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try to explain what is really unusual about the Japanese trade pattern, which is
that Japan imports few manufactured goods in those sectors in which it ex-
ports.'? All other industrialized countries, by contrast, show a pattern of dense
intraindustry trade. The difference may reflect denser relations of diffuse rec-
iprocity between Japanese firms and more vertical integration causing low im-
port demand elasticity (Dore 1987). But it presumably also results from the
Japanese strategy of closing the domestic market to imports in the case of
industries to be encouraged, so that the domestic producers have a stable base
of demand on which to move down the scale and leamning curves until unit
costs are low enough for the product to be intemationally competitive (Maga-
ziner and Hout 1980; Lawless and Shaheen 1987). At this point one of two
things may happen. The import barriers may be reduced—but few imports
appear because the domestic producers are by then internationally competitive
and the other factors just mentioned tend to tip the decisions of domestic buy-
ers in favor of local products. Or the import barriers are retained, allowing
domestic producers to act as discriminating oligopolists, selling their products
at high prices on the protected domestic market and using the resulting profits
to help export sales at lower prices. So even if Saxonhouse is right as far as he
goes, his argument does not mean that industrial policy—including trade pol-
icy—is irrelevant for explaining what is really distinctive about Japan’s trade
pattern. Note, in particular, that the absence of barriers to the Japanese market
in a particular industry at a given time is quite consistent with the proposition
that such barriers had an important role at an earlier time in allowing the
industry to capture economies of scale and learning. Only disaggregated stud-
ies over time could pick up the real effects of protection on trade patterns and
industrial growth, and such studies have not, to my knowledge, been made.
A favorite example of the ineffectiveness of Japanese industrial policy is the
case of autcrnobiles in the 1960s (Schultze 1983). Thinking there were too
many makers, MITI tried to consolidate them in order to reap economies of
scale. The makers declined, and went on to achieve world supremacy without
consolidation. Hence, it is said, MITI’s intervention was a mistake. This ar-
gument overlooks several points. It ignores the long history of government
leadership of the automobile industry before the 1960s (Taizo 1984); it ignores
government intervention to restructure the auto components industry in the
1950s and 1960s, the success of which helped the unconsolidated assemblers
to be internationally competitive (Magaziner and Hout 1980: 58); it ignores
the fact that the ‘‘mistake’” never occurred, because mMiT1 backed off in face of
the firms’ resistance; and it ignores the effect of the ‘‘mistake’’ on the uncon-
solidated firms’ investment and export strategy, which was to redouble their
efforts to prove MITI wrong and themselves right because they knew that if

-+ V7 See Scott 1985:61; Borrus and Zysman 1985.
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they were not successful MITI would be back with a new consolidation plan at
a later date (Thurow 1985:244).

HonG KoNG—EXCEPTION OR CONFIRMATION?

Hong Kong has long been wealthier than Taiwan or Korea, with a per capita
income two-and-a-half times Taiwan’s in the early 1960s and twice as high
today (see table 2.1). If Hong Kong has done as well or better than the
other apparently more dirigiste East Asian countries, does this not suggest that
public management of industrial restructuring and external transactions is a
minor element in the superior economic performance of all the East Asian
capitalist economies? Has not Hong Kong been as close to a free market econ-
omy as it is possible to get?

There are several arguments against this view. One is that Hong Kong is too
special to be put alongside the others as an equivalent unit (Ranis 1979). Hong
Kong’s population is small (five million in 1980, against Taiwan’s eighteen
million). It has no significant—and productivity-depressing—agricultural sector.
It did not face the same temptation to establish heavy and chemical industries.
It benefited from an organizational and marketing capacity which was already
in place prior to industrialization, built up over decades by British-linked trad-
ing companies, in a way that Taiwan and Korea did not. And its economic
growth is a function of its service role in a wider regional economy, as entrepot
trader, regional headquarters for multinational companies, and refuge for ner-
vous money. Finally, its small size means that even with industrial and finan-
cial capital operating from a strictly international perspective, full employ-
ment and wide diffusion of the benefits of growth within the population can
occur.

A second argument presents Hong Kong as a variant of the corporatist state.
Hong Kong’s peak private economic organizations, notably the major banks
and trading companies, are closely linked to the lifetime expatriates who
largely run the government. (Just one bank, the Hong Kong and Shanghai
Banking Corporation, holds assets worth well over twice the colony’s annual
GNP.) This coalition, and in particular the association of large banks, provides
a point of concentration of power at which negotiations in line with an implicit
development strategy can be conducted. Both the generation and implemen-
tation of policy is insulated from the demands of small business, organized
labor, and other nonestablishment groups by the exclusionary and authoritar-
ian colonial state (Deyo 1987). Ironically, the Chinese government has helped
to check the disruptiveness of left-wing unions over the 1970s and 1980s, as
its direct interest in the colony’s prosperity grew.

It is true that the formal institutions of government perform mainly custodial
functions and that Hong Kong has no controls over imports, foreign exchange,
foreign investment, and wages and prices. Tax revenues to GNP are very low,
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at 13.7 percent in 1977, compared to Taiwan’s 24.2 percent (Hofheinz and
Calder 1982:34). But to conclude from this that Hong Kong is close to a free
market economy is misleading.

Not only is the economy managed from outside the formal institutions of
government by the informal coalition of peak private economic organizations,
but the government itself also has available some unusual instruments for in-
fluencing industrial activity. It owns all the land, which it sells on leasehold
to raise revenue instead of relying on taxes. It controls rents in part of the
private housing market and supplies subsidized public housing to roughly half
the population, thereby helping to keep down the cost of labor. And its ability
to increase or decrease the flow of immigrants from China also gives it a way
of affecting labor costs. All told, the Hong Kong economy works very differ-
ently from the textbook picture of a free market economy or from economies
of the Anglo-American kind (as does Singapore’s: Lim 1983).

A third argument questions whether Hong Kong has done as well as the
other more dirigiste countries. Its investment ratio has been well below the
others’, its rate of industrial restructuring over the 1970s and 1980s has been
much slower, and its export composition has remained stuck at the relatively
low end, with labor-intensive and low-technology goods continuing to make
up by far the largest share (see tables 2.3, 10.1). Most exports are still textiles,
toys, consumer electronics, or watches and clocks. From the mid-1970s to the

TaBLE 10.1
Industrial Restructuring in Hong Kong, Taiwan, and Korea

(a) ExporT COMPOSITION, 1975 (%)

Other
Clearcut Standardized

Clothing & Consumer Intermediates Capital

Foorwear Goods excl. Textiles Goods
Hong Kong 46 20 1 3
Taiwan 28 15 9 10
Korea 32 12 15 7

(b) CoMPOSITION OF ELECTRONICS PRODUCTION, EARLY 1980s (%)

Consumer Industrial

Appliances Appliances Components
Hong Kong 68 2 30
Taiwan 45 6 49
Korea 40 10 50

Sources: Jockes 1986: table 7, based on background paper for World Bank’s World Develop-
.ment Report 1978; Joekes 1986: table 14, based on H. Coote 1983.
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mid-1980s its rate of growth of export value-added has been slower than in
Korea, Taiwan, or Singapore (Far Eastern Economic Review, 26 Sept. 1985).
Indeed, concern that Hong Kong’s industries are slipping behind Taiwan’s and
Korea’s pushed the Hong Kong authorities in 1987 into what officials call a
‘‘radical’’ departure. The government is entering the business of what it calls
‘‘development support.”” To help companies with training and technology
transfer in areas where it believes the Hong Kong electronics industry should
be focusing, it is setting up a digital communications laboratory, a surface
mount technology laboratory, and a customized integrated circuit design cen-
ter. The government also plans to employ consultants to study promising new
technologies with industrial applications, and to see whether support services
should be provided for them. These departures have echoes of a late conver-
sion to a ‘‘help to make the winners'’ policy (Financial Times 1988:5).

Hong Kong’s restructuring success has been in finance rather than in indus-
try, led by the major banks. This difference in performance is consistent with
the governed market argument for institutional consolidation, which has been
stronger for finance capital than for industrial capital in Hong Kong (Deyo
1987; Haggard 1986).

So whether we take Hong Kong as a special case or as a less successful
variant of the authoritarian-corporatist state, we can at least reject the argu-
ment that since Hong Kong is a free market economy, and since the causes of
successful performance must be something Taiwan, Korea, and Japan share
with Hong Kong, therefore industrial policy must have been unimportant.

GOVERNMENT FAILURE IN EAST AsiA

If we have at least three East Asian cases, not just one, where outstanding
industrial performance is associated with governed market policies, this
strengthens the conclusion that those policies helped produce the superior per-
formance. We can also turn the argument around, to ask what limited the ex-
tent of government failure (the counterpart of market failure). After all, gov-
erned market policies require the government to exercise much discretion and
discrimination. Economics presumes that such power in the hands of govern-
ment bureaucrats and politicians is bound to yield worse results than the nearly
free market. The question is: What keeps the use of state power in line with a
national interest in East Asia?

Government failure has been the subject of much assertion but little com-
parative analysis (Wolf 1979; Lal 1983). We can distinguish two kinds. One
is failure of attempts to ‘‘pick winners.”” The other is failure resulting from
frailty or abuse of public power—from incompetence, cotruption, goal dis-
placement (the tendency of nonmarket organizations, dependent for income
on grants rather than sales, to develop de facto goals only distantly related to
their ostensible public purpose), or from the disproportionate commitment of



334 CHAPTER 10

public resources to satisfy small pressure groups. The first kind of failure may
occur because of the second, but may also occur in the absence of the second.

Making Winners

It is often said that many governments—including Western European ones—
have tried to pick winners, with disastrous results. Why were East Asian gov-
ernments able to succeed where others failed? This, however, misstates the
issue. ‘‘Picking winners’’ implies that the potentially competitive industries
are out there waiting to be discovered, as though the problem is to find those
that most closely correspond with the economy’s given comparative advan-
tage. The governments of Taiwan, Korea, and Japan have not so much picked
winners as made them. They have made them by creating a larger environment
conducive to the viability of new industries—especially by shaping the social
structure of investment so as to encourage productive investment and discour-
age unproductive investment, and by controlling key parameters on invest-
ment decisions so as to make for greater predictability. The instruments in-
cluded protection to modulate international competition, restrictions on capital
outflow so as to intensify reinvestment within the national territory and drive
the export of goods rather than capital, and controls on domestic financial
institutions. In this environment lumpy and long-term investment projects
were undertaken which would probably not have been undertaken in an econ-
omy with free trade and capital movements, because they would not have been
consistent with short-term profit maximization.

Within these ‘‘outer wheels,’’ particular industries were chosen for special
attention by looking to outside reference economies. Japan looked to the
United States and Europe. Taiwan and Korea look more to Japan, with the
perception that they are descending the same stretch of the river (in the Japa-
nese metaphor) as Japan did fifteen to twenty-five years ago. Shifting the na-
tional technology frontier and industrial structure toward Japan’s is much eas-
ier than relying on abstract planning techniques to get a sense of direction.
Japan has been their textbook. Taiwan and Korea also keep a close watch on
each other. They watch not only obvious things such as which markets the
other is being successful in (Taiwan went into Eastern Europe after observing
Korea’s earlier success); they also copy policies in meticulous detail. Korea
sent teams to spend months in Taiwan examining the duty drawback scheme
and the export inspection scheme, for example, and Taiwan took Japan’s pro-
grams for promoting the machinery and information industries as a starting
point for formulating its own. Indonesia and the Philippines, by contrast, do
not have such obvious models. Nor do officials of many other countries have
the same willingness to play the pupil with respect to other countries—always
on the assumption that the diligent pupil can eventually do better than the

“master.
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Surprisingly little is known about the techniques by which government of-
ficials selected industries for special attention, but a few points can be made
about how Japan’s MiTI did it. First, MITI officials studied income elasticities
of demand for various items in the main markets of the world, especially the
United States. Second, they examined trends in technological change in vari-
ous industries. Third, they checked industries with high income elasticities
and high potential for technological change against Japan's specialization in-
dex, or the share of each industry in Japan’s industrial exports over the share
of that industry in world trade. So if chemicals accounted for 5 percent of
Japan’s exports and 10 percent of world trade, Japan’s specialization index
was 0.5. If world demand was growing especially fast for some particular
item, the planners would get worried if Japan’s specialization index for that
item was not going up too. On the other hand, if Japan’s specialization index
was already high for an item whose world demand was not rising, they would
not worry if its exports did not keep up. Fourth, they checked the trends
against another index called the ‘‘export and industrial estrangement coeffi-
cient.”” This measured the relationship between an item’s importance in Ja-
pan’s total industrial output against its importance in exports. If machinery
accounted for 15 percent of industrial output but only 10 percent of industrial
exports, the export and industrial estrangement coefficient would be 0.66.
With these measures, the government could identify sectors where measures
for encouraging greater output and exports should be stepped up (Economist
1963:50--53).

It is likely that both Taiwan and Korea used similar methods to help select
industries for promotion, supplemented by study of import composition, de-
mand- and supply-linkages, and Japan’s industrial structure. Like Japan be-
fore the mid- to late 1970s, they have both been some way off the world tech-
nology frontier, which means they have plenty of other examples to follow.
This is important because some evidence suggests that government bureaus
are less proficient at guiding the market in areas of high uncertainty and risk.

Export performance and the discrepancy between domestic costs and inter-
national prices have then been used, in all three countries, to guide subsequent
government policies for the chosen industries (Pack and Westphal 1986). The
importance attached to export performance—or at least to the difference be-
tween domestic costs and international prices—has helped to reveal mistakes
or excesses fairly quickly, and the aim of competitiveness has required correc-
tion. In general, these govemments have not for long promoted industries
whose value-added in world prices was negative (on grounds that the indus-
tries were necessary to supply the domestic market). Where they have toler-
ated negative value-added industries for several years, it was generally be-
cause they had faith in the abilities of people in those industries to get to
positive returns before too long. In contrast, long-run tolerance of negative
value-added industries has been a not uncommon experience in parts of Latin
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America and Sub-Saharan Africa. The most recent case of this in Taiwan—
the joint truck-making venture with General Motors, which granted GM unlim-
ited protection and a product price 60 percent higher than the import price—
was cancelied once it had served the government’s political objectives.

More than this, the emphasis on export performance or other indicators of
international competitiveness provided government officials and businesspeo-
ple with a widely known principle by which the government would adjust to
or adjudicate unforeseen contingencies, and thereby helped them enter trans-
actions which they would not undertake if the government’s mode of response
to unforeseen contingencies was unclear. In this sense there has been a na-
tional ‘‘export culture,’”” including in Japan where exports to GNP have not
been especially high. The importance attached to exports reflected the lack of
natural resources and the sense of external vulnerability.

However, all three countries combined their ‘‘outward orientation’’ on the
export side with an ‘‘inward orientation’’ on the import side. They carried
through import liberalization and foreign exchange liberalization very gradu-
ally, placing the emphasis on export promotion. Export competitiveness, in
other words, has not been attained by greatly liberalizing imports except for
imports to be used in export production. Japan, indeed, maintained obstacles
to imports of intermediate goods (as distinct from raw materials) even for ex-
port production, offsetting the antiexport bias by means of other export incen-
tives such as tax credits and export-import links (Wade 1988b). The interest-
ing question for comparative research is how the resources were found for both
rapid export growth and production for the protected domestic market without
generating strong inflation (which would have hindered the export drive). Part
of the answer is that protection notwithstanding, final goods markets are in-
tensely competitive in all three countries, even when oligopolized (hence Had-
ley’s phrase for Japanese competition, ‘‘cut-throat oligopoly’’). In any case,
it is clear that these countries have no more left their trade to the free market
than they have left their defense to international treaties. But they have also
used protection very differently from the stereotyped Latin American, Indian,
or New Zealand way.

Finally, the three countries established institutional arrangements to avoid
the pitfall of government officials taking the lead role in a new industry while
knowing little about it. Government officials are involved in a policy network
with sources of information much closer to the operating level of particular
industries. In Japan and Korea this includes the peak federations of business,
the business groups, and the state-owned or state-influenced banks. In Taiwan
it includes less representation of private business, but links the Ministry of
Economic Affairs and CEPD with public enterprises, public research and ser-
vice organizations, and public banks. And government economic officials read
the business press diligently, paying attention to its free-swinging criticism of
.economic policies. However, we know rather little about how the information
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that lies with the parts of the bureaucracy in intimate contact with particular
industries is flushed up to the level of strategic, governmentwide decision-
making. Indeed, we know rather little about the inner workings of East Asian
bureaucracies generally (Wade 1982a: chapters 5, 6, 8).

In short, what differentiates the industrial targeting efforts of these govern-
ments compared to many others is their combination of a stabilized investment
climate, a consistent and coordinated attentiveness to the problems and oppor-
tunities of the designated industries, and a commitment to industrial competi-
tiveness in world markets.

A Hard State

A second kind of government failure is the failure to carry through government
policies because of the fragility or abuse of public power. The shortest answer
to why this type of failure is limited in East Asia is that East Asian states are
relatively hard. The position of a state in relation to its society can be thought
of as varying along a continuum from decentralized and constrained by social
groups, to centralized and relatively insulated from society—from *‘soft’’ to
“‘hard.”” Soft states do little more than register the demands of social groups
or at most resist private demands. While they have the capacity to produce
effects in the economy, they lack the capacity to control the direction of those
effects in line with intentions. Hard states are able not only to resist private
demands but actively to shape the economy and society. They are able to exert
more control over the direction of the effects of their interventions. In these
terms the United States is a soft state; Taiwan and Korea are hard states. The
European social corporatist states are mixed, with societal influence being
strong but channelled through centralized peak associations. Japan is between
them and the other two East Asian cases.

What conditions have made for relatively hard states in East Asia? Joel
Migdal (1988: chapter 8) suggests five sets of factors that generally make for
hard states: (1) massive social dislocation, which weakens existing patterns of
social control, occurring within the previous fifty years or 50; (2) the existence
of a serious military threat from outside or from other communal groups in the
country, which raises the prospect of the leaders’ demise if they do not assert
the state’s order throughout the society; (3) support from the international state
system for a concentration of social control in the hands of states; (4) the ex-
istence of a social grouping with people sufficiently independent of existing
bases of social control and skillful enough to execute the grand designs of state
leaders; and (5) skillful leaders whose ideology favors strong state control. Let
us consider East Asia in these terms.

Taiwan and Korea have both undergone wrenching social dislocations in
the past half-century, which weakened social control throughout the saciety.
The military and economic effects of World War II were followed by a yet
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more devastating war in Korea and on the Chinese mainland. Mass migration
accompanied these upheavals. Two to three million Koreans returned to Korea
from Japan and Manchuria after World War 11, and three to four million, in a
total population of twenty-five million, fled south and north across the new
boundary during the Korean War (Cumings 1981). About two million main-
landers retreated to Taiwan between 1945 and 1949, swelling the existing pop-
ulation by nearly one-third.

Furthermore, the Japanese colonial administration of both countries had
carefully limited the growth of organizations in native hands. Distinct from
other colonialisms, the Japanese administrators did not build up dispersed
strongmen as their agents of rule; and no Western entrepreneurs had indepen-
dent access to the economies through which to make reinforcing deals with
organizations outside the state.

Therefore, the postwar rulers had unusual scope to mobilize the population
around their symbols and codes of behavior—and their agricultural and indus-
trial policies. Concentrating control in the hands of the state did not require a
risky challenge to the prerogatives of other powers in the society.

Al the same time, both countries faced a continuing severe threat from out-
side, South Korea from a belligerent north, tiny Taiwan from a vast army 150
kilometers across the straits. This external threat posed to the rulers the pros-
pect of their political—and physical-—demise if they failed to mobilize re-
sources and assert the state’s ordering of society. Any sign of internal weak-
ness would invite aggression from their looming enemies.

A similar argument holds for Japan. The leaders’ fear of invasion, aroused
by the opium wars in China and by Perry’s landing in 1853, prompted ago-
nized debate on how to strengthen political organization to deal with the out-
side threat. This occurred as the Tokugawa pattern of control was in any case.
weakening. These developments drove the strong Japanese state of the late
nineteenth century. The subsequent dislocations of the Sino-Japanese War,
followed by World War I, prepared the way for a renewed concentration of
social control in the hands of the state.

Social disorganization and an external military threat presented both an op-
portunity and a need to tighten the state’s ordering of society. U.S. aid and the
social basis for an independent and skilled bureaucracy presented the means
to do so.

Because of their geopolitical position in an area of chronic international
tension between the Soviet Union, China, and the United States, they received
massive amounts of U.S. assistance. The aim was to create economically vi-
able and politically stable regimes on the West’s defense perimeter. This aid
helped to strengthen the state vis-a-vis nonstate organizations.

The social basis for an independent and skilled bureaucracy came from the
long Confucian tradition of rule by a mandarin elite. In Japan, the early Meiji
bureaucrats were drawn from the 2 to 3 percent of the population who manned
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the samurai bureaucracies in the Tokugawa period. Even after modes of entry
were rationalized by examinations during the Meiji period, the bureaucracy
continued to be staffed by their children, the pool widening slowly with the
growth of educational opportunity. Taiwan is an especially vivid case of an
independent bureaucracy in place from the early days of the state. State bu-
reaucrats down to quite low levels were mainlander emigres, seeing them-
selves and seen by the native Taiwanese as an alien force. They had no choice
but to identify their own interests with those of the state, their protector, mak-
ing for an unusual merging of interests between state rulers and their officials.

Once in existence the hard state has been relatively easy to maintain. Facing
only weak centrifugal forces, the rulers could generate enough centripetal
forces to risk the growth of powerful and effective state agencies. The “‘needs
of legitimacy’’ could be made more nearly congruent with the ‘‘needs of eco-
nomic development’” (Wade 1979, 1982a, 1982b, 1985c). By constructing
corporatist political arrangements before interest groups began to gain or re-
gain strength, they could channel and restrain demands placed upon the state
as those demands grew. One great advantage of corporatist arrangements is
that the dermands emanate from relatively ‘‘encompassing’’ organizations,
whose memberships make up a sizable portion of the whole society. They are
therefore constrained in the extent to which they use their power to urge
measures which benefit their members at the expense of national income and
productivity (Olson 1986). This applies especially to Japan, where interest
groups were more voluntary; in Taiwan and Korea, interest groups have been
more directly constrained by the state itself. Also, the legislatures in all three
countries are weak in terms of a ‘‘ruling’’ function, which limits the scope for
interest groups to pressure the bureaucracy by lobbying the legislative branch.

In this kind of political regime, the bureaucracy can more easily demon-
strate competence and remain ‘‘clean,’’ because it is neither caught between
and penetrated by struggling interest groups nor subverted from above by the
politics of rulers’ survival. The sine qua non for a hard state can be met—
officials in implementing agencies across the territory pressing forward the
state’s agenda.

Moreover, once an elite civil service is created, competition tends to assure
a continuing flow of the brightest students. For then the best way to demon-
strate outstanding talent is to take the civil service examination and win. The
institutions of meritocratic recruitment and life-time career paths help to sup-
port the corporate identity and internal coherence of the bureaucracy. That
identity and coherence is reinforced in all three countries by dense informal
networks within the bureaucracy linking officials in different bureaus and
ranks. These are based mainly on membership of elite universities, especially
on ties among classmates (Evans 1989). Such ties lower the transactions costs
of supervision and cooperation.

Again, a continuing sense of vulnerability to the outside has helped to dis-
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cipline the leaders and the bureaucracy. That continuing sense of vulnerabil-
ity, even as international tensions in the region diminish, owes much to the
countries’ lack of natural resources and dense populations (among the densest
in the world, ranging from 320 persons per square kilometer in Japan to over
500 in Taiwan in the early 1980s). They therefore face a stark choice: either
to make do with low living standards or to export manufactured goods in order
to pay for imports of essential foodstuffs, raw materials, and energy. They are
also very small countries: Japan is smaller than Paraguay, Korea is smaller
than Guatemala, Taiwan is smaller than Costa Rica (smaller even than Swit-
zerland, one-tenth the size of California).

Add to this the homogeneity of the populations, the absence of class-con-
scious or culturally disparate class division. Even in Taiwan the ethnic divi-
sion between mainlanders and islanders does not transiate into a class division,
because while islanders have been excluded from significant political power
they have not been excluded from wealth, while many mainlanders arrived
and remained poor.

Given this complex of factors, it is no surprise that we find:

strenuous efforts on the part of the state leadership to assert the state's rules
throughout the society, partly to mobilize material resources and political sup-
port in pursuit of foreign policy.

a sense of community amongst the central powerholders, which inhibits the play
of narrowly defined self-interest; all the more so because those who experienced
the earlier defeats share a sense of having suffered a terrible humiliation, to
which they respond with a resolve to do better than the outsiders who inflicted
it.

relatively little conflict about the basic direction of economic advance amongst the
policy-makers; industrialization has had a less contested priority than where, as
is common in developing countries, much power and wealth rest on ownership
of land or minerals, and where, consequently, the government is sympathetic
mostly to the idea of industrialization.

national economic effectiveness (as distinct from efficiency) given a much higher
level of priority than is usual in Western or communist systems. It is seen in the
rapidity with which Taiwan, Korea, and Japan adjusted to the 1973-74 oil price
quadrupling, by stockpiling petroleum, raising prices, diversifying suppliers,
shifting industrial structure away from energy-intensive industries, and other
such measures devised as a coherent strategy within the bureaucracy.

militaries oriented toward military effectiveness rather than swashbuckling, trib-
ute-raising, and suppressing their own populations. Military notions of author-
ity, discipline, loyalty, and vigilance are widely diffused, partly through com-
pulsory military training in Taiwan and Korea (almost all young men do two to
three years full-time, plus onerous follow-up training to the age of thirty-five).
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limited civil and political rights in Taiwan and Korea, which came about halfway
down a ranking of middle-income countries in the early 1970s. The external
threats proved easy to exaggerate in order to justify internal repression. In a
sense, Presidents Park and Kim Il Sung were each other’s best allies.

respect for free markets and private property. In order to claim the United States
as their natura] ally and to differentiate themselves sharply from the surround-
ing communist states, the governments have had to insure that they are seen as
committed to these institutions. They needed to be able to claim that their suc-
cess derived from free market principles. As Neil Jacoby says in his study of
U.S. aid to Taiwan, the political aim of U.S. aid was to demonstrate ‘‘the su-
periority of free economic institutions as instruments of social progress’”
(1966:137).

a broadly based *‘appreciation of the national situation,”” defined not only in terms
of external vulnerability but also in terms of the necessity (given few natural
resources and dense populations) to transform manufacturing processes and
products as wages rise so as to sustain an internationally competitive set of
industries. Appreciation of the national situation extends to recognition that the
stability of government rests on good economic performance, and that govern-
ment stability in turn facilitates that performance.

These factors feed back to bureaucratic procedures. They help to keep bu-
reaucratic *‘prices’’—the criteria for guiding and evaluating public personnel
and public organizations—fairly closely related to ostensible public purposes.
Organizational or private costs and benefits are included in the calculus of
officials to a lesser degree than in many other countries, and the bureaucracy
is better able to act in an encompassing way. Consider the differences in the
responses of Korean and Turkish higher-level civil servants to two questions:
‘“What is the principal task of a civil servant?’” and **What is the most impor-
tant criterion for making decisions?’’ To the first, 58 percent of Koreans and
only 11 percent of Turks replied, ‘“To serve the nation as a whole.”” To the
second, 59 percent of Koreans and 17 percent of Turks gave as their first cri-
terion, ‘‘the views of immediate superiors.”” The most popular response (34
percent) among the Turks was, ‘“What I think js best’’ (Heper, Kim, and Pai
1980).

In short, injtial social disruption, threats from other states, poor natural
resource endowment, and the social basis for an independent bureaucracy all
strengthened the governments’ hand and helped to maintain the edge of their
commitment to economic development. One is reminded of Sun Yat-sen’s dic-
tum, ‘“The nation without foreign foes and outside dangers will always be
ruined”’ (1981:24). It may be that the rise of East Asian trading states has been
helped by the military discipline and forms of organization diffused through-
out society as a response to national vulnerability. As one example, the prin-
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ciples of military alertness may have been used to help organize commercial
intelligence and surveillance of economic transactions. Far from the principles
of the military-political state being opposed to those of the trading state, as
Richard Rosecrance argues (1986), we may have here three successful cases
where the former have supported the latter.

CONCLUSIONS

The key question is what has determined the level and composition of invest-
ment in these countries. There are plenty of facts about Taiwan, Korea, and
Japan which better fit the neoclassical FM and sM theories than the political
economy ‘GM theory. But it is clear both that less economic liberalization oc-
curred in the 1960s and 1970s than neoclassical accounts suggest, and that
much government intervention has gone beyond the limits of ‘‘good’’ neo-
classical interventions. Government resources and influence have prompted
investments to be undertaken which would not have been undertaken in strictly
FM or sM conditions, thereby generating production and investment outcomes
different from what would have happened if government had not intervened
in this way.

Indeed, the central economic mechanism of the capitalist developmental
state is the use of state power to raise the economy’s investible surplus; insure
that a high portion is invested in productive capacity within the national terri-
tory; guide investment into industries that are important for the economy’s
ability to sustain higher wages in the future; and expose the investment proj-
ects to international competitive pressure whether directly or indirectly. The
resulting intense cycle of investment within the national territory leads to rapid
rises in labor demand, and hence to increases in labor incomes and wide dis-
tribution of the material benefits of growth (even in the absence of collective
labor organization).

The balance of presumption must be that economic liberalization matters
less in an explanation of East Asian success than neoclassical accounts sug-
gest, and that actual performance was better than it would have been with FM
or sM policies alone. We can grant Adam Smith his point about the efficacy of
eighteenth-century English government: ‘‘Though the profusion of govern-
ment must, undoubtedly, have retarded the natural progress of England to-
wards wealth and improvement, it has not been able to stop it’” (1776:327).
But we should reject the unargued assertion that ‘without M1TI Japan would
have grown at 15 percent per annum’’ instead of only 10 percent (unnamed
Japanese economist quoted approvingly by Little 1979:491); or that for Korea,
“‘success has been achieved despite intervention’ (Lal 1983:46). It is less
plausible to say that the three countries with arguably the best development

« performance on record would have had still better performance had their gov-
‘ernments intervened less, than to say that interventions made with the clear
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intention of accelerating development and formulated by a coherent organi-
zation did indeed have the intended effect. Those who deny this are claiming
extraordinary ability to forecast historically unprecedented performance. The
presumption is strengthened by the weaknesses in arguments which claim that
the selective industrial policies of one or other of the countries on balance had
either no effect or an adverse effect. The Hong Kong case does not support
the proposition that because Hong Kong did as well as the others without in-
dustrial policies, the industrial policies of the others could not have made
much difference.

But the difference between what happened in East Asia and experience else-
where does not lie in the discovery of industrial policy instruments not known
elsewhere. Many other nations have at one time or another tried most of the
policy tools used in East Asia. What differentiates their efforts, above all, are
a consistent and coordinated attentiveness to the problems and opportunites of
particular industries, in the context of a long-term perspective on the econo-
my’s evolution, and a state which is hard enough not only to produce sizable
effects on the economy but also to control the direction of the effects, which
is a more demanding achievement.

These efforts have been on too big a scale to be brushed aside as something
which is small in relation to phenomena that are well handled by neoclassical
theory. Nor can they be treated as a simple add-on to neoclassical actions, as
though the governments first met some of the neoclassical growth conditions
and then went a step beyond. Rather, they probably helped those conditions
to be realized and sustained. The way remains open for a reasonable person to
believe that governing the market is too important to ignore in even a parsi-
monious explanation of East Asian success. Conversely, one should not pro-
ject backwards the real economic liberalization which has occurred in Taiwan
and Korea over the 1980s and Japan during the 1970s and assume they reached
their present affluence by an economy as guided by free market prices as to-
day. A less-than-bracing conclusion, maybe, but a serious challenge to eco-
nomic theory nonetheless.

But the very success of these arrangements in Taiwan and Korea is causing
fundamental changes in the relationship of the states to the society, as it did in
Japan in the early 1970s. Rising affluence and education make for large middle
classes, which demand democracy. Stronger private firms are better able to
resist government direction. Government industrial policies are more condi-
tioned by negotiations with private firms and industry associations (Samuels
1986). All this has occurred in the context of a diminished external security
threat, which weakens the justification for tight government controls.

The interesting question for the future is how this more democratic and
social corporatist political system will handle the growing tension between the
interests of the owners and managers of internationally mobile capital, on the
one hand, and those who depend on domestic industry for their incomes, on
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the other. From the standpoint of the former, the rapid rise of labor incomes
within Taiwan and Korea—a primary indicator of national economic suc-
cess—constitutes a problem: it means a rise in cost, which eats into profits.
Whereas in the past, when they were less internationally mobile, they saw the
economic nationalism of the developmental state as supportive of their inter-
ests, they may now, as they become more mobile, see it as an impediment to
their worldwide search for profits—and be better able in the new political con-
ditions to secure changes in public policies in line with their new interests.
Their internal pressure is being reinforced by external pressure from the U.S,
government, which is urging them to ‘‘open their markets’’ to U.S. goods and
services, if not to others, and to stop their ‘‘export extravaganza’’ (Mulford
1987). For these and other reasons many of the policy instruments of the de-
velopmental state—protection, export promotion, foreign investment con-
trols, foreign exchange controls, and others—are being marginalized; while at
the same time the huge balance-of-payments surpluses have eroded the gov-
ernment’s ability to channel financial assets into productive investment in in-
dustry. The net result may be that it becomes harder than before for the gov-
ernment to take the long-term measures which would allow wages to continue
to rise fast while not impairing the competitiveness of Taiwan or Korean in-
dustry. As the earlier more direct policies of industry assistance are scaled
back, these long-term measures should focus on building up technological ca-
pacity within the national boundaries. But big, internationally mobile firms
may become unwilling to make such long-term investments in technological
capacity at home themselves, and unwilling to support government efforts to
do the same. For insofar as they define their interests globally, it matters less
to them what happens to development within any specific territory, including
their own home base. As wages in Taiwan and Korea rise, they can simply
relocate their assets to where short-term profits are higher, whether to textile
factories in Thailand or to real estate in California. Most of the population,
however, cannot relocate. It is a matter of vital importance to them that the
government and firms take long-term investment decisions which expand tech-
nological capacity within Taiwan or Korea rather than elsewhere and keep
domestic demand for labor rising. Both governments may therefore, for this
among other reasons, attempt to incorporate previously excluded ‘‘labor’” into
the governance process, so as to build a constituency of support for long-term
and nationally focused measures in order to counterbalance opposition from
some owners and managers of internationally mobile capital. This would be-
gin to shift these developmental states toward an East Asian form of social
democratic capitalism.
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CONCLUSIONS (2): LESSONS FROM EAST ASIA

THE DEBATE about the role of the state in economic development demonstrates
the power of infinite repetition as a weapon of modern scholarship. The issue
is normally posed in terms of the ‘‘amount’’ of state intervention or the *‘size’’
of government. The neoclassical side says that more successful cases show
relatively little intervention in the market, while less successful cases show a
lot (Brazil and Mexico compared to East Asia; or sub-Saharan Africa at the
bottomy). It uses this evidence to urge governments to shrink the size of the
state and remove many of its interventions in the market. The political econ-
omy side says that the neoclassicals have their facts wrong: the most success-
ful cases show ‘‘heavy’’ or “‘active’’ intervention. It concludes from this evi-
dence that governments can, in some circumnstances, guide the market to
produce better industrial performance than a free market, even in the absence
of neoclassical-type market failure. But neither side has been noticeably en-
thusiastic to specify just what evidence would be consistent with its position
and what would not. Both have exercised a selective inattention to data that
would upset their way of looking at things. So the debate about the role of the
state is less a debate than a case of paradigms (*‘parrot-times’’) talking past
each other.

I have shown for Taiwan—and suggested for Korea and Japan—that ample
evidence is available in support of both the free market/simulated free market
(FM/sM) and the governed market (GM) theories. This poses an identification
problem. How important are those facts which are consistent with the Fm/sm
interpretation, and how important are those which are consistent with the GM
approach? My argument is simply that the GM facts are too important to ignore
in an explanation of Taiwan’s (and Korea’s and Japan’s) superior perfor-
mance. This challenges economics to deploy—or invent—theories which will
make the non-neoclassical facts of East Asia analytically tractable. But does
it also support the prescription that other middle-income countries should try
to govern the market in a broadly similar way (with appropriate adjustment for
national circumstances)?

That depends on the answers to three questions. First, are the conditions of
the international economy as favorable to a rapid, forced, and export-depen-
dent industrialization today as they were for Taiwan and Korea? Second, is
there a general economic rationale for GM policies? Third, can governments
significantly improve their administrative and political capacity to govern the
market?
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CONDITIONS OF THE WORLD EcoNOMY

Both the FM/sM and the GMm interpretations of East Asian success emphasize
the importance of domestic factors, in particular *‘right”’ policies—though
they differ on what constitutes *‘right.’” Implicitly, they assume that the tra-
jectories of states are parallel and theoretically independent, each separately
subject to the same economic tendencies. Development is a kind of marathon
race, in which each runner’s position is a function of his internal resources and
in which all runners could in principle cross the finish line at the same time.

Yet it is clear from what has been said that a good part of the reason for East
Asian success has to do with international factors. These created opportunities
for relatively low-cost industrial production sites to be integrated into the
world economy. In the 1960s several conditions came together to produce at
one and the same time relatively favorable access to industrial country mar-
kets, dramatically increased access to international finance, and increasing re-
location of production by multinational cotporations to low-wage sites. These
conditions created opportunities, but did not determine which countries would
seize them. Which countries seized them can be explained partly in terms of
domestic factors—including the existence of an industrial base resulting from
prior import-substitution and the existence of a hard state pursuing GM poli-
cies. Location and geopolitical importance are also relevant. The United
States ‘‘invited’’ Taiwan, Korea, and Japan to become econornically strong
because of their location on the West’s defense perimeter (which made them
more strategic than, say, the Philippines, Indonesia, or Brazil). Japan, the
most dynamic economy of the postwar era, had special ties with Taiwan and
Korea derived from proximity and colonial history. Hence, part of the success
of GM policies in East Asia is due to the favorable historical and international
conditions in which they were implemented (Bienefeld 1982; Brett 1985;
Cumings 1984). To the extent that these factors are different at other times
and places, this throws doubt on the possibilities for other countries at other
times to emulate East Asian success.

A central difference between the world economy of today and that of the
1960s, when Taiwan, Korea, and Japan made big inroads into Western mar-
kets, is that it is no longer in an expansionary phase. There has also been a
dramatic fall in the demand for unskilled labor and raw materials per unit of
industrial production. Consequently, developing countries in the 1980s face
an external environment more hostile than in any previous decade since the
Second World War (imF 1988; Stewart 1988). They are doubly squeezed on
trade and on capital. Growth in world output slowed from 4.1 percent in 1970—
79 to 2.6 percent in 1980-87. Terms of trade for nonfuel exports from devel-
oping countries deteriorated from a 1.1 percent per year decline in 1970-79 to

“a 1.7 percent per year decline in 1980-87. Protection in developed country
markets has increased since the early 1970s, accelerating in the early 1980s to
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the point where by 1986 21 percent of manufactured goods imported into the
United States and Europe were restricted by quantitative barriers (UNCTAD
1987: table IV .4). This protection is being applied with special discrimination
against developing countries. Eighteen percent of manufactured imports from
developed countries were covered by quantitative restrictions, and 31 percent
of manufactured imports from developing countries. Yet manufactured im-
ports from developing countries account for a mere 1.5 percent of manufac-
tured consumption in developed countries. Meanwhile the microelectronics
revolution has reduced the advantage of cheap labor sites, slowing the inflow
of foreign direct investment to developing countries at large. The debt service
burden for indebted developing countries increased sharply in the 1980s,
while voluntary private lending to developing countries almost stopped
(US$3.5 billion in 1987 compared to $73.4 billion in 1980).

On top of these trends has come a sharp increase in the volatility of the
international economy, and therefore much more uncertainty facing develop-
ing country governments and producers (UNCTAD 1988a). With the interna-
tionalization and deregulation of financial markets, financial capital is rico-
cheting around the world in amounts thirty to forty times bigger than trade
flows. The relationships between exchange rates and trade, interest rates and
investment, and fiscal and monetary policies have become unhinged (Drucker
1986). Governments’ ability to control as fundamental a parameter of eco-
nomic activity as money supply is diminished, and long-term investment is
depressed. Dealing with currency fluctuations *‘is like changing the handicap
in golf on every hole,” protested the president of Sony recently. ‘‘Wouldn’t
you lose interest in playing golf eventually? If money scale expands or shrinks
every day in different currencies, how can we make up our minds to invest?”’
(Toronto Globe and Mail, 1 June 1987). If Sony finds long-range investment
difficult in current conditions, think of the predicament of would-be exporters
and investors in developing countries with free trade and capital movements.
They are forced to adjust and readjust to signals from the international econ-
omy which are essentially short-term. These adjustments to price signals that
turn out to be misleading guides to economic fundamentals may cause high
costs. They are ‘‘distortionary’’ in a sense different from but as important as
the conventional meaning in economics, of price misalignments which arise
when an economy has not adjusted sufficiently to international price signals
(Bienefeld 1988).

The implications are ominous for those developing countries that would
seek to “‘follow the Nics.”” If many countries are to succeed in increasing their
exports of light manufactures, world trade would have to expand fast; but all
the signs are it will not. The new protectionism is directed especially at the
light manufactured goods which the next tier countries are urged to make their
leading export sectors. Moreover, the East Asian four are ‘‘stretching’” their
industrial structures as they expand into more advanced sectors, using tech-
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nology to remain competitive in light manufactures and thereby only slowly
vacating these sectors for others to enter. It will therefore be more difficult for
the others (such as Mexico, Brazil, Thailand, Poland, and Hungary) to use
industrial and trade policies ‘‘successfully.”

Underlying these ominous trends are shifts in technology which imply po-
tentially far-reaching effects on the competitive position of nations. It is diffi-
cult to forecast these effects, for the implications appear to be mixed. The
increase in the capabilities of machines to perform the tasks of unskilled labor
may facilitate a shift in the location of production back to the developed coun-
tries; but it may also enable some developing countries to become more com-
petitive through better quality control and cheaper engineers. The reduced im-
portance of unprocessed inputs worsens the export prospects of raw material
producers; but the new technologies enable them to process the raw materials
in-country, and free some regions from some of nature’s constraints (biotech-
nologies can make deserts bloom).

Faced with these new dangers and opportunities, what broad lines of eco-
nomic policy should developing countries follow? We can be fairly sure that
policies to impart an East Asian kind of directional thrust will have a smaller
effect than they did in East Asia, if for no other reason than the less favorable
conditions of the international economy. On the other hand, this does not
mean that FM/sM policies are the better alternative.

We have seen that the confidence with which the neoclassical school pre-
scribes liberalization and privatization cannot be grounded in theory, for the
theory which shows how liberalization and privatization generate growth is
scarcely developed. We have also seen that it cannot be grounded in the ex-
perience of the East Asian Nics, for with the partial exception of Hong Kong
they have pursued a mix of policies—many of which are inconsistent with neo-
classical prescriptions. Hong Kong, though historically much wealthier than
Taiwan and Korea, has not been doing as well in terms of income growth and
industrial transformation. But what about the other 98 percent of countries?
Does the experience of a broad cross-section of countries provide solid
grounds for the neoclassical confidence? My review of the cross-sectional ev-
idence in chapter 1 suggests not.

Given this, we might usefully deploy a more inductive approach to policy
and policy-making. We can ask what policies the most successful countries
actually adopted, and then construct a rationale for why those policies may
have helped their growth. Due recognition has to be given to the Darwinian or
Malinowskian fallacy in this exercise—the assumption that because something
exists it must be vital to the survival of the organism or society in which it
exists. Translated into East Asian terms, this leads one to argue that because
these most successful countries used high protection, tightly controlled finan-

«cial systems, and the like, such measures must have been vital to their success.
‘But what could be called the Ptolemaic fallacy is more prevalent and more
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inhibiting of learning: the assumption that only those features of economic
policy consistent with neoclassical prescriptions could have contributed to su-
perior economic performance, so that everything else can be safely ignored. It
seems useful to err for a change on the side of the former.

A distinction must be made between what is consistent with neoclassical
theory and what is consistent with neoclassical prescription. There is room
within the confines of neoclassical theory for practically any mix of markets
and intervention. Most neoclassical economists argue the costs of government
regulation and industrial targeting and the virtues of very wide choice by in-
dividual market agents on (often implicit) empirical grounds. The empirical
siguificance of market fajlure has been exaggerated, they say, and government
efforts to repair such failure are likely to make matters worse because govern-
ment failure is empirically more acute than market failure.! In what follows 1
use ideas that are familiar in neoclassical analysis, as well as some that are
unfamiliar, to reach different conclusions about the possible economic benefits
of governed market policies. These conclusions have the merit of being con-
sistent with what the governments of very successful economies—the East
Asian ones—actually did. I state the argument in the form of six prescriptions
for micro- and mesoeconomic interventions.?

The argument is most relevant to the circumstances of newly industrializing
or newly industrialized countries with per capita incomes in the middle-in-
come range (World Bank 19872). For the most part I duck the question of its
relevance to the industrialized market economies. I am unclear about how a
world economy would work in which the leading economies, especially the
United States, adopt the kinds of actions endorsed here. Past experience sug-
gests it could be benign: the laissez-faire world of the 1920s had disastrous
economic consequences, while the postwar era of stable but negotiable ex-
change rates and national controls over capital movements generated steady
expansion. Keynes used his understanding of the prewar boom and bust to
argue passionately in favor of import controls and central bank control of in-
ternational capital movements as instruments of postwar economic manage-
ment (Crotty 1983; Polanyi 1957; Bienefeld 1988). But in any case, the late-

t On the frontiers of economics the theoretical analysis of market failure has become 2 minor
growth industry in the 1980s. But note what I call the ‘‘Helleiner effect."” Gerry Helleiner ob-
serves: “'On the frontiers of the discipline, vigorous experimentation can be found in the juggling
of assumptions, the empirical testing of hypotheses, and the adaptation and improvement of both
theoretical and quantitative economic models. Once in the difficult world of policy formation,
however, students of economics are prone 1o forget all of the qualifications and assumptions, and
frequently apply instead the simplest and crudest versions of the models they were taught, using,
as they would put it, only 'the basic principles’ '’ (1981a: 541).

2 Here, as in earlier discussion, I say little about agriculture and agriculture-industry links. But
in many countries the starting point for an internal demand-led strategy must be in farming. See
Adelman 1984; Lipton 1977. | also say little about macropolicies, though such policies affect
competitiveness both directly and indirectly.



350 CHAPTER 11

comer industrializers, which constitute only a tiny part of world income
and world markets, can use different principles from those appropriate to the
older industrialized market economies. They can, as have many latecomers
before them, free ride on the (more or less) liberal norms embraced by the
latter out of self-interest. After all, the per capita income of the fifty-two mid-
dle-income countries is still, after four decades of self-conscious develop-
ment, only 10 percent of the per capita income of the ‘‘industrialized market
economies’’ (2 percent for the low-income countries; World Bank 1988: table
).

My argument is also relevant mainly to noncrisis conditions, when a longer-
term view can be taken. Sadly, that currently excludes many countries of sub-
Saharan Africa, the Caribbean, and Latin America. Fully two-thirds of mid-
dle-income countries had negative growth of gross domestic investment in
1980~86, compared with only 2 percent in 1965-80; one-third had negative
growth of Gpp (World Bank 1988:table 4). Many have not been investing
enough to maintain essential infrastructure. Many are unable to obtain even
basic economic statistics, because so much activity has moved into grey and
black markets.

I also assume benign political leaders, whose concerns go beyond using
state power to support the affluence of a small group. Some rulers, it is true,
are predatory, in the sense that their efforts to maximize the resource flow
under their control erode the ability of the resource base to deliver future
flows. In these cases enhancing the power and autonomy of the state could be
disastrous. But states vary in terms of the benignness or maliciousness of their
leaders,* and the more any particular case is toward the benign end of the
spectrum the better the argument applies.

Prescription 1: Use national policies to promote industrial investment
within the national boundaries, and to channel more of this investment into
industries whose growth is important for the economy’s future growth. We
must note at the outset that the objective of such policies is not efficient allo-
cation of resources in a Pareto-optimum sense, but growth and innovation.
This means that the theorems of welfare economics about the conditions of
market failure are largely irrelevant for development purposes. They judge
failure in terms of the allocation of resources to the most efficient uses, rather
than in terms of the generation of new resources (Kaldor 1972). Theories
about market failure in a growth context are not well developed. Here I shall
do no more than sketch out a plausible rationale for national industrial poli-
cies.

The first step is to consider why the government should take steps to inten-

3 A vampire stale at one extreme, a ruminam state at the other? The vampire extracts so much
as to debilitate; the ruminant grazes the resource base while fertilizing it at the other end. ‘‘Ru-
minant’’ is John Waterbury's happy term, while ‘‘vampire’” is the word used by a senior Kenyan
finance official to describe his own state in the late 1980s.
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sify the level of investment and reinvestment within the national boundaries.
The point of interest is not the causal effect of investment on growth, for that
is well established theoretically and empirically (Romer 1987). So also is the
connection between high investment and growth, on the one hand, and high
labor demand; and between high labor demand and high wages. The point of
interest, rather, is the need for political power to focus the investment process
on the national territory, which means channeling the options of both domestic
capitalists and foreign capitalists by means of import restrictions, domestic
content requirements, foreign exchange controls, conditions on the admission
of foreign investment, export incentives, technology incentives, and the like.
The reason is that as capital becomes internationally mobile, its owners and
managers have less interest in making long-term investments in any specific
national economy, and hence less interest in the overall development of any
specific economy—including their home base. As wages rise, they may be
inclined to relocate their assets abroad, or divert them into short-term specu-
lative uses at home, or use their influence over state power to keep labor costs
lower than otherwise. From the perspective of a national interest, however,
they should be encouraged or cajoled to reinvest at home, and specifically to
invest in technological improvements as a way of remaining internationally
competitive despite higher wages. For the domestic workforce is not interna-
tionally mobile, and its rising real wages are a primary indicator of develop-
mental success. This argument has to be qualified in several ways—by the
desirability of some outward foreign investment in terms of a national interest
test, and by the problems of overcoming purchasing power constraints on the
investment cycle if large export markets are not available. But the qualifica-
tions do not change the basic point. Empirically, the work of Alexander Ger-
schenkron (1962) and Dieter Senghaas (1985), among others, supports the
proposition that the more successful European latecomers used a political
mechanism to channel the competitive process in the direction of higher-wage
and higher-technology activities. (The United States is an exception, where
the same result occurred because of the scarcity of labor in relation to land and
capital. Hong Kong is also a partial exception. Wages have risen and the ben-
efits of growth have been widely diffused even with capital operating wholly
in terms of an international perspective partly because of its very small size
and partly because of its role as a regional service center. And to repeat, in the
past decade or so it has been less successful in transforming its industrial base
than Taiwan and Korea.)

The next step is to consider why government efforts to concentrate invest-
ment in selected industries may help overall growth and productivity. One
reason involves economies of scale and learning. Whereas neoclassical anal-
ysis normally assumes rising cost curves, in many manufacturing processes a
doubling of production volume per unit of time gives rise to a substantial fall
in unit costs, commonly on the order of 20 percent. But the size of plant or
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firm required to achieve these economies of scale is typically large in relation
to the existing assets of firms in developing countries.* The risks confronting
potential investors are therefore high, and the investment process will be
slowed if the risks are not partially lifted. If domestic producers are given
assistance to enable them to compete against foreign suppliers in the domestic
market despite higher costs, they may be able to expand their production vol-
ume to the point where, thanks to economies of scale and the transactions cost
of imports, they can compete without further assistance.

The Japanese-targeted industry strategy takes this logic further. With the
government providing protection and socializing some of the risks of large-
scale investment, firms are able to price exports at below current average costs
in order to gain market share against foreign rivals. The government in effect
carries the firms’ negative cash flow through these various forms of subsidy.
As the finms capture market share and increase production, costs eventually
fall to match this ‘‘forward’” price. Assistance is then removed and applied to
the next set of higher-technology industries to be nurtured to international
competitiveness (Magaziner and Hout 1980).

Gains in productivity come not only from static economies of scale but also
from technological effort based on experience. Even without increases in vol-
ume, repetition of production can lead to productivity improvements. De-
creases in real unit costs of 100 percent in less than a decade are not unusual
in infant industries that have become internationally competitive (Pack and
Westphal 1986:106). This gain cannot be obtained simply by buying into the
technology; it requires prolonged experience of production, and generally also
investment in a deliberate effort to adapt the technology—so the gain does not
accrue simply by dint of repetition. (There is a difference between, say, steel
and electronics. Learning in a stee] plant, where once bought the basic tech-
nology will not be changed for a decade, consists of continuous incremental
improvements in operating procedures and equipment. Learning in electronics
consists not only in how to make existing products more efficiently but also in
how to design and produce a new product every nine months—production and
innovation learning, perhaps, or static and dynamic learning.)

In short, the forces that lie behind the orthodox assumption of rising cost
curves are in many manufacturing processes overwhelmed by economies of
scale and learning. Producers who expand production can have falling unit
costs. They can therefore race down these falling cost curves and capture mar-
ket share from existing producers. However, when the international productiv-
ity frontier is itself advancing rapidly (as in electronics), the time needed for
an infant industry to catch up may be long and the amount of assistance large.
This strengthens the case for selective rather than across-the-board assistance:

4 The new flexible manufacturing techniques decrease economies of scale at product level; but
tend to go with increases in scale at firm level, because of rising indirect costs (R&D, marketing).
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Of course, if producers have perfect foresight and if capital and insurance
markets are perfect, these potential cost gains need not warrant state assis-
tance. When markets covering all possible future conditions are available to
all and when lenders base lending decisions on expected future costs and earn-
ings rather than on a firtn’s existing assets, neoclassical theory could not jus-
tify state assistance to firms facing potential economies of scale and learning.
The justification comes from the unreality of these assumptions in developing
country conditions. Borrowing is typically constrained by a finm’s existing
assets and lack of reputation. Equity and insurance markets are weak or ab-
sent. Building them up is a slow and difficult business. In the meantime gov-
ernment comes in as the ‘‘second-best’’ risk insurer and capital provider, so
as to bring a private cost/benefit calculus more into line with a social cost/
benefit calculus. Max Corden, impeccable neoclassical credentials notwith-
standing, concludes that, ‘‘in spite of many qualifications, a valid, practically
relevant infant industry argument for subsidization of new manufacturing in-
dustries resting on capital market imperfections can be made for many less-
developed countries’’ (1974:255). Governments, in other words, can substi-
tute for missing and difficult-to-develop capital markets (Stiglitz 1989).

A third justification, in addition to scale and learning economies and capital
market imperfections, comes from that most elastic of concepts, *‘externali-
ties”* or ‘‘spillovers.”” In the general sense, external costs or benefits are those
which are created by a firm or other economic agent but which do not bear on
or accrue to it. Simultaneous externalities occur where a firm’s potential gains
from an investment are contingent upon complementary decisions by other
firms. Even if all the parties know they would gain by coordinating their in-
vestments to capture the externalities, they may face inherent contradictions
of interest, as in a Prisoner’s Dilemma game.> Hence market prices may not
adequately signal the interdependence that exists among these investment de-
cisions, and uncoordinated firms may invest at suboptimal levels from a na-
tional perspective. A big push, involving simultaneous expansion of several
industries, can insure the profitability of each investment, even though each
on its own would be unprofitable. One important reason is that such simulta-
neous expansion helps to overcome the constraint of a small domestic market,
when entry and participation in world trade entails significant costs.

There is also a second kind of externality, sequential rather than simulta-
neous. Sequential externalities occur where a large upstream plant would, if
built, induce the entry of downstream firms to make use of new profit oppor-
tunities created by the upstream firm but not appropriable by it. The upstream
plant brings greater social benefit, in the form of induced downstream growth,
than is reflected in its private profit (Biggs and Levy 1988).

% For an introduction to the literature on Prisoner’s Dilemma, see Rapoport and Chammah
1965; Lipton 1985; Wade 1988d.
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To the extent that simultaneous and sequential externalities are spatially
concentrated the investment process may become cumulative as more spill-
overs are generated and more firms enter to secure access to them. Market size
increases, helping to reduce the risk of large-scale investments. In practice,
diseconomies of agglomeration (such as congestion costs) may arise and some
factors will be immobile, so that competitive advantage can shift from estab-
lished centers to new ones (Brett 1983). We can expect the advantages of
coordinating investment to capture these externalities to be particularly large
where the domestic market is small, where the input-output structure is
“‘holey,”” where entrepreneurs with the resources and experience to undertake
large-scale investment are few and far between,® and where access to world
markets is limited by high transactions costs and trade restrictions. The role of
government is not only to push the process by coordinating upstream indus-
tries, but also to lower entry barriers at the downstream end to facilitate the
induced response. Conventional notions of *‘efficiency’’ are poor guides to
what the government should do, because when externalities are considered
one may find that a set of microeconomically less efficient industries, consid-
ered individually, produce a macroeconomically efficient result through the
linkages between them; while a set of microeconomically efficient industries
may produce a macroeconomically inefficient result.”

Another justification for governing the market has to do with the adverse
effects of market instabilities on long-term investment. Any moderately com-
plex economic system encounters a soutce of instability arising from the un-
certainty inherent in the attempt to match present supply decisions with future
demand decisions. One would expect that if prices and quantities are left
wholly to the instabilities of the market, investment in industries or technolo-
gies which require a large commitment of time or capital may not be made,
and a higher than desirable proportion of the economy’s investment will go
into quick return projects. Individual firms on their own may be more inclined
to stick within a narrow range of familiar product lines than branch out into

$ In situations characterized by lack of efficient risk-sharing institutions such as stock markets,
*‘the size of the entrepreneurial class is smaller than would be first-best optimal’’ (Grossman
1984:613).

7 A longer discussion would distinguish between pecuniary and technological externalities. Pe-
cuniary externalities occur through market transactions. They make for market failure, in the
neoclassical sense, only in the presence of economies of scale. Government coordination can help
to reduce this source of market failure provided the structure of domestic prices is not closely
fixed by the structure of international prices (perhaps because of the investment costs of getting
into exporting). Technological externalities are not transmitted through market transactions. Ex-
amples include labor training, when a firm invests in training workers who then join another firm,
or machinery adaptation, when the firm invests in modifications to existing machines which are
then easily copied by others. Technological externalities may be more important causes of neo-
classical market failure than pecuniary ones, and may occur independently of capital market im-
perfections. See Pack and Westphal 1986 and references therein.
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new industries and products. It may well be that, within limits, price instabil-
ity has a more adverse effect on growth than price distortions as convention-
ally defined. A context of deliberately created stability, achieved by risk-
spreading mechanisms such as protection or subsidies, can facilitate industrial
deepening, export expansion, and political compromises to share adjustment
costs.

Again, a role for industrial targeting can be warranted by the fact of differ-
ences between industries in prospects for long-tenm growth in output, profits,
and wages. Unassisted entrepreneurs may not have either the foresight or the
access to capital to follow long-term potential. Their decisions may lock the
country into specialization in industries with inferior prospects (an issue be-
yond the scope of comparative advantage theory). Given a world of technical
change, falling cost curves, and differential rates of growth across industries,
it can be rational for a government to select from within the plausible indus-
tries those which have high growth potential and to use the powers of govern-
ment to supplement those of the market in marshalling resources for entry and
successful participation (Scott 1985:95). This means diverting resources from
currently profitable activities into ones that might be fast-growing and/or prof-
itable in the future—which is risky. But any successful large company follows
a strategy of diversifying from currently profitable activities into new ones, on
the assumption that the future will probably be different from the present.
Governments at the national level can aim to carry through a parallel strategy
of diversification. The scarcer the supply of capital and the higher the entry
barriers of the new industries, the stronger the case for selective assistance.

But can comparative advantage really be modified, made, or achieved in
this way? Traditional theory takes comparative advantage as exogenous,
largely determined by *‘factor endowments.”” In a gross way these considera-
tions are still relevant: Burundi should not go in for computer production just
yet. But as Bela Gold says,

Virtually all empirical findings of comparative advantage represent no more than
ex post facto rationalizations of past trade patterns, often reflecting market inter-
ventions rather than substantial differentials in efficiency and costs. Moreover,
even the demonstrable comparative advantages prevailing in a given period have
frequently been undermined and even reversed thereafter through determined ef-
forts to advance technologies, shift input requirements, alter transport costs, and
develop new markets. The very identification of current comparative disad-
vantages often represents the first step in developing means of overcoming them.

(1979:311-12, emphasis added)

William Cline reaches a similar conclusion: ‘‘Increasingly, trade in manufac-
tures appears to reflect an exchange of goods in which one nation could be just
as likely as another to develop comparative advantage, and the actual
outcome is in a meaningful sense arbitrary’’ (1982a:39-40). In place of ‘‘ar-
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bitrary’’ I would say ‘‘subject to strategies of firms and governments.”” Talk
of “‘revealed comparative advantage’’ (measured by the relative preponder-
ance in a country’s exports of product x compared to its preponderance in the
trade of the world as a whole) is hence misleading, for the export pattern may
reveal government assistance as much as factor endowments. And factor en-
dowments, it should be remembered, can themselves be arranged on a spec-
trum from unalterable to alterable, with sunshine at one end and knowledge-
able brains at the other. The classic case of Portuguese wine and British sheep
reflects unalterable natural endowments; the modern case of British whiskey
and Japanese electronics reflects human capital build-up, long-term horizons,
and other acquired advantages. Government assistance can create new advan-
tages of the acquired kind, some of which are industry-specific.

The popular belief that governments cannot *‘make winners’’ rests on re-
markably little empirical research into the record of different governments in
selective industrial promotion. Many governments, especially in small coun-
tries, routinely target industrial assistance at specific industries and even at
specific firms, particularly where economies of scale call for a minimum level
of subsidy per firm. Yet we do not have systematic data on the performance
record of different governments which would allow us to distinguish those
with one failure out of four from those with seven failures out of eight. (No
failure is itself failure, because it means that the targeters are not taking
enough risk.) Research on this question has to balance the record of govern-
ment failure against the record of failure by private business; and examine,
too, what happens to economies where few transformation projects are at-
tempted because the government declines to take an initiative and private busi-
ness declines to take the risk.

In short, several considerations—economies of scale and learing, capital
market imperfections, externalities, market instabilities, and differential
growth potential—give grounds for state assistance to industry and to some
industries more than others.?

® The question of the degree of selectivity of protection and promotion has hardly begun to be
studied empirically. Pack and Westphal say of Korea: ‘*The set of promoted infants has changed
over time, but it has generally been small at any one point in time”’ (1986.94). They prescribe
that ‘‘selective intervention must indeed be seleclive,”’ focused on *‘a select few extensive
changes” (1986:118), those that result in distinctly new capabilities and occur through invest-
ments with large indivisibilities. On the other hand, Shinohara contrasts the general prescription
for infant industries with Japanese practice. *‘In general, the nurturing of infant industries is lim-
ited to a certain period of time and to a certain number of industries. In Japan, however, these
measures were across the board and applied to almost all industries. Because of the vastly
extended promotion of infant industries and across-the-board encouragement of exports, MITI's
approach ran counter to the basic principles of modern intemational economics’’ (1982:49). One
of the theoretical points at issue is the industry-specificity of the dynamic factors; the more they
are industry-specific the smaller should be the set of promoted industries, while the more they are
a function of the size of the entire industrial sector the more widely should assistance be spread.



LESSONS FROM EAST ASIA 357

These arguments for assistance to particular industries are especially rele-
vant to capital goods industries and microelectronics. In medium- and large-
sized countries, developing a domestic capital goods industry is a necessary
condition for enhancing a country’s capacity to develop embodied industrial
innovations. The social costs of not doing so are not fully captured in free-
market prices used to choose between domestic and imported capital goods.
Such prices do not include either the costs of the chronic trade deficits of me-
dium- and large-sized countries that do not produce capital goods or the costs
of the lack of capacity to innovate or adapt technologies associated with the
capital goods industries. The relative absence of a machinery industry means
that an increase in investment becomes an increase in imports. Since much of
the multiplier effect on aggregate demand leaks abroad while the machinery
imports increase productive capacity, the profitability of investments is re-
duced. Moreover, the relative absence of a capacity to adapt imported tech-
nologies means that when domestic demand arises for a new product which
has just appeared in developed country markets (the lag is typically short be-
cause those with discretionary purchasing power in developing countries tend
to imitate the consumption patterns of developed countries), it is met by im-
ports. These imports, being in the initial fast-growth-of-demand stage of the
product cycle, tend to grow faster than manufactured exports, which tend to
be in a later and slower-growing stage; and tend to grow all the faster than
agricultural exports, most of which face very slow growth of demand. These
elements cause a tendency toward chronic trade imbalances. The state there-
fore has a role in directing the sectoral allocation of investment so as to reduce
imports and thereby increase the multiplier effect, check the tendency toward
trade imbalances, and enhance domestic capacity to adapt imported technolo-
gies.

Furthermore, over the 1970s and 1980s the development of capital goods
and microelectronics have become intertwined, many innovations taking place
in the course of applying microelectronics to capital goods. National policy
has to play a still bigger role to push domestic producers into the new micro-
electronics technology than was true of the older electromechanical technol-
ogy; for entry barriers are typically much bigger (as in the case of numerically
controlled machine tools compared to conventional machine tools, for exam-
ple). But microelectronics constitutes more than just a radical change of tech-
nology. It constitutes a change in technoeconomic paradigm, a set of changes
which not only leads to new industries and products but pervades almost every
branch of the economy (Freeman and Perez 1988). The last such change of
paradigm was in the 1930s and 1940s, associated with the utilization of cheap
energy (especially oil). The change underway since the 1970s is associated

See Rodrik (1987) for a theoretical and empirical study of the implications of imperfect competi-
tion and economies of scale for trade policy.
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with microelectronics. In the early stages of diffusion of this paradigm *‘win-
dows of opportunity’’ open for countries which have already built up a certain
level of infrastructure, industry, and technical knowledge but which have not
made heavy physical and organizational investments in the now superseded
technology system. Newcomers which meet these difficult threshold condi-
tions can catch up with the previous leaders by early entry into the new infor-
mation technologies (Perez and Soete 1988). A pecessary but not sufficient
condition is substantial amounts of government assistance in concentrating
investment and socializing risk. Much of the assistance may have to be in a
leadership rather than a followership mode, because private entrepreneurs are
unwilling to take enough risk, quickly enough, to assure that the new oppor-
tunities are taken.

Of course, whether national welfare is actually enhanced by the assistance
depends on the wisdom of the choice of targeted industries and on the effec-
tiveness of implementation. And industrial policies are only one set of factors
on which the competitive success of an industry, or of the country’s whole
industrial sector, depends. In the total pattern of causation they are much less
important than the capabilities of the country’s private companies. But those
capabilities are themselves able to be augmented by assistance from the public
sector.

We now consider several guidelines about how governments can assist in-
dustries to be more competitive. No attempt is made at completeness. The
subjects chosen for discussjon meet two criteria: they loom Jarge in East Asian
policies, and they involve some skewing of market processes by changes in
prices or opportunities for exchange.

Prescription 2: Use protection to help create an internationally competitive
set of industries. Two of the things which economists disagree least about are
that protection, whether for restraining the demand for imports or for promot-
ing domestic industries, is always second-best, and that quantitative restric-
tions (QRs) are always inferior to tariffs. When unrestrained demand for im-
ports leads to balance-of-payment difficulties, the solution is devaluation plus
restrictive expenditure (fiscal and monetary) policy. If for some reason it is
deemed necessary to promote specific industries, credit subsidies should be
used (Corden 1974).

These prescriptions are backed by an impressive body of theoretical reason-
ing. But once one moves beyond a concern for what is logically consistent
with the theoretical system of neoclassical economics, they are not compelling
guides to decision-making in the real world. As regards devaluation, the first
problem is that experts often disagree by large margins as to what the **desir-
able’’ exchange rate should be, not only in developing countries but in indus-
trialized countries as well {notably the United States). Second, even where

.experts agree that the exchange rate is substantially overvalued, *‘markets’’
often seem to be poor at correcting the imbalances. Third, the policy instru-
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ment is the nominal exchange rate, but there may be no close connection be-
tween changes in the nominal rate and changes in the real rate except in the
very short run; and it is the real exchange rate which counts for resource allo-
cation. Fourth, the neoclassical argument recognizes no limits on how far the
exchange rate can be made to fall. But a fall in the real exchange rate means a
fall in the price of noninternationally tradable goods and setvices relative to
the price of tradables. The most important nontradable is labor, so a fall in the
real exchange rate tends in practice to cause a fall in the real wage. Workers
may revolt. More generally, inflexibilities of import-dependent production
processes and consumption patterns may mean that the needed fall in the ex-
change rate is not possible without disruption of production, inflation, social
unrest, and political conflict, fear of which may induce a well-meaning gov-
ernment to find other methods of maintaining external balance.

The argument to replace protection with credit subsidies as a means of as-
sisting particular industries is also not compelling. First, there can be no pre-~
sumption that the subsidies needed for infant industries to compete equally
against foreign suppliers would match the finance available. Unless a close
connection is assumed between the revenue-raising capacity of government
and the amount of subsidies needed, the subsidies may exceed the capacity.
Second, the advantages of subsidies cannot be presumed to outweigh the *“dis-
tortionary”’ effects of raising revenue through the existing tax system. Third,
protection through tariffs raises revenue in an administratively simple way,
compared to the difficulties of raising revenue through direct taxes; and is
probably no more difficult to administer effectively than a subsidy program
(Luedde-Neurath 1986). Fourth, subsidies are generally a more visible means
of transferring resources and may therefore generate more political conflict
than protection, which transfers resources more invisibly. (Whether this is
desirable depends on whether the pattern of protection makes national sense.)
Finally, insofar as changes in subsidies are more contested politically than
changes in protection, subsidies are unlikely to be changed enough to buffer
short-term external fluctations.

There are indeed many cases where protection has not had any noticeable
innovation- or investment-enhancing effect (e.g., India). This reflects the fail-
ure to integrate protection with a wider industrial policy, or link it to export
performance, or make the quid pro quo conditions credible, or to maintain
macroeconomic stability. If protected producers know that in the foreseeable
future protection will be much reduced or that government will pressure them
to enter export markets, then protection may give them breathing space in
which to undertake the necessary investment and innovation. They can use
higher than normal profits in the domestic market to subsidize their entry into
export markets, practicing discriminatory pricing. The same effect may be in-
duced by awarding import licenses for targeted products only on evidence that
the product could not be obtained from domestic producers within some rea-
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sonable margin of the import price. Such an ‘‘approval’’ mechanism or *‘law
of similars’’ at least forces would-be importers to obtain full information about
domestic supply capability. It also helps to stabilize demand for domestic pro-
ducers of import substitutes, thereby lowering their risk and encouraging them
to invest enough for economies of scale. But at the same time, the price cri-
terion means that international competitive pressures are brought to bear on
domestic producers, though in a modulated way.

There is, of course, a tension between stimulating demand for nationally
made products by protection {or domestic content requirements, or govern-
ment procurement) and stimulating the international competitiveness of users
of those nationally made products. Supply-side measures of assistance to the
domestic- producers can help to reduce the conflict. But in any case, it is im-
portant that exporters be exempt from most import restrictions, the exemption
being greater the bigger the price and quality differential between imports and
domestic substitutes. The government can, however, use its import-restricting
ability to encourage users of imported inputs to negotiate with local suppliers
for upgraded production or lower prices in return for guaranteed sales. Re-
peated across many products, this mechanism can nudge the production struc-
ture of the country upwards.

Notice that the mechanism uses Qrs rather than tariffs. Qrs (and domestic
content requirements) have merit when the acquisition of technological capac-
ity and subsequent adaptive innovation depend on extensive interaction be-
tween users and suppliers (Lundvall 1988; Pack and Westphal 1986). How-
ever, Qrs have the costly consequence of amplifying the volatility of price
signals, because with changes in domestic prices the tariff-equivalent of any
given QR also changes. But where macroeconomic stability prevails, as in East
Asia, this familiar cost of Qrs is much less significant. The East Asian expe-
rience supports the argument that Qrs have lower costs in stable than in unsta-
ble macroeconomic conditions.

The desirable degree of import liberalization is much affected by country
size. For most small countries—most of the time and in most industries—a
relatively liberal trade regime is a necessity because of the lack of domestic
economies of scale. Bigger countries have a wider latitude of choice. In gen-
eral, the wider the latitude of choice, the more the overall degree of trade
freedom should emerge as the result of calculations of the appropriateness of
lowering protection to particular industries, bearing in mind that domestic
competition can substitute for foreign competition, as in Japan, and that do-
mestic competition, even between oligopolists, can be stimulated by govern-
ment policies. Taiwan and Korea show how liberal trade policies in some in-
dustries can be combined with import substitution policies for other industries,
resulting in different incentives to different industries. They also show how a
rapidly industrializing country can soften pressures from its trading partners
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to open its markets or face retaliation, by a judicious combination of camou-
flage, statements of intent, and real liberalization.

Some developing countries, particularly in sub-Saharan Africa, are unable
to earn enough foreign exchange to cover import demands at any politically
viable exchange rate, because of the limited supply of internationally saleable
products. Here it makes no sense to talk of protection only as a temporary
measure to assist the emergence of infants able within five to ten years to
compete against international competition with no protection. Protection has
to be seen as a part of longer-term measures to gain experience of industry and
large-scale organization. In its absence resources may remain largely unem-
ployed or confined to very small-scale production. The trick is to use such
longer-term protection in a way which does not eliminate all competitive pres-
sures.

In short, import protection is, as neoclassical theory says, a powerful tool.
Like any powerful tool it can be badly used, producing a trade regime full of
inconsistencies. But that is not the end of the story. The East Asian evidence—
whose challenge to mainstream trade theory has produced little more than an
elliptical pirouette by way of response—suggests that protection can also be
used in combination with other measures to foster the creation of internation-
ally competitive industries.® Where such industries are not on the horizon,
protection can at least help to begin the process of acquiring the capital needed
to make new capital, the knowledge needed to absorb new knowledge, the
skills needed to acquire new skills, and the level of development needed to
create the infrastructure and agglomeration economies that make further de-
velopment possible.

All this suggests an important analytical point, that the international trade
literature is wrong in identifying some policy instruments as unambiguously
better or worse than others without regard to the way those instruments are
administered. Qrs administered in a conditional way are not the same as un-
conditional Qrs. Protection may be administered more easily than subsidies,
and so more reliably achieve the intended effects.

Prescription 3: If the wider strategy calls for heavy reliance on trade, give
high priority to export promotion policies. East Asia’s fast growth and equi-
table distribution was undoubtedly helped by the rapid growth of exports. Ex-

¢ It is surprising that Jagdish Bhagwati, one of the most theoretically creative proponents of
nearly free trade regimes, does not attempt to grapple with the effects of Korea’s, Taiwan’s, and
pre-1970 Japan’s protection system on their industrial growth. In writing a book called Protec-
tionism (1988), or in addressing the question of “‘Is free trade passé after all?”* (1939), he might
have been expected seriously to address the empirical association between substantial and selec-
tive protection in East Asia and superior industrial performance, this being critical evidence and
not just another set of cases. But his oversight does keep him consistent with his own law of
economic miracles: ‘‘Economic miracles [Taiwan et al.] are a public good; each economist sees
in them a vindication of his pet theories™’ (1988:99). For a descriptive account of the East Asian
trade regimes, see Wade 1988b.
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ports faced less of a demand constraint than cutput in general; they provided
a channel for technical assistance from buyers; and they gave more scope for
labor utilization than the manufacturing sector as a whole or the existing im-
port-substituting industries in particular. However, export growth is not the
only important reason for fast and equitable growth, and other countries with
different natural resource endowments and larger economic size may be able
to achieve ‘‘good”” growth and distribution with less reliance on exports
(Adelman 1984; Sen 1981). Indeed, they may not have much choice in the
matter, because Western countries will probably intensify protection to avoid
big (especially China-scale) increases in competing imports from developing
countries.

Where, nevertheless, heavy reliance is to be placed on trade, the govern-
ment must recognize that successful exporting of manufactured goods to richer
countries is not just a matter of getting the exchange rate right and keeping
labor cheap, even in the absence of protection. '® This is because many kinds
of manufactured exports to richer countries are only saleable as complete pack-
ages meeting all buyer specifications, including packaging, labeling, colors,
raw materials, finishes, and technical specifications. Costs rule out the option
of importing an incomplete or defective package and correcting the defects in
a subsequent stage of manufacturing. Thus, marketing, transmission of infor-
mation, and quality control turn out to be key activities for export success.
Buyers can supply some of these services; but especially because of the exter-
nalities the government also has an important role. The government can ar-
range for information about foreign markets and about domestic suppliers to
be easily and freely available; it can directly help the promotion of some prod-
ucts (e.g., through trade fairs); and it can help to curb the tendency of firms
without brandnames to compete by producing shoddy goods, spoiling the
country’s reputation for other producers. Very importaatly, the government
can also inspire producers to seek out export markets as a normal part of their
operations (Keesing 1988).

All this holds even in the absence of protection. If the economy is protected,
cheap labor and a proexport exchange rate are still less likely to be sufficient.
Without quick and automatic access to imported inputs at world market prices,
free of customs duty, quantitative restrictions, and indirect taxes, would-be
exporters will be handicapped in world markets by being forced to pay more
than competitors for the same inputs or by being forced to use inferior domes-
tic substitutes. Since manufactured exports from developing countries are nor-
mally sold in intensely competitive markets, producers in a country without a
scheme for duty drawback and relaxation of quantitative restrictions are un-
likely to obtain big export orders. Buyers for industrialized countries will sim-

10 There is disagreement between economists on whether conventional neoclassical trade theory
does or does not support export subsidies. See Bhagwati 1988:95, n.11.
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ply pass them by. However, even once export sales have near-free trade con-
ditions producers of manufactured goods may still face net incentives to sell
on the protected domestic market, and exports may still be uncompetitive be-
cause the costs of nontradable inputs (especially labor) are raised by demand
for those same inputs from the protected and hence larger-than-otherwise do-
mestically oriented industries. An export subsidy scheme may be needed to
make export sales as attractive as domestic market-related sales.

Combining this discussion of export promotion with the preceding discus-
sion of import protection, we see how misleading it is to present import sub-
stitution and export promotion as mutnally exclusive strategies, as in Anne
Krueger's claim that ‘‘export promotion outperforms import substitution’’
(1981:5). They are mutually exclusive only if defined to refer to the overall
balance of incentives between domestic and foreign sale. But at the individual
industry level, import-substituting incentives and export-promoting incentives
can be complementary. On the one hand, development of the supply side
through import substitution may be a prerequisite for the demand-side growth
of exports. On the other hand, export growth can be helpful for the further
development of industries that are nearing the limits of import substitution.
Likewise, export promotion in one industry can complement import substitu-
tion in another by providing foreign exchange, for example. At any one time
export promotion and import substitution should coexist, reflecting the differ-
ent development stages of different industries.

We also see how misleading is the common assumption that policy-induced
neutrality (as when export incentives ‘‘counteract’ the effects of import con-
trols) is equivalent to free trade. It is not clear how the many kinds of incen-
tives for export- and import-substituting industries can be commensurated (ef-
fective protection rates are hardly adequate). It is fairly clear that the structure
of relative prices at the time when ‘‘neutrality’’ is achieved reflects the prior
rounds of intervention, and differs from that of an economy with untramrneled
prices and exchanges throughout. Therefore we cannot presume that relative
prices and resource allocations would be unchanged if the entire array of in-
centives and protection were eliminated at a stroke.

Prescription 4: Welcome multinational companies, but direct them toward
exports. Multinationals are the primary source of knowledge about technology
and production and an important source of knowledge about marketing. No
country is going to get far in knowledge-intensive manufacturing and services
without their help. Hence the government of a newly industrializing country
should establish attractive policies for foreign capital, whether as subsidiaries,
joint ventures, or licensors. However, foreign firms should be under pressure
to direct their sales toward exports and their input purchases toward local sup-
pliers. For if their products dominate the domestic market the developmental
consequences of the protection system may well be worse than if domestically
owned firms dominate the domestic market.
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First, with multinationals restricted in terms of their dominance of the do-
mestic market, government efforts to promote the growth and restructuring of
domestic production do not have to go through the multinationals, whose ob-
jectives will not wholly coincide with the development of national production
capability. The government is able to use investible funds according to prior-
ities designed to further integrate the domestic market, through having more
influence over the firms that produce for the domestic market than if those
firms were predominantly multinationals. (The multinationals should also be
under foreign exchange controls, for if they are free to move funds in and out
of the country they may start to function as de facto bankers for their domestic
customers and suppliers, eroding the government’s own credit policy.) Sec-
ond, multinationals operating in the domestic market tend to follow marketing
strategies that have little to do with average incomes or traditional consumer
behavior, thereby accentuating income inequalities. By limiting their access
to the domestic market the diversification of goods made available to consum-
ers can be a gradual process geared to the population’s purchasing power. In
particular, the most modern of consumer goods, produced chiefly by multi-
nationals, should be restricted to exports until basic needs in food and clothing
have been met—as the Korean government did under Park (Ikonicoff 1985).
Third, export requirerents on multinationals not only generate foreign ex-
change, but also, less obviously, insure that the companies adopt an interna-
tionally competitive technology, rather than one which is viable only on the
protected domestic market. However, export requirements may be eased in
return for higher domestic content.

The government should attempt to tie the magnitude of direct foreign in-
vestment incentives to either export performance or local content performance.

Application of these principles has to recognize that, given the increasing
‘‘footlooseness’” of much industrial production, the balance between the costs
a country imposes on enterprises and the facilities it provides has to compare
with other countries’ If requirements on foreign firms have to be relaxed in
order to attract and keep them, it is important to compensate with discrimina-
tory state support for competing domestically owned firms to prevent them
from being backwashed out of existence.

Prescription 5: Promote a bank-based financial system under close govern-
ment control. A closely regulated bank-based financial system has several ad-
vantages in industrializing country conditions.'' First, it permits higher in-

Y For a discussion of ‘‘bank-oriented’’ financial systems (such as Japan and Germany) and
‘‘market bank'’ systems (United States and Great Britain), sce Mayer 1987; Zysman 1983. One
of Mayer's themes is that ‘‘the separation between investment and finance, which is the basis of
most existing models, is untenable’” (p. iii). My discussion tries to bridge this separation by
showing how a certain type of financial system may affect the ‘‘real’’ economy in developing
country conditions.
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vestment than would be possible if investment depended on the growth of
firms’ own profits or on the inevitably slow development of securities markets.
In a capital market-based system, the decentralized preferences of the public
largely determine the allocation of potential savings into productive invest-
ment, financial speculation, or consumption. In a bank-based system, in
which enterprises depend heavily on banks for finance and less on a broad
public of shareholders, the long-term growth preferences of government offi-
cials and/or bank executives have more weight. Investment decisions are
hence more insulated from the preferences of the public. Credit can be more
cheaply provided for productive investment, in the context of a long-term ap-
proach to the economy’s investment activity. In a capital market-based sys-
tem, on the other hand, government attempts to stimulate investment by tax
cuts and deregulation may have only a modest effect on investment, as in the
economic reforms of President Reagan and Prime Minister Thatcher.

Second, a bank-based system encourages more rapid sectoral mobility and
permits the government to guide that mobility insofar as it can influence the
banks. Even small changes in the discount rate or in concessional credit supply
between sectors can have a significant effect on resource allocation (provided
the use of credit is controlled enough to prevent unlimited fungibility), be-
cause the effect of such changes on firms’ cash flow position is greater than
where firms have smaller debtequity ratios. Where the government is trying
to foster key sectors, a bank-based financial system gives it a powerful mech-
anism for inducing firms to enter sectors they otherwise would not. Where, on
the other hand, capital is allocated mainly in decentralized markets, the gov-
ernment’s ability to extend a visible and vigorous hand in the functioning of
the industrial economy is limited, because firms are less susceptible to state
influence (Zysman 1983).

Third, a bank-based system can help to avoid the bias toward short-term
company decision-making inherent in a stock market system. The creditor
needs the borrowing company to do well: it is concerned about the company’s
market share and ability to repay loans over the long term, which depend on
how well the company is developing new products, controlling costs and qual-
ity, and so on. So these become the criteria which managers are concerned
with, rather than stock market quotations (Johnson 1986; Dore 1985).

The fourth advantage is more directly political. Industrial strategy requires
a political base. Control over the financial system, and hence over highly le-
veraged firms, can be used to build up the coalitions needed to support the
government’s objectives—thus helping to implement the industrial strategy.
Firms are dissuaded from opposing the government by the knowledge that
opponents may find credit difficult to obtain. Of course, such a practice is
easily abused. If it becomes common to allocate credit for *‘loyalty’” rather
than for economic performance or potential the legitimacy of the administra-
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tive discretion will be impugned. Sparing but well-publicized use may reap
the political gains without the legitimacy costs.

These are four potential advantages of a bank-based, administered-price fi-
nancial systemn. However, such a system contains certain imperatives for gov-
ernment action which have far-reaching implications for the government’s role
in the economy.

The first is that the government must help to ease the downside risk of debt-
financing. Higher deposit interest rates can increase the flow of financial sav-
ings; but at the new rates the private sector may not be prepared to borrow the
savings unless the government intervenes to socialize some of the prospective
private losses. Even if in the short run the savings are translated into loans,
the higher savings and investment made possible by the higher rates may not
be sustainable in the longer run without measures to spread risk. This is be-
cause highly indebted (or leveraged) firms are vulnerable to decline in current
earnings to below the levels required by debt repayment, repayments on debt
being fixed (whereas payments on equity are a share of profits). With firms
vulnerable in this way, so are the banks which carry the ‘‘nonperforming’”
loans. So where debt/equity ratios are high, there is an ever-present danger of
financial instability in the economy:'? bankruptcies, withdrawal of savings, a
fall in real investment, and slower growth. To ease such dangers, firms are
likely to borrow less and banks to lend less than if the government were to
underwrite some of the risks to which lenders and high debt/equity producers
are exposed. If the government does bear some of the risk of private losses,
the supply and demand for loanable funds will be greater, so investment, tech-
nical change, and hence growth can be higher.

The need to socialize risk applies especially in the case of highly correlated
risks, to which most firms in major sectors are exposed. So it applies espe-
cially to interest rate changes, or major recession, or changes in major export
markets, or political risks. Therefore the impetus for government to shoulder
some of the risks of investment and saving in an economy with high debt/
equity ratios is especially strong in countries which are trade-dependent and/
or under external threat (like Taiwan, Korea, and Japan). The impetus is re-
inforced in industries where both entry and exit take a long time.

This impetus then leads the government to provide a battery of ways to
reduce the risks of financial instability—not only in the form of deposit insur-
ance and lender-of-last-resort facilities, but also in the form of subsidies to
banks imperiled by loan losses, product and credit subsidies to firms in finan-
cial difficulties, banks’ share-holding in companies, government share-hold-
ing in banks and in lumpy projects, and even government ownership of banks.

12 The implications of high debt/equity ratios also depend on profitability at the firm level. In
an economy where profitability is higher and more secure the danger of overall financial instability
is less. The same applies to the implications of high debt/equity ratios for the relationship between
banks and firms. I am indebted to discussions with Frank Veneroso on these matters.
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Government can also, of course, control interest rates and exchange rates to
dampen firms’ exposure to market fluctuations in these two important sources
of correlated risk.

The second imperative is for the supplier of credit to become involved with
company management. The supplier of credit may for this purpose be the gov-
ernment (Korea), or the banks (Germany), or some of both (Japan). In any
case, the reason for involvement with management is that the creditor cannot
simply withdraw when a company runs into difficulties by selling the securi-
ties in the secondary capital market; the secondary capital markets are too thin.
Given that the ‘‘exit”’ option of the capital market is not available, the alter-
native is the *‘voice’” option, to try to restructure company management so as
to make it more competitive and to take the long-term view (Hirschman 1970).

Nevertheless the government and/or the banks must, third, develop an in-
stitutional capacity to discriminate between responsible and irresponsible bor-
rowing, and to penalize the latter. Firms which borrow without due commer-
cial caution and run into trouble must not expect the government or the banks
to continue to bail them out (the so-called moral hazard problem). The gov-
ernment must also develop mechanisms of bank supervision to curb the ten-
dency for banks faced with big loan losses to conceal them in the *‘perform-
ing”’ part of the balance sheet while making even riskier loans in the hope of
getting back enough to offset the losses. This is the path that turns good bank-
ers into bad ones, solvent banks into insolvent ones.

Once market signals are blunted by administered pricing and socialized
risk, the government must, fourth, create a central guidance agency capable
of supplementing market signals by its own signals as to which sectors will be
most profitable—but in a way which allows plenty of scope for private pursuit
of opportunities not seen by the guidance agency.

Finally, the government must maintain a cleavage between the domestic
economy and the international economy with respect to financial flows. With-
out control of these flows, with firms free to borrow as they wish on interna-
tional markets and with foreign banks free to make domestic loans according
to their own criteria, the government’s own control over the money supply and
cost of capital to domestic borrowers is weakened, as is its ability to guide
sectoral allocation. Speculative inflows seeking exchange rate gains can pre-
cipitate accelerating movements in exchange rates, with damaging conse-
quences for the real economy. Uncontrolled outflows can leave the economy
vulnerable to an investment collapse and make it difficult for government to
arrange a sharing of the burden of adjustment to external shacks between the
owners of capital and others; ‘‘the others’® are likely to be made to take the
burden, with political unrest, repression, and interrupted growth as the likely
result. More generally, foreign exchange controls are needed to intensify the
cycle of investment and reinvestment within the national territory, with out-
flows only where they can be shown to meet national economic priorities.
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Otherwise domestic interest rates come to be determined in lacge part by U.S.
interest rates, and therefore make the economy subject to the kind of macro-
economic mismanagement of the U.S. economy seen during the 1980s. Al-
though presented here as just one in a list of several requirements, this cleav-
age between the domestic financial system and the international financial
system is a prior condition for all the others.

If free markets for foreign exchange and other financial assets were clearly
efficient one might hesitate to recommend such a controlled system. But “‘be-
lief in the efficiency of the foreign exchange market is a matter of pure faith;
there is not a shred of positive evidence that the market is efficient,’’ concludes
Paul Krugman. Similarly for bonds and stocks: ‘‘there is no positive evidence
in favor of efficient markets’” (1989:65). On the other hand, the disadvantages
of controls can be partly offset by allowing an unregulated curb market to
operate in the interstices (Biggs 1988)—and perhaps by tying a sizable portion
of subsidized bank credit to export performance. Joseph Stiglitz’s new work
on developing country financial systems provides a cogent rationale for poli-
cies broadly in line with those recommended here. He concludes, *‘the Lbcs
should not set their sights on imitating the capital markets of the most devel-
oped countries, but rather should adapt themselves to the reality that capital
markets will most likely, if not necessarily, work poorly within their country.
Adopting this view suggests a major redirection of several policies which have
been widely adopted within the third world’” (1989:56). He emphasizes more
than I do, however, the difficulties to improving the incentives on government
and large public credit institutions to do a good job in selecting and monitoring
loans.

Prescription 6: Carry out trade and financial liberalization gradually, in
line with a certain sequence of steps. Many neoclassical analysts urge large-
scale and quick liberalization, to get a whole package of reforms in place be-
fore opposition builds up. And many urge that comprehensive import liberal-
ization should be carried out before export earnings increase, so as to flush
away the inefficiencies generated by protective barriers and enable a subse-
quently better response to export demand (Krueger 1978; Snape 1988; Lal
1983; Michaely 1988). By contrast, the East Asian experience is consistent
with a prescription for more gradual change and a different sequence. It sug-
gests the following: (1) macroeconomic stabilization should come before trade
liberalization; (2) substantial external financial assistance greatly eases the
transition from stabilization to liberalization; (3) liberalization of imports of
export inputs should come before deprotective competition-providing import
liberalization; (4) import liberalization of the latter type is not a prior condition
for successful exporting; it should follow the growth of exports; (5) successful
exporting requires a large promotional role for public agencies; (6) gradual
trade liberalizations can be sustained; and (7) financial liberalization should
come late in the queue, after a substantial measure of import liberalization
(Sachs 1987; Helleiner 1988; Edwards 1985; Wade 1988b).
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With reference to financial liberalization, our knowledge of its effects in
segmented and imperfect capital markets is thin. Modeling the connections
between the regulated financial markets and the curb market in Korea has gen-
erated ‘‘unconventional’’ results from orthodox monetary and interest rate
policies. Higher (regulated) interest rates and monetary restraint led to a seri-
ous slowdown in investment and growth, the effects of which exceeded any
positive effects for household savings (van Wijnbergen 1983). Painful expe-
rience with rapid and far-reaching financial liberalization in the Southern Cone
countries of Latin America has bred a new respect for government supervision
and control of the domestic financial system, and caution about lifting external
capital markets controls. These results support the gradual approach to do-
mestic and external financial liberalization adopted in East Asia (Helleiner
1988; Mayer 1987; Krugman 1989).

More generally, the gradualness of economic liberalizations in all three
countries further undermines the view that if only the government of a devel-
oping country shrinks from influencing prices or exchanges, it too can expect
much improved economic performance. The East Asian liberalizations were
gauged to the competitiveness of domestic industry, which was itself pro-
moted by preceding and simultancous industrial policies. Without them, let-
ting prices work would have been like pushing on a piece of string.

There is also a political case for gradualism, which should be weighed
against the political argument for quick and deep liberalization to preempt
opposition. Liberalization typically involves changes—removal of food sub-
sidies, for example—whose costs affect the general public widely and directly
but whose benefits are more concentrated and slower to appear. If several such
policies are introduced at once and entail major rather than incremental
change, they can be expected to generate opposition from many interest
groups, including some whose support is important for the regime’s survival.
They therefore carry high stakes for the incumbent political leaders, all the
more so when the government is insecurely legitimated. Gradual introduction
of the reforms, with some sequencing and camouflaging of who gets the costs
and benefits, can provide less fuel for opposition organization and thereby
make sustained implementation more likely. In the general case, this seems as
plausible a scenario as that of the neoclassicals.?

In considering issues of liberalization we need to make a distinction be-
tween shrinkage of the public sector and reduced state capacity to manage the

13 Indira Ghandi’s post-1980 government carried out significant economic liberalization with-~
out drawing sharp political reaction partly because she made the changes look like marginal,
*‘technical’’ ones. Her son and successor; by boldly proclaiming a decisive shift of development
strategy to a liberal model, aroused such widespread opposition from groups on whom the Con-
gress depended for votes as to force a drastic slowdown in the liberalization. However, in the
early period Rajiv Ghandi’s government did successfully introduce a number of liberalizing pol-
icies—those which ‘‘were brought about quietly, without much fanfare, as seemingly technical
changes in a piecemeal fashion'’ (Kohli 1989:314).
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market. The size of the public sector, in terms of employment, share of Gpp,
and other such measures, is not closely associated with state capacity to man-
age the market.'* Indeed, shrinkage of the former—which would be called
‘‘liberalization’” in the gross way the term is generally used—may help to
expand the latter; and the latter is what counts.

The argument for economic liberalization—whether in trade, finance, or
other spheres—also needs to address the question of what kinds of private
sector groups will gain from the change. It cannot be assumed that they will
wish to be entrepreneurial investors rather than luxury consumers. Nor can it
be assumed that they will wish to place limits on the arbitrary actions of the
state and discipline the state to provide effective services. Liberalization may
lead to the capture of economic power by less accountable cliques around the
power-holders, Marcos-style. The analytical dichotomy between *‘state’” and
“‘economy’’ can lead us to overlook the point that the same people or groups
may have feet planted firmly on both sides of the divide, in which case a
shrinkage of the state and expansion of the private sector may further remove
economic power formerly in the hands of the state from some degree of ac-
countability. It may further erode a ‘‘center’’~—a cohesive organizational
structure—where collective interests can be articulated and followed.

These are six broad economic prescriptions supported by the experience of
Taiwan, Korea, and Japan. But we must note another lesson to de with differ-
ences rather then similarities. While the three East Asian states all governed
the market, they used somewhat different methods for doing so. Taiwan used
large upstream public enterprises and selected foreign firms to provide *‘un-
balanced’’ pushes in certain sectors, arms-length incentives to steer the re-
sponse of myriad small downstream firms, and stable prices and real effective
exchange rate. Korea used huge private business groups as the spearheads,
steering them with massive credit subsidies and more direct cajoling (recently
switching to more of a negotiation mode). It obtained more of its technology
under license than through direct foreign investrnent, and sacrificed some
macroeconomic stability for faster industrial transformation. Japan, which al-
ready had huge private business groups in place in the 1930s, pioneered the
route that Korea was later to follow, except that consultative decision-making
procedures linking government and business were in place from much eatlier
on. So there is more than one way to govern the market effectively.

IMPROVING STATE EFFECTIVENESS

My argument is that a necessary but not sufficient condition for more rapid
industrialization is state deployment of a range of industrial promotion poli-
cies, including ones to intensify the growth of selected industries within the
national territory. This is not to say that effectiveness increases with the sheer

4 See chapter 1, n.12.
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amount of intervention, nor that it increases the more the state imposes its will
on society, ignoring other groups. State effectiveness is a function of the range
of options, given by the number and force of policy instruments, and the flex-
ibility with which those policy instruments are used. Flexibility means that the
capacity to intervene, as given by the number and force of policy instruments,
is used to varying degrees, more in some industries than in others at any one
time, and more in one industry at some times than at others, always with an
eye on the costs of interventions in political as well as economic terms. In
particular, high effectiveness requires the flexibility to withdraw assistance
from industries as they become internationally competitive, and the ability not
to intervene in some industries at all in the interests of concentrating assistance
and limiting costs. Behind these proximate determinants of effectiveness are
others of a more organizational and political kind. First is the competence and
coherence of the central economic bureaucracy. Second is the degree to which
political authority is institutionalized. Third is the connection between the cen-
tral bureaucracy and other major economic interests, especially the owners
and managers of capital. We now consider four more prescriptions to do with
these organizational and political determinants of state effectiveness. Again,
the prescriptions are rooted in what East Asian governments actually did.

Prescription 7: Establish a ‘‘pilot agency’’ or ‘‘economic general staff’’
within the central bureaucracy whose policy heartland is the industrial and
trade profile of the economy and its future growth path. For an industrial pol-
icy to be effective one or two agencies should steer the formulation and appli-
cation of the policy instruments. Taiwan, Korea, and Japan have all used the
“‘few agencies’’ model, in contrast to the ‘‘many agencies’’ model of the
United States and Great Britain.

The pilot agency should have a fairly small staff (Japan’s MITI had only
about two thousand in the 1960s). It should be in a position to recruit from
among the best and the brightest. Once a competitively selected economic
bureaucracy acquires a reputation for attracting the best and brightest, the sys-
tem develops a momentum of its own. It continues to attract such people (even
at much lower salaries than the private sector) because selection is the stamp
of outstanding talent. Its personnel need to be motivated by the belief that what
they are doing promotes the national welfare. A sense of national mission,
combined with a meritocratically based esprit de corps, can motivate the cen-
tral bureaucracy to use its powers in line with national goals, providing a sub-
stitute for the motivational force of profits in private firms. A vigorous national
press, free to criticize the economic bureaucracy (even if not the political lead-
ers) can help to keep its actions in line with the public interest. The conflict
between life-time employment and up-to-date technical and managerial
knowledge can be moderated by using parabureaucratic task forces to comple-
ment in-house capabilities. The more the government intends to intervene in a
leadership rather than a followership mode, the more important are the staff-
ing, motivation, authority, and responsibilities of the pilot agency.
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The pilot agency should be concerned with formulating operational goals,
such as diversification of industries, diversification of markets, reduced de-
pendence on raw material imports, and greater employment in certain indus-
tries; and with analyzing how various policies affect these goals. It should
think of itself as a strategic oligopolist, scrutinizing the actions of rival gov-
ernments and taking account of those actions and reactions in framing its pol-
icies for investment, trade, and technology.

It should have some power of implementation rather than devolve all con-
cern for implementation to the ministries. It should focus on certain key in-
dustries at any one time, more or less ignoring the rest; but should situate
policies for these industries within an analysis of the whole economy, bringing
multiple policy instruments to bear on them. This can be done without detailed
quantitative targets for investment and output for particular industries, which
are only likely to distract from the more substantive business of formulating
the broad vision of the appropriate directions for growth and choosing the
specific industries to be promoted. Multibusiness, multinational corporations
undertake a broadly similar type of strategic (rather than comprehensive) plan-
ning as a matter of course, and their techniques can, with modifications, be
extended to multi-industry, multimarket countries.

In addition to the organizational factors considered above, the effectiveness
of such an agency is related to the decision criteria it uses. One of the great
merits of using export performance is its simplicity and clear connection to
competitiveness. It can be used to make a first judgment on assistance to firms
or industries; those that are doing well in export markets will be treated more
favorably than those which are not, other things being equal. When a country
is pursuing a domestic market-based strategy, particularly one which is led by
agriculture, simple and sensible decision criteria are more difficult to find
{(Pack and Westphal 1986). Above all, one must deemphasize criteria that, for
ease of measurement, focus on inputs, not on outputs.

The activities of such an agency are likely to be uncongenial to economists
trained to believe that targeting by officials will generally fail. That is one
good reason for curbing the number and influence of economists in the indus-
trial policy-making process, as was done in Japan, Korea, and Taiwan. The
other reason is that neoclassical economics has little to say about the issues
raised by the present shift of technoeconomic paradigm, of how to exploit the
opportunities opened by the new information technologies (Dosi, et al. 1988).
Of course, in Cuba, North Korea, the Soviet Union, China, and other centrally
planned economies, the more neoclassically trained economists the better.

Prescription 8: Develop effective institutions of political authority before
the system is democratized. The class structure of many developing countries
implies a cruel choice between faster economic development and well-de-
fended civil and political rights. Power and wealth are often concentrated in
groups engaged in socially unproductive activities (including renting out of
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land, money-lending, exploitation of bureaucratic or military office). Groups
based on industry must grow on the margins of power, perhaps as part of a
coalition of sections of the state bureaucracy and sections of the military. Of-
ten the rise of this ‘‘growth coalition’’ is attended by conflict as it tries to
displace groups with real coercive power, capable of taking the law into their
own hands. It may try to harness a popular political movement using nation-
alism or revolt against exploitative class relations as a rallying cry. Once it
can influence state power, it has to use that influence to shape a social structure
which is conducive to wealth accumulation through productive investment.
Most likely this will require some curtailment of the political and civil rights
of those who oppose the changes, and of the powers of democratically elected
legislatures (Huntington 1968).

The argument in favor of such a state is uncomfortable to those (including
myself) who cherish the civil and political freedoms of North American and
Western European countries—especially when ‘‘democracy,’’” more than any
other term in political discourse, now generates such a universal hurrah. ‘It
has been difficult for me to comprehend how free people can choose tyranny
for others,”” declares A. M. Rosenthal, former executive editor of the New
York Times. ‘*There is for me only one question that really matters about any
government: does it allow political freedom? Does it permit its citizens to
breathe and think and talk and write as free people?’” (1986:23). He goes on
to say that *‘the apologists for tyrannies argue that economic progress has to
come first, and that democracy is really too expensive a way of achieving it.
This is said in all seriousness, as if there were evidence that despotism some-
how is more efficient than freedom. The exact opposite seems so obviously
true * (p. 24). (Rosenthal includes the Park and Chun regimes of Korea
as tyrannies, and would presumably so call the Nationalist government of Tai-
wan.)

Rosenthal’s Manichean assertions notwithstanding, the balance of argu-
ment and evidence seems to me to point the other way. People who live in
societies where, for a whole century or more, they have been able to see ‘free-
dom of opinion’’ as about whether editors get sent to jail or not, find it hard to
comprehend the priorities of people in societies where freedom is also re-
strained by fear of the assassin’s bullet and fear of being thrown off one’s land
by trumped-up suits and corrupt judges. In such societies the priority is to
institutionalize a system of order before it is democratized—to move from a
system where the press is controlied by people with wealth and private armies
to one where it is controlled by the state, before reaching one where it is con-
trolled by people with wealth but without private armies.

The executive branch needs to be stronger than the legislative branch, to
“rule’’ while the legislature ‘‘reigns.”” An elected legislature is likely to be
directed less by a view of the common good than by, in Adam Smith’s phrase,
*‘the clamorous importunity of partial interests”’ (1775:438). A state in which
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the legislature is strong relative to the executive will find it difficult to hold the
line against unbalanced increases in consumption at the expense of invest-
ment, and difficult to direct government assistance to uses which can meet a
national interest test rather than a clamorous importunity test. Conversely,
where the executive is relatively strong, there is a better chance that policies
will not careen from side to side because of frequent turnover in power. This
makes for a more stable business environment, facilitating longer-term cor-
porate investment. And it helps the bureaucracy to oversee the operation of
the economy.

Historically, individual property rights, constitutional restraints on the
state, ‘and the rise of the bourgeoisie occurred before the advent of mass de-
mocracy (Huntington 1984). Both Taiwan and Korea now provide support for
the proposition that the stability of a new democracy depends upon the devel-
opment of broad-gauged political institutions prior to the expansion of politi-
cal participation. As we noted, they were in the middle of a rights ranking of
middle-income countries in the early 1970s; Taiwan was in the same position
in the early 1980s while Korea had fallen a little lower. As of the late 1980s,
they are making a transition to stable and partially democratic systems, with
the prospect of more democratization to come. Japan, of course, has had much
better defended rights since World War II. But Japan's primary industrial rev-
olution took place during the late nineteenth and early twentieth centuries, at
which time its political and civil rights were quite restricted, its government
distinctly authoritarian and oligarchic. For the past thirty years Japanese voters
have gone to the polls with slimmer expectations that the result could be a
change of government than in any other industrialized democracy; and the
representatives whom they elect have had less influence on the major decisions
affecting the national welfare than in any other industrialized democracy.

Large cross-sectional studies of developing countries show that democratic
regimes tend to grow more slowly than authoritarian ones. Robert Marsh, us-
ing a sample of ninety-eight developing countries and several development
indicators for the period from 1960 to 1970, concludes that *‘political com-
petition/democracy does have a significant effect on later rates of economic
development; its influence is to retard the development rate rather than facili-
tate it'’ (1979:244). Erich Weede, using a different method and a different but
also large sample of countries, concludes in part that ‘*political democracy looks
like a major barrier to economic growth in those countries where the state
strongly interferes in the economy’’ (1983:312).'5 But there is also probably

13 See also Adelman and Morris 1967; Huntington and Dominguez 1975. Dick (1974) finds the
reverse relationship. For a useful discussion, see Kohli 1986. Interventionist governments in
Weede's analysis had revenue equal to or greater than 20 percent of GDP in 1965 at all income
levels. He finds thirty-four such cases (thirty-five for one regression). He uses Bollen's (1980)
classification of countries as democratic or authoritarian in 1965 (excluding the centrally planned
economies). The methodological difficulties of establishing a causal connection between regime



LESSONS FROM EAST ASIA 375

more variation in the performance of authoritarian regimes compared to dem-
acratic ones at similar per capita incomes, some having mediocre to calami-
tous results. Many authoritarian governments do not give high priority to eco-
nomic development, being preoccupied with the task of excluding most of the
population from power.'® As per capita income approaches $4,000, the eco-
nomic advantages of continued restrictions of civil and political rights—of
continued consolidation of authority in the hands of the state—are probably
offset by the costs of growing conflict, weak legitimacy, and overburdened
state decision-making. This, at least, is a possible interpretation of the fact
that over the 1980s there have been virtually no noncommunist countries at or
above this income level without fairly competitive political systems. Singa-
pore is an exception, and Taiwan would have been had it not initiated demo-
cratic reforms in 1986.

Prescription 9: Develop corporatist institutions as or before the system is
democratized. State effectiveness depends on the coherence of state policies,
which is difficult to maintain when important parts of the state are beholden to
sectoral, ethnic, or regional interests. Effectiveness is therefore a function of
the degree of insulation (or ‘‘autonomy’’) from the surrounding social struc-
ture. Insulation is a function of, among other things (1) officials’ dependence
on the state for their income, not on interest groups; (2) officials’ expertise,
which gives them grounds for asserting their own preferences for state action
against those of interest groups; and (3) the extent to which the nation faces a
threat to ‘‘national interests’’ from other states, in response to which nonstate
groups are likely to confer substantial autonomy on state officials.

Even in a highly pluralist regime some bureaucratic insulation is conferred
by these conditions. In an authoritarian regime the insulation can be much
greater because the coalitional basis of the state is narrower. But insulation of
central officials from pressures in the wider society also carries costs. It may
erode feedback on economic conditions at the point of production and sale,
and may remove a potentially strong basis for the formation of a consensus on
the dominant factors influencing the course of the economy and the order of

type and economic growth are formidable; see Hicks and Patterson (1989) and the papers to which
they are responding. The gross categories of authoritarian and democratic regimes are too crude
to capture some important aspects of civil and political rights. In particular, by focusing on the
freedom or lack of freedom to choose rulers they miss the greater importance in the lives of
ordinary people of having power to shape the rules which govemn the immediate or local aspects
of their lives. Perhaps some authoritarian regimes with strong national-level executives neverthe-
-less grant or tolerate considerable latitude in the choice of local rules.

!¢ Dick (1974: table 1) provides some evidence of greater dispersion in the performance of
authoritarian regimes. One might relate the dispersion not only to goals (exclusion, economic
development, etc.), but also to the type of military they are associated with—the swashbuckling,
tribute-raising kind or the strategic-planning, military-engineering kind. In the decade following
the mid-1970s most Latin American countries have swung from authoritarian to partially demo-
cratic regimes (Gastil 1986).
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socioeconomic priorities. Even in the most centralized government, the course
of the economy is influenced by the decisions of many separate agencies—
decisions about the exchange rate, tariffs, interest rates, availability of capital,
wages, public expenditure, public borrowing, taxes, and more. Any attempt
at comprehensive control from a single point would overstrain the govern-
ment’s information capacity and power. Without a roughly common view
about decision premises, national economic policy decisions are unlikely to
achieve the degree of coherence needed for their overall success. Moreover,
when the thinking classes are wholly familiar with a certain range of ideas and
assumptions about the longer-term future there is a base of legitimacy for gov-
ernment-sponsored measures with long-term payoffs. This base of legitimacy
is especially important when some will be losers.

But such a consensus is always fragile, vulnerable to the whims of impor-
tant interest groups because of changes in circumstances, priorities, or evalu-
ations. A corporatist structure'”? to represent a limited set of major econotnic
interest groups—and thereby also to channel the demands placed upon the
state—can help to insure acceptance of negotiated outcomes. It can help to
mediate the uneasy tension between unrestricted market forces and social
peace, buffering the costs of economic adjustments to external market changes
while allowing adjustments to occur (Ruggie 1982). It does so by facilitating
reciprocity between big firms, government, and perhaps unions,'® in which
govemnment help is made conditional on stipulated performance by the other
parties; and by facilitating the use of state authority to steer groups away from
hostile strategies that yield the worst outcomes in Prisoner’s Dilemma situa-
tions. However, such arrangements are difficult to sustain where the idea of
the public or national interest is used primarily as a cover for advancing pri-
vate, class, or ethnic interests, where a core meaning shared by all the parties
is lacking.

The only evidence I know of on the economic performance of corporatist

7 In a corporatist structure, the state charters a limited number of major economic interest
groups, granting them a near monopoly of representation. In authoritarian regimes of the common
garden variety, the leaders control and appeal to the people directly, without this intermediating
structure of representation. And pluralist regimes differ from both in having a geographical rather
than functional basis of representation, and in having ‘‘free trade’’ in interest group access to the
state.

18 Inclusion of labor is obviously desirable in principle. But note that if labor exclusion is part
of a set of arrangements which generate high-speed growth, workers are protected to some extent
by high labor demand. Labor exclusion also gives a government more room to maneuver when
austerity comes, and that latitude can be used to restore fast growth more quickly (compare Mex-
ico and Taiwan). But the more mature an economy becomes the less likely is economic growth to
be sufficiently fast to meet the normal aspirations for economic security. It is then of the first
importance that the institutional arrangements made to provide security do not erode the pressure
on people to work hard or convert security guarantees into obstacles to adjustment. The key is to
build up labor commitment, so that effort is not based simply on an exchange of effort for pay.
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regimes comes from already wealthy and democratic countries, whose corpo-
ratism is of the *‘social corporatist’’ type. Here peak associations have more of
a policy-initiating role than under ‘‘state corporatism.’’ The evidence suggests
that countries with social-corporatist arrangements (such as Austria, Norway,
Switzerland, and Sweden) have enjoyed above-average incomes and eco-
nomic growth, with lower inflation and unemployment, than pluralist coun-
tries. In particular, those countries with arrangements for centralized bargain-
ing, politically dominant social democratic parties, and centralized unions,
tended to weather the international economic crises of the 1970s better than
others. Pluralist countries like the United States and Great Britain, which tol-
erate raw adversarial outcomes between economic interest groups, have been
less successful in adjusting to these crises. ! But this conclusion cannot readily
be extended to cover corporatism in developing country conditions, about
which there is little evidence. I expect that state corporatist regimes vary more
in their economic performance than pluralist ones. Salazar’s Portugal and Pe-
rén’s Argentina, both state corporatist, had dismal records, while Taiwan and
Korea have had exceptionally good ones (also Japan in its extreme state cor-
poratism of 1940-41). The variation may be closely connected to rulers’ ob-
jectives. In East Asia a shared sense of the external vulnerability of the nation
has helped to concentrate the rulers’ minds on performance-enhancing mea-
sures as a means of their own survival.

The Taiwan case shows an interesting variant of state corporatist arrange-
ments. Formal industrial associations are weak, as we saw; but there is plenty
of communication between government officials and firms of an informal, of-
ten dyadic kind. Industrial Development Bureau officials often spend several
days a month visiting industry associations and firms in ‘‘their’’ industry, for
example.?® These and other means of keeping in touch with firm-level facts
are vital if the government is to intervene to promote specific industries,
whether as leader or follower.

Prescription 10: Make piecemeal reforms even in saoft states so as to create
an institutional configuration better able to support a modest industrial policy.
Suppose one agrees that governed market policies can improve on the eco-
nomic results of free or simulated free market policies. Whether such gains
are realized depends on the existence of certain organizational arrangements,
as just indicated. When such arrangements are not already in existence, ad-
ministrative and political reforms can create them. But these reforms cannot
be simply willed into existence, and their effects take a long time to come

!9 Wilensky 1981; Schmitter 1981; Schmidt 1982; Wilson 1985:110; cf. Zeigler 1988:chapters
3-4. 1 have not examined the Latin American evidence. U.S. and British economic performance
has improved during the 1980s in terms of many aggregate indicators, though market share in
many of their high-technology industries continues to erode.

20 For a South Korean exarnple of little formal communication combined with abundant infor-
mal communication, see Wade 1982a:54-56, 90.
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through. Given this, one might argue that—even accepting the potential gains
of governed market policies—most states should move toward free market
policies as fast as possible, on grounds that softer states can sustain these pol-
icies more easily than governed market ones.

Paul Krugman, for one, argues that even though recent work in trade theory
provides a rationale for an activist trade strategy in certain conditions (which
are, however, unlikely to apply to developing countries), the gains may not be
large and the strategy is difficult to implement because of its vulnerability to
hijacking by special interest groups. Hence, he says, free trade rules are best
for ‘‘a world whose politics are as imperfect as its markets’’ (1987:143). In-
stead of political factors being biamed for the inability of governments to fol-
low economically rational free trade policies, political factors are now brought
in to say why free trade remains politically best even after it is shown to be
not always economically best (Helleiner 1988). This is but a special case of
the “‘practical optimality’” of free markets. Even if free markets can be shown
to be suboptimal according to some ideal allocation system, they are the
method which produces the least inefficient resource allocation in practice, the
argument runs. The alleged alternative, administrative allocation, will pro-
duce worse results because it is not subject to anybody's bottom-line con-
straint.

There is something to be said for this argument. The image of the high-
salaried official who knocks off to play golf at 4:30 leaving a pile of files on
his desk and then, when he gets to your application three weeks later, casually
says no, is more outrageous than that of the wheeler-dealer entrepreneur who
is continually creating monopolies, rigging prices, making false advertising,
and so on. But proponents of this argument fail to explain why, if vested in-
terests are strong enough to defeat sensible selective interventions, they will
not also be strong enough to distort markets and defeat free trade. Free trade
is not self-enforcing. Vested interests seek to maintain the structures in which
their interests are vested, rent-seckers seek to preserve the conditions that cre-
ate rents. Karl Polanyi reminds us that Adam Smith’s ‘‘natural propensity to
truck and barter’’ had not sufficed to produce free markets in England. ‘‘The
road to the free market was opened and kept open by an enormous increase in
continuous, centrally organized and controlled interventionism’’ (1957:140).
A passionate exponent of free trade agrees that ‘‘a courageous, ruthless and
perhaps undemocratic government is required to ride roughshod over spe-
cial interest groups’’ that stand in the way (Lal 1983:33). In practice, then,
free trade may be no easier to sustain than sensibly managed trade. (One won-
ders, incidentally, what fraction of GDP the United States spends on competi-
tion policies, including not only the cost of the relevant government agencies
but also the *‘chilling’” effect of antitrust legislation in inhibiting agreements
which might have been beneficial, as well as the transaction cost of the legions
ofdawyers involved in every move.)
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Even in the context of a relatively soft state it should be possible to institute
higher levels of effectiveness in limited parts of the state. It should be possible
for the state’s industrial policies effectively to do more than put a seal of ap-
proval on what the private sector would have done anyway. By bringing to the
negotiations its own sense of the appropriate direction of the economy, and by
paying for more rather than less of the costs of a new project which fits that
direction, it can still impart a directional thrust. The organizational arrange-
ment might take the form of a pilot agency which, though lacking the imple-
mentation power of MITI or Taiwan’s Industrial Development Bureau, still has
some statutory power which makes it necessary to the making of policy, so
that it can force its long-term perspective into pluralistic bargaining. One
would need to insure that appointment to the senior positions of such an
agency is by merit criteria; that the incumbents cannot be rotated in and out
according to the sway of factions or money; that the standard operating pro-
cedures allow the agency to stick to a purpose, so as to deal with surprises and
opposition in line with enduring goals; and that it has secure funding.

Elsewhere in the economic bureaucracy effectiveness and responsiveness
can be improved by several kinds of measures. There are the standard institu-
tion-building ones, including more financial resources, higher status, and big-
ger supervisory infrastructure. But more interesting are ones which attempt to
introduce more market-like features into bureaucratic incentive systems, while
remaining incremental in nature and not requiring sweeping changes in order
to have some effect (Lamb 1982; Murray 1989). These include ways of chang-
ing internal incentives and options, such as decentralizing managerial account-
ability within bureaus or agencies, inducing competition between sections
within a bureau or between agencies and parabureaucratic task forces, estab-
lishing more performance-based salary and promotion rules, creating a super
cadre with better pay and more exacting performance standards than in the
normal civil service, establishing public management accounting systems
which record output and performance as well as costs, and developing a ran-
dom-check performance auditing capability .by senior managers. These
changes can be complemented by ones which seek to put more market-like
pressure on the bureaucracy from outside, such as publicizing performance
targets and rates of achievement, organizing would-be beneficiaries into in-
dustrial associations and turning over much of the high-cost ‘‘retailing’’ end
of industrial service delivery to industry associations or private firms. Shifting
from ‘‘control by ownership’’ to ‘‘control by contract’’ can both improve
work incentives and reduce the administrative burden on the state. The state
retains control over a key segment of a service operation while subcontracting
out the other parts. Taiwan and Korea show how some of these ideas can be
operationalized (for Korea, see Wade 1982a).

These organizational requirements are no doubt difficult to meet in many
states, even if focused on only a small part of the civil service. But they are
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not of the kind that ask elephants to fly; they should not cause us to say that
outside the configuration of a hard state political reality dictates a close ap-
proximation to free market policies as the best practical way forward. We tend
to assume, wrongly, that the ills of public bureaucracy are intrinsic to this
generic type of organization, and therefore are inclined to embrace *‘the mar-
ket’’ as the preferred alternative. In fact, many of those ills are features of one
particular—though predominant—model of organization found in the corpo-
rate as well as the public sector. This ‘‘mechanical’’ model, characterized by
elaborate specialization of tasks and standardized procedures, by extended
chains of command and written communications, is now being radically re-
formed in the corporate sector of the West, so as to create organizations better
adapted to the exigencies of the new information and production technologies
(Hoffman 1989). These new forms of corporate organization can provide ex-
perience for new forms of public administration.

The current economic difficulties, and budgetary pressures in particular, are
making many governments more prepared to tackle difficult institutional is-
sues than would be the case in more normal times; they are running out of
alternatives. At the same time, the current conditions in the world economy
increase the potential advantages of pursuing GM policies—to modulate the
volatility of the world economy on the domestic economy, to help domestic
firms compete internationally in the face of increasingly fierce international
competition, and to force an early entry into information technologies. Firms
whose governments decline to provide assistance may relocate, or they may
resort to squeezing labor costs and intensifying work practices in order to
avoid losing market share, enlisting the power of the state to help them do so.
This higher premium on GM policies raises the advantages of undertaking the
organizational improvements needed to support them.

In any case, whether government seeks to promote particular industries or
seeks only to make all markets freer, it is likely to have to make organizational
changes along these lines. Even a government committed to free trade must
be purposeful, must have a system of policy management that recognizes the
effects of interactions among its own activities, and must be able to insure that
desired responses are forthcoming from the commitment of public resources
used as side-payments to those who would otherwise block market processes
(Heclo 1986). Free trade policies are no means of escape from the need to
improve the capabilities of governments.

The United States is a telling example. Lacking these capacities, the U.S.
government uses leaky protectionist instruments as much as most other indus-
trialized economies. But its departures from free trade are largely a case-by-
case response to domestic political pressures rather than being part of a strat-
egy for gestating or nurturing future competitive industries. With no one being
required to explain or defend what is being done, its industrial policies remain
ad hoc and implicit. Indeed, the philosophical repugnance against government
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involvement in industrial promotion is such that the government lacks both
detailed knowledge of industries and analytical capacity to select appropriate
actions. If an industry is in trouble, the government is meant to become in-
volved only when trade is said to be ‘‘unfair’’ or when national security is
involved; otherwise, whether the industry becomes more competitive, moves
offshore, or goes out of existence is a matter of government indifference—
because the market outcome is assumed to be best. This repugnance is trans-
lated into and then confirmed by organizational incompetence at carrying out
concerted industrial policies. The personnel policies of the federal government
compound the problem, for they are designed to attract (in the approving
words of a former associate director of the Office of Personnel Management)
‘‘competent people, not the best and most talented people,” who should be
encouraged to migrate to the private sectot, ‘‘the true vehicle for prosperity”™”
(cited in Allison 1989).

In these several ways, the United States is a model of what developing
countries should avoid. Yet the thinking of most of the international aid com-
munity, including usaib and the World Bank, is profoundly shaped by Amer-
ican conceptions of the role and competence of government. And the political
meta-assumptions of neoclassical prescriptions are calibrated to those same
ideas. All the more reason for developing countries to study the East
Asian experience to see how government and capitalism are arranged where
economic development has been a top national priority for decades. And all
the more reason for economists to accept the challenge of constructing a the-
oretical rationale for the non-neoclassical East Asian facts. When the next
Wealth of Nations comes to be written, it will look more favorably upon gov-
erning the market. The first Adam Smith would surely approve. It was he who
warned from his study of the history of astronomy, ‘‘The leaned give up the
evidence of their senses to preserve the coherence of the ideas of their imagi-
nation’’ (in Lindgren 1967:77).
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FISCAL INCENTIVES

1970

Electric Manufacturing Industry

Electric motors

Blast-proof electric motors

Telecommunication equipment or full-time manufacture of components
and parts (limited to telephone sets, manual telephone switchboards, au-
tomatic telephone exchanges, wire and wireless telegraph receivers and
transmitters)

Wire

Electric cable (including aluminum wire and steel-core aluminum cable)
Electric fans

Transformers

Lightning arresters

Switches and switchboards

Dry cells and instant rechargeable batteries

Fluorescent lamps and accessory equipment

Television sets (assembly excluded)

High-voltage input capacitors

Permanent magnets

Semiconductors and assembled circuits

Electronic tubes (those for lighting use excluded)

Electronic computers and important components

Fish detectors

Tape-recorders and video recorders (assembly excluded) and important
components

Navigation instruments

Elevators and escalators

Electronic supplies (including transformers, coils, capacitors, resistors,
electromagnetic supplies and components, micro-motors, printed circuit
boards, filters, tuners, speakers, switches, relays, and delay lines)

Note: For industries handling items 1, 4, 5, 6, 10, and 11 above, a minimum of 50 percent of
the output must be exported.

23,

Manufacture or processing of semifinished electronic and/or electrical
components and parts, including control facilities, meters, and their



384 APPENDIX A

semifinished components and parts. (Names of proposed products must
be submitted to the Ministry of Economic Affairs for approval prior to
commencement of production. If imported raw materials are to be used,
the factory must be either registerd as a bonded factory or using bonded
warchouses or located within an export-processing zone. To be eligible
for encouragement measures, enterprises manufacturing or processing
articles covered by this item must export all their output.)

Textile Industry
1. Knitted goods
2. Garments
3. Cloth
4. Yarns

Note: Products must be made of cotton, wool, hemp, silk, artificial fibers, or blends. For in-
dustries handling items 1 and 2 above, a minimum of 80 percent of the output must be exported.
For industries handling items 3 and 4 above, a minimum of 50 percent of the output must be
exported.

1982

Electrical Equipment
Manufacturing
Industry
1. Generators
a. Diesel electric generators (limited to those with a generating capacity
of 500kw of electricity or above)
b. Hydroelectric generators
c. Turboelectric generator assembly and parts and components thereof
(limited to those specially designated by the Ministry of Economic Af-
fairs)
2. Electric motors
a. Explosion-proof electric motors
b. DC electric motor (limited to those where such products are produced
with the capacity of one-half HP or above and put together with locally
made rotors and staters)
c. Servo motor or synchronous motor
3. Power transformers and capacitors
a. Dry transformer
b. Power transformers (limited to those which transform voltages of
161KV or above)
c. Pad mount transformer
4. Transmission and distribution equipment
a. Potential transformer (limited to those which are of the 33KV class or
above)
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Current transformer (limited to those which are of the 33KV class or
above)
Breakers (switches)
(1) Minimum oil circuit breakers (limited to those which are of the 11KV
class or above)
(2) Vacuum circuit breakers (limited to those which are of the 33KV class
or above)
(3) Leakage circuit breakers
(4) Other high-voltage circuit breakers (limited to those which are of the
24KV class or above)
High-voltage power safety fuse (limited to those which have a voltage
rating of 3,000 volts or above)
High-voltage connector, high-voltage select switch, subconnector for
power distribution use (limited to those where such products are pro-
duced with a working voltage of over 3,000 volts)
High-voltage lightning arresters (limited to those which are of the
24KV class or above)
Overload relays
Motor-starting relays
Marine electric motor distribution panel (control panel) (with a mini-
mum local content ratio of 70 percent)
Air-conditioning or refrigeration equipment
Air-conditioning or refrigeration equipment for marine use (with a min-
imum local content ratio of 70 percent)
Refrigerant compressors (excluding those used in refrigerators)
Elevators
Automatic elevators (limited to those which manufacture control sys-
tems by themselves)
Automatic escalators
Lighting materials
Fluorescent mercury lamps (limited to those where such products are
produced with self-made inner tubes)
Sodium mercury lamps (limited to those where such products are pro-
duced with self-made inner tubes)
High-efficiency fluorescent tubes (limited to those which have an inten-
sity of illumination of 80 lumen or above)
Electric wires and cables
Double-coated enamelled wire
Corrugated cables
Power cables (limited to those which are of the 69KV class or above)
Optical fiberglass communication cables
High-voltage insulating tubes, tapes (limited to those where such prod-
ucts are produced with a working voltage of over 6,600 volts)



386 APPENDIX A

10. Bakelite (limited to those where such products are made of phenolic or
€XpOoXy resin)
11. Electrically operated hand tools with double insulation
12. Cells
a. Hgcells
b. Ni-Cd celis

Textile Industry

1. Tire cord fabrics of synthetic fiber

2. Dyeing and finishing of textiles (limited to those which after inception or
expansion have a minimum annual production capacity of fifteen million
meters and are equipped with pollution preventive equipment)

3. One hundred percent cotton or blended cotton sewing thread whose yarn
count is 60/1 ECC or more: (1) limited to those which after inception or
expansion have a minimum annual production capacity of 150 M/T; (2)
whose products conform to the CNS National Standard; (3) which engage
in full-time production

4. Silk fabrics (limited to those which produce silk fabrics using indigenous
silk yam and which constitutes 50 percent or more of the materials used)

Sources: ‘*Categories of Enterprises Eligible For Encouragement by Way of Reduction or Ex-
emplion of Profit-seeking Enterprise Income Tax,”’ Industrial Development & Investment Centre,
May 1970; *‘Categories and Criteria of Productive Enterprises Eligible for Encouragement,’” In-
dustrial Development and Investment Centre, May 1982.

Note: These lists give only the itemns eligible for the tax holiday (or accelerated depreciation).
Other lists give the items eligible for the other fiscal incentives.
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POLITICS OF THE 1958-62 ECONOMIC REFORMS

TAIWAN’S LIBERALIZING REFORMS of 1958-62 are normally presented as a ra-
tional response to the exhaustion of first-stage import substitution. More by
omission than commission, the transition is portrayed as smooth and unprob-
lematic. Only Gustav Ranis makes the qualification that the period between
1954 and 1958 was characterized by a good deal of *‘backing and filling and
indecision” on the question of the appropriate direction ahead (1979:219).
The following account, based in large part on unpublished research by Robert
Silin,! shows what that ‘‘backing and filling was about. With little other re-
search available on the interplay of interest groups in Taiwan’s development,
the argument should be interpreted as a series of propositions in need of further
examination rather than a statement of settled facts. It may give too much
weight to interests and too little to the trial-and-error shift of policies and to
the process of institutional rationalization.

The early period of the Nationalist government on Taiwan was character-
ized by much greater conflict between rival groups within the bureaucracy than
has been the case since the early 1960s. At first it was between officials of the
incoming central government and those of the in situ provincial administra-
tion. After that struggle was won by the central government side, the conflict
took place between two main groups within the central government competing
for the president’s support. This second conflict was very important for the
direction of economic policy.

It may seem surprising that the central government on its arrival from the
mainland should have to struggle for control of the governance of Taiwan
against its own subordinate provincial administration. What happened is as
follows. From 1945 until the early 1950s, the provincial administration of
Taiwan province had far more autonomy than the other provinces under Na-
tionalist party rule on the mainland. The reasons were the fifty years of sepa-
ration under the Japanese, the Nationalist party’s preoccupation with the civil
war, and the determination of the early governors to set an independent course
for their administrations, especially so as to insulate Taiwan from the raging
inflation on the mainland. (Taiwan was allowed to issue its own currency after
1945.) As a corollary, the early governors centralized control over economic

! Untitled, undated, unfinished typescript, received from the author April 1984. I am grateful
to him for sharing his work. I am also grateful for comments on the argument from Tun-jen
Cheng, Stephan Haggard, and Ying-mao Kau.
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activity—monetary policy, trade, and transport—at the top levels of their ad-
ministrations. So when the central government retreated to Taiwan, a fairly
strong provincial administration was already in place. What is more, that ad-
ministration controlled the funds on which the central government, having lost
the mainland, was reliant. Even after the central government arrived, its dis-
organization meant that control of foreign exchange and foreign trade contin-
ued to rest with the provincial government. Only gradually and against bu-
reaucratic opposition did the central government succeed in reestablishing its
control by coopting key financial institutions and sources of revenue.

In particular, the central government acted to get control of U.S. aid funds
out of the hands of the provincial administration and into its own. This it did
through the creation—*‘at the suggestion of the director of the (U.S.) Mis-
sion”’ (Jacoby 1966:59)—of the Economic Stabilization Board (ESB) in 1951,
ESB was made an agency of the central government, responsible directly to
the cabinet, and to it were gradually transferred the major economic manage-
ment functions which had previously been with the provincial government’s
Production Control Board. The latter was abolished in 1953, signalling the
triumph of the central government’s three-year struggle for ascendancy. From
then on the major guiding organization was EsB, which was responsible for
preparing plans, formulating monetary, fiscal, and trade policy, coordinating
military and civilian expenditures, formulating the expenditure budget for the
counterpart funds, screening private investment applications, and approving
all large loans from domestic banks and all foreign loans of whatever size.
Some 60 percent of total industrial production still came from public enter-
prises in 1953-54, so Esg had many direct administrative responsibilities in
matters of production. The principal members of ESB included the finance
minister, who was its chairman, the ministers of economic affairs, communi-
cations, and defense, the head of the Bank of Taiwan (the de facto central
bank), the head of the government procurement agency, the provincial gov-
emor, and the heads of the provincial bureaus of finance, reconstruction, and
communications. U.S. officials were present in the formal capacity of observ-
ers.?

In 1953 the EsB decided to delegate some of its work load to two newly
created organizations. One was called the Foreign Exchange and Trade Con-
trol Commission.® The commission’s job was to deal with exchange rates;
allocation of foreign exchange, and other trade policy issues. Its great power
came especially from the considerable undervaluation of foreign exchange,
which meant its officials had the power to confer large windfall ‘‘rents’’ to
those who got access to underpriced foreign exchange, because the market

2 U.S. staff had much more influence than *‘observer’” status suggests.

3 In fact, the Foreign Exchange and Trade Control Commission began as a provincial govern-
ment agency in 1951, when Yui was provincial governor. It became a central government agency
when Yui became premier.
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value of imported goods was much greater than the valuation given by the
official exchange rate. ESB created the Industrial Development Commission
(Ipc) at about the same time. IDC was responsible for identifying industrial
projects and getting them started: this is the body which, following the former
National Resources Cormmission of the central government and the Production
Control Board of the provincial government, guided and stimulated the laying
down of an industrial base in Taiwan.

One of EsB’s agencies, then, dealt primarily with monetary aspects of trade
and aid, the other directly with issues of what industries should be created.
The two agencies became the focus of the two groups which struggled for
ascendancy in economic policy determination through the 1950s, up to the
liberalizing reforms of 1958 and beyond.

The leaders of the two groups were Chen Cheng and O. K. Yui (Yui Hung-
chun). They were both close to Chiang Kai-shek. Chen Cheng had a reputation
for military prowess, and his loyalty to the president was never in doubt.
0. K. Yui enjoyed the president’s closer personal trust, perhaps partly because
he successfully organized the transfer of a large part of the Nationalists’ gold
reserves to Taiwan. The two men followed each other around the top positions
of government, as the president attempted to keep power in his own hands by
encouraging competition between them. Chen Cheng was governor of Taiwan
for a year from 1948 to 1949; then premier in the central government until
1954; then vice-president (a largely honorific post to which the president
transferred him in order to curb his growing power); and premier again in
1958, a position he held until 1963. O. K. Yui, for his part, was governor of
Taiwan in 1953; premier following Chen Cheng in 1954; and resigned as pre-
mier in 1958 to make way for the return of Chen Cheng.

The two men stood at the head of long faction chains with distinct locations
in the government apparatus, and they pursued economic objectives consistent
with building the strength of the part of the apparatus they controlled. Basi-
cally O. K. Yui's group had power in the financial agencies and Chen Cheng’s
had power in the industrial agencies. Yui's group had the Finance Ministry,
the Bank of Taiwan, and the Foreign Exchange and Trade Control Commis-
sion (whose chairman was the finance minister). The crucial Economic Sta-
bilization Board was also primarily under the control of Yui’s group; it too
was chaired by the finance minister. Chen Cheng’s group had the Production
Control Board, the government procurement agency, and subsequently the
Industrial Development Commission. Chen Cheng’s main lieutenant and chief
economic advisor on industrial strategy, K.Y. Yin (Chung-yung Yin), was
from 1953 to 1955 head of the Industrial Development Commission.

Yui’s group stood for monetary stability, a balanced budget, no trade defi-
cit, more consumer goods imports and fewer capital goods imports; and also,
strangely in the normal Western syndrome of ideas, for more public sector
control of economic activity, for a continuing predominant role for public en-
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terprises. Yui and his associates supported multiple exchange rates as a way
of limiting the inflow of imports while at the same time allowing cheap im-
ports of necessities so as to keep prices down. Their views followed a long
Chinese tradition which stressed that the key to economic prosperity lay in
prudent monetary policy. But their views were also congenial to the most pow-
erful military figures, who placed the immediate retaking of the mainland as
the number one objective. Yui did not attach great importance to broad-based
industrialization and, therefore, by default allowed the military to get a greater
share of government revenue. Moreover, Yui’s support for public enterprises
(e.g., by reserving the Bank of Taiwan’s loans for public enterprises) helped
to maintain state dominance in the economy, which the military also wanted,

Chen Cheng supported the president’s belief that retaking the mainland was
the number one objective, but argued that it could only be done as a medium-
term objective once Taiwan had built up a strong industrial sector and had a
sufficiently prosperous economy, involving both mainlanders and native Tai-
wanese, to win popular support behind the government. But Chen himself did
not claim to be a strategist of industrialization; he relied heavily for his eco-
nomic views on a group of people, mostly American-trained engineers,
headed by K. Y. Yin. Yin, an electrical engineer, had worked in the govern-
ment procurement board’s U.S. office during the Second World War and
then in a senior capacity in the Taiwan Production Control Board before be-
coming chairman of the Industrial Development Commission in 1953. Yin and
his associates argued that rapid and broad-based industrialization was the first
and immediate priority. This was the way to (as they put it before the term
came into general fashion) a more self-reliant economy, able to pay its own
way in the world. They argued from the early 1950s onwards that this would
require reduced government control of foreign trade and increased competition
between domestic firms. This would in turn require more activity in the private
sector; and specifically the government would have to give up the automatic
assumption that new industrial projects should be developed by public enter-
prises. But Yin found that the emphasis on monetary stability, zero trade def-
icit, and multiple exchange rates coupled with import controls which Yui and
his group gave priority to, ran contrary to this strategy—as also, obviously,
did Yui’s favoring of public enterprise. In particular, Yin found it difficult to
find private entrepreneurs to take on the projects he wanted them to (such as
the window glass factory, the man-made fiber factory, and the plastics factory)
because the banking system, controlled by Yui’s group, was unwilling to lend
and because the exchange rate policies pursued by Yui’s group meant that
entrepreneurial profit was to be found in trade more than in production. So
undervalued was foreign exchange for many items that huge profits could be
obtained if a license to import could by one means or another be obtained. In
this way, the issue of exchange rate policy came to be the central point of
‘contention between the two groups.
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Yin had some striking successes. In particular, his allocation of the plastics
industry (initially a single factory) to the private sector was considered a tri-
umph, because he had been under strong pressure to reserve it for public en-
terprise. He was helped by several overseas Chinese economists (including
T. C. Liu, S. C. Tsiang, and John C. H. Fei) and U.S. advisors. The latter
(including the influential Wesley Harrison) exercised power especially via
their aid leverage. They were keen to promote a larger private sector as part
of a wider strategy of discouraging the build-up of military preparedness for
retaking the mainland and instead encouraged economic competition with the
mainland. Taiwan, they argued, should be developed as an economic and po-
litical showplace for the free enterprise system in Asia (Jacoby 1966). It was
important that the private sector be built up, for an economy with 60 percent
of industrial production coming from state-owned enterprises might be
thought to be other than a model free enterprise system.

However, predominant power in economic policy-making remained with
the monetarist group. Yui was the premier during this period (1954-58), and
Hsu Peh-yuan, his leading lieutenant, was minister of finance, chairman of the
Economic Stabilization Board, and head of the Foreign Exchange and Trade
Control Commission. The Industrial Development Commission, headed by
Yin, depended on funds approved by the Economic Stabilization Board; and
so the rate at which it could promote industrialization depended on the will-
ingness of Yui’s group to supply funds. Chen Cheng could help Yin a little,
but since being elevated to the honorific post of vice-president he lacked the
power of Yui and Hsu. Yin became minister of economic affairs in 1955, but
this ministry was then less powerful than the Ministry of Finance; so this ad-
vance in Yin's position did not greatly alter the balance. In any case, Yin
resigned as minister in the same year, because of allegations of involvement
in a malconduct case (of which he was later acquitted).

The big change came in 1958. In that year, the president forced Yui to
resign as premier and appointed Chen Cheng in his place. Chen had already
been given one of the top positions in the party, and had got one of his close
associates into another very senior position in the party. Chen then proceeded
to install his people in all the key posts—except minister of finance, which
Hsu retained. But the finance minister lost his concurrent post as head of the
powerful Foreign Exchange and Trade Control Commission. That post was
given to K. Y. Yin, who was also made secretary-general in the Economic
Stabilization Board (whose chairman continued to be Hsu, the finance minis-
ter). This change is important, because it signals the first time that the crucial
agency of monetary and exchange control had been put in the hands of a mem-
ber of the industrializers’ group, the first time that substantial financial and
trade contro] had been fused with industrial policy control. At his first press
conference after taking charge, Yin announced that financial policy would no
longer be an end in itself but would be made subordinate to wider economic
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policy. Later in the same year, 1958, Chen dissolved the Economic Stabili-
zation Board altogether, giving its responsibilities to the already existing
Council on U.S. Aid (cusa). Into the key role of cusa vice-chairman stepped
K. Y. Yin.

Shortly afterwards, the now celebrated “‘liberalizing’’ reforms were an-
nounced. They included the unification of the exchange rate; easing of import
and export controls on many items; increased incentives for exporting (in the
form of greater availability of export finance and of duty rebates on the import
of items to be processed into exports); and more loans to private industry-—
all things that Yui’s group had opposed.

The big question, of course, is why this change took place. The liberaliza-
tion is normally presented as a move from darkness to light, from error to
sense. In Taiwan’s political system, the question has to be more specific:
Given the extraordinarily great concentration of authority in the hands of the
president, why did the president accept economic reforms at this juncture?
Was it largely because he saw that reforms were a sensible response to grow-
ing economic difficulties? Silin suggests that the president’s acceptance of re-
forms probably came as a by-product of his wish to reorganize the chief per-
sonnel in his government rather than because he had reconsidered his
economic priorities.

By 1958 Yui had been premier for four years. In this time his personal
integrity had been damaged; he had lost several struggles with the legislative
assembly, which was taken as a sign of declining administrative effectiveness;
and ironically, given that his policies favored the military, he was not seen by
the mainlander group as a sufficiently martial figure. Chen’s personal integrity
remained untarnished, and he had a public reputation as a great military leader.
That mattered, especially in 1958. That year the militaries of the People’s
Republic of China and the Republic of China fought air and sea battles over
possession of Quemoy island in the Taiwan straits. In return for its assistance,
the United States persuaded Chiang Kai-shek to agree that henceforth the Re-
public of China would be only defensive; it would not attempt to recapture the
mainland. This agreement marked a consolidation of the view that the Nation-
alists had to give top priority to economic development of Taiwan. At the same
time, to deter adventurism on the part of the mainland, Chiang wanted to re-
furbish the image of military preparedness. Chen in any case was the only
obvious alternative. Chen himself may perhaps not have believed particularly
strongly in the liberal reforms, but as the leading opponent of Yui, he had to
be seen to be pushing a distinctly different strategy, which happened to be the
liberalizing strategy as formulated by Yin. Yin of course wanted the strategy
because he thought it a sensible solution to growing economic difficulties. But
the president accepted the strategy mainly because he wanted to change his
leading personnel for reasons not closely connected with economics, and the
chiange in strategy came along with the new personnel.
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It is important, however, not to interpret this struggle in terms of the di-
chotomy of market versus plan and claim the result as a victory for the free
market side. In fact, the difference in the role of government wanted by both
groups was not very large, and both groups were much closer together than to
the prescriptions of neoclassical economics or to the actual role of government
in economies of the Anglo-American type. The victory of Chen Cheng and
Yin gave rise to a determined state-led establishment of heavy and chemical
industries, at the same time as it ushered in the celebrated liberalization.

In those few accounts of Taiwan which make any reference at all to govern-
mental institutions and institutional change we have to make do with expla-
nations of the kind that Jacoby gives for the abolishment of the Economic
Stabilization Board. ‘‘By the mid-1950s inflation had been restrained, and the
objective of economic development had gradually come to the fore. Hence,
the Board was dissolved in 1958, and the Council on US Aid and the Joint
Commission on Rural Reconstruction took over the administration of the
whole aid program’’ (1966:60, emphasis added). Here as elsewhere Jacoby
simply omits politics and the interplay of interests. Specifically, he fails to
mention that ESB had been dominated by Yui’s group, which had just lost a
round in the struggle against Chen’s. Dissolution of the ESB was part of
Chen’s consolidation of victory. It would be highly desirable to have similar
accounts of interest interplay for later stages in Taiwan’s development.
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