2. Taiwan - Insde the Miracle: A Development Success Story

Tawanisoneof thefour East ASan "tigers” or "mini-dragons,” whose dramétic economic
successes of recent decades, dong with South Korea, Singagpore, and Hong Kong, have influenced
the way economidtis think about development. With a population of about 22 million, Tawan isa
mountainous, 14,000-square-mile idand off the coast of China, about the combined size of
Massachusetts, Connecticut, and Rhode Idand.

Tawan's clam to its satus as a "development miracle’ is as strong as that of any other
economy in the world. The idand racked up a measured annua economic growth rate averaging
close to 8% over more than four decades. Taiwan grew nearly 10% annudly in the widely used
benchmark 1965-80 period, higher than any other reported figure. Despite its now high income
dtatus, with a per capitaincome of $13,925 in 2000 at market exchange rates ($22,646 in 2000,
at PPP), Tailwan continued to grow, at a rapid rate of 5.7% on average over the 1996-2000
period. Though growth in various countries has occasionaly reached rates as high as 14%, and in
some regions as high as 25% or more, Taiwan's average growth performance is the highest ever
recorded over such a long dtretch of time. In the postwar period, Taiwan has grown from an
impoverished annud per capitaincome of just $100, to the prosperous society it istoday. At least
asimportant, Taiwan has achieved universal dementary and middle school education (nine years
are mandatory), a hedlthy population with alife expectancy of 75 years, and an infant mortdity rate
of only five per thousand. Absolute poverty has been essentidly diminated, there is very little
unemployment, and relative inequdity is modest even by developed country standards.

Although not yet redly afully developed economy and society, Taiwan has had to adjust
to some of the changes that face economies that have reached the threshold of high-income atus.
There has been “hallowing out” of basic manufacturing, as plants have moved to mainland China
in search of lower-wage labor. Production that has remained has been forced to rapidly shift to
high-tech products and processes, in the face of risng competition in basic industries from other
developing countries. There has been continued uncertainty about the idand' s political future, given
saber-rattling from China, which continues to view Taiwan as a renegade province, but so far the
society has adapted. It has aso transformed itsdlf into a credibly and competitively democratic
polity, with far less corruption and lack of government transparency than ether its neighbors or than
some of its own history.

Tawan thus seems to have achieved dmost everything we look for in development. This
achievement is in dramatic contrast to many other economies that started in a smilar—or even
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much better—set of circumstances in the postwar world. The question begsitsdlf: how did they do
it?

Explanations for Success. Paradoxicaly, but asis often the case in development sudies,
the problem is not that we have too few explanations for success or failure, but too many. Tawan's
success in particular has been ascribed to many factors. Here are 14 of the mgor ones: 1) emphass
on education; 2) extensve infrastructure development; 3) early and thorough land reform; 4) very
high rates of savings and investment; 5) a mixture of congructive foreign influences and diffusion of
commercid idess from Japan and the United States, 6) effective government industrid planning; 7)
the free market's release of human energies and credtivity; 8) the 1960s Vietnam War boom; 9)
direct American ad—and Tawan's use of that ad for invesment rather than consumption; 10) the
work ethic and productive attitudes of the labor force; 11) along history as an entrepreneuria
culture; 12) the initiation of an export-led growth srategy in the midst of the rapidly expanding
world economy of the early 1960s; 13) the movement into entrepreneurship of capable loca
idanders seeking opportunities for advancement, as they were blocked from the political arena; and
14) the survivd ingtinct: the necessity of economic development as a defense againg attack from
the mainland (the Peoples Republic of Ching).

We will be able to dismiss severd of these explanations as mgor factors, but any of just
afew of the remaining factors might appeer to offer sufficient explanation for Tawan's success. The
case of Tawan's development may thus be "overdetermined.” But an dternative interpretation is
that devel opment success requires many things to work well together, and in this sense there may
not be too many explandaions after dl: many of these factors may reflect necessary but not sufficient
conditions. In this view, the key isto undersand the magnified impact of having many deve opment
factors operating successfully at the same time (for adetalled andysis of this gpproach, see Todaro
and Smith, chapter 5).

Nevertheless, despite advancesin such techniques as cross-nationa econometrics, we il
lack adequate ways of measuring factors of development across countries. Uncovering the key
factorsin any one "deve opment miracle" thus remains dmost as much art as science. What follows
then is an imprecise but intendedly systematic exercise in the art of the case study of arguable the
most successful development experience. It results from a combination of an interpretation of the
literature and a series of on-dte vigts and interviews with public and private sector leaders in
Tawan.

Emphasis on education. Conggtent with the historical Chinese cultura veneration for
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education, Sx years of education became compulsory on Tawan in 1950. This was remarkable
enough, but more remarkable till in the troubled history of developing economies was that this edict
was actudly carried out within just afew years. Epecidly impressive were enrollment rates for
girls, which surpassed 90% for those aged 6 to 11 by 1956. (The comparable figure for boysin
that year was over 96%.) Emphasis on girls education is one of the most important factors in
successful development, if not the single most vitd factor, asthe case of girls education in Pekistan
demonstrates (see Case 16).

When compulsory education was expanded to afull nine yearsin 1968, there were doubts
that the economy could afford it. Today, while nine years remains a remarkable minimum
educationd standard for any developing economy, plans are being conddered to expand
compulsory schooling to twelve years.

Some other features are: Students go to school seven hours per day, for five and one-half
days per week. In 1992-93, the student-teacher ratio was just 26 for eementary school, 21 for
junior high, and 22 each for academic and vocationd high schools. Teacher sdlaries are rdatively
high, comparable to lower-middlie management in Tawan. The U.S. was Taiwan's modd for
generd education and Japan for vocationd education. Greater emphasisis placed on generd rather
than job-specific skills. But incentives for close relationships between education and business are
aso stressed. In one innovative program, vocationa high school teachers are paid to work in
industry during the summer months to simulate the development of curriculum relevant to indudtry's
current needs. Tax breeks are given for company donations of personnel and equipment to schools.

Assuming the world development community is seriousin its Millennium Development Godl
of enrolling dl children in 9x years of dementary school by 2015, it could do far worse than to
study the early experience of Tawan, where despite some glitches enrollment was redl and not just
on paper, students generally remained in school after they enrolled, teachers actualy showed up
for dass and taught serioudy, and corruption was kept to a minimum. The contrast in mogt of these
respects to today’ s low-income countries is dl too striking.

Extengve infrastructur e development. Development of infrastructure has been widdy
cited as a crucid factor in successful development by economists such as Paul Rosengtein-Rodan
and Albert Hirschman. A mgor highway, for example, is argued to represent a "growth pole"
around which indugtria and commercid development can consolidate and grow. From the period
of Japanese colonid rule (1905-1945), Tawan inherited an infrastructure system that was far
superior to that of most poor countries. The Japanese built roads, ports, and railroads to facilitate
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their own acquigtion of rice and other farm products from the idand. But this same infrastructure
became avehidefor nationd indudria growth from the 1950s. This endowment was supplemented
by the government's own extensive program in the 1950s and 1960s. Taiwan's army was too large
for theidand, alegacy of the pre-1949 control of the mainland by the governing Kuomintang, or
Chinese Nationdigts. Thousands of soldiers participated in avoluntary program to retire from active
military service to build infragtructure, including the technicdly chalenging east-west highway
projects, a program reckoned in Taiwan to be a mgor factor in its subsequent success. In more
recent years, the emphasis has moved to telecoms and other high tech infrastructure, which has
proven to be alimiting factor el sewhere.

There was some wadte, fraud, and abuse in infrastructure spending, though apparently less
than average. When the press was freed a number of infrastructure scanda s were uncovered, many
affecting the capitd, Taipa. The politica openings have played a role in kegping infrastructure
development and other development necessities on track as development proceeded, another
reflection of the interactive roles played by severd contributory factorsin economic growth.

Early and thorough land reform. Not burdened by close politicd tiesto landlords, the
Tawan government was paliticaly able to implement a thoroughgoing land-to-the-tiller reform
program in the 1950s. Landowners received stock in state-owned enterprises in return for
trandferring land to peasants. Thiswas amgor factor in the extremely rapid growth of agricultura
productivity in this period—a crucid foundation for later indudtridization. Other countries with
amilar land reform efforts, such as South Koreaand Japan, have seen impressive results. The U.S.
anaogoudy benefited from 19th-century programs such as the Homestead Act. In contradt,
development in Latin America, aswell as some neighboring countries, notably as the Philippines,
has been severdy hampered by the lack of land reform.

Very high rates of savings and investment. Capita formation has long been deemed
crucid to successful development. Developed countries have much higher levels of capita per head
than less developed countries, one of the factors enabling developed countries to enjoy higher
productivity and incomes. Taiwan's savings rates were among the highest ever recorded, reaching
30 to 40% in the 1950s and 60s.

The savings ethic is deeply rooted in Tawanese culture. Parents teach children the
overriding need to save for arainy day. This culturd pattern is supplemented by public policiesthat
keep red interest rates for saversrelatively high and tax free. Interestingly, like fellow tiger South
Korea but unlike Singapore, Taiwan has areatively low foreign capitd sharein total investment,
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about 10%. High savings and investiment is an important factor in development, but not a sufficient
one. India has substantialy increased its rates of investment since independence, but not its growth
rate, in part because capita equipment is more expendve there, in part because investments have
not been made in the most productive sectors at any point in time.

Diffusion of commer cial ideas. High saving done will not creste a devel opment miracle
without productive ideas among entrepreneurs about what use to make of it. Though hard to
document precisely, Taiwan has had consderable success at absorbing commercia ideas from
Jgpan and the United States. Much of this was due to the diligence of thousands of individud smdl
companies. But government aso played a role, through agencies like the China Externd Trade
Development Council (CETDC) that combed the world, especidly the United States, for ideas on
how Tawan firms could upgrade their technology and adapt to enter industria markets. The World
Bank's Dondd Keesng has offered some fascinating ingghts into its operation:

"Market research in CETDC's New Y ork office as of 1980 was based on an active search for
items that could be sold in the United States. The search began with an andysis of the sze and
origin of U.S. imports, followed by a preiminary sudy of the price and qudity of the more
competitive imported and U.S. products. From this the officersin New Y ork reached an estimate
of the likeihood of Tawan, China firms competing successfully againg offerings dreedy on the
market. (They damed to understand the manufacturing capabilities of Taiwan, China firms well
enough to do this) Once a likely product was identified, the office asked firms in Tawan, China
to send it samples of the product and price ligs. Representatives of the office would then visit
importers, wholesders, and other traders with samples and price lists, prospecting for sdes. They
would try to get reactions to the product. If the buyers were interested they would telex the
manufacturers. If not, they would find out why and then suggest appropriate steps to the
manufacturer.”

These observations lead us to perhaps the most complex set of development issues—the
roles of state and market in successful development.

Effective government industrial planning. A traditiona explanation for Tawan's
success is the operation of the free market. In contrast, Robert Wade and others have effectively
championed the idea that Tawan's success is due in large measure to effective government indudtria
planning. These policies are in large measure analogous to those of South Korea, though the
indudtrid base of Tawan isin smal firms and that of Koreaiin large firms. (See Case 15 on South
Korea)
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Tawan has had active indudtria policy systemsin place to license exports, control direct
foreign invesment both to and from Tawan, establish export cartds, and to provide fiscd incentives
for investment in priority sectors and concessond credit for favored indudtries. The government
plays amuch less active role today, now that developed country status has been nearly attained,
but it isinteresting to view the roles played in Taiwan’'s more formative devel opment stages.

Tawan's economic history began with avery highly dirigiste or state-directed, import
substitution-oriented industridization, in the 1949-1950 period. The 1958 reforms switched
intervention to export promotion and introduced market forces. But what emerged was far from
afree market—only aless thoroughly planned economy. Into the 1980s, al imports and exports
in Tawan have had to be covered by alicense. Imports are dassfied into "prohibited,” *controlled,”
and "permissble” Controlled goods include luxuries and some goods produced localy with
reasonable quality, in sufficient quantities, and whose prices are not more than a narrow margin
(about 5%) above comparable import prices. Even the "permissible" items were subject to strong
controls, such as with garments, which until 1980 could only be imported from Europe and
America—the least comptitive sources. Other goods subject to "competitive origin restrictions”
have included yarns, artificid fibers, fabrics, some processed foodstuffs, chemicas, machinery and
electricd gpparatus. Because the controlled ligt is larger than the published one, not dl
"permissibles’ are automatically gpproved. As Wade shows, apotentia importer of an item on the
hidden list has been asked to provide evidence that domestic suppliers cannot meet foreign price,
quality, and timing-of-delivery terms. Wade presents evidence that their function is to jump-dtart
growth industries by providing domestic demand for products targeted by government. Then
aggressive incentives are provided to induce companies to begin to export these products.

Wades interpretation of the relative success of thisimport subgtitution program, however,
is consstent with an emphas's on market incentives. He argues that because it controls quantities
of foreign goods entering the loca economy, the government can use internationa prices to
discipline the price-setting behavior of protected domestic producers. The government demands
to know good reasons why domestic prices of protected items are sgnificantly higher than
internationa prices, especidly in the case of inputs to be used for export production. In thisway,
domestic prices for controlled goods can be kept near world price leves through the threat of
permitting imports, even without free trade of goods across nationad borders. Wade concludes that
an effective government threet of alowing in more goods can itsdf be sufficient to hold prices down,
despite the current trade protection. Wade's argument can be interpreted as andogous to the theory
that monopolistswill keep prices low to the extent that they fear the entry of ariva firm seeking to
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take advantage of aprevailing high pricein an indugtry. Thus the argument isthat government isable
to play an active role in indudtria planning without compromising the vitdity of market incentives.

But some observersfed that Taiwan's government has been quite happy to promote the
devdopmentd date explanation, perhapsfinding greater domestic political benefitsin theimplication
that it has been competent in formulating economic policy than diplomatic cods, in thet it will be
viewed as interventionist and anti-free market. Clearly, Tawan's economy has been very far from
afree market, but explanations for Taiwan's success other than its actively interventionist policies
can be given. In particular, genera policies such as support of basic education and encouragement
of high savings cannot be said to have been ruled out as more important factors in Tawan's
success Many amdl entrepreneursin Taiwan seem to fed that government has done more to harass
them than help them. And the stable, consstent macroeconomic policiesin Tawan and esewhere
in East Asadso stand in dramatic contrast to much of the rest of the developing world, especidly
the poorest-performing regions.

Free market incentives. Clams that an economy's success is due to government
indugtrid policies, rather than the action of the free market, are impossible to fully prove. Thereis
aways the danger of corruption and inefficiency when government is excessively involved in the
economy. Some anti-interventionist economists have gone so far as to argue that Taiwan would
have done even better without its indudtrid policies, part of their contention is that "government
falure" isdmost dways worse than market failure in developing countries.

At the same time, while entrepreneuriad dynamism is hard to measure precisdly, it isplan
for dl to see throughout the idand. Taiwan is a case in which incentives to produce wedth rather
than merdly to seek a share of existing wedth ("rent-seeking behavior") are established with solid
property rights and not significantly undermined by other policies.

Certainly, the government of Taiwan has not aways been a highly efficient engine of
progress. There would seem to be plenty of room for inefficiency merely because the Republic of
Chinaisin the unique situation of administering both a centrd and a provincid government covering
exactly the same territory. This is a legacy of the Chinese civil war, which Tawan's governing
Kuomintang los. Moreover, until 1991, the government ruled Taiwan under martid law. Thiswould
seem to have offered ample opportunities for corruption. Indeed, in the 1990s, new corruption
scandals seemed to be reported dmost daily in Taiwan's many independent newspapers. The free
election of Lee Teng-hui as Presdent in 1996 was the culmination of a smooth five-year trandtion
to democratic governance. Elections have been highly competitive since then, and are generaly
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viewed as having been free and increasingly fair.

Ligtening to Tawan's government and oppodition leaders, one might conclude thet there are
not only two Chinas, but two Taiwans. Oneis clean, efficient, has afree press, and is democratic.
The other is corrupt, inefficient, features government control of televison, and has democratic
inditutions that are little more than a figlesf over Kuomintang dictatorship. The truth about the
government role lies somewhere in between. Tawan is best understood as a case in which the
dynamism of the marketplace is sustained and harnessed with a generaly, though not universdly,
effective role of government in correcting market failure and promoting sustainable development.
Tawan might indeed have done better if government activities had been scaded back in some
fidlds—but on net there islittle doubt thet its industrid policies have helped more than hurt. The
reverseistrue of many other developing countries, and it is difficult to draw genera conclusions.
Of course, now that Taiwan is gpproaching developed country datus, earlier government economic
policies may no longer be applicable. The emergence of an effective oppogtion in the
independence-minded Democratic Progressive Party is a factor keeping government falure in
check.

Other factors. The other explanaionslisted earlier were dso somewhat important, but are
unlikely to have been critical given the decisve role of the seven factors just discussed. They are
aso specid features that other economies cannot easily encourage through policy measures. The
1960s Vietnam War boom affected countries such as the Philippines as much if not more, but
without lasting effect; this suggests that other conditions were more important in Taiwan's SUccess.
American ad to Egypt has been far larger, and subgtantidly used for investment purposes, but with
lessimpressive results. Undoubtedly the work ethic and attitudes of the labor force were important.
At the same time, they could not be cdled into play without the right incentives being in place, and
without the availability of economically productive ideas. And awork ethic can be simulated by
the right incentives. A long history as an entrepreneurid culture may aso be important, but in the
long term these will smilarly be influenced by incentives for entrepreneurship.

Thefact that Taiwan benefited from beginning export-led growth in the early 1960s, atime
of unequaed world growth and a wide-open American market, was an undoubted advantage. On
the other hand, other countries such as Thailand have successfully grown through manufactures
exportsin the 1980s, despite far dower U.S. and world income and trade growth rates. Export-
oriented Guangdong province of Chinais growing far fagter in the 1980s and 1990s than Taiwan
ever did, despite sometimes duggish world trade growth (see Case 3). Indeed, Chinaas awhole
has set record growth ratesin this period. Many of China s reform policies since 1978 have been
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quite conscioudy copied from the experience of Tawan.

Theideatha locd idanders hed little opportunities outside of entrepreneurship has not been
proven; in any case, Tawan seems hardly to differ in this regard from the Stuation under many other
authoritarian regimes around the developing world that have suffered negeative per cgpitaincome
growth.

Asto the necessity of economic development as a defense strategy, one can hardly single
out Tawan. The United States guaranteed Taiwan's defense after President Truman sedled off the
idand in 1950, in response to the Korean crisis. Other developing countries lacking the natural
defenses of an idand and as gravey threstened by hostile neighbors have made little devel opment
progress in the same period. Military necessity more often represents a diversion of resources
needed for development than a productive stimulus. Indeed it often seemsto lead to war, which
inevitably sets back development performance.

Condluson. It ssemsthat Tawan's successis best explained by acombination of emphass
on education, absorption of productive ideas from abroad, extensive infrastructure development,
thoroughgoing land reform, very high rates of savings and invesment, effective indudtrid policy, and
last but not least, ensuring that incentives of the marketplace to produce wedlth rather than seek a
share of exising wedlth are established with solid property rights and not undermined by other
policies.

Today, Tawan seems well-characterized by Walt Rostow's notion of an economy in a
"drive to maturity,” in which the range of the world's most advanced technology and skills are
mastered. Government is focussing on collaborating with the private sector on more advanced
research and development (R& D), as Tawan moves into high technology fields. In 1991, ahuge
$300-hillion-plus infrastructure devel opment project was announced as part of the ambitious 1991-
1996 Development Plan, designed to propel Taiwan into the ranks of the devel oped economies.
Unfortunately, the program had to be scaed back considerably for budgetary reasons, and
corruption has hampered the program's effectiveness, as organized crime moved into the
congtruction sector. The private sector is being encouraged through incentives and exhortation to
take up the dack, but it is unlikdly that it can fully do so. In recent years, Taiwan's dynamic firms
have invested vast sums in mainland China. The country has been striving to adapt to afuture in
which relativey unskilled indudtria jobs will no longer be avalable. The focus has been on
education, high technology production in severd sectors including computers, software, and
biotechnology, and on financid development. The fact that Taiwan wegthered the enormous sorms
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of the East Adan financid crigsin 1997-98 was an impressve Sgn of the economy’ s devel opment
and resilience.

Arethere any drawbacksto Taiwan's growth? Certainly environmenta congderations have
taken a backseat to economic growth until very recently. Taipel suffersfrom exceedingly noxious
ar pollution, for example. Despite a nomina beginning at land use planning, a driver down the
idand's West coast will find a dizzying jumble of various agriculturd, industrid, commercid, and
resdentid uses, defying any economic rationde, let done land use aesthetics. She will find indudtrid
gtes perched on landfill over rice paddies and prawn pools, into which some waste products
inevitably seep. Attention is given to matters such as endangered species only after much Western
pressure has been applied. Even then, as one Taiwan officid frankly put it, "the private sector is
flexible and vibrant in Taiwan—where there is profit, there is activity.”

Housing remains smal and basic in Tawan; and motorbikes outnumber cars, a large
fraction of which are taxis. (Some of this may be due to incentives of the tax code). Left behind by
the miracle, homeless derdlicts can be seen deeping on the streets of Taipei and Kaohsung—
though these cities differ little in this regard from New York and Washington. Again, with the
opening of China, many Taiwan companies are moving lock, stock, and barrel to the mainland;
fears of the hollowing out of the economy, such as has been seeninthe U.S. and U.K., are being
voiced. But thisislikely to bring as much opportunity as problems. And even with such cavedts,
Tawan has come exceptiondly far; the caveats only qualify Taiwan's success, and point to some
necessary future directions; they do not in any way negate its impressive accomplishments.

In sum, Tawan illudrates wdl the complex mix of factors behind the kind of rapid
economic and socid progress often termed a development miracle. The factors that sood out were
education, infragtructure, land reform, high savings and investment, abosorption of commercid idess,
effective indudrid policy in formative sages, market incentives, and recently policies and incentives
for continued improvement and upgrading in skills, productive knowledge and efficiency.
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Sour ces

Dueto Tawan's peculiar satus as a norn-member of the United Nations and the World Bank, little
authoritative scholarly work is available. This study is based largely on government documents,
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