was it so short-lived? 

The sector-specific figures indicate that the decline occurred in the non-farm, non-fishery 

segment of the economy and was indeed very marked, with the estimated Gini falling nearly 

continuously from 0.436 in 1965 to a low of 0.353 in 1971. Inequality in the farm and fishery 

sector was relatively stable and its share of total population was of course falling rather 

quickly. These figures show the Gini coefficient measuring non-farm, non-fishing inequality 

increasing to 0.481 in 1976. If a significant initial drop did occur,
85

 two aspects of this period 

were most likely playing a role: first, the rapid increase in employment, especially in 

manufacturing at 10% per year, over the 1960s (Table 4.1) to account for 30% of net new 

jobs, and a correspondingly rapid decrease in open non-agricultural unemployment, from 

16.4% in 1963 (Zin 2005) to just 3.9% by 1976 (ILO, LABORSTA, online); and, second, the 

faster increase in wages for such lower wage groups as agricultural workers. As Leipziger et 

al. (1992: 11) note: ‘The shift to export-led development in the 1960s provided a boon to 

poorer agricultural households through better wage prospects in urban areas.’ The share of 

the total population in cities rose from 28% in 1960 to 41.1% in 1970, as urban population 

rose by 81% over the decade or 6.1% per year (Leipziger et al. 1992). Whether this 

mechanism was an important determinant of income distribution remains to be assessed. In 

any case, all of the cited patterns were no doubt important in the rapid decline in absolute 

poverty, which fell from 40.9% of the population in 1965 to 23.4% in 1970 and on down to 

9.8% in 1980 (Leipziger et al, 1992).
86

 

 

The overall picture, therefore, is one in which the strong upward wage trend began roughly 

four to five years after the growth boom itself. Subsequently, the wage increase happened 

very quickly, and when wages did begin to rise over the first growth phase (1966–1973) 

salary earners fared less well (their household income per earner rising by 28%) than did 

wage earners (whose household income per worker rose by 54%) (Mazumdar 1994); while 

income per farm worker rose even faster. It seems quite unlikely that the acceleration itself 

doomed South Korea to a substantially higher level of inequality 30 to 40 years later; a level 

suggested by some of the available data. 

 

                                                 
85

 The size of the fall in the Gini coefficient means that, unless there are serious non-comparabilities 

over time, real inequality did fall a lot. But this extent of decline in such a short period does often 

signal such non-comparability, so it is not possible to reach any conclusion with high confidence.  

 

86
 The poverty line was defined as 121 000 won (1981 prices) for a five-person household. 
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That inequality rose at some point in the early 1970s is a generally accepted view.
87

 Choo’s 

figures show a big jump in the Gini coefficient for the distribution of income among 

households from 0.332 in 1970 to 0.391 in 1976, before dropping back to 0.357 in 1982 

(Leipziger et al. 1992). This same time pattern emerges for employee-headed households 

and is interpreted by Krongkaew (1994) and Kang (2001) as being related to excess demand 

for highly skilled labour during that decade, which led to a widening of wage and salary 

differentials in favour of the highly educated (Zin 2005). 

 

South Korea’s longer-run income distribution history continues to suffer from serious 

ambiguities. Arriving at clarity for the 1960s and 1970s will probably be especially difficult, 

given the basic lack of information. Fortunately, from our perspective, the main 

inconsistencies and controversies that have emerged so far relate mainly to the period after 

1980, but not to the take-off years (although this could of course reflect the lesser attention 

given to that period and the relative paucity of data). It is generally accepted that wage 

inequality has tended to fall in the longer run (Oshima 1977).
88

 Part of this reduction may be 

attributable to the increase in educational attainment by the labour force. Equalisation of 

labour income may also have been promoted by the introduction of the minimum wage in 

1988 and by trade union activity initiated by production workers in 1987, as is argued by Zin 

(2005). The ‘official estimates’ reported by Ahn (1997) show a sharp drop in the Gini 

coefficient of household income from 0.39 in both 1976 and 1980 to just 0.31 in 1993. In the 

1990s some estimated Ginis fell below 0.3 (Zin 2005). Ahn’s  (1997) estimates, however, 

show an upward trend over the 1980s to a peak of around 0.40–0.41 over 1989–1991 and no 

long-run net decline through at least 1994, with inequality still at about the level of the mid-
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 In what appears to have been the most detailed and careful analysis done prior to 1980, Bhalla (1979: 

i) concluded that distribution had worsened over 1970–1976 and that the ‘egalitarian income 

distribution in Korea which had become part of economic folklore, had a very weak statistic basis’. On 

reviewing many of the statistical weaknesses, ambiguities and inconsistencies of the income 

distribution data, he concluded that its quality was inferior to that in countries like Brazil, India, 

Indonesia, Malaysia, Thailand and Taiwan. Snodgrass (1977: 3) concurs that those analysts who have 

closely examined the statistical base have found it to be very weak. He feels that the evidence does 

support the view that ‘inequality was low by international standards before rapid growth began in 

1963–64 and at least did not worsen dramatically during the ensuing decade’; but, unlike most others, 

he feels there may have been an increase in inequality over 1964–1970, but that it may have been 

reversed in the early 1970s. Hong (1993) notes that all estimates understate actual inequality because of 

the exclusion of most of the very rich and the very poor, particularly for the period 1965–1976. 

 

 

88
 Wage differentials by firm size are modest in Korea and appear to have changed little over 1958–

1989 (Lee & Lindauer 1997) with firms ranked 200–299 starting and ending at 1.38 times those ranked 

5–9, though there was some net increase for the highest category. By occupation they shrank 

significantly over the 1980s, with managerial and clerical sectors both losing considerable ground to 

production after hitting a peak over 1973–1979. For managerial, the ratio peaked at 4.74 in 1976 and 

had fallen to 2.58 by 1989. A similar and related decline occurred by level of education (Lee & 

Lindauer 1997). 
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1970s after the post-1972 jump. He attributes the estimated increase in inequality over the 

1980s to the skyrocketing rise in real estate prices and huge capital gains from skewed real 

estate ownership (Ahn 1997).  Zin (2005) refers to a 1988 study of the distribution of wealth 

by the South Korean Development Institute that found a high concentration in the top one 

percent of the population, almost exclusively through land ownership, and a confirmation of 

the widespread belief in the country that the avenue to great personal wealth is land 

ownership and real estate development rather than investment in manufacturing or other 

business. It would require a further look to see how the role of land ownership has changed 

over time and how different South Korea is in this regard from other countries. In any case, 

income from land could help to explain the differing trends in inequality between the ‘official 

series’ (published by Choo and others, as cited by Ahn (1997)) and Ahn’s own estimates.
89

 

 

Kwon et al. (1990) estimate that the inclusion of imputed rental income and capital gains 

would raise the 1988 Gini coefficient from 0.404 to 0.436 with. Lee (1991) added capital gains 

on the transactions of real estate to the official Gini of 0.336 for 1988, coming up with a bigger 

adjustment to 0.386. Depending on what components of capital income are included, a 

reasonable guess is that South Korea’s true Gini coefficient for the household income 

distribution is in the range 0.40–0.45
90

 without capital gains and in the range of 0.45–0.50 

with those gains. In comparison with other countries, one must note that capital gains are 

seldom included as a component of income (as distinction from current capital income) and 

the incomes of the very top earners (from whatever source) are also not adequately picked 

up. 

 

It may be somewhat less true now than when Snodgrass (1977) noted that the number of 

plausible hypotheses to explain the low level of inequality was rather out of proportion to the 

firmness of the alleged fact itself, but it remains true that the evolution of the level of inequality 

remains highly controversial. By comparative standards, the gap among different estimates of 

the level of inequality in the 1990s and (especially) of the trend is huge. A best guess would 

be that inequality is now relatively high, although the trajectory by which it has reached that 
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 For a more detailed discussion of the possible impact of capital gains from land, see Hong (1993). He 

judges that the most plausible estimates of privately held land value over the 1983–1990 period ranged 

from 7.6 times to 9.4 times the value of GNP. Capital gains on land averaged nearly 90% of GNP 

(from 23% to 193%), while that on stock values averaged 6.2% (417–418). These figures are 

dramatically high and would be expected to greatly affect consumption patterns through the Pigou 

effect, as they have done, for example, in the US, where household savings fell close to or even into the 

negative range during the housing and stock market bubbles. So something still requires explanation 

here. 

 

 

90
 Assuming that failure to capture top incomes in the surveys leads to a significant downward bias in 

the official data. With wealth distribution apparently becoming quite unequal, in part due to the 

housing boom, it is plausible to assume that top incomes have diverged farther from the average over 

time. 
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level is unclear. Another best guess would be that the Gini coefficient of household income 

has risen by five to ten percentage points since the 1960s, with the increase being greater the 

more complete the definition of income is – particularly with the inclusion of capital gains. If 

this is the case, it is likely that the die was case back at the beginning of fast growth and with 

the decision to pursue manufacturing through support (e.g. through tax benefits, credit 

subsidies, etc.) for selected large firms, in a sector which soon became more capital intensive 

as output composition changed. Capital assets became very concentrated outside agriculture, 

and large capital gains accrued from non-agricultural land. 

 

Not surprising in light of the ambiguities surrounding South Korea’s distribution trends, 

analysis of the factors influencing those trends is in its infancy. As noted above, it is 

reasonable to assume that land reform had a positive, short-term impact and, together with 

the brisk growth of agricultural output, left a positive legacy for some period of time, although 

that positive growth might have been greeter had rural non-agricultural incomes risen faster 

than they did (Rao 1978). Export of light manufactures is usually assumed also to have a 

positive effect and overall there was a huge increase in manufacturing employment. The 

beginning of the light manufacturing surge could possibly have contributed to falling 

inequality, and the later increase in capital intensity in that sector probably did the opposite. 

 

Ahn’s arguments for his more pessimistic numbers appear relatively persuasive.
91

 Consistent 

with the less than rosy picture painted by Ahn, Hong (1993: 53) presents a story that could 

help explain how a good beginning morphed into a rather different picture by the 1990s. He 

notes that ‘the Korean government … has pursued this export-oriented growth strategy 

without paying much attention to the distributional aspect of the growth process’. Critics of this 
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 Ahn supports his case in a variety of ways. On the one hand he reviews the procedures underlying 

various databases. There have been two main sources of information on income and consumption 

distribution: a survey of income distribution as part of the National Statistical Office’s Social Statistical 

Survey (SSS) (intermittently since 1980), the City Household Income and Expenditure Survey 

(CHIES) (since 1963) and the Farm Household Expenditure Survey (FHES) (since 1961). Each of 

these sources has its weaknesses. For instance, the latter two did not include income on non-worker 

households, lacked income on high income households, etc. (Ahn 1997). Choo and Kim (1978) 

undertook to adjust for these problems and, as noted, the discrepancies in the various authors’ best 

estimates through the 1970s do not seem unusually large. As for the 1980s, when the official estimates 

show falling inequality on the basis SSS data, Ahn (1997) suspects that the data are less accurate 

because of the long recall period (one year) that respondents are supposed to report on – in contrast, the 

CHIES is conducted monthly using an account-book method – as well as for other reasons. Further to 

his arguments based on a comparison of databases, Ahn (1997) notes that nationwide surveys 

conducted annually by Dong-A Ilbo, a large newspaper, showed that worsening income distribution 

was the major economic issue needing resolution in 1987, 1989, 1990 and 1991; having been second in 

1981, and not even among the top three issues during 1992–1996. Since 1987–1991 saw much larger 

capital gains from real estate and stocks than did any other five-year period, income distribution 

presumably played a role. Ahn’s own estimates show inequality peaking at over 0.40 during 1989–

1991. Income from capital gains was presumably not reported in the data, however. 
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tendency have made all sorts of charges, from institutionalisation of rent-seeking to the 

favouring of a small business elite. Hong notes that, presumably in order to maximise national 

savings, the government minimised the taxation on capital gains and on incomes from the 

ownership of property and financial assets, and minimised the effort to collect inheritance and 

gift taxes. Government revenue was thus raised mainly by regressive, indirect taxes. ‘Three 

decades of rapid economic growth seem to have generated politically powerful groups who 

have vested interests in the continuation of such an economic regime.’ As a result, ’Korea 

now experiences magnified internal conflicts and social unrest…’ (Hong 1993: 53). Hong 

interprets the increase in reported Ginis between 1970 and the later 1970s as possibly 

reflecting the concentration of economic power in the hands of big business groups.
92

 The 

conglomerates with their greater financial resources and market dominance made the entry of 

new firms difficult in almost all sectors (Hong 1993). After the high interest rate era of 1965–

1972, the government came under heavy pressure from privileged entrepreneurs and 

resumed the negative interest rate regime. Enormous disparities arose between those rates 

and the curb market ones, the latter of which flourished and attracted a lot of household 

savings.  

 

Meanwhile, inflation helped to perpetuate the negative real interest rates, and real estate 

speculation generated large windfall wealth for people with no socially productive 

entrepreneurial ability. Many privileged entrepreneurs were involved in curb lending and in 

real estate speculation and the government did not want to tax these curb lenders for fear of 

destabilising the economy.  

 

Aspects of living standards and inequality other than those captured in the figures on 

distribution also raise doubts about South Korea’s record regarding equity. For example, total 

government spending averaged 23% of GDP over 1976–1991, while the gross tax burden 

was 18%. Government spending on social security, though it rose from 0.88% of GDP in 1977 

to 1.63% in 1989, was still far below the levels of industrial countries (Hong 1993), as public 

spending on health constituted just 0.5% of GDP vs 5.4% in advanced countries. Because the 

government was willing to intervene in industrial disputes, many firms tended to delegate 

problems to the government and devote little of their own attention to reducing potential 

sources of labour disputes. One result is that workers have tended not to identify their own 

welfare with the economic health of the firm. The government as well as political groups of 

both parties and the press have avoided taking up the equity issue seriously (Hong 1993).  

 

In 1990 the government introduced a series of reform measures like a more realistic 

assessment of land prices for tax purposes (Hong 1993), but it remains to be seen whether 

this will stem the trend towards concentration. The 20th century experience of industrial 
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 As of 1991, about 47% of the stocks of the 30 largest business groups were apparently owned 

directly or indirectly by the major owner families of each group. 
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countries highlights the fact that only destructive wars, major depressions or quite progressive 

tax systems seem able to counteract trends towards income and wealth concentration 

(Atkinson & Piketty 2007). 

 

Ahn’s (1997) statistical analysis, using mainly macroeconomic variables, identifies an 

inequality-reducing impact of falling unemployment in the period 1965–1981 when that 

variable was falling fast. Its statistical impact was the greatest of the variables used. 

Regressions on the income shares of various categories show, as expected, that falling 

unemployment benefits the bottom 40% group. Manufacturing growth had a generally 

negative association with the Gini coefficient, but this changes to positive in the 1980s, 

perhaps due to the changing composition of output in that sector. Land prices raise inequality, 

with the upper 20% gaining and 90% of gains going to the top 10%. Inflation increases the 

income share of the bottom 40% and the top 20%, with overall negative impact on the Gini 

coefficient. The analysis does not indicate how much each variable influences the dependent 

variables. 

 

Conclusions from the South Korean experience 
South Korea’s growth acceleration bore many similarities of detail with that of Singapore, but 

the settings of the two countries were quite different; and so, therefore, were some of the 

policies. Among the striking features of South Korea’s experience are the following: 

 

 Attaining fast growth was a powerful obsession of General Park and his associates, which 

impelled them to take the steps they saw necessary to achieve that goal. Presumably this 

obsession, together with their competence, contributed to the success achieved. 

 Economic growth was based directly on very rapid growth of manufacturing exports and a 

rapidly rising investment rate. The country had substantial recourse to foreign savings 

when this was important to keep investment rising quickly. 

 In the pursuit of growth, stable prices were given a very secondary priority, with the result 

that inflation averaged nearly 20% per year until it was brought down in the early 1980s. 

The government tended to favour a greater growth push than did foreign advisors (initially 

mainly from the US) with actual policy a compromise between the two. 

 The take-off benefited all major groups and does not appear to have increased income 

inequality – it may even have lowered it a little. The take-off produced a rapid increase in 

employment while bringing down the previously high level of non-agricultural 

unemployment. Labour was tightly controlled (repressed) and wages did not begin rising 

until a few years after growth acceleration; at which time they rose very fast, especially so 

for production workers and somewhat less so for better-paid groups. The government 

exerted pressure on large firms to share the fruits of growth. 
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* Policy focused on developing national industry, to which end foreign investment was 

encouraged only in industries needed for exports and in which the government did not plan 

autonomous development. Large-scale domestic capitalists were deliberately brought into the 

process as key agents and overseen by the government to wean them away from their earlier 

rent-seeking behaviour and abuse of power. 

* South Korea may exemplify the often hypothesised pivotal role of manufacturing in overall 

development. Rao (1978: 385), for example, argues that the ‘manufacturing sector has played 

a crucial dynamic role in increasing demand for services and in stimulating productivity growth 

in both services and agriculture’.  

* Devaluation’s role has varied from a perceived failure (in 1961) to significant positive role 

later on. With the exception of the late 1970s, South Korea followed a consistent, credible 

exchange rate policy, and maintained a competitive, sometimes undervalued exchange rate 

with low variance. 

Some aspects of the development model chosen by South Korea, and which were initially 

successful in promoting growth with reasonable equity, may have eventually come back to 

haunt the country’s performance in the latter regard. In particular, the policy bias in favour of 

selected large firms no doubt played some role in raising inequality – the unresolved question 

is to what extent. Low taxes, perhaps defensible in the beginning, have also helped to induce 

inequality. 

 

  

References 
Ahn K (1992) Trends in the size distribution of income in Korea. Korean Social Science 
Journal 1(1): 53–76 (in Korean) 
 
Ahn K (1997) Trends in and determinants of income distribution in Korea. Journal of 
Economic Development 22(2): 27–56 
 
Alam MS (1989) Governments and markets in economic development strategies: Lessons 
from Korea, Taiwan and Japan. New York and London: Greenwood Press, Praeger 
 
Amsden AH (1989) Asia’s next giant: South Korea and late industrialization. Oxford University 
Press 
 
Amsden AH (1990) South Korea’s record wage rates: Labor in late industrialization. Industrial 
Relations 29(1) 
 
Atkinson AB & Piketty T (Eds) (2007) Top incomes over the twentieth century: A comparison 
between continental european and English-speaking countries. Oxford: Oxford University 
Press 
 
Balassa B (1978) Exports and economic growth: Further evidence. Journal of Development 
Economics 5: 181–190 
 
Ban SH, Pal YM & Perkins DD (1982) Rural development. Cambridge: Harvard University 
Press 
 



    

 112 

Bhalla SS (1979) Aspects of income distribution (and employment) in South Korea. 
Preliminary version of a draft prepared for the World Bank’s Korea Economic Report of 1979 
 
Chinn MD (2005) A primer on real effective exchange rates: Determinants, overvaluation, 
trade flows and competitive devaluation. Robert M Lafollette School of Public Affairs, 
University of Wisconsin at Madison and National Bureau of Economic Research 
 
Choo H (1985) Estimation of size distribution of income and its sources of change in Korea, 
1982. Korean Development Institute Working Paper No. 8515, Seoul 
 
Choo H & Daemo K (1978) Probable size distribution of income in Korea: Over time and by 
sector. Seoul: Korean Development Institute (in Korean). 
 
Cole DC & Lyman PN (1971) Korean development: The interplay of politics and economics. 
Cambridge, MA: Harvard University Press 
 
Collins S (1988) External debt and macroeconomic performance in South Korea. National 
Bureau of Economic Research Working Paper No. 2596 

 
Dollar D & Kenneth S (1990) Patterns of productivity growth in South Korean manufacturing 
industries, 1963–79. Journal of Development Economics 33(2): 309–327 

 
Fishlow A, Gwin C, Haggard S and Rodrik D (1994) Miracle or design?: Lessons from the 
East Asian experience. Washington, DC: Overseas Development Council 
 
Frank CR, Kim KS & Westphal L (1975) Foreign trade regimes and economic development: 
South Korea. New York: Columbia University Press for the National Bureau of Economic 
Research 
 
Hahn J (1994) What explains increases in Korea’s savings rates? International Economic 
Journal 8(1): 23–38 
 
Hong W (1981a) Export promotion and employment growth in South Korea. In AO Krueger, 
HB Lary, T Monson & N Akrasanee (Eds) Trade and employment in developing Countries. 
Chicago: University of Chicago Press 
 
Hong W (1981b) Trade, growth and income distribution: The experience of the Republic of 
Korea. Overseas Development Council Working Paper No. 3, Washington, DC 
 
Hong W (1993) Export-oriented growth and equity in Korea. In T Ito and AO Krueger (Eds) 
Trade and protection. Chicago: University of Chicago Press 
 
 Hong W (1998) Financing export-oriented catching-up in Korea: Credit-rationing, sustained 
high growth and financial chaos. International Economic Journal 12(1): 141–153 
 
ILO (International Labour Office) (1986) Yearbook of labour statistics, 1986. Geneva: 
International Labour Office. 
 
Kang S (2001) Globalization and income inequality in Korea: An overview. Paper prepared for 
the FDI, Human Capital and Education in Developing Countries Technical Meeting, OECD 
Development Centre, Paris, 13–14 December  
 
Kim KS (19??) US Multinationals and joint ventures in the Republic of Korea: Interaction 
structure and operational issues. In L Travis (Ed.)  
 
Kim L & Nugent JB (1999) Korean SMEs and their support mechanisms. In B Levy, A Berry & 
J Nugent (Eds) Fulfilling the export potential of small and medium firms. Norwood, MA: Kluwer 
Academic Publishers 
 



    

 113 

Kim Y-H (1994) The role of government in export expansion in the Republic of Korea: A 
revisit. EDRC Report Series No. 61, Asian Development Bank Economics and Development 
Resource Center, Manila 
 
Kim Y-H (2002) Government-business relations: The Korean experience. Cheltenham, UK 
and Northhampton, MA: Edward Elgar 
 
Kohli A (2002) Where do high growth political economies come from? The Japanese lineage of 
Korea’s developmental state. World Development 22(9): 1269–1293 
 
Krongkaew M (1994) Income distribution in East Asian developing countries: An update. Asia-
Pacific Economic Literature 8(2): 58–73 
 
Krugman P (1995) The myth of Asia’s miracle. In Pop internationalism. Cambridge and 
London: MIT Press. 
 
Lee JW (2004) Success and failure of the Korean economy and its prospects: Lessons from a 
developmental state 
 
Lee JW & Lindauer DL (1997)  Relative deprivation and the distribution of wages. In DL 
Lindauer, J-G Kim, J-W Lee, H-S Lim, J-Y Son & EF Vogel (Eds) The strains of economic 
growth: Labor unrest and social dissatisfaction in Korea. Cambridge, MA: Harvard Institute for 
International Development and Korea Development Institute 
 
Leipziger DM, Dollar D, Shorrocks AF & Song SY (1992)  
The distribution of income and wealth in Korea. Washington, DC: The World Bank Economic 
Development Institute 
 
Lindauer DL (1997) The strains of economic growth: Labor unrest ad social dissatisfaction in 
Korea. Cambridge, MA: Harvard University Press 
 
Luedde-Neurath R (1986) Import controls and export-oriented development: A reassessment 
of the South Korean case. Boulder, Colorado: Westview Press 
 
Mason ES, Kim MJ, Perkins DD, Kim KS & Cole DC (1980) The economic and social 
modernization of the Republic of Korea. Cambridge, MA: Council on East Asian Studies, Harvard 
University 
 
Mazumdar D (1994) Korea. In S Horton, R Kanbur & D Mazumdar (Eds) Labor markets in an 
era of adjustment: Volume 2, case studies. Washington, DC: The World Bank 
 
Mazumdar D & Basu P (1997) Macroeconomic policies, growth and employment: The East 
and South-East Asian experience. In AR Khan & M Muqtada (Eds) Employment expansion 
and macroeconomic stability under increasing globalization. Houndmsills, Basingstoke, 
Hampshire and New York: MacMillan and St. Martins 
 
Nam S-W (1988) A sectoral accounting approach to national savings applied to Korea. 
Journal of Development Economics 33(1): 31–52  
 
Nurkse R (1966) Problems of capital formation in underdeveloped countries. Blackwell 
 
Ok W (2004) Policy complementarities in economic development: The case of South Korea. 
The Journal of the Korean Economy 5(2) 
 
Oshima HT (1997) The impact of economic and population growth on East Asian 
income distribution. Mimeo 
 
Page J (1994) The East Asian miracle: Four lessons for development policy. NBER 
Macroeconomics Annual 9: 219–269 
 



    

 114 

Rao DC (1978) Economic growth and equity in the Republic of Korea. World Development 
6(3): 383–396 
 
Rodrik D (1995) Getting interventions right: How South Korea and Taiwan grew rich. 
Economic Policy 10(20): 53–97 
 
Rosenstein-Rodan P (1964) Capital formation and economic development. Michigan: MIT 
Press 
 
Sachs JD (1985) External debt and macroeconomic performance in Latin America and East 
Asia. Brookings Papers on Economic Activity 2: 523–573 
 
Scitovsky T (1986) Economic development in Taiwan and South Korea, 1965–81. San 
Francisco: Institute for Contemporary Studies Press 
 
Snodgrass DR (1977) Education and economic inequality in South Korea. Harvard Institute 
for International Development, Development Discussion Paper No. 23, Cambridge, MA 
 
Wade R (1990) Governing the market: Economic theory and the role of government in East 
Asian industrialization. Princeton: Princeton University Press 
 
Westphal L & Kim KS (1982) Korea. In B Balassa (Ed.) Development strategies in semi-
industrial economies. Baltimore: Johns Hopkins University Press  
 
World Bank (1993) The East Asian miracle: Economic growth and public policy.  Oxford 
University Press 
 
Young A (1995) The tyranny of numbers: Confronting the statistical realities of the East Asian 
growth experience. Quarterly Journal of Economics CX(3): 641–680 
 
Zin RHM (2005) Income distribution in East Asian developing countries: Recent trends. Asian-
Pacific Economic Literature 19(2): 36–54 



    

 115 

  

Table 4.1a: Sectoral composition of employment and net new jobs, South Korea (1960–

1990)* 

 

Sector 1960 Per cent of 

net 

employment 

increase 

(1960–1970 

1970 Per cent 

of net 

employm

ent 

increase 

(1970–

1979) 

1980 Per cent of 

net 

employment 

increase 

(1979–

1990) 

1990 

Agriculture 4 670.3 9.2 4 916 -6.7 4 654 -32.2 3 237 

Mining 

 

48.9 2.3 111 3.3 124 -1.0 79 

Manufacturing 

 

486.6 29.9 1 284 42.4 2 955 44.4 4 911 

Construction 

 

127.2 5.9 284 14.2 843 11.4 1 346 

Utilities 

 

15.8 0.3 25 0.5 44 0.6 70 

Commerce  598.1 23.1 1 213 35.9 2 625 30.0 3 945 

Transport 151.8 7.4 350 6.8 619 6.9 923 

Services 

    Finance 

    Other 

982.6 21.8 1 562 6.6 1 821 

 332 

1 489 

40.0 

13.9 

 26.1 

3 583 

945 

2 638 

Total 7 081.2 100.0 9 745 100.0 13 683 100.0 18 085 

* Excludes persons not identified with sector or unemployed 

 Source: ILO (1986) 

 



    

 116 

Chapter 5: Indonesia: From ‘Lost Cause’ to the 
Epitome of Sustained Growth 
 

Introduction 
Indonesia is not the only country among those studied here whose future was seen by many 

observers to be either bleak or, at best, unexciting, only scant years before it took off on a 

growth binge. Geertz (1963) made the term ‘agricultural involution’ famous from his study of a 

town in Java; and Higgins (1968: 678), who had considerable experience in the country, 

described it as a ‘chronic dropout’.   

 

Indonesia came to independence a poor, overpopulated country, with many regional and 

ethnic tensions, a very small base of educated and experienced people from the pribumi
93

 

indigenous population, very little obvious entrepreneurial talent outside the Chinese minority 

which was resented by the indigenous majority and subjected to various forms of hostility, and 

a recent history of economic downturn and increased poverty as a result of the Great 

Depression, the Pacific War and the fight for independence – a quarter-century during which 

per capita income fell dramatically by about 45% (Timmer 2004); making this the longest 

period of pre-take-off stagnation or retrogression of any of the cases of acceleration analysed 

here.  

 

Rent-seeking behaviour and corruption were rife in Indonesia both before and after 

independence in 1945. Though the country had considerable natural resources, which 

provided the basis for its exports, the ratio of those to labour was low. Average income was 

still very low in the mid-1960s – and was at about the same level as in India, Thailand, 

Pakistan and Sri Lanka (Maddison 2003). The country was heavily agricultural (about 70% of 

the labour force being so engaged in 1965) and markedly overpopulated, with median farm 

size well below one hectare in the island of Java.
94

 Manufacturing was underdeveloped, 

accounting for just 6.7% of employment and a modestly higher share of output (about 8%). 

Average years of schooling of adults was 1.5 years and over 40% of the population was 

illiterate. But this unpromising set of conditions was parlayed by some very good luck and 

some good management in key areas and at key junctures into one of the longest stretches 

(three decades) of continuous rapid growth in the world, beginning in the mid-1960s and 

ending only with the East Asian Crisis of the late 1990s. 
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 ‘Pribumi’ refers to an indigenous population group in Indonesia that shares a similar sociocultural 

heritage. The term was coined by the Dutch colonial administration for the prupose of lumping together 

diverse groups of local inhabitants of Indonesia's archipelago, mostly for the purpose of social 

discrimination. 

 

94
 Average (mean) size was about one hectare in 1971 (Manning 1998), implying that the median size 

was substantially less. 

http://en.wikipedia.org/wiki/Indonesia
http://en.wikipedia.org/wiki/Archipelago
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Good luck for Indonesia took the form of the timely arrival of the new ‘Green Revolution’ 

varieties of rice, the discovery of oil and subsequent price hikes, the availability of 

considerable amounts of foreign aid at opportune times, and the existence of the Multi-Fibre 

Agreement which provided Indonesia with clothing/textile quotas large enough to facilitate an 

export boom in these light manufactures. Among the most important of the wise policy 

decisions were the provision of solid support to the dissemination of the new rice varieties and 

more generally to rural development; generally prudent macroeconomic management; taking 

appropriate corrective steps after problems like the Pertamina bankruptcy in 1975
95

 (and 

learning from such mistakes); and perhaps, most importantly, undertaking timely devaluations 

to bring labour-intensive manufactures into the range of international competitiveness and 

keeping them there by making the devaluations stick. Behind these good policy moves lay 

several institutional features. Not accidentally, Indonesia’s 30-year boom coincided almost 

exactly with Suharto’s presidency (1967–1998). At bottom, his regime provided continuity and 

stability; the time horizon of this government was in some respects a long one. Also, partly 

because of luck and partly because of good management, a strong group of core technocrats 

was available to handle macroeconomic policy and to advise more generally. This group was 

generally heeded, especially as not doing so might have brought disaster. At times, luck and 

good management interfaced. As Temple (2003) notes, the fact that Indonesia did not follow 

the path of the many other countries that wasted resources in overly ambitious and risky 

investments in resource-based industry was partly a matter of luck, since the crisis of falling 

oil prices in the early 1980s gave it time to postpone and cancel many of the badly chosen 

investments that were proposed. 

 

The first European traders arrived in Indonesia in 1512 when Portuguese traders sought to 

monopolise its sources of nutmeg, cloves and other spices. Dutch and British traders followed 

and in 1602 the Dutch established the Dutch East India Company, making it the dominant 

European power. The Dutch would rule Indonesia as a nationalised colony for the next three-

and-a-half centuries; and the the last century of Dutch colonial rule led to notable changes in 

the economies of Java, Sumatra, Kalimantan and Sulawesi as previous and new primary 

exports grew (often rapidly). Interaction with the global economy proceeded and domestic 

labour and capital markets evolved. Such changes had, however, only a modest effect on the 

nation’s overall economic structure and did not lead to sustained development. Although 

Dutch agricultural planters provided employment for some indigenous workers, they also 

made land scarcer for the local population; and it is widely held that the living standards of the 

majority of the Javanese indigenous population declined during the 19th century (Booth 

1998). The fact that the open economy remained underdeveloped and had not brought 
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 Pertamina is a large parastatal empire built on extracting and refining the country's oil and gas 

reserves. 
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prosperity to the population helps to explain why, at independence, the new government took 

the opposite tack (Booth 1998).  

 

During the colonial period the great bulk of entrepreneurship was carried out by the Dutch and 

the Chinese. Their prominent role as intermediaries contributed to the Chinese being viewed 

as an object of hostility by the pribumi; and this awkward position limited the degree to which 

China and the Netherlands could exercise their entrepreneurial potential, and thereby help to 

resolve the shortage of this input from which the country suffered.  

 

The net change in per capita income and other indicators of welfare was not significant over 

the colonial period as a whole, largely because of the disastrous quarter-century preceding 

independence. A degree of development did take place during the ‘Ethical Policy’ period of 

1905–1925
96

, as per capita income rose at an average of over 1.6% per year and food energy 

consumption at about 1.4%. Like China, Indonesia was making significant progress towards 

modernity until that progress was violently interrupted by the Great Depression, the Second 

World War and the fight for independence, such that earlier gains were all lost (with additional 

deficits incurred), and per capita income in 1950 was only 840 (1990 international Geary-

Khamis) dollars (Maddison 2003) – a figure considerably below that of 1880 (based on 

Timmer 2005). Still, as was the case with China and some other countries, the earlier growth 

phase left some positive legacy in terms of industrial capacities. 

 

Hiatus: From independence to Suharto 
Economic shrinkage prior to 1950 put structural change in Indonesia into reverse gear. The 

share of employment in agriculture rose from 68.8% in 1930 to 73.6% in 1961; while that in 

manufacturing fell from 10.6% to 8.5% (Dapice 1980). Manufacturing’s share of GDP fell from 

about 12% in 1939 to 7% in 1965 (Booth 1998). The first 15 years of Indonesia’s 

independence were characterised by political turmoil, bad luck in the form of a large negative 

shift in the terms of trade and the impossibility of smoothing its effects by borrowing abroad, 

and by changing and often ill-chosen policies. For the first few years (1950–1957) the 

economy expanded rapidly (at 5.3%) and this recovery from the horrendous previous 

decades was achieved at a very low investment rate of around or perhaps even below 10% 

and a correspondingly high marginal output:capital ratio. Over the rest of the period, per 

capita incomes declined and in 1965 were still below the 1940 level as negative factors 

weighed heavily on the outcomes. 
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 The ‘Ethical Period’ was the first sustained attempt by any European colonial power to implement 

what we now call developmental policies (Booth 1998).  
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Domestic capacity to finance development was minimal. Because of the underdeveloped 

financial system, inability to borrow abroad, negative expectations and budget deficits of not 

much above 7% of GDP (and not much above the ratio for the deflationary 1930s) contributed 

to high inflation, which reached 1 000% per year by the mid-1960s. At independence, a 

diversified tax system took in about 12% of GDP, but these revenues plummeted to 5.5% by 

1962 due to a lowering of trade tax rates – in part to appease the rebellious outer islands, but 

mostly because inflation led to a collection lag. In 1957 government investment to GDP was a 

meagre 2.6%, the lowest of large Asian countries (Booth 1998). Identifying defence as a 

priority (largely due to the Irian and the Malaysia campaigns) constrained public investment 

and hence growth. By 1965 such expenditures were 40% of the total and never under 20%; 

while developmental expenditures (on public works, education and health) exceeded 20% in 

only one year.  

  

The challenge of Indonesia’s racial heterogeneity and the powerful tensions related to it, 

combined with strongly conflicting views on political ideology (communism vs other beliefs) 

led to the strife and massacres of the 1960s and posed a continuing challenge thereafter; one 

with some similarities to that of Malaysia, but more extreme.
97

 Lack of agreement on and 

continuity in the application of policies certainly characterised the phase of parliamentary 

democracy (1950–1957). A common view is that this political experiment failed because of 

the continued existence of an entrenched Dutch economic interest (Glassburner 1962) that 

rendered the Indonesian elite impotent and unable to pursue their national objectives. The 

first four cabinets were intensely concerned with solving administrative and economic 

problems, but the technocrats involved were thwarted by nationalists who resented continued 

foreign domination of the economy and finally got their way with the takeover of Dutch 

companies in 1957. There was also tension between centralists and regionalists. The 

confusion and power vacuum of this period opened the way for Sukarno and the ‘Guided 

Economy’ of 1958–1965. 

 

Though post-independence policy-makers were a varied group as governments came and 

went quickly, virtually all of them shared a deep suspicion of market capitalism, which was 

equated in many minds with colonialism; while, at the other extreme, the Soviet model was 

seen as too disruptive. A major concern was the opening up of opportunities for the pribumi. 

By 1958 the government had given up on developing indigenous entrepreneurs as a 

mechanism to cut into Dutch domination, leaving the simpler but more confrontational route of 

expropriation. An eight-year plan (1960–1968) was designed to increase the role of the state 
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 One factor included in the literature on ‘initial conditions’ in Indonesia  is ethnolinguistic 

heterogeneity. Easterly and Levine (1997) find that such heterogeneity has a negative effect on 

subsequent growth; which is hardly surprising, given the diversity in many of the African countries that 

have suffered civil wars with large negative impacts on growth. Indonesia is high in such diversity 

compared to countries like Taiwan and Korea. 
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and made it clear that private business was to be ‘ guided’ ; but in practice this ‘guidance’ took 

the form of hostility to business and much red tape, which business then devoted energy to 

avoiding – especially in the foreign sector where smuggling had become widespread. Most 

indigenous producers got no support from government. Loans to the key paddy rice sector 

fell, causing poverty to rise; and inflation, unaccompanied by a corresponding devaluation, 

pushed the exchange rate out of line and damaged the pattern of investment, both in the 

export sector and elsewhere. The contrast between stated ideals and reality sharpened. In 

Papanek’s (2003: ii) judgement: ‘The decline in per capita income until 1967 was the result of 

a thoroughly distorted economy, with perverse incentives.  The extent of government 

ownership and control was comparable to Eastern Europe. But central control was more 

costly because of the country’s size, diversity, weak governance and poor infrastructure. A 

grossly overvalued currency led to capital flight, widespread smuggling of exports and 

imports, a sharp drop in government revenue, and a decline in production of tradables. The 

period ended with hyperinflation, inability to service foreign debt and civil strife.’  

 

By 1964 conditions were increasingly desperate. Poverty was widespread, inflation 

accelerating, output stagnating and infrastructure declining. Added to this, a tiny minority with 

access to import licences were enriching themselves at the expense of others, most of whom 

were increasingly worse off (Booth 1998). Papanek (2003: i–ii) summarises the period as 

follows: ‘From 1960 to 1967 per capita income declined by almost 15%. Labor-intensive 

sectors declined more rapidly because the limited growth, following the Russian model, was 

more capital-intensive than warranted by the factor endowment.  With little increase in labor 

demand and a 20% increase in the labor force excess labour pushed down wages. Real 

wages of the poor declined brutally, perhaps by 50% as a result of slow, capital intensive 

growth and accelerating inflation.’   

 

The picture Papanek paints is grim one, but one positive legacy of this period was latent 

growth potential. It is easier to rehabilitate infrastructure than to build it and factories were 

operating under capacity because of a lack of imported inputs (not demand), while 

experiments in some parts of Java were showing the potential of the new seed-fertiliser 

technologies. The first 15 years of independence also contributed to future growth by 

expanding access to education, which initiated the development of an indigenous civil service 

and professional class, and increased the number of indigenous businesspeople. This 

potential was temporarily offset by the negative factors cited by Papanek, but the conditions 

for a take-off were arguably in place. Ironically, the painful experience of hyperinflation left a 

legacy of fear of budget deficits, which proved politically valuable under the New Order. 

Another major lesson from this interim period was that the cost of lack of continuity in policy 

and policy-makers could be high – a more serous obstacle than the shortage of skilled 

personnel.  
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Indonesia’s take-off and sustained growth 
During the 30-year boom which only ended with the East Asian financial crisis of the late 

1990s, per capita GDP rose at nearly 5% a year with labour-intensive sectors generally 

leading the way. During this period poverty was reduced from about 60% to 15%, perhaps the 

fastest decline ever measured among populous countries, and the real expenditure and 

income of the poor quadrupled (Papanek 2003). 

 

Trends in macroeconomic variables from take-off onwards 

After achieving dramatic take-off in 1968 (when growth hit 12%), Indonesia registered one of 

the most stable growth rates of any country over the next 30 years, with five-year average 

growth always falling in the range 5.2–8.5; and with only two years at under 5% during the 

entire interval (Table 5.A). The current price investment rate, which averaged under 10% over 

1960–1968 rose to about 16% by 1970 and 22% by 1972; and the five-year average rose 

smoothly from around 20% in the early 1970s to 30% in the late 1980s, before falling off 

sharply with the East Asian crisis of the late 1990s. The constant price investment rate 

followed a broadly similar trajectory though showing a greater total increase, as there was 

some decline in the relative price of invested goods over the these three decades. Current 

price domestic savings were even lower over the pre-take-off years of 1965–1967 at under 

3%, but a considerable net resource inflow of about 7% of GDP over 1966–1967 kept 

investment up somewhat. Savings then recovered quite rapidly, leaping to 23% of GDP by 

1972 and to 29% by 1974 as oil prices started to have their effect. From 1970 onwards the 

savings-investment gap remained positive, with five-year averages usually at 4% or more of 

GDP through the 1970s. The savings rate held high at over 30% until the financial crisis, but 

even then remained above 25% (based on five-year averagesz. 

 

The combination of low investment and fast growth during take-off meant that the marginal 

output:capital ratio was initially extremely high. The constant (1993) price five-year moving 

average was close to 1 over 1968–1972 and remained above 0.4 until 1978–1982 (Table 

5.A). Then from the late 1970s to 1996 it averaged around 0.25 with no clear trend and finally 

fell sharply in the debt crisis. The very high marginal productivity of capital in the early years 

reflected both recovery from a period of stagnation and political turmoil and the fact that some 

new investments were high yielding. From 1967 to 1973 much investment was in 

rehabilitation of run-down infrastructure and in purchasing new equipment and spare parts for 

industry, as well as in inputs related to the Green Revolution. After 1973 the scope for these 

applications was less and the marginal output:capital ratio fell somewhat, though it remained 

above the level of the 1960s and relatively high in comparative terms. Indonesia spent little of 

its oil profits on consumer goods imports, though a considerable amount was invested in the 

production of consumer goods.  

 



    

 122 

In current prices, the export-intensity of output rose from about 10% to a peak of over 40% 

around 2000 (five-year averages); while the constant (1993) price series fluctuated without 

trend, usually within the range 25–40%. These different trajectories reflected dramatic 

changes in the relative price of exports over time. It was mainly due to the 1970s oil price 

increases that the current price export ratio rose much faster than the constant price one. The 

two import series diverge at times, but not nearly as much. The constant price series shows a 

continuous rise to about 30% by the early 1980s, but then drops into the 20s for nearly all of 

the remaining years.  

 

Factors underlying Indonesia’s growth acceleration 

Indonesia took advantage of several favourable conditions in the first years of its take-off, 

including some of those just noted. The diffusion of new agricultural technologies was a key 

factor; as was the more than doubling of the net barter terms of trade over 1966–1973 (which 

then trebled again by 1981, reflecting the oil price hikes). A legacy of a high level of domestic 

excess capacity from the previous decades was a further growth-facilitating factor. Added to 

this, a new policy team came on board to foster macroeconomic stability. Rapid growth of 

labour inputs over 1968–1981 and a shift to higher productivity tasks were proximate sources 

of growth, and were the combined result of a large initial labour surplus and an increase in the 

demand for labour.  

 

Initially, however, the new Suharto government faced a very difficult situation. It took outside 

help and over two years of struggle between the triumph of the army over the communists in 

late 1965 and the year of breakthrough growth in 1968. During this interval, gross national 

savings hit zero (in 1966 and 1967 combined) and the gross investment ratio (1960 prices) 

remained under 10%. When savings were negative the current account deficit was large, 

averaging nearly 5% of GDP over 1966–1970. That deficit fell thereafter and was down to 1% 

of GDP by 1970. Over this period, as the investment ratio rose back towards 15% (but 

averaged less than 11%), foreign savings financed about 45% of all gross investment.
98

 

Clearly, therefore, it is an open question as to when (or perhaps even whether) fast growth 

would have begun in the absence of recourse to an inflow of foreign capital. Such recourse 

had a good deal to do with the country’s importance in Cold War geopolitics (Rosser 2007). 

Whereas, in 1965, Indonesia had ranked 27th in access to IDA, from 1970 to 1990 it was 

typically among the top two to five recipients. For each year over 1967 to 1973, aid 

constituted at least 4% of GDP, hitting a peak of 6% in 1971 (Rosser 2006).  
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  Not all of the large current account deficits of these transition years corresponded to foreign 

borrowing, but the correlation was significant. Realised foreign credits in 1967 (provisional figures) 

were 2.25% of GDP. The outstanding external debt was very large, with scheduled payments over 

1967–1984 of 2.42 billion dollars being three times the total exports in 1967 (Glassburner 1971). 
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With a balance of payments crisis at the point where debt service alone exceeded total export 

earnings (Booth 1998), the urgency of attaining foreign credits implied a need to impress 

upon foreign sources that the government was capable of confronting its problems. Most of 

the older economists who had played a role during the period of parliamentary democracy 

(1950–1957) were now out of the picture, and the government turned to a group of young 

University of Indonesia economists who were writing and arguing about what needed to be 

done.
99

 Their pragmatic and realistic analysis led them to the conclusion that a combination of 

reduction in government expenditures and guaranteeing the supply of key consumer and 

producer goods could bring monetary stability quickly. This implied a need to give up self-

reliance for a time, a need that had already been accepted (to a degree) by the previous 

Sukarno government, leading it to try to get foreign credits (Booth 1998). But unfavourable 

external circumstances and the still unproven character of the new government meant that 

foreign creditors were not willing to make long-term commitments and required tough fiscal 

and monetary policies. They instituted a process of continuous monitoring, which naturally 

injured the nationalistic sensibilities of even the more moderate members of the civilian and 

military bureaucracies.  

 

While 1966 saw growth approach 3%, a severe drought contributed to another slowdown in 

1967. Monetary stringency brought inflation down from its dramatic level of 1966 to just 6.1% 

between 1968 and 1969, but it also discouraged economic activity through 1967, leading to 

protests and violent attacks against the Chinese. Still, Indonesia’s ‘expansionary stabilisation’ 

(as described by Papanek 2003) was in sharp contrast to the contractionary stabilisation that 

was the norm in other countries and in Indonesia in later years. Whereas contractionary 

stabilisation would have further exacerbated the already considerable political problems of the 

government, the rapid growth from 1968 to 1970 helped to defuse these political threats. This 

approach focussed not on reducing demand, but on using donor support for a stabilisation 

programme that emphasised increasing supply – especially of wage goods – as the way to 

fight inflation and to fund the development programme to provide jobs and increased output. 

The deficit disappeared in 1967; not through a cut in expenditures, but through a doubling of 

revenues based on increases in trade and oil profits taxes and on donor provision of 30% of 

the budget. The stabilisation programme had the support of the IMF, despite its expansionary 
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 As Papanek (2003: 7) puts it: ‘The military government which took power in 1965–66, at first was 

inclined to do what military governments know best: issue orders and reinforce controls.’  Fortunately, 

however, some key players in the government had come to know an able group of economists who had 

taught at the Military Staff College and who now successfully argued that tightening controls was 

unlikely to work, and that market incentives would. Their success initially was substantially dependent 

on their being seen as the best channel to get aid from the Western donor community. ‘But 

subsequently an effective symbiotic relationship developed among the military, which controlled 

political power; the economic group, who provided the economic management that produced visible 

and quick economic successes, a crucial element in the governments claim to legitimacy; and the 

foreign donors, who provided some of the resources important to that success’ (Papanek 2003: 7).      
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character. The IMF stressed the importance of balancing the budget for inflation control, while 

also pushing for decontrol, banking and credit policy reform and – most importantly – a more 

realistic exchange rate.  

 

Policy during most of the Suharto years might be described as an impressive combination of 

letting market forces do the main tasks of resource allocation while relying on skilled 

technocrats to guide those forces and temporarily soften or smooth their impacts through the 

few policy instruments which a state with very limited implementation capacity could handle. 

This emerging practice was apparent during Indonesia’s growth acceleration. By far the most 

important single price was the exchange rate, severely overvalued during the Sukarno years, 

which needed to be devalued to a more or less equilibrium rate. Both in the initial set of 

reforms and later on, as the key to launching the country’s manufactured export drive, the 

exchange rate was an especially powerful variable in an economy heavily dependent on the 

export of raw materials and the import of most finished consumer goods, intermediate goods 

and machinery. It was especially difficult to exercise control over foreign exchange 

transactions, since smuggling was hard to control in an island economy with many ports and 

a civil service that was both weak and corrupt (Papanek 2003). The technocrats did, however, 

not move to a free-market exchange rate immediately, as they feared the inflationary impact 

of such action and the likely overshooting of a sustainable rate if the system was freed totally 

after decades with a fixed rate that had become totally unrealistic.  First they renegotiated 

foreign debts to reduce the drain from that source; then, in 1966, they ended the import 

licensing system, a major source of inefficiency and corruption; and, finally, they moved to a 

dual exchange rate that replaced a complex system of differential export subsidies, set by 

government and another source of inefficiency and corruption. When import licensing was 

abolished the retention of high import tariffs was a reasonable step to provide temporary 

protection to domestic industries suddenly exposed to strong competition from imports.  

 

Another key variable, from both welfare, political and economic perspectives, was the price of 

rice, which was also managed by the technocrats to avoid undue loss or uncertainly on the 

part of consumers and producers. Supply was fostered by subsidies for the use of fertilisers 

and a solid system supporting the spread of the new varieties of rice. The lack of 

administrative skills, and the incentives for corruption (e.g. low civil service pay) meant that 

most forms of government intervention would likely have backfired, as some did. The skilled 

technocrats did, however, keep control of the key policy variables. 

 

After being set on the path to rapid growth during this initial period of structural reform and 

expansionary stabilisation (1967–1971), Indonesia used the exchange rate, combined with 

subsidies on inputs, to make it profitable for farmers to adopt improved agricultural 

technology. Both rice agriculture and the rehabilitation of rural infrastructure were labour 
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intensive, and the oil boom helped by financing these labour-intensive public works. From 

previously being a huge rice importer, Indonesia became self-sufficient by 1985. 

 

The significance of the Green Revolution to Indonesia derived from two factors. First was the 

dominant role of smallholders in agriculture and in employment. As of 1960 this sector 

accounted for about 48% of GDP, about 94% of agricultural output (Booth 1998) and probably 

close to 70% of employment; so when productivity started to rise, the impact was widespread. 

Second, the fact that in 1966 Indonesia was far behind other countries in Asia in applying 

modern seed-fertilizer-irrigation technology to agriculture meant that catching up could yield 

large benefits at low cost.
100

 From 1967 to 1981 food-producing agriculture – primarily the 

farming of rice – averaged roughly 5% growth (very high by world standards) and then 

continued to expand more rapidly than population growth for the next five years. Taking 

advantage of the available backlog of technology developed outside Indonesia which was 

ready for application called for a conducive policy environment and investment in 

infrastructure. Key elements of the policy environment were: a guaranteed floor price for rice, 

backed by purchases by the food-price stabilisation agency, BULOG, which facilitated the 

adoption of new technology, as farmers were relieved of the risk of falling prices due either to 

domestic supply or world price trends; and subsidised prices for fertilizer and some other 

inputs, which also encouraged adoption of the new fertilizer-seed-water technology.  

 

The rehabilitation and then further development of rural infrastructure, primarily by the labour-

intensive public works programme but also by large, more capital-intensive development, was 

essential to offset the fact that Indonesia’s rural infrastructure – especially the extensive road 

and irrigation systems in Java – had been deteriorating for 30 years. Rural investment 

provided cheaper and faster transportation, more irrigation and, in the 1980s, better schooling 

and communications. Overall, and despite labour-displacing effects on some groups, the 

rising productivity in labour-intensive agriculture facilitated the increase in labour inputs. Rapid 

growth in agriculture also had major indirect benefits because of its linkages to other parts of 

the rural economy, namely trade, services and transportation, and manufacturing. A rough 

guess might be that directly and indirectly agriculture contributed about one-third of the output 

growth during the first 20 years of Indonesia’s boom (1967–1986).  The rural economy as a 

whole was labour-intensive, so its rapid growth contributed significantly to poverty reduction. 

 

Over the immediate take-off period (1967–1973), agriculture and trade were the big 

contributors to output growth, with mining (accounting for 13% of that growth) and 

manufacturing (10%) also important (see Table 5.1). Though the growth acceleration 
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 In the early 1960s fertilizer consumption was about 6 metric tons per hectare of arable land, but by 

1990 it had risen to 140 tons (World Bank). Average rice yield at under 2 tons per hectare was initially 

a little below the average for Asia, but by 1985 it had more than doubled and was about a quarter above 

that average (IRRI 2007). Spending on agriculture increased enormously in absolute and relative terms, 

from 16% of total development spending before the oil boom to 35.5% in 1974 (Pearson et al. 1991). 
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preceded and was therefore not due to the oil price hikes, it did, however, coincide with a 

positive swing in the terms of trade. 
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Table 5.1: Structural change (selected periods, 1967–1991) 

Sector Per cent of increment in  

real GDP* 

Percentage breakdown of GDP  

by sector** 

 1967–73 1974–81 1982–91 1966 1973 1981 1991 

Agriculture 27.4 16.4 11.1 53.3 40.1 23.4 19.6 

Mining 12.9 4.4 6.9 1.6 12.3 22.6 13.8 

Manufacturing 9.8 23.5 31.3 8.4 9.6 12.1 21.0 

Utilities 0.7 1.1 1.2 n.a. 0.5 0.5 0.8 

Construction 7.6 8.4 6.3 1.1 3.9 6.0 5.7 

Trade 25.9 17.1 17.3 19.0 16.6 15.3 16.2 

Transport 4.4 8.1 6.7 1.8 3.8 4.1 6.1 

Finance 4.4 3.0 6.6 0.3 1.2 2.7 4.5 

Ownership of Dwellings 1.6 3.9 1.8 2.0 2.1 2.6 2.6 

Public Administration 3.6 13.2 7.9 5.1 6.0 7.2 6.4 

Other Services 1.6 1.0 2.8 7.2 3.9 3.6 3.3 

Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 

* 1967–1973: 1960 prices; 1974–1981: 1973 prices; 1982–1991: 1983 prices 

** Current prices 

Source: Booth (1998) 

 

In the early years of fast growth, investment was largely financed first by foreign capital 

(public and private) and then by oil revenue. Household savings remained low and agricultural 

producers were not squeezed, as they have been in some other countries (e.g. Japan). 

Domestic private-sector investment became important in the 1980s, but prior to that the public 

sector was central to overall development performance. A significant share of growth was in 

heavily protected industries (steel, fertilizer, oil refining and aircraft), and dominated by direct 

government investment. It invested substantially in capital-intensive non-oil industries (as well 

as capital intensive oil-related ones), but probably a significantly smaller share of total 

investment went to heavy industry than in the case of China, for example. 

 

 Foreign savings in the form of FDI were significant but not dominant, accounting at most for 

5% of total investment over 1969–1975 and 2.4% over 1986–1991, much less than in other 

Association of Southeast Asian Nations (ASEAN) countries during the 1980s. All external 

sources accounted for only 13% of investment over 1969–1990. 
101

 The 1957 government 

expropriation of Dutch assets without compensation had made Indonesia a pariah for 

Western investors for a decade. A new FDI law was however promulgated by the Suharto 

government in 1967. There were residual fears that the country would once again become 

                                                 
101

 The private capital inflow was a much smaller share of GDP than in the boom years of 1910s and 

1920s, arguably because of the heavy-handed regulatory practices.  
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foreign dominated, but the highly bureaucratic implementation of the law, aided by anti-

Japanese riots in 1974 that led to stricter control, helped to end that ‘threat’. Much non-oil FDI 

was in import-substituing manufacturing and these foreign firms tended to be more capital-

intensive than their local counterparts (Hill 1988) because of preferential access to low-

interest loans and use of more sophisticated technologies. Japan was the biggest such 

investor. By the late 1980s, with a decline in FDI approvals, criticism from investing countries, 

and the need to boost non-oil exports, a number of restrictions on the operation of foreign 

firms were removed, especially those affecting exporters (Booth 1998).  

 

 The savings of lower-income members of the population were probably small in the 

aggregate until the country was well into the sustained boom. Eventually small rural savings 

did however grow dramatically and become quite important, which would have been good for 

equality as well as for growth. Bank Rakyat Indonesia (BRI), Indonesia’s largest public bank, 

developed a successful microfinance operation, including both lending and deposit facilities, 

and emerged as one of the success stories in finance for equitable development. After this 

bank was reformed in the mid-1980s to operate on commercial principles, small rural savings 

deposits grew from a negligible level in 1989 to nearly 23 trillion rupiah in 2002. In 1999 all 

savings accounts, most of which were rural, amounted to 3% of national income (Papanek, 

2003, 66). 

 

One positive external factor whose benefits accrued over most of the Suharto years was the 

robust growth of its main trading partners. The average per capita GDP growth of Indonesia’s 

partners over 1965–1988 was rapid, at 3.62% – essentially tying with Malaysia for the highest 

among a set of comparators used by Temple (2001). This factor could contribute to 

acceleration as well as (more obviously) to high sustained growth. Indonesia also benefited 

from the fact that some of the fast growing countries of the region were undergoing wage 

increases that priced them out of certain products, but their businesses wanted to remain 

invovled in the production of those items.  

 

The oil price boom  

Indonesia’s oil revenues soared with the price hikes of the 1970s. By the peak of the boom, 

oil accounted for around three-quarters of export earnings and more than 60% of government 

revenues (Warr 1986). But in the period 1974–1981, while the oil price hikes dominated the 

increase in export value, it was manufacturing which accounted for the biggest share of real 

growth (23.5%), a share that then rose to 31.3% over 1982–1991.
102

 Therefore, while oil 

provided the easy rents, manufacturing largely took over as the direct motor for Indonesian 
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 Note that the base year changes for each of the three periods compared. Booth (1998, 79) notes that 

the 13% contribution to growth by the public sector is misleading since this was merely higher salaries 

treated as if it were increased output. This implies that GDP growth was in fact less than appears in the 

official figures. With most of the reported 13% of growth illusory, this upward bias amounts to over 

one precentage point per year.  
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output growth after the first period during which agriculture had played the leading role among 

tradable sectors. Construction accounted for around 8% of GDP growth over both 1967–1973 

and 1974–1981. The nominal exchange rate was fixed over these latter seven years, leading 

to a real appreciation due to domestic inflation.  

 

Indonesia’s economic management during this period has helped to make it famous for 

avoiding the Dutch Disease effects felt in so many other countries undergoing minerals (or, 

more generally, natural resource) booms. Much of the first oil windfall was used to fund the 

development of infrastructure; and the second went partly to labour-intensive construction of 

schools and the hiring of teachers to achieve universal primary education. It also allowed the 

government to support a complex system of open and disguised subsidies to keep parts of 

industry and agriculture viable, utilising tariffs, low-cost loans,government investment and 

explicit subsidies for fertilizer, other agricultural inputs and rice. Though some of these 

interventions were probably inefficient in static economic terms,
103

 and may thus have slowed 

short-run growth as well as leading to corruption and ill-gotten rents, they helped avoid an 

overly appreciated real effective exchange rate and thereby assisted Indonesian farms and 

factories to survive during the oil booms; which as a result did not unduly harm the poor as 

they did elsewhere by undermining the labour-intensive tradable goods sectors or by fuelling 

inflation. Papanek (2003) judges, however, that many of these microeconomic interventions 

did create inefficiencies that could have been avoided by more effective macroeconomic 

management and that came back to haunt the country at the time of the 1990s financial crisis. 

 

In the short run, Indonesia made effective use of the oil price booms through a combination of 

channelling most of the resulting resources in productive directions and protecting its other 

tradables, which were mainly labour-intensive, from Dutch Disease effects. Auty and Mikesell 

(1998) note that without a formal mineral reserve stabilisation fund, Indonesia managed to 

substantially sterilise the oil rents. It saved a third of its first windfall abroad,
104

 with one-sixth 
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   Since some form of intervention with free markets is generally necessary to avoid Dutch Disease 

effects in cases like this, concepts like ‘distortion’ , which relates to pushing prices away from their 

unintervened market levels, no longer have a simple, clear-cut meaning. Ramli (1992) makes the 

argument that on balance these interventions were worthwhile because they served to keep Dutch 

Disease at bay.  

 

104
 Some of what happened was admittedly serendipitous. By 1975 Pertamina, the substantially 

autonomous state oil company, had branched out in various directions and sought to avoid government 

oversight of its long-run borrowing by negotiating short-term credit with suppliers and foreign banks. 

When interest rates rose it was unable to roll its loans over and used almost a billion dollars it owed to 

the government to keep its creditors at bay (Booth 1998). When it caved in and the government had to 

bail it out, pay off debts and renegotiate contracts, Indonesia’s international reputation suffered again. 

But these repayments of foreign debt were, in effect, a way to sterilise oil revenues. A lesson on the 

need for prudence was learned at a time when the country could still buy its way out of the problem; 

and the government became cautious with short-term credit, at least through the rest of the 1970s. 

Those members of the military who favoured the zaibatsu approach with powerful conglomerates like 

Pertamina playing a prominent role lost influence with the president to the benefit of the 
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of it going to increased consumption and 50% to investment in the generally productive areas 

mentioned previously. In the second windfall, 40% was sterilised abroad but other aspects of 

the management were now less successful, with private consumption and investment both 

rising quite fast.  After reaching 22% of non-oil GDP over 1979–1981, oil revenues started to 

flag in 1982 and the oil price decline in 1986 made a rapid adaptation necessary. Public 

expenditures were quickly cut and the tax base was broadened so that over 1981–1991 non-

oil taxes rose from 8.3% to 13.2% of GDP. Though the funds already saved abroad were not 

enough to act as an adequate cushion, the government was able to borrow given its generally 

good reputation. But with foreign debt now exceeding 50% of GDP and debt service at 36% of 

export earnings, a rapid expansion of non-mineral exports was needed. With the aid of 

devaluations whose price effects were well sustained, this goal was achieved.  

 

The growth lull and the manufactured export boom 
Maintaining fast growth over three decades was, in Indonesia’s case, at least as impressive a 

feat as the initial acceleration based partly on the rebound from earlier crisis and then 

facilitated by oil exports and the oil price hikes. In countries with reasonably strong institutions 

and which are not facing severe exogenous shocks, fast growth can become fairly 

straightforward, once achieved. For such countries it may be mainly a matter of keeping the 

savings and investment rates high. Large economies such as China and India are usually not 

subject to serious external or internal shocks and are able to draw on the necessary 

technological improvements in a fairly continuous way, as a lot of the growth-producing 

positive externalities of rising incomes through new demands show up within the country 

itself. But after being helped along by foreign savings, the Green Revolution and high oil 

prices, Indonesia rather quickly needed new sources of growth. To help alleviate the labour 

surplus these had to be relatively labour intensive, as was true of the private-sector-based 

light manufacturing exports, which began to grow rapidly in the late 1980s. Perhaps this new 

source of jobs came just in time to pick up from where labuor-intensive agriculture eventually 

had to leave off as the opportunities diminished there. Manufacturing’s share of exports was 

lower than in the other NICs of Asia and the manufacturing export share of GDP (10–15%) 

was far below those of Korea, Thailand, Malaysia – the latter two of which also had important 

labour-intensive agricultural exports in the early 1990s. In Indonesia, manufacturing’s share of 

exports accounted for under 15% of exports (Manning 1998). 

 

Indonesia’s institutional strengths came into during this period. With growth and political 

stability becoming the norm, there were advantages to having a strong, military ruler whose 

presence suggested that those conditions would continue. Although evidently corrupt in terms 

of practices like nepotism and bribery (Lim & Stern 2002; Papanek 2003) the modus operandi 

of the regime appears to have been considerably less distorting than those in many other 

                                                                                                                                            
economists/technocrats. 
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countries. The basic price incentives (exchange rate, interest rate, etc.) were not seriously 

tampered with for political ends; and while the customs system was very corrupt, the Swiss 

were brought in to run it at a key juncture. A major element of stability and continuity was the 

group of solid technocrats who remained close to power for a long period. The public’s 

memory of recent hyperinflation is often credited with its broad support for conservative 

macroeconomic policy. Over the three decades of economic success, growth was supported 

by a deft combination of deregulatory reforms and substantial government intervention 

(Manning 1998). 

 

After 1981 growth dropped from its pace of over 8% during 1977–1981 to an average of 5% 

over 1982–1986. Though there was only one really bad year (1982, at 1.1% growth) the 

deceleration was marked and it became clear that changes would have to be made if strong 

growth was to return. The world economy was depressed in the early 1980s, but Indonesia’s 

terms of trade did not worsen much until 1986
105

 and the total inflow of foreign exchange 

(including that from borrowing) did not fall; in fact, it rose a little between 1973 and 1981. The 

slowdown was due more to a levelling off in the (constant price) investment ratio and a rise in 

the incremental capital output ratio (ICOR), brought on partly by a shift towards more capital-

intensive industries, in both the state and the private sectors, into commercial building and 

housing; and away from areas like agriculture, where cheap gains from new rice technology 

had been largely exhausted in any case.
106

 

 

The government did not immediately respond to these looming trends, but a combination of 

good luck in being able to pull back from some mistakes in the making and a willingness in 

the end to make good decisions put in a good position to deal with the challenges that arose. 

As oil revenues fell in 1982, the balance of payments deficit increased, confronting the 

country with a policy dilemma. The government was committed to 50 new industrial projects, 

many in the SOE sector, costing about 11 billion dollars. A World Bank study raised serious 

doubts about the potential competitiveness of these projects and they required a great deal of 

imported capital and equipment; giving them the potential to further weaken the balance of 

payments (Booth 1998). Over 1982–1985 there was evidence of a policy shift towards ISI, the 

promotion of domestic products, and limits on the number of importers, which sometimes 

created state trading monopolies. As the balance of payments problem became more serious 

the tariff system was rationalised in 1985, the Director General of customs was relieved of 

responsibilities for export and imports as customs surveillance was turned over to a Swiss 
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 Only at the end of this period did the decline in oil prices (i.e. negative shift in the terms of trade) 

kick in, together with the fact that Indonesia stuck more closely to Organization of the Petroleum 

Exporting Countries (OPEC) quotas than did many others. 

106
  As growth in rice production slowed, that of tree crops accelerated in the 1980s as a result of 

privatisation, the greater commercialisation of publicly-owned plantations and the rapid expansion of 

privately-owned plantations, especially for palm oil.  As a result, agriculture as a whole was still 

contributing one-fifth of the growth experienced over 1981–1986 (Papanek 2003). 
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firm, and clearance procedures were greatly simplified. These steps did however not resolve 

the problem and in 1986 the government took the fateful initiative of a major devaluation, 

which paved the way for the boom in labour-intensive manufactures. The policy reforms 

culminating in the large devaluation of September 1986, together with earlier smaller, 

devaluations, brought the 1987 rupiah value down to 40% of its 1981 value and improved 

incentives for exports of non-oil items. An effective system to refund import duties and taxes 

to exporters kept the cost of imported inputs – especially those going into manufactured 

exports – from rising too much, and even provided a modest, albeit hidden, subsidy. There 

was drastic pruning of restrictions on investment, especially for foreign investors, leading to a 

more than doubling of foreign direct investment outside the oil sector from less than $US200 

million to $US550 million, much of it in manufacturing. Non-oil exports, especially 

manufactured goods, began to grow (Booth 1998) and the export of textile products was 

helped by the Multi-Fibre Agreement, which curtailed clothing exports from competing 

countries that had reached their quotas. These reforms were all underpinned by 

macroeconomic stabilisation and the government’s team of technocrats had the authority to 

cut a number of the previously mentioned high-profile projects that were capital- and import-

intensive, had political backing and were widely seen as generating particularly large 

rents/corruption income.  Current expenditures were also reigned in.
107

  As a result, inflation 

did not rapidly erode the gains from devaluation (Papanek 2003), as might be expected. 

 

Overall growth returned, with manufacturing now clearly the leading sector, accounting for 

almost a third of the growth over 1982–1891 and for 21% of GDP (Booth 1998). There was 

also a shift towards production of tradables in this last period. As a result, from 1981 growth 

depended primarily on what happened in manufacturing, construction and mining (including 

oil). These three sectors directly accounted for close to 50% of growth over the next 20-odd 

years; and if their indirect effects via trade, services and utilities are taken into account, they 

probably account for 75–80% (or more). 
 
From 1981 to 1986 agriculture’s role was still 

significant, but after the reforms of 1986/1987 stimulated industrial growth, agriculture’s 

growth rate declined to less than 3% and its contribution to growth was less than 10%.  

 

The devaluations and reforms of 1983–1987 placed Indonesia on the path of a becoming a 

major exporter of manufactured goods. The most dramatic impact of these measures was on 

manufactured exports; which amounted to a tiny US$300 million at the beginning of the 

decade, but reached US1.6 billion before the 1986/1987 devaluation, and then nearly tripled 

after the reforms. Other exports also responded to the incentives provided by the reforms so 

that total non-oil/gas exports reached nearly US$12 billion just after the second devaluation 
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  Of the six cases studied by Gelb and associates (1988),  this was the only one to follow a 

determined policy of expediture reduction and exchange rate realignment. 
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and associated reforms. The growth rate of the economy responded to this impetus, 

expanding consistently at around 7.5% from 1989 through 1996. A major lesson of the 

reforms, according to Papanek (2003), was that entrepreneurs and investors would respond 

dramatically to a big change in incentives even if their response to smaller changes was slow 

and grudging. In the mid-1980s Indonesia changed from a risky and quite unattractive place 

to do business in to one of the favorite poor and middle-income destinations for international 

investors, including Indonesia’s own ethnic Chinese families. These families often had 

members and interests in a variety of countries in Asia and invested wherever risk-adjusted 

returns seemed highest.   

 

An important key to the effectiveness of Indonesia’s major devaluation was that it was 

‘partially compensated’ by preventing the domestic prices of tradables from fully reflecting its 

effects (Papanek 2003); such that, although the rupiah price of imports and exports more than 

doubled, the annual rate of inflation from 1984 to 1990 was only 7% – below its pre-1983 

level. The key to this success was the price of rice and other staples. The government’s rice 

stabilisation agency, BULOG, handled imports and exports of rice and imports of wheat and 

largely decoupled the domestic and international price. Imports were subsidised, exports of 

rice were taxed and since the amount traded internationally was small, and the wheat was 

largely funded by aid, this price stabilisation was not costly in fiscal terms. The price of 

petroleum products was also fixed by government, and the price of kerosene was subsidised 

to avoid the full impact of devaluation. Prudent monetary and fiscal management 

complemented the partially compensated devaluation to produce dramatic success. 

 

In short, Indonesia’s technocratic team did an excellent job of adjusting to adverse external 

conditions with a flexible exchange rate policy. They implemented substantial devaluations 

when they were needed as well as other reforms, which enabled Indonesia to make a 

successful transition in the 1980s from a highly protected economy with rice agriculture being 

the leading sector, to one which relied more on the rapid growth of exports of manufactures 

and plantation crops. The broad outlines of structural change between 1965–1967 and 1992–

1993 include a major rise in the ratio of trade to GDP, an increase in the share of government 

expenditures from 9% to 22%, and an increase in the share of these latter which was 

development-related from 20% to 42%. The big export increase was in non-oil goods and 

services, which went from 4% to 21% of GDP. Manufacturing was the main growth sector. 

The services share stayed about constant. Rice accounted for about half of all food crop 

value added in late 1980s and while Indonesian agriculture was less diversified than that of 

Korea and (especially) Taiwan – and hence had fewer linkages with agro processing – the 

abundant supply of this staple food protected the value of real wages. Overall, the entire 

period of rapid growth inflation (averaging 14.5%) did not appear to affect long-run 

performance in any identifiable way. Real wages and the real incomes of the poor did 

stagnate under accelerating inflation during two sub-periods (1972–1976 and 1989–1991), 
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but even this does not strongly suggest any negative longer-run growth impact nor, arguably, 

even a negative distributional impact since the decline in real wages may have been 

necessary to maintain (paid) employment. 

 

Employment, wages and income distribution 
It seems fairly clear that, as in other take-offs, wage trends did not constitute a threat either to 

employment or to growth;
108

 that growth initially manifested itself in the labour market 

primarily through an increase in employment/decrease in underemployment; and that the 

burst of growth was not disequalising. The factors at work in Indonesia were, however, 

specific to that country. 

 

Official figures imply that inequality in Indonesia has tended to be fairly low as far back as 

meaningful data are available,
109

 with Gini coefficients of consumption expenditure typically in 

the range 0.30–0.35 (Papanek 2003) and the corresponding figures for the distribution of 

income around 0.4 or a little higher.  According to the consumption data, urban inequality has 

changed very little since the mid-1960s (with Gini coefficients usually around 0.33 to 0.36), 

while inequality in rural areas has fallen markedly from 0.35 in 1964/1965 to 0.25 by 2002. As 

the weight of rural areas gradually fell and the rural–urban income gap tended to widen (at 

least over part of the period), the overall level of inequality did not reflect the falling inequality 

in rural areas. It appears that growth acceleration did not greatly affect the moderate level of 

inequality – at least not during the period up to 1976.  

Inequality in Indonesia: Why it was moderate and why it stayed that way 

Indonesia’s relatively low level of inequality as of the 1960s reflects, among other things, the fact 

that in this essentially agricultural country the distribution of land was less concentrated than in 

most developing countries, although there was a high degree of landlessness. One might then 

guess that inequality would have increased only modestly, if at all, during the initial growth period 

to the extent that (a) the Green Revolution was labour-consuming so that its benefits were fairly 

evenly distributed, and that (b) smallholder exports played a significant role in that boom. When 

oil revenues became dominant, the impact would depend on who was benefiting from those 

revenues; and here too the picture was a relatively positive one, given the channelling of a 

considerable share of those revenues to agriculture and related construction activities. Later, 

when labour-intensive exports came to the fore, they constituted another source of employment 

and equality. The protection of capital-intensive industry and many of the mechanisms of 

                                                 
108

 The chaos at the time of Indonesia’s take-off and the inadequacy of contemporary data inevitably 

leaves a degree of uncertainty about the precise evolution of employment, incomes and inequality.  

109
 Pending  more detailed analysis, the quality of the numbers does not warrant drawing strong 

conclusions from small movements in the reported level of inequality. Booth (1998) notes the dubious 

quality and apparent inconsistencies that characterise the distributional data. 

 

 



    

 135 

corruption, including the usual misdirection of much oil money, would be expected to work in the 

opposite direction. 

 

The effects of economic dualism, often associated with high levels of inequality, were limited 

by the small size of the modern sector and the fact that most of it was not yet characterised 

by high labour productivity. As of the late 1960s, Indonesia’s dominant economic sector was 

agriculture, which constituted a little under two-thirds of employment (Manning 1998) and 

about half of GDP, coupled with an also sizeable, small-scale and mainly rural non-agricultural 

sector, and a tiny modern sector. Most large and medium-sized manufacturing enterprises 

were in traditional labour-intensive activities like weaving, production of clove cigarettes 

(kretek), food processing, sawmills and batik industries (Manning 1998). The data point to 

less spread in labour productivity across sectors in Indonesia than in most other lower 

developing countries (Manning 1998). This may also have been a factor in the low measured 

inequality. The urban-rural expenditure gap was just 37% in 1964–1965, which was low by 

the standards of the region and lower than it would be later. 

 

The period from 1950 to 1965  

Inevitably, earnings reflected the stagnation of the economy during the decade that ended 

with Suharto’s ascension to power in 1965, and the bout of inflation that peaked in 1966. Real 

wages on estates and in manufacturing suffered a sustained decline (Booth 1998), poverty 

was higher in rural areas, and inequality was also rising in those areas as some households 

were able to insulate themselves against inflation but many wage labourers were not. As 

often happens, regional and ethnic income gaps came into focus during this time of turmoil 

and conflict, and had a political importance out of proportion to their contribution to overall 

inequality.
110

 Chinese interests seemed to do well and often picked up the enterprises which 

the departing Dutch left in their wake; which led to a growing feeling among indigenous 

businesses that they could not compete. Many ‘Ali-Baba’ businesses, where a well-connected 

pribumi partner secured the necessary licences and a Chinese partner supplied the 

managerial and marketing skills, date from this period. But while these combinations provided 

a form of involvement for some pribumi, they could make it harder still for Indonesians without 

the necessary connections. By the late 1950s, regional distribution had become an even more 

sensitive issue. Exports came increasingly from the outer islands, and Sumatra alone 

generated 75% of exports in 1967. A large export tax implemented through the underpricing 

of exports penalised the islands, even though it was partially side-stepped by wide-spread 

smuggling (Booth 1998). Critics have argued that at this time Java enjoyed ‘unimaginable 

luxuries’ (Booth 1998: 121), as imports came mainly to this island and the Javanese gained 

benefit from the import monopolies. 
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 Ironically, the ethnic aspect of inequality was in fact less clear over 1950–1965, since data were no 

longer recorded by ethnic group (Booth 1998). 
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Take-off 

After little apparent variation in the sectoral composition of employment from 1950 to the mid-

1960s (for which data are very partial), change was relatively rapid during the take-off and 

thereafter. Total employment grew quickly, mirroring developments in the labour force (Manning 

1998) and over 1971–1980 both industrial and service employment rose rapidly, at 6.0% and 

5.7%, respectively; while agricultural employment was edging up at a modest 1.2% (Manning 

1998). Sectoral shares of total employment growth were 24.2% for agriculture, 23.8% for industry 

and 52.0% for services, in which government played a large role. Though the large size of 

agriculture meant that it still created a significant share of new jobs, the large gap between the 

almost 6% growth of non-agricultural employment and the 1.2% for agriculture did constitute the 

first rapid shift of employment structure away from agriculture. Urban and non-agricultural 

incomes and productivity were rising faster than those in agriculture, though it is worth noting that 

the initial productivity disadvantage of agriculture relative to other sectors was smaller than in 

most other countries.  

 

As of the early 1970s most wages were still below their mid-1950s. When the growth boom 

began, wage levels were probably not out of line with – or were perhaps even low in relation 

to – productivity, since output per worker had fallen less than wages over the preceding 

decade when wages were affected negatively by hyperinflation.
111

 It thus appears that the 

post-take-off increases were essentially recoveries towards earlier levels and not the sort of 

supply-side-based upward pressure which might be expected to discourage employment or 

investment. Manning (1998) concludes that market forces were the main determinant of wage 

levels over the first decades of fast growth. Unions were not a significant force during this 

period, though public wage policy was important in the modern sector since public employees 

accounted for about half of the workers and their wages did have a significant impact on 

private wages until the late 1980s. 

 

Over the 30 years of rapid growth that followed the 1970s, different sectors drove the demand 

for unskilled labour and the wage increases for some groups were rapid. The increases were 

much more substantial in the modern sector and in non-agriculture, more than doubling over 

the 1970s in lower-echelon civil service, textiles and construction in the Jakarta region, 

groups studied in detail by Manning (1998). In the rice sector, by contrast, there was little 

immediate change. The wage gap between modern and traditional activities had narrowed in 

the previous period of economic decline and inflation (Hawkins 1963) and was now widening 

again. A striking feature of the 1970s was the increase in the urban-rural expenditure 

disparity, attributable in part to the fact that oil revenues accrued to government and the first-

round impact of expenditures occurred in urban areas. The gap, especially between Jakarta 

and rural Java further increased between the mid-1970s and the mid-1980s.  
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 Consistent with this hypothesis is the fact that the self-employed fared better than wage-earners 

during the bout of inflation (Booth 1998). 
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Why did rice wages not respond quickly to the rapid economic growth of the oil boom? For 

one, wages in this sector had previously not fallen as remarkably as those in most other 

sectors and therefore had less ground to recover. The considerable slack in the rural labour 

market as the boom began was, no doubt, a factor as well; several poor harvests and labuor 

displacement associated with the new technology had contributed to a large labour supply 

(Manning 1998). Especially in the short run, rice-industry wages appear to have reflected 

events in the sector itself. Nominal rice wages were set according to prevailing regional 

notions of wage justice (e.g. rice equivalents) and when the demand for labour did rise, it first 

pulled people in from other activities; only starting to really affect those engaged in rice 

production towards the end of the boom. It is relevant here that rice output only took off later 

in this period. Rice prices, on the other hand, quickly affected the real wage in rice production; 

the two years of large rice-wage increases were years of good crops that did not lead to 

exports, but instead pushed down rice prices and thereby raised wages. The opposite 

happened in bad years. 

 

The employment and distributive impacts of the introduction of the new high yielding varieties 

(HYVs) in Indonesia was and has continued to be a matter of some dispute. In reviewing this 

experience, Manning (1988) finds little evidence of significant labour displacement or 

polarisation among economic classes in the wake of the introduction of HYVs. New 

employment opportunities flowing from the growth of rice production probably played a 

significant role in offsetting the modestly negative direct impact on employment of the new 

technologies and the new more market-type institutions which came with them to replace 

some traditional sharing practices (like the rights of gleaners).
112

 No doubt some landless 

households with either female or older heads which did not gain from income transfers 

(including remittances), suffered considerably as a result of the employment contractions in 

low-wage activities in agriculture and home industry, due for example to the virtual elimination 

of gleaning activities and wage work in hand pounding of rice related to the introduction of the 

sickle and huller respectively, and the decline of low productivity home industries in the face 

of new products produced in urban areas are examples. But the proportion of all households 

falling in this category was too small to be identified in macro income distribution data. At the 

other end of the spectrum there was a considerable accumulation of wealth by a small 

proportion of rural households (village officials, households with access to high urban 

incomes and landowners with non-agricultural activities), but the number of households with 

large tracts of land remained very small and there is little evidence of a sizeable ‘kulak’ class 
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 New rice harvesting technology and increased commercialisation of rice production brought new 

labour contracts, hiring arrangements, etc. (Manning 1998). The effect was to reduce wages and job 

access among the poor. 
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or a general increase in land concentration. 

 

In principle all of the factors mentioned above (plus others) should be reflected in income and 

consumption distribution data. Although Indonesian data this far back in time are naturally 

subject to scrutiny, they do suggest, if anything, some decline in rural inequality from the 

1964–1965 and 1970 household consumption Gini coefficients of 0.34–0.35 to an average of 

0.32 for observations over 1976–1980 (Papanek 2003). Falling inequality would suggest that 

the rural poor were benefiting more than proportionately from this early growth and, more 

specifically, that although the daily rice wage may have been stagnant or nearly so, an 

increase in days worked in that activity together with the increased earnings from other and 

increasingly diversified sources was raising the incomes of poor families significantly. 

 

Ironically, in light of this positive outcome, Manning (1988: 73) notes: ‘Distribution goals were 

not an important priority of rural development programs, either through the largely defunct 

land reform programs or by designing programmes which would ensure the delivery of key 

product inputs to small and marginal farmers.’ Achieving national self-sufficiency in rice 

production was the central objective of rural policy in Indonesia’s first five-year plan, a goal 

seen by both government and many of its foreign advisors as pivotal to economic and political 

stability. Some observers suspected that the avowedly capitalist and economic system 

espoused by the New Order government would lead to increasing inequality, partly through 

the spread of the Green Revolution. But, as noted, the fear that significant land concentration 

would occur seems not to have been borne out. Meanwhile, the limited number of even 

medium-sized farms helps to explain why labour-displacing mechanisation spread so little. 

Small farmers, depending to a large degree on reciprocal and family labour, derived little gain 

from tractors if they had enough labour and large farmers mostly owned too little land to make 

farm machinery pay off. Agricultural employment, comprised almost entirely of self-

employment on family farms, increased relatively fast in the outer islands,in spite of the low 

prices of the commercial crops which were the backbone there (Manning 1998). 

Transmigration contributed to rising employment, and infrastructure investment helped. 

Indonesia’s experience with the Green Revolution and with agricultural growth in general 

exemplifies the proposition that policies designed to foster growth are likely also to be pro-

poor in their impact as long as the distribution of land is and stays relatively egalitarian. 

  

The lull after take-off and the oil boom 

When growth declined after the oil boom the structural shift away from agriculture slowed with 

it. In the course of 1980–1990 non-agricultural employment rose by about 4.5% and 

employment in agriculture by about 2.2% – much more than in the previous fast growth period 

(Manning 1998). In the early 1980s (1980–1985) – and for the 1980s as a whole – slower 

employment growth for males was felt mainly in rural non-agricultural sectors; especially in 

manufacturing, construction and ‘other services’ . In urban areas there was little if any 
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employment growth slowdown, with trade (especially) and transport growing faster, according 

to estimates by Manning (1998). With male employment in urban trade rising at an astronomic 

8.1% between 1980 and 1985, it would seem likely that at least part of this figure was the 

result of overshooting – perhaps combined with the fact that this sector was easier  to enter 

than most others. Employment expansion in this sector slowed somewhat as GDP growth 

accelerated over 1985–1995. 

 

During most of the 1980s wages in many if not most non-agricultural activities stagnated or 

fell; while those in the rice sector rose (specifically over 1980–1986) as the positive impacts of 

the Green Revolution on labour demand and on the price of rice started to be felt more 

systematically. But the tightening labor market in the rice sector during the 1980s did not spill 

over significantly. Wage stagnation elsewhere continued even as the second export boom 

began, due in part to macroeconomic policy that included two devaluations and subsequent 

gradual deflationary policy designed to keep the country competitive (Manning 19983).  

 

The boom in exports of light manufactures 

As growth accelerated under the reforms of the 1980s, manufacturing employment finally 

registered the most rapid growth of the major sectors (Manning 1998); while employment in 

agriculture started to fall in absolute terms. Over 1985–1995 urban manufacturing 

employment of males rose by 8.5% per year; while that in rural areas grew by 4%. The sector 

was now providing close to half of the new jobs for males outside agriculture (it had previously 

provided 15–20% of them), and probably as great a share for females as well. This exuberant 

employment growth reflected the labour-intensive character of most of the growing sectors of 

manufacturing. Also important – both in this boom and more generally – was the role of 

construction. It accounted for close to 15% of all non-agricultural jobs created for males over 

the period 1971–1995, and accounted for 7.4% of all net new jobs (though this figure reflects 

in part its low initial share of jobs in 1971 of just 1.9%) (Manning 1998). A substantial share of 

employment was made up semi-skilled and skilled tukang involved in the construction of 

private dwellings. Much of this employment was a result of the increased income in middle-

income and poor families, especially in rural Java. Summary figures on employment trends 

are shown in Table 5.2. 
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Table 5.2: Sectoral composition of employment and of net new jobs in Indonesia (1971–1997) 

Sector and period 
Share of  employment 

at beginning of period*  

Share of 

employment at end 

of period*  

Share  in creation 

of net new jobs*  

Annual 

growth of    

employment* 

Primary, construction and 

utilities 

1971–88 

1988–97 

 

 

 

64.2 

59.7 

 

 

 

59.7 

47.0 

 

 

 

54.4 

3.5 

 

 

2.3 

0.8 

Manufacturing 

 1971–88 

 1988–97 

 

7.8 

8.3 

 

8.3 

12.9 

 

 8.8 

 35.9 

 

2.8 

7.2 

Tertiary  

 1971–85 

 1985–97 

 

28.0 

32.0 

 

32.0 

40.1 

 

 36.8 

 60.6 

 

3.6 

4.6 

* Figures given as a percentage 

Sources: ILO Yearbook of Labour Statistics, various issues. 

 

 

Only with the surge in manufactured exports did Indonesia’s labour market tighten up enough 

to produce generalised wage increases. In this second growth take-off, wages again lagged 

behind output growth by a few years. Both in rice and in non-agriculture, wages had 

stagnated in the late 1980s as growth accelerated. By the early 1990s, for the first time, all 

major wage series were rising, as rapid growth in non-oil exports had finally begun to have an 

impact on the general price of unskilled labor (Manning 1998). Institutional change was also a 

factor in the modern sector, as minimum wages were pushed up, beginning in 1992. Public 

wage policy had a significant impact on private wages until the late 1980s when deregulation 

loosened the link. Manufacturing earnings grew faster for women than for men between 1982 

and 1994; which might be interpreted as a result of the shift towards labour-intensive 

industries in this sector, but the trend characterises the whole period rather than just the latter 

part of it.  

 

According to Alatas and Bourguignon (2004), the period 1980–1996 – most of which comes 

after the devaluation that launched the boom of labour-intensive exports – saw only a moderate 

change in inequality. This suggests that the tightening of the labour market did not have a 
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quick ameliorating effect on overall inequality. A notable feature of this period, however, is 

that reported rural inequality declined markedly, with Gini coefficients of the household 

consumption distribution falling from an average of 0.32 over 1976–1980 to a quite low level 

of 0.25 by 1990. One of the factors at work here was the equalising effect of growing 

opportunities for off-farm employment (noted by Rietvelt 1986) and the geographical location 

of those opportunities, heavily concentrated in Java, whose rural households were historically 

the poorest group in the country. Over time this regional gap has narrowed (Cameron 2002). 

That the falling rural inequality over this period was not manifested in falling national 

inequality is in part explained by the substantial upward shift in the urban to rural consumption 

differential between the observations of 1970 (1.43) and 1987 (2.0)
113

 (no pattern shows up 

outside this time frame.) This trend is presumably related to the fact that in the 1970s and 

1980s labour productivity in agriculture fell by half (Manning 1998) due to a rapid increase in 

labour productivity in industry and services, where it was initially low compared to other 

countries. 

 

Growth with equity? Policy or luck? 
Indonesia’s experience from the late 1960s to the late 1990s has often been touted as a 

success story of fast pro-poor growth; or, in the terms of this study, growth acceleration that is 

sustained for a long period, all the while featuring a good distribution of the benefits of the 

growth, such that poverty falls quickly. Most of this story is evidently true. Poverty reduction 

has certainly been fast and growth, if not entirely pro-poor, seems at least not to have been 

anti-poor. Inequality in Indonesia is therefore better described as moderate rather than high. 

Though there are serious doubts about the quality of data on distribution, especially that 

obtained from several decades back,
114

 there seems no specific reason to believe that the 

data present an unduly optimistic picture with respect to trends over time. 

 

The periodic worry about high or rising inequality in Indonesia is easily explained by the 

reported income gap of 12.8 to 1 between the top and bottom deciles measured in 1996 

(Alatas & Bourguignon 2004,), as the actual gap is probably closer to 15 to 1. Such a level of 

inequality is consistent with the many large earnings gaps that emerge from more micro-level 

analyses. Various studies in Indonesia have highlighted enormous labour productivity and 

earnings differentials by firm size (Berry & Mazumdar 1991). This is an unsurprising reflection 

                                                 
113

Unfortunately the figures up to 1976 refer to per capita household expenditure while those for 1987–

1993 refer to household expenditure, so the two series are not comparable. Since urban households tend 

to be smaller than rural ones, on that count one would expect the later figures to show a lower ratio 

than the earlier ones, so the observed increase would understate the true increase. But it may also be 

true that households were not ranked in the same way in the two background studies. 

 

114
 As noted by Cameron (2002), Indonesia’s data are now relatively well regarded by those who 

regularly work with it. Deaton (2000) cites Indonesia together with India as countries that produce 

‘best practice consumption measures’ . 
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of the fact that labour markets tend to be poorly integrated at early stages of development. On 

the other hand, the more important (from an overall inequality point of view) earnings 

differentials by level of education are of modest proportions – around 4:1 between tertiary and 

less than primary for males during the period 1982–1994, though somewhat higher for 

females (Manning 1998).  

 

Concern has frequently been expressed that wages have done less well than they should, 

given Indonesia’s growth performance, and that this may be related to wage repression and 

constraints on union activities (Manning 1998). On the other hand, the World Bank (1993) 

puts Indonesia in the same league as South Korea and Taiwan in wage growth over 1970–

1990, and ahead of Malaysia and Singapore. Neither story is complete. Use of different data 

and focus on different periods partly explains the range of views. In any case, starting as a 

poor labour surplus country, the first priority from a distributional point of view in Indonesia 

was to cut into underemployment by raising the demand for labour. That goal was relatively 

well achieved, and with it came the great decline in poverty. 

 

So was it mainly good luck or good management that enabled Indonesia to establish its 

enviable record? The two most prominent elements of luck on the distributional front were: (1) 

the availability of new agricultural technologies from the 1960s which could raise productivity 

and create jobs simultaneously, at least for a period; and (2) the fact that the historically 

poorest region, rural Java, was favored both by its being the centre of rice production – and 

hence the locale where the Green Revolution played itself out most fully – and by its 

becoming the centre of manufacturing activity through a combination of  natural economic 

factors and political favouritism. Arguably the key examples of good management were the 

maintenance of macroeconomic stability, the investing of oil profits in infrastructure 

expenditures and other supports for the Green Revolution, and the adoption of the reform 

package – most notably the major devaluations, which allowed the country to launch its 

manufactured exports career. Policy-wise, events sometimes seemed to save Indonesia 

when it was on the brink of big mistakes – like when the Pertamina crisis of the mid-1970s 

provided a lesson on the dangers of parastatal empires doing as they wished, including short-

term borrowing abroad; and when the balance of payments difficulties of the 1980s gave the 

technocrats grounds to stop a series of capital-intensive projects which would probably have 

had weak payoffs and would certainly have had a negative distributional impact. 

 

The 1990s and the East Asian financial crisis 
The most recent chapter in Indonesia’s economic story is not a happy one. As Hill (2000b: 

135) notes: ‘… it is hard to think of a regime which, having achieved so much over a quarter 

of a century, ended so abruptly and ignominiously’. The main elements in how a country could 

fall apart after doing so well for so long have to do with institutions, factors inclining the 



    

 143 

country to corruption and the policy mistakes associated with it. Suharto and the military are 

both viewed as sources of long-run stability in the Indonesia, but it is a stability that brings its 

own dangers. 

 

Indonesia had all four of the elements identified by Robinson (2001) as risk factors for 

predatory state behaviour: large benefits to the holding of power, abundant natural resources, 

low endowments of factors complementary to public investment, and intrinsic instability. But 

Muller (1998) emphasises that the army saw itself as acting in the interests of the country as 

a whole; and helped to redefine the country’s goals with economic growth as a priority. In this 

it shares a strong parallel with Chile, whose military saw themselves as ‘saviours’ of the 

country. Indonesia’s military government was of course more successful than many others, 

perhaps because of the fear of communism, perhaps because of Suharto’s inclination to listen 

to serious technocrats when conditions were not good. But the possibility of crisis was 

perhaps never too far away, as illustrated by the problems created by the downturn in the 

early 1980s, which could be stopped partly because of the serendipitous fact that policy errors 

had not gone so far as to be irreversible. 

 

Temple (2003) argues that rapid growth and weak institutions interacted in a way that 

gradually undermined capacity to withstand a shock such as that of the East Asian financial 

crisis. Highly centralised corruption was integral to Suharto’s style of government – near 

monarchical rule (Cassing 2000) – and its extent eventually made effective response to the 

crisis difficult. Lack of competition for the favoured ‘crony capitalists’  allowed him to channel 

large amounts of money in their direction at low risk.
115

 MacIntyre (1992), who analyses the 

coexistence of fast growth with high corruption levels, concludes that Suharto's grip was such 

that he had no incentive to compromise and there were few mechanisms to rein in corruption. 

Corruption was connected to the high level of state involvement in the economy (Temple 

2003), a feature dating back to Sukarno’s nationalisations. Although the state started to 

disengage from production activities in the 1980s, its role was often replaced by private 

conglomerates, themselves benefiting from political patronage. In part the government’s 

continuing commitment to a large state enterprise sector reflected a desire to placate restless 

indigenous groups. Whatever the static deadweight loss, some of which was inevitable, the 

more important negative effects may have been those on social cohesion, political stability 

and economic reform – and those on productivity growth, which may have been deterred by a 

lack of incentives. The fact that some conglomerates were strongly associated with Sino-

Indonesian entrepreneurs also raised social tensions. Cole and Slade (1998) argue that the 

financial crisis itself had political origins; the problem was not so much the lack of effective 

supervisors, but the obstacles posed by the strong political connections of those being 

                                                 
115

 It is interesting to note that General Park did exactly the opposite in Korea, demanding much of the 

capitalists and forcing them to compete internationally. 

 



    

 144 

‘supervised.’  Applying prudential regulations against Suharto’s cronies would have been a 

daunting project.
116

 

 

Concentration of power can be beneficial at times, when it allows efficient decisions to be 

made and implemented quickly. Suharto’s regime almost certainly handled some of the earlier 

threats better than a democracy would have; for example, inflation in 1974 was brought down 

despite great political pressure to spend the oil largesse.  But that same scope for decisive 

action also implies the potential for arbitrary destabilising measures. And when the strong 

centre of power crumbles, an institutional vacuum is likely to be left in its place, as clearly 

happened in Indonesia. Such regimes are only as strong as the current leader, especially 

when no one is being groomed for future leadership. Even if new, effective decision-making 

institutions are eventually established, it is implausible to expect this to happen overnight.  

 

Some lessons and unresolved puzzles 
 

Indonesia’s experience illustrates many not initially obvious principles and suggests a number 

of interesting hypotheses. 

It demonstrates that successful development can occur in spite of many features normally 

seen as inimical to such development, including endemic corruption, ethnic dissension and 

diversity, initially low levels of human capital, and a serious bout of internal violence. The 

Indonesian experience is also consistent with the ideas that: 

 Successful growth of agriculture, especially small agriculture, is a very positive 

component of the process of acceleration to fast, sustained growth in countries that are 

still mainly agricultural. 

 A good group of technocrats with the president’s ear is important, and popular fear of 

instability can increase their influence.
117

 

 Reasonable macroeconomic stability is important, though inflation in the 10–20% range 

can be manageable. 

 Good exchange rate management to avoid overvaluation and to ‘introduce’ new export 

lines is especially important. 

 Light (labour-intensive) exports can contribute to both growth and equality. 

 Healthy growth in a country’s main trading partners (often in the same region) helps. 

                                                 
116

  This pattern played itself out in very similar ways in many Latin American countries such as 

Paraguay and Ecuador. 

117
 For instance, the Indonesian population’s memories of hyperinflation and the financial problems 

associated with the giant state-owned energy company Pertamina in the mid-1970s strengthened the 

technocrats’ grasp on the macro economy. 
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 Undue concentration of economic and political power can lead to fragility of growth, as 

vulnerabilities are not dealt with in an expeditious fashion 

 

Microeconomic orthodoxy vs industrial policy vs a disorganised mixture of the two? 

Whereas macroeconomic policy – and exchange rate policy in particular – was pivotal in 

generating Indonesia’s resurgence of growth from the mid-1980s by making and keeping 

labour- intensive exports competitive, it is less clear and more vigorously debated whether 

and in what ways industrial policy in the form of protection and other forms of support for 

domestic industry, or more generally ‘market intervention’  has been more beneficial or 

harmful overall since the 1960s. Indonesia’s development appears to have been achieved in 

the face of what is often referred to as ‘microeconomic orthodoxy’  (Temple 2003; Hill 2000a; 

and others). Policy was in many ways interventionist, often in a way that was neither coherent 

nor consistent with an industrial strategy (as it was in cases like Korea and Brazil) – or with a 

strategy accepting the efficiency of markets.  How surprising is this outcome? Could 

Indonesia have grown even faster had it adopted such orthodoxy? Could it have done better 

had it adopted a coherent industrial strategy, more like Korea’s for example, with strong 

incentives to increase productivity and competitiveness? This issue is doubtless too 

complicated to be answered persuasively at this time, or perhaps ever.  

 

The outcome of Indonesia’s economic strategy could be taken as evidence for the value of 

protection (whether on static or dynamic grounds), even when such protection did not appear 

well designed and was often linked to crony capitalism. It might also suggest simply that 

microeconomic policy is unimportant relative to macroeconomic policy, unless it is 

disastrously bad in design and implementation. This would be consistent with the idea that 

some growth was lost through this policy, but that such loss was not substantial. Together 

with the evidence from the other countries studied here, Indonesia’s experience tends to 

support the second view offered; especially the idea that good exchange rate management 

and macroeconomic stability (defined appropriately for each country) are the keys to success.  

 

One thing that is clear is that Indonesia’s policy history in this area was complicated and 

changeable, reflecting political pressures and economic imperatives. The political economy of 

protection has involved several quite different pressures. General suspicions and doubts 

about the dangers of capitalism survived into the new regime, helping to keep Indonesia a 

heavily regulated economy into the early 1980s. Then there was the standard view that infant 

industries needed to be protected in order to move the country up the scale of industrial 

sophistication. Technology nationalists like the country’s Minster of Technology and 

Research, Jusuf Habibie, argued that technological leap-frogging had been the key to 

industrial success in South Korea and that letting market forces determine the pattern of 

industrialisation was a recipe for falling behind (Booth 1998). Another clear policy objective 

was to assist pribumi businessmen – a goal which contributed to crony capitalism, market 
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imperfections and various forms of corruption. A 1970 commission to investigate corruption 

and bureaucratic mismanagement was especially critical of Pertamina, the expanding 

parastatal empire built around oil, but little progress had been made in attacking the problem 

when that entity fortuitously collapsed under its own excesses in 1975.  

 

Such dramatic failures as those outlined above, together with looming economic crisis, made 

various forms of liberalisation more palatable; some were thus countenanced by Indonesia’s 

body politic and at least partially implemented in the 1980s. In the 1990s much concern was 

however expressed about the impact of liberalisation which had taken place over 1985–1995 

(Booth 1998). There was, for instance, widespread perception that it had favoured business 

conglomerates. The idea that liberalism favoured the Chinese was exploited by Islamic 

intellectuals, who argued that the rise of the conglomerates had been at the expense of the 

development of a broader-based entrepreneurial class. Critics highlighted the inadequacy of 

government efforts to foster such a class.  

 

In this complex setting it is easy to see the end of the oil boom as a blessing in disguise 

(Booth 1992; MacIntyre 1992). At an earlier time, even basic microeconomic reform could 

have been politically very difficult due to suspicion of free markets, and the 1980s reforms 

were therefore presented as pragmatic responses to Indonesia’s having become a high-cost 

economy (while discussion of overall development strategy was avoided). Internal reform of 

the largest state bank, BRI, making it one of the most applauded lenders to small firms and 

receivers of small deposits in the world (Papanek 2003; Patten & Rosengard 1991), was part 

of Indonesia’s banking system reforms between 1983 and 1988, and was a master stroke of 

policy. The bank was not privatised, but it was made efficient. Implementation in May 1986 of 

a duty drawback that was administered efficiently and without corruption and the gradual 

dismantling of quantitative restrictions (QRs) from 1986 onwards were among the factors 

contributing to the big manufactured export boom. This watershed event – in terms of its 

direct impact on growth, the balance of payments and employment and its fostering of a 

sizeable export lobby in the manufacturing sector for the first time – created momentum for 

further reform (Hill 2000a).  

 

In some cases the aggregate marginal output capital ratio can give hints of trends in 

microeconomic efficiency, though it also reflects changes over time in sectoral composition of 

output, and may be expected to fall as an economy acquires more capital. Here the story is of 

a very high ratio over the take-off period, falling sharply as expected over the early 1980s 

slowdown, then recovering to about 0.25 (current or constant price), much below the earlier 

level of 0.4 and higher during the first boom (Table 5.A). While this pattern does not ‘prove’ 

anything, it is consistent with the proposition that microeconomic efficiency improved from the 

mid-1980s or thereabouts. 
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The importance of agriculture in Indonesia’s economy 

Another curiosity of the Indonesian case is why the government opted to give so much 

attention to agriculture and the rural areas, persevering in spite of the fact that early attempts 

to raise agricultural productivity were not particularly successful (Temple 2003). The regime 

did however learned from some mistakes, and by the time of the oil boom it was in a position 

to increase the resources allocated in this direction. Hypotheses include the ideas that in a 

very rural country with a large population the prospect of rapid urbanisation was particularly 

threatening; that Suharto’s rural background played a role; that maintaining a power base in 

Java (full of rice farmers) was important; and that rice was a pivotal product for political 

stability. The importance of agriculture in Indonesia was illustrated by the fact that there was 

unrest during the rice shortage of late 1972 after prices doubled in a few months. Sukarno 

had appeared to commit to the welfare of ordinary people and this may have constrained 

Suharto; and thus helped to explain the emphasis on poverty alleviation (Bevan et al. 1999). 

Many small farmers had supported the communists in the 1960s and a return to political 

radicalism would have been highly destabilising. (MacIntyre 2001). 

 

The rationale for the rural focus of policy in Indonesia is related to the broader question of 

whether Indonesia’s relatively good performance in equality was the result of policy or luck. 

This is hard to judge because so many steps that were at least reasonably good for the poor 

were also good for growth and, in the case of rising rice production, for national self-

sufficiency in staple foods. As noted above, Manning (1988: 73) concludes: ‘Distribution goals 

were not an important priority of rural development programs, either through the largely 

defunct land reform programs or by designing programmes which would ensure the delivery 

of key product inputs to small and marginal farmers.’  
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Chapter 6: India’s Step-Wise Acceleration 

 

Introduction 
India’s acceleration is arguably one of the most important instances of this phenomenon to 

occur in the latter half of the 20th century. The second most populous country in the world, it 

suffered both low average income and slow growth over most of its first three post-

independence decades (1947–1977). Other features of special interest include its being the 

largest stable democracy in the world, its high level of internal heterogeneity (in ecological, 

cultural and economic terms), and its recent colonial past. Since before independence there 

have been strongly conflicting visions of where the country should go, with Gandhi and Nehru 

providing the main philosophical divide. Nehru’s ideas quickly came to dominate.
118

 Later, and 

in more practical terms, the conflict between extensive planning and government involvement 

in the economy vs more scope for markets became the main focus of differences. India was 

closer to the former end of the spectrum than most developing countries and more influenced 

by the Soviet Union. Indian governments maintained a socialist rhetoric up until the early 

1980s, which was to some extent the other side of the coin from a strong anti-business 

ideology. Its policies were substantially guided by the Feldman (or Mahalanobis–Nehru) 

model, with an emphasis on the development of capital-intensive core industries rather than 

on the labour-intensive industries in which the country would be expected to have a 

comparative advantage. It was thus unusual among lower-income developing countries in the 

extent of investment in heavy industry. The government played a dominant role in investment 

and production in the basic industries, and an extensive one in controlling and regulating 

private-sector decisions on capital formation and international trade (Bhagwati & Desai 1970). 

As a large country with a definite sense of itself, India has followed its own policy path; in 

terms both of broad policy design and of response to crises as they have arisen. In this 

respect, it serves as an interesting comparator with Brazil.  

 

Both the timing and the (presumably related) sources of India’s acceleration have been the 

subject of much debate and no simple, straightforward story has won the day. The 

considerable disagreement as to how India’s take-off should be dated relates to the fact that, 

while the 1980s clearly saw faster growth than did previous decades, it has been argued that 

this rate was unsustainable; hence that the real take-off occurred in the early 1990s, after the 

major economic reforms which largely eliminated the regulatory framework for industrial 

investment and production. For others, the first important changes occurred in the 1970s.  In 

spite of the ambiguity as to timing, the Indian case is important because the total acceleration 

was large and, by virtue of the country’s size, it has affected many people. 

  

                                                 
118

 Basu (2004) observes that, unlike Lee of Singapore or Park of Korea, Nehru was not obsessive 

about growth. 
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Quantitative aspects of India’s growth acceleration119 
Given the heated discussions about what produced the acceleration from the slow average 

growth of the early 1970s to fast growth of the 1990s, it is important to review the evolution of 

some relevant variables over this period in some detail.  

 

During the generally slow growth period to the mid-1970s there were short bursts of good 

growth, especially from 1967 to 1970 when the average was 5.74%. There were also large 

year-to-year fluctuations, usually associated with the performance of agriculture. After a 

previous deceleration there was a fairly gradual acceleration, albeit with fluctuations, from at 

least the mid-1970s. In terms of decade-long averages, the slowest growth period was 1964–

1974 (2.6%), the culmination of a decline from 4.4% in the second half of the 1950s (and 

about 4% for the 1950s as a whole). By the 1980s the figure was 5.9% and the 1992–2001 

decade saw the same ten-year average. The 1996–2006 figure, however, reached 6.4%. 

 

The gross domestic savings rate underwent a rather smooth increase from around 10% in the 

first half of the 1950s to around 13% in the early 1960s and around 20% by the mid-1970s 

(Pandit 1991), the sort of increase that Lewis (1961) defined as a key precondition for a 

country to get moving quickly along a growth path. The rate then moved on up to reach 30% 

in 2003/2004 (Basu & Maertens 2007). The current price investment ratio rose somewhat less 

rapidly than the gross domestic savings, being a couple of points higher in the early 1960s 

and a couple of points lower by the early 1990s for a total increase of 7–8 percentage points 

over that time. In spite of the clearly upward trends in the savings and current price 

investment rates, the (constant price) investment rate has been remarkably stable over the 

years, with only a gradual increase from a bit under 21% (1993 prices) over the 1960s (ten-

year average) to a peak ten-year moving average of 25.3% for 1993–2002. By decade the 

increase was from 21.9% (1970s, i.e. 1970–1979), 22.6% in the 1980s, and 23.0% in the 

1990s. Within this pattern of gradual secular increase the late 1970s stand out, with the ratio 

rising from a nearly constant level of 21–21.5% in the early 1970s to over 23% in 1978 and 

1979, and nearly 24% in 1981 (after the drought-induced drop to 20.9% in 1980). A rate of 

                                                 
119

 As Bosworth et al. (2007) are at pains to point out, statistics on India have many serious 

weaknesses. Their account shows that data for the formal sector are relatively good for all years, but 

even in 1999–2000 this sector accounted only for an estimated 42% of GDP (and 56% of that in non-

agriculture), and for 12% of non-agricultural employment and less than 5% of total employment. Data 

on total labour inputs are based on quinquennial  household surveys, but for the intervening years both 

employment and output in the informal sector have to be interpolated or extrapolated, with the result 

that important revisions are often made. On the employment front the decennial censuses are believed 

to produce good estimates of total population but to greatly understate participation rates. The 

quinquennial surveys appear to give good participation rate estimates but to underestimate total 

population. So only since the first quinquennial survey (1972–1973) can fairly reliable employment 

series be generated. Investment figures are also subject to uncertainties between benchmark years. We 

attempt in what follows to take account of the adjustments made by Bosworth et al., although we 

continue to use the World Bank’s online figures for the macroeconomic variables. 
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24% was only achieved in one year prior to 2000. It thus appears that the late 1970s saw a 

sort of ‘limited breakthrough’ on the investment front, understood as an upward shift of a 

couple of percentage points in an investment rate which has been remarkably stable and 

never, until the present decade, very high.
120

 The bigger increasse in the current price than in 

the constant price investment series points to a significant increase in the relative price of 

capital goods over the period from the mid-1960s to 1985. There has been a decline since the 

mid-1990s, possibly as a result of increased liberalisation of trade. The gradual but 

continuous rise in the current price investment rate from 15% in the early 1960s to a peak of 

over 23% in the late 1980s reflects increased savings (domestic plus foreign). This rate 

slipped a little from its mid-1990s peak, before surpassing 30% in 2005/2006.  

 

The slow and overall moderate rise in India’s constant price investment ratio while the 

average growth rate was increasing markedly albeit somewhat erratically since the mid-1970s 

implies that the marginal output-capital ratio has risen significantly. A five-year moving 

average of this ratio reveals a set of waves with each new wave hitting a higher peak, 

beginning in the mid-1980s (at nearly 0.25) and finally hitting 0.3 in 2000–2010. Ten-year 

averages reveal an upward shift from below 0.2 for all decades ending before 1980 and 

fluctuating around 0.25 for decades beginning from 1980 on. The story of India’s growth 

acceleration thus has a great deal to do with the increased productivity brought on by 

investment. New patterns of the 1990s – especially the sharp increase in the export:GDP ratio 

– raised marginal capital productivity above its trough of around 1990, but did not immediately 

push it above the level of the mid-1980s; though this structural shift could have played a role 

in the higher productivity attained a decade later. To the extent that an increase in exports 

raised factor productivity through a static resource allocation effect, the impact would be 

cumulate as the export ratio rose.  

 

Over the longer run, therefore, the Indian story is of a traditionally low marginal output:capital 

ratio which then rose to provide nearly all of the explanation (in the mechanistic sense) for the 

faster growth achieved since the worst growth decade of 1965–1974 (average 2.6%) when 

the investment rate was 21.34% and the marginal output:capital ratio was just 0.12. By the 

decade 1996–2005 the average growth rate was 6.2%, the average investment rate 22.9% 

and the average output:capital ratio 0.270. These numbers are quite consistent with the idea 

that India’s early post-independence growth pattern was an inefficient one, through some 

                                                 
120

 Since the current price investment ratio has risen a good deal more, from a five year average of 

15.6% over 1960-64 to 22.6% over 1998-2002, and has continued to rise faster since then than has the 

constant price series, any serious inaccuracy of the price series for investment goods in India would 

affect conclusions with respect to the proximate sources of growth. In particular, if the rise in the 

relative price of capital goods has been overstated, then the true investment ratio rose faster than the 

figures show and  accounted for more of the growth than estimated here and the rise in productivity for 

less o f it. 
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combination of the focus on heavy industry
121

; a low average return to investment because of 

its composition, with relatively high shares in construction and in inventory increase and a 

correspondingly low share in machinery and equipment (Table 6.1)
122

; and a cumbersome 

regulatory process. Other factors that could have contributed to the low output:capital ratio 

would be a lack of ‘free growth’ through the discovery of new mineral products and expansion 

onto new, good land. The logical interpretation of the doubling of the marginal output:capital 

ratio would be an increase in efficiency of growth, since India does not appear to have been 

the beneficiary of major new natural resource finds or development, relative to the size of the 

economy. The composition of investment changed significantly, especially in constant price 

terms – between 1980 and 1993 the machinery and equipment share rose from 40.3% to 

61.2% as both the inventories and construction shares fell (Table 6.1). The price of machinery 

and equipment fell gradually relative to GDP and sharply relative to construction investment, 

with this latter decline concentrated in the early 1980s as construction prices rose and 

machinery prices fell relative to GDP. 

 

 

                                                 
121

 The impact of the focus on heavy (basic) industries would depend on the share of total investment 

dedicated to them. The share of gross investment going to registered manufacturing was 19.5% in 

1951/52 to 1960/61, 21.5% in 1961/62 to 1970/71 and 19.6% in 1971/72 to 1980/91 (Sundrum, 1987, 

93). Even if such investment paid off rather badly, this could not explain much of the low output-

capital ratio, unless that growth strategy also explains a considerable amount of other investment (e.g. 

in infrastructure) that was also of low productivity. The marginal capital-output ratios in mining and 

manufacturing was high and rising in the second two decades distinguished here, reaching 9.71 in the 

last one; this together with the predictably high figures of infrastructure and construction/ real estate, 

explains the very high average of 6.04 for that decade (Sundrum, 1987, 94). 

122
 Since the useful life of machinery and equipment is on average lower than that of infrastructure and 

other construction, the overall marginal output/ capital ratio may be a misleading indicator when 

comparisons are made across countries or periods when the composition of investment changes. 

Perhaps some of the slower growth in early decades and the subsequent speed-up is thus due to the fact 

that these early investments paid off over a relatively long period.  
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 6.1: Composition of investment in India (selected periods, 1951–1993)  
                              (Per cent of gross investment) 

                               ----- 1970/1971 prices ---------     ---------1980 prices------------- 

Category of 

investment 

1951/1952 

to 

1960/1961 

1961/1962 

to  

1970/1971 

1971/1972 

to  

1980/1981 

1980 1985 1990 1993 

Construction  54.6  53.8  44.9 44.4  33.4 

(40.9) 

32.5 

(42.9) 

36.7 

(47.8) 

Machinery and 

equipment 

 35.9  36.2  38.4 40.3 44.7 

(39.4) 

55.5 

(47.4) 

61.2 

(50.3) 

Gross fixed 

investment 

 90.6  90.0  83.3 84.7 78.1 

(80.3) 

88.0   

(91.3)       

97.9 

(98.1) 

Additions to 

stocks 

   9.4  10.0  16.7 15.3 21.9 

(19.7) 

 12.0 

  (9.7) 

 2.1 

(1.9) 

Gross 

investment 

100.0 100.0 100.0 100.0 100.0 100.0 100.0 

Depreciation   28.9   28.5   27.5     

Net investment   71.1   71.5   72.5     

Source: The first three columns are based on Sundrum (1987). As noted, these data are in 

constant 1970/1971 prices. The rest of the figures are from United Nations Yearbook of 

National Accounts, selected years. Figures in parenthesis are shares based on current prices 

 

 

The constant price to export ratio was rising during the 1970s (when it averaged 6.9%), but 

fell a little during the 1980s (when it averaged 8.0%) before initiating its real surge from the 

early 1990s for an average of 11.2 in that decade and 17.9% over 2000–2002. The current 

price to GDP ratio, however, was on average also a little higher in the 1980s than the 1970s, 

but jumped more sharply in the 1990s. 

 

Regardless of one’s views on the impact of the early 1990s reforms and whether they 

constituted an important turning point in India’s growth process, it is clear that something 

happened in the late 1970s and/or early 1980s which must also be explained. An interesting 

case can also be made that the more important changes occurred before the 1990s. 

 

The interface between growth acceleration and the long-run determinants of growth 
Because the broader discussion of the determinants of long-run growth in India has interfaced 

with the discussion and debates about when acceleration occurred, and because it is 

important to remember that accelerations may or may not give many hints about what 

accounts for longer-run growth, it is worth distinguishing a few categories of hypotheses about 

that long-run growth. By the 1970s it was clear that India’s sluggish overall growth needed an 

explanation. One obvious explanation would be a poor natural resource endowment – or, put 
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another way, a country overpopulated relative to its natural resources. A lack of human 

resources, whether attributed mainly to colonial rule or not, would be another. In examining 

growth, it was natural that some of the steps taken or events occurring around the time of any 

acceleration that occurred in India would come be considered as positive contributors. Policy 

choice also received a lot of attention. 

 

Many elements of policy have received attention with regards to acceleration (including those 

instruments that make up the Washington Consensus in favour of more market-friendly 

settings), as has the relative focus on and support for economic sectors like heavy industry, 

agriculture, and manufacturing and financial policy and development. A number of these are 

touched on below as they appear to have some bearing on the acceleration experience.  

 

Timing as a factor in India’s growth acceleration 
In most countries the timing of major growth accelerations is fairly easy to specify, but in India 

this is not the case. Timing is important since it helps to identify the factors and policies that 

may be presumed to have played a role. An undue focus on timing of accelerations could 

also, however, help to obscure important changes that foster growth in the long run. 

 

There are at least three competing suggestions as to when India’s growth acceleration 

occurred: the early 1990s, at the time of the reforms which largely eliminated the regulatory 

framework for industrial investment and production; the early 1980s; and the mid- to late 

1970s. A simple look at the trajectory of GDP would incline one towards the early 1980s, as 

argued by both Rodrik and Subramanian (2004) and Virmani (2004). Relatively sophisticated 

statistical criteria designed to identify turning points favour this choice, as is noted by these 

authors. But, as a still largely agricultural country and an important oil importer, India’s annual 

growth rate has been more affected than most by weather and by oil shocks. In trying to judge 

growth performance it makes sense to take account of exogenous forces such as these. 

Approaching the issue in this way also raises the possibility that there was no specific period 

of acceleration, but instead a more complicated process stretching out over 15 years or so. 

Such a view fits nicely with the behaviour of several of the macroeconomic ratios of interest, 

closer to a gradual upward drift than to a quick shift in a short term. It might be explained in 

terms of a gradual (albeit with significant detectable steps along the way) movement away 

from the original Mahalanobis model that focused on heavy industry and thereby eschewed 

such potential as there was to specialise in labour-intensive goods for export, and away from 

a highly regulated economy with considerable built-in inefficiency. Both of these features 

would help to explain the low marginal output:capital ratio over the early period. Meanwhile, 

Nayar (2005) makes an interesting case for the late 1970s, on both empirical grounds (the 

details of the growth trajectory) and its being plausible that the policy changes of the mid-
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1970s could have been significantly growth promoting. Basu and Maertens (2007) also see 

merit in this view. 

 

The literature on India’s acceleration displays an intriguing penchant to identify a single 

turning point despite the fact that it is certainly not easy to do.
123

 This tendency clearly owes 

something to the fact that different groups of reformers have a sort of ‘vested interest’ in the 

conclusion that the reforms for which they were responsible or which they favoured were the 

most important. On the other hand, there is much wider agreement that it was the process of 

liberalising reform, whatever the details of timing, which deserves most of the credit for the 

acceleration. Given the extent of controls in India, the lack of any strong evidence that that 

they were well designed and implemented, and the weaknesses of the Mahalanobis model, it 

would be very surprising if the removal of some of them did not have positive growth effects. 

At the same time it should certainly not be assumed out of hand that all or even the bulk of 

the growth acceleration, when it occurred, has been attributable to the reforms – or that such 

growth benefits that have resulted imply the desirability of going either to the extreme of free 

trade or of minimum government control. These are matters requiring more in depth analysis.  

 

The question of how growth acceleration came about in India is thus not synonymous with 

that of which reforms have been undertaken. One would also like to distinguish between 

whether the 1991 reforms had more important effects on growth and other relevant variables 

than did earlier changes – and whether these latter reforms represented a significant 

intellectual shift with respect to good development policy. For the market-oriented reformers 

and like-minded, the answer to the latter question is clearly yes. The former question is more 

difficult to answer. And it may be a moot point as to which reforms were ‘more important’; both 

may have been, together with earlier changes. Desai (1997: 482–483) judges that: ‘Until the 

1991 liberalization, policy-making was guided by the view that the basic policy was sound, 

and only marginal adjustments were needed for removing specific constraints that prevented 

the economy from growing faster.’ Similarly, Panagariya (2004), though he accepts that the 

reforms of the 1980s did help growth, points out that they were limited in scope and without a 

clear roadmap; whereas those of the 1990s were systematic and systemic. Such points 

notwithstanding, unless the growth of the late 1970s and the 1980s is persuasively judged to 

be unsustainable, one must conclude that acceleration occurred before the 1990s. 

 

In terms of the lessons to be learned about acceleration, it may be less important whether the 

turnaround is dated from the mid-1970s or from the early 1980s than whether it is dated 

somewhere within this longer period as opposed to the early 1990s; in the latter case the 

evidence would more clearly support conventional Washington Consensus reforms whereas 

in the former it would paint a more complicated picture. In any case, the lessons from India’s 
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 This penchant is reflected, for example, in Panagariya’s  (2004: 2583) wording: ‘… it is difficult to 

pinpoint the timing of the upward shift in India’s growth rate’. 
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acceleration experience are clearly complicated by the absence of an easily identifiable take-

off period, as well as the fact that tracing the impact of any reforms on growth acceleration is 

complicated by possibly varying lags between policy change and its growth impact. The 

penchant for identifying a single point of inflection and the disregard for possible variability in 

these lags has probably served to confuse the discussion about India’s acceleration. Although 

analysts still must and do try to glean understanding from issues of timing, this effort is 

naturally fraught with more problems than in those countries where the period of take-off is so 

clearly delineated as to be a natural starting point in the discussion of why it occurred. We 

now take a more detailed look at contending points of view in the debate of when acceleration 

took place. 

 

Did the ‘acceleration that matters’ take place in the 1990s? 
Proponents of the view that the early 1990s were the key turning point in India’s acceleration 

focus not simply on growth since the early 1990s reforms, but also on why the equally fast 

growth of the 1980s should not identify that decade as the period of take-off.
124

 Ahluwalia 

(2002) posits that the growth of 6% after the 1991 reforms (1992/1993 to 2001/2002) was 

only a shade better than the 5.7% of the previous decade, but argues that the 1980s growth 

was unsustainable given the big build-up of foreign debt culminating in the crisis of 1991. In 

contrast, the 1990s saw both a more stable growth rate and a ‘remarkable external stability’ in 

spite of the Asian crash.  

 

 

                                                 
124

 Rodrik and Subramanian (2004) note that though their proposed turning point – the early 1980s – 

has been identified by others (e.g. De Long 2003; Williamson & Zagha 2002), standard accounts like 

Ahluwali (2002) and Srinivasan and Tendulkar (2003) leave the opposite impression. 
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Table 6.2: Sectoral and GDP growth rates (selected periods, 

1970–2002) 

 

Period                

Growth                 

sector   

  GDP Agriculture Industry Services 

1970/1972 to 

1980/1981 

 3.2  2.0  4.0  7.2 

1975/1976 to 

1978/1979 

 6.5  2.0  7.4  6.8 

 1981/1982 to 

1990/1991 

 5.7  3.8  7.0  6.7 

1992/1993 to 

1996/1997 

 6.7  4.6  8.0  7.6 

 1997/1998 to 

2001/2002 

 5.4  2.3  4.5  7.8 

 1992/1993 to 

2001/2002 

 6.05  3.45  6.25  7.7 

Source: Ahluwalia (2002); except for 1975–1978 sectoral growth rates, which are from the 

World Bank’s World Tables 1987. The figures reported by Ahluwalia are presumably in 

constant prices of 1993 

 

Although growth was not significantly higher in the 1990s than in the 1980s, the investment 

rate did move up somewhat and exports rose more sharply than before, with an impressive 

doubling of the constant price export/GDP share between1991/1992 and 2002 (Table 6.A). If 

one focuses only on the quinquennium 1992/1993 to 1996/1997, then the implicit acceleration 

vis-a-vis the 1980s would be something over 1 percentage point, still rather modest unless 

the unsustainability of the previous period is considered equivalent to a couple of percentage 

points of growth annually. The character of the Green Revolution, while not such as to imply a 

one-shot  pattern of gains over time, was sufficiently focussed in the first period of the 

massification of the new varieties that it might legitimately be concluded that absent a 

continuation of the positive effects of that process, and other relevant factors being equal, 

growth would have become more costly (higher marginal capital output ratio) thereafter, 

hence that the reforms and the trade surge do account for a considerable differential vis a vis 

the appropriate benchmark. By the 1990s the positive impact of the Green Revolution was 

presumably less than before, though agricultural growth over 1992/1993 to 1996/1997 was 

actually faster (at 4.6%) than during the 1980s (3.8%); it then however dropped to just 2.3% 

over the late 1990s (Table 6.2). Ahluwalia (2002) attributes some of the 1990s growth in this 

sector to the trade policies that reduced protection on industry, contributed to a 30% increase 



    

 159 

in the index of agricultural prices in relation to manufactured goods prices and encouraged 

private investment in agriculture. Meanwhile, however, there had been a decline in public 

investment in critical areas like irrigation and drainage. Growing exports of information 

technology (IT) products started to have an aggregate impact during the 1990s, though it is 

worth noting that the foundations for this industry were laid much earlier – before most of the 

liberalising reforms.
125

 

  

Among the many authors who have argued that the 1980s growth could not last is Panagariya 

(2004: 2582). He argues: ‘Growth during the 1980s was fragile, highly variable across years, 

and unsustainable.’ But variability of growth over the decade does not seem to have been 

severe enough to be a matter of great importance, unless it can be shown to signal a problem 

that is likely to have a negative impact on average future growth. As Mathur (2004) points out, 

though the coefficient of variation of overall growth did fall modestly between the 1980s and 

the 1990s, the coefficient actually rose in manufacturing (and industry as a whole), as well as 

in services, and only fell in agriculture et al. Presumably the other cause of the overall decline 

in the coefficient was the falling share of agriculture in GDP. In any case, neither the 1980s 

nor the 1990s saw a single year with growth below 3% – except for the crisis year 1991/1992 

itself. Among the issues raised about 1980s growth, the important one therefore seems to be 

unsustainability.  

 

Panagariya (2004) points out that the fiscal deficit (at centre and state levels) climbed from 

8% in the first half of the 1980s to over 10% at the end of that decade; and that foreign and 

domestic debt were rising, as current public expenditure jumped from 18.6% of GDP in to 

nearly 25% in 1989/1990. Whether and in what sense this fiscal path was unsustainable is 

less relevant here that the extent to which it produced growth which a sustainable fiscal 

trajectory would not have permitted. Srinivasan and Tendulkar (2003) assign much credit to 

this fiscal expansionism for the rapid growth in the second half of the decade. If, say, it was 

responsible for an average of 2 percentage points growth over 1985/1986 to 1990/1991, then 

without it the average decanal growth would have been 4.5% instead of 5.7% – and the 

1990s would have seen an acceleration of 2.5%.
126

 As of the early years of the 2000s, the 

fiscal deficit was just as high as in the early 1990s. Interestingly, the deficit declined in the 
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 Basu (2004) interprets India’s great software success as the rather ironic result of two policies:  first, 

the often criticised practice of ‘over-investing’ in tertiary education; and, second, the decision of the 

Janata government in 1977 to ask IBM to leave when the company refused to dilute their 100% 

ownership of subsidiaries. This latter step encouraged the local production of smaller state-of-the-art 

but cheaper minicomputers and microcomputers. The opening up in the 1990s then allowed this sector 

to take full advantage of world markets. 

126
 In this connection it is interesting that the deficit had already reached its peak of 10.9% of GDP in 

1986/1987 – well before the only three strong growth years of this part of the period (1988/1989 to 

1990/1991). Government expenditures also were relatively flat over 1985/1986 to 1988/1989, at about 

4% of GDP above their earlier level. The argument that either the level of expenditures or the size of 

the deficit was what generated the fast growth must therefore presume some significant lags between 

the increase in the former variables and the resulting jump in growth. This is a complicated matter. 
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early 1990s as growth hit its peak, but then rose again as growth slowed.
127

 Apparently a 

rising deficit was not expansionary in the late 1990s, as was previously argued. 

 

Some authors feel that the 1990s were the turning point in India’s acceleration because they 

saw ‘pivotal’ reforms take place in this era. They explain the lack of acceleration in the 1980s 

partly in terms of the fact that they were still incomplete by the onset of the 1990s proceeded, 

together with the fact that there were conflicts within the governing coalition that somewhat 

undermined their credibility, and the inability of state monopolies to provide crucial inputs to 

the economy in the amounts needed (Virmani 2004). Virmani (2004) does confront the puzzle 

of faster growth in the 1980s, despite apparently modest reforms, and attributes it in part to 

the credibility of the reforms undertaken then – and the related change in rhetoric of 

government and of intellectuals, which affected the economic environment for business. In 

this latter argument, his view substantially parallels that of Rodrik and Subramanian (2004). 

 

The significance of the 1980s 
Rodrik and Subramanian (2004) argue that an acceleration of note occurred in India in the 

early 1980s, and that it was due to a shift of attitude by the national government in favour of 

private business in 1980 when Indira Ghandi returned to power, re-aligned herself and reined 

in the former socialist rhetoric.
128

 This shift was then reinforced by Rajiv Gandhi on his taking 

power in 1984. These authors describe the new view as pro-existing business rather than pro-

market, in the sense that it was aimed at raising the profits of incumbents but at benefiting 

consumers or facilitating the arrival of  new competiros.
129

 In the early 1980s true 

liberalisation was by and large anathema to organised business, and Mrs Gandhi wanted 

business support. In the Rodrik–Subramanian scenario, the Indian economy had been 

chronically underperforming (consistent with the above discussion of the output:capital ratio) 

given its relatively strong political and economic institutions, rule of law, etc. In such a 

situation fairly minor changes in the policy environment might conceivably have made a big 

difference. The growth effects were in this view due to the more positive atmosphere for 

business and to specific steps like easing access to imported inputs.  

 

In addressing the timing of acceleration, Rodrik and Subramanian (2004) present time series 

not only on GDP per capita but also GDP per worker and total factor productivity (TFP). While 

the first two series leave considerable ambiguity as to whether the early 1980s or the latter 

half of 1970s is a more obvious date for the turnaround, the TFP series shows a clearer 
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 Data from Ahluwalia (2002). 

128
 An earlier, similar, view is that of De Long (2003), who speculates that the change in official 

attitudes in the 1980s was more important than any of the specific policy reforms but still has ‘a hunch’ 

that the growth of the 1980s would not have been sustained without the reforms of the early 1990s, 

though accepting that there is no hard evidence to that effect.  

129
 These Indian reforms are likened to those of South Korea in the 1960s and 70s (also primarily pro 

business) and contrasted to those of Latin America in the 1990s (pro market). 
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inflection point in the early 1980s. It may be noted that the same is true of the marginal output 

to capital ratio, whose five year moving average jumps to nearly 0.25 over 1980–1984.
130

 

Since, however, one is more likely to define economic success in terms of GDP per capita or 

per worker than in terms of such underlying factors as TFP trends, we are inevitably left with 

arguments on both sides as to when acceleration began
131

 –partly just because we are 

focussing on different things. 

 

Rodrik and Subramanian argue both that several aspects of the pattern of 1980s growth are 

consistent with their hypothesis to explain an acceleration, and that other major 

interpretations are not. They note that output gains were most marked in activities and states 

that would be most advantaged by the attitudinal shift – formal manufacturing built up under 

the earlier policy regime in those states where the earlier investments had been 

concentrated.
132

 They cite studies by Ahluwalia (1995) and Unel (2003) to the effect that 

manufacturing experienced a surge of productivity in the 1980s.
133

 They also claim that a 

break in growth performance is suggested by the pattern of average state GDP per capita 

trends (see their Chart 2 in Rodrik and Subramanian (2004: 23)).
134

  

 

Rodrik and Subramanian discard several competing hypotheses offered to explain the 

acceleration, including: 

                                                 
130

  As usual, however, much depends on choice of period duration. Over the four-year period 1975–

1978 this moving average was 0.27; and in fact over 1967–1970 it reached the same level. It is not 

possible to make a clear identification of turning points without an interpretation of the economic 

impact of bad years like 1979 and 1971 and 1972. 

131
 There has been some discussion, which these authors review, as to just when, in the neighbourhood 

of 1980, the turnaround is best dated. Thus while Rodrik and Subramanian (2004) find that the single 

break in all series they study occurs in 1979, they also note that Hausmann et al. (using the criterion 

that average growth in the seven years after the break is at least two percentage points above that of the 

previous seven years) date it in 1982; and that Wallack (2003) also finds evidence of a growth break in 

the early to mid-1980s. This issue does not deserve inordinate attention, given that the data are 

‘contaminated’ by the effects of large exogenous shocks in some years, such that careful dating would 

only make sense if those effects could be removed. Statistical techniques to identify a turning point are 

thus less plausible in India unless one has already taken into account the effect of major exogenous 

phenomena, in particular the droughts and the terms or trade shocks (oil). Since 1979 was a year 

affected by a large negative shock of this sort, the choice between late 1970s and early 1980s will 

inevitably be arbitrary in the absence of a persuasive analysis of the size and duration of that negative 

shock. Equally of concern for this discussion are the weaknesses in estimates not corresponding to 

‘benchmark’ years for which there are relatively good data on the size of the informal sector (Bosworth 

et al. 2007). 

132
 As of 1980 manufacturing accounted for about 16% of GDP and the registered subsector for about 

11%, judging from the 1983/1984 share of registered in total manufacturing value added reported by 

Sundrum (1987). Manufacturing’s contribution to overall GDP growth acceleration – assuming its 

growth ratcheted up by 3 points, as did that of industry (Ahluwalia 2002) – would be 0.33 percentage 

points; that is, a rather small amount. Clearly the bulk of the growth acceleration would have had to 

come from the other sectors, some of it admittedly an indirect effect of the manufacturing growth. 

133
 This was later confirmed and analysed by Mazumdar and Sharkar (2004). 

134
 Since this result might be sensitive to the fact that Bihar’s economy did badly in the 1990s, it 

deserves further probing. 
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 A favourable external environment. They note that most countries slowed down during this 

decade and that India’s terms of trade hit bottom in the early 1980s.
135

  

 The unsustainability of 1980s growth. The consolidated public sector deficit, which 

averaged 5% in the 1970s, rose to 9% in the 1980s. As the authors argue, to be 

persuasive this critique must explain how and how much the fiscal expansionism led to an 

increase in productivity. They contend that measured increases in capacity utilisation (for 

manufacturing only) could not explain more than a third of the large turnaround in TFP 

growth from the early 1980s. 

 External liberalisation. They claim there was little if any such liberalisation, that what there 

was occurred in the second half of the decade, and that indicators of openness showed 

only modest increases until the large jumps of the 1990s.
136

  

 Behaviour of the real exchange rate (RER). There was a depreciation (rising rupee:dollar 

ratio) in the later 1970s, followed by an appreciation before the index stabilised over the 

mid-1980s and then underwent a large real depreciation of over 40% over 1986–1992/93. 

The authors doubt that this was a big factor in productivity growth. What is apparent though 

is that the increasing export ratio is rather closely correlated with the RER, with a break in 

its protracted increase occurring with a short lag after the appreciation and resuming 

shortly after the onset of the devaluation. But this export surge does not appear to have 

been associated with a growth acceleration, so even if the RER was the instrument which 

brought it about, that would not obviously make the RER the source of the growth 

acceleration; which in any case, as Rodrik and Subramanian point out, preceded the major 

devaluation. 

 The Green Revolution, which is seen as too small to explain large changes in aggregate 

outcomes. Further, they argue that productivity increase was smaller in agriculture than in 

other sectors. For both these reasons, it is clear that, if the Green Revolution was a 

significant factor in growth acceleration, it did so through indirect effects of one sort or 

another.
137

 

                                                 
135

Since those terms of trade did stop falling around 1980, one might attribute a turnaround to that fact, 

with the slow growth of the previous period due partly to the ongoing TOT decline. The impact of this 

effect is, however, naturally limited by the fact that India was not a trading nation at this time.  Rodrik 

and Subramanian’s Chart 3 does suggest an enormous fall in TOT (from an index of about 150 to about 

80 over the 1970s). The direct effect of such a decrease, given exports and imports at say 8% of GDP, 

would have reduced GDP growth by at most 4% over the 1970s, or 0.4% per year. Given that a lot of 

the imports were intermediate and capital goods whose rising scarcity would have some multiplier 

effects, the impact would no doubt be greater. This factor might strengthen the argument that the late 

1970s saw the shift in basic performance of the economy. 

136
 It is interesting to note that the big jump in penetration ratios (Rodrik and Subramanian, 2004, 36) 

occurred in the late 1990s, as growth was slowing.  

137
 Effects of the type identified, for example, by Mellor (1976). 
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 Public investment, which rose by 4% of GDP between late 1970s and late 1980s. The 

authors discard possible demand effects and estimate that productivity-enhancing effects 

would be too small to make much difference.
138

 

 Internal liberalisation. They note that Joshi and Little (1994) imply that there was no more 

that a modes, albeit not trivial, degree of such deregulation during this period.  

 

In arguing that attitudinal change was more important than the specific policy steps, Rodrik 

and Subramanian claimed that there was little ‘paper trail’ pointing to such steps. Nayar 

(2005) and others argue that there was such a trail in the 1980s, i.e. that relevant reforms did 

occur
139

, but Nayar carries this argument back to what he considers to be the more pivotal 

period of the mid-1970s. 

 

Arguments for a late 1970s take-off 

Reform has always been partial and fitful in India, with the political leadership wary of 

changes that would affect its constituencies or that would appear to benefit the rich (Nayar 

2005). Exogenous factors, both economic and political, have also, at least until fairly recently, 

played a significant role in determining both the rate of growth and the urgency of policy 

change. Changes occur at moments of crisis such as those experienced by India in 1975, 

1980 and 1991 – and in the last of these years India came closer to default than ever before 

(Basu 2004). Nayar (2005) judges that a setting conducive to unleashing India’s growth 

potential arose in the mid-1970s after several decades of relative failure which, in various 

ways, contributed to creating the conditions for take-off; partly though a learning process on 

the part of leaders, especially Indira Gandhi.  

 

The high capital needs implicit in the Mahalanobis–Nehru ISI strategy put the third five-year 

plan (1961/1962 to 1965/1966) in trouble, but it was rescued by foreign donors, whose 
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  Note that their Chart 8 suggests a strongly inverse association between private corporate investment 

and household investment. If this is a result of the latter being the residual in a calculation beginning 

with total investment based on purchase of capital goods, from which private corporate investment is 

subtracted, then there is a serious possibility that the negative association is a spurious result of 

measurement error. If the household investment series is not plausible in the light of other data and a 

general understanding of its determinants, it deserves a second look If household investment in fact did 

not nosedive in the early 1980s as these figures indicate, then total investment was presumably 

underestimated at that time, in which case the estimated productivity increase might not have occurred 

in the early 1980s but at some later or earlier time. If total investment rose sharply in the early 1980s 

this might still be viewed as consistent with the authors’ hypothesis, but the main impact might not 

have been on productivity but simply on the investment rate, which according to the official figures did 

not rise during this period at all. Or it could be a combination of the two factors. 

 

139
 Desai (1999), Pursell (1992) and Virmani (1997) attribute the 1980s acceleration mainly to 

liberalisation, with Pursell emphasising it on the trade side. Such analysts tend to see the reforms of the 

1980s more as a precursor of those of the 1990s than like the sporadic efforts of earlier decades, which 

were often quickly reversed.  Panagariya (2004) documents the 1980s reforms, emphasising those 

involving internal liberalisation.  
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largesse (in the form of loans and grants accounting for 19.3% of investment undertaken in 

this plan) was driven by geopolitical considerations – in particular the need to support India in 

its economic competition with China (Nayar 2005). Though the still-sacred heavy industry 

strategy remained a drag on the economy, this high level of foreign aid helped to produce 

average growth of 5.0%. But when droughts of 1965/1966 and 1966/1967 were added to the 

model’s inherent problems a severe recession hit and the US (through the World Bank and 

the IMF) pressured for devaluation as part of a liberalisation package, construed as the first 

step towards a more general liberalisation of the economy. The timing of the devaluation—in 

the midst of a serious drought, and the optics-- giving in to American pressure, produced a 

disaster, both economic and political. Policies swung to the left and the Congress Party split 

over the nationalisation of all the banks (Nayar 2005); one of many public sector 

encroachments into the previously private-sector domain.  

 

The combination of radical policies, droughts, the need to deal with Bangladeshi refugees and 

the removal of American aid produced stagnation (growth averaged at 2.6% over 1965/1966 

to 1974/1975). Riots and industrial unrest came with it and inflation peaked at over 25% with 

the impact of the oil price hikes. A turning point came in 1973. Indira Ghandi had become 

disillusioned, especially by the results of the government takeover of the wholesale wheat 

trade. Added to this, she was suspicious that her Communist allies had manipulated her, and 

the oil shocks had convinced her that economic isolation was not the answer for India (Nayar 

2005). Her change of heart led her to rescind the wheat trade takeover and to get tough on 

unions, fearing that wage concessions would fuel further inflation.
140

 The resulting harsh 

crackdowns symbolised an end to the ‘socialist’ strands of policy, even though the rhetoric 

lived on. 

 

Though, like all countries facing serious economic imbalances leading to crisis, India had to 

undertake an adjustment. The stabilisation package applied at this time was ‘home-made’ – 

both in the sense of being the product of internal analysis rather than an IFI recipe and, 

consequently, of involving somewhat different specifics to what an IFI recipe would. It 

included increased excise taxes and railway fares, a wage and salary freeze and other steps, 

which together brought inflation to heel. Little or no conditionality was attached to the large 

IMF loans of the early 1970s. After 1971, when the world’s fixed exchange rate regime ended, 

the government linked the rupee to the weakening pound sterling, which then dropped 20% in 

value over 1971–1975, a sort of devaluation by stealth and a shrewd political move given the 

disastrous experience with open devaluation in the mid-1960s (Joshi & Little 1994).
141

 The 

real exchange rate fell despite the unprecedented bout of inflation in the early 1970s, with 
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 Uchikawa (2003), cited by Mazumdar and Sarkar (2004), notes that man-days lost to labour disputes 

dropped sharply in the first part of the 1980s. 

141
 Joshi and Little (1994) refer to ‘some clever anticipation on the part of a few senior bureaucrats who 

saw the importance of devaluing the rupee by stealth’. 
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export value rising fast as a result; although the export volume rose only modestly (Nayar 

2005).
142

 This devaluation reflected a new recognition of the importance of an effective 

interface with the world economy. So did the automatic licensing of imports for export-oriented 

industries and the liberalised finance for the export sector at concessional interest rates. Cash 

incentives for exports were increased and extended to more industries.  

 

Nayar (2005) dates the beginning of India’s liberalisation process at about 1975. One set of 

policy changes touched directly on export activities, but there was a more general relaxation 

of government controls on the investment and output of the private sector, previously justified 

as part of the planning-based system and of curbing monopoly practices. The government 

now allowed automatic increases of output by 25% over five years without prior permission for 

15 export-oriented engineering industries. Nayar sees the reforms of 1980/1981 as either a 

second phase or simply a continuation of those of the mid-1970s. By the time of her return to 

power in 1980. Indira Ghandi was prepared to go farther than before – for example, the 

permission for automatic expansion of capacity by 25% over five years was extended to a 

much larger number of industries (Nayar 2005). Average growth over the four years 1975–

1978 was a healthy 6%. The next year (1979/1980), with a shrinkage of -5.2%, saw the 

combined negative effects of the drought – which cut agricultural output by 13.4% – and the 

second oil shock, which together led to that year tying with 1965/1966 for the biggest drop in 

growth in post-independence history. 

 
The late 1970s also saw what was arguably the first upward shift of a couple of points in the 

constant price investment ratio, with the next shift not occurring until around 2000 (Table 6.A). 

The current price investment rate rose much more and earlier – from around 15% in 1970 to 

20% by the end of the decade – and after a further increase was back down to under 23% in 

the first years of the present decade. If the real investment series is taken as the best 

predictor of underlying growth potential, and if one takes these investment data literally,143 

this provides another piece of evidence that there was a meaningful change in the late 1970s.   

 
While a number of potentially important points of inflection appear to have taken place in the 

early 1980s, one that appears to date from the early 1970s is that of the gross domestic 

savings rate (Basu & Maertens 2007). One prominent explanation for this, especially plausible 

since household savings (including those of non-incorporated business) have always 
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 Joshi and Little (1994: 142) estimate that  the initial pegging to the pound and then other currencies, 

and the depreciation which was permitted between 1974/1975 and 1978/1979 allowed a 23% 

depreciation in the real effective exchange rate (29% when adjusted for export subsidies), which 

contributed to the growth of exports. 

143
 In light of the various other weaknesses of India’s national accounts data (Bosworth et al. 2007) one 

wonders whether the investment goods price series, and with it the constant price investment ratio, is 

very reliable. 
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dominated total savings in India,
144

 is the nationalisation of banks announced by Indira 

Gandhi in 1969. This forced banks to open branches in remote ‘unprofitable’ areas and the 

resulting surge in the number of branches coincided with the rise in financial savings. Real 

interest rates also rose over time (Basu & Maertens 2007), but the dominant impact on 

savings appears to have been the growth in financial intermediation (Shome 2007). If Bell and 

Rousseau (2001) are correct in their conclusion that ‘the financial sector was instrumental in 

promoting aggregate investment and output, but also in the steady shift toward industry that 

has characterised India’s development’, then this may have been the most important 

turnaround of all those considered by students of Indian economic growth. It would then follow 

that the 1970s saw the planting of the seed that explained much of the later growth 

acceleration. 

 

Overview 
As long as one concludes that the 5% growth of 1960/1961 to 1964/1965 somewhat 

overstates the long-run potential of the ‘model’ then in force (though the war with China was a 

negative factor even as the fiscal situation had become unsustainable) and as long as the 

1965/1966 to 1974/1975 growth of 2.6% does not greatly understate the ‘basic’ growth 

performance, it seems clear that a meaningful acceleration did occur at some point, after a 

preceding deceleration. The deceleration to a chronically weak performance would not be 

surprising given the model being implemented in the early years, the lack of attention to 

agriculture and its needs, and the excessive regulation which one would expect to have 

constrained growth. The argument that this basic performance started to improve from its low 

of the early 1970s (the five-year moving average bottomed out at 2.13% over 1970–1974) is 

consistent with the growth numbers and with the idea that by this time the drag effect of the 

focus on heavy industry was starting to wane, that the relaxation of some regulations on the 

private sector and on exports would have released growth potential, and that the real (albeit 

disguised) devaluation associated with the peg to a depreciating pound sterling had a positive 

growth impact. 

 

Linking policy changes (especially gradual ones) to economic performance is hard under any 

circumstances, except in rare cases where one has some strong independently based 

evidence (e.g. microeconomic data of some sort) on the length of the lags between policy 

change and performance. Typically the effects of reforms are likely to be distributed over time. 

In principle, one would expect both the reforms of the 1970s and those of the 1980s to have 

an impact, and it might be hard to use the growth numbers to assess their relative 
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 The structure of domestic savings remained relatively stable at least from the early 1950s through 

the mid-1980s, with household savings typically accounting for 65–75% of the total, private corporate 

savings for under 10% and public savings for 15–20% (Pandit 1991). 
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importance. The De Long (2003) and Rodrik–Subramanian (2004) contention that a key 

element of what made the difference was Indira Gandhi’s changed attitude to business when 

she returned to power in 1980 is especially hard to judge through independent evidence. 

Some (like Panagariya 2004) have argued that attitudinal changes are only likely to have real 

effects if they are translated into policies which do have effects and that important changes 

were made in that decade
145

, though Nayar cautions that Panagariya’s arguments relate 

mainly to reforms in the second half of the decade (whereas growth had clearly accelerated 

by the mid-1980s). The Rodrik and Subramanian argument that not much in the way of 

enacted or implemented reform occurred even in the 1980s is contested by Nayar and others. 

 

Pending further work which might employ defensible estimates of growth adjusted for 

exogenous events (i.e. underlying growth performance) and provide at least partially 

independent evidence on the impacts of the various reforms undertaken (e.g. on investment 

and output growth of the sectors presumed to be affected), the most plausible view seems to 

be that of Nayar, who combines the contention that the real reform process did start in the 

mid-1970s (including the real but initially disguised devaluation). He observes that if one takes 

account of the fact that the 1979/1980 recession was mainly due to the extremely severe 

drought, then a significant performance breakthrough did occur in the late 1970s, making this 

a logical choice as the period of turnaround (if one is to be chosen).
146

 If so, the main policy 

messages would seem to relate to the positive effects of the first steps of deregulation away 

from an extremely constraining prior structure and the benefits associated with real 

devaluation, and with improved export incentives of other types. The constant price export 

ratio shifted up from an average of 5.92% of GDP over 1970–1974 to 7.68% over 1975–1978 

(and the current price ratio rose from 4.05% to 6.31 (Table 6.A). These ratios fluctuated only 

mildly with no trend until the late 1980s when they began their larger and longer upward shift.  

 

It is thus plausible that the late 1970s marked an increase in India’s reaping of the potential 

from international trade through some combination of the ongoing real devaluation and trade 

policy steps. It is also generally believed that the second export surge contributed to the 

growth of the early 1990s. The story is, however, complicated. Growth was fast from 1988 

onwards, except for the fiscal crisis year, 1991. The increase in the export:GDP ratio began 

around 1988, very soon after the start of a period (roughly 1987–1994) during which the real 

effective exchange rate fell sharply (Rodrik & Subramanian 2004). The export ratio increased 

further between 1998 and 2002 as growth was slowing. Several aspects of this record are 
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 He judges that the 1980s reforms were crucial to building politicians’ confidence that policy 

changes in the areas of devaluation, trade liberalisation and delicensing of investment could be done 

without disruption. This helped to make the 1990s reforms politically acceptable (Panagariya 2004). 

146
 The view that 1975 was a turning point has been held by Raj (1984). 
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worthy of note. First, two periods of growth acceleration are associated with an increasing 

export:GDP ratio – the late 1970s and the late 1980s to early 1990s – and in both cases the 

real exchange rate was devaluing. In the other period of (more dramatic) increase in the 

constant price export ratio (from 12.8% in 1998 to 19.9% in 2002, though a smaller increase 

from 11.2% to 15.2% in current price terms) growth was a little slower than in the early 1990s 

or the late 1980s. This period saw no real exchange rate devaluation. Doubtless there are 

many hypotheses that would be consistent with these aspects of India’s experience. One 

possibility is that export growth that results from an exchange rate devaluation tends to 

produce more economic growth than one that is due to freeing of trade. The former creates 

an across-the-board increase in the demand for tradables and may thereby be more likely to 

increase capacity utilisation and to encourage investment in capacity expansion. A second 

possibility is that raising a country’s export ratio from a low to a medium level generates more 

growth benefits than does a further comparable increase, presumably because despite the 

inefficiencies which may be build into trade restrictions, there is a tendency for the most 

beneficial trade to occur when the trading ratio is low and for trade involving a smaller degree 

of comparative advantage to be added later as liberalisation proceeds. Finally, it is possible 

that a negative terms of trade shift has lessened the benefits associated with the most recent 

trade surge. As the export ratio continued to rise, the constant price series rose much faster 

than the current price one, reflecting a considerable negative terms of trade shift on the export 

price side since the mid-1990s.  

 

Note that if either exports or imports are viewed as a key motor of concurrent growth (i.e. with 

no lags) and the 1980s are viewed as the breakthrough decade, then one would conclude 

that rising trade was not behind the better performance. The same goes for rising investment 

(constant price but not current price). Since comparative experience provides strong evidence 

that one or both of investment and exports is often an important part of the growth story, this 

would make India’s experience somewhat unusual, with rising productivity constituting nearly 

the whole story, and with that increase not associated with a significant shift towards export 

activities. 

 

The view that there was no single all-important turning point in India’s growth pattern gets 

support from the fact that the rise in productivity was not one-shot. Whether it ratcheted up at 

several discreet short periods or rose smoothly, and this is less clear in some cases, there 

was decade-by-decade advance. This is apparent, as already discussed, in the marginal 

product of capital as measured by the marginal output to capital ratio. It also holds for labour 

productivity and total factor productivity, as estimated by Bosworth et al. (2007) and shown in 

Table 6.3. Attempts to date a turning point very narrowly are even less plausible because of 

exogenous shocks and serious data problems in non-benchmark years (Bosworth et al. 

2007). 
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Table 6.3: Growth of output, output per worker and total factor productivity (selected periods, 

1960–1999) 

Period Output Output per worker Total factor 

productivity 

1960–1973 3.3 1.3 0.2 

1973–1983 4.2 1.8 0.6 

1983–1993 5.0 2.9 1.7 

1993–1999 7.0 5.8 2.8 

Source: Bosworth et al. (2007), as cited by Basu and Maertens (2007) 

 

 

Wages, income distribution and poverty 
Whatever one's final conclusion about when and why Indian growth accelerated, it is 

important to identify the fallout in the labour market and the impact on income distribution and 

poverty. Employment figures are of only modest use in ascertaining these factors, given the 

still substantially agricultural character of the economy and the traditionally low levels of open 

unemployment. Data on consumption and incomes are thus likely to be more revealing. 

 

Fortunately there is a wealth of data on family consumption levels, dating far back in time, and 

a smaller but still useful body of information on incomes. Judging from this data, the 

distribution of income in rural and in urban India appears to have been relatively stable for 

several decades after independence (or, more precisely, after data collection began in the 

1950s) until the 1990s when there was ‘a pervasive increase in economic inequality’ (Deaton 

& Dreze 2002: 3740). Reported Gini coefficients of the distribution of consumption 

expenditures are in the medium range – between about 0.3 and 0.4 – and show little 

difference in distribution among households and that among persons (Dreze & Sen 2002; 

Sundrum 1987).
147

 The recent increase in inequality reflects widening dispersion of incomes 

among states, rising rural-urban gaps (real agricultural wages have grown at 2.5%, while 

public sector salaries have grown at almost 5%) and rising intra-urban inequality (Deaton & 

Dreze 2002).
148
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  Reported income inequality is, as expected, considerably higher, usually between 0.4 and 0.5 in the 

few years when this variable was used, thus typically being close to 0.1 above the consumption Gini for 

nearby years. 

148
 Official poverty figures suggest a dramatic drop in both rural and urban areas between 1993/1994 

and 1999/2000 after a small decline in 1987/1988 to 1993/1994 in rural areas and a large one in urban 

areas. Revisions by Deaton and Dreze (2002) to correct for a change in the questionnaire design and for 

poverty lines leads to the conclusion that decline was of comparable magnitude (and was substantial) 

over both periods. Kijima and Lanjouw (2004) conclude that for rural areas there was clearly a 

significant decline in poverty over the first of these two sub-periods and that poverty likely declined 

during the second one, but probably did so at a slower rate. 
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Unfortunately the survey data suffer from enough problems to make more detailed 

judgements on the trajectory of inequality difficult – except for the period beginning in the late 

1980s, to which much careful analysis has been directed.
149

 For other periods, including 

those of particular interest here, a degree of ambiguity exists, although that ambiguity can be 

reduced by careful analysis of the income and consumption data together with wage data.  

 

For the pre-acceleration period up until the mid-1970s the data suggest that no dramatic 

changes were underway. Sundrum (1987), using National Sample Survey (NSS) consumption 

data by income categories, reports gradual increases in expenditures over 1950/1951 to 

1977/1978 for all broad income categories, with lower-income groups experiencing the largest 

increase. Since, however, these estimates do not include certain categories of items 

consumed mostly by the upper-income groups, they may be biased towards the appearance 

of decreasing inequality. An illustrative adjustment by Sundrum (1987) suggests that the 

overall Gini concentration ratio might have risen from 0.306 in 1970/1971 to 0.334 in 

1981/1982. The magnitude of this estimated increase is small enough, however, so that – 

taken with the conclusion by Bhalla and Vashistha (1988) that rural inequality was not 

changing in the early 1970s – it is reasonably reassuring that any net change was of modest 

proportions. 

 

Wage data, available only for selected groups, from as early as the 1960s and 1970s show no 

clear upward trend in the real agricultural wage until the mid-1980s when these wages rose 

significantly; while those in organised manufacturing and the public sector began their ascent 

in the late 1970s.
150

 If one dates India’s acceleration from the late 1970s, these data suggest 

a similar lag of say five years before the wages of large groups began to rise. 

 

Wage data hint at further stability or a possible decline in equality during the 1980s. Jha’s 

(2000, 21) calculations indicate that real agricultural wages rose quite significantly between 

the 1970s and the late 1990s, about 75% in total or about 2.7% per year, with the sharpest 

increase occurring between the mid-1970s and the late 1980s and a more modest upward 

drift in the 1990s. Deaton and Dreze (2002, 3737) report an increase in agricultural wages of 
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 Bhalla and Vashistha (1988, 47) compare National Council for Applied Economic Research 

(NCAER) data with the national accounts for 1975/1976, concluding that the former fell about 28% 

below the latter, with fairly standard gaps for this sort of comparison of about 22% for wages and 70% 

for ‘surplus income’, but just 23.5% for mixed (labour and capital) income. Unless one can have high 

confidence that these patterns of underreporting are quite stable over time, straightforward comparison 

across surveys can be misleading. Bhalla and Vashistha (1988) do conclude that comparable surveys 

for 1970/7191 and 1975/1976 in rural areas permit the conclusion that there was no change. 

 

150
 Author’s calculations based on ILO data and Joshi and Little (1994). 
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about 5% in the 1980s and 2.5% in the 1990s.
151

  In their detailed study of agricultural wages 

over 1987/1988 to 1999/1000, Kojima and Lanjouw (2004) also report a slowdown of wage 

growth – as happened between 1987/1988 to 1993/1994 and 1993/1994 to 1999/2000. Since 

the agricultural labour force is increasingly made up of those with no education and low social 

status, increases in this wage can be presumed to lower poverty in rural India. All sources 

seem to concur that wage growth was rapid in the 1980s, with Jha’s (2000) figures suggesting 

the same for the late 1970s. With daily agricultural wages increasing at 5% in the 1980s – 

faster than average per capita output – it is possible that some improvement in distribution 

was occurring, at least within the lower segment of the income hierarchy.  

 

Vasudeva Dutta’s (2005) study of wage earnings of adult males in all sectors of the economy 

reveals an average increase of 86% over 1983–1999, or 4% per year in the real weekly wage 

of regular workers (those with permanent jobs). Meanwhile the increase was less for casual 

workers at 61 – or 3.0%.
152

 The increases were a little more rapid over 1993–1999 (4.35%) 

than over 1983–1993 (3.87%) for regular workers, and a little slower for casual workers 

(3.03% vs 3.26%). This pattern, taken together with that for agricultural wages, suggests that 

the 1980s may have witnessed an income convergence between agricultural and non-

agricultural casual workers, but a rising gap between non-agricultural casual workers and all 

regular workers (most of whom would be in non-agriculture). Over the 1990s (at least over 

1993–1999) agricultural wages showed the slowest increase at about 2.5%, casual non-

agricultural at something over 3% (since all casuals earnings grew at 3% and that of the non-

agricultural part was presumably growing faster
153

, and regular workers at 4.35% (1993–

1999). A considerable divergence between these broad groups therefore appears to have 

been underway. In addition, inequality within the category of permanent workers rose over 

1993–1999 (0.3923 to 0.4293); while that among casual workers fell, especially during 1983–

1993 (from 0.292 to 0.2644).
154

 The higher inequality in the former group is easy to explain, 

                                                 
151

 In this connection they cite Dreze and Sen (2002) and Sarmah (2001). The figures presented by 

Dreze and Sen (2002) imply growth of agricultural wages of 4.15% per year over 1980/1981 to 

1990/1991, and 1.95% per year over 1990/1991 to 1999/2000, and less than 1% per year over the 

1970s. They report an average increase of 2.8% over 1970/1971 to 1999/2000, based on a regression. 

The simple calculation between first and last year implies growth of just 2.3% per year. 

 

152
 The classification by permanence of job has been considered by a number of authors to be more 

useful for the analysis of wage structure in India, in part because the National Sample Survey does not 

collect data on whether the worker is employed in a formal or an informal enterprise. Vasudeva-Dutta’s 

(2004, 2-3) reports that about 57% of regular workers are in the registered sector but only 10% of 

casual workers were; thus nearly all of the latter are in the informal or unregistered sector. 

153
 Unless a falling share of agricultural workers among all casual workers had per se a significant 

positive effect on the average income of all casuals, in which case the earnings of non-agricultural 

casuals might also have been rising at less than 3%.  

154
 Unfortunately the author does not calculate the overall inequality for the total wage sector. Its seems 

fairly clear that it will have increased, given the fact that along with the increased inequality in the 

regular wage sector and the decrease in the casual sector, there was an increase in the average hourly 
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given the range of skill levels represented; as education is a powerful determinant of income 

for these regular workers, but not at all for casual workers where industry affiliation is more 

important and state of residence is the strongest single determinant studied (it explains over 

20% of the variance in 1999). Figures presented by Dreze and Sen (2002) for public-sector 

employees imply average growth of 5.0% over 1973/1974 to 1997/1998 (though their 

regression comes up with a much lower 3.9% estimate). For this group there was fast wage 

growth over the 1970s (6.9% yearly over 1973/1074 to 1980/1981), then 3.8% between 

1980/1981 and 1990/1991, and 4.8% over 1990/1991 to 1997/1998. 

 

To summarise, the sort of distributional changes wrought by India’s take-off clearly depends 

on how it is dated. And, if as seems most reasonable, we consider the acceleration to be a 

two- or three-step process, the first step or steps – occurring at some point between the late 

1970s and the mid-1980s – appear to have been accompanied by a relatively stable income 

distribution, perhaps even an improvement. The last (1990s) step has, however, been 

associated with a considerable increase in inequality. Whether or the degree to which these 

different distributional trends are causally related to the corresponding phases of growth 

acceleration is, needless to say, a complicated issue, which will not be addressed here. 

Hypotheses abound. The extension of bank branches over the 1970s and 1980s are 

estimated by Burgess and Pande (2003) to have had a positive distributional impact. 

Balakrishnan and Parameswaran (2006) conclude that primary-sector production showed an 

upward inflection a little before the onset of the Green Revolution (around 1967/1968), which 

is possibly associated with the expansion of irrigated land in the preceding decade-and-a-half. 

This could have fostered better distribution.  

As for income concentration of the 1990s, various of the liberalisation reforms may have 

played a role;
155

 as might the declining public investments in agriculture, beginning in the 

1980s (Basu & Maertens 2007). The limited dimensions of the formal private sector (which 

was comprised of under nine million people in 2001 and constituted only 2.6% of total 

employment) and its slow expansion have sometimes been attributed to what Basu and 

Maertens (2007: 162) call the ‘complicated and ill-conceived laws that govern the labour 

market’, some of which date back to the 19th century. Besley and Burgess (2004) find that 

pro-worker legislation has a negative effect on investment and productivity in the registered 

manufacturing sector, while Aghion and Burgess (2003) add that this negative impact has 

increased in the post-liberalisation period. 

 

Employment trends and their possible links to changing inequality 

                                                                                                                                            
wage ratio of the first to the sector group from 2.87 in 1983 to 3.06 in 1993 and on up to 3.3215 in 

1999. 

155
 For a detailed treatment, see Mazumdar and Sharkar (2008a). 
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Table 6.4 indicates that employment fell from 72% in 1951 to around 57% in 2001;
156

 but 

despite this the share of employment in agriculture remained high – above that of countries at 

comparable levels of per capita income – and its absolute level appears to have been still 

growing in recent years (at 0.5% per year over 1993–2004, according to Bosworth et al. 2007) 

in spite of the much lower productivity of labour there (just one-fifth of that in services 

according to Bosworth et al. 2007). One would expect this to lead to a faster shift towards 

other sectors. Both manufacturing and services have been gradually gaining share, but both 

are concentrated in skill-intensive activities (Bosworth et al. 2007). In manufacturing this is no 

doubt partly a legacy of the original growth model; in services it owes something to the IT 

sector, but other factors must have been at work also – perhaps including the problematic 

labour legislation mentioned above. The highly dualistic size structure with its ‘missing middle’ 

– a relative lack of medium-sized firms, as emphasised by Mazumdar and Sharkar (2008b) – 

is presumably part of the same problem of creating a reasonable number of formal-sector 

jobs. 

 

The employment share of the registered private sector together with the public sector, which 

rose from 7.3% in 1960/1961 to 10.3% in 1981, appears then to have slipped to 9.8% in 1991 

and to perhaps 8.5% in 2001.
157

 The share of these ‘formal-sector’ jobs in non-agricultural 

employment has fallen faster – after rising from about 26% in 1961 to 35% in 1971, it has 

subsequently fallen to 33% in 1981, 27.1% in 1991, and just 19.4% in 2001. Both public 

sector and private formal employment growth slowed sharply, with the former virtually not 

growing at all over 1991–2001. Certainly one must guess that the shrinking share of formal in 

non-agricultural and in total employment would be a factor in the rising inequality since the 

early 1990s.  

 

 

Table 6.4: Aspects of employment composition India (1951–2001) 

 

Year Agriculture Industry Services Non-

agriculture 

Registered 

private 

non-

agricultural 

Unregister

ed private 

non-

agricultural 

Public 

sector 

Total 

1951 103 640 15 270 24 311 39 581    143 221 

1961 119 098 19 312 27 128 46 440 5 040 34 350  7 050 165 538 

1971 129 890 20 812 29 671 50 483 6 742 33 010 10 731 180 373 

1981 153 016 29 972 39 528 69 500 7 395 46 651 15 454 222 516 

1991 176 881
a 

  98 648
b  

7 677 71 913
c 

19 058 275 529
a 
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 Which, however, suffer from the statistical errors described by Bosworth et al. (2007). 

157
 Assuming total employment growth of 2% over 1981–2001, as suggested by Bosworth et al. (2007). 
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2001 187 762
a 

  142 885
b  

8 652 115 096
c 

19 137 330 647
a 

 

a
 Extrapolated from 1981 figures based on the growth rates presented by Bosworth et al. 

(2007) 

b
 Calculated as ‘total’ minus ‘agriculture’ 

c
 Calculated as ‘non-agriculture’ minus ‘registered private non-agricultural’ minus 

‘public sector’. 

Sources: Sundrum (1987); Dreze and Sen (2002); Jeemol Unni in Uchikawa (2003). 

Extrapolations based on Bosworth et al. (2007), as noted 

 

Although the employment share of industry has shown an upward trend, at least since the 

early 1980s, this has been provided mainly by the construction sector (see Table 6.5), while 

the share of manufacturing has been nearly flat at 11–12% – although it did show a modest 

upturn during 2000–2010. Within manufacturing, the great bulk of employment is still found in 

the unregistered sector, though sources differ on the extent to which this is true. Lee et al. 

(2007) and Subrahmanya (2002), though drawing on somewhat different sources, both report 

a modest growth in registered (organised) sector employment over about 1980–1995 (when 

the latter series ends) and large increases in the unregistered sector. As of the mid-1990s the 

registered sector had only around 20% of all manufacturing employment; a share that, 

according to Lee et al. (2007), then fell further to 17% by 2002 as unregistered employment, 

which had fallen briefly in the late 1990s, resumed its upward trend. Amazingly, registered 

employment in 2002 was barely (12%) above the 1980 level, having fallen since the late 

1990s. It thus represented only about 2.3% of total employment by 2002. 

 

. 

Table 6.5: Distribution of employment by sector
* 
(selected periods, 1983/1984 to 2004/2005) 

Sector 1983/1984  

 

1987/1988 1993/1994 1999/2000 2004/2005 

 

Agriculture 64.9  

 

62.5 61.1 58.5 54.6 

Industry 15.1 16.9 16.0 17.1 19.5 

   Mining and quarrying 0.7 0.8 0.8 0.6 0.7 

   Manufacturing 11.3 11.5 11.0 11.0 12.1 

   Electricity, gas and water 

supply 

0.4 0.4 0.5 0.3 0.3 

    Construction 2.7 4.2 3.7 4.9 6.4 

Tertiary  20.0 20.6 23.0 24.7 25.9 

    Trade, hotels and 

restaurants 

6.9 7.6 8.0 9.3 11.2 

     Transport, storage and 3.0 3.0 3.3 4.1 4.5 
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communication 

     Financial, insurance, 

real estate and business 

services 

0.7 0.7 1.1 1.3 1.8 

     Community, social and 

personal services 

9.4 9.3 10.5 10.0 8.5 

* Sector defined by ‘usual principal status’ 

Source: Mazumdar and Sharkar (2008b) 

 

The fastest employment growth in India has occurred in trade, hotels and restaurants (from 

6.9% to 11.2%), in financial et a.l services (from 0.7% to 1.8%), and, since the mid-1990s, in 

transport, storage and communications (Table 6.6). If, as seems likely, the Indian experience 

is similar to that in other countries, then restaurants, business services and real estate will 

have been among the fastest growing employment sectors. Community, social and personal 

services rose modestly until the early 1990s, since which time their share has fallen. 

 

Among the characteristics of recent economic growth in India that Mazumdar and Sharkar 

(2008b) consider disturbing, they highlight the strong persistence of dualism within 

manufacturing; whether considering just the registered sector, or even more so if considering 

the unregistered one as well. Too many firms are at the two ends of the size spectrum and, 

simultaneously, the technology and capital intensity spectra. They blame this dualism for 

hampering the expected dynamic role of manufacturing. Meanwhile, growth has been led by 

the tertiary sector, both in output and in employment terms – though this has mainly been 

achieved not through absorbing labour from agriculture at low levels of earnings, but doing so 

at average earnings significantly above those in manufacturing. Among the causes of the 

damaging dualism suffered by manufacturing, they identify labour legislation and protection of 

small-scale units, both of which discourage growth above a smallish size, as well as a human 

capital policy biased toward the tertiary level. Whereas more resources dedicated to basic 

education would have been beneficial to small and medium manufacturing firms, a plentiful 

supply of people with higher education increases the competiveness of more capital-intensive 

industry and more human capital intensive services, including those around information and 

communication technology (ICT). Part of this same package of outcomes has been the 

relatively slow decline of agriculture’s share of employment. Presumably it is the result of 

limited demand in non-agricultural activities for the sort of labour agriculture can release. 

 

Manufacturing dualism within the registered sector (whether measured by the size distribution 

of workers or by earnings differential by size) became more accentuated between 1984/1985 

and 2000/2001, especially over the first decade of that period. This pattern does not suggest 

a strong contemporary impact on overall inequality, which appears to have begun to increase 

in the early 1990s. This is not surprising given the tiny share of registered manufacturing 
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employment in the total. A key question, however, is what impacts the structure of 

manufacturing has on other non-agricultural activities.  

 

In an earlier study designed to help understand the registered manufacturing sector’s period of 

so-called jobless growth in the early 1980s, Mazumdar and Sarkar (2004) study the determinants 

of employment and wage growth over 1974/1975 to 1995/1996, including the possible effects of 

the economic reforms implemented. During 1974/1975 to 1980/1981 they find the employment 

elasticity of sectoral output growth was high (almost 1), though output growth was a modest 4%. 

This was followed the ‘jobless growth’ period of 1980–1986,
158

 with a negative elasticity in the 

face of output growth of 6.3%. Employment growth then climbed further to 10.6% over 1986–

1996 and employment elasticity recovered to a modest 0.33. One important factor in these 

outcomes was the changes in the relationship between the rate of price change for 

manufacturing value added and that for consumer goods (where food plays an important role).
159

 

In the first period product prices grew nearly 3% per year faster than consumer prices, allowing 

both wages and employment to grow nicely. Then, over 1980–1986 consumer prices outgrew 

producer prices by over 2.5% per year, so that with wages growing at 3.5% per year there was 

no space for employment growth. In the third period, producer and consumer prices grew in 

tandem, output growth was fast at 10.6% and the wage share shrunk rather quickly so that wage 

growth plus employment growth added only to half the rate of output growth. Put another way, 

the wage growth of 2.63% in the first period only amounted to an insignificant increase of 0.25% 

in terms of product value (the relevant consideration for employers); in the second period, wage 

growth of 3.5% translated into over 6% in terms of product value, making it unsurprising that 

employment stagnated; and in the third period the modest wage increase of 1.83% implied only a 

slightly faster rise in terms of product price (2.2%) so there was plenty of room for an 

employment increase, although what actually occurred was modest. Ghose (1994) had earlier 

identified the change in the producer/consumer relative price as the crucial factor in the rise in 

capital intensity of industry in the second period, noting that: ‘Macro-economic policies, through 

their effects on the relative price of food, played an important role in stabilizing the relative price 

of labour (in terms of product prices) in the ‘70s and in increasing it in the ‘80s … in the ‘80s the 

effect of real wage growth was reinforced by the effects of macroeconomic policies.’ 

Why then, in the second period, did employers react by reducing employment growth 

rather trying to hold down real wage growth?  Uchikawa (2002) notes that wages per 

hour rose less than wages per worker due to an increase in average hours per worker, 

attributable to the labour unions’ ability to prevent retrenchment of redundant workers.  

Another factor in employment stagnation was the changing composition of industry, as 

                                                 
158

 There may be some ambiguity in the definition of this period since, according to Mazumdar-

Sarkar’s (2004) Figure 1 (p. 6) the inflection point in the employment series may not have been until 

1988 or 1989 (depending on how the dip and recovery in 1985/86 and 1986/87 is interpreted. This 

shows up also in the very slow average employment growth of 0.62 over 1984-89 (ibid, 14). 

159
 This difference which influences the potential rate of growth of the wage bill (hence the combined 

growth of employment and wages), given that of output growth. 
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two major branches – cotton textiles and food products – suffered substantial 

employment decline. In these industries, which failed to get government permission to 

retrench, employers adopted a variety of techniques, some of which led to workers losing 

their jobs without compensation (as guaranteed by law). This damaged union credibility 

with workers, cut into union membership and fostered the emergence of enterprise-

based unions. The slow wage growth during the following 1986–1996 period thus 

reflected, among other things, waning union power. It also reflected the rising importance 

of new technology and greater openness, the two special characteristics of the reform 

period that largely coincides with these years, as the higher technology industries did 

grow significantly faster than manufacturing as a whole at this time. Mazumdar-Sharkar’s 

(2004: 23) three sub-groups with the highest ‘exposure ratios’ registered the lowest rate 

of wage growth, permitting their conclusion that ‘if the aim of liberalisation had been to 

promote labour-intensive growth and reduce the power of those already in employment 

our first cut at the evidence shows that the policy certainly succeeded in its objectives to 

some extent.’ 

 

As might be expected, there has been much discussion and concern about the slow growth of 

formal-sector employment; which is especially surprising and worrisome in the context of 

increasingly rapid growth normally expected to raise the share of employment in the 

registered sector. Evidence on the division of workers by permanent vs casual employment 

and on wage trends is more encouraging, however. Vasudeva Dutta’s (2005) economy-wide 

figures on the split between male regular workers and casual ones confirm that the latter 

category grew somewhat faster than the former over 1993–1999; though this happened over 

1983–1993. Over this 16-year period the shares of the two groups thus changed little, 

whereas over the slightly longer period of 1981–2001 it appears that the (differently defined 

and including women) formal sector share fell markedly. It is possible that the latter’s decline 

is exaggerated by data errors creeping into the numbers shown in Table 6.4, and the survey-

based data of Vasudeva Dutta are in any case more reliable in terms of what they measure – 

and they tell a less pessimistic story, though it remains surprising that the share of permanent 

employment has not risen. Further perspective comes from the data on wage and income 

trends. With incomes rising across the board at reasonably comparable rates, compositional 

changes like that between formal and informal activities are not necessarily of great concern 

by themselves, though they are worthy of analysis. It would appear that the unregistered 

sector, although growing in relative size, has been doing at least reasonably well over these 

last couple of decades, though its rather rapid increase in size over the 1990s might have 

something to do with the slowing wage growth of casual workers.  

 

Conclusions about India’s experience 
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The most plausible ‘acceleration’ story for India is that it was a two- or three-step process 

beginning in the 1970s, with the last upward ratcheting occurring from the early 1990s. But it 

is and will no doubt remain difficult to ascertain which period saw the most important changes, 

and how the processes and outcomes of one period were causally related to those of others. 

 

A quite unusual and striking feature of India’s acceleration, regardless of what timing is 

accepted, is the small increase in the (constant price) investment rate. Even though growth 

has accelerated by over 5% since its trough in 1965–1974, this rate has eased up; implying 

that the dominant proximate cause of acceleration has been a rising output:capital ratio, 

which in turn suggests that rising efficiency has been more important than in most or perhaps 

all of the other cases reviewed. This prompts a search for the reasons whereby productivity of 

capital would have risen. Plausible candidates for explanation, corresponding to different 

periods, include the shift away from the Mahalinobis model, decreasing weight of regulations, 

coming of the Green Revolution, improvement in business atmosphere, and others. 

 

Why India’s growth accelerated is part of the same question of why growth was earlier slow. 

One interesting hypothesis is that growth acceleration was finance-led, with the 

nationalisation of banks in 1969 and the forced creation of many new bank branches in the 

following two decades being the key single step in that process. Many other hypotheses vie 

with this one. It is probable, but not certain, that the timing of the upward shifts in growth rates 

was related to the improvements in the long-run sources of growth. Most improvements in the 

underlying sources of growth have their impacts with lags that render their links to the timing 

of acceleration ambiguous. The real devlaution of the mid-1970s may have been a psur, as 

suggested by the notable rise in the consant price epxrot ratio at this time (Table 6.A).
160

 

 

The accompanying changes in equality are rather murkier than in some of the other countries 

that experienced acceleration in the late 1970s and 1980s, but a best guess is that overall 

inequality changed very little. The 1990s acceleration has almost certainly been accompanied 

by significantly increased inequality. It has helped to create the oft-commented on surge in 

the size of the ‘middle class’ – those with access to cars and other accoutrements of modern 

life – which roughly constitutes the top decile the income distribution. All evidence indicates 

that recent growth has favoured this demographic. The income growth of all other major 

groups, including agricultural wage earners and casual non-agricultural workers, has however 

increased strongly over the last few decades. 

 

                                                 
160

 More generally, devaluation has been judged to play a significant role in India’s balance of trade by 

Singh (2002) and to have a positive (but modest) effect on employment by Das and Pant (1996). 
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As with growth improvements, there are competing hypotheses as to why inequality has risen 

in India. Rising returns to higher education have combined with the growth of high-tech and 

other capital-intensive sectors in a context of prevalent dualism. It is possible that dualism and 

the policies that support it, together with the opening up of the 1990s, have played significant 

roles. India’s recent growth period is reminiscent of Brazil’s over a longer period in its degree 

of dualism. 
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Chapter 7: China’s Breakout From a Storied Past 
 

Introduction 
Important growth acceleration can occur at any level of development. Argentina’s 1990s take-

off occurred in what had historically been the richest country of Latin America; though it had 

experienced over a half a century of slow growth as its prior legacy. On the other hand, 

China’s post-1949 take-off, which coincided with the establishment of the People’s Republic 

of China under Mao Zedong’s communist regime (1949–1956), occurred in a very low 

income, heavily populated country. Here too per capita income had probably undergone little 

net change over the previous half-century, though enough growth occurred between the First 

World War and the early 1930s to give promise of things to come. Growth in China has been 

maintained at high levels since the 1950s (notwithstanding a few pauses and some very 

sharp declines). The combination of the size of China’s population, the low income levels as 

of 1950, and the dramatic growth achieved since then mean that this take-off into sustained 

growth has brought more people out of poverty than any other globally. 

 

Unlike all of the other experiences reviewed here, the initial acceleration in China occurred 

under a centrally planned communist government with a strong predilection towards socio-

economic equality. A still-ongoing transition towards the market took place later and ushered 

in a period of still faster growth. As with India, China’s 20th century experience could thus be 

argued to include at least two discrete acceleration experiences: one after the Cultural 

Revolution (1967–1976) and another whose precise timing is less clear but which ratcheted 

growth up to very high and sustained levels by the late 1970s. To these more recent episodes 

could be added an unsustained acceleration in the early 20th century. As was the case in 

India, ambiguity in timing makes it less clear what contributed to the final period of China’s 

rapid growth – and to what extent each of the various pro-market reforms had to do with that 

growth. Major dramatic political events have punctuated China’s development, sometimes 

paving the way for faster growth and at other times acting as a barrier that delays progress. 

 

A natural counterfactual question to ponder about the acceleration that occurred in China in 

the 1950s is: What would have happened had the Communists not won the Chinese Civil War 

which ushered in Mao’s rule in 1949, and a stable government with quite different policies 

been in charge? Beyond that, what were the growth and distribution implications of the 

agrarian reform, the command economy and the other features specific to the next three 

decades? A noteworthy feature of the acceleration dating from the late 1970s has been the 

dramatic increase in the level of inequality. While some of the factors at work are fairly 

predictable (increased freedom to tap economic opportunities helps some more than others, 

wage differentials by skill level rise, etc.), the increase appears to be one of the largest – and 
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is perhaps the largest – ever recorded; its magnitude something of a surprise to most 

observers. Thus, whereas it seems easy to assess the extent to which inequality has 

increased in countries like Russia, this is less true for China. One hypothesis is that certain 

elements of the earlier policies of the Chinese government created a context in which the 

market-freeing reforms would have a major impact in raising inequality. Will the final chapter 

of the China story thus be one in which the developing country most noted for keeping 

inequality levels low winds up having created a situation in which the economic pressures for 

rising inequality would be overwhelmingly strong? If so, are there lessons for other liberalising 

countries where inequality is a serious concern? 

 

Early 20th century acceleration and the setting prior to 1950s 
take-off 
Most episodes of growth acceleration are significantly linked to what was happening in that 

country in the pre-acceleration period. Acceleration into modern, sustained growth with its 

heavy reliance on productivity-improving technical advances usually has important roots in a 

prior build-up of skills, infrastructure, and other factors that contribute to growth or growth 

potential. Sometimes acceleration occurs slowly over a sustained period, sometimes more 

abruptly. In cases falling into the latter category, the quick removal of some obstacles to 

growth may play an important role – as was the case in China, where a highly unstable 

political situation had warring armies and insatiable tax collectors marching up and down the 

countryside, hardly a propitious setting for economic growth (Perkins 1986). 

 

Like Japan, China had long been a relatively isolated country. During the heyday of the 

European empires and the expanding reach of American and later Japanese interests, it did 

however become impossible to maintain this isolation. Defeat by Japan in 1895 opened up 

the country to foreign investors and though neither per capita GDP
161

 nor inequality appear to 

have registered much net change up to 1949 (Perkins 1975b), from the late 19th century 

onwards there were long periods of sustained growth of modern industry and transport; 

changes that helped lay the groundwork for what happened after 1949. Certain modern 

sectors of manufacturing – most notably cotton textiles – showed almost uninterrupted growth 

over the first four decades of the 20th century. Average industrial growth over 1913–1937 was 

an impressive 9%, and transport and banking began to develop in the first decades of the 

century. Whereas in 1895 there were no railroads in China, by 1913 there were 6 000 miles of 

                                                 
161

 Perkins (1975b) concludes that, with population rising at 0.8% per year over the period from the 

First World War to 1952, per capita GDP first rose slowly, then fell sharply during the Second Sino-

Japanese war (1937–1945) and had just about recovered its previous level by 1952. Although many 

people have claimed that there was a net decline in GDP over this period, Perkins interprets this as an 

incorrect  – albeit understandable – position in the light of the series of major calamities punctuating 

the period.  
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railroad. Because these developments grew out of a very traditional economic base, the 

entire modern sector in 1933 constituted only 7% of GDP (Perkins 1975b). The investment 

rate hovered under 10%, reflecting the very low government revenues that helped keep public 

investment down and the political and economic insecurity that channelled resources into the 

military and discouraged private investment. 

 

Although the pre-Second World War economy did not achieve high growth rates, it could still 

be argued that an acceleration of note did occur between 1895 and 1937 – a period that 

Rawski (1989) describes as one of unprecedented growth, extending far beyond a simple 

replication of previous patterns. He estimates that GDP per capita probably rose at about 

1.5%, perhaps even as fast as 1.9%, between 1914–1918 and 1931–1936. Since the 

investment to GDP ratio was rising, consumption was growing more slowly. This economic 

advance of the early 20th century was truncated, at least as far as overall aggregate growth 

was concerned, by the political instability of the country and the world.  

 

By the end of the Second Revolutionary Civil War in 1937, the stage was, however, set for a 

growth boom. China’s economy had been operating well below its full capacity in the previous 

decades due to the political and economic factors already cited, and elements of modernity 

had emerged over the first half of the century. Although its modern component was small, 

manufacturing as a whole accounted for an already high share (nearly 20%) of GDP in 

1933
162

 and for well over 20% by 1952  (Perkins 1975b), shares significantly above the norm 

for big countries at comparable levels of per capita income. Manufacturing had presumably 

attained such a relatively high base in relation to agriculture in this pre-acceleration period 

because the country’s dense population made resources for agriculture scarce, and because 

its being a large, relatively closed economy meant that a higher share of the absorption of 

manufactured goods came from domestic production than in the typical more open 

developing country. In any case, not only was the manufacturing share high, but the sector 

had also shown a considerable amount of dynamism over the preceding half-century. There 

was a supply capability available to be tapped for the production of investment goods. 

 

Added to this supply capability, China was also characterised by a high degree of internal 

trade
163

 (given the low per capita income), a bimetallic monetary system, a number of fairly 

large cities, private ownership of land, and the existence of complex agricultural technology 

which had been necessitated by the fact that such high population density made high land 

productivity essential. Farmers had to work hard to prosper. In the judgement of authors like 

                                                 
162

 Based on 1933 and 1957 Chinese prices – use of  Indian prices implies a figure of just 12.3% 

(Perkins 1975b). 

163
 One reflection of the resulting commercial skills was that foreign merchants were never able to 

compete in the domestic market with Chinese ones, in contrast to cases like Indonesia and Burma. 
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Perkins, China’s pre-modern development created values and traits which could facilitate 

growth; such as discipline among labour force, collaboration between managerial personnel, 

a good work ethic among farmers who were used to consulting other sources in order to 

prosper, an upwardly mobile youth who were being well educated, and poor families with a 

long tradition of being willing to make almost any sacrifice to educate their children.   

 

Other cultural features did, however, have negative effects on growth potential in China. 

Nineteenth century officials were steeped in Confucian traditions and were therefore intensely 

conservative. Preference for Chinese ways only gave way very slowly and in the face of 

humiliating defeats. The rule of law was weak or non-existent. Even when the country was not 

in turmoil, the government’s tax base was inadequate to allow major initiatives. In contrast to 

the Meiji government in Japan which subsidised entrepreneurs and financed half of the capital 

formation, the Ch’ing and early Republican governments were a net drain on Chinese 

enterprise (Perkins 1986). There was an economic surplus in the hands of landlords and the 

urban well-to-do, but it was hard to tap this potential since these groups were also the pillars 

of traditional government and society. These resources were eventually mobilised by the 

Communist government; which, together with the onset of political stability, explains much of 

the improvement in China’s economic performance. 

 

The 1950s take-off 
China’s modern economic growth is usually dated from the early 1950s.

164
 The initial burst 

was rapid (at 7–8% over the first Five Year Plan of 1952–1957) and was achieved by an 

impressive mobilisation of resources into the production process rather than by the 

introduction of better technologies to raise factor productivity. In fact, most increases in 

manufacturing output prior to 1958 arose from the recovery and expansion of existing 

enterprises (Perkins 1975b). It was possible to take advantage of some strong positive 

factors, such as a good number of trained workers, experienced managers and established 

organisations. Market-related barriers to production had also been swept away by socialist 

economic organisation. Credit was readily available to most manufacturing firms, which were 

urged to maximise output regardless of other considerations. All major sectors grew fast – 

manufacturing at well over 10% per year
165

, agriculture at 6.8% and services at 4.5% 

(Perkins, 1975b, reproduced as Table 7.1). For the producer goods sector, Rawski (1975) 

puts the growth at a dramatic 26% per year so that the ambitious five-year plan targets were 

exceeded, which would have been to the surprise of the planners. Rawski speculates that in 

the machinery sector specifically there were many engineering plants that had already 

                                                 
164

 Although growth was also fast over 1949–1952, it was more in the character of recovery from the 

Revolutionary War and earlier traumas (Rawski 1975). The data are problematic for these years. 

165
 The figures in Table 7.1 imply growth at about 13% for value added in manufacturing plus 

transportation, while Rawski’s gross value of output series suggests a faster 19% (Rawski 1975). 
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reached a sort of technological threshold that permitted much higher levels of output as soon 

as constraints on raw materials, working capital and sales were removed. The return to 

stability, the emphasis on manufacturing, the influx of Soviet engineers and technicians, and 

the payoffs to new on-the-job training programmes were all positive in their impact. Having 

said this, a negative shock did occur temporarily when the Russian army destroyed or took 

away much machinery so that there was a shortage in this area for some time, and the focus 

on quantity to the exclusion of all other criteria led to the production of some inferior quality 

items and some goods for which demand was lacking.  

 

Table 7.1: Indicators of Chinese economic development (1952–1978) 

 

Indicator 

GDP  

1952* 1957* 1965* 1974* Average 

growth  

1952–

1957 

(per cent) 

Average  

growth 

1957–

1974 

(per cent) 

Average 

growth 

1952–

1974 

(per cent) 

Population 

(millions) 

564 633 745 915 2.34 2.19 2.22 

Agriculture 

 

70.41 104.68 150.64 266.24 8.25 5.64 6.23 

Industry and  

transport 

19.34 34.16 64.60 138.84 12.08 8.60 9.38 

Construction 1.48 4.00 8.00 13.96 22.66 7.63 10.74 

Services 17.47 21.80 28.94 46.35  4.53 4.53  4.53 

Output per 

capita 

(yuan) 

130 163 202 291 4.63 3.47 3.73 

Gross fixed 

capital formation 

7.70 19.52 35.46 68.01 20.45  7.62 10.41 

GFCF/GDP 10.9 18.6 23.5 26.5    

Marginal O/K     0.60 0.25 0.28 

Urban retail 

price 

index 

100 109 n.a. 124 1.74 0.76 0.98 

Exports/GDP 5.4 5.9 7.0 5.0    

* Figures given in billions of 1957 yuan, except as noted 

Source: Adapted from Perkins (1975b); the exports:GDP ratio is based on a splicing of 

Perkins’ figures (in 1963 US dollars) with the current price figure of Table 7.A for 1974 
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Perkins notes that, despite the healthy growth, per capita GDP in 1957 was only perhaps 20% 

above the 1933 level because of the slow growth and reverses of the preceding two decades; 

and average consumption was only about the same as in 1933, since the investment ratio 

(1952 prices) had risen dramatically in the interim from 7 % in 1933 to 24% (Perkins 1975b). 

Although the growth achieved by 1957 or 1958 did not add up to a ‘great transformation’, as 

argued by some observers, the new government did succeed rather impressively in raising 

the consumption levels of many people through the redistributive impact of the land reform, 

and in increasing the security and stability of the great majority so that average welfare had 

indeed improved dramatically. Security rose as the war ended and the government made 

vigorous efforts to assure that people got the basic necessities at all times (by effective 

rationing and large increases in grain storage), complemented by a concerted effort to 

improve public health. The reform may also have contributed significantly to national savings, 

judging by the estimates of Lippit (1971).
166

 These important advances of the 1950s were 

largely one-shot in character. And this is one of the few cases historically (and the only one 

among the country experiences studied here) where redistribution, in a broad sense, was key 

to the increased welfare experienced by the majority during this growth acceleration. 

Inequality in the 1930s, while no higher than what many developing countries have suffered, 

was probably severe enough to be dysfunctional and was a major cause of the political 

turmoil that hampered China’s growth (Perkins 1975b). This take-off therefore saw a major 

move away from a very traditional and growth-repressing social system. 

 

Impact of the 1950s take-off 

 

The huge increase in capital formation during the 1950s was impressive in light of the very 

low level of per capita income, viewed by many contemporary experts as an almost 

insuperable obstacle to high savings/investment. Up until 1952, Soviet-type forced draft 

methods were common – including the introduction of high sales and profits taxes on 

consumer goods (akin to the Soviet turnover tax). Taxes, which had only made up 2% of GDP 

in the 19th century, rose to 30% after 1949, but the further increase in savings and investment 

after 1957 was achieved without new or higher taxes or severe inflation. After a 30% increase 

in real wages over 1952–1957, there was no further advance through 1971 (Perkins 1975b), 

an outcome facilitated by the presence of massive surplus labour. Per capita consumption 

rose very modestly at 1.5% per year over 1957–1970, partly due to the slow rate of 

                                                 
166

 Lippit estimates the effects of redistributing agrarian income by the massive transfer of 

landownership, completed by 1952, in raising the national savings rate from the very low levels of the 

early 1930s. He calculates that after the land reform about 40% of the agrarian property share of net 

domestic product – for which his median 1933 estimate was 17–19% – went to increased consumption 

of the poor with the remainder siphoned off for government current and investment expenditures, 

mainly by manipulation of the terms of trade. This amounted to about 7% of 1952 net domestic 

expenditure, financing about 45% of net investment. 
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urbanisation, and the country remained very rural even as industrial output jumped. The level 

of savings (in spite of some fluctuations and probably rather imprecisely measured for the 

earlier years) probably had a fairly smooth upward secular trend until it finally exceeded 40% 

by the mid-1990s. Government revenues initially supplied 90% of the funds for capital 

formation (Perkins 1976b), but as of 1979 government and state enterprises accounted for 

about 43% and 34% respectively, while households accounted for the rest (Table 7.2).  

  

Following the 1950s, the new government also expanded education rapidly and redirected the 

university population away from the humanities and social sciences into engineering and the 

natural sciences, and thousands were sent to the USSR to acquire skills there. This aspect of 

human capital formation paralleled that in the other countries of the region; except that the aid 

was from the USSR rather than the US, and China was poorer than countries like Korea and 

Taiwan. China largely copied the USSR’s economic system, and by 1955/1956 the economy 

was fully socialised (except for the smallest trades and industrial producers) and agriculture 

was fully collectivised. The market continued to play a role in agriculture through the 

allocation of consumer goods and minor farm products, but in industry it was replaced by 

central planning.  

 

The machinery and steel sector at this time constituted both a source of growth and an 

answer to national defencee needs. Dependence on imported machinery, which was initially 

large, was viewed as temporary (Perkins 1986) and this proved to be the case. The producer 

goods sector went through rapid import substitution over 1952–1965, cutting the share of 

machinery imported from about 50% to about 5%. Local firms became active in every major 

branch of producer industry and at a level of technological sophistication that often surprised 

foreign visitors (Rawski 1975). The departure of the Soviets forced this sector to develop its 

own innovative capacity. 

 

Keeping everyone reasonably fully employed is an obvious challenge in a country like China 

which is heavily populated has a long history of urban unemployment and rural 

underemployment. Urban unemployment appears to have remained high during the first five-

year plan of 1953–1957, with new investment focused on a small number of large-scale 

capital-intensive projects. Economic recovery had a positive effect, but simultaneously there 

were masses of peasants flocking to urban areas to escape local food shortages or land 

reform and collectivisation. Rural underemployment fell as a consequence, but remained 

significant. According to Schran (1969), the average peasant worked only 119 days each year 

in the early 1950s. Mass mobilisation of rural labour cut into this surplus and helped to fuel 

the growth of agricultural output and the building of infrastructure; but even after 

collectivisation and mobilisation of labour the number of days worked per year was still far 

below 250 and the government was focusing considerable attention on how to tackle the 

problem. The fact that this first burst of growth did not rely significantly on the introduction of 
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new technologies to raise productivity may also have helped to put a dent in the excess 

supply of labour. Unlike in the Soviet Union, there was no supply-based upward pressure 

from wages at this time in China. 

 

High but variable growth following the Great Leap Forward 
Modifications were needed after the initial growth spurt to deal with excess capacity, 

unneeded output and input shortages. By 1957 there was increasing recognition that output 

maximisation was not by itself a satisfactory criterion, but the timely adjustments just starting 

to be implemented were pushed aside in the Great Leap Forward of 1958–1960, which again 

obliged industry to focus on output growth to the detriment of everything else. The 7–8% 

growth performance over the first five-year plan had not fully satisfied Mao’s aspirations and 

believed that more could be achieved on the economic front through mass mobilisation. He 

and some close advisors had the much farther-reaching goal of dramatic social change; in 

effect creating ‘a new socialist’ who would work selflessly in a society devoid of class 

distinctions and motivated by the social good.  

 

Retreat from the Great Leap Forward in 1960 ended the extreme version of the mass 

mobilisation approach to development. The next 16 years saw a tug of war between those 

wanting to return to a Soviet-style emphasis on central planning and those who still favoured 

mass mobilisation and less material incentives (most of the incentive features of the wage 

structure being removed over this period). With regards to technology, the Mao regime was 

suspicious of almost everything foreign, as they held onto the notion that China could ‘do it 

better’, and they were criticised for the costs associated with ‘reinventing the wheel’. Although 

the policy rhetoric over 1962–1976 focused on agriculture, most investment continued to go to 

heavy industry and related infrastructure (Perkins 1986). There were vigorous attacks on the 

bureaucracy – especially at the beginning of the Cultural Revolution (1966), central ministries 

were stripped and there was decentralisation, but the broad outlines of the planning system 

were retained. 

 

In the midst of these policy gyrations, growth over 1957–1976 was maintained at a reduced 

but still decent average rate of 4–5% (the precise figure depends on the prices used to 

measure it), though with some changes in its pattern. Bouts of fast growth were interspersed 

with two downturns – a sharp one at the onset of the Cultural Revolution (1967–1968) and a 

slackening in 1974–1976 to an average of under 3% growth per year; though only at the 

height of the Cultural Revolution did industrial output and perhaps GDP actually fall. There 

was also a good deal of inefficiency and waste, especially in the use of energy
167

, fostered by 

the discovery of oil. Consumption rose less than GDP, but the fact that an increasing share of 
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 Perkins (1986) notes that China used two-and-a-half times as much energy per unit of GDP as did 

India, itself seen as an energy waster. 
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urban families had two or three workers meant that family incomes were rising despite a wage 

freeze. Rural incomes grew more slowly. 

 

Whereas the initial 1952–1957 burst took advantage of previously underutilised resources – 

especially labour, skills and some physical capital – together with technical assistance from 

the Soviet Union to produce a strong growth performance (with the marginal output:capital 

ratio probably in the neighborhood of 0.33–0.37
168

), this next period could no longer count on 

these sources. Soviet support was precipitously removed in 1960, and had perforce to rely 

more on the now rapid growth of physical capital, complemented by improvements in human 

and organisational capital. The decline in labour productivity growth after 1957 also reflected 

in part the need to reorient output to where it was needed, and to begin introducing new 

technologies and new products at a faster rate.  

 

Both during initial take-off and in the subsequent years the manufacturing share of GDP rose 

from an already high level in 1933  to over 20% in 1952, over 30% in 1957 (1957 prices), and 

as high as 40% or more in 1970 (Perkins 1975b). When the Soviet Union removed all its 

technicians in 1960, industry appeared to be in deep trouble, but within five years plants were 

operating near full capacity without any significant infusions of talent from abroad.
169

 

Developing skilled people takes time and a good educational system, and here China had the 

advantage. At this challenging time the small enterprises of Shanghai, which had maintained 

a technological lead over the rest of China as a legacy of pre-1949 days, were a key element 

in the generally successful response to the difficulties of moving to new products and 

techniques while new larger competitors were having a tough time (Rawski 1975). 

 

China’s heritage of efficient small-scale industry also helps to explain the decision to promote 

thousands of small-scale industrial enterprises in the countryside in industries like cement and 

chemical fertiliser. Although this experiment was not universally successful
170

, the overall 

industrial growth of probably 9% over 1957–1970 (Perkins 1975b) implies that more things 

went right than wrong. Whereas many countries bring in foreign technology because they 

cannot rely either on their entrepreneurial skills or their labour forces, China in the 1960s took 

the opposite route. Perkins (1975a: 10) notes that workers generally learned the needed skills 

quickly and were disciplined and hardworking; and he comments that Chinese entrepreneurs 

in Hong Kong and other Southeast Asian countries are noted for running small enterprises 
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  Assuming a growth rate of 7-8% and an investment rate of about 0.22-0.24, based on the estimates 

by Perkins (1975b, 134). 

169
 Perkins (1986, 8) contrasts this with Indonesia and Burma which expelled foreigners and did not 

easily recover from it. 

 

170
 Part of popular lore involves the overoptimistic idea that pig iron could be produced in back yard 

furnaces. But Perkins (1975a, 8) notes that in the two cited industries and others, these smaller 

enterprises produced a considerable share of national output by the early 1970s. 
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well, and that they ‘seem to look on their workers not as a problem but as their most valuable 

resource’.  

 

The usual explanation for the much faster growth in manufacturing than in agriculture – which 

expanded at a little over 2% per year over 1957–1971 – is emulation of the Stalinist pattern. 

But Perkins (1975b) points out that, given its low per capita income and heavily agrarian 

character, China could not afford to sacrifice agriculture as Stalin did, and in fact invested a 

considerable amount in trying to raise output (it drastically reduced prices of fertilisers, 

insecticides and farm machinery), but with generally low returns. Ecological limitations may 

also have been a greater barrier in China than in some other countries, and collectivisation 

led to disorganisation and incentive problems that contributed to the bad harvests in 1959–

1961. Thereafter an increase in managerial experience and the return of control over 

production and income-sharing decisions to small groups of no more than a few dozen 

families allowed the commune system to undertake and direct agricultural reforms that raised 

both output and the demand for labour. Advances included more application of organic 

manures, intensification of crop production, diversification of the farm economy, and use of 

seasonally idle labour for construction projects designed to stimulate agricultural production 

by levelling, terracing, controlling floods, etc.  Supplies of cement, steel, explosives for water 

conservancy and land improvement projects, pumps and piping to move water, electricity to 

operate irrigation equipment, chemical fertilisers, power tillers, building materials, machine 

tools for repair shops and other resources started to multiply after the 1959–1961 crisis; many 

of them coming from small and medium-sized rural enterprises. It seems likely that the 

command structure in force was in some respects an improvement on very imperfect markets.   

 

Employment-wise, an impressive 150 million new members were added to China’s labour 

force over 1957–1975 and in an employment growth rate of 2.2–2.4%, two-thirds of these 

jobs were in agriculture
171

 thanks to collectivisation and the rapid increase in the supply of 

manufactured farm inputs beginning in the early 1960s. By the mid-1970s the regime’s initial 

employment goals had been achieved, with urban unemployment lower than in most LDCs 

and rural seasonal idleness much reduced so that the typical days worked per year was up to 

about 250 (Rawski 1979). Enterprises now started to have difficulty in recruiting, which led, 

among other things, to a drive to conscript urban youth for rural work and there was a drive to 

mechanise that would seem inconsistent with a lot of unemployment, even as supplies of 

machinery approached  Japanese levels of the early 1960s.  

 

Though, on average, new investment had paid off relatively well through the 1960s (the 

marginal output:capital ratio averaged about 0.25 between 1964) when the economy had 
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 Data ambiguities surround Chinese population and labour force numbers, but reasonable alternative 

estimates produce broadly similar results.  
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recovered from the trough of the 1959–1962 crash and 1971 (see Table 7.A), by the mid-

1970s growth was slower at around 5% (1971–1977) and the marginal capital ratio had 

dropped to about 0.145 as the (constant price) investment rate stayed at about 35%. The 

payoff to investment appeared to be slipping seriously. 

 

China’s third (post-Mao) phase of growth: Reform-based 
acceleration? 
After Mao’s death in 1976 Chinese leadership began to alter the economic system; often in 

quite fundamental ways, though not with the ‘big bang’ approach taken in the former Soviet 

Union. Growth accelerated to over 9% (official statistics) over 1977–1985 and did so despite 

an approximate constancy of the I/GDP ratio, a situation made possible by major increases in 

productivity (which accounted for about half of this rapid GDP growth). Growth contributed to 

further policy change in China. In contrast to Mao and his coterie, the post-1976 leadership 

under Deng Xiaoping placed the pursuit of wealth and power for the nation second only to 

security of the Chinese state, while downplaying the pursuit of ‘the socialist citizen’ and even 

becoming more flexible with respect to economic independence. There were key changes in 

the attitude to imports and foreign technology and in the role of material incentives; and wage 

and other economic incentives were now reintroduced. Chinese entrepreneurs responded 

quickly, and impressively. A shift towards consumer goods, now in very short supply 

(especially housing) was partly to satisfy demands and partly to save energy, as new oil fields 

were not available to be brought into production. Part of the policy response, and a radical 

departure from previous experience, was to invite foreign oil companies to look offshore. Joint 

venture regulations were promulgated in 1979 and China joined the IMF and the World Bank, 

setting up export processing zones and promoting foreign tourism. Enterprises were also 

encouraged to gear more of their output to exports. Marketing received new attention and 

progress on these fronts tended to be rapid, often with help from Hong Kong businessmen. 

Gradually market forces came to play an enhanced role. 

 

The political economy of transition towards a market economy 

How did China achieve the dramatic policy reforms of the post-Mao period and the resulting 

growth acceleration?  The winds of policy change in China were not primarily fanned by the 

failure of ongoing policy prior to Mao’s death, since growth during the time of his rule had 

been reasonably good.
172

 Awareness of success in the outward-oriented East Asian countries 

did affect first the leadership’s views and then the thinking of the Chinese people, as 

communications with the outside world increased – especially after 1980 with the dramatic 
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 Perkins (1986) feels there is no reason to believe that the central planning system could not have 

met challenges like that of increasingly scarce energy and inadequate labour discipline and thereby 

achieved a continuation of growth at the previous moderate rate of 2–3% per capita.  

 

http://topics.nytimes.com/top/reference/timestopics/people/d/deng_xiaoping/index.html?inline=nyt-per
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influence of television. Some of the inefficiencies of the existing system became clearer with 

time and the idea that it could be improved on grew stronger. 

 

But both the culture and the concentration of political power inclined the system to policy 

stability. Because of the highly centralised character of decision-making, policy could only 

shift when the key person (people) changed, or the leadership had a general change of view. 

In the early 1970s China’s top leadership was deeply split, but by the end of the decade and 

with Mao gone the gap was narrower. Deng and his followers were able to orchestrate a 

bloodless transfer of power at the lower levels of the party, army and state bureaucracy. Once 

this was achieved and new policies were being implemented, continuing reform momentum 

came partly from the evidence of success, especially in agriculture.
173

 A return to collectivised 

agriculture would have been perceived as a threat to living standards and hence a difficult 

position for a leader to espouse. On the other hand, the reforms would have been at risk if 

they were seen to cause inflation, worsen corruption or increase inequality (Perkins 1986). 

The Chinese population, especially the urban contingent, had a low tolerance for inflation – 

even when accompanied by demonstrable increase in living standards – and inequality was 

widely viewed as a result of corruption. The party had preached selflessness for three 

decades and its members were expected to set the example of modest living. Where they had 

earlier breached those standards, the special privileges of the elite – who held both political 

and economic power – were now largely hidden behind the gates of the neighbourhoods 

where they lived, as excessively conspicuous consumption typically led to personal eclipse.  

 

By the mid-1980s, under the new regime, people were encouraged to get rich. The cadres 

were in theory supposed to sit back and watch, but some naturally gave in to temptation. 

Corruption was in any case hard to define, as it was substantially subjective in a way that 

reflected the values of those who held power.
174

 Inequality was easier to define and to see, 

but by the time the large increases of the 1980 and 1990s had become apparent the policy 

transition was far along and economic growth had become the sine qua non for retaining 

political power. Appeals to ideology were gone and though appeals to nationalism had 

increased they remained distinctly secondary to self-interest among presumed inducements 

for the population. The importance of growth as a sign of legitimacy accounted to a 

considerable degree for the fact that the growth rate became a more political variable (which 

in turn led to suspicion that the official rate was sometimes manipulated for political ends). 
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 This case provides an interesting contrast to the experience of Latin America with its own pro-

market reforms, which are widely (and no doubt somewhat oversimplistically) viewed as a failure. 

174
 Central planning systems often require a trading of favours, based on personal relationships because 

inputs are not available on the market. In a free market society economic success is not supposed to 

depend on breaking the rules. China has had a maze of complicated and often contradictory rules, and a 

weak legal tradition, problems inherent to any system relying heavily on direct government controls 

over the economy.  In such a setting corruption tends to become a highly subjective concept. 
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Technical-economic challenges  

The process of what has turned out to be a substantial shift from planning to the market 

involves a series of pitfalls – some of a more technical-economic nature, others more 

administrative, and others political, as noted above. The most general challenge involves the 

inevitable complexity of the shift from planning to market, in which any mistake of design, 

sequencing or implementation can prove quite costly.
175

  

 

Reforms in agriculture were the earliest to have major output benefits and gained momentum 

with time. By 1985 state quotas were almost a thing of the past. Households received an 

individual plot of land on which to grow the crops they had contracted to produce, which de 

facto constituted a return to the small family farm system. It meant a loss of power to local 

cadres and to party cadres at the centre of government. Initially introduced only in the poorer 

provinces, its popularity with farmers led to its rapid spread. At first, the Deng administration 

simply let it happen, then later added its seal of approval. Gross agricultural output growth 

jumped from 2.9% over the previous two decades to 9.4% over 1978–1984 (Perkins 1986). 

This accounted for half of the high overall productivity growth of the economy and for an 

additional 2% to the GDP growth rate.  

 

In state-owned enterprise (SOE) the early reforms involved increasing decision-making 

authority of enterprise managers and increasing emphasis on profits as the measure of 

success. Investment decisions were also increasingly made at lower levels and there was 

some effort to increase competition among enterprises. But key inputs were still allocated 

centrally, even as more outputs went through the market. The main features of Soviet-style 

planning were still intact in this sector. The reforms had a bigger positive effect on the rural 

township and village enterprises (TVEs), which became the most dynamic sector of the 

economy and contributed over 30% of the increase in total material product over 1980–1988 

in spite of receiving no budgetary allocation or subsidies from the state. This breakthrough 

required liberalisation of the state material allocation system and agricultural reforms that 

increased available capital and labour. By 1985 peasants owned 700B yuan of assets, up 

from 80B (i.e. $60 each) in 1978, and the TVEs had assets of 120B yuan in 1985. The 

synergy between a prospering agriculture and rural industry is reminiscent of the experiences 

of other Asian countries like Taiwan and Indonesia. The share of the rural labour force 

working in off-farm activities rose from 10% in 1978 to 21% in 1988, as the rural TVE 

enterprises absorbed 67M workers. But labour productivity in this sector also rose very fast 

(12% per year). This growth catapulted the TVEs into a leading sector status, and contributed 

to growth through exports and in other ways (Chen et al. 1992). 
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 Many such mistakes litter the transition experiences of formerly centrally planned countries, 

most notably those of the former Soviet Union. Crucial steps in the Chinese case are outlined by 

Perkins (1986). 
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Turning outwards  

Another major feature of the reform period following the late 1970s has been the dramatic 

increase in foreign trade and investment, transforming China from one of the most autarchic 

countries in the world to one of the biggest traders and destinations for foreign investment. In 

current price terms, the export:GDP ratio rose from under 3% in 1970 to 37.3% in 2005 (Table 

7.A).176  No other country has ever expanded its foreign economic interaction as fast as 

China did (Lardy 2002). China has also attracted record levels of FDI, and by the late 1990s 

its stock was a third of the LDC total – not far below its population share. Its firms have 

become principal investors abroad and it has raised considerable funds on international bond 

and equity markets; initially sovereign bonds but more recently companies. A significant 

recent step was China’s accession to the World Trade Organization in 2001. 

 

Export growth in China has been closely tied to FDI. Foreign firms have focused mainly on 

the EPZ activities. Exports coming from foreign funded enterprises constituted 1% of the total 

in 1985, but leapt to 48% by 2000; by which time they also accounted for 52% of imports. By 

2000 foreign enterprises accounted for about one-eighth of all manufacturing output (Lardy 

2002). Whereas total exports were growing at about 15% per year (in current dollar terms) 

over 1990–2000, those of foreign funded enterprises were rising at 31.3%, and those of 

Chinese firms at a still creditable 9.1% (Lardy 2002). Domestic manufacturing output appears 

to have been growing somewhat faster than overall GDP growth and by the early years of the 

2000s manufacturing accounted for a high 40% of GDP. 

 

A large part of China’s export-producing sector has sometimes been seen as an enclave with 

limited linkage to the rest of the domestic economy, which remained much more insulated. 

Lardy (2002) does however conclude that China underwent major integration in the decade 

before joining the General Agreement on Tariffs and Trade (GATT), which would later 

become the World Trade Organization, in 1986. In the 1990s tariff barriers were 

systematically removed, giving it the lowest tariff protection of any developing country. Non-

tariff barriers shrank impressively and the ratio of value added to gross output in export 

processing almost doubled in the 1990s, indicating that linkages were rising. Added to this, 

China’s automobile producers were initially expected to source 70% of inputs locally; which 

meant that international suppliers followed their big clients into China. This foreign penetration 

plus widespread publicity about high standards led to a steep rise in product quality among 

first tier suppliers and in 2004 local sourcing reached 90% (Brandt & Rawski 2005). The view 

that the economy remains deeply segmented seems passé, with trade barriers in decline and 

transportation greatly improved. 
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 The constant (1991) price series behaves strangely and may suffer from statistical problems. 
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China therefore experienced dramatic growth of trade as a result of a combination of 

domestic labour with foreign capital, know-how and access to markets. As noted, much of the 

export growth was related to FDI. And much of the initial FDI came from Hong Kong (reflected 

in its concentration in Guangdong province), which, together with Macaw and Taiwan served 

other functions as well. Chen et al (1992, 213) see their role as important in the dramatic 

increase in China’s trading ratios. Attention to marketing and related skills were developed 

quickly, often with the help of Hong Kong businessmen. In 1988 Hong Kong was the initial 

destination of 40.8% of China's total exports; a substantial share of which was processed 

there for re-exporting. Other foreign investors also used the services of the island; and in 

1988, 90% of tourists were Chinese from Hong Kong and Taiwan, with some of the others 

also being overseas Chinese from other countries. 

 

Their dramatic expansion notwithstanding, the importance of exports and their growth to the 

Chinese economy have to be kept in perspective. Although the gross value of exports was 

40% of GDP in 2007, the value added component of those exports was far smaller at around 

10% of GDP.
177

 Since much recent export growth has been in electronics with a lower value 

added share of gross output than characterises traditional light manufactures, the ratio of 

value added in exports to GDP has also been rising less than the conventional measure of 

gross export value to GDP. In the six years up to 2004, net exports (exports minus imports) 

corresponded to 5% of GDP growth. Since then net exports have contributed to over 20% of 

growth, but this is mainly due to a sharp slowdown in imports. 

 

China has famously maintained a devalued exchange rate (such as to generate a large 

balance of trade surplus and rapidly rising foreign exchange reserves), and a part of the 

export story must therefore necessarily be attributed to this policy.
178

 

 

Post-reform performance and key contributing factors 

China’s average (official) growth rate was rapid over 1964–1971 (8.6%), but fell to 4.22% over 

1972–1976 (inclusive) before averaging 9% over the next 15 years. Whether and how much 

growth accelerated in response to which reforms is a complicated matter; partly because of 

the volatility of growth and partly because of possible bias in the official figures and whether 

that bias has been changing over time. One of the more detailed analyses of the accuracy of 

the Chinese figures, that of Young (2003), concluded that errors in the price deflators had 

created an upward bias of about 1.7% percentage points per year over 1978–1998 so that the 

true growth rate was about 8.1%, but did not distinguish sub-periods nor compare this period 
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 China’s Economy, The Economist, 3 January 2008. 
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 China’s exchange rate policy is discussed in depth by Liew and Wu (2008). 
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with earlier ones.
179

 If one accepts his estimates as accurate, and assumes the official figures 

of about 7.7% for 1957–1976 were accurate, then nothing that one could call an acceleration 

occurred between these two decade-long periods. More likely, however, some of the same 

upward bias had crept into the earlier figures as well, so that at least a modest increase in 

growth did occur. And there certainly was an acceleration from the slower growth trajectory of 

the early and mid-1970s – an acceleration that coincides approximately with the market-

oriented reforms and with the rapid growth of trade and FDI. Because of the role of FDI, 

national income will have accelerated somewhat less than GDP.
180

 

 

What were the factors behind output and productivity growth in the reform period?  The 

current price investment rate (measured by five-year moving averages) continued its gradual 

upward trend from around 20% in the early 1960s to a peak of around 40% in the early 1990s 

(Table 7.A). Though some further net increase occurred during the reform period from the 

early 1980s, it was modest. The time trend of the constant price investment rate was broadly 

similar since the late 1970s, but quite different before that. According to this series, the 

investment rate averaged close to 30% by the late 1960s, implying that the quantum of 

investment rose considerably more rapidly in the late 1960s than the current price investment 

series would suggest and more slowly for the next decade or so. The marginal output:capital 

ratio showed a downward trend bottoming out at just 0.12 over 1972–1976, then recovered 

from this trough to exceed the 1960s levels (with a maximum fiveyear moving average at 0.33 

over 1983–1987). It has averaged about 0.26 since 1977 – which is roughly the 1960s 

average – amidst somewhat marked fluctuations. In terms of these proximate sources of 

growth, then, a rising investment rate was a strongly positive factor until the early 1970s, after 

which the further increase has been modest. On the other hand, falling capital productivity 

accounted for the growth slowdown in the early 1970s and rising productivity for most of the 

subsequent growth acceleration. 

 

Average labour productivity has risen at an impressive 5.1% over 1978–2000, with 1.3 points 

of this explained by increases in agriculture, 2.4 points in non-agriculture, and 1.4 points the 
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 Rawski (2002) reviews the competing points of view on the accuracy of the data on China’s growth. 

Lardy (2002) notes that in any case the GDP growth seriously overstates the gain in living standards 

over the reform era, due to a large build-up of unsold and unsalable goods – over 1990–1999, 5.3% of 

GDP was additions to inventories, in contrast to 0.4% in the US.  If this ratio had risen from 1% to 5% 

over the interval in question, it would imply ‘real growth’ was overstated by 0.8% per year. This 

problem did however also characterise the first growth boom. 
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 If FDI accounted for about 16% of manufacturing value added – and thus about 6.4% of GDP – and 

the capital share was a third, this would amount to a little over 2% of GDP in 2000. One could 

therefore say that over the previous 20 years that national income grew by about 0.2% less per year 

than GDP. 
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reallocation from the former to the latter (Brandt et al. 2005).
181

 Over 1994–2000 labour 

productivity growth in the non-agricultural sector hit its peak contribution of 3.7 points out of 

an overall growth of 6.2% per year. Meanwhile, Young (2003) has concluded that total factor 

productivity (allowing for human capital improvements on the labour side) probably grew at a 

moderate but respectable 1.4% in the non-agricultural sector (if one accepts the official 

growth figures this value jumps to 3.0%), though it could be either higher than that or lower 

depending on what errors remain in the figures used. He notes that if one presumed a high 

level of inefficiency under central planning one might expect bigger gains during the reform 

process. On the other hand, one might blame the lack of adequate reform of the state sector 

for the modest estimated improvements. 

 

As for the often criticised SOE sector, Chen et al. (1988) identify a mild upward trend in 

multifactor productivity over the entire period covered (1953–1985), with a pronounced 

upward break coinciding with the serious efforts at economic reform in 1978 (previous studies 

had shown a level or declining trend with no break at that time). The long-term upward trend 

of 1.3% estimated in this study may still be considered disappointing in comparative terms or 

in light of the massive injections of technology and human capital over this period. With its 

very high investment rate, one might suppose capital scarcity would be less and less of a 

constraint on growth in China, but most of the existing stock has been tied up in the state 

sector. Studies showing a wide dispersion of performance among sectors and regions 

suggest, however, that it is not just ‘planning’ which puts limits on productivity improvements. 

It is also hard to relate the productivity turn-up conclusively to the reforms per se, since 

investment was simultaneously channeled away from the poor interior provinces to those on 

the coast, and there was an increased emphasis on consumer goods. 

 

While the precise causal links between exogenous shocks, the plethora of policy changes to 

the rising capital and labour productivity that mainly fuelled this second growth acceleration 

are somewhat unclear, there is little doubt that some of the reforms have contributed – as has 

a competitive exchange rate (the centre of much criticism from trading partners in the last few 

years), especially for those exports where the domestic value added share was high or rising. 

The timing of the big trade increase, most marked from 1986 onwards, comes just a few 

years after the start of a major real devaluation to levels well below any experienced up to 

that point (Table 7.A).  Both reforms and the competitive exchange rate are also likely to have 

contributed to the further increase in savings and (current price) investment rates over time. 

 

Agriculture’s acceleration is due in part to the reforms described above, which released 

previously repressed productive energies. Lin (1987) estimates that a 19.7% productivity jump 

was associated with the shift to the household farming system and an increase in effort 
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 In these calculations Brandt and Rawski accept Young’s (2003) estimate of GDP growth – about 

1.7% less that that of the official statistics due to higher estimated inflation. 
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supplied by the household; with this jump explaining 60% of the 26.4% output growth 

between 1980 and 1983. It is also easy to believe that increased trade and FDI have had a 

positive impact on growth, presumably mainly on that of manufacturing and of related 

services. 

 

Zhang (2003) argues that the increase in investment efficiency between the 1970s and the 

1990s, manifested in a falling incremental capital output ratio (ICOR) that contrasts to the 

other fast growing countries of East Asia where this ratio was rising, owed much to rapid rural 

industrialisation. He states: ‘China’s success relies primarily on the rapid entry and expansion 

of rural and small industrial businesses whose technology in the production is labor intensive 

and market oriented …’ (2003: 732)  Presumably such industrialisation was facilitated by the 

rapid agricultural growth following on reforms in that sector, creating a positive synergy rather 

parallel to that for which Taiwan became famous, and allowing rapid labour absorption in the 

rural areas. 

 

Brandt and Rawski (2005) conclude that, beginning with the reforms in the late 1970s, 

Chinese industry has recorded impressive improvement in the quality and variety of products 

along with the rapid growth of output and labor productivity. Globalisation and intensified 

domestic competition have been the driving forces behind this steady accumulation of 

capabilities. Unlike Japan and Korea during their rapid growth phases, few sectors of Chinese 

industry escaped the direct impact of international market pressures. At the start of reform, 

Chinese manufactures could not fulfill customer requirements in middle- or high-income 

nations. Now their competitiveness is widely noted, partly but not wholly due to the role of 

FDI. Capacity building has been somewhat slower in the second and lower tiers of 

subcontractors. While much of the initial FDI (often from Hong Kong and Taiwan) was seeking 

low wage labor, foreign investment is well into a second stage in which low wages are not the 

only attraction. Wage increases are now starting to shift China’s export mix towards skilled 

labour-intensive and technology-intensive sectors. The flooding of the coastal areas and the 

rising wages makes a migration of the low wage industries towards the interior a natural next 

phase, if the right environment can be provided (Brandt and Rawski 2005). 

 

Meanwhile, total national savings as a share of GDP has continued on its secular upward 

trend, while also undergoing a major shift towards households as source. The contribution of 

government fell sharply from 42.8% in 1979 to 22.3% in 1981 as the reforms got underway 

and profit retention was increasingly permitted; then dropped again abruptly between 1986 

and 1988 to single digits where they have been since then. The share of enterprises has 

fluctuated somewhat with an initial jump over 1979–1982 to its peak of 47.1% (Table 7.2) 

before slipping back to around a quarter during the later 1980s. Household savings, however, 

showed a continuous rise from the 23.6% of 1979 to 70.5% by 1991, even as the total gross 

savings rate approached 40% though the net saving rate was somewhat less. 
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Liu and Xu (1996) studied the dramatic increase in the savings rate out of disposable income 

by Shanghai households – from 1.3% in 1980 to 5.5% in 1990, and up to 16.2% in 1994. 

They attribute the jump in the early 1990s to the combination of rising real incomes (growing 

at 16.2% per year over 1990–1994, due in part to rising incomes from private businesses and 

from investments in securities and real estate) and an ability to diversify portfolios (previously 

limited to cash, bank deposits and mandatorily allocated treasury bonds) into such other 

assets as deposits indexed for price change, enterprise bonds, financial bonds, stocks and 

other short-term financial instruments. Savings may also have been encouraged by the 

healthcare reform initiated in 1990, a step taken to relieve the SOEs from that added cost, 

and involving experiments in risk pooling for catastrophic illness and co-payment systems. 

Labour reform, introducing the possibility that a worker could be dismissed from her/his 

position, was back on the agenda from 1993 onwards. Whereas rising savings in the mid-

1980s could be due to repressed inflation, forced saving and a shortage of consumer goods, 

Liu and Xu (1996) suspect that by the 1990s the more traditional factors in savings behaviour 

(rising incomes, availability of financial assets, etc.) were key. This sustained increase in 

household savings financed rising investment and also allowed the government to implement 

social sector reforms gradually, increasing the chances for a successful transition (McKinnon 

1994). 

 

Continuing transition challenges 
The policy experiments of the Mao regime contributed to China’s unstable growth 

performance. Although rather severe fluctuations remained an important part of China’s story 

for some time thereafter, since 1992 growth appears to have been much more stable than 

before. There was concern in the late 1990s that correctly measured growth was slowing and 

the overstatement of official figures rising (Lardy 2002), but this fear seems to have dissipated 

since then and appears inconsistent with the continuing rapid growth of average incomes 

reported in household surveys (Benjamin et al. 2008).
182

  

 

The relatively inefficient state-owned industrial sector today receives much criticism for acting 

as a drag on productivity growth in the non-agricultural sector, on overall economic growth, 

and on the financial sector’s capacity to provide effective intermediation between savings and 

investment as the economy increasingly comes under private control. Banks previously acted 

as agents of the state for allocating credit according to national strategy and lent heavily to 

state enterprises. The government now encourages commercial principles, but the banks’ risk 

assessment capabilities are still limited and a significant share of their resources is still 

channeled to state enterprises in support of state policy objectives. 
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 Their pooled rural and urban surveys show a 6% per year increase in average income over 1987-

2001, and it was fastest over 1997-2000 (see their Table 4). This would seem to relieve much of the 

uncertainty about the GDP growth figures.  
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Employment and distribution 
Several elements stand out in the employment/income distribution story of post-revolutionary 

China. The first of these is that, from a moderate level of inequality during the early decades 

of the century (but where poverty costs were high because of the low average income in the 

country), Mao’s government was able to effect a significant improvement in distribution in a 

very short span of time. Over about two decades it achieved labour absorbing growth that 

substantially cut both urban unemployment and rural underemployment; and as these more 

obvious manifestations of labour surplus diminished, signs of labour shortage began to 

emerge in some segments of the economy. Still, the pattern of development under which 

these gains were achieved had some features that might be expected to make it hard to 

maintain full employment and an equitable distribution when incomes became more market 

determined. In fact, a striking feature of the fast growth period since the reforms has been the 

rapid increase in inequality. Although poverty has fallen further – doing so especially rapidly in 

the early 1980s – its descent has slowed greatly since then in the face of rising inequality. A 

major focus of discussion at present is the factors which produced this outcome. 

 

Trends in sectoral employment are less clear in China than in most other developing 

countries and the share in agriculture has remained unusually high. Employment in 

manufacturing continued to grow until the mid-1990s, at a rate likely above 4% in the 1980s, 

and by 2–3% in the early 1990s to reach a peak of perhaps 19% of total employment in the 

mid-decade, a high figure for a still agricultural country – after which it appears to have 

dropped rather sharply to about 15% in 2000 and then levelled off.
183

 As manufacturing 

employment fell in the late 1990s, labour productivity was rising dramatically. Rawski (2003), 

for instance, found that a set of engineering sectors rose by 52% over 1996–2000 .  

 

As expected in a context of fast growth, employment in construction has expanded quickly. It 

made up 5% of sectorally identified employment in 2001, but its share of sectorally-identified 

employment growth over 1980–2001 was an impressive 13%. In relation to the urban labour 

force, both these figures would be substantially higher. Clearly, construction provides a high 

share of the jobs of recent rural-urban migrants, as reflected in the 41.6% share in a survey 

by Meng (2001) in the city of Jinin.  
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 On the basis of a review of the various sources of data available, Banister (2005) judges that there 

were about 109 million manufacturing workers in 2002 – well above the official figure of 83M, and 

excluding over 9M who have been laid off but still have a formal connection with their former 

employers. Of these 109M, 38M are urban workers and 71M work in TVEs (rural). Her best guess is 

that there were about 105M manufacturing workers in 1990, rising to a peak of 130M in 1996 (though 

this does perhaps include some over-reporting for TVEs and surplus workers not yet deleted from the 

enterprise rosters), 112M at end 1998 and 109M at end 2002 (Banister 2005). Regardless of whether 

one uses the official figures or Banister’s adjusted ones, the conclusion with respect to trends is the 

same. 
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Employment in services, especially in urban areas, has also been growing fast as the reforms 

have given greater scope to market forces. The informal sector appears to have grown at an 

average of about 16 million jobs per year over 1995–2000, suggesting that it has been by far 

the main locus of urban job creation over these years. Most job growth seems to have taken 

place in the coastal provinces and all (or nearly all) of it has been in the service sector.
184

 

Expansion of the informal services sector is exactly what one might expect in an economy in 

which labour is increasingly allocated by markets, and it would bring China’s employment 

structure more closely into line with that of market-based developing economies. In such 

economies a rapid expansion of informal employment is usually taken as a worrisome sign of 

flooding into easy-entry activities (some of them characterised by monopolistically competitive 

market structure and some ‘last resort’ in character) in the absence of an adequate supply of 

more attractive jobs, and hence likely to contribute to widening earnings gaps between formal 

and informal workers and an increase in overall inequality. But these outcomes should not be 

presumed to hold in the case of China, with its atypical history of labour-force allocation, 

involving greater control by planners than by markets and especially tight limits on rural to 

urban migration during the post-revolutionary period – limits that would be expected to 

produce a different pattern of sectoral allocation and of wage gaps from what one sees in 

developing countries, with few if any constraints on the flow. As well as an overall urban-rural 

income gap, the barriers to migration in China contribute to a gap between migrants living in 

urban areas and ‘urban natives’. Though by the late 1980s and early 1990s the number of 

rural migrants working in cities had begun to increase dramatically, reaching about 80 million 

people in 1995 and accounting for about 34% of the urban labour force, they have been 

treated differently from their urban counterparts in terms of occupational options and wages 

(Meng & Zhang 2001).  

 

There is no consensus on the size of China’s rural-urban income differential or on whether it 

has played a significant role in increasing overall inequality. Reducing disparity was a central 

objective of the reforms of 1978; and the rapid increase in farm incomes which resulted, 

together with other features of those reforms, initially brought the reported expenditure gap 

down. However, Benjamin et al.’s (2008) preferred (CHNS) figures imply that the urban-rural 

income gap does not contribute much to overall inequality.
185

  The overall urban to rural 
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 The figures reported by Brooks and Tau (2003, 8) imply that of the slightly over 300 million jobs 

created between 1980 and 2001, over three quarters have been in the tertiary sector, with this share 

reaching 80% over 1995-2001. In their Table 3 these authors  report figures also by one-digit sector but 

they are accompanied by a ‘residual’ which is then allocated across primary, secondary and tertiary—it 

seems to be fairly proportionate to base size, which probably understates the growth of services. 

Figures for the tertiary sector are thus rough approximations, and we rely more on the evidence of 

rapidly increasing employment of migrants and recently falling manufacturing employment. 
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 Other sources like Khan and Riskin (2005, 382) and Ravallion and Chen (2004) report that the 

merging of the two areas produces a Gini much higher than the rural one; the latter authors note that 

this merging adds more to overall inequality in China than in most developing countries because of the 
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income gap may be influenced by another migration-related phenomenon – the level and 

trends in the gap between legally defined urban ‘residents’ and migrants to the urban areas, 

the latter of which have been growing fast in recent years. There appear to be no definitive 

national figures on the relative earnings of rural to urban migrant workers, but all studies point 

to large earnings gaps between them and urban residents. Earnings equations do not explain 

much if any of this gap in terms of human capital differences, suggesting that it must be 

interpreted in some broad sense as ‘discrimination’. Although earning considerably less than 

urban ‘residents’, migrants benefit from the strong attraction to the urban labour market which 

enables them to earn more or be able to produce in a rural area. It appears, however, that the 

presence of this group, which is hard to capture in the data, is unlikely to have much impact 

on overall inequality.
186

 This probably reflects its intermediate position in the income hierarchy 

between urban ‘residents’ and rural people. 

 

Over the past decade or so the Chinese government has, predictably, worried about the 

possible consequences of relaxing constraints on rural-urban migration and downsizing the 

SOEs, especially if these events coincided with slower economic growth. Such concerns 

might legitimately be greater when one takes account of the extent to which segments of the 

planned economy included biases against use of labour, suggesting that for the new market-

oriented economy to be as labour absorbing as possible, policy-makers would have to 

unlearn and correct the effects of some habits of the past.  

 

There is some evidence that open unemployment in China has been rising rather quickly 

since the early 1990s. At the same time, it was inevitable that continued growth of labour-

intensive industries would change the balance in the labour market, and by 2005 there was 

much talk of labour shortages. There was, for instance, a shortfall of two million workers in 

Guandong and Fujian, the two provinces at the heart of China’s export-driven economy.
187

 

Rising demand for labour coincides with a relatively constant labour force and the effects of 

China’s one-child policy show up in the labour market. After a decade of stagnant wages, 

factory workers in Guangdong have become less passive; some workers rioted and staged 

strikes in 2004, others left for higher salaries in the rival Yangtze River Delta region near 

Shanghai, and others found jobs in interior provinces. Clearly the effects of the fast growth in 

some provinces are spreading to a higher share of the country and such unemployment as 

remains, perhaps substantial, coexists with labour scarcity in certain parts of the labour 

market.  

                                                                                                                                            
high urban-rural gap. Clearly this is an issue of contention, and one of possible significance in 

predicting the future pattern of overall inequality in China. 
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  Pers. comm., L Brandt. 
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 Yardley J & Barboza D, Help wanted: China finds itself with a labor shortage, New York Times, 3 

April 2005. 
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In an economy growing as fast as China’s has and undergoing such a major transition from 

planning to market, it is natural to speculate that considerable personal costs are borne by 

some of those who lose their previous economic bases and have to find new ones. How 

successful this process has been is hard to discern on the basis of the still very partial body of 

evidence available. In any case, it is clear that China’s labour market has been undergoing 

important changes. In the earlier system, workers had little say over where they worked and 

employers had little control over their workforce (Brooks & Tau 2003) or the wage bill. In 

response to the negative effects of the market system, China has created employment 

centres where workers can stay for three years at an income somewhat below previous 

earnings. The number of workers in these centres reached a peak of 9.5 million at the end of 

1999, but fell to 6.4 million by end-2002. In order to counter the negative effects of loss of 

wages and employment, an unemployment insurance fund was established and training 

efforts were beefed up, but there is still no social insurance system of the sort available in 

other transition economies to cushion the fall for the ‘losing’ workers. 

 

Trends in overall inequality 

As with unemployment, the measurement of China’s income and expenditure inequality is 

fraught with statistical problems. According to conventional wisdom, the level of inequality 

was very low after the Cultural Revolution, though just how low is unclear – both because of 

incomplete data and of the need to allow for the impact of subsidies/provision of public 

services. Although overall wages did not rise rapidly during the acceleration of the early 

1950s (except for those in manufacturing, which jumped by about 30%), the median level of 

welfare had already received a large boost from the redistribution through agrarian reforms. 

The first 20 years also saw rapid increases in employment, so that incomes rose through this 

mechanism. Personal welfare was fostered by the reduction in economic insecurity, but 

exactly what happened to the level of inequality is especially hard to judge over that early 

period. And, although no one doubts that inequality has risen markedly since the early 1980s, 

it is unclear how extensive the change has been or what it portends.  

 

Illustrative of the low inequality indicators often reported for China in the early post-Revolution 

period are Adelman and Sunding (1988), with a Gini coefficient of 0.255 in 1952 and an even 

lower urban one (0.165). Their figures – not adjusted for the subsidies provided to urban 

dwellers – still show a very low Gini coefficient of 0.284 in 1983, slightly down from the 1978 

figure of 0.317. But the inclusion of those subsidies greatly increases the figure in the last two 

years, to over 0.4 in both cases. The 1983 figures, not including urban subsidies, differ only 

modestly from those of Ravaillon and Chen (2004) – both rely on the NBS statistics.  

 

Ravaillon and Chen present the generally accepted picture of a more or less continuous 

increase in inequality from 1981 to 2001. At all points of time, reported inequality has been 
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greater in rural than in urban areas. Taking account of the rural-urban cost of living 

differences in merging the data from the two areas, their national Gini rises from 0.280 in 

1981 to 0.395 in 2001, a very large increase by comparative standards. It is hard to 

differentiate noise from true short-run trends, but it is still clear that 1988–1994 (or perhaps 

1985–1994) was a period of major inequality increase and that 1999–2001 was another. The 

most striking features of the Chinese record are that, even after this major increase, the 

reported urban Gini is still among the lower figures observed in developing countries while the 

rural Gini is relatively high and, according to some of the figures (e.g. the CHNS estimates 

presented by Benjamin et al. (2008) for the 1990s), extremely high.  

 

According to most sources covering the period since the 1980s, the gap between rural and 

urban inequality narrowed from its peak in the early 1980s, but has since then been realtively 

stable. According to Ravallion and Chen (2004), at the time of the increases over 1988–1994 

the urban Gini rose by 8 points and the rural one by just over 4 points. Prior to that, rural 

inequality had risen somewhat faster, perhaps as the agricultural reforms kicked in. Benjamin 

et al. (2008), who assemble three series of cross-section data which together allow relatively 

consistent calculations of inequality from the mid-1980s onwards, present a similar story of 

change over time. They emphasise the difficulty in establishing the facts about the level of 

inequality, partly because the household  survey data are not in the public domain. They 

conclude that the official estimates are probably too low, with the true Gini probably in the 

0.4–0.5 range in both urban and rural areas, so that overall inequality probably exceeds 

0.50.
188

 This would put it close to the levels characterising Latin American countries, although 

not approaching the most inegalitarian cases like Brazil and Paraguay. Such a modest 

differential might be surprising in light of the long-time repression of rural to urban migration.  

 

What has been special about the recent history of inequality in China? At its low point in the 

1950s, two of the main historical contributors to inequality in most countries – land inequality 

and education-related earnings inequality – were low, leading to very low rural and 

(especially) urban inequality. The impact of rural off-farm income on rural and overall 

inequality was also quite muted. Overall inequality was somewhat higher than the weighted 

average of the rural and urban levels due to a significant urban-rural income gap. Significant 

gaps across regions led many people to believe that they – or ‘spatial’ inequality, more 

generally – were very important, especially the gap between the higher income coastal 

provinces and the interior (a gap which has a powerful parallel in Brazil). But clearly no single 

factor, nor all of them together, were enough to create much inequality in the early years after 

                                                 
188

 The CHNS data uniquely allow pooling of rural and urban data (Benjamin et al. 2008). They are 

also more intensive and better measured in other ways. Unfortunately there are no consumption data. In 

the cases of both the NBS and RCRE surveys – the other options for this sort of work – there is reason 

to believe that a disproportionate share of people at both ends of the distribution are missed. 
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the Cultural Revolution. What has changed since then to produce a dramatic increase in 

inequality, one which many observers worry has not yet run its full course? 

 

Benjamin et al. (2008) note that the key driver of rising inequality in the countryside has been 

unequal access to non-farm business income. In cities the decline in subsidies and the 

unequal wage incomes are playing a larger role. Increasing returns to higher education are 

contributing to the growing dispersion of wage incomes. Notable by their absence is a social 

safety net of the sort found in other transition economies. Land is still owned by the village 

and allocated on a fairly egalitarian basis, but, whereas this formerly acted as the rural safety 

net, its effectiveness falls with agriculture’s share of total income. Prior to the reforms, 80% of 

families lived in rural areas and were primarily involved in agriculture. Land was collectively 

farmed, with income supplemented in some periods by the produce of small private plots. 

Collective income was allocated in such a way that differences within localities were probably 

fairly small. Many services were collectively provided, which probably had an equalising 

effect. In urban areas almost everyone’s wages fell within a narrow range, and were 

complemented by subsidies and entitlements. The rationing of various goods further 

compressed real income differences. In rural areas the human responsibility system (HRS) 

reform immediately permitted households to retain a greater share of the returns to their 

labour and entrepreneurial talents. Liberalisation allowing involvement in sideline businesses 

was also important. 

 

Has the increase in inequality stopped?  Ravallion and Chen’s (2004) series and all of those 

presented by Benjamin et al. (2008), including their preferred CHNS figures, point to a rapid 

increase in inequality between 1997 and 2000 or 2001. In the case of the CHNS figures, the 

increase is by 4 Gini points for the country as a whole and 5 in rural areas over 1997–2000. 

On the other hand, Khan and Riskin (2005), using the CASS surveys, find a significant fall in 

the rural Gini ratio between 1995 and 2002 (from 0.416 to 0.375) and a smaller drop for urban 

residents (0.332 to 0.318); but on merging the two find the Gini coefficient essentially 

unchanged at 0.45. Their result would provide some reason to hope that the dramatic 

increase in inequality in China may be over. Knowing whether this is the case, or whether 

income concentration continues, is of obvious importance, both for policy purposes in China 

and in any interpretation of this unusual story for the benefit of other developing countries. 

 

What are the possible sources of the inequality increase that occurred over the 1980s and 

(especially) the 1990s (even if, as Kahn and Riskin contend, that overall increase has come to 

an end, at least temporarily)? In probing the answer to this question, it is worth bearing in 

mind that most other accelerations have not involved increasing inequality. 

 

Spatial earnings differentials, including rural-urban and interior-coastal, have often been 

identified as a major source of overall inequality. Benjamin et al. (2008), however, conclude 
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that the urban-rural income gap does not contribute much to overall inequality. Other authors 

who do not share this view (Khan & Riskin 2005; Ravallion & Chen 2004) still do not see it as 

a major source of observed increases. Of greatest interest, therefore, are the sometimes 

overlapping roles of education, entrepreneurial skills (probably related at least in part to 

education), rural non-agricultural incomes, and private and public capital incomes. The data 

do not allow for much delving into the impact of capital incomes per se, but the other factors 

have come in for attention. 

 

In the case of education, all sources agree that the private rate of return in urban areas has 

risen from quite low levels to much higher ones. Fleisher and Wang (2005), using 

retrospective data covering the period 1950–1994 for a representative sample of urban 

residents, find that returns to schooling declined prior to the Cultural Revolution and returns 

for non-college graduates became negligible; while those for people with degrees remained 

low compared to other countries. Returns to tertiary education did not recover from the 

Cultural Revolution low until the 1990s.
189

 The authors find a sudden jump in returns in the 

early 1990s, up to about 6.5% in 1994, almost identical to that reported by Zhang and Zhou 

(2002) on the basis of an ordinary Mincerian equation, the latter authors estimate returns of 

11.5% by 1999, which would put the Chinese figures well within the normal range for 

developing countries.
190

 Broadly consistent results are presented by Benjamin et al. (2008), 

who conclude that over the 1990s the average returns to an additional year of schooling for 

urban wage earners rose from 4% to 10% with an above average amount of the increase 

occurring in the case of those with university training. The rate of return has thus moved from 

well below the norm for developing countries to probably at or above it since the 1970s. 

Educational levels are rising, are traditionally greater for men than for women (though this gap 

has been narrowing), and seem relatively high compared with other developing countries; 

with the average years attained for rural men 20-29 apparently close to nine years and in 

urban areas about 11 years. The population of university students has also risen dramatically 

in recent years. 

 

How much have the rising returns to education as the wage structure changes contributed to 

the increase in inequality? That the impact has been substantial is suggested by the fact that 

                                                 
189

 Not all sources have found the same pattern of change over time. 

190
 Meng (2001), in his 1995 study of migrants to the city of Jinin, finds that the level of education is 

not significantly related to income for those workers in the formal sector, but each year is associated 

with 2.1% more income among informal wage-earners and 7% more for the self-employed. Only the 

last figure is within the range usually observed in market economies. The special situation of migrants 

probably explains the lack of much payoff to education for those in wage positions; the higher payoff 

among the self-employed may suggest that education pays off in terms of entrepreneurial abilities of 

some sort. 
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overall inequality (and especially that in urban areas) rose fast in the 1990s – when the main 

increase in the payoff to education also seems to have occurred. Whether the tightening link 

between education and income accounts for the bulk of the rise in inequality is less clear. To 

be responsible for a large part of the inequality implicit in a Gini coefficient of 0.38 (the CHNS-

based figure reported by Benjamin et al. (2008) for 2000) requires a considerable variance in 

the level of human capital (taking account of both quantity and quality of education) across 

the population as well as a relatively high rate of return. If one takes the optimistic view that 

education has by now had its upward impact on inequality as markets bring wages closer to 

marginal products, are there other reasons to be concerned about further increases in 

inequality?  

 

The most interesting puzzle in the story of Chinese inequality is the high level found in rural 

areas and the increases reported by most studies to have occurred in either (or both) the 

1980s or the 1990s.
191

 The experience of other countries suggests that variance in the level 

of education normally plays only a modest direct role in rural inequality, with concentration of 

land often playing a smaller role than expected. Benjamin et al. (2005) whose data show the 

rural income Gini rising from 0.32 in 1987 to 0.37 in 1999 – with nearly all of the increase 

since 1995 – note that the trajectory of the last half of the 1990s is of particular concern, since 

it left half of the population no better off than 12 years earlier and the bottom 5% worse off. In 

interpreting this increase, they rule out regional differences as the key factor at work; at any 

point in time more than half and as much as two-thirds of the inequality is intra-village. The 

role of spatial differences is in fact falling over time, perhaps because migration is now 

sufficient to have a more equilibriating effect than before. Rising rural inequality is mainly 

driven by the inability of poorer households to access non-agricultural income while others 

can. The failure of as much as half of rural families to raise their living standards since 1995, 

is due to the combination of falling agricultural incomes; mainly the result of sharply falling 

crop prices, together with the inability to compensate through increasing non-agricultural 

incomes. In an economy where two-thirds of the labour force is still ‘rural’, this pattern plays a 

significant role in the overall inequality increase. 

 

Part of the story of rising non-agricultural incomes in the rural areas involves rural industry, 

credited by Zhang (2003) as a key source of overall successful growth. Such growth is now 

occurring in a more private, competitive setting, whose negative distributional effects would 

not be surprising, especially in a context where a fairly large segment of the population has 

                                                 
191

 Benjamin et al. (2008) use RCRE figures and report a somewhat smaller increase in the Gini 

coefficient from 0.29 to 0.34 (virtually all occurring over 1995–2001) compared to the rise from 0.285 

to 0.365 reported by Ravallion and Chen (2004), whose data show continuous increase since 1987. In 

contrast, though, Khan and Riskin (2005) using the CASS surveys find a significant fall between 1995 

and 2002,  from 0.416 to 0.375. Though the latter study disagrees with the other two on recent trends, 

all show very high levels of rural inequality. 
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limited entrepreneurial potential and where change is occurring very rapidly. In any case, 

whatever the combination of non-agricultural activities that has contributed to the rising 

inequality, it is a matter of much importance that this effect be eventually reversed. Under at 

least some conditions, including those found in Taiwan during that country’s take-off, rural 

non-agricultural incomes rose very rapidly but in a relatively equitable way.  

 

Taken together, the data leave no doubt that overall inequality has risen significantly, but 

there is a high degree of uncertainty as to its actual level and the extent of the increase, since 

the possible degree of mismeasurement unearthed by Benjamin et al. (2005) and others 

implies limited confidence. Their conclusion that the bottom half of the rural population has 

not shared the economic gains since 1987 is consistent with serious concerns about access 

to remunerative employment and with the increasing commentary about rising gaps. 

Unemployment contributes somewhat to poverty and inequality, and that contribution may 

have been increasing; but the uncertainly about both its level and its trends leaves this as 

another open question. 

 

A broader issue about the causes of the rise in inequality relates to the fact that China had, at 

least in the early post-Revolutionary period, the advantage of being able to substantially 

disassociate incomes from productivity, and hence from the earnings levels generated by a 

market economy. Thus, in this labour surplus economy with a very low marginal product of 

labour, incomes in rural areas could be shored up through a combination of redistributing 

land, encouraging labour-intensive ways of farming, and by adopting a sharing system. Under 

central planning, there had been overstaffing (relative to profit-maximising employment levels) 

of SOEs. In short, because it had a mechanism to pay everyone a certain minimum 

regardless of productivity, China had the luxury of opting for a lot of capital-intensive activities 

without having to suffer the income inequality consequences such a decision would bring in a 

market economy. A quick shift to a system in which earnings are substantially determined by 

market forces may leave some groups with much lower wages and others with much higher 

than before, so inequality may jump. Something of this sort seems also to have happened in 

Chile during the Pinochet regime. The shift towards a market system has laid bare some 

structural parallels to countries like Brazil, which its very modern high productivity sectors 

together with large labour surpluses in low productivity activities. Consistent with this parallel, 

China’s level of inequality has moved rapidly in the direction of Brazil’s during its shift towards 

market determination of incomes. Indonesia moved partially in the same direction, with a 

growing capital-intensive portion of the manufacturing sector together with an oil sector, but 

like China it also retained a large labour-intensive manufacturing subsector. Interestingly, this 

combination of trends never created the degree of inequality that Brazil has always had. It is 

an interesting question why China’s current inequality appears to be closer to Brazil’s than to 

Indonesia’s. 
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Poverty trends 

Although the full trajectory of poverty reduction cannot be laid out with any precision due to 

the data problems noted here, it is safe to conclude that there was an initial sharp drop as 

land redistribution occurred. The story becomes less clear for the next couple of decades with 

the political and economic upheavals that followed. The early 1980s saw another dramatic 

reduction. Using new poverty lines and newly assembled distributional data, Ravallion and 

Chen (2004) find that poverty fell from 53% in 1981 to just 8% in 2001, a remarkable 

achievement. Even more striking is the fact that half of the reduction came in the first few 

years of the 1980s (1980–1984), with nearly all of this occurring in the rural areas.
192

 With this 

(relatively low) poverty line, the incidence of urban poverty was only 6.0% in 1980 and 2.2% 

in 1981. Rural poverty fell from 75.7% in 1980 to 30.9% in 1984, after which it fluctuated 

without trend until falling again over 1993–1996. Between 1981 and 2002 average rural 

incomes have tripled and more, while urban ones have risen a little less. Inequality, though 

not rising continuously and more prevalent in some periods and provinces, started out higher 

in rural areas, but there has been some convergence due to the more rapid increase in urban 

areas. Apart from the reforms to decollectivise and privatise land-use rights under the 

household responsibility system, which presumably gets much of the credit for poverty 

reduction, agricultural pricing policies also played a role. Raising quota prices stimulated 

production, so the farmer gained on both counts. As noted above, rising agricultural income 

was not enough to prevent eventual sharp increases in rural inequality due to the unequal 

access to non-agricultural income. 

 

Some broad patterns and lessons from China’s acceleration 
and sustained high growth 
 

The main features of note for China’s post-Revolutionary acceleration are as follows:  

 The dramatic increase in the savings and investment rates from low earlier levels to 16–

20% by 1952 and above 25% by the late 1960s, as the government effectively channelled 

a large chunk of what had formerly been the rents of larger landlords into this use. 

 The significant increase in resource utilisation, both of labour and of capital, due to a 

natural recovery after the Second Revolutionary Civil War of 1927–1937 and other sources 

of uncertainty, as well as the government’s ability to mobilise labour effectively. 

 Considerable attention to and success in raising productivity, through a variety of 

mechanisms. 

 A major income redistribution from landlords to others, which was used to improve the 

income levels of the poor and to diminish inequality; and also contributed to savings and 

investment. Prior to the Cultural Revolution it was hard for government to tap the economic 
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 For poverty incidence to fall so fast there has to have been both a rapid increase in average income 

and a bunching of families near the poverty line as the period began.  
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surplus in the hands of landlords and the urban well-to-do since they dominated traditional 

government and society. 

 Wage stability after an initial increase of 30% in manufacturing (only ???) over 1952–1957, 

was held about constant until the early 1970s; and consumption increased considerably 

slower than output. 

 

Other features of more general note include the following: 

 

 Major shifts in the sources of savings while the overall rate continued to climb until eventually 

reaching 40% of GDP. Until the reforms beginning in the late 1970s began to modify the 

sources of savings, the government and the SOEs accounted for the bulk of the increases 

achieved. Then, over the 1980s and especially the 1990s, households quickly moved centre 

stage as the main source of savings, with the overall savings rate continuing to rise as this 

shift occurred. China achieved this dramatic shift in the sources of savings without any break 

in their trend and without a modern banking system designed to perform a refined resource-

allocation task in the style of market economies. 

 

A large array of rural and geographically dispersed industries using technology well suited to 

the conditions of labor abundance relative to modern equipment was a key component of the 

growth story. From 1957 onwards, economic planning stressed the importance of local 

initiative, local industries and the systematic use of small and medium enterprises to achieve 

rapid industrialisation (Sigurdson 1973). The typical county had the five small industries 

identified as key (energy, cement, chemical fertiliser, iron and steel and machinery). Farm 

machinery repair and manufacture and light industry for consumer goods were also 

widespread (Sigurdson 1974). The roots of rural small-scale industry went back to the pre-

communist period, but they were impressively revived under planned development (Chen et 

al. 1992). This immense network co-existed with modern large-scale industry, saved on 

transport costs as well as teaching people industrial skills and rhythms and speeding up the 

process of skills acquisition. 

 

The role of leading sectors with positive spillover effects. Authors like Rawski (1980) and 

Chen et al. (1992) have argued that certain sectors have played leadin’ roles in the evolution 

of the economy at various points in time. Rawksi emphasises the role of producer goods, 

while Chen et al. stress that of agriculture in the wake of liberalising reforms and of the rural 

TVEs, which became the most dynamic sector of the economy and contributed over 30% of 

the increase in total material product over 1980–1988 in spite of receiving no budgetary 

allocation or subsidies from the state. Zhang (2003) attributes much growth to smaller rural 

manufacturing, while many authors emphasise the role of exports since the mid-1980s. 
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The incentive system need not be highly income-based to work reasonably well. Throughout 

the early post-Revolution decades people were selected for key jobs on the basis of their 

ability, dedication and grasp of what was socially desirable; while material rewards tied to 

specific success indicators were avoided. The contrasting practice in the USSR and Eastern 

Europe of output and performance targets for managers led to a range of dysfunctional types 

of behaviour and did not foster local initiative. In China narrow income differentials in 

combination with other inducements furnished sufficient incentive to run a complex economy 

effectively with satisfactory output growth (Keesing 1975). This pattern was partly dependent 

on limiting familiarity with higher standards of living – such as restricting contact with the 

outside world – and has thus became decreasingly feasible as Chinese society moved away 

from its earlier isolation. 

 

The efficiency of gradual, partial and pragmatic reform in China contrasts with the difficulties 

which have beleaguered the ‘big bang’ approach used in some Eastern European countries. 

The urban industrial reform package emphasised an expansion of enterprise autonomy and 

incentives, as well as the reduction but not elimination of within-plan allocations. These 

changes rewarded profit-seeking behaviour and helped to finance new investment (Chen et 

al. 1992). Perkins (1989) has noted the ad hoc and experimental nature of the approach, with 

many forward steps followed by partial reversals. Chen et al. (1992) distinguish centrally-

managed reform and bottom-up or spontaneous reform. Reforms like the establishment of 

export processing zones (EPZs) were enabling and fall into the former category, but many 

other reforms followed de facto change. The agricultural reforms, for instance, were not 

planned by the central government. In fact, the two key aspects – leasing land for household 

farming and setting quotas on a household basis – were explicitly banned by the leadership in 

1979; but they gradually recognised the popular support and the feasibility of these changes. 

They therefore initially authorised their implementation in remote zones and then later 

acceded to their spread. Such spontaneous reform has sometimes been facilitated by the 

relative weakness of the central government, the remaining legacy of commercial and 

entrepreneurial skills and an increasingly open-door policy. 

 

How well an economic system is run may matter more than its structural features. Rawski 

(1980) concludes that China’s broadly successful industrialisation experience suggests that 

economists may be in danger of exaggerating both the virtues of outward-looking 

development policies and the weaknesses of central planning. Until relatively recently this 

industrialisation process occurred without the benefit of domestic or international price 

competition. The experience is consistent with the idea that development may at times be 

enhanced by partially curtailing access to outside suppliers – domestic as well as foreign, as 

isolation and crisis can be fruitful stimuli to industrial innovations. As argued also by Bruton 

(1992) with respect to Malaysia’s experience, trade-dependent industrialisation has its merits, 
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but it can attenuate the process of skills formation, which helps a country to overcome future 

obstacles without outside assistance. 

 

In spite of its impressive growth and export performance, manufacturing has not been the 

(direct) ‘answer’ to the employment challenge in China. The share of employment found in 

manufacturing appears to have peaked at a significant 19% in the mid-1990s, and then fallen 

as labour productivity rose fast. The SOEs have always been quite capital-intensive relative to 

China’s resource endowment ratios and even the TVEs have on average achieved much 

higher labour productivity than agriculture – a ratio of about 7:1 in 1991, according to Yang 

and Zhou (1999); a gap much greater than the that found between smaller-scale 

manufacturing and agriculture in most other countries. Rawski (1980) speculates that if China 

had up to that point failed to develop labour-using industrial technologies, having been 

endowed with the means and the desire to do so, it was unlikely that other countries could 

achieve that end without massive resource injections from the outside. Since then China has 

had a burst of exports of labour-intensive items, creating many jobs but not, apparently, 

leading to a major net increase in the manufacturing share of employment since 1990. 

Feenstra and Chang (2007) estimate that export growth over 1997–2002 contributed at most 

2.5 million new jobs per year, or about one-third of the total, and a smaller share of the 

country’s target employment growth. Non-tradables provided three times more new jobs, 

while productivity gains subtracted an amount equal to the direct gains from exports. 

Industrialisation has therefore not provided a direct solution to the employment challenge. 

Although China’s manufacturing employment share is still above the world average of 13–

14%, in countries which have at some stage in their development relied heavily on export-

oriented, labour-intensive manufacturing the share of total employment so engaged has 

typically exceeded 20% or even 25%. How important manufacturing exports are to growth 

and through that growth to the generation of employment in other sectors is a more 

complicated and obviously important question, to which these numbers do not provide the 

answer. 

 

The exchange rate has probably played an important role in the export boom since the 1980s. 

Although the fact that China has had more policy tools to achieve its foreign trade objectives 

than most developing countries, it remains striking that a major real devaluation had occurred 

by the mid-1980s, just before the startling increase in the export:GDP ratio. This suggests 

that, as in most of the other countries where growth acceleration has been associated with an 

export boom, the exchange rate has been one of the major factors at play. 

 

China’s income inequality appears to have been unusually low in the early post-Revolutionary 

period but now appears to show little or no legacy of that egalitarianism. This pattern raises 

many questions of more general interest, among them the possibility that the transition from a 

China-style centrally planned system to a more market oriented system runs the risk of laying 
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bare previously masked or suppressed structural sources of inequality. With inequality 

surging towards Latin American levels, will China be able to come up with the tools needed to 

offset the forces that propel it in a market-drive economy? 
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Chapter 8: Brazil’s ‘Miracle’ and its Unhappy Aftermath 
 

Introduction 
Brazil’s growth acceleration in the early 1960s  followed a period of stagnation and is marked 

by several special features. First, it occurred in the country which had shown the greatest 

economic dynamism in Latin America over the first six decades of the 20th century – racking 

up an average growth of 4.5% compared to 2.9% for seven other major countries of the 

region and less than that for the developing world as a whole. The post-slump acceleration 

achieved might therefore be thought of simply as a return towards a normally high growth 

rate, but the dramatic Brazilian ‘miracle’ of 1968 to 1973 saw rates of growth seldom seen 

anywhere over a five-year period. The acceleration could also be seen (as it is by Malan and 

Bonelli (1977), for instance) as just one more cyclical upswing in a country characterised by 

balance of payments related stop-go cycles, which happened to coincide with an unusually 

favourable international context. Second, the slide into early 1960s stagnation, the 

subsequent acceleration and the catastrophic debt crisis of the 1980s all demonstrated, in 

one way or another, the fragility of growth in Brazil and the delicate balancing act required to 

sustain it in a context of extreme inequality, the populist responses to which such inequality 

gives rise, and the attendant difficulty in simultaneously satisfying the expectations of all major 

groups in the population. Finally, both the ‘miracle’ itself and in fact the whole of the fast 

growth period between the early 1960s downturn and that of the 1980s was achieved under 

military rule.  

 

Apart from the extreme inequality which Brazil has always suffered and the associated forms of 

populism which have arisen in response, other special features of its political economy include its 

dirigiste style of development with high levels of government intervention and involvement in the 

economy, high public investment, a reasonable capacity to collect taxes (Werneck 1991), and a 

considerable degree of continuity in the patterns of economic management. Inflation has also 

been a nearly continuous threat, substantially attributable to the government’s difficulty in funding 

its investment plans through taxation, and to a background of severe inequality. Exchange rate 

overvaluation has also been a permanent threat as long as inflation co-existed with fixed 

exchange rates, although overvaluation has been pursued much less deliberately than in 

countries like Argentina and Peru (Coes 1995). The responses to these challenges, some which 

were quite innovative, evolved over time and showed considerable continuity. Between the 

previous period and the post-1964 era, the role of economists – and of ‘technocrats’ more 

generally – was increased; and, as Coes (1995: 52) puts it: ‘The military regime had little 

sympathy for the traditional civilian elites and blamed them for having damaged the country. 

More technically oriented professionals, especially engineers, business managers, and 

economists (excluding those suspected of harbouring Marxist sympathies), were considered 
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to be better suited to carrying out the regime’s goals.’ 

The orientation towards relying on technocrats was combined with a sense of the practical. 

Unlike some other Latin American countries, there was little tendency to swing abruptly between 

textbook laissez faire liberalism and extensive state intervention. Although the role of the state 

became quite large, with total expenditures of government plus those of state enterprises coming 

to 50% of GDP in 1969 (Baer et al. 1973), that role was not the result of a plan in which 

widespread state involvement in the economy was seen as desirable per se but rather the 

accumulated effect of perceived needs to accelerate growth in a backward economy, fulfil 

functions for which the private sector was not yet prepared, etc. This avoidance of ideological 

extremes in the approach to solving problems no doubt helped to produce Brazil’s fast growth. It 

also helped to preserve political peace. Continuing strands of the ‘Brazilian’ approach to 

development were the strength of nationalist sentiment and the associated worry about foreign 

involvement and control over the economy, and the aspiration to develop quickly and close the 

gap vis a vis the industrial countries. 

 

Finally, Brazil’s governments have probably been keener on growth than many others, and 

have been rather like the governments of Singapore and Korea in that respect. Some military 

governments saw economic growth as a way to greater military and political power; others 

were perhaps motivated more by the fear of unrest if general living conditions did not improve. 

At the beginning of the 20th century, Brazil was one of Latin America’s lower-income 

countries, with per capita GDP in 1990 Geary-Khamis dollars of just 678; contrasted to an 

average of US$1 200 for the region’s eight largest economies, and about the same level as 

the country had as in 1850 (Maddison 2003). Brazil had also long suffered a degree of 

embarrassment over the fact that the industrial world did not take it seriously as a nation. 

When the Paraguayan War (1864–1870), in which Brazil (with some help from Argentina and 

Uruguay) defeated a tiny rival, exposed weaknesses in Brazilian military capacity, Emperor 

Pedro II insisted on fighting until unconditional surrender could be forced upon the 

Paraguayans; even though the war could have been ended earlier. In his view, it was ‘a 

crucial test of his country’s ability to prove itself a modern, disciplined nation’ (Skidmore 1999: 

61–62). Getulio Vargas, who ruled Brazil over most of the period between 1930 and 1951, 

either as dictator or elected president, also had ambitious aspirations for the country. He saw 

a satisfied set of government-controlled unions as a future political base (Skidmore, 1999) 

and a strong central government as key to quelling serious political rivalries among regions; 

this called for economic development with industrialisation (at least in the military-related 

sectors), education, greater international presence through increased trade and improved 

social welfare for urban workers.  

 

By the late 1960s the contemporary version of the national project, dubbed ‘Brasil, Grande 

Potencia’ (‘Brazil: a Great Power’) was coming into view in the hands of the Minister of 

Finance, Delfim Netto, and his team. It was the start of a long period of sustained growth 
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which by the end of the century would see Brazil among the world’s industrialised nations 

(Macarini 2005). 

 

The 1960s stagnation and its prelude 
Brazil achieved high average growth for most of the post-Second World War period until the debt 

crisis of the 1980s. Average growth accelerated from 6.3% for the period 1950–1954 to 8.0% 

over 1955–1959 (Baer 2001) before gradually slowing to hit bottom in 1963 at 0.9%. 

 

Brazil had emerged from the Second World War in a favourable position on various counts. It 

had more than half-a-billion US dollars in reserves, the Depression-era constraint on its 

import capacity had been eliminated, and export markets were returning to normal. Inflation 

also returned, and, together with a fixed exchange rate, quickly led to overvaluation and the 

re-institution of the exchange controls used in the period between the two world wars. The 

efficiency costs of overvaluation were, however, at first partially contained by ‘linked 

operations’ whereby firms could import more if they also exported. Then, in 1953, an auction 

system was introduced which permitted de facto devaluation (Coes 1995). President 

Kubitschek (1956–1961) embarked on a number of large investment projects (including 

construction of the new capital, Brasilia), and  though his government was nationalist in spirit 

it nevertheless introduced some incentives for foreign investment. The auto industry leapt 

from almost nothing to become a major sector. Meanwhile, a systematic ‘industrial policy’ was 

being articulated, with protection through ad valorum tariffs as one of its key features (Coes 

1995). State enterprises dominated in steel, mining and petrochemicals, and state banks 

played a dominant role in the financial system (Baer 2001). Tax revenues were however 

inadequate to pay for the planned investments, the local capital markets were not yet well 

developed, and the substantial rise in foreign capital inflows was partly offset by stagnation in 

export revenues (Coes 1995). The government thus went the route of monetary expansion 

and this inflationary finance led to the first burst of inflation in post-war Brazil. With the 

nominal exchange rate fixed without indexation, this recipe guaranteed problems on the 

export front and, more generally, eventually led to the stagnation of the early 1960s. 

 

In the 1950s, Brazil’s fixed capital investment ratio was on the low side, rising from an 

average of 14.8% over 1950–1954 to 15.6% over 1955–1959. The last two years of the 

Kubitschek regime (1960/1961) saw an increase to an average of 17.5% (Baer 2001), a figure 

significantly above those of the early 1950s. These figures implied quite high marginal 

output:capital ratios of 0.43 in the first half of the 1950s and a striking 0.51 in the second 

half.
193

  The level suggests a combination of low prices of capital goods relative to GDP, 

                                                 
193

 These figures would be a little lower if they included change of inventories. The total investment 

rate probably averaged 1.5 percentage points higher. Brazil’s investment rates are unclear due to 

differences across sources. Figures presented by Baer (2001) and by Coes (1995) are consistent with 

each other, being from the same or overlapping sources. Baer cites Instituto Brasileiro de Geografia e 
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growth based in part on discovery or incorporation of new natural resources, a rising growth 

of employment (adjusted for human capital), the bringing of previously excess capacity into 

utilisation, or very efficient growth either in the sense of improved allocation of resources over 

time or a significant amount of technological improvement leading to higher factor productivity 

at the micro level. 

 

The early 1960s recession that preceded Brazil’s growth acceleration was the result of prior 

macroeconomic imbalances and political gridlock. Inflation surpassed 30% in two of the last 

three years of the Kubitschek government, and his initial steps in response were not enough 

to bring it to heel. President Quadros (who only held office from January to August 1961) 

launched various efforts at structural reform (such as streamlining government operations), 

and his 40% devaluation accompanied by vigorous stabilisation effort by limiting monetary 

expansion did not produce quick recovery. These measures are in fact believed to be among 

the principal reasons for his mysterious resignation within the same year of his taking office. 

His replacement, Goulart, was viewed with suspicion by the right and his authority was 

originally diluted by a forced division of authority with congress. Even after a 1963 referendum 

restored normal presidential powers to him, he was unable to reconcile the pressures from 

competing interest groups pushing variously for nationalist policies, land reform, continued 

heavy subsidies to business, etc. Some of the more radical options being mooted got his 

verbal support and although no major steps were taken beyond things like restriction of profit 

remittances in late 1962, the rhetorical emphasis on redistribution did have the effect of 

casting doubt on the security of property rights and, in the opinion of some (e.g. Coes 1995) 

pushed the fixed capital formation rate down to 13.1% in 1961.
194

 Growth dipped to just 2.5 at 

the bottom of the trough (1963–1965), or 3.3% over the longer period 1963–1967. Goulart was 

removed by military coup d’etat in 1964. 

 

By the late 1960s, with the growth slowdown of the previous few years evident in the figures, 

a variety of explanations for the deceleration emerged, many of them related to the longer-run 

implications of the import substituting industrialisation (ISI) strategy.  Baer and Maneschi 

                                                                                                                                            
Estatística’s  (IBGE) Anuario Estatistico do Brasil and Instituto de Pesquisa e Economia Aplicada’s 

(IPEA) Perspectivas da Economia Brasiliera 1994; while Coes cites the former source for 1970–1990 

and IBGE Estatisticas Historicas do Brasil (1990) for 1963–1969. Figures presented in earlier World 

Bank tables tend to differ marginally. Figures in the World Bank’s online data set also appear to 

contain errors since the constant price and current price investment series are the same over the period 

1965–1990. These figures have therefore been disregarded. Most trends are, nevertheless, broadly 

similar.  

 

194
 Baer (2001) also attributes the stagnation that set in after 1961 to the continuing political crisis 

suffered by the country after the resignation of Quadros. But the current price World Bank figures for 

the investment ratio put it at 21.36 in 1961, up a little from 1960, and inconsistent with such a low 

fixed capital investment rate.  
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(1971) provided a stagnationist interpretation that includes the idea that import substitution 

can lead to excess capacity/lack of aggregate demand and/or to a pattern of demand that 

does not assure full capacity utilisation given the composition of the capital stock. The view 

that import substitution was antithetical to growth in general because of its inherent economic 

inefficiency became more popular in the 1980s in the context of the by then popular neo-

liberal thinking. Other theories (e.g. Malan & Bonelli 1977) focused more on short-term 

economic and political events, especially macroeconomic cycles and the political instability of 

the early 1960s. Some of the diagnoses put forward at this time for Brazil’s ‘stagflation’ (a 

combination of inflation with stagnation) belonged to those who soon thereafter wielded power 

in one or another of the military governments over the period from 1964.
195

 

 

Acceleration 
As Brazil accelerated from its slow growth (at 3.6%) interval of 1962–1967 to the very fast growth 

(10.9%) period 1968–1974, its investment ratio rose less than in most other acceleration 

experiences (from 15.3% to 17.2%), although it averaged a little higher at 18.6% over the rest of 

the decade (Table 8.A). National savings stayed virtually constant at 17.1% in the slow growth 

period and 17.3% in the fast growth period. The rise in investment was thus based on a capital 

inflow, which included a strong wave of FDI. As was the case in Chile, inflation was higher during 

the slow growth period (54.8%) than the high growth one (26.5%).  

 

One of the striking aspects of Brazil’s acceleration between 1962–1967 and 1968–1974 is the 

dramatic increase in the marginal output to capital ratio, which more than tripled from 0.24 to 

0.63 (Table 8.A, constant prices of 2000). In this mechanistic sense, the great bulk of the 

acceleration was attributable to a large jump in the additional output associated with each unit 

of new investment and in the significant increase in average capital productivity associated 

with it.
196

 An objective of Finance Minister Delfim Netto in the early ‘miracle years’ was to take 

advantage of the initial excess capacity. One study pointed to a rise in capacity utilisation in 

manufacturing from 75% in 1967 to 100% in 1972 (Malan & Bonelli 1977), an increase that 

would account for a considerable share of the initial growth in manufacturing.
197

 

 

Though a rising investment rate is certainly an aspect of the overall post-war Brazilian growth 

                                                 
195

 For a view that parallels that of the Delfim Netto group, see Morley (1971). 

 

196
 Thus, as average growth jumped from 3.6% (1962–1967) to 10.9% (1968–74), the investment ratio 

(constant) rose from 0.153 to 0.172, or by 12.5% while the marginal output to capital ratio nearly 

tripled (Table 8.A).  

197
 In fact, a high marginal output to capital ratio seems to have characterised Brazil in the mid-1950s 

and probably further back. Figures presented by Castelar and Matesco (1989) show the (current price) 

ratio averaging 2 or below until the early 1970s, then rising to exceed 4 in the early 1980s. The 

constant price series, available for 1980 and onwards, shows the same broad pattern (Table 8.A).  
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story, this variable was relatively less important at the specific time of the late 1960s 

acceleration.
198

 The modest rise in investment during the acceleration was facilitated by a rapid 

growth of foreign investment, which included a strong wave of FDI. Like investment, domestic 

savings rose significantly, but not dramatically, from 17.5% in 1959 to 21% by 1973; with most 

of the increment (5.1% to 8.4%) coming from government savings. Growth of the various 

social programme funds representing forced savings accounted for 14% of the total in 1973. 

These, together with government savings, made up 52% of domestic savings. Official credit 

institutions obtained a large portion of the resources from these forced savings of working 

people. On the investment side, the breakdown by actor in the early 1970s (1970–1972) 

showed that the private sector invested 13.5% of GDP, the traditional public sector invested 

4.5% and the state enterprise sector 3.2% for a total of 7.7% or about 36% of the total 

investment of 21.1% of GDP. As total investment climbed in the latter part of the ‘miracle’ to 

its peak in 1973–1975, it was the private sector that accounted for the bulk of this increase as 

it invested 16.1% of GDP. The traditional government share dropped a little to 4.3% and the 

state enterprises share rose to 3.9% (Coes 1995).
199

  

 

In terms of sectoral growth, the heart of the ‘miracle’ years (1967–1973) saw unusually fast 

growth by all major categories, with construction (11.4% per year) and manufacturing (12.8%) in 

the lead, but with the tertiary sector as a whole very close at 11.4% (Table 8.1) and some 

components no doubt rising substantially faster. Not surprisingly, these were the sectors for 

which the acceleration from previous years (1960–1967, for example) was the greatest. In the 

next two decades the slowdown was most marked in construction (as might be expected) and in 

manufacturing  – whose growth fell from 12.8% over the ‘miracle’ years of 1967–1973 and 7.5% 

over the rest of the 1970s to slightly negative in the 1980s and just a little over 1% over the whole 

of 1980–1999. The tertiary sector also slowed remarkably, while growth of agriculture fell off the 

least. 

 

Table 8.1: Growth rates by major sector (selected periods, 1960 –1967 to 1980 –1999) 

 

Sector 1960– 

1967
*
 

1967– 

1973 

1973– 

1980 

1980– 

1990 

1990–

1999 

1980–

1999 

Agriculture  2.19   3.84 4.79 2.51  2.63  2.57
 

Industry 

   Mining            

 3.50 

-0.64 

 12.89 

   9.90 

7.85 

7.98 

0.36 

6.87 

 1.90 

 4.60 

 1.09 

 5.70 
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 The average current price fixed capital investment ratio rose from 14.8% over 1950–1954 to hit a 

five-year average peak of 22.3% over 1974–1978 (Baer 2001, originally from official sources). 

199
 The figures reported by Baer et al. (1973) for 1969 suggest a larger public-sector share – 5.6% of 

GDP for government, 4.4% for public entities and 6.5% for the private sector. None of the data 

contradict the idea that the private sector’s share was on the rise.  
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   Manufacturing  

   Construction     

 4.51 

 0.37 

 12.84 

 13.38 

7.51 

7.33 

-0.21 

-0.44 

 2.86 

-0.64 

 1.23 

-0.12 

Tertiary  3.92  11.40 6.40 2.60  0.31 1.51 

GDP  4.51  10.18 6.78 1.57  1.46  1.51 

 

* For the period 1960–1965 all current price growth rates have been deflated by the same GDP 

deflator, in the absence of sector-specific deflators. As a result of this, and of revisions made 

over time to the data, figures may not be fully consistent. 

Sources: Baer (2001); United Nations (2002); World Bank, World Tables, various issues 

 

Export growth played an important contributing role in Brazil’s boom; albeit a somewhat less 

dramatic and obvious one than in most of the other cases reviewed here, partly because the 

country was relatively inward-looking throughout. The current price export to GDP ratio did 

rise sharply between 1967 (a trough at 5.8%) and 1973 (a peak at 8.3%), implying that the 

purchasing power of exports (in GDP terms) rose by 16.8% per year, while GDP was growing 

at 10%.
200

 This meant that exports, through their quantity and price effects, accounted directly 

for a little over one-fifth of the increase in income or purchasing power of the country over this 

period. In fact, since the constant price export share of GDP rose only modestly, the 

increased contribution from exports came mainly by way of the increase in their relative price. 

The constant price import share, however, jumped from 5.3% in 1967 to 8.6% in 1973 and to 

10.1% in 1974 (Table 8.A), pointing to the rapid increase in the absolute level of imports. On 

the one hand, therefore, the export:GDP ratio was still quite low at the time of the ‘miracle’ (it 

had increased to 16.4 by 2004, but most of the increase occurred during the slower growth 

period after 1980). On the other, export growth and capital inflows were permitting an 

extremely rapid growth of imports. Brazil’s experience at this time made it relevant to an 

ongoing debate as to whether the positive association between international trade and 

growth, where it existed, was more the result of the efficiency effects of a country’s exploiting 

its static comparative advantage (as argued in general, for example, by Feder (1983)), or was 

more due to the growth benefits of access to a large flow of imports (as argued by Esfahani 

(1991)).  

 

The role of exports in Brazil’s take-off is harder to assess than in many cases because neither 

the current nor the constant price export to GDP ratio had a clear inflection point around the 

time of the take-off. The former ratio fluctuated with no apparent trend – usually in the range 

6.5–7.0% – over most of the 1960s and 1970s, but there was, as noted above, a fairly sharp 

upturn from a trough in 1967 to a local peak in 1973–1974 and a significant increase in 

(constant price) real imports. The shift towards exports is credited with at least part of the FDI 

surge. 
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 These figures imply that the purchasing power (in domestic terms) of exports rose by nearly three 

times over this six- year period. In current US dollar terms, they almost quadrupled (Baer 2001). 
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Though this take-off cannot be attributed directly to a large and sustained increase in exports 

and the positive efficiency effects such increases can produce, Brazil did modify its import-

substituting industrialisation regime at this time in a way sometimes described as shifting it 

towards the East Asian model, in the sense of decreasing the bias in favour of production of 

import substitutes vs production of exports. Teitel and Thoumi (1986) concluded – from a look 

at selected industries including metalworking and metallurgical products – that the protection 

provided in the 1950s and 1960s was later reduced and that efficiency had evolved to an 

internationally competitive level. The import-substituting stage had thus provided the learning 

option needed before industries or firms ventured abroad. Growth of manufacturing exports 

was part of a more general process whereby export structure was greatly diversified during 

the boom, as the coffee share plummeted from 42% in the mid-1960s to 12.6% in 1974. This 

process was more directed than in Chile, where the devalued exchange rate appears to have 

played a large (and neutral) role. The overall role of trade and policy changes around it could 

thus be substantial, but they are not easily demonstrable from the numbers. Clarifying that 

role would require careful analysis with allowance for lagged effects and attention to the 

details of the dynamic processes.  

 

Closer examination of Brazil’s high-growth period 
It is useful to distinguish three reasonably distinct phases related to Brazil’s high growth period. 

Before acceleration, policy-makers had to rein in the inflation that had hit a peak of 90% in 1964. 

By 1967 it was down to a manageable 26.5% (Baer 2001), and then fell to an average of  21% 

during the ‘miracle’ years (only falling below 20% twice). Roberto Campos, a prominent and 

relatively conservative economist, was the chief advisor of the first military government of 

Castelo Branco (1964–1967). He brought with him a team of economists and engineers 

mainly from the IPES-GB (Instituto da Pesquisas e Estudos Sociais-Guanabara), a business 

sponsored pressure group in Rio de Janeiro with which he had connections. Fiscal policy was 

tightened through a once-and-for-all increase in direct and indirect taxes, a reduction of public 

utilities subsidies, and indexing of taxes. Brazil’s Central Bank was created in December 

1964, the previously chaotic capital markets were modernised, and financial instruments were 

indexed to maintain returns.  Many special funds were created, some with an eye to income 

distribution – such as the one established to finance small and medium firms’ marketing and 

acquisition of capital goods. All collective bargaining and strikes were suppressed, as was 

political opposition. The programme had an anti-communist tinge that helped Brazil’s 

relationship with the US and encouraged the international community to once again finance 

the country’s current account deficit. The fiscal strategy was credible (unlike that of the early 

1980s) and worked. It was assumed that inflation control would lessen the degree of and 

damage from price distortions, and growth climbed back to around 5% by 1966–1967. 
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In 1967, when Costa de Silva replaced Castelo Branco as president, the centre of power 

shifted to the Ministry of Finance and Delfim Netto. A less orthodox economist than Campos, 

he favoured more expansionary policies in light of the economy’s excess capacity and his 

belief that inflation was due in part to the high interest rates paid by producers; and he was 

willing to trade a slower reduction of inflation for more growth. A price control agency was 

therefore set up to replace the previous voluntary system (Coes 1995). During the ‘miracle’ 

years the public sector deficit (never very high) was virtually wiped out. Policy combined a 

continuation of earlier innovations (indexation was widened to cover more transactions) and a 

crawling peg devaluation procedure was instituted to avoid serious overvaluation. Industrial 

output rose at about 13% per year and employment at almost 9% – a growth burst which 

created many jobs – and by 1974 employment in that sector was nearly 70% higher than in 

1967. By 1973 the economy was operating at close to full capacity and there were substantial 

gains in real wages in both industry and agriculture. This coincided with the political 

repression which had started intensifying in the late 1960s, as guerrillas were chased down 

and either killed or imprisoned, and the military’s grip on the country remained very tight 

(Skidmore 1999). 

 

During the take-off years themselves it appears that the principal actors’ thinking on economic 

policy evolved significantly. While there was clearly an inflexion point of policy in 1967–1968 

when the Netto era began, Macarini (2005) argues that there was another one in 1969–1970 

when the ‘Brazil: a Great Power’ project with a core strategy for long-run high growth took 

shape. Only in 1970 did the term ‘miracle’ surface. Whereas the previous model defined the 

dynamic motor of economic growth as import substituting manufacturing, the novelty of the 

new thinking was its multi-sector character, the scope now incorporating agriculture and agro-

exports, development of physical and social infrastructure, as well as manufacturing. The 

Médici government (1967–1974) aspired to set in motion a process of fast growth that would 

continue until around 2000 and leave underdevelopment behind (Macarini 2005). 

 

The Brazilian ‘miracle’ was accompanied by an exuberant bubble in the stock market, which 

in its initial phase was interpreted by authorities as a clear signal of the correctness of the 

regime’s economic policy. The end of the bubble led to prolonged stagnation of the stock 

market, which never recovered in the 1970s despite various attempts to revive it.  Macarini 

(2007) concludes that there was considerable risk in the country’s trying to develop the capital 

market as quickly as it did. It would however require in-depth analysis to better assess 

whether it was a mistake to aspire to a modern stock market – as opposed to some of the 

other financial reforms, whose benefits can be in little doubt. 

 

Brazil’s take-off years had benefited from good luck on the external front with the world 

economy in the midst of a quarter-century of unusually fast growth in trade and capital 

movements, but the ongoing ‘miracle’ then had the misfortune to come up against OPEC’s oil 
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price hikes of 1973; which, in a country that imported about 80% of the crude oil consumed 

domestically, helped to double the annual import bill between 1973 and 1974 (Baer 2001). 

Policy over 1973–1982 was a concerted attempt to prolong the boom. The prominent 

economist Mario Simonsen took over from Delfim Netto in the Ministry of Finance in 1974, 

with the aim of finding a way to resolve the huge balance of payments shock without losing all 

the growth momentum. An initial dose of fiscal and monetary constraint was imposed to slow 

growth from its 14% level in 1973. About half of the oil price increase was passed on to 

consumers, with the rest borne by public subsidies, and growth slowed to a still impressive 

7% average over 1974–1979. The government’s decision to deal with the trade deficit by 

growing out of it rather than by generating a recession to cut imports was made partly for 

political reasons (a poor government showing in November 1974 local elections) and partly 

because the foreign funds were available to ride out the predicted period of balance of trade 

deficit.  

 

By 1975 Brazil’s Second National Development Plan was in place; its core elements being 

huge long-term investments in import substituting capital goods and intermediate goods, in 

infrastructure and in export diversification and expansion. The Plan got off to a good start with 

the fixed investment ratio of 24.4% in 1975 (the highest on record) and export revenues had 

grown at 25% over the previous six years (Baer 2001). A continuation of these trends for a 

few more years would have allowed Brazil to overcome the oil price shock by growing out of 

the initial trade deficit it had caused.
201

  

 

It was however not all smooth sailing, and a number of complications arose: inflation started 

to climb again, world stagflation slowed Brazil’s export growth, and in 1978 a drought cut 

agricultural output. Finally, the second oil price shock dealt another blow to the terms of trade 

and world real interest rates increased sharply in the wake of the imposition of conservative 

macroeconomic policies in the US, the UK, and elsewhere in the industrial world. Simonsen 

proposed a new set of policies, including an increase in the rate of devaluation and a pruning 

of the allegedly inefficient export subsidies; but the Figueiredo government (1979 Simonsen 

1982) was politically weaker than its predecessor, and Simonsen soon resigned and was 

replaced by Netto, who imposed a pause in devaluation and took other steps to puncture the 

public’s inflationary expectations (Coes 1995). Netto’s steps were unsuccessful and as 

inflation climbed to 100% the government shifted to a more orthodox IMF-style approach to 

dealing with the disequilibria. But by then the international commercial lenders were 

suspending new credit and rollovers in the wake of the Mexican moratorium on debt 

payments, and the window of opportunity for Brazil had been closed. Ironically, even though 
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 Schuh (1978) saw Brazil’s response to the oil shocks primarily as a return to its autarkic ISI policies  

of earlier decades, as major import-substituting investments were undertaken and were not 

accompanied by devaluation. 

 



    

 226 

its (current dollar) import bill had skyrocketed from US$6.2B in 1973 to 22.1B in 1981, by the 

latter year exports surpassed imports and only because of the huge increase in net interest 

payments (from 2.3B in 1979 to 11.3B in 1982) did the big gamble fail.  

 

More than anything else, Brazil’s experience highlights the extreme riskiness of the 

international economy over this period. Bacha (1986) quantifies the magnitudes of the various 

external shocks of these years (the two oil price hikes, interest rate shocks and slowing of 

world trade growth), showing their enormous size together with the impressive, albeit 

somewhat tardy, adjustments made by Brazil over the course of the late 1970s and early 

1980s. He concedes that a more export-oriented strategy would have paid handsome 

dividends, but would have required non-coffee exports to have grown at 20% per year over 

1973–1978. While this might have been realisable, it would have required a fundamental 

commitment by government – in both political and organisational terms. Bacha notes that in 

Brazil there had never been simultaneous strong political support for both import substitution 

and export promotion, as this crisis would have required. 

 

A positive reading of the acceleration and subsequent fast growth over the 1970s would be 

that the groundwork was laid for very fast growth by the recovery of reasonable 

macroeconomic equilibrium through the steps taken under the aegis of Campos in the 1960s; 

that the forces for growth were then unleashed by the (appropriately) more expansive policies 

of Delfim Netto, together with favourable international economic conditions; but that to have 

successfully finessed the challenges created by the external shocks of the 1970s and early 

1980s would have required a set of magicians. On many points of such an interpretation there 

remain differences both of degree and of kind among serious analysts. But no one would 

argue that the recipe for continued fast growth was clear-cut in both technical and political 

terms. 

 

Always lurking in the background was the set of political threats and dilemmas posed by the 

country’s extreme inequality and growth was always an urgent requirement to raise the living 

standards of common people. Inflation was therefore a great threat as one of its short-run 

effects was to lower those living standards. It was hard to finance government’s expenditures 

through taxes since the rich were not inclined to see standards of living increase as a result 

and they had a large or dominant say in the running of the government. The distribution of the 

fruits of growth was therefore a natural issue of political contention. By the time of the 

‘miracle’ years, the political left and centre-left could cite the data on income inequality as 

evidence that the authoritarian regime was bent on rewarding the rich. Defenders of 

government policy, led by Delfim Netto, said that the pie had to expand in order for it to be 

divided up and noted that US and European countries had gone through similar periods of 

high inequality, which later waned (Skidmore 1999). The World Bank, however, viewed Brazil 

as a case of growth at the expense of social justice. With the now considerable hindsight and 
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a reasonable amount of probing of the data, it appears that the decade of the 1970s was a 

period of essentially constant inequality, probably better in that respect though than either the 

1960s or the 1980s. 

 

The post -1980 period 
Between 1980 and 2006, Brazil’s average growth has been 2.3%; meagre especially by its 

own historical standards. The early 1980s crash thus cost the country a quarter-century of 

stagnation, with GDP barely outgrowing population. Both in the mid-1980s and in the mid-

1990s the country was able to string together three years of either quite good growth (7.0% 

over 1984–1986) or good growth (4.8% over 1993–1995), but in neither case could it be 

sustained. The export:GDP ratio reached all-time highs, surpassing 10% by 2000, the current 

price ratio doubled from 7.4% over 1994–1998 to 15.1% over 2002–2006 (Table 8.A), while 

the constant (2000) price ratio went up a little less. Growth, however, continued to fluctuate 

around a low average. The constant price investment rate fell only marginally between the 

‘miracle’ years (around 18% in the 1970s and 16.5% over the next 25 years), while the 

current price ratio fell from 22.9% to 19.2%. The big shift therefore was in the marginal output 

to capital ratio, which fell from an average of around 0.45 over the 1970s to 0.15 over 1980–

2005 in constant prices and from 0.37 to 0.13 in current prices. Although the decline for the 

net investment ratio would be greater than for the gross investment ratio (the figures used 

here) – and therefore the more appropriate marginal output to capital figures in net terms 

would have fallen a little less than these figures indicate, the fall was clearly dramatic. 

Consistent with this, Bacha and Bonelli (2005) emphasise the fall in the productivity of capital 

as a key explanatory factor in the much lower growth rates since 1980. As possible culprits 

They tentatively point to inward-oriented economic policies since the 1970a, aggravated by 

populist policies in the early years of the post-1984 redemocratisation. 

 

At redemocratisation the grounds were laid for one of Brazil’s great political economy ‘what-

ifs’. The widely popular centrist and political professional Tancredo Neves was stricken on the 

eve of his inauguration in March 1985 and died the next month, to be replaced by his vice-

president José Sarney. By then the debt crisis had spawned accelerating inflation and Brazil 

now adopted the heterodox ‘cruzado plan’ to try to bring it under control without creating a 

recession as ‘orthodox’ IMF policies were expected to do. The plan involved the introduction 

of a new currency, the freezing of prices, the exchange rate and wages (after an initial 

adjustment) and the virtual elimination of indexation. All this was designed to excise the 

inflation propagation mechanisms. After the initial phase a 20% annual wage increase was 

instituted (in line with populist Finance Minister Dilson Funaro’s inclinations) and monetary 

policy turned expansive. For a few months the plan appeared to be succeeding as inflation fell 

to under 2% per month. A consumer boom and labour shortages led to further wage 

increases (Skidmore 1999). Euphoria carried through until the November elections in which 
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Sarney won an impressive victory. But by December inflation was accelerating again as 

excess demand led merchants to violate the official price freeze, and the official exchange 

rate was increasingly becoming overvalued. By February 1987 Funaro had to suspend 

interest payments on foreign debt and the heterodox experiment was over. After the transitory 

boom of 1984–1987, the economy suffered a net shrinkage over 1988–1990. 

 

Political drama continued into the 1990s with the election of the charismatic but corrupt 

Fernando Collor, who began his government in 1990 with a freeze of all Brazilians’ savings 

accounts, a price freeze and (again) the abolition of indexation (Skidmore 1999). He also 

dismissed thousands of federal workers, cut tariffs and moved towards privatisation. Inflation 

was temporarily (for a few months) brought to heal, but Collor’s policies generated much 

opposition and as the programme started to fall apart he was forced out of office. Annual 

inflation for 1991 was 480%. Under his successor, Franco, Fernando Enrique Cardoso 

became the finance minister and instituted the Real Plan, a complex strategy to fight inflation. 

It involved the introduction of the ‘real’ – a new currency, a balanced budget for 1994, a 

staged introduction without shock treatments in the form of wage or price freezes. With some 

good luck – the large agricultural harvest of 1994, together with a high level of initial reserves 

to cushion the introduction and counteract an initial import surge – and despite considerable 

initial scepticism, the plan worked. As inflation ebbed, another consumer buying boom 

created a danger of a recurrence of inflation. But this administration, one of the technically 

most qualified cabinets in recent Brazilian history with below normal levels of corruption, was 

up to the task. Towards the end of his first term (1994–1998), Franco’s government imposed 

restrictive monetary and fiscal policies to counter the effects of the Asian financial crisis. 

Though his two administrations may be judged successful in terms of needed stabilisation, 

institutional reforms and poverty reduction (see below), average growth remained low. It has 

picked up since 2003, averaging 4.4% over 2004–2007, and is now one of many countries 

sharing the benefits of the world commodity boom. 

 

As was the case in many other countries, the 1990s in Brazil saw a shift towards neo-liberal 

policies, in particular privatisation of state firms in heavy industries and public utilities and a 

drastic reduction in protection. These and other market-oriented policies, together with the 

successful stabilisation under the Real Plan introduced in 1994, contributed to a large 

increase in FDI inflows. The balance of payments impact (at least after the initial capital 

inflow) is somewhat ambiguous since many multinationals import heavily from their parent 

companies (Baer 2001). The combination of a more open economy and the dramatic increase 

in FDI has had a notable impact on Brazil’s technology. Upgrading had started in the 1970s 

when, as part of its export diversification programme, Brazil provided various types of tax 

incentives to promote non-traditional exports. But in the absence of domestic competition the 

pressure was less than it became under the more open economy. 

 



    

 229 

In the context of the multifaceted 1990s, it is not possible to get a good reading on the growth 

impacts of the more neo-liberal policies. The export:GDP ratios have fluctuated considerably 

over the decades and began their recent and thus far sustained upswing only around 1999, 

though the current price import ratio rose less and the constant price import ratio little if at all 

(Table 8.A). Growth was weak for the first several years of this period of rising trade, but has 

improved after 2004. It remains to be seen whether the market-friendly policies will have a 

lasting impact on economic advance.  

 

Although its ‘miracle’ years were an impressive achievement, Brazil’s post-boom fate has in 

many ways been the bleakest of all of the countries considered here, since the follow-up was 

an extended period of stagnation during which average growth was well below the long-run 

pre-acceleration average. While the factors underlying the acceleration are of obvious 

interest, the factors underlying the later stagnation are even more important from a 

comparative perspective. Broadly speaking, the recipe for this continuing growth failure 

included: (1) an extremely difficult starting point, with high levels of foreign debt, weak 

international markets and a sudden reversal of capital flows; (2) some inherent flaws of 

democratic government in a country like Brazil, contributing to both weakness and instability 

of policy, continuing corruption and waste, etc.; (3) an understandable tendency to take some 

policy risks, modelled at least vaguely on risks that had worked out at some past time, but 

which under the less propitious conditions backfired; and (4) a broadly unsupportive 

international setting, including the painfully slow advance towards rational post debt-crisis 

policies by the IFIs and the industrial countries, the East Asian financial crisis of the late 

1990s and other elements, and the lack of any strong geo-political factors that might have 

provided more and better support, as was the case with Korea and Indonesia. In short, the 

debt crisis that ended Brazil’s fast growth years stacked the cards against an easy return to 

growth. One problem led to another in an unhappy type of ‘path dependency’. The crisis laid 

the groundwork for the heterodox experience of the mid-1980s, an attempt to recover fast 

growth while simultaneously reining in inflation. The previously successful military lost 

popularity and authority, but democratic government did not provide a quick answer either. 

Wages, employment and distribution 
The distributional fallout of Brazil’s growth acceleration appears to have been modest. While it is 

generally accepted that inequality widened during the 1960s (Fishlow 1980), there seems to 

have been little change during the fast-growth 1970s, as a result of which all income categories 

gained substantially. Wage data organised by Coes (1995), reproduced here as Table 8.2, 

show a 10% decline in average industrial wages from their 1963–1964 peak during the 1964–

1967 period with its focus on stabilisation. Industrial wages recovered moderately up to 1971, 

then took off and the average annual increase through 1982 was 6.4% for a cumulative 

increase of about 100%. The national agricultural wage series, available only from 1972, 

shows an even faster increase up to 1980, when a decline set in. For rural wages the longest 
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series available refers to daily wages of rural casual workers in the state of Sao Paulo; from 

the late 1940s to the early 1970s this series showed no trend, though there were fluctuations. 

Then, between 1970 and 1977 the real wage doubled (Pfefferman & Webb 1979). Elsewhere 

in Brazil the rural wage grew less but still rose sharply in the 1970s, the lowest increase over 

1968–1977 being the 38% advance in Rio Grande do Norte. Data on wages, income and 

housing conditions all suggest that, for poorer rural people, the 1970s witnessed many more 

positive trends than the 1960s.
202

 

 

Table 8.2: Average real wages in Brazilian industry and agriculture, 1962–1991 (1980 = 

100) 

Year Industry Agriculture 

1962 45.32 n.a. 

1963 55.68 n.a. 

1964 55.54 n.a. 

1965 50.78 n.a. 

1966 49.82 n.a. 

1967 51.11 n.a. 

1968 53.70 n.a. 

1969 55.41 n.a. 

1970 57.06 n.a. 

1971 58.70 n.a. 

1972 63.51 53.06 

1973 69.47 65.54 

1974 71.18 83.05 

1975 78.04 87.12 

1976 80.85 85.40 

1977 84.65 87.06 

1978 91.66 85.96 

1979 95.34 89.14 

1980 100.00 100.00 

1981 106.61 98.60 

1982 116.08 90.76 

1983 106.70 84.58 

1984 103.81 86.12 

1985 110.36 100.13 
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  Household survey data for male paid agricultural workers confirm that a large increase in wages 

occurred over 1970–1976, while showing no increase over 1960–1970. A similar pattern held for 

independent workers (farmers) in agriculture (Berry 1989). 
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1985 125.62 114.98 

1987 108.39 94.59 

1988 116.44 81.70 

1989 136.78 110.72 

1990 100.78 69.93 

1991  n.a. 74.31 

Source: Coes (1995) 

 

Although neither wage data nor other sources seem to permit a definitive picture, most of the 

wage evidence suggests that the big increases started not with the burst of growth beginning 

in 1968 but three or four years later. Such a lag might be related to the fact that inflation was 

still high (though falling) over this interval and wage indexation had not yet been introduced, 

or that a process of absorption of surplus labour, going on during the earlier growth phases as 

well, happened to be reaching a turning point in the early 1970s. Alternatively it may have 

little to do with such specific features of this acceleration episode in Brazil, but rather be a 

common feature of the first years of growth accelerations and their typical dynamics, as 

suggested by the frequency with which this pattern has manifested itself in the country 

experiences reviewed here. 

  

There is no consistent time series available on employment over these years, but a best 

guess, based on a comparison of the 1970 and 1980 population censuses, is that 

employment rose rapidly at about 3.8% per year over the fast growth period (Table 8.3).
203

 

The increase was especially fast for women, at a dramatic 6.6% per year, compared to 2.9% 

for males, leading to an increase in the female share of employment from 20.9% in 1970 to 

27.4%. In short, this evidence suggests high labour absorption during the period, especially of 

women; about 42% of the new jobs created went to women.   

 

Where was the rapid growth of employment concentrated during this acceleration episode? 

The intercensal period 1970–1980 appears to have witnessed a decline in the absolute 

number of people engaged in agriculture, who in 1970 accounted for 44.5% of total 

employment. As a result, non-agricultural employment rose by 54% or 4.4% per year. In 

terms of the sectoral composition of employment, the most striking feature of this decade was 

the dramatic growth of manufacturing employment, at 7.9% per year, as it more than doubled 

(114% growth over the period) and accounted for nearly a third of all employment growth.
204

 

Since primary sector employment fell, this means that services accounted for about the other 

two-thirds of total employment growth. 
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 Comparisons between the two censuses are complicated by changes in category definitions. 

204
 During the heart of the ‘miracle’ years (1967–1973), manufacturing output rose at about 13% per 

year and employment at almost 9%, so this growth burst certainly created many jobs. 
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Table 8.3: Sectoral and gender composition of employment, percentage growth and 

composition of net new jobs (1970–1980) 

 

 

Sector Employment (1970)    

(thousands) 

 

Percentage employment 

growth (1970–1980) 

Composition of employment 

growth (1970–1980) 

 Total Male Female Total Male Female Total Male Female 

Agriculture 

et.al 

13090.

4 

11832.

7 

1257.7

0 

-3.4 -6.60 28.1 -3.26 -10.20 

 

6.41 

Mining  

 

175.4 172.3 3.10 43.2 39.70 237.7 0.06    0.89 0.14 

Utilities
a
 287.4 272.3 15.10 n.a. n.a. n.a. 0.94  1.13 0.66 

Manufacturing 

  Metallurgy 

  Machinery 

  Electricity and communication 

  Transport equipment                   

  Non-metallic minerals 

  Rubber 

  Tobacco 

  Paper 

  Furniture 

  Wood products 

  Leather and leather products 

  Pharmaceuticals 

  Plastics 

  Chemicals 

  Petroleum and coal products 

  Textiles 

  Home-based textiles 

  Home-based straw items 

  Clothing 

  Footwear 

  Food products 

  Beverages 

  Publishing 

  Non-specified 

3241.9 

 445.1 

159.7 

73.6 

130.9 

252.9 

26.9 

28.5 

61.7 

219.5 

201.7 

39.2 

46.4 

37.5 

99.2 

35.9 

386.8 

18.9 

43.2 

93.6 

103.8 

435.1 

66.6 

126.9 

108.5 

 

2633.1 

415.3 

151.2 

56.4 

123.4 

226.3 

23.3 

14.8 

50.5 

213.1 

197.3 

33.8 

32.1 

28.1 

80.1 

33.2 

221.8 

3.3 

3.1 

27.8 

77.7 

367.8 

61.1 

108.2 

84.1 

608.80 

29.80 

8.70 

17.20 

7.40 

26.60 

3.60 

14.70 

11.10 

6.40 

4.40 

5.30 

14.30 

9.40 

19.10 

1.70 

165.00 

15.60 

40.10 

65.70 

26.10 

67.30 

5.50 

18.70 

24.30 

114.1 

112.5 

110.1 

311.3 

256.2 

116.3 

148.0 

47.90 

123.90 

40.30 

149.00 

23.20 

62.50 

271.90 

117.20 

100.30 

40.40 

271.40 

-15.50 

264.70 

102.90 

107.90 

74.00 

82.60 

122.70 

100.40 

104.40 

96.10 

264.40 

239.00 

112.40 

140.40 

62.10 

118.70 

30.10 

143.30 

4.20 

51.10 

234.60 

119.30 

89.70 

30.90 

156.70 

26.60 

172.90 

55.10 

89.50 

67.70 

65.30 

92.80 

173.2 

225.6 

356.5 

465.2 

542.1 

149.8 

197.20 

  34.50 

147.50 

377.80 

403.60 

144.70 

  88.00 

383.60 

108.70 

430.70 

  53.20 

295.80 

-18.80 

303.60 

245.50 

208.10 

144.60 

182.80 

226.00 

28.06 

 3.80 

 1.33 

 1.74 

 2.54 

 2.23 

 0.30 

 0.10 

 0.58 

 0.67 

 2.28 

 0.07 

 0.22 

 0.77 

 0.88 

 0.27 

 1.19  

 0.39 

-0.05 

 1.88 

 0.81 

 3.56 

 0.37 

 0.80 

 1.01 

34.46 

  5.65 

  1.90 

  1.94 

  3.85 

  3.32 

  0.43 

  0.11 

  0.78 

  0.84 

  3.69 

  0.02 

  0.21 

  0.86 

  1.25 

  0.39 

  0.89 

  0.07 

  0.00 

  0.63 

  0.56 

  4.20 

  0.54 

  0.92 

  1.02 

19.14 

  1.22 

  0.55 

  1.45 

  0.73 

  0.72 

  0.13 

  0.09 

  0.30 

  0.44 

  0.32 

  0.14 

  0.23 

  0.65 

  0.38 

  0.13 

  1.59 

  0.84 

-0.14  

  3.62 

  1.16 

  2.54 

  0.14 

  0.62 

  1.00 

   

Construction 1719.7 1704.6 15.10 84.40 82.60 287.90 11.01 18.36  0.79 
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Commerce 

  Agriculture and mining 

products 

  Food and beverages 

  Textiles and clothing 

  Furniture, art and ornaments 

  Paper and products 

  Hardware, construction   

    materials and metal 

products     

  Machinery, instruments,   

    vehicles and accessories 

  Pharmaceuticals and 

medicines 

  Combustibles and lubricants 

  Street sales 

  Fairs and markets 

  Other 

2247.5 

   36.7 

 677.4 

 391.5 

  45.8 

  57.5 

108.8 

 

152.8 

 

  73.0 

  95.0 

264.9 

  69.5 

274.6 

1880.2

34.7 

604.1 

262.3 

38.9 

47.4 

99.1 

 

134.0 

 

58.9 

91.6 

235.7 

58.6 

214.9 

367.30 

2.00 

73.20 

129.20 

6.90 

10.00 

9.7 

 

18.80 

 

14.10 

3.50 

29.20 

11.00 

59.70 

79.60 

95.90 

27.60 

54.50 

131.90 

53.80 

133.90 

 

166.40 

 

119.70 

89.60 

53.90 

661.90 

32.10 

55.70 

78.10 

19.60 

6.20 

100.30 

30.90 

121.30 

 

138.70 

 

83.20 

84.00 

25.30 

500.62    

21.90 

202.30 

408.90 

93.40 

152.50 

310.30 

161.90 

262.80 

 

364.00 

 

271.80 

237.00 

284.50 

1523.2

0 

  68.70 

13.65          

0.27 

  1.42 

  1.62 

  0.46 

  0.23 

  1.10 

  

1.92 

 

 0.66 

 0.65 

 1.08 

 3.49 

 0.67 

13.60 

  0.35 

  1.54 

  0.21 

  0.51 

  0.19 

  1.57 

 

  2.42 

   

  0.64 

  1.00 

  0.78 

  3.82 

  0.32 

13.49 

  0.15 

  1.25 

  3.58 

  0.39 

  0.30 

  0.46 

 

 1.24 

   

  0.70 

  0.15 

  1.51 

  3.03 

  0.74 

  

Transport, storage and 

communication 

  Animal 

  Highway vehicles 

  Railroad 

  Water transport and port 

     services 

  Air  

  Postal, radio and 

    telegraph 

  Telephones 

  Other 

    

   

1244.4 

 

47.7 

757.4 

170.0 

100.6 

 

24.0 

69.0 

 

50.4 

25.2 

1182.7 

 

47.5 

750.5 

164.4 

98.7 

 

20.9 

51.6 

 

26.2 

22.7 

61.70 

 

0.10 

7.00 

5.50 

1.90 

 

3.00 

17.50 

 

24.20 

2.40 

44.70 

 

-7.20 

72.40 

-20.60 

-55.90 

 

98.20 

7.80 

 

184.30 

-79.20 

40.40 

 

-7.70 

67.30 

-22.70 

-57.60 

 

74.5 

8.90 

 

261.30 

-794.00 

126.30 

 

155.90 

624.80 

  42.50 

  37.90 

 

262.80 

   4.40 

 

101.10 

    4.20 

 4.22 

  

-0.03 

 4.16 

-0.27 

-0.43 

 

 0.18 

 0.04 

 

 0.70 

-0.15   

  6.23 

 

 -0.05 

  6.59 

 -0.49 

 -0.74  

 

  0.20 

  0.06 

 

  0.89 

 -0.02 

  1.41 

 

  0.00 

  0.79 

  0.04 

  0.01 

   

0.14        

0.01 

 

 0.45 

-0.36 

Restaurants and hotels 

  Restaurants 

  Hotels and other lodging 

418.26 

339.6 

78.6 

307.81 

263.4 

44.4 

110.45 

76.30 

34.20 

113.61 

116.20 

102.43 

92.96 

94.34 

84.84 

171.16 

191.72 

125.29 

 3.61  

 0.61 

 2.99 

  3.73 

  3.24 

  0.49 

  3.42 

  2.64 

  0.78 

Finance, real estate, renting 

and business services 

434.0 356.3 77.70 281.30 215.10 585.10  9.27   9.99   8.25 

Public administration  633.5 483.8 149.70 78.87 63.80 127.56  3.79   4.02  3.47 

Defence 518.9 508.4 10.50 13.55 10.37 168.00  0.53   0.69  0.32 
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Education 

  Public 

  Private 

 909.4 

 735.9 

173.5 

170.5 

115.8 

54.7 

738.90 

620.00 

118.80 

81.43 

68.61 

135.83 

82.40 

66.52 

116.06 

81.21 

69.00 

144.93 

 5.62 

 3.83 

 1.79 

  1.83 

  1.00 

  0.83 

10.89 

  7.77 

  3.13 

Health services 269.9 100.1 170.00 219.33 196.41 232.84  4.49   2.56  7.18 

Amusements, radio and TV 101.4 85.4 16.00 28.83 13.49 110.76  0.22   0.15  0.32 

Other community and social  

services 

162.4 89.6 72.80 182.80 170.51 197.93  2.25   1.99  2.62 

Personal services 792.8 228.7 564.10 6.09 -0.47 8.75  0.37 -0.01  0.90 

Domestic service 1748.1 68.0 1680.1

0 

82.94 608.04 61.69 11.00  5.39 18.82 

Repair services  432.1  424.5  7.60 113.62 113.40 125.98  3.73 6.28  0.17 

Liberal profession and 

unclassified 

980.0 755.3 224.70 -0.06 -11.74 39.21   0.00 -1.16 1.60 

Total 29407.

4 

23256.

3 

6151.1

0 

44.81  32.98 89.55 100.0 100.0 100.0 

* Includes street sweeping. 

 

 

 

Within manufacturing, the biggest boom sectors in terms of employment growth were 

electrical and communications equipment (311%), transport equipment (266%), plastics 

(272%) and clothing (265%). More traditional areas like food processing and textiles saw 

good (108%) and slow (40%) growth from larger bases. The share of employment in 

construction rose sharply from 5.85% at the beginning (5.85%) to 8.4% at the end of this 

decade, grew by 84.4% and accounted for 11% of new jobs in total and 18.4% of those for 

men. Thus ‘industry’ (including these two sectors and the relatively small mining and public 

utilities sectors) was a large and growing share of total employment – that share rising from 

18.4% to 28.5%. 

 

For the tertiary sector as a whole employment increased by 53% over 1970–1980 (4.3% per 

year). Among services, total employment rose especially fast in the areas of finance et al. 

(nearly 13% per year to account for 9.3% of all new jobs) and of health-related activities. 

Employment in commerce rose, but less so, and within commerce the growth was especially 

slow for establishments selling food and beverage products (just a total of 27.6% over the 

decade); while much faster in some other areas that dealt with products whose income 

elasticity of demand was higher, such as electrical machinery and pharmaceuticals.  

 

Interrelated with these trends was the fast growth of female employment, with the result that 

the female share of employment rose in nearly all sectors – with the exceptions of teaching 

and health-related services where the share was already fairly high (especially in teaching). In 
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the case of manufacturing, the female share rose from 18.8% in 1970 to 24.0% in 1980, with 

the already mentioned fast-growing sectors electrical and communications equipment, 

transport equipment, plastics and clothing all seeing considerably faster growth of female than 

male employment. Food processing also rose, with female employment more than tripling. 

The female share in commerce was a relatively low 16.3% in 1970, and rose to 27.5% based 

on annual increase of nearly 12%. Manufacturing accounted for 19.3% of new jobs for 

women, domestic service for 18.8%, education and health together for 18.1%, commerce for 

13.5% and finance et al. for 8.3%. Both for women and overall, the pattern of employment 

change suggested a rapid tightening up of the labour market, a relatively high share of new 

jobs being created in clearly productive sectors like manufacturing, health and education, and 

the usual tendency for finance and related services to grow especially fast. Although we do 

not have data at this degree of disaggregation, it is likely that business services grew 

especially fast within this latter category. The rise in domestic service was the result of the 

rapidly rising incomes of the middle and upper classes together with the continuing high 

availability of women for this sort of work, a combination reflecting the high level of inequality 

in the country. 

  

What did the wage movements and employment trends imply in terms of income inequality? 

Whereas the 1960s have generally been characterised as a decade of widening inequality of 

family income, the 1970s have more often been seen as one of overall distributional stability. 

(Most analyses focus on these decade-long intervals because the decanal censuses are the 

principle data sources.) Although in fact neither conclusion is really solid, this combination 

does appear to have been the most likely. Pfefferman and Webb (1979: 37) assess with great 

care the various deficiencies of the available census-based data for 1960 and 1970 and 

conclude that ‘there is no basis for definite statements regarding the amount or even the 

direction of change in distributive shares’.
205

 They focus on the income shares of the bottom 

40% and the top 10% of families, and provide for each year a range within which those two 

figures almost certainly lie using various assumptions about the nature of misreporting and 

underreporting in the sources. Choosing the mid-points does imply an increase in inequality 

(Pfefferman & Webb 1979), but the width of the two ranges is enormous. For example, in 

1960 for the bottom 40%, it is 8.0–11.5% of total family income and for the top 10% it is 

41.0%–59.0%.  

 

                                                 
205

 Both of the two most widely cited pieces on the 1960s, by Fishlow-Meesook (1972) and by Langoni 

(1973) compare uncorrected census data for the two years and conclude that inequality increased 

(Pfefferman & Webb 1979). Fields was an exception in reaching the opposite conclusion, but his result 

was criticised both by Fishlow and by Pfefferman–Webb. None of these studies was able to come up 

with very defensible conclusions. Probably no other of the countries reviewed here has received such a 

careful review of the distributive evidence covering the relevant period as this one. Still, the flaws in 

the data have thus far ruled out any firm conclusions.  
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Since most of the growth that occurred during the Brazilian ‘miracle’ corresponded to the 

1970s, the distributional patterns of that decade are the more relevant ones to us here. 

Though no review of all the data covering the period 1970–1980 is as thorough as the 

Pfefferman–Webb analysis of the sources covering 1960–1970, the general finding for the 

1970s has been that inequality was nearly constant. Denslow and Tyler (1984) see this as the 

result of two offsetting factors: a narrowing of the gap between rural and urban income, and 

increasing inequality in the rural sector. A conclusion of little change in inequality means that 

the very large gains in average incomes were shared widely among all major groups of the 

population, certainly among all deciles of the income distribution.
206

 Figures on poverty 

incidence are consistent with a considerable improvement; CEPAL figures, as reported in 

Morley (2003) show a fall from 49% in 1970 to 39% in 1979.  

 

Wages, employment and inequality since 1980 

While Brazil has undergone considerable change since 1980, its slow economic growth would 

not lead one to expect much in the way of wage advances. Consistent with this, most series 

suggest approximately zero net change through the first years of this decade. According to 

Weeks (1999) urban real wages had by 1996–1998 just regained the level of previous peak of 

1982. Green et al. (2001) also show no net change over 1981–1999 in real hourly wages 

(urban and rural) with a similar local peak around 1986. Female wages, however, did show an 

increase of 10–15%; and real wages in manufacturing have risen considerably, with the 2003 

level about 18% above that of 1986 (Berry 2007). This rise relative to overall wages probably 

reflects in part, the changing composition of manufacturing during the 1990s as employment 

fell, especially in the lower labour productivity industries. 

 

Over the period of slow growth since 1980, employment composition has undergone 

considerable change. All of the goods-producing sectors (agriculture et al., mining, 

manufacturing and construction) have lost ground relative to the total. Their collective share 

fell from 54.0% in 1980 to 38.5% in 2001, implying that the share of the tertiary sector rose 

from 46% to 61.5% (Table 8.4). Most notable is the behaviour of manufacturing employment, 

which rose in both absolute and relative terms over the 1980s to its peak share of 15.9% in 

1989, after which it declined in absolute as well as relative terms. Over 1989–2001, tertiary 

employment accounted for 71% of all new jobs (versus about half in the 1980s). Another 

notable feature of the employment trajectory has been the sharp fall in the share of financial 

institutions over the 1990s, again involving an absolute decline.  

 

 

                                                 
206

 Pfefferman and Webb (1979) note that, though the range of uncertainty as to the level of inequality 

is very wide in both 1960 and the mid-1970s, even if one took a pessimistic guess that the share of the 

bottom 40% fell by 15–20%, against the average rise of per capita income of 90%, this worsening 

impact would not loom very large. 
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Table 8.4: Sectoral composition of employment and of net new jobs (1980–1989 and 

1989–2001)
a
 

 

Sector            1980 

 

Percentage 

of net new 

jobs 1980– 

1989 

          1989 

 

Percentage 

of net new 

jobs 1989– 

2001 

           2001 

 

Number 

(thousands) 

Percentage 

  

Number 

(thousands) 

Percentage Number 

(thousands) 

Percentage 

Agriculture 

et al. 

13300 29.3 4.90 14042 23.2 -8.14 13034 17.9 

Mining and 

utilities 

 

751 1.6 1.08 915 1.5 -0.57 844 1.2 

Manufacturing 

 

6810 15.0 18.70 9647 15.9 -2.80 9300 12.7 

Construction 

 

3664 8.1 0.80 3786 6.2 9.18 4922 6.7 

Commerce  

et al. 

4688 10.3 18.04 7423 12.2 27.16 10785 14.8 

Transport and 

Communication 

1768 3.9 3.34 2275 3.8 7.21 3168 4.3 

Finance et al.
b
 

 

1223 2.7 3.59 1767 2.9 -3.44 1341 1.8 

Services 

(including 

restaurants, 

hotels and 

storage) 

13261 29.2 49.52 20767 34.3 71.06 29564 40.1 

Total 45465 100.0 100.00 60622 100.0 100.00 73001 100.0 

 

a Due to a methodological revision in 1992, later figures are not fully comparable with earlier 

ones. The main change was, de facto, a broader definition of female employment in 

agriculture. In an attempt to achieve reasonable comparability the percentage increase in 

female employment between 1990 and 1992 has been subtracted from the figures for later 

years, on the assumption that the definitional change would affect the same percentage of 

women working in agriculture throughout the post-1992 period. The assumption that all of the 

reported increase in female employment in agriculture between 1990 and 1992 was due to 

the definitional change appears reasonably defensible, on the grounds that neither just before 
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nor just after this two-year interval was there significant change in the absolute level of that 

employment. 

b Figures not comparable between 1989 and 2000. 

Source: ILO, LABORSTA, online 

 

Census figures available for 1980 and 2000 allow a more detailed look at the evolution of 

employment over that period. Total employment was growing at an average of 2.1%, with that 

in restaurants and hotels was growing at 6.4%, and that in finance growing at 5.2%. Next 

came health and social work (4.7%), education (4.3%), commerce and repairs at 4.0%, and 

public administration/defence (3.6%). Together these activities accounted for 69.7% of all new 

jobs. Within finance et al., with employment in financial institutions themselves apparently 

declining a little over the 1990s, that in real estate, renting and business services must have 

been growing even faster than the 5.2% average for the two together. The rapid growth in 

health/social work and education services reflects societal needs, while the still high share in 

domestic service reflects the unequal income distribution. Two sectors which under certain 

circumstances can absorb a lot of otherwise underemployed labour are commerce and 

restaurants, with one indicator of such a tendency being changes in the share of self-

employed or unpaid family workers (i.e. not-paid workers). Since 1992 the share of workers in 

these sectors who are paid has eased up a little, suggesting that employment growth is not a 

reflection of increasing pressure from the supply side.
207

 

 

Aggregate data for urban areas do point to an increase in the level of informalisation over the 

1990s and partial reversal since 1999. Thus non-professional, independent workers and 

unpaid family helpers rose from 21.5% of employment in 1990 to 26.5% in 1999, then fell to 

24.4% in 2001. These patterns may reflect changing sectoral composition of employment 

rather than trends within categories like retail commerce. 

 

As for the inequality of labour and transfer income, the available studies suggest that it has 

not undergone much net change since 1980. Most also point to a pattern of increase followed 

by decrease, though the timing of this pattern varies somewhat with the study. Overall 

inequality seems not to have been analysed in detail, reflecting the lack of reliable data on 

capital incomes.
208

 

                                                 
207

 Aggregate data for urban areas do point to an increase in the level of informalisation over the 1990s 

and a partial reversal since 1999. Thus non-professional independent workers and unpaid family 

helpers rose from 21.5% of employment in 1990 to 26.5% in 1999, then fell to 24.4% in 2001. These 

patterns may reflect changing sectoral composition of employment rather than trends within categories 

like retail commerce. 

 

208
 The most frequently used source, the annual PNAD surveys, essentially excludes income not from 

labour or transfers (pensions and social assistance). A category which is listed as including social 

assistance transfers, capital incomes and rents varies from 4.0% to 5.2% of total income across the 

three years – 1981, 1993 and 2004 – analysed by Ferreira et al. (2008). Some of the self-employment 
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Ferreira et al. (2008) use the PNAD surveys to analyse inequality trends over 1981–2004 

among individuals ranked by per capita household income. They report an upward trend of 

the Gini coefficient, peaking in 1989, then followed by a net decline of over five percentage 

points by 2004. Their analysis combines over-time correlations to detect the impact of inflation 

and decomposition analysis at three points of time to study other variables.  Rising and falling 

inflation appears to have played a dominant role in explaining the changes over time. These 

authors also suggest that rising educational attainment in a context of convex returns 

contributed to the increase and that the later decline owes something to falling returns to 

education, a pronounced rural-urban convergence and increases in social assistance 

transfers targeted at the poor. Possibly there was also a decline in racial inequality. The link 

with inflation is clear (Ferreira et al. 2008) and it is conceivable that this explains virtually all of 

the observed change (in the Theil index). Since, however, inflation had been quite low by 

historical terms for some years prior to 2004, and depending on the how and with what lags 

its effects are felt, there may also have been a downward impact on inequality from some 

other source(s) over that period. But such a conclusion would be speculative since some of 

the differentials to which inequality is attributed and whose impact appears to have changed 

may be ones where the change is wrought by changing levels of inflation. This would be the 

case of wage differentials between people whose wages adjust quickly to inflation or perhaps 

even lead it, as opposed to other wages.  

 

Green et al. (2001), whose dependent variable is hourly wages among earners, report a rise 

and fall pattern quite similar to that of Ferreira et al. (2008), suggesting that hourly wage 

inequality drives the inequality of reported household incomes per capita. Monsuelo et al. 

(2006), focusing on the economically active urban population with positive incomes, report 

declines in the concentration of income over 1995–2001 among both sexes and both whites 

and blacks, with varying patterns over 1987–1995. They find income increases to have been 

greatest among women and blacks, two groups characteried by relatively low incomes. De 

Figueiredo et al. (2007), analysing distribution of personal income,
209

 report a tendency for 

both bottom and top wages to rise fastest over 1987–2003 and report an overall downward 

trend in the Gini coefficient from a very high 0.65 in 1989 to about 0.57 in 2003. Galbraith et 

al. (2007), using enterprise census data published by IBGE (Instituto Brasileiro de Geografia 

e Estatistica), which do not suffer some of the problems of household survey data (though 

they do miss the informal sector, which is large), report declining wage–salary inequality over 

1996–2002, due in part to the shrinkage of employment in the high wage financial sector 

caused substantially by the introduction of ATMs. Relative earnings rose sharply in the 

                                                                                                                                            
income is from capital, but employer income included is limited to that from labour. Transfers had 

risen to 19.5% of total income in 2004. 

 

209
 It is not clear whether the data include significant amounts of non-labour income or not. 
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commerce sector (from 44% to 61% of the national average), while employment was also 

jumping from 9.2% to 17.4% (Galbraith et al.). Figures reported by CEPAL (2006) also paint a 

positive and more general picture of gains by lower-income groups, with the share of the 

bottom 40% showing a continuous upward trend from 9.5% in 1990 to 11.9% in 2005.
210

 

These patterns held within the urban areas and with some modifications and with less gain for 

the bottom 40% in rural areas as well. These data indicate that the top decile gained against 

the next 50% over the 1990s and lost a little ground during 2000–2005.  

 

Perhaps the main bright spot in Brazil’s post-1980 period, and in particular in the latter part of 

the 1990s, was the reduction in income poverty by almost a quarter (Morley 2003).211 

Though growth was slow over this decade, Morley concludes that the control of inflation since 

1994 had a significant downward impact on poverty, at least in the short-run. The other two 

factors he singles out are the implementation of a non-contributory rural pension scheme in 

the early 1990s, that by a decade later spent about 1.2% of GDP. It provided incomes to 

former agricultural workers, who make up a considerable share of the poor and the extremely 

poor. Other important targeted programmes started in the 1990s (and in total costing about 

1% of GDP) included safety net programmes and pensions for the aged and the disabled, 

both linked to the minimum wage. Thus Brazil was able to achieve a surprising degree of 

poverty reduction without fast growth, but by instead putting in place some important 

institutional innovations. In spite of these accomplishments, Baer and Galvao, (2008) contend 

that the tax system remains regressive and the expenditure pattern favours the higher-income 

classes so that, broadly speaking, the distributional impact of government activities is small. 

Thus Brazil is in the unusual position of having a high tax burden similar to that of industrial 

countries, but also having one of the highest levels of inequality in the world. Clearly, 

inequality is deeply entrenched in the economy and polity of this country and it will take many 

changes to have a large effect. But a good way to begin is by implementing programmes 

targeted at the poorest groups. 

 

                                                 
210

 Although these figures are based on the same data source (PNAD surveys) as most of the other 

estimates cited here, they refer to distribution among households ranked by per capita income. The Gini 

coefficients are somewhat higher; they rose marginally during the 1990s to hit a peak of around 0.64 

over 1996–2001, after which they dropped to just over 0.61 in 2004 and 2005. The somewhat higher 

level of these Ginis of income among households than the cited figures referring to persons or income 

earners could be due to the different unit of analysis.
210

 Why the timing of the peak level of inequality 

differs as between this series and those mentioned above is not clear. Since the Gini coefficient is not 

very sensitive to changes at the very bottom of the income hierarchy, it is not surprising that the share 

of the bottom 40% was rising in the late 1990s even as the Gini coefficient was as well. The Atkinson 

index  (ε =1.5) was not rising. 

 

211
 Focusing on the longer period of 1985–2004, Ferreira et al. (2007) have a less positive take on 

poverty reduction than does Morley. They estimate a decline in the headcount only from 33.9% in 1985 

to 29.2% in 2004, after a peak of 35.6% in 1993.  
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Several main conclusions appear to emerge from the record of this period. First, the net 

change in inequality of labour and transfer income appears to have been small, the result of a 

net increase to a peak around 1989 (with another lower peak in 1993) followed by a 

considerable net decline since those peaks. Second, changing rates of inflation have played a 

clear role in the observed rising-falling pattern. Third, social transfers appear to have played a 

clear role in raising incomes at the bottom. Whether the recent decline in inequality is cause 

for much jubilation does depend a good deal on whether it has essentially reflected the 

gradual elimination of the impacts of inflation or is more the result of positive processes which 

may continue into the future. 

 

A number of important hypotheses relating to other variables, like education, have been 

advanced and most warrant further analysis. There is no reason to believe that the trade 

opening of the 1990s worsened income inequality unless overall inequality has moved 

differently from that of labour and transfer income.
212

 Since this is quite possible, the issue 

remains open. 

 

there was a net increase to a peak around 1989 (with another lower peak in 1993) and a 

considerable net decline since those peaks. Whether the recent decline is cause for much 

jubilation depends a good deal on whether it has essentially reflected the gradual elimination 

of the impacts of inflation or is more the result of positive processes which may continue into 

the future. 

 

 

Although the PNAD surveys and other traditional sources of information on inequality in Brazil 

do suffer from other significant flaws,213 by far the biggest weakness relates to lack of 

coverage of capital incomes and the related problem that few super-rich people are likely to 

be included even in a very large sample. Brazil clearly needs some in-depth work attempting 

to estimate the income shares of those at the very top, of the sort recently popular for 

                                                 
212

 The impacts of the trade opening are a matter of much interest. Does the fall in inequality that shows 

up in many time series have something to do with rising trade over this period, in spite of the fact that 

the technological change associated with the opening is believed by many to be a factor in widening 

wage gaps between the most skilled and others? A number of analyses have held out this hope (e.g. 

Green et al. 2001). Note, though, that the tariff reduction was concentrated in the early 1990s; from 

1992 it was accompanied by a strategy of exchange rate appreciation (Green et al. 2001). The indictors 

of the extent of trade did jump over 1990–1992. Over the early 1990s real wages trended downwards, 

though presumably because of the inflation, not trade liberalisation. In 1999, according to the estimates 

by Green et al. (2001), they were 5% below the 1981 level, having recovered from the early 1990s 

decline by the mid-1990s, after which they levelled off again. Their decomposition analysis leads them 

to conclude that the trade reform may be associated with the increased wage premium for the skilled, 

even though this change did not affect overall inequality significantly due to the small size of the group 

that benefitted (Green et al. 2001). 

 

213
 These are discussed in useful detail by Ferreira et al. (2003), who illustrate how sensitive poverty 

estimates can be to which data source is used. 
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industrial countries (e.g. Piketty & Saez 2006).214 Returns to capital are clearly high in some 

parts of the Brazilian economy, among them the private banks.215 If trade and other forms of 

liberalisation were worsening inequality, this effect might be taking place mainly through 

capital incomes and their distribution. Amann and Baer (2008) report a high level of mergers 

and acquisitions since the opening up in the early 1990s and  a general upward trend of 

concentration ratios (defined as the sales share of the top four firms among the top 20) and a 

correlation between such increases in concentration and the increase in imports. They 

suggest that agglomeration has been a response to the challenge posed by trade 

liberalisation. Such agglomeration tends to raise capital intensity and labour productivity and 

lower the labour share of value added (Amann & Baer 2008). Whatever its growth merits, it is 

unlikely to help on the employment and distribution fronts. 

 

Controversies surrounding acceleration and Brazil’s longer-run 
growth 
 

Pre-acceleration stabilization.  

An important issue in the Brazilian case is whether the steps taken by the 1964–1967 

government, under the guidance of Campos, were in some sense key to the fast growth 

which followed, by curtailing allocative inefficiencies (i.e. making the intervention more 

efficient) as well as laying a firmer fiscal base for growth. Opinions naturally vary. Simonsen 

and Campos attribute the ‘miracle’ to the sacrifices endured under the Castello Branco 

administration on the grounds that savings were key and markets had to guide the process of 

development (Baer 2001). To the extent that markets were given freer rein in this period in 

ways that then contributed to the acceleration, this was probably the result of the falling 

inflation. But Coes (1995) believes that  ‘The economy’s allocation mechanisms were deeply 

compromised by the economic management of the new regime…’, with intervention actually 

increasing with time and resources being allocated according to the government’s own 

predetermined objectives and the demands of those groups allowed a voice. In contrast, Baer 

(2001) believes that many of the rules and institutions established by the first post-1964 

government did help to produce the high growth rates without the distortions of the earlier 

1950s ISI period. Successor governments did deviate from these rules as a result of internally 

generated pressures. This issue is a naturally complex one, likely to remain unsettled.  

                                                 
214

 It is likely that a reasonable sorting out of Brazil’s post-1980 distributional history will require an 

analysis as detailed as that of Pfefferman and Webb (1979) for the earlier period. Some of the apparent 

inconsistencies across sources involve different data sources; others involve distributions across 

different units (households, income earners, etc.). 

215
 Barros (2008) notes that they are among the most profitable in the world and that some 

shareholders have created companies that work in parallel with the banks and provide services to 

those banks in a way that allows them to disguise some off their profits. 
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Exchange rate management 

The single price that often matters the most is the real exchange rate. The traditional system 

of a nominal exchange rate fixed without indexation was a recipe for problems on the export 

front and, more generally, contributed importantly to stagnation of the early 1960s.
216

 The 

1968 adoption of a crawling peg was probably a pivotal step. The new regime effectively tied 

the rate of nominal devaluation to the difference between Brazilian and foreign inflation, doing 

so by way of a series of small, unpredictable devaluations that avoided overvaluation while 

making profitable speculation against the cruzeiro difficult. While this step did not end 

overvaluation it did end speculation against the cruzeiro. Paradoxically, the real exchange 

rate (unadjusted for subsidies) was higher (more appreciated) during the miracle years than 

either in the immediately preceding or succeeding years, due to the large inflows of capital 

during the period. Still, exports grew faster (25% per year in current dollar terms) than before 

or after. In part this was due to various types of subsidies for exportables. The real exchange 

rate was also much more stable at this time than before or since, suggesting (consistent with 

much literature) the importance for such stability for strong growth of the tradables sector. But 

by the mid-1970s the mini devaluations (and the effects of export subsidies, etc.) had fallen 

behind inflation and the competitiveness of exports was threatened. A factor contributing to 

the ensuing debt crisis was that international pressures had gradually forced Brazil to remove 

fiscal and credit subsidies to exports. Given the need to keep exports growing fast, this made 

it necessary to increase the rate of devaluation – the exchange rate had come to be 

overvalued, but while these other instruments were available the effect on exports had not 

been serious. Faster devaluation was, however, now unattractive due to concerns about 

inflation, already serious because of the impact of the oil price hikes and because, during the 

boom years, Brazilian firms had borrowed heavily abroad and were worried about the impact 

of devaluation on the cruzeiro value of that debt.  

 

Brazil’s management of the exchange rate together with other instruments affecting incentives 

for tradables production shows not only the limitations of the exchange rate (due to its impact 

on inflation and on the balance sheets of firms with dollar debts), the potential of substitutes 

(export subsidies of one sort or another, import protection) under some conditions, and the 

limitations of these latter instruments under other conditions. Coes (1995) considers that 

Brazil’s use of trade policy to raise the price of selected tradables between 1973 and the early 

1980s as a substitute for exchange rate policy did little to promote long-run growth or 

                                                 
216

 Huddle (1972) argues that an inefficient exchange rate system was an important factor contributing 

to the stagnation of the early 1960s, and more generally that the foreign exchange bottleneck was a 

critical destabilising factor between 1947 and 1967 – except for the 1953–1961 interim when multiple 

fluctuating exchange rates were the chief policy instrument used to promote import substituting 

industrialisation and to keep the exchange rate adjusted to balance of payments trends and inflation. 
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competitiveness in these sectors.
217

 Yet to the extent that use of the exchange rate was very 

difficult, what alternative was there? It may well be that the main cost of  Brazil’s inflationary 

pattern was that it made it hard to use the exchange rate as an effective tool to raise the gains 

from international trade. 

 

Intervention versus markets 

Brazil’s policy-makers displayed a continuing dirigiste pattern over the whole of the post-

Second World War boom, with variations in the details. This pattern was strongly in evidence 

during the Kubitschek years, with its large projects. Even under the influence of the relatively 

conservative Roberto Campos during the 1964–1967 interlude, although the main policy 

focus was on the macroeconomic side and the need to bring inflation down, the stabilisation 

policies being implemented did not entail cutting back government investment. While the 

stabilisation policies were being implemented, various sectoral studies were carried out to 

plan the course of future growth (with the collaboration of USAID, the World Bank and the 

IDB). Because foreign trade was considered to be quite important to that growth, export taxes 

were abolished (Baer 2001). The acceleration was guided by Delfim Netto, who believed in 

Keynesian style aggregate demand-stoking in order to raise capacity utilisation
218

 and in 

using many policy instruments to influence the allocation of resources. Over 1964–1974 tax 

policy was extensively used to influence the allocation of resources among regions and 

sectors. 

 

There has, inevitably, been much debate over the years about the efficiency and growth 

effects of the high level of government intervention in the economy. Another widely-cited 

source of distortions has been the high levels of inflation, the related difficulties of keeping the 

real exchange rate close to an equilibrium level and other price misalignments, such as 

negative real interest rates, which can easily plague a highly inflationary country. Some of the 

criticism could be applied to most of Brazil’s 20th century economic history, whereas other 

issues are more pertinent to the growth acceleration under discussion here. Maddison and 

associates (1992) argue that the Brazilian economy typically suffered many and serious 

distortions, but this view is hard to reconcile with the fact that Brazil achieved such fast growth 

and did it without the sort of 30–40% investment rates of countries like Singapore. Either 

Brazil’s growth would have been even faster and its marginal output to capital ratios even 

more impressive had it followed the more recent orthodoxy on the role of the market, or its 
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 In his detailed analysis of this issue, Coes (1995) presents figures for both standard definitions of the 

real exchange rate: the relative price of tradables to non-tradables and the official exchange rate 

adjusted for the relative inflation in the country and in its trading partners. Under several plausible 

assumptions the two rates are expected to evolve the same way in the long run, but not necessarily in 

the short run. In this case the two mea rues do tell a similar story. 

 

218
 As noted above, the considerable excess capacity in the 1960s facilitated the very fast growth during 

the boom. 
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interventions were less damaging (if damaging at all) than the critics suggest. Baer (2001) 

holds that ‘Substantial evidence exists that much of the growth since 1968 was due to the 

impact of government programs, and that, given the elaborate control mechanisms of the 

state, the allocation of resources was more the result of government policies than of market 

forces.’ 

 

In any case, it is quite clear that the Brazilian ‘miracle’ was not an example of neoliberalism at 

work, since the dirigiste character of policy-making changed remarkably little over 1964–1992. 

The role of the state (including all levels of government, but excluding state enterprise), as 

measured by its spending as a percentage of GDP, rose from 17.1% in 1947 to 22.5% in 

1973 (Baer 2001) and to 32.4% in 1985.
219

 Policy was relatively protectionist until the early 

1990s, despite some import liberalisation in 1967. There were wide disparities in interest rates 

and industrial policy produced a more diversified industrial base than would otherwise have 

emerged. The question is whether static inefficiency costs may have been high; the observed 

marginal output to capital ratios suggest not. 

 

Among Latin American countries, Brazil was especially noted for pursuing a strongly import-

substituting industrialisation strategy. Frequently criticised on the grounds of static inefficiency 

(swimming against the forces of comparative advantage), this strategy not only coincided 

temporally with fast growth and high efficiency as measured by the marginal output to capital 

ratios, but also paved the way for a successful phase of manufacturing exports. This phase 

would of course have been more successful had the debt crisis not cut short the transition 

from ISI towards manufactured exports. Teitel and Thoumi (1986) argue that ISI may in some 

cases be a necessary prelude to exports, a process of learning to acquire the technological 

capabilities required in various manufacturing activities. The domestic market is where the 

learning takes place. By the early to mid-1960s, when Brazil was about to embark on the last 

stage of import substitution (basic chemicals and petrochemicals, steel, aluminium, large and 

complex capital goods), its manufacturing exports still reflected the pre-ISI phase and were 

largely dominated by products depending on natural resources based comparative 

advantages. By the late 1970s such exports included a lot of skill-intensive metalworking 

products whose output had substantially developed during the ISI phase.
220

 

 

Technical expertise 

Between the pre-1960s period and the post-1964 acceleration that produced the Brazilian 

‘miracle’ the role of economists, and of ‘technocrats’ more generally, was increased, reflecting 

                                                 
219

 The latter figure is from Werneck (1991) whose 1973 figure is 23.9%. He reports that the state 

enterprise expenditures  were 10.21% of GDP in 1973, rising to 16.7% in 1985. 

220
 For many countries ISI has largely consisted of the acquisition, modification and creation of 

technical and organisational knowledge in the field of metalworking (including electromechanical) 

industries. 
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the military’s mistrust of the traditional civilian elites. This orientation towards reliance on 

technocrats was combined with a sense of the practical. Unlike some other Latin American 

countries, there was little tendency to swing abruptly from textbook laissez faire liberalisms to 

extensive state intervention. This probably helped both to produce the fast growth and to 

preserve the political peace. As in such other cases as Chile (under Pinochet), Singapore, 

Indonesia and Korea, the technocrats had an unusual degree of influence during the military 

regime (1964–1985). Campos
221

 in fact opined that no elected government could have carried 

out the Castelo Branco inflation control programme (Campos 1969). Cardoso’s 1990s group 

of technocrats was also highly regarded. 

 

The role of manufacturing 

Over its three-plus decades of generally rapid growth (despite the 1960–1964 slowdown) 

Brazil industrialised rapidly, effectively using the foreign exchange from its natural resource 

exports (of which coffee was long the major item) to subsidise the manufacturing sector and 

other ‘infant’ tradables, some in agriculture. Manufacturing employment peaked at about 17–

18% of the total in the late 1970s, before crashing to just 10% by the late 1990s.
222

 Many 

inefficiencies have been alleged in this process of industrialisation through protectionism and 

other forms of intervention, but it seems doubtful that they could have been very severe given 

the 6.0% average growth rate maintained for about 35 years and the relatively high marginal 

output to capital ratio characterising the process.  

 

Then, over the quarter century 1980–2004 of overall slow growth, manufacturing was in 

relative and, in employment over the 1990s, absolute decline. Is there an important causal 

connection here? Is overall growth hard to achieve without a dynamic manufacturing sector? 

Brazil’s evidence cannot, of course, prove this hypothesis, but it is clearly consistent with it. 

Possibly natural resource exports stimulate too few positive linkages, generate an excessively 

concentrated income, or do not face sufficiently price-elastic world demand. Is the 

manufacturing exports route now precluded for countries like Brazil by an international context 

that has made protection of future export sectors too difficult? 

 

Causes of the 1980s slowdown 

Authors have attributed the early 1980s crash in Brazil to variety of causes. Two extremes 

involved chalking it up to the inevitable ‘running out’ of import substituting industrialisation 

and/or the considerable degree of dirigisme that had characterised this economy, or blaming 

it entirely on the changed world context as the oil price hikes put countries like Brazil into a 

balance of payments dilemma and the sudden exodus of capital, rising real interest rates and 

                                                 
221

 Campos was a prominent advisor during the military period. 

 

222
 Amadeo and Pero (1997) analyze some aspects of this process. 
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world recession of the early 1980s delivered the finishing blow. Neither of these extremes is 

very persuasive. There seems no obvious reason why Brazil could not have eased out of a 

primarily import substituting phase to a more export-oriented one as smoothly as did, say, 

Korea – especially if it had received such favourable international support as had Korea. Nor 

is it at all clear that dirigisme can be blamed when it was in force during 35 years of strong 

post-war growth, that has not been matched since then. Nor, however, can it be argued that 

the crash was totally due to external factors. As noted above, Brazil’s growth, though fast, had 

typically been fragile, certainly in the political sense and sometimes in an economic sense as 

well. And certainly, had Brazil been able to predict that international conditions would be 

altered so suddenly after 1979, it would have been possible to guard against at least some of 

the ill effects that then emerged. But the Brazilian leaders’ search for fast growth was quite 

understandable and logical, even though it did create some risks and the country was unlucky 

enough to have these come back to haunt it. It is, naturally, a matter of judgement what the 

relative importance of the international and the national factors were. I would lay a much 

higher share of the explanation for the failure to sustain growth on the former.  

 

Conclusions from the Brazilian experience 
Among the notable characteristics of Brazil’s experience of acceleration are the following: 

 It was achieved with a high and rising marginal output to capital ratio, suggesting 

generally effective resource use and allocation. 

 It was aided by the ability to draw previously excess capacity into production. 

 Both the acceleration and the subsequent strong growth over the remainder of the 

1970s took place under repressive military regimes, but with strong economic 

technocrats at the helm. 

 The context was one of (continuing) strong direction of the growth path by government, 

and generally high levels of involvement and intervention. 

  Despite various differences between the leaders over time, Brazil’s policy-makers 

appeared to be unusually unwilling to countenance slow growth, given the social and 

other pressures on them. Inflation posed a frequent threat to continued stable growth.  

 By the time of the acceleration, the Brazilian government could draw on an impressive 

level of public sector revenues and savings to fund public investment, even though it 

also relied on foreign funds and inflationary finance.  

 Although Brazil’s acceleration was not so obviously related to export success as many 

others, exports (like GDP) were growing fast at the time (and imports even faster); 

 A key step facilitating export success was the adoption of a crawling peg exchange 

rate in 1968, which allowed a stable real exchange rate over the ‘miracle’ years, in 

spite of the political sensitivity of the exchange rate which made it hard to devalue 

rapidly.  

 Manufacturing employment grew very fast during the boom (7.9% annually over the 
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1970s) with output rising somewhat faster at 9%. It is noteworthy that such 

employment has fallen sharply in Brazil since the 1980s. The fact that growth has been 

erratic and on average rather slow since the onset of the 1980s debt crisis raises the 

obvious question of whether these two trends are causally linked and if so how. 

 A very high level of inequality and many unsatisfied demands contributed to populism, 

strongly conflicting demands for public spending, and a tendency to finance them partly 

through deficit finance with resulting inflation. The response was to favour fast growth, 

high levels of government involvement, and political repression. 

 Policy on wages was conservative and policy on unions repressive. Whether related to 

this or not, wages did not rise significantly over the first few years of the miracle, but 

they then rose quickly and the evidence suggests little change in income distribution 

over the boom. 

 Although the long high-growth phase including the acceleration and the rest of the 

1970s ended in the disaster of the 1980s debt crisis, this outcome was by no means an 

inevitable result either of ISI development or of the heavy borrowing of the 1970s, but 

simply of unusually bad luck in the timing of the reversal of the international capital 

inflows in the early 1980s. 

 

Brazil’s policy-makers appeared to be unusually unwilling to countenance slow growth, given 

the social and other pressures on them. Inflation also posed a frequent threat to continued 

stable growth. But the government controlled many levers of the economy and had by the late 

1960s developed a considerable capacity to collect taxes. Although there were many 

competing uses for these resources, they did guarantee that, if growth were high enough on 

the scale of priorities, public investment could assure at least a reasonably high level of it. 

 

Whatever the short-run now holds for Brazil, it is clear that the country paid an enormous 

price for its loss of sustained growth in the early 1980s, if, like Korea it could have weathered 

that crisis and then regained its former dynamism. With GDP growth at say 3% faster over 

those 25 years (at around the long-run average of 5% over 1900–1980 and still well below the 

6.8% achieved over 1950–1980), per capita incomes would now be about double what they 

are. Brazil’s experience illustrates the fragility of growth in such difficult political economies, 

the great damage that can be wrought by external shocks hitting a country that makes 

reasonable policy choices on the basis of current world conditions only to find them changing 

radically, and the difficulty of regaining fast growth once lost. 

 

Its high level of inequality has long meant that Brazil needs to achieve a high level of average 

income in order to get poverty down to acceptable levels. That inequality contributes in many 

wags to the problem of inadequate employment opportunities. Failing to deal historically with 

the extreme concentration of land, and later of other forms of capital, has condemned the 
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country to some of the vicious circles of policy and outcome described above. Policies 

favouring large firms, regardless of the sector, contribute to this vicious cycle. 
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Chapter  9:  Chile’s Dramatic Emergence from Crises 
to Sustained Growth 

 

Introduction 
Chile was, between the end of the Second World War and the election of Salvador Allende as 

president in 1970, an economy of rather slow growth (at an average of about 3.6% over this 

period and 4.1% during the 1960s); and exemplified what Meller (2000) judged to be a growing 

imbalance between the gradual incorporation of new groups into the political process and their 

modest economic advance. Perhaps partly as a result of this tension, Chile became an economy 

of low savings and, hence, usually of relatively low investment as well. It pursued import-

substituting industrialisation vigorously, with very high rates of protection for some products, in 

spite of its modest-sized market.  

 

The Chilean economy’s comparative advantage has long resided in its mineral sector, with all of 

the pros and cons associated with that sector. It has, for instance, produced some relatively easy 

rents, but created few jobs – just 3.5% of the total in 1970 (Mamalakis 1976). Its strong 

comparative advantage also discourages the production of other tradables (a problem 

associated with Dutch Disease) and thereby creates a serious employment challenge. Like most 

countries confronted with that challenge, Chile resorted to the combination of a relative large 

public sector
223

, which lived to a considerable degree off the direct and indirect rents from 

copper, and a protected manufacturing sector.
224

 By 1970 nearly half (46.7%) of Chile’s 

employment was therefore in services, with only 23.2% in agriculture and about 20% in 

manufacturing (Mamalakis 1976). The inherent problem of such an economy, until it develops a 

comparative advantage in other more labour-intensive goods and services, is that in the absence 

of considerable employment in government and in protected sectors, the equilibrium wages of 

various labour categories may be low. Unless the mineral rents are somehow recycled, poverty 

can be high in spite of a reasonably high per capita income. Unless they protect other tradables 

sectors, such economies wind up with the bulk of employment in non-tradables services, 

including the government and much of the urban informal sector, small-farm activities (when 

these are directed to home-consumption and local markets), and so on. A sudden policy-

induced decline in employment in the public sector and in protected tradables can exert 

substantial downward pressure on the market wage rate. This was no doubt one of the factors 
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 As of 1970, public spending was 41.3% of GDP in Chile, the highest at the time among six 

countries studied by Selowsky and Larrain (1991). It reached a peak of 56% in 1972, dropped to a low 

of 31.6% in 1979–1980, then climbed back to 39.9% by 1985. By 1985 Chile’s was the lowest figure 

for public spending, as the others had all jumped to the 40–57% range; which was substantially due to 

borrowing abroad, according to these authors. 

224
 Many agricultural products also received considerable protection according to data on effective rates 

of protection (Hachette 2000, based on Behrman 1976). 
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that, together with macroeconomic downturns, contributed to the combination of a dramatic 

drop in wages and a very high level of unemployment that happened during the shake-out in 

Chile. Even when employment finally returned to near-full levels, wages of less skilled 

workers took a long time to recover their previous highs. 

 

Chile’s acceleration experience involved breaking free Dutch Disease syndrome so that fast 

growth could be achieved. Unlike Venezuela, which has to date still not confronted the need 

to find other sources of comparative advantage and has thus stagnated economically during 

most of the period since the 1970s oil price hikes and become a natural base for social 

struggle between an economic elite and a large marginalised population, Chile has, through a 

combination of planning and market support policies, broken the stranglehold of mineral 

exports. The first part of the process, as actually carried out, was famously costly from a 

social point of view, with very high unemployment rates and a significant increase in income 

inequality. It is questionable whether these negative impacts were necessary, or if they were 

simply the result of bad policy choices. Linked to this, is the issue of whether the increased 

role of other primary exports (agricultural and fish products) constitutes only a step along the 

way and that the real test is to develop a strong capacity to export manufactures as well 

(Kurtz 2001). 

 

There seems no reason to doubt that, as of the early 1960s, Chile’s economy was paying an 

efficiency price for being too closed; the (current price) export:GDP and import:GDP ratios 

were under 15% (low figures for a relatively small economy), and these have since grown 

dramatically (Table 9.A). It is therefore interesting to examine whether the mechanisms which 

brought about Chile’s greater outward orientation were well chosen. 

 

General features of Chile’s acceleration 
As noted, Chile’s growth rate for the 1960s was a modest 4.1%. After the meltdown in the 

wake of Allende’s overthrow in 1973 (GDP fell by 15% over 1972–1975), expansion was rapid 

up until 1981 (an average of 6.8% over these six years). After the 1982–1983 crash, in which 

GDP again fell by a total of nearly 15%, growth remained strong over 1984–1998, at an 

average of 7.4%, before the economy moved into recession in 1999. The dating of Chile’s 

growth acceleration period is thus open to some debate. To some extent, the 1975–1981 boom 

involved climbing back out of a recessionary trough. Apart from its brevity when dated from the 

point when the previous GDP peak was surpassed, this boom has been described as inherently 

unsustainable, not only because of the large balance of payments deficit created by maintenance 

of a fixed nominal exchange rate (which eventually became severely overvalued), but also, 

according to some authors, because of the ‘artificial’ character of the growth. During the period 

1973–1980, the great bulk of growth was in services (78.3%) and very little in manufacturing 
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(5.5%).
225

 The second wave of growth has been sustained, and is thus likely to be the more 

relevant of the two episodes, though both are taken into account in the story. 

 

The Chilean acceleration is of special interest since, unlike most other cases of acceleration, it 

occurred under an economic regime universally described as pro-market. Marfan and Bosworth 

(1994) note that: ‘Chile has come to be thought of as a laboratory for the economic 

liberalization measures like privatization, open trade policies and financial market 

deregulation that have become the cornerstone of the new orthodoxy.’ Chile’s  policies are 

conventionally described as being towards the other end of the spectrum from acceleration 

experiences like those of Korea, Singapore and Brazil in terms of degree of government 

intervention; and even more different in terms of stated ideology, which in the case of Chile was 

very ‘free market’.  Such simplistic distinctions, however, often obfuscate more than they clarify. 

Schurman (1996) argues that the export boom in non-traditional primary exports (fruit, fish and 

forestry products) had its basis in various types of public intervention, which were crucial 

catalysts in shaping a sustained response. 

 

Whatever supporters and critics feel about the technical quality of the policies instituted under 

Pinochet’s rule (1974–1990), there is no doubt that the degree of freedom the policy-makers 

had was extensive. Various technocrats concurred that they ‘could not have done a fifth of 

what they did under a democratic government’ (Meller 2000). Meller presents an interesting 

discussion of how the economic technocrats and the military (who also considered themselves 

technocrats) worked together, both seeing their task as saving Chile. 
226

 

 

Accepting 1985–1993 as the take-off period and 1973–1984 as the prior, slow growth period, a 

sharp contrast in terms of the macroeconomic variables is apparent. The slow growth period 

included two severe downturns (1973–1975 and 1982–1983), leading to a very low average 

growth rate of 2.1%. Fast growth averaging 7.5% was achieved over 1985–1993 and continued 

through most of the 1990s. The (constant price) gross investment rates were 17.9% and 24.6% 

respectively in these two periods.
227

 Current price gross national savings averaged 11.8%
228

 and 
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 Since the sectoral composition of output was highly volatile over the first half of the 1970s – both 

because of the Allende ‘experiment’ and the ensuing crash. Numbers on the composition of growth by 

sector are sensitive to the years chosen. For the whole decade 1970–1980, 77.3% of growth was in 

services and 7.5% in manufacturing, which grew rapidly in the first two years. Over 1972–1980 the 

absolute decline in the industrial sector (manufacturing, construction and public utilities) meant that 

over 100% of growth was in services. 

226
 The bureaucratic-authoritarian theory of O'Donnell (1979), built directly around the Argentine 

experience, saw the failure of democratic government as leading to authoritarian regimes advised by 

technocrats.  

 

227
 The corresponding current price figures were 18.1% and 22.7%. The current price investment ratio 

was well correlated with growth throughout. After fluctuating in the 15–19% range over the modest 

growth period of 1960–1972, it fell in the crisis of 1973, then rebounded to reach 21–22% during the 

late 1970s boom, fell again and climbed back up to a peak of around 27% over 1996–1098. The 
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18.9% respectively, with the gap between investment and national savings much smaller after 

the first three years of fast growth as savings rose quickly. Inflation averaged 91.7% in the slow 

growth period, due to hyperinflation in the first years, and 19.4% during the fast growth period. 

The (constant price) to export ratio was unusually low for Chile at the end of the Allende years of 

the early 1970s, but rose fast during the aborted growth spurt in the late 1970s to average 22.9% 

over the whole of the slow growth period. Over the fast growth period it averaged 31.7%, and 

continued on up to nearly 50% by 2002. The real exchange rate was halved between the highs 

touched during the slow growth phase and the low at the beginning of sustained growth. It then 

eased up by 20% without imperilling export performance or growth.  

 

As with most countries undergoing acceleration, there was a significant rise in the marginal 
gross output to gross capital ratio between the slow and fast growth periods – from about 0.10 
to 0.33. This ratio tends to be low in most very slow growth periods, so very sharp increases 
are usually due in part to cyclical factors and have to be interpreted with care.  
  

Accounting for the acceleration 
The questions of general interest about the Chilean take-off involve, on the one hand, the key 

mechanisms that permitted it to occur; and, on the other, the sources of the increase in 

inequality during the post-1973 years and whether its main causes were policy steps or 

mechanisms necessary for the take-off itself. The factors that allowed the acceleration to take 

place were as follows: 

 the factors which led to the rapid growth of exports –  e.g. the relative roles played by 

the dramatic trade and other market reforms undertaken and the way they were 

implemented vs the role of the exchange rate and other forms of support; 

 the role of export growth in the overall take-off; 

 the sources of rising investment and savings rates, including the impact of FDI and of 

the reform of the pension system to an individual capitalisation model; and 

 the behaviour of labour, capital and total factor productivity over the relevant period.  

 
To conclude that Chile’s market reforms account fully for its growth turnaround and that there 
was little room to vary the recipe without seriously reducing the chance of success would be a 
one-sided conclusion, given that there appears to have been a serious increase in income 
inequality associated with the process and that the severity of the adjustments involved were 
accompanied by a high level of political repression. 
 

                                                                                                                                            
constant price series was relatively high during the slow growth 1960s, then followed a similar pattern 

to that of the current price series, rising to a peak of 37% in the late 1990s (Marfan & Bosworth 1994; 

World Bank figures for later years. Note that World Bank figures for 1960–1965 appear to be incorrect, 

judging both from the dramatic drop in 1966 and from the fact that they are not close to the Marfan–

Bosworth figures. 

228
 This figure is sourced from World Bank (1990). 
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The growth of exports their impact on Chile’s overall growth  
During the 30-year period from 1973 to 2002, Chile’s export quantum grew at an average rate 

of about 9% – thereby rising to a level 13.6 times the initial one. Added to this, many new 

export products have emerged over the years, bringing the number up from 200 in 1970 to 3 

900 in 1996, when it more or less stabilised (Ffrench-Davis 2002). The destination of exports 

has also diversified considerably, with the EU’s share falling substantially since 1970 and 

Latin America and Asia’s (barring Japan) share rising from 11.9% to 37.8%. As of 1988, Latin 

America accounted for 55% of manufactured exports. Over the period between 1970 and 

2000 the share of copper in total exports fell from over two-thirds to under a third (Ffrench-

Davis 2002); and for much of this period the most dynamic category was traditional non-

copper exports (fresh fruit and natural-resource based manufacturing such as fish meal, wood 

pulp, etc.), but this category has recently been surpassed by non-traditional items (other 

manufactures and new resource-based items). Manufactures, which accounted for just 2% of 

all exports in 1970, had worked its way up to 14% in 1998 and the fact that total exports had 

risen substantially meant that Chile could operate at a growth rate of about 15% per year, 

from an admittedly small base. 

 
There appears to be little doubt that export expansion was key to Chile’s overall growth 

acceleration. The relatively small size and modest internal diversity of the Chilean economy 

made it probable that trade would be an important actual or potential source of economic 

growth. Most econometric studies (e.g. Agosin 1999; Coeymans 1999) also find that export 

growth (especially growth of non-copper exports) had a significant positive effect on Chile’s 

GDP growth following the early 1980s recovery. The most promising situations are those 

under which export growth leads to the creation of new productive capacity in the rest of the 

economy. This was not the case over 1974–1981, as export growth of 13.6% per year was 

accompanied by non-export growth of just 1.4% (Ffrench-Davis 2002). The balance did 

however changed after 1984, with exports growing at a rate of 8.9% and non-exports at 4.9%. 

 

The sources of Chile’s export boom have been highly debated. There are at least three 

contending (though not mutually exclusive) views as to what produced the boom. The 

traditional view (e.g. Dornbusch & Edwards 1994; Edwards 1995; Hachette 2000) attributes 

the success to the free market policies that allowed resources to find their most efficient uses 

and curtailed the biasing and disincentive effects of excessive regulation and public sector 

involvement in the economy. Most proponents of this view believe that the trade policies were 

not well complemented by the actions taken on the exchange rate, capital market and 

macroeconomic sides; making Chile a focus for discussion on the optimal sequencing of 

reforms. Their view is, however, that these reforms were, at the very least, an essential part of 

the package of changes needed to allow the Chilean economy to achieve its growth potential. 

 

The competing views focus on the real exchange rate and on other forms of support for 

exports. There seems little doubt that the exchange rate was important in the lasting boom 
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from the early 1980s onwards. It is also clear that research and development (R&D) and other 

types of support played a key role in developing industries like forest and fish products. The 

fact that it is hard to disentangle the role of each of these three factors and that it is harder to 

design direct tests of the impact of the role of the trade reforms than for the other two 

determinants leaves their role the most ambiguous (though not the least important) of the 

three. In arguing for the importance of the trade reforms, the fact that pre-reform protection 

levels were very high for some products is very relevant. It is clear that the reforms, together 

with the crises afflicting business, meant that the manufacturing sector that emerged in the 

mid-1980s was much leaner and more competitive than it had been a decade earlier. Tybout 

(1996) notes that, as Chile was exposed to substantial new import competition with the 

dismantling of trade barriers in the late 1970s and was then buffeted by a severe recession 

and widespread insolvency in the early 1980s, an unusually large portion of surviving plants 

switched their product lines – presumably to better accord with their true comparative 

advantage. New plants were on average larger than existing ones and could in some cases 

better exploit economies of scale. Whether whatever increase in average efficiency as 

occurred was worth the associated costs in terms of lost output, unemployment, etc. due to 

underutilisation of resources during the (long) transition is hard to say, and depends on what 

one thinks the feasible alternative paths were. It is also unfortunately not possible to sort out 

the effects of the trade reforms per se from those of the macroeconomic misadventures. This 

question is likely to remain cloudy for a long time, if indeed it is ever resolved.229 

 

French-Davis (2002) disputes the view that the fast growth of exports with attendant 

diversification during the latter part of the 1970s demonstrates the success of the trade reform 

carried out at the beginning of the Pinochet regime. Part of the export boom was attributable 

to a large excess capacity by 1973 and weak domestic demand leading Chilean suppliers to 

shift to foreign markets. Part, as pointed out by various authors (e.g. Kurtz 2001), was due to 

the emergence of exports like forest and fruit exports, which owed much of their success to 

developments before the reforms. Kurtz argues that this trade liberalisation initially fostered 

imports more than exports, even before the overvaluation of 1979–1981 that accentuated the 

pattern. Ffrench-Davis (2002) notes that this export boom was transmitted, to a minor extent, 

to the economy in the form of growth in the non-export sector, which remained low.  In 

contrast, he sees the export take-off after 1982 as much healthier, based on a sharply 

                                                 
229

 Tybout (1996) concludes from the pattern of entry and exit observed in panel data over the period 

1979 –1986 that the Chilean industrial sector underwent a process of rationalisation during the first half 

of the 1980s. The number of plants in operation dropped rapidly, as entry rates fell and exit rates did 

not. Industry appeared in general to be competitive, though there was no cross-industry correlation 

between import penetration and either entry rates or profit margins. 
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depreciated and relatively stable real exchange rate230 and a more pragmatic and flexible 

trade reform. Like many other countries, Chile has on occasion used the exchange rate as a 

tool to fight inflation, accounting for the real appreciation from 1976 onwards. After the 

disastrous pegging of the nominal rate to the US dollar (leading to the crisis of the early 

1980s) and some experimentation in its wake, a crawling peg was adopted in 1983 and used 

thereafter.  The real exchange rate almost doubled between 1980–1982 and 1986–1989 

(Ffrench-Davis 2002). Meanwhile, some protection was provided for importables and non-

traditional exportables, more use was made of anti-dumping regulations, and price bands 

were set for Chile’s three main agricultural products (wheat, sugar and oil seeds). Tariff levels 

averaged 20% in 1984–1989, twice the 1979–1982 level. 

 

The role of a range of policies in support of exports, especially non-traditional and new ones, 

has been highlighted by a number of authors (e.g. Kurtz 2001). Whereas the issue of whether 

trade reforms were more or less important than exchange rate management involves, in part, 

the question of which set of relative prices it is more important to get right – those between 

subsets of  tradables or those between tradables and non-tradables, support for steps like 

publicly provided R&D for possible exportable products begins with the assumption that there 

are market imperfections which the state should correct.
231

 Kurtz argues that where public 

intervention in Chile to correct credit, information, risk and marketing failures was early and 

strong, in the fish and forest products industries, export response was rapid and sustained. 

Where the state was much less willing to intervene (such as in the fruit industry), the 

emergence of dynamic exporters was delayed and ultimately involved excessive economic 

and social costs.   

 

Like Ffrench-Davis, Kurtz defines the real success of the export-led model as beginning in the 

1980s, but attributes it mainly to public policies in support of new export industries, arguing 

that without intervention trade liberalisation will bring about export expansion only after an 

undue delay from a social point of view. In the case of table grapes, he notes that the boom in 

acreage planted did not occur until 1982–1986. Forestry products expanded early due to 

massive state subsidies and promotion during the period of peak liberalisation (mid- to late 

1970s). Devaluation, in his view, was not critical either, because the peso only seriously 

overvalued during 1979–1982 and exports also grew in early to mid-1993 as the peso 

appreciated and prices of non-traditional corps fell as they did in the late 1980s with a 

devalued peso. 

 

                                                 
230

 Stability of the real exchange rate has been shown to be associated with strong export performance 

in many studies. 

231
 In fact, this way of putting it exaggerates the difference among these three types of instruments, 

since all can and are used to correct what their designers see as market imperfections. 
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It is likely that trade reform, devaluation and active policy support all played significant roles in 

Chile’s export expansion. Figuring out which was more important would require a study in 

sufficient depth to explain how (in response to which incentives) each major export category 

grew. It is not realistic to expect any simple econometric exercise, without due allowance for 

varying lags between cause and effect, to pick up such differences across categories. In the 

light of an excessively simple model which assumes an essentially unchanging short-run 

supply function for each exportable item, it may for example be surprising that exports might 

grow faster with a high than with a low exchange rate. But in most cases the relevant 

business decisions are of a longer-run character than such a conceptualisation allows, and in 

any case the whole process is a dynamic one with supply capacities changing all the time.
232

 

Government support has played an obviously positive role in cases like forest and fishery 

products, but the tremendous number of new export items that emerged by the mid-1990s 

also suggests the benefits of a devalued currency that simply raises the profitability of 

production of many exportables. Some are probably pulled into the export category by the low 

exchange rate, but remain exportable even when the rate appreciates somewhat since they 

have been engaged in a cost-reducing process of learning by doing. 

 

The effectiveness of Chilean state support thus determined how quickly a potential export 

became a thriving, actual export. The way support was provided also greatly affected who got 

the benefits when the boom did occur, a matter related to the distributional outcomes 

discussed later in this chapter. According to Kurtz, the case of Chile’s fruit industry 

exemplifies a least desirable combination: little state support and a highly discriminatory 

setting such that when the opportunities arose only the large producers could reap the 

benefits of export activities. Profitability was extremely high and land prices low by the time of 

the coup (Jarvis 1992), but massive investment only came almost a decade later. Private 

adjustment was therefore not only delayed but also characterised by severe class biases and 

oligopolies.  

 

The groundwork for Chile’s fruit boom had provided by investments undertaken by the Frei 

Montalva (1964–1970) and Allende (1970–1973) administrations, whose 

technicians/bureaucrats correctly predicted that the country had a latent comparative 

advantage here. The 1965–1980 agricultural development plan had as one principal goal a 

shift towards fruits, sugar beets and corn as well as the creation of an agricultural surplus 

(Kurtz 2001). To this end, the agrarian reform would redistribute lands of large (and mainly 

                                                 
232

 Economists have often been surprised at the extent to which export booms initiated under devalued 

exchange rates are not reversed quickly in the face of considerable appreciation (Japan during the 

period of currency appreciation after its balance of trade surpluses became large being a prime example 

of this phenomenon). Two of the factors which contribute to this outcome are: (1) the lowering of costs 

and creation of networks, which occurs during the first phase and leaves the country permanently 

lower-cost and more competitive than it was at the start; and (2) the fact that even if an appreciated 

exchange rate makes exports no longer profitable in the long run, they may continue in the short run 

due to existing long-term contracts, sunk costs in advertising, and so on. 
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unproductive) haciendas, real crop prices would be raised to create incentives and irrigation 

would be provided. A 1967 plan for fruit development was deemed necessary since Chile had 

little history in fruit exports of any kind. But with the coup, the critical informational tasks of the 

state were dramatically scaled back, especially for small farmers. The land reform agency and 

its associated research centre were closed and agricultural extension and research suffered 

severe cutbacks. Between 1973 and 1986 the share of land in the peasant sector fell from 

63.4% to 43%, then went down to 27.7% by 1997 (Kurtz 2001) as agrarian-reform land was 

auctioned off or returned to those from whom it had previously been expropriated.  Technical 

assistance was available, but was essentially only on a fee for service basis, which in effect 

made it inaccessible to peasants until 1992 (Jarvis 1992) and the befits of the few new 

irrigation projects after 1973 went virtually entirely to large producers (Kay 1997). Inputs 

previously provided by the state were available after the coup only from private oligopolists. 

The low adoption rates by small farmers of this export crop, for the reasons noted above, 

together with rising land prices, led many to sell out, contributing further to concentration in 

land ownershiop (Jarvis 1989).
233

 

  

Chile’s information and investment capital needs were eventually resolved by the private 

sector in the form of contractual arrangements with MNCs and domestic fruit export 

companies for a segment of producers (Kurtz 2001). The former basically provided the 

needed public goods, but operated in a collusive fashion to restrict competition so that they 

could retain the balance of power. The solution thus came late and at a high price, not only for 

those excluded but even for some of those who participated.
234

 The substantial investments 

finally occurred over 1979–1982, even though export prices were down because of the 

overvaluation.   

 

The impact of fruit export growth on income distribution and poverty is complicated. Had a 

system of exporting small farmers been developed – which would have required subinterval 

state support to offset the market imperfections mentioned above
235

, the impact would have 

been quite positive, since a relatively large amount of stable employment would have been 

created, and rents from ownership of the land would also have accrued to these low- or 
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 Carter et al. (1996: 48) refer to the number of such sales in the few years after 1973 as ‘staggering’, 

especially in the light of the relatively inactive land markets typical of developing countries (including 

Chile before 1975). 

234
 Some argue that economies of scale are important here, but authors like Carter and Barham (1996) 

and Jarvis (1992) argue that they can be competitive and it is the discriminatory effects of market 

failures and responses to them that led to this result.  On the problem of information on prices and 

necessary technology,  see Keesing and Lal (1992). This public good is typically underprovided in 

LDCs (USAID 1994). 

235
 Sometimes connecting small farmers to export markets takes longer than with large ones. In this 

case, however, the combination of public support for large farmers and market forces was also 

relatively slow, so it is an open question whether a well designed system linking small farmers could 

have been put into operation just as fast. 
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middle-income families. In the event, fruit exports did lead to an increase in rural employment 

(Carter et al. 1996), but much of it was seasonal and wages were around the legal minimum. 

Certainly the surge in agricultural exports was not enough to prevent an increase in rural 

poverty. Until 1989 the wages of these agro-export workers were below the levels of 1970. 

 

In forest and fish products, market failures were for the most part promptly corrected by the 

state (Kurtz 2001).  In the case of forest prodcuts, it provided ample subsidies (up to 75% of 

the costs of establishment), levied no taxes on the lands, and cheap credits were available 

from the Central Bank. The resulting profits were large. Once again, the main beneficiaries 

were however large producers. In the case of fish products, substantial cheap credit was 

again available. Earlier R&D work had paved the way for the Chilean salmon industry, which  

eventually became profitable in 1988 and experienced a technical breakthrough with the 

development of a cage-based technique for freshwater farming of this species (Ffrench-Davis 

2002). Important initiatives in the area of export promotion were carried out by the Chile 

Foundation, a semi-public institution, and, in terms of the modus operandi eventually adopted, 

a subsidiary would take charge of commercial production and marketing once a technology 

was assimilated, and then sell it when it became profitable.  

  

Savings, investment and productivity growth 
As noted above, Chile’s constant price gross investment rate increased significantly but not 

dramatically (17.9% to 24.6%) between the slow growth years 1973–1984 and the 

acceleration period 1985–1993. Since inventory accumulation was erratic236, it may be more 

useful to focus on gross fixed investment, which also showed only a modest increase 

between the two periods. Both measures of investment were rising during the acceleration 

phase and continued to do so until the late 1990s, which means that only a modest part of the 

faster growth during acceleration is directly attributable to rising investment. Rather, the 

marginal output to capital ratio accounted for the bulk of it. And the main component of this 

capital productivity increase appears to have been the increase in degree of capacity or factor 

utilisation, especially the rising level of employment as unemployment fell and participation 

rose. During 1973–1984 employment rose by 12% (just over 1% per year), whereas over 

1985–1993 the increase was 46.7% (4.35% per year)237; capital utilisation must also have 

been significantly higher in the second period. 

 

The severity of macroeconomic fluctuations in Chile, especially the dramatic crashes of 1973–

1975 and 1982–1983, makes it hard to assess the underlying process of growth and change, 

                                                 
236

 Presumably in part because, as noted by Marfan and Bosworth (1994). it is (or at least was) a 

residual measure that included the statistical discrepancy between the expenditures and income 

measures of GDP. 

237
 Figures from Coloma and Rojas (2000). 
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especially with regards to the important question of how the economic reforms have affected 

productivity growth. Marfan and Bosworth (1994: 165) note that: ‘It is surprising that the 

benefits of economic liberalization are not more evident in an improved efficiency of resource 

use as measured by either the level of labour productivity or the joint productivity of capital 

and labour. A comparison with Hofman’s (1993) cross-country analysis of labour and joint 

factor productivity growth shows levels for Chile well below the OECD average for both 1950–

1973 and 1973–1989; though they are above the (low) Latin American averages for this 

second period, during which Chile’s labour productivity rose at 0.63% per year and its joint 

factor productivity rose by 0.21%. In both respects Chile’s performance was weaker in the 

second period, but this was true also of other OECD countries and Latin America as a whole 

(Marfan & Bosworth 1994). As expected, Chile’s performance on both indicators is much 

better after the early 1980s trough, but as of 1992 labour productivity was only a little above 

its previous peak and joint factor productivity just reaching its 1981 and 1971 peaks (Marfan & 

Bosworth 1994). Because the experience of other countries indicates that cyclical impacts on 

these measures are relatively important, the authors estimate the underlying productivity 

trend with alternative indicators of position in the cycle. With the unemployment rate as the 

measure of economic activity they find a low productivity growth trend; when they assume a 

trend break in 1983 the rate deteriorates further after that break.  A study by Jadresic and 

Sanhueza (1992) reached a similar conclusion.  

 

It thus appears that productivity benefits from the reforms had yet to manifest themselves in 

the early 1990s. Since then, employment growth has slowed while that of the capital stock 

has accelerated and the marginal output to capital ratio has fallen from its peak in the late 

1980s/early 1990s (there was a five-year moving average of 0.334 over 1988–1992) to well 

under 0.2 since the mid-1990s as Chile moved through a recessionary phase. Once again, 

identification of the impact of the reforms will likely require some additional time to permit 

analysts to ascertain the impacts of this last cycle. For purposes of the present analysis, the 

evidence suggests that the acceleration did not benefit from any significant positive trend in 

productivity, but rather from a major increase in resource utilisation as the economy moved 

out of severe recession. Studies of the determinants of investment in Chile identify expected 

output growth, the interest rate, credit availability and the exchange rate as significant factors 

(e.g. Lehmann 1991). These results are similar to those for many developing countries. 

 

Chile has traditionally had a history of low recorded domestic savings, typically below 15% 

and sometimes below 10%.238 Throughout the 1970s the bulk of national savings came from 

                                                 
238

 As pointed out by Mamalakis (1976), a significant contributing factor to low estimates of overall 

national savings has been the negative personal savings, which averaged about 5% of family income 

over 1940–1965. He concludes that this has, to a large extent, been a statistical artifact. The fact that 

private sector savings, derived as the difference between national savings and public savings, were 

under 2% of GDP over 1974–1981 (Marfan and Bosworth 1994) may also suggest problems in the 

data, although it is true that these were strange years in Chile. 
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the public sector (including public enterprises) with  savings averaging over 10% of GDP over 

1974–1981 (Marfan & Bosworth 1994) before plummeting and becoming negative by 1982–

1985 and then returning to a level of around 3% of GDP over 1986–1992. The decline frorm 

the earlier high level is however partly artificial, reflecting simply the transfer of enterprises 

from the public to the private sector. Another striking feature of Chile’s savings history is the 

sometimes very high level of foreign savings (defined as the current account deficit) and the 

extreme volatility of this component –which was high in the early 1960s (up to 5% of GDP in 

some years) and even higher over 1979–1985 (close to 9%) before falling to fairly low levels 

(under 2%) in the early 1990s. The average access to foreign savings over 1974–1989 was a 

striking 5.5% of GDP. At over half of total savings and over twice the level of private savings 

over the key turnaround years of 1982–1986, foreign savings were far more important to Chile 

during its take-off than to any other country in this study. The dominant role of foreign savings 

did however not continue beyond this period, even though the inflow of foreign capital 

remained substantial at 11% of total savings over 1987–1996. Thus, regardless of how the 

acceleration in Chile is defined, it is indisputable that the degree of access to foreign savings 

must have been a significant factor. In the key turnaround years of 1982-85 it was 8.6% of 

GDP, over twice the level of private saving (4.2%).  

 
Chile’s domestic savings rate, meanwhile, had fluctuated around 10–11% for decades 

(Agosin 2001). From a low of 6.7% of GDP in 1982–1986, it jumped to 21.7% over 1987–

1996 to push total savings to 24.5%. Although the level of household savings rose to 2.0% of 

GDP in this latter period from its previous typically negative level and public saving fluctuated 

with no clear trend, it was business savings which took off, reaching 15.2% of GDP, and 

which therefore explained most of the increase in total savings. Agosin (2001) concludes that 

the highly regarded and much commented social security reform of 1981, which led to the 

shift  from the previous (and bankrupt) ‘pay as you go’ (PAYG) system to an individual 

capitalisation scheme of compulsory saving run by regulated private pension funds, did not 

add much to Chile’s overall saving, which had been one of the rationales for its creation. The 

implication is that savings forced in this form are approximately compensated by decreases in 

voluntary saving. This is more likely in a very unegalitarian society where a high share of 

household savings are achieved by high-income families whose total savings would not likely 

be affected by a forced saving scheme. Agosin admits, however, that this reform has probably 

raised public saving above what it would otherwise have been by relaxing the fiscal burden of 

the PAYG system, and thereby contributed to macroeconomic stability and to depending of 

the financial markets. His final judgement is that the Chilean experience has conformed rather 

closely to the classical postulate that business profits are the source of most savings, which 

are undertaken with a view to investment. Similar patterns seem to have characterised some 

of the other countries reviewed here, though comparably detailed studies may not have been 

done. This conclusion confirms the presence of a strong element of positive growth inertia, 

through the mechanism of business savings and investment, once a growth burst gets 

started. 
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The adjustment of employment structure 
 

The sectoral composition of new jobs differed enormously in Chile between the stagnation 

period 1975–1984 and the break-out period 1984–93. In the former period essentially all the 

new jobs as total employment climbed at 2.3% per year were in the tertiary sector, with over a 

third in commerce, restaurants and hotels and over two-thirds in services (Table 9.1). 

Manufacturing employment was flat as was that in construction, while that in agriculture fell by 

over 8%, following the historical trend. The reversal that came with the take-off was dramatic 

and employment growth accelerated to 3.8% per year over 1984–1993 as unemployment fell, 

albeit with a lag. Manufacturing and construction now accounted for almost half of all new 

employment, the transport et al. share rose to 11% and both commerce et al. and (especially) 

services now played much smaller roles. This pattern is consistent with the idea that during 

the crisis many jobs were ‘created’ in easy-entry, low productivity types of work, and that as 

growth took off people moved from these to the activities where demand was now buoyant. 

Since part of the fast growth in manufacturing and construction was due to the recovery from 

the previous trough, such rates could not be expected to continue, and they did not. 

 

Table 9.1: Sectoral composition of net new jobs during stagnation and acceleration (1975–-

1984 and 1984–1993) 

 

Sector 1975 Per cent 

of net 

employm

ent 

increase 

(1975–

1984) 

1984 Per cent 

of net 

employme

nt 

increase 

(1984–

1993) 

1993 

Agriculture 585.9 -7.85 536.2 -0.82 525.3 

Mining 

 

83.3 -2.64 66.6 1.91 92.1 

Manufacturing 

 

456.7 1.06 463.4 27.83 835.3 

Construction 

 

121.4 -0.17 120.3 21.15 403.0 

Utilities 

 

21.2 0.75 26.0 0.07 27.0 

Commerce  397.4 35.79 624.1 22.56 925.6 

Transport 175.4 4.97 206.9 11.07 354.8 

Services 874.6 68.0 1305.3 16.28 1 522.9 
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    (finance, etc.) 

    Other 

Total 2 715.9 100.0 3 349.3 100.0 4 685.7 

 

Source: ILO, LABORSTA, online 

Note: Due to an apparent change of definition of employment in agriculture et al between 

1984 and 1985 (when the reported employment jumps by 40%, with total employment 

jumping by 11%, a corresponding amount in absolute terms) the author has arbitrarily 

assumed that agricultural employment stayed almost constant over 1984–1993. This probably 

leaves the figures for the other sectors approximately accurate, while that for agriculture is 

presumably  somewhat in error. 

 

 

By the early 1990s, Chile’s growth was well established under a near free trade regime and 

the 

Export:GDP ratio had reached 30% (Table 9.A). The detailed patterns of labour reallocation 

during Chile’s rapid export-based growth are of special interest because one can reasonably 

assume that this reallocation was a response to rising labour demand in a rapidly growing 

economy, rather than a last-resort search for easy-entry sectors. The export boom came 

mainly from natural resources and, although manufacturing output rose at about the same 

rate as GDP, labour productivity was rising very quickly, so this sector was now shedding jobs 

(see Table 9.2). In a temporary reversal of the long-run pattern, agriculture gained a few over 

1992–2003; but with mining also shedding, these three sectors had a negative balance of 

jobs created. Virtually all of the new jobs were therefore in the tertiary sector.  

 

Within manufacturing there were significant reallocations of labour, with large positive 

contributors to net job change being food, beverages and tobacco (3.94%); wood, wood 

products and paper (2.72%); and metal products (2.35%). Large losses occurred in labour-

intensive industries; mainly textiles and clothing (-2.85%), but also leather products and 

shoes. Within the broad sector of commerce, retail commerce – because of its dominant 

weight at the start – created the bulk of the new jobs (20.8% of the grand total), with 

restaurants and hotels important (at 4.8%) and wholesale trade less so (2.3%). Over 1992–

2003, for which more detailed data are available, employment in hotels just retained its share, 

whereas that in restaurants rose and accounted for a very significant 5.2% of total 

employment increase. The category of transportation workers, although growing percentage-

wise a little less than communications, provided 8.7% of all new jobs (communications 

accounted for 1.8%). Over 1992–2003, 8% came from land transport services (taxis and 

other) alone. In finance, it was real estate and services provided to business which created 

almost all (8.8 points) of the total 11% contribution from this sector, with financial institutions 

per se at just 1.4% and insurance at 0.9%. Over 1992-2003, services provided to business 
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contributed an impressive 13.9% of new jobs, while real estate came in at 2.1%, financial 

institutions at 1.4% and insurance at 0.7%. Within services, public administration was falling 

in relative size and hence contributed only 2.3%; the two major contributors were social and 

community services (13.8%) and personal and household services (7.7%).  

 

Table 9.2: The evolution of Chilean employment by sector (1992–2003) 

Category 
Number of 

jobs 1992 

Percentage 

of 

employment 

in 1992 

Number of 

jobs 2003 

Percentage of 

employment in 

2003 

Percentage of 

employment 

change  

(1992–2003) 

Agriculture 775 008   15.76  788 819 13.14   1.27 

Mining 104 765    3.17   88 473   1.47  -1.50 

Manufacturing 

Food 

Textiles 

Clothing 

Leather products and 

footwear 

Printing 

Chemicals 

Metal products (excl. 

machinery) 

Machinery (incl. transport) 

823 235 

131 812 

  70 541 

120 348 

  50 429 

   

  34 006 

  42 341 

  75 643 

   

45 357 

 16.75 

   2.68 

   1.43 

   2.45 

   1.03 

   

   0.69 

   0.86 

   1.54 

    

  0.92 

798 478 

165 665 

  31 884 

  78 170 

  19 925 

   

51 441 

  49 720 

 97 158 

  

51 844 

13.30 

  2.76 

  0.53 

  1.30 

  0.33 

   

  0.86 

  0.81  

  1.62 

   

  0.86 

 -2.28 

  3.11 

 -3.56 

 -3.88 

 -2.81 

   

 1.60 

  0.67 

  1.98 

   

0.60 

Electricity, gas and water    37 419   0.76  34 214   0.57  -0.03  

Construction  433 107   8.81 514 258  8.57   7.46 

Commerce 

     Retail 

     Wholesale 

     Restaurants/hotels 

 885 110 

 474 410 

  46 337 

  74 784 

  18.00 

  12.32 

    1.20 

    1.94 

1 197 337 

 923 110 

   95 408 

 178 678 

 19.94 

 15.38 

   1.59 

   2.98 

 28.72 

 20.83 

  2.28 

  9.56 

Transport 341 951   6.96 467 349     7.78 11.53 

Finance, real estate and 

business services 

210 449   4.28 412 770    6.88 18.61 

Total 4 916 191  6 003 507  100.00 
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Source: Pers. comm., Jurgen Weller, Economic Commission for Latin America and the 

Caribbean (ECLAC), Santiago 

Wages and distribution: the process of increasing inequality 
There is broad agreement that inequality increased significantly during the Pinochet regime, and 

that most if not all of this increase occurred within the first ten years or less of that period. There 

is some disagreement as to just how much inequality rose, since not all time series tell a 

consistent story (Berry 1997); and a more important disagreement as to whether post-Pinochet 

inequality returned to approximately the same level as before that period or simply remained at 

the new higher level it had reached by the early 1980s. 

For our purposes, there are three important questions about inequality in Chile:  

 When and how much did inequality increase and what factors was this a response to?  

 Has inequality declined from the peak levels, and in response to what factors?  

 How, if at all, was this increase and the mechanisms that brought it about related to the 

process of growth acceleration and/or sustaining high growth? Since the increased 

inequality mainly preceded the take-off as defined here, it is possible that they were 

unrelated. 

 

As of the late 1960s urban inequality in Chile appears to have been a little less severe than in 

most other Latin countries.
239

  With respect to its trajectory, the best guess appears to be that 

inequality among households rose in the 1960s, then fell between 1970 and 1974 by about 5–6 

Gini points, rose sharply over 1974–1976 (especially in 1976, by 7-9 Gini points), then fluctuated 

without large net shifts through at least the mid-1990s so that it wound up a few (say 3–5 Gini 

points) higher than in 1970. But the statistical uncertainties imply that the net increase could be a 

couple of points greater or less than this. It is clearer that the top quintile has gained several per 

cent of national income at the expense of the next three quintiles, whereas the bottom one may 

have experienced a small net improvement (Marcel & Solimano 1994). 

 

Possible factors in Chile’s increasing inequality 
 
In the case of Chile, the traumatic events preceding take-off  – regardless of exactly how one 

dates that take-off – make it hard to assess the causal interactions between acceleration and 

inequality. It is likely that the macroeconomic crises of 1973–1975 and 1981–1983 increased 

inequality, especially since they generated such high levels of unemployment and sharp declines 

in real wages. As pointed out by Morley (1995) and others, increased inequality has been a 

frequent accompaniment of economic downturns in Latin America over recent decades. And, as 

noted previously, the bulk of the increase in Chile’s inequality since 1973 appears to have 

occurred by 1980. Of more interest here is whether other factors – in particular, the policies 
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 Comparable 1967–1968 data from the ECIEL study revealed a Gini coefficient for the distribution of 

income among households of  0.451 in Santiago, compared to 0.487 in Lima, an average of  0.473 in four 

Colombian cities and an average of about 0.43 in two Venezuelan cities (Musgrove, 1978, 36).  



    

 269 

implemented by the Pinochet government – had negative effects which, since most of the 

policies were not later reversed, one would expect to be lasting. Such factors could help to 

explain a higher level of inequality after Chile was well into the boom period of the 1980s than 

occurred prior to the first crisis or even prior to the Allende regime. 

 

A major competing hypothesis is that Chile’s increased inequality is a result of its market- friendly 

reforms.
240

 Were that the case and were it also the case that those reforms deserved the bulk of 

the credit for the growth acceleration, Chile would be an example of acceleration causally linked 

to increasing inequality, even if  the timing of the two phenomena did not coincide. To date, the 

extent of such a causal association remains ambiguous, with neither econometric work nor other 

types of analysis clarifying the issue much. In perhaps the only econometric analysis of the 

sources of increasing inequality, Cowan and De Gregorio (2000) attempt an explanation of 

changes in income distribution over the period 1961–1990. Using several alternative variables to 

reflect the rate of economic activity, and a dummy variable for 1974 onwards to reflect the new 

post-reform economic structure, they find that the activity variable impinges negatively on the 

share of the bottom quintile and positively on that of the top one.
241

 The coefficient on the 

economic structure variable is insignificant when unemployment is the activity variable, but 

significant and negative when GDP growth is used, for all quintiles except the fifth. Though 

useful, these results cannot be deemed definitive, partly because of the presumption of short 

lags between causes and effects built into the methodology. Although no other econometric 

studies appear to address the issue of what factors underlay the increase in inequality, there has 

been no lack of ideas in that regard. 

 

A number of the policy steps taken by the Pinochet regime would be expected to have fostered 

inequality. Extensive privatisation, mainly carried out during the severe recession of 1972–1974, 

led to acute concentration of ownership and the formation of large conglomerates (Meller 1992). 

Undoing the land reform would not only limit the earnings potential of many small farmers, but 

would also exert downward pressure on the wage rate. Curtailment of agricultural credit to small 

farmers contributed to land concentration as well. Preferential financing to small entrepreneurs 

was cut back. Wealth and capital gains taxes were eliminated, profit tax rates substantially 

reduced, public employment cut back, and private banks and other debtors massively bailed out 

with public funds. The bail-outs undoubtedly made an important contribution to inequality over 

this period
242

 by damping the effects of the crisis/recession for capital owners while wage and 

employment trends were hitting workers hard. Whether their effect was more to raise the share of 
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 It is the subject of a large literature, part of which is reviewed in Berry (2008b). 

241
 Interestingly, these authors do not find that inflation was correlated with greater inequality; in fact, 

under one specification the regression suggested the opposite, although they suggest several reasons to 

believe that this result does not imply what it seems to.   

242
 These bailouts (‘unregistered central bank subsidies’) were of major proportions, averaging over 4% of 

GDP during 1982–1985 (Meller 1992: 60). 
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income going to large-scale capital or to prevent that share from falling is harder to judge. In any 

case, not much of the impact of such bailouts would normally be reflected in household survey 

data, given the normally severe under-reporting of high capital incomes.
243

 Capital market 

liberalisation may also have exerted an impact on income inequality. Taylor (2004), Yeldan 

(2004) and others have argued that a major impact of liberalising economic reforms – and of 

financial opening to world capital markets, in particular – is an increased the capital share and 

the concentration of capital incomes. 

 

Additionally, under Pinochet very important reforms to Chile’s labour legislation relaxed worker 

dismissal regulations, suspended unions (until 1979, when they were allowed to operate, but with 

many restrictions), greatly reduced the social security tax paid by employers and reduced other 

non-wage costs as well. After the second crisis  of 1981–1983 wage indexation was abolished 

and replaced by a real wage ‘floor’, specified to be the real wage prevailing in 1979. 

Unemployment rates (for greater Santiago) rose to unprecedented levels in the neighbourhood of 

20–25% (depending on the definition used). Only in 1989 did this rate fall below 10%, but since 

then the fall has been continuous, and in 1992 it was at 5% (ECLAC 1992). Possible signs of the 

looser labour laws even during the fast growth period include the fall in the share of paid 

workers with a fixed contract from 84.4% in 1992 to 76.0% in 1996 (Olave Castillo 2003) and 

the increase in the share of the labour force located in the informal sector from 26.6% to 

34.5% over 1986–1996.  

 

The distributional impacts of labour legislation and its reforms are complicated and controversial, 

and the effects of these types of changes are only likely to be evident after a considerable lag. It 

thus remains unclear what their impacts may have been in Chile’s case. Though the tearing 

down of labour market institutions would not be an obvious source of worsening in countries with 

small ‘protected’ segments of the labour force and large unprotected ones, in relatively advanced 

and highly urbanised countries like Chile and Argentina such an effect is somewhat plausible. It 

might be especially strong in an economy where large rents come from high-productivity mining 

(Chile) and where the public sector and other service activities have been living off those rents. 

When the public sector shrinks and wages are more closely linked to the marginal product of 

labour in the private sector, one might expect wages to fall more than in many other types of 

economy. 

 

One feature of the post-1975 period which probably contributed to increasing income inequality 

was an increase in the relative income of persons with university educations compared to those 

with lower levels of education. Robbins' (1994) analysis indicates that the increase was not 
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 How complete or not the Chilean data are has been discussed in CEPAL (1987). Note that CASEN 

surveys from 1992 and 1994 do show the inequality of wage income (around 0.35) to be far below that 

of overall household income (0.45–0.46), which suggests the possibility of better than average 

reporting of financial income, though it could be due to other non-labour incomes like imputed rent on 

houses (Cowan & De Gregorio 2000). 
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primarily the result of shifts in the composition of employment among industries, but was rather a 

‘within sector’ phenomenon. This might reflect a greater relative payoff to higher education under 

a more open economy or the dismantling of union power and changes in labour legislation in 

Chile; but since rising returns to higher levels of education has been a near universal trend in 

recent decades, and is often attributed to the nature of technological change, its presence in 

Chile may not require a very country-specific explanation. 

 

The fact that new primary-sector exports, which were the main source of Chile’s export boom 

(Dornbusch & Edwards 1994) were not labour intensive (with the exception of fruit, whose 

relatively high labour demand was, however, seasonal) must also have contributed to inequality 

in Chile, as did the reversal of the earlier land reforms. In summary, the pattern of policy seems 

to have become more pro-rich in a variety of ways during the Pinochet regime.  

 

 

Were sources of rising inequality and falling employment also necessary or positive 
factors for growth acceleration? 
 
Though the bulk of the increase in Chile’s inequality since 1973 appears to have occurred by 

1980, the ambiguities in the information and the possible presence of lagged effects mean that 

there are a range of possible factors that need to be borne in mind. 

 

Which of the factors probably contributing to inequality may also have been contributors to 

growth acceleration? That acceleration appears to be attributable mainly to a combination of: 

 an increase in exports, which allowed the country to make better use of its natural 

resource base, and spurred other sources of growth; 

 rising factor productivity, related partly to the increase in exports, partly to fuller 

resource utilisation (as the economy emerged from cyclical downturn), and partly to 

other more microeconomic improvements in efficiency, adoption of better technologies, 

etc. – although the impact of these latter elements has been debated; and 

  rising investment from rising domestic savings and more foreign capital. 

 

The macroeconomic crisis that confronted the new Pinochet government in 1973 necessitated 

tough fiscal measures, so some part of the distributional impact of the subsequent adjustment 

process cannot be laid at the door of that administration.  The same goes for the dramatic 

terms of trade shock resulting from the 1973 oil price hike, though in Chile’s case it came with 

a year’s lag due to high copper prices until 1974 (Larrain & Selowsky 1991). It does however 

bear the blame for the effects of the 1981–1984 crisis, which resulted from an avoidable 

policy error. 

 

Chile’s pro-large firm policy bias, including among other things the reversal of agrarian reform, 

would be expected to increase income inequality, and was at least partly avoidable in the 
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sense of not being necessary in order to achieve good growth. The related fact that the new 

exports, with the exception of fruit, were produced in capital-intensive ways was also partly 

avoidable, although how much and whether there would have been a cost to growth is hard to 

ascertain. In each case there seems to have been at least some technological flexibility to be 

more employment creating. If that flexibility was in reality modest, then Chile may come under 

that category of countries in which increasing trade openness is likely to increase inequality, a 

necessary price for the growth which greater trade can provide. 

 

To the extent that devaluation was an important instrument to foster exports, as it appears to 

have been, its distributional impact becomes an important matter. While Chile’s real exchange 

rate has suffered violent fluctuations over the years and these have probably had some 

impact on inequality, given the capital intensity of most of the country’s exports and many 

importables, it is unlikely that this variable accounts for much if any of such net upward shift of 

inequality as has occurred, since the average real exchange rate as of the mid-1990s was 

about the same as that of 1970 (Dornbusch & Edwards 1994) after its major appreciation at 

the beginning of the 1980s and subsequent depreciation. To the extent that the devaluation 

from the peak around 1982 was important for export success in the 1980s, that process was 

rather one of coming back from an above trend and overvalued rate to an equilibrium one.  

 

The shrinking of public-sector employment and the reform of labour legislation certainly 

created trauma in the labour market. In 1970 public employment (including public enterprises 

and all levels of government) constituted 27% of the labour force, a figure that rose to 29.2% 

in 1972 before dropping back to 21.7% in 1976.
244

 To the extent that publicsector employment 

of the type which was cut in this downsizing would not be in high demand in the private 

sector, even under the buoyant economic conditions of the 1990s, and that the labour 

legislation was holding some wages above their market levels, one would presume that these 

steps did lower the incomes of these groups in both the short and the middle run. They would 

probably not lower the share of the bottom quintile, but would affect those in the middle, as is 

consistent with the observed pattern of change. Whether this constitutes an increase in 

inequality depends on the indicator being used. Like many other steps taken by the Chilean 

government, this move may have been justified up to a point but was probably overdone.  

 

It can be presumed that Chile’s financial opening brought some mechanisms that would have 

a negative impact on distribution into play. More capital, in and of itself, is expected to raise 

the demand for labour and, as noted, Chile received a huge dose of foreign savings. But that 

inflow did not by itself produce high total savings and investment rates, partly because of its 
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 Public employment figures from Selowsky and Larrain (1991) and total employment figures from 

Coloma and Rojas (2000). Note that the difference between these figures exaggerates actual 

downsizing since some of the workers moved from the public to the private sector as privatisation 

occurred. 
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destabilising effects. The opening did have the effect of making capital cheaper for large firms 

(but not for small ones, at least initially) and this, together with better access to foreign 

technology, can push down non-skilled wage rates unless growth is very fast. This process, 

coupled with the pro-large firm bias alluded to as well as modest investment rates (until the 

mid-1990s), might not be expected to raise average labour productivity or total factor 

productivity, but rather leave a majority of the labour force in low-productivity jobs and widen 

the variance of labour productivity across sectors of the economy. This outcome is consistent 

with Marcel and Bosworth’s interpretation that total factor productivity growth has been slow 

and with Stallings and Peres's (2000) observation of increasing variance of productivity within 

most countries of the region over the last couple of decades. What happened in Chile may be 

similar to what has happened in most other Latin countries over recent decades, with an 

added dose of pro-large bias over a period; but even then not necessarily more so than in 

other countries.  

 

Chile’s different outcome in terms of the distributional accompaniment of acceleration vs 

Brazil’s more positive one could partly reflect the different timing of the two experiences. Or it 

might be argued that the increase in inequality occurred before any true take-off, did not 

contribute to the take-off, and that the relative stability of distribution during the take-off 

means that even in this unpromising setting accelerations do not tend to have inequality-

worsening effects. One thing that it certainly did, as in so many other cases, was absorb 

excess labour, which was partly created by its two crises and was partly pre-existing. 

 

In the context of the rising contribution of domestic business savings being key to raising total 

savings and requiring high profits rates to achieve it, any resulting inequality could be 

considered a necessary cost of acceleration. Exactly how this savings expansion happened, 

and especially whether it required increasing inequality to occur in the first place, are topics 

deserving more detailed research both in Chile and in other countries where a similar pattern 

has been observed. If one accepts the common view that by the beginning of the sustained 

boom in 1984 inequality had already risen as high as it was going to go and if one believes 

that all mechanisms through which the level of inequality may affect growth were 

simultaneous and accepts that Chile’s ‘true’ take-off occurred in the 1980s, then it would be 

possible to conclude that rising inequality rates were not a positive contributing factor in its 

growth acceleration, though one would be left with the hypothesis that a high level of 

inequality (as reached by the early 1980s) might have played a role (e.g. by facilitating a high 

level of savings and investment). Allowing for lags between events (including policy changes) 

and resulting investment and growth, one could imagine many possible links between rising 

inequality in the 1970s and faster growth from the 1980s. Certainly the military government 

was thinking in terms of limiting the power of unions as a way to increase efficiency and 

release growth potential as policies favouring large productive units could have allowed 

economies of scale, and high profits and income concentration could lead to rising savings, 
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etc. One could thus argue that the underpinnings of the Chilean boom involved an 

exclusionary pattern. It would however require in depth analysis to get to the bottom of this 

issue. 

 

Conclusions about the Chilean experience 
Chile’s growth acceleration came some years after the installation of a military dictatorship, and 

in the wake of a turbulent political crisis and an associated severe economic crash. Among its 

special features, Chile’s acceleration is the only country analysed here whose acceleration came 

in the wake of major market-friendly policy reforms, and it shares with Malaysia the distinction of 

undergoing an increase in inequality that is often blamed on either the acceleration or the policies 

that accompanied it. 

 

Like many other countries, Chile’s acceleration to sustained growth appears to owe a good deal 

to a major real exchange rate devaluation; one which not only spurred export value growth, but 

also seems to bear a good deal of the credit for a huge product diversification in Chile’s exports, 

which paved the way for a successful exit from the dangers associated with minerals 

dependence (Berry 2008a). The fact that this ‘success’ came with a failure to lower inequality 

back, say, to its 1960s levels may reflect that fact that most middle-income resource-rich 

countries like Chile cannot expect to use openness to raise the demand for relatively low-skilled 

labour.  
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Chapter 10:  Malaysia: Acceleration in a Political 
Minefield 

 

Introduction 
Malaysia has been one of the world’s fastest growing countries since its take-off at 

independence from British rule in the late 1950s. Like India and China, its growth 

performance was ratcheted up over time – from around 6% in its first decade of 

independence, to a peak of over 9% from the late 1980s to the East Asian Financial Crisis in 

1997. It is thus worth examining what lay behind not just the first major acceleration, but the 

two later ones as well. Since Malaysia’s independence, it has experienced two downturns 

with no net growth over a two-year period – the first in 1985/1986, from which the country 

emerged into its fastest growth burst; and the second as part of the East Asian Financial 

Crisis, in late 1990s. After its first decade of fast growth, Malaysia also suffered race riots in 

1969, which forced policy change even though growth had not slowed much. It has thus had 

three major challenges provoking reconsideration of policy, with the biggest of these 

challenges involving issues of inter-ethnic equity on employment and distributional fronts. 

Malaysia’s government had more incentive to come up with an effective and coherent 

employment/distribution policy than many other countries did at the time, but the fact that it 

did so only very partially reflects a general pattern in which the absence of coherent strategy 

is the norm. 

 

Among countries of relevance for their experiences of acceleration to sustained growth, 

Malaysia has a number of special features and points of interest. Like Singapore, the country 

was a colony up until the time of its first substantial growth surge. As a small economy whose 

value to the imperial power was its natural resources, it was unusually outward-oriented, with 

exports already at a little over half of GDP at independence. It was less poor than most other 

Asian countries and not overpopulated by the standards of that region. And, most notably, 

there has been a delicate racial balance influencing and challenging policy-makers. A good 

case can be made that the country was relatively successful in alleviating or at least 

containing the racial tensions that arose and in achieving an overall decrease in inequality 

between 1970 and the 1990s, after some increase in the 1960s. It is also arguable that the 

political focus of distributional concerns on the ethnic aspect helped to keep overall inequality 

high by steering policy towards ways to lower the inter-ethnic income gap at the expense of 

ways to lower the intra-ethnic group gap. 

 

Another striking feature of Malaysia’s story is its transformation from being a country with a 

quite small manufacturing base to one which is a fast growing manufactures exporter. Unlike 

the best known East Asian success stories like Korea and Taiwan, it was a major natural 
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resource exporter in the beginning – more along the lines of the countries in Latin America, 

but more highly outward-oriented. Its transition was however much smoother and more 

successful than most Latin American countries.  

 

As a country with a relatively ‘open-door’ policy in the 19th century  –  in 1870 it had a 

population of only 800 000 (Maddison 2001) – both population and GDP grew relatively fast, 

especially by Asian standards, from that time onwards with only brief interruptions. By 1913 

population had climbed to 3.08 million, while per capita GDP, at 900 1991 international 

dollars, ranked among the higher levels in East Asia (Maddison 2001). Over 1913–1950 

growth averaged 3.5% per year (exceeded only by Singapore’s 4.7%), and per capita growth 

at 1.5% (equal to Singapore’s) was quite unusual for East Asia, whose overall average was 

slightly negative during this time. It was also above world GDP growth of 1.85% over this 

period (Maddison 2001) and world per capita growth of 0.9%. 

 

Malaysia achieved full independence from Britain in 1957. In 1960 its per capita income in 

1990 international Geary-Khamis dollars was 1 530 (Maddison 2001) and it remained 

relatively prosperous by South and East Asian standards – behind Hong Kong and 

Singapore, a little above Taiwan and the Philippines and farther above most other countries 

or the regional average (excluding Japan) of 763.  

 

Historically, Malaysia’s growth had been fuelled by primary exports. The first main export, tin, 

was initially easily accessible by simple technologies through washing tin-bearing soil (Bruton 

1992); and smelting was equally simple. Rich new tin deposits were discovered in the mid-

19th century and global demand expanded. The lure of this industry brought numbers of 

Chinese immigrants, who quickly came to dominate the industry and continued to do so until 

new and more costly technology led to the British taking charge. Commercial rubber 

production began around 1890, coinciding with a demand boom. This industry was British 

from the beginning. Though British policy favoured the planters above the smallholders 

(Bruton 1992), Chinese and Indians began to participate from their smallholdings, taking 

advantage of the fact that rubber could be interplanted with faster maturing trees and could 

provide a good adjunct income for the smallholder. Malays, however, were slow to get into the 

business. By Independence, rubber accounted for over half of  exports (Bruton 1992), with 

rubber and tin between them generating over 70% of foreign exchange earnings and over a 

quarter of GDP. Another 18% of exports were classified as manufactured goods, many of 

them processed primary products. Most physical capital was imported, including virtually all 

machinery and equipment. The balance of trade was in surplus. Malaysia was a classic case 

of a strongly primary-export-oriented country with the exports controlled by foreign capital and 

suffering marked price volatility. 
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Under British rule, a marked dualism evolved between export-oriented industries and their 

supporting activities on the one hand and the rest of the economy on the other. The country’s 

infrastructure, trading, banking and labour skills had evolved around rubber and tin and the 

export-import economy. These industries were located on the west side of the peninsula and 

were thus of little help to the majority of paddy farmers and fishermen who lived on the east 

side.  Land laws gave security to the commercial investors and the immigrant Chinese and 

Indian workers, the latter group having been brought in mainly to work on rubber plantations. 

An increasing pattern of land ownership by non-farmers and urban dwellers was not a cause 

of much concern to the government. The British belief that the Malays lacked the potential for 

economic advance contributed to a failure to invest in them and they were encouraged 

instead to persevere with rice production, the least profitable activity (Lim 1973). Culturally, 

the Malays favoured their kampongs
245

 and smallholdings and other aspects of a lifestyle 

compatible with Islam. Educational and other policies during the colonial period also denied 

Malays easy access to the more modern and more foreign sectors of the economy, as the 

education provided to them tended to be limited in terms of providing scope for development. 

 

The Chinese seized the opportunity to act as intermediaries between the British and the rural 

population, thereby widening the initial economic disadvantage of Malays. Another obstacle to 

the advance of Malay farmers was the feudal society in which farmers had to perform 

compulsory services and depended on the chief for the right to cultivate land. Added to this, 

conditional sales of land by those in need of financial advances frequently led to loss of land 

and contributed to an increasing concentration of its control (Lim 1973). 

 

At independence, almost 60% of Malaysia’s labour force was in agriculture and fishing, and 

35–40% of GDP came from agriculture – twice the average for the World Bank’s upper 

middle-income category where Malaysia was located. The gap between these output and the 

employment shares was due to the low productivity of rubber smallholders (at less than half of 

that on the estates) and of small rice farmers. Although land was not so scarce as elsewhere 

in Asia, the farms of Malays were small and the 1960 Census of Agriculture reported that 59% 

of all farms were under 4 acres and over 90% under 10 acres.  

 

As might be expected in a strongly export-oriented economy, manufacturing played a very 

limited role. Lim (1973) reports that its employment share was 6.7% in 1947 and that 32% of 

the 143 200 workers in the sector were in low-productivity handicrafts, there being at the time 

an abnormally large number of handicraft activities in West Malaysia as the government tried 

to counteract an acute shortage of semi-durable goods in the immediate post-war years. The 

8–9% of GDP from manufacturing was extremely low compared to the aforementioned group 

of upper-middle income countries (where the average was 25%) and manufacturing labour 
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 ‘Kampong’ is the term for a native village in Malaysia, sustained traditionally by subsistence 

activities like padi-growing, fishing and other agricultural practices. 
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productivity was not much above the economy average. The big productivity difference in the 

economy was therefore the one between modern estate rubber production and smallholder 

rubber production and other small-scale agriculture, rather than the more usual gap between 

manufacturing and agriculture. Malaysia’s other major sector was trade and finance, reflecting 

the export-import character and the long history of the area as a major trading region.  

 

In spite of Malaysia’s rather marked dualism and its clear ethnic dimension, overall inequality, 

while high, was not among the worst in the developing world. As of 1957/1958, the national-

level Gini coefficient of household income was estimated at around 0.45 (Ikemoto 1985). 

Since the rubber estates and tin mines were largely foreign owned, most profits went abroad; 

thus inequality among nationals was related more to wage differences, helping to explain why 

it was not extremely high, though also increasing the likelihood that it would worsen if and 

when foreign involvement in the economy declined. There was moderate inequality within 

each of the three  main ethnic groups  – Ginis of 0.34–0.37, according to Snodgrass (1980) 

and somewhat higher according to Ikemoto (1985) – and income differences by ethnicity 

accounted for about a quarter of all rural inequality, but were a negligible factor in urban areas 

(Ikemoto 1985). Poverty incidence varied widely by group, from 56% for Malays to 13.1% for 

Chinese (Bruton 1992). Overall, Chinese average household income per capita was 74% 

above that of the Malays (Snodgrass 1980). Much of this difference was related to the 

composition of activities as Malays were more highly represented in activities with low 

productivity. Over time, the failure of productivity to increase in small agriculture had worked 

against them. On the other hand, they already made up the great bulk of the civil service.  

 

Although export prices were an inevitable source of economic fluctuation, in most other 

respects colonial rule left a legacy of economic stability. The consumer price index had 

actually declined during the 1950s, and the budget was virtually balanced. Foreign currency 

debt was 10% of exports. Wages were the highest in the region (except for Singapore), but 

the government monitored them closely and discouraged trade unions. Independent 

Malaysia’s economy was market oriented from the beginning, with the government’s role 

generally being an indirect one until the arrival of the New Economic Policy in 1970. The 

language of socialism was eschewed.  

 

The pre-acceleration decade 
 

Growth in Malasia over 1947–1958 was probably under 3% per year.
246

 During this period 

population was growing fast at about 2.5%, so per capita income was stagnant or close to it 
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  A best guess is perhaps 2.4%, but with a considerable range of uncertainty. The inevitably 

incomplete and hence fragile character of GDP estimates for these years manifest themselves in wide 

discrepancies among sources. 
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just before the big acceleration of 1958. Growth had, as noted, been relatively good during 

the previous half-century or more to bring GDP per capita to its 1960 level. Malaysia’s story is 

thus not one of a country that emerged from long-run stagnation to fast, sustained growth. 

Rather, it emerged from a temporary growth trough over the decade before independence 

following a long period of decent growth, unusually good for the region at the time, even if 

modest by the standards of the last half-century. 

 

That growth had, however, been characterised by wide swings in export prices and therefore 

in export revenues and growth. The (current price) investment rate may have been high at 

times during the previous decades of considerable growth, but it did probably not reach the 

level usually needed for sustained fast growth – 25% or more. It was 12% over the last half of 

the 1950s, rising to 14% in 1960 and to 16–19% over the rest of the decade. Domestic 

savings, however, were higher, at least through the middle of the decade, at an estimated 

average of 22% over 1960–1964. This gap between savings and investment may have 

reflected a lack of perceived investment options, with rubber and tin no longer considered 

promising, manufacturing not being seen as a growth sector and with producers in whatever 

sector typically not having access to investable funds. 

 

The setting and the challenges at independence 
At the time of independence in 1957, economic conditions in Malaysia (then the Federation of 

Malaya) appeared generally favourable. Its colonial inheritance included well developed 

infrastructure, an efficient administrative mechanism and a thriving primary export sector with 

potential for expansion. In terms of per capita income, literacy and healthcare, Malaysia was 

ahead of most of its neighbours. The rate of population increase was rapid and moving 

towards its peak of 3.1% over 1957–1967 (Lim 1973), but the relatively favourable ratio of 

land and other natural resources to total population offered some potential to raise income per 

head. Although the country was not overpopulated in an absolute sense, smallholder 

agriculture had fairly low productivity, such that a reserve of labour existed at a fairly low 

wage rate.  

 

Overall, an immediate task was that of reviving an economy accustomed to reasonably brisk 

growth of the primary export-oriented type to be expected in a colony whose interest to the 

imperial power was its raw materials. Soon thereafter the challenge would be to sustain and 

accelerate growth while reducing the reliance on primary products, and simultaneously 

balancing the needs of different ethnic groups – in particular, improving the lot of the Malays 

without losing the potential contributions of the others. 

 

Though many conditions were favourable, Malaysia did, from the outset, confront several real 

or perceived difficulties. One was political stability in the wake of a serious communist 
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insurgency. A second involved the country’s ethnic mix – Malays made up 50% of the 

population, Chinese 37% and Indians about 12%. Although the Malays were the largest 

group, the Chinese had a strongly rooted control over the economy. On the economic side, 

the future of rubber was considered dim because of increasing competition for the synthetic 

product; while the demand for tin was considered reasonably strong, but there were concerns 

on the supply side, partly because of its competition for space with agriculture. A programme 

setting aside newly-opened land for Malays was therefore implemented as the new 

government’s response to helping its own ethnic group, to fostering the rural cultural traditions 

of that group, and to the desire to make the country less dependent on rice imports (of which 

some 45% was imported in 1959). Policy-makers hoped that rubber and tin would continue to 

provide the motor for growth and there was a clear preference for the status quo. The 

exceptionally small manufacturing sector suggested that development there would not bear 

fruit quickly. 

  

Another part of the legacy of Malaysia’s colonial regime was ingrained policy caution. The 

main concern of the British had been to maintain order, keep inflation low, balance foreign 

trade and keep a balanced budget – all helpful in attracting foreign capital (mainly into the 

rubber and tin estates) that was seen as the principal source of the sort of local development 

that would benefit Britain through increased exports and government revenues. A basically 

democratic legal system had been established and recognised property rights was another 

part of Malaysia’s legacy. The practice of sticking with the tried and trusted changed only 

gradually after independence. The fact that reliance on the old primary export base of 

development was not quickly challenged owed something to the fact that there was no abrupt 

collapse in this sector, partly due to development of new higher yielding strains of rubber and 

the reasonably good demand for that product and to a successful shift by the estates from 

rubber into palm oil, whose output rose fortyfold over 1960–1985 to become the country’s 

fourth-largest export. Though tin was losing ground through most of the period, timber and 

petroleum helped to bolster the export package. Such pressure as there was for a shift to 

heavy protection of manufacturing at independence was partly counteracted by the political 

clout of the estates, which remained strong. It was also felt that protection would mainly 

benefit the Chinese while raising the price of manufactures for Malays (Bruton 1992). In the 

event, these conventional policies produced an impressive run of growth, but did not prevent 

the race riots of 1969. Nor was dependence on a few exports reduced soon enough to avoid 

serious difficulties later on in the 1980s. 

 

Acceleration in the late 1950s and the 1960s 
After growing slowly over 1948–1958, Malaysia accelerated to 6.4% growth over 1960–1974 and 

maintained fast growth until the mid-1980s. The (current price) investment ratio rose from a very 
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low 10% or so under slow growth
247

 to a still modest 17% or so during the acceleration of the 

1960s, though it continued to rise until it exceeded 25% (in both current and constant prices) by 

the end of the 1970s (Table 10.A). Gross national savings probably followed a broadly similar 

path.
248

 The current price export to GDP ratio was higher over the slow growth period than during 

the acceleration. With a constant nominal exchange rate (vis-a-vis the dollar), a falling GDP 

deflator over the late 1950s and little inflation in the early 1960s, some real devaluation might 

have been occurring, but it was not large nor did it lead to a rising export:GDP ratio. At an 

aggregate level, therefore, Malaysia's first take-off to fast growth, like Brazil’s, appears not to 

have been based directly on rapid export growth,
249

 but simply on rising investment and a 

relatively high marginal output to capital ratio (around 0.33 in 1988 prices), which, although it 

fluctuated, remained high until the early 1980s.
250

 In other words, the investment that did occur 

went a long way. This relatively high ratio suggests some combination of the taking up of 

relatively underutilised resources and/or a high marginal output to capital ratio in the growth 

sectors. 

 

What were the factors behind these proximate determinants of the rising growth rate, in particular 

the increase in investment and the high marginal output to capital (O/K) ratio? Bruton (1992) 

judges that the economy did have excess capacity, which may have contributed to the high O/K 

ratio; while Lim (1973) argues that consumption, especially public consumption, led growth on 

the expenditure side. Investment had been discouraged by the political instability and economic 

uncertainty preceding independence. With relatively high domestic savings, the situation may 

have been more propitious than otherwise for whatever good investment opportunities came 

along. As growth proceeded there was a shift in the composition of investment away from 

perennial crops (rubber, oil palm, etc.) towards non-agricultural activities. Investment in 

infrastructure, especially communications and transportation, became increasingly important 

and public sector investment rose in relation to private investment, especially after 1970 

(Bruton 1992). Lin (1973) claims that much of the faster growth in the 1960s can be traced to 

the various diversification programmes and that import substituting industrialisation in the food 

                                                 
    247

 The investment ratio figures available for the slow growth period are in current price terms, and there 

are some differences in data by source. Lim (1973) reports that gross capital formation averaged 12% 

over 1956–1960, 15.4% over 1961–1965 and 15.1% over 1966–1970. 

248
 Gross savings would have risen less rapidly if it is the case, as suggested by the data presented by 

Bruton (1992), that they exceeded 20% of GDP in the pre-acceleration decade. 

 

249
 It is possible, though, that the huge increase in export proceeds between 1947 and 1950 and the fast 

average growth over 1947–1960 (10%) had a positive, albeit lagged, effect which was only manifested 

after the instability of the 1950s was brought under control. 

 

250
 Whichever investment figures are used, one concludes that for the 1960s the marginal output to 

capital ratio was quite high, though less so when measured in 1987 prices (which give an average 

investment ratio of close to 20% and, with average growth of about 6.5%, a marginal output to capital 

ratio of about 0.325). 
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and light consumer goods sectors contributed since the capital was from abroad and the 

labour was formerly unutilised. The precise dynamics of this acceleration have however 

clearly not been worked out thus far. 

 

The large estimated gap between domestic savings and domestic investment during the 

1960s  – an average of 4.65% of GDP, according to Table 10.A, and reaching 10% in a 

couple of years – is both a curiosity and a puzzle of the Malaysian experience, and  warrants 

greater analysis than it appears to have received.
251

 Through 1980 the official figures show 

national savings usually exceeding investment, but after that a reverse gap of considerable 

size arose and foreign savings became important. But clearly fast growth did not wait for this 

to happen. The savings surplus could be seen as a sign of a conservative approach to 

economic policy, as suggested by Bruton (1992), as this was the most extreme period of what 

was a generally quite conservative record of economic management. The public sector 

maintained fiscal balance or kept close to doing so until the late 1970s or early 1980s, and 

some observers have opined that growth was lower than it might have been in the 1960s due 

to government fears that more rapid growth would widen inequality at the expense of the 

Malays. After 1970 the focus was more on growth and was based on the understanding that 

the growth pattern sought would be beneficial to the Malays. 

 

The ratio of exports to GDP was high before, during and after Malaysia’s accelerations – 53% 

in 1955, a bit under 50% in 1985, and seldom below 40% over the intervening period. Even 

when export prices were low, this ratio was high by comparative standards. Over 1960–1985 

export volume rose at 7.2% per year and imports at 6.6% (Bruton et al. 1992). So instead of 

exceeding GDP growth, as happened in most other cases of acceleration, export growth just 

about matched that of GDP – perhaps reflecting the fact that the export:GDP ratio started so 

high. In particular, the 1960s saw slower trade growth (exports at 5.7% and imports at 3.3%) 

than was experienced later on. The progress and development of trade was heavily 

influenced by the ups and downs of other exports. Rubber’s share of exports fell from over 

50% in the early 1960s to under 10% by the mid-1980s, its place taken by palm oil, logs, 

timber and petroleum – petroleum accounting for a quarter of foreign exchange earnings in 

1983, by which time export diversification was well under way. High petroleum prices 

contributed to a revenue boom. Then came a sudden increase in the share of manufactures 

in exports – from 7% in 1970 to nearly a third by the mid-1980s. New difficulties did however 

appear in the early 1980s; most notably in the form of a severe downward shift in the terms of 

trade. 

                                                 
251

 Since domestic savings are calculated as domestic investment plus the balance of trade surplus, the 

estimate incorporates any errors in these three variables, and the estimate of the savings surplus 

incorporates errors in the figures for exports and imports. It is possible that such errors are large 

enough to explain much or all of this apparent ‘‘surplus’’. When trade is so important, a modest 

percentage error in imports, say, could account for much of it. 
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Export instability, extremely high and far above the LDC average during 1948–1958 dropped 

to just about the median level over 1957–1967,
252

 a decline that probably helped to account 

for the fact that the rapid average GDP growth of 7% over 1961–1985 was now accompanied 

by remarkable stability – it took five years for this interval did growth to fall below 5%. 

Malaysia avoided the stop-go behaviour that can impede sustained growth and increased 

productivity (Bruton et al. 1992), and with neither a balance of payments bottleneck nor 

inflation, it could design a growth strategy without having to devote excessive effort to short-

run problems; in addition, the economy would have time to respond to long-run policies. 

 

At the sectoral level, growth in agriculture was healthy over 1960–1967 (4.2% per year), with 

industry expanding at 8.5% (Lim 1973). During this take-off, agriculture’s share of GDP 

(current factor cost) did however fall quickly – from 40.7% in 1960 and probably a little more 

in 1958 to 30.6% in 1970 – and though mining’s share jumped during the decade the net 

increase by the end was small. The secondary and the tertiary sectors both gained 

substantially, by 5.5 points and 4.2 points respectively (Lim 1973), and banking more than 

doubled its share, though other services did not grow particularly quickly. The British colonial 

government’s diversification policy had primarily been concentrated on agriculture, which 

makes the rapid decline in output share and the employment decline reported in Table 10.1 

more interesting. Manufacturing jobs rose fast, as did those in services. The latter pattern 

suggests however that, notwithstanding the growth of public sector employment, there was 

also a swelling of underemployment.
253

  

 

The rate of urbanisation in Malaysia  in the 1960s and 1970s was one of the lowest in the 

developing world and in 1984 only about a third of the population lived in urban areas. This 

pattern reflected an initial policy of trying not to tamper with the traditional Malay way of life. 
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 Lim (1973) reports that the Coppock log variance index fell from 32.7 to 11.5. 

253
 Snodgrass’s (1980) estimates of the sources of employment growth over 1957–1967 ware rather 

different from those shown in Table 10.1, especially for agriculture. He reports that agriculture 

accounted for about 26.3%, of which nearly all were accounted for by smallholder rubber (142 000 

new jobs), while employment in plantation rubber fell by 42 000 and other agriculture rose by 54 000. 

Other primary activities contributed 4.8%, manufacturing 12.5%, commerce 20.2%, the public sector 

7.4% and other services 23.9%. All combinations of sources indicate that agricultural employment did 

eventually rise, but neither censuses (1957 and 1970) nor labour force surveys (1962, 1967/1968 and 

1979) indicate that this began before 1970. 
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Table 10.1: Composition of employment and its growth (selected periods, 1957–2000)
* 

Sector           1957 1957– 

1967/1968 

1967/1968 1967/1968– 

1980 

1980 1980– 

2000 

2000 1957- 

2000 

 Number 

of new 

jobs 

Percentage 

of total 

labour 

force 

Percentage  

of new jobs 

Number of 

new jobs 

Percentage  

of new jobs 

Number 

of new 

jobs 

Percentage  

of new jobs 

Number of 

new jobs 

Percent  

of  

New  

Jobs  

Agriculture 1 244.8 59.1 -10.0 1 219.5 23.1 1 780.7 -1.5 1 711.7 6.5 

Mining 

 

58.5 2.8 5.3 72.0 -1.1 46.4 -0.4 27.3 -0.4 

Manufacturing 135.4 6.4 31.3 214.8 15.7– 

22.8 

596.3–

768.8
 

29.9–33.7 2 125.8 27.6   

Construction 68.1 3.2 4.3 78.9 8.0 273.4 11.6 798.9 10.1  

Utilities 11.6 0.6 4.2 22.3 1.8 65.7 -0.4 48.1 0.5  

Commerce 

 

195.2 9.3 23.6 255.2 18.0 692.3 34.4 2 252.0 28.5   

Transport  74.8 3.5 4.5 86.2 5.1 209.6 4.7 422.7 4.8   

Services 319.7 15.2 36.8 413.0 22.1 949.6 21.7 1 935.2 22.4 

Unidentified 18.1   3.5  n.a.  n.a.  

Total 

identified by 

sector 

2 108.1 100.0 100.0 2 361.9 100.0 4 787.4 100.0 9 321.8 100.0 

First job 

seekers 

38.7   115.0  330.6    

First job 

seekers as % 

of 

employment 

1.82   4.9  6.9    

* The most obvious data discrepancy relates to employment in manufacturing in 1980. 

Figures for that year come from ILO, LABORSTA, including the higher of the two figures for 

manufacturing. The lower figure is that derived from the population census of that year. Since 

the total employment figures of the two sources do not differ greatly, and it is not obvious that 

the difference in the manufacturing numbers is the result of a classifying difference involving 

one or two other categories, no alternative estimates are used for other sectors. 

Sources: Population census of 1957; for other years data are from labour force surveys, whith 

those of 1980 and onwards coming from ILO, LABORSTA, online. 

 

Policy in the 1960s 

As already mentioned, Malaysia began its independent life as a strong and relatively 

prosperous nation. The new government after independence viewed growth as essential and 
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three policy areas were assigned special importance in the 1960s: rural development, 

education and industrialisation. Malays had been given a special position in the new nation 

and, given their concentration in agriculture, rural development was seen as necessary to 

keep them content.
254

 The Malay population considered rubber and rice production to be 

elements of the good life, so although rice could be produced cheaper elsewhere and rubber 

more cheaply on the estates, the focus of policy on these two products seemed to make 

sense if the objective was to reduce Malay poverty and retain their traditional way of life. A 

regular supply of rice was seen as a basic, recognised need, and the production of this crop 

was therefore also recognised as a way to lower the uncertainty associated with a high level 

of imports. Almost half of the expenditures in the first two development plans were therefore 

allocated to rural development (Bruton et al. 1992). The relatively narrow perception of ‘Malay 

preferences’ ruled out any focus on creating other activities in rural areas.  

 

In fact, ‘rural development’ essentially boiled down to opening up new land currently not under 

cultivation (mainly for rubber and oil palm production), usually through contractors who 

brought the land to the point of operation. Though this did raise average smallholder incomes, 

the beneficiaries were relatively few in number. The more promising avenue of trying to raise 

smallholder productivity across the board did not receive enough attention from the colonial 

government, so the large potential yield increase from the introduction of high yielding clones 

was initially limited mainly to the estates and the yield gap favouring them widened. Though 

the new government did address the issue, so that by the end of the plan 50% of smallholder 

acreage had been upgraded (Lim 1973), the lag between change of policy and results meant 

that by 1970 smallholder yields were only 66.5% of those on estates – they did however rise 

sharply thereafter.  

 

Paddy policy was the other main component of support for agriculture, as most rice farms 

were poor at independence and achieved lower yields than in other rice countries. Total rice 

output nearly tripled over 1951/1952 to 1969/1970 (Lim 1973) – growth that was fostered by 

investments in infrastructure such as: drainage and irrigation to open new lands, better water 

control (which permitted double cropping in certain areas), a fertiliser subsidy, R&D and seed 

production and exchange programmes, and educational schemes (for example, in use of 

Japanese tractors). Average yield rose by an impressive 3.4% per year as the minimum price 

system lowered the risk involved and appears to have facilitated innovation (Lim 1973).  

 

The distributional impacts of Malaysia’s agricultural policy were mixed. Initially the benefits of 

higher yielding rubber accrued to the estates, but rice double-cropping due to investments in 

drainage and irrigation greatly increased the demand for labour, which helped smallholders 

and landless workers. Meanwhile, however, the production of palm oil rose eightfold over 
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 The British attributed the low incomes of the Malays to their character and value system, whereas 

the new government put it down to colonial policies. 
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1950–1970, making Malaysia the world’s leading producer of this commodity. The bulk of 

output did however come from private estates and the lower labour intensity of this crop 

meant that its rapid rise might not have a positive effect on the demand for labour. Land 

tenure reforms (such as the 1955 Padi Cultivators ordinance) were undertaken control rents 

and secure tenancy, but implementation was weak and even perverse as landlords had too 

much power at the state level and its provisions were ignored (Lim 1973). On the credit side, 

the rural cooperative movement expanded fast and in 1969 the Agricultural Bank of Malaysia 

was established. Farmers’ associations also played a role in this development, as their 

objective was to raise the competition for the intermediaries and thus cut the cost of credit.  

 

Educational levels – especially those of the Malays – had been low before independence and 

there was considerable feeling that the colonial educational system constituted a major 

obstacle to the advance of rural Malays; rather than their traditions or value system, as the 

British believed. Following independence, enrolment rates for education rose quite rapidly, 

especially in Malay secondary schools. Given the preference system of the Malays in favour 

of some jobs (especially public sector) and against others, and the other aspects of society 

that constrained the options of this group, the increase in education probably contributed to a 

mismatch between the demand and supply of the ‘desirable’ jobs for that group by the time of 

the riots at the end of the 1960s. Meerman (1979) argues that the strong concentration of 

Malays in liberal arts and social sciences was a major obstacle to industrialisation and led 

instead to unemployment. And, quantitative gains notwithstanding, there was a serious quality 

problem as rural schools, for example, were traditionally a place for rote learning. 

 

Malaysia’s third focus of policy in the 1960s was manufacturing. The primary rationale for this 

strategy was the weak prospects (including instability) for rubber and tin and anticipated or 

emerging employment problems. Prior to a major change of policy in 1968, import substituting 

industrialisation (ISI) was the key element of the industrial strategy, though some reference 

was also made in the first five-year plan to the processing of exportables. The ISI strategy 

implemented was a relatively mild one, partly for political reasons (power of the estates, fear 

of Chinese domination, etc.), and partly because with good overall economic performance in 

these early years of independence it would have been hard to justify a major policy reversal. 

Even in the 1970s protection remained mild, though it did incorporate some of the more 

questionable elements of ISI packages elsewhere and failed in the goal of generating a lot of 

productive employment. Still, 51% of the increase in manufacturing output over 1959 –1968 

was of an import substitution character, though presumably some of this would have occurred 

without the policy package that was in place; export expansion accounted for only 9.5%. 

 

With foreign investment welcomed and the private sector responsible for production, there 

was little if any role for public enterprise. It was assumed that the Malay community could not 

manage modern larger-scale Western-type operations and in 1968 half of gross 
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manufacturing sales, value added and profits came from firms controlled by foreigners. Fear 

that the Chinese would come to control Malaysia’s large firms was a factor in government’s 

decision to bring in FDI. Bruton (1992) speculates that both output and employment would 

have grown faster had FDI been restricted and the Chinese given free rein, as reinvestment 

seems to have been higher from domestically owned firms. Enterprises would have been 

smaller, the labour:capital ratio higher, and the technology more appropriate. But whether 

more Malays would have been hired is much less evident.
255

  

 

Government policy was also based in part on the reassuring idea that the British, who 

controlled the estates, would gradually shift into manufacturing, creating a setting congenial to 

Malay political control. Meanwhile, the various efforts to increase Malay participation in new 

manufacturing activities seem to have appeared well in advance of Malay capabilities to use 

them (Golay 1969) and were therefore of limited value. Therefore, despite efforts to empower 

the Malay population, in 1969 over 90% of chief executives of small-scale industrial activities 

in Malaysia were Chinese (Snodgrass 1980). Formal-sector manufacturing had few links with 

the rest of the economy, especially with small informal manufacturing, replicating the lack of 

links between the estates and rural smallholders.  

 

Explaining the acceleration 

Though the 1960s ended badly for Malaysia with race riots, which become an important 

negative outcome to be explained, they also constituted the take-off into Malaysia’s long-

sustained growth. What were the key factors in that acceleration from perhaps 2.5% growth 

over 1947–1957 to around 6.5% over 1958–1970? The causal dynamics are not clear and it 

is difficult to convincingly identify which variable or set of variables were the key drivers or 

facilitators of growth at that time. Investment was important, but was perhaps not the prime 

mover, since its level was not high as take-off began. The marginal output to capital ratio was 

high, but this fact in turn requires explanation. Economic slack seems to have existed, but at 

the same time there was unemployment and poverty, a dangerous combination. Too few of 

the possibly important aspects of economic change during that decade are known in detail to 

allow more than the identification of some plausible hypotheses. 

 

A first point to note, however, is that Malaysia had a growing economy over most of the first 

half of the century (though per capita output growth was modest due to the fast population 

growth), and one characterised by policy prudence and stability. The turmoil and political 

uncertainty of the pre-independence period was probably a significant factor in the slowdown. 

Malaysia can thus be seen as an economy whose normal pattern of rather healthy growth 

                                                 
255

 McGee et al. (1989) conclude that the large majority of proprietors of small informal enterprises 

who are Chinese run these enterprises on a traditional kinship basis that involves discriminating against 

non-relatives and Chinese who speak different dialects. This pattern is no doubt somewhat less marked 

the larger the Chinese controlled firms are, but the Malay fear that they would not easily get jobs in 

such enterprises is an understandable one. 
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suffered a temporary interruption. At independence the new government maintained many of 

the reassuring elements of policy stability from the colonial period, and made a point of not 

taxing foreign capital heavily; thus leaving the country a relatively attractive place for such 

capital, even though over the years foreign ownership did decline substantially. The growth 

contribution of foreign capital and entrepreneurship, so prominent in Malaysia, was therefore 

not lost at independence. 

 

The relatively high domestic savings rate suggested that, at least at that aggregate level, 

there was no shortage of investable resources. Too little is known about the savers, the 

investors, and the mechanisms connecting savings and investment to be able to deduce 

exactly how much this favoured the growth of real investment, but it is likely to have done so 

at least to some degree. This would also be consistent with Lim’s (1973) view that growth was 

led on the expenditure side by consumption. The high marginal output to capital ratio is 

consistent both with a degree of initial excess capacity, as posited by Bruton (1992), and with 

relatively productive investment on average. The latter pattern is, in turn, consistent with the 

continued investment in the production of export commodities by firms with long experience in 

that general area, and in particular with a pattern of shifting away from the now less profitable 

rubber towards the more promising palm oil, for example. Such investment was, however, 

complemented by growing public investment, especially in the expansion of smallholder 

rubber and in rural infrastructure; and though the former was relatively expensive on a per 

settler basis, infrastructural investment in general was quite productive. Later, the 

diversification into light manufactures based on foreign capital was another source of efficient 

growth. Overall, one is tempted to conclude that Malaysia’s episode of acceleration is less 

surprising than some of the others examined here. 

 

Social fallout and development in the 1960s 
The 1960s saw fast, relatively stable growth averaging 6.5% – without any balance of 

payments worries or inflation. Why then was this apparently strong performance on the 

economic front followed by race riots in 1969 which killed several hundred people and did 

much damage to social relations? Were other aspects of economic performance negative, 

were the successes not apparent to the population, or were there more powerful political 

trends in motion that overwhelmed the benefits of economic growth? 

 

An economic slowdown in 1967 (with growth under 4%), which the government did not (or 

could not) do much to deter, contributed to the dissatisfaction felt by the general population. 

The extent of the discontent was however unusual, as this was hardly a severe recession. 

More significant factors appear to have been the high expectations with respect to new job 

creation for youth (especially for Malays) and the rising income inequality. One 

unquestionable challenge of this first post-independence decade lay in the fact that the 
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population and labour force were growing rapidly and there were well defined expectations as 

to what sort of jobs were acceptable. Open unemployment was mainly of first job seekers, but 

the duration of that unemployment was often extensive.
256

 Underemployment was widespread 

over the whole period. One estimate puts the number of hawkers, most of whom were 

assumed to be involuntary participants in that activity, at 50 000 in 1970 (Bruton 1992). Was 

this a case of growth whose benefits were not widely enough shared, not shared with the right 

groups, or something else entirely? 

 

If the main objective of  post-independence policy was to improve the lot of Malays through a 

combination of preserving their favoured lifestyle and shrinking relevant gaps between them 

and other ethnic groups, especially the Chinese, one might judge success in part by the 

income trends of Malay smallholders (mostly in rubber and rice), by the creation of non-

agricultural employment attractive to those Malays wishing to move to a more modern 

lifestyle, and, more generally, by a narrowing of income gaps between Malays and others 

outside agriculture. Data do however not allow a precise assessment of success on any of 

these fronts and despite good growth performance, it is possible that outcomes fell well short 

of expectations on each of these fronts. 

 

One generally accepted fact is that overall income inequality rose during the 1960s (Berry 

2007). This might lead one to guess that the increase in inequality was at the expense of the 

Malays, and to wonder whether an increase in their poverty incidence might constitute one of 

the pressures leading to the race riots of 1969. According to Snodgrass (1980), however, 

Malay mean household income rose by 28% over 1957/1958 to 1970, nearly as much as the 

33% for the Chinese and 31% for the Indians. The much more striking aspect of the picture is 

the large increase in inequality within each ethnic group, especially for Malays. The increase 

in the average income gap between Chinese and Malays probably had a negligible impact on 

the overall increase in inequality. The most pessimistic estimates show declining real income 

for the lowest 40% of the population (most of them Malays), and though an outcome this stark 

seems unlikely, these estimates do strengthen the view that inequality was increasing and 

that for important groups employment and associated incomes were not moving in step with 

GDP.
257

 Though the goal of the land development schemes was to help Malay smallholders, 

only a lucky few became major benenfticiaris. Benefits to smallholders as a group may have 

also been limited and delayed by the absence of an attack on the structural weaknesses of 

the rural system – most notably: monopolistic marketing, control of land by a small group and 

                                                 
256

 Based on unadjusted figures, unemployment appeared to have risen, from around 2% in 1957 to 

8.0% in 1970 (Lim 1973). But since the definitions had changed it is unclear how much of this, if any, 

was real change. 

257
 Snodgrass (1980) notes, however, that an increasing volume and improving incidence of fiscal 

redistribution helped to offset the increasing inequality of private incomes during the 1957–1970 

period.  
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specialised moneylenders (Lim 1973). The modest ISI programme did not help employment 

much and the small enterprise sectors – transportation, retail commerce and services – were 

dominated by the Chinese, except for transportation, where there was an effort to increase 

Malay involvement.  

 

The 1960s did see widening gaps on a variety of other fronts as well, including income, 

education, health and access to challenging employment. There was conflict within the Malay 

community, which also added to the tension. Parts of that  community began to think in terms 

of upward mobility with regards to changed lifestyle rather than simply trying to improve their 

existing situation, but development policies were doing little to allow Malays to perform new 

activities effectively. Still, though inequality had increased, manufacturing employment had 

not grown as hoped and there were not enough government-type white-collar jobs to satisfy 

the aspirants, it would be far too simplistic to argue on the basis of the 1969 riots that the 

pattern of 1960s growth was heavily biased against the Malays or that it did nothing to raise 

their incomes and reduce their poverty.
258

 The frequent tendency for more general 

dissatisfaction to metamorphose into ethnic unrest was clearly present. Open unemployment 

was heavily concentrated among younger Malays who were particularly impatient with an 

inadequate supply of the sort of jobs they expected to get. Given the natural attachment of 

other Malays to a way of life where it would be hard to raise incomes and ensure future 

satisfaction, it was probably a foregone conclusion that the income gap between many in this 

group and those able to take advantage of the early stages of rapid structural change and the 

income opportunities it throws up would widen. And while better education was a key step for 

improving future economic options of Malays, its impact on incomes was not immediate. In 

others words, given the nature of economic transitions and the lags involved, it is not clear 

how much better things could have turned out for the Malays in this short period – especially 

given the normal limitations on how perfect policy and its implementation can be. Perhaps a 

serious complication in the story is that the Malay community was not homogeneous in its 

aspirations and undoubtedly became less so over in the decade following independence, 

thereby complicating the challenge of how best to respond to community desires. Change did 

come, but did so too slowly for the Malays who wanted it.  

 

By the late 1960s, the bargain of 1957 – whereby the Chinese and Indians could do more or 

less what they wanted in the economy while the Malays would essentially run the government 

                                                 
258

 On the employment front, for example, there was some decline in the ethnic imbalance across 

sectors and occupations in this first decade after independence (Snodgrass 1980). Most of the 

employment increase in manufacturing was of Chinese people. Most of the lost jobs on rubber estates 

were of Indians, while new smallholdings were mainly in the hands of Malays. The public sector 

growth included 45 000 more Malays, 15 000 Chinese and 9 000 Indians; and a decrease of 25 000 

others (presumably British).  In commerce the increase was 75 000 Chinese and 47 000 Malays, but 

this change in the distribution of employment by sector is seen by Bruton (1992) as slow.  
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– was eroding as a modus vivendi for racial harmony. Although the 1960s have been seen by 

many as a period of economic success for Malaysia, the major criterion at the time was race 

relations and by this standard most analyses have concluded that the system failed (Bruton 

1992), that the policies had enriched the already rich, and that a radically different approach 

was necessary. The period 1964–1969 saw unusual ethnic political militancy and the racial 

disturbances of 1969 ended the smooth, gradualist pattern of the 1960s and forced the 

government towards a different attitude and philosophy as well as a fundamental rethinking 

about the process of development planning. The goal was to reduce the racial economic 

imbalance as fast as possible, subject to the constraint of economic growth at a certain 

minimum rate. Under a declaration of national emergency, power was centralised in a 

National Operations Council headed by the deputy prime minister. A search for an all-

embracing ideology ensued, with a focus on race relations and the building of a united 

society. A major constitutional change came in early 1971, concurrent with the end of 

emergency rule, and removed sensitive issues from the realm of public discussion in order to 

make democracy work more smoothly. A Sedition Ordinance restricted the freedom of speech 

on certain constitutional matters. 

 

Malaysia’s experience provides an interesting counterpoint to cases in which racial (or 

religious) conflicts have brought more disastrous results. How should this experience be 

judged in light of arguments like those of Chua (2002), who posits (including the Chinese of 

Malaysia as an example) that in cases where visibly identifiable minorities control a 

disproportionate share of visible wealth, racial tension is likely to be heightened by the 

combination of universal franchise democracy together with markets. In Malaysia, one 

political party has dominated, and in turn been dominated by one ethnic group, although not 

to the exclusion of voice or consideration for other groups. The framers of the New Economic 

Policy (NEP) and the Sedition Ordinance were very concerned with calming racial tensions 

and moving towards a more united society, but, despite their best efforts, it was inevitable that 

poverty would be linked to ethnic grievances and that this element would never be far from 

the surface politically. As is usually the case when distributional issues are framed in ethnic 

terms, the winners in the disadvantaged group get off the hook politically. Ironically, Prime 

Minister Mahathir contributed to the ethnification of the distributional debate in Malaysia 

through his view that the Chinese were a superior race whose skills had been honed by their 

struggle to survive (Chakravarty & Roslan 2005).  

 

Though the 1969 riots provided a reason to act and the freedom to do so, it was still hard to 

produce a well designed and implementable policy (Bruton 1992). By the early 1980s the 

flexibility of policy-making created by the race riots was eroded by rent-seeking and the 

political clout of the new Bumiputera elite. The restructuring of policies made the objective of 

creating a cross-ethnic grouping or identification more difficult. ‘Special rights’ for Malays had 

originally been intended to allow them to retain their traditional way of life, but after 
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independence the notion was used increasingly to justify their moving into new activities, i.e. 

to change their traditional way of life. The sharpest forms of pro-Malay discrimination seemed 

designed to be temporary, but the catching up took longer than expected and special Malay 

rights were interpreted by many as continued control of the government, which implied 

permanent and inalienable special rights.  

 

Malaysia’s New Economic Policy of 1970 
The NEP of 1971 defined the economic directions to be pursued and almost every aspect of 

policy was influenced by it. It reflected the general view that Malay grievances were due to 

their not sharing adequately in the benefits of growth. The accompanying debate involved a 

presumption that the objective of growth might conflict with those of equity and reduction of 

poverty (with a primary focus on the Malays), and though few appeared to object to the 

prospect of some growth foregone in the interest of ethnic harmony, a pro-growth faction 

proved influential in the final content of the NEP, presented to the nation in the Second 

Malaysia Plan of 1971–1975. Its main features were: 

 A restructuring of the ownership of share capital by ethnic group such that within 20 

years Malays and other indigenous groups would own 30% of commercial and 

industrial activities in all categories and scales, after having a very low share in 1970. 

This objective proved to be controversial. Needless to say, any relationship between 

poverty reduction and ownership restructuring was unclear. 

 Continued support for Malay smallholders in agriculture. 

 A quota system to raise hiring of Malays in the private sector.
259

 

 A redesign of education so as to promote common values, dedication to the nation, a 

national language, literature and music. 

 A broad view that government and the private sector were to be complementary actors, 

but with the former now taking on more importance than in the past. It would establish 

and operate a wide variety of productive enterprises, with investment concentrated in 

commerce and industry – two fast growing sectors which would be controlled and 

managed by Malays (Bruton 1992). 

 

With a new urgency to lower inter-group inequality, the official view on the market 

mechanisms became less positive. Those playing the role of intermediaries were suspect and 

some saw free enterprise as a wall obstructing Bumiputera participation in business (Lim 

1973). The combination of a lack of Malay leadership in this area and the tendency of 

Chinese to hire people of their own ethnic group contributed to this pessimism. A prominent 

                                                 
259

 The programme to increase Malay participation in industry and commerce actually began in 1950 

with the establishment of RIDA (Lim, 1973, 204). But it had not received much attention and 

constisted mainly of credit. The short-run effects were small, e.g. in encouraging the establishment of 

own enterprises.  
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policy objective was the creation of ‘desirable jobs’ for the newly educated. The existence of 

youth unemployment hastened the increase in public employment and influenced decisions 

on investment. Many other steps aslo had equity-related objectives (Bruton 1992). By the 

early 1970s the government had established 59 industrial estates and nine free trade zones, 

most concentrated around Penang and Kuala Lumpur. The pursuit of an industrialisation 

strategy was seen as a way to deal with growing rural discontent and stratification as land 

concentration became accentuated and the better-off groups vigorously protected their 

position, such that the government saw industrialisation as an easier way of reducing 

inequalities than by addressing the issue in the rural sector (Missen 1987).  

 

Performance under the NEP 

Growth continued at a somewhat faster pace until the mid-1980s recession, and the high 

savings and investment rates which characterise long-sustained growth were now being 

achieved. Despite a number of problems, all indicators showed marked progress over this 

period. GDP grew at almost 8% over the 1970s and manufacturing output at 11%. 

Manufacturing employment was growing at about 9% per year and accounted for about 18% 

of new jobs. Tertiary-sector employment was also important in absorbing the growing labour 

force. In the 1970s the public sector had played a large role, but in the 1980s the private 

tertiary sector was dominant. The growing service employment was not the result of rapid 

expansion of low wage jobs (Mazumdar 1994), and over 1973–1987 earnings of service 

workers relative to production workers rose. Agricultural output grew at 4.3% and employment 

at 2.3% over 1971–1975, and at 1.5% over the rest of the decade, with most of this coming 

from land development, livestock and forestry. Estate employment, by contrast, fell by 22% as 

some rubber operations switched to palm oil and others underwent technical change with less 

employment now involved in replanting. The expanding oil palm sector provided 72% of the 

new jobs in agriculture. Labour productivity growth for the sector as a whole was 2.4% over 

the decade, as compared to 3.6% for the economy as a whole. Land development and 

smallholder rubber continued as major foci of government policy, now heavily tilted towards 

poverty reduction among Malays. Accumulating experience in the land development 

programs of the 1960s allowed people to move to the new, better organised operations, 

though costs were rising as the land available became less attractive. Rice policies were also 

continued from the 1960s as two big projects were completed in 1974/1975, and there was 

greater understanding of rice farmers’ needs as the decade proceeded.  

 

Poverty fell rapidly from 50% to 39% over 1970–1976, although at the end of this period it 

was still highly concentrated among the rural population (88%) and among rubber 

smallholders, paddy farmers and estate workers (Bruton 1992). Given the evident progress 

on many fronts, the government was disappointed that after its considerable efforts poverty 

was still so high in the agricultural sector. The small size of farms, the high rate of tenancy 

and the ageing labour force were no doubt factors slowing the rate of poverty reduction. The 
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tenancy rate rose in some districts and there was mechanisation in some places due to a 

perceived or real shortage of labour. Though the overall support programme for small farmers 

was large and broadly successful, it did suffer from some common defects, including 

(sometimes) inefficient administration and a tendency for some subsidies to go mainly to the 

larger, more successful farmers. Part of the government’s disappointment could probably be 

attributed to unrealistic expectations as to how fast poverty can be cut – even under 

favourable circumstances. With rubber production rising at 3% per year over the 1970s, 

poverty among rubber smallholders fell from 65% in 1970 to 58% in 1976 and carried on 

down to 43% in the mid-1980s.  

 

Malaysia’s Investment Incentive Act of 1969, promulgated just before the riots, was the 

country’s first serious step towards industrialisation, with objectives of diversifying the 

economy and raising employment. The NEP added the third objective of Malay participation in 

such modern non-agricultural activities. The Act contained the standard set of policies for the 

time, including higher though still modest protection. Though import substitution was the main 

objective, an export processing zone (EPZ) was set up and quickly came to produce most of 

the manufactured exports. Partly because the balance of payments was not a problem, the 

exchange rate was not used as a tool to promote industrialisation; in fact, a marked real 

appreciation occurred and, in Bruton’s (1992) judgement, accounted for a number of 

problems that arose subsequently. Though employment was emphasised in all the plans, 

most elements of the industrialisation strategy did little to encourage it. A relatively labour-

intensive electronics export industry did however mean that a lot of jobs were being created in 

this sector. 

 

Meanwhile, a quota system was imposed to deal with discrimination against Malays in 

private-sector hiring. The barriers the quota system was designed to attack (such as the 

tendency for small firms, mostly owned by Chinese, to hired of their own race) also raised the 

premium on improving Malay entrepreneurial skills. More education was supposed to help in 

this regard, but there were obstacles, including the reluctance of Malays to go into science, 

management or administration, and the fact that most wanted government jobs anyway. The 

number of such jobs rose dramatically by 80% to 710 000 in 1980 (15% of total employment) 

as entrance requirements were lowered and quality standards at all levels of education fell 

with the best students going abroad. Manufacturing employment grew slowly, so this sector 

could not offer much to satisfy the employment objectives of Malays. The high turnover of 

better qualified Malays (a group with many opportunities) also contributed to employers’ 

reluctance to hire them. Malays therefore continued to feel themselves the object of 

discrimination, even though employers felt that they had done their part. As is usual with such 

quota systems, the Malaysian system appears to not have been very effective. 

 



    

 297 

It was widely assumed that management and entrepreneurship skills could be taught, 

contributing thereby to the restructuring of ownership and control of business, and various 

programmes were created to that end. The main transfer of ownership over 1971–1980 was 

from foreigners (whose share fell from 61.7% to 42.9%) to non-Bumiputera residents (32% to 

44.6%); while Bumiputera ownership (mainly in the form of trust agencies) rose 4.3% to 

12.5%. The task of getting capital and management into Malay hands was clearly 

underestimated. A popular idea was that the government, through public enterprises, should 

act as temporary trustee for Malay interests by running businesses until the Malays could take 

over, and this idea became explicit in the Second Malaysia Plan (1971–1975).  But rent 

seeking and corruption were common and public enterprises performed less well than 

expected. Though there were some successes, by the late 1980s the general feeling was that 

these were infrequent and that, overall, progress had been modest – the result of a somewhat 

predictable set of problems, ranging from limited experience, weaknesses of support 

agencies and the anti-small firm bias of the system of incentives. Often Malays were allocated 

shares and then sold them to non-Malays, with the companies then being forced to 

restructure again in favour of Malays. 

 

To summarize, the government pushed growth harder after NEP and, despite some 

inefficiency and waste, the economy did well. The development of oil, good progress in rubber 

despite weakening prices, and rapidly expanding palm oil production and EPZ-based 

manufactured exports were central to this success. Overall, manufacturing output rose at 11% 

per year over the decade and employment by about 9%. Manufactured exports rose tenfold 

(mostly from the EPZs) and half of the employment growth took place there (in electronics 

and clothing), but linkages were very few, learning was not fostered and the sensitivity of this 

sector to world demand fluctuations was cause for worry.  

 

On the central political question of what happened to relative earnings by ethnic group over 

the post-1970 period, the evidence is somewhat ambiguous. Several authors (e.g. 

Chakravarty & Roslan 2005) cite the significant decline in the income disparity ratio,
260

 which 

began at some point in the 1970s, falling from an observed peak of 2.28 in 1976 to 1.76 by 

1984, after which it fluctuated without trend until 1999 (See Figure 10.1). Factors that might 

have been at work from the mid-1970s to the mid-1980s to narrow the racial earnings gap 

include:  

 the shrinking of the bottom income tail of Malays as rural-urban migration and sectoral 

reallocation of workers proceeded;  

 the rapid growth of manufacturing employment, especially for Malays and especially for 

young women;
261

 and 
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 The average income of Chinese households relative to that of Malay households. 

261
 Since the distribution figures refer to family income, many of these women were presumably second 

earners in a family. 
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 rising income of small-holders in rubber and rice as yields rose.
262

  

Evidence for the fact that the earnings gap was in fact narrowed is however less than 

conclusive since the sources are of doubtful comparability. Still, the conclusion that no major 

increase in inequality occurred in the 1970s is lent further credence by the fact that later 

measures from the 1980s were in the same ballpark (Chu 2001; Fields & Soares 2004). 

Certainly the Bumiputera advanced a lot in economic terms over the course of the decade 

and Chinese household income also grew fast, though less than Malay, with Indians coming 

in at a weak third. The success of the Chinese reflected the considerable flexibility in the 

implementation of the NEP, their own adeptness in making the best of things and the fact that 

in important ways their contributions were central to the country’s economic performance. The 

Chinese did accept after the 1969 riots that change was necessary, but as the decade wore 

on their resentment increased. 

 

The policy steps taken under the NEP may have lowered the average ethnic income gap, but 

it is less likely that they contributed to poverty reduction. Favouring Bumiputera for 

government jobs would lower the income gap, but not reduce poverty; the same was true of 

transfer of ownership through stockholding. Land development could help, but it was rather 

slow by nature, benefited only a fairly small minority and did not confront the inequities of the 

agrarian structure. The impact of educational expansion was bound to be slow.  

 

The mid-1980s first break in sustained growth 

 Conditions and policies changed in the early 1980s as world recession hit exports and private 

investment declined, partly due to a sharp fall in oil investment. The Malaysian government 

responded quickly to the economic slack by greatly raising public investment, much of it in 

construction, and this prevented (or, more accurately, postponed) a general recession. Such 

countercyclical fiscal policy was a change from the previous pattern of a gradually rising but 

more or less balanced federal budget over 1971–1979, and is explained in part by the 

expectation that oil prices would continue to rise and that the foreign trade downturn would be 

temporary. In any case, the public sector deficit jumped to nearly 20% of GDP in 1981. The 

monetary authorities did not permit inflationary finance, so external borrowing was used to 

finance the budget deficit and foreign debt rose. The exchange rate management was 

passive; as a result the capital inflow led to an appreciation that lowered competitiveness. 

Measures to cut expenditures were initiated in 1983 and the deficit fell, but only in 1984 was it 

again under 10% of GDP (Bruton 1992). In spite of such an enormous deficit, consumer price 

inflation only reached 9.7% in 1981, and was back under 4% by 1983. This pump-priming 

growth held up until the terms of trade fell in 1985–1986 and there was no offsetting rise in 

public expenditures. A severe recession then hit with no net growth over 1985 and 1986. 
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The strong economic growth between 1973 and 1984 seems to have reduced the mean earnings 

differential between non-agricultural households and both smallholders and plantation workers 

(Mazumdar 1994). 
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Manufacturing output had continued to grow at a good clip over 1980–1984, but then dropped 

sharply in 1984; while the export share of manufacturing rose from 22% to 32%, mostly 

because of the EPZs. But manufacturing employment was (probably inaccurately) believed to 

be growing slowly at just 1.9% per year – a fact which fuelled dissatisfaction.
263

 The industrial 

incentive plan appeared to be having limited effect and the EPZ firms continued to have weak 

links with the domestic economy.  

 

This mid-1980s crisis in Malaysia led to a widespread conclusion that something was wrong. 

Various suspects were identified, such as the slow growth of smallholder productivity, the 

concentration of industry in a few areas, urban unemployment and problems in the education 

area. There may have been insufficient weight given in this debate to the role of the serious 

negative terms of trade shock. Malaysia’s economic problems also coincided with the 

appearance of a formidable Islamic fundamentalism, due in part to the basic societal changes 

that were either being fostered as part of NEP policy or were the effects of rapid growth and 

ongoing change. The government now opted to place less emphasis on equity (the data do 

not suggest major changes in the pattern of distribution over the early 1980s) and more on 

growth with stability and without a lot of foreign borrowing. More attention was also paid to 

financial stability, in an approach harking back to the 1960s. Questions were raised about the 

large role of the government in the 1970s, there was increased concern with the social 

dangers of paternalism and a greater willingness to criticise the bureaucracy. Since the large 

government-supported firms had generally not achieved increased productivity, growth was 

now to be driven by the private sector. Calls for privatisation were a sharp reversal from the 

original NEP approach. Opposition arose from unions and other affected workers and 

constraints were placed on the sale of public-sector firms (Bruton 1992). Talk of widespread 

privatisation raised fears that growth would be at the expense of social welfare. Although the 

government did not accept the adjustment programmes proffered by the IFIs, it did implement 

its own, bringing the fiscal deficit down through substantial cuts in development expenditures. 

Full foreign ownership was now seen as acceptable as long as an activity was sufficiently 

export oriented. The government was thus evolving its own strategy, with similar policy 

debates to those occurring in many other countries and with much emphasis on finding a 

home-grown mix of policies.  

 

In the judgement of Bruton (1992), the best policy instrument at this time would have been an 

undervalued exchange rate, which, with a little FDI, could have led to the emergence of a truly 

indigenous manufacturing sector. But by this time manufacturing protection had generated ‘a 

small Bumiputera industrial group with great political power’ that made it hard to change 

policies (e.g. restructure tariffs) Bruton (1992: 314). Policies to support this group and the 
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 Bruton (1992) mentions this figure, probably taken from an official government source. According 

to the labour-force surveys (ILO, LABORSTA, online) manufacturing employment was jumpy over 

the early 1980s; part of which could have been due to sampling error. 
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foreign investors and large government-supported industrial projects did not help the small-

scale activities that could have provided the starting point for the learning needed to generate 

a more domestically rooted industrialisation process. The country continued along a path of 

fast growth, increasingly based on manufactured exports from EPZs. The eventual 

sustainability of that path was one question, since the country remained highly dependent 

both on world markets and on foreign technology-related resources. Would learning 

eventually occur, albeit later than it might have, but still be adequate to help the country 

forward as its current comparative advantages lost their potential?  

 

The other question was whether the style of growth was sufficiently consistent with the 

preferences and proclivities of the majority group. Prime Minister Mahathir was engaged in a 

difficult balancing act between modernisation, his preference for eastern values (with stress 

on organisation, discipline, etc.), economic advancement for Malays, and the signs of Islamic 

resurgence from the late 1970s. The push towards modernisation made many feel that 

development was un-Islamic and to be rejected. The government responded in various ways, 

one of which was to create the Islamic Development Bank. It is also interesting to note that 

the Fifth Malaysia Plan (1986–1990) made a strong statement about the relationship between 

the material and the spiritual. 

  

 

The 1980s take-off to even faster growth 
After the serious hiccup of 1985/1986, growth returned – now faster than ever with five-year 

averages exceeding 9%. At this time Malaysia experienced a sort of Southeast Asia prototype 

experience in which a severe but short downturn in the 1980s was followed by a strong 

recovery (Mazumdar 1994). The recovery was led by a huge increase in the volume of 

manufactured exports, which was aided by a terms of trade improvement and continued 

deprecation of the ringgit. The export boom propelled the already high export:GDP ratio 

(around 50% in the mid-1980s) to over 100% by the late 1990s. The marginal output to capital 

ratio followed a downward trend from its very high level of over 0.35 in much of the 1960s and 

1970s (five-year average, constant prices), bottoming out at under 0.15 in the recession of the 

early 1980s (as investment remained around or above 25% at all times), then recovered to 

above 0.3 with the growth acceleration of the late 1980s and fell again under the influence of 

the East Asian Financial Crisis, during which investment again remained at 22% or higher – 

although it remained far from its peak of 40% in the early 1990s. 

 

The structure of the labour force changed little over 1980–1996, though the female share rose 

from 43.1% to 46.9%. Unemployment fell systematically from its peak in the 1980s recession 

at a little over 8% to under 3% by 1996 (Jomo,1995). Real wages in manufacturing rose from 

an index of 67.6 in 1965–1969 to 120.8 in 1995, or by a total of 79%, for 2.1% per year. Over 
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this period, GDP per capita rose by 193% or 3.9% per year. Real wages stayed very flat until 

1980 (with an average growth of 0.7%), possibly reflecting changing composition of the paid 

labour force by branch of manufacturing. They then grew by 64% or 3.3% per year over the 

next 15 years. 

 

Inequality, employment and wages 
Economic policy in post-independence Malaysia has been framed with the objective of 

overcoming income inequality in mind, though the focus was mainly on the inter-ethnic 

component of such inequality. The perception that things were going badly in this regard was 

a contributing factor to the riots of 1969 and all or nearly all studies of income inequality in 

Malaysia have considered its ethnic component. From 1970 onwards the instruments of pro-

Bumiputera policy changed somewhat, but the focus remained. 

 

Most studies of overall inequality show a net increase between independence and 1970, little 

net change over the 1970s, and a probably modest fall after 1984, followed by an increase in 

the 1990s.
264

 But the reported pattern varies from study to study, as does, in particular, the 

net change from the early 1970s to the late 1980s. By reading the more reliably comparable 

data from 1984 onwards, one can conclude that over 1984–1989 there was a decline of 2–4 

points in the Gini coefficient (depending on which distribution one focuses on);
265

 which was 

followed by the 1990s increase. 

 

Another interpretation is that of Chu (2001), who, following Oshima (1971), argues that the 

secret to reducing inequality is employment expansion and that labour-intensive exports 

explain the declines observed in six Asian countries, including Malaysia. Both Oshima (1994) 

and Ikemoto (1991) showed the inequality of the household income distribution hitting its peak 

from the late 1960s through the 1970s. Whereas Ikemoto’s figures show virtual constancy 

(Gini of around 0.50) for all four observations during the 1970s, Oshima’s show a peak of 0.52 

in 1972, falling to 0.49 in 1979 and carrying on down to 0.44 in 1988. For him, therefore, the 

total decline over 1972 and 1979 was more than marginal ????? (Chu 2001). If one relies on 
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 Fields and Soares (2004) report a substantial increase in inequality among persons ranked by per 

capita household income between 1989 and 1997 (the Gini coefficient rising from 0.461 to 0.499 and 

the Theil coefficient from 0.416 to 0.505). Milanovic (2006) reports no change in the Gini of hourly 

earnings, though the Theil index rises a little (0.445 to 0.461). The fact that these summary indicators 

may be rather misleading is emphasised by the fact that the decile ratio (ratio of the average income 

between the top and bottom deciles) fell rather markedly from 29.2 to 24.9 over this interval.  

 

 

265
 Oshima’s data for household distribution shows a drop in the Gini from 0.48 to 0.44. Fields and 

Soares (2004) report a decline in the Gini of per capita household income from 0.486 in 1984 to 0.461 

in 1989 (the Theil index fell from 0.475 to 0.416). Milanovic’s (2006) estimates for the hourly earnings 

distribution (among those with positive earnings) show a fall from 0.501 in 1984 to 0.474 in 1989. 
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Oshima’s figures, the period of decline began in the early 1970s and the total fall was an 

impressive eight points. He sees the end of labour surplus as being achieved in the first 

instance by off-farm employment (Oshima 1993). The non-agricultural income of farm 

households rose most notoriously in Japan and Taiwan where, by 1980, it was three times as 

great as agricultural income. In Malaysia it rose from 15.5% of farm housheold income in 

1973 to 39.2% in 1979 (Chu 2001). 

 

Creation of the right sort of jobs underlies most poverty reduction and changing the relative 

employment options of different groups underlies inequality reduction. Over the first decade of 

independence the combination of some employment-creating options being closed off by 

political opposition and a lack of understanding of what other options were open limited 

immediate success on the employment front. Many new jobs were eventually created in the 

free trade zones (though their quality has been questioned by some) and in government, 

where in some cases the social payoff and the sustainability could be open to doubt. In both 

cases, job generation naturally took some time, so it is probably not surprising that overall 

success took a while. In summary, it remains possible that the light manufactures export 

boom and the role of smallholders in the export of rubber may help to account for the 

apparent fall in inequality between some time in the 1970s and the late 1980s. But since the 

magnitude of the decline remains an open question (and could be small) due to the 

weaknesses and non-comparabilities of the available distribution data, the case is not 

conclusive. 

 

The detailed trajectory of employment structure in Malaysia is also unclear, leading to some 

uncertainty as to which sectors played the dominant roles in employment creation over certain 

periods. It appears reasonably clear, however, that during the first decade-plus between 

independence and the riots of 1969, agricultural employment was falling and that of 

manufacturing was rising briskly to account for about a third of new jobs, while tertiary 

activities accounted for two-thirds (see Table 10.1). Agricultural employment seems then to 

have had a resurgence such that it accounted for nearly a quarter of new jobs over 1967/1968 

to 1980, after which it declined in absolute terms. Manufacturing continued to be important, 

with commerce and services accounting for 20% of new jobs between them. Since 1980, with 

agriculture no longer generating jobs, the division has once again been a third for 

manufacturing and two-thirds for the tertiary sector. 

 

Wage data have not figured prominently in the discussion here since they are scarce for the 

take-off period. Real wages in manufacturing, according to Richardson and Soon (1990) cited 

by Mazumdar (1994), registered a net decline over 1968–1973 (though not over 1968–1970), 

before beginning a marked ascent which saw a near doubling over 1973–1986. Bruton 

(1992), notes that labour’s share of national income appears to have hovered in the range 

47–49% over the 1960s, in which case average earnings must have risen considerably. But 
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without knowing whose wages were rising faster than whose, one cannot deduce how wage 

patterns related to the ethnic issues of the times. 

 

During the period of strong economic growth between 1973 and 1984 the mean earnings 

differential between non-agricultural and both smallholders and plantation workers seems to 

have been reduced (Mazumdar 1994), but because the impact of the post-1984 crisis was 

greater on the estate sector, by 1987 the differentials were back to their earlier levels. 

 

Malaysia’s employment and distribution policy: An overview 
Although some aspects of Malaysia’s employment and distribution strategy were at times 

clearly outlined and vigorously pursued, other parts were more implicit in the growth strategy. 

Both explicit and implicit policies had as their main (sometimes only) objective the raising of 

the absolute and relative position of Malays in employment and income terms. Explicit 

employment policies included expansion of the public sector and the implementation of ethnic 

quotas on private hiring. Support for the Malay rice sector and later of export-oriented 

manufacturing could be seen as being undertaken in pursuit of adequately paying jobs for 

Malays. But, as in most developing countries even today, there was no overall employment or 

distributional strategy in the sense of a coordinated package of well-identified policies whose 

overall effect would be to produce strong performance on these fronts. Some of the policies 

implemented did arguably constitute elements of a good plan, but others probably were not 

and there was no detailed master plan. 

 

Since public-sector hiring did have a clear impact on the demand for Malay labour and 

responded to a large demand on the part of Malay youth for such jobs, it deserves special 

attention. Was it, in retrospect, a wise policy? To answer this question would require an in-

depth look at who and how socially productive the marginal hires were – i.e. those who would 

not have been hired in the absence of this ‘employment-creating’ policy; at the fiscals 

impacts; and at the longer-run impact on the professionalism of the public sector and the 

degree to which meritocratic principles were used in hiring. If no major negative effects on 

these fronts were identified, one might judge the policy to have been a success, at least in the 

sense that it helped to calm a political storm around the demand for jobs; but recognising that 

it may have been fortuitous that not too long after its implementation led to the huge growth of 

public sector employment in the 1970s, a fiscal crisis in the mid-1980s put an end to this 

growth. Possibly by this time the expectations of Malay youth had evolved to the point where 

the felt need was less urgent. Possibly the sector was still able to provide employment to 

enough people to keep the political steam in check. 

 

Much of the distribution strategy of the NEP was tied up in the idea of restructuring the 

ownership of share capital. While the impacts clearly fell short of the hopes and expectations 
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of the framers, this policy also deserves a careful look to see what benefits and costs could 

be attributed to it, now that over three decades have passed since its adoption. Ideally, there 

would not only have been some redistribution of capital income toward the top of the income 

distribution, but also the creation of more jobs through the widening of the entrepreneurial 

class to include more Malays and, perhaps, from ethnic-biased hiring of Malay workers. 

Nothing approaching this optimum scenario has emerged, but less obvious or easily 

identifiable spill-over benefits may have been forthcoming. 

 

Puzzles and possible lessons from the Malaysian case 
 

Success in dealing with export price fluctuations and in developing new comparative 

advantages 

Acceleration into sustained growth does not mean that growth will be sustained or impervious 

to various types of negative shocks that can arise. Malaysia’s long-sustained high growth 

must be seen as a success, in spite of various seemingly difficult challenges, among which 

were unstable export prices and the need to develop new export products.  

 

By the early 1960s Malaysia needed to find new sources of growth as rubber and tin 

industries faltered. In contrast to Sri Lanka, which taxed the estate sector heavily and so 

hastened its decline, Malaysia did very little, with the result that the estates supported the 

economy well during the search for new exports. Such transitions can easily fail if either the 

currently dominant sector is so strong that it cannot be used as the source of resources to 

fund the development of new competencies, or if it is penalised too much and the resources 

are used elsewhere. Malaysia walked this tightrope successfully. Rubber gave way to palm oil 

and other primary exports; and these eventually gave way to EPZ electronics.  

 

Malaysia also had to confront severe export price fluctuations, though these had fortunately 

abated somewhat by independence. Having four or five major exports was certainly a help. 

Within the commodity category, rubber gradually lost ground and diversification occurred to 

include tin, palm oil, saw logs, timber and petroleum after the oil price hikes of the 1970s. As 

an oil exporter, it benefited from the oil price hikes and from the commodity boom; when 

prices fell in all five main commodity export groups the country was plunged into a rather 

severe crisis in 1985–1986, but it recovered quickly as manufactured exports skyrocketed. 

Unlike many other NICs, Malaysia’s exports have been quite concentrated in electronics and 

electrical machinery, which account for half of total exports. Export earnings have however 

remained unstable; aggravated byt the fact that manufactured exports is a category known for 

its instability. 

 



    

 305 

Where Malaysia has not done well, according to Bruton (1992), is in fostering a strong 

capacity to develop new comparative advantages through learning. At independence, slack in 

the economy mainly channelled effort into achieving growth by simply using more inputs; as 

the situation of overvaluation, excess capacity, absence of links between the various sectors 

and the concern of government for internal political matters was not conducive to productivity 

growth. In manufacturing there was no evidence of sustained increase in either labour or total 

factor productivity through the 1980s. Policies in support of the Bumiputera manufacturers, 

the foreign investors and large government-supported industrial projects did not help the 

small-scale activities that could have provided the starting point for the learning needed to 

generate a more domestically rooted industrialisation process. The country made substantial 

progress along a path of fast growth by drawing on its EPZs with their foreign but potentially 

footloose companies. 

 

Support for small agriculture 

Emerging from a colonial history in which large foreign estates were favoured by public policy, 

Malaysia moved to correct the imbalance. Like Indonesia, it used resource rents to support 

small-scale agriculture – mainly in the rubber sector. Overall, the rural sector was favoured by 

policy, rather than being squeezed as in many developing countries. Unlike many cases, 

economic growth did also not lead to a trend away from family-based agriculture to a 

commercial wage economy. This is reflected not only in the unusually high share of the labour 

force engaged in agriculture in Malaysia, but the continued growth (with fluctuations) of that 

employment into the 1980s. Rice production responded well and the goal of self-sufficiency 

was more or less achieved. Had the large, heavily subsidised land development projects 

proceeded more slowly and been preceded by other smaller projects, the economy would 

have been even better equipped to absorb and utilise them more effectively.  

 

An expanding government sector 

Independent Malaysia turned its back on the colonial legacy of small government and the 

public sector’s role in the economy rose throughout the long period of sustained economic 

growth, as the commodity booms of the 1970s greatly increased government resources. 

Public-sector employment, which played a large role in labour absorption in the 1970s but 

less so later on, was used as a tool to increase the share of native Malays in the economic 

pie and public investment through non-financial public enterprises and other statutory 

authorities also rose. Over 1981–1988, public consumption and investment accounted for 

37% of GNP and investment was 41% of gross capital formation (Malaysia Ministry of 

Finance 1988, as cited by Mazumdar 1994). The large public sector has had an important 

influence on business cycles. Public spending fluctuated sharply – sometimes in a counter-

cyclical way, as in the early 1980s, but sometimes not. The pattern of  high investment, which 

no doubt helped get the country through some of the troughs that come with volatile exports, 

was in part due to the government’s important role in the economy and in investment. 
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A conservative wage policy 

Labour costs (in particular, the unit cost of labour in dollars) and other conditions surrounding 

the hiring of workers affect a country’s potential to become an important exporter of products 

that have little or no natural resource component, as is the case with light manufactures. 

Malaysia’s conservative wage policy was a legacy of colonialism, and wages did therefore not 

constitute a barrier to the primary exports on which Malaysia initially relied. The wage level 

was more of an issue as the country confronted a downturn in the early 1980s. Over 1976–

1982 wages had risen considerably faster than labour productivity (by 21.1%), then scarcely 

changed for three years before falling 7.3% in 1986 (Mazumdar 1993). Wage inflexibility, 

especially in manufacturing, together with a flexible exchange rate in a context of free capital 

flows contributing to exchange rate appreciation, combined to produce a perverse movement 

in the unit cost of labour. Given the inability to use either the exchange rate or a wage policy 

to lower the cost of labour, the recession of the mid-1980s became necessary to bring about 

the necessary decrease in the dollar cost of wages. Mazumdar (1993) draws a contrast with 

Korea, where both wages and the exchange rate were substantially under government policy 

control.  

 

Inadequate use of the exchange rate? 

Bruton (1992) faults Malaysian policy for failing to use a devalued exchange rate to help 

locate and encourage new comparative advantage activities. In a related but more short-run 

critique, Mazumdar (1993) decries the failure or inability to use the devalued exchange rate to 

fend off the mid-1980s downturn, given that wages had by that time become somewhat rigid 

downwards. 

 

The role of manufacturing 

Malaysia’s experience with manufacturing is unusual and worthy of attention since, unlike 

most developing countries (with the possible exception of China, whose figures are hard to 

decipher), the manufacturing employment share continued to rise through 1998, as did those 

of Thailand and Indonesia (Palma 2005); though Malaysia’s record is special in that the 

manufacturing share had risen farther in absolute terms than in those two other countries and 

reached a much higher level of about 22–23% (up from about 6–7% in 1960). This is however 

lower than the levels reached by Korea and Taiwan at their peaks – over 30% for Taiwan 

from 1980 until the early 1990s when the rapid decline began, and about 25% for Korea at the 

peak around 1990
266

. As Palma (2005) puts it, this country ‘clearly swam against the de-

industrializing tide by sharply raising the proportion of employment located in the 

manufacturing sector’.  
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 Data available only at selected years so peaks may be misrepresented. 



    

 307 

Is there reason to believe that the fast growth of manufacturing in Malaysia contributed to 

overall growth in ways other than its direct contribution to exports? If the main mechanism for 

such a positive impact on growth were positive externalities on the rate of technological 

change (both in manufacturing and in other sectors), then one should not be optimistic about 

the contribution of growth in manufacturing since manufacturing exports came mainly from 

EPZ enclaves.  

 

The role of female employment in manufacturing 

With the advent of EPZs and electronics, there was a large increase in female employment, 

mainly young and mainly from the rural Malay population (Johnson 1997). The female share 

of manufacturing employment rose from 29% in 1970 to a peak of 48% in 1990, growing 

nearly ninefold over this interval at an annual rate of 11.4%. Johnson (1997) reports that in 

nearly all sectors women’s wages have grown closer to men’s in recent years, but they still 

lag far behind, with this ratio topping 50% in manufacturing the for the first time in 1990. This 

inequitable practice has been widely commented upon. Many of the new EPZ factories have 

also been running on Taylorist principles, with the pace of work closely controlled and 

monitored. Stress and fatigue are common; with the pressures leading to extremely high 

turnover rates, failing eyesight, exhaustion and skin and respiratory problems.  

 

Conclusions about the Malaysian experience 
Malaysia’s experience may be interpreted as that of a favoured country that did not make 

many serious policy mistakes and was able to reap the fruits of a combination of considerable 

luck and reasonably good management. Luck took the form of a good endowment of natural 

resources, a small population and a generally favourable legacy of British colonial rule, in 

terms of both infrastructure and policy stability. This combination was parlayed into a 

successful development experience.  

 

Achieving take-off in a generously endowed country with a good colonial growth record until 

the decade before independence was perhaps a less surprising achievement than being able 

at the same time to finesse a difficult ethnic problem with only one real acceleration, and that 

of minor dimensions compared to what happened in Indonesia, for example. At first glance, 

paradoxically, this ethnic balancing act occurred in a context of generally high inequality, with 

only moderate ups and downs in its level. Pro-Malay agricultural policies, employment quotas 

in the private sector and pro-Malay discrimination in the hiring of public-sector workers helped 

reduce the average income gap between ethnic groups. The economically dominant Chinese 

did not compete much with Malays for land; and while the large plantations did up to a point, 

this was greatly muted by the fact that from independence onwards the major decisions 

always gave great weight to the welfare of the majority Malays, who were the smallholder 

class. Thus, instead of being pushed off their farms, as might have occurred in some 
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countries, or not being provided with newly opened territories, the Malay need for a base in 

agriculture were reasonably well responded to until they eventually moved voluntarily to other 

sectors of the economy, including government. 

 

A number of other things were or appeared less than perfect. The country was, for instance, 

criticised by some for not focusing more heavily on developing an indigenous manufacturing 

sector. There was considerable cronyism, and the rapid expansion of the public sector could 

be seen as a mistake from the perspective of longer-run economic growth. But the 

advantages of smallness and specialisation frequently came in handy. What counted initially 

were the tin and rubber exports, with these then giving way to palm oil as a rapid source of 

export and economic growth. It is striking that in each of these three items Malaysia, a 

relatively small country, could become one of the world’s leading exporters, a fact reflected in 

the always high and later rising export:GDP ratio, high even for countries of Malaysia’s 

economic and population dimensions. When the motor of growth switched to manufacturing, 

Malaysia again benefited from being a small country, such that one industry – electronics – 

could provide such a growth impetus to it. 

 

Though governments make mistakes or followed questionable policies, lessons are learned. 

The expansion of Malaysia’s public sector with preferential recruitment of Malays, the heavy 

industry policy adopted from the 1980s, the 1980–1984 boom built on capital inflow, 

government spending and construction have all posed risks. The need to correct these latter 

tendencies in light of the resulting recession of 1985–1987 put a stop to trends that could 

have been seriously damaging had they gone too far; the corrections were made relatively 

quickly and brought a quick return to growth with the new manufacturing base now more 

prominent than ever. Perhaps the crisis was fortuitous. The public sector was subsequently 

shrunk through sale of quite a few public enterprises and whatever the costs of these various 

failings, they did not preclude an overall dramatically successful growth record. Ultimately the 

degree of inefficiency introduced by policies or resulting from market imperfections must be 

judged, at least in part, by the overall growth rate and the productivity of new investment. On 

both counts, Malaysia’s record is strong. Possibly some observers have overstated the 

degree of inefficiency, and possibly the effects of some forms of what would otherwise have 

been inefficiency cancelled out those of others. 
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Chapter 11:  How Growth Momentum Dissipates in 

Dutch Disease Countries: The Cases of Venezuela and 

Nigeria267
 

 

Introduction 
The recent literature on minerals-based economies focuses substantially on the possible 

negative growth effects of that structural feature, a natural result of the apparent failure of a 

good many such countries to take full advantage of their rich natural endowments. The 

literature also clarifies many of the mechanisms whereby the presumed blessing of a 

resource endowment can become a detriment. While there remains some controversy as to 

whether endowments of natural resource (or of certain types of natural resources) typically 

act to slow medium or longer-term growth,
268

 there is little doubt that they sometimes do so 

and that the variance of performance in such economies is greater than that among other 

developing economies of comparable size (Sala-I-Martin & Subramanian 2003). This high 

variance suggests that policy matters a great deal in determining the outcome.  

 

Several mechanisms have been identified to explain the short- and /or long-run negative 

growth effects of natural resources. These include: 

 theft of resources and economic loss due to the conflicts that arise as groups vie for 

control of rent-producing resources; 

 wastage brought about by the plethora of resources, which may make decision-makers 

less careful in their use and make it more likely that incompetent managers will be in 

charge of them; and 

 ‘Dutch Disease’, whereby a temporary comparative advantage in natural resource 

products lowers the country’s capabilities in other tradables that may be needed again 

in the future, and/or leads to a failure to identify and develop new competencies for the 

future (e.g. by failing to provide workers with the needed skills).
269

 

Which of these negative mechanisms a given country is most vulnerable to and hence must 

worry about the most depends on its institutions – which are relevant to all three threats, but 

especially to the first two. The damage done by the third mechanism is, by its nature, 

something that emerges in the medium or longer run, while the ill effects of the first two are 
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 This chapter draws on  Berry (2008). 
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 Examples from this literature include Auty (2001), Gelb and associates (1988), Sachs and Warner 

(2001) and Stijns (2005). 

269
 Thus, Gylfasobn (2001) and others have argued that the mechanism whereby natural resource 

endowment hurts growth is through neglect of human capital formation. 
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especially prevalent during the period of natural resource bonanza. The way the quality of 

institutions is likely  to affect the outcomes also varies across the three mechanisms: a stable 

political process and a low level of corruption are the keys to dealing effectively with the first; 

an honest and prudent administration with a reasonable time horizon in its decision-making is 

key to the second; and for the third the key is an extensive time horizon together with unusual 

capacity to plan for and implement steps to create future competencies in areas that are not 

currently made obvious by price signals. 

 

The employment and distributional impacts of natural resource wealth have received less 

emphasis than those on growth. Some obvious hypotheses do, however, emerge either from 

a general understanding of such economies or from insights in this literature. The fact that – 

unlike small agriculture or labour-intensive manufactures – minerals do not directly generate 

much employment creates a greater than normal likelihood that, even if GDP rises, some 

groups in the endowed country will gain little or will lose from the presence of the mineral. 

This is most likely when the natural resource export sector monopolises the use of local 

capital and skilled labour while the foreign exchange earned facilitates the importation (and 

thereby lowers the domestic output) of other tradable goods whose production requires less 

capital and more labour; the final impact is to pull down the equilibrium wage rate while 

raising the return to capital.  

 

High mineral (or other natural resource) rents tend to widen the range of possible 

employment, distribution and poverty outcomes for a country. This follows in part from the fact 

that such rents expand the range of possible growth outcomes, and the rate of growth is a key 

determinant of changes in the demand for labour. Mineral rents can also worsen employment, 

distribution and poverty outcomes by fostering dualism. At the other extreme, such rents can 

be used to improve the competitiveness of labour-intensive activities; as was done in 

Indonesia, where they complemented and accelerated introduction of the new Green 

Revolution technologies in agriculture. Rents can also be used to hire people to produce 

infrastructure. Or they can be the wage pool for people in the public sector – to good 

productive end if spent wisely on social services and on the development of new comparative 

advantages in more skill-intensive activities, or to bad effect if used mainly to bloat the public 

administration. A larger public sector is likely to raise the earnings of the middle class (as was 

the case in Venezuela, Nigeria, Zambia and Chile before Pinochet). At worst, the rents can be 

stolen, which is the norm up to a point (as in Mexico, Indonesia and many other countries) but 

is also carried to extremes in a few cases.  

 

With a few striking exceptions, minerals exporters have to plan around a depleting resource 

base or a base too small to underpin high incomes for the whole population. Such a situation 

imposes the challenge of preparing for the time when the currently booming mineral export 

will be less important than it is now. This is done by preparing the groundwork for new or 
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revived comparative advantage in one or more categories of tradables, but also – importantly 

– involving non-tradables so that the output of this sector is both useful and complementary to 

the production of new tradables. The difficulty in achieving a smooth transfer from the 

presently dominant export lies substantially in the fact that it may be hard to identify where the 

next comparative advantage may lie. In this situation a potentially damaging Dutch Disease 

process
270

 will take place if some of the sectors that are shrinking or not expanding normally 

due to the expansion of the booming sector are ones whose loss is costly because they could 

contribute importantly to growth in the future. Sachs and Warner (2001) argue that a healthy 

manufacturing sector is linked to productivity growth and technical advance and since many 

natural resource booms are temporary or volatile, and many LDC manufacturing sectors are 

especially vulnerable to shocks, the booms can pave the way for later stagnation.
271

 Krugman 

(1987) and Gelb (1988) argue that competitiveness so lost is not easily regained during 

subsequent downswings in the mineral cycle.  

 

Several additional factors contribute to the challenge of effective decision-making in 

predominantly mineral-exporting countries, especially when employment and distributional 

considerations are given weight. First, a combination/overlap of vested interests and what 

may be called ‘sectoral inertia’ slows and complicates the process of shifting to new 

comparative advantages. Capital tends to be tied rather tightly to existing dominant sectors, 

as do skills. This helps to explain the tendency of oil exporters, for example, to invest in 

downstream activities such as production of oil-based products. There is some economic 

logic to such a pattern, but most such oil-related industries are, like oil itself, highly capital 

intensive, so expanding into them does nothing to create employment – more likely the 

opposite. Whether mainly through market forces or substantially through policy in the form of 

a larger than normal public sector and relatively high minimum wages, the norm is that 

average wages in much of the formal sector wind up reflecting the presence of the rent-

providing export, even if they do not match those of the export sector. This also makes it 

difficult for the country to simultaneously specialise in labour-intensive exports.
272
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 For an early discussion of the mechanisms involved, see Corden and Neary (1982). 

271
 Their interpretation is consistent with the marked correlation, among developing countries, between 

growth and reliance on manufacturing exports since the 1970s (Woolcock et al. 2001) and with the fact 

that, among countries relying on natural resource exports, a number of rather successful experiences 

(like Indonesia, Ecuador in the 1970s, Venezuela until the late 1970s, and Malaysia) have involved 

protection of manufacturing during mineral export booms.  

 

272
 The most striking exception to this rule is Indonesia, elements of whose story are related below. 

Among other things, this outcome reflects the fact that oil was less important both in exports and in 

GDP than in cases like Venezuela, Algeria and Nigeria (Davis 1995). 
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Acceleration and maintenance of high growth in commodity 
exporters 
The evidence discussed in the natural resource curse literature gives cause to worry about 

the long-run growth perspectives of commodities exporters, especially minerals exporters. 

Such concerns are especially pertinent in the context of recent commodity booms, fuelled 

substantially by the fast growth of China and to a lesser degree India. Commoditiy exporters 

have a hard time sustaining high growth. Growth acceleration is a natural event in such 

economies due to the fluctuations in world commodities markets. It may require no policy 

steps, no planning, nothing in the way of forethought or of propitious initial conditions, expect 

perhaps (but not even necessarily) the absence of ongoing war. But sustaining growth is 

especially difficult because of the frequent exogenously determined downturns (matching the 

exogenous episodes of acceleration); the necessary combination of flexibility of markets plus 

planning and implementation of steps to prevent such downturns becoming extended and 

entrenched is unusually demanding. In short, the same reasons that explain why average 

growth is not high in such economies account for the difficulty in sustaining high growth.  

  

Thust, whereas acceleration is easier to achieve in commodity exporters than in other 

developing countries, sustaining high growth may be much harder, so that when the 

combined effects of these two differences are allowed for, average growth may well be lower. 

Maintaining high growth when it is achieved is likely to be the bigger challenge, rather than 

achieving it in the first place. 

  

The rest of this chapter looks at the experience of two countries that were unsuccessful in 

sustaining the growth rates achieved during the oil boom of the 1970s. It reviews their 

experiences of acceleration, how they handled their export bonanzas and the evolution of 

employment and inequality.  

 

Venezuela: How the long period of oil-based growth came to an 
end273 
Among minerals-exporting developing countries, Venezuela’s long-run performance has been 

a relative success. The exploitation of oil, beginning in the 1920s, led to a major acceleration 

that eventually made this the wealthiest country in Latin America. But the oil-price hikes of the 

1970s set in motion a sequence of events that led to an economic and socially costly 

downturn and about a quarter century of stagnation. Venezuela’s experience from the 1920s 

thus reveals both the positive and the negative effects of commodity dependency. That 

experience throws some light on such questions as:  
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 For detailed analyses of the Venezuelan experience with oil see, among others, Salazar-Carrillo 

(1976, 1994). 
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 How was growth sustained for so long and what were its fallouts on employment and 

income inequality?  

 What factors underlie the dismal performance of this country from the end of the oil price 

boom of the 1970s until the beginning of the present boom?  

 Is the dramatic fall in real wages over this same period a more abrupt fall than for per 

capita output and income – a particular characteristic of such economies, perhaps due to 

the narrow base of industries with the potential for reasonably high labour productivity? 

 

Venezuela’s take-off and long-sustained growth 

Before oil exploitation began in the 1920s, Venezuela was, according to the estimates of 

Maddison (2003), well below the average income of seven leading South American countries, 

and a few percentage points behind its neighbour, Colombia – a rather similar economy that 

was, however, better endowed with land than Venezuela. But by 1950 it had surpassed 

Argentina to become the richest country of the region. Over 1920–1950 Venezuela’s per 

capita income grew by over 6 times (at an annual rate of 6.4%). Per capita income did 

however stop growing in the 1970s and in 2001 fell to 24% below its 1977 peak. 

 

During Venezuela’s half century of fast-growth (1920-1970) wages appear to have risen more 

or less commensurately with the growth of output per capita. The structure of employment 

also changed rapidly. In 1920 the share held by agriculture in total employment was a little 

under 70%, and by 1977 it had fallen to 17%. This enormous decline can be seen as a 

combined result of the normal fall in agriculture’s share as development takes place, together 

with the crowding-out effect of petroleum exports on other tradables (including agriculture). 

The corresponding increases in employment share occurred mainly in construction, from 

probably under 2% to 8.8% in 1977. Manufacturing rose from 9–10% to a peak of 16–17% by 

1977; commerce from probably about 5% in 1920 to over 17% in 1977 – rising to 26.7% by 

2002; the public sector from about 2–3.5% in 1920 to around 18% in 1990; and services other 

than public sector recorded a major increase from about 8% in 1920 to 35% in 2002. By the 

time systematic data became available on inequality (especially that relating to labour 

earnings) in both paid and self-employment, the reported Gini coefficients were typically in the 

mid-40s, indicating a level that was high, but probably somewhat below the average for Latin 

American countries. 

 

During this long period of sustained growth, both formal and informal non-agricultural 

employment rose rapidly. The formal sector’s share (including domestic service) was about 

67% in both 1920 and 1950; this stability could be seen as a result of offsetting forces: the 

general tendency for traditional or ‘informal’ activities to shrink as a share of the labour force 

as development proceeds, and the tendency for an economy driven by an export like oil to 

create few jobs directly. Indeed, by the early 1960s planners worried about the fact that oil 

employed less than 2% of the labour force while producing 21–23% of GDP (Levy 1968). In 
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the second plan (1963–1966) the authorities therefore decided to focus on low-income 

housing construction with supplementary urban public works and on technical education 

(Levy 1968), as they felt that industrialisation was the answer to employment needs in the 

long-run but could not be expected to generate the required jobs quickly or in the absence of 

a better training programme. The tertiary sector was seen as a continuing sponge, a low-

productivity last resort employment option. In fact there was a large increase in manufacturing 

employment from 12.9% of the labour force to perhaps 15% in 1971, thereby accounting for 

over 20% of the new jobs during that decade; trade protection accounted for part of the 

growth. 

 

Until the late 1970s economic performance was decent, though slowing to an average of 

4.1% over 1966–1977, with severe fluctuations (Table 11.A.1). National income grew much 

faster than GDP during the period of oil price increases in the 1970s due to the positive terms 

of trade effect. Manufacturing’s fast growth under Import Substituting Industrialisation (ISI) 

was helped by foreign investment. Agriculture lagged, despite substantial investment and 

relatively high tariffs. The aggregate investment rate was fairly high – exceeding 23% over 

1968–1972; while inflation and foreign debt were kept to a minimum too. Because 

industrialisation had relied heavily on foreign investment, profit repatriation in 1972 was 

US$1B, or about 30% of export revenues.  

 

Sowing the seeds of stagnation 

Ironically, it was the oil price hikes of the 1970s that brought Venezuela’s generally 

satisfactory oil-based development to a halt and eventually made it a ‘natural resource curse’ 

country. Even more ironically, among the factors contributing to the reversal of fortune was an 

increased recognition of and concern with poverty and inequality in the political process and a 

misguided belief that employment and growth would be found in capital-intensive exports 

produced by public enterprises. 

  

Over 1972–1978 the non-oil economy boomed at 8.4% per year, private consumption at 12% 

and gross investment at 15%; but much of the windfall was used to raise employment, wages 

and output in the public sector. Per capita consumption went up by 50% over 1973–1982.  

After some saving abroad in the first years, the country had by 1976 become a net borrower. 

The die was cast for future problems when the government failed to maintain a cushion of 

savings abroad and simultaneously began channelling present and future oil revenues to 

develop a large public enterprise sector, mainly in basic industries such as steel and 

aluminum (Marquez 1995). Previously those revenues had gone to general infrastructure and 

the social sector, the first of which at least could be cut back without great difficulty when 

revenues shrunk.  
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Policy during these years was substantially the product of a democratic process in which, 

unfortunately, legitimate social concerns were to often combined with weak technical capacity 

in government. There was also some bad luck.  The government was understandably 

concerned with employment generation following a slowdown of manufacturing growth to 

under 5% in the late 1960s coupled with a high level of unused capacity; interpreted as being 

due, in part, to the limited size of the domestic market and as a signal that the country was 

approaching the end of the first, easy phase of ISI. In the face of such concerns, and a 

gradual erosion of voting support for the two traditional parties – attributed by some politicians 

and by authors like Karl (1982) to a crisis of legitimacy due to the level of inequality – 

President Caldera (1969–1974) saw a need to at least tweak the development strategy and 

moved to encourage non-traditional exports like steel and aluminium. The government also 

took steps towards the eventual nationalisation of the oil industry, raising export taxes and 

revising contracts with foreign oil firms.  

 

The 1973 presidential campaign in which Pérez emerged victorious was uncharacteristically 

focused on social issues and the need to fight poverty. With the oil price rise leading to an oil 

windfall that averaged 20% of GDP over 1974–1978 and the government enjoying all or most 

of the income (Gelb & Bourguignon 1988), he could envision great things. Accordingly, the 

country’s 1976–1980 plan incorporated a substantial increase in public investment, including 

basic infrastructure, and emphasised the typically lagging agricultural sector. Though it talked 

of increasing credit to the private sector, the amount actually channelled that way was small, 

so the large increase in private investment that did occur after 1975 was financed mainly by 

foreign borrowing. After 1977 the administration, seeking to accelerate public programmes, 

facilitated borrowing abroad by public-sector agencies as well. As was their wont during the 

reckless 1970s, the international banks lent eagerly without regard to the quality of resulting 

investments. Net savings abroad were just balanced by this capital inflow over 1973–1978, so 

by the end of this period the total windfall had been absorbed by the domestic economy – 

about evenly between the public and private sectors. Employment and minimum-wage laws 

were passed in 1974 and price controls on consumer goods helped to raise real household 

incomes. There was some evidence of marginally improved distribution by the late 1970s and 

poverty fell considerably over 1972–1978.  

 

Venezuela’s response to the 1970s oil price boom did however involve serious policy errors 

on each of the macroeconomic, financial and industrial strategy fronts. Too much was 

borrowed abroad, too little was saved domestically and investments were channelled into 

risky industries with low economic payoff – at least in the short-run, no hope of significant 

direct employment creation, and operated by public enterprises which introduced both 

inefficiency and rigidity. The combination of the government’s desire to make a quick impact 

on employment and poverty but without the knowledge, positively, of how to do it, or, 

negatively, what paths to steer clear of, turned out to be a lethal one. Contributing to this sorry 
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record was a legacy of the long-standing reliance on the easy rents provided by oil. Neither 

the government nor many of the high-income individuals who benefited from oil wealth were 

in the habit of worrying about costs. A vicious circle of powerful groups constraining decisions 

into unproductive channels together with periodic disruptive shocks helped to keep Venezuela 

off a healthy growth path for a quarter century during which the ten-year growth average 

rarely approached 3%. 

 

Along with the internal problems of collective decision-making came a dose of bad luck. In 

fact, the government initially did plan to absorb the oil windfall cautiously, to which end it 

created the Venezuelan Investment Fund in 1974. Venezuela’s open capital market turned 

out to be a strongly negative factor in the context of a grievously malfunctioning  international 

capital market in the 1970s.  After being lured into international borrowing at very low real 

interest rates, Venezuela was, like so many other countries, caught off guard by the sudden 

reversal of the early 1980s. Like Brazil, it had made a number of slowly maturing investments 

which did not have time to yield fruit before the crisis struck, though in Venezuela’s case the 

average quality of the investment was low as well. The upshot was an extremely low marginal 

gross output to capital ratio, averaging an abysmal 0.09 over the 25-year period of 1977–

2001.
274

 Like Nigeria and other countries, the rush to invest during the peak oil-boom years 

led not only to serious wastage of resources, but also to an overheating of the economy, 

which laid the groundwork for a sharp macroeconomic downturn. Private investment reached 

unusual levels in 1976–1977, then crashed under the influence of falling profits (partly due to 

a 30% wage increase decreed by congress in December 1979 and to declining domestic 

demand), capital flight, and the generally worsening investment climate. 

 

Venezuela’s crash and its labour-market and inequality fallout 

Venezuela’s growth decelerated rapidly from 6.3% in 1977 to -4.4% in 1980 and remained 

relatively low until 1986; with the average over 1978–1985 being negative at -0.73% (Table 

11.A.1). In response to this crisis, a devaluation was eventually carried out in 1983, together 

with the implementation of price and other controls and a curbing of public expenditures. 

Though fiscal balance was regained, the real devaluation did not induce many resources into 

the tradables sector, a result attributed by Marquez (1995) to continuing price and import 

controls, but in any case not too surprising in a natural resource exporter like Venezuela at a 

time of crisis.  This leaves the question of whether and under what circumstances Venezuela 

might have been saved by a larger devaluation, allowing it to leave its narrow minerals-
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 The very low marginal output to capital ratio of the non-financial public companies suggested both 

poor management and slow maturation.  Steel and aluminium companies had technical problems and 

faced low domestic demand and weak world markets due to the downturn, resulting in huge excess 

capacity. A quick payoff could not be expected for the big infrastructure and public-sector investments 

undertaken, but the considerable private investment did not pay off rapidly either – perhaps due to 

bottlenecks and falling demand as general stagnation started to set in. 
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dependency behind as Indonesia and Chile did. If so, would the distributional outcome have 

been negative, like Chile’s? In the event, Venezuela’s political process was not up to the task 

of resolving the crisis and implementing a policy package that would propel the country 

forwards.  

 

With weak growth of GDP and a sharper downturn in national income (as the terms of trade 

moved against the country) came an even more serious wage crash. Wage fluctuations in 

Venezuela have been large in both directions. Between 1950 and the peak in 1978 the 

implicit wage series from the national accounts indicates an approximate doubling, for an 

annual increase of 2.4%, and by 1989 this series was back below its 1950 level. It appears 

that economies like Venezuela’s, in whihc one sector is much more competitive than nearly all 

other tradables, are prone to an especially rapid decline in the real wage when growth is slow 

or negative and the price elasticity of demand for labour is inherently low – except perhaps in 

the very low wage range. The sharp fall in real wages in Chile after 1973 may be another 

example of the fragility of high wages in such economies. 

 

Several factors contribute to such extreme wage fluctuations. First, the sum of real wages, 

real returns to private capital and real government revenues changes with national income 

and net transfers rather than with GDP, and, as noted, the former is much the more volatile in 

a country like Venezuela with an export whose price changes dramatically. If wages were a 

constant share of national income over time, they would be considerably more volatile than 

would GDP per capita. Beyond this consideration is the fact that labour productivity varies 

greatly by sector, being far higher in export activity than in the rest of the economy. The public 

sector, buoyed in good times by high revenues, pays its workers well during those phases, 

but cannot keep both real wages and employment up when times get bad. In the rest of the 

economy wages are set primarily by supply and demand; and informality among such non-

tradables as retail commerce will tend to dominate, especially when other tradables are not 

competitive. 

 

Together with Venezuela’s wage crash came a dramatic increase in the level of informality. 

Over the period 1990–2002 Latin America as a whole saw a moderate increase in the share 

of non-agricultural workers found in the informal sector, from 42.8% to 46.9%. But in 

Venezuela the increase was spectacular, from 34.2% (considerably below the regional 

average) to 55.9% (well above it). This increase, by far the biggest in the region over this 

period, saw an incredible 20% of the labour force fall out of the formal and into the informal 

sector. Such a dramatic shift is probably without precedent, at least for countries whose 

formality ratio had reached as high as two-thirds. As noted above, that ratio had been 

strikingly stable at over 60% of non-agricultural employment (two-thirds with domestic service 

included) between 1920 and 1950; with little net change to 1990, after which the crash took 

place. This period also saw a dramatic increase in urban female participation rates from 38 to 
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53% (or about twice as great as the regional average increase) (CEPAL 2004) and in open 

urban unemployment rates, with an increase from 11.0% to 18.9% – second only to 

Argentina’s over that period. Interestingly, though, the ratio of informal to formal sector 

earnings fell less in Venezuela (from 71% in 1990 to 58% in 2003) than it did in most other 

countries of the region (Berry 2007).
275

 

 

While no one would deny the roles of both policy errors and bad luck in the Venezuelan 

drama, it would be equally incautious to assume that any easy transition to fast, sustainable 

growth was available for such an oil-dependent country. What combination of activities could 

have been nudged into existence or expansion by a different routing of the funds, which in 

fact went to the capital-intensive state enterprises, is hard to say. Possibly the small and 

medium enterprises (SME) sector could have grown faster, with resulting benefits to 

employment, had policy been sufficiently supportive. The investment in human capital which 

did occur was no doubt useful, but was probably less than would have been needed to give 

Venezuela a good chance to develop strong comparative advantages based on such capital. 

An exchange rate sufficiently depreciated to bring many more activities into competitiveness 

would probably have been a necessary condition. Maintaining such a rate may be the 

greatest political challenge in countries whose powerful middle- and upper-income groups are 

accustomed to cheap foreign imports and to moving their assets abroad at an attractive 

exchange rate when it suits them. 

 

From an employment/distribution point of view, the search for new export potential in highly 

capital-intensive industries was a lost cause from the beginning. Such a policy pattern is 

frequent in mineral-exporting countries, reflecting the fact that additional processing is one of 

the obvious options for any natural-resource exporter and that engineering and other skills 

that are built up around the natural resource export can also be put to use in some of these 

related activities. It is a much bigger policy stretch to search for quite different export 

opportunities. Many cards were stacked against Venezuela. Relatively high modern-sector 

wages blocked some options, lack of the appropriate skills probably blocked others, and the 

‘oil mentality’ idea that Venezuela was an oil country and not much else no doubt played a 

role as well. All these factors conspired together to generate the dramatic increase in the 

informalisation just noted, the sort of increase one might expect in the course of a dramatic 

economic downturn rather than in a slow growth period. The Venezuelan experience over the 

last quarter of the 20
th
 century is, to put it mildly, a cautionary one for all middle-income 

exporters heavily dependent on a mineral export. With Venezuela – like other oil countries, 

now in another boom period – it remains to be seen how much better or worse a very different 
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 The pattern of increasing informalisation in Venezuela requires more study. It is concentrated in a 

period (since 1990) when average growth was no worse than in the 1980s. Income inequality did rise 

somewhat and manufacturing wages fell sharply (Berry 2007). 
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type of government has dealt and will deal with the ever-present challenges of high 

dependency on a mineral product. 

 

Nigeria: Impoverishment through oil? 
 

The prelude to oil-based take-off 

Nigeria was a relative latecomer among major oil countries, having previously not been at all 

minerals-based,
276

 and its economy developed relatively quickly from the turn of the 20th 

century – apart from an interlude of stagnation (1929–1944) during the Great Depression and 

the Second World War.  Production of agricultural exports was based on the indigenous 

response of small farmers to economic incentives. The second motor of development was the 

government, which though small in terms of employment, performed vital functions of law and 

order and built railways which knitted the country together and opened coastal markets for 

peasant producers. Helleiner (1966) has judged that, in spite of some mistakes, the Nigerian 

government’s activities in agriculture, industry, infrastructure and education played a major 

role in postwar economic development. 

 

As this early development proceeded, the country remained overwhelmingly rural and in 1931 

just 7% of the population lived in centres of over 20 000 people (Helleiner 1966). As of 

1952/1953, 78.6% of the male working population were in the primary sector (including 

mining), 6.1% were listed as craftsmen, and 5.8% were in trade and clerical activities. In the 

early 1960s only half a million of the employed group of 8.1 million worked in establishments 

of ten or more persons, which means that in 1952/1953 this share was probably around 5% at 

most. In short, the economy was scarcely modernised prior to its experience of acceleration. 

 

Temporary acceleration 

The first major impact of oil on the Nigerian economy was to precipitate an inter-group 

struggle for rents as, soon after independence in 1960, Biafra’s attempt to secede resulted in 

a civil war (1967–1970) and much accompanying turmoil.
277

 Nigeria’s economic performance 

has been erratic and, on average, weak since its dramatic recovery from civil war and good 

years, fostered by the oil price hikes, have been interspersed with bad ones.  

 

After the civil war, Nigeria racked up three years (1969–1971 inclusive) with an average 

growth of 21%, and the average over 1969–1974 inclusive was 13.6% (Table 11.A.2). A 

considerable part of this was recovery from the economic devastation of the war.  
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 Though there was exploitation of tin, it accounted for only  a small share of exports. 
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 The stage for this struggle had been set by the ethnic tensions, particularly in the Niger Delta and by 

the country’s colonial past (Ross 2003).  
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As with Venezuela, national income was rising much faster than GDP as oil prices rose so, 

though GDP growth averaged under 4% over 1971-1980, national income was rising by 

several points faster. But this dramatic increase in national income did not provide a basis for 

sustained growth beyond the 1970s; the average for the 1980s was a meagre 1.1%. 

 

Inability to sustain growth 

A continuing feature of Nigeria’s sporadic growth has been the generally very low payoff to 

investment. The lack of capacity to sustain growth was in evidence again when a patch of 

good growth over 1985–1990 ended abruptly in the early 1990s, since which time the five-

year average seldom exceeded 3% until the most recent boom began in 2003.  Over 1978–

2002 average growth was just under 2%, leading to a net fall in GDP per capita of about 

16%.
278

 The first serious slowdown, over 1978–1984, was not associated with a low 

investment rate in either current or 1987 prices. More strikingly, over the quarter century 

1973–1997, during which the average investment rate was nearly 30% in constant 1987 

prices though only about 20% in current prices,
279

 the average marginal output to capital ratio 

was just 0.10 (using constant 1987 prices) or 0.15 (using current prices), in either case a very 

weak performance.
280

  Such a low output to capital ratio suggests falling efficiency of resource 

utilisation. Sala-I-Martin and Subramanian (2003) conclude that total factor productivity fell at 

an average rate of 1.4% over 1965–2000.
281

 Capacity utilisation in manufacturing, of which 

government owned a substantial part, is estimated to have fallen from about 77% in 1975 to 

50% in 1983 and to around 35% in the mid-1990s (Bevan et al. 1998). 

 

Nigeria’s oil industry appears to have discouraged production both in agriculture, whose share 

of output and employment has fallen precipitously, and in manufacturing, which had achieved 
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 Even including the oil-based boom of the early 1970s, average growth over the rest of the century 

was just under 2.9%, implying a slight fall in GDP per capita. 

 

279
 Nigeria’s reputation for corruption and theft might prompt the question of whether that factor alone 

could explain much of the weak performance. Flight of ill-gotten wealth from the country, which has 

been substantial, would be expected to show up in a lowered investment rate, so the fact that this ratio 

was not particularly low suggests that other factors, perhaps including other forms of corruption, were 

the principal forces behind the slow growth. The relative importance of the damage done by corruption 

and that resulting from inefficient resource allocation due to other causes remains an interesting 

question in cases like this.  

 

280
 Since capital goods prices were atypically high in 1987, their use exaggerates somewhat how bad 

the marginal output to capital ratio was. 
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 Though the accuracy of the capital stock figures on which this estimate is based could certainly be 

questioned, the conclusion that the trend of total factor productivity was negative or that the average 

rate of return to investment was low seems beyond doubt. 

 



    

 323 

only very modest development before the oil industry came along. Although traditional 

handicraft industry was always present, power-driven machinery only began to enjoy 

widespread use after the Second World War (Helleiner 1966). Some import-substituting 

industries (mainly light manufacturing for consumer goods) got going by the early 1960s and 

the sector had developed somewhat further by the time of the civil war and the oil boom, but 

the base had not been established to successfully confront cheap imports on a fairly broad 

scale – nor has a strong base emerged since. 

 

Nigeria’s oil period ushered in a rapid process of urbanisation and labour reallocation, similar 

to Venezuela’s between 1924 and 1940. By the 1986 household survey only 48% of the 

classified labour force was still in agriculture, with manufacturing’s share sitting at a paltry 

4.4%, commerce up to 25.0 and services to 15.3%. At this time only about 19.4% of the 

employed were in paid positions with the majority of these (60%) being in services, 

presumably mainly in the public sector.  In manufacturing, only 18.2% of the employed were 

paid workers and in commerce (dominated by women) that share was a minuscule 2.9%. In 

terms of employment structure, Nigeria thus urbanised in a much more ‘informal’ way than 

Venezuela did, and few paid jobs appear to have been available outside government. 

Employment was also strongly skewed towards commerce, as reflected in the eye-catching 

ratio of about six jobs in the commerce  sector for every one in manufacturing. While this ratio 

varies widely across developing countries –  even in other minerals-dependent countries, it 

has seldom even remotely approached this level.
282

 

 

Between the experiences of Nigeria and Indonesia (another country whose high oil 

dependence arose when it was still heavily agricultural), there is a striking contrast both in 

terms of what happened to agriculture and of overall economic performance. Nigeria’s 

development strategy was strongly urban-biased with an emphasis on construction of main 

roads and on the spread first of primary, then of secondary and tertiary education. There was 

no generalised rural labour surplus, so as workers were pulled away the supply available to 

agriculture shrank, exerting downward pressure on output. Meanwhile, agricultural technology 

was static; and though some observers think much could have been done in this area, it was 

not. The decision-makers believed that achieving productivity gains in smallholder agriculture 

would be very difficult (Gelb and associates 1988). Politics favoured spending on education 

rather than, say, on agricultural research, whose payoff is usually delayed and not well 

understood either by the population or by most decision-makers. Added to this, a widespread 

feeling that education could be an avenue of upward social mobility helped to make it a 

popular spending channel. Policy-makers believed that urban poverty could be attacked by 

service delivery, whereas rural poverty was seen as a much tougher nut to crack. Within 

                                                 
282

 In Chile the ratio reached 1.5 in 2003, after a considerable rise during the previous couple of 

decades. In Venezuela it was just over 1 around 1980 and in Indonesia it was about 1.5 at that time. 
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agriculture the spending pattern favoured large, better-placed farmers. To place Nigeria’s 

unfortunate decisions in historical perspective, the recognition of the potential for raising 

small-farm productivity was only beginning to be disseminated in the developing countries in 

the 1970s, whereas the payoff to education was widely accepted by specialists. 

  

Gelb and associates (1988) judge that Nigeria’s post-civil-war (i.e. post-1970) growth might 

have been reasonably good without the influence of oil. In the event, non-mining growth 

averaged just 2.5% over 1972–1984 (fast in the first years, then becoming negative), despite 

the biggest investment splurge in the country’s history. A high share of that investment went 

towards physical and social infrastructure, but it did not do much to stimulate other economic 

activities. Investment quality was negatively affected by a relaxation of approval procedures 

that accompanied the acceleration of public programmes (Gelb and associates 1988). Then 

came the disruptive effects of the cutbacks after the second oil boom. Inefficiency in the 

import licensing system caused shortfalls in imported raw materials that severely affected 

industry; and it is estimated that manufacturing was operating at low capacity in the mid-

1980s even as prices of manufactures rose. These proximate determinants of growth were 

affected by the quality of economic management, by the quality of the relevant institutions, 

and by political preferences and conflicts. Indigenisation involved profit sharing in oil and 

rapidly advancing Nigerian personnel. The overall push for national control over the economy, 

including oil and other mineral sectors, by the planners occurred in spite of (and in full 

knowledge of) the corruption of Nigerian statutory corporations and state-owned companies 

(Gelb and associates 1988). Tellingly, the first serious slowdown over 1978–1984 was not 

associated with a low investment rate, but with an extremely low pay-off to the investment that 

took place.  

 

Of the oil countries studied by Gelb and associates (1988), Nigeria (together with Iran) 

suffered the highest degree of exchange rate appreciation by the early 1980s. The 

overvaluation was to a large extent related to the political need/desire to create rents for 

government officials and their cronies.  Sala-I-Martin and Subramanian (2003) note that it is 

not clear that the oil windfalls led to a fall in the relative price of tradables, given bottlenecks 

and other market imperfections, but it is clear that the exchange rate was not given a chance 

to be a tool for identifying and inducing into production a wide range of tradables, as it seems 

to have done in Chile – in fact, it was quite the opposite. More generally, Nigeria has not been 

able to use its oil revenues to energise the non-oil sector and revive overall growth. Like 

Venezuela, the industries selected for favourable attention were bad choices per se and/or 

their management was defective.  Since, unlike Venezuela, it did not have five decades of 

rapid oil-based growth before the effects of the curse were felt, it is arguable that this is a 

case where long-run growth has been retarded by oil. It is even more likely that long-run 

poverty has been increased by it. 
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Sala-I-Martin and Subramanian (2003: 1) see Nigeria as a prime example of the proposition 

that ‘some natural resources – oil and minerals in particular, exert a negative … impact on 

growth via their deleterious impact on institutional quality … [and] Waste and poor institutional 

quality stemming from oil appear to have been primarily responsible for Nigeria’s poor long-

run performance.’ They also maintain that, because inequality has increased greatly since the 

oil bonanza began while per capita income has not changed, poverty has risen significantly. 

Since Nigeria had no credible data on income distribution at the beginning of the oil period, 

this judgement is based partly on guesswork, but is consistent with the high (but presumably 

substantially understated) Gini coefficients of 0.5 or more from recent surveys, the reasonable 

presumption that the pre-oil economic structure could not generate nearly as much inequality, 

and the evidence of a sharp rise in inequality since 1985.
283

 Accepting this version of 

Nigeria’s distributional history since the arrival of oil, one must thus conclude that it has been 

a classic case of a country experiencing seriously negative impacts of Dutch Disease on both 

growth and employment/inequality. 

 

Alternative paths? 

What should have been done in Nigeria? It is almost certain that following the Indonesian 

route in the sense of trying to raise productivity in agriculture would have been one of the key 

components of the optimal package – and very likely the key one, even though it would have 

been harder and the payoff would have been both less than and more delayed than it was in 

Indonesia. In any event, Nigeria can probably be classified as one of the countries with the 

most extreme urban bias over the last half century.
284

 Certainly exchange rate management 

would also have been important. Slowing down the use of the oil rents (however they were 

used) would have been highly beneficial, since one reason for low pay-off was the rush to do 

too many things at once in a system where neither markets nor the administrative 

apparatus/infrastructure was up to it. Whether and when manufacturing would have come to 

play a significant role under an ideal scenario is harder to say. 

 

Conclusions about the Venezuelan and Nigerian experiences 
A high level of minerals dependency is a state from which almost all countries must sooner or 

later find an exit. This means generating new or resuscitating former comparative advantages 

(CAs) in the production of other tradables, as well as raising productivity in non-tradables. 

With respect to tradables, two broad and related questions arise: What is the appropriate 

balance between increased production of exportables and of importables, and what is the 

                                                 
283

 Canagarajan et al. (1997), taking advantage of two national consumer surveys – undertaken in 1985 

and 1992 respectively – report that the Gini coefficient for per capita real expenditures rose from 0.387 

in the former year to 0.450 in the latter, an unusually rapid change for such a short period. 

 

284
 The concept of urban bias was elaborated on by Lipton (1977). Okowo (1991) discusses the 

phenomenon as it unfolded in Nigeria. 
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sectoral composition of those new CAs, as among agriculture and other primary activities, 

manufacturing and services? Then there is the big policy question: what is the best way for 

the country to get where it wants to go – is there a significant role for industrial strategy or can 

markets do a better job relatively unimpeded? The two case studies reviewed in this chapter, 

together with other relevant cases like Chile and Indonesia, suggest a number of hypotheses. 

  

1. Depending on the country, promising new CAs may emerge in any of the primary, 

secondary or tertiary sectors. In Indonesia, a useful comparator with Nigeria, a central 

factor in success was investment to raise agricultural productivity – especially in rice, the 

staple crop which could have become a significant import in the absence of that improvement. 

Failing to achieve much productivity increase in agriculture contributed to failure in Nigeria. By 

midway through the twentieth century agriculture was already much less important in 

Venezuela and in Chile, a structurally similar country of Latin America where, in contrast to 

Venezuela, a number of non-copper primary activities as well as new manufacturing 

exportables contributed significantly to a new wave of exports gathering strength by the 1980s 

and helping to explain that country’s sustained high growth (Berry 2008).  

 

2. The role of service tradables should not be discounted. Some services are clearly 

important to the development of non-service tradables. The rapid increase in employment in 

the category ‘services provided to business’ in Chile during its recent burst of growth suggests 

that they are making an important contribution. In addition, international trade in services is 

large and, in some cases, growing fast. Such services could be expected to play a greater 

role in the successful exit from minerals dependency now and in future than they did a few 

decades ago.  

 

3. The role of manufacturing is probably the most intriguing element in the experiences of  

minerals-dependent countries. Indonesia and Chile were able to leave the natural resource 

curse behind by evolving into more diverse exporters – Indonesia mainly in light manufactures 

as befits its labour surplus and low wage rates, and Chile in a wider range of products – 

including intermediate-technology manufactures, but only after a phase during which the main 

non-copper exports were primary goods with little or no processing. Whether there are 

countries for which a major aspect of successful exit from minerals dependency lies in import-

competing manufacturing is harder to judge. Raising competitiveness in import substitutes 

proved to be a path to export success in a number of the East Asian cases. In light of the 

special benefits often said to flow from manufacturing activities, itt is suggestive that the great 

majority of the countries to achieve sustained growth have also made serious advances on 

the manufacturing front. Protection of domestic markets was part of the package when 

Venezuela, Ecuador and some other countries created jobs rapidly during mineral-based 

growth. If a strong industrial policy is an important contributor to success, this may now be 

harder for countries like Venezuela and Nigeria in a world that looks less positively on trade 
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protectionism. On the other hand, the exchange rate can be powerful tool to provide more 

neutral incentives for new tradables. Possibly countries like Chile, Venezuela and Nigeria 

need a period of gestation to prepare conditions for a major surge in competitive or 

reasonably competitive manufacturing – in Chile, the period that lasted from the late 1970s to 

the 1990s.  

 

4. The experiences of Venezuela and Nigeria, along with various other countries, confirm the 

risks implicit in focussing on capital-intensive industries, even in countries like 

Venezuela which are less labour abundant than many others, and the risk of lodging such 

activities in the public sector. Chile invested relatively fewer resources in industries of 

questionable appropriateness related to its main export. Indonesia lost some rents to 

corruption in the oil industry and, more generally, was at some risk of allocating too many 

resources to high-tech activities (like aircraft that did not hold much promise of success; but 

when overall economic prospects started to look uncertain the president turned to his team of 

qualified technocrats, who succeeded in reining in such policies and carrying out a major 

successful devaluation. Avoiding highly capital-intensive sectors is part of the broader 

challenge of avoiding bad investments in general. It was easier for Chile to escape this 

temptation with respect to non-public investment, since its government believed strongly in 

letting market forces determine resource allocation. Indonesia was lucky to escape the threat, 

but Venezuela and Nigeria were less fortunate. 

  

5.  One of the most striking features of two success stories in defeating the natural resource 

curse – Chile and Indonesia – was their timely use of devaluations to achieve highly 

competitive exchange rates. It would take a careful analysis to ascertain the extent to which 

Venezuela and Nigeria could have benefited from this policy, the obstacles to which can be 

daunting.  

 

6. Strong economic teams with access to influence appear to have contributed greatly, and 

were perhaps even necessary conditions for the successful conquest of the curse in 

Indonesia and Chile. Venezuela and Nigeria, in contrast, lacked such teams.  

 

7. Good growth opportunities usually create remunerative jobs and, if they do so in 

sufficient numbers, this helps on the poverty and distribution fronts. Downturns naturally tend 

to have the opposite effect; when they occur in countries exporting commodities that create 

little employment directly, the effects can be dramatic, as reflected in the experiences of 

Venezuela and Nigeria. In the former case, informal activities rose dramatically and in the 

latter (where informality was always high) inequality did. 
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Chapter 12:  Generalising 
 

Revisiting the conceptual framework 
The case studies presented in the these chapters have in the first instance attempted to 

identify the roles of three proximate factors in acceleration and sustained economic growth: 

growth of inputs (especially capital), increases in productivity, and changes in the degree of 

resource utilisation. The next section reviews the results of that attempt and outlines eight key 

observations from the case studies. The case studies have also reviewed policy instruments 

and other factors that appear to have influenced the proximate determinants of growth. While 

it is seldom possible to define the causal process accurately, plausible hypotheses can be 

identified – for example, that export success was the pivotal phenomenon in one country, that 

acceleration was significantly aided by pro-savings policies in another, etc. In the sections 

which follow I will bring together the main findings on the underlying factors that helped to 

raise growth to high levels and keep it there. I will also review the evidence on the crucial 

employment and distribution aspects of acceleration and subsequent sustained growth. I then 

provide a snapshot view of key aspects and policy issues around acceleration and 

maintenance of high growth. Lastly, I address a few more speculative points on which the 

evidence is less clear.  

 

Although, as expected, there is no single pattern associated with acceleration to high, sustained 

growth, several features appear with sufficient frequency to be suggestive of commonalities. In 

addition to this, the variations across the countries studied often provide plausible explanations 

for the exceptions to those fairly general patterns. Appendix 12.1 summarises key features of 

each country’s experience. As noted in the relevant chapters, there are several cases in which 

acceleration may be seen as occurring in two or three stages – a ratcheting-up process. 

Where this is the case, the largest jump in the rate was usually the first one, so it is the one to 

which reference is mainly made in the discussion below. 

                                              

Proximate determinants of growth acceleration: Savings, 
investment and the marginal output to capital ratio 
The only directly growth-related variables available for all of the acceleration episodes 

reviewed here are the rate of labour-force growth, the investment rate (gross investment to 

GDP ratio), and the marginal output to capital ratio (O/K); the latter two of which together 

tautologically determine the growth rate. The interesting questions on which these data can 

throw some light for each of the acceleration and sustained high growth periods are: 

 How much of the increase in output was related to investment and how much to rising 

marginal productivity of capital? 
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 What factors were at work in raising the marginal productivity of capital? 

 What types of investment took place and by whom? 

 How much of the increase in investment was accounted for by an increase in (current 

price) savings and how much (if any) by a decrease in the price of capital goods? 

 Who undertook the savings, as among foreign agents, domestic government, domestic 

business and households?  

It is well known that the great bulk of investment in developing countries is financed by their 

own savings and, except for special cases, it might be implausible to expect a high share of 

growth to reflect a rising marginal productivity of capital in the long run. Falling capital goods 

prices might also play a significant role, judging from the historical experience of the now 

industrial countries (Collins & Williamson 2001). On the composition of both savings and 

investment by agent, no very strong presumptions emerge from the literature. The patterns 

that are expected over longer periods of sustained growth, say a couple of decades, do not 

necessarily hold for the relatively short period of acceleration, however, making it important to 

look carefully at the empirical record, in search both of general patterns and of evidence as to 

how much the pattern varies from country to country, over time, and in response to structural 

and policy variables. The following observations highlight the key insights obtained from 

studying the countries selected for case study in this volume. 

 

Observation 1: The gross rate of investment (measured in constant prices) always rose, 

usually by something like 10 percentage points over the decade after growth started to 

speed up 

Exceptions to this were India, Brazil, and Ireland (see Table 12.1). In India this ratio increased by 

no more than 3% of GDP until the current decade (and thus well after acceleration, regardless of 

where one dates it), although the current price ratio did rise gradually by about 10 points between 

the early 1970s and the mid-2000s years.285 In Brazil the investment rate rose from its low of 

13.3% just before take-off to a high of 21.2% in 1975, but the average over the ‘miracle’ years 

was very little above that of the preceding period since high rates were only reached at the end 

of the very fast growth period. In Ireland the investment upturn seemed to lag behind that of GDP 

and was of quite modest proportions (about 3.5% from the five-year average low to the high). In 

this case the investment rate had in fact been higher in earlier periods of good growth than it was 

during the big boom of the 1990s.  

 

Table 12.1: Behaviour of savings, investment and the marginal output to capital ratio 

before, during and after acceleration 

 

                                                 
285

 As noted in Chapter 6, it is possible that the price deflators are not accurate and that the real 

investment rate did rise faster than the available constant price series indicates.  
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Country Years
a  

 Growth 

rate  

Domestic 

savings 

rate 

Investment 

rate (current 

prices) 

Investment  

rate 

(constant 

prices) 

Marginal 

output to capital 

ratio 

China 

  Pre-acceleration
 b 

 

  During acceleration 

  Post-accel. high growth 

 

1933–51 

1952–57 

1958–74 

1975–04 

 

 1–1.50 

 7–8.00 

 5.74 

 9.24 

 

 10–12 

0.22–0.24 

   25.50 

  37.94   

 

10–12 

0.22–0.24 

  23.00 

  36.92 

 

10–12 

0.22–0.24 

  27.40 

 38.75 

 

0.100–0.130 

0.330–0.370 

 0.209 

 0.238 

Singapore 

  Pre-acceleration 

  During acceleration 

  Post-accel. high growth 

 

1950–60 

1961–73 

1974–06 

 

   4.80 

10.38
c 
     

6.99  

 

   N.A. 

  12.41 

  43.79 

 

    N.A. 

  37.28 

  45.55 

 

  N.A.  

 30.40 

 35.83
 d
  

 

  N.A. 

 0.341 

 0.197
 d
  

Brazil 

  Pre-acceleration 

  During acceleration 

  Post-accel. high growth 

 

1962–67 

1968–74 

1975–80 

 

  3.62 

10.89 

  6.45 

 

N.A 

20.20 

21.51 

 

 19.56 

 21.85 

 23.52 

 

 15.29 

 17.17 

 18.55 

 

 0.236 

 0.634 

 0.348 

Indonesia 

  Pre-acceleration 

  During acceleration 

  Post-accel. high growth 

 

1961–67 

1968–74 

1975–97 

 

 2.02 

 8.65 

 7.02 

 

   7.35 

 17.55  

 30.88 

 

    9.20 

  17.17 

  28.40 

 

   7.87 

 11.69 

 26.47 

 

 0.257 

 0.740 

 0.265 

Malaysia 

  Pre-acceleration 

  During acceleration 

  Post-accel. high growth 

 

1947–59 

1960–74 

1975–97 

 

 2.50± 

 6.55 

 7.32 

 

 14–18% 

  22.67 

  33.13  

 

 <10%  

 18.97 

  30.82 

 

<12%  

  21.00 

  33.65 

 

 0.200±
 e 

 

 0.312 

 0.218 

Korea 

  Pre-acceleration 

  During acceleration 

  Post-accel. high growth 

 

1955–62 

1963–69 

1970–02 

 

  3.90 

 9.53 

 7.31 

 

    N.A. 

  17.30 

  24.01                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                       

 

11.80±
 f  

21.60 

31.23 

 

   7.0±
f
  

14.31 

  28.19 

 

 0.557 

 0.666 

 0.259 

India  

  Pre-acceleration 

  During acceleration 

  Post-accel. high growth 

 

1971–76 

1977–90 

1991–05 

 

 2.73 

 5.18 

 6.00 

 

 16.79 

 19.98 

 23.87 

 

 17.79 

 21.69 

 24.35 

 

23.66 

24.97 

25.19 

 

 0.115 

 0.207 

 0.238 

Chile 

  Pre-acceleration 

  During acceleration 

  Post-accel. high growth 

 

1973–84 

1985–92 

1993–97 

 

  1.72 

  7.62 

  7.47 

 

  15.45 

  25.97 

  26.23 

 

17.16 

22.24 

26.61 

 

11.69 

15.53 

22.13 

 

0.010 

0.491 

0.338 

Ireland 

  Pre-acceleration 

  During acceleration 

 

1979–86 

1987–00 

 

  2.31 

  6.84 

 

  14.85 

  28.60 

 

 24.06 

 19.24 

 

 19.04 

 15.31 

 

 0.121 

 0.447 
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  Post-accel. high growth 2001–06   5.45   39.78
g
  23.76   n.a.   n.a. 

 

a
 Periods defined inclusive of beginning and end years; thus growth over 1960–1965 refers to 

growth over the six years beginning in 1960 and ending in 1965. 

b
 The pre-acceleration period is somewhat arbitrarily chosen. 

c
 From Huff (1994) 

d
 Period is 1974–2002 

e
 Based on Bruton and associates (1992) 

f
 Figures of World Bank World Tables 1976 spliced to those of Table 4.A 

g
 Covers 2001–2004 

Source: Appendix tables except as otherwise noted 

 

 

Where the investment rate did not rise significantly, the fact that growth did means that there was 

by definition a very large rise in the marginal productivity of capital, likely though not necessarily 

associated with a significant increase in total factor productivity. In Ireland, the 1990s boom 

coincided with a huge increase in exports and a sharp rise in labour absorption. In India, prior to 

the trade opening of the early 1990s and the resulting sharp increase in trade ratios, the only 

earlier increase in that ratio took place in the first half of the 1970s, so this is the one case in 

which neither investment nor exports showed a clear and simple association with growth. 

 

Observation 2: The rate of investment reached 25% or more in nearly all cases of 

sustained growth and got close to that level in the others
286

 

Typically the country was several years into the fast growth period when this level was reached 

or approached (5–7 years in Brazil, Chile and Korea; over 10 years in Malaysia, Indonesia and 

Singapore), perhaps 15 years in China where the ratio was very low (around 11%) as the take-

off began in 1952. As on the previous point, the partial exceptions here are India, Ireland and 

Brazil. India’s current price investment ratio did reach 25% around 2000, a similar story to that of 

Ireland. Brazil approached that level briefly in the late 1970s. The need to get investment up to 

around 25% relates to the fact that few countries can keep the marginal O/K ratio above 0.25 for 

extended periods of time. 

 

Observation 3: The ratio of gross domestic (or national) savings to GDP
287

 rose 

between slow and fast growth periods – sometimes by less than the investment ratio, 

but more frequently by more
288

  

                                                 
286

 The use of a single benchmark like 25% is potentially misleading since the relative price of capital 

goods varies both over time in a given country and from country to country, so that a given current 

price investment rate may mean something different from that same rate in a different country or at a 

different point of time. Accordingly, as a rough approximation, we categorise a country as having 

reached this level if either the current or the constant price series does so. 
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In most cases this ratio rose by at least 10% of GDP within a decade of the onset of acceleration 

and in most cases (China, Korea, Singapore, Indonesia and India) it eventually increased by a 

dramatic 20% or more of GDP. Sometimes the rise was modest during acceleration, but then 

continued during the subsequent sustained growth – as in Malaysia where the pre-acceleration 

rate was relatively high, and in India, where savings ratcheted up over the various actual or 

putative growth accelerations. Brazil, whose period of sustained growth was short, was the only 

case in which savings never achieved a high level – apart from a brief late 1980s bubble in the 

wake of the Cruzado plan, the rate has varied little from 20%, but both current and constant price 

investment jumped by 5 points or more (depending on the exact years chosen) during take-off 

with the help of capital inflows.  

  

Where there was a difference between the upward trajectory of the (constant price) investment 

ratio and the (current price) savings ratio, the latter usually rose more gradually, explained by 

some combination of foreign savings allowing current price investment to rise faster than current 

price savings, or a fall in the relative price of capital goods, allowing constant price investment to 

rise without an increase in current price investment. (The latter effect is not often apparent 

though; in fact, the relative price of capital goods appears to have risen more often than fallen.) 

India provides a good example of this pattern. The savings rate rose rather smoothly by a total of 

nearly 20% of GDP between 1960 and the present decade. Current price investment showed a 

similar relatively smooth ascent, while constant price investment typically rose only a couple of 

points at the time of the various points when growth appears to have ratcheted up and grew less 

than 10 points over the whole period. Ireland’s savings rate had already risen significantly during 

a period of decent growth before the early 1980s lull, then took off to increase by another 20 

points during the take-off and subsequent fast growth. In this case, however, the investment 

series showed no secular trend until the take-off, with the current price ratio rising by 6–7 points 

and the constant price series by much less as capital goods prices rose sharply. Indonesia also 

saw a truly dramatic increase in savings by over 20% of GDP by its peak in the early 1990s, with 

the current investment series showing a similar trend and constant investment a rather stronger 

one. This was one case in which changes in the relative price of capital goods helped to raise 

real investment.  

 

Observation 4: Foreign savings in one form or another sometimes provided an 

important boost to the growth process via their impacts on investment and other 

mechanisms 

                                                                                                                                            
287

 These two savings rates typically do not differ enough in their time trends to affect the discussion 

here. 

 

288
 Where one considers the current prices savings and investment series, this proposition is equivalent 

to saying that foreign savings played a greater role in acceleration than in the previous slow growth 

period. 
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As might be expected, this is especially true for small economies where foreign capital can 

account for a substantial share of savings and investment, and where foreign direct 

investment (FDI) can make an important contribution to technology and access to world 

markets. Both Singapore and Ireland made attracting FDI central to their growth strategies. 

Both had also, by the time of their take-offs, fulfilled the conditions to attract it on a large 

scale. The role of FDI was necessarily less prominent elsewhere, but still important in the 

acceleration episodes of Brazil and Chile, as well as Malaysia, where foreign enterprise had 

always been important. Brazil’s miracle years saw a considerable capital inflow.  In Ireland, 

funds from the European Union Fund were also significant. Chile’s experience exemplifies 

both the benefits and the risk of capital inflows. The country was the recipient of an enormous 

net capital inflow (averaging 9% of GDP) for a seven-year stretch between 1979 and 1985, and 

significant inflows before and after (e.g. 3.7% of GDP over 1986–1989. The excessive inflow 

beginning in the late 1970s contributed to the crash of the early 1980s. The more modest flow 

after that crash, moderated by the system of capital controls introduced at the time, facilitated 

Chile’s growth acceleration. A high level of FDI countries such as Singapore and Ireland have 

received implies a substantial profit outflow. In Singapore’s case, this has amounted to about 

12% of GDP. 

 

Observation 5: Rising business savings were an important source of investment funds 

in a number of cases 

In Singapore and Chile, and probably several other countries as well, the most rapid rise in 

savings as the take-off got moving was undertaken by private domestic business, presumably 

reflecting rising profits which made the savings possible and created good investment 

opportunities. 

 

Observation 6: Forced private savings can contribute to acceleration, though the level 

may have to be relatively high to make a difference 

Although several countries (again, most notably Chile and Singapore, but also Brazil) 

instituted forced savings systems (related to pensions in Chile and more generally in 

Singapore). It seems that for such systems to have a large positive impact on total savings 

their level may have to be quite high because of substitution effects. In the case of Chile, the 

net impact on total savings appears to have been small. In Singapore the effect was 

substantial, but the level of forced savings was so high that few countries could aspire to it. 

 

Observation 7: Public savings can play a leading role in cases where the state has high 

savings capacity and is capable of using those savings well  

Singapore provides the outstanding example of the positive role of public savings, which 

accounted for a third of savings by 1975 and continued rising to over half. Public savings 

reached nearly 8% of GDP in Korea (1968–1970) for over a third of total savings, and in 
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Brazil it reached 8.4% of GDP and nearly 30% of total savings. Public savings are especially 

useful when government is better at allocating resources than is the private sector. Failings of 

the latter include the tendency of private financial systems to over-allocate funds to large 

conglomerates that are well connected to banks (or that control banks), and an unwillingness 

to undertake longer-term loans that may drive investment and growth. Since, however, the 

public sector usually suffers serious failings of its own, no generalisations are possible in this 

area. Too often it boils down to a choice between two inefficient ways of doing things.  

 

  

Observation 8: The marginal gross output to gross investment ratio typically jumped 

sharply between pre-acceleration and acceleration periods, reaching unusually high 

levels during the latter, then slipped back partly during sustained high growth   

In most of the cases reviewed here the marginal O/K ratio rose by more than 0.2 (say from 0.2 to 

over 0.4)
289

, and sometimes by considerably more, between the prior slow growth period and the 

period of acceleration. All countries except Korea saw this ratio rise by at least 50%. The 

average increase (whether defined by mean or median) was from 0.20 to 0.45–0.46 (see Table 

12.2) for an increase of nearly 150% compared to the average increase of around a third (or a 

little more using medians) for the gross investment rate. In this mechanical sense, one could say 

that the over 80% (or 5.4 percentage points) increase in mean growth to threefold its pre-

acceleration level was almost entirely associated with the rise in the gross marginal O/K ratio. By 

the time these economies found themselves in periods of sustained high growth the investment 

rate had risen and the marginal O/K ratio fallen to more normal levels, although it was still well 

above those of the pre-acceleration periods. A comparison of investment rates and marginal O/K 

rates between pre-acceleration and sustained high growth periods shows that the bulk of the 

increase in average growth (of 140%) between these periods  was associated with the 

investment rate (higher by 81%) and less with the O/K ratio (higher by 31%). The very high 

marginal O/K ratios of the acceleration phase are thus special to it and eventually a rising 

investment ratio becomes pivotal to fast growth. 

 

 

Table 12.2: Average behaviour of the gross investment rate, the marginal output to 

capital rate and GDP growth (various periods)
a 

 

Period Gross investment ratio 

(constant prices) 

Gross marginal output to 

capital ratio 

(constant prices) 

GDP growth 

rate 

 Mean Median Mean Median Mean Median 

Pre- 14.50 11.70 0.20
c 

0.20 2.76  2.50 

                                                 
289

 With a 20% investment rate, this would raise the growth rate from 4% to 8%. 
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acceleration
 b

 

 

 

Acceleration 

19.30 17.20 0.465 0.447 8.13  7.62 

Post-

acceleration 

high growth 

26.30
d
 26.50

d
 0.262 0.259 6.64  7.02 

a
 Where the Table 12.1 figures include a range for a specific country, the mean of the two 

limits is chosen. 

b
 Values of 24.0 and 0.20 were assumed for Singapore’s investment rate and marginal O/K 

ratio respectively. The mean and median estimates for the nine countries are unlikely to be 

significantly affected by whatever error is implicit in this assumption. 

c
 Without Korea’s very high 0.557 the figure is 0.157. 

d
 A value of 18.9 was assumed for Ireland’s constant price investment rate (not available in 

the data source), based on the same ratio of the constant to current rates as held during 

acceleration. This implied a marginal O/K ratio of 0.288. 

Source: Table 12.1 

 

In short, it is clear that much of what happens in episodes of acceleration has to do with the rising 

marginal O/K ratio. This is, however, one of the most difficult aspects of the empirical record to 

interpret, since there are several possible contributing factors, with quite different economic 

implications. The typically large rise between the slow and fast growth periods necessarily 

consists of some combination of: (1) an improvement in the rate of resource utilisation due to 

previous underutilisation, a natural accompaniment to an economy’s acceleration out of 

stagnation or slow growth; (2) an improvement in resource allocation among uses; (3) an 

increase in the ratio of other factors to capital; (4) technological improvements in the narrower 

intra-industry and intra-firm senses; and (5) a spurious component associated with the fact that 

the ratio of net investment (accurately measured) to gross investment is likely to rise with the 

gross investment rate.   

 

It is prudent to look at the last factor first, since if net investment has typically risen much faster 

than gross investment, the conclusion that rising capital productivity explains most of the typical 

acceleration could be reversed. How great this disparity will be depends on how wear-out, 

obsolescence and replacement are related to new investment. The conventional depreciation 

rules used in national accounting statistics mean that the estimates of net capital formation 

and of the capital stock are unlikely to provide more than very rough approximations of how 

the flow of potential or actual capital services is changing. Under some assumptions it 

appears that the ratio of net investment (to net product) might rise as much as two or even 

three times as fast as the ratio of gross investment to gross output over the relatively short 

period that defines an acceleration. In the latter case, the net investment rate might have 
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doubled while the gross rate was only rising by about a third, as per the average figures of 

Table 12.2. Were this to be the case, then the relative contributions of rising investment and 

rising capital productivity would change considerably, but the latter would still be the dominant 

factor.
290

 

 

In any case, a key to understanding acceleration is to ascertain the relative importance of the 

other factors underlying rising capital productivity, as well as how they interact with one another 

and with other aspects of the economic process. For example, to what degree do increases in 

the marginal O/K ratio require increases in investment and/or exports to keep aggregate demand 

high? Components (1) and (3) listed above are both likely to have been important contributors to 

rising capital productivity in most of the cases considered here, and both are likely to be 

associated with buoyant aggregate demand. A direct contributor to the sharp rise in capital 

productivity observed in China, Brazil, Indonesia, Chile, India, Ireland and probably Singapore 

was a rapid increase in employment. Total factor productivity may also increase, sometimes 

substantially, but this is more likely to be due to cyclical phenomena, as the economy 

emerges from a formerly high level of resource underutilisation (as in the case of Chile), than 

to the technology frontier’s shift to a new higher level.
291

 In contrast, as argued below 

technological change defined as an outward shift of the production possibilities frontier  (item 

(4) above) is unlikely to contribute much to growth acceleration. It seems implausible to 

expect that this technology frontier will shift outwards very quickly, except to the extent that 

better technologies are built into the new investment.  

 

Although increases in the marginal O/K ratio are the dominant direct contributor to growth 

acceleration, its significance relative to increases in investment does vary considerably across 

countries. Both factors are also significantly in play, which is hardly surprising, given that 

sharp jumps in growth are not easy to achieve through one of the two alone and given that a 

good marginal O/K ratio is likely to stimulate an increase in investment, thus creating a 

tendency for both to contribute. Nor is it surprising that in many cases the rapid incorporation 

of previously underutilized resources has been a factor. 

                                                 
290

 In principle this ambiguity as to just what gross investment figures mean constitutes one argument 

to prefer the use of production function analysis in trying to identify the key changes that produce or 

come with acceleration. As noted earlier, I did not opt for that approach because even the somewhat 

credible capital stock data now available for most countries were missing for too many of them during 

the relevant time frame. But even had such data been available, much ambiguity would have remained 

due to the failure of depreciation rules applied in national accounting to give a good approximation of 

how the potential flow of capital services changes over time. 

 

291
 These distinctions do turn on how inputs are measured. If the full capital stock in a factory is 

defined as an input, even when not all of it is being used, then growth will appear to involve rising total 

factor productivity, whereas if this is not the case it will be seen to involve increased resource 

utilisation. 
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Preconditions and settings conducive to acceleration  
The factors underlying rising investment and marginal O/K ratios are hard to pin down. The 

case studies suggest that certain initial settings facilitated acceleration and that the process 

was then moved along both by positive exogenous shocks and the absence of negative ones 

and by well-chosen policies, the combination naturally differing for each country. 

 

Exogenous shocks, threats and national will/determination 

Positive economic shocks often come from changes in a country’s gains from trade; either 

through improved terms of trade or from new opportunities arising from resource discovery. At 

least in the short run, a positive shock makes everything easier economically and a negative 

shock makes it harder, though a downturn can have the eventual impact of improving policy. 

It is important to note that none of our nine countries examined here achieved growth 

acceleration in the midst of a major negative shock. On the other hand, however, favourable 

shocks have helped in some take-offs and in sustained growth later on.  

 

Most of the incumbent regimes of the countries examined here had a strong sense of purpose 

during acceleration episodes, though their motivation was sometimes of a negative character 

(such as the threat of the regime’s not surviving unless economic growth was strong). China, 

Korea, Indonesia, Malaysia and Chile had, prior to acceleration,  all gone through wars or 

other upheavals. President Lee of Singapore felt that strong economic growth was imperative 

if the political and economic strains of the former colony were to be kept under control. 

Brazil’s military government was fixated with the idea of making the country strong, both 

economically and otherwise. Ireland’s government felt the pressure implicit in having long 

been an economic laggard within Europe. Sometimes the same leadership that had overcome 

the previous difficulties remained in power; while sometimes the conflict was followed by 

chaos which invited other strong leaders to step in. In any case, nearly all of the countries did 

have leadership focused on economic objectives. In some cases, preceding crisis provided 

the base for a potential trampoline effect on the economic front – starting at the bottom with a 

presumption that sooner or later things had to get better. 

 

Level of development, available capacities and earlier growth bursts 

Most of the countries studied had already achieved a considerable level of development by 

the time growth accelerated. The three countries with quite low income levels at the time of 

acceleration – China, India and Indonesia – were all large, and the first two especially had 

already developed a variety of significant capabilities so their low income levels did not imply 

an absence of prior internal progress. In China, especially, although the pre-Second World 

War economy did not achieve high growth rates, it could still be argued that an acceleration of 
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note occurred between 1895 and 1937, a period that Rawski (1989) describes as one of 

unprecedented growth, extending far beyond a simple replication of previous patterns.  

 

China, Singapore, Brazil and Chile had experienced earlier periods of acceleration during the 

first wave of globalisation. The same was true, to varying degrees, in Malaysia and Indonesia. 

Ireland had grown moderately well until running aground in the 1980s, just prior to its dramatic 

take-off. 

 

Country size 
Although, as economic theory suggests, gains from trade and capital flows have probably 

been greater in smaller countries, the record of the nine cases of acceleration and two cases 

of failure to maintain growth examined here does not suggest a clear role for country size, 

either in terms of where accelerations have taken place or how high the growth rate gets. 

Exports seem to have done a lot even for large countries such as China and India. The 

striking success of China in maintaining high growth, while smaller countries were falling 

victim to the East Asian Crisis, for example, is consistent with the idea that size can provide a 

defence against economic downturn. The two ‘failures’ (Venezuela and Nigeria) were smaller, 

highly oil-dependent countries that did not or could not diversify away from that dependence 

in a timely way so as to avoid serious bouts of stagnation. China’s exchange rate 

management has probably been a key factor in its success; its political feasibility no doubt 

owed something to the authoritarian character of government.  

 

Underlying factors in growth acceleration  
 

The role of international trade: Openness, exports/tradables, trade policy and the real 

exchange rate  

The way a country participates in international trade is linked to resource allocation and the 

possible benefits from efficiency in that domain, to the dynamic processes of investment, 

learning and technological advance, and to aggregate demand and its impacts on overall 

resource utilisation. Most of the eight countries whose marginal 0/K ratios rose by 50% or more 

(including Singapore, although precise data are not available) also showed significant increases 

in their export to GDP ratios. 

Exports as a share of GDP rose markedly (by 7% of GDP or more) within 5–8 years of the 

beginning of acceleration in five of the nine cases of sustained growth and appear to have 

played significant, albeit less obvious, roles in the other cases  

Exports are the usual instrument for accelerating growth in very small economies, so for 

cases like Singapore
292

 and Ireland, it is almost a foregone conclusion that this would be the 
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 Singapore’s data are difficult to interpret but it is included here on the grounds that gross exports 
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case. In not especially small economies like Chile, it is the expected norm. In the extreme 

case of Korea exports rose from 11% of GDP (current prices) to 30% in the course of the next 

10 years following acceleration. The (partial) exceptions were Brazil, India, China and 

Malaysia. In Malaysia, where the ratio was always extremely high at 45% or more in current 

prices, the role of trade was never far in the background. And it is interesting that even in 

such large economies as China’s and India’s, a rising export rate has been associated with 

further ratcheting up of growth. In the case of China, there was no significant increase in trade in 

the 1950s acceleration, but there was a large increase in the acceleration of the 1980s. By that 

time China's investment ratio, already high, only went moderately higher. In this case it is likely 

that the switch of an increasing share of resources to the production of exports constituted a 

major improvement in resource allocation, one which showed up very strongly in the rise in the 

marginal O/K ratio since many of the exports in question were quite labour intensive while much 

of domestic output in this previously inward-oriented economy was not labour intensive relative to 

the economy's factor proportions, and the marginal product of labour in many other uses was 

very low or zero. The benefits from increased exports (through devaluation, among other things) 

came more from this resource allocation effect and less through an increase in investment 

brought about by easier identification of good investment options. Such centrally planned 

economies typically have no problem doing enough investing. Chile and Indonesia did, and it is 

plausible to argue that in these cases the benefits of trade were more associated with the fact 

that a real devaluation raised aggregate demand and helped private (and public) enterprises to 

identify good and relatively low-risk payoffs. It is less clear whether Brazil’s large increase in the 

marginal O/K ratio was in any significant way related to the trade ratio, which did not change 

much though there was a short upward shift in the current price export to GDP ratio at the 

time of that country’s ‘miracle’. In short, export behaviour has been important to all of these 

countries even where it has not been the obvious dominant factor.  

. 

Export expansion was usually facilitated by a combination of a competitive exchange rate and 

other supporting instruments 

While a substantial increase in the export to GDP ratio is a frequent element of the 

acceleration process, the factors that produce it vary from case to case. Certainly the most 

common element is a competitive real exchange rate, sometimes achieved by a devaluation 

that corrects a prior overvaluation and sometimes by an exchange rate that is undervalued in 

the sense that the country runs a balance of trade surplus (as was the case recently in China, 

at an earlier time in Singapore, and in sporadically in Malaysia). In most such cases the 

‘competitive’ exchange rate allowed the absorption of surplus labour and/or pulled excess 

capacity into use (as happened in China, Chile, Singapore, Ireland and Malaysia). Where 

growth acceleration starts from a macroeconomic trough, it is to be expected that the extra 

increase in aggregate demand generated by the devaluation will raise the level of resource 

                                                                                                                                            
rose dramatically. Because of its entrepot character, figures for Singapore do not have the same 

meaning as for the other countries. 
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utilisation. Even where underutilisation of resources may be less obvious, there is usually a 

degree of slack that can contribute to the early stages of a boom. Undervaluation and the 

associated high level and scope of demand across a range of products is also likely to 

contribute to growth by encouraging export diversification.293  

 

In a number of cases other export support policies, including investment in research and 

development to identify and launch new export items, subsidised credit for exports and import 

duty drawbacks contributed to rapid export growth. This is especially likely to occur when the 

exchange rate is not readily available as the main instrument at play and when the country 

does not have a strong trading history or where its traditional exports are running out of steam 

and need to be complemented by new ones – a very common scenario in developing 

countries that have so often relied on one or a few primary products. This was an important 

aspect of the experiences of Chile, Korea, Singapore, Ireland, Brazil and others. Less 

frequently, changes in the external markets can be abrupt enough to contribute significantly to 

a surge of exports, especially in the case of countries which are seen by FDIs as avenues of 

entry into bigger markets, as in the case of Ireland with the European Union and Singapore 

more generally, but also Korea and many others outside the group examined here (like 

Mexico and Costa Rica). 

 

Any relationship between trade reforms and the acceleration experiences reviewed here is 

much harder to detect, leaving it unclear how and and the extent to which they matter.
294

 Most 

of the countries under discussion did have some sort of trade reform prior to growth 

acceleration. Thus Ireland had gradually moved away from its protectionist policies of the 

early 1950s. Chile undertook a massive reform in the mid-1970s and India a significant one in 

the early 1990s, a relevant factor if one dates its key acceleration to that time.  Though its 

‘miracle’ cannot so obviously be attributed to a substantial increase in exports, as might that 

of a small country like Ireland, Brazil did modify its import substituting industrialisation regime 

at this time in a way sometimes described as shifting it towards the East Asian model – in the 

sense of decreasing the bias in favour of import substitution vs the production of exports – 

and its exports did rise rapidly and undergo significant diversification. This shift is credited 

with at least part of the FDI surge that took place; it could have played a role in improving 

resource allocation as well. In Korea, trade policy changes are less likely to have been an 
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 As discussed earlier, the issue of whether a devaluation is necessarily expansionary or 

contractionary is left aside here. In settings where by itself it would be contractionary, other steps are 

needed to compliment it in such a way that its positive inducement effects will not be offset by falling 

aggregate demand. 

 

294
 The same appears to be the case for reforms in areas like finance, public finance and governance 

more generally. 
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important part of the story since (selective) protection was still quite high as the take-off 

occurred.  

 

In the cases of Chile and early 1990s India proponents argue strongly that these trade 

reforms were important to subsequent growth, but in no case are the links as clear as they 

are with a competitive exchange rate. It is plausible that the impacts of trade reforms are 

simply more gradual, hence such positive growth effects as they have are spread out over 

time and are harder to detect in time series analysis. In the case of major reforms, the 

negative impacts may tend to precede the positive ones, thus both making it harder to detect 

net positive effects and creating an impression of loss. These complications make it hard to 

fairly assess the impact of trade reforms, both with respect to growth acceleration and more 

generally. While the benefits seem obvious to many proponents, most estimates of the 

potential net static gains from better resource allocation
295

 are small; while dynamic benefits, 

possibly much larger, are very hard to assess empirically. Given the combination of the 

possibility that benefits from most trade reforms per se are not large and the probability that 

those benefits are spread out over time, it would not be reasonable to expect trade reform to 

generate many successful growth acceleration episodes. Exceptions could arise if, say, a 

small country had very high existing levels of protection, or where trade reforms were a 

necessary component of a broader range of reforms which might have the capacity to 

accelerate growth quickly – such as where the increase in investment comes from FDI, which 

in turn will not come to the country in the absence of a trade reform.  

 

Taken together, the cases reviewed here suggest that a good exchange rate policy is of 

particular importance both in achieving and then sometimes maintaining fast growth.  

Achieving this can, however, be difficult for both political and technical reasons. Where the 

key is to avoid overvaluation, the challenge may be mainly political. Where it is to devalue 

effectively, both political and technical challenges can be severe. Indonesia’s management of 

a ‘partially compensated’ devaluation (aimed at avoiding a rapid increase in the rice price and 

the cost of living) was impressive on this count. Given the political minefield devaluation had 

become in India, the country was lucky enough to experience a real devaluation without 

altering its exchange rate vis-à-vis the pound when the latter currency devalued against the 

dollar. Chile had to institute controls on foreign capital to avoid losing its competitive 

exchange rate; while Korea may have had enough other policy tools to encourage exports so 

that the exchange rate itself was less central to the decision of economic agents there. 

  

 

Diversification of exports was important, especially to the maintenance of high growth 
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Brazil and Chile both achieved a large diversification of exports at the time of take-off, and in 

Indonesia it was important for maintaining high growth. Malaysia’s range of exports has been 

relatively wide for a small country, and although luck has played a role, its ability to always 

come up with new products has underscored its high sustained growth. In some of the 

diversification success stories the exchange rate appears to have played an important role – 

as was most obviously the case in Chile, but also in Indonesia where major devaluations of 

the 1980s helped to foster the light manufacturing export surge. As Bruton and associates 

(1992) have argued, undervaluation brings benefits in those activities where indigenous 

entrepreneurs are effective and thereby helps a country to diversify. 

Aggregate demand, macroeconomic management and inflation 
Effective management of macroeconomic instruments other than the exchange rate is 

another of the major challenges for many countries aspiring to accelerated growth. It may call 

for a delicate balancing between enough stimulation of aggregate demand to help the 

acceleration along but not so much as to put inflation into the danger zone. In this policy 

domain the distance between success and failure may be negligible. 

<C>Moderate inflation was a fairly frequent accompaniment to acceleration and fast growth, 

though this pattern has a strong regional dimension 

Inflation has historically been much lower in most Asian countries than in Latin America, a fact 

that shows up in comparisons of both slow and fast growth periods. Regardless of region, 

however, where inflation had been very high during the preceding slow growth period, it 

slowed during acceleration, as in Chile, Brazil and Indonesia. Where inflation had previously 

been slow, it accelerated somewhat (Malaysia). The usual range for the acceleration period 

was 15–25% per year in Latin America and single digit levels in Asia, except for Indonesia 

where acceleration came soon after an episode of hyperinflation and Korea where the 

government pursued growth in a very aggressive way, which included the channelling of 

resources towards (public and private) investment. Malaysia's rate, negative at times during 

the fast growth, had risen to about 10% around 1980 towards the end of the continuous fast 

growth period that was interrupted by the brief recession of the mid-1980s. Singapore and 

Ireland had very little inflation, reflecting their fixed exchange rates and the fact that with 

tradables accounting for such high shares of output many prices were set internationally. 

 

Reasonable macroeconomic stability is a precondition for acceleration  

Although low rates of inflation are clearly not a necessary condition for growth acceleration, 

and may be a deterrent to such acceleration depending on the details of the case, reasonable 

fiscal balance and macroeconomic conditions are often a precursor to acceleration and hence 

perhaps a true prerequisite for take-off. Ireland and Chile both wrestled macroeconomic 

imbalance down before embarking on their fast-growth episodes. Indonesia and Korea also 

corrected unsustainable budgetary situations as a prelude to take-off. Singapore was 

chronically prudent on the fiscal side. Brazil’s inflation rate never got below 25% in the pre-
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take-off years, even though its fiscal deficit was relatively small, but there was a period of 

‘putting the fiscal house in order’ before the Brazilian miracle began. India, on the other hand, 

could sustain much larger fiscal deficits without inflation at the Latin American levels, 

presumably in part because of the absence of an inflation legacy with built-in indexing 

mechanisms.  

 

Having the fiscal and monetary situations under control provides at least three significant 

advantages: (1) it strengthens business and consumer confidence, thereby inducing investment 

and consumer spending and discouraging capital flight; (2) it allows for higher levels of public 

investment, which are often an important part of the take-off process, and especially in making 

sure that it can be sustained; and (3) it gives a government the degrees of freedom to iron out 

short-run fluctuations and respond successfully to shocks, which may, for example, call for an 

increase in public spending in order to maintain the economy’s dynamism. When that degree of 

freedom is not there, as in Brazil during the later 1970s, external shocks can put an end to 

growth. 

 

Aggregate demand can be important  

Although the evidence is not easily quantifiable, it suggests that some economies need a high 

level of aggregate demand to shift from low to high gear. If the level of aggregate demand must 

be kept high, then some inflation may be unavoidable; resisting it might scuttle growth 

acceleration prospects. But how much inflation is both acceptable to the populace and not 

counterproductive to growth seems to vary widely by time and place. 

 

Rising aggregate demand appears to have played an important role in a number of the cases 

reviewed. In some it was mainly domestic demand that rose (Brazil, China, Indonesia and 

Korea, for example), but often the international component of demand was shifted upwards by 

devaluation (Chile, Indonesia and latterly India and China). A buoyant aggregate demand can 

provide the initial spurt of growth based on underutilised capacity; getting that capacity into 

use may be a precondition to getting investment up, since its presence discourages the 

expansion of capacity. Policy must always gauge the risk of unsustainable stimulation of 

demand though budgetary deficits, experienced for example by Malaysia in the early 1980s 

as it strove unsuccessfully to extend its growth boom this way in the face of negative external 

shocks. An expansionary fiscal policy was also used in India during the early 1980s – with 

consolidated public sector deficits of over 8% of GDP, reaching almost 10% in 1984/1985 

(Joshi & Little 1994) – and most observers attribute some of the growth acceleration at that 

time to it, but many also judge it to have been unsustainable and a cause of the growth 

slowdown over 2000-02. 
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The role of government 

All students of development concur that governments must be in charge of the provision of 

public infrastructure (whether directly or through chosen agents), various tasks in the areas of 

law and order and regulation, and macroeconomic management. There the consensus tends 

to end, leaving two more functions about which government involvement is debated – 

‘planning and guiding’ the direction of economic growth and resolution of conflicts between 

groups, especially between capital and labour but also between ethnic groups and regions, 

for example. In the first three areas the governments of the countries analysed here have 

generally done somewhere between reasonably well and very well. Disastrous performances 

would probably have scuttled their hopes for fast sustained growth. The latter two functions 

deserve more comment. 

 

Has some form of planning and intervention to guide the pattern of growth typically been part 

of these stories of acceleration to sustained growth? Although it is often hard to judge the 

degree to which various forms of state guidance actually affect economic outcomes, an 

attempt has been made to get some sense of that degree. 

 

Growth acceleration has typically been associated with a well-defined economic or industrial 

strategy  

This strategy is generally pursued vigorously by government through a variety of instruments. 

Traditionally trade barriers have featured prominently among those instruments, but credit 

allocation, R&D for new exportables, investment in infrastructure and training, export 

subsidies, and many others show up with some frequency. Such ‘industrial policy’ has been 

very much in evidence in Singapore, Ireland, Brazil, Korea, India and China. Indonesia 

pursued a fairly traditional ISI strategy together with strong support for small agriculture prior 

to its light manufacturing export phase. Malaysia saw export processing zones as one of 

several vehicles to foster industrialisation. Even in Chile, widely regarded as an example of 

free-market economics at work, the new products that produced the export boom were part of 

an industrial strategy pre-dating the reforms undertaken by the Pinochet government. That 

government also provided substantial subsidies to encourage export activities.  

 

The most positive, and in some ways the most obvious, interpretation of this near-universal 

pattern of strong industrial strategy among the success stories is that it lends coherence to 

the actions of public and private agents – private investors know where the economy is 

headed and hence where it is relatively safe to invest, they know that others will be investing 

as well so demand for their products will expand, etc. Such clarity of future direction is likely to 

be more important when a country is currently mired in stagnation or slow growth; which may 

help to explain why second-round accelerations (like those in India and China) have more 

often occurred in the context of market-oriented reforms. With growth already good, agents 

may no longer need the top-down guidance of an industrial strategy – they already have a 
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good deal of confidence in the future and the system may now benefit more by removing 

regulatory barriers and letting entrepreneurial capacities have freer rein.  

 

The implications of the absence of ‘laissez faire’-type take-offs are less obvious than might at 

first appear. However, until the last couple of decades almost no developing countries have 

operated at or near the laissez faire end of the spectrum. There thus remains the competing 

hypothesis that market orientation would often have worked well – it was simply not tried 

enough. Another interpretation of the chronology, in which all of the early take-offs involved 

strong industrial policy, is that the institutional basis for effective markets was less developed 

in earlier decades, making a stronger visible hand important.  

 

It is also possible that a clear strategy aggressively implemented usually has the potential to 

produce higher growth than a more laissez faire approach; but also to produce lower growth 

if, as is not uncommon, the strategy is badly chosen.
296

 The argument is parallel to the view 

that dictatorships or authoritarian regimes produce both the best and the worst outcomes. The 

two views overlap in part since most of the strongly implemented industrial strategies have 

been put in place by authoritarian governments, including China, Chile, Brazil, Indonesia, 

Korea and Singapore. Malaysia’s government was elected, but in a de facto one-party 

system, and Ireland achieved a policy consensus across major groups before implementing 

its strategy. India is the closest thing to an exception to this pattern. 

 

In the case of Singapore what is striking is the intensity, flexibility and quality of the industrial 

policy whereby the government fostered the activities in which it saw promise. Especially 

during the phase of rapid manufacturing export growth, the flexibility was noteworthy; the 

objective was to make Singapore an attractive site for a variety of activities and not to lean too 

heavily in favour of one or another. By providing high-quality infrastructure and public services 

equally to everyone, the strategy could be seen as parallel to an undervalued exchange rate – 

which similarly raises comparative advantage, but does so in a non-discriminatory way among 

tradables. Where decisions were made to push certain activities, as was the case more 

evidently during the phase of financial services growth, they tended to be wise ones.  

 

Singapore’s experience exemplified a strong guiding hand from government but which also 

allowed much room for market forces. Korea’s pattern involved a good deal more 

‘intervention’, but was notable for the good working relations that developed over time 

between private business and public-sector operatives whose qualifications and performance 

earned business respect. In other cases, some clearly inefficient policies characterised the 

microeconomic domain – as was the case in Indonesia, a country the quality of whose 
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 This plausible proposition would also suggest that while the likelihood of growth acceleration would 

be raised by authoritarian government, such government would not necessarily be correlated with 

higher average long-run growth. 
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decision-making fortunately improved when danger threatened, as President Suharto then 

turned toward his experts and gave them more authority. By the time of its acceleration in the 

mid-1980s, Chile had become an obvious exception to the ‘strong industrial strategy’ 

category, but earlier governments had contributed importantly to the development of 

comparative advantages; so in interpreting Chile’s overall success, it is appropriate to 

describe it as an intermediate case.  

 

Strong development policy can come from a lean, efficient government 

Singapore’s share of GDP going to general government consumption was relatively low at 

12% in 1970, and lower still at 9% by 1993. The public functions that were essential to that 

country’s success involved mainly investment in infrastructure and effective regulation and 

support. Chile also provides an example of public-sector efficiency in many respects. Its 

paradigm was the provision of ‘neutral support’ and the details of many of its support 

programmes exemplified this. Its exchange rate devaluation provided neutral incentives 

across tradables and its use of capital controls was necessary to keep this exchange rate 

instrument available to it. Though this was a government devoted to non-interventionism, 

what it shared with those described earlier in terms of industrial strategy was coherence of 

logic. In this case too there was a plan, but one that presumed private actors would make 

most decisions better than public actors. 

 

The main focus of ‘industrial policy’ has usually been the manufacturing sector, and its growth 

has been fast or very fast during acceleration or during sustained growth, or both  

During acceleration the manufacturing sector’s share of GDP rose by 2.5% of GDP or more in 

all cases but Indonesia, where it remained about the same (see Table 12.3). During the 

subsequent sustained fast growth there were large jumps in Indonesia, Malaysia, Korea and 

China, but constancy in Chile and declines in Brazil, India, Ireland and Singapore. Taking the 

acceleration and sustained growth periods together, all the countries of East Asia included 

here (Indonesia, Korea, Malaysia, Singapore and China) saw this share rise by over 15% of 

GDP (with the possible exception of China, whose data are less relatable) – a dramatic 

reorientation of economic structure. In Indonesia, although manufacturing did not dominate 

during the take-off years 1967–1973, it did from then into the 1990s, with its share of GDP 

rising dramatically from 7.3% in 1967 to 26.5% in 1991. The take-off itself drew considerable 

dynamism from recovery from crisis and occurred before the manufacturing export boom 

which began in the 1980s. Brazil, Chile and Ireland form another group where the initial 

manufacturing share was relatively high (over 20%) and net sectoral change was small. Chile 

is, however, hard to classify since, although manufacturing growth was rapid during the take-

off of 1984–1993, for example, it had previously shrunk during the previous economic crisis. 

Over the longer run the sector was also less dominant than in most of the other countries, 

consistent with the anti-interventionist policies of the Pinochet government. Finally, India’s 

manufacturing share showed no net change, beginning and ending at around 15%. However, 
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like the three countries just mentioned, the country was relatively advanced in manufacturing 

given its low per capita income and highly agricultural character. The ratio of manufacturing 

output to services was over 40% before and during the period of acceleration, eventually 

falling to 28% by 2002. Given that manufacturing growth was only modestly faster than overall 

growth, Mazumdar & Sharkar (2008) comment that growth in that country has been led by the 

tertiary sector.  

 

 

Table 12.3: Evolution of the manufacturing share of GDP during pre-acceleration, 

acceleration and sustained high growth periods (shares in current prices) 

Country Pre-

acceleration 

Acceleration 

 

 

 

Sustained 

high growth 

 Share 

at 

start 

Share 

at 

end 

Share at start 

 

 

 

 

 

Share 

at 

end  

Share 

at 

start 

Share 

at 

end 

Brazil 

Manufacturing 

Primary 

Construction 

Services 

 

25.3 

17.1 

  6.3 

51.3 

 

24.3 

13.5 

  5.6 

57.7 

 

26.2 

12.5 

 5.9 

55.4 

 

30.6 

12.4 

 6.0 

51.0 

 

30.2 

11.9 

  5.7 

52.2 

 

27.9 

13.8 

  6.1 

52.2 

 

Chile
a 

Manufacturing 

Primary 

Construction 

Services 

 

25.9 

12.3 

  5.3 

56.5 

 

24.2 

16.4 

  4.4 

55.0 

(old)  (new) 

22.7   16.2 

18.3   21.2 

  4.2     5.1 

54.8   57.5 

 

20.5 

18.1 

  6.2 

55.2 

 

20.9 

14.9 

7.4 

56.8 

 

20.4
b
 

14.7
b
 

  7.6
b
 

57.3
b
 

India 

Manufacturing 

Primary 

Construction 

Services 

 

14.6 

47.1 

  5.5 

32.8 

 

16.1 

41.4 

  5.5 

37.0 

 

15.9 

42.0 

  5.6 

36.5 

 

18.7 

33.4 

  6.0 

41.9 

 

17.4 

33.6 

  5.8 

43.2 

 

15.3 

23.6 

  6.0 

55.1 

Indonesia
c
 

Manufacturing 

Primary 

Construction 

  

7.5d
d
 

56.8
d
 

  2.7
d
 

  

 7.3 

56.6 

  2.1 

 

  8.5 

55.2 

  2.1 

 

  8.3 

54.5 

  3.8 

 

  8.9 

51.3 

  4.7 

 

26.5 

24.9 

  7.5 
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Services 33.0
d
 33.9 34.2 33.4 35.1 41.1 

Ireland 

Manufacturing 

Primary 

Construction 

Services 

   

 

 

33.5 

  3.9 

  7.5 

55.1 

 

32.4  

  3.6 

  7.8 

56.2 

 

24.5 

  5.6 

10.0 

59.9 

Korea 

Manufacturing 

Primary 

Construction 

Services 

 

11.6 

45.5 

  3.1 

39.8 

 

  9.3 

41.1 

  5.5 

44.1 

 

  9.4 

 42.1 

  3.8 

44.8 

 

11.9 

34.1 

  5.1 

48.8 

 

11.9 

33.6 

  5.1 

49.4 

 

26.9 

  4.4 

  8.6 

60.1 

Malaysia 

Manufacturing 

Primary 

Construction 

Services 

   

8.7 

41.0 

3.0 

47.3 

 

18.1 

37.2 

  4.2 

40.4 

 

17.5 

34.6 

  3.6 

44.3 

 

27.3 

17.3 

  6.3 

49.2 

Singapore 

Manufacturing 

Primary 

Construction 

Services 

   

11.6 

  3.8 

  3.4 

81.2 

 

23.8 

 2.4 

  7.1 

66.7 

 

 

24.6 

  2.1 

 7.4 

65.9 

 

27.7 

  0.0 

  3.6 

68.6 

a 
A revision of the national accounts in 1985, the first year of acceleration led to major 

changes in the estimated sectoral composition of output. The old series data are comparable 

to those of previous years and the new series data to those of subsequent years. 

b
 Figures are for 1996 rather than 1997 (the last year of high sustained growth) since the 

statistical changes in 1997 made that year’s data less comparable to earlier ones. 

c
 For Indonesia the data for the start of the pre-acceleration period refer to 1960 instead of 

1961. Data between 1974 and 1975 are not comparable, due to revision of the series. 

d
 Figures in constant prices due to unavailable of current price data for this year. 

Source: World Bank World Tables and United Nations National Accounts Statistical 

Yearbooks 

 

Why does manufacturing so often emerge as an important element in these success stories? 

One interpretation is that for many countries rapidly rising production of tradables is a key to 

achieving and sustaining high growth, but that both natural resources and tradable services 

suffer disadvantages or limitations in fulfilling this function. There is nothing new to the idea 
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that incommodities have a set of problems that may render them an ineffective vehicle. In part 

it harkens back to the 1950s Prebisch-Singer argument against relying too heavily on such 

exports because of their allegedly declining terms of trade, but we now have the more modern 

‘natural resource curse’ story as well. Although services exports are now substantial in an 

absolute sense, they appear not to have been important drivers of in any large economies 

thus far. Possibly, therefore, what is special about manufacturing is that it is the only tradable 

around which increases in exports and/or decreases in imports have a good chance to be 

strongly growth promoting. Possibly the linkages around manufacturing, or certain branches 

of it, provided large externalities that other activities do not (also long hypothesised).  

 

Alternatively, though, a special role for manufacturing may have been more the case 

historically than is the case now in a world where modern information, communications and 

transportation technologies allow for more trade in services, or more linkages from other 

activities. Possibly linkages are less important now because entrepreneurial capacities are 

rising. Possibly they are of reduced relevance in a highly globalised world in which 

multinational corporations handle so much of the entrepreneurial function. The recent high 

growth episodes in Chile and India give some credibility to such hypotheses.  

 

In principle, any export sector might ‘lead’ growth, at least for a period. In Singapore 

manufacturing exports led for a period, then financial services took over that role. Financial, 

tourist and clerical services appear to have the capacity to become staple exports in many 

small countries and a few larger ones. 

 

Accelerating and sustaining growth at a high level has usually involved state capacity to 

arbitrate latent or actual inter-group conflicts 

Successful finessing of the tension between ethnic groups in Malaysia was an important part 

of policy success. More frequently there was latent or actual tension between labour and 

capital. Most of the countries dealt with this by taking a relatively hard line on wages and/or 

on unions (as was the case in Singapore, Korea, Chile, Indonesia and Brazil) or by brokering 

tripartite agreements involving labour and capital with government (Ireland). But, as discussed 

below, this did not often (if ever) lead to increases in inequality during acceleration. China 

controlled labour earnings directly. 

 

Growth acceleration and people: The impact on employment, 
wages and inequality 
The ultimately important payoff to acceleration into sustained growth is its impact on 

employment and wages, especially those of lower-income people. More jobs are a plus, 

wages constant, and higher wages are a plus, employment constant. But these two goals can 

be in conflict with each other. The worst possible outcome would be a failure on both fronts, 

with all of the fruits of faster growth going to capital and, more generally, to the well-off 
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members of society. A legitimate concern in market economies is that the profit levels needed 

as incentive to generate the investment and the risk-taking that underpins growth will produce 

exactly this outcome, perhaps especially during acceleration but perhaps also thereafter. How 

have the take-off countries handled the possible conflict between keeping costs low to provide 

good incentives for production, investment and new employment on the one hand, and wage 

increases for current workers on the other? Have accelerations typically been accompanied 

by wage increases, by employment increases, by both or by neither? 

 

Take-offs often bring immediate and large increases in employment and they produce 

wage gains after a lag of a few years 

Typically (as in Singapore, Ireland, Brazil, China, Chile, Indonesia and Korea) it was 

employment that rose first and rapidly after take-off, leading to an increase in total earnings of 

labour mainly through that variable rather than through wages. Sometimes this increase was 

substantially at the expense of open unemployment (e.g. Singapore, Chile), sometimes it cut 

into underemployment (China, Korea, Indonesia, Brazil and probably India), and in Ireland it 

involved former emigrants returning to the country and a rapidly rising female participation 

rate. Singapore consciously used foreign labour as a safety valve to soften the shock to its 

own workers to changes in labour demand over time – when demand was high, foreign 

workers were invited in; when it was low, they were forced to leave.  

Significant increases in the female participation rate occurred  

This was the case in a number of countries besides Ireland, including Malaysia and 

Indonesia, in both of which the light manufacturing export boom brought many young women 

into the labour force, and Brazil. Given the general upward trend in this variable over the 

course of development, it is not always easy to judge the degree to which the acceleration 

hastened the process, but there is little doubt that it did so in these cases.  

No take-off into sustained growth occurred in the midst of rapid wage increases  

The source of wage ‘moderation’ has varied from case to case, sometimes reflecting policy, 

sometimes an accidental result of trends that were at play. Tight control by policy was clearly 

in evidence in Singapore and Korea. Singapore and Ireland recognising (or at least believing) 

that they could not use the exchange rate as an instrument to create price competitiveness, 

gave careful attention to preventing premature wage increases. In Singapore, an essentially 

autocratic, country, the decision to control wages carefully came from government. In Ireland 

it required a sort of political consensus achieved through the tripartite National Economic and 

Social Council. In Korea the state kept the lid on wages at the start, but then leaned on 

business to share the fruits of growth. In China the state set wage levels as it saw fit, and 

after an initial sharp increase of 30% over 1952–1957 they were left constant for the next 14 

years. In Brazil real wages had fallen during the slow growth period before take-off. 

Something similar also transpired in Indonesia. Chile’s wages were low due to a combination 

of historical accidents; they fell sharply during the political and economic turmoil unleashed by 

the overthrow of Allende, the resulting recession, job loss and inflation, and as of the early 
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1980s when the acceleration came were still well below their pre-Allende high around 1970. 

Chile’s policy during the early Pinochet years, prior to the take-off of the 1980s, was a good 

deal harsher, involving the dismantling of the unions and ‘freeing’ of the labour market on the 

grounds that its imperfections were a serious barrier to growth. By the late 1970s a new 

institutional framework was being developed. Although wages eventually started to rise, this 

case is particularly known for their very slow recovery and for the declining wage share. 

Unlike the other country experiences, such wage behaviour is probably attributable to the 

broadly anti-poor pattern of growth fostered by the Pincohet regime, especially during the 

1970s. Interestingly, labour market deregulation, which was implemented in varying degrees 

from the 1970s, was not an obvious factor in any of the cases studied, though it may have 

played some role in Chile.   

Sooner or later wage increases were part of the positive story, but they usually lagged output 

growth by anywhere from a couple of years to five or more. In Brazil wages lagged behind the 

onset of the ‘miracle’ by a few years. This was probably true also in Malaysia where the 

failure of desired jobs to appear quickly enough in the first decade of fast growth helped to 

fuel ethnic riots of 1969. In this case it seems that it was the combined failure of wages and 

jobs to meet the high aspirations of the indigenous Malays that caused the problem. While 

India’s complicated wage regulations might have affected the trajectory there, the main single 

wage – that in agriculture – began to rise in the mid-1980s, a few years after the take-off, 

assuming it is dated to the late 1970s.  

 

Growth accelerations seldom led to increasing inequality, in spite of some reasonable 

presumption that they might.  In other words, the combination of employment 

increases and wage increases did imply a reasonable sharing of the fruits of growth. 

The simplest test of how the benefits of growth are shared in any situation, including that of 

growth acceleration, is what happens to the level of inequality. Among the country 

experiences reviewed, Malaysia seems to be the only one in which that level worsened during 

the initial acceleration. This outcome was probably due to some aspects of policy that were 

not particularly growth-promoting and to the fact that some benefits of policies pursued during 

the 1960s acceleration (e.g. land development) came with a lengthy lag. China’s acceleration 

over 1952–1957 involved a major fall in inequality, and although that experience would not be 

replicable elsewhere for political reasons, it illustrates some of the mechanisms whereby 

acceleration can be consistent with equality – particularly with regards to redistribution of the 

benefits from agricultural activities and achievement of a rising level of resource utilisation. 

Korea may have witnessed a fall in inequality over the first five years or so of acceleration, 

though it was later reversed. In India, inequality seems to have been little affected by the 

posited growth accelerations of the late 1970s or the 1980s. In Chile, although inequality did 

rise during the post-coup 1970s, during the 1980s acceleration itself inequality appears not to 

have increased – one mechanism spreading the fruits of growth during the later acceleration 

was a large increase in employment, through both a fall in unemployment (from very high 



    

 354 

levels) and a substantial increase in the participation rate. In those cases where wages 

behaved sluggishly for a few years, the usual reason that income distribution did not worsen 

was that the acceleration was rapidly absorbing previously under-utilised labour.297 

In Brazil, with its famously high level of inequality, how the fruits of growth were distributed 

was a natural issue of public contention. The left and centre-left cited the data on income 

inequality as proof that the authoritarian regime was bent on rewarding the rich. Defenders, 

led by Delfim Netto, said the pie had to expand in order for it to be divided up and noted that 

the US and European countries had gone through periods of high inequality, which later 

waned (Skidmore 1999). The World Bank, under MacNamara, saw Brazil as a case of growth 

at the expense of social justice. With the now considerable hindsight and a reasonable 

amount of probing of the data, it appears that the 1970s was a period of essentially constant 

inequality.  In fact, Brazil’s miracle was notable for the fact that the fruits of growth seemed to 

stretch throughout the country, including the poor northeast region, which was much less 

directly linked to the motors of growth than the well-off southeast. 

 

In both China and India later phases of growth that might also be seen as accelerations 

(1980s and onwards in China, 1990s and onwards in India) have indeed seen inequality rise – 

dramatically in China and noticeably in India. In fact, a number of the other countries analysed 

here have been plagued with this pattern, including Korea, Malaysia and perhaps Ireland. 

Possibly it is harder to avoid an increase in inequality when growth is especially fast (as 

currently the case in India and China); perhaps it is causally linked to freer trade or other 

elements of the pro-market reform packages associated with these bursts of growth;
298

 

perhaps it is associated with the different type of technological change that has tended to 

have an impact around the world; or perhaps it is the norm in fast-growing countries that have 

already absorbed their labour surpluses.  

 

What are the policy implications of this? 

With the exception of the recent second- or third-round accelerations in India and China, the 

distributional changes accompanying take-offs have for the most part been benign, either a 

probable improvement or at worst an unchanged level of inequality. This is certainly good 

news for countries anxious to produce such growth spurts. The message may not, however, 

be so much that one can pursue acceleration without worrying about worsening inequality in 

the process as that if inequality is worsening an acceleration may be less likely to occur or 

high growth to be fast. It may also be possible that the good distributional outcomes of most 

cases analysed here reflect the time and the conditions under which the acceleration 
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 This pattern follows the pattern first described for labour surplus economies by Lewis (1954). Its 

distributional implications are discussed by Berry (1983). 

 

298
 The former possibility must be countenanced in light of the frequency with which reforms have 

been associated with such increases in inequality (see Berry 1997) 
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occurred – i.e. prior to the last decade or so during which rising inequality has been 

increasingly common around the world, perhaps related to the more market-oriented and 

more globalised economy of the last couple of decades. In comparing early with late cases, 

this change of context needs to be borne in mind. 

 

Changes in employment composition: Special roles for manufacturing, construction 

and certain services 

In line with the changing pattern of output composition, there has been a systematic tendency 

for manufacturing’s share of employment to rise relatively quickly during acceleration. Chile, 

where the share of employment in manufacturing fell, is a clear exception to this pattern; while 

in India that share rose only marginally and remains relatively low. Where acceleration is 

associated with a rapid increase in manufacturing exports, that sector’s increased 

employment share simply reflects what is happening on the trade side, as was the case in 

Singapore, Ireland and Korea. The decrease in Chile is also a natural result of growing 

natural-resource-based exports and the dismantling of part of the manufacturing structure 

built behind trade protection. More interesting are the experiences in Brazil, Indonesia and 

Malaysia. In Indonesia, manufacturing's share rose rapidly when manufacturing exports did, 

but already accounted for a substantial share of employment growth even before that time 

(probably about a fifth). Brazil’s manufacturing employment more than doubled in the 1970s in 

the wake of the ‘Brazilian miracle’, with new output mainly geared to the domestic market. 

Malaysia got a third of its new jobs from this sector in the acceleration decade, this before the 

big surge of manufacturing exports. These experiences are consistent with the proposition 

that manufacturing can play a special role in the creation of productive employment even 

when the mechanism of that influence is not the export route. In a number of countries 

manufacturing can thus be hypothesised to have played the role of leading sector in 

employment creation. 

 

As is to be expected in an economic boom, construction also typically tended to increase its 

share of output and employment. This is usually interpreted as a non-sustainable aspect of 

cyclical upswings, although in countries that achieve and maintain very high growth, the 

sector can permanently remain somewhat or even substantially larger than normal.  

 

The other notable pattern has been rapid growth of tertiary employment. This in part reflects 

the facts that (1) under fast overall growth, agriculture’s share declines – even in cases like 

Chile where agricultural exports rise, and (2) since manufacturing seldom accounts for more 

than a third of all net new jobs, with agriculture’s role waning, it follows that the tertiary sector 

is the locus of most job creation. Under conditions of acceleration, such tertiary employment 

tends not to fall in the low productivity, easy entry and ‘last resort’ types of work, but 

increasingly in clearly productive services of one sort or another. Data for most countries were 

not available in sufficiently disaggregated form to permit detailed identification of where the 
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increases were occurring, but for Chile and Brazil it was clear that business services 

employment was growing well out of proportion to its initial size and less disaggregated data 

for several other countries hint at such a pattern. Restaurants and the service industry usually 

employ a markedly rising share of the labour force, as do education and health services. 

 

Acceleration and sustaining growth, in a nutshell 

 
A schematic take-off and sequel 

Combining the frequently observed aspects of growth accelerations into a composite ‘typical’ 

experience would suggest a sequence something like the following:  

 

A country’s growth has been running at 2–3% per year for 5–10 years, often against a 

backdrop of political and/or civil strife of some sort. Savings and investment are low and there 

is a degree of underutilisation of capacity, both of capital and, even more so, of labour. The 

government has strong incentives to generate rapid economic growth. It promotes that growth 

though a variety of instruments, and investment and savings rise quickly – the latter 

sometimes including a significant contribution from abroad and the former sometimes 

including a dose of FDI. Exports are encouraged, and their diversity expanded by a 

devaluation. Despite the rising investment rate, most of the acceleration is usually associated 

with an even more marked increase in the marginal O/K ratio. 

 

The rapid growth at 7–8% per year draws labour into relatively productive employment – from  

unemployment, underemployment and low-productivity jobs, but wages do not begin to rise 

for about five years. Inequality changes little – although profits are rising rapidly, so are labour 

earnings, mainly through the increased level of employment.  

 

After high growth has been established, threats occur for a while in the form of negative 

external shocks or the emergence of damaging domestic practices (such as a 

wasteful/inefficient public sector and failure to save or plan for the future), but these are 

counteracted by a government with the capacity to diagnose problems reasonably quickly and 

to make the appropriate policy adjustments – such as nuanced macroeconomic policy, 

targeting and supporting of new comparative advantages, or devaluing. 

  

Absence of a general recipe 

The varied experiences whereby the 11 countries studied here have achieved their growth 

accelerations reflect in part different settings, constraints, histories, etc, as well as different 

policy choices. Since optimal policy choice reflects setting, one could not expect a simple 

one-fits-all recipe for acceleration. Some determinants of success may however be important 

across the board, and these may therefore constitute the core of the recipe, around which 

have to be built the other elements which are more dependent on context. Thus, a strong 



    

 357 

R&D system in support of agriculture matters in countries where that sector is still large (e.g. 

Indonesia in the 1960s) but less so elsewhere; in contrast, the exchange rate matters in any 

country where international trade is or can be important—something that has been true 

sooner or later for all 11 countries. The lack of a general recipe parallels the situation with 

respect to growth in general, to employment creation, and to other broad objectives of 

developing countries. 

 

Substitutabilities among factors contributing to acceleration 

In the absence of a general formula for take-off or for sustaining high growth, it is important 

not only to recognise how the optimal package varies by country situation, but also what 

policies complement each other and which are more in the nature of substitutes for each 

other.
299

 Substitutability clearly arises in the following contexts: 

 

 Among sources of savings. In a country where for whatever reason private voluntary 

savings cannot be pushed very high, then success must depend on some combination of 

public savings, forced savings and foreign savings; so public policy must focus on these 

sources. Each of them has played a pivotal role in one or more of the take-offs analysed 

here. 

 Between private and public investment. The ideal may be government investment in 

infrastructure and other forms of capital with a public good character and the private sector 

doing the rest. The private sector may, however, be uninclined to undertake some 

desirable types of investment and, given the volatility of private investment, the state may 

need to take a more direct hand simply in order to keep total investment high. In the best of 

worlds public investment ‘crowds in’ its private counterpart, but in the nature of periods of 

stagnation this will not always be true. 

 Among incentives to induce investment and production in sought-after directions. 

Where, as is often the case, it is desirable to induce production of tradables, trade 

protection, credit support, R&D support and many other incentives can all be seen as 

substitutes for a competitive exchange rate; with the latter having the advantage of 

neutrality across many options and the chance of generating private-sector interest in 

many such options. However, in small countries where it is fixed, countries where its 

inflationary impacts are too severe, or countries where other structural features render it 

less effective, alternatives must be found. 

 Among different sizes of firms, technologies, etc. Whereas Indonesia drew on a 

reservoir of potential productivity gains in small agriculture and later in labour-intensive and 

often smaller-scale clothing production, Korea’s take-off and India’s recent (1990s) growth 

have been heavily based on larger firms. Though there is no single recipe in terms of size 

structure and technology for success in acceleration and sustaining of growth, the mix that 
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is present helps to determine how egalitarian the growth will be. A continued emphasis on 

large firms and modern technologies in lower-income countries can be expected to 

diminish the employment and equality performance. 

 Among sources of overall efficiency of performance. No country manages its growth 

process perfectly. But a country can only make so many mistakes if it hopes to accelerate 

growth and to sustain it. While overly simplistic, it is of some value to think of a scorecard 

on which the performance in various areas of policy is summed up to an overall grade. 

With better macroeconomic policy a country can afford somewhat less adept technology 

policy; with better trade policy it can afford less adept labour market policy, and so on. The 

main message is that, even among these success stories, a number of elements of policy 

could typically have been improved – in other words, near perfection is not a necessary 

condition for take-off and sustained high growth. 

 Nonetheless, really egregious mistakes in a number of areas appear to be sufficient to 

prevent success, including macroeconomic policy allowing high levels of inflation (over 

30%, say, in a typical country), serious exchange rate overvaluation, high levels of 

corruption that also contribute to uncertainty, and quite serious errors in resource allocation 

(e.g. to highly capital-intensive and uncompetitive industries) involving a significant share of 

the country’s investment resources. 

 

Policy complementarites among factors contributing to acceleration 

The most obvious complementarity, related to the proximate determinants of growth, and 

therefore of take-off, is that between the disposition to save and that to invest. Because 

savings and investment are ultimately co-determined, it is often hard to identify with any 

certainty the propensities that are at play in the determination of each. In any case, the 

objective is to avoid either the Keynesian extreme where savings propensity exceeds the 

desire to invest and in the process leads to economic downturn or the opposite extreme 

where investment desire cannot be met by savings but simply pushes up the price of capital 

goods or of goods and services generally and constitutes a wasted opportunity.  

 

At a more general background level, it could be said that the nature of growth acceleration, 

which involves a sharp improvement in economic performance over a short period of time, is 

likely to call for the coming together of a number of positive contributors to change. This is 

especially the case when positive inertia is important but requires prior attainment of a certain 

level of dynamism. Though the nature of the complementarity among these positive factors is 

not such that any given pair or combination of them is absolutely required for any other 

elements of the combination to be useful, it remains the case than none may wind up 

contributing much unless complemented by a number of others. There are, in short, 

economies of scope for the contributing factors to growth acceleration, rather along the lines 

proposed in the endogenous growth literature. 
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Also at a rather general level, it is important that, if private agents are to make the key 

decisions determining resource allocation, the markets work well – i.e. that the underlying 

institutions be strong in that they have a good system of property rights, transparency of 

public policy, a non-predatory state, etc. 

 

Sustaining high growth 

The challenges of sustaining high growth are somewhat different from those of achieving it in 

the first place. They are also understood most easily in the breach, i.e. from the experiences 

of countries which have failed in that objective, leaving them open to the analysis of why they 

fell from grace. This study has focused somewhat less on sustaining than on achieving fast 

growth, but several patterns do warrant comment. The experiences of Venezuela and Nigeria, 

reviewed in Chapter 11, illustrate a variety of the problems that plague Dutch Disease 

countries. Most of the ‘successes’ studied here either did lose their high growth trajectory 

(such as Brazil, which ran aground during the 1980s debt crisis) or were at one or more point 

in time seriously in danger of doing so (nearly all of the others). A country’s capacity to 

respond to such challenges determines the likelihood of its continuing on a high growth path. 

The challenges come from various directions. 

 

A combination of risky public expenditure or other habits developed while growth was fast, 

together with negative shocks, constitutes a major threat to growth maintenance  

Few countries have had the political and administrative/technocratic conditions to assure that 

policy would be both ‘good’ and stable over lengthy periods of time. Even when the same 

government (with perhaps the same leader) was in power for a long period, this was not 

normally an assurance that policy would be stable and good. This is partly due to changes in 

the exogenous conditions over time, and the details of ‘good policy’ must therefore change 

with those conditions. More often it is due to the fact that bad habits, corruption and other 

negative features accumulate over time and threaten policy. There is a near universal 

tendency for rigidities to set in that make it hard to give up certain expenditures or habits. 

Vested interest groups get political claims on public resources; and on the other side of this 

coin is the fact that good habits are sometimes a reaction to a recent event that instilled into 

the population or the decision-makers the importance of not making certain mistakes, and that 

the fear of making those mistakes diminishes over time.The public sector may become 

bloated and incompetent. Private savings may become too low as populations become 

accustomed to higher living standards and/or see their wealth raised by capital gains on real 

estate and financial assets. Typically, the negative price shocks to a country’s exports that 

combine with the above vulnerabilities to knock countries off their growth paths are the other 

side of the coin from earlier price hikes.  

 

Macroeconomic imbalances came to plague Malaysia (early 1980s), India (late 1980s), 

Korea, (early 1980s) and Indonesia (mid-1980s). The relative importance of risky habits and 
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negative shocks varies from case to case. In Brazil (late 1970s), the imbalances suffered 

were mainly due to large negative exogenous shocks which, although much smaller than 

those of some of the other countries, were difficult to deal with because of the country’s by 

then congenital vulnerability to inflation. Most of the explanation for growth collapse therefore 

lies with those shocks. Good public-sector habits do of course help countries to withstand 

shocks. When Chile was hit by a sharp decline in terms of trade in the late 1990s, the 

resulting recession was short and growth quickly regained a good level. Singapore has also 

systematically managed its affairs prudently. Some countries are lucky enough to have 

something come along to warn government and the country of a certain threat before it has 

had time to do great danger. An instructive comparison exists between Indonesia and 

Venezuela in the aftermath of the oil price boom of the 1970s.  Both moved towards low 

payoff investments in oil-related and other heavy industries. Indonesia was lucky enough to 

be in balance of payments (and budget) difficulties in the early 1980s before these 

investments had become locked in, and to have a president concerned with growth and a 

group of technocrats who knew what to do to avert further problems. Venezuela went farther 

down this road, with resulting losses that have lasted for decades (see Chapter 11). 

 

 

New comparative advantages are needed as former ones are lost or become inadequate to 

the country’s needs 

Causes of loss include Dutch Disease, export price declines, and exhaustion of natural 

resource exports. In the face of these conditions, the country needs to ‘adjust’ to such loss. If 

it cannot do so within a limited period of time, growth will tumble. Various policy instruments 

can be usefully brought to bear to identify and develop new comparative advantages. 

  

A competitive exchange rate, associated with most take-offs, is equally important to the 

maintenance of strong growth  

For countries whose previous comparative advantages are being eroded by time (such as 

when the resource is depleted and the product price sinks) an exchange rate devaluation can 

provide a neutral incentive to invest and produce across many tradables, and thus play a key 

role in identifying the new tradables the country does or will soon need. Where a 

systematically undervalued exchange rate with the associated balance of trade surplus is the 

means to maintaining strong demand for all tradables, the mechanism whereby it keeps 

growth high may simply be through encouraging more investment across the board or among 

the main tradables.  

 

Path dependency and luck are ever-present, especially in smaller countries 

Maintaining fast growth over three decades was, in Indonesia’s case, at least as impressive a 

feat as the initial acceleration which benefited from the rebound from an earlier crisis and was 

further facilitated by oil exports and the oil price hikes. In countries with reasonably strong 
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institutions and not facing severe exogenous shocks, fast growth can become fairly 

straightforward after it has been achieved. For such countries, it may be mainly a matter of 

getting the savings and investment rates high and keeping them there. Countries not subject 

to many severe external or internal shocks (although not many are free of both) which able to 

draw on the needed technological improvements in a fairly continuous way include such large 

economies as China and India in recent decades, by which time vulnerability to bad harvests 

had been reduced. In these countries a lot of the growth-producing positive externalities of 

rising incomes through new demands do show up in the country itself. However, after being 

helped along by foreign savings, the Green Revolution and high oil prices, Indonesia rather 

quickly needed other sources of growth. To help alleviate the labour surplus, these had to be 

relatively labour intensive, as was true of private-sector-based light manufacturing exports, 

which began to grow rapidly in the late 1980s. Perhaps this new source of jobs came just in 

time to pick up from where labour-intensive agriculture had eventually left off as opportunities 

diminished there.  

Some questions on acceleration which remain unanswered 
 

Are demand, linkages and leading sectors important? 

Although these studies underline the frequency with which success in manufacturing has 

been associated with overall success, it is very difficult for this and other sectors to judge the 

magnitude of linkages and externalities of the sorts described in the early take-off literature 

cited in Chapter 1 (Rosenstein-Rodan, 1964; Hirschman, 1958, and others). A better 

understanding in this area would enrich thinking about growth acceleration. 

 

Inertia and the trampoline effect 

Growth can be easier when a country is climbing out of a hole towards the levels it had 

reached previously. Having attained those levels peviously implies that the inputs were 

available, and many of them may be again – or still are, in which case the country has 

underutilised capacity that can be drawn on quickly. The expectation and the confidence that 

it is possible to regain those prior levels are naturally higher than in countries which have 

never been better off than they are currently. Growth out of an abyss may often also benefit 

from a political factor and strong government – strong sometimes because it is the group that 

emerged victorious from the previous conflict (China), because that conflict left a vacuum 

which was likely to be filled by one strong leader or another (Indonesia, Korea), or because 

the military (with its foreign allies) felt the country to be in danger and undertook a coup 

(Chile).  

 

Several countries studied here accelerated soon after wars or other social crises and 

transformations (China, Malaysia, Indonesia, Chile, and Korea – after a longer lag). One of 

the questions raised by this pattern, and by the post-war successes of countries like Germany 
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and Japan, is the extent to which the road to fast growth is eased by the weakening of some 

previous growth-retarding institutions and interest groups, etc., as is suggested by Olson 

(1982). Was this, for example, an important factor in Korea or in Chile? The roles of inertia 

and of previous turmoil in growth acceleration are hard to quantify, but the case studies 

strongly hint that both are important. 

 

The potential advantages of ‘starting in a hole’ are different from those of ‘positive inertia’ per 

se; i.e. the advantages of positive momentum, as discussed in Chapter 1. Much evidence 

both from the acceleration episodes and from the periods of sustained growth is consistent 

with such momentum being an important positive factor. However, separating its effects from 

those of positive policies that endured over a considerable period and positive external 

shocks which also endured makes it hard to assess its quantitative role and no attempt has 

been made to do so here. 
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Appendix 12.1: Key features of country acceleration episodes 

 

 

Country 
and period 
of take-off

a 

Investment and the 
marginalO/K ratio 

Savings 

(current price) 

Exports/trade Macro conditions/policy Planning/industrial 
strategy 

Labour policy and 
wages 

Employment and 
distribution 

 
Singapore 

(1957–
1960s) 

Rapid rise in I/GDP 
and initially high 
marginal O/K 

Initially very low, rises 
very fast to 30% 
aided by public, 
foreign, business and 
forced savings 

Always high Stable conditions, very 
prudent policy 

Clear  strategy, 

strong public 
enterprises, strong 
support for 

private sector 

Tight control  

over wages, 

especially as 
acceleration 

began 

 Rapid labour                    
absorption, 

inequality stable at a 
relatively   high level 

Ireland 

(1987–
1990s) 

No increase in I/GDP; 
current price ratio 
does rise by 6 points 
from minimum to 24% 
by early 2000s; 

dramatic increase in 
marginal O/K to very 
high level 

Rising from low of 
15% in mid-1970s 
(before take-off) to 
over 30% by mid-
1990s  

Rises sharply to 
new highs 

Stable, based on 
consensus strategy 

Coordinated focus 
on attracting FDI 
into export sector 

Wage deal as part 
of consensus 
strategy 

Very rapid labour 
absorption; no marked 
change in inequality 

Korea 

(1963–early 
1970s) 

Large increase in 
I/GDP; initially very 
high marginal O/K, 
gradually decreasing 
over tine 

Initially very low (a 
little over 10% by 
1970), then rising 
quickly 

Initially very low 
(under 5%), rising 
quickly to reach 
20% (current 
prices) in 1970 

Inflation usually 10–20%; 
expansionary monetary 
policy 

A clear strategy with 
use of much 
intervention 

Strong wage policy; 
repression of 
unions; 
encouragement to 
business to 
distribute fruits of 
growth 

Overall inequality may 
have fallen slightly in 
the first years of 
acceleration, then risen 
again to levels 
ultimately higher than 
at the start 
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Indonesia 

(1968–late 
1970s) 

Investment rate rises 
by 20 points over 15 
years; marginal O/K is 
extremely high at first 
and remains high 
(above 0.4) over 20 
years 

Domestic savings 
rises very fast from a 
five-year average low 
of 5% (1965–1969) to 
31% by 1976–1980. 
Foreign savings play 
a large role in the 
form of a big balance 
of payments deficit. 

Current price 
X/GDP lags GDP 
take-off by two 
years; total 
increase over 
1967–1973 is 
almost 15 points  

Stabilisation necessary to 
eradicate previous 
hyperinflation, but it is an 
‘expansionary stabilisation’, 
with assistance of foreign 
funds 

Strong support for 
agriculture; more 
questionable ISI 
policies, overall not 
strategic in the way 
of Singapore or 
Korea 

Unions remain 
weak, with wages 
mostly determined 
by market forces or 
historic institutional 
practices 

Rapid labour 
absorption; wages  do 
not rise quickly above 
previous highs and 
inequality remains 
relatively low 

India 

(mid-1970s 
or early 
1980s) 

 

Very small, gradual 
increase in I/GDP, 
always above 20% in 
1999 prices; big 
increase in marginal 
O/K from very low 
levels  of early 1970s 

Gradual increase 
from 10% n mid-
1950s to 20% by mid-
1980s and eventually 
to 30%, paralleling 
closely the current 
price I/GDP but with 
no observable link to 
GDP growth 
acceleration 

Upward trend 
from 5% of GDP 
in early 1970s, 
then no further 
increase from 6–
7% until the early 
1990s. No clear 
timing 
coincidence 
between 
changing trade 
levels and growth 
until the 1990s 

Price stability the norm, 
despite large fiscal deficits 
(4–5% of GDP) rising to 
10% by the mid-1980s, 
pushing up both inflation (to 
around 8%) and growth, 
averaging over 6% over the 
second half of the decade 

Strong initial  
industrial strategy 
with heavy state 
involvement 
probably 
contributed to slow 
growth because of 
focus on heavy 
industry and 
excessive 
regulation (e.g. 
controls on private-
sector investment 
and output). These 
aspects of policy 
gradually change.  

Tough and 
outdated 
regulations on 
hiring, firing and 
other conditions of 
labour suspected to 
have limited growth 
of formal sector 
employment, which 
remains very small. 
Some changes in 
policy on unions 
over time. 

Inequality remained 
fairly stable through the 
earlier accelerations 
until that of the 1990s, 
when it rose. Though 
formal sector or 
permanent employment 
remains small, the 
growth has increased 
incomes in general 
from agricultural 
workers to urban 
casual laborers. 

China 

(1952–1957) 

Large increase in the 
investment ratio from 
previous low level of 
under 10% to nearly 
20% by 1957; high 
marginal O/K of 0.6 
over take-off years, 
lower thereafter 

Rise from the very 
low levels of the 
1930s continues 
through the take-off 
and beyond 

Very low (3% of 
GDP rising to 
perhaps 4%) 
during the take-
off and remaining 
under 5% 
(current prices) 
until the late 
1970s. 
Presumably not a 
significant factor 

Price increase kept low 
(about 3%) 

Central planning 
system 

Wages raised 
rapidly (30%) over 
1952–1957, then 
held till about 1971 

Rapid absorption of 
excess labour in the 
early yeas. Inequality 
falls due to land reform 
and wage compression. 
Later, with the 1980s 
reforms, inequality 
begins to rise rapidly to 
now high levels. 
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in the take-off. 
Brazil 

(1967–1974) 

I/GDP rises by a 
modest 5 points or so 
(depending on the 
years chosen), not the 
precursor to a 
continuing upward 
trend; marginal O/K 
triples from a low of 
0.22 just before take-
off to a very high 0.67, 
before falling back 

GDS/GDP rises by a 
few points, with most 
of the investment 
increase funded by 
capital inflow. 

The savings increase 
comes substantially 
from public savings, 
which together with 
forced savings 
amount to half of total 
savings. 

X/GDP changes 
little 

Economic and political 
turmoil of early 1960s is 
calmed by a stabilisation 
phase, with inflation falling 
from 55% before it to 26.5% 
during acceleration, during 
which macro policy aimed 
to be expansionary in order 
to absorb underutilised 
resources; policy 

A tradition of strong 
government 
involvement, 
through public 
enterprise, industrial 
policy effected 
through protection 
and other means, 
etc. 

Conservative wage 
policy and 
repression of 
unions 

Rapid increases in 
labour utilisation, wage 
increase begins several 
years after take-off; 
level of inequality 
appears to stay about 
constant as benefits of 
growth ‘trickle down’ 
widely 

Chile 

(1984– early 
1990s) 

I/GDP rises from a 
historic low of 10–12% 
in the 1970s and early 
1980s to close to 25% 
by the late 1990s. 
Marginal O/K after a 
dive in the early 1980s 
reaches a ten-year 
average of close to 0.5 
over 1984–1994. 

Historically low 
domestic savings 
rate, hits bottom at 
under 7% over 1982–
1986, then leaps to 
nearly 22% over 
1987–1996. Foreign 
savings an extremely 
high (nearly 10% of 
GDP) over 1979–
1985, remaining 
rather high for some 
years thereafter. The 
huge savings 
increase comes 
mainly from business 
savings, which 
reaches 15% of GDP. 

The export:GDP 
ratio, already 
double its 
traditional level of 
around 10% 
(constant prices) 
rises only a little 
early in the take-
off, but the 
increase 
continues into the 
present decade. 
The current price 
ratio did rise 
sharply at take-
off, the product of 
an upswing in the 
terms of trade. 

Inflation, previously very 
high is down to  

just under 20% over the 
period of acceleration, as 
the country moves to a very 
stable macroeconomic 
policy 

By take-off, a 
strongly market-
oriented economy 
in many respects,  
but the export boom 
benefited from 
earlier R&D 
investments in 
selected areas and 
the management of 
the exchange rate 
and control of 
capital flows were 
important 
interventions 

Labour policy very 
strict under 
Pinochet as unions 
were broken and 
labour legislation 
erased/altered to 
be replaced by 
different rules 

Employment rose fast 
during take-off, partly 
because 
unemployment had 
risen so high during the 
earlier crisis. Wages 
rose in the late 1980s, 
but took a long time to 
recover pre-crisis highs 
around 2000. 
Inequality, which had 
risen markedly between 
1973 and the early 
1980s, changed little 
during the take-off 
itself. 

Malaysia 

(1957–1968) 

Current price I/GDP 
rises from 10% in pre 
take-off decade to 

Unusually high gross 
domestic savings in 
the 1960s 

The export ratio 
extremely high 
from before take-

Policy conservative, with 
fiscal balance maintained 
until the end of the 1970s 

Conservative policy-
making with a 
tendency towards 

Conservative wage 
policy with weak 
unions 

Inequality rises in the 
1960s, including the 
average gap between 
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a  In some cases the designation of the take-off period is somewhat arbitrary  

 

 

17% during the 1960s 
take-off, then on up to 
very high levels (over 
40%) by the early 
1990s Marginal O/K 
close to 0.35 over the 
1960s, remaining high 
until the 1980s, after 
which it shows a 
downward trend. 

substantially exceed 
investment (an 
anomaly) 

off and falls 
somewhat during 
take-off (from 
50% to 40% in 
current price 
terms), then rises 
again in the 
1980s with the 
manufacturing 
export surge. 

and savings in excess of 
investment. Speculation 
that the government did not 
want growth to get too fast, 
for fear Malays would lose 
in relative economic 
position 

retaining the policy 
status quo of the 
colonial period, 
reliance on exports, 
very modest ISI 
efforts until the 
1980s 

Chinese and Malays, 
contributing to race 
riots of 1969. 
Employment creation 
appears to have been 
reasonably good 
overall but falling short 
of Malay aspirations. 


