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Lessons from Taiwan for Post-Communist
Transition: Another Look

East Asia’s stunning economic growth makes it an
alluring source of inspiration for economic reforms
in the post-communist countries of Eastern Europe
and the former Sovier Union (hereafter denoted as
EEFSU). Clark and Lam are recent additions to the
long list of analysts who have suggested that the re-
form straregies of the EEF5U should be based on the
“lessons™ of East Asia, in their case the lessons of
Taiwan.! According to Clark and Lam, Taiwan be-
gan its period of rapid grawth in the 19505 with “a
state=dominated economy, a highly distorted price
and market system, and a government thar was sus-
picious of and somewhat hostile toward the privare
sector™ (p. 113). In essence, “Taiwan in the 1950s
was very similar to Eastern Europe and the Com-
monwealth of Independent States (CI5) after the col-
lapse of communism in rerms of its system of real
property” (p. 115).

The telling point, according to Clark and Lam
is that “Taiwan, in fact, ign-::n:d the advice of West-
ern advisors who advocated the privarization of
stare enterprises. Wirh the slight exceprion of the
state corporations that were used to compensate
landlards during the land reform of the early 1950s,
privarizarion of srare corporations began only in

1989, forty years after the Nationalists arrived in
Taiwan™ (p. 111). The key to Taiwan's dynamism
was not privatization, bur racher the growth of the
new priwm,: sector The pr'u.'ah_' SECLOF rOse up HI'mB_
side an extensive state sector, so thar “a large state
sector there did lictle wo inhibir the development of
the island's dynamic capitalism™ (p. 116},

The main policy implication, according to
Clark and Lam, is that EEFSU should delay priva-
tization. According o the authors, privarization has
been shown by Taiwan's experience to be unneces-
sary in the early stages of develapmene. Moreaver,
the authors surmise thar privarization may exacer-
bate income inequality and undermine the provi-
sion of social functions, In the meantime, the fur-
ther growth of the state secror should be resist-
ed, while market institutions are gradually devel-
oped. Their summary slogan is “Rapid Marketiza-
tion through institution building, but Slow Privar-
ranon!” (p. 119)

Unformunarely, Clark and Lam, like many pre-
decessors, fall prey to a basic fallacy: the presump-
tion that the economic structures in East Asia and
EEFSU are sufficiently similar to rranslare the insn-
tutional pathways of Fast Asia to the Fastern Eu-
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ropean or post-Soviet context, While East Asia has
much to teach the EEFSU in very general terms —
about the value of expart-led growth, private own-
ership, commirments to education, macroeconomic
stahility — the specific institutional strategies of the
two regions must be different, given the differences
in economic history, factor endowments, and stages
of economic development, as Sachs and Woo have
stressed.? There are some elementary and powerful
reasons why privatization is necessary in the EEF5U,
even if it played a marginal role in the early stages of
Taiwan’s economic rakeoff.

A Comparison of Initial
Conditions

Clark and Lam seek to draw lessons from Taiwan's
sconomy of the 19505 and 19608 far EEFSUs econ-
omy in the 1990z, Such comparisons should searr
by recognizing the fundamentally different charac-
reristics of the rwo sertings. As we show in Table 1,
Taiwan began its economic takeoff as a low-income,
rural, agricultural economy, with 56.1 percent of
the employment in the primary {agricultural) sec-
tor, and anly 16.9 percent of the employment in
the secondary sector (mining, manufacturing, con-
struction, utilivies), By contease, Eastern Europe and
the Soviet Union began the transition to the mar-
ket as middle-income, urban, industrial economies.
The level of economic development was much high-
er than in Taiwan, and the proportion of the em-
ployment in agriculture was much less than the pro-
portion in industry. Note that the People’s Repub-
lic of China in 1978, at the start of Deng Xiaoping's
market reforms, was much claser in structure to Tai-
wan in the 19505 than was EEFS,

Clark and Lam argue that Taiwan was a heav-
ily stave-owned economy, bur this is an optical illu-
sion resulting from their focus on the industrial sec-
tor, which was a very small part of the overall econ-
oy They note that *Government-owned enterpris-
e accounted for 57 percent of the island's industrial
production in 1952, bur they fail to note that sinee
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Taiwan was still an agriculoural economy, the indus-
trial production was merely some 20 percent of GDP
in 1952.% Thus, state-owned industry accounted for
only some 11.4 percent of GDP, The small share of
the stare-owned sector is even more marked in terms
of employment, as we see in Table 2. The public see-
tor accounted for only 12.7 percent of the toral em-
ployment, while the private sector (including peas-
ant agriculure) accounted for some 87.3 percent of
the employment,

Consider the vast difference in conditions in
EEFSU at the start of the 19905, The industrial econ-
omy accounted for between 40 percent and 50 per-
cent of GDP, and virmually all of it was state owned.
More importantly, employment in the stare sector
ranged between some 70 percent of the total em-
ployment (in Poland) o around 99 percent of the to-
tal in the former Soviet Union! Thus, while around
90 percent of Taiwanese employment was in the pni-
vate sector, around 90 percent of EEFSU employ-
Ment, on average, was in the state sector at the start
of the rransition.

Implications of the Differing Initial
Conditions

Clark and Lam think they recognize “state domi-
nation™ when they see it in Taiwan in the 12505,
but compared with EEFSU, the postwar Taiwanese
economy was overwhelmingly privare in ownership
and operation. This is emphatically true of the over-
all economy, bur even the industrial sector had a sig-
nificant share of private ownership, around 40 per-
cent. Though state enterprises played a large role
in the industrial sector in 1952, the simple fact is
that Taiwan was still a poor, agrarian economy, with
the peasantry still constiruring the bulk of the labor
force.

This matters a great deal, since it was the
inter-sectoral moebility from agriculture to industry
that provided the bulk of new workers in the small,
labor-intensive manufactures that blossomed in Tai-
wan upon the start of outward-oriented growth at

BUSINESS & THE CONTEMPORARY WORLD = 1 = 1896 N



SACHS AND JIAN

Table 1:  Basic Indscators of Development
China Taiwan® Russsia Poland
A, Per Capita GNP USS (current value)
Year 1980 1984 1993 1952 1965 1993 1990 1991 1992 1982 1549 1992
280 310 490 196 217 10,852 4,160 3650 1830 1,490 1,9%0 1,570
B. Rural Share of Population [percent)
Year 1952 1976 1993 1961 1981 1973 1985 15%2 1573 1839 1992
Share 7.5 821 TLY 70 52 352 181 152 458 379 366
C. Emplayment Share by Sector (percent)
Year 1978 1934 1993 1952 1965 1993 1950 1985 1992 19859 1990 1991
Pimary 05 640 564 561 46.5 11.5 150 140 144 25.7 el 8T
Secondary 174 200 224 169 223 391 421 420 406 37.5 35 354
Tertiary 12,1 160 212 270 312 494 429 440 45 36.8 373 380
. GDP/GNP Share by Sector {percent)
Year 1978 1984 1993 1952 1965 1993 1985 1990 1993 1985 1590 1993
Primary 284 331 212 332 236 33 1.9 1646 8% 145 B? 63
Secondary 486 448 513 157 321 4046 50.0 476 481 510 572 3846
Tertiary 230 220 270 48,1 462 559 3R1 358 431 344 339 5501

* Taiwan rural share of population equals {1-urban population share), where urban papulation inclades only popularion in

cities whose popalation exceed 100,00,
Source:

1994 Statistical Yearbook of China; ¥ 1994 Taiwan Statistical Data Book; ¥ World Bank Searistical Handbook,

States of the Former Soviet Union 1993 and 1994; ° Sachs 1995, Table 2 for 1985 Russia’s GDP share dara; USSR
Facts & Figures Annual, vol. 1, vol. 14 & vol. 15; 7 The Furopa Waorld Yearbook 1995; * World Tables 1995;
* World Bank, Trends in Developing Economies 1995; 1% Cheng, 1993. 1! (See endonates 3-11.)

the end of the 1950s. The agricultural hinterland of-
fered a highly elastic supply of low-wage, lirerate
labor to the newly developing private firms, There
is really no mystery, therefore, regarding the main
point made by Clark and Lam that non-state firms
were able to grow up alongside the state-owned
sector. The state sector had neither the dominane
weight in employment nor in capital and land mar-
kets thar would have caused the state sector to stifle
the development of the private sector. Mor was the
stare sector 5o large by itself thar it threatened o un-
dermine public finances in Taiwan, Clark and Lam

32

underscore the inefficiency of the Taiwanese state
secton, notng that many state enterprises are “poors
Iy run and inefficient™ {p. 118). The good news is
that this in:fﬁci:n:}r did not destabilize the rest of
the economy, mainly because the state secror was
modest in proportion o the overall economy,

Mow consider the conditions in EEFSU. In
this ease, there is no agricultural hinterland that can
b the source of growth for the new non-state sec-
tor. In Facr, at the start of wransition, there is virtually
no non-state sector whatsoever that can be a source
of workers, capital, and land for the new non-state
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Table 2:  Distribution of Employment by Ownership (percent)

China Taiwan" Russia Foland*
Year 1978 1984 1993 1952 1965 1993 1980 1987 1991 1970 1980 1989
State Sector 1846 17.9 1481 127 146 118 959 95E 924 680 Ti4 T0.3
Mon-state Secror B1.4 821 819 B7.3 854 882 1.1 1.2 76 320 268 8T

Maores on state and non-state sectors:

* For Taiwan and Poland, state sector refers to public sector or government sector plus public enterprises; non-stare
sector refers w private sector,

* For China, state sector means state-owned units, while non-state sector comprises of collectively owned wnits, joint-
management economic units, stock-ownership economic units, joint ventures, private enrerprises, individuals, and
others.

* For Russia, state sector means state sector, leased enterprises, economic associations, social organizations, collective
farms; and nan-state secror comprises of joint-stock companies, joint ventures, cooperatives, individual labor, private

subsidiary agriculoure and private agriculture,

Source:

1994 Seatistical Yearbook of China; Yearbook of Manpower Survey Statistics Taiwan Area, Republic of China

1993; " World Bank, Staristical Handbook 1994, States of Former Soviet Union; Central Statistical Office, Po-
land 1990 Seatistical Drara, '* {See endnotes 4, 6, 12, and 13).

sector, If the new entrepreneurial non-state sector
was to develop, it had to come, almost by definition,
from a shrinkage of the existing state sector. In pure
resource terms, this was feasible, since the preexist-
ing state sector was vastly overmanned and inefh-
cient, and therefore capable of freeing up consider-
able amounts of capital, resources, and labor

In political-econamic terms, however, the sit-
uation in the EEFSU was vastly more complicated
than in Taiwan. Employment in state-owned indus-
try in the EEFSU was highly subsidized before the
start of the rransition process. Enterprises received
direct subsidies from the budger, cheap credits from
state banks, raw-material inputs far below world
prices, subsidized imports, and other non-marker
provision of resources with large implicit subsidiza-
tion. The so-called soft-budget constraint on the en-
terprises guaranteed that they could honer pledges
to workers of guaranteed employment and access to
a myriad of social services. The state subsidies for in-
dustry were financed in a variety of ways, including
the depletion of natural resources, despoilation of
the environment, borrowing from abroad, and the
exhausrion of foreign-exchange reserves, As the lim-
its were reached on these forms of financing, gov-

ernments turned to the inflation eax as a last resort,
sending inflation rares to triple-digit or quadruple-
digit annual rates throughour the region,

As long as the large implicit and explicit subsi-
dies remained in place, warkers could nort be coaved
to leave protected and subsidized stare jobs for the
vagaries of the private sector, even when the social
product in the private sector was much above that
of the state sector, ' Thus, in order 1o induce the rise
of the new private sector — as well as to stabilize
the macro-cconomy — it was necessary to cut sub-
sidies sharply and to introduce market competition
for the enterprises. All this was done with the knowl-
edge that there would have to be a significant down-
sizing of employment and production ar the existing
industrial enverprises, with all of the attendant palit-
ical uncertainties and opposition thar such downsiz-
ing would entail.

Moreover, it was recognized from the starr
that subsidy curts and marker competition would not
be enough to discipline the enterprises. They desper-
arely needed mew management, both depoliticized
and more attuned to market forces. While Taiwan
could accepr some degree of inefficiency in its state
enterprises for two or three decades, EEFSU could
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not, for several reasons, First, the state-owned en-
terprises accounted for a vastly greater share of the
total economy, so thar continued inefficiency would
have much more consequential adverse effects.

Second, as soon as the heavy repression of the
communist state was lifted at the end of the 1980,
workers, managers, local officials, and the central
bureaucracy began to strip the state enterprises of
assets and income. Salaries and wages soared, send-
ing the enterprises into the red. Similarly, state man-
agers quickly learned wo ser up private companies as
conduirs for the enterprise profis, in effect privanz-
ing the enterprise income while socializing the bad
debts.’S While Taiwan could exercise state control
over a few dozen large state enterprises, the post-
communist governments of EEFSU had no possi-
bility whatsoever to exercise long-term administra-
tive, economic, and paolitical contral over workers
and managers in literally thousands of large-scale
enterprises within each economy. Poland began the
transition with an estimated 8,000 large enterpris-
s, and Russia counted around 25,000 large stare-
owned firms.'®

Early Results of Transition in
EEFSU

These arguments might appear purely hypothetical
were it not for the first iive years of market reforms
in the region, We have been able to garner several
lessons in that p-u:rit.t-:].:lil

* The heavy industrial enterprises were
forced to retrench, as all EEFSU
economies experienced a sharp down-
wrn in industrial production at the
start of transition. This sharp down-

Notes

turn occurred in every kind of reform
program: radical, gradual, and mixed.
= Countries thar undertook faster market
reforms, .., the Czech Republic, Es-
tonia, Poland, and Slovenia, achieved a
faster restoration of economic growth.,

* Bapid privatization has proved to be
administratively and politically teasi-
hle, with the voucher scheme in the
Czech Bepublic the clearest case of
rapid privatization.

* Countries that failed to achieve stabi-
lization, such as Russia, imposed much
heavier social costs upon the pnpu]x-
tion than did countries undertaking de-
cisive stabilization programs,

¢ Much of the new growth in the re-
forming countries has come from new
small- and medium-sized (SMEs) pri-
vate firms, reminiscent of the growth
experience in Taiwan. Monetheless, the
growth of the SME secror has depend-
ed on the rapid downsizing of the large
state-owned enterprise sector.

We can say that the East Asian experience, in-
cluding Taiwan’s, contains several important lessons
for EEF5L, though not the lesson on privatiza-
tion emphasized by Clark and Lam. While EEF-
SU should indeed privarize and downsize the stare
sector, it should also heed the real lessons of East
Asia with regard to: the crucial role of openness
and export orientation of the economy; the im-
portance of small- and medium-sized enrerprises
for entreprencurial dynamism; the need for macro-
economic stability, based on prudent fiscal and mon-
erary policies; a tax system that promores savings
and investment; and a long-term emphasis on the de-
velopment of human skills,
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