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ABSTRACT

Theories of the developmental state assume astute bureaucratic interventionism protected
from organized societal interests by authoritarian regimes; close bureaucracy-business ties
supposedly facilitate prescient policy-making. In Malaysia, the bureaucracy did feature
prominently in developmental policy-making, in an alliance with the political leadership in the
seventies. Legitimated by a state ideology of ethnicity, this alliance created a Malay middle class
through a legal, open, and centralized system of rents distribution to the Malay majority. In
addition, ethnic quotas ensured extensive Malay participation in Corporate Malaysia and in the
largest state-owned enterprise program outside the centrally-planned economies. This process
also began the atrophy of ethnic Chinese capital. From the mid-eighties, through a carefully
targeted program of privatization that divested state- and party-holdings of equity to co-ethnic
proxies, the political leadership insinuated itself into the market. In the process, it sidelined the
bureaucracy, forming an alliance with a consolidated Malay big business class instead. While
proxies legally own these privatized entities, ultimate control inheres with the political leadership.
However, day-to-day corporate life is not subject to the politician’s micro-maiiagement. Thus, the
political leadership has been able to bypass bureaucratic structures without relinquishing its
control of the economy. While the bureaucracy prefers more regulation, policy controls, and state
planning, the politician-businessman alliance is determined to negotiate these constraints.
Because these corporations are subject to market discipline, this “privatized statism” tracks
market structural changes; the ethnic capitalism so wrought has proven robust despite
expectations of an enervating cronyist dissipation of rents. Mainstream developmentalist
perspectives fail to anticipate the creation of an ethnic bourgeoisie, the intentional withering of a
contending ethnic fraction of domestic capital and, crucially, the bureaucracy’s role-inversion.
Bureaucratic capacity cannot be assumed to define fully state power. To explain how the state
structures domestic markets, state capacity must be characterized empirically by attending to
historically determined coalitions and conflicts. Privatized statism also suggests a new mix of
property regimes, and implies that each system of economic arrangements is historically
constructed with resources and within contexts bequeathed from the past. But that endeavor is
always constrained by politics; that is, markets are shaped by considerations of, not only,
economic efficiency but, also, political power.

Thesis Supervisor: Richard J. Samuels
Title: Ford International Professor of Political Science
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A Note to the Reader

On titles and names: References in the mass media and in the academic literature on Malaysia to
dignitaries such as the Prime Minister Mahathir Mohamad are always formalized as Datuk Seri Dr. Mahathir
Mahamad, for example, used repetitively. The Datuk Seri title is bestowed upon individuals for meritorious
service. Sultans are referred to as Tuanku and their children as Tanku. (Tengku is a modern spelling.) The
highest dignity that can be conferred--and only by the King on recommendation of the Prime Minister--is
Tun, which is limited to 25 living persons. Governors of the four states without hereditary rulers—Penang,
Malacca, Sabah and Sarawak—are made Tun at the first vacancy. Each of the thirteen state awards titles of
various levels of honor as does the federal government. It is within the prerogative of the nine sultans to
grant titles, though they often rely on advice from the executive councils of the state assembly.

There are a number of classes in each order, often carrying obscure titles, but Tan Sri (Puan Sri for
wives of Tan Sri) and Dato (Datin for wives of Dato) are the most common. Generally Tan Sri (also Tan
Seri) is the more eminent, but there are certain classes of Dato that outrank it. Dato is sometimes seen as
Dato’ or, in accordance with the reformed spelling rules, Datuk. Titles are conferred on deserving
Malaysians of all ethnic origins. In the past, such honorees were invariably male, but more recent practice
has involved conferring Dato, and Tan Sri, or their vartants, on women recipients as more and more women
reach high office in public service and the corporate sector as weli. Once thus honored, the individual is
thereafter always addressed as Dato or Tan Sri, as the case may be, instead of his (or her) name.

It may be assumed that all public figures who figure in my narrative are invariably so titled but, in
the interests of brevity and clarity in the text, footnotes, and bibliography, I refer to such individuals by their
personal names. 1 use first names in the case of Malays and Indians as they traditionally have no family
names, individuals being named "son of" or "daughter of" so-and-so. Individuals of Chinese or other

ethnicity using a similar nomenclature are referred to by their family names.



On spelling: Quotes from Malaysian sources written in English in the original generally use the British
spelling which continues to be required in schools and is, therefore, widely used in the popular press, learned

publications, and legal documents.

On currency notations :The Malaysian currency is the Ringgit Malaysia, currently abbreviated as RM. In
older sources, the designation of the ringgit therein may well be M$ (for Malaysian Dollar as it used to be
called), or alternatively, MR$ (Malaysian Ringgit), or even $ in very old sources. When cited, I will adhere
to the RM convention throughout. The approximate conversion rate to the US Dollar prevailing at the

material time is included when necessary.






CHAPTER ONE: Privatized Statism and Ethnic Capitalism in Malaysia, 1969-1999

This thesis characterizes the Malaysian political economy as a "privatized statism” which, at first
glance, appears to be an oxymoron. I will demonstrate that, contrary to the standard model of the
"developmental state,” the Malaysian political leadership has insinuated itself into the market through a
carefully targeted program of privatization using co-ethnic proxies. In the process, it has not only
marginalized the previously dominant ethnic Chinese capital, but has, critically, also sidelined the public
bureaucracy generally considered central to administrative guidance of the private sector by the
developmental state. The Malaysian political leadership continues to direct markets not only through
macro-economic policy but also by wielding these private sector firms it owns and controls elliptically
through its co-ethnic proxies. Because these corporations attend to market discipline, and because there is
little bureaucratic intrusiveness, this mode of interventionism does not distort or limit market competition;
rather, it attends to market discipline and tracks changes in market structures. Importantly, this peculiar
privatized, market-tracking state interventionism has constructed a durable ethnic capitalism; it raises
important questions for the study of development, and for poiitical economy, more generally. For
instance, how can political elites use markets to create and consolidate an ethnic yet durable capitalism
with minimal bureaucratic intrusion? How can these elites simultaneously divest state holdings and retain
political control of markets? How does the creation, allocation, and deployment of ethnic rents by the
state work through markets without bureaucratic guidance?

This chapter is organized as follows. Section I elaborates why Malaysia is an interesting case worth
studying. In Section II, mainstream perspectives on state intervention in markets are discussed and found to
be unable to explain Malaysia’s peculiar model. A new framework is suggested and historical cases of
privatized statism in different countries at different times are discussed. In Section III, privatized statism’s
manifestation in Malaysia is described where the ethnic capitalism it constructed using proxies has proven
quite robust despite expectations it would lead to an enervating dissipation of rents. Research methodology is

considered briefly in Section IV, and Section V previews the rest of the thesis.
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Section I. Why Malaysia?

The study of the economic transformation of a "successful” developing nation may provide insights
into the development issues confronting developing countries. Malaysia is arguably one such story, and a
particularly interesting case that has long exhibited the classic characteristics of economic dependence but
which has been trying to reduce the limitations imposed by this dependence. This country has often been
cited as the example par excellence of a society which, though having experienced deep imperial depredation,
is in the process of breaking out of Third World status and commencing a journey of capitalist development.
In more than 40 years of independence, this nation has seen only two years of negative economic growth, in
1985 and 1998. Indeed, for more than thirty years, from 1965 to 1997, its economic growth has been among
the world’s fastest, (on average, 4.4% on a GNP per capita basis).! It has had a per capita GDP far higher
than any ASEAN nation, apart from Singapore. Along with industrialization (the share of industries in total
production is over 30%, which is larger than the share of agriculture), a dramatic increase in exports was also
evident in the 1970-1987 period. In fact, Malaysia was ranked sixteenth among all nations in terms of
percentage growth of exports.> With growth, various social indicators of development have also improved,
while significant progress has been made in overall poverty reduction as well.

The system of legal procedures and property rights inherited from the British colonial regime has
been maintained fairly effectively by a judiciary that, even if somewhat shackled by the executive especially
from the mid 1980s, remains proud of its circumscribed independence. Thus, legal, and predictable political
foundations allow, within limits, the effective development of policies, and the rule of law in the marketplace.
The private sector is relatively competitive with skilled labor available, a high level of domestic savings, and
a relatively sophisticated financial sector capable of mobilizing these savings into risk capital (although it has

not done this as well as it could have). Management ability and regionally specialized consultancy services

'Only a handful of developing countries achieved average annual rates of growth exceeding 4% between 1965
and 1990; see, World Bank, Council for Economic Planning and Development, World Development Report (New
York: Oxford University Press, 1992). Between 1965 and 1980, the average growth rate of the GDP in Malaysia was
7.4%, while the growth over the last nine years have consistently been over 8%, and even more than 9% in some

years.
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are available while the state itself has adequate human resources too.

Malaysia’s macroeconomic regime has been largely stable, and the economy relatively open in its
capital orientation. Its trading regime has always been extemally oriented and open although, by no means,
any longer the colonial laissez faire system. Indeed, the advantages of its relatively low tariffs, its generous
incentives to foreign investors, and its suppression of organized labor means that it has conceivably sustained
a structurally competitive environment.

The society is heterogenous in its socio-cultural and ethnic structure as opposed to a more
homogenous Thailand, or Taiwan.> The ethnic mix creates special problems of economic structure as well as
political and social tensions. Its multicultural diversity focuses attention on the state as the terrain for political
struggles. From independence right up to the early seventies, the state practiced (consociational) decision
making through negotiations among elites (who claimed they were) acting as representatives of the major
ethnic groups. With the NEP, the state has become more exclusively Malay.

The polity has been, formally speaking, a continuous democracy and has not witnessed any military
ascent to power. The state has used its vast array of authoritarian powers to create a political environment
that has undermined, but not completely eliminated, opposition. Despite various restrictions on civil and
political rights, and legal as well as administrative discrimination against the ethnic Chinese, opposition
political parties—which are invariably ethnically based like those in the governing coalition—are active.

Malaysia’s political system remains the most open as well as the most competitive and procedurally

(..continued)

2 GATT, International Trade 1987-88, vol. I, (Geneva: GATT, 1988,) Table 1.3

3 Colonial policies encouraged both natives and immigrants to view themselves as collective communities defined as
“races.” These included designating land reservations for the Malay, non-interference in matters pertaining to Islam
and adat (customs)and an emphasis on education in the vernacular. Thus, within an overarching structure of
colonial rule, the indigene/nonindegene divide emerged as a fundamental cleavage as distinct from a pluralist notion
of categories based on races, viz., Malays, Chinese, Indian, Eurasian, and European. Stereotyping society to this
very day as a corfrontation between an economically dominant non-indigenous sector versus an economically weak
indigenous sector effectively complicates the emergence of a class consciousness which would cut across ethnic
lines and undermine UMNO’s raison d’etre. The economic connotations of Malay special rights have encouraged
the freezing of ethnic categories which, in truth, exist only because of being posited as oppositional economic
categories, i.e., Malay versus non-Malay. The latter is not used with respect to foreign investors. That is, the terms
are used within a national context to refer to two groups of residents. Wielding these categories, the putative impact
of the “non-Malay” share of thz national economy continues to be over-emphasized long after Corporate Malaysia

has been dominated by the Malay elite.
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democratic of all the ASEAN nations. Elections are free—-but not fair. The electoral system is skewed to
virtually guarantee victory for the dominant party, UMNO, or United Malay National Organization, and its
allies. By relying primarily on the votes of heavily over-represented rural Malays, UMNO that has
dominated the government for more than four decades, is thereby assured of a comfortable majority in
parliament with a minimum expenditure of resources. (UMNO party elections, in contrast, are very
expensive exercises in vote buying.)

The state is, by East Asian standards, relatively open to popular demands, if only those from the
Malay segment which comprises 51% of the population. Such demands get articulated through elected
Members of Parliament, and State Assemblymen especially those from the various political parties that make
up the UMNO-dominated ruling coalition called Barisan Nasional (BN), meaning National Front. The
legislature is dominated by UMNO’s majority which has been consistently larger than two-thirds of the seats
in the elected lower house. In fact, UMNO has a self-imposed goal of a two-thirds majority in parliament for
the ruling coalition that is needed for constitutional amendments. The upper hcuse of parliament is a “rubber
stamp” body comprising appointed serators, mainly from the ranks of failed BN politicians.

UMNO’s political strength further weakens subnational autonomy through its dominance at this level
as well. All but one of the fourteen state governments in the Federation are UMNO-led whose state
legislatures are expected to act within UMNO’s guidelines. Although there are concurrent powers held by
federal and state governments, the former has “preference.” States are not explicitly involved in the
constitutional amendment process, and individual states maintain authority only in religious and land matters.
State governments depend upon federal largesse for budgetary resources. Unlike India, state governments
cannot, in theory, be easily suspended. However, Article 150 of the Constitution allows the federal
Parliament to declare an emergency at subnational levels; the law has invoked before to remove an
oppositionist Catholic government in the East Malaysian state of Sarawak, and an oppositionist
fundamentalist Islamic government in the West Malaysian state of Kelantan.

Although constitutionally a Federation, power has become concentrated in the executive. The Prime
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Minister and his Cabinet are responsible to Parliament, but the Prime Minister has considerable powers
although much of his ability to move the system depends upon a combination of his personality and capacity
to placate his party constituency and member of the coalition. Although Members of Parliament are no
longer immune from sedition charges, Parliament shows considerable life—but the overwhelming
government majority, and a fractious Opposition combine to mean few surprises. Government backbenchers
have long complained about their inability to influence policy. In the Mahathir years, there has been a shift of
the locus of policymaking from the representative institutions to the executive branch. Within the political
leadership, there has been a shift of power to the financial as opposed to the spending ministries. The
bureaucracy has been marginalized from the mid-eighties. The only bureaus that play a role include the
Economic Planning Unit (EPU), the Implementation and Coordination Unit, and the National Development
Planning Committee which form the centralized economic policy making team in the Prime Minister's
Department. They are subject to Mahathir’s personalist intervention, *.iuch occurs quite frequently.

A very interesting feature is the remarkable expansion in the roles and functions of the political
leadership in the last two decades. Its apparent ability to foster and direct capital accumulation directs
attention to questions of state autonomy, the extent and limits of this autonomy, and the conditions under
which the state can operate independently of societal pressures. This is all the more remarkable given that the
factional state in Malaysia does not come close to approaching the combination of state autonomy, capacity
and development commitment of the NICs. That is, the state is penetrated by networks of ethnic clientelist
relations arranged along factional lines, and relies for its political backing on party and factional support, as in
any representative system. However, the relative “‘weakness” of the state in these terms appears not to have
been a serious obstacle to the rapid transformation of the economy over the last three decades.

From the early 1980s, UMNO went aggressively into big business as I will show in Chapter Three.
Using proxies, trustees, and nominee companies, with pyramiding and interlocking directorates, complex
mergers-and-acquisitions, reverse takeovers, management buy-outs, and so on, were executed. These

maneuvers were carried out with cashless swaps and easy credit given UMNO's control of the banking and
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financial sector. Several public assets including profitable state-owned enterprises were divested, and giant
infrastructural projects awarded on lucrative terms and without competitive bidding to UMNO corporations
often set up, or acquired, precisely for such purposes. Because of UMNO’s extended period of domination
of the state apparatus since independence in 1957, the distinction between party and state has become
virtually meaningless. UMNO's corporate empire means that the state—or given the centralization of power
within the state, the top political leadership itself--wields elliptical control over huge holdings of corporate
assets.

UMNO is secure in office, and the triennial election for UMNO's top leadership that determines the
national leadership is often more important than the general elections themselves. To win in UMNO party
elections, candidates must respond to grassroots sentiment which means that leaders must portray themselves
as communal leaders. Internal party elections have thus reinforced the pressures on politicians to play the
ethnic card. Indeed, UMNO has promoted a myth of ethnic cleavages where subterranean racial conflicts
simmer and threaten to erupt at any time so that UMNO is needed as protector of the Malays and guarantor of
political stability mainly by being arbiter of economic activity.*

Of central importance in tying Malay voters to UMNO is the party's patronage network through
which such incentives as commercial opportunities, licenses, subsidies, government jobs, preferential credit
for low cost housing and other purposes, access to land, agricultural inputs, scholarships and civil service jobs

are awarded to faithful party supporters and their offspring (who, incidentally, become UMNO members

4 Electoral competition in Malaysia has not threatened regime stability but party competition provides the new nexus
between elite aspirations and mass communal publics. In this interaction is the phenomenon of “ethnic or cultural
heroism,” i.e., the chauvinistic articulation of extreme positions in an attempt to outbid political competitors by
making unrealistic promises to ethnic constituencies. In playing the role as protector of the Malay, UMNO has
constantly invoked the bogeyman of the rapacious ethnic Chinese middleman, of Malays being reduced to an
insignificant minority, or of losing their political pre-eminence. Simultaneously, elites continue to posit the Malays
they claim to protect as being a weak and helpless people, incapable of standing on their own feet. This brand of
ethnic politics has attracted many who aspire to hold office in the UMNO organization because of the lucrative
returns of political office holding. This has caused party political campaigns to skyrocket in costs even for minor
party posts. A vibrant democracy depends, of course, an active political participation and the availability of a self-
renewing recruitment pool of activists. But self-seeking political entrepreneurs consistently increase public
spending with pet projects and increasing corruption adding to the cost of government. Political entrepreneuers,
unlike market entrepreneurs, do not bear financial risks. They desire to stay in office as long as possible, which is
their incentive for policy and program initiation as distinct from need or appropriateness.
15



automatically at the age of eighteen.)’ Finally, there is equity placement for the Malay masses through an
investment holding company-cum-unit trust strategy that channels rents to every Malay adult as detailed in
Chapter Two. The distribution of bountiful patronage to supporters ensures sufficient electoral support
among the Malays that UMNO needs to continue winning most of the seats with a Malay majority.

The state has acquired the political ability to resist the penetration of special interests that cannot get
organized under its repressive apparatus. The state is responsive only to pressures from Malay society
channeled, in part, through the electoral system and, in part, through UMNO’s party structures, especially
pressures from Malay big business. It is far less responsive to non-Malay electoral pressures. While Malay
voters are promised, and provided, substantial material benefits, the state’s “ethnic bypass” approach means
that few concessions can be offered to the ethnic Chinese voters. When offered, these are largely symbolic,
the costs of which are not material, but political. (Examples are Chinese lion dances receiving official
approval or Chinese costume dramas being permitted on state-owned TV stations after the obligatory public
expressions of misgivings over what may be construed as public promotion of non-Malay culture. These are
the non-trivial instances.)

Where the electorate is aware that campaign procedures are manipulated and that gerry-mandering
occurs, and whe;l the law does not provide a level playing field but rather distorts the process strongly in
favor of UMNO incumbents, regime legitimacy in the eyes of the non-Malay segment of the population is
wholly suspect. Voters may realize that they do little other than rotate members of an established elite as
Mosca and Michels figured out a century ago. Still, to the extent the electoral process legitimates a political
system and its ruling class, it serves to domesticate citizens more effectively by making them complicit in

their own domination. Moreover, elections in Malaysia are not necessarily completely meaningless because

° On paper, UMNO still looks like a hierarchical, disciplined, and ideologically coherent party. Central control in
UMNO, however, is now racked by factionalism such that discipline is conflicted, and the party’s ethno-religious
ideology is a melange of buzzwords and mantras without consistent effect on action. There are practically no UMNO
divisions (which correspond roughly to electoral districts) that do not have two or more competing patrons and their
clients aligned to various national leaders who are, in turn, aligned to either the Prime Minister, or the Deputy Prime
Minister. What looks like a highly autonomous authoritarian state is, in fact, an amalgam of competing factions
organized along clientelist lines, responsive to the major sectors of Malay society, especially Malay big business.
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they may have a political effect beyond their predictable outcomes of winners and losers. That is, while
secure elites may not worry much about the general elections, they do have to heed them as impressive
samples of public opinion.®

The Malay elite has gradually assume a form that may be approaching a meritocracy of sorts (like
Thailand’s) with the old aristocracy, apart from the ceremonial sultans but not excluding their children, now
melding into business roles, while the middle class is trending towards a propertied bourgeoisie (like the
Philippines). Like the NICs, there is a fairly high degree of mutual understanding between business and key
ministers as well as the economically more enlightened leaders of the main political parties. There is
reasonable professionalism and threshold technical competence among the economic bureaucracy. However,
it is hard to identify a distinct group of technocrats in Malaysia; from the mid-eighties, the bureaucracy has
been increasingly sidelined in development planning. There has never been a strong dirigiste tradition (like
Indonesia’s). In fact, the NEP was primarily redistributive, first of income, then of capital, and not efficiency
maximizing. The state is also not committed to either lean government or laissez faire as such. To the extent
its policies of privatization, liberalization, and deregulation operate within constraints set by the NEP, ethnic
cleavages will remain politically salient, and political considerations will attenuate the private sector's
management of commercial risk.

Because of system openness, ethnic Chinese capitalists subjected to excessive pressures from the
bureaucracy have been able to resort to political channels—political parties representing ethnic Chinese in the
past, and clientelist links with the UMNO patrimonial machine in the Mahathir years—to somewhat limit
squeeze and outright corruption, an intractable problem in several similarly authoritarian systems. Economic
nationalism directed against the ethnic Chinese or foreign ownership of corporate equity has been amazingly
muted despite UMNO’s politics of ethnicity. One likely reason is that the post-colonial economy has never
been really seriously under stress, the momentum of growth since the 1950s providing sufficient revenue to

fulfill the demands of Malay special rights. Malaysia has never been under the same pressures as a Korea, or

¢ Harold Crouch, "Malaysia: Do Elections Make a Difference?" in R.H. Taylor, (ed.), The Politics of Elections in
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a Taiwan, to maximize industrial growth to eam foreign exchange, or to mobilize support for a
developmentalist ideology. Its traditional agricultural exports, supplemented by the discovery of high grade
petroleum in the 1970s have, heretofore, expanded adequately to meet various exigencies. Political leaders
are aware that it would be foolhardy to promote overly racist policies that may ravage business structures
including those in which they themselves through proxies, family members, and clients may well have
personal stakes.” The more prudent Malay leaders are cognizant of the fact that it is politically unnecessary,
and economically unfruitful, to use state power against efficient Chinese capital too flagrantly. Conversely,
ethnic Chinese know that, for the sake of social harmony, they have to abide with discriminatory ethnic
policies which prioritize efficiency considerations lower than ethnic ones the Malay majority has been led to

regard as just and equitable.

Section II: The State’s Role in Structuring Domestic Markets

States may abstain from, meddle with, or participate in firms and markets. A much-rehearsed
debate is often posed between two alternatives—state abstinence or intervention. On the one hand, the
state may abstain from markets, a position promoted by adherents of neoclassical orthodoxy.® On the
other hand, the state may meddle with markets; paradigmatically the “developmental state” offers
“administrative guidance” to the private sector, the Japanese MITI having long been posed as the
exemplar par excellence of this guidance. Still, there is an emergent, if qualified, consensus that the state
is necessary for markets to function properly, if only to secure property rights and enforce contracts. A

(..continued)

Southeast Asia (New York: Cambridge University Press, 1996,) 114-35.

7 By reinforcing Malay versus non-Malay categories, the NEP was, in fact, UMNO’s new integrating mechanism for
Malays. Since the Malays—where ethnic communities are regarded as interest groups--do not have to pay the
appropriate prices for government goods and services, there is always the escalation of demand with free riding and
rent seeking by well placed segments of society. With accommodative political leadership and interethnic coalition
building now attenuated, government policies and spending lead to avid comparisons and calculations made with
respect to relative ethnic gains and losses. The dichotomy also serves to focus attention away from the fact that the
state has enriched individual Malay elites. Even as interethnic income and wealth gaps continue to close because of
disproportionate gains by Malay elites, perceptions of relative deprivation have increased.

8 Or, as neoclassical proponents argue, getting the macroeconomic basics right; see, World Bank, The East Asian
Miracle: Economic Growth and Public Policy, (Geneva: World Bank, 1994). There was no shortage of unfavorable
critiques of Miracle, e.g., Albert Fishlow, et. al., Miracle or Design? Lessons from the East Asian Experience,
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fundamental question that remains is how to minimize the economic upheavals inherent in the gyrations
of market forces where there is private control of the economy. Deveiopmentalism suggests a solution in
the public control of the economy to facilitate its expansion. However, the efficacy of state
interventionism remains disputed.

In sub-section (a) below, I review briefly the literature on the “developmental state” that, in
general, conflates bureaucratic capacity with state power. The possibility of a developmental state where
the political leadership--instead of the bureaucracy--leads intervention in markets, and does so in such a
way that complies with market forces and tracks changes in market structure through the use of private
sector corporations, is not countenanced in the literature. In subsection (b), using the Malaysian case as
an instance of this mode of state intervention, I address its theoretic implications through an interlocution
with an exemplar of mainstream developmental perspectives. Finally, in subsection (c), historical cases

that evidence some of the characteristics of this mode of state interventionism are reviewed.

(a) The Developmental State: Meaning and Background: The implicit idea of a developmental
state may be traced back to Friederich List who argued that less developed countries can “accomplish the
economical (sic) development of the nation and... prepare it for admission into the universal society of
the future...only by means of the interposition of the power of the State.”” It has been argued that, from
the 1930s, this idea was at the heart of imperial policy with regard to colonial welfare.'® By the sixties,
Gerschenkron’s argument for the need of the state in late development had been adopted by development
economics and policymakers.!" The centrality of the bureaucracy to state intervention in markets was a
theme in Fred Rigg’s seminal work on the “bureaucratic polity” in Thailand.'” Huntington also came near
(..continued)

(Washington, DC: Overseas Development Council).

® Friedrich List, 1885, The National System of Political Economy, translated by Sampson S. Lloyd (New York:
A.MKelley,) 175, 178.

10 IM Lee, Colonial Development and Good Government, (Oxford: Clarendon Press, 1967).

' A. Gerschenkron, Economic Backwardness in Historical Perspective, (Cambridge: Harvard University Press,
1962).

12 Fred Riggs, Thailand: The Modernization of a Bureaucratic Polity, (Honolulu: East-West Center Press, 1966).
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to articulating the concept of the developmental state when, writing in 1968, he opined that it was critical
to development to concentrate power in a “bureaucratic polity” to smash those “social forces, interests,
customs and institutions” that had held back development by opposing modemization.”> Meanwhile,
Myrdal introduced the soft/hard state debate; others, beginning with O’Donnell, built on it with the
“bureaucratic authoritarianism” perspective.'® Similarly, writing in 1978 about Indonesia, Jackson found
that “power and participation in national decisions are limited...to the officer corps and the highest levels
of the bureaucracy.”” Conditions for the emergence of states that could intervene to effect development
were explored but nowhere was the term “developmental state” used nor its structural characteristics
investigated."®  Even “bringing the state back in” did not engage the political determinants of state
autonomy and capacity fully.'” Next, came the strong/weak state debate, but there was still a failure to
articulate the position that while institutional structures of such states were developmentally impelled,
their developmental objectives were politically driven, that is, that politics centralized state power and
concentrated state capacity to enable the state to achieve its developmental objectives.”® As a result,
successful and unsuccessful developmental states could not be theoretically differentiated, and anti-
statism theorists denounced all developmentalism as doomed for failure."®

The term ‘developmental state” first appeared in Chalmers Johnson’s work on Japan, where

'3 Samuel Huntington, Political Order in Changing Societies, (New Haven: Yale University Press,1968,) 141, 142.

14 G. Myrdal, Asian Drama: An Inquiry into the Poverty of Nations, 3 vols. (New York: Pantheon, 1968); Myrdal,
“The Soft State in Underdeveloped Countries,” in P. Streeten (ed) Unfashionable Economics: Essays in Honour of
Lord Balogh, (London: Weidenfeld & Nicolson,1970); G O’Donnell, Modernization and Bureaucratic-
Authoritarianism: Studies in South American Politics, (Berkeley: University of California Press, 1973).

KD Jackson, “Bureaucratic Polity: A Theoretical Framework for the Analysis of Power and Communications in
Indonesia,” in KD Jackson and Lucian Pye (eds) Political Power and Communications in Indonesia, (Berkeley:
University of California Press, 1978,) 3.

18 Ellen Kay Trimberger, Revolution from Above: Military Bureaucrats in Japan, Turkey, Egypt and Peru, (New
Brunswick, NJ: Transcational Books, 1978) 4; A. James Gregor, Italian Fascism and Developmental Dictatorships,
(Princeton: Princeton University Press, 1979,) 304, depicting Italian fascism as a “developmental regime” where the
state was “‘a centralizing, integrative and managerial agency.”

17 peter Evans, D Rueschemeyer, and T Skocpol, Bringing the State Back In, (New York: Cambridge University
Press, 1985).

'8 J Migdal, “Strong States, Weak States: Power and Accommodation” in Myron Weiner and Samuel Huntington
(eds), Understanding Political Development, (Boston: Little, Brown, and Co., 1987); Migdal, Strong Societies or
Weak States: State-Society Relations and State Capacities in the Third World, (Princeton: Princeton University
Press, 1988).
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attempts were first made to conceptualize it.”° Differentiating the “plan rational” developmental state
from the Soviet-style “plan ideological” state and the “regulatory orientation” of market liberal and social
democratic states was its intimacy with markets. This was achieved by an elite bureaucracy,
paradigmatically, the Japanese Ministry of International Trade and Industry (MITI) that presciently
offered “administrative guidance” to firms and markets. For Johnson, there was a consensus on policy
goals as determined by the bureaucracy rather than the political/legislative elite. However, Richard
Samuels, op cit., methodically picked apart this portrayal of a prescient MITI to sketch a more realistic
picture of the Japanese bureaucracy brought down to size by the politics of reciprocal consent.”’ (see
below). There have been other variations of this idea of the developmental state? as well as attempts to
extend theorizing about it.> Most of these studies were focused on Northeast Asia, and there were some

non-culturalist claims that the developmental state might be sui generis to the region due to “its unique

9924

historical circumstances. Accompanying the emergence of the second-tier NICs, there is also a

growing literature on Southeast Asia.”

(..continued)
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New Asian Industrialism, (Ithaca: Cornell University Press, 1987)Deyo, 1987; L. Jones and I. Sakong, Government,
Business, and Entrepreneurship in Economic Development: The Korean Case, (Cambridge, MA.: Harvard
University Press, 1980); G White (ed) Developmental States in East Asia (London: Macmillan, 1988); R Wade,
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Technology, (Stanford: Stanford University Press, 1989).
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Political Economy Perspective on the Third World State,” 4 Sociological Forum, 1989: 561-87; Z Onis, “The Logic
of the Developmental State,” Comparative Politics, October 1991: 109-26.
% Onis, op cit, 13. Japanese academics talk about the “flying geese” pattern of the geographical spreading out of
East Asian industrialization from Japan.
% C Lee and S Naya, “Trade in East Asian Development with Comparative Reference to Southeast Asian
Experience,” 38 Economic Development and Cultural Change, 1988: 123-152; G Rodan, The Political Economy of
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Generally, the literature that posits the state as an engine of growth identifies ties between the
bureaucracy and big business as being central to the evolution of the state, the polity, and to capitalism
itself. These political-economic linkages are seen as having smashed disabling conditions that have,
hitherto, impeded business growth by creating the economic and ideological environment that spread
acceptance of capitalist development among the elite. What is determinative in developmem is not
necessarily the extent of state intervention but its quality. As such, an elite bureaucracy is assumed, close
bureaucracy-big business cooperation in the policy-making process is crucial, while an authoritarian
system shields the bureaucracy from organized societal interests. While most developmentalist states in
East Asia have largely jettisoned their SOE programs, they continue to be distinguished, at least in the
literature, by effective state interventionism where elite bureaucracies remain central. The close
bureaucracy-business ties thought to militate for effective policymaking are conceived by some to
transform the state into a quasi-internal organization that operates like an “internal capital market,” much
like a firm.”®

This notion emphasizes that policymakers exercise influence over the private sector through the
financial system (mainly banks) much as corporate headquarters of a firm exerts control over corporate
divisions through an internal apportioning of resources. It is claimed that the developmental state is an
analogue of what Oliver Williamson calls “hierarchies,” or internal organizations, of which the firm is the
prime example. Hierarchies stand in contrast to markets as an alternative institutional mode of organizing the

exchange of goods and services, and emerge in response to “market failures.””” As hierarchies/firms grow in

(..continued)
Singapore’s Industrialization: Nation State and International Capital, (London: Macmillan, 1989); Ruth McVey,
“The Materialization of the Southeast Asian Entrepreneur,” in Ruth McVey (ed) Southeast Asian Capitalists,
(Ithaca: Cornell University Press, 1993,) 17; G Hawes and H Liu, “Explaining the Dynamics of the Southeast Asian
Political Economy: State, Society and the Search for Economic Growth,” 45 World Politics, 1993: 629-60.
*Wade, op. cit.; Lee, op. cit.; J Zysman, op cit
“"Here, the term market failures specifically means that markets are not efficient in organizing certain transactions
because of ex-ante and ex-post costs of negotiating, implementing, and enforcing contracts. That is, not market
failures in the familiar sense of monopoly imperfecticns and externalities. Firms emerge to internalize transactions
when doing so lowers the costs of organizing and transacting business. Transaction costs are said to stem from
bounded rationality—that individual agents have a determinate capacity to understand and predict all possible
contingencies given the ineluctable nature of human neural hardwiring—and from opportunism—that parties to any
contract tend to exploit asymmetries in information to their own advantage; see,Oliver Williamson, Markets and
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size through a process of internalization of transactions, professional managers are employed by owners of
the firm. Consequently, a separation of ownership and control of the firm arises. Managerial opportunism in
pursuing personal goals may mean profits are not maximized for the firm. Firms respond, Oliver Williamson
argued, by forming the most efficient organizational structure, viz., a multi-divisional structure, or the M-
form firm. Here, corporate headquarters oversees operational divisions, allocating resources to divisions on
the basis of high-yield use. This “internal capital market” role of corporate headquarters is supported by
control machinery (such as regular internal audits) and incentive mechanisms (such as promotions and
bonuses.)

Symmetrically, in a developing nation with underdeveloped capital markets, the -tate may regulate
the financial sector to allocate capital efficiently to targeted sectors. A centralized policymaking bureaucracy,
shielded from societal interests by an authoritarian regime, plays the role of corporate headquarters, while
business groups are the equivalent of corporate divisions?® The analogue of the firm’s internal audit is the
tax audit in the corporate sector. The bureaucracy’s control and incentive machinery, like that in an M-form
firm, allows policymakers to maintain control over the corporate sector, ensuring adherence to state-
articulated goals. In its role as an internal capital market, the developmental state allocates funds to key
corporate clients, in effect, offering subsidized credit to targeted firms or business groups conditioned on
performance standards, such as export targets. However, Williamson’s central propositions have been shown
to be empirically non-robust.Z’ Since there is no clear evidence that M-form firms are the most efficient
organizational forms for large firms, the claim that the East Asia state is analogically efficient also lacks

support. .Since it is assumed that state interventionism requires the bureaucracy’s whole repertoire of

(..continued)
Hierarchies: Analysis and Antitrust Implications, (New York: The Free Press, 1975); also, Oliver Williamson, The
Economic Institutions of Capitalism, New York: Free Press, 1985).
28 10 terms of institutional realities, this notion of the developmental state as an efficient internal capital market may
have been applicable, at most, to South Korea., and then only in the seventies when its bureaucracy tried to wield
financial policy to allocate credit and foreign exchange preferentially to targeted sectors and firms. From the
eighties, financial deregulation began to take root in Korea too. (The Taiwan case is debatable with Wade, op. cit.,
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Bsee, C Hill, “Oliver Williamson and the M-Form Firm: A Critical Review,” XIX Journal of Economic Issues 1985:
731-49; also, Hill, “Internal Capital Market Controls and Financial Performance in Multidivisional Firms,” XXXVII
The Journal of Industrial Economic, 1988: 72-83.
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administrative tools for policy implementation, monitoring, and enforcement, nowhere in the literature is it
ever asked if the political leadership—instead of the bureaucracy-may be an alternate fulcrum of
developmental interventionism. This was so despite the fact that there have been reports of some shift in the
balance of influence over development policy from the bureaucracy to the political or legislative elites in
some nations.>® But nowhere did the process go as far as it did in Malaysia.”'

In the foliowing sub-section, by specifically engaging B3OS, op cit., I show how privatized statism in
Malaysia disconfirms and modifies its mainstream model on the origins and contours of the capacities of the
developmental state. First, I find its classification of state interventions cannot accommodate privatized
statism because its framework assumes bureaucratic involvement. Next, I explain why the BOJS typology of
how states structure domestic markets cannot explain the circumstances under which interventionism
distorts/limi¢s/tracks markets. 1 modify its typology to explain the different modes of state-market
interactions. Then, I contrast privatized statism in Malaysia with the BOJS characterization of Japanese
politics of reciprocal consent in state interventionism. Finally, I outline some theoretic lessons.

(b) Theoretic considerations: There are different ways in which the state may be more and less
intrusive. BOJS proposed modeling the ways in which states intervene in domestic markets as being either
“market displacing” or "market conforming."”*> BOJS is concemed about the origins and contours of the
capacities of the developmental state with respect to the question why a Japanese state that faced so many
resource constraints did not participate directly in the market despite a pervasive regulatory presence. The
answer was not a MITI so well informed it chose policies that anticipate and conform to market demands so
that the market represented a policy instrument that could be wielded more effectively by indirect, rather than

direct, means. In fact, the story is about attenuated bureaucratic power such that Japanese bureaucrats have to

% M Muramatsu and FS Krauss, “Bureaucrats and Politicians in Policy Making: The Case of Japan,” 78 American
Political Science Review, 1984: 126-46; Alice Amsden, “The State and Taiwan’s Economic Development,” in
Evans, et al, 1985; L Picard, The Politics of Development in Bostwana: A Model for Success, (Boulder, CO: Lynne
Riener, 1987); Robert Wade, Governing the Market: Economic Theory and the Role of Government in East Asian
Industrialization, (Princeton: Princeton University Press, 1990).

3! Zakaria Ahmad reported this shift in Malaysia but did not follow through on its implications; see Zakaria Ahmad,
“Malaysia: Quasi Democracy in a Divided Society,” in L Diamond et al (eds) Democracy in Developing Countrie:
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negotiate with big business over jurisdiction and control of markets all the time.”’ In the development of
Japanese commerce and industry, powerful and stable private actors had emerged that could check and limit
market-distorting bureaucratic intrusiveness. As such, bureaucratic interventions that succeeded were those
that fortified the positions of existing firms, and “conformed” to markets in the sense of
confinning/reaffirming existing market structures that were far from free markets, thus preserving inefficient
firms along with efficient ones. Rather than one-off bailouts by the state as guarantor in times of crisis,
commercial risk was permanently socialized. In Japan, the political constraints of a durably institutionalized,
iterative process required the bureaucracy tc carve out continually a transactional/negotiated consensus with a
powerful business class. This “reciprocal consent” in which jurisdiction and control are mutually constrained
and perpetually being adjusted defines state-market relationships in Japan.
(i) The BOJS classification of state interventionism: If the state is competing with the private sector, it is said
to displace the market in this mainstream model. The paradigm case is the SOE that competes with its
material or financial products. Conversely, state sponsored cartels and state management of competition
exemplify market-conforming interventionism where the state helps the private sector by supplying factors or
assuring the supply of capital. The state may produce goods, or provide banking services, or both. As such,
states may be rivals, partners, creditors, or guarantors of private firms in particular sectors of the economy.
Different states at various times have intervened in these roles displacing, or conforming to shifting markets.
The market conforming variety is more often negotiated with private actors through a process of "reciprocal
consent,"” but both are instruments of a developmental state.

SOEs compete unfairly, and private actors may be discouraged from venturing into the particular
market niche even if there are no intentional barriers to entry. Their soft budget constraints and attenuated
property rights means an intra-firm lack of efficiency incentives. And, as off-budget agencies, SOEs do not

have to abide by the dictates of market discipline, but apparently suffer no consequences (up to certain

(..continued)
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political strainpoints), clearly distorting inter-firm competition. The nature of their involvement in the
market, depending on the diverse objectives for which SOEs are set up, generally put any competing private
sector firms at a distinct disadvantage. > SOEs may even create new markets such as auto manufacturing but,
frequently, this occurs in a developing country that has no comparative advantage in the particular sector
concerned. Here, there are no pre-existing firms or markets that get displaced as such. Instead, SOEs distort
what would otherwise be freer markets, everything else being equal. ™ As such, it might be more accurate to
call this category of interventionism market distorting.

State-managed competition and cartels may well prevent “fraticidal hypercompetition” but these
competition-retarding strategies limit the development of complete and competitive markets. They do
conform to the interests of powerful market players but not to what would otherwise be competitive markets.
Thus, this form of intervention limit the emergence of competition. In Japan, the MITI gets jurisdiction over
cartelized markets and, in return, reaffirms the abbreviated competition, while domestic firms enjoy control
of those markets protected from the full blast of market forces. These private firms encourage this sort of
interventionism that allow them to legally limit production, allocate markets, control prices and collude in
sales. The legitimating of these cartels is justified on a faithlessness “in the salutary effects of the free
market” the state shares with business. That is, a state that does not trust markets intervenes to reaffirm
cartelized market structures. However, a system of “cartels, trusts, control and other non-Smithian initiatives”
can hardly be described as complying with unencumbered market forces if this is, in fact, implied in “market-
conforming.”  Such initiatives reproduce privileged market segments and reconfirm the status quo which
beneficiary firms, of course, welcome. Indeed, BOJS describes the Japanese state as “fundamentally

conservative.” (262)

(..continued)

exercise of that authority.” BOJs, 8.

3 SOEs were set up by many developmental states in the early seventies with several aims including equity
considerations (redistribution of income, Jjob creation, regional development), infrastructural development and other
similarly lumpy investments, etc. Other objectives included: the collection of monopoly rents especially on
minerals, filling in for a deficient private sector, taking over failed private enterprises, countering capitalist
monopolies, nationalizing foreign enterprises, strengthening economic sovereignty especially vis-a-vis multinational
corporations, and building national strength through the defence sector.
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Japan’s export sectors, honed by global competition, were famously successful internationally, but
these sectors had to subsidize its weak domestic sectors where markets were truncated and competition
hobbled. Here, imports would have provided much-needed competition. Because exporters paid high prices
for their domestic inputs, they, in effect, subsidized inefficient suppliers. By the late eighties, the burden was
beginning to become unbearable. As a result, efficient Japanese exporters increasingly invested offshore,
which included Malaysia, and this led to a hollowing out of efficient sectors so that the productivity of the
entire economy sank to the Ievel of the stagnant domestic sectors. (Meanwhile, an asset and stock market
bubble in the late eighties fueled the hubris of the Japanese Miracle.) By January 1990, however, Japan’s
current economic crisis had begun; about a decade of no- or low-growth later, there was stiil no resolution
in sight.® With “managed competition,” inefficiencies had remained. In the catch-up phase of economic
development when markets were incomplete and uncompetitive, infant industries might, indeed, have found
it impossible to acquire the economies of size and scale as well the learning-by-doing efficiencies without
protection. By the seventies, however, the Japanese economy had matured enough so that there were no
more infant industries needing that sort of initial push. The continuing “management of competition” did not
eliminate inefficiencies. Instead, the growth of markets was limited so that sheltered firms remained
uncompetitive.

(ii) Privatized statism not accommodated in the BOJS framework: In a small, open country that is well
integrated into the global economy and dependent on trade and foreign investment, markets are effectively
complete and competitive. As an economy becomes more open, state capacity to direct structural change
becomes circumscribed by its dependence on foreign capital. Uder these conditions, is there a way for state-
facilitated forced-march capitalist rationalization to be effected (for political reasons) such that it is compliant
with market discipline and not hamstrung by an ever expanding and intrusive bureaucracy? Conceptually, an

alternative lies in state participation in markets and firms, specifically, state control, with/without

(..continued)

35 By freer or more competitive markets, I do not assume that markets are neutral or natural. Of course, political
choices are embedded in the institutions that govern the market.

% Richard Katz, Japan, The System that Soured: The Rise and Fall of the Japanese Economic Miracle, (Armonk,
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direct/indirect ownership, ofcori:or‘ne equity in private firms in strategic sectors of the domestic economy.
Where a business-friendly political leadership—instead of bureaucrats—takes the lead, the problem of an ever
expanding and intrusive bureaucracy may be obviated. This form of state participation in private sector firms
and market institutions such as the stock market may be overt or covert, active or passive. This state control
with/without ownership of equity in private sector corporations which makes it a market participant may
come about by way of privatization of SOEs, or through open market/negotiated purchases of corporate
equity in private sector corporations, whether directly through state investment holding companies or
indirectly through proxies/trustees/nominees, whether openly acknowledged, or vehemently denied. The
indirect manner of state ownership begotten under the guise of liberalization and privatization remains
necessary in the interests of international credit ratings and sovereign credit risk which do depend to a large
extent on a country’s reputation as an open economy where there is little government interference and where
market forces matter. This equity can be wielded by the state to achieve its political, economic, and social
objectives and agendas. However, in this “privatized statismn,” market discipline is something even the state
has to weigh carefully if tempted to meddie in the corporate governance of private sector firms in which it
controis equity. A stark reminder of that discipline is a stock’s price nosedive in a sell-off when investors
express a vote of no-confidence if state intervention proceeds contrary to purely commercial considerations.
In Malaysia, strong market-sustaining institutions were bequeathed by the departing British, but
growth predicated on ethnic Chinese capital gave rise to an urban counter-elite, largely from this fraction of
capital. The Malay political leadership’s solution to this challenge was to institztionalize Malay ownership
and control of Corporate Malaysia. What better way to fulfill this self-imposed raison d’etre than by its own
(elliptical) ownership and control of the most important equity through co-ethnic proxies? The privatized
statism in Malaysia appears, in fact, to be the only extant form of state interventionism that can comply with
market forces and track structural changes in the market because, first, the commercial units involved are

themselves (made up of equity in) private sector corporations. Thus, this mode of interventionism may be

(..continued)
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called market-tracking. A second reason is the problem of an ever expanding and intrusive bureaucracy has
been solved. To the extent bureaucrats are held in check, there is less policy control, less planning, and fewer
regulations that curtail competition, to that extent corporations can compete in unencumbered markets. True,
there may be cut-throat competition such as that now evident in the de-regulated and privatized
telecommunications sector in Malaysia where there are too many telephony providers for its small market,
but the impending market shake-out will decide winners and losers.

One may feel compelled to conclude at this juncture that this seems to be a straightforward
reaffirmation of neoclassical orthodoxy, that markets function best when the state gets out of the way. Still,
this may be insufficiently accurate given that it is a specific organ of the state—the bureaucracy--that is
actively culpable in both market-distorting and market-truncating interventionisms. Perhaps, it might be
more precise to say that firms are free to compete when the bureaucracy gets out of the way, all else being
equal. This seems almost self-evident for the bureaucracy prefers more regulation, more state planning, and
more policy control. Increasing intensity of bureaucratic intrusion in markets is associated with increasing
technical and organizational complexity, and, presumably, decreasing flexibility in policy response. The use
of different economic instruments creates concrete institutional interests within the bureaucracy that seek to
perpetuate and expand policies from which they benefit. Where the scope of such institutionalized interests
in the bureaucracy widens, there will be increasing rigidity to restructuring. Although the literature on state
capacity emphasizes the number ard range of instruments at the command of the bureaucracy, “flexibility” in
policy response may be more important.”’ Thus, in contrast, if the political leadership is business-friendly,
and able to hold the bureaucracy effectively in check, whether the state abstains completely from market
involvement (laissez faire), or participates explicitly/surreptitiously through controi of equity in private sector
firms, with/without ownership of that equity (privatized statism), then markets in an open economy will have
the unencumbered opportunity to work their near-pareto optimal magic, thus militating for stronger firms and

a more competitive economy, all else being equal.

7 G Ikenberry, Reasons of State: Qil, Politics, and the Capacities of American Government, (Ithaca: Cornell
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(iii) The BOJS framework cannot accommodate privatized statism: Applied to Malaysia, the BOJS’
classification of market-conforming and market-displacing interventionism breaks down because it under-
specifies by assuming definitive bureaucratic power in all forms of state interventionism and, then, conflates
bureaucratic power with state power by assuming that bureaucratic power defines completely the contours of
state capacity, at least in so far interventionism is concerned. For example, BOJS says, “State and private
actors have clashed often....so have businessmen and so have bureaucrats among themselves.” (286) OCr,
“state and markets belong to businessmen and bureaucrats alike; state power and private power frequently
enhance each other.” (286) The parallelism is clear. Even though BOIJS focuses specifically on the
artenuation of bureaucratic power in the politics of reciprocal consent, and although empirical questions are
addressed without obscuring politics, theoretic analysis remains focused, nonetheless, on the bureaucracy to
the exclusion of the political leadership.

What is market-displacing or-conforming in the BOJS typology is conditioned on whether the state
owns/controls equity in firms concerned, or not. (The state owns and controls equity in SOEs but does not
own or control equity in cartels.) Because market displacement/conformance is taken as the extent of state
interventionism in the typology, the extent of ownership/control of equity is made to proxy for the extent of
state intrusiveness that is, by assumption, bureaucratic intrusiveness.”® Thus, the vertical axis in the BOJS’
two-by-two typology (13) that is bureaucratic intrusiveness really stands for extent of state ownership/control
of equity in firms. But, I argued above, the bureaucracy is intrusive in markets anyway in both forms of
interventions because they lead to distortion or limitation of market competition, respectively. That is, even
where the bureaucracy is not directly involved in corporate management of individual firms as it does in
SOEs, it remains market intrusive when it protects, legalizes, and reproduces cartelized market structures

because, in doing so, it openly helps retard the emergence of freer competition.

(..continued)
University Press, 1988,) 206.
3 BOJS points out, rightly, that control is more important, that state ownership means different things in different
settings. In many cases of ownership, the private/pubiic divide is not at all clear and, consequently, state ownership-
-a political decision--is no guide to state autonomy or state capacity. Thus, state interventions in the gray area
between the ideal types of public and private deserve our immediate attention. (BOJS, 10.)
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The horizontal axis in the BOJS typology is the nature of state intervention as defined by the type of
equity owned/controlled, or not. The typology therefore pits an ordinal quality in the vertical axis (extent of
ownership) against a cardinal quantity (type of ownership—either producer or banker). This means, in effect,
this is a 2-column bar chart where each column is divided at the waist into two Lalves. This is actually a
pictorial representation of a classification of state roles that runs into problems because the state can be both
producer and banker (horizontally) (13) as well as partner and rival (vertically) (293; endnote 34). This
typology cannot tell us under what circumstances—with respect to degree of state intrusivessness and the
degree of state ownership/control of equity, for example—that state interventionism is distorting, or limiting,
or tracking of markets, or if markets are free.

Given that privatized statism in Malaysia is defined by a unique un-bundling of the state, (see
below), I argue that to identify and explain the state’s role in structuring domestic markets, it is necessary to
disaggregate state power to see whether it is the political leadership—rather than the bureaucracy—that is
attempting to organize their economies with businessmen. The advantage of this approach is that politics is
explicit; it is explicit about how state control of productive resources and financing are derived from political
choice. It permits one to be explicit about how political conflict and competition in the past lead ultimately to
the way state interventionism is organized in the present.

(iv)The BOJS framework renovated: If state interventionism is re-specified by the degree of bureaucratic
intrusiveness, and by the extent of state control of corporate equity, with or without ownership, then
government-business relations may be sorted out into the following basic forms. Where politicians are
not actively involved, there may be a high degree of bureaucratic intrusiveness or meddling. This could
be either the market distorting variety (such as SOEs) or the market truncating form (such as cartels and
managed competition) where the state controls a lot, or a little, of equity, respectively. Or, there may be a
low degree of bureaucratic intrusiveness--there is abstinence of the bureaucracy--presumably because of
active sequestering by the political leadership. This could occur in a laissez faire system where markets

are free and the state, ipso facto, owns/controls no corporate equity of any sort, or in a market-tracking
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privatized statism where a business-friendly political leadership owns/controls/wields holdings of equity
in private sector corporations, explicitly or surreptitiously. (Table 1.1 below lists and distinguishes the
types of state interventions I catalog above. From this point onwards, I focus on the pro-ethnic market-

tracking interventionism in privatized statism.)

Table 1.1 The state in domestic markets
Degree of bureaucratic Extent of state control of corporate equity with/without ownership
intrusiveness
High Low
High (Meddling) market distorting market limiting
(e.g.. SOEs) (e.g., cartels)
Low (Abstinence) market tracking free markets
(e.g., privatized (e.g., laissez faire
statism) --pre-NEP)

Using this modification, state interventionism in Malaysia from the early seventies through the
early eighties was certainly of the market distorting variety. In a ruling coalition with the bureaucracy,
the political leadership installed a huge SOE program. This greatly increased the involvement of the
bureaucracy in the economy although it was ill prepared to meet its requirements especially with a heavy
industry push in autos, steel, fertilizers, and cement. There was lax management, poor accountability, and
inefficient use of resources. Public debt ballooned out of control.’’ From the mid-eighties, the SOE
program was rolled back in an ethnically targeted privatization program-and with it, the bureaucracy was
sidelined. At this point, the market displacing/conforming dichotomy based implicitly on bureaucratic

power breaks down. For the political leadership began to intervene progressively in a new way that both

% Mavis Puthucheary, “The Administrative Elite,” in Zakaria Ahmad (ed), Government and Politics of Malaysia,
(Singapore: Oxford University Press, 1987,) 107, 117.
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attended to market forces and tracked structural changes in the market. State ownership of equity was
divested to the private sector only to be re-couped through co-ethnic proxies.

To describe this kind of state ownership and intervention as “market displacing” would be
inaccurate as these corporations were, for the most part, compliant with market discipline. Since there
was also no obvious promotion of cartelization, markets could grow according to the forces of supply and
demand. In fact, in the aggregate, these diversified conglomerates constructed a large-enterprise
economy. As such, they may be said to have augmented the market in size and scope. These UMNO
firms had to compete with other firms without the luxury of soft budget constraints that SOEs were
lavished with as off-budget agencies, or the protection that “state managed competition” would have
afforded. Accordingly, these corporations were not debilitated by efficiency dis-incentives endemic to
SOEs and cartels. True, many were bailed out by the state in the Crisis, yet this predicament arose not
because they were fundamentally inefficient, lumbering conglomerates, but because of a specific
weakness in Malaysian capital markets that is also endemic in the rest of East Asia. This was the nature
of projects many of them had undertaken frequently at the behest of the state—namely, privatized
infrastructure “mega” projects—that were characterized by delayed revenue streams coupled tightly to
short-term funding dispensed by system of project financing that is bank- and stock-market dominated.
That is, these firms suffered from a funding-revenues mismatch, not some foundational inefficiency, a
business risk that was not. manageable in the absence of mature capital markets for derivatives.

(v) Contrasting Reciprocal Consent witl Privatized Statism: Although Malaysia is so richly endowed
with natural resources, the Malaysian state—once a purveyor of SOEs-is now, in its latest epiphany, a
direct if surreptitious commercial participant. State interventionism in an open economy is constrained by
international economic forces--FDI and portfolio fund capital-to the degree the nation remains dependent
on foreign capital. Domestically, however, the political leadership does not quite have to negotiate for
concessions from business. After all, it created Malay big business, and retains control of the biggest

firms through its proxies. Here, there is no parallel to the Japanese scenario of business relinquishing
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jurisdiction over markets to the buregucracy in return for maintaining control over those markets. Instead,
the political leadership has both jurisdiction and control over firms and markets while big business does
its will by doing what it is supposed to do best, that is, business itself. The breadth and stability of this
political-business coalition is fundamental to the system’s success; there are no serious incidents of local
interests attempting to frustrate the centralized leadership. By and large, there are no shifting compacts
between staie and business in Malaysia. There is no equivalent to the Japanese condition of “permanent
negotiations for the distribution of private and public power” as patron-client relations--though
corporatized--remain clear: whenever the political leadership leads when it has to, and business follows
then; otherwise, business is free to do business freely most of the time. While the state can decide market
structures through its economic policies and direct involvement in corpoerate strategies of UMNO firms,
state and market choices alike pay heed to the voice of market discipline.

UMNO firms are the access points that permit the Malaysian state to intervene in the market at
any time. In other words, these UMNO firms are the specific institutions that organize the critical
interactions between state and economy. The leadership prefers these firms to comply with market
discipline rather than use policies to protect such firms because competitive pressures conduce to a more
resilient Malay bourgeoisie, one of its avowed objectives in setting up an ethnic capitalism. In virtue of
being a participant-competitor -its corporations ccmpete in the marketplace subject to all its vagaries,
gyrations, and uncertainties—this form of state interventionism tracks shifting market structures
accurately. In virtue of this market-tracking interventionism, Malaysian firms and markets have been
largely competitive. Because these shifts are continual in a sx:lnall, open economy, the Malaysian state
remains pervasive in the economy. But corporate management does not find this market-tracking state
interventionism burdensome. After all, while legal ownership of equity in these privatized entities rests in
the hands of co-ethnic businessmen proxies of state elites, control still ultimately redounds to the political
leadership. More importantiy, while corporate fates are inextricably politicized, day-to-day corporate

management is certainly not hamstrung by the politician's micro-management. Corporate managers enjoy
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many degrees of freedom and may function for long periods with hardly any political input, especially
when things are going well. In fact, after the Renong restructuring (see Chapter Three), the state has been
at great pains to stress how identifiably UMNO-owned or -linked corporations are really private sector
firms not endowed with any special privileges. True, they historically had close ties to the political
leadership, it is acknowledged, but they are now private corporations that have to fend for themselves in
the marketplace, it is also asserted. Correlatively, Malay big business is successful enough now to stress
that Malay entrepreneurs compete and succeed on their own merits, and not in virtue of any privilege their
ethnicity might bring.

The autonomy of corporate management is to a large degree operationally assumed. A fitting
analogy might be that if an UMNO proxy is the CEO of a diversified conglomerate, the political
leadership plays the equivalent role of the Chairman of the Board of Directors of several such
conglomerates. In this role as the contingent monitor, the political leadership coordinates strategic
decisions across conglomerates, speaks with one voice and controls its intervention in corporate
management when it needs to. The state intervenes in corporate management only when it becomes
necessary to save the firm in an economic crisis or to solve some disruptive political exigency “in the
national interest” (such as that exemplified in the MBO of Renong’s NSTP and TV3 to placate the Anwar
faction; see Chapter Three, Section ITI). Unlike the politics of reciprocal consent in Japan, private sector
corporations in Malaysia are not continually seeking to de-link state aid from state control: public and
private preferences do not diverge in these firms. Both share in the ownership and control of these firms,
and both share in the same vision of a national interest, ethnically defined, that can be achieved in the
market.

The undifferentiated developmentalist model usually assumes a bureaucracy that interacts and
negotiates with business over its policies. In Malaysia, the political leadership does not have to bother
with the intermediation of the bureaucracy any longer, and neither does Malay big business. Civil

servants remain across changes in political leadership; they consequently have longer time horizons, and,

35



presumably, different behavioral motivations. In contrast, politicians and businessmen have shorter time
horizons--their corporations aust succeed commercially in the present time if both are to survive in an
open economy, the political leadership having tied its fortunes to the success of a Malay bourgeoisie of
rising expectations. While the leadership certainly owns and controls firms and banks through its proxies,
other fractions of capital--ethnic Chinese and foreign capital with the requisite Malay partners--may also
compete in the same sector. In contrast to BOJS, the nature of state holdings makes little difference to
the way they are wielded in Malaysia. Whatever the holdings, whether they be in production or in banks,
the state may intervene as a rival in one sense--but it competes against other firms in a fair way, refereed
by market forces. UMNO-owned and UMNO-linked financial institutions may also function as creditors,
but for the most part these do so cognizant of market discipline as many are public listed corporations
where corporate management is answerable to other investors too. The state is also a partner with other
investors--to the extent that its public listed corporations have widely dispersed ownership among retail
investors as well as other institutional investors. Finally, the state still stands as a guarantor in
“permanent receivership” for all banks in the system regardless of ownership--whether Malay, ethnic
Chinese, or foreign capital.

Tactically, this privatized statism means that the political leadership may now “evade some or all
of the controls applicable to government agencies, funds, officers, and employees.” It shifted public
assets, first, away from parliamentary oversight as well as bureaucratic intrusion and transferred them into
party overview, and then, with privatization, relocated them from party overview into the political
leadership’s personal supervision. The incentives for this mode of interventionism were strategic as well.
The NEP was, in fact, justified by the claim that a dozen years of free markets had not been allocatively
efficient with regard to ethnic distribution of wealth and occupation. Proclaiming a state ideology of

ethnicity furnished UMNO with a tool to re-establish its legitimacy that was under serious challenge by

% Harold Seidman, “Government Sponsored Enterprise in the United States,” in Bruce Smith (ed), The New
Political Economy: The Public Use of the Private Sector, (New York: Wiley, 1975,) 94; as quoted in Samuels.
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an emergent urban, ethnic Chinese counter-elite from the mid-sixties, evident in the 1969 electoral
debacle for UMNO. “Racial” justice was UMNO’s rallying cry and has since served to legitimate its rule.
(vi) Some theoretic issues: Because it consolidated the Malay business class through an ethnic
privatization, the political leadership is primum inter pares in its new alliance with Malay business.
However, this is not necessarily the permanent balance of power in the alliance, simply that this is the
present reality. As the more equal partner, it has been able to prevent capture by even special interest
groups within that fraction of capital, and is able to deploy the equity to achieve its political purposes.
Cases where businessmen proxies contend with ske political leadership over the ownership and control of
these firms have been few and far in between. Changes in ownership may actually be more revealing
about factional in-fighting within the political leadership. That is, the genesis of various organizational
forms of the ownership and control of equity may be more instructive about political infighting within the
UMNO political leadership. Still, although there might be the occasional factional fight at the top, the
underlying premise that all owe allegiance to UMNO and the Malay race remains uncontested.

In Japan, reciprocal consent translates into a “perpetual negotiation (of) the identity and
autonomy of the state.” (10) In Malaysia, state and market are not the two ends of a seesaw, one rising
and falling in opposite direction to the other. Here is a cautionary flag to uncomplicated notions about
state autonomy and capacity. It is not that control is mutually constrained. Neithier is this a story about
state strength. I do not imply that state pervasiveness in the market in privatized statism is a direct, or
general, measure of state capacity: these state programs for market control and intervention can become
transformed, over time, by politics. By identifying the theoretic shortcomings in conflating bureaucratic
power with state capacity, we learn an important lesson: if the state can be unbundled, then notions of
state autonomy and state strength must be correctly disaggregated into its component parts and precisely
attributed in their historical specificities. The privatized statism perspective suggests the need for caution
in applying models of state-society relations that are not sufficiently attentive to the separable power of

the political leadership vis-a-vis the bureaucracy on the one hand, and business on the other. Moving
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beyond “Who Governs,” I address the “How” and the “For Whom” to characterize more clearly how state
and markets interact in Malaysia. The theoretic lesson is that state capacity must be characterized
empirically, that we need te attend to historically determined coalitions and conflicts which, given their
tactical and strategic motivations, are more important than “past attributions or current snapshots” of state
capacity per se for explaining the ways in which states intervene in markets.

In sum, it is necessary to disaggregate the state as a social entity in order to recognize the
different institutional interests and organizational cultures whose competing and conflicting relations
produce “public policy.” Conversely, it is also necessary to recognize that the competitive fortunes of
firms are not settled only by how well they compete with each other in terms of price and quality but also
what strategic alliances they have. This is the point of entry of the political leadership. This nexus
represents a complex division of labor between normally state and market institutions; what matters most
is not their designations but whether tasks are performed properly by one or the other, or best of all, by
the two in flexible symbiosis.

(vii) Conciusion: To reiterate, statist ideas about state led growth widely accepted in the comparative
literature on state and markets are almost always characterized by an unquestioned assumption of
definitive bureaucratic power. In Malaysia, however, the political leadership preferred ownership and
control of equity to regulation because the former afforded greater flexibility, while regulatory
intervention by the bureaucracy would compromise its authority. By successfully sidelining the
bureaucracy, the leadership was able to check its involvement that would have militated for more market
distortion and truncation. One possible reason was to obviate extensive negotiations in privatization that
bureaucratic practices and procedures would have required. Besides, the bureaucracy was associated with
the NEP’s failed SOE program (or could have blame for the failure attributed to it). Be that as it may, it
was not in the political leadership’s interests to inherit institutional traditions or preferences for particular

forms of intervention that would have hobbled the implementation of its ethnic privatization program.
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By creating a Malay bourgeoisie through the NEP, and consolidating it through an ethnic
privatization, politicians have been able to bypass state structures without relinquishing their control of
the economy nor distort or truncate markets. The state is now able to direct development not only
through macro-economic policy but also by wielding these private sector corporations in market-tracking
ways to serve its political objectives, without the ministrations of an intrusive bureaucracy. The
undifferentiated developmentalist perspective fails, however, to account for this inversion in the role of
the bureaucracy in Malaysian statism. Because the unbundling of the state was not anticipated, the
unreformed theoretic framework does not differentiate bureaucratic power from that of the political
leadership.  Accordingly, it assumes bureaucratic intrusiveness as being determinative of state
intervention in all cases. Applied to the Malaysian scenario, its explanatory value is reduced to
mistakenly trying to determine if this was market displacing or market conforming interventionism when,

in fact, there is no bureaucratic intrusiveness to militate for such debilitation of markets.

(c) Historical perspectives: Privatized statism appears to be the only extant form of state
interventionism that can comply with market discipline and track market structural changes. Although
the story is not often recounted, several nations in diverse contexts and different settings have actually
pursued some version of privatized statism before. There is a rich historical vein of antecedents, although
in no other case has there ever been an ethnic focus and the use of proxies such as that in Malaysia. In
fact, the public listed corporation itself was 2 creation of the state in the eighteenth century. William Roy
argues that when the big corporation as we know it emerged in the United States, it did not arise out of
Chandlerian considerations of efficiency. Alfred Chandler, Jr. had argued that the corporation assumed
its now familiar mode of organization because it increased “throughput” of production, got products to the
market faster, and then became large.*! Contrary to that suggestion, Roy argues that the public listed

corporation began “as a quasi-public agency created by (some American) states to perform public

41 Alfred Chandler, Jr., The Visible Hand: The Managerial Revolution in American Business, (Cambridge: Harvard

University Press, 1977).
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services” such as building turnpikes, bridges and canals where markets would not support them. The
public corporation arose as a quasi-state activity when states forged the earliest business corporations as
an organizational means of mobilizing private resources to serve collective or state interests, and to
perform tasks beyond the ability of existing organizational forms. These sub-national governments vested
the public corporation with special privileges such as limited liability, perpetual life, and parceled-out
ownership. The corporation was “a delegation of sovereign powers to serve the public interest (and) the
enumeration of powers in' a charter, the creation of boards of directors, and the election of officers”
ensured its public accountability. (76) Indeed, the state was, in every sense, a shareholder—hence, the
public limited company.

Through its charter policy, joint ownership of mixed corporations, public works program, and
regulation of economic activities, the state government took a leading rather than quiescent role in the
development of these public corporations. Of co;xrse, there were varying degrees of state involvement
dve to individual contexts in the different states.? For example, in his definitive study of the
Pennsylvania state government’s role in the founding of public corporations, Louis Hartz describes an
extensive creating and supporting of corporations by the state from 1793 (when it chartered the Bank of
Pennsylvania and subscribed to $1 million of its shares) until 1857 when a constitutional convention
forbade such state investment in business corporations.” These investments, which eventually exceeded
$6 million, were aimed pﬁmarily at stimulating economic growth, but they undoubtedly also provided
welcome revenue for the state government.** In the same period, the New York state government set up a
public corporation to build the Erie Canal. The most successful of public works in the nineteenth century,
the Canal sparked off a “canal mania,” or a wave of incorporation of similar public firms by state

governments throughout the United States for infrastructure projects.

“’Ernest Boggart, Internal Improvements and State Debt in Ohio: An Essay in Economic History, (New York:
Longmans, Green & Co, 1924); John Cadman, Jr., The Corporation in New Jersey: Business and Politics, 1791-
1875, (Carnbridge: Harvard University Press, 1949).

1 ouis Hartz, Economic Policy and Democratic Thought, 1776-1860, (Chicago: Quandrangle B ~oks, 1968).
“Stuart Bruchey, “The Changing Economic Order,” in Alfred Chandler, Jr., Stuart Bruchey, and Louis Galambos,
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At this juncture, there were no attempts by any party to question the role of government
investments in these public corporations on the basis of inefficiency, legitimacy, or anything else. In fact,
Hartz reports a fervent movement of religious dimensions by the mid 1820s to promote state ownership of
public corporations. The legitimacy of this endeavor was taken for granted. (131) If there were any
disputes over government involvement in a specific corporation, contestations turned not on legitimacy,
or even efficiency, but rather on who would benefit. And both sides to the specific debate would stress
public benefit and both sides would be equally unambiguous in being against private enrichment. At this
point, the notion of private and public domains as being clearly distinguished from each other had not
quite yet gelled into the form some now assume to be naturally inevitable.

The Main Line in Pennsylvania—an engineering marvel of its day—was a canal the state
government had built to link up Pittsburgh and Philadelphia directly, but it soon feil into commercial
trouble. The unforeseen development of the railroad rendered the Line obsolete within a decade of its
completion in the 1830s. With a new logic—utilitarianism—ascendant, the commercial failure of the
Main Line triggered a debate on government ownership of public corporations that focused, for the first
time, on efficiency concerns. In fact, the fiscal crises of the 1830s and 1840s came to be interpreted in
terms of the inefficiency, and consequent failure, of public ventures although these fiscal crises were,
really, the first depressions of international finance. In addition, the rise of Jacksonian democracy with its-
distinctive anti-state brand of anti-corporations meant that, by the 1840s, there was already a movement to
sell off public corporations. The successful sale to private interests of what was the world’s largest
corporation, a viable Pennsylvania Railroad, made it easy to sell off the Main Line.

This creation of public corporations as extensions of the state and their politically driven
privatization show that it was not some inevitable, natural shedding of government restraints on free
markets. In the early part of the nineteenth century, private ownership and control of corporations was

hardly viewed as inevitable. The commonest corporations—road and water transportation companies—

(..continued)
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were entirely public. Only the late entrant, the railroad company, was born privately owned in many
cases. “What sealed the doom of the public corporation,” Roy concludes, “was how effectively the
advocates of laissez-faire used the depression and stock market crashes of 1837 and 1857 to make the
case against government economic activity...Failing state enterprises were effectively used by opponents
(although these enterprises were created to serve a general public service rather than make a profit) to
legislatively limit state investment and supervision.” (74, 72) After 1837, nearly all state constitutional
conventions had erected barriers that permanently sealed the public sector off from the private
corporations, and many states divested off their corporate securities, often at a loss. By the 1850s, what
had been a novel sentiment--the separation of politics and economics—was becoming received wisdom.
In this manner, the corporation was transformed over a relatively short period of time from “an extension
of state power into the quintessence of private property, a sanctuary from governmental authority.” (xiv)

This construction of a corporate sector was also giving impetus to the development in tandem of a
financial sector. There was a steady, joint evolution of public corporations and the securities markets.*’
In fact, Wall Street—that very symbol of private enterprise and laissez faire’s anti-government
sentiments—emerged to handle issues of securities by state governments and quasi-governmental
corporations. It was precisely the active role of these state governments and quasi-governmental
corporations in issuing securities—and buying securities, mainly in transportation and public utilities—
that led to the creation and consolidation of Wall Street institutions.

By the early 1790s, there was already a thriving securities market where speculation in securities,
such as they existed, consisted primarily in the buying of government bonds, and selling them at a profit.
Public securities remained, at the century’s end, the principal stock market commodity.® Trading was
largely the preserve of a few wealthy individuals in a number of large cities. The Buttonwood

Agreement, signed in 1792, between twenty four New York brokers and merchants, to give one ancther

SWalter Werner & Steven Smith, Wall Street, (New York: Columbia University Press, 1991).
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Press, 1917); vol 2, p 294.
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preference in selling public securities, soon lapsed but laid the foundation of the New York Stock &
Exchange Board, the forerunner of today’s New York Stock Exchange.”’ This New York bourse was the
direct capital market that financed the “canal mania” of the early nineteenth century already alluded to.
For example, the New York state government issued $7 million in canal bonds between 1817 and 1825
which were “sold by underwriters and bought by individuals and towns close to the canals, by banks, and
by European investors.”® While customers and securities traders nurtured the growing market,
corporations and governments issued securities to raise funds on the bourse. The growing volume of
transactions led to specialization among traders: one group contracted for government debt issues, the
other concentrated on trading markets.

Because securities were readily convertible to cash, regularly traded shares came to be regarded
primarily as tradeable financial assets. Accordingly, most shareholders evinced little interest in actual
corporate management. Because securities markets caused a dispersion in the ownership of equity, actual
corporate management and control of that equity came to rest in the hands of the top managers of these
public corporations. That is, as nominal ownership became dispersed, control became concentrated since
ownership of smaller and smaller proportions of equity was enough to exert control of enterprise. In this
manner, securities markets were crucial to the maturation of the corporate form. Corporate control
operated increasingly through the institutional structures of corporate capitalism, viz., the stock market,
brokerage houses, investment banks and, even, the financial press, not the institutional structures of
publicly accountable govemment.49 In contrast to Galbraith’s stress on the independence of the mature
corporation from capital markets--as if its option of not going to the market for funds meant that it was
free from market constraints—markets remained critical to its development by providing investors

constantly updated measures of its value.”
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Let us turn now to the market-tracking mode of state participation in markets in the sense I posed
above. From the early 1980s, the Malaysian state made deft use of a government investments holding
company strategy to centralize the collection of rents. Uniquely, a mutnal fund element was appended to
centrally collect disproportionally nominal investments from the Malay masses, and centrally distribute
guaranteed supernormal gains to these investors. Unsurprisingly, this created a huge pool of goodwill
towards the Malay state among the Malay masses. Surprisingly, there were American precedents for this
approach, at least for the first segment of it. Although President Clinton’s proposal in early 1999 for the
federal government to invest in securities was greeted with dismay by those who feared an increasing
encroachment of government in markets, state governments in the United States had actively invested in
private sector securities even as recently as the Golden Age of Capitalism itself.

As a result of rising balances in state treasuries in the United States from the 1950s, at least
eighteen states engaged in commercial investments, the largest of such investors being the state
governments of New Jersey, Wisconsin, and Minnesota. These activities were carried out by centralized
investment boards such as the Division of Investment in the Department of the Treasury set up in New
Jersey in 1950, or the State of Wisconsin Investment Board set up in 1951. Such boards had
encompassing controls over all cash flows and, wide investment discretionary powers given to their
professionally trained investment personnel.Sl They were not attached or answerable to any group with
funds to invest. Instead, they were constituted as separate entities within their respective state government
bureaucracies.  Specifically, only the investment function was centralized, not the complete
administration of the various permanent, retirement, and operating funds. While the idea of investing

state funds was hardly new—by 1925, the primitive practice of holding public funds out of circulation
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had ended®”—the concept of a centralized process was novel. This process of centralization of the
investment function where the state investment board was a distinct agency with control of funds, and
where there was use of professional investment personnel for whom making state investments was their
single responsibility, transcended a mere investment committee acting in an advisory capacity to various
state agencies with funds to invest. The process meant economies of scale, and consolidated what were
many smaller balances that would ise have appeared too small to invest. The process also enabled
specialization in the bureaucracy, reduced duplication of paperwork in the handling of state investments,
and assured constant oversight of what might have otherwise been part-time investing activity by
bureaucrats bogged down with other responsibilities. Generally, these boards tended to shift from
government to non-government securities, and diversify their portfolios to garner higher returns.

Any impression that state creation/ownership/use of market institutions was a preserve of the
American states in their recent past would be erroneous for there were similar developments elsewhere in
the OECD. For example, as is well known, a huge nationalization program after Worlc War II
transformed the British state into a shareholder in steel, railways, coal, and electricity. This endowed the
state with ownership and control of such entities without the benefit of an increased income since profits,
if any, were more than offset by interest payments on the national debt issued for nationalization.”® What
was less well known was the substantial involvement of the government directly in private sector firms
themselves.

Over the years, the state had become involved in indusiry and commerce, not only by grants and
aid, etc., but actually through purchase of corporate equity. This had not come about primarily because of
some ideological commitment for there been no prior philosophical discussion as to its merits or demerits.
Rather, state purchase of corporate equity had occurred out of necessity as the state responded
pragmatically to specific exigencies. These purchases by the British state were justified with ad hoc

arguments couched in terms of defense and security concerns, for instance, with British Petroleum and
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Rolls-Royce; the maintenance of employment in shipping and computers facing foreign subsidized
competition; the alleviation of social distress in the depression in the case of the Land Settlement
Association; and so on. The range of the state’s shareholding activities prior to the Thatcher program of
privatization was wide but, with the exception of Rolls-Royce that was acquired in a blaze of publicity,
there was little general knowledge of its extent.>* In contrast to the American practice of centralized
investment boards, the very ad hoc manner in which this type of ownership had developed in Britain over
the years meant that there were no systematic arrangements for the control of these equity holdings.
Lines of accountability were never made obvious. Neither was the extent of the government’s obligations
to company creditors in the event of collapse nor those of government appointed directors especially in
those corporations with direct state equity.

On the Continent, there was also state ownership of private sector corporate equity in Sweden and
Italy, among others, during the Golden Age. The Swedish state owned publicly listed equity in wines and
spirits, air transport, ship building and iron ore mining in addition to the conventional state undertakings
in the utilities. Its program came under unified ministeria! authority. In Italy, besides conventional state
undertakings in railways and posts, there were several state investment holding companies. Of these, the
two most important were Instituto per la Ricostruzione Industriale that controlled more than a hundred
firms in banking, mining, shipbuilding, merchant shipping, chemicals, air transport, civil engineering,
turnpike construction, autos, and radio/television; and, Ente Nazionale Idrocarburi that controlled firms
in petroleum, natural gas, and nuclear energy.”® These state investment holding companies also came
under unified ministerial control, and although the firms under these umbrellas raised part of their capital
on the open market, and did compete with other firms, they also received interest-free loans from the
state. Most of these firms attended to the profit motive but they also engaged in socially motivated

operations, especially in terms of regional development. However, there was no organized distribution of

(..continued)
%3 James Meade, Liberty, Equality and Efficiency, (New York: New York University Press, 1993,) 95.
54 Merlyn Rees, The Public Sector in the Mixed Economy, (New York: Harper & Row, 1973).
% David Coombes, Business or Politics, (London: Allen & Unwin, 1971,) especially chs. 10 & 11.
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rents to some ethnic segment of the populace.

In more recent memory and closer to home, China’s restructuring of its huge SOE program also
led to state ownership of private sector corporate equity. A “corporatization” experiment from 1995
transformed one hundred of its medium size and large industrial SOEs into publicly listed firms on the
stock exchanges that had been founded in Shanghai and Shenzhen a few years earlier. Ownership of the
corporate equity so created was allocated to (a) the national and sub-national levels of government, (b)
other listed companies, non-bank financial institutions, and other social institutions, as well as (c)
individuals.®® However, only the last category of shares is tradeable. The joint residual control arising
from the substantial proportion of corporate equity that is mandated to stay in state hands means,
however, that corporate management may still be subject to political intervention.

Finally, in its defense against twin speculative attacks on the Hong Kong stock exchange and its
dollar’s peg to the greenback in late 1998, the Hong Kong government was compelled to purchase
substantial amounts of equity in several of the largest publicly listed ;:orpomﬁons on the domestic bourse.
This poses a serious conundrum for the laissez faire government, but it is expected that the equity will

eventually be re-sold to the private sector when market conditions become more propitious for doing so.

Given these antecedents, the Malaysian state’s creation, ownership, and wielding of private sector
firms as well as its use of investment holding companies, seem less and less unusual. Still, in none of

these cases was there the construction of an ethnic crony capitalism, one durable across crises, to boot.”’

56 World Bank, China’s Management of Enterprise Assets: The State as Shareholder, (Washington DC: World
Bank, 1997,) 4; also, Zhiyuan Cui, “The Economic Role of the State; A Theoretical Survey with Reference to
China,” in United Nations, The China 1998 Report, forthcoming.

%Tcf. Stephan Haggard suggests that the question today is “no longer why the region succeeded but why it had fallen
so far so fast.” He asserts that “the weakness of prudential regulation™ is now a central analytic theme, and predicts
that, consequently, “systems of corporate governance are also likely to change...with overhaul of the large, highly
diversified industrial conglomerates” in Korea, Indonesia, and Malaysia. (16). This argument disregards the fact
that the Mundell-Fleming theorem holds only if there are no capital controls. Malaysia’s spectacular growth in the
nineties came from increased factor input of portfolio capital. Symmetrically, it has been able to limit the impact of
the Crisis by re-imposing capital controls and pegging the ringgit at a discount to regional currencies. So while
international capital would not be returning any time soon, it meant that Keynesian reflation using its huge domestic
savings has been effective in kept the crony capitalism intact, and the political leadership in power. Pace Haggard,
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In no case did the political leadership use privatization to consolidate a business class of co-ethnic proxies
and, in the process, build up a large-enterprise economy it continued to control through these proxies,
crucially, with little bureaucratic intrusion. For, with success, the political leadership rejected its
developmental association with the bureaucracy and, instead, formed an alliance with the Malay big
business class it had created with the aid of the bureaucracy. The state now directs economic
development not only through macroeconomic policy but also by wielding these firms which are the most
important ones in the most crucial sectors. To reiterate, in none of the instances reviewed did the political
leadership reject its developmental association with the bureaucracy once there was a strong business
class, however created. It is precisely this unbundling of the state subsequent to the successful creation
and consolidation of a co-ethnic business class that is uniquely true in the Malaysian case. In addition,
there is no parallel in which one particular fraction of capital-—the ethnic Chinese—was purposely
allowed to wither away. With that, there was an inversion of relations of dependency between that
fraction of capital and the Malay state, the latter gaining the upper hand. Finally, in none of the cases
above was there distribution of proceeds from centralized state investment activities to the masses
(through a state-run mutual fund) that garnered the state a lot of goodwill among its recipients, the Malay
majority. Moreover, because the process was centralized and executed openly and legally with party and
state structures, it de-linked political payoffs from corruption. In this manner, the structure of property
rights in Malaysia did not ossify as it did in so many other Third World nations with interlocking patron-
client networks. As such, reasonably rational allocation of resources was possible and respectable
economic growth ensued. This strategy was justified by a state ideology of ethnicity which also laid the
foundations for an ethnic privatization from the mid eighties. In the next section, I describe how a
market-tracking privatized statism in Malaysia came about and how it constructed a durable ethnic

capitalism.

(..continued)
prospects for system reform are dim; see, Stephan Haggard, “The Role of Government in Economic Development:
The Debate from East Asia,” American Political Science Association-Comparative Politics Newsletter, Winter
1999: 14-16; see Chapter Four, fn. 8.
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Section ITI: Privatized Statism & A Durable Ethnic Capitalism

This is the story of a differentiated developmentalist model. First, I describe in subsection (a) how
privatized statism in Malaysia came about. Next, I discuss in subsection (b why the ethnic economic system
it has constructed is durable. I touch briefly on the impact of ethnic policies on growth, how in one sense,
there has been growth in spite of them, and yet in another sense, because of those very policies.

(@) Pivatized Statism: The observation that the state insinuated itself in the market by a well targeted
program of ethnic privatization, as detailed in Chapter Three, is key because the process solidified a radical
re-alignment in the politics-bureaucracy-business configuration of power relationships in Malaysia.
Specifically, privatization accelerated the declining influence of the Malay bureaucracy that had, in fact, been
dominant in the policy process during the earlier phase of the NEP, the origins and development of which are
detailed in Chapter Two. The ethnic nature of the privatization itself was also legitimated by the NEP. By
consolidating the Malay business class, privatization also reinforced the ascendancy of the Malay economic
elite. Ironically, the emergence of that elite had to do precisely with the bureaucracy working in cooperation
with the politicians to nurture its creation and development. The actual shift in the locus of power from an
association between Malay politicians and bureaucrats at the start of the NEP to an alliance between Malay
politicians and businessman at the end of the period rnaps well onto the privatization process.

Upper echelon politicians in the sixties and the early seventies had close ties with the top
bureaucrats who were generally of aristocratic breeding, a result of British colonial policy of training a
junior civil service comprised of Malay males from that strata of society to maintain the appearance of
native participation in the administration. (Technically, the nation was never a British colony for,
officially, the colonial rulers acted merely as “advisers” to the traditional sultanates in the Malay states.)
This politician-bureaucrat alliance launched the NEP under Abdul Razak, the second Prime Minister after
independence, to ensure support of the Malay masses. Facilitated by a marked increase in government

revenues in the seventies, especially from newly discovered, high grade petroleum, the NEP fostered an
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enlarged, more aggressive, and more direct role of the bureaucrats in the economy.®® This strengthening
of bureaucratic control of the economy also saw increasing uncertainty in the private sector, especially
within ethnic Chinese capital—still the dominant fraction of domestic capital at this juncture-—-and a
general decrease in economic efficiency.

In order to implement Razak’s NEP, many of the most capable bureaucrats were transferred from
the regular civil service to manage a plethora of newly formed statutory bodies and SOEs which radically
enhanced the economic opportunities available to the emergent Malay middle class. Forced restructuring
of big ethnic Chinese firms, and of MNCs, to achieve the NEP’s mandatory 30% Malay quota of
corporate equity ownership and of employment in managerial positions, as well aa UMNO’s growing
corporate empire also provided real private sector opportunities for an emerging Malay business class. In
the seventies, during the Razak administration, Malay professional groups were co-opted by the political
and bureaucratic leadership, and received rapid advancement in their opportunities and remuneration. At
the national level, several prominent Malay businessmen spawned by NEP opportunities soon began to
discover that, while the bureaucracy helped suppress ethnic Chinese capital that might otherwise compete
against them, their interests often conflicted with those of the bureaucracy. Meanwhile, UMNO
grassroois leadership was changing as well with small businessmen steadily displacing the penghulus
(hamlet chiefs) and schoolteachers who used to comprise the local leadership from the days of the
struggle for Independence.

Mahathir became Prime Minister in July 1981. By the early eighties, a fundamental change in
Malay society had occurred with the ascendancy of the ne'w economic elite, and the unabashed migration
of scions of the nine royal households as well as the aristocratic and bureaucratic elite into business to

exploit NEP opportunities for themselves.”” By the mid-eighties, there was already a sizeable group of

38 Evers says there was “runaway bureaucratization” in Malaysia (and Indonesia) in the seventies. For example, the

number of government employees in Malaysia grew by several hundred thousands, or about 90% in the period; see,

Hans-Dieter Evers, “The Bureaucratization of Southeast Asia,” XXV Society for Comparative Study of Society and

History, 1987: 666-685.

**This was epitomized by the ascendance of commoner Mahathir Mohamad who had no MCS ties at all over KuLi, a
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established Malay businessmen not beholden to ethnic Chinese capital® The downturn in the
international economy in the mid-eighties legitimated the political leadership’s introduction of
privatization, deregulation, and liberalization to free market forces, reduce government spending, trim the
bureaucracy, and, unofticially, suspend the NEP. Thus, about a-decade-and-a-half of the NEP had to pass
before the Malaysian version of privatization could be promoted in the interests of Malay business. Any
earlier, and ethnic Chinese capital would have, directly or indirectly, appropriated the benefits. At the
right moment, then, privatization provided the impetus to consolidate the Malay bourgeoisie significantly.

Using public resources and its control over the regulatory apparatus to found a corporate empire for
itself, UMNO built up party holdings of huge conglomerates for itself and fed them with lucrative
privatization projects. In this way, huge holdings of corporate assets were created by the Malay political
leadership, owned elliptically through proxies, trustees, and nominee companies. (Because of UMNO’s
prolonged domination of the state over forty years, there is virtually no difference between party and state.)
That is, the state’s huge holdings of corporate equity were divested to co-ethnic proxies/cronies, thus creating
a coterie of Malay captains of industry through whom the political leadership continuec to simultaneously
retain control of markets. Webs of pyramiding and interlocking directorates concealed the ultimate
ownership and control of these conglomerates that include the largest corporations in the country. As the
embodiment of Malay success in Corporate Malaysia, tremendous personal gains both in material terms as
well as social standing accrued to these tycoons the state created.®’

The immediate beneficiaries of the privatization, deregulation, and liberalization were, of course,

these successful businessmen, but also included foreign capital. Malay business elites clearly gained from

(..continued)
wealthy prince, as UMNO leader and Prime Minister. In fact, Mahathir openly expressed disdain for the MCS and
went to work on the bureaucracy immediately. For example, to this day, civii servants are required to wear name
tags as well as clock in and out of work. To this day, Mahathir explicitly declares himself a friend of business—*My
cronies”--and surrounds himself with businessmen.
%James Jesudasson, Ethnicity and the Economy: The State, Chinese Business, and Multinationals in Malaysia,
(Singapore: Oxford University Press, 1989.)
S1For a listing of these individuals who came into (proxy) ownership of huge portions of the domestic economy, see
Edmund Gomez, “Electoral Funding of General, State and Party Elections in Malaysia,” 26 Journal of
Contemporary Asia, 1996: 81-99; also, Gomez, The 1995 Malaysian General Elections: A Report and Commentary,
(Singapore: Institute of Southeast Asian Studies).
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a more open economy which was, however, contrary to the preferences of the bureaucracy that desired
more regulation, more policy controls, as well as more planning and guidance of the economy. In
contrast, the business elite stressed the negotiability of these constraints. By the latter half of the eighties,
the Malay political elite had come to view the Malay business elite as the most dynamic element in its
society. The relative strength of the Malay business elite was such that, when offered suitable
opportunities, competent bureaucrats shifted over to business rather than remain in the administrative
service. Meanwhile, capable new Malay entrants to the workforce also favored opportunities in business
in contrast to former times when employment in the MCS held the prospects of the highest social status
for aspiring Malay men.

Prior to the NEP, the political leadership had insulated the bureaucracy from demands of
individual businessmen. Once the institutional barriers were broken down, and once it came to be
regarded as legitimate to allocate public resources for private benefit, politicians became more concerned
with constraining bureaucratic power that might impede the functioning of these linkages. As mutually
beneficial linkages were forged between politicians and businessmen, one significant outcome of the NEP’s
successes was to marginalize the regulators. By the start of the nineties, bureaucratic power in
contemporary Malaysia had become wholly derivative of its political masters and was no longer
characterized by the autonomy it had once enjoyed. This was so despite the bureaucracy’s demonstrably
high leve! of sophistication, and the continuity of state structures in Malaysia in contrast to most ASEAN
nations. Of course, the bureaucracy was far from homogenous. The EPU technocrats in the Prime
Minister’s Department embraced neoclassical orthodoxy thus enhancing their stature in Mahathir’s eyes
often at the expense of the rest of the bureaucracy. Economic policymaking became centralized in the
EPU directly under Mahathir, but other government departments were routinely over-ridden in policy

initiation and implementation.

€2 Hilton Root misses this point completely in arguing that it was “Malaysia’s will to grow” that “prevented the
politicization of the bureaucracy” in Malaysia; see Hilton Root, Small Countries, Big Lessons: Governance and the
Rise of East Asia,” (Hong Kong: Oxford University Press, 1996,) 65-89.
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At the cusp, the politician-businessman alliance was clearly ascendant. In many cases, these were
the same individuals, the archetypical Malay tycoon-politician being Daim Zainuddin, Mahathir’s closest
confidant whom he appointed UMNO Treasurer and MOF, twice. In any case, many of the linkages
between key individuals in politics and those in business were clearly known, and openly so described in
the press with nary a denial to the contrary. This close alignment put state regulators in the bureaucracy
on the defensive who came to be effectively bypassed on most development policy issues.®

Thus, by the early nineties, a large and confident Malay business class, backed by the politicians,
that could challenge the regulators, and win, had arrived. There is a reciprocal relationship between the
Malay economic elite and political elite where the latter provides a favorable policy environment for
business, while the former supplies funding for electoral contests. Should this leadership ever be .rejected
by society through the electoral process—an extremely uﬁlikely prospect—-the awesome economic power
it commands through its proxies would still render it a political force any government of the day would
have to reckon with. That is, UMNO’s corporate empire is a formidable insurance against its loss of
political power.

However, there is nothing necessarily inevitable or permanent about this realignment of power
relationships since it was founded and depends on increasing prosperity. A faltering economylcould
cause the Malay business class such relative immiseration that this key group may press the politicians for
a re-emphasis on communal priorities. This would require the re-imposition of bureaucratic controls,
which may not help the Malay business elite this time around, but could revitalize the bureaucracy and,

certainly, hurt the emaciated ethnic Chinese capital further.

®Because the SOE strategy had bolstered the public service tradition in Malaysia, privatization involved a redefinition
of the public interest and a re-orientation of the concept of public service. This became posed as a question of
differentiating and balancing social criteria and commercial criteria, not one of sacrificing one for the other. Since the
notion of public interest is ambiguous and politically expedient, privatization uncoupled or disentangled the objective
of commercial viability from that of social responsibility in order that it might be possible to preferentially emphasize
the former. The state’s social responsibility became redefined as formalized monitoring of big business and ensuring its
compliance but the new regulatory authorities were shorn of any real power to pursue the big firms.
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(b) Ethnic Capitalism: Reciprocal ties between state and capital in many developing countries, and
their social interactions in networks, are not institutionalized, but personalized. The political structure would
be one of an aggregation of these networks bound together by the exchange of material benefits for political
support. Frequently, these dense exchange relations among policymakers and their cronies facilitate
collusion and may degenerate into super-cartels, aimed like all cartels, at protecting their members. Often,
there is rampant factionalism as well as corruption at the highest levels. Such a system bases its authority on
its distributive capacity, and its arrangements have been known to result in either monopoly or dissipation of
resources through rent seeking.

The unreformed construal of crony capitalism stresses government failures where officials select
investment projects based on which firms or business groups will benefit, thus distorting economic incentives
to invest rationally in productive activities. In this perspective, social waste causing interventions, once
created, are seen as not easily withdrawn; government imposed regulations, policies, legislation and
initiatives introduced in response to rent seeking by cronies translate into corruption that undermines
economic development® However, the political economic problem—as opposed to the moral problem—is
not corruption per se but which political structures so conflicted with these transfers can generate economic
growth despite the corruption.*

A crony capitalism using co-ethnic proxies has certainly been constructed by the privatized statism
in Malaysia.®® However, economic growth has been quite robust both “despite” ethnic redistribution, and
also “because” of it in the following sense.”’ Ethnic policies were aimed at securing political support from
the Malay masses as well as the economic elite. With regard to the former, in the early NEP period, SOEs

were important for Malay employment especially at administrative, technical and managerial levels, but the

® see, for example, K Y Chong, “Trade and External relations,” in E K Fisk & Osman Rani (eds) The Political
Economy of Malaysia, (Kuala Lumpur: Oxford University Press, 1982).
55 Michael Johnston, “The Political Consequences of Corruption: A Reassessment,” Comparative Politics, 1986:
459-4717.
%see, for example, K S Jomo, “Malaysia Bails Out Its Cronies Again,” Asian Wall Street Journal, Op-Ed, January 7,
1999.
71 thank David Woodruff for making this distinction.
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huge government spending in a grossly inefficient program was deleterious. Growth did come but simply
from increased factor input of capital. There was crowding out of the private sector.®® The open, legal, and
centralized collection and distribution of rents through the PNB/ASN scheme meant that political payoffs
were delinked from corruption, thus preventing ossifying patron-client pyramids from developing.%
Consequently, resource allocation was reasonably efficient as there were no sclerosed regimes of property
rights. With its market-liberal type preconditions, growth was thus possible in spite of the ethnic re-
distribution.

Importantly, while Malay big capital had not yet arrived in the early years of the NEP, the state’s
efforts in support of Malays also meant an active suppression of entrepreneurial ethnic Chinese capital and, to
that extent, growth must have been hampered.”® There was promotion of foreign capital to countervail ethnic
Chinese businessmen, such investments providing employment for Malays who were migrating from rural
areas to the cities at this time, and accounting largely for manufacturing exports.”’ Of course, Malaysia’s

natural resources buoyed up growth accounting for a large part of the country’s export earnings, and were

¢ A measure of the efficiency in the utilization of capital, ICOR (incremental capital-output ratio), identifies where
capital has been effectively used and if government expenditure and investment has crowded out private investment.
The average annual ICOR increased from 3.65 (for 1971-1980) to 7.21% (for 1981-1985). For the same periods, the
public sector’s figures increased from 6.75 to 15.51% while, in contrast, the private sector’s figures only increased
from 2.27% to 3.87%. The high public sector figures--and rising external debt--came from inefficient SOEs which
comprised a third of total national economic activities, especially the capital-intensive investments in several off-
budget, non-financial SOEs involved in Mahathir’s heavy industry push; see Kamal Salih and Zainal A. Yusof,
“Overview of the New Economic Policy and Framework for the Post-1990 Economic Policy,” 24 Malaysian
Management Review, 1991: 22. The writers were economists from a government-sponsored think tank, the
Malaysian Institute of Economic Research (MIER). Kamal Salih who secured his PhD from the Wharton School ,is
now himself an UMNO proxy running a huge UMNO conglomerate.

% In terms of per capita GDP, incomes doubled in the 1971-1976 period, and then again in the 1976-1981period, but
remained stagnant until the end of the eighties; Kamal and Zainal, op cit., 25.

A proxy measure is as follows. Citing an unpublished World Bank study done with the EPU and supplied to the
MIER, Kamal and Zainal, op. cit., (22), found that there had been a drop in the contribution to growth of national
output from “the third factor,” i.e., technology, entrepreneurship, innovation and efficiency: from 28% in 1970-1975
to 13.7% in 1975-1980 to minus 21.1% in 1980-1985. In contrast, third factor contribution to national growth of
output in the NICs exceeded 60 %.

"'Specifically, the burdensome ICA was implemented from May 1, 1976 (see Chapter Two, Section Three).
Domestic private investment (mainly ethnic Chinese in the period under consideration) declined precipitously: while
average annual increase was 7.2% for 1971-1975, real private capital formation fell 3.6% in 1975 and 4% in 1976
against the government’s projection of 10%. Foreign investment also suffered because of apprehension of the
MITI's sweeping powers under the ICA to impose any condition “as he might think fit” on manufacturing licenses.
Foreign investors had already been unsettled by the Petroleum Development Act, 1974, that had forced Esso to sell
30% of their Malaysian operations to Petronas including voting rights; see, Milne and Mauzy, op cit., 349-50. After
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important sources of rents as well. (see Chapter Two, Section VI). In other words, growth could have been

" Thus, while Malaysia was

even better—the growth in the period it came largely from public spending.
ranked second in Asia behind only Japan in the late fifties and early sixties, it had been overtaken in the
World Bank’s rankings, by the early eighties, by the four East Asian NICs. Still, there was enough growth so
that it was still far ahead of many other developing nations. In 1981, Malaysia ranked thirteenth out of 128
countries in terms of per capita GNP growth rates.”

On the other hand, ethnic clientelistic policies that won Malay elite support also enabled growth
because these clients functioned as co-ethnic proxies for the political leadership that directs development
instead of the bureaucracy. These individuals were tried and tested, loyal proxies handpicked to manage
UMNO’s huge corporate holdings. The leadership and its proxies share the same vision as well as
jurisdiction and control of firms and markets. Of course, these individuals grew fabulously wealthy too but,
in the main, that wealth was held in trusteeship for UMNO; while they could obviously enjoy the power and
the prestige, eventual control of equity still rested with the political leadership.

The political leadership and the economic elite have substantial agreement on an agenda of economic
development. Since there is personal control of extraordinary stakes by a few persons, fostering collective
interests in maintaining consensus and secrecy, and excluding outsiders has not been difficult. But because
the extraordinary stakes did not lend themselves to repeated exchange, personal loyalty and kinship ties
replaced constant reminders of self interest and obligation to overcome internal instabilities and produced a
close-knit elite substratum. In Malaysia, the political leadership is not a kleptocracy working in cahoots with
businessmen co-conspirators to relentlessly benefit all involved at the expense of the nation. It controls a

huge corporate empire through these co-ethnic proxies within which information costs are lowered because of

(..continued)

the ICA was relaxed for foreign capital, FDI increased tremendously.

2 Compared to the NICs and Thailand, the Malaysian economy experienced a lower rate of economic growth during
the NEP period when the average rate was 6.49% per annum. “The GDP growth rate declined from an annual
average of 7-8% in the seventies to 4.5% in the eighties...For the twenty years, government expenditure was the
driving force behind national eccnomic performance. (It) contributed almost 28% to the GDP growth in the
period...The second important source of growth during the first decade of the NEP in the seventies was the increase
in commodity prices, especially oil;” Kamal and Zainal, op. cit., 14.
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close ties between politicans and businessmen. The network of long term ties has a variety of formal and
informal institutional arrangements of cooperation. The ruling elite and big capitalists frequently share a
common background in terms of school and college where “old boys” ties may be the basis for developing
informal, but binding, links among these key players.”* In Malaysia, ties that bind are those between big
business and politicians, not bureaucrats. There is certainly a network consisting of very close personal ties
with extremely frequent social and formal interaction and communication between the Prime Minister and his
trusted economics czar, Daim Zainuddin, on one hand, and the coterie of captains of industry they have
personally created (using the NEP’s ethnic quotas and privatization), on the other. Here, policymaking need
not always be linear or unidirectional where business invariably obeys the dictates of a rigid state. That is,
state preferences do not always have to prevail over busincss: policymaking may include negotiation and
compromise because the political leadership is willing to listen to its proxies who are the ones in the market
regarding what policies best serve their firms and markets.

This structural interdependence of stable long-term, non-formal, hierarchical relationships permits
information sharing in the politician-businessman alliance. That is, direct sharing of information that would
otherwise have to be done indirectly through market mechanisms. These arrangements lower information
costs in economic policy making: the Malay business community develops rational expectations for a high
degree of policy cont;nuity and predictability on which economic viability of investment depends. Also, the
multifaceted exchange relations reduce the incentive of those involved to withhold information from each

other and for short-term opportunism. Policy implementation is thus facilitated. By the same token, political

(..continued)
> World Bank, World Development Report, 1982:, (New York: Oxford University Press, 1982,) 8.
™1In many East Asian nations, these informal ties may be institutionalized to varying degrees in discussion councils,
as in Korea, or by employing top civil servants as directors of large firms when they retire, as in Japan; see, A
Whitehill, Japanese Management: Tradition and Transition, (London: Routledge, 1990). While the captains of
industry in Malaysia do share many old school ties with policymakers (e.g., Halim Saad, proxy owner of UMNO’s
main giant conglomerate, Renong, went to the Malay College of Kuala Kangsar, or MCKK, The Eton of the East,
set up by the British, and was trained as an accountant in a British university—indeed, the Renong headquarters also
houses the MCKK Old Boys Association), many do not share these ties. Yahya Ahmad who was the proxy owner
of Proton, the national auto maker and thirteen other listed corporations including a regional airline and hundreds of
companies, was Anwar Ibraim’s classmate at MCKK. Importantly, Mahathir himself never made it to MCKK and
went to university in Singapore, while Anwar Ibrahim did go to MCKK but was a Malay studies major in a local
university. Daim Zainuddin did not go to MCKK too but was trained as a lawyer in London.
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imperatives in business remain and the corporate sector can be made to function like an arm of the state.
These business-government ties do not translate into Olsonian distributional coalitions engaging in
zero sum activities. Rather, the state may be seen as an encompassing ethnic organization whose its societal
output is immense because of its weight in the economy. There are greater gains for such an encompassing
organization and, given its ethnic calculus, it has the incentive to attach primacy to Malay societal interests
and adopt such policies aligned to those interests. The Malaysian case suggests that state-created rents are
not necessarily dissipated away just because there are rent seeking activities. Some possible reasons include
the following. Unequal access to the political leadership translates into unequal opportunities for rent
seeking. In Malaysia, the political leadership handpicks recipients for divestments and public works contracts
with a “first come, first served” privatization policy. If the actua! transfer of wealth itself is not wasted, if
only rent seeking activities per se dissipate resources, then the estimation of the loss of social surplus may be
exaggerated. The rents themselves may be seen as capital accumulation that can lead to investment in new
productive activities. Of course, such businesses are not generally associated Vwit.h higher value-adding
production that comes from acquiring better technology. Instead, they (are frequently scen to) prefer
speculative investments that promise surer and faster returns. These businesses are also seen as being more
interested in obtaining cheaper access to high quality international products rather than fund research in, and
development of, indigenous products. Yet, the "reality constraints” of project-specific resources mean that
even such business arrangements must commit some project-specific resources in virtue of which "functional
space” is created that may promote growth of project-related skills within firms, and generate private
pressures to expand a project in beneficial ways. Moreover, these businessmen have every interest in trying
to maximize available rents and profits and, therefore, may be as eager as the genuine entrepreneur to

promote efficiency in their operations.

At this juncture, the market distorting/limiting/tracking trichotomy of state interventionism vis-a-

vis state abstinence suggested in Section II needs to be qualified further. In all three modes of state
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interventionism, markets are less than free compared to the theoretic ideal. In the Malaysian case,
however, within the ethnic rules of the game, corporations are indeed free to compete so that state
interventionism tracks markets rather than distort or truncate them. What was different in the Malaysian
case was that, after the failed SOE program, this new form of state ownership was used not as a source of
employment to garner broad political support which the state had, anyway, secured through a state
investments holding company-cum-unit trust strategy (see Chapter Two) but for building narrow political
support among the Malay elite, that is, to construct a bourgeoisie with real property rights and an interest
in growth.”

Ethnic capitalism has flourished. With the ethnic constraints in place, there has been impressive
growth but it has been overly reliant on external capital as well as imported technology. It is accompanied
by a shallowness and dependence of its economic structures. Much of what passes for entrepreneurship in
Malaysia—-by both Malay and ethnic Chinese capital-—consists of portfolio investment activities and other
speculative ones in property and construction, rather than long term investment in industrial production or in
R&D. There is a serious lack in technological capacity outside of the tertiary sector and light manufacturing.
Foreign capital promoted to countervail ethnic Chinese capital has resulted in a dualistic economy where
export processing zones of foreign MNCs with the highest technology in the country are sequestered from,
and have no backward linkages with, the rest of the economy. These export processing zones account for the
bulk of the nation’s manufacturing exports, which now exceed agriculture’s contribution to the GNP-—-hence
the country’s continuing dependence on (relatively footloose) foreign capital.” From the early nineties, real
wages have risen twice as fast as labor productivity while inflation, foreign debt, and the current account

deficit ballooned, and export growth rates declined even before the Crisis.

S UMNO’s legitimacy lies in well distributed benefits of high growth rates, at least, as measured by the UNDP’s
Human Development Index, a combined measure of national income, life expectancy, and educational attainment.
Malaysia ranks, at 51, in the upper third of 160 countries; see, UNDP, Human Development Report, (New York:
Oxford University Press, 1992).
76 Rajah Rasiah, Foreign Capital and Industrialization in Malaysia, (New York: St Martin’s Press, 1995).
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In short, some ethnic policies retarded growth, others enabled growth. But overall, it would
seem logical to argue that if there were no ethnic constraints, growth would have been faster and
industrialization deeper, especially after the bureaucracy was sidelined. Entreprencunial ethnic Chinese
capital that is now suppressed, and therefore to be found in more liquid investments, would be free tc
compete. Free markets are the most efficient, economically speaking. But politics does matter, and social
equity, however construed, also matters. These institutionalized forms of ethnic state interventionism--
even when they do change and are re-named and re-invested with different powers--will provide
continuities in the distribution of both capital and productive resources because the die has been cast. As
long as Malaysia is realistic about its ability to upgrade its industries to catch-up with world-class best
practices, as long as it is contented to remain behind the curve, absorb technologies and industries the
advanced economies have moved past, but whose products and services are still required somewhere in
the world, these policies may continue to afford sufficient growth so that redistribution continues to hold

up social tranquillity and political stability.

In sum, there has been an ingenious institutional tinkering on the part of the political leadership to
renovate a system in which its patronage power is continually renewed and deepened. In the transition
towards the modern state, there was an enlarged social and economic role for the state compared to its lissez
faire origins. As its activities proliferated, as they increased in scope and intensity, and as the state assumed
greater authority and responsibility for social controls and wealth distribution, clientelist linkages became
more collectivized and party-directed. There has been a reshaping of clientelism as a means of extending
political, economic, and social controls by an elaboration of new mechanisms for an exercise of authority,
and the processing of demands without forfeiting political, economic, and social authority. Ethnic corporate
forms of clientelism have taken shape. The importance of acknowledging cronyism in the model is that it
restores the relevance of primordial elements including ethnicity, religion, and language. Essentially,

privatized statism saw the creation of corporate forms of ethnic clientelism, on the effectiveness of which
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rests the fate of those who would govern.

As the functions required for governance expanded, the political leadership has become the ultimate
patron. It was in this manner that the political leadership created and consolidated an ethnic capitalism in
Malaysia that appears to function well with minimal bureaucratic intrusion. Having rejected its
developmental association with the bureaucracy, the political leadership formed a new alliance with the
Malay business class. This unbundling of the state is unique. While the political leadership still directs
develc;nent efforts, it does so now through its control of the levers of macroeconomic policy, and by
wielding the resources of these huge private corporations, all without the ministrations of a cloying
bureaucracy. In the rest of this thesis, I account for how this “privatized statism” constructed and

consolidated the robust ethnic capitalism which now obtains in Malaysia.

Section IV. Methodology

This study uses a more heuristic, inductive approach rather than a technical, deductive method of
models, hypotheses and tests. Case studies serve to elicit an alternative pattern in government-business ties
rather than refute existing explanations or subject such notions to decisive tests. Each case study is presented
with "within case” research objectives; that is, each case will be used to illustrate causal relationships between
variables within its own research objectives. |

I develop an analysis based on ex post "process-tracing.” High information barriers have been
thrown up intentionally to render scrutiny by outsiders so difficult it is well nigh impossible to assert
dogmatically that political elite X controls corporation Y through proxy Z. However, a substantive process
tracing will likely elicit these patterns with a reasonable degree of certitude. To deal with a dearth of hard data
I resort, first, to any available statistical evidence especially when considerations are strictly economic rather
than political. For the latter, there are usually no statistics and often no directly observable information about
the ties between patrons and clients, or the connections among interest groups, political pressures, and policy

makers. For these, I rely mainly on softer data from interviews with participants and observers,
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coriterporaneous and retrospective market and political commentary, journalistic accounts, and scholarly
studies. The primary sources of empirical data for the study were, therefore, interviews with state officials,
active and retired politicians as well as business executives and industry representatives. (Many employed by
government and industry were assured that their responses were not for attribution, so I have not cited
interviews too widely.)

For economic interests, I also made extensive use of business advisory publications tracing changes
in the business environment and investment climate. It was necessary to supplement these with publicly
available company reports, and records of interviews in business magazines to cull information on company
strategies and business personalities. I also interviewed domestic investors and foreign portfolio fund
managers. Economic data from the government ministries, where available, were taken at face value. For
policy elites, I also gathered material from published comments, interviews with these decision makers, and
government documents and studies. Cabinet Ministers are wont to reveal important insider knowledge on
economic strategies especially those concemning privatized entities and UMNO corporations. These are
reported in the dailies and may not be otherwise found elsewhere in government documents, or party
publications. Extensive use was made of local and regional newspapers, especially the vernacular dailies, as
well as political magazines and party newsletters in the Malay language for current and historical information
on government policies, policy pronouncements, and general statistics. A lot of my evidence thus came from
the public discourse recorded in newspapers and political newsmagazines.

Finally, because firms are the entities that initiate economic change and bear economic risks, my
focus is sometimes firm specific. That is, sometimes explaining microlevel variation, i.e., differences
between firms of the same nationality or ethnicity, may require a substantive explication of the economic
origins of specific firms, the personalities of founders and chief executives, and their links to political elites.
My focus is not primarily personalistic or organizational theoretic. Rather, by looking at recipients and
allocators, 1 examine how policies deployed by the state in a developing nation bring about structural

changes.
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Section V. Previewing the chapters

The state has wielded various economic policies to create and consolidate a Malay bourgeoisie.

Malay big business now forms an alliance with the political leadership while the bureaucracy has been

sidelined and allowed to wither away. The prosperity of this state-created Malay bourgeoisie justifies the

state ideology of ethnic prosperity in a self-fulfilling manner and, hence, legitimates its rule. Ominously,

the inverse in bad economic times may be equally true. (Fig. 1.1)

Fig 1.1 The Argument
NEP Privatization Outcomes
powerful bureaucracy bureaucracy marginalized
Bureaucracy >withered
/ increasing authoritarianism
State---—Legislature/Judiciary >ermciated
developmental alliance forms new alliance with
\Political with the bureaucracy Malay big business
Leadership >aonsolidated
created by bureaucracy- consolidated through
politician alliance ethnic privatization
Malay >ascendant
FDI crucial FDI & portfolio funds capital crucial
Capital-—-Foreign > enkaced
some clientelist links
Ethnic targeted & suppressed UMNO politicians
Chinese >debilitated
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Chapter Two reviews the NEP deployed after the post-election race riots of 1969 that provided a
neat solution to the Malay state’s clientelist and, thus, legitimacy problem in the face of the rise of an
urban, largely ethnic Chinese counter-elite. The NEP story lays down the background to how an ethnic
privatization became possible in the eighties. The NEP’s language of ethnic deprivation and lost
patrimony mapped onto the bipolar dimension of the problem where ethnic Chinese formed the domestic
capitalist class whereas the impoverished intermediate classes were Malays whom the emerging middle
class organized through UMNO. Special rights for Malays legitimated the state’s erection of an open,
legal system that centralized both the extraction of rents (from ethnic Chinese capital and Malaysia’s
abundant natural resources) as well as their distribution to the Malay masses through an investment
holding company-unit trust strategy. This strategy prevented the development of decentralized and
interlocking clientelistic pyramids that would have lead to structural sclerosis such as those on the Indian
subcontinent that are associated with slow growth. In the name of acting as trustees for Malays, UMNO
used public funds to finance its own investment holding company strategy that transferred public
resources out of parliamentary scrutiny into party oversight and, importantly, eliminated—-and eventually
inverted—-its dependence on ethnic Chinese capital for party funds. The NEP saw the creation of a Malay
bourgeoisie through the efforts of the politician-bureaucrat alliance.

Chapter Three examines the core of the “privatized statism” strategy. Prior to privatization, Malaysia
had the largest public sector in the world outside of the centrally planned economies. A Thatcher-like
divestiture of state holdings might have threatened a reversal of the ethnic gains made under the NEP. But
Malaysian politicians developed an ethnic privatization, divesting public assets at low prices to hand-picked
Malay individuais acting as proxies for, or to nominee companies linked to, UMNO itself. Exploiting its
domination of the state apparatus and the regulatory agencies, the UMNO corporate empire grew very
rapidly through mergers and acquisitions and leveraged buyouts using state-directed bank credit, cheap
equity capital, and cashless swaps. The empire was, however, hidden behind high information barriers

constructed by pyramiding using proxies and nominee companies and interlocking directorates. Because
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of UMNO’s prolonged domination of the state, there is virtually no difference between UMNO and the
state. As such it might be said that the state had insinuated itself into the market. Thus, privatization led
to the fudging, not rolling back, of the frontiers of the state. While legal ownership of equity in privatized
entities rests in the private hands of co-ethnic proxies of state elites, control still inheres with political elites
themselves. While day-to-day corporate management is certainly not subject to the politician's micro-
management, corporate fates are inherently politicized. Malay big business became consolidated through
privatization, the bureaucracy was sidelined and allowed to wither, and the political leadership formed a new
alliance with the Malay business class. In this manner, the political leadership is now able to bypass state
structures without relinquishing its control of the economy.

Chapter Four discusses financial policy as a handmaiden to the state’s ethnic capitalist
development plan. While banks continued to be promoted for seigniorage and to direct preferential credit
to the Malay masses and the Malay business class, the state also promoted surging stock markets. The
stock market was a central tool in engendering spectacular growth in size and value of UMNO-owned or
UMNO-linked corporations. The state lifted capital controls to supply the Malay bourgeoisie with cheap
equity capital from OECD portfolio funds which engendered spectacular financial gains in a speculative
bourse. The state also promoted primary bond markets for its own issues of government securities but
retarded the development of markets for private bonds and derivatives. These markets, crucial for
commercial risk management, were retarded in an effort to maintain some control over the corporate and
financial sectors as well as a modicum of monetary autonomy. Because these markets remained infantile,
the system of bank and stock market project funding resulted in a disastrous disconnect between (short
term) debt maturity and (delayed) future revenue flows from huge infrastructure projects doled out to
UMNO-owned or UMNO-linked firms in the private sector. This became evident in the Asian Crisis
from July 1997. But the political leadership was able to override MOF opposition to the imposition of
capital controls as a solution to the Crisis the leadership blamed on international currency speculators.

These were imposed from September 1998 and, behind the walls erected, Keynesian reflation stabilized
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the system.

Finallv, a concluding Chapter Five revisits the market-tracking interventionism in Malaysia’s
privatized ethnic statism, and recapitulates why this perspective explains the political economy of
Malaysia better than the undifferentiated developmental state perspective, or unreformed crony capitalism

models.

Conclusion

In this chapter, I identified a mode of state interventionism that has been largely forgotten in the
literature where the state owns, controls, and wields corporate equity of private sector firmis in ways that are
subject to market discipline. I termed this a market-tracking form of state interventionism where there is state
participation in firms and markets. This differs from market-distorting interventions (such as SOEs) and
from market-truncating state interventionism (such as cartels, and state managed competition). I suggest a
new framework of state interventionism that can acconmo@ privatized statism. In Malaysia, because the
bureaucracy has been sidelined, the political leadership is able to deploy these commercial units through co-
ethnic proxy businessmen in markei-tracking ways when it has to, all without the bureaucracy’s
ministrations. Its unique ethnic and centralized character has enabled growth where run-of-the-mill
personalistic clientelism would not have, but has also encumbered growth and technological deepening given
that much effort has been directed towards ethnic capital accumulation through corporate maneuvers and
portfolio speculation by Malay capital. Targeted ethnic Chinese capital, understandably, prefers to stay in
liquid investments rather than long-term, value-adding industrial production. Finally, potentially footloose
foreign capital sequestered within export-processing zones for decades continues to dominate manufacturing

especially for exports without developing significant backward linkages that would deepen domestic industry.
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CHAPTER TWOQ: The NEP Discourse of Ethnic Capitalism--Inverting Dependencies

In Malaysia, a fragmented society that is also fortuitously resource-rich, the political elite
has focused on redistribution to generate goodwill and legitimacy for its rule. As a nation
dependent on trade and foreign investment, it is also constrained by forces in the international
political economy. Malaysia is an exporter of high quality (low sulfur) petroleum and natural gas
as well as 65% of the world’s palm oil, 45% of its natural rubber, and 27% of its tin. However, it
is also afflicted with serious ethnic cleavages: Malays form a small majority (51%) of the
population while ethnic Chinese (25.4%) and ethnic East Indians (9%) comprise the main
minority groups.! After ethnic riots in May 1969, a state initiative, the New Economic Policy
(NEP), began a program of ethnic redistribution in favor of the Malay majority.
| The NEP was officially to be in force for two decades with the twin aims of eliminating
“the identification of economic function with race (and) the eradication of poverty regardless of
race.”” In implementation, the second thrust was largely ignored. Instead, state elites belonging
to the United Malay National Organization (UMNO), the Malay party that dominated the
coalition called the Alliance, wielded the NEP’s discourse of ethnicity to solve two problems they
confronted. First, the NEP offered state elites a way to re-establish the legitimacy of their
continued rule after the electorate had rejected the Alliance’s consociational “bargain” in place
since independence from Britain in 1957. The NEP justified a system that centralized both the
collection as well as the distribution of rents to the Malay majority through an investment holding
company/unit trust strategy. Secondly, the NEP also offered state elites a way to overcome
UMNO’s own dependency on ethnic Chinese capital that had traditionally funded the Malay

party through the Malayan Chinese Association (MCA), UMNO’s partner in the Alliance

! Malaysia Year Book, 1999 (latest official estimates)

2 The NEP was formally presented in the Second Malaysia Plan, 1971-1975. Its goals were elaborated in
the Midterm Review of the Plan, and quantified in the Third Malaysia Plan, 1976-1980. It was then further
formalized in the (first) twenty year Outline Perspective Plan, 1971-1990.
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government. In this instance, the NEP was used to justify the transfer of public resources away
from parliamentary scrutiny into UMNO’s coffers and party oversight. This laid the foundations
of UMNO’s enormous corporate empire. (The other partner in the ruling Alliance was the
pinweight Malayan Indian Congress, or MIC, that represented the interests of ethnic Indians,
mainly those from its professional segment.)

Typically, the direction of influence is from the economy to the polity, with powerful
economic interests seeking to shape political decision making. In Malaysia, the direction of
influence was the reverse: political power was used to create a capitalist class. Specifically, the
first decade of the NEP saw the development of a large-scale corporatized capitalist sector
dominated by public spending that crowded out private i<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>