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Foreword

While Asia continues to set pace as the world’s fastest growing region, some Asian middle-
income countries (MICs) are showing signs of economic slowdown and face stiff competition
from lower-cost economies. The implications that could result from this economic growth
slowdown in MICs are of serious concern to economists and political decision-makers. The
threat of the “middle-income trap” (MIT) looms over Asian MICs such as Thailand and

Malaysia, the two countries profiled in this research initiative.

Both countries have advanced to upper-middle-income status, per the World Bank’s
classification of economies according to their gross national income (GNI) per capita (lower-
middle-income countries at $1,036 to $4,085; upper-middle income-countries at $4,086 to
$12,615).

The MIT concept refers to the risk of a country that has experienced rapid growth based on
low-wage, unskilled labor, low-added value manufacturing, and heavy reliance on exports,
stagnating at the middle-income level and failing to graduate to upper-income status. The
MIT describes a situation in which lack of innovation, low investments in technology and
education, rising labor costs, and stagnant productivity prevent or delay MICs from shifting

toward a productivity-driven structure and attaining high-income status.

Asia has shown that the trap can be avoided, with Korea, Singapore, and Taiwan standing
out as examples of economies that advanced from middle-income to high-income status in
just a few decades. At the same time, a chart published in the World Bank’s recent China
2030 report shows that most countries that were middle income in 1960 remained so in

2008, thus providing some empirical support to the MIT concept.

Policymakers have no shortage of information or recommendations at their disposal on what
can be done to avoid the trap. There is a growing consensus on what needs to be done to
face the challenges of the MIT and ensure sustained economic growth. Experience and
research show that a combination of good infrastructure, available energy at affordable
costs, innovation, quality education, strengthened domestic purchasing power, sound
economic institutions and macro-economic policies, private sector supportive business
environments, diversified regional and international trade, and good governance can

minimize the risks of long-term growth slowdown.

So what is holding countries like Thailand and Malaysia from reforming their economies to

hasten their advance to upper-income status and avoid the challenges associated with the
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MIT? Unlike two or three decades ago, sustainable growth cannot be ensured in the two
countries on the sole basis of a free trade agenda. To achieve their respective growth
potentials, the two countries require much larger and more ambitious structural reform and

development strategies and related policy agendas.

The research summarized in this publication does not intend to test the validity of the theory
of the MIT; nor does it purport to provide a comprehensive macro-economic analysis of
Thailand and Malaysia to determine whether or not they face the risk of stalling at the
middle-income level. Rather, the authors use the framework of the MIT concept to focus on
what they have identified as key challenges to growth in their respective countries, as
viewed from a political economy perspective. While the MIT concept and debate have
several dimensions, the authors have focused on select elements of particular significance

to Thailand and Malaysia and highlighted their political economy elements and implications.

These case studies share and reflect the expectation that successful policy reforms are not
achieved on the basis of sound technical analysis alone. Positive outcomes also depend on
analysis of how influential networks, the capture of power by elites, or entrenched and
unaccountable interests at the national and local levels can undermine or block change
measures, as well as on an understanding of how incentive structures and associated formal

or informal rules affect how politically influential individuals or institutions operate.

Véronique Salze-Lozac'h

Director, Economic Development

Chief Economist

The Asia Foundation

http://www.asiafoundation.org

The views and analysis expressed in these case studies are those of the authors and do not necessarily
represent those of The Asia Foundation or the Foundation’s programs. These studies describe research
in progress by the authors and are presented to elicit comments and reflections and to further debate.
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1 Overview

Key points: Tackling the middle-income trap

e Countries are said to be caught in the Middle Income Trap when they are unable to compete
against advanced economies while facing increased competition from less developed
economies.

e Policy changes proposed to address the problems restricting growth are often not taken up
when they threaten vested interests. The middle-income trap can only be addressed by political
reforms that facilitate appropriate economic policies.

e Thailand and Malaysia moved from low- to middle-income level by leveraging cheap labor and
competing on costs. They now face difficult choices in a competitive global market if they are to
successfully increase investment and productivity, move towards higher-value exports, and
boost internal consumption.

e Both Thailand and Malaysia have rapidly reduced rates of poverty since the 1960s. However
economic growth has been unevenly shared, and high levels of inequality remain stubbornly
persistent. Wage rate increases have not kept pace with economic growth rates and rising
costs of living.

e As well as enduring inequalities, slowing economic growth can also be related to low-quality
education provision and a poor enabling environment for small and medium companies.

¢ In short, rapid economic development has outstripped political progress. While regular
elections are held, the lack of independent institutions, use of public funds to gain or maintain
political office, and enduring patronage networks hold back democratic development.

e Oligarchy or ‘rule of the few’ still predominates in many cases where access to power rests
largely with a relatively small elite of well-connected individuals and companies. Closed
decision making processes and low levels of accountability prevail in many middle-income
countries.

e Policy recommendations need to address political as well as economic factors. This includes
promoting both more inclusive growth and more inclusive politics.

The ‘Middle Income Trap’ (MIT) refers to a situation that some countries face, where they
are unable to compete against advanced economies with high levels of innovation and
value-adding activities, but are also unable to compete with less developed economies that
have cheaper labor. The case studies of Thailand and Malaysia that are presented after this
brief overview chapter propose an analysis of some key features of the two countries that
the authors consider as determinants to the difficulties for MICs to move up to the upper-
income status. Following a political economy approach rather than relying on technical

economic analysis, the two case studies explain the political barriers to continued rapid
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development that have prevented Malaysia and Thailand from successfully emulating the

success of Asian ‘Tiger Economies ’ in reaching developed country status.*

By many measures, Malaysia and Thailand are two of Asia’s economic success stories. Both
have followed remarkably similar development trajectories with robust economic growth over
the last five decades. Real GDP per capita increased six times in Malaysia and eight and a
half times in Thailand between 1961 and 2010.2 With a per capita income of $9,693 in 2011,
Malaysia is on the cusp of graduating from a middle- to high-income economy, while
Thailand has just broken into the upper-middle-income rank with a per capita income of
$4,972.3

But the Malaysian and Thai economies are facing similar challenges. Both countries have
moved from low- to middle-income level by leveraging cheap labor to produce competitive
low cost products. They now face difficult choices in a competitive global market if they are
to successfully increase productivity, move towards higher-value exports, and boost internal
consumption. There is extensive research supporting a common set of policy measures to
address these challenges in Malaysia and Thailand, which recommend investment in
infrastructure, labor market reforms, and promotion of research and technology.* However
rather than repeat these recommendations, this study focuses more deeply into the reasons
why policies have not been adopted over time to provide a clearer understanding of the
political economy dimensions potentially trapping Malaysia and Thailand in middle-income

status.

The MIT is seen here not as an inevitable condition, but as a possible consequence of
political barriers to sustained, inclusive growth. The notion of a MIT suggests that the early
gains to be made as countries move from a mainly agricultural and rural basis to a more
industrial and urban economy begin to diminish when approaching middle-income status.
With gradually ageing populations and less capacity to compete purely on grounds of low
labor costs, countries find it hard to sustain high rates of growth. Debate continues over the

statistical basis of the MIT, as some sources suggest that barriers restricting economic

1 See Part 1.1 for a more detailed description of the Middle Income Trap.

2World Bank, World Development Indicators (WDI), http://data.worldbank.org/data-catalog/world-development-
indicators.

3World Bank, WDI.

4 See case studies of Thailand and Malaysia for country-specific references. Also Agénor, Pierre-Richard;
Otaviano Canuto, and Michael Jelenic. 2012. Avoiding Middle-Income Growth Traps. The World Bank PREM
Economic Premise Paper No. 98.
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growth are just as prevalent among low-income and high-income economies.® For the case
studies presented here, this argument is of little concern, as emphasis is placed instead on
building a grounded understanding of the barriers to growth that constrain middle-income
countries including Thailand and Malaysia.

The Malaysia case study, by Vijayakumari Kanapathy, considers the origins and key
features of recent discussion over the MIT. It then explores Malaysia's recent patterns of
economic growth, emphasizing how growth rates have on average been relatively high at
about 5 per cent per year. However, growth has over time declined in comparison both with
Malaysia's earlier rates of growth and with other high-performing East Asian countries.
Malaysia's traditional drivers of growth have lost their momentum over time. In particular,
total investment as a share of national gross domestic product (GDP) has declined by almost
half from 43 per cent in 1997 to about 22 per centin 2011. This is largely due to the sharp
decline in private investment, creating a gap which has been filled through potentially
unsustainable public investment. Declining export growth and a rising public sector deficit
add to concerns that public investment is crowding out the private sector. Further anxiety
stems from underwhelming international competitiveness, outmigration of skilled workers,

and low investment in research and technology.

The Thailand case study, by Pasuk Phongpaichit and Pornthep Benyaapikul, outlines the
country’s relatively high rates of GDP growth in the past five decades under a strategy of
export-oriented industrialization based on relative stability, a cheap and pliant labor force,
and foreign direct investment. Poverty has decreased rapidly. In 1988, over 40 per cent of
the population fell below the national poverty line. By 2010, the proportion had dropped to
under 8 per cent. As in Malaysia, however, new investment has declined over time,
contributing to declining growth rates. Concerns exist over a relatively unchanged labor-
intensive production and export development model. Thailand has struggled to prioritize
knowledge-based and innovation-based products while also facing growing competition from

low-cost producers such as China, India, Vietham and Cambodia.

5This debate is summarized in the article ‘Free Exchange: Middle-income Claptrap’. The Economist, 16 February
2013.
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1.1 The Middle Income Trap: Concept and Empirical Evidence

Concept of a Middle Income Trap (MIT)

The term MIT is now increasingly used in the economic analysis of middle-income countries
that have experienced sustained low or moderate growth. The term was first used by Garret
(2004) in his analysis on the effects on globalization on middle income economies (MIES).
According to him, growth rates of MIEs have been stagnating since 1980 because of their
inability to compete with high-income economies (HIEs) and low-income economies (LIES),
thus risk falling into a MIT. He reasoned that people and countries must be competitive in
either the knowledge economy, which rewards skills and institutions that promote cutting-
edge technological innovation, or the low-wage economy, which uses widely available

technology to do low-skilled tasks at the lowest possible cost.

The term was subsequently popularized by Gill and Kharas (2007) and Kohli et al (2009) in
their writings on development strategies for MIEs that have experienced sustained slow
growth. They argued that some MIEs are “squeezed between low-wage poor-country
competitors that dominate in mature industries and rich country innovators that dominate in

industries undergoing rapid technological change”.

None the less, the term has since been interpreted differently by different researchers
(Ohno, 2009; Spence 2011; Eichengreen et al 2011; Felipe 2012).This has prompted Kharas
and Kohli (2011) to clarify the concept as originally conceived. According to them, the MIT
refers to a phenomenon in which “countries that avoided the poverty trap and grew to
middle-income levels subsequently stagnate and fail to grow to advanced-country levels”.
The economy is said to be “trapped” because it is “unable to compete with either low-wage
economies or highly-skilled advanced economies.” In other words, they “cannot make a
timely transition from resource-driven growth, with low-cost labor and capital, to productivity-
driven growth (Kharas & Kholi, 2011, p. 282).

Ohno (2009) uses the term to refer to countries that are stuck in the second stage in
manufacturing, and face difficulties in shifting to the next stage because they fail to upgrade
their human capital. Spence (2011), Eichengreen et al, (2011) and Felipe (2012) on the
other hand have focused on growth during the middle-income transition phase in explaining
the concept of MIT. Spence (2011) defines middle-income transition as “that part of the
growth process that occurs when a country’s per capita income gets into the range of $5,000
to $10,000” and notes that this transition phase is problematic. Felipe (2012) questions the

notion of a “trap” and argues that “not being stuck as a middle-income country is simply a

Page | 10



problem of growth” and, therefore, the fundamental question remains as to “why do some
countries grow faster than others?” Eichengreen et al (2011) also focus on growth and
analyze “when do fast-growing economies slow down?” They conclude that countries
undergo a reduction in the growth rate of GDP by at least 2 percentage points (i.e., slow
down) when per capita incomes reach about $17,000 or high growth slows down when the
share of employment in manufacturing is 23 per cent or when per capita income of the late
developing country reaches 57 per cent that of the technological frontier.

Felipe (2012) has narrowed the definition further to include a time-frame for the slow pace of
growth. He uses historical income transitions as a guide to define the middle-income trap as
a “state of being a middle income country for over a certain number of years”. According to
him, avoiding the middle-income trap is a question of how to grow fast enough in order to
cross the lower middle-income segment (i.e., to reach $7,250) in at most 28 years (which
requires an average growth rate of at least 4.7 per cent per annum), and the upper middle-
income segment (i.e., to reach $11,750, the high-income level threshold) in at most 14 years

(which requires an average growth rate of at least 3.5 per cent per annum)®.

Definitions of the MIT based on per capita income thresholds and transition timelines
however have inherent weaknesses. Different definitions of per capita income and different
base years give rise to different outcomes. Moreover, merely crossing the upper middle
income threshold does not qualify an economy as a developed nation. If its economic
foundations in terms of its technological and institutional capacity and capabilities are not

strong, it can backtrack into a MIT.

In this paper the concept of MIT refers to: the phenomenon of low or moderate
growth in MIEs following a phase of rapid growth due to difficulties to compete
with either low-wage economies or highly-skilled advanced economies, as

reflected by the slowdown in total productivity growth.
Why do countries fall into the middle income trap?

An increasing volume of literature on MIT has focused on why some countries fall into the
trap while others are able to advance into high income status. Again, different authors have

adopted different approaches. Some have used a broad approach, focusing on overall

6 Based on his assessment, Malaysia is in upper middle-income trap and it would take another 5 years to attain

the high-income status provided its income per capita continues to grow at around 3 per cent per annum.
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development strategies, while others have framed their analyses around the symptoms of an
economy facing the MIT.

According to Kharas and Kohli (2011) most countries fall into the MIT because they fail to
adopt new growth strategies once they reach the middle-income status. They argue that
MIEs need to focus more on demand-side strategies rather than on supply-side strategies,
the latter of which enables successful transition from low to middle-income but not from
middle to high-income. With escalating wages, middle income economies lose their cost
competitiveness in exports. New strategies are thus needed to develop new products,

processes, and markets.

The connection between income distribution and macroeconomic growth is said to be
another possible source of the MIT as evidenced in advanced countries. As the middle class
stagnates and income concentration rises, “domestic demand may grow more slowly than
potential GDP, and this either results in stagnation, or is temporarily offset through more
financial leverage and a growing debt burden of the middle and lower classes” (Kharas and
Kohli, 2011).

There is, however, general agreement that one of the major symptoms of a MIT economy is
overall slowdown in growth and productivity. Using regression and standard growth
accounting techniques, Eichengreen, et al (2011) suggest that growth slowdowns are
essentially productivity growth slowdowns, whereby 85 per cent of the slowdown in the rate
of output growth can be explained by a slowdown in the rate of total factor productivity

growth, much more than by any slowdown in physical capital accumulation.

Productivity growth from sectoral reallocation and technology catch-up is eventually
exhausted, while rising wages make labor-intensive exports less competitive on world
markets — precisely at the time when other low-income countries become engaged in a
phase of rapid growth. Related to productivity decline is the lack of domestically-driven
innovation, quality of education, and shortage of skills. Agenor and Canuto (2012)
characterize MITs as “stable low-growth equilibria where talent is misallocated and
innovation stagnates”. According to them, public policies to improve access to advanced
infrastructure, enhance the protection of property rights and reform labor markets are
essential to escape or avoid middle-income growth traps. Figure 1 summarizes the concept

of how MIEs fall into a trap.
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Figure 1: Concept of a Middle Income Trap
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1.2 Political economy approaches, slowing growth, enduring inequalities

The term ‘political economy’ has a long history stretching back to the roots of economic
analysis in the 18th Century. It has been interpreted in many different ways, including
widespread recent use of the term among international development agencies interested in
practical contextual analysis.” For the purposes of this research, a political economy
approach involves considering how political forces influence both economic policy-making

and the wider development trajectory of a country.

The case studies of Malaysia and Thailand have been based on an expectation that
successful policy reforms do not only require sound technical analysis. They also need an
understanding of the incentives and associated formal or informal rules that affect how

politically influential individuals or institutions operate.

Political economy approaches emphasize the specific characteristics of individual countries,
underlining the importance of contextual analysis. In the case of Malaysia, this includes its

For example DFID, 2009, Political Economy Analysis How to Note, A Practice Paper, Department for

International Development, London
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colonial history and the political system established after independence, including
recognition of the privileged status of Bumiputra (i.e. Malay and other groups presumed to
be indigenous), and the long-term monopolisation of political power by the ruling Barisan
Nasional coalition. This is in contrast with Thailand's proud independence and more
tumultuous recent politics, including repeated military coups, the most recent of which was
only in 2006. Malaysia’s natural resource revenue affords a level of state involvement in
industry and investment that is not seen in Thailand, while the level of authority vested in
Malaysia’s state governments is not matched by Thailand's highly centralized bureaucracy

and economy.

At the same time, the case studies of Malaysia and Thailand demonstrate an intriguing
range of similarities. Though absolute poverty has fallen drastically in both cases, relative
poverty remains high, with pockets of poverty in certain geographical areas. A recent study
found that one-third of Malaysian workers earned below RM700 (US$200) per month, a

strikingly low figure for an upper middle-income country.

In the Thailand case study, Phongpaichit and Benyaapikul concentrate on inequality and on
associated weaknesses in the Thai education system. Inequality, as measured by Gini
coefficients, has remained persistently high by regional or even global standards throughout
decades of economic growth. In the education system, although young Thais have on
average received more years of schooling as the country has developed, problems persist
with respect to the quality of education and inequalities in access to education between rural
and urban areas. Thailand's education system also fails to produce enough graduates with

the skills needed by industry, leading to skilled labour shortages.

The Thailand case study presents international as well as domestic evidence to demonstrate
that enduring inequalities and deficiencies in the education system limit economic growth.
While there are varying economic arguments over the significance of inequality in limiting
growth, the broader case for supporting more inclusive growth is clearer from a political
economy perspective. As Phongpaichit and Benyaapikul explain, literature has tended to find
that inequality may be harmful to growth in many ways: fostering political and social
instability, encouraging lack of investment in human capital, and / or creating greater need

for government redistribution policies.

Enduring inequalities in both Thailand and Malaysia can be related to the wider political and
social context of each country. Wage rate increases that have not kept pace with wider
economic growth and rising costs of living can be linked back to policies such as the

intentional suppression of organized labor that reduced workers’ bargaining power. In
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Thailand, the minimum wage was for many years set through a bargaining process that gave
labor representatives very limited scope to counter the demands of business owners.® In
Malaysia, the strong political influence of private sector interests and government-linked
companies is not matched by a union voice. Unions currently represent only about 10 per
cent of the workforce.

Further factors contributing to unequal growth include the concentration of high-value
economic activity in relatively limited geographic areas, particularly in the zones surrounding
both the metropolis of Bangkok and the Greater Kuala Lumpur area. Bangkok is certainly an
example of a ‘primate city’, which is defined as a city that dwarfs all other urban areas in the
country, soaking up not only the bulk of private investment but also a disproportionate

amount of public expenditure.

In addition to enduring inequalities, various other factors emerge as brakes on growth in
Thailand and Malaysia, including poor enabling environments for small and medium
companies, which restricts their efforts to improve productivity and move up the value chain.
Such weaknesses emphasize the challenges met when attempting to move away from an

entrenched model of growth based on low wages and exports.
Undue influence and enduring elites

In situations where access to power and the selection of key decision-makers rests largely
with a relatively small elite, vested interests are able to maintain high levels of policy
influence. Closed decision making processes and low levels of accountability enable limited,
privileged groups to dominate how government departments and other institutions act, even
where government policy aims to adopt a more progressive approach. For example,
education specialists and some politicians have repeatedly tried to reform Thailand's
education system, yet have repeatedly encountered barriers at many levels. Likely solutions,
such as tackling deficits in accountability or enabling schools to operate more autonomously,
run counter to the established and highly centralized operations of government ministries.
The Malaysian Government, building on a legacy of ambitious policy-making, has committed
to an ambitious target of reaching developed country status by the year 2020.
Implementation of associated reforms, however, has hit a range of barriers often associated

with vested individual and institutional interests.

8 Since 2008, politicians seeking to improve living conditions and build popular support have successfully raised

the minimum wage in Thailand.
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Economic progress and political changes in Thailand and Malaysia over the past few
decades demonstrate that some flexibility in policy-making, and in the social structure,
exists. Yet while elite groups may accept newcomers, in the form of wealthy individuals and
a burgeoning middle class, they also work to avoid change and limit access to power when it

runs counter to their interests.

Oligarchic politics play out differently between countries and over time. In Malaysia, the
Barisan Nasional (National Front) has ruled the country since independence in 1957. UMNO,
the main coalition partner, dominates political bargaining. Economic policies associated with
the perceived need to maintain a balance between ethnic groups and to privilege ethnic
Malays created wide scope for deal-making and for feeding pervasive patronage systems.
The concentration of power within the executive increased under the leadership of Dr
Mahathir during his 22-year reign from 1981 to 2003. Economic progress fuelled by both
inward investment and natural resources (especially oil and natural gas) has enabled the
system to continue and has been used by the ruling coalition to cement their authority and

popularity.

In Thailand, gradual democratization and changes over years of economic growth have
challenged the status of the ruling elite and associated institutions, including the civil service,
the monarchy, and the military. Prime Minister Thaksin Shinawatra’s popular platform,
disdain for neutral institutions, and challenge to long-standing interests contributed to the
military coup of 2006. Subsequent turbulent events have effectively seen two rival elite
networks — one holding an electoral mandate and the other a stronger institutional base —
attempt to mobilize mass movements to back their interests. The wider popularity of Thaksin
across his predominantly rural support base enabled his allies to establish a grassroots ‘red-
shirt’ movement and subsequently win a general election. His party returned to office under

his younger sister’s stewardship in 2011.

Malaysia and Thailand both follow semi-democratic systems. The need to win votes in order
to maintain office has led to a range of policies designed to gain the approval of the rural
majority, and increasingly, of the middle classes. The long-term developmental value of
these policies vary, and include distortionary subsidies that waste public resources and
restrict private sector growth, as well as more beneficial universal social support and poverty
reduction measures. Both Thailand and Malaysia also suffer from weak independent

institutions such as the judiciary and the media, that should act as a check and balance on
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otherwise unaccountable leaders who use an electoral mandate and control over resources

to expand their authority.®

Greater economic liberalization in the late 20th century has not always served to tackle
oligopolies of power. In Malaysia, privatization effectively enabled the transfer of government
assets into private hands at discount prices, with a select group of well-connected
businesses benefiting as a result.

Economic crises, such as the Asian financial crisis of 1997, may present greater
opportunities for change but do not always lead to reforms that tackle vested interests.
Increased borrowing in response to economic downturns has at times fed existing
patronage-based structures and poorly designed state intervention, often justified through
virulent nationalist rhetoric. As seen in the Thai education system, governments have tended
to justify spending increases in response to problems but not accompany them with the

effective changes needed in order to increase productivity or allay future crises.

Promoting global prescriptions for reform is unlikely to enable countries like Malaysia and
Thailand to tackle the specific and politically embedded problems that they face in tackling
vested interests. In summary, the key problem is encouraging changes that may be

technically uncontroversial but are politically very challenging.

°In both Thailand and Malaysia the context could be described as electoralism rather than democracy. What are

predominantly fair and free elections are not supported by independent democratic institutions (Terry Lynn Karl,
'Electoralism’, in Richard Rose, ed., The International Encyclopedia of Elections (Washington, DC: CQ Press,
2000), pp. 95-6.)
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2 Case study from Malaysia: executive summary

Key points: Malaysia

e Malaysia's impressive poverty reduction and growth record was interrupted by the 1997 Asian
Financial Crisis. More recent annual growth rates of around five percent remain respectable by
international comparison but will be unsustainable if not accompanied by political and
institutional change.

e Despite a raft of bold policy initiatives and long-term plans, Malaysia is struggling to address
identified challenges that prevent or delay the shift to high income status, including lack of
innovation, low investment in technology, declining standards in education, high labor cost, and
stagnant productivity.

e Leaders have ensured political stability in the country by safeguarding the interests of the
country’s majority, as well as those interests of the minority. However, insufficient checks and
balances have led to increasing concentration of power within the executive and persistence in
rent-seeking behavior, patronage politics, and opaque governance practices.

e Asin Thailand, Malaysia has successfully reduced poverty but income inequality remains
relatively high and wages relatively low.

e Behind the economic challenges lies the larger overarching problem of weak institutions that
have compromised the implementation of sound economic policies.

e Despite some recent positive policy innovation, reform measures continue to focus on the
symptoms alone. Reform efforts have been contested vigorously by strong pressure groups
that benefit from maintaining the status quo.

Lesson: Reforms and policy action must promote universal rights, equality of opportunity,
electoral and government transparency, further decentralization, and the strengthening of
independent institutions.

The Malaysian economy grew at around 10.0 per cent per annum from 1987-1997, but
thereafter it has shifted to a more sustained lower pace of around 5 per cent per year, raising
concerns that it may fall into a MIT. A growth average of 6.0 per cent per year is targeted to
attain high-income status by 2020. Its inability to make a timely shift from resource-driven to
productivity-driven growth has been attributed to lack of innovation, low investment in
technology and R&D, declining standards in education, and high labor costs. Officially, such
structural weaknesses have long been recognized and a comprehensive array of policies
and programs has been introduced from as early as the mid-1990s to direct the economy
towards greater knowledge-intensive and high-value-added activities. But such initiatives
have at best produced modest outcomes. The case study thus adopts a political economy
approach to examine the underlying political economy dynamics that have deterred the

meaningful reforms necessary to take Malaysia into the next phase of development.
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Sound macroeconomic management has ensured economic stability with low unemployment
and inflation. Malaysia has also been highly successful in reducing absolute poverty. On the
downside, lower growth has been accompanied by rising inequality and pockets of poverty.
Additionally, Malaysia’s traditional drivers of growth, i.e. exports and investment, have lost
their momentum. This slack in private activity has been offset by rising public expenditure, a
scenario that remains unsustainable in the longer term, especially with mounting public
sector deficit. Weakening private investment is also a reflection of the limited capacity of

Malaysian firms to diversify through innovation into areas which bring higher returns.

A review of Malaysia’s political system shows that the political leadership has ensured
political stability in the country through a fine balance between safeguarding the interests of
the country’s majority, and those interests of the minority. Unfortunately, the nation’s rapid
economic progress, especially pre-1997, was not accompanied by reforms in its political
system. On the contrary, insufficient checks and balances have led to increasing
concentration of power within the executive. Any strong opposition to the government was
neutralized through the use of draconian laws. The media was tightly controlled and laws
governing free speech, free assembly, and free association were unjustly applied. This
meant there was lack of transparency and accountability, leading to power being

concentrated among a small group of elite.

The New Economic Policy (NEP), launched in July 1971 to uplift the Malays economically,
became the central focus of economic policies post-1969. The NEP was successful in
addressing inter-ethnic imbalances but its implementation has been compromised by weak
institutions. Poor oversight has raised the cost of doing business due to rent-seeking,
patronage, and often opaque practices. From its original intentions of equalization of
opportunities, the NEP morphed into one that focused on equalization of outcomes. The
increasingly fragile economic scenario accompanied by the worsening of the socio-political
environment has impinged on the quality of life, with growing costs of living and declining

public safety and security.

The simmering popular discontent with the state of affairs in the country surfaced during the
March 2008 general elections, when the ruling Barisan Nasional lost its two-thirds
parliamentary majority which it had held since 1973.The Barisan Nasional government faced
a new and challenging political reality that demanded greater transparency and
accountability. Of particular significance is the expanding middle-class, especially the Malay
society, which has become diverse socially, culturally and politically. The new leadership
undertook a national stock-taking exercise to help revive support for the ruling coalition and

to announce a more sustainable and inclusive policy.
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However, the stated reform measures continued to focus on addressing the symptoms of the
MIT, rather than its underlying causes. Reform efforts were contested vigorously by strong
pressure groups within the dominant party of the ruling coalition, as they benefited from
business as usual arrangements. The ruling government failed to regain its lost public
support in the 2013 general election. Its popular vote dropped further to 47 per cent from 50
per cent and it lost seven more parliamentary seats, despite allegations of massive vote

rigging.

Malaysia’s experience shows that it is not easy to bring meaningful reforms from within the
existing political systems. The on-going economic and government transformation programs
may spike growth in the short-term, but sustainable broad-based growth to escape the MIT
requires parallel socio-political transformation. There is a compelling need to shift from a
race-based to a needs-based policy in order to: (1) address imbalances in society; and (2)
improve the democratic process to ensure good governance and that the rule of law prevails.
There must be adequate checks and balances to maintain the integrity of Malaysia’s key
institutions. Corruption must be addressed and greater transparency and accountability is

needed so that developmental outcomes are just.

For the full report on the Malaysian case study, please refer to:
http://www.econ.chula.ac.th/research/book?book=b075.html
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3 Case study from Thailand: executive summary

Key points: Thailand

e Export-led development strategies based on cheap labor and foreign direct investment brought
about impressive growth performance during the 1980s and early 1990s.

e Relatively high per capita income obscures the fact that many households are struggling to
make ends meet. Other problems include a wide range of environmental and social concerns
as well as ongoing political instability.

¢ Anincreasingly strong evidence base suggests that persistent inequalities limit growth and
contribute to political unrest.

e Public expenditure in education and other sectors has long been disproportionately skewed
towards the capital city, Bangkok.

e Technical recommendations for increasing productivity and tackling barriers to more inclusive
economic growth have repeatedly been made, but are only partially acted upon. The principal
obstacle to their adoption is the persistence of entrenched and vested interests at national and
local levels.

e Whether successive Thai governments were elected democratically or came to power by other
means, they have been founded on oligarchic politics. Overlapping power centers contest for
dominance.

e There has been little interest from any major political actors in institutional reforms to support a
more sustainable, just, and democratic society.

Lesson: Priority measures to address these problems include increased accountability and
further promotion of decentralization, democratization, and civil society activism in order to
create the space for necessary reforms.

This chapter addresses the political economy and social aspects of the challenges Thailand
is facing with respect to being caught in a potential MIT. For Thailand, the key issues include
income and wage inequality, quality of education, and an oligarchic political structure. The
mode of analysis followed is political economy, with the approach focused not on how to
increase the economic growth rate per se, but rather on overcoming social and political

constraints impeding reforms that promote inclusive growth and more inclusive politics.

It is now widely agreed that the low wage and export oriented economic development model,
which has been very successful in substantially decreasing poverty and enhancing standard
of living for the past four decades, cannot push Thailand to progress further still. One of the

reasons for this is because Thailand now faces growing competition from low-cost producers

in China, India, Vietham and Cambodia.
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Despite an overall improvement in the standard of living over decades of economic
development, disparity of income between the poor and the rich has not been convincingly

improved and remains very large.

We argue that inequality is not just a side effect of economic development, but that it also
affects the growth path, particularly for middle income countries. The relationship between
growth and inequality is not one-way. Many recent studies, some of which cover a large
number of countries, have shown a reverse causality, in which inequality is a determinant of

the rate of long-run growth.

Inequality begets inequality and is the main obstacle to Thailand achieving its next step
towards improving the standard of living of its lower-income populations. In a market-
oriented economic system, sustained and equitably distributed economic growth puts money
in the pockets of the majority of people, expands domestic markets, enables people to
accumulate new, higher-value skills, allows government to increase revenue to pay for better

public goods, and enables the society to achieve greater political stability.

Greater income equality may also reduce other inequalities that impede economic growth,
such as education inequality. A growing number of studies provide convincing evidence that
education quality is important to long-term growth. Education enhances both the human
capital and innovation capacity of society, and it facilitates the transmission of knowledge. It
is also widely recognized that efforts and investments in innovation and research and
development (R&D) to produce more value-added goods and services are essential for

middle-income countries to progress to high-income status.

In Thailand, household expenditure on education varies depending on household income
and the education level of the household head. A serious issue facing Thailand is the low
standard and variability in education quality. Enrollment rates have increased rapidly in
recent decades but the quality, as measured by standardized international tests, is low
compared to international averages. Students from Bangkok and other urban areas
generally receive higher quality education and have a higher chance of being admitted to
colleges than those from the provinces. This disparity is also evident in the international

scores.

The root of this problem is not inadequate budget. Thailand’s spending on education is
comparable to the average of neighboring East Asian and Pacific countries. Rather,
disparities in education across Thailand are a result of structural problems in the education

system and a poor institutional environment. Some argue that an over-centralized regulatory
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structure and lack of accountability in the education system lead to inefficient use of
resources. There has been a strong resistance from the bureaucracy to the decentralization
program, including in education. Decentralization could increase accountability, enhance
parental involvement, improve monitoring of performance, and provide more effective

incentives to teachers.

High and persistent wage disparity in Thailand also presents a major challenge to Thailand’s
future economic development. Wages have been kept low to support export-driven growth
based on low-cost products. However, over the past two decades, the minimum wage has

not kept up with inflation.

Low and declining real minimum wages are a reflection of the weak bargaining power of
workers. Labor organizations are legal but highly restricted by law. With only 7.6 percent of
workers being members of labor unions, they lack fair representation. Moreover, workers
have no direct participation in the process of determining the minimum wage. The low wage
development model provides no incentive for firms to upgrade production technology, move

up the value chain, and improve labor productivity.

The recent increase of the minimum wage rate to 300 baht per day is a subject of intense
debate and it is still too early to observe its complete effects. However, early inflation data
shows that prices have not risen as steeply as some alarmists predicted, and some studies

have found no significant impact on overall employment.

On the political economy side, oligarchic politics present the main obstacle to economic
reforms needed to reduce inequality and generate sustained economic growth. The
oligarchic structures consist of several distinct but overlapping and interlocking groups of
powerful people, including senior bureaucrats, military elites, business tycoons, and senior
judiciary. The structure has developed from an earlier incarnation under the absolute

monarchy.

Major political and economic networks have a strong influence on politics and policy-making,
both at the national and local levels. An example is in the energy sector where two powerful
organizations have emerged. Their hybrid semi-public, semi-private character allows them to
enjoy all of the privileges of public enterprises, such as monopoly power in some activities,
whilst also benefiting from many of the advantages of a private enterprise, such as obtaining
investment incentives. Rules that allow individuals to take multiple positions as executives,
directors, and regulators also create large problems in terms of conflicts of interest, leading

to policies and programs that provide suboptimal social benefit.
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Local power networks are adjusting to the emergence of a two-party system in national
politics. National parties seek alliances with influential local business-politicians controlling a
local base of support. Local politicians secure the cooperation of local government officers
by sharing certain benefits. The national party also exerts some hold over local bureaucrats
through the centralized system of promotion which are decided at the ministerial level.

Several quasi-academic institutions have also been created to forge new alumni networks
linking business leaders, politicians, and bureaucratic elites. These institutions sustain the
personal bonds which tie the oligarchy together, and create space for negotiating
cooperation for mutual benefit. Powerful groups from the security sector, politics, business,
the judiciary, and selected segments of civil society cooperate to set policies and divide the
spoils. The strength of these networks helps to insulate the oligarchy from pressures calling

for redistribution and other reform policies that would benefit the mass of the population.

Decentralization, democratization and civil society activism are ways to challenge these
oligarchic structures and create the space for reform. Decentralization already has some
momentum, as local people have benefited and already formed associations to promote
further decentralization and democratization. However, these efforts face strong resistance
from the central bureaucracy. Change is possible through social forces working from below,
but this is likely to take time. The process could be accelerated if conservative forces were
motivated to spearhead moderate reforms in order to temper conflict and avert more radical

change.

For the full report on the Thailand case study, please refer to:
http://www.econ.chula.ac.th/research/book?book=b074.html
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4 Recommendations

The MIT is a problem that many countries would like to have. Although growth rates in
Malaysia and Thailand have gradually declined and fail to match the continued rapid
economic progress made in Taiwan and South Korea, they certainly remain robust. In both
countries, policies have been adapted over time in response to economic shocks. Social
programs including more accessible healthcare, the introduction of state pensions, and
recent improvements to the minimum wage have been gradually established. These positive
steps demonstrate the potential to undertake further steps. However, significant changes in
how government functions and political processes are conducted may be necessary if

progress is to be further built upon.

1. Serious, long-standing social and political challenges will limit sustainable economic
growth and frustrate ambitions of achieving developed country status if they are not
tackled. Oligarchic patterns of power, over-centralized authority, and lack of
accountability have endured even during periods of political crisis. The comparative
economic success of Thailand and Malaysia does not diminish the significance of these
barriers. It merely suggests that these or other challenges are still more intractable

elsewhere.

2. Breaking out of middle-income status will require political change. Thailand and Malaysia
show elements of a ‘limited access order’ in which political elites, including elected
leaders, key figures in national institutions, and business allies, divide up power.° This
assures a level of stability compatible with major domestic and international economic
interests, yet also limits access and competition. It restricts the incentives of those with
authority to implement the changes required to improve productivity and build a more
inclusive society. In addition to restraining economic growth, limiting access to political
authority risks stimulating social unrest among groups that feel particularly marginalized,

including ethnic minorities.

3. Common policy recommendations to boost growth — building robust institutions, market
reforms, creating new dynamic industrial growth poles, investing in technology and

infrastructure — remain valid yet need to be nuanced through a strong understanding of

OLimited Access Orders in the Developing World: a New Approach to the Problems of Development Douglass C.

North, John Joseph Wallis, Steven B. Webb and Barry R. Weingast. No 4359, Policy Research Working Paper
Series from The World Bank. 2007.
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political context and through other reforms. Entrenched political interests that limit the
space for implementing policy changes have proved to be enduring. For domestic and
international advocates aiming to encourage improved economic performance, it is
important to factor these challenges into technical policy advice and recommendations.
Working laterally on issues such as justice, media freedom, accountability, and

transparency may be more effective ways to improve the policy environment.

It makes sense to tackle politically viable challenges rather than aiming at technically
desirable yet practically impossible changes. As a result, policy-focused economic
analysis of the barriers to growth in specific sectors needs to be accompanied by political
understanding of where change is likely to be viable. Efforts to understand why some
valuable policies have been adopted and implemented, for example minimum wage
legislation or the reduction of unproductive subsidies, could help guide policymakers and

advocates.

It is an appropriate time to draw attention to enduring inequalities and other barriers to
continued economic growth. Strong global evidence now links high levels of inequality
with domestic instability and conflict, alongside wider concerns over the impact of global
economic downturns and a general rethinking of development approaches as

international policymakers look beyond the Millennium Development Goals for 2015.

Greater emphasis should be placed on inclusive approaches to growth and on improving
social protection in Thailand and Malaysia. A wide range of potential policy
recommendations includes efforts to tackle inequalities by improving social protection,
health provision, and housing, as well as ensuring that wealthy families pay a fair share
of tax. Programs that resonate with a majority of voters also create risks, as they have
often been abused by leaders looking to build popular support rather than tackle
fundamental blockages to development. This leads to little sustainable impact. In
Malaysia, enabling measures for small and medium enterprises are also stressed given
that entrenched subsidies along with cronyistic relationships between large businesses
and the state limit their operating space. In Thailand, particular emphasis is placed on
improving access to quality education, both to raise labor force productivity and to offer

opportunities to a wider section of the population.
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