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Chapter V

NATIONAL POLICIES IN SUPPORT
OF PRODUCTIVE DYNAMISM

A. Introduction

The widening gap in relative income levels
between rich and poor countries has been a major
trend in the world economy over the past 250 years.
On one estimate, the difference in per capita income between the richest and the poorest country
in the world was about 5:1 before the Industrial
Revolution; today this difference has increased to
400:1 (Landes, 1998). While the exactitude of these
numbers is debatable, there can be little doubt that
the world economy has been on a long-term path
of substantial and growing divergence in relative
productivity levels and living standards, both between developed and developing countries and
among developing countries themselves.
The slow per capita income growth in developing countries has left millions of people in
poverty. Nevertheless, recently the growth performance of many developing countries has improved, especially since the beginning of the current
commodity price boom in 2002. Rapid growth in
a few highly populated developing countries, especially China and India, has helped lift a substantial number of people out of poverty, in these
countries themselves as well as in other developing countries that have benefited from spillovers

of fast growth in Asia. But improved growth performance in the developing world will need to be
more broad-based and sustained over a long period of time if there is to be more substantial progress
towards achieving the Millennium Development
Goals (MDGs) and eradicating poverty.
Around the long-term trend towards divergence in relative productivity and per capita income
levels, a number of initially backward countries
have succeeded, at different times, in catching up
to the productivity and income levels prevailing
in the frontier countries. It is well known that the
current global technology leader – the United
States – was itself once on a catch-up path with
respect to the then economically and technologically leading country, the United Kingdom. Australia, Canada, New Zealand, some Latin American
and many Western European and Scandinavian
countries began catching up about 50 years prior
to the First World War. Japan is a prominent example of catch-up during the decades before and
after the Second World War, as are the East Asian
newly industrializing economies (NIEs) since the
1960s (TDR 1997, Part Two, chap. II), and China
and India more recently (TDR 2005). Fast growth
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in these Asian developing countries, particularly
in China, has even succeeded in pulling along
some of the lagging economies in Latin America
and Africa.

unfettered market forces and deep integration into
the world economy as the most promising means
to economic development during the 1980s and
1990s. There is some dispute as to the merits of the
import-substituting industrialization strategy as a
paradigm (Bruton, 1998), while the outcome of
the liberalization strategy is generally judged disappointing (TDR 2003; World Bank, 2005). In any
case, the annual rate of real economic growth averaged about 2.0–2.5 per cent in Africa and Latin
America during the 1980s and 1990s, which is
only about half that of these countries’ growth performance during the 1960s and 1970s.

Explaining this diversity in the pattern of
development and determining what government
policy can do to help achieve economic catch-up
is among the oldest and most controversial issues
in economics. There is no clear-cut policy prescription for success, but investment, technology
adoption and structural change have traditionally
been considered among the main critical factors
for sustained economic catch-up. Giving support
to earlier findings (Levine and Renelt, 1992), reBy contrast, the East Asian NIEs recorded
cent empirical analyses underline the importance an average annual rate of real economic growth
of investment in physical capital as a “very strong- of almost 9 per cent during the 1960s and 1970s
ly” robust growth determinant (Sala-i-Martin, Dop- and more than 7 per cent during the 1980s and
pelhofer and Miller, 2004; Tsangarides, 2005). But 1990s. Their successful economic catch-up and
for sustainability of economic growth, it is im- industrialization, in particular until the mid-1990s,
portant that output expansion
have been associated with outbe based not merely on capiward-oriented industrialization
strategies and strategic integratal accumulation, but also on
a continuous rise in labour protion into the world economy.
Exclusive concentration on
ductivity and the maintenance
Proactive trade and industrial
allocative efficiency implies
2
of productive dynamism over
policies
played a key role in
that too little attention is
time, as is obtained through
the pace and direction of strucpaid to stimulating the
the acquisition of technologitural change and economic
dynamic forces of markets.
growth particularly in the Recal mastery over a broad range
public of Korea and Taiwan
of activities, especially in
Province of China (TDR 1996).
manufacturing. The development of a strong manufacturing sector has been at Similarly, the recent star performers among dethe core of all successful catch-up experiences veloping countries in terms of economic growth,
over the past 250 years, which suggests that particularly China, India and Viet Nam, have not
achieving a lasting productivity-based increase in followed orthodox policy prescriptions of relying
manufacturing is indispensable for a sustained rise on unfettered market forces, broad-based liberaliin income levels and, ultimately, the eradication zation and deep integration into the world economy.
of poverty.1
Given that economic policies relying on unIndustrialization strategies have varied widely fettered market forces have failed to deliver the
across developing countries over the past 50 years. expected development results over the past two
Especially during the 1960s and 1970s, much of decades, many developing countries that had
Latin America, Africa and parts of South Asia closely followed the prescriptions of the Washemployed import-substituting industrialization ington Consensus have begun to reconsider the
strategies oriented towards the domestic market use of proactive trade and industrial policies in
and based on a plethora of protective measures their development strategies. Arguing that “it is
and other government interventions. Many of fair to say that nobody really believes in the Washthese countries subsequently abandoned those ington Consensus anymore” (Rodrik, 2006: 2)
strategies for a variety of reasons, including their appears to be an exaggeration. Nonetheless, the
failure to promote development and because of reasoning put forward by Rodrik (2004), along
the policy conditionality of multilateral lending with the establishment of a task force on Indusinstitutions. Consequently, they began to view trial Policies and Development within the Initia-
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tive for Policy Dialogue directed by Nobel laure- tion is paid to stimulating the dynamic forces of
ate Joseph Stiglitz at Columbia University, and markets that underlie structural change and ecothe publication of a recent study by the World nomic growth. As widely argued in the recent litBank (2005: xiii) whose “central message ... is erature (Akyüz, 2005; Chang, 2005; Gomory and
that there is no unique universal set of rules ... Baumol, 2000; Hausmann and Rodrik, 2003;
[and that we] need to get away
Rodrik, 2004; Singh, 2005;
from formulae and the search
Stiglitz, 2005; World Bank,
for elusive ‘best practices’”,
2005), industrialization and
have given new vigour to the
economic catch-up are not
Many believe that the new
industrial policy debate.
generally the result of a natuinternational trading rules
ral process simply based on
reduce the degree of
In spite of the revitalizaan efficient allocation of refreedom
available
to
tion of the debate, much consources. As recently stated by
developing country
troversy remains in developRodrik (2006: 5), “market or
policymakers ...
ment policy discourse concerngovernment failures that affect
ing the rationale for proactive
accumulation or productivity
changes are much more costly,
trade and industrial policies and
and hence are more deserving
the feasibility for developingcountry governments to adopt them. Some have of policy attention, than distortions that simply
questioned the efficacy of such policies, tending affect static resource allocation.” A recent study
to associate them with failed inward-looking, by the World Bank (2005: 10) also argues that
import-substituting strategies, a comprehensive “growth entails more than the efficient use of rerange of open-ended interventions and a strong sources”. This is particularly true for developing
bias towards protectionism (Krueger, 1990). Oth- countries where economic growth entails dynamic
ers have argued that sectoral policies conferred changes in the structure and technology-content
only modest benefits in the economic catch-up ex- of production.
periences in East Asia after the Second World War
From this perspective, successful industrialiand that, due to the associated high risk of protracted rent-seeking and other potentially adverse zation and economic catch-up need to be intereffects, developing countries “should be excep- preted as a process of cumulative causation. Suptionally cautious before embarking on such poli- portive national economic policies advocated by
cies” (Pack, 2000: 64). By contrast, most of the this interpretation focus on strengthening the dyrecent development literature argues that indus- namic forces of markets related to information
trial policies were indeed an important supportive externalities in the context of innovative investfactor for East Asia’s economic catch-up. For ex- ment, coordination externalities associated with
ample, according to the World
complementarities in investBank (2005: 83) “the role of
ment, production and consumpactivist industrial policies is
tion, and dynamic economies
still controversial but is likely
of scale resulting from cumu...
causing
them
to
to have been important.”
lative production experience.
relinquish policies that
Strategic integration into the
favour industrial
The rationale for proactive
world economy helps to maxidevelopment.
trade and industrial policies has
mize the benefits of these exbeen questioned also because
ternalities at the level of the
of their possible adverse efnational economy. But all of
fects on efficient resource althese externalities are intilocation (Bora, Lloyd and Pangestu, 2000; Pack mately linked to departures from the competitive
and Saggi, 2006). But a major theme in historical equilibrium ideal of conventional economic
analyses of economic catch-up in mature and late theory; if unsupported by proactive national ecoindustrializers (Amsden, 2001; Chang, 2002; nomic policies, such externalities cause a subopRodrik, 2006) is that exclusive concentration on timal provision in the volume and industry comallocative efficiency implies that too little atten- position of investment.

152

Trade and Development Report, 2006

Another aspect of the argument that questions
the wisdom of adopting proactive trade and industrial policies as an integral element of development
strategies relates to the feasibility for developingcountry governments to implement such policies.
There is indeed a widespread belief that the new
international trading rules and regulations, which
have emerged following both the conclusion of
the Uruguay Round of multilateral trade negotiations and the rising number of regional and bilateral trade arrangements, reduce the degree of
freedom available to developing-country policymakers to the point that they are required to relinquish policies that favour domestic industrial
development and associated trade-related strategies (see, for example, Das, 2003; Gallagher, 2005;
Chang, 2006).3
This raises the following questions: What are
the principles on which developing-country
policymakers should base their formulation of in-

dustrialization and technological upgrading strategies? Which principles would they need to heed
in formulating the set of policy instruments appropriate to the specific conditions of their economies?
And what degree of freedom remains for policy
implementation, given the increased importance
of international rules and commitments stemming
from international trade agreements? Sections B
and C address these questions. Section D discusses
the main features of industrial development and
technological upgrading in developing countries
over the past decade with a view to examining
whether and to what extent commitments from
international trade agreements have required developing countries to abandon the use of policy
instruments on which they had previously relied,
what kinds of policies they have adopted instead,
and with what effect on industrial development.
The final section draws conclusions on options for
policy innovation at the national and international
level.

B. Stimulating the dynamic forces of markets

1.

Maintaining productive dynamism

Countries at the earliest stages of economic
development can increase per capita income and
living standards simply by capital accumulation
that allows a fuller use of underutilized labour and
natural resources. This is the case in particular for
countries seeking to diversify away from the production of primary commodities. But sustained
economic success to enable countries to go beyond these early stages depends on continuous
improvements in productivity. The basic policy
questions facing these developing countries are
how to maintain productive dynamism and technological upgrading as the key to successful eco-

nomic development and structural change, and
how best to promote trade and investment to that
end. From this perspective, when formulating economic policies related to industrialization and structural change, developing-country policymakers
need to take into account the interrelationship
between income growth, productivity gains and
changes in production structure in an open economy.
Four arguments4 in favour of a proactive national economic policy designed to support productive dynamism and technological upgrading
have received the most attention:5 (i) the presence
of dynamic scale economies that gives rise to increasing returns of scale at the firm level; (ii) complementarities in investment, production and con-
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sumption that, if unchecked, result in coordination failures; (iii) information externalities associated with investment in goods or modes of production that are new for the respective economy;
and (iv) strategic trade integration, which describes the open-economy pattern of public support policies that is motivated by the above three
arguments. This form of integration represents a
mix of import substitution through temporary protection and export promotion using temporary subsidies, and embeds industrial policy in a wider,
outward-oriented industrialization strategy.

(a) Strengthening the creative functions of
markets
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tain the circular causal links between productivity growth and large-scale output and investment
simply by trying to meet domestic demand. It is
thus the interaction of supply and demand factors
in the investment process that translates productivity growth into further investment and maintains productive dynamism and technological
upgrading.
Changes in the production structure influence
the intensity of the interrelationship between income and productivity growth. Traditionally, the
belief has been that industrialization, particularly
the development of manufacturing activities, offers the greatest scope for productivity growth.
This is because manufacturing provides a large
potential for the division of labour as well as virtually unlimited scope for technological change.
Moreover, the income and price elasticity of demand of most manufactures exceeds that for other
products.

Dynamic scale economies are important in
that substantial productivity growth can result
from an increase in investment. This is because
investment in physical capital includes the components of technological change that are embedded
Turning to the second argument in favour of
in machinery and equipment and investment in industrial policies, the presence of complemenhuman capital allows for the efficient use of in- tarities in investment, production and consumpcreasingly sophisticated technologies. Moreover, tion is also generally considered to be greater in
learning by doing, resulting
manufacturing than in other
from cumulative experience
sectors because manufacturing
with a production process, faactivities give rise to more and
Substantial
productivity
cilitates incremental improvestronger forward and backgrowth can result from an
ments in product design and
ward linkages. For example,
increase in investment.
organizational practices that
investment and profits of one
support productivity growth.
manufacturing firm depend
These productivity gains in
not only on its own output and
turn, combined with producfactor inputs, but also on the
tivity growth resulting from other factors – for ex- output and factor inputs of other manufacturing
ample, increased specialization of production firms that provide intermediate production inputs
within firms and the introduction of more special- or use the firm’s output as production inputs in
ized capital equipment – drive the profitability of their own production.
a firm’s activities and its further investment.
This type of interdependence among differDemand is an important incentive for invest- ent individual firms, which increases the profits
ment by entrepreneurs. Only when they expect to of both of them, has been referred to as “pecuniary
have a large enough market for their new activities external economies” in the economic literature.
to be profitable will they engage in new investment. When investment creates pecuniary external
Developing countries with a large population and economies, its economy-wide impact exceeds its
some minimum level of domestic purchasing private profitability. Hence, profitable investment
power may be able to generate domestically a sub- can fail to develop unless investment in upstream
stantial part of the demand needed to support in- and downstream activities occurs at the same
dustrialization. 6 But most developing countries time. 7 In this sense, a key problem of entreprewill need to generate exports as a vent for output, neurs, acting as independent agents and only in
because a small economy is hardly able to main- their self-interest, is how to coordinate investment
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so as to exploit external economies. As noted by from imitation that allow the newly discovered
Scitovsky (1954: 150), market prices are not ca- cost structure of the economy to be exploited by a
pable of providing a signalling device to transmit wide range of entrepreneurs. Moreover, if the ininformation about present investment fails, the innovative
vestment plans and future proentrepreneur will bear the full
duction conditions when there
cost of the mistake. Thus, the
A key problem of
are reciprocal pecuniary exterpotential innovative entreprenal economies.
neur’s initial lack of knowlentrepreneurs is how to
edge of the cost structure of
coordinate investment to
The above two arguments
new products or the use of new
exploit external economies.
in favour of industrial policy
production processes causes
have generally been interan information failure. If unpreted as providing a rationchecked, this information failale for temporary protection. By contrast, the third ure results in a suboptimal provision in the volargument supporting the adoption of industrial ume and industry composition of investment.
policy stresses that protection of the manufacturing sector per se does not provide an incentive for
According to this argument, the main task of
an entrepreneur to undertake innovative invest- public support policies is to address the informament and create new production capacity at an in- tion externalities entailed in discovering the cost
ternationally competitive level of productivity.8 structure of an economy (Meade, 1955: 256–257;
Following Meade (1955) and Baldwin (1969), Baldwin, 1969; Rodrik, 2004). Acquiring knowlRodrik (2004) argues that large uncertainties re- edge of the underlying cost structure of an economy
lated to the profitability of investment associated that determines the evolution of production patwith the manufacture of products or the adoption terns over time is a discovery process (Zeira, 1997;
of modes of production which are new for the re- Hausmann and Rodrik, 2003). In this sense, inspective economy, as well as to the speed of entry dustrial policy needs to be defined not in terms of
of imitative entrepreneurs, give rise to informa- an expected outcome (i.e. an altered sectoral structure of production), but in terms of a process –
tion failures.
“one where firms and the government learn about
This information problem results from the underlying costs and opportunities and engage in
fact that each potential investor that creates pro- strategic coordination ... with the aim of uncoverduction facilities for new products or introduces ing where the most significant obstacles to restrucnew modes of production faces fixed start-up turing lie and what type of interventions are most
costs. But the investor usually
likely to remove them” (Rodrik,
does not know the cost func2004: 3).
tion of these new activities,
and therefore whether they
This reasoning on the role
Large uncertainties related
will be profitable and whether
of policy implies a shift in emto the profitability of
the sunk costs can be recovphasis concerning policy ininvestment in new activities
ered, because the production
struments. In terms of supportgive rise to information
costs of modern, non-tradiing innovative investment, profailures.
tional activities can be detertection is a rather blunt instrumined only after the initial inment. But, as noted by Meade
vestment has been made.9 In
(1955) and Rodrik (2004), and
addition, an entrepreneur who discovers the best succinctly stated by Baldwin (1969: 298), “[w]hat
way to produce a particular product incurs the risk is needed, of course, is a subsidy to the initial enof potential imitators entering the market too trants into the industry for discovering better proquickly to allow the realization of sufficient prof- duction techniques”.
its to cover the initial sunk cost.10 Hence, imitative entry reduces the private return that the innoFrom this perspective, economic developvative investor can realize, but at the same time it ment, technological upgrading and structural change
increases its social return because of the spillovers amount to a cumulative process of emerging new
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and more dynamic economic sectors, with tradi- because of insufficient financing possibilities,
tional activities being phased out or performed in government policy should be directed at the full
more productive ways. This process goes through development of domestic financial markets, rather
several stages, distinguished by the changing rela- than providing industrial policy support. In other
tive importance of economic sectors and activi- words, policy should address the financial market
ties. Empirical evidence shows that in the course imperfections with a view to moving the economy
of economic development the sectoral allocation towards fully developed factor markets and comof employment changes. In a study covering a petitive equilibrium. However, this reasoning is
wide cross-section of countries, Imbs and Wacziarg valid only when investment is actually financed
(2003) note that during the earlier stages of eco- from sources external to the firm. It has been
nomic development countries diversify (i.e. they shown that much of the investment that drove
spread economic activity more equally across sec- successful industrialization in East Asia relied on
tors), but relatively late in the development proc- profits as a source for investment (TDR 1996).
ess, at around a per capita income of $9,000, they
start specializing again. They suggest that an inMoreover, the full development of domestic
crease in a country’s productivity level, relative financial markets takes time. As a result, the above
to the rest of the world, drives the tendency to- argument has led to the suggestion that the task of
wards diversification, while a
determining whether the prosdecline in trading costs – stempects for the domestic infant
ming from a decline in transport
industry are profitable be left
costs or tariffs, or from an into foreign investors whose deIn the cumulative process
crease in agglomeration econocisions are based on production
of
technological
upgrading
mies resulting from forward
experience elsewhere. Some
and structural change the
and backward linkages – leads
authors (e.g., Pack and Saggi,
relative importance of
to a shrinking range of goods
2006) argue that the promotion
produced domestically, thus
of foreign direct investment
economic sectors and
fostering specialization (Imbs
(FDI) should play a key role in
activities changes.
and Wacziarg, 2003: 82–83).
industrial development and naThey also emphasize that “intional economic policies should
creased sectoral specializabe limited to the creation of
tion, although a significant development, applies locational advantages – such as the provision of
only to high-income economies. Countries diver- appropriate physical infrastructure and assuring
sify over most of their development path” (Imbs appropriate education and health services for the
and Wacziarg, 2003: 64). Thus economic develop- labour force – with a focus on the provision of
ment appears to be closely related to the acquisi- incentives to attract FDI. This view considers FDI
tion of technological mastery over an increasing not only as eliminating information constraints
range of products.
regarding the profitability of innovative investment, but also as delivering a bundle of assets that
Rodrik (2004) provides a powerful restate- includes additional capital investment, productivityment of the need to address information problems enhancing technology and best corporate norms
related to the key importance of innovative invest- and practices. Moreover, it is assumed that the
ment for diversification and technological upgrading knowledge initially transferred to an enterprise
in developing countries. This restatement comple- through FDI will spill over to other firms in the
ments the other two arguments, mentioned earlier, same industries.
that provide a rationale for industrial policy: the
need to support dynamic economies of scale and
Such optimism about the economic growth,
overcome coordination failures.
technology transfer and productivity consequences
of FDI has led many countries to adopt investA frequent argument made against industrial ment regimes that offer special financial incentives
policy is that if there are industries with a poten- to foreign enterprises. However, empirical evitial comparative advantage, but domestic private dence points to considerable variation in the
investors fail to develop the necessary activities benefits that host countries actually reap from FDI
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inflows, and much depends on the establishment
of an appropriate regulatory and fiscal framework.

nomic sectors, and performance requirements related to purchases of intermediate inputs from
local suppliers can play an important role in inKumar (2005: 179–186) cites a number of creasing the developmental impact of FDI. These
recent empirical studies showing that knowledge measures try to establish positive, complementary
spillovers may not take place, especially in de- interactions between foreign and domestic investveloping countries, and domestic enterprises may ment so that they can have a favourable impact
actually be affected adversely. In some cases FDI on the host country’s productivity performance.
may be immiserizing by crowding out domestic To what extent such attempts are successful often
investment. Moreover, the interests of a trans- depends on the leverage of host countries over
national corporation (TNC) may diverge from the foreign firms. It is clear that the larger a host counhost country’s developmental objectives, due to try’s domestic market and the more developed its
the TNC’s strategy of pursuing global profit industrial production structure, the better it will
maximization. Thus its decisions to source pro- be able to offer auxiliary activities that foster the
duction inputs locally or from international sup- profitability of TNC activities. It will therefore
pliers may not be taken on the basis of efficiency be in a good position to demand concessions in
considerations alone. Also, TNC affiliates in terms of technology transfer and input sourcing
developing countries tend to
from domestic suppliers in exbuy the bulk of their inputs
change for access to a large
from their parent companies or
domestic market and a large
other associated suppliers, and
domestic network of input
Developing-country
hence generate few domestic
suppliers.
policymakers need a
linkages.
pragmatic and strategic
National policies that aim
perspective on how FDI
One explanation for this
to create locational advantages
can fit into their wider
variation in FDI-related develbased on cost differentials, for
development
agenda.
opmental benefits is that the
example through favourable
effects of FDI on domestic intax treatment or relatively low
vestment and growth partly
unit labour costs, rapidly risk
depend on the mode of entry
becoming ineffective as a re(UNCTAD, 2000). For example, FDI in new plant sult of small cost changes or the emergence of
equipment (i.e. “greenfield investment”) adds to alternative host countries. By contrast, support
the existing capital stock and may indicate a policies designed to create a dense network of inlonger-term commitment of the foreign investor termediate input suppliers can be an important
to producing in the host country. However, in the means to attract or retain TNC activities, develop
poorer countries that are most in need of external domestic supply capacity and foster technologifinancing of investment, much of the greenfield cal upgrading. Local availability of high-quality
investment has occurred in fuel and mineral in- intermediate inputs at world market prices produstries, thus making little contribution to the vides pecuniary externalities for TNC activities.
diversification and development of competitive The profit incentive for the TNC to produce in
manufacturing activities. In other cases, FDI has the host country will be higher, the more intenoften taken the form of mergers and acquisitions, sively it uses intermediate inputs, and the higher
thus making no addition to the host country’s pro- will be the savings stemming from lower imports
ductive assets.11
and the associated lower trade costs of such production inputs. As explained in the literature
Apart from the nature of FDI inflows them- related to new economic geography models (e.g.
selves, national policies also determine the extent Puga and Venables, 1996, 1999), a similar mechato which FDI contributes to technology transfer nism applies when the host country provides a
and linkage creation. Restrictions on entry in the large market for the output of the TNC: TNC profform of contractual obligations on technology its will increase because of the scale effects of
transfer, ownership ceilings, the provision of additional demand.12 Thus, support policies deincentives only for entry in specific targeted eco- signed to provide a network of competitive input
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porting enlarges the market for domestic production, and thus offers scale economies at the firm
level made possible by mass production techThus there is a need for investment policies niques. It also provides a range of externalities at
to mobilize domestic resources as well as FDI. the industry level, including economies of speSuch policies should be combined with an appro- cialization and agglomeration. Moreover, the
priate regulatory and fiscal framework to ensure nexus between the availability of foreign exchange
that the expected development gains will be ob- earnings from expanded exports and the need for
foreign exchange to finance
tained. An excessive focus of
imports of capital goods and
national industrialization poliintermediate inputs – required
cies on attracting FDI would
to build up industrial capacity
bias the national economic
It is important to combine
policies towards “external inand competitive strength – reindustrial policy with a
tegration” at the expense of
duces technological constraints
strategy that takes into
“internal integration”, in the
that would otherwise impede
account the relationship
sense of a denser set of links
the development process.
between
trade
and
growth.
between consumer, intermediate and capital goods indusBut these linkages betries (Wade, 2003a). This is
tween trade and growth do not
the case, in particular, when a
necessarily imply the rapid
high import content of exports, including those opening up of markets. While the experience of
associated with the activities of TNCs, mislead- successfully industrializing economies points to
ingly suggests successful industrialization and the importance of strong export performance (TDR
technological upgrading of domestic production, 2003), cross-country regressions attempting to
when, in reality, the domestic value added of establish a causal link between import liberalizathese activities is small. Consequently, developing- tion and growth have failed to deliver robust findcountry policymakers need a pragmatic and stra- ings (Rodriguez and Rodrik, 2000). This is partly
tegic perspective on how FDI can fit into their due to processes of cumulative causation (i.e. the
wider development agenda in ways that bring fact that the levels of past and present activities
in a sector are a determinant of current patterns
about structural and technological change.
of comparative advantage). As argued by Burgess
and Venables (2004: 118), in these instances, broadbased “liberalization actually impedes growth by
(b) Embedding investment promotion in a
inhibiting infant industries and local accumulawider industrialization strategy
tion of knowledge.”
suppliers or output users can be a key factor in a
host country’s locational advantage.

The above arguments indicate that developing countries may be well advised to adopt – in
the context of a private-sector-led, market-based
economy – a broader industrial strategy, which
combines temporary protection with public support that nurtures the innovative capabilities of
domestic private enterprises and increases their
rate of investment and technological upgrading.
Indeed, the fourth argument in favour of proactive
national economic policies relates to the pattern
of support; it stresses the importance of combining industrial policy with a strategy that takes into
account the relationship between trade and growth.
As mentioned earlier, one linkage between
exports and growth is through market size. Ex-

The difficulty in establishing a robust empirical causal relationship between openness to
trade and higher growth is also due to the fact that
successfully integrating developing countries have
adopted a wide variety of trade policy approaches.
These range from partial liberalization through the
establishment of export processing zones (as in
China and Mauritius) and opening up different sectors at different speeds (as in India), or ambitious
broad-based unilateral trade liberalization (as in
Chile), to a combination of unilateral trade reforms
and an aggressive pursuit of regional and bilateral
trade deals (as in Mexico). Moreover, these different trade policies have been combined with various
complementary policies. As a result, econometric
studies encounter severe methodological problems
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requirements of different manufacturing industries. Thus the specific product category candidates for public support policies in a country will
While recognizing that there may be several depend on many factors, and are likely to change
different means of trade integration that can suc- during the course of economic development as
cessfully support economic growth, in most his- their skill and technology content gradually intorical patterns of successful industrialization, in- crease. During the initial phase of industrial exdustrial policy has been part of a wider strategy pansion that emphasizes resource-based and lain which the structure of imports and exports bour-intensive manufactures, price signals resultprogresses through a number of stages. During the ing from traditional comparative advantage and
earliest stages of economic development, produc- reflecting an economy’s relative abundance of
tion and exports consist largely of primary com- natural resource and low-skilled labour endowmodities, while imports comprise mainly manu- ments can provide strong investment incentives
factures. Subsequent stages of industrialization for entrepreneurs. Since these sectors tend not to
generally involve, first, increased production (and be very demanding in terms of technological masreduced imports) of manufactured producer goods, tery, the start-up costs of investment designed to
accompanied by increased imports of machinery discover their cost structure in the domestic
and equipment. This is followed by a stage of net economy are likely to be small. As a result, supexports of consumer goods and a reduction in im- port measures can be of relatively small size, and
ports of capital goods. Finally,
can be phased out after a short
period of learning and expana stage of mature industrialision in world markets.
zation is reached in which most
Public
support
policies
capital goods are produced
have to shift to other
As these basic industrial
at home and basic consumer
sectors mature and become
goods are imported (Kaldor,
product categories in the
internationally competitive,
1966; Akyüz, 2005). From this
course of economic
they are likely, over time, to
perspective, acquiring the abildevelopment as their skill
encounter difficulties in comity to competitively produce
and technology content
peting on international margoods that were previously imgradually increase.
kets as domestic wages rise,
ported is inherent in rapid ecolow-cost competitors emerge,
nomic change, and implementand sector-specific limits of
ing some temporary protection
does not imply adopting an “anti-trade” strategy, learning and productivity growth approach. Hence,
because import replacement needs to go hand in more dynamic and skill- and technology-intensive
hand with policy-supported export development. industries need to be promoted, and any existing
protection and support to the traditional industries
While this process follows a clear trajectory need to be phased out. Industries in the mediumof progress towards the efficient production of technology-intensive range typically include elecmore technology- and knowledge-intensive prod- trical machinery, basic chemicals, automobiles,
ucts, it does not converge to a predefined point. consumer electronics and semiconductors – secRather, choice is involved across a whole range tors that, historically, have played a key role in
of industries and products in each stage of devel- successful late-industrializing countries. Further
opment, influenced by geography, size, relative industrial upgrading will allow some industrialfactor endowments, the decision of entrepreneurs izing economies to develop production and export
and policy. The trade policies used to animate this activities in high-technology-intensive manufaccomplex process can be characterized as “strate- tures, such as aerospace industries and biotechgic trade integration” – a more measured approach nology.
to liberalization combined with proactive industrial policies and outward orientation (TDR 1996).
In all successful industrialization experiences
of the twentieth century the gradual process of
The precise policy mix will depend on the technological upgrading has followed this general
stage of industrial development and the particular pattern. But it is clear that the sequential develrelated to measurement, reverse causation and
omitted variable bias.
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Figure 5.1

STYLIZED REPRESENTATION OF SUPPORT POLICIES
FOR DIFFERENT CATEGORIES OF MANUFACTURES

Source: Adapted from Akyüz, 2005: 22.
Note: This is a stylized representation and should not be viewed as a precise mapping of relative levels of support measures
required for specific product categories in individual countries. For the allocation of individual products to the four
categories, see TDR 2002, annex to chapter III.
RL: Resource-based and labour-intensive manufactures.
LT: Low-technology-intensive manufactures.
MT: Medium-technology-intensive manufactures.
HT: High-technology-intensive manufactures.

opment of individual industrial sectors will differ
across countries, depending on initial conditions,
such as geography, economic size and relative
factor abundance, as well as on policy choices.
These considerations suggest a structure of
support policies as described in a stylized manner
in figure 5.1. In this schema, policy support for a
specific product category is introduced once the
technological barriers to entry are no longer out
of reach for domestic manufacturers. It is withdrawn once domestic manufacturers have attained
technological mastery, once the increase in domestic wages makes production no longer profitable
at an internationally competitive level, and when
benefits from economies of scale and learning by
doing approach exhaustion. Thus the key feature
of the stylized representation in figure 5.1 is that
support policies follow a non-linear path; that is,
any specific product category is a candidate for
public support policies only for a limited period
of time.

It is difficult to establish meaningful benchmarks for the size of support policies; these will
depend on product-specific and, in particular,
country-specific characteristics. Thus the exact
positions and slopes of the lines in figure 5.1
should be seen merely as a schematic illustration
of a general pattern. In this stylized representation, the relative strength of support policies for
each product category depends on the incremental increase in skill and technology content as production moves from one product category to the
next, and on a country’s cumulative manufacturing experience. Previous manufacturing experience will have allowed a country to benefit from
dynamic external economies (e.g. through the
creation of technological capacities) and to establish a network of auxiliary manufacturing activities. As a result, it is likely that the level of support
required to move from medium- to high-technologyintensive products will be lower than that required
to move from traditional industries to mediumtechnology-intensive products. Moreover, during
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the earlier stages of industrialization, which concentrate on resource- and labour-intensive products, there would be no protection against imports
of other manufactures13 since they will be an important source for satisfying domestic demand,
given that there is not yet any significant domestic
production of these goods. By the time technology
upgrading towards medium-technology-intensive
products sets in, support for resource- and labourintensive products is assumed to have been fully
phased out.

because international trade does not lead to one,
uniquely determined, best economic outcome
based on natural national advantages. On the contrary, “there are many possible outcomes that depend
on what countries actually choose to do, what capabilities, natural or human-made, they actually
develop” (Gomory and Baumol, 2000: 5, emphasis in original).

Two additional observations regarding the
stylized representation in figure 5.1 are worth
mentioning. First, the scheme can be interpreted
The recent economic literature also suggests as referring not only to industrial sectors but also
that support policies may be required for skill- and to specific activities within the same sector. Techtechnology-intensive manufactures to enter glo- nological progress and reduced trade costs have
bal markets. For example, as stated by Gomory given rise to international production-sharing,
and Baumol (2000: xiii), comparative advantages whereby activities with different factor intensity
“based on natural resources still exist ... but more are carried out at different locations. Thus it may
be possible for a country to
dominant today are advantages
start producing in an industrial
that can be acquired. These can
sector by carrying out labourbe advantages conferred by beintensive functions and undering established in an industry
Industrial upgrading implies
taking gradual technological
and gaining thereby either speoutward orientation, but it is
upgrading, leading eventually
cialized knowledge or econonot a process driven by
to its being able to carry out
mies of scale or scope” (emphaunfettered market forces.
the most technologically insis in original). Acquired, as optensive activities in that parposed to natural, comparative
ticular sector. Second, one reaadvantage plays a key role in
son to combine temporary promedium- and high-technologyintensive manufactures for which economies tection and temporary subsidies is that the mainof scale or scope and high start-up costs are a key tenance of dynamic scale economies requires both
characteristic. To quote again Gomory and Baumol successive innovative investments and learning
(2000: 6), “much of modern technology requires processes. Temporary subsidies facilitate innovaactivities to be carried out on a very large scale in tive investments, while temporary protection alorder to be economical and competitive. Conse- lows learning processes to unfold. But the potenquently entry into one of these industries, against tial for learning in each specific activity diminan entrenched competitor, is slow, expensive, and ishes with growing experience in that activity, so
very much an uphill battle if left to free-market that learning and innovative investment depend
forces.”
on each other: new innovative investment opens
new possibilities for further learning, which in turn
Thus, while the process of industrial upgrad- provides the basis for the productive use of a
ing and strategic trade integration implies outward new round of innovative investments, and so on
orientation, it is not a process that is driven by (Mayer, 1996).
unfettered market forces. Rather, beyond the earliest stages of industrialization, the provision of
The question often arises as to whether
temporary support to promote increasingly higher developing-country governments have the adminskill- and technology-intensive industries helps the istrative and institutional capability to design and
economy to progress through a series of overlap- implement well-conceived support policies. For
ping industries, as well as to continuously increase example, Pack and Saggi (2006: 28) point to the
productivity and acquire technological mastery alleged severe information constraints of indusover a wider range of products. Thus, policy trial policy: “The range and depth of knowledge
choices are crucial to countries’ trading patterns, that policy makers would have to master to im-
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plement a successful policy is extraordinary. They these kinds of support policies is to promote inwould have to understand the relevance of, and formation exchange between the private sector and
be accurately informed about, a huge range of the government with the aim of identifying the
complex questions and have the ability to accu- most serious obstacles to diversification and strucrately evaluate very subtle differences.” However, tural change, and determining the kinds of polithe same governments are excies most likely to remove these
pected to carry out other comobstacles.
plex tasks, such as implementThe maintenance of
ing trade and financial liberAnother argument against
dynamic scale economies
alization and privatization. Inproactive trade and industrial
deed, many of them are suppolicies, which also addresses
requires both successive
ported in these efforts through
implementation issues, is that it
innovative investments and
capacity-building assistance,
risks giving rise to rent-seeking;
learning processes. ...
for example, for the implementhat is, State intervention cretation of WTO agreements.
ates additional “wastes” that
may more than offset the benThese implementation-related arguments are efits it produces, because private agents divert
based on the view that industrial policy tends to resources to unproductive activities in order to
rely on excessively complex methods and targets capture rents generated by government intervenfor a wide range of industrial sectors at the same tion. But as in the case of information constraints,
time. Indeed, import substitution strategies in institutional mechanisms exist that can substansome countries in Latin America and South Asia tially reduce the risk of rent-seeking.
relied on a wide-ranging and often overlapping
use of import quotas, exchange controls and doThus, while it is correct to say that successmestic content rules in addition to industrial tar- ful sectoral support policies require a certain imiffs. This often made it difficult to determine how plementation capability on the part of governmuch support an administrative regulation actu- ments, there are various institutional arrangements
ally provided, which government institution was to address implementation issues, and, more genultimately responsible for that support, and who erally, to generate, distribute and revoke economic
benefited, how much and from which measure.
rents and coordinate investment in a way that
meets wider development goals. These instituHowever, as shown by Amsden (1989, 2001) tional arrangements are discussed in chapter VI
and Wade (1990), compared to the broad-based below. What is important at this point is to recogsupport in much of Latin America during the nize that the acceleration of industrial develop1960s and 1970s, the scope of
ment and technological catchup is not just a question of
sectoral support policies and
policy reform; it also requires
programmes in the post-Second
... Temporary subsidies
the strengthening of adminisWorld War cases of successful
facilitate innovative
trative capacity and institueconomic catch-up was rather
investments,
while
tions.
modest, yet, in aggregate, much
temporary protection allows
more effective. Implementing
In sum, the adoption of
these kinds of support policies
learning processes to
proactive trade and industrial
does not require sophisticated
unfold.
policies can be anchored
calculations, and the associfirmly in economic theory if
ated information requirements
do not go beyond those needed
the recent revival of arguments
for routine decision-making by managers in TNCs, supporting the creative functions of markets,
such as estimating demand elasticities and the which played a key role in the theoretical debate
technology requirements for internationally com- among early development economists (Meade,
petitive domestic production of particular goods. 1955; and the authors discussed in Toner, 1999,
Most importantly, a key objective of the institu- and Ros, 2000), and the more recent theoretical
tional mechanisms that are intimately linked with contributions regarding the creation of new areas
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of comparative advantages (Gomory and Baumol,
2000; Puga and Venables, 1996, 1999) are taken
into account. From this perspective, proactive
trade and industrial policies can enhance the information and coordination mechanisms of markets
and help economies achieve technological mastery and international competitiveness in a range
of increasingly technologically sophisticated products. The following section addresses key issues
relating to how the rationale for proactive trade
and industrial policies can be made operational
and translated into concrete national economic
policies.

2.

Principles and types of policies for
stimulating the dynamic forces of
markets

The formulation of any prescription for development policy must recognize the large differences between developing countries and the need
to respect their unique characteristics. Nevertheless, there are some common features that permit
consideration of general policy principles for developing countries as a whole, while bearing in
mind that such principles need to be translated into
specific types of policies adjusted to the particular circumstances of individual countries.
For the implementation of proactive trade and
industrial policies there is a range of choices regarding general principles and specific types of policies.
General principles refer to the characteristics of
economic policy, for example, the balance between
private initiative and public policy support, or the
extent to which policies apply horizontally across
multiple sectors, or selectively at the sectoral or
even subsectoral level.14 Specific types of policies
refer to specific measures that operationalize such
general principles.

(a) General policy principles
One general principle concerns the balance
between private initiatives and public policy support. Latin America’s import-substitution strategy
of the 1960s and 1970s has sometimes been char-

acterized as “State-led industrialization” as opposed to the so-called “market-led industrialization” strategy pursued in East Asia since the 1960s
(World Bank, 1993). However, it has become generally accepted that this characterization is a misinterpretation of the historical facts (see, for example,
World Bank, 2005). The main difference between
the strategies pursued in these developing regions
is that industrial policy has not been as concerted
and coherent in Latin America as in East Asia.
For example, Bruton (1998: 912) notes that industrial policies under import-substitution regimes
often levied tariffs on an ad hoc basis, with the
consequence that “a great hodgepodge of rates appeared, with virtually no evidence of any consideration of costs or efficiency.” Moreover, the
impact of specific trade and industrial policy
measures cannot be expected to be proportional
to their intensity. The intensity of intervention in
Latin America was higher than in East Asia. However, whereas support policies in East Asia were
strategically designed and implemented, in Latin
America, governments often adopted unsystematic
and overlapping measures, making it difficult to
establish a clear link between policy measures and
targets.
Modern support policies give the lead role to
private enterprises, supporting their innovative investments as well as their efforts to get imported
technologies to work well under local conditions.
This support is complemented by trade policy support designed to achieve international competitiveness in increasingly more technologically sophisticated products.
A second general principle of proactive trade
and industrial policies that aim at strengthening
the creative forces of markets is that in order to
foster diversification and technological upgrading subsidies should be given only to investment
that is undertaken to discover the cost function of
new goods or new modes of production in the respective economy.15 This implies that such policies
should not be employed as defence mechanisms
to support industries where production and employment are threatened the most by foreign competitors
that have successfully upgraded their production.
For example, this general principle does not support selective trade protection or other selective
support measures that many developed countries
are still applying in agriculture or in labour-
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curb inertia and rent-seeking. In East Asia, by contrast, attaining the policy objectives has been
achieved by the establishment of strict performNeither does this general principle support a ance criteria related to productivity, as verified
large number of contemporary industrial policy through performance in international markets.17
measures which focus on atThe rapid growth of exports
tracting FDI and related exportprovides the key demand stimuoriented activities. 16 Rodrik
lus to ignite a cumulative procThe lead role of private
(2004: 28) emphasizes the curess of high investment, high
enterprises needs to be
rent importance of such measprofits, high savings and high
ures, stating that “industrial
growth. Moreover, export percomplemented by policy
policies [privileging exports
formance provides a clear, neusupport to achieve
and foreign investment] have
tral standard to evaluate the
competitiveness in
run rampant during the last
performance of firms receivtechnologically increasingly
two decades.” This widespread
ing public policy support. Exsophisticated products.
support is based on the expecport data have the additional
advantage that they cannot be
tation that FDI inflows will
facilitate industrialization and
faked, and that they provide a
development in host countries by enabling them relatively clean measure of the relative competito benefit from foreign investors’ production tech- tiveness of domestic producers. The establishment
nology, organizational and managerial skills, and of clearly defined and quantifiable performance
marketing know-how, as well as by entering their criteria also makes it easier to identify failures and
marketing networks. Moreover, host countries withdraw any associated support. Finally, by imexpect to benefit from knowledge spillovers and posing performance standards on investors, the
other favourable externalities of FDI. However, government subjects itself to evaluation by obas already mentioned, empirical studies have jective criteria. Indeed, the aim of performance
found very little systematic evidence of techno- requirements is not for the government to pick
logical and other externalities obtained in this winners, but to know when there is a loser.
manner. Perhaps most importantly, FDI inflows
and export promotion may reinforce host counA fourth general principle is to base the detries’ existing comparative advantage based on the termination of policy measures on an intense diarelative abundance of natural resources or cheap logue between ministries, industry associations
labour, ignoring the importance of productivity and research institutions; that is, on a deliberagains and structural transformation that is at the tion process, rather than on autonomous decisions
heart of the rationale for proactive trade and indus- of government entities. The aim of this process is
to exchange information on the government’s vitrial policies.
sion regarding structural change and development
A third general principle is that policy sup- strategies, on the views of industry associations
port should not be open-ended. Instead, it should regarding business opportunities and investment
be given only on the basis of
constraints, and on research inclearly established operational
stitutions’ assessments of naand achievable goals, observtional and international techable criteria for monitoring it
nology developments. The leadPolicy support should not
and specific time horizons.
ership and decision-making
be open-ended.
Regarding the latter, a key
power of the individuals who
question is how one can ensure
participate in the deliberation
that the policy support lasts
process play a fundamental
long enough to motivate entrepreneurs to invest, role in its success. Participants from business asbut short enough to force investors to keep im- sociations need to be representative, with suffiproving productivity. Historical experience shows cient economic and political weight. As for govthat where supporting policies were of a blanket ernment officials, Wade (2006) points out that the
and virtually permanent character, they failed to authority for carrying out support policies must
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vest in agencies with demonstrated competence, tion of technology, and be granted with preferenwhile the implementing agencies must be moni- tial interest rates and favourable repayment schedtored closely by and be accountable to a principal ules. Subsidies may be allocated to entrepreneurs
with a clear stake in the outcomes and with politi- by competition according to their projects’ potencal authority at the highest level, and they must tial to bring about diversification and technologimaintain the capacity to reinvent and refashion cal upgrading as well as knowledge spillovers or
themselves as economic conthe creation of forward and
ditions change. Institutional
backward linkages.
issues are addressed in more
The aim is not to pick
detail in chapter VI below.
Venture capital organizawinners, but to know when
tions can play an important
In sum, modern public
role in providing risk capital,
there is a loser.
policies combine private inisince obtaining loan finance is
tiatives with public support.
particularly difficult for innoThis should be embedded in
vative investment, given that
processes that rely on reciprocal control mecha- the profitability of the innovation and its potennisms and on information and coordination com- tial market are not yet known. But in addition to
mitments from both sides. An important objective uncertainties and asymmetric information regardof such processes is knowledge generation. While ing the profitability of a project and the potential
these processes are inevitably characterized by opportunistic behaviour of entrepreneurs, venture
trial and error, it is important to minimize the eco- capital organizations themselves often face financnomic costs of mistakes. Yet, attempting to pre- ing constraints. The resulting desire for zero
vent any mistakes risks leading to no innovative default may lead to underfunding. In these circuminvestment at all.
stances, development banks and other public
actors that are motivated by social returns and
externalities, rather than private profit, can play a
crucial role. In particular, when domestic sources
(b) Specific types of policies
of investment finance are constrained, credits from
development banks can also be an alternative to
As already mentioned, how these general FDI for financing investment.
principles are translated into specific types of policies depends on a country’s particular initial
Undertaking research and development (R&D)
conditions and stage of economic development. activities in public research institutes constitutes
Also, they should be the outcome of a delibera- a third specific type of public policy. A major probtion process to determine which public support lem, however, is that the resources devoted by the
policies are likely to have the greatest impact. government to R&D may be substantial in fiscal
Nonetheless, a brief discussion of a number of terms, because of the proportion of the budget they
possible types of policies may be useful for illus- absorb, yet insufficient to cover a broad science
and technology infrastructure and to provide a
trative purposes.18
meaningful level of subsidies for R&D. These
Fiscal incentives, direct public credit and budgetary constraints are exacerbated where the
subsidies are measures that lower the cost of in- provision of funds is more horizontal and less tarnovative investment. They can thus reduce uncer- geted. One solution could be to deploy a scheme
tainty among potential investors as to the profit- allowing for the partial recovery of public R&D
ability of innovative investment that can be eas- outlays through royalty payments by the private
ily emulated. Fiscal incentives may take the form users of public research output commensurate with
of tax deductions and tax credits for particular their profits. Another possibility could be to intypes of innovative activities or the acquisition of troduce a system of allocating subsidies for R&D
national or imported, embodied or disembodied, through competitions designed in conformity with
technology related to innovation. Direct public the general innovation promotion strategy. Given
credit may take the form of loans by development the current income boom from natural-resource
banks for innovative investment and the acquisi- exports in many developing countries, a further
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possibility could be to earmark income from State
companies, and royalties or tax income for R&D
in research institutions designed to generate innovations either for product diversification, research into new technologies, or capacity building
among suppliers.
Technology development can also be supported by the creation of science and technology
parks that provide incentives (for example, in the
form of tax breaks, subsidized credits, or permission to exceed normal debt-equity ratios) for the
establishment of firms that identify, transfer, diffuse
and absorb foreign industrial technologies and
subsequently undertake innovation. Such incentives
may be complemented by offering attractive salaries in order, for example, to encourage the return
migration of skilled nationals. Developing-country
governments could also consider paying or subsidizing royalty payments, and support the application
of technology by negotiating on behalf of domestic firms that are able to apply the technology.
In addition to the use of these traditional instruments, the potential of strategic standard setting for technology development has recently
gained attention. In the economics of technological change, formal standardization closely interacts with international property rights protection
(UNIDO, 2005). The timing and scope of technical standard setting plays an important role in the
diffusion of patents and the related new products
and technologies. Thus it contributes to channelling collective efforts towards technological
progress. On the other hand, standard setting can
be a mode of selection for the use of product and
process innovations that are protected by intellectual property rights and thus favour one set of innovative firms over another. Consequently,
strategic setting of compatibility standards can be
a means of stimulating domestic technology research efforts and the creation of non-proprietary
technology. Successful pursuance of these goals
can increase the ability to exercise leverage in
negotiations with overseas patent holders and, as
a long-term objective, help to develop domestic
proprietary technology. These issues apply mostly
to high-technology-related product markets, such
as, recently, in the information and communications technology industries, which have seen a
rapid succession of patented new technologies in
an environment of multiple standards.19
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The vast majority of developing-country
markets are likely to be too small, with too little
purchasing power to impose technology standards
that favour the production of domestic firms. This
is because foreign firms producing in conformity
with existing internationally applied technology
standards serve much larger user bases and can
realize economies of scale and learning effects.
Inappropriate standard setting by developing
countries may therefore stifle technology transfer
to their economies. However, standards are often
shaped by market needs and users’ preferences,
rather than simply by technology requirements.
If a developing country, or a group of developing
countries, can provide a large enough user base
with promising market potential, it may rival an
existing technology that enjoys property rights
protection. Given its large domestic market, its
large pool of educated researchers and experienced
returnees from overseas, and its substantial expenditure in high-tech research, China (either on
its own or in concert with other Asian economies)
appears to have acquired such a position (Ernst,
2004; Linden, 2004), but this is an unusual case
among developing countries.
Governments need to have a clear vision for
their economy’s future technology development
if they are to benefit from the support to technology upgrading and the development of proprietary
knowledge that strategic standard setting can provide. Only when promising new technologies are
identified at their very early stages can standardization influence basic research activities and
subsequent pilot production. Moreover, standard
setting should specify the performance of components, rather than their design, in order to avoid
conflicts with patents protecting those components. Governments should also offer attractive
licensing schemes to provide incentives for innovative, R&D-intensive companies to participate
in standardization processes (UNIDO, 2005).
Specific policy measures related to strategic
integration include selective liberalization through
differentiated intervention, granting duty drawbacks
and establishing temporary admission regimes for
selected imports (e.g. capital equipment and intermediate inputs), and the creation of export
processing zones that offer preferential tax and
customs treatment. Such measures have been successfully employed for industrial development in
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a wide range of developing countries, and have
often been complemented by selective treatment
of FDI inflows through, for example, restrictions
on FDI entry, ownership ceilings, barriers to hostile takeovers, or the imposition of performance
requirements.
As already mentioned, the above discussion
of specific policy measures is intended to illus-

trate some of the options available to developingcountry policymakers; it is not intended to provide
an exhaustive list. In addition, it is doubtful whether
any of these policy instruments can be used successfully in isolation. Rather, policymakers will
need to have a vision for the economic development
of their country in order to tailor these instruments
to local conditions and link them with other policies in support of development.

C. Restrictions imposed by international agreements
on policy autonomy: an inventory

Unlike monetary and financial multilateral
arrangements, discussed in chapter IV, the multilateral trading regime is organized around a set of
negotiated, binding and enforceable rules and
commitments. Negotiated under the aegis of the
GATT/WTO, these rules provide the basis for
regulating international trade. The core principles
of this regime are reciprocity and non-discrimination, as reflected in the most-favoured nation
(MFN) rule and the commitment to national treatment (i.e. equal treatment of domestic and foreign
goods and enterprises in domestic markets). Leaving aside a number of general exceptions,20 as well
as exemptions that specifically apply to developing countries (see below), the multilateral trading
regime is thus intended to provide what is often
called a “level playing field”, by extending the
same legal rights and obligations to all member
States of the WTO.
Since the mid-1980s, rapid and broad-based
trade liberalization has been a central condition
attached to loans from multilateral lending organizations, as well as to aid flows and debt relief from
major developed-country donors. But the current

wide scope of multilateral governance in the area
of trade is associated with the Uruguay Round
Agreements (URAs) and the establishment of the
WTO in 1995. The Uruguay Round (UR) brought
about industrial tariff reductions, negotiated on a
request-and-offer basis, rather than through the use
of a formula approach based on a percentage reduction in average tariffs, as well as through “zerofor-zero” reductions for some product groups,
including under the Information Technology
Agreement.21 Moreover, the UR resulted in a new
set of agreements on trade in goods – an extension of the General Agreement on Tariffs and
Trade (GATT) which the WTO absorbed – as well
as additional agreements on so-called “trade-related” activities. These include the Agreement on
Trade-related Aspects of Intellectual Property
Rights (TRIPS), the General Agreement on Trade
in Services (GATS) and the Agreement on Traderelated Investment Measures (TRIMs), as well as
the Agreement on Subsidies and Countervailing
Measures (SCM). It also established a unified and
binding dispute settlement mechanism. The Agreements were adopted as a so-called “single undertaking” – countries had to accept the package of
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Agreements in its entirety. The resulting expan- ally provide greater market access than multilatsion of the scope of the multilateral trading regime eral agreements, and often include a wider range
means that key aspects of countries’ regulatory of products than traditional trade preference
regimes that affect how naschemes such as the Generaltional economies operate have
ized System of Preferences
become subject to multilateral
(GSP). Moreover, their adopThe rules and commitments
disciplines.
tion is generally expected to
lead to additional FDI. On the
of the international trading
The multilateral trade reother hand, greater integration
regime restrict the de jure
gime has accorded exemptions
often involves additional steps
ability of developing nations
to developing countries. In netowards regulatory disciplines,
to adopt national
gotiations, they are allowed to
and thus further constrains the
development policy.
grant less-than-full reciprocity
de jure ability of developing
under Article XXVIII bis of the
countries to adopt appropriate
GATT, adopted in 1958. Morenational regulatory and develover, the so-called “enabling clause”, adopted in opment policies, particularly with regard to FDI
1979 and generally known as special and differ- and intellectual property rights.
ential treatment (SDT), accords developing countries exemptions to the MFN rule, by allowing
The constellation of these rules and committhem to benefit from more favourable market ac- ments, as well as the associated exceptions and
cess conditions. However, the UR brought a exemptions, constitute a complex legal structure
change in perspective on SDT. Prior to the Round, that offers scope for different interpretations and
exemptions from the MFN rule and the principle practices. Against this background, this section
of reciprocity were seen as a recognition by the concentrates on the often voiced concern that,
international community that in order to provide since the rules and commitments of the internasome kind of parity between developed and de- tional trading regime restrict the de jure ability of
veloping countries, developed countries needed to developing nations to adopt national development
give developing countries access to their markets policy, they limit the possibilities for governments
without requiring them to open up their own mar- to deploy policies in support of further produckets on a reciprocal basis. These exemptions also tive and technological development. More specifigave developing countries some possibilities to cally, there is concern that these rules and compursue legally their own nationally determined de- mitments could deny the use of the very policy
velopment policies. Following the UR, SDT has measures that were instrumental in the developbasically come to mean that developing countries, ment of today’s mature and late industrializers.
and especially the least developed among them, To the extent that this is the case they thus reduce
are accorded longer transition
the flexibility of national govperiods for full implementaernments to pursue their detion of all rules and commitvelopment objectives. Another
ments in the WTO.
concern is that these rules and
Rules and commitments,
commitments, which in legal
which in legal terms are
Especially since the early
terms are equally binding for
equally binding for all
1990s, many developing counall countries, in economic terms
countries, in economic
tries have increasingly commight impose more binding
terms might impose more
plemented multilateral trade
constraints on developing, combinding constraints on
negotiations in the WTO with
pared to developed, countries
developing countries.
regional or bilateral agreebecause of the differences in
ments, including with develtheir respective structural feaoped countries and regions, in
tures and levels of industrial
development. The discussion
particular the United States
and the EU. Regional or bilateral agreements with in this section concentrates on rules and commitlarge developed countries offer substantial ben- ments associated with the TRIMs, SCM and
efits to developing-country members as they usu- TRIPS Agreements and tariff regulations.

168

1.

Trade and Development Report, 2006

The Agreement on Trade-related
Investment Measures (TRIMs)

produced inputs in order to integrate the affiliates
in the host countries into their global/regional production networks. Foreign exchange balancing
rules, which require foreign investors to meet foreign exchange needs for imports through exports,
rather than by converting local earnings into foreign exchange, have also often been used.

One important area that the URAs have
brought under multilateral jurisdiction involves a
range of investment measures that have been used
by many developing and some developed countries as part of broad strategies aimed at nurturing
Chang (2002), for example, shows that todomestic industry and achieving technology trans- day’s developed countries extensively employed
fer. The TRIMs Agreement is designed to clarify performance requirements to maximize domestic
the relationship between a country’s investment value added. A number of developed countries
policy and the core rules of the multilateral trad- continued the use of performance requirements in
ing regime by identifying measures considered the early post-Second World War period (WTO
incompatible with national treatment and forbid- and UNCTAD, 2002). Local content requirements
ding the application of quantitative restrictions were also a widely used instrument that strengththat link imports to export perened backward integration and
formance (e.g. trade or foreign
increased domestic value added,
exchange restrictions) or exin particular in the automobile
port restrictions based on doindustry.
TRIMs have affected the
mestic sales.22
imposition of performance
Developed countries have
requirements on foreign
The Agreement does not
increasingly replaced explicit
investors.
define “trade-related investperformance requirements with
ment measures”, nor does it
provide objective criteria for
identifying them. The appendix to the Agreement gives guidance to governments to decide which of their measures violate
the Agreement by providing an “illustrative list”
of prohibited regulations. Countries are required
to notify the WTO of such measures and eliminate them following the termination of transition
periods.23
The imposition of performance requirements
on foreign investors is a key regulatory measure
that has been affected by the TRIMs Agreement.
Many governments, in developing and developed
countries alike, have used performance requirements, which generally aim to increase the linkages
between foreign investors and local manufacturers. One commonly employed performance
requirement concerns local content regulations,
which are intended to increase domestic value
added, thereby generating additional national income and employment, as well as encouraging the
transfer of technology. Other frequently used
performance requirements relate to export performance or trade balancing, which require firms
to match their use of imported inputs in their export products with an equal share of domestically

trade policy measures that
achieve essentially the same
objectives as performance requirements but are consistent with WTO rules
(Kumar, 2005: 185). One example is screwdriver
regulations (i.e. regulations governing imports by
trading partners of parts and components), which
have been used by the EU (Safarian, 2003).
While developed countries extensively employed performance requirements in one form or
another at earlier stages of their industrial development, developing countries have only recently
started to use these policy tools to foster their industrialization and technological upgrading. This
is closely related to the increasing importance of
international production networks, where developing-country exports often include a high import
content of technology-intensive parts and components, while domestic value added mostly consists
of wages paid for simple assembly activities. In
this context, domestic content requirements have
been used to increase technology transfer to developing-country producers and to foster the use
of domestically produced parts and components.
Empirical evidence on the effectiveness of such
measures suggests that well-conceived performance requirements “that have clear objectives and
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are effectively enforced are not only able to meet
their objectives, but may also bring significant
favourable externalities to the host countries”
(Kumar, 2005: 193). However, developed countries have brought a number of cases against developing countries before the WTO dispute settlement mechanism, especially in the automotive
sector, invoking the rules and commitments of the
TRIMs Agreement.24
The TRIMs Agreement does not restrict the
provision of incentives to attract FDI, even though
the economic effect of such incentives may be
similar to the provision of subsidies, and even
though such incentives may affect international
investment and trade flows as much as domestic
content requirements. This is the case, in particular,
for activities in international production networks
where TNCs are known to practice trade-restricting
policies with respect to their foreign affiliates
(Kumar, 2005: 194).
Regional and bilateral investment agreements
can be considerably more restrictive than TRIMs
because they address all measures regulating FDI,
and not only those that are considered “trade related”. Moreover, many such agreements allow
firms, rather than just governments, to bring cases
to arbitration. Thus they go much further towards
regulatory harmonization. By contrast, developing
countries’ bilateral and regional trade agreements
with developed countries play a peculiar role in
the area of TRIMs, as they weaken rather than
reinforce multilateral commitments. This is because, through the rules of origin, local content
requirements have also, by definition, been included in preferential trade agreements between
developing countries and large importing countries/regions, such as the United States and the EU.
Given that developed-country parties to such trade
agreements can tailor local content requirements
to their needs, these measures have not been
brought before the dispute settlement mechanism
of the WTO. Di Caprio and Amsden (2004: 23)
therefore argue that preferential trade agreements
present developing-country WTO “members with
an escape hatch from limitations on that particular aspect of TRIMs.”
It also needs to be recognized that FDIregulating measures that do not violate national
treatment or impose quantitative restrictions con-
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tinue to be consistent with WTO rules. For example, governments can impose technology transfer
requirements which specify that a foreign company conduct a certain proportion or type of its
research and development activities locally and
transfer or license a specified technology to domestic firms. Or a licence could be granted for
the establishment of an assembly plant only if the
foreign investor simultaneously establishes a plant
that produces required intermediate inputs. Governments can also require that domestic investors
retain a proportion of a firm’s equity or that a specific percentage of their technology personnel be
recruited domestically (Shadlen, 2005a: 759).25 In
reality, however, only countries with substantial
leverage over foreign investors are able to use such
measures.

2.

The Agreement on Subsidies and
Countervailing Measures (SCM)

The SCM represents another outcome of
the UR that impinges directly on national rulemaking authority. It addresses multilateral disciplines for regulating the provision of subsidies,
as well as the use of countervailing measures to
offset injury to an industry in the importing country caused by imports that are subsidized in the
country of origin. The SCM covers mainly the industrial sector; special rules apply to agriculture,
and the General Agreement on Trade in Services
(GATS) has no rules on subsidies (although the
current WTO-negotiations are addressing this issue).
The SCM defines a subsidy as a financial
contribution made by a government or any public
body within the territory of a WTO member that
confers a benefit. Such benefits can result from
direct payments, foregone revenues and rights,
government guarantees and equity participation,
the provision of goods and services below market
value, or from differential application of certain
rules to different sectors and activities, such as
bank credits directed to specific sectors and activities with preferential conditions.
The Agreement represents a significant tightening of disciplines compared with the pre-UR
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regime, which did not include comprehensive rules sidies for R&D included the financing of venture
and regulations on the use of subsidies, and al- capital funds and the provision to the private seclowed developing countries greater leeway to tor of technologies and innovations developed in
use subsidies for export progovernment research laboratomotion and import substituries. Also included in this cattion. It broadens the scope of
egory was public procurement
The
SCM
Agreement
regulations relating to subsipolicy in support of the proaffects the selective
dies as it binds WTO memliferation of domestically debers26 (except for the poorest
fined standards for particular
function of policy.
among them, as discussed betechnologies. Moreover, in orlow) and extends to measures
der to support a shift in ecoof subnational governments,
nomic activity to new products
State-owned enterprises and private entities that or the use of new technologies, activities could
carry out functions that would normally be vested be subsidized as long as they were in the pre-comin the government.
petitive phase (i.e. before they resulted in the production of goods that were exported or subject to
As the Agreement only applies to specific significant import competition).
subsidies, that is, those targeted at an enterprise,
industry, or group of enterprises or industries, it
It is, however, important to note that the
affects the selective function of policy. Non-specific provision that classified these subsidies as nonsubsidies are not affected because they are pre- actionable came up for review in 2000, when no
sumed not to distort the allocation of domestic agreement over its extension could be reached.
resources; these include subsidies for the provi- Thus these subsidies have now become actionable.
sion of physical and social infrastructure, or subsidies resulting from low energy taxes that benThe Doha Declaration revisited this issue
efit all enterprises, as well as subsidies earmarked along with the proposal of some countries to alfor specific enterprises according to their size or low certain subsidies for development. More spesimilar criteria. The Agreement prohibits subsidies cifically, it stated that the Ministerial Conference
that are conditional on export performance or on “takes note of the proposal to treat measures imthe use of domestically produced goods (but coun- plemented by developing countries with a view to
tries with a per capita income below $1,000 are achieving legitimate development goals, such as
exempted from this prohibition) and makes spe- regional growth, technology research and develcific subsidies “actionable”, which means that they opment funding, production diversification and
are subject to challenge through multilateral dis- development and implementation of environpute settlement or countervailing action. While mentally sound methods of production as nonthis distinction between specific and non-specific actionable subsidies, and agrees that this issue
subsidies is straightforward in legal terms, in prac- be addressed ... [as an outstanding implementatice it is not always easy to diftion issue]. During the course
of the negotiations, Members
ferentiate (Anderson, 2002).
This may leave some room for
are urged to exercise due restraint with respect to challengdeveloping countries to design
Subsidies impose a cost on
subsidies that help importing such measures” (WTO,
public
budgets,
which
competing or exporting firms
2001: 6). Meanwhile, however,
developed countries can
without contravening WTO
the issue of Article 8 subsidies
afford more easily than
disciplines.
seems to have been eclipsed by
developing countries.
negotiations on other issues.
Article 8 of the original
SCM provision defined certain
According to Aguayo
specific subsides as non-acAyala and Gallagher (2005),
tionable. Subsidies extended to research fell in this this call for restraint has been respected, and decategory, as did subsidies in the pursuit of regional veloped and developing countries alike continue
or environmental objectives.27 The permitted sub- to use such subsidies under a tacit agreement not
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to challenge them under the dispute settlement
mechanism. To the extent that this is the case, the
SCM agreement is a good illustration of how WTO
rules and commitments that are equally binding,
legally, impose more binding constraints on developing countries economically. Firstly, subsidies
impose a cost on public budgets, which developed
countries can afford more easily than developing
countries. For example, Aguayo Ayala and Gallagher
(2005: 19) estimate that in 2003 the EU-15 spent
a total of about 50 billion euros on Article-8-type
subsidies, mainly consisting of State aid and Structural Fund payments. This corresponds to about
25 per cent of developing countries’ total annual
gross domestic expenditure on R&D (UNESCO,
2005).
Secondly, Article-8-type subsidies are of concern primarily to developed countries in their quest
to develop high-tech capabilities and technological innovations. They differ from subsidies conditional on export performance or on the use of
domestically produced goods, which were frequently used by the late industrializers to foster
industrialization and technological catch-up. Indeed, Article-8-type subsidies can be a key device for developed countries in their shift away
from the provision of basic funding for scientific
R&D towards a strategic approach that establishes
and targets research priorities in frontier sectors
such as information and communications technology, biotechnology and nanotechnology, alongside
new challenges arising in more traditional sectors,
such as health care, national defence and the environment. These are areas that many developedcountry policymakers have come to consider as
crucial for economic growth and national prosperity (see section D below).
Probably the most serious drawback of the
SCM Agreement for development is that it prohibits making subsidies conditional on export performance. This has been an important instrument
in East Asia’s reciprocal control mechanisms,
which have often been identified as key to the
greater success of industrial policy in that region
compared to Latin America (Evans, 1995). Thus
the SCM Agreement withdraws a major monitoring standard that outward-oriented sectoral strategies in East Asia used successfully to ensure that
support was given only to those enterprises that
were able to compete in international markets. It
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is possible to establish other performance standards under a reciprocal control mechanism (such
as the percentage of technology personnel employed, the percentage of sales contributed by new
products and the allocation of retained earnings).
But none of these alternatives enable a performance-based incentive policy that ensures international competitiveness and minimizes the risk of
abuse and rent-seeking.
These effective asymmetries cast some doubt
on arguments, such as made by Amsden (1999),
that the bark of WTO law is worse than its bite.
According to this argument the SCM Agreement
formally leaves open the possibility of supporting industrial upgrading, as developing countries
maintain the ability to provide “boundless” subsidies for science and technology and the development of human capital. The main problem, the
argument goes, is that developing countries have
failed to take advantage of the major types of nonactionable subsidies. It is probably true that subsidies is an area where, in principle, the main challenge for many developing countries is to use the
existing flexibilities of the multilateral regulations
through innovative policy measures. However, in
practice, budgetary constraints may prevent some
developing countries from using subsidies as part
of their industrial policies.

3.

The Agreement on Trade-related
Aspects of Intellectual Property
Rights (TRIPS)

The TRIPS agreement establishes global
mandatory minimum standards for the granting
and protection of intellectual property rights in
several areas, particularly copyrights and patents.28
It also provides a dispute resolution and enforcement mechanism. Countries are free to decide how
to implement these provisions in accordance with
their own legal and institutional systems. Application of TRIPS in developing countries (except
the LDCs29) has been mandatory since 2000. According to Article 7, protection and enforcement
of these rights must contribute to the promotion
of technological innovation and the transfer and
diffusion of technological knowledge in order to
improve social and economic welfare. They must
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also ensure a balance between the rights and obligations of the parties.

ent holders. As a result, it tends to limit access of
developing countries to proprietary knowledge.
More precisely, TRIPS has introduced a number
Many believe TRIPS to be the most contro- of limitations on developing countries in designversial of URAs because of its potential to restrict ing their patent regimes. It broadens the scope of
access of developing countries to technology, patents by requiring countries to extend patent proknowledge and medicines. The
tection to all fields of technology, while previously, counimportance of the Agreement
for industrial development lies
tries could deny patents to cerTRIPS
implies
an
in the fact that the procuretain types of goods or invenasymmetry that favours the
ment of proprietary knowltions in order to encourage reproducers and holders of
edge has been among the key
verse engineering; it extends
the duration of patent protecdeterminants of both early and
protected intellectual
late industrialization. The histion uniformly to 20 years,
property, mainly in
while previously, countries
tory of intellectual property
developed countries ...
rights protection shows that
could offer patents of short duration; it reduces the scope of
countries with low levels of
technological capacity have
exceptions, which are limited
generally used weak standards until they reached to very specific cases; and it limits governments’
a level of development at which their industries ability to regulate patent holders, while previously,
could benefit from intellectual property rights pro- countries could make the granting of patents that
tection. Chang (2002) points out that many of the provided monopoly benefits conditional upon lonow developed countries did not adopt intellec- cal production or licensing and on the transfer of
tual property rights legislation or strict intellec- technology to local users (Shadlen, 2005a).30
tual property rights standards when they were in
the process of economic catch-up.
The kinds of limitations introduced by TRIPS
implies an asymmetry that favours the producers
Prior to their implementation of the TRIPS and holders of protected intellectual property –
agreement, developing countries’ patent regimes mainly in developed countries – at the expense of
typically included instruments to restrict the pri- those trying to gain access to protected intellecvate rights of (largely foreign) patent holders tual content, mainly in developing countries.
(Amsden, 2001). Such instruments aimed to cre- Moreover, the Agreement requires developing counate more opportunities for local firms to access tries to expand and enhance their intellectual propforeign innovations, thereby encouraging learning erty regimes, while providing very little to effecand technological progress via imitation. This ena- tively facilitate and promote their access to techbled these countries to move
nology. Indeed, the provisions
beyond a critical threshold
in the Agreement are specific,
level for domestic technologibinding and actionable with
cal skills and promote national
regard to the protection of in... at the expense of those
firms that were eventually able
tellectual property, and nontrying to gain access to
to engage in export activities.
compliance with these proviprotected intellectual
Knowledge procurement ocsions can be challenged under
content, mainly in
curred in different ways, but
the WTO’s dispute settlement
developing countries.
reverse engineering from immechanism. By contrast, proported goods played an imporvisions regarding technology
tant role. This was facilitated
transfer and technical cooperaby relatively weak enforcement of intellectual tion, which are of importance mainly for develproperty protection, particularly of patents.
oping countries are of a “best endeavour” nature
and vaguely worded, making them difficult to enThe TRIPS Agreement severely restricts re- force. As a result, non-compliance with these proverse engineering and other forms of imitative in- visions is difficult to prove and, on a practical
novation since it upholds the private rights of pat- level, subject to no penalty.
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Another expression of this asymmetry of fa- property matters, it has left room for variation
vouring incentives for the creation of patentable across countries. For example, developing counknowledge at the expense of the dissemination and tries can impose stringent rules on patent disclouse of such knowledge is the implied additional sure (i.e. disclosure of the intervention that is sufcost – in the form of royalties – to developing ficiently clear and comprehensive for a skilled
countries of acquiring useful technology. The po- person in the related activity to reproduce the intential economic costs of the TRIPS Agreement ventive step), and subsequently grant narrow patfor developing countries to acquire patentable ents, i.e. patents that protect a very limited range
knowledge may be illustrated by the fact that in of variations and thus offer no – or little – protec2001 only five developed countries (France, Ger- tion for variations that are not explicitly claimed.
many, Japan, the United Kingdom and the United Or they can liberally grant improvement patents
States) accounted for 83.6 per cent of the total pat- to local actors and protect their “minor” innovaent applications filed in the EU, Japan and the tions, which often refer to incremental innovations
United States. And 82 per cent of scientific arti- that build on more fundamental discoveries and
cles worldwide were published in the OECD area, are thus crucial for tailoring imported technolonearly two thirds of which were from G-7 coun- gies to local conditions. Such flexibilities allow
tries (OECD, 2005: 9 and 40). The surplus in the local actors to “invent around” patents without
OECD-countries’ technology balance increased governments risking litigation for infringement.
from $9.6 billion in 1993 to $30.4 billion in 2003 Kumar (2003) argues that the patent regime in
place in Japan after the Sec(OECD, 2005: 203). Moreond World War until the 1980s
over, technology transfer is inprovided for the granting of
creasingly taking place within
narrow patents, and that this
multinational firms, which reRegional and bilateral trade
regime served as a model for
duces the importance of conagreements with developed
the late industrializers in Asia.
tractual and non-equity modes
countries often foreclose
of technology transfer and
Another example is flexible
part
of
the
autonomy
left
makes it increasingly difficult
use of compulsory licences
open to developing
that allow a government to aufor developing countries to obcountries by TRIPS.
thorize itself or third parties to
tain useful technology on a
use a patent without the percommercial basis as envisaged
mission of the patent holder.
by TRIPS.
Compulsory licences historiWhile acknowledging that TRIPS would cally have been an important component of councause a significant revenue transfer from devel- tries’ patent regimes, and they are granted in a
oping to developed countries, it has sometimes wide range of situations (UNCTAD and ICTSD,
been argued that its application would bring about 2005). The TRIPS Agreement continues to leave
higher returns to knowledge generation, which in countries with a significant degree of autonomy
turn will spur knowledge diffusion to developing in this regard, as it grants countries “considerable
countries, including through increased flows of leeway to impose non-voluntary licensing of patFDI. However, there is no persuasive evidence for ented interventions for any legitimate purpose and
this (Correa, 2000). A further economic handicap without undue constraints” (Reichman and Hasenis that patentable research is increasingly carried zahl, 2003: 2).
out in private entities, with the result that most
However, many developing countries have
research activities are driven by their expected
economic pay-off. Given the limited financial re- engaged in regional and bilateral trade agreements
sources of most developing-country firms, there with developed countries that often foreclose part
is a bias in the research agenda against those ar- of the autonomy left open to developing countries
eas that are primarily of importance to develop- by TRIPS. For example, the United States – and
to some extent the EU (Shadlen, 2005b) – uses
ing countries.
regional arrangements to introduce legislation and
Even though TRIPS has placed significant practices that go beyond the levels of intellectual
constraints on countries’ autonomy in intellectual property protection under TRIPS (USTR, 2004). 31
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One of the greater obligations imposed by many
regional and bilateral trade agreements concerns
the reduced ability of governments to use compulsory licensing as a policy instrument (see, for
example, Maskus, 1997). In general, regional and
bilateral trade agreements do not allow developing governments to issue compulsory licences
except during declared states of national emergency, and even then they require increased levels of prior negotiations with the patent holder;
moreover, where such licences are granted, the
agreements substantially restrict the rights of the
licensee (Shadlen, 2005a).32
International harmonization of substantive
and enforcement rules on intellectual property
rights has been further pursued at the World Intellectual Property Organization (WIPO), especially
in the ongoing negotiations on a Substantive Patent Law Treaty (SPLT). Discussions on the work
programme of the SPLT so far have not led to an
agreement as to whether aspects such as prior art,
grace period, novelty and inventive step should
be included, as suggested by developed countries.
Developing countries fear that adoption of the
developed countries’ proposal would eventually
result in the further harmonization of national
patent laws in areas of patent law that have so far
been left to the discretion of national legislation.
This would risk further reducing developing countries’ flexibilities to decide on the stringency of
requirements for disclosure and the standards for
granting patents, because it would eliminate countries’ ability to determine what an invention is and
how the patentability standards are set (see, for
example, Correa, 2005).

4.

Industrial tariffs

The use of industrial tariffs is in many respects not the best tool to promote diversification
and technological upgrading. For a number of
developing countries, domestic markets are too
small to sustain the scale needed for production
to be internationally competitive. Hence, tariffs
may end up protecting infant industries that are
unable to come anywhere near world market price
and quality combinations. Industrial production
needs to have an export component to reach an

efficient scale, and protection alone may well discourage efforts to export. Also, as noted earlier,
protection can easily be abused, in the sense of
being unrelated to efforts to improve productivity: once granted, firms will lobby vigorously to
maintain the protection. Therefore, industrial tariffs need to be used with great caution.
In spite of the numerous drawbacks of tariff
use, developing-country policymakers may be
hesitant to abandon industrial tariffs, mainly for
three reasons. First, tariffs remain an important
source of fiscal revenue for many developing
countries. According to Kowalski (2005), should
tariffs be completely abolished, many low-income
countries would need to replace, on average,
around 18 per cent (and in some cases over 50 per
cent) of their tax revenues with sources other than
import duty (see also Laird, Vanzetti and Fernandez
de Cordoba, 2006: 7). While the importance of
trade taxes in total revenue collection generally
declines with economic development, in uppermiddle-income countries import duties accounted,
on average, for about 12 per cent of total revenue
in the late 1990s. Improved tax collection and
broadening of the tax base can reduce the revenue
shortfall resulting from declining taxes. However,
many developing countries have already substantially lowered the share of import duties in their
total revenues over the past two decades,33 while
low-income countries in particular have been unable to recover the revenues lost from trade liberalization (Baunsgaard and Keen, 2005). As a result,
they are likely to experience difficulty in finding
supplementary sources of revenue that further tariff reductions would necessitate. Moreover, the decline in government revenue resulting from a
reduction in import duties may lead to an increase
in public deficits or a decline in public investment.
But public investment has a crucial impact on economic development because it seeks to improve
education, health and other social indicators. And
public investment is often complementary to private
investment, so that a decline in public investment
below a critical level can seriously compromise
an economy’s development prospects (TDR 2003).
On the other hand, tariff cuts could lead to a substantial increase in imports, with lower tariff rates
levied on a higher volume of imports; in principle, this could maintain the value of import levies, but this is unlikely to occur because of
balance-of-payments constraints.
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Second, the provision of subsidies, rather following the Second World War, the level of tarthan broad-based protection, could provide the in- iffs on manufactured products was also fairly high
centives required for innovative investment, as (see also, Chang, 2002).
discussed above. However, as already mentioned,
the SCM Agreement has highly circumscribed the
Comparing tariff levels at similar levels of
use of subsidies in areas where, formerly, both the per capita income (measured at purchasing power
mature and late industrializers of today actively parity) shows that average tariffs in today’s deused them during their ecoveloped countries were much
nomic catch-up. Moreover, as
higher when they had similar
mentioned earlier, tight budgetper capita income levels as toA flexible tariff policy
ary constraints limit developing
day’s developing countries (see
consists of maintaining
also Akyüz, 2005). In this sense,
countries’ ability to use subsibound
tariffs
at
a
higher
tariff policy in today’s develdies.
level and ...
oping countries appears to be
Third, and perhaps most
relatively liberal. Towards the
importantly, the economic imend of the nineteenth century,
pact of changes in industrial
when the United States had a
tariffs is often assessed in terms of welfare gains per capita income similar to today’s weighted averor losses resulting from the reallocation of exist- age level in developing countries (i.e. about $3,700
ing resources. From this perspective, a trade policy in 1990 dollars measured in purchasing power
aimed at low and uniform tariffs across industrial parity), the level of its weighted average applied
sectors with full binding coverage will maximize tariffs on manufactured goods was close to 50 per
a country’s welfare benefits.34 But such an assess- cent, compared to 6.5 per cent in developing counment pays little attention to the implications of tries today (tables 5.1 and 5.2). In 1950, when the
tariff cuts and harmonization for capital accumu- United States had evolved as the world’s technolation, technological change and productivity logical leader with a per capita income more than
growth that underlie industrialization and eco- double the average level in today’s developing
nomic development.
countries, the level of its weighted applied tariffs
on manufactured products still exceeded the curIt may be useful to recall that industrial tariffs rent level in today’s developing countries. When
were the main element of protection that today’s the United States had the same level of per capita
developed countries used during their industrial income as the Republic of Korea today, its
development. As illustrated in table 5.1 and analysed weighted applied tariffs were higher (7.0 per cent
in some detail by Bairoch (1993), the United States compared to 4.5 per cent), and when it had the
maintained average industrial tariffs at around 40 per same per capita income level as Brazil, China or
cent, and never below 25 per
India today, its tariffs were sevcent except for short periods,
eral times higher. This is also
throughout most of the period
true, to varying degrees, for the
between 1820 and 1945. ReEuropean countries in table 5.1
... modulating applied tariffs
garding the United Kingdom,
(i.e. Germany, France and the
on particular industrial
Bairoch (1993: 46) notes that
United Kingdom).
sectors around a lower
prior to its substantial move toaverage level.
wards free trade with the repeal
These comparisons of the
of the Corn Laws in 1846, Britrelative levels of tariff protecain had achieved its technotion between the developed
logical lead “behind high and long-lasting tariff countries during their catch-up phases and today’s
barriers”. He also notes that the country had ac- developing countries do not tell the whole story.
tively used infant industry protection, export sub- Developed countries also benefited from the adsidies, import tariff rebates on inputs used in ditional protection of natural trade barriers in the
manufacturing for export, and export quality con- form of transportation and information costs,
trol. Table 5.1 also shows that at the beginning of which were higher in the past than they are today.
economic catch-up in West European countries More importantly, the productivity gap between
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Table 5.1

TARIFFS ON MANUFACTURED PRODUCTS AND PER CAPITA INCOME IN SELECTED
DEVELOPED COUNTRIES, 1820–1980
Country

1820 a

1875 b

1913

1950

1980

Tariffs, weighted averages
(Per cent)
United States

35–45

United Kingdom
Germany

45–55
8–12 c

France

.. d

40–50

44.0

14.0

7.0

0
4–6

0.0
13.0

23.0
26.0

8.3
8.3

12–15

20.0

18.0

8.3

Per capita income
(1990 international dollars)
United States

1 257

2 445

5 301

9 561

18 577

United Kingdom
Germany

1 707
1 058

3 191
1 821

4 921
3 648

6 907
3 881

12 928
14 113

France

1 230

1 876

3 485

5 270

15 103

Source:
a
b
c
d

Tariff data from Bairoch, 1993: 40; income data from Maddison, 2001: 264, 276–279.
Very approximate rates. Range of averages, not extremes.
Per capita income data for 1870.
Prussia.
Numerous and large restrictions on imports of manufactured products render calculations of average tariff rates insignificant.

developed and catching up countries, which is the
main justification for tariff protection in catch-up
periods, is much greater now than it was in the past.
Thus in order to obtain the same degree of actual
protection, today’s developing countries would
need to impose relatively higher tariffs than those
that were used by the now developed countries
during their catch-up periods (Chang, 2002: 67).

range of trade policy instruments available to developed countries until the 1920s resembles the
situation faced by developing countries today,
given that WTO rules and commitments curtail
the use for economic catch-up of instruments such
as export-related subsidies, performance requirements for foreign investors, and reverse engineering and imitating of foreign technology.

Chang (2002) shows that the great importance
of tariffs in promoting economic development
until the 1920s was associated with the underdevelopment of other instruments of public policy.
Governments’ limited abilities to raise tax revenues circumscribed their use of subsidies. Moreover, non-tariff measures such as quotas, voluntary
export restraints and anti-dumping were developed
only after the Second World War, before evolving
into standard instruments in support of industrial
development. Therefore, in a sense, the limited

As proposed by Akyüz (2005), in such circumstances, it would be important for developing
countries to be able to modulate applied industrial tariffs in order to pursue a pattern of public
support policies such as that illustrated in figure
5.1 above. That is, the variation of applied tariffs
levied on particular product categories, in accordance with their path of technological upgrading,
could be a key instrument of sectoral policy. To
be sure, this kind of tariff policy does not imply
either the imposition of high applied tariffs for all
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sectors at any one time or the imposition of high
average applied tariffs. On the contrary, it is likely
to result in lower average applied tariffs than would
be the case if tariff policy were
looked at from a tariff line by
tariff line perspective.
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for all individual developing countries in the table, except China, bound tariffs on manufactures
significantly exceed applied tariffs,36 thus leaving
room to adjust tariffs in support
of domestic producers. Moreover, many developing countries have less than full binding
The current multilateral
This kind of flexible tarcoverage or deploy significantnegotiations on NAMA are
iff policy would be best accomly different levels of both bound
set to reduce the flexibility
modated by a strategy of mainand effectively applied tariffs
in setting and binding
taining bound tariffs at a relaacross manufactured goods, as
tariffs.
tively higher level (or mainshown by relatively high values
taining a large part of industrial
of the coefficient of variation
tariffs unbound) and modulatthat reflects intersectoral dising applied tariffs on particupersion. Among the countries
lar industrial sectors around a relatively lower in the table, India maintained the greatest degrees
average level. This would be possible if industrial of freedom, as its tariff regime combined relatively
tariff reduction obligations from international high levels of bound and applied tariffs, as well as
agreements extended only to average tariffs, and sizeable intersectoral dispersion and a relatively
not to individual tariff lines, 35 which has indeed low binding coverage.37 This tariff profile left Inbeen the case in all multilateral trade agreements dia significant space for tariff modulation. By conconcluded so far.
trast, Chile has a relatively low level of tariffs,
very little intersectoral dispersion and full bindApart from supporting diversification and ing coverage. China and Mexico have also contechnological upgrading, this tariff policy pattern served relatively little flexibility in their tariff
provides several additional advantages (see also profile. The other countries in the table occupy
Akyüz, 2005: 26). First, it would balance multi- intermediate positions as they either conserve relalateral disciplines with national policy flexibility, tively high tariff levels but little intersectoral disbecause it would encourage countries to choose persion and (close to) full binding coverage (Arapplied levels of their industrial tariff lines within gentina, Brazil and Egypt), or relatively low tarthe overall limit of an average bound tariff, rather iff levels but with some intersectoral dispersion
than seeking revenue maximization or accommo- and less than full binding coverage (the Republic
dation of wide-ranging demands from lobby of Korea).
groups. Second, it would encourage policymakers
to view tariff protection for specific industries at
The current multilateral negotiations on nonthe lower rung of the technology ladder as a tem- agricultural market access (NAMA) are set to reporary measure, to be phased
duce this flexibility in tariff
setting and binding that develout and replaced by tariff protection for industries at higher
oping countries have mainrungs of the ladder until they
tained. The framework adopted
Since the Uruguay Round
are able to compete in world
for modalities of industrial tarreduced the freedom to use
markets. Third, as a conseiff reductions, as contained in
other policy instruments,
quence, it would encourage
Annex B of the so-called July
the relative importance of
policymakers to take a longerPackage (WTO, 2004) stipuindustrial tariffs has
term view of their economy’s
lates a reduction in tariffs acincreased.
technological development
cording to a non-linear Swiss
and multilateral commitments.
formula, and an increase in
binding coverage. While at the
A number of developing countries have main- time of writing (June 2006) the definition of full
tained a tariff regime that allows them to modulate modalities remained to be negotiated, the overall
applied tariffs on manufactured goods. Table 5.2 objective of the adopted approach is to bind and
shows that for developing countries as a group and reduce all industrial tariffs with a view to harmo-
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Table 5.2

TARIFFS ON MANUFACTURED PRODUCTS AND PER CAPITA INCOME IN SELECTED
DEVELOPING COUNTRIES AND COUNTRY GROUPS, 1985–2005
Applied tariffs
Simple
average
Country

Year

Bound tariffs
Weighted
average

Simple
average

(Per cent)

Coefficient
of variation

(Per cent)

(Per cent)

Weighted
average
Coefficient
of variation

(Per cent)

Binding
coverage Memo item:
Per capita
(Per cent)
incomea

Argentina

1985
1990b
1995
2000
2005

28.3
14.8
13.1
15.3
10.9

..
0.5
0.6
0.5
0.7

26.2
13.6
9.0
11.2
9.4

..
31.7
31.6
31.6
31.6

..
0.2
0.2
0.2
0.2

..
32.5
32.0
32.2
32.7

..
100.0
100.0
100.0
100.0

10 008
10 755
11 254
12 174
12 222 c

Brazil

1985
1990
1995
2000
2005

60.7
34.4
13.7
17.0
12.6

..
0.5
0.6
0.4
0.6

53.5
28.1
12.7
14.8
9.1

..
30.7
30.7
30.6
30.6

..
0.2
0.2
0.3
0.3

..
28.7
30.0
29.6
28.6

..
100.0
100.0
100.0
100.0

6 640
6 497
6 940
7 301
7 531 c

Chile

1985
1990b
1995
2000
2005

19.8
11.0
10.7
9.0
5.0

..
0.1
0.2
0.0
0.5

18.5
10.9
10.6
9.0
4.4

..
25.0
25.0
25.0
25.0

..
0.0
0.0
0.0
0.0

..
25.0
24.9
25.0
25.0

..
100.0
100.0
100.0
100.0

4 969
6 764
7 999
9 115
9 993 c

Mexico

1985
1990d
1995
2000
2005

12.1
14.4
12.5
18.0
8.5

..
0.3
0.5
0.4
1.0

11.1
13.0
7.7
14.6
2.8

..
35.0
35.0
35.0
35.0

..
0.1
0.1
0.1
0.1

..
34.9
34.8
65.4
35.5

..
100.0
100.0
100.0
100.0

7 870
7 758
7 619
9 046
9 010 c

Chinae

1985
1990b
1995f
2000
2005c

41.9
40.0
21.3
15.8
9.5

..
0.8
0.7
0.6
0.7

33.2
35.6
18.2
13.5
5.8

..
9.5
9.5
9.5
9.5

..
0.7
0.7
0.7
0.7

..
8.9
7.9
6.0
5.3

..
100.0
100.0
100.0
100.0

1 181
1 944
2 971
3 928
5 419

India

1985
1990
1995g
2000h
2005

101.9
79.9
28.9
30.7
17.7

..
0.5
0.3
0.3
0.4

99.4
70.8
21.1
28.3
12.6

..
35.5
35.4
35.4
35.5

..
0.5
0.5
0.5
0.5

..
29.3
31.2
30.0
28.0

..
71.5
71.3
71.3
71.5

1 385
1 701
2 154
2 480
2 885 c

Rep. of Korea 1985
1990
1995
2000i
2005c

23.4
12.8
7.8
8.0
7.2

..
0.2
0.2
0.3
2.1

22.5
11.4
7.3
6.2
4.5

..
11.0
11.2
11.3
11.3

..
2.1
2.2
1.8
1.7

..
7.3
7.2
6.1
6.4

..
95.4
95.4
94.8
94.8

6 649
9 792
13 597
15 143
18 840

Egypt

37.5
..
24.0
19.2
19.0

..
..
0.9
0.7
0.9

30.8
..
22.2
17.5
16.9

..
..
28.5
28.5
28.4

..
..
0.7
0.7
0.7

..
..
26.4
25.1
24.9

..
..
99.3
99.3
99.2

2 845
2 896
3 025
3 326
3 729

1985
1990
1995
2000j
2005k

/...
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Table 5.2 (concluded)

TARIFFS ON MANUFACTURED PRODUCTS AND PER CAPITA INCOME IN SELECTED
DEVELOPING COUNTRIES AND COUNTRY GROUPS, 1985–2005
Applied tariffs
Simple
average
Country

Year

Bound tariffs
Weighted
average

Simple
average

(Per cent)

Coefficient
of variation

(Per cent)

(Per cent)

..
26.1
14.8
14.0
10.5

..
0.9
0.9
0.8
1.1

..
20.5
9.5
11.3
6.5

..
26.7
32.6
36.5
30.2

Weighted
average
Coefficient
of variation

(Per cent)

Binding
coverage Memo item:
Per capita
(Per cent)
incomea

Memo item:
Developing countries
1985
1990
1995
2000
2005c

..
0.7
0.5
0.5
0.5

..
17.7
19.8
19.1
15.6

..
68.6
73.2
70.7
67.9

2 946
2 875
3 225
3 612
3 915

Source: Tariff data for 1985 from UNCTAD, 1994. All other tariff data from UNCTAD, TRAINS Database at WITS. Income data
from World Bank, World Development Indicators (WDI) Database.
Note: The data in the table refer to manufactures, and thus exclude tariffs applied in a number of sectors (such as extractive
industries) that are included in industrial tariff data (i.e. the subject of NAMA negotiations). Data for developing countries are only indicative, because averages are based on less than full country coverage for some years.
a PPP (constant 2000 international dollars), data for developing countries as a group refer to the median.
b 1992.
c 2004.
d 1991.
e Data for applied tariffs are based on a more recent list, that includes a larger number of tariff lines than the list used for
data on bound tariffs. Thus, prior to China’s accession to the WTO in 2001, the numbers in the table for applied tariffs
can exceed those for bound tariffs, even with full binding coverage.
f 1996.
g 1997.
h 2001.
i 1999.
j 1998.
k 2002.

nizing them, both across countries and across individual tariff lines.
In sum, a developing country’s tariff policy
needs to be part of a long-term industrialization
strategy. Selective trade liberalization should be in
line with a country’s ability to achieve technological upgrading. In addition, temporary protection
should be combined with export promotion associated with quantitative targets that are easy to

monitor and allow governments to withdraw support from firms that do not achieve upgrading
targets. Given the numerous drawbacks and risks
associated with their use, tariffs need to be implemented with considerable caution. But since the
URAs reduced the degrees of freedom for developing countries to use other policy instruments
designed to support diversification and technological upgrading, the relative importance of industrial
tariffs has increased.
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D. Industrial dynamism and national policies:
recent experiences

The objective of this section is, first, to provide empirical evidence of industrialization and
technological upgrading in developed and developing countries over the past 25 years and, second, to present a few selected case studies on the
associated trade and industrial policies. It attempts
to set the general context in which countries have
undertaken trade and industrial policies and examines whether, how and to what extent multilateral trade rules and commitments have affected
countries’ autonomy in policy-making and implementation.

1.

facturing trade and production over the past
25 years. Comprehensive data on manufacturing
value added (MVA) are available only up to 2003,
so that they do not reflect the more recent impact
of trade and industrial policies. The data show that
success in exporting manufactures is not an appropriate indicator of a country’s industrial development. They reveal a pattern comprising the
following features:

•

The shares of developing economies both in
world manufactured exports and world MVA
showed a sharp increase during the period
1980–2003, but growth in exports was much
stronger than in value added. This contrasts
with the experience of developed countries,
whose share in world manufacturing exports
fell between 1980 and 2003, while their share
in world MVA rose significantly.

•

There has been wide variation in industrial
performance across developing regions, leading to a rise in the concentration of industrial
activities. South and East Asia are the most
industrialized in the developing world; their
combined share in total world MVA has increased the most, more than doubling since
1990 to exceed 17 per cent in 2003. The Latin
America and Caribbean region has experienced the strongest decline in its share of
world MVA, the sharpest fall being in the
1980s and early 2000s.

•

China succeeded in more than tripling its
share in both world MVA and world manufactured exports between 1990 and 2003. Its
experience closely resembles that of the Re-

Industrial dynamism:
recent empirical evidence

The degree of expansion of their manufactured exports and improvement of their share in
world trade, particularly in high-tech products, is
often taken as a measure of the pace of industrialization and technological upgrading in developing countries. However, the higher import content
of domestic production brought about by trade liberalization, together with the greater participation
of developing countries in import-dependent, labour-intensive, low-value-added processes in international production networks, implies that
increases in their manufactured exports may often have taken place without commensurate increases in income and value added, as discussed
in TDR 2002.
Table 5.3 presents data on the shares of developed and developing economies in world manu-
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Table 5.3

SHARE OF SELECTED DEVELOPING ECONOMIES AND REGIONAL GROUPS IN WORLD
MANUFACTURING VALUE ADDED AND MANUFACTURED EXPORTS, 1980–2003
(Percentage share)
Share in world
manufacturing value added

Share in world
exports of manufactures a

Region/economy

1980

1990

2000

2003

1980

1990

2000

2003

Developed countries b

64.5

74.1

74.9

73.3

74.1

77.9

67.3

65.4

Developing countries

16.6

17.0

22.8

23.7

18.9

18.3

28.9

29.7

Latin America and the Caribbean

7.1

5.6

5.4

4.4

4.3

2.4

4.7

4.1

Argentina
Brazil
Chile
Mexico

0.9
2.9
0.2
1.9

0.8
2.2
0.1
1.1

0.8
1.1
0.2
2.0

0.5
0.9
0.2
1.7

0.2
0.8
0.2
0.8

0.3
0.8
0.2
0.5

0.3
0.8
0.2
2.7

0.3
0.8
0.2
2.2

South and East Asia

7.4

8.7

15.2

17.2

7.6

13.6

21.7

22.7

0.6
0.7

1.1
1.4

1.3
2.2

1.1
2.3

1.3
1.1

2.3
2.2

2.7
3.1

2.3
3.0

1.2

1.5

2.4

2.8

1.0

2.0

4.2

3.7

0.4
0.2
0.3
0.3

0.5
0.2
0.2
0.5

0.9
0.5
0.3
0.7

1.1
0.5
0.3
0.8

0.2
0.4
0.2
0.2

0.4
0.7
0.2
0.6

0.8
1.6
0.7
1.1

0.6
1.5
0.5
1.1

China

3.3

2.6

6.6

8.5

1.0

1.7

4.3

6.5

India

1.1

1.1

1.2

1.4

0.3

0.5

0.7

0.9

0.9

0.9

0.8

0.8

5.4

2.6

1.8

2.0

China, Taiwan Province of
Republic of Korea
ASEAN-4
Indonesia
Malaysia
Philippines
Thailand

Africa

Source: UNCTAD secretariat calculations, based on UNIDO, Handbook of Industrial Statistics 1996; UNIDO, International
Yearbook of Industrial Statistics, 2006; World Bank, World Development Indicators online; Taiwan Province of China,
Monthly Bulletin of Statistics online; UN COMTRADE and UNCTAD estimates.
Note: Calculations in current dollars.
a To ensure data comparability, the definition of this product category follows industrial statistics. It therefore includes
processed primary products in addition to manufactures, as defined in trade statistics. For further discussion of this
statistical issue, see Wood and Mayer, 1998. Using the definition of manufactures in trade statistics (i.e. SITC 5 through
8 less 68) has a negligible effect on the shares of the individual countries listed in the table. By contrast, it results in a
number of sizeable changes for country groups. Most of these changes are confined to 1980 when, based on the
definition of manufactures in trade statistics, the share in world exports of manufactures was 15.5 per cent for developing
countries and 78.1 per cent for developed countries (using the UNIDO country classification). The remaining discrepancy
with respect to TDR 2002, table 3.5 for 1980 trade data is due to data (re-)estimation, in particular for China.
b To ensure data comparability, the definition of this group is that used by UNIDO prior to 2006. Hence, contrary to the
current standard definition of the United Nations, it does not include the Czech Republic, Estonia, Hungary, Latvia,
Lithuania, Poland and Slovakia.

public of Korea between 1980 and 2000,
which (together with the Taiwan Province of
China) is often portrayed as exemplifying
successful economic catch-up among the late
industrializers.38 This outcome strongly con-

trasts with that of Mexico, whose share in
world manufactured exports increased more
than fivefold during the 1990s, while its share
in world MVA only about doubled during the
same period. Moreover, both these shares de-
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Figure 5.2

clined during the early 2000s. Brazil also
shows an interesting development, with its
share in world manufactured exports remaining largely unchanged over the past 25 years
and its share in world MVA falling significantly, during the 1980s, and even more so
during the 1990s.

SHARE IN TOTAL MANUFACTURING VALUE ADDED
OF MAJOR PRODUCT CATEGORIES IN THE
REPUBLIC OF KOREA, BRAZIL AND
MEXICO, 1980–2003
(Per cent)

These different experiences in industrial development across individual developing countries
are closely related to changes in the composition
of the respective countries’ industrial activities,
as shown in figure 5.2. The figure concentrates
on Brazil, Mexico and the Republic of Korea, because comprehensive data for China are not available. The Republic of Korea shows the classic
picture of successful industrial structural change
and technological upgrading. While the shares of
resource-intensive and labour-intensive products
in that country’s total industrial activities fell during the period 1980–2003, the share of technologyintensive products grew continuously, to reach
72 per cent in 2003.
Brazil and Mexico show an entirely different picture. Mexico experienced a slight increase
in the share of technology-intensive products in
its total industrial activities between 1995 and
2000, which is likely to have been associated with
the growing activities in the automobile sector
following the entry into force of the North American Free Trade Agreement (NAFTA) in 1994. Nevertheless, resource-intensive manufactures have
maintained the highest share in the country’s industrial activities. Brazil experienced little change
in the relative importance of the three categories
of industrial production over the period 1980–2003.

2.

National policies for industrial
development: some recent experience

(a) Latin America
Source: UNCTAD secretariat calculations, based on data for
Mexico and the Republic of Korea from OECD, Structural Analysis (STAN) Database; and on data for Brazil from ECLAC, Program for the Analysis of Industrial
Dynamics (PADI) Database.
Note: The shares are based on values in 1985 dollars. For
a detailed explanation of the product categorization,
see the notes to this chapter.

Most countries in Latin America adopted
comprehensive economic reform programmes
during the 1980s and early 1990s, which emphasized more stringent monetary and fiscal policies,
liberalization, privatization and deregulation (as
noted in chapter II). These were accompanied by
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the discontinuation of inward-oriented industri- sources in response to signals from world market
alization strategies and, in most cases, the disman- prices; and (ii) complement this macroeconomic
tling of institutional structures, such as develop- policy with microeconomic policies designed to
ment banks, that had been of major importance to make their domestic enterprises internationally
those strategies. However, in the mid-1990s, there competitive and facilitate their international intewas a growing belief that, even though the reforms gration. These microeconomic policies have ofhad been successful in bringten been embedded in national
ing about macroeconomic ficompetitiveness strategies, 39
nancial stability, they were not
sometimes specifically tarachieving the promised results
geted at small- and mediumIn the mid-1990s, a
in terms of economic growth
sized enterprises (SMEs), with
significant number of
and sustainable improvement
the general aim of fostering lacountries in Latin America
in the countries’ balance of paybour productivity and technoadopted plans for the (re-)
ments. Moreover, the industrial
logical innovation in existing
development of their
restructuring process that acindustries. Such business proindustrial sector ...
companied economic reform
motion policies have been
had led to the undesired outcombined with measures decome of premature deindustrisigned to attract FDI through
alization (i.e. a decline in the
improvements in the host counshare of industry in aggregate output and employ- tries’ locational advantages.40 FDI has also been
ment accompanied by the growing importance of sought with the objective of developing producthe primary sector, rather than by that of the serv- tion, particularly for export activities in new inices sector as has generally been the case in the dustrial sectors for the respective host country
benign process of deindustrialization in developed (Melo, 2001; Peres, 2006).41
countries). As discussed, for example, in TDR 2003
and Cimoli et al. (2006), the pattern of industrial
The specific policy measures employed to
production and trade, which had resulted from achieve the central objective of enabling domespolicies that relied on unfettered market forces, tic enterprises to gain a competitive edge over their
was shifting the composition of output and exports foreign competitors have differed across the countowards natural-resource-based products at the tries of the region. In general, they have been
expense of those sectors that have the greatest aimed at promoting exports, output growth and
potential for productivity growth and technologi- investment, and higher productivity and competical upgrading (i.e. manufactures, and particularly tiveness. Tax and credit incentives have been the
the high-technology-intensive ones).
most important types of policy instruments for the
promotion of exports, particularly of non-traditional
In the mid-1990s, a sigexports. Such fiscal incentives
nificant number of countries in
have been characterized by a reLatin America – in particular
duced use of subsidies and an
... attempting to enable
Brazil, Colombia and Mexico
emphasis on tax refunds on dodomestic
enterprises
to
– adopted medium- or longmestic inputs or duties paid on
term plans for the (re-) develimported inputs, and the creagain a competitive edge
opment of their industrial section of export processing zones.
over their foreign
tor, and a number of other
competitors.
countries began to implement
The main objective of
policies with the same objeccredit policies to promote extive, though through a less forports has been to provide acmalized strategy. The general approach of these cess to working capital or initial investment fiplans and strategies has been to: (i) maintain their nancing for new export activities. These loans are
macroeconomic orientation, emphasizing financial generally offered at domestic market rates, which
stability and broad-based trade liberalization, of- are usually higher than those of international fiten accompanied by financial liberalization, with nancial markets. Brazil’s programme for the fia view to achieving an efficient allocation of re- nancing of exports (PROEX) is a major excep-
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tion, as it allows Brazilian exporters of certain as the oil, mineral or forestry sectors), tourism, or
goods and services, or their foreign importers, to a variety of services sectors (ranging from infraobtain trade finance on international market con- structure to the film industry). In some countries
ditions (i.e. granting mainly interest equalization (e.g. Brazil and Mexico), a variety of sectors benpayments).42 Embraer, the Brazilian manufacturer efit from credit and tax incentives, but most counof regional aeroplanes, has been one of the firms tries have focused support on a narrow range of
to use this programme. Howsectors (Melo, 2001: table 3).45
ever, in 1996–1999, Canada,
However, Mexico’s recent plan
home to Embraer’s main com(contained in the National Plan
petitor, Bombardier, chalfor Development, 2001–2006)
Incentives have been
lenged the compatibility of
to adopt sector-specific policies
provided to all economic
PROEX with WTO rules and
to stimulate investment with
sectors, but some have
commitments. The WTO disa view to generating greater
a sector-specific
pute settlement panel ruled
domestic value added and
dimension ...
that the subsidies granted unstrengthening the linkages
der PROEX were inconsistent
among local production chains
with the SCM Agreement’s
has been hampered by insufprovision prohibiting the use of subsidies contin- ficient budgetary funds and by long delays in imgent upon export performance. While Brazil ap- plementation (Moreno-Brid, Rivas Valdivia and
pealed against this ruling,43 it also changed the pro- Santamaria, 2005: 14).
visions of PROEX. Subsequently, ruling on a further challenge from Canada, the WTO panel reThe promotion of scientific and technologiport of July 2001 established that the revised cal upgrading has been an important element in
PROEX falls under the exceptions provided in policies designed to improve enterprise producAnnex I of the SCM Agreement, and thus is not tivity and international competitiveness. As with
against WTO rules and commitments.44 While this export promotion and support to output growth
illustrates that WTO rules and commitments can and investment, the provision of credit and fiscal
reduce the degrees of freedom of national policy- incentives have been the main types of policy inmaking, it also highlights the fact that (i) the WTO struments used to promote technological upgradprovides a transparent legal structure to deal with ing. Other instruments include government funddisputes, and thus minimizes the risk of “trade ing of R&D projects and strengthening cooperawars”, (ii) while much leeway in policy-making tion between public research institutions and primay have been lost under multilateral rules, coun- vate enterprises. However only limited budgetary
tries can nevertheless retain a degree of flexibil- resources seem to have been made available for
ity through creative policy-making, and (iii) sig- technology development and innovation. For exnificant administrative and neample, in Brazil, public funding covered only 10 per cent
gotiating capacities are reof private sector R&D activiquired to fully benefit from the
ties during the period 1998–
WTO regime.
... emphasizing extraction
2000; much of the rest was
industries, tourism, or
Policies to promote outsourced from company profits,
services.
put growth and investment
given that the high domestic
have also emphasized credit
interest rate provided little inand tax incentives. Generally,
centives for financing such acthese incentives have been provided to all eco- tivities through loans (De Negri, 2006). Another
nomic sectors, but some have a sector-specific type of policy used to promote scientific and techdimension. Contrary to much of the policies nological development has been support to SMEs,
adopted in connection with the inward-oriented which are often considered highly important in
industrialization strategies of the past, which fo- innovation. Particularly in countries of the Andean
cused on support to manufacturing activities, re- Community (Bolivia, Colombia, Ecuador, Peru,
cent fiscal incentives and loans by development and Venezuela) or in Central America (Peres,
banks have emphasized extraction industries (such 2006), this has taken the form of support to SME
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clusters (i.e. an agglomeration of SMEs in the
same or related lines of business located in a given
geographical area).46
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of such tax benefits “manufacturing firms that rely
on foreign inputs entering as temporary imports
pay approximately 30% lower input costs than
similar firms which use locally produced inputs”
While the bulk of policy support mentioned (Moreno-Brid, Rivas Valdivia and Santamaria,
so far has been applied to all economic sectors, 2005: 22). This is probably why, during the pemany countries in Latin America have also used riod 1990–2000, producers of auto parts that ensector-specific measures. For example, credit and joyed such tax benefits through the maquiladora
fiscal incentives have been directed mainly to at- regime increased output and employment much
tract FDI in high-technology-intensive sectors, more than those that did not benefit from such a
such as the information and communications tech- regime, even though the latter experienced more
nology sector, and in the automotive industry. rapid productivity growth (Mortimore and Barron,
However, the shift away from relatively central- 2005: 20). Indeed, it is doubtful whether the proized tax policies supportive of economic devel- vision of such benefits has supported the entry of
opment and their increasing devolution to regional domestic enterprises into international production
and local governments has often led to “fiscal networks and contributed to domestic industrial
wars”, whereby different redevelopment. Rather, it may
gions and municipalities offer
ultimately have benefited mainincreasingly generous incenly the automobile manufactive packages to attract new
turers in the United States by
A major shortcoming of
TNCs or trigger their relocaincreasing their competitiveindustrialization strategies
tion away from existing TNC
ness vis-à-vis their Asian comin Latin America has been
production sites within the
petitors in the United States
the lack of coherence
same country. In Brazil, for
market (Mortimore and Barron,
between the measures
example, in order to make the
2005).
taken at the micro level
automotive sector more attracand the macroeconomic
tive to FDI, individual incenPartly in reaction to this,
environment.
tive packages amounted to as
in the early 2000s, the Meximuch as $300,000 per job,
can Government attempted to
leading some observers to contransform the export platforms,
clude that subsidies of this size
which had mainly carried out
are likely to exceed the gains from reallocating assembly activities of imported production inputs
plants within Brazil (Christiansen, Oman and for re-export to the United States. It sought to conCharlton, 2003).
vert them into manufacturing centres that would
produce auto parts in addition to assembling them
Such incentives were offered to TNCs in the into vehicles, and aimed at other large markets
hope that they would provide technological and for automobiles in addition to the United States,
knowledge spillovers to domestic producers, as such as the EU and Japan. Free trade agreements
well as facilitate the integration of such produc- were used as a major instrument to that effect,
ers into international markets, such as through because it was expected that the rules of origin
their participation in TNC-managed international associated with these agreements would bring
production networks (Lugones, 2006). Mexico, about increased levels of local content. However,
among the countries in Latin America, has gone according to Mortimore and Barron (2005: 25–26),
furthest in this regard. In December 1993 (i.e. just this strategy has largely failed, mainly because
before NAFTA took effect), Mexico enacted a new very few enterprises located in Mexico were able
law on FDI that simplified administrative proce- to provide parts and components that would meet
dures and eliminated virtually all restrictions on international price and quality standards. This
FDI in manufacturing. The law also provided for demonstrates the difficulties of the Mexican authe progressive removal of all performance re- tomotive industry in re-establishing local producquirements on FDI in the automotive sector. tion linkages and furthering technological upgradMoreover, imported inputs for re-exportation were ing, which may have been due to the adverse efallowed to enter the country tax-free. As a result fects of previously overgenerous treatment of FDI.
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If comprehensive tax incentive packages to attract
FDI had not been offered, there may have been
sufficient additional budgetary revenues to significantly increase the Government’s ability to provide greater funding support to R&D and innovative activities.
In sum, the microeconomic policies that governments in many Latin American countries have
adopted since the mid-1990s may have been successful in supporting the international integration
of domestic enterprises and in attracting more FDI
to the region. On the other hand, these policies do
not appear to have significantly moved production and export patterns towards products of higher
technology intensity. According to Peres (2006),
it is not easy to assess the success of the microeconomic policies in these terms because in many
cases they have been adopted in the absence of
quantitative criteria that would have enabled an
objective assessment of their effects.
Nevertheless, a significant shortcoming of the
current industrialization strategies in many Latin
American countries relates to the lack of coherence
between the adopted microeconomic measures and
the prevailing macroeconomic environment. The
orthodox macroeconomic policy stance of most
countries in the region helped to bring inflation
under control and establish a reasonable degree
of monetary and fiscal discipline. However, partly
due to a loss of macroeconomic policy autonomy
resulting from rapid liberalization and closer integration into the global economy, financial
stabilization has often been accompanied by significant instability in key prices, such as real
wages, exchange rates, interest rates and assets,
that exert a strong influence on resource allocation and investment decisions. High interest and
exchange rates have exacerbated this situation and
impeded investment and technological change
(see, TDR 2003, chap. VI). Thus the macroeconomic framework has not been conducive to the
creation and expansion of productive capacity and
the improvement of productivity and international
competitiveness, which were the main objectives
that the microeconomic measures sought to
achieve.
In addition, the emphasis on export promotion through measures that apply to all economic
sectors has tended to boost international com-

petitiveness of domestic enterprises within a production and export pattern based on existing
comparative advantage related to the abundant
endowment in most countries of the region of natural resources and/or low-skilled labour. However,
these sectors are generally not capable of generating sizeable growth in productivity and value
added. This policy stance has been reinforced by
the fact that tight budgetary constraints of many
Latin American countries have prevented them
from allocating sufficient financial resources to
support R&D and innovation activities and the
further development of technological capabilities.
Innovation policies have been too broad-based,
which, although substantial in overall fiscal terms,47
has meant that they have been insufficient for
making a meaningful contribution to R&D and
innovation activities in individual sectors. Moreover, budgetary constraints were exacerbated by
the generous tax incentives to FDI. More recently,
the current commodity price boom and the associated higher budgetary revenues have given many
Latin American governments greater flexibility in
this respect. It is also worth noting that technological and knowledge spillovers from FDI have
fallen short of expectations, and have been insufficient to improve domestic technology and
productivity to create a competitive domestic export sector in high-value-added manufactures. The
disappointing impact of FDI on industrial development may have been partly due to the overly
generous incentive packages offered in competing
for that FDI. In some instances, this shortcoming
may also have been related to the fact that rules
and commitments in international trade agreements prohibit the use of performance criteria for
FDI of the kind applied in the East Asian NIEs
during their economic catch-up.

(b) China
The structural transformation of China’s
economy is of particular interest for several reasons. First, it has been accompanied by very rapid
economic growth, which led China to become the
fourth largest economy in the world by 2005. Second, China’s economic development over the past
30 years has been based on various development
strategies, including central planning, inwardoriented import-substituting industrialization along
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with a strong export orientation, and an open-door mainly from State-owned banks. Moreover, manupolicy regarding FDI. These strategies were used facturing industries and industries based on nonat different times, but in some cases also simulta- agricultural raw materials enjoyed tax rates up to
neously in different parts of the economy. Third, 80 per cent lower than those imposed on other
the various types of proactive economic policies industries (Lu, 2001: 342 and 348).
and wide range of instruments that have shaped
China’s economic development have continuously
FDI has played a pivotal role in China’s changbeen adapted to changes in the underlying devel- ing industrial structure. It was attracted through
opment strategy, as well as to changing circum- the creation in 1980 of four Special Economic
stances in the domestic and international environ- Zones, where imported inputs and exports were
ment. This has been the case, in particular, in the exempted from duties and new enterprises were
run-up to, and in the aftermath of, China’s acces- offered extended periods of tax exemption. Since
sion to the WTO. Thus the process of China’s eco- 1992, inward FDI has increased, as firms in Tainomic transformation over the past 30 years may wan Province of China and Hong Kong (China),
be characterized as “experimental gradualism”, under increasing pressure from rising wages in
with the use of heterodox politheir labour-intensive induscies in a creative and often intries, were driven to find new
novative manner.
low-wage production locations
In China, much policy
elsewhere to maintain their inDistinct from economic
ternational competitiveness.
support has consisted of a
transformation in most other
This contributed to acceleratgradual and selective
developing countries, China’s
ing industrial restructuring in
adoption of regulations
China from heavy to light inprocess of industrialization and
regarding the pace and
dustry. Later, in the 1990s, a
structural change has been part
pattern of the transition
of a general economic transigrowing number of internatowards a market economy.
tion from a centrally planned
tional production networks, in
economy towards a market
which TNCs organize several
economy. Thus, much policy
suppliers in different locasupport has consisted of a gradual and selective tions, supported industrial restructuring from light
adoption of regulations that have governed the industry to capital- and technology-intensive inpace and pattern of the transition towards a mar- dustries. Chinese locations have come to play a
ket economy. Key elements in this transition have central part in such networks, in particular in elecbeen the reduction of the role of State-owned en- tronics. Since 1999, on average, about 15 per cent
terprises (SOEs), and the gradual and selective of total FDI flows to China have been invested in
introduction of market incentives through the the electronics industry (MOFCOM, 2006a).
regulatory reform of price systems and of the regimes governing domestic labour mobility, exterIn addition to the provision of fiscal incennal trade and FDI. On the other hand, government tives, the government has influenced the sectoral
policy has played an important role in directing distribution of FDI by screening potential FDI
both domestic and foreign investment towards inflows. Guidelines and regulations were issued
specific sectors.
explicitly identifying “prohibited”, “permitted”,
or “encouraged” types of FDI. The latter offered
Investment promotion has mainly taken the incentives to FDI in high-tech industries through
form of sizeable public investment in physical extensive preferential treatment such as tax rebates
infrastructure, direct government financing, the and/or exemptions, duty free imports of capital
provision of credit at preferential interest rates, equipment and better access to public infrastrucand tax rebates. In the absence of an efficient do- ture and utilities such as gas and electricity
mestic securities market, bank loans were the (MOFCOM, 2006a). In order to attract FDI inmajor source of corporate finance. Fixed invest- corporating more sophisticated technologies for
ment expanded faster between the late 1980s and export-oriented industrial production, the Governthe late 1990s, directed at targeted industries and ment streamlined administrative procedures and
sectors that benefited from preferential credit, offered incentive packages in “free trade and high-
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technology development zones”, including the
provision of heavily subsidized land and energy.

vancement and domestic innovation a driving
force for structural change and social development
is of particular policy relevance at China’s curChina’s foreign trade policy has been an in- rent stage of industrialization. So far, only a small
tegral part of its strategy for industrial develop- number of firms have been reinvesting a signifiment. It was very industry-selective, with exten- cant share of their profits in R&D. The reliance
sive import restrictions before China’s accession on FDI for technological upgrading appears to
to WTO. Until then, foreign trade had supported have weakened domestic innovation and applicaindustrial restructuring in two ways. First, gradual tion of knowledge: since the 1990s, FFEs in China
and phased trade liberalization enabled imports filed by far the largest proportion of patent appliof technology which China would not otherwise cations, with local firms filing less than 20 per
have access to, and which were essential for struc- cent (Cao, 2004: 8). This may further inhibit techtural changes in Chinese industry (see TDR 2002). nological progress in Chinese industry. Another
Second, foreign trade allowed the export of sur- problem lies in the application of patents: only
plus production, without which these structural 10 per cent of the domestically owned patents
changes, based on a combination of a large sur- were applied in production annually between 1985
plus of labour and rapidly increasing investment and 2003, in stark contrast to an annual average
– both domestic and foreign –
of 60 to 80 per cent in develwould not have been sustainoped countries.48 The lack of
able given the narrowness of
initiative on the part of domesTechnological upgrading
China’s domestic market, in
tic enterprises to innovate and
particular before 1990.
upgrade technology may also
has become one of the
be due to the wide technology
greatest challenges in
Exporting firms benefited
gap between Chinese firms
Chinese economic
from various pricing, tax and
and competitors in advanced
development.
loan privileges, as well as supcountries, which makes catchport for technological upgrading up very costly and highly
ing, to maintain and increase
risky for individual entertheir exports. With the deepening of China’s eco- prises. Moreover, within international production
nomic reforms and, in particular, the decentrali- chains Chinese firms have tended to be locked into
zation of foreign trade, which led to a massive labour-intensive activities, a tendency that has
entrance of private enterprises, many of the in- been reinforced by China’s tax rebate system. The
centives have been phased out, non-tariff barriers system was successful inasmuch as it contributed
gradually dismantled and tariff barriers lowered significantly to China’s trade expansion, but it has
significantly. Indirect instruments such as tax re- done so by encouraging processing and assembling
bates have become increasingly important to boost activities.
trade in the Government’s “encouraged” industrial
As a result, advanced technology in China’s
sectors.
export industry is still highly concentrated in afOver time, technological upgrading has be- filiates of TNCs. This is evidenced by the high
come one of the greatest challenges in Chinese and growing share of FFEs in China’s high-tech
economic development. China’s exports continue exports compared to their share in the country’s
to have a relatively high import content, particu- total exports. In 2005, the share of FFEs in highlarly of technology-intensive parts and compo- tech exports was 88 per cent, compared to 45 per
nents, as indicated by the fact that in 2005, 55 per cent in 1995, while the share of FFEs in China’s
cent of the exports fell into the category of process- total exports rose from 31 per cent to 58 per cent
ing trade, and in the same year 88 per cent of Chi- in the same period (MOFCOM, 2006b). At the benese high-tech exports came from foreign-funded ginning of China’s opening up, policies towards
enterprises (FFEs) and 66 per cent from wholly FDI included measures aimed at coercing techforeign-owned enterprises (MOFCOM, 2006b). As nology transfer and enhancing backward linkages.
recognized in China’s five-year plan for 2006- The FDI approval process frequently included ex2010, making scientific and technological ad- plicit provisions for technology transfer in the
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form of local content requirements and production export quotas. In addition, joint venture
projects served to obtain technology through collaboration in production, research or training. With
China’s accession to the WTO, in particular its
commitment to abide by the TRIMs Agreement,
these practices had to be abandoned. Besides, as
China’s FDI regime has been liberalized and administrative power increasingly decentralized,
there has been growing competition among local
governments to attract FDI. As a result, incentives
to foreign investors have tended to become more
generous, so that they frequently benefit from
better than national treatment with little pressure
for technology transfer, and there is risk of a race
to the bottom in bidding for FDI. Although TNCs
in China appear to have considerably increased
their investment in R&D, this has been driven
mainly by the abundant human resources available there, and their aim to create R&D centres
close to the potentially rapidly growing Chinese
market in order to adapt advanced technology to
specific demands of local consumers (UNCTAD,
2005: 110–111). Overall, however, the level of
diffusion of competitive technology of TNCs in
China is still low.
With the end of the WTO transition period,
most of the elements of China’s earlier industrial
policy have been phased out, in particular infant
industry trade protection measures, preferential
interest and tax rates, as well as some forms of
direct financial assistance to industries. This has
brought new challenges for the design and implementation of industrial policy. For instance, when
the clauses covering technology requirement and
export content in the Law of Wholly Foreign
Owned Enterprises were repealed upon China’s
accession to the WTO, many FFEs separated from
their local joint-venture partners to become
wholly-owned foreign enterprises, making technological and other spillovers from FDI more
difficult to obtain. Moreover, the possibilities for
the Government to support domestic industries
have diminished considerably. Recently, Canada,
the EU and the United States requested consultations with China concerning its regulating
of imports of automotive parts and components
in order to support the development of the Chinese automobile industry, which they considered
to be inconsistent with some WTO/GATT agreements.
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Although direct intervention favouring domestic industries has declined with the growing
importance of the private sector and China’s accession to the WTO, the Government is still
retaining a guiding role via indirect instruments
such as taxation, the provision of guidelines for
science and technology development49 and certain
forms of public financial support for related expenditures. At present, a reform of the system of
value-added tax rebates is under discussion.50 In
the past, these rebates, which favoured raw materials and parts and components used as inputs for
manufactured exports, had a significant impact on
the structure of China’s trade and industrial development in favour of processing trade. Now,
increasingly it is believed that relying too much
on the comparative advantage of labour-intensive
products may discourage the upgrading of China’s position to higher value-added production in
the international supply chain. Another ongoing
debate is about the possible elimination of the dual
corporate tax system applied to foreign investors
and domestic companies.51 So far, foreign investors benefit from lower tax rates of between 15 and
24 per cent compared to domestic companies that
have to pay 33 per cent. In addition, foreign investors are entitled to tax holidays if they invest
in “encouraged sectors” or poor regions in China.
Changes in these government policies are bound
to have an impact on China’s future industrial
structure.

(c) Recent industrial policy in France
France has often been characterized as the
European representative of State-led developmentalism. Particularly prior to economic liberalization in the 1980s, France pursued a developmentalist industrial policy supported by subsidies,
credit controls, indicative planning, and direct
intervention in State-owned enterprises. While liberalization eliminated government control over the
allocation of credit by banks and other financial
institutions, which previously had been the principal tool of industrial policy, subsidies survived,
although they were used to a lesser extent. The
importance of indicative planning was also drastically reduced, and, in any case, had already become less development orientated, given that in
the aftermath of the economic slowdown of the
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1970s industrial policy was directed more at avoiding bankruptcies and unemployment rather than
at espousing an enlightened vision of economic
development.

having successfully narrowed the technology gap
with the world leader, the United States, during
the 1950s, 1960s and 1970s, in the past few years
France’s industrial development has not kept pace
with technological progress and economic growth
French industrial policy has traditionally fo- in some other developed countries, particularly the
cused on the development of sectors designated United States. This is reflected in (i) a decline in
as being of national interest, such as steel and com- the contribution of manufacturing to total value
puter technology in the 1960s,
added relative to that in other
nuclear power and telecomdeveloped countries (in addimunications in the 1970s,
tion to the common trend in
electronics in the 1980s, and
developed countries towards a
France’s new industrial
high-technology sectors more
growing services sector); (ii) a
policy promotes clusters of
recently. The institutional strucspecialization pattern biased in
competitiveness ...
favour of traditional, relatively
ture in which industrial policy
is embedded and the instrulow-technology-intensive secments used have been evolvtors (such as agro-industry and
ing over time in response to changes in the world transport equipment) at the expense of dynamic
economy, in particular the change in the interna- high-tech sectors; and (iii) growing international
tional monetary system after 1973.52 There was competition from developing countries and Cenalso concern that the strategy of nurturing national tral European economies in France’s traditional
champions might cause industrial policy to be industrial sectors, which has been accompanied
“captured” by the economic sectors it was de- by the relocation of some activities in these secsigned to serve and develop, with the result that tors from France to relatively low-wage countries,
the instruments used would serve to create sectoral as well as by an erosion of the international comrents rather than accelerating national economic petitiveness of France’s existing high-tech sectors
modernization.
(Beffa, 2005).
France’s recent industrial policy reforms mark
a further evolution in the choice of institutional
framework and policy instruments. Reflecting the
general trend towards decentralization in that
country, the new approach gives substantially
more weight to local and regional government
entities, even though the central Government retains a strong role. The new initiative also marks
a shift away from a State-led approach based on
the nurturing of a few large national enterprises
to a private-sector-led approach. It relies on partnerships between firms (both large enterprises and
SMEs, most of which collaborate with foreign,
particularly German, enterprises), educational
centres and research institutions in which the State
mainly plays a merely facilitating role.
France’s new industrial policy started, in
2002, a process aimed at defining a strategy for
the promotion of clusters of competitiveness
(“pôles de compétitivité”).53 This resulted in the
identification of 74 such clusters in 200554 and the
launch of six clusters in March 2006. This new
industrial policy is based on the observation that

Some observers have identified insufficient
research and innovation activities as the root cause
of the concentration of France’s industrial specialization in relatively low-technology-intensive sectors
and of its difficulties in developing high-tech sectors (Beffa, 2005; Jacquet and Darmon, 2005).
Thus the main objective of France’s new industrial policy is to promote research and innovation
and improve industrial efficiency. It is expected
that this will help increase the country’s growth
potential and social cohesion, change its pattern
of industrial specialization by according greater
importance to high-tech sectors, and enable the
achievement of the highest level of technological
competencies (Jacquet and Darmon, 2005: 72).
The clusters of competitiveness bring together enterprises, educational centres and private
and public research institutions to work in partnership on common projects with a view to
attaining a critical mass of economic activity
within a geographical area. They aim to achieve
technological innovation that will improve the
competitiveness of French enterprises on interna-

National Policies in Support of Productive Dynamism

tional markets of substantial size or growth
potential. There are two types of clusters: (i) a relatively small number of clusters, the research
activities of which are organized around a specific area of technology with innovative activities
aimed at applications at the technological frontiers (e.g. in biotechnology, nanotechnology and
space industries); and (ii) a larger number of clusters that conduct more applied research closely
targeting existing industrial sectors and markets
with a significant growth potential at the global
level (CIADT, 2004; Jacquet and Darmon, 2005:
63–74). Both types of clusters emphasize active
partnerships for innovation.
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The funds are granted on the condition that the
supported activities are not relocated (Jacquet and
Darmon, 2005: 70).
While increasing the local ownership of
projects, the decentralization, combined with the
high fragmentation of local and regional State
entities into multiple levels, has increased the administrative complexities of decision-making and
poses an additional challenge to maintaining coherence in government actions. In addition, the
selection process includes a sizeable element of
subjectivity, as no strictly defined quantitative
criteria are used. Moreover, it is not clear how the
clusters’ performance will be evaluated. Perhaps,
most importantly, the call for project submission
vastly exceeded expectations, resulting in the creation of more than four times the initially expected
number of recognized clusters, while the funds
allocated for their support were only doubled. This
raises the question as to whether the allocated
funds are sufficient to obtain the objective of
reaching a critical mass (OECD, 2006: 16).

The clusters were selected on the basis of a
competitive process with the objective of identifying projects capable of making a significant
contribution to the development of enterprises for
which innovation is central to their competitiveness. Under the general oversight of the Inter-ministerial Committee for Regional Planning and Development (CIADT), which was chaired by the
Prime Minister and which also had the final decision-making authority, the selection process was
The new industrial policy in France has been
conducted by independent experts from the busi- designed under the general umbrella of the soness, research and educational sectors, as well as called “Lisbon Strategy”. This Strategy, adopted
at the European Council Sumby government experts at both
mit in 2000 55 and updated in
local and ministerial levels. The
assessment criteria included the
2005, aims at increasing R&D
... with the main objective
cluster’s potential for creating
intensity in the EU. The action
to step up research and
value added through innovaplan of 2005, which reformuinnovation
and
improve
tion, for playing a leading role
lated the Strategy’s priorities,
industrial efficiency.
on international markets, for
provides an integrated apits reliance on a partnership
proach to improving the conwith different actors, and the
ditions for business investcoherence of its economic dement in R&D and innovation
velopment strategy with that of the geographical in order to meet the goal of increasing overall investment in research in the EU from 1.9 per cent
region in which it is located (CIADT, 2004).
of GDP to 3 per cent by 2010 (Commission of the
The State’s financial contribution to the clus- European Communities, 2005).56
ters amounts to 1.7 billion euros for the period
2005-2007. The direct financial benefits take the
Within this EU-wide framework, the French
form of subsidies, tax exemptions and reduced approach is distinguished by its greater emphasis
social contributions, as well as specific financial on a required increase in the contribution of pubsupport and guarantees. These are supplemented lic funds to industrial research. Beffa (2005), for
by priority treatment in terms of the provision of example, notes that in the United States this share
IT-equipment and speedy administrative proce- is between 12 per cent and 21 per cent, depending
dures, staffing of public research institutions, on the industrial sector, while in France, it is only
appraisal and exchange of technological knowl- 12 per cent on average for all industrial sectors.
edge, and a range of other measures (Jacquet and Moreover, France allocates much fewer of these
Darmon, 2005: 70–71 and 83; OECD, 2006: 77). funds than the United States to non-defence-
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related research in industrial frontier technologies.
The funding provided to the competitiveness clusters attempts to narrow both these gaps.

One reason for this shift towards the promotion of R&D and innovation activities has been
the perception that outsourcing activities or the
relocation of entire production units to cheaper
This policy of broad-based sponsorship of locations no longer involves only labour-intensive
partnerships between government, business, and assembly stages; it is also increasingly affecting
educational and research institutions to advance more skilled activities. This has caused concern
industrial R&D and innovation has been a gen- because it is generally believed that, contrary
eral tendency in developed
to the outsourcing of labourcountries over the past few
intensive activities to loweryears. It reflects a move away
wage regions, a process that
from public support to the deactually may improve an outDeveloped countries have
velopment of productive casourcing firm’s international
the budgetary capacity to
pacity towards fostering innocompetitiveness, outsourcing
provide massive public
vation for the development of
of high-tech activities deprives
support.
knowledge-based industries.
an economy of part of its dyWithin this new strategy, supnamic development potential.
port measures appear to be
Anxiety over the outsourcing
mainly of a general nature, but
of IT-based services to India
in practice they imply according priority to par- has perhaps been the most vivid expression of this
ticular industrial sectors that have been identified, concern.
in one way or another, as offering considerable
potential for innovation. As noted by Weiss (2005:
Multilateral trading rules provide sufficient
732), developed-country governments have imple- latitude for developed countries to implement this
mented an extensive range of programmes to pro- strategy. As discussed in the previous section, the
mote high-tech firms. These include support for provision in Article 8 of the SCM Agreement alpre-competitive R&D, facilitating access to ven- lows subsidies for R&D and regional and enviture capital, and the expansion and upgrading of ronmental development activities, although they
a sophisticated infrastructure for the promotion are now actionable. The fact that the developed
and protection of intellectual property, informa- countries have the budgetary capacity to provide
tion and telecommunications, and the appraisal massive public support to such activities highlights
and exchange of technological knowledge via the asymmetry involved in the use of Article-8-type
pubic-private collaborative projects.
subsidies.
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E. Conclusions: options for policy innovation

hibition under the SCM Agreement to provide subsidies contingent on export performance.57 Second, they prohibit the imposition on foreign investors of performance requirements that favour
technology transfer and the use of domestically
produced components. And third, they make it
However, specific policy measures that suc- difficult or costly for domestic producers to uncessful countries have adopted cannot easily be dertake reverse engineering and imitation through
emulated by other countries. Nevertheless, there access to technology that is covered by patent or
are some common general principles underlying copyright protection. Given these constraints, the
their success, and governments, through creative URAs, by implication, lead to an increase in the
policy-making, could choose specific types of pub- relative importance of temporary protection in the
form of industrial tariffs. Delic support policies adapted to
veloping countries thus may
their country’s particular local
find that tariffs are one of the
conditions, including its stage
few policy options left, and in
of economic and institutional
International trade
this respect it may be of interdevelopment.
arrangements have limited
est to modulate applied tariffs
policy space in several
on particular industrial sectors
An assessment of the exareas.
tent to which various internaaround a stable average level
tional trade arrangements have
of industrial tariffs, in line with
restricted the degrees of freea country’s pace and pattern of
dom of developing countries
technological upgrading. Howto pursue proactive trade and industrial policies ever, even this option is likely to be limited by the
gives a mixed picture. On the one hand, WTO rules current WTO negotiations, as well as by RTAs.
and commitments have made it far more difficult
for developing countries to combine outward oriOn the other hand, under the current set-up
entation with the unorthodox policy instruments of multilateral trade rules, countries still have the
that the mature and late industrializers employed possibility to pursue policies that will be able to
to promote economic diversification and techno- help generate new productive capacity and new
logical upgrading. The rules and commitments areas of comparative advantage. Such types of
limit policy space in three areas. First, they se- policies largely concern the provision of public
verely restrict the use of subsidies to develop lo- funds in support of R&D and innovation activical production of new products or new modes of ties. Countries in a position to use the WTO rules
production; probably the greatest obstacle to sen- and commitments to this effect can continue to
sible industrial policies in this context is the pro- support their own industries, target national chamExperience with reforms over the past 15 years,
as well as recent developments in economic theory
concerning the creation of new areas of comparative advantage, provide a strong rationale for the
adoption of proactive trade and industrial policies.
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increase in fiscal expenditure (e.g. through
the provision of subsidies), while protectionist measures in the form of tariffs provide
fiscal revenues. Thus, as emphasized by Wade
(2006), by pursuing public support policies
solely on the basis of the provision of public
funds, developing countries risk encountering
serious budgetary and financial constraints,
which will allow substantially lower levels
of support compared to those provided in the
past and those that developed countries continue to be able to provide.

pions, and generally promote national efforts towards technological advancement.
The case studies in section D of this chapter,
which attempt to shed some light on the kinds of
policies that have been used to support industrial
development and technological upgrading over the
past few years, indicate that:

•

•

•

Coherence between macro- and microeconomic policies is crucial. A macroeconomic
policy stance that leads to high domestic interest rates and an overvalued exchange rate
is not conducive to investment that can bring
about productivity growth and improve the
international competitiveness of domestic enterprises, even when microeconomic and
structural policies provide incentives for such
investment.
A coherent policy strategy that supports
industrial development and technological upgrading also requires a pragmatic and strategic
approach aimed at making FDI fit into the
development agenda in a way that would help
bring about not only faster and more sustained
growth, but also structural and technological
change. However, in the current international
economic environment, where many countries compete with each other for FDI, only
countries with a skilled labour force and a
large enough domestic market and purchasing
power potential are likely to have sufficient
leverage over TNCs to secure technology
transfer and productivity spillovers. On the
other hand, even those countries will find it
difficult to exert such leverage if there is intensive domestic competition for increased
FDI through generous incentive packages at
the provincial or municipal levels – a lesson
learned from the experiences of some Latin
American countries and China, as noted
above.
The shift in emphasis from trade and industrial policies based on protectionist measures
for a limited number of industrial activities
towards the provision of public funds to support all economic sectors has a significant
fiscal impact. Subsidies imply a cost to public budgets, in the form of a loss of fiscal
revenues (e.g. through tax exemptions) or an
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It also needs to be borne in mind that WTO
rules and commitments carry the threat of
sanctions, but the eventual imposition by
trading partners of retaliatory tariffs or other
measures depends on the actual damage. 58
Consequently, as long as the damage caused
by a trading partner’s infringement of rules
is small, a WTO member State is unlikely to
invoke the dispute settlement mechanism and
initiate the imposition of sanctions. It would
appear that this confers additional degrees of
freedom on countries whose importance in
world trade is relatively small.59

Thus, developing-country governments may
wish to take advantage of the degrees of freedom
in national policy-making that have remained untouched by the URAs. Indeed, the observation that
multilateral rules still allow countries a certain degree of freedom to adopt open-economy industrial
policies and that infringements are liable to challenge only when the dispute settlement mechanism
is invoked, has led to the hypothesis that “[w]hat
constrains sensible industrial policy today is
largely the willingness to adopt it, not the ability
to do so” (Rodrik, 2004: 32).
However, the asymmetries in the URAs
should not be underestimated. They result from
the fact that while the negotiated agreements
extend to all WTO members in the same way in
terms of legal obligations, they are much more
burdensome for developing countries in economic
terms. This implies that it is crucially important
to look at the “level playing field” metaphor not
in terms of legal constraints, but in terms of economic constraints, considering countries’ different
structural features and levels of industrial development.
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Moreover, what is left of the degree of free- so may have been the fear of adverse reactions by
dom for developing-country policymakers after multilateral lending agencies, international finanthe URAs has been reduced through regional and cial markets and foreign investors. As Finger and
bilateral free trade agreements with developed Nogues (2002) note, at the end of the UR, develcountries. These agreements typically extend the oping countries were faced with the choice of acrange of disciplines beyond
cepting what was proposed or
those found in the URAs rerisk being marginalized in the
garding investment regulation
international trade regime.62
Developing countries may
and intellectual property rights
Regarding bilateral trade agreefind
that
tariffs
are
one
of
protection.
ments, it appears that the emthe few policy options left.
phasis on export promotion as
a development strategy led
Current trade negotiations
threaten to further curtail the
many developing countries to
believe that securing and indegree of freedom for developing country-policymakers. At the multilateral creasing access to developed-country markets by
level, the threats are probably greatest in the in- signing free trade agreements is almost an end in
tellectual property rights negotiations being con- itself.
ducted under the aegis of WIPO – where developed countries are pushing for further harmoniMore recently, however, developing countries
zation of national patent regulations – and in the have been making concerted efforts to prevent a
current multilateral trade negotiations on indus- further reduction of their policy autonomy and to
trial tariffs. 60 Concerning the negotiations on in- recover some of their lost autonomy (Gallagher,
dustrial tariffs, employing a harmonizing formula 2005: 12). This implies that, in light of their ex(across products and/or countries), cutting tariffs perience with adherence to the existing multilatline-by-line rather than just on average, would re- eral rules and disciplines, many governments toduce the degree of freedom for developing coun- day believe that too much policy autonomy was
tries to protect some industrial sectors while lib- conceded during the UR, without gaining much
eralizing others. Most importantly, it will reduce in return. According to this view, some of the conthe flexibility to increase tariffs that had previ- cessions developing countries made in the URAs,
ously been cut, as shown by Laird, Vanzetti and such as in TRIPS and TRIMs, were on the underFernández de Córdoba (2006). 61 Maintaining ex- standing that these were in exchange for develisting degrees of freedom for national policy- oped countries’ providing improved market acmaking would imply extending the notion of flex- cess. However, as discussed in chapter III above,
ibility to the right to exempt some sectors from developed countries have largely failed to follow
tariff-binding and tariff-cutting commitments, and through on their side of the deal.
to the right to maintain the average level of tariffs at negotiThe Doha Work Proated levels while being able to
gramme has yet to deliver on
flexibly raise and lower tariffs
the development promise of
Some degrees of freedom
in specific sectors, as deemed
the Doha Declaration. The
in national policy-making
necessary for industrial upeventual outcome may well
remained untouched by the
grading and development.
further reduce flexibility in
URAs, but the asymmetries
policy-making by developing
in the URAs should not be
It needs to be recognized
countries, particularly in the
underestimated.
that developing-country policyarea of industrial tariffs. On
makers willingly signed on to
the other hand, a failure of the
many of the commitments in
ongoing multilateral negotiainternational trade agreements, which implied a tions could result in greater importance being
reduction in their de jure policy autonomy. This given to regional or bilateral free trade arrangewas motivated by the expectation that the result- ments as the legal mechanisms that define rules
ing benefits would far outweigh the costs of such and disciplines in international trade. While these
commitments. Another possible reason for doing arrangements may improve developing countries’
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access to developed-country markets, they may
entail a reduction in the degree of freedom in national policy-making that could be greater than
that emerging from a Doha Round Agreement.

This could make it even more difficult to develop
the supply capacity needed to take advantage of
improved export opportunities.

Notes

1

2

3

4

As discussed in TDR 2005, India’s reliance on the
services sector is the major exception to this pattern but to what extent India can sustain rapid economic growth without rapidly expanding its manufacturing sector is an open question.
There is no generally accepted definition of industrial policy. Chang (1996: 60) defines it “as a policy
aimed at particular industries (and firms as their
components) to achieve the outcomes that are perceived by the state to be efficient for the economy
as a whole” (emphasis in original). In a similar vein,
Pack and Saggi (2006: 2) argue that “industrial
policy is basically any type of selective intervention or government policy that attempts to alter the
sectoral structure of production toward sectors that
are expected to offer better prospects for economic
growth than would occur in the absence of such intervention, i.e., in the market equilibrium”. In this
sense, the desired outcome of industrial policy can
be considered to be the creation of new production
capacity and new comparative advantage, enabling
an economy to progress upwards in the international
division of labour. By contrast, Rodrik (2004: 3)
stresses that “the analysis of industrial policy needs
to focus not on the policy outcomes – which are
inherently unknown ex ante – but on getting the
policy process right” (emphasis in original).
It has also been questioned whether developingcountry governments have the administrative and
institutional capability to design and implement
active trade and industrial policies. This issue is addressed in chapter VI.
A further argument, associated with the literature
on “strategic trade theory” initiated by Brander and
Spencer (1985), relates to international rent shifting on the basis of strategic interdependence among
a small number of firms. However, the policy out-

5

6

7

come of this argument is very sensitive to even small
changes in the underlying model assumptions. Moreover, the model is often based on the interdependence
of a duopolist structure (i.e. a market structure that
is most relevant for high-tech enterprises in developed countries). Thus, apart from isolated cases, such
as that relating to the aircraft firms Embraer and
Bombardier, there appears to be little in strategic
trade theory of relevance for developing countries.
These arguments stem largely from the concept of
circular and cumulative causation that posits a circular relationship between growth in productivity
and growth in total output. The main proponents of
this concept – including Young, Rosenstein-Rodan,
Hirschman, Myrdal, Kaldor and, more recently,
Cornwall, McCombie and Thirlwall – employ similar or related analytical tools as those of recent empirical studies of late industrialization (e.g. Amsden,
1989, 2001; Wade, 1990, 2003a; TDR 1996, 2003).
They argue that there are pervasive and significant
increasing returns and externalities; complementarities in investment, production and consumption;
endogenous technical change and factor creation;
imperfect information, and a dependence of the capital-labour ratio on the size of the market, which,
taken together, contradict the conditions for general equilibrium (see Toner, 1999, and Ros, 2000,
for detailed accounts).
This also largely depends on the extent to which
productivity growth translates into an increase in
aggregate demand (i.e. issues related to income distribution).
With international trade in intermediate goods, domestic producers may import their production inputs.
However, such imports are likely to pose problems
of technology adaptation similar to those related to
the purchase of foreign machinery and equipment.
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10

11

12

13
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To be sure, innovation in developing countries does
not generally mean pushing out the technology frontier. Rather, it means developing products or processes at home that are new for the specific economy
but that may already be well established in world
markets.
Technical evaluations may provide some indication
of the cost structure, but undertaking such an evaluation itself represents an initial investment.
Noland and Pack (2005: 4) argue that the existing
technological barriers will cause the entry of imitators to be slow, so that the innovative enterprise will
have a considerable time period during which it will
not face much competition from local firms. However, if the speed of imitative entry depends on the
degree of technological innovation, it is likely that
the size of the start-up investment will also depend
on the size of existing technological barriers, thereby
extending the time period required to recover the
start-up investment.
In the discussion on the volatility of different types
of capital inflows (TDR 2003), it has been noted
that in the evolving international environment,
where finance has assumed a more prominent role
in shaping international economic relations, liberalization of financial flows and related innovations
in financial market instruments allow for hedging
of FDI flows. This tends to blur the distinction between FDI and other types of capital flows by making FDI much more footloose and less stable than
the kind often proposed in the argumentation in support of FDI as the key driver of industrialization in
developing countries.
In new economic geography models, the structure
of production in individual countries is determined,
as in traditional trade theory, by the interaction between country characteristics and industry characteristics. But while traditional trade theory focuses on
relative factor endowments of countries and factor
intensities of goods, the mechanisms of new economic
geography models also take into account market size
and countries’ geographical distance from the markets of the main developed countries, as well as the
transport intensity of the industrial sectors, including the level of transport costs and the dependence
on intermediate inputs. Mayer (2004) examines the
relevance of these models for developing countries.
In the past, many countries maintained restrictions
on imports of luxury consumer goods, but this was
motivated not so much by industrial policy as by
foreign-exchange management considerations.
Moreover, as a fundamental rule, it is clear that, to
be successful, any kind of trade and industrial policy
requires a stable macroeconomic environment conducive to investment.
Policy support for product or process innovation will
be more successful if it can be directed at those ac-
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tivities with the highest potential to crowd in complementary investment and create technological
spillovers. But the creation of linkages and interfirm spillovers very much depends on, among other
things, the prevailing industry structure (i.e. whether
all activities in an industrial sector are combined in
large firms, such as in the chaebols of the Republic
of Korea, or whether there is a dense network of
smaller firms with forward and backward linkages).
It is probably easier for large enterprises to exploit
scale economies before potential imitative competitors enter the market, as well as to benefit from
spillovers. On the other hand, this reduces the case
for supportive policies designed to reduce the cost
of innovative investment. An alternative may be to
combine more horizontal support, targeted at new
activities and processes more generally, with more
selective measures aimed at fostering diversification and structural change.
Lall (2004), for example, builds a classification of
different types of industrial policy around the attitude towards FDI based on a “competitiveness strategy”, which seeks to identify the kind of public support required to attract FDI while laying the ground
for knowledge spillovers.
Experience suggests that performance criteria
should be related to productivity growth and structural change, rather than to a multiplicity of objectives such as rent transfer to particular groups on an
ethnic, family, gender or interest group basis.
In addition to using formal policy tools, governments can also seek to exercise influence through
informal administrative guidance, coercing recalcitrant firms if necessary. Wade (2003a: xxi–xxii), for
example, describes how “nudging” foreign firms to
switch supplies from imports to domestic producers, or nudging established industries quickly to
provide markets for firms in innovative industries,
was used in Taiwan Province of China. This kind of
persuasion involved a mix of methods, such as promises of goodwill for future ventures, or delaying the
granting of permission to import (that had earlier
been approved quickly and automatically).
Examples include the incompatibility of standards
between IBM personal computers and Apple Macintosh, computer chips made by Intel and other
firms, or competing standards for third-generation
telephone handsets, optical disk storage or high-definition televisions. By contrast, open source software
is an example of global compatibility because it
makes the source code of an application available
via the Internet.
Departing from the MFN rule, there are provisions
that allow free trade agreements and customs unions among WTO members under certain conditions.
Moreover, the so-called “escape clause” allows a
WTO member to suspend its obligations as a tem-
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porary emergency measure, accompanied by the
adoption of adjustment policies.
The agreements also included liberalization commitments relating to non-tariff barriers, as well as
commitments in the areas of agriculture and services, but these are not considered here.
Investment-related disciplines of the multilateral
trading regime are also contained in the General
Agreement on Trade in Services (GATS) as part of
mode 3 (i.e. supply through commercial presence).
For a detailed discussion of this area, see Wade,
2003b; and Cho and Dubash, 2005.
These transition periods were five years for developing countries (i.e. until the end of 2000), and seven
years for the least developed countries (LDCs), with
some further extensions granted to countries experiencing implementation difficulties for development, finance or trade reasons.
This concerns disputes Nos. 51, 52, 65 and 81 against
Brazil; Nos. 146 and 175 against India; Nos. 54, 55,
59 and 64 against Indonesia; No. 195 against the
Philippines, and Nos. 339, 340 and 342 against China.
For details, see www.wto.org/english/tratop_e/
dispu_e/dispu_status_e.htm.
Since TRIMs applies only to trade in goods, governments can impose local procurement requirements with respect to services such as banking, insurance and transport, as long as such measures remain possible under GATS disciplines.
This is in contrast to the Subsidies Code of the Tokyo Round, which was voluntary and extended only
to national governments.
Subsidies for research had to be for activities conducted by firms or by higher education or research
establishments on a contract basis with firms, on
the condition that the assistance covered not more
than 75 per cent of the cost of industrial research or
50 per cent of the cost of pre-competitive development activity. Eligible regions were defined as those
whose per capita income did not exceed 85 per cent
of the country’s average or those whose unemployment quota had been at least 110 per cent of the
country’s average over a three-year period. Regarding environmental objectives, subsidies were permitted for the “promotion of adapting existing facilities to new environmental regulations”.
The Agreement refers to seven areas of intellectual
property: copyrights, trademarks, geographical indications, utility models, patents, integrated circuits
and undisclosed information.
The LDCs have been granted a general transition
period until 1 July 2013, and an additional extension until 1 January 2016 with regard to patents and
undisclosed information relating to pharmaceutical
products.
While the focus of this discussion is on the impact
of the TRIPS Agreement on industrial development,
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it should be noted that access to medicines in developing countries has gained considerable attention. This has mainly a humanitarian dimension, but
it can also be of considerable importance for pharmaceutical industries in developing countries. The
Doha Declaration clarified the need to interpret
TRIPS from a public health perspective, and thus
improved the Agreement’s developmental aspects
in terms of access to medicines. It explicitly recognizes the flexibility within TRIPS to grant compulsory licences and the right of countries to determine
the grounds on which these are granted. The WTO
decision of 30 August 2003 waives the limitation
on exports of generic products if they go to countries having insufficient manufacturing capacity.
For specific examples, see Morin, 2003; and Shadlen,
2005b.
The advent of the avian influenza made compulsory
licensing a global issue because of the widespread
perception that patent protection of the apparently
only efficient drug in this area is a barrier to preparations for combating a potential pandemic. For a detailed discussion of the impact of developing countries’ bilateral free trade agreements with the EU
and the United States on intellectual property rights
that affect access to medicines, see Correa, 2006.
Kowalski (2005: 11) points out that in upper-middle-income countries, the share of import duties in
total government revenue fell from about 20 per cent
in the late 1980s to about 7 per cent in the early
2000s; the respective shares for lower-middle-income countries were 25 per cent and 16 per cent,
and for low-income countries 27 per cent and 19 per
cent respectively.
Full binding coverage and uniform tariffs also contribute to greater predictability of trade policy and
market access, and thus foster the stability of the
international trading system (Francois and Martin,
2002). But this is true only if the resulting loss of
flexibility in tariff policy is not replaced by a greater
application of non-tariff measures, which are generally less transparent than tariffs. Moreover, it is
exchange-rate instability that often constitutes the
most serious threat to the predictability and stability of international trade flows and the international
trading system (TDR 2004).
Moreover, developing countries would need to be
able to raise tariffs in particular industrial sectors
without much cost. GATT Article XVIII: A and
XVIII: C allows countries to remove tariff concessions or use quotas for infant industry protection,
but in order to do so they have to “negotiate” and
“compensate”. While these obligations maintain
transparency and help to avoid abuse, this procedure can be cumbersome and involve costly compensation. The so-called “escape clause” under Article XIX allows a WTO member State to suspend
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its obligations under certain conditions in order to
safeguard its industry. However, these safeguards
can be invoked only as temporary emergency measures and must be accompanied by adjustment; thus
they do not provide an instrument for promoting
competitive industrial production.
This discrepancy between bound and applied tariffs is partly due to unilateral trade liberalization
that many developing countries have undertaken
either voluntarily or as a result of conditionalities
imposed by multilateral lending institutions.
This statement relates to a comparison of India with
the other countries in the table, but, as noted above,
not with respect to the now developed countries
when they were at India’s current level of per capita
income.
However, industrial upgrading in the Republic of
Korea has largely relied on national enterprises,
while it appears that much of the high-value-added
industrial activity in China occurs in wholly foreignowned enterprises, as discussed below.
This emphasis on international competitiveness is
well illustrated by the fact that one of the main policy
actions included in Brazil’s Multi-Annual Plan for
the period 1996–1999 was a reduction of the socalled “Brazil-cost”, that is, “the extra labor and fiscal costs producers (both foreign and domestic) have
to bear when producing in Brazil as opposed to producing in foreign countries” (Melo, 2001: 10).
Peres (2006) also notes that in bilateral or multilateral free trade negotiations, representatives from
Latin American countries sometimes attempt to
improve export opportunities for new industrial activities in order to promote industrial development.
This has been the case, in particular, for countries
closely linked to the United States markets, either
through geographical proximity or formal trade arrangements, such as Mexico and the smaller Central American and Caribbean countries.
For details on PROEX, see www.bb.com.br/appbb/
portal/gov/ep/srv/fed/AdmRecPROEX.jsp. In a
sense, it could be argued that, in terms of export
finance, PROEX simply seeks to bring Brazilian
exporters on an equal footing with their competitors in countries that have sustained macroeconomic
stability and strong financial markets.
Moreover, in 2001–2003, Brazil challenged the compatibility with WTO rules and commitments of the
low-interest financing provided by the Canadian
Government to a foreign importer of Bombardier
aircraft. In February 2002, the WTO dispute settlement panel ruled that this aid constituted an illegal
subsidy.
As pointed out by Goldstein (2002: 112), to prevent abuse of the programme, financing must be at
market rates plus a risk premium; loans must be for
no longer than 10 years, and they must cover no
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more than 85 per cent of the purchase in question.
For a legal assessment of the WTO dispute settlement panel ruling, see Doh, 2003: 14–15.
For details on the criteria used for the selection of
specific sectors, see Peres, 2006.
Employment creation and regional development
have been additional objectives of support to SME
clusters.
Gross domestic expenditure on R&D accounts, on
average, for only 0.6 per cent of GDP in Latin
America and the Caribbean, compared to 1.2 per
cent in China, 1.8 per cent in the EU and 2.8 per
cent in the United States (UNESCO, 2005).
See China Daily, Speed application of high-tech advance, 14 February 2006.
National Guideline on Medium and Long-term Programme for Science and Technology Development
(2006–2020).
See China Daily, China to adjust export tax rebates,
6 June 2006 (http://en.ce.cn/Business/Macroeconomic/200606/15/t20060615_7365602.shtml).
See Shanghai Securities Daily, Merger of the dual
tax system has reached the Ministry of Finance, 6
June 2006 (www.china.org.cn/chinese/zhuanti/
2006ssgclt/1231761.htm).
Loriaux (2003: 108–109) argues that the move from
fixed to flexible exchange rates in 1973 rendered a
policy of State-controlled bank credit very costly
because it led to an “overdraft economy” in which
interest rate hikes had little or no impact on the demand for credit by businesses.
Jacquet and Darmon (2005: 86) point out that the
creation of clusters of competitiveness is the “offensive” part of France’s industrial policy, which
has been complemented by a “defensive” part consisting of tax credits and other fiscal benefits for
industrial sectors and geographical regions facing
economic difficulties. For detailed information
on clusters of competitiveness, see www.competitivite.gouv.fr/.
Some of the 67 initially chosen projects were
merged, while the projects for an additional nine
clusters were approved in December 2005 (Ministère
de l’Economie, des Finances et de l’Industrie, 2006).
The European Council meeting in Lisbon in March
2000 set the objective of making Europe the most
competitive and dynamic knowledge-based economy
in the world by the year 2010 by, inter alia, creating
a knowledge-based economy and enhancing competitiveness and innovation.
Apart from promoting the use of public procurement to stimulate research and innovation, the new
initiatives in the action plan include: a revised State
aid policy, which aims to reduce State aid gradually
while refocusing it on activities that are likely to
have the most sustainable impact on competitiveness, jobs and growth, and that promote cross-
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border cooperation in research; tax incentives for
firms to invest more in innovative areas; efforts towards the creation of an attractive single market
within the EU for researchers, structural cohesion
and regional funding focused more on research and
innovation; and financial instruments to support research within SMEs (Commission of the European
Communities, 2005).
Contrary to the broad-based and virtually unconditional protectionist measures that often accompanied inward-looking, import-substituting industrialization strategies, export targets were the main performance standard imposed by East Asian governments on business as a reciprocal control mechanism for public policy support. They were designed
to help the supported production activities achieve
international competitiveness and to minimize the
risk of rent-seeking and other abuse of public policy
support.
However, in some instances, the mere threat of sanctions from other countries may have an impact on a
country’s policy-making.
The generally long time lapse between the adoption of a certain policy measure that potentially infringes rules and the ruling of a dispute settlement
panel may allow countries with strong administrative capabilities to achieve the intended goal and
discontinue the policy measure before such a ruling
and the potentially associated sanctions are adopted.
Another area is the negotiations on a multilateral
investment agreement, now dormant, that aimed at
removing virtually all restrictions on FDI.
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It may also induce an even greater use of anti-dumping measures and countervailing duties, which are
inherently discriminatory and costly to implement.
According to Finger and Nogues (2002: 334), influential developed countries had announced that
they would withdraw from the GATT as soon as the
WTO came into existence. This implied that a country that did not accept the “grand bargain” of the
URAs would not have enjoyed protection from discriminatory treatment, either from the new WTO or
the old GATT rules and regulations.

Notes for figure 5.2:
The product categories are based on the International
Standard Industrial Classification (ISIC) Rev. 3 for
Mexico and the Republic of Korea; and on ISIC Rev. 2
for Brazil. Resource-intensive manufactures include: 15,
16, 20, 21, 23, 26, 27 and 28 in Rev. 3, and 311, 313, 314,
331, 341, 353, 354, 362, 369, 371, 372 and 381 in Rev. 2.
Labour-intensive manufactures include: 17, 18, 19, 22,
25, 36 and 37 in Rev. 3, and 321, 322, 323, 324, 332, 342,
355, 356, 361 and 390 in Rev. 2. Technology-intensive
manufactures include: 24, 29, 30, 31, 32, 33, 34 and 35 in
Rev. 3, and 351, 352, 382, 383, 384 and 385 in Rev. 2.
This classification is based on the categories used in TDR
2002, chap. III.
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