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EXECUTIVE SUMMARY
 

This paper draws some general lessons for industrial 

strategy from the experiences of three Asian countries: Taiwan, 

Korea, and the Philippines. It indicates that the successful 

efforts of East Asian governments to promote industrialization
 

went well beyond a commiitinent to relatively efficient pricing 

policies. However, it suggests that the strategic interventions 

initiated by the governments of Korea and Taiwan, lthouch quite 

different in character, were successfuL in a "hard" political 

environment. In "softer" political environs, such as the 

Philippines, strategic interventions might not promote additional 

growth benefits as they did in East Asia. Rather, these 

government strategic interventions might degenerate into rent

seeking and socially inefficient industrial growth. The paper 

concludes with some suggestions foc what kinds of strategic 

interventions might be helpful in "soft" states.
 

Most fundamentally, the governments of Korea and Taiwan 

strategically intervened ;c address three basic development
 

problems: transactionally costly (or inefficient) markets,
 

limited organizational capabilities, and uncaptured positive
 

externalities. in their broader conception of industrial
 

development, these East Asian governments conceived of -the
 

industrialization process as a transition from a low-level
 

equilibrium, characterized by transactionall costly markets,
 



limited organizational capabilities, and pervasive, uncaptured 

positive externalities, to a dynamic disequilibrium in which 

markets operate with increasing efficiency over time 

participants in industry reciprocally take advantage of, and in 

turn create positive externalities, and organizations 

progressively improve their capabilities. Accordingly, Korea and 

Taiwan both stri tegically intervened in the development process, 

beyond simply trying to alleviate market failures, to address 

these issues and thereby to set in motion an accelerated 

industrial growth dynamic. In Korea, the covernment pursued a 

strategy we call "government-directed learning". In Taiwan, the 

government chose to foti ow a strategy of "unbalanced growth" very 

much in line with what Hirschman outlined in his Strategy of 

Economic Development in 193. In terms of trade policy, both 

countries, as has been widely reported, were outward-oriented. 

However, their trade regimes were dualistic (protecting domestic 

production, while promoting exports) rather than neutral. 

The examples of Korea and Taiwan are used in this paper to
 

spell out the ways in which interventionist industrial strategies
 

can accelerate the requisite industrial transitions in "hard"
 

states (states whose governments are capable of devising,
 

implementing and sustaining socially beneficial industrial
 

policies). These East Asian NIC's are also used to delineate
 

some relations between initial developmei.t conditions (cultural
 

patterns, levels of human capital, market development, etc.), the
 

character of strategic interventions in "hard" states and the
 

nature of the subsequent industrial transitions.
 



Having explained the character and success of industrial
 

strategy in "hard" states, we then turn to the subject of the
 

consequences of adopting similar industrial strategies in "soft"
 

states (those more vulnerable to socially costly rent-seeking
 

behavior on the part of powerful private interests or government 

officials), such as the Philippines.
 

The first lesson for "soft" states is that interventionist 

industrial strategies, such as government-directed !.earning as 

practiced in Korea, can potentially make things worse off, rather 

than better off, as compared to laissez faire outcomes. The 

combination of highly, selective instruments of intervention and 

concentrated economic power associated with government-directed 

learning aftords enormous opportunities for socially unprcductive 

rent-seeking behavior on the part of business elites and 

government cfficials, opportunities that are likely to prove 

irresistible in "soft" states. Thus, in Korea, rents accruing to 

firms from government industrial policies were reinvested in 

making firms more competitive on world markets, while in the
 

Philippines, similar rents accruing to selected industrial
 

enterprises went to Swiss bank accounts.
 

Second, across a wide range of levels of market development,
 

the net benefit, relative to laissez faire, of promoting
 

endogenous expansion via the initial stimulus of lumpy, publicly

supported investments, a la Taiwan, is shown to be positive,
 

although the magnitude of the benefits is less than in "hard"
 

states. Even in a relatively weak state, the interventions
 

associated with unbalanced growth could help promote sequential
 



externalities, while being less likely to undermine spontaneous,
 

laissez faire industrialization than could interventions
 

associated with purported learning strategies.
 

Third, as with the analysis of "hard" states, the case for
 

interventionist industrial strategy weakens in countries with
 

substantial initial capabilities (market and organizational).
 

But, whereas in "hard" states the case weakens because net
 

benefits relative to laissez faire decline but remain positive,
 

in "soft" states the net benefits of strategies o: jovernment

directed learning in particular turn sharply negative w.ith
 

increases in initial levels of market development, reflecting
 

increases in the potential for spontaneous, laissez faire
 

industrialization with higher initial capabilities, and thus a
 

rising opportunity cost of blocking the spontaneous process.
 

In short, the paper illustrates that there is no single
 

industrial strategy appropriate for all less developed nations at
 

all times. What matters is :he closeness of fit between, on the
 

one hand, the chosen strategy of industrialization and, on the
 

other, a nation's economic and social environment and the kind of
 

policies that a nation's government has the capability of
 

administering effectively over the long haul, given the character
 

of the political mechanisms of decision-making.
 

KZ,
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Strategic Interventions and the Political Econ 
of Industrial Policy in Develophng Countries 

by 

Tyler Biggs and Brian Levy 

Questions concernin injdustrial strategy are returning to the forefront of 

develoFpint economics after a long period in eclipse. The egregious 

misallocations of resources that resulted from most import-substituting 

strategies of irnustrialization led economists in the 1970s and early 1980s to 

analyze industrialization as a subset of the more general question of efficient 

resource allocation. The resultant policy recomnendat ions, irprtant 

correctives to earlier excesses, stressed the importance of 'getting prices 

right', of ensuring that factor and output prices reflect opportnmity cost, of 

urdistorted (meaning outward-oriented) trade policies, and of a laissez-faire 

attitude tcards markets in general. 

This paper attempts to draw some general lessons fc: industrial strategy 

from the authors' field research and related work in Korea, Taiwan and the 

Philippines. Field experience has strengthened our conviction that dynamically 

efficient industrialization is not possible in -the long-run in the face of 

egregious misallocations of resources. But it has persuaded us also that, as 

earlier theorists recognized, the promotion of industrialization involves 

additional considerations to those of pricng policy. For one thing, as has 

increasingly been recognized, the successful efforts of East Asian govenments 

to pramtte industrialization went beyond a camitrmant to relatively efficient 

pricing policies. more fundamentally, policy prescriptions that focus 

exclusively *on prices implicitly assume that markets ara frictionless, that 
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econamic agents are omniscient, and that externalities are liited in
 

magnitnide, with the costs and benefits of actions largely internalized in the 

calculations of private decis-oimakers. Con'rary to the first assumpticn, 

transactions cost eccnc-ists have axplored the determinants of the costs of 

market trmasactions, and the character of mechanisms to conser.,e on these 

costs. 1 Contrary to the second assumption, econmists who study organizations 

have taken as their starting point the proposition of bounded rationality, and 

have explored rrechanisrrs of organizatiomvl leainning.2 And, ccrtrary to the 

third assurption, stuidents of industrialization and indlustrial policy highlight 

increasinyly the centrality of e'.ternalities in the industrialization process. 3 

Taken mogether organizational learning, externalities ar transactions costs
 

point to a concepti-n of industrialization that extends beyond a narr-c focus 

on efficient allocation. In this broader conception, industrialization involves 

a transition frm a lo;-level equilibrium characterized by transactionally 

costly markets, limited organizational capabilities, and pervasive, uncaptured 

positive exter-alities, to a dynamic disequilibrium in which markets operate 

with increasin efficier.y over time, participants in industry reciprocally 

take advantage of, and in turn create, positive externalities, and 

organizations prcgressively improve their capabilities. We will argue that 

1. For important contributions, see Coase (1937), Williamson (1985), and 

Cieung (1983).
 

2 For key contributions, see Simon (1957), Nelson and Winter (1982), 
Rosenberg and Birdzell (1986) and, again, Williamson (1985). For applications 
of a learning perspective to development ecormics, see Bruton (1985) ; also 
Arsden (1988). 

3 See for example Pack and Westphal (1986) ; also - in the context of 
debates over indu-t2-ial policy in developed ccuntries, Krugman (1987). 
Externalities weze, of course, central to the earlier analyses of Hirschman 
(1958) and Scitovsky (1954).
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interventionist industrial strategies can set in motion and accelerate the 

achievement of dynamically efficient industrialization, but that no single 

strategy is appropriate for all less developed nations at all times. Countries 

differ in the econoic ccnditiors that prevail at the outset of 

inKstrialization. And governmxets differ in their c rdte:nts to socially 

beneficial coromies and in their capacities to sustaini and administer such 

policies over the lcng haiul. That is key for success is the goodness of fit 

between, on the one rand, the chos,3m strategy of industrialization and, on the 

other, a nation's econcmic and oplitical environment. 

The paper is divided into two sections. The first focuses on industrial 

strategy in 'hard' states, those with goveTrnments capable of devising, 

implementing and sustaining socially beneficial industrial policies; the 

examples of Korea and Taiwan delineate the ways in which interventionist 

indust.rial strategies can accelerate the requisite tr-ansitions in 'hard' 

states, and delineate also scme relations between initial conditions, the 

character of the interventions, and the n-ature of the sui quent transitions. 

The second section explores what might be the consequences of adopting 

industrial strategies suited for ' hard' states in 'soft' thosestates, more 

vulnerable to socially costly rent-seeking behavi or on the part of powerful 

private interests or government officials, and lays out some alternative 

policies that might be better suited for these 'soft' states. 

INJSTPAL POLLC=hS IN 'HiARD' STATES 

A Typoloy of Industrial Strateqies 

As a prelude to delineating the industrial strategies of Korea and Taiwan, 

it is helpful heuristically to distinguish among some analytically divergent 
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classes of industrial strategy. Our conception of industrialization focuses 

attention n the ways in which ivhustrial strategies help promte the 

performance of the institutions responsible fur production ani allocation. 

Given this Lnstit-fticr al orientation, the fundamenta! distinction is between 

market-oriented and hiorarcly-orientcd strategies. We discuss the class of 

strategies that works to promote the caFabilities of hierarch-ical organizations 

under the rubric of qoverrunnt-direted learnirm, ard the class of strategies 

that work to improve the tra.-sactional efficiency of r.rkets under the rubrics 

of strategies of unbalanced grow-th aidJ of -market-ccrrpleting interventions. A 

fourth class -- strategies of balanced cmr,,-h - cuts across our rco. 

hierarchy distirk-tion; it is coi-idere briefly for reasons of completeness. 

Figure 1 sumarizes the charnniels through which each strategy is hypothesized 

to prcmote industrialization. The first strategy (championed in the ).950s by 

advocates of 'balanced grcith') gives central importance to simultaneous, 

reciprocal externalitries. Pack ard Westphal (1986), followirg Scitovsky (1954), 

analyze two industries that create positive pecuniary externalities for one 

another "....neither [of ,which] would be establi-sed in the other's absence.... 

[They] conclde that both industries should be established together. [They] 

also conclude that neither would be established without some form of explicit 

co-ordination between investment decisions.,,4 The task of government is thus to 

select and co-ordinate simultaneous inv-,tments in industries that create 

positive externalities for one another. As Figure 1 implies, the strategy has 

at best limited impact on organizational capabili.ties or market efficiency. For 

one thing, there is no reason why the initial capture of simultaneous 

externalities should generate any subsequent dynamic corsequences. More 

4 Pack and Westphal (1986) pp. 112-114.
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fundantally, as Hirschman (1958) noted in his trenchant criticism, a balanced 

growth strategy presuposes precisely what is most likely to be lacking in 

societies at the cutset of industrialiZation: the organizational capability on 

the part of both governments and private firms to undertake simialtaneously and 

efficiently a series of interrelated investments. Notwithstandfing Fack and 

Westphal's suggestion that Lrnestment co-ordination to capture similtaneous 

externalities was an Larportaln feature of goverrnrnt intearention Ln Korea, in 

our judgenzrnt (and that of Asde(n (1982) co-ordti-ation per se was not central 

to the successful Dxarsuit of industrial strategy in Korea (or Taiw-an). 

As with strategies of balanced growth, pcsitive exter-alities are taken to 

be central to indstrialization in the second st2- .qy (championed in the 1950s 

by Albert Hir-schn and other advocates of 'unbalanced gruth') ; but now the 

externalities are sequential, rather than sim.;taneous, and the strategy is 

self-sustaining rather than dependent on continuing gcverrment co-ordination. 

New firms enter to take advantage of externalities created by earlier entrants; 

by the act of entry they, in turn, create externalities that induce yet more 

firms to enter. Industrialization via this strategy thus involves an ongoing 

proliferation of small and medium enterprises. 5 As Figure 1 summarizes, the 

sequential externalities set in motion via this strategy induce ongoing entry, 

expanded copetition and tr-arsact io:-ial efficiency in markets and, as a result 

of the press of corpetition, progressive gains in organizational capabilities. 

HirschTn suiarizes succinctly the role of government in an unbalanced 

growth strategy:
 

5 See Le.y (1988a) for a formal model of interactions among traders and 
small mianufacturers that highlights how an initial endogencus stimulus can set 
in m=tion dynamic expansion driven by ongoing gains Ln the efficiency of 
market t.?.nsactions. 
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... the two principal roles of government economic
 
policies in the cause of the developn~nt process are...
 
to initiate growth through forward thrusts that are
 
meant to create incentives and pressures for further
 
action; and then to stand ready to react to, and to
 
aJleviate, these pressures in a variety o[ areas.6 

In short, Hinschman prcjxpses an induc in and an induced role for government. 

Gove=rnt's irduciDU role mvc]ves around strategic interveantions to promote a 

continuirq outcroppirq of profitable opportunities. The task of goverrment, in 

'Hirschman's words, is to set in motion a "compulsive sequence" sustained by 

sequential exte=alities and associated with ongoirq entLry of fims. Such a 

role req=ires a certain amount of stive ]eadeasmip in industalization. An 

associated inducing role for goverriant results in active involvement in 

promoting what Hirschn-an calls "purely permissive sequences." T1he task here is 

to lay dcvn the "prereqaisi.tc3" for further growth and development by such 

thires as construction of physical infr-rtructure and maintenance of law and 

order. As prerequisites, "they permit and invite, rather than compel, other 

activities to follow suit.' We would add to Hirschmian's list the development 

of institutional infrastructure (our market-cxipletirg interventions) in the 

areas of marketing, firnce, technical information, subcontracting, and quality 

control. 8 The magitude of the endcqenous response to any exogenous gover-nemnt 

intervention (or policy reform) will vary depending on such infrastructure. 

Government's induced role, according to Hfrschian, emante-s from the 

6. Albert 0. Hirschian (1958) 1he Strategy of Economic 
Develomnt, Yale University Press, p. 202. 

7. Ibid., A.O. Hirschran, p. 203. 

8 For a discussion of the importance of institutional infrastructure in 
conditioning the response to policy reform, see H. Myint "Comparative Analysis
of Taiwan's Fconcmic D.ielopment with Other Countries" in K.T. Li and T S. Yu 
Fxriences and Lnssons of Economic Development in Taiwan, Taipei, 1982. 
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endogenoxs growth process touched off by government's exogenous strategic 

interventions to get things going. As the endogenous expansion makes rapid 

strides though narket forces, shortages and bottlenecks will be. revealed in 

education, health, public utilities and pollution. Governmant's function is to 

remedy these revealed deficiencies. 

As wi] 1 e evident below, endogenus expansion sustained by sequential 

externail ties and associated ongoing entry of small and medium enter-prises 

subsequent to initial, ex ternality-creat i .nvestmentsprcmotei (ard sometimes 

undertaken directly) by goverimcnt apm-s to have been unusually important in 

Taiwan's successful industrializat.ion. 

The tird strategy involves an effort, not to capture externalities, but to 

improve the capabilities of iErnividual firms. Firms, following the logic of 

this strategy, enjoy dynamic Literrnl economies; they learn-by-doing, moving 

down their learning curves, increasing productivity and reducing unit costs 

with cumulative increases in production. 9 C<-verrnnts have two central tasks in 

industrial strategies c r 'governmenat-directed learning'. The first task is to 

'pick winner-s', to select individual firns and industries where the potential 

mayLitude of dynamic internal economies is substantial. The second task is to 

1 0 refine instruments of 'partial mutuality', instruarrnts that simultaneously 

induce firms to enter and oblige them continually to expand and secure 

improvements in productivity. As Figure 1 summarizes, a strategy of govern ant

directed learning, where successful, enables individual firms prcgressively to 

9 Corden (1974) pp. 250-255 highlights dynamic economies as a plausible 
rationale for infant industry protection. Learning by doing has been analyzed 
by Arrow (1962), and Nelson and Winter (1982). For applications to Korea and 
Taiwan, see Westphal (1982), Kim (1980) and Amsden (1988). 

10 The phrase is from Jones and Sakong (1980). 
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expandl and enhance prrxhictiv ty and te hcal proficieancy. Moreover, insofar as 

a learning strategy tends to promote an irdaustrial structure characterized by a 

,mall number of giant erterprises, it promotes thE: capture of simultaneous 

externalities, in orty anabllrn lar-ue individuial enterprises bv vir-tuie of 

their size ard associated diversifi.cztion to interm-lize ei.ternlities, in part 

by facilitating -ordhnion areq -l of enterprises,a nuther largca co

ordination tthat wou.d be o:<cedir-ly difficit to achieve in : more diffuLse 

! ] industrial stBuctu u° Bt, insofar as the strateqic focus is on enhancing 
ad innist-atLIve co-ordi'ation and e:r1~crpr_ c-apability, a learninq strategy may 

do little, even in the iorK.]--run, to prcmorte the trarsactional efficiency of 

markets. As will be evident b elcw, 'governmet-directed learnirg' prorrted by 

the vigorious use of iszments of partial mituality appears to have been 

iusually inportant in Korea. 

The final stratcjy, the one that conforms most closely to laissez faire 

prescriprions, amounts to a zet of programs -- interventions in financial 

markets, in prodact mark 7ts, and in input markets - to iimprove transactional 

e fficienry. Progz armatic 'market-c-rlet ing' strategies are ubiquitous; 

however, our field research suggests that they played at best a marginal role 

in securing dynamically efficient industrialization in either Korea or Taiwan 

(or- in any other country of which we are aware). The virtue of this fourth 

strategy is that it points to tasks for govenrnt that are at one and the samr 

tim activist and unlikely to be seriously distortionary, even if poorly 

inplen'ented. We shall have nxrc1; to say on the potential role of this strategi 

in our discussion of industrial policies that might be suitable in soft states. 

11 See Olson (1982) for an analysis of the relationship between numbers of 
participants and the prospects for collective action. 
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Figure 2 smmiarizes sein hypotheses as to hc, in the context of a hard 

state, the inc=vrental benefit-s relative to laissez faire of adopting either a 

governnt-directed learniiy or an unbal.an cd grcth strategy (the two 

strategies tnat we will argue be!, were important in the -rd-Strial successes 

of Korea and Taiwrzn res;:_ectiveiy) nignt vary with the Level of a nation's 

organizatioral capability or market efficiercy. At vary lc, levels, a strategy 

of unbalan I groth is hvothesizd to have little impact insofar as markets 

will be tco ircx.plete to signal new opportunities, anrd agents will be too 

lac]dr in skill -ai exP.'riece to interpret and resnpo-r)d to any signals of 

opportunity they ineed receive. By contrast, insofar as a strategy of 

goverrmernt.-dircted learnirrg bycasses markets ard tAkes as its starting point 

pre-existing iLmiTations in organizational capability, it is hypothesized to be 

capable of yielding substantial cizmlative gains, ever in the face of severe 

initial Lnstitutional shortfalls. ks the initial level of capabilities rises, 

the Lunbalaucx:ed gravth stra-Tegy becomes better able to generate sustaLned 

pxsitive dynami,. externalities and thereby to prowte cumulative advances in 

marker efficien.y, organIzational capbility and the capture of sequential 

externalities. At the sarme time, however, as Figure 2 illustrates, the higher 

is the leel of initial capabilities the miller are the nett gaLns over 

laissez faire fian either strategy. At high enough levels of nmarket efficiency 

and organizational capability, explicit industrial strategy is hypothesized to 

add little to a notion's ability to pursue dynamically efficient 

industrialization. 12 

12 But, as Knxgari (1984), Brander and Spencer (1985) and Yankmaura (1986) 
illustrate, even indjstrialized nations can reap benefits from strategic trade 
policies where world markets are oligopolisitic, and high-profit firms from 
different countries engage in ccmplex games of strategy with one another. 

http:unbal.an


Figure 2 The Benefits of Industrial Strategy in a 'hard' State
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Industrial Strategies in Korea and Taiwan 

Industrial policy in any given country is shaped at least in part by 

incremental, ad hoc rasponses to spcific, complex circurstances, not simply by 

a consisteit application of sore coharent strategic view. Even so, as we shall 

atterpt to deronstrate in this section, the heuristic strategies of gcverTnent

directed learnirqy and unbalanrc(J gr-wt highlight soae important differences 

between Korea ard Taiwan Lrn their Paths of industrial expansion. In turn, the 

disparate experiences of the two nations highlight the reJatioz-s between 

industry strategy and LrKstsr; sorycture: the ways in thich initial conditions 

shape the choice of iri, strial strategy, and tie ways in wnich the choice of 

strategy shapes, in turn, the subsequlent evolution of industry structure. 

Since the early 1960s both Vorea and Taiwxi have enjoyed unusually rapid, 

and unusually equitable, econoic grawth.13 Between 1965 and 1983 GNP per 

capita grew at an average annual rate of 6.5 perent in Tai, an, and 6.7 percent 

in Korea, as compared with an average rate of 3.8 percent for a larger sample 

of upper-middle Lnce less develcped nations. Gini coefficients for after-tax 

household Lcome amcxmted to .285 (in 1978) and .389 (in 1980) for Korea and 

Taiwan respectively, placing botth nations in the low-inequality group of 

countries. Interestirly (and consistcmt with our analysis of differences 

between the two ocntries), between the late 1960s and l.ate 1970s ineqality 

widened in Korea but narrwe in Taiwan. 

For all that our primary interest is in differences, we note briefly some 

iTportant similarities in historical legacies, political ccnditions and 

subsequent econcmic policies lie behind these econanic successes. To begin with 

13 The summary data presented here are fram Kuzret-s (1988) pp. S14-17.
 

http:grawth.13
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similarities in historical legacy and political conditions, 14 a first 

similarity is the comocn experienca of colonization by the Japanese in the 

first half of the twentieth century.15 A second similarity is th-t absence at 

the outset of the period of rapid inhstrial expmansion of politically 

influenrtal rural elites: in both nations, rural elites were first weakened by 

the Japanese, and then destroyed by land reform subsequent to decolonization. A 

third si-milarity is the abe-nce of ocntitive politics at the height of 

industrial e. p irsion Ln the 1960s and 197Js: authoritarian rule was inposed on 

Taiwan by 1Lte Kuomintaxuy after tl.eir witIdrawal fr= Mainland China in 1949, 

and was imo]ed on Korea b, the r-i1.itarr in the early 1960s, after a decade of 

political turioil. A fourth similarity was in the common suppression by 

goverrmpncs -n the t.o countries of activist labor movenents, and associated 

cxdtyints to ccm7etitive labor markets and market-determined wages. 1.6 

As for economic policies, governments in both countries took on the 

productive economic tasks assigned to the public domain by conventional 

economic analysis: both countries invested heavily in infrastructure and 

education; and broth countries pursued coherent macroeconomic policies that 

avoided imhbances of a kind which cculd choke off economic expansion, although 

Korea's policies were rather more inflationa~ry than those of Taiwan. 1 7 

14 For further analysis of the points raised in the text, and more broadly 
of the polit-ical roots of industrial policy in Korea and Taiwan, see Cheng 
(1987). 

15 See the articles in Myers and 
Japanese colonial rule in Korea and Taiwa

Peattie 
n. 

eds. (1984) for analysis of 

16 For further discussion of the 
policies, see Kuznets (1988) pp. S27-29. 

implications of these labor market 

17 For overviews of macroeconomic policies see Kim and Roemer (1979), and 
Galenson (1979). 

http:century.15
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Additionally, after a decade or so of imPOrt-substituting industria) iztion both 

comuntries shifted in the early 1960s to outward-oriented policies that, at the 

very least, did not on average discriminate against exports in favor of 

pro. uction for their donmestic markets. 13 

Given these siilarities as backgrouncd, we turn now to analysis of the 

distinctive features of industrial expansion in each of the tw.o countries. 

The Korean pattern. Wet distiwctive policies account for Korea's 

extraordirarily rapid e:xansion of miaufacti-es expcrts and rat]iorol inc=.e 

since the imid l 'eiie I sta.Jani ne-classical explanaticn high-lights the 

shift fro--n socially inefficient inceives for private firms associated with 

iTport substitution to social ly efficient incentives associated with the 

subsequent shift to o;itard-oriented policies, 1 9 following Amsden (1988) we 

emphasize here the role of gavenrent-diL-a.td learning.20 

Consistent with the exprhas i.s of the neclassicals, evidence suggests that 

the move from multiple to a uniform exchange rate, and the associated cessation 

of zero-s= opportuities for rent-seekirn by importing a- an overvalued 

exchange rate was ijrportant mn oustainlng the initial burst of export 

activity. 2 1 moreover, again consistent with the neoclassical explanation, since 

the mid 1960s Korea has offered a wide range of nondiscretionary 'incentives for 

18 See Balassa and Associates (1982) fc: analyses of the trade policies 
followed by the two cowitries. 

19 For important examples of the neoclassical explanation, see Frank, Kim 
and Westphal (1975), Kim and Rcem.r (1979), and Balassa and Associates (1982). 

20 Pack and Westkal (1986), Jones and Sakong (1980) and Westphal and Kim 

(1982) develop related explalnz'ions of Korea's industrial successes that 
endeavor to go beyond an exclusive focus on efficient pricing. 

21 But nrte that the earlier multiple exchange rates included incentives 
for exporters; o, as Jones and Sakong (1980) pp. 86-97 deimnstrate, the policy 
reforms did not increase the absolute returns to exports. 

http:learning.20
http:gavenrent-diL-a.td


exports. As of 1968, gross export inc'_ntives amounted to 29.8 percent of the 

value of total merchardise ep4xorts; over 80 percent of this total was provided 

aut-cmatically to all firs that net the relevant performance criteria 22 But 

along with nondiscretiorar, expot incentives, the Korean policy arsenal 

included a series of instmrrents that, from a neoclassical cersoective, iave a 

more dubious impact. 

First, long-term credit 'as 1-0 percent governet-ntmlle and provided 

selectively to individual firms at intaer st rate:. well below market 

equil ibri,, often acco i-Lin: to criteria so general that they left virtuallv 

complete discretion as to 'to wculd bentefit in the hands of the relevant 

governmient officials. 2 3 Second, direct tax breaks also ,.ere proferred on a 

discrationary basis. Some zax i r:centives were linked explicitly to exports in 

ways tnat limited the scope for discretion, but others involved such vague 

criteria that firms had little basis for predicting whether *hpv might qualify 

in advance of nrgotiations with t!e bureaucracy. 2 4 Additionally, in the absence 

of pr ified criteria, fir.-s were contLnually vulnerable to tax audits at 

22 As Westp-ial and Kim (1982) p. 217 note, these incentives included both 
compensation for domestic price distortions, and net incentives on top of 
returns in a free trade regLre. The nondisc/retionary incentives included 
rebates of indirect sales taxes and of import duties on inputs for items 
produced for export (both corensating rather than net incentives, together 
these accounted for 72 percent of the total value of the incentive package), 
subsidized short-term credit to cover shipent costs, carrying costs, and raw 
material pr~armnt costs of exports, and wastage allowances that enabled 
exporters to resell scne fracticn of their inputs ostensibly procured for 
export production on the protected domestic market at inflated prices. 

23 For detailed analyses of the operation of controlled credit markets, see 
Cole and Park (1983) and Jones and Sakong (1980) pp. 101-110. 

24 For details of the various direct tax incentives on offer, see Hong 

(1979) pp. 79-95.
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the more-or-less arbitrary discretion of government bureaucrats. 2 5 Third, 

dating back to 1962, the Korean Ministry of Ccamerce and Indust y set and 

monitored export targets for individual firms, sometiTes in collaboration with 

the fir=m, scumetLrems not. 2 6 Fourth, even after the shift to export-oriented 

policies the Korean goverrumont continued to use exteasively tariffs and 

quantitative restrictions to iLit inports. Viewed f m the perspective of 

their impact on efficient allocation, discretionari tax and credit subsidies 

and Lmport protection appear thoroughly undersirable, and export targets an 

tLTprtant curiosity. But viewed from the perspcctive of an indust-rial 

strategy of gaverrunt-direc'ted leaniing, export targets, impot protection, 

and discretionary tax arn credit subsidies emerge as a coherent package of non

neoclassical policy instruments to force the pace of organizational learning. 

Table 1 reveals that, although barriers to import into Frciea were 1-u on 

average in 1968,27 their magnitudes varied sunstantially acr;ss sectors. On 

average the ,magnitudes of prorec--ion and subsidy were low fcr export sectors 

(for sales to both dcmp:tic a-v export rmarkets), but high for ex\-ort-and

impor- ----petir_ and import-cor-peting sectors; most of the subsici! for the 

latter groups of sectors took the form of protection for domestic sales. The 

data imply that the Korean government did not use subsidies in the latter 

25 Jones and Sakcrq (1980) pp. 114-115 illustrate how government officials 
used the threat of audit as a way of securing c-pliance from firms. 

26 Ths Rhee. et. a_.. (1984) p. 89 report that 50 of 97 firms that rexnded 
to a ].976 su-vey clainY3 to Ihave a say in setting their export targets, with 
the remainder c~aimir0 to have no say. 

27 1968 represents the most recent year for which disaggregated, 
analytically useful estimates of effective protection based on price comparison 
data are available. Data summarized in World Bank (1987) pp. 57-60 reveal that 
effective protection rose subsequent to 1968, and the nature of the protected 
sectors shifted as Korea embarked on its push (curtailed after 1979) to develop 
heavy and chemical industries. 



Tabl I; Effective Protection and Effective Subsidies in Korean Kanufacturi
 
(1968) by Trade-orientation of 

Products (percentage)
 

Effective Protection I 	 Effective Subsidies
 

Export Domestic Export Domestic
 
Sales Sales Average Sales Sales 2Yaze
 

Export 2 	 5 -18 -11 13 -26 -13 

Export-and- -2 73 45 9 
 55 38
 
Import-Competing3
 

Import-Competing4 -9 93 92 35 91 91
 

Non-liporr 
 -1 -16 -16 6 -24 -24
 
5
 

Competing
 

All 	 3 -1-
 - 12 9 - 7
 
Manufacturing
 

Source: Westphal and Kim (1.982) p. 231
 

Notes 1. Effective protection is measured using the Balassa method
 

2. 	Export sectors are defined to be those sectors where exports exceed
 
10% of production and imports amount to under 10% of consumption
 

3. 	Export-and-import-competing sectors are defined to be those sectors
 
where exports exceed 10% of production, and imports exceed 10% of
 
consumption
 

4. Import-competing sectors are defined to be those sectors where
 
exports amount to under 10 percent of production, and imports exceed
 
10% of consumption
 

5. 	Non-import-competing sectors are defined to be those sectnrs where
 
exports amount to under 10% of production, and imports amount to
 
under 10% of consumption
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sectors sinply to enable manufacturers to earn rents from domestic sales: the 

substantial difference b-tween levels of effective protection and effective 

subsidy for export sales poirts to very high tax and credit suibsidles for 

ex-orts by firms i n] rt-c.rntr -seators in particular. Indeed, almost 40 

percent of Korea's mijor export sec-tors enjoyed a-ove average levels of subsidy 

for dome-stic sales, larnely in trh e form of prctzction. 8 Thus Kim and Westphal 

(1982) corc-lude that "the government h-as sibsidized exports that were 

irefficiently prcad c.... through high rnminal protection on the domestic 

nmrket". 29 -ackand Westohal (K 3) go further, sxYgestih tat 'inefficiently 

produced' expots often were e.xoorts fro.- infart irdttier. As th-ey put it, 

" .... the Iorean goverment discriminated in its trealrient between established, 

internationally competitive industries and new, infant industries that were 

deemed worthy of promtion .... Scmethirq closely approximatinr: reutrality has 

characterized the qovernment ' s policies affecting the established 

indust-ies..... bt there has been substantial bias in favor c f the promoted 

infant industries". 30 

A strategy of governm nt directed learning involves more than protection for 

infant Lndustries. The goal of the strategy is to promrte dynamic internal 

economies within individual finms by inducing them to enter and obliging them 

continually to expand and secure improvements in productivity via ongoing 

28 Sectors whose exports accounted for more than one percent of total 
merchandise exports; Kin and Westphal (1982) p. 242-3. 

29 Westphal and Kim (1982) p. 243.
 

30 Pack and Westphal (1986) p. 94.
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increases in ex-ort volumes. 31 Thus, along with import protection the 

goverMrnt needs in addition instnm-ents of partial rmtuality, mechanisms to 

target individual firms al- oblige t-hem to prcgressively expand their exrr 

volum-s rather than settle for the qu.et life of Lnefficient, vet profitacle 

prrxuction for the prnt-cted dc tic markets. Exmort taigets aixi selective 

credit &ani tax insthrumts can in principle providce the requpisite tools. 

Targets can be used to c allenge L-dtividual firim;, ard to evaluate the extent 

to which they meet these ch:: , . And credit and tax< Lnstrmerants can be used 

to reward success an-d o;unisti f-ilirum, ThcverinM succ sful firms 'ith selective 

subsidies and tax breaks, and t'ueatenirq unsuccyessful firns with tax audits, 

the loss of subsidies, and even the callinj-in of oitstad-iyjg loans; in the 

context of their hicgh levels of r c.bte.ness, 32 the last wovdd be tantamount to 

a threat to shut dcn unrespon-s-ive fHimns. 

Survey results reportd by Thee et. al. (1984) provide some evidence that 

the Korean government indeed employed its export taLrgets and controls over 

taxation and credit as instrimets of partial Imtulity. 62 percent of 106 

firms surveyed in 1976 felt that their export target- had led to increases in 

31 The standard neoclassical objiection to infant industry intervention to 
prmte dynamic econcmies internal is that firms have private incentives to
invest to capture internal econcmies, and that if capital market imperfections
limit the opportunities to ake the relevant investrrnts then the appropriate
policy response is to intervene to improve the efficiency of capital markets. 
But Corden (1974) p. 255, notwithstarnjdng his iqmxccable neoclassical 
credentials, concludes that " one has to face the fact that capital markets are
imperfect, especially in less-developed countries, arx it is often easier or 
cheaper to impose tariffs than to create an effective capital market. There 
seems little doubt that, in spite of many qualifications, a valid, practically
relevant infant argument for subsidization of new ffanufacturing industries 
resting on capital market imperfections can be made 5Dr many less-developed 
countries". 

32 The average debt/equity ratio peaked at 390 percent in 1971, and 
remained in the 3-400 percent range throughout the 1970s; Jones (1980) pp. 105
112; a.so Jones and Sakong (1980) pp. 101-102.
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exports, while only 14 percnt claimed thea targets had made no difference in 

the growth of prcxaction;33 additionally, over 60 percent of the firms agreed 

that monthly export prrxition meetLngs attended by both businesmen and 

goverreront officials, mul oiten chaired by the nation's presidernT 

significantly affec.ted their export perfomance. Underlyirm. thzes Exsitive 

resp-onses appers to be the implicit threat of gove~rent sanction. Almest 

three--fourth-s cf the responrdzknts viewed the rxs-t ipportant advantage of good 
export performance to be its 4i1-,r_ i. assurance of continued goverrinent supprt 

for the firm's efforts. 55 ercsrIt of f]ins felt that the rigor of tax 

collection detr _ded on their export jxycformanoe. And 36 percenit felt that 

export perfonrance influence-d the facility and spe.ed cf their cdeaILirs with 

goverrment. 3 4 Hong (1979) provides a part.i lar-ly e/ocative depiction of the 

centr-ality of partial mtuality in Korean business-government relations. "After 

the sixties" he srincests, "Korean entrepreneurs soon learned that generous 

subsidies and other picnotional scheas would be provided for production 

activities that the government wished to support, while various disincentives 

would be appliwt to non-favored activities ..... As the emphasis of the 

government shifts.... the successful entLcpreneur begins to adapt to this 

shift.... if this does not happen, the chances are good that he will soon no 

longer be a successful eunterpreneur in the Korean econcy".35
 

Pursuit of a strategy cf goverrmTant-directed learnirq appears to have
 

influerKced both the rate and direction of Korea's industrial expansion, and the
 

pattern of industrial organization within Korean manufacturing. The relation 

J3 Phee et. al. p. 91.
 

34 Rhee et. al. p. 92.
 

35 Hong (1979) p. 71.
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bet _en irist-1y strategy ar industry structure is explored later for both 

Korea and Taiwan. An aggregate e.mirical analysis of the relation between 

gover-rnynt-di-reted learning, industrial growth and economic welfare is beyond 

the s ocpe of the pre-sent paer. What must suffice here are four illtustrative, 

industry a:-jd fir-specific surary exanples of Korean successes that highlight 

policy int rventions of the sort associated with ttie strategy of goverrment

directex1 learning.
 

* ShipLbilding. 3 6 p-,nxiai Sh-building and Heavy Industries was established 

in 1973. 'I-he project aL-c-st was rd)]ndoned in 1972 after Hyuniwai's chairman had 

com up enpty--h,:cci in efforts to raise international finance; Hundai 

persevered only after a "thirdy veiled threat" from the Korean president that " 

'if you only want to do what's easy, you'll pet no monre help from us' ". In 

April 1972, Hyundai won orders to supply two 250,000 ton vessels (this from a 

country that had never produced a vessel larqer than 10, 000 tons). The dry-dock 

was built, workers trairnd, supplementary facilities copleted, and the ships 

crmpleted for deliver! by November 1974. By 1976, almost 30,000 people were 

employed in the construction of steel cargo ships; a decade later annual 

production capacity had trelied.3 7  But the indu-strv- retained dependent on 

government largesse. Thus, when a 1975 world snipbuilding slump led to the 

cancellation of orders for three virtually coupleted tankers, the Korean 

governmert arranged for Korean oil refineries to lease the vessels to transport
 

crude frcu the Middle East to Korea. And both the 1976 Planned Shipbuilding 

36 This example is adapted slightly from Jones and Sakong (1980) pp. 119, 
357-8. 

37 Data are from Economic Planning Board, Report on Minin and 
Manufacturing Survey, 1976, and Ecornic Planning Board, Major Statistics of 
Korean Economy, 1986 p. 110. 
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Program and the 1981 Shipping Prcrstion Fund subsidized the purchase of 

domestically built ships by Korean shipping cpai-es.38 

* Autcombiles. 39 Domestic assembly of automcbiles got underway in 1962 when 

the Korean government enacted a ban on the imports of fully-assembled cars into 

Korea (the ban continued into the 1930s). Bet,eeaan 1962 and 1974 the Korean 

government made no effort to use the protected local market as a sprrLygbcard 

for high volume exports; rather, the focus was on imzcreasing dorestic content 

which rose from 21 p}ercent in 1966, to over 60 perc=nt in 1972. 

Goer t rn' iPc shifted in 1974 with the prcnotion of Korean desicmed and 

engineered vehicles with 100 percizent domestic content. Then in 1979, after 

sharp decl nes in demand, the goveunment interveixad to restructure the 

industry, arranging the closure of two of Korea's four producers of passnger 

cars. That same year "exports came on the agerr.L (of Hyundai Motor Company, 

which sinoe 1976 had produced more than alf of Korea's passenger cars) partly 

in resporse to the govermint's machinery export promotion policy". By 1982, 

the share of exports in total automobile output had reached 15 percent, with 

Hyundia accounting for 99,9 percnt of the export total. 

* Diesel engines. 4 0 The fourxations for diesel engine prochuction in Korea 

were laid with the establishment in 1963 of the autoixrxus public enterprise 

Han'gi. Suibsequent to operating difficulties, Han'gi was sold in 1968 to the 

private auto company, Shinj in. In 1972, after continuing difficulties, Shinjin 

was provided with extesive long-term credit subsidies, conditional upon its 

38 World Bank (1987) Volume II, pp. 138-9.
 

39 Tis exaiqle is adapted slightly from Amsdeji and Kim (1985). 

40 This exmiple sumTmrizes material from Jones and Sakong (1980) pp. 128
131, and Amsden (1985) pp 11-12..
 

http:cpai-es.38
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providing equity finance for a planned Han'gi plant to manufacure diesel 

engines under license frm a German firm. Financial difficulties continued, and 

in 1975 the government monsurmmted a deal in which 'Ian'gi was sold off to the 

Daewoo group. Baeoo Lrediately re-quested a ben on the inportaticn of diesel 

engines from foreign countries; tiie ban was granted, on the condition that the 

price of diesel engines would fall. With the sub Iseen. expansion of automobile 

production in Korea (and after overcoming techuical problers of design 

comparibilitv between the crjintes artd Korean a=rs), L[aeco was able to realize 

ecronmes of scale andr .Inm diesel cr jiae nanufacture into a profitable 

operation. 

* Television. 4 1 En 1966 Goldstar began to asse ble black and white TVs for 

sale in a dxmrestic mnErket from which irtc-rts were entirely barred (the ban on 

TV imports continued into the 1980s). Three years later the government began 

its effort to promote television exports, with the promulgation of the 

Electronic_ Industry Promtion Law of 1969; the law provided for a series of 

tax concessions and credit subsidies for IV exporters (as well as for exporters 

of other electronics products). By 1975, production of black and white iV (now 

by Sarsurc as well as Goldstar) exceeded 1 million sets; exports accounted for 

over 50 ckrcent of shipments. By the late 1970s production capacity exceeded 5 

million sets; Korea had become the largest monchrme television supplier in 

the world. 4 2 

Initially the production of color television (underway since the mid 1970s) 

41 This example summarizes material compiled from Kim (1980), World Bank 
(1987), Volume II, Chapter 8, Gold Star Co. Ltd (1985), and business 
periodicals cited below.
 

42 "Consumer electronics: seeking the right switch", Business Korea, 
Octcber 1983, pp. 14-20. 
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was entirely for export. But in 1980 the qovenmnt reversed its longstanding 

ban on c-lor TV broadcasts. Color TV -- naffacture took off, spurred by high 

prices on the protected domestic market. Local. sales went from zero in 1979 to 

over $399 million in 1982 and $465 million in 1983. Export sales rose alrost as 

rapidly -- from about $50 million in 1979, to 0185 million in 1982, and $353 

million in 1983. Cost and pricing data for color '7Ts that emerged in the course 

of a US anti-durping suit provide indirect evidence of cross-subsidization of 

exoort sales with dciestic rents. According to one calculation, in 1.983 the 

average cost of production of a color TV was $222, average fob export price was 

$159, and average sales price on the Kcrean market $307; scrr fraction of the 

gap between production cost and retail sales price was, horever, captdred by 

the Korean goverrmzint in the form of indirec: taxes. 4 3 Along with protecting 

the darestic market from import co-mpetition, the Korean gove=Tant also sought 

to limit competition (and associated declines in rents earned domestically) 

among local manufacturers. Thus, Hyundai appears to have been dissuaded in 1983 

from including manufacture of color TV in its new venture into the electronics 

industry; 4 4 and in 1984 the threat of administrative litigation for 'disturbing 

orderly marketing' restrained domestic price cutting by one of Korea's three 

color TV makers.45
 

43 Data in the text are from "High domestic TV prices buoying export 
effort", Business Korea, September 1984, pp. 80-82. According to data provided 
by an anonymnus spokesmen of one of Korea's TV manufacturers, as of early 1984 
indirect taxes accounted for two-thirds of the gap between factory gate price 
and domestic retail sales price- see "Korea considers dumping charge dubious", 
Business Korea, April 1934, p. 63. 

44 
Korea, S

See "Aj. electronics 
eptember 1983, pp. 

war? Hyundai plans 
16-20. 

to storm the market", Business 

45 "Samsung-Goldstar rivalry: the two companies that put Korean 
electronics on the map", Business Korea, September 1984, pp. 85-86; also "High 
domestic TV prices buoying expcrt effort" p. 81. 

http:makers.45
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The 2.,iwatx'nse Pattern. Pricing policies in Taiwan have largely been similar 

to those of Korea; however, the non-price mechanisms of gover-.inenta! 

intervention - and the associated nyxchanism of irdustrial e>Tansion - were 

quite different. 

To beqin with the pricirg regim, barriers to iTport into Taiwan were lcw on 

average, but t-heir magnitudes varied substantially across sectors. The low 

average manufacturing effective rate of protection in Taiwan at the end of the 

1960s has generally been interpreted as low qovrmeant Jntarvention in trade. 

Similarly, the relatively iorw manufacturing difference in effectije subsidy for 

export sale versus doiTmstic sale is interpreted as a low "tr-ade bias". but if 

one looks at the disaggregated data the picture chaines scnme bat. Taiwan has 

an inter-sectoral dispersion of effective su]bsidy a:,tes to seven manufacturing 

sectors arcurd the manufacturing average of 23 (Table 2). T.his is lower than 

the other countries shown but not far from Argentina and Israel. A standard 

deviation of 23 percent still leaves plenty of room for big inter-sActoral 

differences in effective subsidy rates. Indeed, in two important sectors

consumer durables and intermediates products II (higher levels of fabrication) 

Taiwan had the second highest. subsidy levels in the six country study after 

Argentinra. 

Two eff,-rets of the dispersion of rates are important. First, the resource 

pull eftxtem. (or industry bias) of a given standard deviation will probably be 

greater th~e lower the average. Secory, when dispersion is around a low 

average, it is more likely to result from intended differences between sectors, 

whereas when it is round a high average, it is more likely to result from 

unintended, even quite accidental, causes, because all numbers are large and 



Table 2 Incentives in Taiwan's Trade Regime, 
Compared to Fivt- Other Countries 

(about 1969, in percent)
 

Taiwana Korea =aZ2ore Isvael Colombia &ju 

76 	 112
(1) 	Manufacturing 14 13 4 35 


48 -14 -13

(2) 	 Agriculture -4 18 --

(3) 	Effective Subsidy
 
to Manufactured
 
Exports 9 -14 -7 -17 7 -46
 

(4) 	inter-sectoral
 
71 38
Dispersion 8 36 2 	 25 


(5) 	Effective Subsidy
 
to Manufactures
 
for 	Domestic
 

16 28 45
Market Sale 	 10 14 1 


(6) 	Inter-sectoral
 
7 32 56 35
Dispersion 	 23 47 


Source: Balassa 1982: rows 1 & 2, Table 2.3; rest derived 	from Table 2.6.
 

Notes:
 
1. The data are for 1969 except for Korea (1968), Singapore (1967), and 

Israel 	(1968).
 
extent to which tariffs and
2. 	Effective protection measures the 


increase the domestic value-added price
quantitative trade restrictions 


over the world market value-added price. The figure of 14 percent for
 

Taiwan manufacturing means that the combined effect of Taiwan's tariffs
 

in 1969 was to increase the domestic
and quantitative resrrictions 


value-added price of manufactures by 14 percent, on average, above the
 

world marker value-added prices of the same items.
 

3. 	Effective subsidy is a more comprehensive measure than effective
 

factor into the calculation of the domestic
protection. It attempts to 

effects of tariffs and quantitative
value-added price not only the 


restrictions but also the effects of as many tax and subsidy schemes as
 

can be measured, such as export credit.
 
deviation from the
4. The dispersion index refors to 	 the standard 


unweighted 	manufacturing mean of the seven manufacturing sectors
 
of
(construction materials, intermediate products I (lower levels 


consumer
fabrication), intermediates II (higher levels of fabrication), 

and 	transport equipment.
nondurables, consumer durables, machinery, 


The averages given in ruws I and 2 are weighted, and come straight from
 

the source; diose in rows 3 and 5 are unweighted and differ from those
 

in the source. The problem of bias resulting from high effective
 

subsidy rates for quantitatively insignificant sectors is reduced by
 

the relatively large size of each sub-sector. I thank Alan Celb for
 

making the dispersion calculations and for 	discussion of the results.
 



23
 

the dispersion is calculated as the differeme tetween large numbers.46 If 

these effects are trie, then Taiwan's stardard deviation may have as much or 

more resource pullinj effec-ts os t~hat of Israel or Argen iLr, and these effects 

are more li]kely to Ie th'e renohaled reslt of irnustrial 0c1Iicies. 

Table 3 chca3 the re!mtive strCrenqth of resource pulls tc airds export versus 

domestic sale for each suteeor. The figures indicate that, for Taiwan, 

resource pills rt1 by govelrnnent policies have the net eff-ct of favorin 

x ort sale in the so alW "epcirt iduS-4tries ' , while they have the net 

effect of favorir dHrm-ic nie inL.zrlete lrott-ccryethrr trustries. In 

other words, as in 77or:(ea Lhe tLrade rcgLm£ haos been dualistic. Gavernent 

policies created different incentives tor different irdustries. 

For all the sLuailuri ties in trade rejire, there are striking differences 

betin Korea and Taiwan in their irdustrial structures. r'aiwanese firms tend 

to be smaller than their Korean conterarts, and to depend more heavily on 

market transactions. Manufacturi-ng establishments terd to be larer, individual 

product markets more highly concetrated, ard the extenit of coryjlonerate 

control greater in Korea than in Taiwan. The five largest Korean conglomerates 

acouinted in 1982 for 22.6 percent of that nation's manufactures shipments; the 

correspendin figure for Taiwan was only 4.7 percent. 4 7 As Table 4 reveals, the 

fifty largest firms (not coglcmeratas) accounted in the most recent estimate 

for 37.5 percent of Korean, but only 16.4 percent of Taiwanese manufacturirg 

sales. Table 5 shyos that establishments with 500 or more workers accounted in 

46. R. Wade, Ibid. (1988b) p. 41.
 

47 Lee (1986) p. 239; the Taiwanese estimate is calculated from China
 
Credit Information Service, _op_500, and Republic of china, Ministry of
 
Economic Affairs, Depactment of Statistics, Report on Industrial and Commercial
 
Surve , 1986.
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Table $ Difference Between Effective Subsidy for Export Sale
 
and that for Domestic Market Sale (E - D)
 
Taiwan Compared to Five Other Countries
 

(abouc 1969, in percent)
 

Taiwan 	Korea Sin Ugaore Israel Colombia Argentina
 

(1) All 	Manufacturing 4 7 -5 -44 -22 -145
 

Industries by Trade Orientation:
 

(2) Export 	 12 31 0 -130 10 -91
 

(3) Import-compecing -46 -61 -3 -88 -76 -190
 

(4) 	Export-and-import
competing -4 -46 -7 -65 -15 -164
 

(5) Non-import-competing 21 16 3 -5 -4 -153
 

Source: 	 Balassa et al., Table 2.5, pp. 34-35.
 

Note: 	 Export industries are those where more than 10 percent of domestic
 

production is exported and less than 10 percent of total
 
consumption is imported. Import-competing industries are those
 
where less than 10 percant of domestic production is exported and
 

more than 10 percent of domestic consumption is imported. Export
and-import competing industries are those where more than 10
 

percent of domestic production is exported and more than 10
 

percent of domestic consumption is imported. Non-import-competing
 
industries are those where less than 10 percent of domestic
 

production is exported and less than 10 percent of domestic
 

consumption is imported (Balassa et al., 1982:11-2).
 



Table 4.:Percentave of Total Manufc-ur -Employiieng in lFsrahlishmeiits 
wich 500 or more worers. 1966-1981 

KoarI- Taan
i 

1966 25.7, 34.7%
 
1971 35.6 
 36.1
 
1976 
 45.1 
 26.0
 
1981 
 40.5 
 27.5
 

Sources: Republic of Korea, 
Economic Planning Board, Mining and Manufac. 
ruring Surveys, selected years; Rupublic of China, Directorate-

General of Budget, Accounting' aid Statistics, 
Executive Yuan, 
The Reports on the Tnd:strii] andcommercia] Census, Taiwan-
Fukien Area, selccted years 



Table 5: Share of Manufacturing Sales by Largest Fifty_( )
 

Korea Taiwan 

1970 30.3% 

1972 32.9 

1974 16.9% 

1975 15.8 

1977 35.0 15.2 

1980 - 16.4 

1982 37.5 

Source: World Bank (1987) p. 31
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1981 for 41 percent of Korean, but only 28 percent of Taiwanese manufacturing 

employment. Table 5 dghlights a further difference between Korea and Taiwan: 

between 1966 and 1976 tie share of employment in the largest establishments 

pQcgressively ircrease. i rea, but declined in Taiwan. Indeed over th-iat 

decade the number of ranufac-uring firms in Tai,,,an increased by 150 percent, 

while the average enterprise size, meaaure by number of employees, increased 

by only 29 percent; by contrast, in Korea the number of manufacturing firms 

increased by only 10 percent, and the number of employees per enterprise by 176 

percent. 4 8 

Turning to differences in dependence on narket mech-ani-ss, associated with 

small and medium firms is a proliferation in Taiwan of subcontracting between 

final assemblers and independent suppliers of intenediate inputs, and of 

ongoing entry by export traders wno fuctioned as conduits to the international 

market. In contrast to the Taiwanese pattern, Korean firms engaged in 

subcontractng only to a limited degree, relying instead on vertically 

integrated, in-house manufacture of their local inpuits. 4 9  As for export 

trading, Table 6 reveals that t he number of export traders expanded apace with 

the grawth of irdustrial e-xport in Taiwan, but lagged export grawth in Korea. 

What are the mechanisms via -,,.ich small and medium-sized Taiwanese firms 

compete with large enterprises from other couintries? What was the role of the 

Taiwanese government in facilitating groth via the proliferation of small 

firms?
 

48 Data are from Scitovsky (1986) p. 146.
 

49 See Lev,,y and Kuo (1987) and Levy (1988a) for evidence of a Korean 
tendency tcwards vertical integration, and a Taiwanese tendency to procure 
inputs frcm independent subcontractors in computer keyboard and footwear 
production.
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We suggested earlier that government interventions in, Taiwan can best be 

viewed as efforts to promote industrial Expansion via unh alanced growth. But 

before we sunmr~rize rhe details of the relevant interentiois, it is helpful to 

make that strat gy more concrete by outliring i some detail the cornptitive 

advantages of small and medium enterprises. 

The capetitive str-ateg- adopted. by most Taiwanes2 firms followed the highly 

flexible, niche prod cer pattern. Such a strategy concntrates on short 

product cycles, quick product delivery scheiules, short production runs and 

mixes of producrs aimed at pa_:cicar market niches. So while the cost leaders 

compete by extendirq t-he length of production runs and by increasing product 

standardization, flexible-niche producers compete by increasing production 

flexibility and fccusing on market segments. 

T-he key to ccupetitive success with the flexible-niche strategy being 

successive increases in production flexibility arid progressive development of 

marketir- capability, Taiwan was compelled to develcp capacity in these two 

areas. Ccpetitive pressures together with sequential externalities generated 

by Taiwan's particular endoqenous expansion process provided part of the 

answer. In particular, sequential exteinalities that increased the 

transactional efficincy of markets in production and marketing activities, as 

well as technical learnir-by-doLng that progressively built up techological 

capability, facilitated Taiwan's competitive strategy and, in doing so, became 

a driving force in the expansion process. 

Taki'ng the transactional efficiency of markets first. 5 0  As smali firms 

50. See r yler Biggs "The Boundary Between Firm and Market in Taiwan" 
EEPA Discussion Paper No. 23, Forthcming 1988, for a discussion of how 
increasing transactional efficiency of market s in production facilitated 
Taiwan's flexible-niche ocupetitive strategy and its industrial expansion. See
 
Brian Levy "Export Intermediaries and Industrial Expansion: A Theoretical 
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entered and exranded, as subcontractors, suppliers, and traders, they 

continuously created external effects which tended to L-prove the transactional 

efficiency of r',arkets. Two factors were responsible for improved transaction 

efficiency. First, increases in the number of "participants" created positive 

agglomeration externalities, as a consequence of the ncreased social and 

physical proximity among larger factories and subcontractors arxI amnong traders 

and sellers, steriming frcT reduced search costs. Second, as the number and 

ai-JLtory of market transactions expanded with ongoing entry, norms and 

standards, coupled with greater geneial understandirg about how market 

trarsactions worked in various industries, bilt up prcgressively reducing the 

costs of contract negotiations arc monitoring and the probability of post

contract oortunism. Declining trasaction costs drove Taiwanese businessmen 

continuously in the direction of greater use of the marker.rather than the firm 

(hierarchies) for prcduction. Production thus became more disintegrated and 

flexible as producers succeeded with the flexible niche competitive strategy. 

In es-sence, declining transaction costs facilitated the flexible-niche 

car>titive strategy by reducing the tradeoff between production flexibility 

and scale econcmaies. This is evident if we look at Figure 3. 

Suppose that the prevailing technology of the representative Taiwanese firm 

is represented by the declininig average tota]. cost curve AA, which indicates 

the trade-off between "normal" average total unit costs (c) and tle rates of 

thra4hit (q). FF then represents the corresponding relationship between unit 

costs and degrees of production flexibility (F), given by the current level of 

production transaction costs (TAc) and approximated by the standard deviation 

Perspective" EEPA Discussion Paper No. 20, 1988, for a discussion of how 
increasing transactional efficiency of markets in marketing had similar effects. 



27
 

in the rate, duration and mixes of throughput that does not significantly 

incase "normal" unit costs. The constraints imposed by existing tectmology 

only allow incepasing exploitation of ecorwies of scale and eccnomies of 

standardization along AA. Thus, any increase in the flexibility requirements 

of produc-ion, given the cmrrent transactional efficiency of markets, will 

incur a cor575 1 - one must either change plant sizes (or throughput) along Tr 

(the trode--off quantity/flexibility relation) or increase "normal" unit costs 

along FF. 

Consider an increase in desired flexibility. If we begin with production 

runs (plant size, subcontracting arrangeirents, etc.) equal to q, normal 

average total costs, co, a degree of flexibility, fo, and market transactional 

efficiency, TAc, and assume t1At the required or desired increasZd in 

flexibility is from fo f' 0 , on the grounds of the given technology, this 

wolid engender very short production runs, q', and high production costs, c'o .
 

The cost of increased flexibility, given current tecnolcgy and transactional 

efficiency of markets, is c - co. Put another way, given the current 

relationship between technology and flexibility, the cost consecuences of 

having small average firms size, c's, could be competitively disadvantageous if 

rivals in foreign markets were reapir scale economies with plant sizes, ao and 

production costs, co . A look at the corresponding average revenue and cost 

curves in Figure 3 makes this point clear. Taiwan's costs would be too high 

to successfully compete in the same product markets with a cost leader rival at 

51, Standard technologies, which have been in use over the last several 
decades, are mostly Qonstrained by "Fordist" principles of organization and 
prcduction, in this technological paradigm, higher production efficiency is 
correlated with very high degrees of inflexibility - in terms of acceptable 
variance in production r.is and mixes. See G. Dosi (1988) "Sources, 
Procedures and Microeconomic Effects of Innovation", JEL Vol XXVT, Sept. 
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production cost ATCL and the world price at Pw.
 

However, as Taiwanese firms entered into domestic markets (often protected 

by tariffs and quantitative restrictions from foreign competition) and 

initially into eqort .irkets (hich were crss-subsidized by protection of 

domestic markets) they continuously caused transaction costs to decline. 52 The 

increasing levels of transactional efficiency raised the allodable flexibility 

of production at the given level of average total production costs. This is 

indicated by a dcwnward shift of the flexibility curve FF to F'F'. As 

transactions efficiency grcj.'s i prcoduction flexibility increases t..o things 

happen. First, overall costs (average total production cost given the current 

technology, ATCA , plus transactions cost, TA'c) decline making Taiwan more 

competitive. And second, businessmPa will be able to differentiate their 

product on the basis of production flexibility (short runs, delivery schedule, 

production mixes, etc.) and, more easily, on the bases of changing design and 

market focus. This second factor is indicated by a change in the elasticity of 

the average revenue function from ARL to ARFN at the point where ARL intersects 

the old overall cost curve XICA + TAc . 

Product differentiation and lc.er overall costs allows Taiwan to compece at 

a market price PDI, which is higher than the undifferentiated zroduct price Pw-

Moreover, if Taiwan is a price taker at PFN, further increases in the 

transactional efficiency of markets could reduce overall costs even more, 

producing rents (producer surplus) equal to the shaded area (acbPFN) in Figure 

2. Such rents can be a powerful force driving subsequent increases in 

transactional efficiency of markets.
 

52. In addition to agglomeration and transactions-learning effects, there 

will be a concerted effort on the part of f irms to find ways to reduce 
transaction costs (institutional innovations, fomal and informal sarcticrs, etc.) 
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The second force driving industrial expansion in Taiwan is technical change. 

One only has to look at statistical evidence frma the capital goods sector, 

where Taiwan was transformed in a matter of five to ten years "ifrcm an 

amateurish supplier of machine tools to Southeast Asia into the four-th laroest 

exporter of machine tools to the United States '' 5 3 , and from the high-tech 

consumer electronics sector, ,ihere Taiwan has become a sigrificant player on 

world markets in a few short years. Details of the process whereby Taiwan 

accunlated technological capability have been examined elsewhere, and will not
 

be recapitulated here.54 

A technological change from the "old" technological paradigm (based on 

electrochanical devices to new electronic_ - aised devices, e.g. Computer-

Numrically-Controlled machine tools) can be depicted in Figure 3 as a new 

relationship between "normal" average total costs and throughput. A*A* 

represents the relationship between costs and quantities for the electronics

based technology that allaws greater production flexibility for a given level 

of costs and transactional efficiency of markets. The adoption of this 

technology shifts the flexibility downward. Since technical charge has an 

affect on both "normal" unit costs and on the ability to further differentiate 

one's product, the overall cost curve ir the example in Figure 3 would shift up 

slightly but the average revenue function would rotate outward, imoreasing the 

producers ability to charge a higher price. One would assume that Taiwanese 

53. Alice Amsden (1982) "The Division of Labour is Limited by the Rate of 
Growth of the Market: The Taiwan Machine Tool Industry in the 1970s" in Worlu 
Development, Vol. XI, No. 6. 

54 Tyler Biggs, "Structure, Dynamics and Performance of Taiwan's 
Industrial Sector", Employment and Enterprise Policy Analysis Project 
Discussion Paper No. 17, August, 1988. 
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flexible-niche producers would progressively earn net benefits fran such 

technological adjustirpnts. 

How did goverrment facilitate industrial expansion via the rechanism just 

outlined. We highlight here three different sets of policies: interventions by 

government to set in motion the "compulsive sequence" that underlies unbalanced 

growth; induced interventions to help sustain the endogenous expansion; and 

interventions to procote the acquisition of technological capability on the 

part of pr-ogrc-ssive sial 1 and redium enterprises. 

To begin with the inducirj interventions, industrialization in Taiwan has 

moved through several phases, from priraly inport substitution in the 1950s, to 

export-led growth in the 1960s and turning to a mix of secondary import 

substitution and higher-value export comodities in the mid-1970s and 1980s. 

Thru-ghcut, goverrmnreit has been directly involved in leading the economic 

transitions and in shaping the .7Liccessful expansion within each development 

phase. The R/ff's top government managers already had experience of tryingi to 

develop modern industry on the mainland. They had a fairly clear idea of what 

industries ought to exist in Taiwan and - with some disagreement - in what 

sequnce to escablish them. Japan also provided them with a source of ideas, a
 

justification for their conception of the role of government and the main 

external reference economy for eimtlation. 5 5 

Since the early 1950s, government's inducigig role has been defined by the 

IMT as taking the lead in establishing new industries- often single factories. 

It then either found selected private investors to run the factories or, when 

nobody would invest, ran them as public enterprises. Throughout the 1950s more
 

than half of industrial production came from public enterprises (a much higher
 

55. Op. cit. Robert Wade (1988), p. 39. 
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percentage in the upstream basic industries). As the projects g;.t bigger and 

more technologically advanced, govexT mnt entered into joint ventures with 

foreign rultinatiorIals. In this way, the basis was laid for production of 

petrochemicals, plastics, artificial fiber, glass, cemrent, fertilizers, 

plywcod, textiles arti nany other products. A variation on this theme has come 

through governrent poiicy to .courage yx>Itr~tionaX companies to enter into 

upstream basic indJustries and into selected new industrial areas, (for example, 

electronics) to induce the grcNth of local suppliers and to build the 

foundation for ai high-tech changje in ccinpr-ative actvantage. 

Downstreanm production was left as a preserve for local private enterprise. 

Government promulgated various policies and programs to promote entry and 

investment into the new industries it had initiated with suc instruments as 

restrictions on imports, sectora-l al location of foreign exchange and 

concessional credit. As finns and new activities sprang up dwr~stream, the 

proportion of state owrn--rLip of i dultrial ptt9ottcn d ~cliied; neveirheless, 

key upstream sectors tended to be put 1-der control of public enterprises. 

Even today Taiwan's upstreamn industries rand to be highly concentrated and 

dominated by public enterprises (see Table 7 and Figure 4).
 

Thus, by direct governruent uwestmnent and joint ventures, by encouraging 

entry of multinationals in selected areas, and by changes in various 

incentives, governmnt has tried to influence the direction of the choice of 

consecutive leading industrial sectors and has attempted to spark an endogenous 

downstream expansion of private firms as a result of its initiatives. The aim 

has been somewhat different in each development phase. But, in general, it has 

been to change Taiwan's comparative advantage in anticipation of charyjing 

market conditions and to respond to exogenous shocks unforseen.
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As for inter qent ions to promote the induced, endogenous process of 

expansion, one key set of policies here has to do with efforts by government to 

prarmte ongoing entry by sr,,ll and tuIdium firms rather than expansion in the 

size of Iarr_ e fii=.56 'Private investors, because of capital ccnstraLnts, 

govex-urtarrt re-str ictions, aind the uncertain international political sitIuation of 

TaiAan, were constrail' l frein investing in upstream fndustries, hith taIed to 

be relatively capital intensive, but relegated to the more labor-iritens-ive 9r-7,n 

stream activities. Iorecver, the cverT]ent cortrol led formal financial 

intern-diarias (ncmi'td '-v --nks) and they were iniened to be very 

cons-servative. There were proe§rwurial selective credit controls as in Korera 

(concessionar-y export financixr and strategic inrflstry loans) but the volume of 

these loans and the preference n'rargLrs on interest rates were not anywhere near 

Korea's (just on export IcrLs, the rents accruing to Korean borrowers were six 

to seven tirses larger than in Taiwan.) Hence, absent were the artificial 

(private but not scial) fi.'-rnial econaries for large-scale enterprise in 

Taiwan. Furthermore, becaus-e of heavy financial regLulation in Taiwan, a large 

portion of business credit (particularly for new fir= and for smaller 

snes) come frcm curb markets and from internal finance. Such heavy 

reliance on c%t markets (friends and relatives, lending between enterprises, 

post-dated cnecks and the IJe) and on internal accumulated profits for 

business finance cut in the opposite direction from Korea's subsidies for 

large-scale cerations. In Taiwan, finTs had artificial financial diseconomies 

for ]ig. -scale enterprise. 

Investrent incentives, tax .aws, labor laws, and a host of other policies 

56 See Levy (1988a) for analysis of the reasons why the endogenous 
expansion will be larger with small than with large firms.
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(business licensing procedures, antitrust laws, bankruptcy laws, export quota 

management) presented strong incentives (thcagh often unintended by the 

authorities) to limit cclariy size. For example, a five year tax holiday 

provision in the g _ ' estent incentives for ne. star-ups in 

strategic Lnd-sties creatcd an incentive to start new c-pan'ies tathei than 

expard existl-g cocmpanies; the ccrporate incare tax was graduated by size 

categories in ters of net I 1-c7e (IT 50,000 to 10,000, 15 tercent of net 

in-zame, f1W 100,000 to .F 500,000, 25 peent, above 500,000, 35 percent) and 

there was a larq-ce Le.:;;>n m:r1nuo ratesra on corporate taxes (25 percent 

before 1974 and 35 perce=nt :.ter) and per.soral income (cmaxi 50 percent 

before 1969 aid 60 percent after), each of these laws, arnd the way they were 

administered in practice, produced a negative incentive on cxm-pany size; 

finally, labor laws and their weak enforcement reinforced the already strong 

ix entive to becme one's awn boss by starting a smiail company rather than 

working for someone else. 

Finally, there were interventions to promtte the acquisition ot 

technologica1 capabilities. Interientions ranging frcm trade policies, to the 

pricing policies of state-cmneJ enterprises, to control of labor unions all 

helped indirectly to prarnte technological acquisition. But three more direct 

interventions stand predorOinanc. 

First has been the governpmnt's policies toards multinatioi' . companies. 

Multinationls were invited to Taiwan directly by individual government
 

officials in same cases, and by a system of profitable incentives, in 

particular, "strategic" product ar-ears, where the government wanted to develop
 

technological capability. In the early 1960s, it was in product areas like 

textiles and sewing machines, later on it became secondary irport-substitution 
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industries and electronics. Once foreign cmxTaiies began setting up operations 

in Taiwan, their production methods and capital equipment were imitated by 

local producers very rapidly, facilitated by both word of mouth and by the 

mobility of labor frm tmu-1tLational conpany factories to i dependent or 

conpany--ccnnea supplier operations. It was facilitated as well be 

government-.ifposed conditions multinationalon direct investments. 

Second, search, adoption and diffusion of technology by private fis "was 

also facilitated mre directly by the government. _jples of government

negotiated (and scaretLmes subsidized) foreign technx)olcgy licensicj agreemants 5 7 

abound in textiles, basic irdustries, electronics and machine tools. Moreover, 

governmnnt set up technol cgy researcth centers, which imported foreign 

technolcy and adapted it to lccal requirements (for example, the Machine 

Tnstitute Research Laboratory (MRL) developed machine tool prototypes for 

local producers, and the industrial chnology Research Institute (ITRI - the 

ERSO division to be e-xact) introduced redesigns of imported technologies and 

prototypes in electronics and other areas.) But more than the technology 

prototypes, these goverment institutes made influential tocontriuutions 

training and practical experience for a hcst of engineers and a large number of 

skilled techni-cians. It has also been government policy to provide incentives 

to these research institutes to spur the development of marketable 

technologies, whether they be the product of reverse engineering, local 

adaptations or new innovations. Local researchers, or those overseas-Chinese 

lured to Tiwan by high pay and prninent positions, can expect government 

financial subsidies in the form of concessional loans and goven-urent 

investments to establish companies for the purpose of producing the (proven) 

37. On- cit. Thomas Gold (1981). 
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marketable technologies they have developed. This allows engineers and 

research scientists to capture sorre of the financial gains generated by t-heir 

efforts. Additionally, extensive technical libraries are operated for business; 

the goverrnent heavily subsidizes trips abroaa for busLnesssmen to attend 

equipment sho- and to visit fo:eiqn factories; goverment agencies, such as 

the Chi a Productivity Center, have beem influential in various "strategic" 

industries in giving direc: assistance in upgrading production technolcayr and 

man gement; and teams of exerts (subsidized by governrent) are sent to 

factories to give technical assistance. 

Third, government has paid a lot of attention to the kind of education that 

beinefits the econcy. gverument e-xpenditures on education have been second 

only to defense, averaging about 21 percent of the budget (15-20 percent tbove 

the world average). And government education planning has fostered a formal 

education system that is heavily biased towards churning out scientists and 

engineers, rather than lawyers and liheral arts majors. It has also developed 

an extensive technical training network in close cooperation with the business 

counity, as well as lent its support to private technical training 

institutions. 

Industrial strategy and industry structure in Korea and Taiwan. The analyses 

of Korea and Taiwan have revealed that the two countries differ both in 

industry strategy and in the organization of their industrial sectors. What are 

the relationships between these divergent industrial structures and the 

divergent industrial strategies adopted in the two countries? 

First, strategy appears to influence structure. The Korean strategy of 

government-direc learning appears to have fostered that nation's 

concentrated economic structure by encouraging individual firms progressively 
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to increase their export volumes; but the strategy also appeirs to have saddled
 

Korea with an organization-heavy institutional structure, with administrative 

negotiation and hierarchical co<nrand sub-titu,-.irto an unusual degree in a 

mix:ed econci, for marker acchnis of co>-rJiarion. By contrast, the 

Taiwanese iu.balanox gr.h stratgyy appears to have supported that island's 

diffusion of economic pc'er through its ep-,asis on ir;vestrvonts that induce 

entry, and thereby expa-nd narket conptition ?rkl tra-a=cctionl efficiency. 

Second, st-ruc-tiure appears t; nflu rce tae etfienoy with tvich strategy 

can be ipl01eronted. Korea's cnconcrted st-uctu:ce C.h:,rced tne efficiency of 

the stratpoy of governI:n dirc: d leariqi Jrso-ajr- as gm'eqTrUnt officials 

cold target their firm-specific efforts at a small ntunber of large fi-ms each 

capable of a sube-tantial absolute resporLse, rather than at a larqe number of 

mall and rredium enterprises. ArKJ Taiwan's transactionally relatively efficient 

market envirorm-ent was crucial Lo the success of the unbalanced growth strategy 

insofar as it enabled a readv supply of agents to enter and take advantage of 

the govexment's externality-creat ing stimuli. 

11dird, strategy and structure appear to reinforn-e one another at the micro 

as well as the acqgregate level. Students of corporate strategy identify two 

alternative strategies that fir:;.s might adopt in copetitive international 

narket environments: a strategy of securang mrket leadership, a:nJ a stratey 

of identifying and occupying ,rarket niches; the former st-ategy typically is 

most appropriate for large firms, the latter for their smaller co,,nterparts. 5 8 

Policies to prcmxte goverrent-directed learning both promote large firms and 

cost reduction through volume increases, ard. thus broadly reinforce cost 

58 For a detailed analysis of these and related strategies, see Porter 
(1980).
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leadership corpcrate strategies. And policies to pramote unbalanced groth are 

consistent with a proliferation of smaller firms, each pisuing potentially 

profitable market niches. 5 9 

Two opposite iplications for irdustrial policy might be drawn frcm the 

mutually reinforcing character of strategy and structure. One possible 

implication is that structure is entirely endogenous, and thus that a nation is 

frei- to choose whichever strategy prcmotes in the long-run the preferred 

structure of industry; from this pei-,pective, the observed differences between 

Korea and Taiwan in industry scructure can be inteipreted as the result of 

more-or-less arbitr-ry (or politically determined 6 0 ) strategic choices. Anl 

alternative implication, one that uderlies much of the analysis in this paper, 

is that initial economic conditions matter a great deal in determining which 

industrial strategy will yield more substantial benefits. 

Initial conditions were quite differ-ent in Korea and Taiwan. As Table 8 

reveals, per capita income and levels of education were substantially higher in 

Taiwan than in Korea at the outset of outward-oriented industrialization. More 

fundamental, if less readily measurable, dating back to the nineteenth century 

the population of Taiwan, migrants from the Southern Chinese coastal province 

of Fukien located between the major trading ports of Hong Kong and Shanghai, 

appears to have enjoyed more substantial experience in business than did 

Koreans, at that ti-me emerging only gradually from their status as citizens of 

a "Hermit Kingdca" and, in the absence of a fully monetized economy, dependent 

59 For evidence and analysis of divergent strategic orientations along
these lines by Korean and Taiwanese firms, see Levy (1988c). 

60 For an analysis that highlights political, determinants of differences 
between Korean and Taiwanese industrial strategies, see Cheng (1987). As Jones 
(1980) discusses, the hypothesis that industry structure is entirely a 
consequence of goverment policy enjoys substantial support in Korea. 



Table 8J:Le-vels 
of Developnment 
in Korea and Taiwan
 

1. GNP per capita (in constant 1965 US $)
 

1955
1960 1481
1965 81
 
95 
 15.
1970 7


103 
 2to
150 

312
 

2. Total Population (millions)
 

1955 

21.5 
 92.
1960 
 25.0 9'1
 

1970 

31.5 
 14,7
 

3. Populacion over 
Six Years of Age with

Tw,1ve 
or More Years of Education
 
('000s 
and percentage)
 

1952 

1960 650 (10.2%)
1,038 (5.3%)
1965 1,207 (14.2 )

-
1970 1,788 (17.4 )2,729 (10.4 ) 3,740 (30.2 ) 

SLurces: 
Republic of China, Council for Economic Planning and DevelQpment,
Taia 
Statistical 
Daa Book, 1986 (Taipei); Republic of Korea,
Economic Planning Board, Korea StatistlcalYearbook (various years);
Republic of Korea, Economic Planning Board, Handbookof KoeaEconomy;
Republic of Korea, Economic Planning Board, National Bureau of
StaCisLic 
 PoulationandHousng CensusReport (1960, 1970, 1975)
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in part on barter as a vehicle for dcmestic trade. 61 . Perhaps most fundamental 

of all are differenc ir culture: in Korea a combination of social homogeneity 

and a deep-rocted centralist Confucian tradition has long encouraged both 

hierarchy and loyalty on the part of subordLates to their hieararchical 

superiors; in Taiwan a migrant frontier ethos and, in the contemporary Y-ricd, 

the tension between a KucmLncarg regic dbninated by officials who came to 

Taiwan only in 1949 and a business class donirt-,ated by Taianese, the Kuomintang 

adhererce to the ecorcmic philosophy of SuIM Yat Sen, and a strong sense of 

political prec ari usness on the part of businessmen, all tended to disccrage 

large-scale o ganization and the accululation of economic power in private. 

hands. 

Evidence uif substantial initial diffe-rnces between the two natiors suggests 

that there was nothing arbitrary about their choices of industrial strategy. 

With the cost of market transactions relatively high at the nitst of export

led industrialization, a stratejy of unbalarced growth is not likely to have 

afforded Korea the success it enjoyed through its strategy of goverrment

directed lexrnng. Nor is a goverrent-directed learning strategy likely to 

have had much prospect of success in Taiwan, as is evident from the failure of 

recent efforts to pursue Korea-style policies. On the contrary, a significant 

fraction of the development successes of Korea and Taiwan can be attributed to 

the ability of their governments to identify industry strategies that fitted 

well with their r-pective economic envirorments, and to implement them 

effectively, willing to experiment, to plunge in, learn from error, and adjust 

61 For a discussion of the evolution of Taiwan's business elite, see Gold
 
(1981). For evidence of the incomplete development of a monetary economy in the 
19th century in Korea, see Pallai (1975), and Amsden (1988). 
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as the results of initial efforts became apparent. 6 2 

IN =3I1PAL POTCIES IN 'SOFT' STATES 

The focus thus far has been on irustry strategies for countries with 

governments capable of devising, implementing and sustaining socially 

beneficial policies. However, a sobering lesson of post World War II 

development efforts has been recccmition that in many less developed nations 

the extent and character of intervention often is shaped by forces that have 

little to do with the protion of dynamically efficient industrialization. 

What industrial policies are appropriate for these soft states? We analyze 

first what might be the consequences of adopting goverrnent-directed learning 

or unbalanced growth strategies in soft states. Second, we examine ways in 

wtich industrial policies in soft states might usefully extend beyond an 

exclusive focus on prices and free markets. Third, we discuss briefly sore 

industrial policies that might help overccme initial price distortions. 

Hard Strategies in Soft States 

In the face of the analysis and evidence thus far, it might be tempting to 

advocate interventionist industrial strategies for a wide range of less 

developed countries with initially low levels of orjanizational capability and 

market efficiency. However, as Figure 5 summarizes, many of our earlier 

propositions as to the efficiency of various industrial strategies look quite 

different for soft states. 

First, government-directed learning now emerges as the least, rather than 

the most, desirable strategy. The combination of highly selective instrmTents 

62 See Jones and Sakong (1980) pp. 290-295 for a vivid depiction of the 
flexible, learning orientation of Korean policynakers. 



Figure.5: The Benefits of 
Industrial Strategy in a 'Soft' State
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of intervention and concentrated eooncmic power associated with government

directed learnLng affords enormous opportunities for socially-unproductive 

rent-seeking behavior on the part of business elites and government officials, 

oppoitun-ities that are likely to prove irresistible in soft states. Second, 

across a wide rare of levels of market development the nett benefit relative 

to laissez faire of przr:tin j endcxenous expansion via the initial stimulus of 

lunpy, publicly-supported investments is :_hcwn to be positive, although the 

magritude of the benefits is less than in hard states. The implied hypthesis 

here is that, even in a relatively weak state, the interL-entions associated 

with urbalanced grovth could help prcmote sequential externalities, while being 

less likely to undermine spontaneous, laissez faire industrialization than 

could interventions -sscciated with purported learning strategies. To be sure, 

the weaker is the state, the less efficient will be the targeting of 

investments, the greater will be the risks of undernining irdustrialization via 

distortionary intervention, and thus the narrower is the range in which efforts 

to promote unbalanced growth are likely to be des-Lrable. Third, as withl the 

analysis of hard states, the case for interventionist industrial strategy 

weakens in countries with substantial initial capabilities. But, whereas in 

hard states the case weakens because nett benefits relative to laissez faire 

decline but remain positive, in soft states the nett benefits of strategies of 

governmnt -directed learning in particular turn shar-ply negative with increase-s 

in initial levels of market development, reflecting increases in the potential 

for spontaneous laissez faire industrialization with higher initial 

capabilities, and thus a rising opportunity cost of blocking the spontaneous 

process. 

Figure 6 brings together the various propositions as to the relationship 
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between the desirability of alternative irdstrial strategies and levels of 

political and market development. The broken lines divide the figure into three 

areas. Area I represents the rarge of political and market development for 

whici goverrment directed learning represents the preferred strategy; area II 

the r-ne for which an unbalanced growth strategy is prefeirred; and area III 

the range for which a nation is likely to do best if its goverment adopts a 

laissez-faire, hands-off industrial policy. The figure thus illustrates our 

central hypothesis: there is no single industrial strategy appropriate for all 

less developed .ations at all tLPms. That matters rather is the gocdness of fit 

between, on the one hard, the chosen strategy of industrialization and, on the 

other, a nation's economic ernvironrent and the kind of policies that nation's 

goverxment has the capability ot actinisterLng effectively over the long haul, 

given the character of the political mecharisms of decision-making. 

Promotional Interventions in Soft States 

A wide range of countries are lLkely to be in Area III of Figure 6: given 

their Liitial levels of narket and political development they would do better 

with laissez-faire, hands-off industrial policies than with either unbalanced 

groth or govern-nent-directed learning strategies. This section explores ways 

in which laissez faire might usefully be suppleirented in soft states by market

completing prograrn and other market-corrpleting interventions (strategy 4 in 

Figure 1). We make no claims to ccmpreherisive coverage. Rather, our goals are 

to delineate a framework for thinking about potentially desirable 

inteilentions, and to lay out a few, very preliminary, more specific ideas for 

intervention. 

Interventions to promote dynamically efficient industrialization in soft 

states need to be structured in ways that limit the risk of redirection into 
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socially unproductive rent-seeking. Three principles can help guide their 

formulation.
 

First, interventions should be designed with careful attention to their 

impact on industry structure: they should support the "d namic middle" of 

proressive small and medium enterprises, rather than either the largest firms 

or micro enterprises. The dismal experience of 'crony capitalism' in the 

Philippines subsequent to President Mrcos' efforts in the 1970s to push 

industrialization via Korea-style policies suggests that in soft states 

interventions targeted to large i7s are vr.,T likely to be hijacked to pronote 

the enrichurent of favored public anI private elite groups. Interventions 

targeted to micro enterprises are both less vulnerable to hijack and, in the 

event of hijack, are likely to result in less extreme distortions. However our 

experience suggests that, while micro enterprises can offer a welfare safety 

net on the margins of society, they have little potential to spark and sustain 

industrial expansion. By contrast, the experience of Taiwan confirms that 

progressive small and medium enterprises can be the mainstay of prolorf-ed 

dynamically efficient industrialization. Small and medium enterprises require 

transactionally efficient markets to thrive. So policy commitments to prcmote 

competition, to remove all bureaucratic obstacles to entry and exit, and to 

pursue market-campleting programs can be iportant in promoting the dynamic 

middle of the industrial structare, and thereby navigating successfully 

between the pitfalls of socially unproductive rent-seeking and dead-end 

welfare-oriented policies. 

Second, interventions in soft states should minimize discrction by 

government officials as to who will enjoy access to the available benefits. 

Nondiscretionary interventions minimize the opportunities for allocatL-g 
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benefits according to criteria unrelated to potential performance. And 

guar-anteed access is a reliable signal firms lacking connectionsto in 

gave--rurnt (more likely progressive small firms than large enterprises) that 

they might also benefit f= the relevant prcxUT.am. 

Third, interventici in s-sft slaites should be linked to export performance 

wherever c- -ible. As the earlier analysis of Korean irr,-ustrial policy 

dggested, tying Laterv'entis to ex.-port perfor-rance has benefits additional to 

those hiqhlightr; by stauryia- corsiderations of efficient resource allocation. 

'The extent Of a firm 's success in e2por- Tri-irkets is a uniquely unambiguous 

"practical yardstick for r2easuring progress towards international 

competitiveness";63 firms engaged in exp-orts enjoy opportunities for learning 

about technology, product design and market preferences not open to firms that 

prxduce only for domestic markets; and continual change in the international 

marketplace ensures that learning and productivity gains are ongoing, and not 

one-time efforts. 

The close link between export -uccess and productivity suggests that, 

contrary to our second principle, interventiors linked to export performance 

can sometimes be discretionary even in soft states. For one thing, the Korean 

eyperience suggests that, even if they are granted discretionary advantages 

which might under some circumstances be construed as socially unproductive, 

successful exporters have little incent.ve to backslide on their efforts to 

iTprove productivity: once they had successfully penetrated export markets, 

protection at hcme and associated rents added to the incentive of Korean 

exporters to increase their export volumes, thereby moving further down the 

learning curve, reducing costs, and increasing productivity and - with no 

63 Pack and Westphal (1986) p. 100.
 

http:incent.ve
http:prcxUT.am
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downward pressure on dcaestic prices - profits. 64 For another thing, export

oriented interventiors afford fewer opportunities for government officials to 

stray, for whatever reason, from dyiamically efficient acticns. A-s Anne Krueger 

put it, "since even tlie most 'zrealistic police-mkr r eizes that 

foreigners cannot be forced to accept do±estically produced gods, any decision 

to encourage a line of exports that happens to be uneconomic will be 

accaipanied by large losses, either to the exporter, who will then contract 

production, or to the goveY.rnent, if it is inducing exports by subsidies. 

Either way the costLs are highlv visible and provide feebazck that policy is 

inappropriate, feedback t-at is far stronger than an Jirlicit or explicit 

tariff of comparable magnitude uwder import-substitution regimes, wtere firms 

have captive markets. ,,65 

Five examples of potential interventions that we think hold substantial 

prcmJ.s illust-rate how the three principles might be applied. 

* Promote informal financial rarkets. Cur field research in Taiwan revealed 

that infonval sources of credit, rather than specific govenment lending 

programs, were the mainstay of finance for that island's progressive small 

firms.66 Indeed, long experience of failure in a wide rare of countries 

confirms that formal credit institutions lack the infonration and incentives to 

lend to prcmising, but not yet established progressive small and medium 

64 For a persuasive theoretical explanation of these relations between 
import protection and export proretion, see Krugman (1984). For compelling 
evidence of a parallel relation between import protection and export promotion 
in Japan, see Yamamura (1986). 

65 Krueger (1.984) p. 151 

66 For a detailed analysis of Taiwanese financial markets, see Biggs 
(1988).
 

http:firms.66
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enterprises. 6 7 Governients cannot directly promote lending in curb markts. But 

the Taiwanese experience points to a range of possible mechanisms for 

strerthening that irarket. All of these interventions are nondiscretionar, 

and increase the tr-, sactior.a) efficiency of a -arket tat is of critical 

importance for proqressive smal firms 

* Giarantee wor6drn capital for e:xpcrts. A shoftfall of working, rather than 

investr e nt, capital has ercs eld as a rmajor constraint on expansion by 

progressive &mullfirns. I Ecth Yorea and Taiwan have programs that guarantee 

payment to banks -ho pro.ide ',:irj ,apital to e:.orters agamrsz the assurance 

of letters of credit from, buyers. 69 A program of guarante-e-d workirn capital for 

exports can serve as one certain channel of access to finance for progressive 

firms seekdin to grow (although, contrary to the pattern i Korea, such credit 

should not be provided at subsidized interest rates, lest large firns

seeking to maximize subsidies - squeeze their smaller counterparts out of the 

relevant export markets).70 The nondiscretionary character of guaranteed access 

to working capital for exports limits the opportunities for arbitrary refusal 

67 See little (1987) pp. 218-221, 233 for a useful overview; also Anderson 
(1982).
 

68 See, for example, Anderson (1982); Biggs, Levy, Oppenheim and Schmitz 

(1987); Biggs (1988). 

69 A letter of credit is a commitment from a bank designa ted by the buyer 
to pay for an order upon the buyer's receipt of merchandise in satisfactory 
condition. See Phee (1985) for details of how export credit guarantee schemes 
might be impleminted. In practice, coverage in Taiwan proved less than 
univer-sal in the face of the extreme conservatism of that country's formal 
bankixrq system; but well-established informal financial aiarkets were able to 
absorb the slack. See Biggs (1988) for further details. 

'70 For evidence of this perverse pattern in Korea, see Levy (1988b), and 
Park (1983).
 

http:markets).70
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or grants by government officials; 7 1 and its lini to exportS ensures that the 

financing will co to relatively productive activities. 

* Provide incentives to promote the entry of export traders. Both theory and 

evid(nce ftan Taiwan suggest that the proliferation of medim-sized export 

traders, and associatrd reductions in the costs of international transactions, 

was important in sustaining the pnurticipation of the dTamic middle in Taiwan's 

export expansion: 7 2 without traders, the relatively high cost of learning about 

unfamiliar foreign environn _nt-s would have ben a iT jor obstacle to 

international trade by small ranufacturers and by the buyers in small volumes 

on whom small manufacturers depend for orders. Although the proliferation of 

medium-sized traders proceeded sponstaneously in Taiwan, we are persuaded that 

government programs could provide an important initial spur to promoting trader 

entry; once entry and exports are underway, we expect that an ongoing 

proliferation of traders and small iranufacturcrs would continue spontaneously. 

We have not yet worked out detai±s of hcw a program to promote traders might be 

implemented; but the risks associated with even discretionary incentives are 

likely to be low, as long as the incentives are targeted to smaller traders, 

and nonparticipants in any trader-promtion program remain free to enter and 

engage in export trading. 7 3 

71 But, as did occur in the Philippines, especially conniving businessmen 
and goveTrxnt officials might be able to extract (ard abscond with) very
substantial loans with letters cf crectit for orders they had no intention of 
fulfilling. 

72 For a theoretical analysis, see Levy (1980a); for detailed evidence 
from Taiwan, see Lorsch (198P]). 

73 It is worth making note of a related program to promote trade:
subsidize trade shows in the exporting country; and subsidize expo.ters to
attend and exhibit in trade shaws abroad. Our field experience suggested
strongly that trade shows were important channels for learning as well as
rarketing for exporters from the Phil i pines, Taiwan and Korea. 
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* Provide selective incentives for entry by multinatioral exporters of final 

products, with the magnitude of incentives calibrated to the extent of local 

content procurement from independent ccuponent suppliers. As with the promotion 

cf traders, the cbjective here -- again influenced by field research Ln Taiwan, 

where backward linkages fic ,utLnational exporters repre-ented an LTortant 

channel of entry and technological learnijg for small manufacturers, wto often 

subsequently became direct expoters themselves 7 4 - is to promote the demand 

for production by pn~grnresive small -and medium manufacturers. We interpret the 

Taiwuese experience to trply th-at once markets for efficient subcontractors 

include a threshcld number of participants, expansion and entry by additional 

final manufacLurers and subccntractors can be self-sustaining; 7 5 thus the 

objective of the proposed intervention is to get the process started. 7 6 The 

linkage between subcontracting and final-good exports is consistent both with 

our principle that selectivity should be considered only in the context of 

export activities, and with evidence from the Philippines and elsewhere that 

local content programs tied to final suppliers of protected domestic markets 

74 For evidence of this patt-rn in Taiwan, see the case study of Singer
Sewing Machines by Schive (1978), reported in Amsden (1985). For evidence of at 
least some proliferation of backward linkages in Singapore, see Lir and Fong 
(1982).
 

75 Levy J1988a) delineates the relevant mechanisma.
 

76 One possible extension of the proposal in tho text in countries that 
are shiftix frwn inpoit-substituting to outward-oriented regimes is to mandate 
the break-up of inefficient vertically integrated enterprises as a way of 
getting subcontracting markets started for activities where experience
elsewhere with independent subcontracting has demonstrated that vertical 
integration has no overwhelming transactional or technological advantages. See 
Lall (1980) for evidence that although final producers (in his case for the 
dme:stic Indian market) might initially be reluctant to shoft from vertical 
integration to suibcontracting, the arrangement often proved efficient 
subsequent to their being forced by government to establish ties with 
independent subcontractors.
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tend to prcuote intermediate activities in 'oahich domestic producers have no 

prospects for achieving dynamic efficiency in the long-run.77 

* Provide selective, firm-specific incentives to national exporters of 

manufactures. Of the five exanples, we have least confidence in the 

desirability of this proposal; it highlights, one final time, the opportunities
 

and pitfalls of selective export promotion in soft states. The opportunities 

are substantial: as wit'. multinational firms, national exIprters can generate 

imporzant back-ward linkages 17o urdependent subcontractors; additionally, when 

national firms tcwb-cc significant oligopolistic world, to -,e players in 

rrarkets, they are ncr likely than multi.national firms with already established 

market -xcsitions to act as national chmampions, wil.ling to challenge for 

increased world mrket share from national factories, even if their challenge 

entails significant disruption of global markts.78 The dilemma is that (unlike 

multinational firm already endowed with epertise) national firms cannot be 

full-blmin exporters right from the start-up cf production; so a sustained 

program of selective support for potential national exporters cannot be linked 

exclusively to actual export performance. Selective incentives in Korea appear 

to have been cont,,xgent on initially rcdest, but progressively rising shares of 

exports in a firm's total production. But for a soft state, the risk is that 

initially modest export perfor.,:nce requiremrents will progressively be debased.
 

Thus, as a -tude rule of thumb, we would suggest that selective firm-specific 

77See Bigs, Levy, Oppenheim and Schmitz (1.1:37) for evidence of this 
pattern in the Philippines electronics and autmbiLe components industry. See 
also Vattana (1988) for evidence of a similar pattern in Thailand's automobile 
industry. 

78 For vivid examples of the aggressive Japanese challenge in 
the 
telerision and semiconductor indLstries, see 1!amamura (1986) and Borrus, Tyson 
and Z nan (1986). 

http:markts.78
http:long-run.77


49
 

suppcrt of potential exporters should be considered in soft states only if 

firms can from the cutset export at least 50 percent of their production. 7 9 

Strategies for Overccminq Price Distortions. 

o(r discussion of prcmotional interventions in soft states presupposed a 

laissez faire environment, with more or less undistorted prices. This 

presupposition is naive: a central dilem soft states pose for economic 

policymakers is precisely their wiilingness to create and tolerate price 

distortions as a way of channelling rents to favored clients. Would the net 

benefits of our proposed promotional interventions be positive even in soft 

states with distorted price envirorments? And would the proposed interventions 

help move policy away from the pre-existing distortions? Happily, as a few 

final cuuments suggest, the to both questionsanswer appears to be yes. 

Powerful special interests that gain from price distortions - inefficient 

industrialists who can profit only behind high tariff walls, govezment 

officials who can e-tract rents by virtue of the rationing pow;er afforded by 

disequilibrium prices - typically oppose efforts to move from a more to a less 

distorted price environment. In the face of these interests and -eir 

influence, prcpoals to eliminate distortions directly have little likelihood 

of being heeded. By contrast, our proposed interventions help promote thie move 

towards nordistorted prices via a more roundabout route: 8 0 rather than confront 

directly the interests blocking reform, the proposals work to strengthen 

79 It is Derhaps worth noting explicitly that this condition say nothing 
as to the potential advantages of prcgrams that provide firms with fewer than 
50 percent exports either guaranteed working capital for their export sales or 
any other incentives linked directly to actual export performance. 

80 For two important contributions to the analysis of roundabout routes to
 
policy reform, see Hirschman (1965) and Tendler (1982).
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interests that stand to gain from subsequent changes in policy. 

The prcmotion of exporters can be a central ingredient of roundabout 

strategies for effecting polic-y change. Exporters rarely are the beneficiaries 

of the most egregious distortions dssociatod with in=rt-substituting regimvs. 

Rather, inport restrictions matke their lives more difficult, etirely denying 

them access to iirorted inputs of recuisite price and quality, or affording 

access via cunb±)ersoie, time consunh-rg, and unpredictable bureaucratic 

procedures that effectively foreclose the possibility of participating in those 

international rarkets where rapid response is crucial for success. our 

proposals to g~uarantee workir.-Y capital. to exporters, to promote export traders, 

to procute multinational exporters with backward linkages to domestic 

subconti ,ctors, Lnd to selectively subsidize exporting national firms all would 

help strengthen factions of society that, as they gain in influence, are likely 

to becime increasingly vocal advocates of policy reform. 

One last point. Our proposals have been presented as desirable on their own 

merits i soft states with undistorted price environments. Export processing 

zones, tariff drawback schemes for direct and indirect exporters, bonded 

warehousing programs and the like are additional mechanisms for promoting 

exporters by affording tariff-free access to otherwise protected inputs, 8 1 

mechanisms that have no attraction in already undistorted price environments. 

But they are exceedingly attractive options in soft states riddled with 

distortions, where the objective is the roundabout one of working to strengthen 

the hand of interests favoring reform. 8 2 It was evident to us in our work in 

81 Described in detail in Rhee (]985). 

82 Although given their bureaucratic character, they are likely to 
discriminate against small and medium enterprises for whom the opportunity 
costs of the requisite paperwork may exceed the benefits. 
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the Philippines that, for all of the shortfalls in implementation, export 

processing zones, tariff drawback schemes, and bonded warehouses were crucial 

in enablinq manufactures to take root; ard these exporters were in late 1986 

among the most vociferous advocates of continuing policy reform. Indeed, it was 

Korea and Taiwan that pioneered the use of zones, drabacks and the i Lke in the 

early 1960s, a time when both countries .,ere themselves worting to navigate the 

shift from irw-ard to outward-oriented inKdusrrial str-ategis. But we have drawn 

exxgh lessons from those countries for one paper. A detailed political cconcmy 

analysis of how they sncothed their policy transitions must a,,wit some other 

occasion.
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