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Introduction

Few topics in development economics, and indeeeconomics as a whole, have
caused a more heated controversy than industrii¢ypdNot just its effectiveness and
generalisability, but also its definition and veryistence have been debated. Its opponents
have declared its non-existence, irrelevance, egtiffeness, and demise many times, but it
refuses to go away. There has to be something tharethe irrepressible human tendency to
search for a magic solution for their problemstfos to be the case.

The aim of this paper is to try to go beyond whatee as an unproductive
confrontation between the proponents and the opysrué industrial policy and explore how
we can take the debate forward. | cannot claimetontppartial in this endeavour, as | have

been a party to this debate. | will, however, do lbegt to find the common grounds and



extract some theoretical and policy lessons froth bales of the debate.

Thelndustrial Policy Debate: Conceptual 1ssues and Neglected Facts

Before | discuss what | think are the main lesdom the industrial policy debate, |
will briefly review the debate itself. While | caohavoid pronouncing judgments on at least
some of the arguments advanced during the delbetenain purpose of the reviewnst to
declare scores. It is to highlight some concepiggles and neglected facts that help us see
the debate from what | hope to be a broader buempagmatic point of view.

Literally interpreted, industrial policy should nmepolicy that affects industry, in the
same way in which agricultural policy means polibgt affects agriculture and monetary
policy means policy that affects monetary variablesd indeed, many commentators on
industrial policy on both sides of the argumentlof@ this definition (see Chang 1994, pp.
58-61, for some examples).

However, when we talk about “industrial policy”etimajority of us do not mean any
policy that affect industry but a very particulgpé of policy that affects industries. It is what
is commonly known as “selective industrial poliogt “targeting” — namely, a policy that
deliberately favours particular industries overes#y against market signals, usually (but not
necessarily) to enhance efficiency and promoteyxrtieity growth.

Industrial policy in this sense is usually assamlatith the development experiences
of Japan and other East Asian economies (Southakdewan, and Singapore) in the post-
World War 1l period. As | shall explain below, hoves, industrial policy, even in this narrow
sense, has been practised well beyond such timelacd. Even so, let me start with the
debate on post-WWII East Asian industrial policg, this is what has framed our current

thinking on industrial policy.



The modern debate on industrial policy was stardtie late 1970s, with the rise of
Japan. Although the practice of (selective) indaktpolicy had been noticed among the
scholars of post-war French economic policy in 1860s, it was as a part of the broader
exercise of “indicative planning” (Shonfield 1965phen 1977). With the debate on Japan,
industrial policy was brought to the centre stag#,least because Japan was the first country
that used the term industrial policyafigyo seisaRuo mean selective industrial policy. By
the late 1980s, it came to be widely accepteddtrang industrial policy was also practised
in South Korea, Taiwan, and (in a very differentyyv8ingapore, which had until then been
thought to be free-trade, free-market economies.

In the early days of the debate on industrial goiicEast Asia, some denied its very
existence. Some of it was out of sheer unwillingnisrecognize any fact that goes against
one’s deep-held beliefs. For example, the freeetiembnomist Bela Balassa argued, as late as
in 1988, that the role of the state in Korea “agestn the promotion of shipbuilding and
steel . . . has been to create a modern infrasteictio provide a stable incentive system, and
to ensure that government bureaucracy will helparathan hinder exports” (Balassa 1988, p.
S286). However, more often it was based on an hamesinderstanding of the ways in
which industrial policy worked in these countri€ar example, Trezise (1983) argued that
Japan did not have much industrial policy on théjéotive” ground that its industrial
subsidies and government loans as a proportiorDdét Gere below the OECD average.

However, subsequent debate revealed that induptlady in East Asia involved a
lot more than handing out subsidies and providnaglé protectionism (e.g., tariffs, import
bans, quotas, domestic regulations at least pgriialended to curb imports). Industrial
policy measures in East Asia included: (i) coortioraof complementary investments (the

so-called Big Push); (i) coordination of competimyestments through entry regulation,



“investment cartels”, and (in declining industriesgotiated capacity cuts; (iii) policies to
ensure scale economies (e.g., licensing conditiopah production scale, emphasis on the
infant industries starting to export from early @tate-mediated mergers and acquisitions);
(iv) regulation on technology imports (e.g., sciagrfor overly obsolete technologies, cap on
technology licensing royalties); (v) regulation foreign direct investment (e.g., entry and
ownership restrictions, local contents requiremeteishnology transfer requirements, export
requirements); (vi) mandatory worker training famfs above a certain size, in order to
resolve the problem of under-investment in thentrey of skilled workers due to the
possibility of poaching; (vii) the state actingasenture capitalist and incubating high-tech
firms; (viii) export promotion (e.g., export subigd, export loan guarantees, marketing help
from the state trading agency); (ix) governmenoadtion of foreign exchanges, with top
priority going to capital goods imports (especialbr export industries) and the bottom
priority to luxury consumption good imports.

The debate on the existence and the definitiomadistrial policy in East Asia alone
has suggested two important points that we havse&r in mind when assessing industrial
policy in general.

First, the extent of industrial policy cannot beentified purely in terms of
guantifiable measures, especially those that iresditvancial transfers. As can be seen from
the above list, many industrial policy measuresndb even involve any financial transfer,
possibly except in the most roundabout generallibguim sense. By looking at only
guantifiable indicators, we significantly underissite the extent and the depth of industrial
policy, both at the sectoral level and at the ecoyravide level.

Second, we cannot assess the impacts of a coumtdustrial policy solely on the
basis of the performance (however measured) dfténgeted” sectors (World Bank 1993 and

Lee 1996 are the two most frequently cited examplesg this line). Looking at sectors



separately, we get to ignore the impacts of “siggetoral” industrial policy measures that
address issues like complementarities, linkages gaternalities among sectdrs.
Of course, as the critics of industrial policy tiilghpoint out, the mere co-existence

of industrial policy, however widespread, and rapidustrial economic development in East

! In addition to being unable to address the supetesal dimensions of industrial policy,
World Bank (1993) and Lee (1996) have the followpngblems. Looking at 38 industrial
sectors (basically at the 3-digit level) in Koresibeen 1962 and 1983, Lee (1996) found
largely negative correlation between a sector’sipgs of government supports (e.qg., tariffs,
non-tariff barriers, tax incentives, and subsidilaahs) and its performance, measured by a
number of indicators (e.g., labour productivityaldactor productivity or TFP, and capital
intensity). The study should be commended for ctilig a lot of detailed data and looking at
more than TFP, which has a lot of conceptual aadtfmal problems, but focusing on
guantifiable measures, it could not capture marpoirtant aspects of industrial policy, even
at the sectoral level (e.g., getting scale econsmght, coordinating competing investments).
Moreover, when infant industries require 10, 20ewen 30 years to mature, assessing
Korean industrial policy in 1983 gives a bias aghaih— Korea’s main industrial policy drive,
the Heavy and Chemical Industrialisation (HCI), wasiched only in 1973. Third, by
stopping in 1983, the study underestimates theopaegnces of the young heavy and
chemical industries, which suffered disproportiehatn the 1979-82 economic downturn,
prompted by exogenous factors (oil price rise, ntemig policies in the US). World Bank
(1993), looking at Japan, Korea, and Taiwan, asduima sectors (defined at 2-digit industry
classification level) with higher value-added comeuts or higher capital intensity were
supported more by the government, thus obviatiegh@ps unintentionally) the problem of
relying only on quantifiable variables. It trieddorrelate a sector’s value-added component
and capital intensity with its performance (meadutmfortunately, only in terms of TFP)

and found positive correlation only in Japan. Hoarethe East Asian government targeted
sectors at a much more disaggregated level tha-thgit one, and never on simple grounds
like capital intensity or value-added component. &ample, the textile industry in Korea,
whose good performance the World Bank takes agretisat “neglected” industries did quite
well, was in fact one of the most “targeted” sestontil the mid-1980s because its role as the
main foreign exchange earner (Chang 1995, ch.&rapx; also see Rodrik 1994).



Asia does not prove that the former has causethttex. As they point out, it is possible that
these countries could have grown even faster, heyl not used industrial policy (Pack and
Saggi 2006).

This is logically possible, but if that were theseathese countries must have had
some country-specific “countervailing forces” thveg¢re so powerful that they cancelled out
all the harmful effects of market-distorting indugsit policy and still generated the highest
growth rates in human history (6-7% annual growdte rin per capita income over four
decades). | find this highly implausible. Are theseptics really seriously suggesting that,
without industrial policy, these powerful counteativey forces would have made the East
Asian countries grow at — what? — 9%, 10%, or €%, whenno country in history has
ever grown at faster than 7% for an extended pennaldistrial policy or not?

Anyhow, no convincing story as to what these cawaiéng forces are has been
offered. Culture (leading to high savings rataecstwork ethic, high-quality bureaucracy), the
legacy of Japanese colonialism (leading to exceplip high literacy and broad industrial
base), and Cold War politics (leading to exceptigrisigh foreign aid and special access to
the US market) are frequently cited candidates,naute of them even pass the minimum
factual tests (Chang 2007, ch. 9, on culture; ChH200@6, on Japanese colonialism and the

Cold War)?

2 Let me provide some basic factual refutation esth“countervailing forces” arguments, a
full treatment which is beyond the scope of thegpaBefore their economic development,
the East Asians were typically described as lamygenterprising, individualistic people,
“living for today” (see Chang 2007, ch. 9). KorsaVvings rate on the eve of its economic
miracle was barely 5% and started ris@ftpr growth took off. At the end of the Japanese
colonial rule, literacy ratio in Korea was only 22%d its industrial base was smaller than
that of Ghana (Chang 2006). After the 1950s, Kargh Taiwan did not get an exceptionally

high amount of foreign aid (Chang 2006). As fat sow, no one has provided any concrete



Of course, as Pack and Saggi (2006) points oig, iihpossible to definitely prove
that East Asia could have done better or worseowithndustrial policy, as “the relevant
counterfactuals are not available” (p. 268). Howevmt all counterfactuals are equally
plausible, and the counterfactual supposed by titeesc of industrial policy is highly
implausible. This nudges us towards the conclugiahindustrial policy worked in East Asia.

Moreover, contrary to what many of its critics &k, industrial policy success was
not confined to late-20century East Asia. There is quite a lot of evidenatside late-20
century East Asia that further strengthens (althooigce again cannot “prove”) the case for
industrial policy. There are three such sets olevce.

First of all, if we broaden our spatial horizon, wealise that successful industrial
policy experiences in the late ®@entury are not confined to East Asia. We've alyea
mentioned the French industrial policy, but quiteea other European economies, such as
Finland, Norway, and Austria, also pursued (selegtindustrial policy, often with even
greater successes than France, during this petiatzénstein 1985). Certain local
governments in ltaly (e.g., Emilia-Romagna) andr@ary (e.g., Baden-Wirttemberg) also
pursued effective industrial policy, promoting peutar “industrial districts” through directed
credits (from local banks, often owned by the logavernment), R&D support, and export
marketing help (Piore and Sabel 1984). Interesfingll these countries had high growth
rates between the 1950s and the 1980s, althougbudby this is not to say that industrial

policy was solely responsible for their growth.

evidence for the “special market access” storyillwme 1980s, Korea and Taiwan were
buying up textile quotas from other developing doies that could not even fill their MFA
(multi-fibre agreement) quotas for the US, showimag, even if it was there, the special
market access could not provide big enough exparkets to these two countries.

3 Of the 16 largest OECD economies studied by Manid{§989), between 1950 and 1987,



While championing the free-market ideology durihgstperiod (although not before
that — see below), the US government also ran a fiigomewhat wasteful) industrial policy
programme under the guise of R&D support for defeand public health. Between the
1950s and the 1980s, the US federal governmemdethanywhere between 47% and 65%
of national R&D spending, as against around 20%aipan and Korea and less than 40% in
several European countries (e.g., Belgium, FinlaG&rmany, Sweden) (Mowery and
Rosenberg 1993, p. 41, table 2.3 for the US; th€DHata set for the other countriés).
Many of the industries where the US still has tetbgical edge would not have developed,
or even emerged at all, without public funding a&IR — aircraft, computer, microchips,
internet, and genetic engineering.

Second, if we also go back in time, we realis¢ thare are even more industrial
policy success storie€ontrary to the popular myth, in the™and the early Z0centuries,
all of today’s rich countries, except for the Netaeds and (before World War 1) Switzerland,
practised significant degrees of protectionism gabstantial periods (table 1; see Bairoch
1993 and Chang 2002 for further details). Althotigbse tariffs were not as systematically
calibrated as those used in the lat® 28ntury in East Asia (and other countries), theyew
definitely parts of (selective) industrial policpsofar as they were deliberately different
across sectors. In addition to tariff protectiorany of these countries provided subsidies to
promote targeted industries, set up state-ownezfmges or public-private joint ventures for

risky projects, regulated foreign direct investnsemind implemented many other measures of

the seven fastest growing economies, in per cégntas, were Japan (6%), Austria (3.9%),
Germany (3.8%), Italy (3.7%), Finland (3.6%), Noyw8.4%), and France (3.2%).

* The share of federal government in total R&D sfremavas 5.36% in 1953, 56.8% in 1955,
64.6% in 1960, 64.9% in 1965, 57.1% in 1970, 51i7%875, 47.2% in 1980, 47.9% in
1985, and 47.3% in 1989 (estimated).



industrial policy during this period (Chang 2002yabg 2007).

Table 1. Average Tariff Rates on Manufactured Productsfor Selected Developed
Countriesin Their Early Stages of Development
(weighted average; in percentages of value)

1820 1875 1913 1925 1931 1950

Austria’ R 15-20 18 16 24 18
Belgium' 6-8 9-10 9 15 14 11
Canada 5 15 n.a. 23 28 17
Denmark 25-35 15-20 14 10 n.a. 3
France R((20) 12-15 20 21 30 18
Germany 8-12 4-6 13 20 21 26
Italy n.a. 8-10 18 22 46 25
Japan R 5 30 n.a. n.a. n.a.
Netherland$ 6-8 3-5 4 6 n.a. 11
Russia R 15-20 84 R R R
Spain R 15-20 41 41 63 n.a.
Sweden R 3-5 20 16 21 9
Switzerland 8-12 4-6 9 14 19 n.a.
United Kingdom 45-55 0 0 5 n.a. 23
United States 35-45  40-50 44 37 48 14

Source: Chang (2002), p. 17, table 2.1, largelgtas Bairoch (1993), p. 40, table 3.3,
except for Canada, which is from Taylor (1948), pp2-8 and p. 398.

Notes:
R= Numerous and important restrictions existed,intalverage tariff rates not meaningful.

1. World Bank (1991, p. 97, Box table 5.2) providesmilar table, partly drawing on
Bairoch. However, the World Bank figures, althouigimost cases very similar to Bairoch’s
figures, arainweightedaverages, which are obviously less preferabledightedaverage
figures that Bairoch provides.

2. These are very approximate rates, and give rahgeerage rates, not extremes.

3. Austria-Hungary before 1925.

4. In 1820, Belgium was united with the Netherlands

5. According to the estimate by Nye (1991), therage tariff rate, measured by customs
revenue as a percentage of net import values,anderduring 1821-5 was 20.3%, as against
53.1% for Britain, which is in line with the 45-55€4nge estimated by Bairoch.

6. The 1820 figure is for Prussia only.

7. Before 1911, Japan was obliged to keep lowftaaiés (up to 5%) through a series of
unequal treaties with the European countries aadJ®A. The World Bank table cited in
note 1 above gives Japanisweightedaverage tariff rate faall goods(and not just
manufactured goods) for the years 1925, 1930, #35[B%, 19%, 4%.

Interestingly, Britain and the US — the supposethé® of free trade — had the

world’s highest levels of tariff protection (45-5%%uring their respective catch-up periods —
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from the mid-18 to the mid-19 century for Britain and from the mid-f%entury to the
mid-20" century for the US (table 1).

This was no coincidence. Robert Walpole, the steddirst British Prime Minister,
is credited to have been the first person to launcbmprehensive infant industry programme
in 1721 (Brisco 1907). Walpole strongly influenc&léxander Hamilton, the first Treasury
Secretary of the US, who first developed the thawrinfant industry protection (Hamilton
1791). The targeted protections that Germany andd8w provided to their nascent heavy
industries in the late 1Band the early Zbcenturies are well known, but even Belgium, one
of the less protected economies, provided targetetéction. In the mid-19 century, when
the country’s average industrial tariff was arodr®ds, the textile industries had tariffs rates
of 30-60% and the iron industry 85% (Milward andilSa977 p. 174). At least for the 1870-
1913 period, there is even evidence that thereamassitive correlation between tariff rate
and rate of growth (O’Rourke 2000; Vamvakidis 200&mens and Williams 2003).

Third, the long-term historical experiences of teveloping countries also provide
some food for thoughts regarding industrial pol@yawing on numerous studies that show a
positive cross-section correlation between a cg@istdegree of “openness” (variously
measured) and its growth performance, the maimst@mnsensus is that industrial policy in
developing countries since the 1960s has not workedn if we ignore many criticisms of

these cross-section econometric studies (Rodriguelk Rodrik 2000;,Chang 2005) and

> Jrwin (2002) argued that this correlation was driby high tariffs imposed for revenue
reasons in the New World countries (the US, Canadgentina, in his sample) that were
growing fast for other reasons (e.g., rich nattgaburce endowments). However, the US was
the home of infant industry protection at the tiamel many of its tariffs were not for revenue
reasons. Moreover, O’'Rourke (2000) and Lehmann RdDrke (2008) have shown that the
positive tariff-growth statistical correlationm®t primarily driven by the New World

countries.
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accept such conclusion, it must be pointed out tthattime-series evidence tells us a rather
different story.

Until the 1870s, most of today’s developing cowetrpractised free trade, either
because they were colonies or because they wemddoythe so-called “unequal treaties”
that deprived them of tariff autonomy and imposetbw, uniform rate of tariff (3-5%).
However, their growth performances during this gesivere very poor (table 2). Interestingly,
when the Latin American countries gained tariffaaaimy in the 1870s and the 1880s, their
per capita income growth rate shot up from 0.1%ndut820-70 to 1.8% during 1870-1913,
making it one of the two fastest growing regiongha world during the latter period (table

2)°

Table 2. Historical Rates of Economic Growth by Major Regions
during and after the Age of Imperialism (1820-1950)
(annual per capita GDP growth rate, %)

Regions 1820-70| 1870-1913 1913-50 1950-73
Western Europe 0.95 1.32 0.76 4.08
Western Offshoots? 1.42 1.81 1.55 2.44
Japan 0.19 1.48 0.89 8.05
Asia excluding -0.11 0.38 -0.02 2.92
Japan

Latin America 0.10 1.81 1.42 2.52
Eastern Europe an 0.64 1.15 1.50 3.49
former USSR

Africa 0.12 0.64 1.02 2.07
World 0.53 1.30 0.91 2.93

*Australia, Canada, New Zealand, and the USA.

Source: Maddison (2001), p. 126, table 3-1a.

The growth performance of the developing countii@sng the “bad old days” of ISl

® Clemens and Williamson (2004) argue, on the hafsi; econometric analysis, that around
1/3 of this growth differential between Asia andihamerica during 1870-1913 can be
explained by the differences in tariff autonomy.
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(import-substitution industrialisation) was a vasprovement over their performance before,
and, more importantly, has not been matched simed$80s, when they abandoned much of
their industrial policy. Per capita income in demhg countries grew at 3% per year during
1960-80 (World Bank 1980, p. 99, Table SA.1). ltevgh rate fell to just above half that
(1.7%) in the next 20 years (calculated from WoBdnk 2002), when these countries
liberalised and opened up their economies. The tirsl@wdown was particularly striking in
Latin America and Sub-Saharan Africa, two regidrat most faithfully implemented market-
oriented reforms during this period. Per capitaame in the two regions grew respectively at
3.1% and 1.6% per year during 1960-80 (World Ba®&01 p. 99, Table SA.1), while it grew
at 0.5% and -0.3% during 1980-2004 (calculated ftbenWorld Bank and the UNDP data
sets).

Individually, the above sets of evidence, as weltree evidence about the East Asian
experience that we discussed earlier,nddbprove anything. However, taken together, they
raise some difficult questions for the scepticendistrial policy. If industrial policy was not
confined to East Asia in the late®®6entury, it becomes difficult to downplay its rafeEast
Asia by resorting to some region- and time-specifisuntervailing forces”. Even if many
countries that have used industrial policy did sotceed, the fact that few of today’s rich
countries have become rich without industrial pollnakes us wonder whether a good
industrial policy may be a necessary, although swificient, condition for economic
development. Looking at all these sets of factetiogy, we get to wonder, if industrial policy
is so bad, how is it that in every era, the faggestving economies happen to be those with a
strong industrial policy: Britain during the mid*i&entury and mid-19 century; the US,
Germany, and Sweden during the laté" Ehd the early 20 century; East Asia, France,
Finland, Norway, and Austria in the late™2€entury; and China today.

Although I think the weight of evidence is, on twhole, rather on the side of (of
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course, intelligently-conducted) industrial poligye donot need some absolute “proof” of its
merit, either way, in order to take the debate v As far as we can agree that the chance
of success for industrial policy is more than ngigle, we can still have a productive debate
on how to make it work better, even if we cannateagon the exact ‘batting average’ of
industrial policy. Therefore, in the rest of thgopg | am going to discuss some of the lessons
that | think we have learned (or at least shoulkeHaarned) from the actual experiences of
and the theoretical debates on industrial policg #m suggest some ways forward, both

theoretically and in terms of pragmatic policy.

What Have We L earned?: L essons from the Experiences and the Debates

In this section, drawing on the industrial polagbate and adding some of my own
take on it, | explore how we can make industrialiggowork better. | will look at issues
surrounding: (i) targeting; (ii) whether the state “beat the market”; (iii) political economy;
(iv) bureaucratic capabilities; (v) performance swament; (vi) export; and (vii) changing
global environment. Before | proceed, | must benagledged that, while quite wide-ranging,
this list still leaves out some key issues in thdustrial policy debate, due to space
constraints, especially the challenges of prodeat@&pability-building and the problems due
to adjustment costs (on these issues, see Lin hadg=22009; Dosi, Cimoli and Stiglitz (eds.)

2009).

The Question of Targeting — Selective vs. Genaddtrial Policy
After at least three decades of intense debat@&dumstrial policy, few people would
deny that there are instances where state inteovemt industrial development is justified.

However, many would argue that industrial policpuhd be of “general” (or “functional”),
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rather than “selective” (or “sectoral”), kind. Thaygue that the state should concentrate on
providing things like education, R&D, and infrasiture that benefit all industries equally but
are likely to be under-provided by the market, eatthan trying to “pick winners” by
favouring particular sectors or even firms (morethis later). In other words, they reject
industrial policy in the usual sense, while noeoting the idea that the state can (and should)
overcome market failures in relation to industdal’elopment.

The first problem with this view is that the digtiifon between selective and general
industrial policies cannot be taken very flar.a world with scarce resourcesvery policy
choice you make, however “general” the policy magki, has discriminatory effects that
amount to targeting. This point is easier to seeiation to R&D — a government giving out
R&D subsidies implicitly favour the more R&D-inteéme high-tech sectors, but it also
applies to infrastructure and education, at leaghé higher ends of them. We do not build
some abstract infrastructure but either a road é&twthe horticultural export region and an
airport or a railway between a steel town and @@eaBuilding the railway, instead of the
road, means that the government at least implitapurs the steel industry. Likewise, we
do not educate some generic engineers, but we &dwstner chemical engineers or
electronics engineers. Therefore, a government igiray more funding to electronics
engineering departments than to chemical engingel@partment is implicitly favouring the
electronics industry. The only policies that may ¢aled truly “general” are policies
regarding basic education and health, calling wimclustrial policies is really stretching the
concept beyond reason. Thus seen, there is sdfecivd targeting involved in virtually
every (broadly-defined) industrial policy measurke only real difference is that of degree.

If targeting is unavoidable, it may be asked, canatvleast say that the less targeted a
policy is, the better it is? This cannot be saile Thore targeted a policy is, the easier the

monitoring of the beneficiaries is, and therefdre tleakages” are going to be less. Indeed,
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mainstream economists recommend more precise itaggetsocial policy for this reason (on
targeting in social policy, see Mkandawire 2005hy\s this point not considered in relation
to industrial policy? Of course, targeting hasatsts. For example, too precise a targeting
may, in a world with fundamental uncertainty, be bacause it “puts all eggs in one basket”.
Or it may make lobbying easier (more on this latén)if a policy is too precisely targeted, it
makes the beneficiaries too easy to identify, mgkiin difficult for the government to
maintain the necessary myth that its policies augairtial. And so on.

The debate on industrial targeting needs to mowetigher level. While accepting its
potential problems, the inevitability of targetisigould be acknowledged. We should drop the
pretence that we can “not target” and try to atthabest possible degree of targeting, which
may differ across industries and countries. We khatop thinking that there is a linear
relationship, positive or negative, between therele@f targeting and policy success — some
degree of targeting is inevitable, while some nufré may be desirable, but too much of it
may not be good. Perhaps we should think in terifitagyeting within universalism”, as in
the debate on social policy (Skocpol 1991, as ditedllkandawire 2005, p. 23), rather than

“targeting vs. universalism”.

Can the State “Beat the Market”?: Ability, Informam, and Perspective

One of the classic arguments against infant ingysttection (and by extension any
selective industrial policy) is that the privatectee would have promoted the industry in
question, if it were genuinely worth promoting (8ain 1969). Given that the government
officials by definition know less about businesarttdo businessmen, the argument goes, it is
inevitable that their decisions are likely to be lofver quality than those made by
businessmen. In other words, the state cannot theanharket”.

However, there are quite a few examples in histdrgre government officials made
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investment decisions that blatantly went againstketasignals, sometimes even using state-
owned enterprises as vehicles, only to build sofrteeomost successful businesses in history.
The four decades of protection, subsidies, and drarforeign direct investment in the
Japanese automobile industry before its world niaskecess, the entry of Korea into the
steel industry through a state-owned enterpriseS@Q) in 1968 (when the country’s per
capita income was only 5% that of the US), or Bieantry into the aircraft industry, once
again through an SOE (EMBRAER), in 1969 (when &s gapita income was only 8% that
of the US) are only some of the most spectaculamgses (Chang 2002, ch. 2; Chang 2007,
ch. 5; Chang 2008).

These cases are euphemistically known as (the ot officials successfully
correcting) “capital market failures”, but it woulge far more honest if we admitted that the
state can sometimes beat the market. AgainstRaisk and Saggi (2006) admit that thare
capital market failures but argue that the solusbould be found in developing the banking
sector, “perhaps by allowing foreign financial mmediaries into the country” (p. 270) that
have “modern techniques of evaluating individuadj@cts and managing the riskiness of
their overall portfolio” (p. 285), rather than industrial policy. However, this suggestion
rings hollow today, when those “modern techniqubaVe created arguably the biggest
financial mess in human history.

More importantly, we do noheedthe assumption that government officials are
omniscient or even that they are cleverer thantakgts in order to advocate industrial policy.
The point is that many (although not all) of thepsrior” decisions made by the state were

made not because the government officials were serant or cleverer than businessmen but

" In 1968, Korea’s per capita income was $195 inentrdollars, against $4,491 of the US.
In 1969, Brazil's per capita income was $400, asfh4,803 of the US. The income data are
from www.nationmasters.comvhich are from the World Bank and the CIA.
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because they could look at things from a natiomal l@ng-term point of view, rather than
sectional, short-term point of view.

It is because they saw things from a national poiniew that the East Asian
government officials could prevent domestic firmghidding each other in licensing foreign
technologies or could take externalities into aot@nd encourage things like exporting and
training beyond what seems “rational” to individimaisinessmen. It was because they could
take a more long-term view that the Korean andBrteilian states could set up firms like
POSCO or EMBRAER, ventures that “rational” privatector firms did not want to touch
with a barge pole.

If we do not need to assume that bureaucrats amsoient in order to justify
industrial policy, we can have a much more meanindfscussion on how to improve the
quality of industrial policy. If some bureaucrater® indeed better businessmen than
capitalists, we can learn how to run better indalspolicy by asking what kind of people
they were, how they made the decisions, and howithplemented them — in the same spirit
with which we read books by and about famous bgsmen. If bureaucrats could make
better decisions simply because they had more éByst perspectives, we can perhaps
improve private sector decisions by encouragingfdnmation of industry associations or a
national business association. We should also sksadnether there are organisational forms

that encourage even more long-term-oriented ane isystemic thinking in the bureaucracy.

Political Economy: Leadership, Bureaucracy, and Bow

The state being able to improve upon market outsotinanks to its more systemic
and longer-term perspective is only the startinmtpaf running a good industrial policy. The
debate has revealed that a key difference betwekrsirial-policy success stories and failure

stories is that the former had states that coufgbs®e strict discipline on the recipients of its
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supports (Toye 1987; Amsden 1989; Chang 1994; E%8858). Since the state conducting
industrial policy is at least partially suspendintarket discipline, it has to supply the
necessary discipline itself. If government suppats seen as “hand-outs”, rather than
“advances” for the delivery of good performanceha future, the recipients of government
supports will have no incentive to perform.

Many complex political economy issues have beemidebover the years, but let me
try to present what | consider to be the key lessarthree levels of political economy — that
of political leadership, internal control structwkthe state, and the power of the state vis-a-
vis the rest of the society.

First, let us look at the question of the naturéhe top leadership. It cannot lbe
priori assumed that the leaders running a particular sitinterested in economic
development, whether through industrial policy ot.rin order to appreciate this point, we
do not need to go to the extreme and all top politicatkrs are “predators” interested only in
personal wealth and aggrandisement (although soayenrall be). Even if thegre interested
in economic development, the leaders may have argir vision. They may be looking
backward, rather than forward — Thomas Jeffersoah laiis followers were vehemently
opposed to Hamilton’s policy, as they wanted tospree a society made up of respected
landlords and yeoman farmers (plus the slaves)th®molitical leaders may be hostile to
private sector development, as many developing tcpu@aders were in the 1960s and the
1970s. Or, as many Y<entury liberal politicians did, they may thinkathdoing nothing,
other than protecting private property, is redilg best policy.

Second, even if the political leaders are inteceske promoting economic
development through industrial policy, they neednpose that vision on the rest of the state
apparatus. While in theory the state is a hieraathorganization, in practice the wish at the

top does not always permeate through the hieraf@hge again, we don’t need to go to the
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extreme and assume that government officials agkirsg only their own self-interests (e.g.,
the self-seeking bureaucracy approach of Niskateesge this point. There will naturally be
some degree of self-seeking, but many real-lifechucrats are dedicated public servants.
However, there would still be problems arising fratashing visions (e.g., the bureaucrats
may be more conservative than the political legddsf wars between different groups
within the bureaucracy, “tunnel vision” that spdizied organizations are wont to develop,
internal coordination failures (coming from pooganizational design or the emergence of
new issues that cut across the existing organizatstructure), and many other reasons.

Third, even if everyone in the government, from tiye leader down to the lowliest
clerk, shares the same vision about industriakgothe state still has to be able to impose its
will on other agents in the society. Needless tp Hae feasibility of this differs across
countries (and across issues, even within the sametry). In some extreme cases, the state
may not even have full control of its claimed temies. In some developing countries, the
state may not be able to implement policies bec#useshort of manpower and resources,
especially when they try to influence an industrithwnumerous small firms, where
monitoring is costly. Even when the state has ehamgorcement capabilities, there will be
attempts by some private sector agents to newgralizven pervert policies through lobbying
and bribing. Some groups may have such influenatensociety that the state does things
that they want or refrain from doing things thaéyhdo not want, even without explicit
lobbying or outright corruption, as we are witnegsthese days in relation to the financial
industry in countries like the US or the UK.

Thus seen, between accepting the need for induatrch actually implementing it,
there is a huge range of political economy probleimdeed, when considering that many
developing countries are run by flawed leaders igireg over a politically weak and

internally fragmented state, it seems difficulirtagine how industrial policy, even if it were
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“correct”, can be implemented well in a developaogintry.

However, we should not let the best to be the enefrtiie good. The existence of
numerous political economy problems should not makéelieve that therefore we have to
wait for a perfect state to emerge before doingtany.

In the real world, successful countries are thesdhat have managed to find “good
enough” solutions to their political economy prabk and went on to implement policies,
rather than sitting around bemoaning the impenfiettire of their political system. Of course,
in the long run, these countries’ successes alsotowheir investments in the improvement
of their state — including the quality of the bureaacy (more on this later), interest-group
organisations, and the very nature of their sociebyt when they started their development,
they stared with highly deficient political systefs the history of institutional development
in today’s rich countries, see Chang 2002, ch. 3).

Quite a few of them, including some of the sucads$hdustrial policy states”,
overcame their political obstacles to effectiveesteaft in situations that did not instil much
hope. For example, between the fall of Napoleontaedend of the Second World War, the
French state was notorioudbissez-faire ineffectual, and conservative. However, this was
completely changed after the War, with the riseGaullisme the establishment of the
planning commission, and the foundation of the HR£ole Nationale d’Administration), the
famous school for elite bureaucrats (Cohen, 1974iséd, 1981). For another example, the
Kuomintang (Nationalist Party) bureaucracy was abiy one of the most corrupt and
inefficient in modern history when it ruled mainta@hina, but after being forced to migrate
to Taiwan by the Communists, it was transformed mtighly efficient and relatively clean
one. This was done through a gradual but delibepateess of building “islands of
competence” and then giving them greater respditgbias they succeed and increase their

legitimacy and status within the bureaucracy, finaéplacing much of the old bureaucracy
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with the new one (Wade 1990).

So, rather than assuming away the political econproplems (as some proponents
of industrial policy have done) or using it as aouese for policy inaction (as some opponents
of industrial policy have done), we should find watp devise imperfect but workable
solutions to those problems. In order to take tebatke forward, we have to improve our
understanding of issues like: (i) how effectiveitical visions can be formed and deployed to
inspire various individuals and groups to act ikoacerted manner; (i) how to build nations
and communities out of disparate groups that magnevave very long history of mutual
hostility and mistrust; (iii) how to work out sotipacts and build lasting collations behind
them; (iv) how to partially accept but improve ttiestoms and organisational routines in the
bureaucracy; (v) how to minimise socially harmfoblbying and bribing, while maximising
the flows of information between the states andpheate sector. In order to fully address
these issues, we economists need to go beyond ghal boundaries and work with
practitioners (e.g., politicians, government o#isi, businessmen) as well as academics from

other fields (e,g., political science, sociologytraopology, psychology, cultural studies).

Bureaucratic Capabilities: Important, But Not inethVay We Think

However willing and strong the state may be andéw@w “correct” its vision may be,
policies are likely to fail if the government offads implementing them are not capable.
Difficult decisions have to be made with limitedarmation and fundamental uncertainty,
often under political pressure from inside and iolgtthe country, which requires decision-
makers with intelligence and adequate knowledge.

On this ground, people have argued that “difficpltlicies like (selective) industrial
policy should not be tried by countries with lindtbureaucratic capabilities. And it is for this

reason that World Bank (1993) recommended the ®asthAsian countries (Thailand,
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Malaysia, and Indonesia), in which industrial pglizas quite circumscribed partly in
recognition of relatively low quality of their buaecracies, as models of industrial policy for
other developing countries.

At the general level, | cannot dispute the propmsitthat we need capable
bureaucrats in order to design and implement gadidies. | agree too that a policy that has
succeeded spectacularly in a country can turnanteess in another country in the hands of
incompetent bureaucrats, in the same way in whiadh same recipe can result in a
masterpiece by a top chef, a pleasing dish by & gook, and a total culinary disaster by an
incompetent cook. | also agree that policies diifietheir difficulties and therefore that they
need to be chosen according to the relevant govartisrcapabilities.

Unfortunately, these sensible points are often rabksl into the policy-world
equivalent of “do not try this at home” warning theccompanies the demonstration of
difficult and dangerous tricks in TV shows. It iggaed that industrial policy is so difficult
that it should never be tried by countries thatndd have an East Asian-style high-quality
bureaucracy, which in effect meaais developing countries. Is this acceptable?

First, one critical assumption behind the “do nigt this at home” (DNTTAH)
argument is that industrial policy is exceptionalifficult. However, the assumption is made
without any theoretical reasoning or empirical evide. For example, World Bank (1993)
assumes that policies getting the “fundamentalgfitr- such as human capital, agriculture,
and macroeconomic stability — are easier than n@ligolicy, but there can be no such
presumption. First, different governments have cet@pces in different areas — the Japanese
government was good at industrial policy, but ealessed up its macroeconomic policies in
the 1990s. Second, the ease of a policy will alxlydepend on its scale. For example,
promoting a few industries may be a lot easier th@anising a mass education programme.

Third, it will also depend on the number of agant®lved in the policy. Trying to coordinate
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investments among a few large firms may be a Isteeghan organising a country-wide
distribution of subsidised fertiliser that involvaillions of small farmers who are not
organised into co-operatives and scattered all theecountry.

Second, another, implicit, assumption behind the TDAH argument is that
industrial policy requires sophisticated knowledgie economics, as exemplified by the
following comment by Alan Winters, one-time headR&search Department at the Bank and
now the chief economist of the UK government's Df(Department for International
Development) — “the application of second-best eatins needs first-best economists, not
its usual complement of third- and fourth-raterstldres (Winters 2003, as cited in Stiglitz
& Charlton 2005, p. 37). But is this true? The iasting thing is that, while the East Asian
bureaucracies were staffed by smart people, theg wertainlynot “first best economists”.
Indeed, most of them were not even economists. Jdmanese economic officials that
engineered the country’s “miracle” were mostly lans/ by training. Until the 1980s, what
little economics they knew were mostly of the “wgdrkind — the economics of Karl Marx
and Friedrich List, rather than neoclassical ecdnemin Taiwan, most key economic
bureaucrats were engineers and scientists, as ae in China today. Korea also had a high
proportion of lawyers in its economic bureaucraagilithe 1970s, while the brains behind
the Korean HCI programme in the 1970s, Oh Won-Clalk an engineer by training. Both
Taiwan and Korea had rather strong, albeit offigiahacknowledged, communist influence

in its economic thinking until the 1978s.

® The Nationalist Party’s constitution was a copyhef Soviet Communist Party constitution.
Taiwan'’s second president, Chiang Ching-Kuo, whaxeaded his father Chiang Kai-Shek,
was a communist as a young man and studied indhietSCommunist Party school in
Moscow with future leaders of the Chinese Commupasty, including Deng Xiao-ping.
Korea also had its share of communist influenceng&d Park Chung-Hee, who
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Third, many people who advance the DNTTAH argunimiieve that high-quality
bureaucracies are very difficult to build and ttied East Asian countries were exceptionally
lucky to have inherited them from history. Howeweehigh-quality bureaucracy can be built
pretty quickly, as shown by the examples of Kored @aiwan themselves. Contrary to the
popular myth, Korea and Taiwan dimbt start their economic “miracles” with high-quality
bureaucracies. For example, until the late 196@se& used to send its bureaucrats for extra
training to — of all places — Pakistan and theipihes. Taiwan also had a similar problem
of generally low bureaucratic capabilities in tH@Qs and most of the 1960s (see above).
These countries could construct a high-quality aduceacy only because they invested in
training, organisational reform, and improvemeninicentive systems. In addition, there was
also a lot of “learning-by-doing”. By trying outdnstrial policy from early on, the East Asian
bureaucrats could more quickly pick up and imprdiie capabilities they needed in
effectively running industrial policy. In other was, there has to Bme“trying at home”, if
you aspire to become good enough to appear on TWywur own stunt act.

Last but not least, the fact that something isfiwift” cannot be a reason not to
recommend it. When it comes to personal advancemanactually go to the other extreme
and encourage our youngsters to aspire to becomédht of the best (by reading their
biographies and what not), when most of them aneggim end up as production-line workers
or shop assistants, rather than prime ministefsusmess tycoons. Even when it comes to
countries, developing countries are routinely totd adopt “best practice” or “global

standard” institutions used by the richest cousirighen many of them clearly do not have

masterminded the Korean economic miracle, was araomst in his younger days, and was
sentenced to death in 1949 for his involvementéormamunist mutiny in the South Korean
army, although he earned an amnesty by publiclpdecing communism. Many of his

lieutenants were also communist in their young days
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the capabilities to effectively run the Americartgrd law, the British accounting system, or
the Scandinavian welfare system. But when it cotmesdustrial policy, countries are told to
aim low and not to try at all, or at best try tare from the Southeast Asian countries, rather
than the East Asian countries (or other rich caestrfor that matter). | am all for people
warning against the risks involved in “aiming toight, but why should countries aim low
only when it comes to industrial policy?

The critics of industrial policy have made an intpat contribution by highlighting
the importance of bureaucratic capabilities in iempénting industrial policy. However, this
does not mean that a country with a low-qualityelawcracy should not aspire to implement
“difficult” policies, like industrial policy (if itis difficult). Capabilities can be increased over
time through deliberate investment and throughnliegrby-doing (of the “difficult” policies).
To be more productive, therefore, the debate shbeldn thing like: (i) exactly why is, or
isn't, industrial policy is more difficult than ogh policies?; (ii) if it is more difficult than
other policies, can it be made “easier” by learnirgn “best practices™? (iii) if it is not
capabilities in mainstream economics, what exaaté/the bureaucratic capabilities that are
needed for good industrial policy?; (iv) how can lwld those capabilities most quickly and

cheaply?

Performance Measurement: Difficulties and Mitigato

Even with a willing, strong, and capable statepasing discipline upon the
recipients of state support is not a straightfodMausiness. At the most general level, we can
say that the recipients should be rewarded for gpedormance and punished for bad
performance, but translating that principle intaqgtice is not easy, not least because of the
difficulties involved in measuring performance.

Especially when industrial policy is comprehensia®jt was in the case of East Asia
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between the 1950s and the 1980s, objective perfuresabecome difficult to measure, as
virtually all prices are “distorted”. There willssd be efforts by the recipients of state help to
manipulate the performance indicators. These dreeal and serious problems, but the
industrial policy debate has revealed that theeensrys to overcome them.

First of all, when launching an industrial policyogramme, performance targets
should be clearly specified and the reporting nesuents on them set, so that the recipients
cannot weasel their ways out of bad performancbkli€y announcing the targets will make
their manipulation more difficult, although thatlwieduce policy flexibility (more on this
below).

Second, the targets should be set in consultatiintixe business community, so that
they are realistic and do not simply reflect someehucratic dreams. However, they should
not be set purely on the basis of what bueinss¢pesay, as they are likely to over-state the
difficulties and under-state their strengths, ser¢hhave to be independent third opinions
provided by technical experts, academics, jourtglend the like. The deliberation councils
that was used in Japan and, less effectively, ire&show how this process can be managed
(Johnson 1982; Dore 1986; World Bank 1993).

Third, targets need to be revised along the wayey tmay prove too easy, too
difficult, or be unexpectedly affected by extershbcks. In particular, it is important for the
government to acknowledge mistakes quickly and géalicies, as they did in East Asia.
Having said that, government flexibility can be sbd by lobbying groups, so too much
flexibility should be avoided.

Fourth, in industries where export is possible,agkperformance should be given a
high status as a performance measure, as in theASas countries, especially in Korea.
Export performance indicators are far less opemémipulation by the recipients of state

supports than are domestic market performance atal€, especially when the firms in
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guestion have significant market powers.

Fifth, policy-makers need to pay more attentionthe trends in performance
indicators, rather than their absolute levels at give point of time. This is particularly
important in programmes with a long time horizomicts as the plan to develop the
automobile industry in Japan and Korea, which tditdrally two, three decades before
bearing even the first fruits.

Once again, it is time for the debate to move athBr than debating whether setting
and enforcing effective performance targets is iptess(as it certainly is), we should
concentrate on questions like: (i) what performamaicators should be used for which
industries?; (ii) how do we set credible performatargets without becoming too rigid about
them?; (iii) how does the government listen to thgate sector without becoming beholden

to it?; (iv) how do we operate with a long but imdtnite time horizon?

The Importance of Export-related Industrial Policy

| have just discussed the role of export in hejpine state to better discipline the
recipients of its supports by providing a relatwebbjective and hard-to-manipulate
performance indicator, but export has other impuarteoles to play in the conduct of
industrial policyin developing countries

To put it bluntly, economic development is impb$si without good export
performance. Economic development requires imgortatf advanced technologies, in the
form of either machines or technology licensing,ickhneed to be paid for with foreign
currencies. Unless a country is very small andferyvstrategically located that it gets
disproportionately large amounts of foreign aid /andoreign direct investment, it will
simply have to export its way out of poverty.

The failure to promote export enough is one of kieg reasons why the Latin
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American industrial policies were not as successfllthose in East Asia. In the Latin
American countries, economic growth kept hitting tralance of payments constraints. Even
with its huge export machinery and massive govemniragpports for exports (e.g., subsidised
bank loans, tariff rebates for imported inputs ukedexports, export marketing support from
the state trading agency), Korea found it impossiblexport enough to finance its rapid rate
of capital accumulation until the late 1980s, rumgnconstant trade deficits.

So far, I am singing from the same hymn sheehatsdf the World Bank. However,
saying that export is the key to economic develagnsnot to say that developing countries
should liberalise their trade and closely followitrcomparative advantages.

Of course, at the beginning of its economic develept process, a country should
try to increase its exports from its existing indies and other “non-traditional” industries
where it has comparative advantages (e.g., salm@ile, coffee in Vietnam, cut flowers in
some African countries). The widespread view is thase industries do not need any export
help because they are in line with the countryisparative advantage, but this is wrong.

Export success requires significant industrial ggoeven for comparative advantage-
conforming industries, especially if they are “nibaditional” industries, where new
productive capabilities may have to be built. Tlasib problem is that export markets have
high fixed costs of entry, which smaller firms alagdmers, who are likely to dominate these
comparative advantage-conforming industries in bgneg countries, may not be able to
bear. Direct export subsidies can offset the ecdsts, but these are now banned by the WTO,
except for the LDCs (least developed countriesjhedelp should be provided through other
channels.

First, state marketing help can be crucial, esplg@maller exporters, as exemplified
by the cases of JETRO and KOTRA, respectively thedrading agency of Japan and Korea,

and by the Danish agricultural marketing boardgh@early 28§ century (on the Danish case,
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see Chang 2009). Second, the state could shareitislexporters through schemes like loan
guarantees for exporters and insurance for paymefatults. Third, it can help exporters,
especially small producers, meet the high qualiimdards required in the export markets.
This can be done through things like export prodpetlity control, provision of advice on
sanitary and phytho-sanitary requirements in thecalgural export markets, provision of
subsidised extension service for small farmersfandmall manufacturing firms engaged in
exporting. Fourth, the state can indirectly helg éxporters by providing legal and financial
supports for co-operative arrangements among tleerjoiint provision of export marketing
services, R&D, storage facilities (e.g., warehouseBigerated stores), processing facilities
(e.g., creamery, slaughter house), and transpoitiitiizs (e.g., refrigerated trucks) (Chang
2009).

In the longer run, if a country is to continue thementum of its export success, it is
not enough to rely on its comparative advantagdecoring industries. Especially given the
nature of the industries that developing countaeslikely to start their export drives with,
export growth is likely to peter out soon after thitial stage and even a little rise in wages
(which the export success will bring) may undermihe country’s position in the world
market. Sooner or later it will have to upgrade dtgport industries into comparative
advantage-defying industries, which requires ewsnger industrial policy.

A good example of this is Korea. In the 1950s, larenain exports were things like
tungsten ore, fish, seaweed, and basic textilesganghents. In the 1960s, the government
developed “non-traditional” labour-intensive expmdustries like wigs, plywood, shoes, and
cheap electronics assembly, with the help of massixport support programmes, while
upgrading existing export industries, especially tixtile and the garment industries. By the
early 1970s, however, many of these export indestrespecially plywood and wigs, were

hitting the wall, so the country launched the HEk&vy and Chemical Industrialisation)
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programme, developing industries like shipbuildistgel, petrochemical, automobile, and
high-end electronics as export industries, dedpiefact that it did not have comparative
advantage in those industries at the time. Withloese industries, however, Korea would not
have sustained its export growth momentum, and iisuability to grow at a high speed,

beyond the 1970s.

Indeed, what truly distinguishes the East Asianntoes from other developing
countries is not that they had “freer” trade thahecs. After all, they had plenty of
protectionism — average industrial tariff rates ev80-40% both in Korea and Taiwan until
the 1970s, while both of them had numerous noffi-taside barriers. The real difference is
that, in East Asia, free trade, export promotiohifh is, of course, not free trade), and infant
industry protection were organically integratedthbm cross-section terms (so there always
were some industries subject to each categorylafypsometimes more than one at the same
time) and over time (so, the same industry mayuixgest to more than one of the three over
time).

Therefore, while emphasising the importance of exfmr economic development,
we need to abandon the “export promotion vs. imaoibstitution” dichotomy that has
dogged the industrial policy debate for far toogokVe need to debate how exactly to mix
free trade, export promotion, and infant industrgtpction — across sectors and over time —
in a manner that helps a country to upgrade itsistréhl structure and grow fast. We also
need to discuss the factors that determine thenaptinix of these three types of trade policy

and the timing of switching between them.

Changing Global Environment
Considerable changes have happened to the globabey since the heyday of

industrial policy between the 1950s and the 198@& mutually-reinforcing sets of changes
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have happened — changes in global business enwrdnamd changes in global trade and
investment rules — that people argue have madesindu policy almost impossible to

implement. Later | will more closely look at thettéa changes, which are more directly
relevant to our discussion, but let me first mate brief comments on the former changes.

The changes in global business environment can ro&eb into two related
components. The first is the increase in the ingya of foreign direct investment (FDI) and
the other is the so-called “global business revmftit which has led to enormous
concentrations at the top tiers of the global vatkain, which in turn has forced
consolidation down the value chain.

The rising important of FDI has made a lot of comtagors to think that now it is
very difficult, if not totally impossible, for counes to use “nationalistic” industrial policies
for fear of transnational corporations (TNCs) magvaway.

While the relative importance of FDI has increasedrmously since the 1990s, the
changes are not as dramatic as they are oftenlihtoigpe’ The pace of change may slow
down, as the current crisis is forcing TNCs toerth. In the longer run, the trend may even
be reversed — after all, globalisation has oncenbeeersed during the interwar period.

Moreover, mobility of TNCs differs enormously acsaadustries and in relation to different

° The absolute amount of FDI going into the develgpiountries has increased by about 14
times from around $21 billion during 1983-9 to ardu297 billion during 2002-7. FDI as a
share of gross fixed capital formation in develgpoountries has gone up from around 3.3%
during the 1980s to 11-12% since the second hathefl990s (partly reflecting the relative
decline in investment during this period). The shairdeveloping countries in world FDI has
gone up from 17.7 % during 1983-89 to 20.7% dufifg6-2007, if we exclude China (from
19.6% to 24.3%, if we include China). The datafewen various issues dlNorld Investment
Reportby UNCTAD.
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countries, so the feasibility of nationalistic podis depends on the industry and the country
(Chang 1998; Chang 2007, ch. 4). A country witlargé domestic market and good supply
side conditions (e.g., skills, infrastructure) meplement a very nationalistic policy in an
industry with low mobility (e.g., automobile, stiebut a country without those conditions
cannot do the same, especially when it comes tb-mmgbility industries (e.g., garments,
shoes). Also, empirical studies reveal that indaisprolicy, such as performance requirement
on TNCs, is not as important in influencing FDI dens as the market conditions (the size
and the growth of the domestic market), infrasurest or quality of labour force (Chang
1998; Kumar 2005).

Since the 1980s but accelerating since the 1988s: has been an enormous increase
in industrial concentration, starting with the topthe global value chain and increasingly
cascading down the chain — a process that hasrzeeaad the “global business revolution”
by Nolan, Zhang, and Liu (2008). It has been pairtat that this revolution has enormously
raised the entry barriers to higher-end indusfaesd by developing countries.

However, industry concentrations go up and dowth@long run, so it is not certain
that the current trends will continue forever. Esplty given the turmoil in the world
economy today, new spaces may open up for devgamnuntry companies higher up the
value chain with the decline of existing producgrarticularly visible in at all levels of the
automobile industry at the moment), while a lor@fent mergers and acquisitions (M&AS),
which have come to account for an increasingly éigthare of FDI, may be undone. Also, in
the long run,when new industries emerge, opporamipen up for new entrants (e.g., East
Asia and the electronics revolution), so some dgieh countries may be able to emerge as
major players in some new industries in the futiereover, value chains have become
more “chopped up” and internationalised, openingngwv opportunities for developing

country producers. Developing countries can noverelawer segments of those industries
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that used to be vertically integrated and locately o the rich countries (e.g., automobile),
although this route is highly unlikely allow themreach the top of the chain.

More directly relevant for this paper than the a®sin business landscape is the
changes in global rules of trade and investmene tife of many of the classic tools of
industrial policy are now either banned or sigmifidy circumscribed by the WTO.
Quantitative restrictions (e.g., quotas) have deemed altogether. Tariffs have been reduced
and “bound”. Export subsidies are banned, excepthi®e LDCs. Most other subsidies have
become open to countervailing duties and otherliatday measures. New issues, like
regulations on FDI and intellectual property rightave been brought under the jurisdiction
of the WTO, making it difficult for countries to &lorow” foreign technologies for free or put
performance requirements on TNCs.

Thus seen, the WTO has certainly made industrigtymore difficult to implement.
However, the constraints imposed by the WTO shaootdoe exaggerated.

First, even on paper, the WTO by no means obligastcies to abolish all tariffs, and
many developing countries have “bounded their fEdrifor set the tariff ceilings) at
considerably high levef€. Of course, if the rich countries have their wagstlie current
NAMA (non-agricultural market access) negotiatioofs the Doha Round in the WTO,
industrial tariffs in the developing countries aa¢,5-10%, likely to fall to the lowest level
since the days of colonialism and unequal tred@dgmng 2005, p. 4). However, this is yet to

happen.

2 Some countries reduced such ceilings substantidily example, India cut its trade-
weighted average tariff from 71% to 32%. Howevesnmcountries, including India, have
fixed them at relatively high levels — for exameazil cut its trade-weighted average tariff
from 41% to 27%, Chile from 35% to 25%, Turkey fr@®fb6 to 22% (Amsden 2005, p. 219,
table 11.2).
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Second, there are still provisions for emergendyf iacreases (“import surcharges”)
on two grounds. The first is a sudden surge inosactmports, which a number of countries
have already used. The second is the overall B@Rr{be of payments) problem, for which
almost all developing countries qualify and whichte a few countries have also used. Since
countries have discretion over the coverage antketheds of emergency tariffs that are meant
to lessen the BOP problem, there is still roontdéogeting particular industries.

Third, not all subsidies are “illegal” for everyarteor example, the LDCs are allowed
to use export subsidies. Subsidies for agricultusgional development, basic R&D,
environment-related technology upgrading were eikpfli allowed (“non-actionable” in
WTO parlance) until 1999. Even though the firsethhave become “actionable” since 2000,
not a single case has been brought to the disptiteraent mechanism since then, suggesting
that there is an implicit agreement that they dark acceptable. Moreover, the subsidy
restrictions only cover “trade-related” ones, whitleans that “domestic” subsidies can be
used (e.g., subsidies on equipment investmentsjdiab for investment in particular skills).

Fourth, the TRIPS (trade-related intellectual propeghts) agreement has certainly
made technology absorption more expensive for deusd countries (Chang 2001).
However, this mainly affects the middle-income doms. The technologies that many
developing countries need are often the ones thaba old to have patents.

Last, as for the TRIMS (trade-related investmentasoees) agreement, it bans
measures like local contents requirements and traticing requirements, which had been
successfully used by both the developed and theslolegwmg countries (Kumar 2005).
However, countries can still impose conditions rdgay the hiring of local labour (a good
way to create technological spill-over effectsghi@ology transfer, and the conduct of R&D
in the host country. They can also provided tadjestgbsidies, directed credits, and tailor-

made infrastructure (measures that Singapore aldnlt have used, to attract FDI into
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“targeted” industries; Chang 2004), provided tHa¢se do not violate the MFN (most-
favoured nation) provision (Thrasher and GallagiG8).

Of course, even though the WTO rules allow quilet @f industrial policy measures,
especially for the LDCs, this space is in practioghly constrained by other international
factors. In the case of the LDCs, the conditionachied to bilateral and multilateral aids and
loans, on which they are quite dependent, sigmflgaconstrain their industrial policy space.
Many developing countries are also parties to éildtand regional trade and investment
agreements, which tend to be even more restritiae the WTO agreements (Thrasher and
Gallagher 2008).

So, all in all, the range of industrial policy meees that developing countries can use
has become considerably smaller, compared to thealyeof industrial policy in the 1960s
and the 1970s, partly because of the changing bhatsiness landscape but more importantly
because of the changes in global rules of tradeirarestment. However, there is still room
for manoeuvre for countries that are clever anctrdahed enough. Moreover, especially
with the current world financial crisis (current @te time of writing), global business
landscape can change significantly, opening up peebed possibilities of moving up and
across global value chains for at least some dpwejocountries. As for the global rules of
trade and investment, it is not as if they are sanadterable laws of nature. They can be, and

should be, changed, if they are found wanting.

Conclusion
In this paper, | have tried to find some ways tercome what | consider to be an
unproductive confrontation between the proponents$ the opponents of industrial policy

and to take the debate forward by exploring sonmengcon grounds between the two groups.
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In the first substantive part of the paper, | byieEviewed the debate on industrial
policy, emphasising that we need to look beyond Basm between the 1950s and the 1980s
in order to deepen our understanding of induspridiicy. While | explained why | think that
the weight of evidence is in favour of industrialipy, my aim was not to declare who has
“won” the debate (which is impossible to prove aayyvbut to establish the minimum
common empirical understanding for a more prodectigbate. This common understanding
is that industrial policy can work — sometimes spealarly well — although it can also fail —
sometimes miserably. | think this is a moderateppsition, which most (albeit not all, |
realise) people on both sides of the debate canwith and on the basis of which they can
engage in a pragmatic debate on how to make indugtiicy work better.

In the second, and main, substantive part of tipempalooked at most (although not
all) of what I regard as the key issues emergiogfthe industrial policy debate. | discussed
some theoretical questions regarding whether tagét desirable and whether the state can
ever “beat the market”. | looked at implementatissues, ranging from “big” political
economy problems, through to questions surrounbirgaucratic capabilities, down to nitty-
gritty issues related to performance measuremécking on my emphasis on the importance
of export performance as a performance indicattreh talked about the critical importance
of export policy, which requires not just free abut a mixture of free trade, export
promotion, and infant industry protection. | theasadissed how the changing global business
landscape and, more importantly, the recent chaimggkobal rules of trade and investment
are affecting the feasibility of industrial polieywd how these will evolve themselves.

While | could not avoid making some partial statatse- | did not want to hide my
status as a well-known advocate of industrial yokamy main purpose in this paper was to
plea for “thinking outside the box” and finding tbemmon grounds, for people on both sides

of the debate.
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We, on both sides of the debate, have focused wchron “grand” things like the
Big Push, when much of real-life industrial polityas been about “boring” things, like
getting the production scale right and providingp@x marketing services — not surprising
when most practitioners of industrial policy ovietlast two centuries of industrial policy
history have been pragmatic people who did not knwamy fancy economic theories. Some
theoretical issues that both the proponents ana@ppenents consider to be critical actually
dissolve into thin air, once seen from a pragmaiat of view (e.g., targeting, bureaucrats as
businessmen). Many proponents of industrial polioy not fully appreciate how critical
export is for the success of industrial policy, l@hnany opponents do not fully appreciate
how export success also requires industrial poliske often let sensible worries (e.g.,
political economy, bureaucratic capabilities) desgjate into a recommendation for inaction,
letting the best become the enemy of the good. Realuccess stories were often based on
“good enough” compromises, rather than perfecttgoia.

Once the adversaries in the debate abandon thesdrgtand standing and focus on
more practical issue, there are vast and fertilddirigrounds to explore. This is not to say
that there won’t be disagreements in those grouddgever, there, at least the two sides can
have productive debates on pragmatic things withwoking about destroying each other.

Would that be too much to ask?
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