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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 & commitment to relatively efficient pricing
policies. However, 1t suggests that the strategic interventions
initiated by the governments of Korea and Taiwan, althouagh 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. 1na paper
concludes with some suggestions for 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
proklems: transa~tionally costly (or inefficient) markets,
limited organizational capabilities, and uncaptured positive
exterrialities. In their Dbroader <concepticn of industrial
development, these East Asian governments conceived of <the
industrialization process as a transition from a Jow-level

equilibrium, characterized by transactionally costly markets,



limited organizational capabiliities, 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 externalitiszs, and organizations
progressively improve their capabilities. Accordingly, Korea and
Taiwan both str: tegically intervened in the development process,
beyond simply trying to alleviate market failures, to address
these 1issues and thereby to set in motion an accelerated
industrial growth dynamic. In Korea, the covernment pursued a
strateqgy we call "government-directed learning'. In Taiwan, the
government chose to foliow a strategy of "unbalanced growth" very

much 1in line with what Hirschman outlined in his Strateqyv of

Economic Development in 19%3. 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 expcrts) 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 developmert 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 learning as
practiced in Korea, can potentially make things worse off, rather
than better off, as compared to laissez faire outcones. The
combination of highly selective instruments of intervention and
concentrated economic power associated with goverament-directed
learning aftfords enormous opportunities for socially unprcductive
rent-seeking behavior on the part of business =elites and
government cfficials, opportunities that are 1likely 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, 1s shown to be positive,
although the magnitude of the benefits 1is less than in "hard"
states. Even 1in a relatively weak state, the intervantions

associated with unbalanced growth could help promote sequential



externalities, while being less likely to undermine spontaneous,
laissez faire 1industrialization thnan «c¢ould interventions
associated with purported learning strategies.

Third, as with the analysis of "hard" states, the case for
interventionist industrial strategy weakens 1in ccuntries with
substantial 1initial «capabilities (market and organiczational).
But, whereas 1in "hard" states the case weakens because net
benefits relative tc laissez faire decline but remain positive,
in "soft" states the net benefits of strategies of government-
directed 1learning in particular turn sharply negative with
increases ‘in 1initial levels of market develcpment, reflecting
increases 1in 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 1is no single
industrial strateqgy 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.
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Strategic Interventions and the Political Economy
of Industrial Policy in Developing Countries

by
Tyler Biggs and Brian levy

Questions concerning industrial strategy are returning to the forefront of
develomment econamics after a long period in eclipse. The egregious
misallocations of resources that resulted from most import-substituting
strategies of industrialization led economists in the 1970s and early 1980s to
analyze industrialization as a subset of the more general question of efficient
resnurce allocation. The resultant policy recamendations, important
correctives to earlier excesses, stressed the importance of ‘getting prices
right’, of ensuring that factor and output prices reflect opportunity cost, of
urndistorted (meaning outward-oriented) trade policies, and of a laissez-faire
attitude towards markets in general.

This paper attempts to draw some general lessons fu. 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 pessible in *he long-run ir 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 pricing policy. For one thing, as has
increasingly been reccgnized, the successful efforts of East Asian goverrments
to promote imdustrialization went beyond a commitment to relatively efficient
pricing policies. More fundamentally, policy prescriptions that focus

exclusively on prices implicitly assume that markets arz frictionless, that
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econamic égents are amiscient, and that extermalities are limited in
magnitide, with the costs and benefits of actions largely internalized in the
calculations of private decisiomakers. Contrary to the first assumpticn,
transactions cost eccnonists have explored the determinants of the costs of
market transacticns, and the character of mechanisms to conserve on these
costs.l contrary to the secord assumption, econamists who study organizations
have taken as their starting point the proposition of boundsd rationality, and
have explored mechanisms of organizationzl learning.? And, centrary to the
third assurption, students of industrialization and industrial policy highlight
increasingly the centrality of ewterralities in the industrialization process.3

Taken “ogether organizational learning, extermalities and transactions costs
point to a conception of industrialization that extends beyord a narrow focus
on efficient allocation. In this broader conception, industrialization involves
a transition from a low-level equilibrium characterized by transactionally
costly markets, limited organizational capabilities, and pervasive, uncaptured
positive extermalities, to a dynamic disequilibrium in which markets operate
with increasing efficiency over time, participants in industry reciprocally
take advantage of, ard 1In turn create, positive externalities, and

organizations progressively improve their capabilities. We will argue that

1. For important contributions, see Coase (1937), Williamson (1985), and
Cheung (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 economics, see Bruton (1985) ; alsc
Amsden1 (1988).

3 see for example Pack and Westphal (1986); also —— in the context of
debates over industrial policy in developed countries, Krugman (1987).
Externalities were, of course, central to the earlier analyses of Hirschman
(1958) and Scitcvsky (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 economic conditions +“hat prevail a%t the outset of
}ndustrialization. And goverrments differ in their commitments to socially
beneficial econcmies and in their capacities to sustain and administer such
policies over the leng haul. What is key for success is the goodness of fit
between, on the cne hard, the chosen strategy of irdustrialization and, on the
other, a nation’s econcmic and political enviromment.

The paper 1s divided into two secticns. The first focuses on industrial
strategy in ‘hard’ states, those with goverrments capable of devising,
implementing and sustaining socially beneficial industrial policies; the
exarples of Korea and Taiwen delineate the ways in which interventionist
industrial strategies can accelerate the requisite transitions in ‘hard’
states, and delineate also same relations between initial conditions, the
character of t‘ne interventions, and the nature of the sul «uent transitions.
The second section explores what might be the consequences of adopting
industrial strategies suited for ‘hard’ states in ‘soft’ states, those more
vulnerable to socially costly rent-_-_,eeking behavior on the part of powerful
private interests or goverrment officials, and lays out some alternative

policies that might be better suited for these ’soft’ states.
INDUSTRIAL POLICIES IN ‘HARD’ STATES

A Typolcgy of Industrial Strategies

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 stirategy. Our conception of industrialization focuses
attention on the ways in which industrial strategies help promote the
performance of the institutions responsible for production ani allocation.
Given this iInstituticnal orientatiorn, the fundamental distinction is between
market-orientea amd hierarchy-oriented strategies. We discuss the class of
strategies that works to promote the capabilities of hierarchical organizations
under the rubric of govermment-directed learning, ard the class of strategies
that work to improve the trarsactional efficiency of markets under the rubrics
of strategles of unbalanced growth amd of market-coampleting interventions. A
fourth class —— strategics of balanced ormwth — cuts acrouss oo mSilwet-
hierarchy distinction; it is considerea briefly for reasons of completeness.

Figure 1 summarizes the channels through which each strateqgy is hypothesized
to pramote industrialization. The first strategy (championed in the 1950s by
advocates of ‘balanced growth’) gilves central importance to simultaneous,
reciprocal externalities. Pack and Westphal (1986), followirg Scitovsky (1954),
analyze two industries that create positive pecuniary externalities for one
another "....neither [of which] would be establisned in the other’s absence....
[They] conclude that both industries should be established together. [They]
also conclude that reither would be established without some form of explicit
co—-ordination between inQestment decisions." The task of goverrment is thus to
select and co-ordinate similtaneous investments in industries that create
positive externalities for one another. As Figure 1 implies, the strategy has
at hest limited impact on organizational capabilities or market efficiency. For
one thing, there is no reason why the initial capture of simultaneocus

externalities shculd generate any subsequent dynamic consequences. More

4 pack and Westphal (1986) pp. 112-114.
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fundamentally, as Hirschman (1958) noted in his trenchant criticism, a balanced
growth strategy presupposes precisely what is most likely to be lacking in
societies at the cutset of imdustrialization: the organizational capapility on
the part of both goverrments and private firms to undertake simmltanecusly and
efficiently a series of interrelated investments. MNotwithstanding Pack and
Westphal’s suggestion that investment co-ordination *o capture similtaneous
externalities was an umportianc feature of goverrment intervention in Korea, in
our judgement (and that of Amsden (19823) co-ordination per se was not central
to the successful pursuit of inddustrial strategy in Korea (or Taiwan).

As with strategies of balanced growth, positive externalities are taken to
be central to industrialization in the secord sti. ogy (chempioned in the 1950s
by Albert Hirschman and other advocates of ‘unbalanced growth’); but now the
externalities are sequential, rather than simuiltaneocus, and the strategy is
self-sustaining rather than dependent on continuing geverrment co-ordination.
New firms enter to take advantage of externaliities created by earlier entrants;
by the act of entry they, in turn, create externalities that induce yet more
firmms to enter. Industrialization via this strategy thus involves an ongoing
proliferation of small and medium enterprises.® As Figure 1 sumarizes, the
sequential externalities set in moticn via this strategy induce ongoing entry,
expanded campetition and transacticnal efficiency in markets and, as a result
of the press of campetition, progressive gains in organizational capabilities.

Hirschman summarizes succinctly the role of goverrment in an unbalanced

growth strategy:

5 See Ievy (1988a) for a formal mcdel of interactions among traders and
© small mamufacturers that highlights how an initial endogencus stimulus can set
in mtion dvnamic expansion driven by ongoing gains in the efficiency of
market transactions.
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...the two principal roles of goverrment econamic

policies in the cause of the development 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

alleviate, these pressures in a variety of areas.
In short, Hirschman proposes an inducing and an induced role for govermment.
Govermment’s inducing role ravelves around strategic interventions to promote a
continuing outcropping of profitable opportunities. The task of govermment, in
Hirschman’s words, is to set in moticn a "compulsive sequence" sustained by
sequential exterralities and associated with ongoirg entry of firms. Such a
role requires a certain amount of active leadership in industrialization. An
associated inducing role for goverrment results in active involvement in
promoting what Hirschman calls "purely permissive sequences." The task here is
to lay down the "prerequisites" for further growth and development by such
thirgs as construction of physical infre:.“ructure and maintenance of law and
order. As prerequisites, 'they permit and invite, rather than compel, other
activities to follow suit.'/ We would add to Hirschman’s list the development
of i.nstitﬁtioml infrastructure (our market-campleting interventions) in +he
areas of marketing, finance, technical information, subcontracting, and quality
control.8 The magritude of the endogencus response to any excgenous goverrment
intervention (or policy reform) will vary depending on such infrastructure.

Govermment’s imduced role, according to Hirschman, emanaies from the

. 8, Albert 0. Hirschman (1958) The Strateqy of Economic
Development, Yale University Press, p. 202.

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

8. For a discussion of the importance of institutional infrastructure in
corditioning the respcnse to policy reform, see H. Myint "Comparative Analysis
of Taiwan’s Fconcmic Development with Other Countries" in K.T. Li and T.S. Yu
Pxperiences and lessons of Fconomic Development in Taiwan, Taipei, 1982.
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endogencus  growth process touched off by govermment’s exogenous strategic
interventions to get things going. As the endogencus expansion makes rapid
strides though market forces, shortages and bottlenecks will be revealed in
educaticn, health, public utilities and pollution. Goverrment’s furction is to
remecy these revealed deficiencies.

As will he evident below, endogencus expansion sustained by sequential
externalities ard associated congoing entry of small and medium enterprises
subsequent to initial, externmality-creating Lwestments promoted (and soretimes
undertaken directly) by goverrment appears to have been unusually important in
Taiwan’s successful industrialization.

The third strategy involves an effort, not to capture externalities, but to
improve the capabilities of irdividual firms. Firms, following the icgic of
this strategy, enjoy dynamic interral econcmies; they learn-by-doing, moving
down their learning curves, increasing productivity amd reducing unit costs
with cunulative increases in production.? Goverrments have two central tasks in
industrial strategies c® ‘govermment-directed learning’. The first task is to
‘pick winners’, to select individual firms and industries where the potential
magnitude of dynamic internal economies is substantial. The second task is to
refine instruments of ‘partial mutuality’,l0 instruments that simultaneocusly
induce firms to enter and oblige them contimially to expand and secure
improvements in productivity. As Figure 1 summarizes, a strategy of goverm ant-

directed learning, where successful, enables individual firms prcgressively to

9 courden (1974) pp. 250-255 highlights dynamic econamies as a plausible
rationale for infant industry protection. Learning by doing has been analyzed
by Arrow (1562), and Nelson and Vinter (1982). For applications to Korea and
Taiwan, see Westphal (1982), Kim (1980) and Amsden (1988).

10 e phrase is fram Jones and Sakong (1980).
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expand and enhance productivity and technical proficiency. Moreover, insofar as
a learning strategy tends to promote an industrial structure characterized by a
small number of glant erterprises, it promotes the capture of similtaneous
externalities, in part by enabling large individual enterprises by virtue of
their size ard associated diversificaticn to internalize exteimalities, in part
by facilitating co-crdination amordg a small number of lerge enterprises, co-
ordinaticn that wouid be excesdingly difficult to achieve in a more diffuse
industrial structura. ! But, insofar as the strateglc focus is con enhancing
administrative co-ordiration and enterprise capability, a learning strategy may
do little, even in the lorg-run, to prcmcte the trarsactional efficiency of
markets. As will be evident helcow, ‘govermment-directed learning’ promoted by
the vigorous uze of instruments of partial mutuality appears to have been
umusually important in Korea.

The final strategy, the one that conforms most clesely to laissez faire
prescriptions, amounts to a cset of programs —- interventions in financial
markets, in prodact mark:ts, and in input markets — to improve transactional
efficiency. Programmatic ‘market-completing’ strategies are ubiquitous;
however, cur field researcg suggests that they played at best a marginal role
in securing dynamically efficient industrialization in either Korea or Taiwan
(or. in any other cauntry of which we are aware). The virtue of this fourth
strategy is that it points to tasks for goverrment that are at one and the same
time activist and unlikely to %e seriously distortionary, even if poorly
implemented. We shall have moii: to say on the potential role of this strategy

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

11l gee Olson (1982) for an analysis of the relationship between mmbers of
participants and the prospects for collective action.
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Figure 2 summarizes same hypotheses as to haw, in the context of a hard
stafe, the incremental benefits relative to laissez faire of adopting either a
govermment—directed learning or an unbalanced growth strategy (the two
strategies that we will argue below wers important in the irdustrial successes
of Korea and Talwan respectively) might vary with the lewvel of a nation’s
organizational capability or market efficiercy. At very lcw leavels, a strategy
of unbalanced growth i1s hyrothesized to have little impact insofar as markets
vill be tco incomplete to signal new opportunities, amd agents will be too
lackirgy in skill and experience to interpret and respond to any signals of
opportunity they indeed receive. By contrast, insofar as a strategy of
goverment-directed lesarning bypasses markets and takes as its starting point
pre—existing limitations in organizaticnal capability, it is hypothesized to be
capable of yielding suabstantial cumilative gains, even in the face of severe
initiai institutional shortfalls. As the initial level of capabilities rises,
the unbalanced growth strategy hbecomes better able to generate sustained
positive dynamic extermalities and thereby to promote cumulative advances in
markec efficiency, organizational capsbility and the capture of sequential
externalities. At the same time, however, as Figure 2 illustrates, the higher
is the level of initial capabilities the smaller are the nett gains over
laissez faire frum either strategy. At high encugh levels of market efficiency
and organizational capability, explicit industrial strategy is hypothesized to
add little tc a netion’s akility to pursue dynamically efficient

industrialization. 12

12 But, as Krugman (1984), Brander and Spencer (1985) and Yamamura (1986)
illustrate, even industrialized nations can reap benefits from strategic trade
polizies where world markets are oligopolisitic, and high-profit firms from
different countries engage in ccmplex games of strategy with one another.
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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 responses to specific, camplex circumstances, not simply by
a consistent application of some ccherent strategic view. Even so, as we shall
attemrpt to demonstrate in this section, the heuristic strategies of gcverrment-
directed learnirg and unbalanced growth highlight some important differences
between Korea and Taliwan in their paths of industrial expansion. In turm, the
disparate experiences of the two nations highlight the relations between
industry strategy and ircustry structure: the ways in which initial conditions
shape the cholce of industrial strategy, and the ways in wnich the choice of
strategy shapes, in turn, the subsecuent evolution of industry structure.

Since the early 1960s both rorea and Taiwan have enjoyed unusually rapid,
and urusually equitable, econcmic growth.l3 Between 1965 and 1983 GNP per
capita grew at an average annual rate of 6.5 percent in Taiwan, ard 6.7 percent
in Korea, as campared with an average rate of 3.8 percent for a larger sample
of upper-middle incame less develcped nations. Gini coefficients for after-tax
household income amcunted to .225 (in 1978) and .389 (in 1980) for Korea ard
Taiwan respectiveiy, placing both nations 1n the low-inequality group of
countries. Interestingly (and consistent with our analysis of differences
between the two camtries), between the late 1960s and late 197%s inequality
widened in Korea but narrowed in Taiwan.

For all that ocur primary interest is in differences, we note briefly sume
important similarities in historical legacies, political cerditions and

subsequent econamic policies lie behind these econamic successes. To begin with

13 The summary data presented here are fram Kuznets (1988) pp. S14-17.
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similarities in historical legacy and political conditions,* a first
similarity is the common experience of colonization by the Japanese in the
first half of the twentieth zentury.1® A second similarity is the absence at
the outset of *the period of rapid industrial expansion of politically
influential rural elites: in both nations, rural elites were first weakened by
the Japarese, and then destroyed by land reform subsequent to decolonization. A
taird similarity is the absence of campetitive politics at the height of
industrial exparsion in the 1960s and 1979s: authoritarian rule was imposed on
Taiwan by the Kucmintang after their withdrawal from Mainland China in 1949,
ani was lmposed on Korea by the military in the early 1960s, after a decade of
political turmoil. A fourth similarity was in the common suppression by
goverrments in the two countries of activist labor movements, and associated
cummitments to campetitive labor markets and market-determined wages.

As for econcmic policies, govermments 1In both countries took on the
productive economic tasks assigned to the public domain by conventiocnal
econamic  analysis: both countries imvested heavily in  infrastructure and
education; and both countries pursued coherent macroeconomic policies that
avoided imbalances of a kird which cculd choke off econamic expansion, although

Korea’s policies were rather more inflationary thari those of Taiwan.l’

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

15 see the articles in Myers and Peattie eds. (1984) for analysis of
Japanese colonial rule in Korea and Taiwan.

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

17 For overviews of macroeconcmic policies see Kim and Roemer (1979), ard
Galenson (1979).
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Additicnally, after a decade or so of import-substituting industrializtion both
countries shifted in the early 196Js to outward-oriented policies that, at the
very least, did not on average discriminate against exports in favor of
production for their demestic markets, 19
Given these similarities as background, we turm now to analysis of the
distinctive features of industrial expansion in each of the two countries.

The FKorean pattern. what distinctive policies account for Korea’s

extraordinarily rapid expansicn of manufactures exports and national incone
since the mid 196057 While the standard necclassical explanaticn highlights the
shift fram socially inefricient incentives for private firms assoclated with
import substitution to soclally efficient incentives associated with the
subsequent shift to outward-oriented policies,*9 following Amsden (1988) we
emphasize here the role of govermment-directed learning. <9

Consistent with the emphasis of the neoclassicals, evidence suggests that
the move from multiple to a uniform exchange rate, and the associated cessation
of zero—sum opportunities for rent-seekirg by importing at an overvalued
exchange rate was important in sustaining the initial bust of export
activity.?l Moreover, again consistent with the necclassical explanation, since

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

18 gee Balassa and Associates (1982) for anmalyses of the trade policies
followed by the two countries.

15 For important examples of the necclassical explanation, see Frank, Kim
and Westphal (1975), Kim and Roemor (1979), and Balassa and Associates (1982).

20 pack ard Westphal (1986), Jones and Sakong (1980) and Westpnal and Kim
(1982) develop related explarations of Korea’s industrial successes that
endeaver to go beyond an exclusive focus on efficient pricing.

21 But note that the earlier multiple exchange rates included incentives
for exporters; 30, as Jones and Sakong (1980) pp. 86-97 demonstrate, the policy
reforms did not increase the absolute returns to exports.
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exports. As of 1968, gruss export incentives amounted to 29.8 percent of the
value of total merchandise es.ports; over 80 percent of this tctal was provided
autamatically to all firms that met the relevant performance criteria 22 But
aleng with nondiscreticnary expoct incentives, the Xorean policy arsenal
included a series cf instruments that, from a neoclassical perspective, have a
more dubicus impact.

First, long-term credit was 100 percent goverrment-ccntrolled and provided
selectively to individual firms at  interest rates well below market
equilibrium, often accerding to criteria so general that they left virtually
complete discretion as to who would berefit in the hands of the relevant
goverrment officials.?? Secorrd, direct tax breaks also vere profaerred on a
discretionary basis. Same tax incentives were linked explicitly to exports in
ways tnat limited the scope for discrecion, but others involved such vague
criteria that firms had little bas:is for predicting whether +hev might qualify
in advance of negotiaticns with the bureaucracy.<? Additicnally, in the absence

of pre—specified criteria, firms were continually vulrerable to tax audits at

22 As Westphal and Kim (1982) p. 217 note, these incentives included both
campensation for domestic price distorticns, and net incentives on top of
returns in a free trade regime. The nondiscretionary incentives included
rebates of indirect sales taxes and of import duties on inputs for items
produced for export (both compensating rather than net incentives, together
these accounted for 72 percent of the total value of the incentive package),
subsidized short-term credit to cover shigment costs, carrying costs, and raw
material procurement costs of exports, and wastage allowances that enabled
exporters to resell sare fracticn of their inputs ostensibly procured for
export production on the protected domestic market at inflated prices.

23 Por detailed analyses of the operation of controlled credit markets, see
Cole ard Park (1983) ard 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 goverrment bureaucrats.2?® Thirg,
dating back to 1962, the Korean Ministry of Camerce and Industiy set and
monitored export targets for individual firms, sometimes in collaboration with

.. . oY
the firms, sometimes not.<b

Fcurth, even after the shift to export-oriented
policies the Korean goverrment continued to use extensively tariffs and
quantitative restrictions to limit inports. Viewed frum the perspective of
their impact on efficient allocation, discretionary tax and credit subsidies
ard import protection appear thoroughly urdersirable, and export targets an
unimportant  curicsity. Rut viewed from the perspective of an industrial
strategy of goverrment-directad learning, export targets, irmport protection,
and discretionary tax and credit subsicdies emerge as a coherent package of non-
neoclassical policy instruments to force the pace of organizational learring.
Table 1 reveals that, although barriers to import into Korea were low on
average in 1968,27 their magnitudes variad substantially across sectors. On
average the magnitudes of prctection erd subsidy were low fcr export sectors
(for sales to both damestic and export markets), but high for esxport-and-
import-covpeting and import-corpeting sectors; most of the subsidy for the
latter groups of sectors took the form of protection for domestic sales. The

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

25 Jones ard Sakeng (198C) pp. 114-115 illustrate how goverrment officials
used the threat of audit as a way of securing canpliance from firms.

26 Thus Rhee ot. al. (12984) p. 39 report that 50 of 97 firms that respaded
to a 1976 swvey claimed to have a say in setting their expcrt targets, with
the remainder claiming to have no say.

27 1963 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 irdustries.



Table 1: ective Procte and Effective Su ies orea
(1968) by Trade-orientation of Products (percentage)
Effective Protectiont Effective Subsidies

Export Domestic Export Domestic

Sales Sales Average Sales Sales Ayerage
Export? 5 -18 -11 13 -26 -13
Export-and- -2 73 45 9 55 38
Import-Compecing3
Import-Compecinga -9 93 92 35 91 91
Non- Import -1 -16 -16 6 -24 -24
Competing
All 3 -1 -1 12 -9 -7

Manufaccturing

Source: Westphal and Kim (1982) p. 231

Notes : 1.
2.
3.
4.
S.

Effective protection is measured using the Balassa method

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

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

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

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 simply to enable manufacturers to earn rents from domestic sales: the
substantial difference hotween levels of effective protection and effechive
subsidy for export sales points to very high tax ard credit subsidies for
exports by fims In irport—-competing-sectors in particular. Indeed, almost 40
percent of Korea’s mujor export sectors enjoyed above average levels of subsidy
for domestic sales, larwelv in the form of protaction.<® Thus Kim and Westphal
(1982) cenclude that '"the govermment has subsidized ewports that were
inefficiently rroduced.... through high raminal protection on the domestic
market'.?? pack and Westrhal (1023) go Darther, suggesting that ‘inefficiently
produced’ exports often were exports truse infant industries. As they put it,
",...the Korean govermment discriminated in its treatment between established,
intermationally competitive industries and new, infant industries that were
deemed worthy of pramotion.... Scmething closely approximating neutrality has
characterized the government’s policies affecting the established
industries..... put there has keen substantial bias in favor cf the promoted
infant industries".30

A strategy of goverrment directed learning involves more than protection for
infant irdustries. The goal of the stretegy is to promote dynamic internal
econamies within individual firms by inducing them to enter and obliging them

continually to expand and secure improvements in productivity via ongoing

28 gectors whose exports accounted for more than one percent of tctal
merchandise exports; Kim 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 export volumes.3l Thus, along with import protection the
goverrment needs in addition instruments of partial mutuality, mechanisms to
target individual firms ard oblige them to progressively expand their exXpPOrt
volumes rather than settle for the quiet life of inefficient, vet profitaple
producticn for the protected domestic markets. Export targets and selective
credit and tax instruments can in principle provide the requisite tools.
Targets can be used to challenge individuzl firms, ard to evaluate the extent
to which they meet these chilionges. And credit ard tax instrurments can be used
to reward success and punish failure, showering successful Firms with selective
subsidies and tax breaks, ard threatening unsuccessful firms with tax audits,
the loss of subsidies, and even the callimg-in of ocuatstanding loans; in the
context of their high levels of irdebtedness, -2 the last wodd be tantamount to
a threat to shut down unresporsive firms.

Survey results reported by Fhee et. al. (1984) provide some evidence that
the Korean goverrment indeed enployed its export “irgets and controuls over
taxation and credit as instruments of partial mutuality. 52 percent of 106

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

31 The standard neoclassical objecticn to infant industry intervention to
pramote dynamic econamies intermal is thet firms have private incentives to
invest to capture internal econcmies, and that if capital market imperfections
limit the opportunities to make the relevant investments then the appropriate
policy response is to intervene to improve the efficiency of capital markets.
But Corden (1974) p. 255, notwithstanding his impeccable neoclassical
credentials, concludes that " one has to face the fact that capital markets are
imperfect, especially in less-developed countries, and 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, practicaily
relevant infant argument for subsidization of new manufacturing industries
resting on capital market imperfections can be made for many less-developed
countries’.

32 The average debt/equity ratio peaked &t 390 percent in 1971, and
remained in the 3-400 percent range throughout the 1970s; Jones (1980) pp. 105~
112; also Jornes and Sakong (1980) pp. 101-102. :
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exports, while only 14 percent claimed the targets had made no difference in
the growth of production;33 additionally, over 60 percent of the firms agreed
that monthly export promotion meetings attended by both businesamen and
govermment officials, and often chaired by the nation’s president
significantly affected their export performance. Urderlying these positive
responses appears to be the implicit threat of govermment sanction. Almost
three-fourths cf the respondents viewed the most important advantage of good
export performance to be its implied assurance of continued goverrment support
for the fimm’s efforts. 55 percent of firms feit that the rigor of tax
collection depended on theilr export performance. Ard 36 percent felt that
export performarnce influenced the facility and speed ¢f their dealings with
goverrmert. >4 Hong (1979) provides a particulariy evocative depiction of the
centrality of partial mutuality in Korean business—govermment relations. "After
the sixties" he suwcyests, "Korean entrepreneurs soon learned that generous
subsidies and othar promotional schemes would be provided for production
activities that the goverrment wished to support, while various disincentives
would be applied to non-favored activities..... As the emphasis of the
govermment shifts.... the successful entrepreneur begins to adapt to this
shift.... 1f this does not happen, the charnces are good that he will scon no
lornger be a successful enterpreneur in the Korean economy".35

Pursuit of a strategy cf goverrmment-directed learnirg appears to have
influerced both the rate ard direction of Korez’s industrial expansion, and the

pattern of industrial organization within Korean manufacturing. The relation

43 Rhee et. al. p. 91.
34 Rhee et. al. p. 92.

35 Hong (1979) p. 71.



18

between industry strategy and industry structure is explored later for both
Korea amd Taiwen. An aggregate emirical analysis of the relation between
goverrment-directed learning, industrial growth and economic welfare is beyond
the scope of the present paper. What must suffice here are four illustrative,
industry ard firmespecific sumary examples of Korean successes that highlight
policy irterventions of the sort associated with the strategy of goverrment-
directed learning.

* Shiptuilding.3® Byundai Shipbuilding and Heavy Industries was established
in 1973. The project almost was abandoned in 1972 after Hyundai’s chairman had
cane up ampty-handed In efrforts to raise intermational finance; Hyundai
persevered only arfter a "thinly veiled threat" from the Korean president that
‘if you only want to do what’s easy, vou’ll get no more help from us’ ". In
April 1972, Hyundai won orders to supply two 250,000 ton vessels (this from a
cauntry that had never produced a vessel larger than 10,000 tons). The dry-dock
was built, workers trained, supplementary facilities completed, and the ships
ocampleted for delivery by November 1574. By 1976, almost 30,000 pecple were
employed in the construction of steel cargo ships; a decade later annual
production capacity had trebled.>” But the industry remained dependent on
govermment largesse. Thus, when a 1975 world shipbuilding slump led to the
cancellation of orders for three virtually completed tankers, the FKorean
govermmertt arranged for Korean oil refineries tc lease the vessels to transport

cruds from the Middle East to Korea. And both the 1976 Planned Shipbuilding

36 This example 1s adapted slightly from Jones ard Sakong (1980) pp. 119,
357-8.

37 pata are from Econcmic Planning Board, EKeport on Mining and
Manufacturing Survey, 1976, and Economic Planning Beoard, Major Statistics of
Korean Econcmy, 1986 p. 110. '
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Program ana the 1981 Shipping Promotion Fund subsidized the purchase of
damestically built, ships by Korean shipping campanies. >3

* Autamobiles.3? Domestic assembly of automobiles got underway in 1962 when
the Korean goverrment enacted a ban cn the Lmports of fully-assembled cars into
Korea (the ban continued into the 1980s). Between 1962 and 1974 the Korean
govermment made no effort to use the protected local market as a springbcard
for high volume exports; rather, the focus was on increasing damestic content
which rese from 21 percent in 1966, to over 60 percent in 1972.

Govermment policy shifted in 1974 with the promotion of Korean designed ard
engineered vehicles with 100 percent domestic content. Then in 1979, after
sharp declines in demard, the govermment intervened to restructure the
industry, arranging the closure of two of Korea’s four producers of passanger
cars. That same year "exports came on the agend: (of Hyundal Mctor Conpany,
which since 1976 had produced more than half of Korea’s passenger cars) partly
in response to the goverrment’s machinery export promotion policy". By 1962,
the share of exports in total automcbile ocutput had reachad 15 percent, with
Hyundia accounting for 99.9 percent of the export total.

* Diesel engines.?0 The foundations for diesel engine production in Korea
were laid with the establishment in 1963 of the autonomous public enterprise
Han’gl. Subsequent to operating difficulties, Han‘gi was sold in 1968 to the
private auto campany, Shinjin. In 1972, after continuing difficulties, Shinjin

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

38 World Bank (1987) Volume II, vp. 138-9.
39 This example is adapted slightly from Amsden and Kim (1985).

40 This exanple summarizes material from Jones and Sakong (1980) pp. 128~
131, ard Amsden (1985) pp l11-12. -
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providing equity finance for a planned Han’gi plant to manufacture diesel
engines under license from a German firm. Financial difficulties continued, and
in 1975 the govermment consummated a deal in which iHan’gi was sold off to the
Daewoo group. Daewoo Lmediately requested a ban on the importaticn of diesel
engines from foreign countries; the ban was granted, on the condition that the
price of diesel engines would fall. With the subsequenc expansion of automcbile
production in Korea (and after overcoming technical problems of design
compatibility between the engines ard Forean cars), Daewco was able to realize
econamies of scale and transform dicsel crgine manufactire into a profitable
operation.

* Television.4l In 1966 Goldstar began to assemble black and wiiite TVs for
sale in a damestic merket from which imperts were entirely barred (the ban on
TV imports contirued into the 1980s). Three years later the goverrment began
its effort to promote televicion exports, with the promilgation of the
Electronics Industry Promotion Law of 1969; the law provided for a series of
tax concessions ard credit subsidies for TV exporters (as well as for exporters
of other electronics products). By 1975, production of black and white 1V (now
by Samsurx; as well as Goldstar) exceeded 1 million sets; exports accounted for
over 50 percent of shipments. By the late 1970s production capacity exceeded 5
million sets; Korea had become the largest monochreme television supplier in
the world.42

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

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

42 wconsumer electronics: seeking the right switch", Business Korea,
October 1983, pp. 14-20. ‘
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was entirely for export. But in 1980 the goverrment reversed its longstanding
ban on oclor TV broadcasts. Color TV mrufacture tcok off, spurred by high
prices on the protected domestic market. Local sales went from zerm in 1979 to
over $399 million in 1982 and $465 million in 1983. Export sales rose almost as
rapidly - from abcut $50 million in 1979, to $185 million in 1982, and $353
million in 1983. Cost and pricing data for color TVs that emerged in the course
of a US anti—duming suit provide indirect evidence of cross-subsidization of
export sales with damestic rents. According to one calculation, in 1983 the
éverage cost of production of a color TV was $222, average fob export price wes
$159, and average sales price on the Kerean market. $307; some fraction of the
gap betwean production cost and retall sales price was, however, captured by
the Korean goverrment in the form of indirect taxes.43 Along with protecting
the damestic market from import competition, the Korean governmment also sought
to limit campetition (ard associated declines in rents earned domestically)
among local marufacturers. Thus, Hyundai appears to have been dissuaded in 1983
from including manufacture of cclor TV in its new venture into the electronics
industry;44 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 pata in the text are from "High damestic TV prices buoying export
effort", Business Korea, September 1984, pp. 80-82. According to data provided
by an ancnymous spokesmen of one of Korea’s TV manufacturers, as of early 1984
indirect taxes accounted for two-thirds of the gap between factorv gate price
and domestic retail sales price* see "Korea considers dumping charge dubious",
Business Korea, April 1984, p. 63.

44 gee "1 electronics war? Hyundai plans to storm the market", Business
Korea, September 1983, pp. 16-20.

45 wgamsung-Goldstar rivalry: the two companies that put Korean
electronics on “he map", Business Korea, September 1984, pp. 85-86; also "High
damestic TV prices buoying expert. effort" p. 81.
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The laiwenese Patterm. Pricing policies in Taiwan have largely been similar

to those of Korea; however, the non-price mechanisms of goverrmental
intervention — amnd the associated mechanism of industrial expansion -- were
quite different.

To begin with the pricirg regime, barriers to import into Taiwan were low on
average, mut their magnitudes varied substantially across sectors. The low
average manufacturing effective rate of protecticn in Taiwan at the end of the
1960s has generally been interpreted as low govermment interventicn in trade.
Similarly, the relatively low manufacturing difference in effective subsidy for
export sale versus domestic sale is interpreted as a low "trade bias". but if
one looks at the disaggregated data the picture changes somewnat. Taiwan has
an inter-sectoral dispersion cf effective subsidy tates to seven manufacturing
sectors arocurnd the manufacturing average of 23 (Table 2). 17his is lower than
the other countries shown but rot far from Argentina and Israel. A standard
deviaticn of 23 percent still leaves plenty of room for big inter-sectoral
differences in effective subsidy rates. Indeed, in two important sectors-
consutmer durables and intermediates products II (higher levels of fabrication)
Taiwan had the second highest subsidy levels in the six country study after
Argentina.

Two effrots of the dispersion of rates are important. First, the resource
pull effect (or industry bias) of a given standard deviation will probably be
greater the lower the average. Secord, when dispersion is arourd 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



(L)
(2)
(3)

(4)

(3)

(6)

Table 2 1Incentives in Taiwan’s Trade Regime,
__Compared to Five Qther Countries
(about 1963, in percent)

Taiwan Korea Singapore Israel Colombia Argentina

Manufacturing 14 13 4 76 35 112
Agriculture -4 18 -- 48 -14 -13

Effective Subsidy
to Manufactured
CXpOrLs 9 -14 -7 -17 7 -46

inter-sectoral

Dispersion 8 36 2 25 71 38

Effective Subsidy

to Manufacctures

for Domestic

Market Sale 10 14 1 16 28 45

{nter-sectoral
Dispersion 23 47 7 32 56 35

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

Notes:

1.

2.

The dacta are for 1669 except for Korea (1968), Singapore (1967), and
Israel (1968).

Effective protecticn measures the extent to which cariffs and
quantitative trade restrictions increase the domestic value-added price
over the world market value-added price. The figure of 14 percent for
Taiwan manufacturing means that the combined effect of Taiwan’s tariffs
and quantitative restrictions in 1969 was to increase the domestic
value-added price of manufactures by 14 percent, on average, above the
world market value-added prices of the same items.

Effective cubsidy is a more comprehensive measure than effective
protection. It attempts to factor into the calculation of the domestic
value-added price not only the effects of tariffs and quanticative
restrictions but aiso the effects of as many tax and subsidy schemes as
can be measured, such as export credic.

The dispersion index refers to cthe standard deviation from the
unweighted manufacturing mean of the seven manufacturing seccors
(construction materials, intermediate products 1 (lower levels of
fabrication), intermediates II (higher levels of fabrication), consumer
nondurables, consumer durables, machinery, and Cransport equipment.
The averages given in ruws 1 and 2 are weighted, and ccme straight from
the source; close in rows 3 and S are unweighted and differ from those
in the source. The problem of bias resulting from high effective
subsidy rates for quantirtatively 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,
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the dispersion is calculated as the difference btetween large mumbers.46 If
t:lue.se effects are true, then Tailwan’s stardard deviation may have as much or
more rescurce pulling erffects as that of Israel or Argentina, and these effects
are more likely to hke the intended result of industrial policies.

Table 3 shows ‘“he relative strength of resource pulls towards export versus
domestic sale for e=ach subsector. The figures indicate that, for Taiwan,
resource pulls created by goverrment policies have the net effect of favoring
export sale in the so called "aport industries", while they have the net

effect of favoring decmescic market sale In the import-competing irdustries. In

other words, as in ¥ocrea the trade regime has been dualistic. Government
policies created different incentives for different irdustries.

For all the siwlarities in trade regime, there are striking differences
between Korea and Talwan 1n their industrial structures. Taiwanese firms tend
to be smaller than thelr Forean ccunterparts, and to depend more heavily on
market transactions. Manufacturing establishments tend to be larger, individual
product. markets more highly concentrated, and the extent of conglomerate
control greater in Korea than in Taiwan. The five largest Korean conglomerates
accounted in 1982 for 22.6 percent of that nmation’s manufactures shipments; the
correspording figure for Taiwan was only 4.7 percent.4? As Table 4 reveals, the
fifty largest firms (not conglomerates) accounted in the most recent estimate
for 37.5 percent cof Korean, but only 16.4 percent of Taiwanese manufacturing

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

46, R, Wade, Ibid. (1988h) p. 4l.

47 lee (1986) p. 239; the Taiwanese estimate is calculated from China
Credit Information Service, Top 500, and Republic of China, Ministry of
Econamic Affairs, Department of Statistics, Report on Industrial and Commercial
Survey, 1986.
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Table 3 Difference Between Effective Subsidy for Export Sale

and that for Domestic Market Sale (E - D)
Tajwan Compared to Five Other Countries
(abouc 1969, in percent)

Talwan Korea Singapore 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-competing -46 -61 -3 -88 -76 -190
(4) Exporc-and-imporc-

competing -4 -46 -7 -65 -15 -164
(5) Non-import-competing 21 16 3 -5 -4 -153

Source:

Note:

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

Export industries are those where more than 10 percent of domestic
production is exported and less than 10 percent of total
consumption is importad. Import-competing industries are those
where less tnan 10 percent of domestic production is exported and
more than 10 percent or 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 ﬁ

Perceptape of Toral Manufaccturing Employwepnt in Fscablishmencs

with 500 or more workers 1966-1981

Koreyd Tajwa
1966 25.7% 34.7%
1971 35.¢ 36.1
1976 45.1 26.0
1981 40.5 27.5

Sources:

Republic of Xorea, Economic Planning Board, Mining and Manufac-
turing Survevs, selected years; Republic of China, Directorate-
Ceneral of Budgec, Accounting and Statisrics, Executive Yuan,
The Reports on the Induscrial and Commercial Census, Taiwan-
Fukien Area, selecced years

3




Table 5: Share of Manufacturing Sales by largest Fifry Firms(%)

Korea Tajiwan
1970 30.3% -
1972 32.9 -
1974 - 16.9%
1975 - 15.8
1977 55.0 15.2
1980 - 16.4
1982 37.5

Source: World Bank (1987) p. 31
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198‘1 for 41 percent of Korean, but only 28 percent of Taiwanese manufacturing
employment. Table 5 highlights a further difference between Korea ard Taiwan:
between 1966 and 1976 the share of employment in the largest establishments
progressively increased in Forea, but declined in Taiwan. Indeed over that
decade the number of manufacturirg firms in Taiwan increased by 150 percent,
while the average enterprise size, measured by nunber 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 erterprise by 176
pen:en'(:.“’8

Turning to differences in dependence on market mechanisms, associated with
small ard medium firms is a proliferation in Taiwan of subcontracting between
final assemblers and independent suppliers of intermediate inputs, and of
ongoing entry by export traders who furctioned as conduits to the internmational
market. In contrast toc the Talwanese pattern, Korean firms engaged in
subcontracting only to a limited degree, relying instead on vertically
integrated, in-house manufacture of their local inputs.4? As for export
trading, Table 6 reveals that the number of export traders expanded apace with
the growth of industrial exports in Taiwan, but lagged export growth in Korea.

What areAthe mechanisms via which small and medium-sizedfaiwanese firms
campete with large enterprises from other countries? What was the role of the
Taiwanese goverrment in facilitating growth via the proliferation of small

firms?

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

49 see Levy and Kuo (1987) and Levy (1988a) for evidence cf a Korean
tendency towards vertical integration, and a Taiwanese tendency to procure
inputs from independent subcontractors in computer keybocard and footwear
production. '
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Yabl-g : Exporc Traders in Kovea und Taiwan, 1973-1984 (selecred years)

KOREA TATWAN
Averaye Vilue Average Vajue

Number of cf Induscrial . Nuipher of of Induserial

Expore Exports per Exporc Exporecg per

Tradegs+/ Trader ($ 000's) Traders Trader (§ 00C's)
1973 1,200 $2,400 2,777 1,400
1975 1,900 2,500 4,430 1,000
1978 - . 8,899 1,300
1980 2,300 7,000 13,320 1,300
1982 3,500 5,8C0 14,117 1,500
1984 5,300 5,200 20,597 1,400

-----------------------------

Saurces: Republic ot China, Councll for Leonomic Planning and Development,

’ Taiwan Scatiscical Dara Book 1986 (Taipei) p. 207; Republic of
China, Execurive Yuan, Directorate-General of Budget, Accounting and
Statiscics, The Reporc on 1981 Induserial and Commercial Cepsus
Tatwan-fukien Area Volume VI pp. 156-, pp. 156-7: Republic of china,
Miniscey of Filnance, Monchly Bullecin of Fipancial stutiscics, 1987
P. 94; Republic of Kovea, Economic Planning Board, Majoy Statisrics

of Koreun Econniry . 1986 (Seoul) p. 225: and daca supplied by Korea
Traders Association

Notes : 1/ Members of the Kores Traders Association represencts che besat
available uroxy. Meabership of che trade assoclacion includes
those manufacturers who choose to joln as well ag limporc and
export cragcers. Only enCerprises rhat are members of the Korea
Traders Association dre permicted co operate as export traders,
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We suggested earlier that govermment interventions in. Taiwan can best be
viewed as efforts to pramote industrial expansion via unkalanced growth. But
before we sumarize the details of the relevart interventions, it is helpful to
makea at strategy more concrete by outlining in some detiil the competitive
advantages cf small and medium enterprises.

The campetitive strategy adopted by most Taiwanesz firms rollowed the highly
flexible, niche producer pattern. Such a strategy concentrates on short
product cycles, quick procduct delivery scheuules, short production runs and
mixes of products aimed at particular market niches. So while the cost leaders
compete by extendirg the length of production runs and by increasing product
standardization, flexible-niche producers compete by increasing production
flexibility and focusing on market segments

The key to campetitive success with the flexible-niche strategy being
successive increases in production flexibility and progressive development of
marketing capakility, Taiwan was compelled to develcp capacity in these two
areas. Competitive pressures togcther with sequential externalities generated
by Taiwan’s particular endcgencus expansior; process provided part of the
answer . In particular, sequential externalities that increased the
transacticnal efficiency of markets in production and marketing activities, as
well as technical learning-by-doing that progressively built up technological
capability, facilitated Taiwan’s competitive strategy and, in doing so, became
a driving force in the expansion process.

Taking the transactional efficiency of markets first.0 As @mali firms

50, see Tyler Biggs "The Boundary Between Firm and Market in Taiwan"
EEPA Discussion Paper No. 23, Forthcoming 1988, for a discussion of how
increasing transactional efficiency of market s in production facilitated
Taiwan’s flexible-niche campetitive strategy and its industrial expansion. See
Brian Levy "Export Intermediaries and Industrial Expansion: A Theoretical
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entered and expanded, as subcontractors, suppliers, and traders, they
contimucusly crested external effects which tended to inmprove the transactional
efficiency of markets. Two factors were responsible for improved transaction
efficiency. First, increases in the munber of "participants" created positive
agglomeration externalities, as a consequence of the increased social ard
physical proximity among larger factories and subcontractors and among traders
and sellers, stemming from reduced searvch costs.  Secord, as the number and
aistory of market transactions expanded with ongoing entry, nomms and
standards, coupled with greater ageneral understanding about how market
transactions worked in various imdustries, built up progressively reducing the
costs of contract negotiations ana monitoringy and the probability of post-
contract cpportunism. Declining traiwsaction costs drove Talwanese businessmen
continuously in the direction of greater use of the market rather than the firm
(hierarchies) for procduction. Production thus became moie disintegrated and
flexible as producers succeeded with the flexible niche campetitive strategy.

In essence, declining transaction costs facilitated the flexible-niche
campetitive strategy by reducing the tradeoff between production flexibility
and scale econamies. This is evident if we look at Figure 3.

Suppose that the prevailing technology of the representative Taiwanese firm
is represented by the declining average total cost curve AA, which indicates
the trade—off between "normal" average total unit costs (c) and the rates of
throughput (q). FF then represents the corresponding relationship between unit
costs and degrees of prcduction flexibility (F), given by the current level of

production transaction costs (TA-) ard 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.
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in the rate, curation and mixes of throughput that does not significantly
increase "normal" unit costs. The constraints imposed by existing technology
only allow increasing exploitation of economies of scale and economies of
standardizaticn along AA. Thus, any irncrease in the flexibility reguirements
of producticn, given the crrent transactional efficiency of markets, will

51 - cne must either change plant sizes (or throughput) along TT

incur a cosc
(the trude—off quantity/flexikility relation) or increase '"nermal® unit costs
along FF.

Consider an increase in desired flexibility. If we begin with production
runs (plant size, subcontracting arrangements, etc.) equal to g5, normal
average total costs, cg, a degree of flexibility, f,, and market transactional
efficiency, TA., and assume that the required or desired increasad in
flexibility is fram fy to £y, on the grounds of the given technology, thiz
would engender very short preduction runs, g’g and high oroduction costs, c/,.
The cost of increased flexibility, given current techrnology and transactional
efficiency of markets, is c o - cg. Put another way, given the current
relationship bketween technology and flexibility, the cost consequences cf
having small average firms size, c’y, could be competitively disadvantageous if
rivals in foreign markets were reapirg scale economies with plant sizes, a, and
production costs, c¢g. A look at the corresponding average revenue and cost

curves in Figure 3 makes this point clear. Taiwen’s costs would be too hich

to successfully campete 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 constrained by "Fordist" principles of organization and
production. [In this technological paradigm, higher production efficiency is
correlated with very high degrees of inflexibility - in terms of acceptable
variance in production riuns ard mixes. See G. Dosi (1988) 'Sources,
Procedures and Microeconomic Effects of Innovation", JEL Vol XXVI, Sept.
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production cost ATCy and the world price at Py,.

However, as Taiwanese firms entered into damestic markets (often protected
by tariffs and quantitative restrictions from foreign competition) ard
initially into export markets (which were cross-subsidized by protection of
domestic markets) they continucusly caused transaction costs to decline.?? The
increasing levels of transactional efficiency raised the allcwable flexibility
of production at the given level of average total production costs. This is
indicated by a dowrward shirt of the flexibility curve FF to F'F’. As
transactions efficlency grows and production flexibility irncreases two things
happen. First, overall costs (average total production cost given the current
technology, ATCA, plus transactions cost, TA’L) decline making Taiwan more
campetitive. And second, businessmenl will be able to differentiate their
product on the basis of production flexibility (short runs, delivery schedule,
producticn mixes, etc.) and, more easily, on the bases of changing design and
market focus. This secord factor 1s indicated by a change in the elasticity of
the average revenue function from ARy to ARpy at the point where ARy intersects
the old overall cost curve ATCH + TA..

Product differentiation and lower overall costs allows Taiwan to compece at
a market price Pgy, which is higher than the undifferentiated wroduct price P,.
Moreover, if Taiwan is a price taker at Pgy, further increases in the
transactional efficiency of markets could reduce overall costs even more,
producing rents (producer surplus) equal to the shaded area (acbPpy) 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 firms to find ways to reduce
transaction costs (institutional innovations, fammal ard informal sanctians, etc.)
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The seccrnd force driving industrial expansion in Taiwan is technical change.
One only has to lock at statistical evidence fram the capital goods sector,
where Taiwan was transformed in a matter of five to ten years "firom an
amateurish supplier of machine tcols to Southeast Asia into the fourth largest
exporter of machine tocls to the United States"®3, amd from the high-tech
consumer electronics sector, where Taiwan has become a sigrificant player on
world markets in a few short years. Details of the process whereby Taiwan
accumulated technological capability have been examined elsewhere, and will not
be recapitulated here.>*

A technological change from the "old" technological paradigm (based on
electramechanical devices to new electronics-~ased devices, e.g. Computer-
Numerically—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 thal allows greater production flexibility for a ‘given level
of costs and transactional efficiency of markets. The adoption of this
technology shifts the flexibility dowrward. Since technical change 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, ihcreasing 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 World

Development, Vol. XTI, 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, 19883.
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flexible-niche producers would progressively earn net benefits from such
technological adjustments.

How did goverrment tacilitate industrial expansion via the mechanism just
outlined. We highlight here three different sets of pclicies: interventions by
govermment toc set. in motlon the "compulsive sequence" that underlies unbalanced
growth; induced interventions to help sustain the endogenous expansion; ard
interventions to prarote the acquisition of technological capability on the
part of prugressive small and medium enterprises.

To begin with the inducing interventions, industrialization in Taiwan has
moved through several phases, from primary inport substitution in the 1950s, to
export-led growth in the 19605 and turning to a mix of secondary import
substitution and higher-value export commodities in the mid-1970s and 1980s.
Throughout, goverrment has been directly involved in leading the economic
transitions and in shaping the successful expansion within each development
phase. The KMI's top goverrment managers already had experience of trying to
develop modern industry on the mainland. They had a fairly clear idea of what
irdustries cught to exist in Taiwan and - with some disagreement - in what
sequence to ectablish them. Japan also provided them with a source of ideas, a
justification for their conception of the role of goverrment and the main
external reference econcmy for emulation.??

Since the early 1950s, govermment’s irducing role has been defined by the
KMI 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 got bigger and
more technologically advanced, govermment entered into joint ventures with
foreign multinationals. In this way, the basis was laid for production of
petrochemicals, plastics, artificial fibker, glass, cement, fertilizers,
plywood, textiles and many other products. A variation on this theme has come
through govermment pellcy to encourage iriltinational campanies to enter into
upstream basic industries and into selected new industrial areas, (for exanple,
electronics) to induce the growth of local suppliers and to build the
fourdation for a high-tech change in comparative advantage.

Downstreom producticn was left as a preserve for local private enterprise.
Govermment pramilgated various policies and programs to promote entry and
investment into the new industries it had initiated with suct instruments as
restrictions on imports, sectoral allocation of foreign exchange ard
concessional credit. As firms and new activities sprang up dowrstream, the
proporticn of state cwinership of inductrial pruiucticn decliied; nevertheless,
key upstream sectors tended to be put wder control of public enterprises.
Even today Taiwan’s upstream industries vend to be highly concentrated and
dominated by public enterprises (see Table 7 and Figure 4).

Thus, by direct goverrment investment and joint ventures, by encouraging
entry of miltinationals in selected areas, and by changes in various
incentives, govermment 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 samewhat different in each development phase. PBut, in general, it has

been to change Taiwan’s comparative advantage in anticipation of changing

market conditions and to respond to exogenous shocks unforseen.
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TABLE 7
Tablé : The Role of State-Ownad Entorpriscs In Taiwan’s Raw Materials Induscires, 1966-1986
INOUSTRY i Shere of state-Ownad Enterprisas ;industry Size:SOE Shars of:
~ in Revanues of the Industry (£} (Revenuss) : value Addad:
Cere Company (a) . 1966 1970 1976 1981 1986 ¢ 1966 1981 1966 1982 ¢
S . : (b) i (mUE?) : :
IL & GAS EXTHACTIOH HE PR n.a. n.a. n.a. GC.0%: N.&. n.a. Tn.o n.a ¢
| {C) : H :
PETROLEUH » coAaL PRODUCTS . 88.3% 69.3% 90.8% 96.0% 98.0v: 1cd 5184 @ 93.32% 79.8%:
chareol: i (c) 1 H :
PETROLELH REFINIRG : $5,8%  97.0% 100.0% 100.0% n.2 ¢ KReIY] 5127 1+ 97,34 94.2%:
(China Petroleun Greup) (4) : H H H
CHEMICAL MATERIALS P 44,43 18.24% 17.9% 17.3% n.u. 144 31263 40.3% kS.(t.:
CHEMICAL FERTILIZERS . 77.4% 81.3% 90.4% 9$1.3% n.e. H 27 217 62.5% n.a.
(Talwan Fertilizar Co.) : H : :
CHF,H.P‘.ATERI)\L’S EXCL. FERTILIZERS 6.7% 1.5¢% 7.7% 3.08 n.a. ¢ 67 J0%y : 6.0% m.a. i
gut: Largest private group : H : :
(Formosa pPiacrtics Guroup) (c,8): n.a-. n.a. n.a. 23.0%  26.0%: H :
MINING (Except ofl & Gas) : n.a. n.a. n.a. n.a. 75.0%: n.a. n.a. : n.&. n.&. 3
: (c} H H :
BASIC KETALS . 35.0%  19.0% 13.3% 13.9% n.d. : 62 3429 1 29N 32.6N\:
: : ! :
FERROUS HMETALS : 22.7% 1.1t 5.0t 14.8% n.a. ! 67 2857 1 21.4% 34.9%:
thareof China steel Ca. FER S - - €31.9%e 21.2V H 4
NON-FERRQUS METALS ; 97.1% 91.3%v n.a. n.a. n.a. ¢ 15 §71 : 94.3% n.a. 1l
thereof H H H :
ALUHINIUH REFINING : n.B. n.a. 73.6% 43.2% n.a. : n.a. 217 : n.a. n.a. 3
(Talvan Aluniniumr Co.) : : :
NON=-METAL MINERAL PRODUCTS : 0.0% 0.1% 0.2% 0.2% n.a. @ 10 2273 ¢ Q.0% 0.3%:
But: lLargest private coupany : : :
(Talwan Cement) (q) : n.a. 22.0%t n.a. 14.00 n.a. ¢ : !
ELECTRICITY : n.a. n.a. n.a. 98.0% 97.3%: n.a. 3016 : n.a. MN.a. <
(Taiwan Pover co.) H (<) : : :

(a) The 1isted enterprises account generally for moTre chan 903 of the Trevenues of all’

ctate-owned enterprises in the {ndustry.

(b) For sorne jndustries revenucs vere not available, hence preduction value was usaed there instead.

Morwover, for somd {nduatries 1981 data was not avallable, hence 1982 datad wds esployed there.

(c} gstimated.

(d) Including china Petrochemical pevelopruent Co. which is held by cChina Petroleur Co.

(e} In 1980, the Formosa Plastics Group accounted for about 481 of pan-nade fiber sales, and 0%
of plastics sales. 1ne groups’ wmarkat share was much larger {n individual sequents of these
{rndustries (e.9., 664 of dopaestlic pvc production, and 631 of HOPE, {n 1586. The group neaber
Nan Ya Plastics is the world’s largest PVC processor. In 1985, the group had ab« 1t NTS 26
billion eales in pan-nade fiber, NTS 20 billion &n plastica, and KTS 26 bilifon in plastics
procagsing.

(£) The underlying data ¢ pocentially unreliable. Both private and public enterprises have reason

" to under-report output, to save tax oOr bucause of national security.
The shate of SOES doesn’t chanae substantiaally ({n genaral not mars
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As for interventions to pramote the induced, endogenous process of
expansion, one key set of policies here has to do with efforts by goverrment to
pramote ongolng entry by small and medium firms rather than expansion in the
size of large firms.%® private investors, because crf capital ccnstraints,
governmmert restrictions, and the uncertain intermational political situation of
Taiwan, were constrained from investing in upstream industries, which tended to
be relatively capital intensive, but relegated to the more labor-irtencive Aown
stream activities. Moreover, the qgovermment controlled formal financial
intermediaries (deminatad by the Zanks) ard they were inclined to be very
conservative. There were prefzsrontial selective credit centrols as in Korea
(concessionary export financing ard strategic industry loans) but the volume of
these lcans ard the preference nargins on interest rates were not anywhere near
Korea’s (just on export locans, the rents accruing to Korean borrowers were six
to seven times larger ¢than in Taiwan.) Hence, absent were the arcificial
(private @ut not social) financial econcnies for large-scale enterprise in
Taiwan. Furthermore, because of heavy financial regulation in Taiwan, a large
portion of business credit (particularly for new fims and for smaller
businesses) come from curb markets and from internal finance. Such heavy
reliance on curb markets (friends and relatives, lending between enterprises,
post—datad checks and the 1lile) and on intermal accumulated profits for
business finance cut in the cppesite directicn from Korea’s subsidies for
large—scale operations. In Taiwan, firms had artificial financial diseconomies
for '1 aje—scale enterprise.

Investment Iincentives, tax laws, 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, barkruptcy laws, export quota
management) presented strong incentives (though often unintended by the
authorities) to 1iimit ccrpany size. For example, a five year tax holiday
provision in the government’: investment incentives Zor new start-ups in
strategic industries created an incentive to start new corpanies rather than
expand existing campanies; the corporate incame tax was graduated by size
categories in terms of net irccme (NT 50,000 to 10,000, 15 percent of net
incame, NT 100,000 to NT 300,000, 2% percent, abave 500,000, 35 percent) and

there was a large gap betwioon moxlman rates on corporate taxes (25 percent

before 1574 and 25 percent »rter) and personal income (maximm S50 percent
before 1965 and 60 percent after), each of these laws, and the way they were
administered 1n practice, produced a negative incentive on company csize;
finally, labor laws and their weak enforcement reinforced the alread; strorg
incentive to became one’s own boss by starting a small company rather than
working rfor someone else.

Finally, there were interventicns toc prowte the acguisition of
technological capabilities. Interventions ranging from trade policies, to the
pricing policies of state-owned enterprises, to control of labor unions all
helped indirectly to promote technological acquisition. But three more direct
interventions stand predondnanc.

First has been the govermment’s policies towards multinatioi. . companies.
Multinationals were invited to Taiwan directly by individual goverrment
officials in same cases, and by a system of profitable incentives, in
particular, "strategic" product arrears, where the govermnment wanted to develop
technological capability. In the early 1960s, it was in product areas like

textiles and sewing machines, later on it became secondary import-substitution
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industries and electronics. Once foreign oompanies 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 from multinational campany factories to independent or
company-<cnnected supplier operations. It was facilitated as well be
goverrment-imposed concitisns cn multinational direct investments.

Secord, search, adoption and diffusion of technology by private firms was
also facilitated more directly by the goverrment. Examples of government-
negotiated (and sametimes subsidized) foreign technology licensing agreements®’
abound in textiles, basic industries, electronics and machine tools. Moreover,
govermment set up technology research centers, which inported foreign
technology and adapted it to local requirements (for example, the Machine
Institute Research Iaboratory (MIRL) developed machine tool prototypes for
local producers, and the Industrial Technolcegy Research Institute (ITRI - the
ERSC division to be exact) introduced redesigrs of imported technclogies and
prototypes in electronics and other areas.) But more than the technology
prototypes, these goverrment institutes made influential contrioutions to
training and practical experience for a host of engineers and a large number of
skilled technicians. It has also been goverrment policy to provide incentives
to these research institutes to spur the development of marketable
technologies, whether they be the product of reverse erngineering, local
adaptations or new innovations. local researchers, or those overseas-Chinese
lured to Taiwan by high pay and prominent positions, can expect govertment
financial subsidies in the form of concessional loans and govermment

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

57, oo._cit. Thomas Gold (1981).
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marketable technologies they have developed. This allows engineers and
research scientists to capture scme of the financial gains generated by their
efforts. Additionally, extensive technical libraries are operated for business;
the goverrment heavily subsidizes trips abrcaa for rtusinessmen o abtten
equipment shows and to visit foreign factories; govermment agencies, such as
the China Productivity Center, have been influential in various "strategic"
industries in giving direct assistance in upgrading production technolegy and
management; and teams of experts (subsidized by goverrment) are sent to
factories to give technical assistance.

Third, goverrment has paid a lot of attention to the kind of education that
benefits the econamy. government expenditures on education have been second
only to defense, averaging about 21 percent of the budget (15-20 percent «bove
the world average). And goverrment education planning has fostered a formal
education system that is heavily biased towards churning cut scientists and
engineers, rather than lawyers ard likeral arts majors. It has also developed
an extensive technical training network in clese cooperation with the business
cammunity, as well as lent its support to private technical training
institutions.

Industrial strategv_and industry structure in Korea and Taiwan. The analyses

of Korea arnd 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-directed learning appears to have fostered that nation’s

concentrated economic structure by encouraging individual firms progressively



36

to increase their export volumes; ut the strategy also appears to have saddled
Korea with an organizaticn-heavy institutional structure, with administrative
negotiation and hierarchical cormand substituting to an unusual degree in a
mixed econamy for market rsechanlams of  co—ordination. By contrast, the
Taiwanese unbalanced growth strategy appears to have supported that island’s
diffusion of econamic power through its emphasis on investments that induce
entry, and thereby expand market competition ard transactional efficiency.

Second, structure appears to influence the ¢tiiciency with which strategy
can be lrplemented. Forea’s copcentraited structure enhonced the off iciency of
the strategy of goverrment directed learming insofar as government officials
could target their firm-specific efforts at a wmall number of large firms each
capable of a substantial absolute response, rather than at a large number of
small and medium enterprises. And Taiwan’s transactionally relatively efficient
market enviromment was crucial ©o the success of the unbalanced growth strategy
insofar as it enabled a ready supply of agents to enter and take advantage of
the govermment’s externality-creating stimuli.

Third, strategy and structure appear to reinforve one another at the micro
as well as the aggregate level. Students of corporate strategy identify two
alternative strategies that firis might adopt in competitive international
market enviromments: a strategy of securing market leadership, and a strategy
of identifying and occupying market niches; the former strategy typically is
most appropriate for large firms, the lat:er for their smaller counterparts.>8
Policies to pramote goverrment-directed learning both promote large firms ard

cost reductior. 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 promote unbalanced growth are
consistent with a proliferation of smaller firms, each pursuing potentially
profitable market niches.>%

Two opposite implications for industrial pelicy might be drawn frem the
mutually reinforcing character of strategy and structure. GCne possible
implication is that structure is entirely endcgenous, and thus that a nation is
frer to chocse whichever strateqy promotes in the long-run the preferred
structure of industry; from this perspective, the obcerved differences between
Korea and Taiwan in industry structure can ke interpreted as the result of
more-or-less arbitrary (or politically determined®0) strategic choices. an
altermative implication, one that urderlies nuch of the analysis in this paper,
is that initial econcmic conditions matter a great deal in determining which
industrial strategy will yield more substantial benefits.

Initial conditions were quite different 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 populaticn of Taiwan, migrants from the Southern Chinese coastal province
of Fukien located between the major tradinay ports of Hong Kong and Shanghai,
appears to have enjoyed more substantial experience in business than did
Koreans, at that time emerging only gradually from their status as citizens of

a "Hermit Kingdam" and, in the absence of a fully monetized econamy, dependent

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

80 For an analysis that highlights political determinants of differences
between Korean and Taiwanese irdustrial strategies, see Cheng (1987). As Jones
(1980) discusses, the hypothesis that industry structure is entirely a
conseguence of goverrment policy enjoys substantial support in Korea.
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Table 8,;Levels of Development in Korea and Taiwan

Korea Taiwan
1. GNP pPer capita (in conscant 1965 Us s)
1955 $ 8l S 140
1960 : 95 137
1965 103 216
1970 150 jl2
2. Toral Populacion (millions)
1955 21.5 9.1
1960 25.0 10.§
1970 31.5 14,7
3. Population over Six Years of Age with
Twelve or More Years of Education
('000s and percentage)
1952 - €30 (1U.2%)
1560 1,038 ( 5.3%) 1,207 (14.2 )
1965 - 1,788 (17.4 )
1970 2,729 (10.4 ) 3,740 (30.2 )

Sources: Republic of China, Council for Economic Planning and Developmenc,
Tajwap Statiscical Daca Book., 1986 (Taipei); Republic of Korea,
Economic Planning Board, Korea Statistical Yearbook (various years)
Republic of Korea, Economic Planning Board, Handbook of Korea Ecopomy:
Republic of Korea, Economiec Planning Board, National Bureau of
Scacisuics, Population and Housing Census Report (1960, 1970, 1975)
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in part on barter as a vehicle for domestic trade.®! Perhaps most fundamental
of all are differences in culture: in Korea a cambination of social homogeneity
and a deep-rocted centrazlist Confucian tradition has long enccuraged both
hierarchy and loyalty on the part of subordinates to their hicrarchical
superiors; in Taiwan a migrant frontier ethes and, in the contemporary vericd,
the tension between a Kuomintang regime dominated by officials who came to
Taiwan only in 1949 and a business class dominated by Taiwanese, the Kuamintang
adherence to the econcmic philosophy of Sun Yat Sen, and a sirong sense of
political precaricusress con the part of businessmen, all tended to discourage
large-scale organizaticn and the accumulation of economic power in private
hands.

Evidence uf substantial initial differerrces between the two nations suggests
that there was nothing arbitrary about their choices of industrial strategy.
With the cost of market transactions relatively high at the outsot of export-
led industrialization, a strateyy of unkalanced growth is not likely to have
afforced Korea the success it enjoyed through its strategy of goverrment-
directed learning. Nor is a govermment-directed learning strategv 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 goverrments to identify industry stralegies that fitted
well with their respective econcmic envirorments, and to implement them

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

61 Por 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.®2

INDUSTRIAL POTICIES IN ‘SCFT’ STATES

The focus thus far has been on industry strategies for countries with
goverrments capable of devising, implementing and sustaining socially
beneficial policies. However, a sobering lesson of post World War II
development efforts has been recognition that in many less developed nations
the extent and character of intervention often is shaped by forces that have
little to do with the promoticn of dynamically efficient industrialization.
What industrial policies are appropriate for these soft states? We analyza
first what might be the consequences of adopting goverrment—directed learning
or unbalanced growth strategies in soft states. Second, we examine ways in
which industrial policies in soft states might usefully extend beyond an
exclusive focus on prices and free markets. Third, we discuss briefly some

industrial policies that micht help overcame 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, goverrment-directed learning now emerges as the least, rather than

the most, desirable strategy. The combination of highly selective instruments

62 See Jones and Sakong (1980) pp. 290-295 for a vivid ‘depiction of the
flexible, learning orientation of Korean policymakers. :
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Figure 5: The Benefits of Industrial Strategy in a 'Soft' State
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of intervention and concentrated econamic power associated with goverrment-
directed learning affords enormous opportunities for sociaily—unproductive
rent-seeking behavior on the part of business elites and government officials,
opportunities that are likely to prove irresistible in soft states. Seconrd,
across a wide range of levels of market development the nett benefit relative
to laissez faire of prumoting endogenous expansion via the initial stimulus of
lumpy, publicly-supported investments is hiown to be positive, although the
magriitude of the benefits is less than in hard states. The implied hypothesis
here is that, even in a relatively weak state, the interventions associated
with urbalanced growth could help promote sequential externalities, while bemg
less 1likely to undermine spontanecus, laissez faire industrializatior than
could interventions 4ssocmted 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 undermining industrialization via
distorticnary intervention, and thus the narrower is the range in which efforts
to promote unbalanced growth are likely to be desirable. Third, as with the
analysis of hard states, the case for interventionist industrial strategy
weakens in countries with substantial initial capabilities. But, whereas in
nard states the case weakens because nett benefits relative to laissez faire
declinre but remain positive, in soft states the nett benefits of strategies of
govermment-directed learning in particular turn sharplv negative with increases
in initial levels of market development, reflecting increases in the potential
for spontanecus laissez faire industrialization with higher initial
capabilities, and thus a rising opportunity cost of blocking the spontaneocus
processr.

Figure 6 brings together the variocus propositions as to the relationship
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between the desirability of altermative industrial strategies and levels of
political and market development. The broken lines divide the figure into three
areas. Area I represents the range of political and market development for
which goverrment directed learnirg represents the preferred strateqy; area II
the range for which an unbalanced growth strategy is preferred; and area III
the range for which a nation is likely to do best if its goverrment 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 raticns at all times. What matters rather is the goocdness of fit
between, on the one hard, the chosen strategy of industrialization and, on the
other, a nation’s econcmic environment and the kind of policies that nation’s
goverrmment has the capability of administering effectively over the long haul,

given the character of the political mechanizms of decision-making.

Promotional Tnterventions in Soft States

A wide range of countries are likely to be in Area III of Figure 6: given
their initial levels of market and political development they would do better
with laissez-faire, hands-off industrial policies than with either unbalanced
growth or goverrment-directed learning strategies. This secticn explores ways
in which laissez faire might usefully be supplemented in soft states by market-
campleting programs and other market-completing interventions (strategy 4 in
Figure 1). We make no claims to comprehensive coverage. Rather, our goals are
to delineate a framework for ﬁninkjgug about potentially desirable
interventions, 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 wpreductive rent-seeking. Three principles can help guide their
formalation.

First, interventions should be designed with careful attention to their
impact on industry structure: they siould support the "dynamic middle" of
progressive 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 Marcos’ efforts in the 1970s to push
industrialization via Korea-style policies suggests that in soft states
interventions targeted to large Ii.ms are very likely to be hijacked to promote
the enrichment of favored public and 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 ard medium enterprises can be the mainstay of prolorged
dynamically efficient industrialization. Small and medium enterprises require
transactionally efficient markets to thrive. So policy commitments to preomote
campetition, *to remove all bureaucratic obstacles to entry and exit, and to
pursue market-campleting programs can be important in promoting the dynamic
middle of the industrial structuwre, and thereby mnavigating successfully
between the pitfalls of socially unproductive rent-seeking and dead-end
welfare-oriented policies.

Second, interventions in soft states should minimize discrztion by
goverrment officlals as to who will enjoy access to the available benefits.

Nordiscretionary interventions minimice the opportunities for allocating
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benefits according to criteria unrelated to potential performance. And
guaranteed access is a reliable signal to firms lacking connections in
goverrment (more likely progressive amall firms than large enterprises) that
they might also benefit from the relevant crogram.

Third, interventicns in soft states should be linked to export performance
wherever pcscible. As the earlier analysis of Korean irdustrial policy
suggested, tving interventions to export performance has benefits additional to
these highlighted bv standard considerations of efficient rescurce allcocation.
The extent of a rirn’s success In 2xport markets is a uniguely unambiguous
"practical vyardstick for nmeasuring progress towards intermational
competitiveness";63 firms engaged in exports enjoy opportunities for learning
about technology, product design and market preferences not open to firms that
produce only for domestic rarhkets; and continual change in the intermational
marketplace ensures that learning and productivity gains are ongoing, and not
one-time efforts. |

The close link between export success and productivity suggests that,
contrary to ocur secord principle, interventions linked to export performance
can sametimes be discretionary even in soft states. For one thing, the Korean
experience suggests that, even if they are granted discretionary advantages
which might under same circumstances be construed as socially unproductive,
successful exporters have little incentive to backslide on their efforts to
improve productivity: once they had successfully penetrated export markets,
protection at hame 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.
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downward pressure on damestic prices — profits.®! For another thing, export-
oriented interventiors afford fewer opportunities for goverrment officials to
stray, for whatever reason, from dynamically efficient acticns. As Anne Krueger
put 1t, "since even the nmost unrealistic policy-maker recognizes that
foreigners cannct be forced to accept domestically produced goods, any decisicn
to encourage a line of exports that happens to e uneconomic will be
accanpanied by large losses, either to the exporter, who will then contract
production, or to the goverrment, 1f it is inducing exports by subsidies.
Either way the cocsts are highly visible and provide feedback that policy is
inappropriate, feedback that is far stronger than an irmplicit or explicit
tariff of camparable magnitude under impert-cubstitution regimes, where firms
have captive markets."®®

Five examples of pctential interventions that we think hold substantial
promise illustrate how the three principles might be applied.

* Promote informal financial markets. Our field research in Taiwan revealed
that informal sources of credit, rather than specific goverrment lending
programs, were the mainstay of finance for that island’s progressive small
firms.6® Indeed, long experience of failure in a wide range of countries
confirms that formal credit institutions lack the information and incentives to

lenrd to promising, but not yet established progressive small and mediunm

84 For a persuasive theoretical explanation of these relations between
import protection and export promction, see Krugman (1984). For compelling
evidence of a parallel relation between import protection and export promotion
in Japan, see Yamumura (1986).

85 Krueger (1984) p. 151

66 For a detailed analysis of Taiwanese financial markets, see Biggs
(1988) .


http:firms.66

45

enterprises.®’ Goverrments cannot directly promote lending in curb markets. But
the Taiwanese experience points tc a range of pessible mechanisms for
strengthening that market. All of these interventions are nondiscretionary,
and Increase the transaction?) efficiency of a market that 1is of critical
importance ror progressive small fimms

* Guarantee working capital for expcrts. A shoftfall of working, rather than
imvestment, capital has emerged as a major constraint on expansion by

)
(S
<

progressive small firms. Zoth Forea and Talwan have programs that quarantee

payment to banks who provide working capital to exporters against the assurance

of letters of credit from buyers.®?

A program of guaranteed working capital for
exports can serve as one certain channel of access to finance for progressive
firms seekirg to grow (although, contrary to the pattern in Korea, such credit
should not be provided at subsidized interest rates, lest large firms—
seeking to maximize subsidies — squeeze their smaller counterparts out of the
relevant export markets).’? The nondiscretionary character of guaranteed access

to working capital for exports limits the opportunities for arbitrary refusal

67 see Little (1887) pp. 213-221, 233 for a useful overview; also Anderson
(1982).

68 see, for example, Anderson (1982); Biggs, Levy, Oppenheim ard Schmitz
(1987) ; Biggs (1983).

69 A letter of credit is a commitment frem a bank designated by the buyer
to pay for an order upon the buyer’s receipt of merchandise in satisfactory
condition. See Rhee (1985) for details of how export credit guarantee schemes
might ke implemented. In practice, coverage in Taiwan proved less than
universal in the face of the extreme conservatism of that country’s formal
banking system; but well-established informal financial markets were able to
absorb the slack. See Biggs (1988) for further details.

70 For evidence of this perverse pattern in Korea, see Levy (1988b), ard
Park (1983).
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or gramts by goverrment officials;’! and its link to exports ensures that the
financing will go to relatively productive activities.

* Provide incentives to promote the entry of export traders. Both theory armd
evidence from Taiwan suggest that the proliferation of medium-sized export
traders, and associated reducticns in the costs of interrational transactions,
was important in sustaining the participation of the dynamic middle in Taiwan’s
export expansion:’? without traders, the relatively high cost of learning about
unfamiliar foreign enviromments would have been a méjor obstacle to
intermational trade by small manufacturers and by the buyers in small volumes
on wham small manufacturers depend for orders. Although the proliferation of
medium-sized traders proceeded sponstanecusly in Taiwan, we are persuaded that
goverrment 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 ard small manufacturers would continue spontaneously.
We have not yet worked cut detaiis of how 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-prumotion program remain free to enter ard

engage in export trading.’3

71 But, as did occur in the Philippines, especially conniving businessmen
and goverrment officials might be able to extract (ard abscond with) very
substantial loans with letters cf credit for orders they had no intention of
fulfilling.

72 vor a theoretical analysis, see Levy (1983a): for detailed evidence
from Taiwan, see Lorsch (1989).

73 1t iz worth making note of a related program to promote trade:
subsidize trade shows in the exporting country; and subsidize exporters to
attenrd and exhikit in trade shows abroad. Our field experience suggested
strongly that trade shows were important channels for learning as well as
rarketing for exporters from the Philinpines, Taiwan and Korea.
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* Provide selective incentives for entry by multinational exporters of final
products, with the magnitude of incentives calibrated to the extent of local
content procurerent from independent camponent suppliers. As with the promotion
cf traders, the cbjective here — again influenced by field research in Taiwan,
where backward linkages frem multinational exporters represented an important
channel of entry ard technological learning for small manufacturers, who often
subsequently became direct exporters themselves’? — is to promote the demand
for production by progressive small and medium manufacturers. We interpret the
Taiwanese experience to imply that once markets for afficient subcontractors
include a threshcld number of participants, expansion and entry by additional
final manufacturers and subcentractors can be self-sustaining;?® thus the
cbjective of the proposed intervention is to get the process started.’® 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 pattern in Taiwan, see the case study of Singer
Sewing Machines by Schive (1978), reported in Amsden (1985) . For evidence of at
least same proliferation of hackward linkages in Slngapore see Lim and Fong
(1982) .

75 Levy 1988a) delineates the relevant mechanism.

76 one possible extension of the proposal in the text in countries that
are shifting from import-substituting to ocutward-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
damestic Indian market) might initially be reluctant to shoft from vertical
integration to subcontracting, the arrangement often proved efficient
subsequent to their being forced by goverrment to establish +ties with
independent subcontractors.
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tend to promote intermediate activities in which domestic producers have no
prospects for achieving dynamic efficiercy in the long-run.?’?

* Provide selective, firm-specific incentives to national exporters of
manufactures. Of the five examples, 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 oppcrtunities
are substantial: as witl, multinational firms, naticnal exporters can generate
important backward linkages to independent subcontractors; additionally, when
naticnal firms grow to beccme significant players in oligopolistic world
markets, they are nore likely than multinational firms with already established
market “ositions to act as national champions, willing to challenge for
increased world market share from naticnal factories, even if their challenge
entails significant disruption of global markets.’® The dilemma is that (unlike
multinational firms already endowed with expertise) national firms camot be
fuil-blown exporters right from the start-up cf production; so a sustained
program of selective support for potential national exporters cannot be 1inked
exclusively to actual export performance. Selective incentives in Korea appear
to have been cont.'igent on initially modest, but progressively rising shares of
exports in a firm’s total production. But for a soft state, the risk is that
initially modest export perforiaance requirements will progressively be debased.

Thus, as a crude rule of thumb, we would suggest that selective firm-specific

77 see Biggs, levy, Oppenheim and Schmitz ({1%87) for evidence of this
pattern in the Philippines electronics and autamobiie components industry. See
also Vattana (1988) for evidence of a similar pattern in Thailand’s automobile
industry.

78 yor vivid examples of the aggressive Japanese challenge in the
television and semiconductor industries, sse Yamamura (1986) anrd Borrus, Tyson
and Zysman (1986).
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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 Overccming Price Distortiors.

Our discussion of promotional interventions in soft states presupposed a
laissez faire envirorment, with more or less undistorted prices. This
presupposition is naive: a central dilemma soft states pose for econcmic
policymakers is precisely their willingness to create and tolerate price
distortions as a way of channelling rents tc favored clients. Would the net
benefits of our proposed promotional interventions ke 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 caments suggest, the answer to both questions appears to be yes.

Powerful special interests that gain from price distortions — inefficient
industrialists who can profit only behind high tariff walls, goverrment
officials who can extract rents by virtue of the rationing power afforded by
disequilibrium prices — typically oppose efforts to move from a more to a less
distorted price envirorment. In the face of these interests and .eir
influence, proposals to eliminate distortions directly have little likelihood
of being heeded. By contrast, our proposed interventions help promote tie move
towards nondistorted prices via a more roundabout route:30 rather than confront

directly the interests blocking reform, the proposals work to strengthen

79 1t is perhaps worth noting explicitly that this condition say nothing
as to the potential advantages of programs 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 oontrlbutlons 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 pramwotion of exporters can be a central ingredient of roundabout
strategies for effecting policy change. Exporters rarely are the beneficiaries
of the most egregious distortions gssociatad with import-substituting regimes.
Rather, import restrictions make their lives more difficult, entirely denying
them access to imported inputs of requisite price and quality, or affording
access via cumbersome, time consuming, and unpredictable bureaucratic
procedures that effectively [foreclose the possibility of participating in those
international markets where rapid response is crucial for success. Our
proposals to guarentee working capital to exporters, to promote export traders,
to promote multinational exporters with backward linkages to domestic
subconty ctors, and to selectively subsidize exporting national firms all would
help strengthen factions of society that, as they gain in influence, are likely
to pecame increasingly vocal advocates of policy reform.

One last point. Our proposals have been presented as desireble on their own
merits in soft states with undistortad price enviromments. 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,®l
mechanisms that have no attraction in already undistorted price envirorments.
But they are exceedingly attractive options in soft states riddled with
distortions, where the cbjective is the roundabout one of working to strengthen

the hand of interests favoring reform.82 It was evident to us in our work in

81 pescribec! in detail in Rhee (1985) .

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 enabling manufactures to take root; ard these ewporters were in late 1986
among the mest vociferous advocates of continuing policy reform. Irdeed, it was
Korea and Taiwan that pioneered the use of zones, drawbacks and the like in the
early 1960s, a time when both ccuntries were themselves working to navigate the
shift from imward to cutward-oriented industrial strategies. But we have drawn
enough lessons from those countriss for one paper. A detailed political econamy
analysis of how they swoothed their policy transitions must await some other

occasion.
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