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Industrial Policy and Sustaining Inclusive Growth  

• Sustaining inclusive growth with rising living standards requires a 
substantial manufacturing sector to complement high technology 
innovation and services despite Industrialization 4.0: increasingly 
recognized in advanced countries  

• Policy that focuses on either high-technology or low-technology 
sectors is mistaken because the components clusters that create huge 
degrees of freedom for domestic industry are mainly medium-
technology sectors: the China story and successful growth sectors in 
India   

• Medium technology firms are more likely to be replicated and result in 
large clusters that can adapt design and price points to meet the 
demands of downstream OEM assembly industries  

• The binding constraint in all low and medium technologies is that initial 
productivity is low and policies have to support productivity growth  

• Policy success has depended on the success of states to engage in 
‘compulsion’ to force supported industries to achieve productivity 
growth rapidly: this explains huge differences in the performance of 
industrial policy as well as why very different industrial policies have 
worked in different contexts  
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Initial productivity and the rationale for industrial policy 

• Initial productivity is low because learning to use technologies and 
develop smoothly working organizations that can match competitors in 
supply chain management, quality control, inventory management, 
capacity utilization, input waste control etc takes time and HUGE effort.  

• The aim of industrial policy has been to temporarily support firms and 
sectors achieve sufficient productivity so that they do NOT need 
support (but most industrial policy has failed in this respect) 

• For instance, after the departure of the British from the Indian 
subcontinent in 1947, import substitution policies and other policy rents 
resulted in a huge acceleration of industrial growth from less than 1% 
to around 6% 

• However, productivity growth over the next 30 years was almost zero, 
so policy rents could not be removed without killing these industries: 
this ‘industrial policy’ began to unwind in the 1980s 

• In contrast, industrial policy rents in South Korea and Taiwan resulted 
not only in output growth, but also productivity growth, so support 
could be sequentially removed from competitive sectors 

• Fortunately for the Indian subcontinent in the 1980s a number of 
industrial policy strategies for supporting capability development 
emerged that allowed the emergence of competitive industries in 
automobiles, pharmaceuticals, garments and textiles and a few other 
sectors: the secret was finding ways of providing support with 
‘compulsion’ for high effort in achieving competitiveness  
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Competitiveness and Learning in Low and Medium technologies  
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Learning and Effort  
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Financing learning faces a significant incentive alignment problem particularly when the rent is 
ex ante and success is ‘rewarded’ by the loss of the rent and exposure to market competition!  



Why did East Asian companies adopt a high-effort learning strategy? 

• NOT because of culture (East Asia was known in the 1930s for a 
lack of social discipline, laziness and failure to take initiative) 

• My explanation is in terms of the capability and incentives of 
state leadership and agencies to discipline capitalists receiving 
support 

• Not only rents but also plants could be withdrawn and re-
allocated. Even in the presence of significant corruption, this fact 
ensured that the state leadership had no incentive to tolerate 
inefficiency 

• The continuation of rents became conditional on observable 
performance, namely export growth, which was an excellent 
measure of growth in price and quality competitiveness  

• This unique ‘political settlement’ was not a product of East Asian 
genius but was the inheritance of a specific Japanese colonial 
history that destroyed intermediate class organizations and left 
the post-colonial business groups with low social legitimacy  
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Other developing countries had the opposite political conditions  

• In contrast, countries like Asia and Africa that had been 
colonized by the British or the French had inherited powerful and 
well-organized intermediate class political organizations that 
connected business, state agencies, professional groups, 
sometimes the military and political entrepreneurs in complex 
patron-client networks 

• Firms benefiting from industrial policy rents could form coalitions 
that could prevent the withdrawal of rents regardless of their  
performance in productivity growth and their social legitimacy 
was also high because they had participated in anti-colonial 
movements  

• The absence of credible compulsions for high effort learning 
meant productivity growth was low and support had to be 
permanent if those industries were to survive 

• Fortunately for India and Bangladesh (but not Pakistan) the 
policy response was not a sudden liberalization that would have 
killed all the firms but a gradual change to different forms of 
policy supporting capability development  
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How big was India’s productivity challenge and new industrial 
policies  

• For instance, in simple cotton spinning using identical 
machinery, comparing US productivity per worker hour in 1978 
with India: 

• US productivity was 7.4 times greater than India (does not 
include low input productivity on top) 

• In 1990 Indian textile workers were achieving 25% of US 
productivity in 1959 with similar machines and technologies 
(Clark and Wolcott 2002) and Indian textile industries begin to 
become globally competitive  

• The transformation in the auto industry is particularly interesting, 
with a transition in the 1980s from a domestically produced car 
produced with around 100% tariff protection that could not be 
exported to an internationally competitive industry that now 
produces Indian branded cars 

• The auto story, together with pharmaceuticals, garments and 
textiles (including in Bangladesh), iron and steel are a few 
sectors that achieved global competitiveness in the 1980s. How? 
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A medium technology example: India’s motor car industry  

• By the 1960s, India had built an auto industry through its ‘old’ 
industrial policy that produced 50,000 cars a year but which 
lacked international competitiveness  

• But by 2009, India had transformed the industry to produce 2 
million globally competitive cars and became the fourth largest 
global exporter, including of Indian national brands  

• Its success was based on developing and upgrading medium-
technology domestically-owned Tier 1 and 2 producers  

• The policy design emerged out of a joint venture between an 
Indian SOE (Maruti) and a Japanese MNC (Suzuki) in the 1980s 

• Policy provided ‘ex post’ rents to the joint venture to create 
credible compulsions for Suzuki to invest first in developing the 
capabilities of Indian component producers 

• The rents were accessible to Suzuki with conditions  that 
credibly induced high effort given the policy design, the relative 
power of the firm and relevant governance agencies in India 
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India’s motor car industry  

• The ex post rent came in the form of access to a large domestic 
market that was still protected: tariffs were 85% declining to 
60% by 2006-07: Suzuki as a foreign company was only able to 
access these rents if it met certain conditions  

• The main condition was to achieve 60% local content in 5 years 

• To achieve this while protecting its brand, Suzuki had to invest in 
and put in high effort in building organizational capabilities of 
Indian Tier 1 and 2 component producers 

• Rapid success: Maruti captured 50% of the domestic market by 
1983 and through the 1990s capability development continued 
to be driven by similar joint-ventures using a similar policy 
design with other foreign investors  

• By the 1990s Indian Tier 1 winning Deming prizes 

• By the early 2000s globally competitive Indian branded cars 
could be produced because high-quality domestic Tier 1 and 2 
producers emerged as component suppliers  
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Two types of policy failures in industrial policy  11 
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Are policies targeting 
the most important 

constraints? 

Productivity Growth  

Policies targeting constraints 
create rents and require 

effective ‘rent management’ 

Can the rents be 
effectively managed and 
compulsions for learning 
effort created given the 

political settlement?  

Constraints on 
Productivity Growth 

YES 

YES Formal education, 
Skills, Organizational  
Capabilities, Infrastructure, 
Other policies like exchange  
rate etc 



Don’t forget the intermediate technology sectors  12 
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Lessons for Brazil? 

• In sectors where firms are not already globally competitive, 
innovative forms of temporary policy support may be required 
to support learning processes 

• The sectors that should be supported have to take account of 
changes in global manufacturing technology and supply chains 
to maximize clustering effects and potential development of 
locally owned and managed OEM players  

• But support has to involve compulsions as well as incentives 
and this may mean taking ‘disruptive’ positions on existing 
industrial policy arrangements 

• New strategies, new sectors and maybe new industrial players 
need to be considered as partners 

• The positive thing is the old strategies are running out of steam 
as natural resource driven growth is reaching its limits so new 
thinking on industrial policy will at least have an audience 13 


