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Chapter VI

PROMOTING INVESTMENT: SOME LESSONS
FROM EAST ASIA

A. Introduction

As noted in the previous chapter, accumula-
tion and growth depend largely on the spending
behaviour of the classes that take a very large share
of'national income, particularly the capitalist class.
Historical and cultural factors play an important
role in the emergence of a dynamic capitalist class
with a high propensity to save and invest from prof-
its. It was also noted that income distribution itself
can have an important influence on incentives to save
and invest. However, experience shows that govern-
ment policies play a key role in promoting “animal
spirits” among business, not only by securing certain
basic conditions such as political and economic sta-
bility and property rights, but also through
appropriate use of fiscal, financial, industrial and
trade policy tools and institutional arrangements that
enhance the effectiveness of government intervention.

This chapter discusses the key policy instru-
ments and institutions used in the East Asian
countries in animating the investment-profits nexus
and attaining a rapid pace of growth and industri-
alization without widening inequality. The next
section examines the policies and institutions de-
signed to encourage savings and investment from
profits, and is followed by a discussion of specific
policies aimed at discouraging luxury consump-
tion, focusing on how trade and development
strategies can be designed to link investment and
production to exports rather than domestic con-
sumption. The final section examines the role of
profit-related pay in reconciling distributional and
growth objectives. While the chapter draws pri-
marily on the East Asian experience, comparisons
are also made with other countries.

B. Animating the investment-profits nexus

All the East Asian governments have gener-
ally succeeded in guaranteeing certain basic
conditions for investment by maintaining political
stability, ensuring the respect of property rights
and creating a pro-investment macroeconomic cli-

mate. “Pro-investment” is a better description of
East Asian macroeconomic policies than “stable”
or “low inflation”, because some of these govern-
ments were willing to tolerate a fair degree of
inflationary pressure for the sake of boosting in-
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vestors’ confidence. Moreover, consumption was
sacrificed in preference to investment when more
restrictive measures were considered necessary for
the achievement of national economic goals. How-
ever, central to sustaining the momentum of
industrialization in the most successful economies
in the region has been the pursuit of policies de-
signed to promote profits and to provide incentives
to private firms to invest in productive capacity
and productivity, and to compete aggressively for
a greater market share.!

This was done in two major ways. Firstly,
fiscal instruments were used to increase corporate
profits and to encourage retentions in order to ac-
celerate capital accumulation. Fiscal incentives
included specific instruments targeting directly
corporate profits and investment, such as tax breaks
and special depreciation allowances. Legislation
allowed firms to put aside reserve funds against
risks and exempted funds from taxation, making it
possible to defer tax payments on profits. Such
policies also played a catalytic role, since banks
were more willing to make loans for investment
qualifying for accelerated depreciation allowances.

Secondly, trade, financial and competition
policies raised profits above levels that would have
been attained under free-market conditions, thus
creating rents. State-created rents, indeed, were
more vital than fiscal incentives in boosting prof-
its and promoting investment. They were created
through a combination of selective protection, con-
trols over interest rates and credit allocation, and
managed competition, including the encouragement
of mergers, the coordination of capacity expansion,
restrictions on entry into specific industries, screen-
ing of technology acquisition, and the promotion
of cartels for specific purposes such as product
standardization, specialization and exports.? As a
result, domestic prices were allowed to deviate from
international ones. This was particularly true in
Japan, during the catch-up period, and of the Re-
public of Korea and Taiwan Province of China -
the three economies where the international com-
petitiveness of national firms was steadily built up
and industrial deepening proceeded furthest.?

The low interest rate policy was particularly
important to firms as they built up internal funds.
Similarly, the rationing of credit, through such
mechanisms as “window guidance” in Japan, also
played an important role in raising returns on in-
vestment and hence internally generated funds by
preventing excessive expansion of productive ca-

pacity.* Thus, credit rationing was not just used
as an instrument for “picking winners”; it also ena-
bled rent creation and capital accumulation to take
place. Together with competition policy, it was
also used in the coordination of investment deci-
sions so as to prevent the “investment race” among
large oligopolistic firms from going so far as to
lead to falling profits and hence falling investment.’

Rents were also created by protectionist meas-
ures, but an important feature of these rents was
that they were often linked to export performance.
The most lucrative form of rent provided by the
Government of the Republic of Korea consisted of
profits from sales on domestic markets made pos-
sible by protection that was conditional on export
performance. In Taiwan Province of China rent
creation was linked to exporting by tying the allo-
cation of import licences to export performance, a
practice which ensured that “those getting the wind-
falls (rents) from importing scarce commodities are
at the same time contributing to the economic suc-
cess of the country by exporting”.®

Most of the fiscal instruments and rent-crea-
tion measures were applied, in a deliberately
concerted way, to specific industries at particular
moments in time. However, they have not just re-
allocated given resources among various sectors,
but have also significantly increased the overall
rate of accumulation in a number of ways. Firstly,
in promoting investment in industries with greater
potential for learning, scale economies and pro-
ductivity growth, the policies served to raise the
average rate of return on investment, and hence
total profits, thereby stimulating capital accumu-
lation. Secondly, the overall rate of capital
accumulation was raised as the result of forward
and backward linkage effects that these favoured
sectors generated for the rest of the economy. Fi-
nally, the policies also contributed to growth by
easing key macroeconomic constraints on capital
accumulation, including particularly the balance
of payments constraint on capital goods imports.

A number of factors account for the success-
ful management of rents in East Asian NIEs in
accelerating capital accumulation and growth com-
pared to other developing countries that pursued
similar policies. First, the rents were achievable
through productive activities which served broad
national interests, and governments acted to close
off non-productive channels of wealth accumulation.
Second, the provision of fiscal subsidies and the re-
alization of rents were related to performance
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standards. Significantly, the reciprocity between
government support and private sector perform-
ance entailed a faster rate of capital accumulation
and growth. This was not only because support
was often provided in exchange for higher invest-
ment, but also because better export performance
as a measure of the quality of investment necessitated
faster accumulation in order to raise competitiveness
through adaptation of new technology, scale
economies, learning and productivity growth. By
contrast, in many other developing countries where
similar policies were pursued, reciprocity between
government support and private sector perform-
ance was not assured, and earning high incomes
did not always depend on productive investment.
In such countries the outcome has been a combi-
nation of a high share of profits in national income
with a low propensity to save and invest from profits,
and a highly unequal personal income distribution.

There can be little doubt that the characteristics
of the business community as well as government
policies play a crucial role in the process of capi-
tal accumulation. As one commentator has pointed
out describing Japan during the catch-up period,
“the success of guidance from above was only made
possible by dynamism in industrial circles”.” Gov-
ernment policy contributed to that dynamism and
accelerated the process of capital accumulation by
animating the investment-profits nexus through
creating rents and pushing profits and investment
beyond what could be attained under free-market
conditions.

Effective implementation of such policies in
East Asian NIEs depended crucially on building

appropriate public and private institutions.® Crea-
tion of a strong bureaucracy based on the principles
of meritocracy, continuity and insulation from day-
to-day political pressures played a major role in
establishing an effective government-business net-
work needed to ensure reciprocity. Formal and
informal links with peak business organizations,
as well as sectoral ties, were instrumental in the
design, implementation and coordination of policy
measures.

A corporate structure based on large, diver-
sified business groups and concentration of
ownership in the hands of a small number of in-
side investors, together with a close relationship
and interlocking ownership with banks, has allowed
enterprises to take a long view and hence to estab-
lish a pattern of corporate governance which has
not been pressured by considerations of short-term
profit goals. Such forms of business organization
and ownership provided especially effective insti-
tutional arrangements under conditions of scarce
endowment of capital, entrepreneurship and skill
and of inadequate and imperfect information. They
helped overcome coordination problems in invest-
ment decisions; facilitate exchange of information
and reduce risks and uncertainties surrounding
investment projects; internalize economies of scope
and realize interrelated investment opportunities by
encouraging firms to create externalities for each
other as well as provide cross subsidies in financ-
ing infant industries and R&D.’ Similarly, the
internal capital market organized within banks and
firms served to reduce the borrower’s risk and to
lower the cost of investment and the rate of return
required by investors to undertake investment.'’

C. Control over luxury consumption, trade and industrialization

1. Luxury consumption

Given that the distribution of capital owner-
ship is usually highly unequal, and that savings
out of profits take place mainly through corporate
retentions, the coexistence of a high share of prof-
its in value added with a highly unequal personal
income distribution suggests a low propensity to

save and invest by the rich. This phenomenon is
much more widespread in developing countries than
the coexistence of high profits with low personal
income inequality. There is thus good reason to
believe that the rich in developing countries do not
always save and invest a large proportion of their
incomes, but spend them on goods and services that
by many developing country standards can be con-
sidered luxury consumption. They also have a
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greater tendency to consume goods with high im-
port contents, which, besides emphasizing
consumption over savings, has also the effect of
leading to a tighter balance of payments constraint
on accumulation and growth.

Most countries, whether developing or devel-
oped, place few or no constraints on luxury
consumption. A policy of controlling luxury con-
sumption has been adopted only by a relatively
limited number of countries since the Second World
War, and sometimes for only limited periods. Ex-
amples include certain restrictions on travel abroad
in Western Europe in the immediate postwar years,
the efforts of the socialist countries of Eastern
Europe to give second place to luxuries in their
pursuit of more egalitarian social structures, and
the determination of some East Asian economies
to increase savings and accelerate capital forma-
tion. The corresponding policies have been
introduced and subsequently relaxed during vari-
ous stages of development or, in Western Europe,
during the postwar recovery.

There is a popular perception that some
countries are more prone to engage in luxury con-
sumption than others, and that this makes a
difference to the country’s economic performance.
These tendencies can be clearly seen from table 45
with respect to passenger car ownership, which is
a typical luxury good in the sense that it neither
fulfils a basic need nor can be afforded by most
people in at least the developing countries. The
table provides some snap-shot statistics on car
ownership for selected developed and developing
countries in mainly the early stages of their devel-
opment. [t shows that some countries had a much
smaller fleet of cars in relation to population than
others at the same level of development (as denoted
by per capita GDP in constant 1985 dollars). For
instance, the Republic of Korea in 1984 had one
third of the number of cars per 1,000 inhabitants
that France had in 1950, although real per capita
was roughly the same in both countries at around
$4,000. Likewise, in 1989 it had the same number
of cars per 1,000 inhabitants as Turkey in 1992,
even though its real per capita income was one and
a half times greater than that of Turkey at the time.
Germany, Japan and the Republic of Korea stand
out as having an exceptionally low level of car
consumption compared to that of other countries
in their early stages of development or postwar
recovery. At the other extreme, there are coun-
tries such as South Africa, Brazil and Malaysia
where car ownership has been exceptionally high

for their incomes from the very early stages of de-
velopment.

In some countries car ownership has grown
broadly in tandem with per capita income. For
example, it has grown fast in Malaysia and
Thailand, but so also has per capita real income.
In other countries, however, the stock of cars has
risen relatively much faster. For example, although
Argentina’s real per capita income remained un-
changed at around $5,000 during 1965-1989, the
number of cars per 1,000 persons rose from 41 to
133 from the beginning to the end of the period.
Likewise, Chile, Egypt and Turkey initially had
relatively low levels of car consumption, but these
levels subsequently increased more rapidly than per
capita income. The years of economic crisis of
the 1980s only served to brake temporarily the
growth of car ownership, which has spiralled in
some countries that have recently adopted economic
liberalization measures. In the Republic of Korea
car ownership rose very slowly until the mid-1980s;
the pace accelerated subsequently, but remained
slower than that of per capita income growth.

Another indicator of luxury consumption for
which international data are readily available is
foreign tourism expenditure. Although they cover
only the last two decades, they give a similar pic-
ture to that of car ownership. It is, however,
striking that per capita expenditure on foreign
travel in the Republic of Korea has shot up since
1988, when restrictions on such travel were lifted.
It therefore seems that underconsumption, at least
in foreign travel, had been due as much to restric-
tive policies as to any intrinsic tendency to save
rather than consume by the country’s higher-in-
come groups. Import controls were one of the main
restrictive measures adopted in that country to dis-
courage or prevent luxury consumption during the
initial phase of growth and development. They ranged
from outright import bans on goods such as luxury
cars or fur coats to a combination of quantitative re-
strictions, prohibitive tariffs and foreign exchange
rationing in which priority was given to importers of
capital goods and intermediate inputs. There was a
surge in the import especially of luxury goods when
controls were relaxed in 1986. Imports of fur-skin
products, for example, were 40 times greater in
value in 1995 than in 1986 and of tobacco prod-
ucts more than 300 times greater, as opposed to
4.5 times for manufactured imports as a whole.

Both Japan and the Republic of Korea insti-
tuted various domestic taxes that discriminated
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between consumer goods in terms of how “luxuri-
ous” they were deemed to be. In Japan 10
adjustments were made to the list of luxury goods
during 1945-1987, each reflecting transitions in
consumption norms as the country became more
prosperous and living standards and expectations
rose. Various such adjustments were also made in
the Republic of Korea before 1977, when the com-
modity tax regime based on the Japanese model
was replaced by a VAT system that taxed luxury
goods far more heavily than other consumer goods.

Credit control was another allocative meas-
ure utilized by the Republic of Korea to deter
luxury consumption. The loans made by the gov-
ernment-influenced banking system tended to
favour production and investment in sectors ac-
corded greater priority. Few, if any, consumer loans
were available through the banking system. By the
mid-1990s, however, well-established manufactur-
ers themselves began to make credit available to
their customers. Car manufacturers, for example,
established specialized financing companies for this
purpose.

The Governments of the Republic of Korea
and other East Asian countries also publicly ex-
horted wealthy persons to show self-restraint in
luxury consumption. The appeals sought to re-
mind them of the harsh working and living
conditions that the majority of the population had
to endure during those early years of development
and growth. These campaigns also had the effect
of creating a valuable sense of sharing and soli-
darity in the population.

2. Production and exports

Many of the goods that are treated in devel-
oping countries as luxury items, such as motor cars
and consumer durables, are precisely those that
have driven, especially through their strong back-
ward linkages, modern industrial development in
the advanced economies. They involve industries
that typically employ mass production technology
based on the use of dedicated capital equipment,
where the achievement of scale economy is critical
for cost efficiency. This poses an important chal-
lenge to developing countries in designing infant
industry promotion programmes for such industries.

Typically, the domestic market in developing
countries is too small to enable producers to reach

a minimum scale of efficiency. This problem is
further exacerbated by the tendency of consumers
to want variety in markets such as cars, which leads
to a proliferation of models, often produced at be-
low the minimum efficient scale, as in many Latin
American countries.!! Atthe same time, the scope
for exporting is limited by their inability to com-
pete with more efficient producers in the industrial
countries. The response to this problem in many
developing countries has been to provide trade pro-
tection or subsidies to allow them to survive.

Expanding domestic consumption may over-
come the problem of minimum efficient scale in
countries with relatively large domestic markets,
but is not necessarily a solution in the long run.
For one thing, expanding the demand for such con-
sumer goods ahead of income would lead to a fall
in savings. For another, financing the imports
needed for their production would depend on pri-
mary export earnings or foreign borrowing, neither
of which may increase as fast as domestic produc-
tion of the goods.

East Asian countries such as Japan and, sub-
sequently, the Republic of Korea have succeeded
in resolving this dilemma by focusing on a strat-
egy of export-led growth while at the same time
discouraging luxury consumption. In some indus-
tries it proved possible to channel domestic
production towards exports relatively easily. For
instance, during the early 1980s, when the domes-
tic consumption of furs was virtually banned, the
Republic of Korea exported fur-skin products on
a large scale, becoming one of the world’s leading
exporters of these luxury goods. In other instances,
however, the industries needed to develop first on
the basis of domestic markets before they became
globally competitive. In some such cases, the con-
sumption of domestically produced luxury goods
was initially encouraged in the Republic of Korea
in order to enable the infant industries concerned
to gain experience and attain minimal scale effi-
ciency on the basis of the relatively large domestic
market. To that end, the VAT rate on certain tech-
nology-intensive products, such as VCRs, was set
at an initially low rate during 1982-1986, with the
expressed intention to raise it to 16 per cent in 1986,
28 per cent in 1987 and 40 per cent in 1988.

It was thus a judicious combination of gov-
ernment policies that encouraged producers of
luxury goods to export and discouraged domestic
consumption of such goods, thereby stimulating
domestic capital formation and enabling corpora-
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tions to achieve the necessary economies of scale
and quality standards to compete globally. Em-
phasis on exports to advanced country markets has
also had the benefits of providing a further spur to
domestic producers in respect of productivity and
of quality control. Here again the Republic of
Korea provides a good illustration. After an ini-
tial learning period based on the domestic market,
that country’s passenger car industry increased
exports much faster than production, thanks to its
competitiveness in global markets and the adop-
tion of measures to discourage domestic car
consumption. As may be seen from table 46, the
experience of that country in this respect differed
considerably from the more common experience of
many other developing countries, where
transnational corporations jumped import barriers
by establishing local plants to produce for domes-
tic consumption rather than export. Mexico
provides an illustration of another sort. There much
of'the assembly operations is for the export of cars
to the United States, but the operations are carried
out by subsidiaries of TNCs rather than by do-
mestic firms; moreover, they have a very high
import content and low domestic value added.

Entry restrictions were instrumental in the
Republic of Korea in encouraging potential inves-
tors to build large factories. Other measures for
achieving and maintaining sufficient economies of
scale included government-induced mergers of
firms operating at sub-optimal levels of produc-

tion, forcing firms to withdraw from the market
where too many of them were competing in too
small a market, and arranging negotiated segmen-
tation of markets to accommodate efficiently two
or more producers having distinct comparative
advantages.

Since the key to success in solving this di-
lemma was attaining competitiveness and raising
exports rapidly, measures were taken to increase
productivity in industries that were regarded as of
key importance in the export drive. The measures
included the establishment of standards for indus-
tries producing parts and components, the provision
of fiscal incentives for training and R&D, the
suspension of anti-trust legislation where large tech-
nological agglomerations were necessary, and the
dissemination of information on international “best
practice” methods and technologies. Policies were
also pursued that facilitated, where their effects
were considered beneficial, the operations of TNCs.

Thus, a combination of restrictions on luxury
consumption and the promotion of exports was
crucial in raising savings, investment and produc-
tivity so as to attain rapid industrialization and
competitiveness in a variety of technologically ad-
vanced product fields. This success was in no small
measure made possible by the careful sequencing,
phasing and control by government authorities of
the pace at which the production, export and do-
mestic consumption of luxury goods occurred.

D. Profit-related pay, distribution and accumulation

A factor that has played a key role in recon-
ciling growth and distributional objectives in East
Asia is the bonus system, first adopted in Japan
and subsequently in the East Asian NIEs. By link-
ing an important part of labour compensation to
company performance and promoting stability of
employment, this system has served to attain
greater equality in income distribution while at the
same time promoting higher savings by workers
and higher investment by firms.

1. Extent and nature of the bonus system

Profit-related pay is practised in a number of
countries both in East Asia and elsewhere under
different institutional arrangements. A widely used
scheme is profit-sharing, whereby workers receive,
in addition to their wages and salaries, a predeter-
mined share of the profits of the enterprise
concerned. Such formal profit-sharing arrange-
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ments are typical of the profit-related pay schemes
in developed countries, in particular those of
OECD.'? They are often encouraged by tax con-
cessions, and applied after a threshold level of
profits. Payment may be made in cash or shares.
When in cash, the payment may be made immedi-
ately or after a certain period. A special instance
of deferred payment is where profit-sharing is used
to allow workers to accumulate retirement funds,
as in North America. In the share-based system
employees acquire shares in the company free or
on preferential terms. These are often company-
wide incentive schemes which do not depend on
individual performance, although eligibility to par-
ticipate usually varies with length of service.

In East Asia profit- and performance-related
pay is particularly widespread in Japan, where the
tax and social security systems encourage bonus
payments. While the law requires such payments
to be made with an interval of at least three months
between them, in practice bonuses are paid twice a
year. The Republic of Korea has an almost equally
developed bonus system, where such payments are
encouraged by favourable treatment in the social
security system. The payments are made four times
a year, and consequently the amounts can be al-
tered more rapidly according to business
conditions. In other economies, such as China,
Taiwan Province of China and Singapore, the bo-
nus system is also widely practised, although its
importance in terms of workers covered and the
share of such payments in total remuneration in
the latter two appears to be somewhat more lim-
ited than in Japan and the Republic of Korea.

The bonus system in Asia differs from profit-
sharing schemes in North America and Europe in
a number of important respects. First, formal
agreements for the distribution of a pre-determined
portion of profits are much less common, and there
is often an important discretionary component,
particularly in Japan. According to a survey made
by the Ministry of Labour in 1983, only one third
of all firms in Japan paying bonuses had formal
arrangements. Moreover, only three quarters of
such arrangements were linked to profits, and the
rest were payments made on the basis of value
added or the volume of production or sales. Even
formal profit-sharing agreements often include pro-
visions for discretionary payments. Similarly,
enterprises have been given considerable freedom
in the implementation of the incentive pay system
in China since it was introduced in the mid-1980s.
Detailed information is not available for other

Asian countries, but formal agreements seem to be
more common in the Republic of Korea, although
not to the same extent as in the profit-sharing
schemes of OECD countries. However, there ap-
pears to be a move in the region towards the kind
of flexible pay system practised in Japan.'

While the discretionary component of the bo-
nus system weakens the sensitivity of bonus
payments to changes in profits, it introduces con-
siderable flexibility into corporate management and
promotes greater interaction between labour and
capital, which often leads to cooperative arrange-
ments. In Japan, for instance, in unionized firms
negotiations over bonus payments are conducted
separately during Shunto (Spring Wage Offensive)
and on the basis of a different set of considera-
tions. While the current level of profits is an
important element in setting bonuses, other fac-
tors are also important, including firms’ plans for
expansion or job creation. This appears to be the
case in the Republic of Korea, too. For instance,
the labour union at Daweoo Electronics recently
announced that it would voluntarily give up part
of the bonus payments, amounting to halfa month’s
wage, and accept a wage freeze for the year, in
order to help the company expand investment in
new areas of business and stabilize employment.'*

Thus, the bonus system in East Asia does not
simply provide a rule for labour compensation, but
is a component of a broader labour-capital inter-
action whereby the interests of the workers are
reflected in company decisions. This is certainly
an important reason for greater corporate loyalty
in East Asia. Bonuses also provide an important
incentive for work effort and have been shown to
have a significant positive effect on productivity
in the Republic of Korea.'> Although bonuses are
determined by the collective performance at the
firm level, social ostracism and peer pressure help
to solve the individual incentive problem, since co-
workers can easily monitor each other’s efforts.'¢

A second important difference is that, while
the overall significance of profit-sharing schemes
in labour compensation is fairly limited in most
industrialized countries, the bonus system in many
East Asian countries has a wider coverage and
accounts for a substantial part of total pay. In
Japan it was initially limited to white-collar work-
ers in large firms, but since the 1950s it has spread
widely to cover blue-collar workers and has begun
to account for a growing portion of total pay.!” By
the early 1980s, almost all workers in firms with
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Chart 17

BONUSES AS A PERCENTAGE OF WAGES IN
JAPAN AND THE REPUBLIC OF KOREA

(Percentage)

401

35+

30+

251

Per cent

20+
Republic
15 of Korea
10

5

ol b v b b v b v L |
1950 1955 1960 1965 1970 1975 1980 1985 1990 1995

Source: Ministry of Labour, Republic of Korea, Occupational
Wage Survey. Ministry of Labour, Japan, Monthly
Labour Statistics.

at least 30 employees were receiving bonuses. The
bonus/wage ratio rose from about 10 per cent in
1950 to over 40 per cent in the mid-1970s, declin-
ing somewhat and stabilizing at around 33 per cent
thereafter; thus, in the early 1980s about a quarter
of total labour remuneration took the form of bo-
nuses. In the Republic of Korea the bonus system
also covers almost all workers in firms with 30
employees or more. Its development was started
later than in Japan; the bonus/wage ratio rose from
around 5 per cent in the early 1970s to 15 per cent
in the mid-1980s. There has been a further sharp
increase since the late 1980s, and the ratio has now
reached a level similar to that in Japan (see chart 17).

There are no systematic data for other coun-
tries in the region. In China, the share of bonus
payments in total labour compensation appears to
have increased considerably after the mid-1980s,
and this may have been a key factor in the rise of
the share of labour in total factor payments in vari-
ous branches of industry. Available evidence
suggests that in Taiwan Province of China bonus
payments amounted to some 15 per cent of total

labour compensation in the 1970s, and it seems
that this proportion has been maintained in more
recent years.'® In Singapore the system includes
annual bonus and annual wage supplements; in
1989 about 90 per cent of workers seem to have
received some form of bonus. In manufacturing,
such payments represented about 11 per cent of
wages in 1988.

2. The bonus system, distribution and
accumulation

The bonus system clearly has implications for
income distribution both among workers and be-
tween labour and capital, as well as for savings
and capital accumulation. However, these impli-
cations have been little explored in studies on the
bonus system, and empirical evidence is scarce.
What follows is a brief description and discussion
of various characteristics of the system and their
relevance to distribution and growth.

A number of features of the bonus system in
East Asia appear to widen, rather than narrow,
income differentials among workers. In Japan the
share of bonus in total remuneration tends to be
higher for workers who receive higher wages; bo-
nuses account for a greater proportion of pay for
white-collar than for blue-collar workers. The
share is also positively correlated with the size of
firm and the length of continuous service, factors
that play a major role in wage determination in
Japan (see table 47). In the Republic of Korea,
too, the share of bonus in total pay is higher in
larger than in smaller firms, for white-collar work-
ers than blue-collar workers, and for male workers
than female workers (see table 48). The variation
of bonuses with firm size appears to be responsi-
ble for the large inter-industry wage differences in
Japan and the Republic of Korea by international
standards."

While the bonus systems in Japan and the
Republic of Korea tend to widen earnings differ-
entials in some respects, they tend to promote
equality in others. Despite the large inequalities
among different groups of workers noted above,
wages are much the same for all workers within
the same gender and age groups, irrespective of
education and occupation. The close correlation
between the share of bonus in total pay and length
of service suggests that bonuses promote skills
based on learning-by-doing, as well as corporate
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Table 47

SHARE OF BONUS IN TOTAL LABOUR COMPENSATION IN JAPAN IN 1983, BY SIZE OF FIRM,
LENGTH OF EMPLOYMENT AND TYPE OF OCCUPATION

(Percentage)

Size of firm (number of employees)

10-99 100-999 1,000 or more All firms ®
Years of White- Blue- White- Blue- White- Blue- White- Blue-
service ? collar collar collar collar collar collar collar collar
1-9 17.5 15.3 21.6 19.3 24 .1 21.4 21.3 17.9
10-19 20.8 18.1 25.5 22.3 27.8 23.5 26.0 21.8
20-29 20.7 18.7 27.4 23.0 31.2 24.8 29.1 23.1
30 and more 20.4 18.7 28.1 23.4 31.1 26.0 29.2 24.0
All workers 18.8 15.8 24.7 20.6 28.6 23.4 25.7 20.2

Source: J. Suruga, “Bonus system and flexible wages” (in Japanese), Nihon Rodo Kyoukai Zashi, March 1987.
Note: White-collar: administrative, office, technical workers; blue-collar: production workers.

a Years of continued employment in the firm.
b With atleast 10 employees.

loyalty. Development of such skills is certainly
conducive to better income distribution when op-
portunities to develop such skills are widely
available.

In one important respect the bonus system
promotes greater equality among workers since, in
as much as it imparts intra-firm wage flexibility,
it stabilizes employment at the firm level. This
result is attained through an internally organized
labour market within firms and by linking pay to
firm-specific conditions, rather than to market-
clearing wage formation based on the kind of
“flexible labour market” advocated by orthodox
analysis. Consequently, its implications for the
distribution of income and jobs among workers are
quite different from a system where wages and
employment change in response to labour market
conditions.

In a system where hiring and firing is rela-
tively costless, contraction in business activity
often results in workers being laid off. Conse-
quently, while some workers are fully employed
and earn going wages, others are without jobs or

pay. By contrast, the bonus system rations work
more or less uniformly at times of contraction.
Indeed, one of the main features of the Japanese
labour market is the flexibility of working hours.
Compared to the other major developed economies,
the market is characterized by considerable fluc-
tuations in working hours and very little fluctuation
in the number of people employed.?’ Japanese firms
tend to vary working hours and with them overall
pay, rather than employment, when adjusting to
demand fluctuations, promoting what is known as
“life-time” employment. When obliged neverthe-
less to reduce employment, they tend first to cut
down on fresh recruitment, then send existing work-
ers to subsidiary firms in the business group, call
for voluntary resignations after that, and discharge
and lay off workers only as a last resort and with
great reluctance. This certainly leads to a better
income distribution among workers than a system
where part of the labour force is unemployed and
part is gainfully employed.

Until the mid-1980s adjustment of employ-
ment to variations in business conditions was more
widespread in the Republic of Korea than in Japan,
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Table 48

SHARE OF BONUS IN TOTAL LABOUR COMPENSATION IN THE REPUBLIC OF KOREA
IN 1995, BY SIZE OF FIRM, TYPE OF OCCUPATION AND GENDER

(Percentage)

White-collar workers Blue-collar workers All workers

Firm size

(Number of employees) Male Female Male Female

10-99 15.9 14.7 11.7 9.8 13.0
100-299 24.0 20.6 19.0 16.4 20.6
300-499 27.4 24.9 23.7 21.1 24.8

500 or more 33.6 31.9 31.6 28.9 32.0

All firms?@ 24.9 20.8 21.8 18.0 22.4

Source: Ministry of Labour, Monthly Labour Statistics (various issues).

a With atleast 10 employees.

but less than in other developed economies. Des-
pite similarities with Japan in the bonus system,
variable working hours and permanent employment
were not important features of the Republic of
Korea, where the average length of continuous
employment was only four years in 1989, compared
to almost 11 years in Japan. Although in the pre-
vious decade aggregate employment was fairly
stable in the economy as a whole, the employment
pattern has become more like that of Japan; since
1987, adjustment of employment has become more
rigid, while working hours have become more flex-
ible. It is also notable that increased stability of
employment has coincided with a steep rise in real
wages and increased power of the unions.?!

The wage flexibility brought about by the
bonus system is crucially different from the labour
market flexibility underlying the conventional
analysis. As discussed in greater detail in TDR
1995, when there is a chronic demand deficiency
and structural unemployment, greater labour mar-
ket flexibility simply turns open unemployment into
disguised unemployment, characterized by low-pay,
low-productivity occupations, particularly in the
services sector, and leading to wide earnings dif-
ferentials, as has been observed in some industrial
countries since the early 1980s. Intra-firm flex-
ibility not only helps to maintain a high level of
employment in high-productivity jobs by promot-
ing investment through the channels explained

below, but also allows firms to adjust to shocks
such as loss of international competitiveness due
to currency appreciations or the emergence of low-
cost producers, without creating hysteresis in the
labour market whereby unemployment leads to a
deterioration of skills, rendering workers increas-
ingly less employable. Indeed, intra-firm wage
flexibility has certainly played an important role
in the Japanese adjustment to shifts in international
competitiveness since the mid-1980s without trig-
gering massive unemployment. Under such a
system, a persistent excess supply of labour may
at least partly be absorbed by intra-firm work-shar-
ing arrangements through cuts in working hours.
Such a response is certainly more equitable than
leaving some workers without jobs and pay and
consigning others to low-wage occupations.

More importantly, the bonus system contri-
butes to high employment and better income
distribution through its effect on productivity and
investment. As noted above, this system tends to
raise productivity by promoting incentives for
greater work effort and corporate loyalty. Bonus
payments from increased corporate revenues not
only serve to stabilize the distribution of value
added between labour and capital incomes, but also
raise profits and corporate investment. Higher in-
vestment, in turn, helps to maintain a high level of
employment, contributing to a better income dis-
tribution.
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The bonus system promotes higher employ-
ment and better income distribution also by
increasing the propensity to save from personal
income. There is, indeed, a striking correlation
between the household savings rate and the bonus/
wage ratio in Japan (chart 18).22 The correlation
is somewhat weaker in the Republic of Korea, but
bonuses are an important element in household
savings in that country too.?

Since bonuses are paid as a lump sum at pe-
riodic intervals, they are at the disposal of firms in
the interim as interest-free funds. From the work-
ers’ point of view such suspended payments may
constitute involuntary savings and involuntary de-
ferred consumption, in view of their limited access
to consumer credit. In any event, the propensity
to save from such temporary and transitory incomes
tends to be higher than for regular incomes. Simi-
larly, consumption decisions are often the creatures
of habit, and change only slowly in response to
changing incomes. Evidence suggests that in Ja-
pan household consumption has a stable
relationship to wage income, while the bonuses are
considered a convenient supplementary source of
savings. Thus, the marginal propensity to consume
bonus income during 1969-1980 was estimated to
be about 0.5, compared to that for regular income
of about 0.7.2* The bonus system accordingly ap-
pears to be one of the reasons why household
savings have been relatively high and rising in the
East Asian NIEs.

It was noted above that even if corporations
in the major East Asian economies retain a large
proportion of their profits, their investment still
exceeds their savings by a large margin because of
high “animal spirits”. If household savings were
not sufficient to close the corporate savings gap,
the outcome would be inflation. The result would

Chart 18

LABOUR BONUSES AND HOUSEHOLD
SAVINGS IN JAPAN, 1958-1978
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plus bonus).

be to reduce the corporate savings gap by generat-
ing forced savings through a redistribution of
income from wages to profits, with attendant con-
sequences for income distribution, as well as by
reducing corporate investment. Thus, high house-
hold savings promoted by the bonus system help
reconcile greater equality with rapid growth by re-
ducing the inflationary pressures that are usually
associated with a process of rapid accumulation. |
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