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Overview of Presentation

Why do we need to rethink development?

How has economic development theory and
Practice evolved?

The New Structural Economics

Growth Identification and Facilitation: An
Application



Economic Crisis and
Crisis in Economics

Failure to: Failure to:
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How has economic development
theory evolved?

Successful East Asian China, Vietnam and
. . Mauritius: Dual-track
TlgerS.' EXpOI’t PromOtIOH approach to transition

Market based economies with proactive role for government

Liberalization Approach
Focus on Government Failures:
Privatization and Marketization

Miserable results
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World Bank has been in the process of
rethinking economic development

oz

EAST ASIAN
MIRACLE

Export
Orientation and

Market Friendly No one-size fits all
Government

(i) Openness;

(i) Macro stability;

(iii) High rates of saving &
investment;

(iv) Market mechanism;

(v) Committed, credible &

capable government
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Introducing...
New Structural Economics

e Application of neoclassical economic approach to
understand changing economic structure in
development

* Provides a consistent framework for the five
stylized facts of Growth Report as well as the
findings from the East Asian Miracle and Lessons
from the 1990s

e Contributes to new theoretical and policy
insights for economic development



Introducing...
New Structural Economics

Sustainable income growth is the foundation for poverty reduction and
development

Sustainable income growth is a recent phenomenon
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e The sustainable income growth is a result of continuous technological
innovation as well as structural change
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Example: USA,



http://www.google.com/imgres?imgurl=http://www.houseofmemory.com/images/ibm_netvista.jpg&imgrefurl=http://www.houseofmemory.com/IBM_computer_memory_upgrade/&usg=__S7DJF_JV672jd2hrcsut4IaB26U=&h=493&w=565&sz=23&hl=en&start=5&um=1&itbs=1&tbnid=LRznjG68OomfpM:&tbnh=117&tbnw=134&prev=/images?q=IBM+computer+picture&um=1&hl=en&sa=X&tbs=isch:1
http://www.nitroplanes.com/93a35-f35-skycamo-kit.html
http://www.amazon.com/gp/product/images/B001NGY3VW/ref=dp_image_0?ie=UTF8&n=284507&s=kitchen

USA in 1600s




USA in 1800s
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New Structural Economics (NSE):
Key Concepts

The main hypothesis: Industrial structure is
endogenous to endowment structure

Initial Endowments (determine the economy’s total
budgets and relative factor prices at time t) ==

— Comparative advantage ===

— Optimal industrial structure (endogenous).

Dynamics: Income growth depends on

— Upgrading of endowments m==p Upgrading industrial
structure mm) “hard” and “soft” infrastructure

Following comparative advantage is the best way to
upgrade endowment structure and to sustain industrial
upgrading, income growth and poverty reduction.



New Structural Economics (NSE):
Key Concepts (2)

* Firms maximize profits...choice of technology
and industries based on relative factor prices...

mmm) Need for competitive market
system
e Industrial upgrading needs to
—Solve coordination problems
— Address externalities

mm) Need for a facilitating state



NSE and The Growth Commission’s

Stylized Facts
Growth Report
* Policy Recommendation from NSE Stylized Facts:
— Following comparative advantage : Conditions
e Market economy #4
e Facilitating State #5

e The results:
— Openness and advantage of backwardness

— Competitiveness and strong external as well as
fiscal accounts: fewer home-grown crises and larger 49
scope for countercyclical fiscal policies.

— Large economic surplus and high returns to
investment: high rate of savings and investment. &3

e The NSE’s recommendations are consistent with
the East Asian Miracle’s findings.

#1
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NSE and Failures of Industrial Policy in the Past

e Attempt to develop industries that went against
comparative advantage

 The firms in the industrial pollcy S tar%eted sectors were
non-viable in competltlve markets and required
government pol |c%/ supports for their |n|t|al investment and
continuous operations. Types of support:

— Direct subsidy
— Preferential tax treatment, trade barrier, and monopoly
— Interest rate and foreign exchange rate distortions

e The supports were implemented through price distortions.
As a result, planning and administrative allocations were
required.

 This led to rent-seeking, directly unproductive profit seeking,
and soft budget constraints.



NSE and Conditions for dynamic
growth

Market economy
— Necessary Condition for efficient resource allocation and following
comparative advantage
Facilitating state

— Necessary condition for smooth industrial upgrading and
diversification to industries that the economy has comparative
advantage

Historically, all the successful countries were market economies
and their governments played the facilitating role in the process of
industrial upgrading. The governments in developed countries
continue to play that role.

However, the governments in developing countries all attempted
to play the facilitating role but failed.

The governments in developing countries will continue to try to
play the facilitating role no matter we like it or that.

The key issue is how to help them play the role right?
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The existing practices
and suggested new approach

e The existing practices:

— Business environment
* The goal is to introduce a whole set of the first-best institutions

* The issues are:
— The government may not have the capacity to introduce all those changes
— The first-best institutions may be different at different stage of development

— No identification of industries with latent comparative advantages and no compensation
for the first movers

— Growth Diagnostics
* The goal is to remove binding constraints
e Theissues are:

— Binding constraints are endogenous to industries

— It relies on survey of existing firms. Many of them may be in industries where the
country has no comparative advantages.

— No firms will be in the new industries that the countries have latent comparative
advantage

e The new approach based on NSE:
— Growth Identification and facilitation



Growth Identification and Facilitation

Step 1:

Find dynamic growing countries with
similar endowment structure and with
about 100% higher per capita income.
Identify tradable industries that have
grown well in those countries for the
last 20 years. References for Lao may
include Vietnam, Thailand, Indonesia Step 2:

and China now and Finland

in the 1950s

See if some private domestic firms are
already in those industries (of which
may be existing or nascent). Identify

constraints to quality upgrading or
further firm entry. Take action to
remove constraints




Growth Identification and Facilitation

Step 3:

In industries where no domestic firms
are currently present, seek FDI from
countries examined in step 1, or
organize new firm incubation
programs.

Step 4:

In addition to the industries identified
in step 1, the government should also
pay attention to spontaneous self
discovery by private enterprises and
give support to scale up the successful
private innovations in new industries
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Growth Identification and Facilitation

Step 5

In countries with poor infrastructure
and bad business environment, special
economic zones or industrial parks
may be used to overcome these
barriers to firm entry and FDI and
encourage industrial clusters.

Step 6:

The government may compensate
pioneer firms in the listed identified
above with
Tax incentives for a limited period,
Direct credits for investments,
Access to foreign exchanges




Thank you
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