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PREFACE

We are pleased to publish Global Competition, Institutions, and the
East-Asian Ascendancy as the fiftieth in our series of Occasional Papers,
which feature reflections on broad policy issues by noted scholars and
policy makers.

In this paper Dr. Wolfgang Kasper focuses on international factor
mobility as a key ingredient in the phenomenal social and economic
transformation of the countries of East Asia and in the creation of
domestic institutions and conditions that favor growth.

The countries of East Asia began their takeoff when they were on
the periphery of the global economic system. They needed to sell their
products in the central markets of the world economy. In order to
compete successfully in these markets, they had to attract mobile en-
terprises, capital, and technical, organizational, and marketing skills. A
growing openness to world trade was critical to their success; Kasper
believes a less widely acknowledged element was the opening of factor
markets and the creation of stable and attractive conditions in which
foreign capital, know-how, and firms could thrive.

Kasper summarizes a number of lessons which the East-Asian
ascendancy offers countries wishing to emulate those successes. Close
economic interaction with the central, advanced economies is essential.
To attract investment at the beginning, wage rates, taxes, and land costs
should be kept low initially, and political, macroeconomic, and business
conditions should be kept steady. Improvement of international trans-
port and communication linkages will pay off handsomely. Government
should streamline administrative procedures and guarantee private
property and freedom of contract under an impartial legal system. It is



easier to resist rent-seeking in the absence of import substitution, which
only entrenches industrial and union lobby groups.

East Asia heeded these lessons by and large. This served to neu-
tralize the initially high fixed costs that businesses face when they move
to new countries. Of course, implicit in this strategy is the concept of
government as the partner of business in the job of attracting produc-
tivity-enhancing mobile resources.

Kasper’s analysis of the openness to the world economy and the
competition-supporting institutions that accelerated economic growth in
one East-Asian country after another will provide a useful model for
nations hoping to join the ranks of the new industrialized countries.

Nicolds Ardito-Barletta
General Director
International Center for Economic Growth

Panama City, Panama
March 1994
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WOLFGANG KASPER

Global Competition, Institutions, and the East-Asian Ascendancy

The inflow of scarce production factors—such as know-how, capital and
entire enterprises—from abroad has played an important role in the fast
growth of the East-Asian economies. The openness of factor markets has
been at least as important as the openness to international trade, not only
because factor mobility added scarce resources to the growth process,
but also because the attempt to attract mobile resources shaped domestic
institutional developments in favor of growth. In the first part of this
essay, we shall discuss the elements that matter in the international
competition for mobile production factors; in the second part, we will
try to find some evidence on the extent to which the East-Asian countries
pursued the right policies to attract growth resources from elsewhere.

Accelerated growth. Since the 1960s, most East-Asian economies
have consistently been among the top growth performers. As of the early
1990s, the city states of Hong Kong, Singapore, and Brunei are members
of the small club of high-income countries. Taiwan and South Korea
have reached per capita income levels that would now qualify them for
membership in the Organization for Economic Cooperation and De-
velopment (OECD) (Table 1). Malaysia and Thailand are poised to
become the next ‘‘growth tigers,’”” as are parts of the big, amorphous
economies of China and Indonesia. East Asia’s income gap with the rich
OECD countries is closing. East Asia’s share in world exports has
passed the 20 percent mark and the share of East Asia in world pro-
duction has risen from 11 percent in the early 1960s to over 18 percent
in the early 1990s. In short, a whole new class of advanced industrial
and trading countries has graduated, or will be graduating shortly. The

1



2 WOLFGANG KASPER

bipolar world economy, centered on both sides of the North Atlantic,
has become a tripolar system, with the biggest and most dynamic pole
on the western shore of the Pacific.

This constellation has been called the ‘‘East-Asian ascendancy.’’
As is well known, it has been propelled by rapid industrialization, a high
export share (relative to each country’s size), and very high rates of
capital formation (Table 1).

The ‘‘East-Asian development model’’ has, however, not been
followed universally throughout the region. For a considerable time,
Indonesia pursued dirigiste, inward-looking policies, and attained poor
growth until it switched to more economic-rationalist policies in the
1970s. The Philippines and the Indochinese countries are still lagging
far behind in investment, exports, and income growth.

Contending explanations for East-Asian growth. Since ‘‘suc-
cess always has many fathers,”’ the East-Asian ascendancy has been
claimed as evidence for many differing theories of economic growth.
Most economists claim that economic growth in East Asia can be
explained by high capital formation and gains from trade along the lines
of neoclassical growth theory (see, for example, Harberger 1984). Oth-
ers have claimed that fast growth was caused by enlightened govern-
ments who ruled the markets by selective interventions and identified
winners in industry and trade (Johnson 1982; Wade 1990).

Rather than directly addressing this long-standing controversy
head-on, we want to draw attention to the role of international inflows
of capital, knowledge and enterprise and the role of the competitive
climate in attracting inflows of productive resources from abroad, as
well as in mobilizing domestic production factors. The evidence (Kasper
1992) suggests the hypothesis that by trying to create an attractive,
hospitable climate for internationally mobile production factors, the
growth economies of East Asia have done much to create domestic
institutions and other domestic conditions that favor growth. The open-
ness of factor markets—along with a growing openness to international
trade—prevented entrenched rent-seeking, promoted competition, and
favored the evolution of transparent, nonarbitrary rules that foster com-
petitive enterprise. Our hypothesis is that factor mobility was a key
ingredient in the successful process of social, institutional, and eco-
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4 WOLFGANG KASPER

nomic transformation in East Asia and in repositioning the entire con-
stellation of domestic conditions in a more growth-prone direction.

Toward a Theory of International Systems Competition

Globalization. As of the 1990s, the owners of technical and man-
agerial knowledge, capital, and many enterprises tend to think increas-
ingly in global dimensions. They evaluate alternative locations around
the world to determine what rates of return and what risks different
locations are promising. They then tend to supply global markets from
the preferred locations. This is the phenomenon of ‘‘globalization,”
which is in essence the phenomenon of increased international factor
mobility. Globalization would not have occurred without long-lasting
peace among the core countries of the world economy and continued
reductions in transport and communications costs. The cost of sea
freight has, for example, dropped by about 0.4 percent per annum over
the past forty years, passenger air transport by 2.5 percent and trans-
Atlantic telephone calls by 6.7 percent annually. Transport and com-
munications have also become more user-friendly, allowing many
producers, who previously had to stay close to their markets, to become
increasingly footloose (Kasper 1993, 84). At the same time, the fixed,
sunk costs of product and process innovations have risen steeply in
many manufacturing and service industries and the time in which to
recoup these costs has often shrunk, so that many companies now have
a motive to market their innovative products immediately on a world-
wide scale (Ohmae 1990).

These developments have greatly favored the growth of the world-
market oriented economies of East Asia because producers and gov-
ernments in these countries have been agile in exploiting the emerging
trends toward globalization and transforming themselves from periph-
eral players to increasingly integrated participants in the core of the
world economic system.

Transport costs, transaction costs, and competition. When dis-
cussing globalization and the ascendancy of the originally peripheral
East-Asian economies, one must begin with an explicit recognition of
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space and ‘‘space-bridging costs’’ in trade, as well as in the relocation
of production facilities. East Asia began its economic ascendancy in the
1960s against the handicap of being located far from the centers of the
global economic system. High transport costs to and communication
costs with the major markets in North America and Europe forced
prospective East-Asian producers to be highly cost competitive. They
had to overcome the obstacles of distance in the global trade system by
making themselves highly attractive to potential foreign investors, tech-
nology and managerial expertise.

Aiming for a high degree of cost competitiveness required insti-
tutional reforms to cut the costs of doing business. If we want to
understand what happened in East Asia, we must explicitly acknowl-
edge transaction costs and the institutions that influence them. Just as
good roads, ports, telecommunications, and other elements of the hard
infrastructure reduce transport costs, appropriate institutions form a
“‘soft infrastructure’’ that reduces transaction costs. Both hard and soft
infrastructures are essential if one wants to compete successfully in
global markets.

Neither space-bridging costs nor transaction costs are normally
incorporated in standard economic price and trade theory. These costs
tend to be assumed away as a complication in the way of elegant model
building. Yet, in modern economies with an advanced division of labor
and trade over vast distances, transport and transaction costs tend to
make up at least 40 percent of producing the national product (North
1992). The competitive edge of many businesses depends frequently on
how well they cope with these costs and how well the society in which
they operate manages to reduce these costs.

A realistic model to explain the East-Asian ascendancy must also
leave room for production factors with differing degrees of mobility.
These range from highly mobile resources, such as disembodied knowl-
edge or finance capital that may be sent around the world instanta-
neously for the price of a fax, to rather less mobile resources, such as
skilled people, who need fairly high and durable inducements to move
internationally, and to immobile production factors, such as land, un-
skilled labor', and government administration. As will be discussed in
some detail later, government (and the informal institutions in society)
should in this context be treated as a production factor, because the
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quality of government has a major influence on the productivity of all
other production factors.

Government and the institutional rules of society also influence the
incentives for innovation, which is central to industrial take-off. Pro-
ductive knowledge is specific to place and time and the *‘traffic in
knowledge’’ is greatly influenced by the institutional *‘traffic rules.”” A
model to explain the East-Asian development phenomenon must there-
fore incorporate a realistic notion of space and evolution, of history and
geography.

Once one accepts that—different from the frictionless world of
neoclassical economic theory—there are costs of space-bridging and
transaction, one also has to accept that competition is hardly ever
atomistic. A more realistic model of competition in space and with
transaction costs is the model of oligopolistic rivalry for market shares
in which competitors enjoy (often temporary) market niches. Because
standard economic theory does not cover these elements, we will sketch
a reference system for analyzing the East-Asian experience which
explicitly includes (1) space, transport and communications costs, and
international factor mobility, (2) the information, transaction, and or-
ganization costs of doing business and the role of institutions in econ-
omizing on these costs, and (3) a theory of oligopolistic competition and
competitive evolution.

These elements are sketched in the remainder of this essay’s first
part.

A theory of space and factor mobility. A good departure point for
a theory that explains competition in the global economic space is the
still much admired work of Johann Heinrich von Thiinen (1783-1850),
the German economist who began in 1826 to publish his pathbreaking
analysis of resource allocation, income distribution, and location, and
who has become the ‘‘patron saint’’ of location theory (Thiinen 1955;
Schumpeter 1955; and Giersch 1979, 1993). Thiinen marks the starting
point of a tradition in economics which explicitly recognizes space. This
tradition never gained much of a foothold in mainstream Anglo-Saxon
theory (Blaug 1985, 614-24), but it can easily be integrated into tra-
ditional mainstream economics.

A model based on the Thiinen tradition can show how production
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factors that are unable to move in space (namely land, low-skilled labor,
and government administrations) are combined with mobile production
factors (such as capital, skills, and enterprise). It permits one to again
ask the main question that Thiinen asked 150 years ago: what spatial
pattern of economic activity results from profit maximization by the
owners of mobile and immobile production factors when they compete
within a uniform space—a plane of uniform fertility, in the midst of
which one can envision a central market place, a city? One can also ask:
What are the forces that attract mobile factors to different locations?

The main results of a Thiinen-style analysis may be sketched as
follows (Giersch 1993; Kasper 1991):

1. Prices (as well as other conditions of contract and product
qualities) are determined in central market places,
which—in the context of today’s global economy—
means in the big economic centers of North America,
Western Europe and Japan.

2. Those producers located at an economic distance from the
centers must absorb transport and communications cost if
they want to compete successfully in the big central mar-
kets. The producer price (market price minus transport
cost) therefore declines with distance from the centers.
The rate of decline is a function of transport-and-com-
munications technology, investment in such technology,
and efficiency in running the transport and communica-
tions infrastructure (Figure 1, right-hand panel).

3. Reductions in transport cost flatten the gradient with
which producer prices decline toward the periphery. This
means that better roads and ports, lower road tolls and port
charges, as well as better transport and communications
technology are primarily to the advantage of the owners
of immobile production factors who live away from the
central marketplace. In other words, the reduction of
transport and communications costs is first and foremost
in the interest of those who reside on the periphery.
Governments and workers in regions distant from the
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Global Competition and the East-Asian Ascendancy

major markets (such as the East-Asian region in the
1960s) therefore should pursue policies that reduce the
unit-cost of transport to the major overseas markets.”

4. As Thiinen was the first to show, the producer price, or
unit-return, is distributed among the owners of mobile and
immobile production factors in the following way: The
‘‘law of one price’’ applies to mobile factors because they
are able to conduct arbitrage in space. It is therefore the
immobile factors that are able to capture the entire rent of
being near the central market, or that have to bear the cost
of ‘‘space bridging’’ if located towards the periphery
(Figure 1, right-hand side). Their rate of return varies with
distance from the center.” Entrepreneurs will of course
adjust factor intensities and technology to maximize their
own income wherever they are located. Thus, they will
opt for a high intensity in using capital and other mobile
factors if they operate near the center, saving on the high
cost of land and other immobile inputs. This is evident in
the high usage of physical and human capital in the three
central poles of the global economic system. And they
will make a highly intensive use of immobile factors if
they produce on the periphery, which is evident in pe-
ripheral locations where ample use is made of land, labor,
and other immobile factors that tend to be cheap there.

5. Moving production factors internationally is not without
considerable costs and risks. In particular, high informa-
tion costs must be incurred when production facilities are
moved to untested locations. In order to attract mobile
factors, labor and governments that are located at a dis-
tance from the central markets and in not-yet-established
locations therefore have to overcome these frictions by
offering higher than uniform rates of return to attract
mobile factors (case A on the left-hand side of Figure 1).

6. What matters in the modern, dynamic economy is of
course not simply the factor price (for example, the wage,
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the land rental price, the tax), but the price of a production
factor relative to its productivity (for instance, unit-costs
of labor and land, the tax cost of government relative to
the infrastructure and the quality of government services).
Over time, productivity improvements will lower the unit-
costs of production measured in international currency.*
The inflow of know-how and capital from abroad is likely
to enhance productivity all around. Therefore, the *‘sac-
rifice’” of a low unit-price demanded by the local pro-
duction factors (low tax rates, low land/natural resource
prices, or low wages) tends to be temporary. If a peripheral
location manages to attract mobile resources, the produc-
tivity benefits are not once-off, but extend to the dynamics
of sustained ongoing efficiency and income growth. This
is so because after some time and in the absence of artificial
impediments, capital owners and firms learn how to pro-
duce more effectively in new industrial locations; local
workers begin to acquire useful skills that raise their pro-
ductivity; local educators learn to shape the curriculum to
promote future labor productivity; local governments and
communities learn to deal with industry and global com-
panies and begin to provide suitable infrastructures and
organizational backup for such industries; and the overall
social climate becomes more businesslike. After some
time, new industrial countries manage to remain attractive
even when local wages and tax rates rise.

. Some noncentral locations may try to avoid bearing the

transport-cost handicap when selling in world markets.
Labor in such countries may insist on wage rates equal to
or higher than those prevailing in the metropolis; and
governments may impose the same tax and regulatory
costs on producers that are customary in the high-income
centers (Case B in Figure 1). Such a high-cost strategy of
course triggers an exodus of mobile capital, talent, and
firms and soon requires barriers to international trade and
investment in order to protect the high returns charged by
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the local production factors. Fora while, such a policy (and
an abundance of cheap natural resources) may compensate
mobile factors for the high cost of labor and government.
However, over time, the interference in trade and capital
flows creates rent-seeking lobbies and a cost-plus men-
tality which erode the incentive to raise productivity. Be-
cause of high wages and lagging productivity, world
market shares are then lost and overall growth slows
down.’

One may generalize that trade and factor mobility determine the
distribution of factor incomes in space. The more internationally mobile
a production factor, the more even are the returns it earns in different
countries. The less mobile, the steeper is the decline in its location-
specific returns (its ‘‘locational rents’’) as one moves toward the pe-
riphery. This is not a static pattern, however. As productivity grows
thanks to factor inflows, the locational handicap of peripheral, new
industrial locations erodes naturally. And as trade grows, peripheral
locations may even become new centers in the global economy.

The basic policy lesson for remote and new industrial countries is
that the burden to be competitive in trade and to be attractive to mobile
production factors falls squarely on the immobile factors. Land owners,
workers, and government administrations have to absorb the higher
transport costs if they want their industry to compete in the global
marketplaces and to attract mobile resources for growth.

Transaction costs, and administration as a production fac-
tor. We have said that government administration is a production
factor, since good government is an ingredient in production, raises the
productivity of all the other production factors, and enhances a country’s
attractiveness to mobile production factors.

To gain a proper understanding of the role of government in achiev-
ing productivity growth, we must review the key elements of the rapidly
growing ‘‘new institutional economics,”” which is based on the fol-
lowing premises:

+ People do not have perfect information. Rather, com-
petitors are forced by limited time and resources to



