
FOSTERING MARKETS:

LIBERALIZATION, REGULATION,

AND INDUSTRIAL POLICY

F EW DISPUTE THE CENTRAL ROLE OF THE STATE IN Many countries with weak institutional capability are
securing the economic and social fundamentals saddled by their history with governments whose reach is

discussed in Chapter 3. There is much less agreement, overextended; for them, privatization and market liberal-
however, about the state's precise role in regulation ization is a key part of the policy agenda. As capability
and industrial policy. A counterpart to the rise of state- develops, public organizations and officials will be able to
dominated development strategies in the early postwar take on more challenging collective initiatives, to foster
years was a dramatic expansion in government regulation markets and to make increasing use of efficient-but dif-
in many countries. As countries have liberalized, those ficult to manage-regulatory tools.
aspects of the regulatory framework that have proved
counterproductive are being abandoned. But govern- Prextzndad liber
ments are learning that market reforms and fast-changing overextended states
technology pose their own regulatory challenges. States Interest has revived in finding ways for the government to
cannot abandon regulation. The task, rather, is to adopt work with the private sector in support of economic devel-
approaches to regulation that fit not merely the shifting opment, and to provide regulatory frameworks supportive
demands of the economy and society but, critically, the of competitive markets. Yet in all too many countries, state
country's existing institutional capability. and market remain fundamentally at odds. Private initia-

Attention to the proper match between the state's tive is still held hostage to a legacy of antagonistic relations
role and its institutional capability helps reconcile some with the state. Rigid regulations inhibit private initiative.
seemingly clashing prescriptions for state action. Many, And state enterprises, often buttressed by monopoly privi-
for example, would argue that, in complex industries such leges, dominate economic terrain that could more fruit-
as telecommunications, regulators ought to have consider- fully be given over to competitive markets. At the extreme,
able flexibility in devising and implementing market rules. a mass of inefficient state enterprises blocks private
Yet where institutional capability remains weak, the scope dynamism entirely, even as it imposes an unmanageable
for flexible initiatives is limited; the focus should instead fiscal and administrative burden on the rest of the public
be on winning credibility with firms and citizens, convinc- sector. In such countries the first step toward increasing
ing them that the state will follow through on its com- the state's effectiveness must be to reduce its reach.
mitments and will refrain from arbitrary and capricious The recent economic performance of such countries as
action. China and Poland provides dramatic evidence of the ben-

The same applies even more forcefully to more inter- efits of shrinking the state in former centrally planned
ventionist policies-those aimed at not merely laying the economies. But relaxing government's grip, whether that
foundations of industrial development but actively accel- grip is maintained through public ownership or regula-
erating it. In principle, there seems to be room for gov- tion, can also yield large dividends in more mixed eco-
ernment to play such a role. But in practice its scope for nomies. It can:
doing so turns out to rely heavily on a range of stringent
institutional conditions being fulfilled. Except where role * Free up public resources for high-priority activities.
and capability have been skillfully matched, activist indus- Diverting subsidies away from money-losing state
trial policy has often been a recipe for disaster. enterprises and toward basic education would have
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Table 4.1 Estimates of welfare gains from deregulation in the United States
113illrons of dollars

Gains to Gains to Total Further potential
Industry consumers producers gains gains
A, l1, f I ez S S-14.S 4.9 13.7-19.7 4.9
Raolroaos 7 2-9.7 3.2 10.A-12.9 0.4
TrljcFing 15.4 I -48 10.6 0.0
TelecCrninAi-cartsor,s 0.7-1.6 . . 0.7-1.6 11.8
Catrle teIevior :1.4.1.3 0-1-1.3 0.4-0.8
Bro.er.sgr .1 -0.1 0.0 0.0
riJaur.sl ga . .. .. 4.1

Total 32.313 3.2 35.8-46.2 21.6-22.0
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increased central government education expenditures and other objectives preferably at most secondary in
by 50 percent in Mexico, 74 percent in Tanzania, and importance
160 percent in Tunisia. * Clarification of the criteria to be used in assessing

* Pave the way to better, cheaper services. Divestiture of which regulations are useful, which should be dis-
state assets had positive effects in all but one of twelve carded, and which should be strengthened to com-
carefully studied cases in Chile, Malaysia, Mexico, and plement privatization
the United Kingdom. The benefits came in the form of * Preparation of financial statements and public bud-
increased productivity and investment as well as more gets (including information on borrowing from
efficient pricing. Deregulation in five hitherto tightly banks) to assess which state enterprises are money-
regulated sectors in the United States had by 1990 losers and uncover the reasons for their losses
yielded gains of $40 billion (Table 4.1). In Argentina, * Specification of open and competitive mechanisms
liberalizing harbor terminals in Buenos Aires led to an (such as auctions) for divesting state enterprises.
80 percent reduction in fees.

* Unlock opportunities for private sector development. Such efforts have an added rationale. Often they will
Excessive regulation can inhibit market entry, fuel the show whether or not a country is truly ready for reform-
growth of informal activity, and even create new indus- whether key political actors want reform and find it polit-
tries solely devoted to helping firms navigate the regu- ically feasible to translate that desire into action. If politi-
latory maze. Eliminating these excesses enables markets cal will is lacking, further efforts will be wasted. Indeed,
to function more flexibly, at lower transactions costs. they may prove counterproductive if interpreted as

another in a long line of arbitrary shifts in policy.
The challenges of scaling back the overextended state With the initial preparation done, the second phase of

are as much political and institutional as they are techni- reform is to put in place a business environment that sup-
cal. Success relies on the ability to proceed with reform in ports competitive private markets. Such an environment
the face of opposition from powerful groups who benefit includes rules of the game that facilitate entry and com-
from the status quo. Chapter 9 examines how reforms in petition, and a complementary institutional, legal, and
general can most effectively be initiated and sustained, regulatory framework that can undergird property rights
Here we focus more narrowly on programs of market lib- and markets, including (notably) financial markets.
eralization and privatization. The economic advantages of early reform of the busi-

Initiatives to foster market liberalization and privatiza- ness environment-even before privatization-are sub-
tion can be segmented into three overlapping phases: pre- stantial. One advantage is that fostering external and
paring for reform, establishing an enabling business envi- domestic competition ensures that many of the benefits of
ronment, and privatizing (or liquidating) state enterprises. privatization will be passed on to consumers, rather than
Transparency is the vital ingredient as governments begin simply result in a transfer from public coffers to private
to prepare for reform. Ideally, transparent preparation monopolies. Otherwise the latter are likely to become
includes: powerful, entrenched interests, willing and able to stifle

subsequent efforts to introduce more competition into the
* An explicit statement of the main objective-to un- economy. A second advantage is that, if clear regulatory

leash a competitive market economy-with fiscal structures are in place, bidders will have a better idea of
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the economic potential of companies being privatized- A strategy of "growing out" of state dominance appears
the risk premium will be lower-and government will to have worked in some East Asian economies. But else-
receive higher bids. where economic and political considerations will favor

More broadly, liberalization of the business environ- keeping privatization on the front burner. Delay imposes
ment can be a powerful catalyst, setting off a virtuous three major economic costs. First, money-losing state enter-
spiral whereby each reform makes the next one easier. The prises may continue to drain money from the public coffers
stronger the business environment, the greater the range (or from banks in the form of never-to-be-repaid "loans").
of opportunities and supports available to entrepreneurs, Unless such losses can be contained, the resulting fiscal
bureaucrats, and workers-and thus the weaker the polit- instability can undermine an entire reform program. Sec-
ical opposition to dismantling dysfunctional rules and ond, anticipating privatization down the road, managers
agencies and liquidating or privatizing state enterprises. and workers in state enterprises can be tempted to steal the
The challenge is finding a way to set this virtuous spiral in company's most valuable assets while the going is good.
motion. For at the outset those who prosper under the Third, poorly performing state enterprises may obstruct
dysfunctional system will have much to lose, while the liberalization and restructuring in other sectors. In Zambia
eventual winners are unlikely to have reached the critical market liberalization created opportunities for smallholder
mass needed to lobby for their own interests. Box 4.1 farms to expand production and exports of cotton. But
describes how Mexico was able to overcome initial resis- before being exported, cotton must be processed, and for
tance to the rollback of regulatory controls. some years after liberalization virtually all the country's

Because it takes time for the business environment to processors were under the control of a monopoly state
become supportive-and because privatization becomes enterprise. Once the sector was restructured, the pace at
easier as the environment improves-reformers may be which farmers and businesses took advantage of new mar-
tempted to give privatization a backseat. This is precisely ket opportunities picked up dramatically.
the approach adopted by China and, in earlier years, Given the importance of keeping privatization on the
by the Republic of Korea and Taiwan (China). In the front burner, its sequencing in relation to liberalization
early 1960s, state enterprises accounted for about half of thus poses some difficult dilemmas. On the one hand,
manufacturing production in Taiwan (China) and one- privatization will yield greater economic benefits, and
quarter in Korea. By the mid-1980s their share had fallen impose fewer hardships on society, if it is preceded by
to about 10 percent in both economies-not as a result of liberalization and regulatory reform. On the other hand,
privatization, but because of the rapid expansion of their the longer privatization is delayed, the more entrenched
private sectors. management of state enterprises can become. Box 4.2

Box 4.1 Mexico's deregulation czar

In 1188 che president f Nte.ico appoin[ed a deregu- * ULncqunc.cal prcsidential support. signaling tro both
lation czar. Each month rhis official reported direcrlv bureaucrjts arnd ci.-tins the need to comply v. ich
to the president and his economic council ot nministcrs, the cZar'i decisioni
Evern business in Mlexico. largt or simall. had equal * The fact rhar his decisIons could be oxerruled onml
access to the czar's office to complain about burden- at the highest level ot government
some rules and regulations. W-hen theoffice received a * Thc setting ot ctugh penalties for officials w%ho
complaint, it was obliged to find our w%hy the rule failed to implement the rulings
existed. hoim it interacted with other regulations. and * The time limit. which ensuLreed quick and visible
whether it should continue in effect The office oper- rcsulrs
ared under a strict rimetable: if it did not act to main- * The czar s stalf. w-ho xicre sklilled in he economic
tain. re-Ise. or abolish the disputled rule wirthin orn - consequences of reculation. their Intcractions *~ith
ti-e days. [he rule vas annulled autromatically, other rcgulaidons. and their admtnistratike require-

The work of the deregulation czar over his first four ments-no one perso n can effecik ely carm our a
years is w% idely credited with greatly accelerating islex- 'odernment-u;de program of'deregulation
ico's reforms. It provided struggling private business- * FinalV. the fact that [he czar \von crcdibilirn \ith
people Nith an effective, responsive champion at the officials and with the public by giing a fair hcaring
highesr level of government. The factors behind this to the pow,erless and the influential alike. and setting
succcss include: a consistent record of imparrialicy.
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Box 4.2 Six objections to privatization-and how to address them
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Broad-b.ecd us' ner'hip can help %in popular sup- True, ifgovernncncs are twilling to put hird budget
port tor pricatizanon. One apprtoach. adopted in the constrauits in place. to allow competitio,n fromn pro ate
Czech Republicl.Rssia, anid long,Olia 1 o d[isribu[te tirms, and to ;i.e mnanaeri appropriate incentives.
pri1t Eiia[!,ln oiticherS rs!o cti'en;S tO be redvemed for the performance of state enterprises can improxe The
shares. Another approach. adopted in Argentina. Chile, sad realiy- is thar. altholugbh somie committed govern-
and The Lni[ecd KingLdom. ii tc m3ik an initial public nients have reformed their state cnrerprisces in the short

tfferinm of shares to) ctaizen' a atraLctiVC prices. B3.oth term. makiino these retfrnis stick is much harder.
approiches c:rin be deigned to make roo.nm t'Or a strong qIfil Lh z-ct.liJIlli po .rr 1983 sptc-ightedl a nunmber
srrategc parcncr \irh thc incenrive aind expertise to ot w%ell-perthrming itate Crnerprises around the 5clrld;

efiectiselt restructrure the entcrprise. b 1dQ3 a maj lrity of thles had sunk into clceine.

describes how reformers opting to push ahead with priva- state needs to own less, and although there is no good eco-
tization have tried to contain the risks. nomic reason for state ownership to persist in tradable-

goods industries, there is no single "correct" stage in the
Rolling back overextended states: Two central lessons reform program to start privatizing. The appropriate timing
Experience worldwide with attempts to scale back overex- will depend on the dynamics of reform in each country.
tended states suggests that success contains two vital ingre- Botter regulat
dients. First is a commitment to competitive markets ion
and an accompanying willingness to eliminate obstacles to Skillful regulation can help societies influence market out-
their operation. Market liberalization enables new entrants comes to achieve public purposes. It can protect the envi-
to create jobs and wealth. It also eases the difficulties of ronment. It can also protect consumers and workers from
privatization while increasing the potential economic the effects of information asymmetries: the fact that
gains. The second lesson is that, although the overextended banks, for example, know much more about the quality of
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their portfolios than do depositors, or the fact that busi- they can continue to attract deposits-and even aggres-
ness managers may know more about health and safety sively pursue them by offering favorable interest rates.
risks in production or consumption than do workers or Failing banks often engage in ever-more-reckless gambles
consumers. Regulation can also make markets work more to salvage their position, throwing good deposits after
efficiently by fostering competition and innovation and bad, and driving up their losses before the inevitable crash.
preventing the abuse of monopoly power. And more And third, because banks' balance sheets can be difficult
broadly, it can help win public acceptance of the fairness to interpret, especially because a rising share of their port-
and legitimacy of market outcomes. folios may now be taken up with derivatives and other

With economic liberalization, many areas of regulation new financial instruments that are hard to monitor.
have been recognized as counterproductive, and wisely This information asymmetry can be destabilizing.
abandoned. Yet in some areas the traditional rationales for Depositors, fearing for the safety of their funds, might
regulation remain, and market liberalization and privati- rush to withdraw them when they begin to hear stories
zation have themselves brought new regulatory issues to about troubled banks. Bank failures tend to be conta-
the fore. The challenge, illustrated here with reference to gious. When one insolvent bank goes under, nervous
three important regulatory domains-banking, utilities, depositors may start runs on others. As liquidity drains
and the environment-is not to abandon regulation alto- out of the system, even solvent banks may be forced to
gether. Instead it is to find regulatory approaches in each close. And a systemwide run can have severe macroeco-
country that match both its needs and its capabilities. nomic consequences. For all these reasons-the difficul-

ties in assessing a bank's financial health, the adverse
Some new rationalesfor regulation spillover and distributional effects of bank failures-
FINANCE: FROM CONTROLS TO PRUDENTIAL REGULATION. banks' behavior needs to be tempered by regulatory and
Our understanding of financial sector development has other public actions, outlined later in this section.
changed dramatically over the past decade. We now know UTILITIES: REGULATION WITH COMPETITION. For util-
that the depth of a country's financial sector is a powerful ities, too, regulation has taken on renewed prominence.
predictor and driver of development. Just as important, we Here, however, the reason is revolutionary technological
know that the control-oriented regulation widely adopted and organizational change, not just conscious shifts in
in the early postwar years-directing subsidized credit to policy. The argument for utility regulation used to be
favored activities at very negative real interest rates, limiting straightforward. Utilities were natural monopolies. Con-
the sectoral and geographic diversification of financial sequently, unless they were regulated, private utility oper-
intermediaries-may often work against financial deepen- ators would act as monopolists, restricting output and
ing. The near-universal response has been to move away raising prices, with harmful consequences for economy-
from controls over the structure of financial markets wide efficiency and income distribution. Today, changes
and their allocation of finance, and embark on a process of in technology have created new scope for competition,
liberalization. but would-be competitors may need special reassurance

Yet liberalization in the financial sector is nor the same from regulators before entering.
as deregulation. The case for regulating banking is as com- In telecommunications, dozens of countries through-
pelling as ever. Only the purpose has changed, from chan- out the Americas, Europe, and Asia-plus a few in Africa,
neling credit in preferred directions to safeguarding the including Ghana and South Africa-have introduced
health of the financial system. competition in long-distance, cellular, and value added

The banking systemn needs effective prudential controls (fax, data transmission, videoconferencing) services. A few
because banks are different. Without appropriate regula- countries-Chile and El Salvador, for example-are even
tion, outsiders will be less able to judge for themselves a exploring options for competition in local fixed-link net-
bank's financial health than that of a nonfinancial com- works. Electric power generation (but not transmission or
pany. Why? First, because outstanding loans are banks' distribution) is also now viewed as an arena for competi-
primary assets. So long as banks receive interest on their tion. In China, Indonesia, Malaysia, and the Philippines,
loans, outside observers may well judge their portfolios to private investors are adding generating capacity through
be healthy, even if (unknown to the observers) the bor- independent power projects, alleviating acute shortages
rowers lack the resources to repay the principal or, worse, and enabling private finance to fill the gap left by short-
are effectively bankrupt and are only keeping up the inter- falls in public resources.
est payments by taking out new loans. Second, because In this new environment the degree of natural monop-
unlike many companies, banks can be hopelessly insolvent oly has been drastically reduced (although perhaps not
without running into a liquidity crisis. So long as insol- eliminated entirely). But regulation is still crucial, for two
vent bankers can disguise their condition to outsiders, reasons. First, it can facilitate competition. Consider the



66 WORLD DEVELOPMENT REPORT 1997

problem of interconnection. By failing for more than a ambiguity and negotiated outcomes rather than pre-
decade to establish workable rules to allow different net- dictable and consistent implementation. Poor communi-
works to connect with one another, Chile's telecommuni- ties daily confront a dismal bargain, borrowing immediate
cations regulators seriously obstructed competition, leaving survival against long-term environmental degradation. Pri-
clominant incumbent firms in control of how the system vate firms weigh the predictable costs and the benefits of
evolved. After numerous court disputes a multicarrier sys- complying with well-defined environmental regulations
tem was introduced in 1994: customers can now choose against the prospect of cutting costs by avoiding regulation
their long-distance provider. Within months, six new altogether. Consequently, politicians may often conclude
providers had entered the market, and the price of long- that environmental inaction (perhaps veiled behind the
distance calling had dropped by half Similar interconnec- appearance of activism) is the politically expedient course.
tion problems can arise in the electric power industry when In this climate of ambiguity, as later sections will show,
generators supply customers through common-carrier purely technocratic approaches to environmental regula-
transmission lines. This is an issue that Argentina, among tion have little hope of success. Especially in developing
others, has had to grapple with in the wake of privatization. countries where the institutional foundations for regulation

A second reason for improved regulation is that com- are weak, the potential for successfully containing the envi-
petition may not suffice to insure private investors against ronmental hazards of unfettered private markets may be
"regulatory risk": the danger that decisions by regulators greater with approaches that rely at least as much on pub-
or other public agencies will impose new and costly lic information and citizen participation as on formal rules.
demands some time down the line. A utility's assets are
unique to its business, and nonredeployable in other uses. Where capability is strong, regulation can raise credibility
This means that utilities will be willing to operate as long and efficiency
as they can recover their working costs. That, in turn, So how should states respond to continually changing,
makes them peculiarly vulnerable to administrative expro- and often conflicting, regulatory demands? Three princi-
priation-as when, for example, regulators set prices ples are key. First, different ways of regulating have differ-
below long-run average cost. Consequently, countries ent costs and benefits, which countries should assess ex-
without a track record of respecting property rights may plicitly before proceeding. Second, this assessment should
fail to attract private investors into utilities, regardless of also incorporate the administrative dimension: some
any commitment to competition in utility markets. As the forms of regulation are intensive in their requirements for
next sections show, a well-designed mechanism that com- information, whereas others require much less (or much
mits the regulator to a clearly defined course of action can more easily monitorable) information; likewise, some
offer the reassurance that potential investors need. regulatory approaches depend on command-and-control,

THE ENVIRONMENT: BALANCING SCIENCE, ECONOM- others more on market-like mechanisms. In general,
[CS, AND CITIZEN PRESSURE. Economists have long recog- information-light and market-like approaches are easier to
nized pollution to be a negative externality. Without some implement, and often at least as efficient. Third, states dif-
form of regulatory protection, the environment can fer markedly both in their institutional capabilities and in
become an innocent victim of bad business practices. Buy- the structure of their economies. Their approaches to reg-
ers seek goods that are attractively priced, and producers ulation should reflect these differences.
seek ways of providing these goods at lower cost to them- We begin to show how these principles can be applied
selves than their competitors can provide them. Unless in practice by considering some "best-case" scenarios: the
there is some countervailing incentive, the temptation to range of regulatory options for banking, utilities, and the
cut corners by producing in a cheaper but environmen- environment that only work well with strong institutions.
tally "dirtier" way can be great. These institution-intensive approaches combine three

Even countries with strong institutions find environ- central elements (Table 4.2):
mental regulation immensely challenging. Noxious fumes,
poisoned water, earsplitting noise-and their conse- * Relying on public administrators to manage complex
quences-are easy to spot. But the costs of many other technical problems
forms of environmental damage are diffuse, and may be * Giving regulators considerable flexibility to respond to
invisible even to those closest to the source of pollution, changing circumstances
who may suffer serious long-term effects. Polluting emis- * Using an array of checks and balances to restrain arbi-
sions can also be tricky to measure. And the environmen- trary behavior by regulatory agencies and build their
tal consequences may depend heavily on the demographic credibility.
and ecological features of the surrounding area.

A further complication is that the political incentives of BANK SUPERVISION. Banking sector regulation around
community, business, and political stakeholders can foster the world tends to be institution intensive. Later sections
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Table 4.2 The variety of regulatory experience

Utiliti regulation Environmental regulation Financial regulation
lnstirLontInrensive Price cap regulatior,. virll the Precise rules lcconlmianic-and DetaileJ regi.1l1tion
options regulator setting the price :ont.rol or preferahi,. nic.n tor-e 'p, conileteri

Epdiustniejit factor inceiitir.e basedl estarDislicO impartial supemvi,sor'
nR rhe reQulatctr, :3jenc', or auftiorities {ro,sci

CommitSion. b'L idpeneInC lee,slatire inc luding sonme dePos

he;sngs inSUrance1

Instilturion-light Options Regulation rjased o, tiptt Boton; up reglilst,ry ln,entike;irLl MI IrF91

rules. eryr,oraicd in appr'achez public hbsi,l ers ano dep.:sTiors hae
transacllon-oec:iftc legal inlrih:iat,in. li 8l initiatives a substantial stal.e r,
agreem-ients arid enforceaDle to sjrerwttrien citilens bOiCe m;aintaining banF solvence
dotlesticalli or thou).Igh 011 arnd irfiiari.E-s r,i local
inte, rintr c.ral mecharni m lijul.[l0eties

discuss some new ideas for maintaining the solvency of that their owners have something to lose in the event of
banks where supervisory agencies are weak. In many failure. Authorities should also be required to consider
countries, however, formal supervision remains a vital the qualifications and track record of proposed owners
bulwark. The idea behind it is that well-designed regula- and managers.
tion, monitored and enforced by competent supervisory * Restraints on insider lending. Restrictions on lending to
authorities, can overcome the information asymmetries bank insiders can cut down on fraudulent loans. Simi-
inherent in banking, and detect-or at least contain- larly, many countries also limit a bank's lending to a
potentially ruinous banking crises (Box 4.3). Key ele- single client (commonly to a maximum of 15 to 25
ments of such systems include: percent of the bank's capital); this prevents any one

client from becoming "too big to fail," prompting the
* Capital adequacy and entry criteria. Minimum capital bank to make unsound loans solely to keep that client

requirements impose discipline on banks by ensuring afloat.

Box 4.3 How government supervision averted financial disaster in Malaysia

In 19.35 a sudden Fill in w%orld cornimc.ri-r price billion ir .iss .t bLt ihjcCr to muuch I.- supcr-'i'on
rexersed Nlalassia> decade-long boomn. Thc NlaJa%-sian than chc comnimrcial hanks-were in e%ere di'rrecs.
stocLkindex., stich had surged tron lillin J c1 - t4o Bank super.-isor% at Bank Negara. Nal%suia s central
inezarlv 1%,4, tell beluo 20)i hu eail 1Ci?(!; the valuc of bank. de% ned a serr-of conmple. r;scue pacLkges for
prime comnnercial property in [Kuala L.unmpur flI bv ch. three alihng conimercial bankls and the rwcnnr-tour
e%en mnore. Banlks, .hich had nmved hcaAilk into re.l Ai.lerati e . All cold, i a' a rcsult of the bank-

esrare lending in the boom vcar,. faced cht spectcr of ill crisis amotinred it -i. pcrcent ol lits skis I cnsG
rising nonpertfo-nming loarns and doubtful debts. eros' national prodlucr i tJNFi.

Becauie NlaIav ia hiad maintained a t h high NIal.vii eperie-nce under,core, the \aluc of gutd
degree of banking supercisiorn. prc.viiioning ftor non - super'sion. Loise, in the tightlk supervniied hanking
performing loan rosc rapidld: frcm 5.i percent otf t:oal set[or amounted to l;, n -f perLcnt of deposi[s-tar
lending in 1984 to 1-.5 percentr 1Q88. Eh% Sc. lss. than the -II) percent o epo st ost in the li hth
supervisorn inppectnoii) in l 98; idenfti,:d three corn- supCrN 'ed nnbaknl co.opratires. And inacroeco-
mercial bmnks hose . Ixrcl'en-c was thr-atencd by prob- r-:niic disaster %ac atrted. The econon\ rc oovered in
lem portfolios but hm.ic management rt as e luctuccant i j. and stou:k and prc-pcrry priccs and bank balance
to ackinowvledge the full scope of rhe prubleml. Addi- heers reco'.ered s%rWh it. Prompt action had made it
rionally. wciirv-four nonbank cdeposir-caking coopera - pos,rble to identrif jnd iddress problem, earl'.. while
uIes- \%ith os er ;22.0(10 depositors and abotLl $1.5 diciplined reicue w is suill affordible
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* Rules governing asset classification. Requiring that banks tors, without having these prerequisites in place. The con-
classify the quality and risks of their loan portfolio sequences have often been disastrous. A recent World
according to specific criteria, and define and identify Bank study identified over 100 major episodes of bank
nonperforming loans, can provide early warning of insolvency in ninety developing and transition economies
problems. from the late 1970s to 1994. In twenty-three of the thirty

* Audit requirements. Minimum auditing standards and countries for which data were available, the direct losses
disclosure requirements can make reliable and timely sustained by governments in these episodes exceeded 3
information available to bank depositors, investors, and percent of GDP (Figure 4.1). In absolute terms, losses
creditors. were largest in the industrial countries: official estimates

put nonperforming loans in Japan in 1995 at about $400
Building a robust system of prudential regulation and billion; the cost of cleaning up the 1980s U.S. savings and

supervision is administratively demanding. It means hav- loan debacle came to $180 billion. But in relative terms
ing reasonably reliable accounting and auditing informa- the largest losses were in Latin America: Argentina's losses
tion on the financial health of a bank's borrowers. And it in the early 1980s amounted to more than half of its
means having a sufficient number of supervisors, not only GDP, and Chile's exceeded 40 percent. Later sections
skilled enough to do their job but politically independent examine some ways to guard against bank failure that are
enough to do it impartially. not so heavily dependent on formal supervision.

Many countries have relied exclusively on prudential PRICE CAPS FOR REGULATING UTILITIES. The use of
regulation and supervision to undergird their banking sec- price caps in utility regulation illustrates both the scope of

Figure 4.1 Bank crises are all too common and carry enormous fiscal cost
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authority of an independent regulator and the role of The shortcomings of top-down environmental regula-
institutional checks on arbitrary action. Price-cap regula- tion have been even more obvious in developing coun-
tion gives the utility an incentive to be efficient and can tries, many of which responded to the surge of interest
encourage innovation, but it rests substantial discre- in environmental issues by establishing new regulatory
tionary power with the regulator. In the United Kingdom, agencies modeled on this approach. Poland's regulatory
which pioneered price-cap regulation, regulators impose agency, for example, although technically competent,
an overall ceiling on utility prices, based on the annual found it had limited leverage in negotiations with plant
rate of inflation minus an adjustment factor. The regula- managers in communities that were heavily dependent on
tors decide the level of the adjustment factor, which they one or a few large enterprises, which funded many com-
can change at defined (usually five-year) intervals. munity services. Chile's highly regarded environmental

The U.K. regulators are constrained by carefully agency has spent four years trying, and failing, to imple-
designed checks and balances: any decisions that the util- ment a system of tradable permits for industrial emissions,
iry opposes must be cleared by both the Monopolies and because of difficulties in setting and later measuring base-
Mergers Commission and the Secretary of State for Trade line emissions.
and Industry. These checks have been strong enough to
permit a highly flexible approach to regulation while still The regulatory 'fit" when institutions are weak
attracting substantial private investment. If countries with Countries with weaker institutions face a much greater
weaker checks and balances sought to adopt this type of risk that relying on administrators' skill and discretion
regulation, private investors might reasonably expect the will result in a mass of unpredictable and inconsistent reg-
adjustment factor to increase dramatically at the first ulation. The challenge for financial and environmental
renewal of the price cap. Consequently, investors either regulation in such countries is to prevent costly oppor-
would not invest or would demand very high rates of tunism by private actors-be it banking fraud or pollu-
return to ensure a quick payback. tion-when the regulatory agencies' authority cannot be

INSTITUTION-INTENSIVE APPROACHES TO ENVIRON- relied upon. With regard to utilities, the trick will be to
MENTAL REGULATION. A central challenge for environ- convince potential investors that regulators will not
mental regulation has always been finding ways to com- engage in arbitrary and expensive rule changes. Table 4.2
bine technical expertise with political legitimacy, to avoid summarized some of the regulatory options available in
the sense that scientists and technocrats are making deci- such cases, each of which is discussed below.
sions without regard for community or broader public FOSTERING INCENTIVES FOR PRUDENT BANKING. The
concerns. In industrial countries, strong institutions have incentives and interests of bank owners, managers, and
been the key to striking this balance. In Frances Ger- depositors can themselves be a vital complement to super-
many, and the United Kingdom, for example, elected leg- vision if they are aligned to be compatible with prudent
islators delegate the details of policy to environmental banking. The history of banking offers examples of some
authorities, who consult with affected parties and respond unusually sophisticated self-enforcing arrangements for
to direct political pressure. Decisions by the U.S. Envi- winning credibility. More recently, the World Bank and
ronmental Protection Agency are, like many other execu- the European Bank for Reconstruction and Development
tive agency decisions, legally binding only if the public is collaborated on a project in Russia designed to influence
given advance notice of rule changes and interested parties banks' incentives: banks were chosen to on-lend funds pro-
are able to make formal comments. The Dutch govern- vided they agreed to submit to annual audits by interna-
ment provides more than half the funding for thirty to tional accounting firms and to adhere to prudential norms.
forty environmental NGOs and routinely consults them Using regulation to raise the stakes for bankers is
and other affected parties when preparing environmental another institution-light way to protect the health of the
legislation. banking system. It is less expensive to monitor the net

Viewed through the narrow lens of economic effi- worth of a bank than to monitor each of its transactions.
ciency, even these mechanisms have produced imperfect A bank that has adequate net worth will have the right
outcomes. Both Germany and the United States, for exam- incentive to behave prudently. The following measures
ple, have been strikingly successful in reducing emissions can all help raise net worth, and hence the cost of bank
of some important pollutants. Yet partly because of the failure to bankers:
need to be seen as responsive to citizen concerns, both
countries continue to rely overwhelmingly on command- * Very strict capital requirements on banks: not the
and-control approaches to environmental regulation, even modest 8 percent of deposits recommended by the
where market- and incentive-based regulation could Basel Committee for industrial countries, but 20 per-
achieve similar gains at much lower cost. cent or more
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* Tough restrictions on entry, in part to raise the fran- sustained private investment, but only at the cost of lim-
chise value of a banking license for incumbents and iting flexibility. Since independence the industry has been
thereby strengthen the incentive to stay in business on a regulatory roller coaster, thriving when the country

* Ceilings on interest rates for deposits, not only to keep was willing to forgo flexibility, but lagging behind when
banks in business but also to create powerful incentives the mood shifted in favor of greater discretion.
for banks to extend branch networks, so as to boost Unlike Jamaica, the Philippines has until recently been
total deposits and accelerate financial deepening. unable to put in place a regulatory commitment mecha-

nism capable of convincing private investors that the rules
Another option that builds on prudential incentives is of the game would endure beyond the term of the current

punitive contingent liability for bank owners, directors, president. Consequently, from the late 1950s until the
and managers in the event of bank failure. Before the mid- early 1990s the country's private telecommunications
1930s, U.S. authorities routinely imposed double liabili- utility rode a political investment cycle. Investment was
ties on the shareholders of failed banks. Perhaps in part as high immediately following the inauguration of a govern-
a consequence, some 4,500 voluntary bank closures ment aligned with the group controlling the utility, but
occurred between 1863 and 1928, but only 650 bank liq- tailed off in that government's later years, and stagnated
uidations. New Zealand today imposes stringent require- in periods when relations with those in power were more
ments on banks for transparent reporting, coupled with distant. In the electric power industry, the government
tough sanctions on bank managers who violate them. resolved the problem of commitment by agreeing on rigid

COMMITMENT MECHANISMS TO ATTRACT PRIVATE legal "take-or-pay" agreements with private investors,
UTILITY INVESTORS. The Jamaican telecommunications sometimes enforceable offshore. Another option is to use
industry vividly shows how private investment can affect third-party guarantees-such as those offered by the
the interplay between institutional capability and regula- World Bank Group-to protect private investors and
tory roles (Box 4.4). There the government was able to use lenders against noncommercial risks, including the risk of
regulatory commitment mechanisms capable of attracting administrative expropriation.

Box 4.4 Telecommunications regulation in Jamaica

During much of the colonial period and in the scirs coninisi~,on decision;. The result was that price con-
inimcdilach f.l.ng independence, rhe terms under trols becanie progressi el-y more punitive-tio the point
which laniica s laroest teIccuminlLinications urility that in 10I larrnaicas largesr privatc tclecmnimunica-
opcraced .erc laid tut In a legallv binding. precsls rions operator w%as relieted to sell its ases rto the go' 
'pecilied. Kirry-',ear licence conrr.icr. Then as noo Lhe erminenr In 19S-. after a decade oftUnderinstcnmeit,
utirmart court or appeal ftr lamaica s independent Jamaica repriv-tizcd it; relecoinmunications urilirs. rho'
ludiciasN jE lihe Pri-( Council in the Uinired K'in- r'nit using a preciseil specified. legalls binding license

doni. This . s ienr ; a, .id.quatc To ccnure sread': -n-wr,wh contract simil.sr to Thos;e uwd prior to I %S' In the next
oft recc'n1municat!-orb ser.-ice ,. and the nmibter ot ,ub- three -ear;. Iserage annual in.&etnient x;as motre than
scribej tripled between 1'9;50 ind 10fb2. Yet a necly three rnme& shjt iT h.od been over the pre ('ous fifteen.
mndependent Jamaica chaed under the apparent restric- Pri'.ate invesrment came at a cc't, howevcr. To
riveness of a conce,swtn arraingement That afforded E ir- maintain lon,-standin. iand poliricalh dLticult co
wuall; n', opportunity for dcmocratic parRicipation. climiroate) cross-subsidoes betw-cr local and long-
(',.nseqIucnth%, in h106 tile co-untry- tiablishcd the distarce wrices. upOnpria. rzarion Jamraica awarded a
Jaaica Public Utnltn c,mnoiision. Miodeled on the single celcconirnunicaRIO:'ns pro.vider a tswnty-five-year
l !. sistem. tihe coirrirn;soo held regular public hcar- concessi.n to operate thy entire ysstenr. Rievenues trom
one; aniid .as ftorded broad iscope to base ITs rfegullatrn the highly profittable long-dtiance nenvork w%ere used
decisions,on iiptot. froml a osId% variert of tak-eholders. To extcnrd theh unlpoftitable local fixed-link nerork.

Howne.-cr, Iamaica Ia,led the other nstiturtions Dcbate continues on ishhether, even within ItS pOlitical
nedcd,d o miake such a s'.srtcnm %ork:able. \Whcre',- the ct,nqranint. larnica could ha:.e retained room for
LiU. rvten1 ha' a aner; of constrJints on reguldaiory- coImpetitrion in ome value added sen-ices. therebv pre-
dmcretiln I 1inuding .cdl-d-d.eloped rules of asdminis- SLrxing at lc-at a modicum oft pressure t;r inno-ation
trative proc,ess and con,tirutio.nal prorccrionl on prop- and productL ' irT impr'en-Lcnrs in an era of rapid
err',. .Jamanica had itrualls n, hed:s and balances on gIlobal technological change.
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COMMUNITY PRESSURE TO HELP PROTECT THE ENVI-

RONMENT. In settings where institutions are weak, public Box 4.5 Environmental activism in
information and community pressure can be powerful Yokohama. Japan
spurs to ever more credible and efficient environmental
regulation. In 1 Ci1O lo-cal medica' al.. 'Cions in iokobhinm

Experiments with transparent, information-intensive began to petitioil 'iifnlr oil rctinern enu>Ioni.i and
initiatives can help moderate industrial pollution even rhi he.ealth danl.iges thleV ucd,cd. Shor'k thereaher
when enforceable formal rules are lacking. In Indonesia, rtie municipal go%uifnient. u hich had been drai-
for example, a largely voluntary Clean Rivers program, .mn, its tfee on cne itOnlmellral is.usc. 'v3as o:,usted m

launched in 1989, had reduced total discharges ofthe 100 elk:utins bi- a retormi;t nvior . ho pledged to
participating plants by more than a third by 1994. A pro- implement pollution pres%ention pulcici. A Ilurrx

gram announced in mid-1995 to set, and publicize, envi- ,ft .lc[I -Irl'tBII-;ed,. runctuatdcd h- ihc establish-
ronmental ratings for factories also seems to have induced nient of ,; neil pollu.ion control uitfi[ wttlhin cir-
many poorly rated factories to improve their performance. .g-r.ernn-ment 1uxhich bh the end oti 19-i hald a s.rff
In both programs the secret to success was the reputation It' [ie, a 3 reodenr emn Ironnien tIl orIgnizat7 .._. II.

effect of making public to business peers, communities, . nd a i.m-% a n son group c.-rmposed of communiri
and consumers the extent to which individual firms were representies,. acadlemlics. 3nd bu4niness cIttri%.

good environmental citizens. Althougi the cirv had no1 Ic;gal Authorin t,o

Environmental programs built entirely around public imposc controls on pollunion. by December I 9H4 it

information have obvious limits. Nearly half the firms h3d cntered [into- a tOrnial. v0oluntary agrccment ri rh
participating in the Clean Rivers program did not reduce a new- coal-tired pover plant to dra.ricallk reducc
the intensity of their polluting activities. Information- emisson~. rlu..-c -remnIlt uttcred a prccedent t;r
driven programs do help signal where the most severe subsequcnt 'olunt.rv agreementi irk other new.
problems are to be found, but often additional measures anid e-.irine laree thcct-ries. which rceuced eni -
are necessary to get heavily polluting firms to clean up. sins r. ..us; 'i percntclt he-ir acn erlier projetedr Ice-
And clearly, as countries develop they will need to move els. ( h er thc nex r. o decadca Y!okoaimai pr,.eres-
toward more institutionalized approaches that integrate si.clv uncrcaed hlc s[ringency ol rhese s.-luntarv
community pressures with more formalized mechanisms a.gremenl:-and c:.n.i,centl': maintained higher
for enforcing compliance. envirounielllal control ;randards tihan did la.pin

In a pattern seen throughout the world, initiatives naronal goxernmenr wlinhi ilsf 1a.. conrinlai.bll-
from the bottom up can set the stage for formal action at raising its standard,.
the national level. In the first two decades after World
War II Japan rushed headlong into industrialization,
with little concern for the environmental impact. At the
national level this period of neglect ended in 1967, with
the landmark Basic Law for Environmental Pollution than as an automatic response to problems. Moreover,
Control. But well before then, grassroots initiatives in countries' experiences with financial, utility, and environ-
many localities had set in motion sustained environmen- mental regulation show how competition, voice, and self-
tal reform (Box 4.5). regulation can achieve social objectives once thought to

require rule-based solutions.
Lessons: Clarijying regulatory options Does the country have the institutional and political
The reality of imperfect markets brings regulation onto underpinnings necessary for formal rules to serve as a basis
the development policy agenda. At the same time, how- for credible regulatory commitments? On the political
ever, the reality of imperfect government cautions against front, the relevant question is whether the country has the
hasty enactment of institution-intensive regulatory sys- political will to follow through on what it enacts. On the
tems in settings where institutions are weak. The key to institutional front, a critical issue is whether the country
success is to focus the regulatory agenda and adapt the has an independent judiciary, with a reputation for impar-
available regulatory tools to fit the country's institutional tialiry, whose decisions are enforced. If not, other com-
capability. Two questions can help guide countries in the mitment mechanisms (sometimes extraterritorial) may be
search for better regulation. needed. In countries where political coalitions capable of

Are formal rules necessary to correct the market imper- amending rules are difficult to stitch together, legislation
fections? Regulation's mixed record suggests that the use may suffice; in other countries it may be desirable to
of formal rules to regulate markets is better viewed as a embed formal rules in binding legal agreements with indi-
complement to other measures (or even as a last resort) vidual firms.
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If formal rules are called for, these must be workable forms of competition, they will have little incentive to use
not just in theory but in practice. In an ideal world flexi- resources efficiently or to innovate, productivity will not
ble rules are preferable to rigid ones. But what constitutes improve, and industrial expansion will not be sustained.
a good regulatory "fit" in the real world may bear little Third, a country's strategy for industrial development
relation to ideal conceptions of efficiency. In countries has to be guided by its evolving comparative advantage-
that lack appropriate checks and balances, flexibility may by its relative abundance of natural resources, skilled and
have to be sacrificed in the interests of certainty and pre- unskilled labor, and capital for investment. Some propo-
dictability. What appears at first blush to be less than effi- nents of activist measures have favored efforts to nurture a
cient may thus turn out to be the single best solution from nascent comparative advantage by encouraging firms to
the standpoint of matching the goals of regulation to the risk more on a new market than they might otherwise
strengths and weaknesses of existing institutions. have been willing to invest. Very few, however, would

Can state activism enhance market development? support wholesale leapfrogging: low-income countries,
say, seeking to subsidize investments in highly technol-

Where externalities, lack of competition, or other market ogy-intensive activities. And there is broad agreement that
imperfections drive a wedge between private and social high levels of protection to promote infant industries,
goals, most people accept that states may be able to en- without compensating pressures to encourage efficiency,
hance welfare through regulation. Much more controver- can be fatal to a country's chances of achieving sustainable
sial is whether states should also try to accelerate market industrial development.
development through more activist forms of industrial
policy. The theoretical case for industrial policy rests on Industrialpolicy in practice
the proposition that the information and coordination The many and varied approaches to activist industrial pol-
problems identified above can be pervasive-more so in icy can be grouped under three broad headings: invest-
developing economies-and can go beyond those ad- ment coordination, network thickening, and picking win-
dressed by well-functioning institutions to protect prop- ners. In both the first two approaches the government
erty rights. In essence the argument centers on the fact attempts to enhance market signals and private activity-
that, in underdeveloped markets with few participants, although the institutional demands of investment coordi-
learning can be extremely expensive. Information, more nation are much greater than those of network thicken-
readily available in industrial countries, here becomes a ing. The third approach involves government seeking to
zealously guarded secret, impeding coordination and mar- supersede the market altogether.
ket development more generally. INVESTMENT COORDINATION INITIATIVES. The classic,

In theory, governments in such economies can act as "big push" rationale for government activism was that
brokers of information and facilitators of mutual learning investment in an underdeveloped country posed a huge
and collaboration, and thereby play a market-enhancing collective action problem. With markets undeveloped,
role in support of industrial development. But whether firms could not perceive the demand for more and better
governments can play this role in practice will depend, as products that the very act of producing them would cre-
ever, on their institutional capability. Even aggressive pro- ate. Thus, it was argued, countries could benefit from
ponents recognize that activism can enhance markets only coordinating such investments, which are mutually bene-
if three critical background conditions are in place. ficial to firms but which they are unlikely to undertake by

First, and perhaps most important, companies and themselves. Postwar Japan's development of its steel, coal,
officials need to be working on a basis of mutual trust. machinery, and shipbuilding industries illustrates this
Firms need to be confident, not only that additional coor- rationale for intervention, as well as the stringent institu-
dination has merit, but that the government and the other tional prerequisites for success (Box 4.6):
firms involved will make good on their commitments.
The participants also need confidence that a given set of * A domestic private sector capable of efficiently manag-
arrangements will be flexible enough to adapt to changing ing complex, large-scale projects
circumstances. Ordinarily this will mean a credible gov- * A private sector willing to cooperate with government
ernment commitment to involve the private sector in in pursuit of the shared goal of competitive industrial
implementation. development

Second, initiatives to promote industrial development * Strong technical capabilities in public agencies for eval-
must be kept honest through competitive market pres- uating private analyses of investment options and, on
sures. Competition can come from other domestic firms occasion, generating independent industrial analyses
or from imports, or take place in export markets. Unless * Sufficient mutual credibility to enable each party to
firms are systematically challenged by one or more of these base its investment decisions on the other's commit-
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Box 4.6 Japan's postwar big push in metals industries

.A coordina[cd resrruLturing ot the wiachiner-v. tedl. U The coal indusIr- cominiirtetd iiclf to inmest 401 bil-
shipbuilding, and coal iniduirrie. contributed greatly o Iloil %en ni [ra ionalie production hrorn domesticlc
lapin S economic recoverr atrer \\orld Xar 11. mine,. pro' ided [he ,teel firnbi- tereed ro purchaie
INlachinenr companies identified the high coSt ti stel coI.1 troni thein afterard at the ne", prices. %%hich
as a major impedinimnt to penetrating Ce\port mnarkets. %%.Ould be 18 percent bcl,- pre ailin le els.
Steel coinpnics. in ruin. identified the higih cost of * The tecl aid coal indutErics agreed on an o'eratl tar-

a-] as a principal r.aion tor high stcel prices. Hligh get price that steel firmni %l.culd pa% itr coil, to be
c:al prices rer i a -:,nsequcrnce .r continued mining achieved by nii,Jng don-iesmc urchamn, and irrs.

fronm e:pensi-e Japanese mines and the hi.h cost ot * The steel indismn- cmnimitted itsel tro invci d' bil-
shipping imported coal to lapan. hlon -en [o upyride ItS facilities \V'irh this;

Building on institutional arrangemcnts nurtured nw-nt, andlower cil l prices, it "ould be able to
during wartime, in ]Cj1 Ci Jlparn's Nlinitn of Inter- cxporr sccel ar conmpctitie prilce.
national 'Trade: and lndutn- tINILTli put in placc a * ri return c;-ir loecr ted prices, the machiner, and
joint public-primate delibcrative structure. the (oIU1n- shipbudildig industries were in a posiltLn rto enibark
cil for Industrial Rationaliziaion. Composed cf c'ri large. e-:pcirt-oirentecl inmeitment progrims.
representatives ot inda-stnral aso:lciations. lcadingz en- 1'hese commitments pro' ided ihe domestic marker
terprises from edch inidusrry. and public officials, that rhc steel industrn nceded to cmnbark on its
the council includcd rtwcnty-nine secroral branchcs investmenil program and confidence that the ship-
and rw-o central branches. Three of the coun.1cils Fping coti5t :iporedcoal Aould decinc.
branches-iron and s[tel coal. and coordination-
.sorked clo:c-l% together and agreed on th fc*llovinrig O nce the lIpan c)exclopmcnr Bank iafter careful

commitments: techilcil analis,. anld in con,ultarion with both MiiT I
and the BAnk of Japarni agrced to participa[e in these

* The steel and coojrdina[ion branches identifcid the projects. prov idine ftin ncing at only moderately subsi-
price of coal thar V-vould niake ir possible to ipridite dued inrtrest raicte Japin s lhr'eet barnk took the lead
export steel conipcririvelv. in mioihli?ing the nmc'nmenr funds.

ments, and to adapt its actions in response to changing cial turmoil surrounding the fall of President Ferdinand
circumstances without undermining the overall com- Marcos' regime intervened. By late 1987 five of the eleven
mitment to collaborate. initial projects, accounting for almost $4 billion of the $5

billion, had been shelved as infeasible. A sixth project had
Pursuing this style of investment coordination presup- been abandoned because its lack of economic potential

poses levels of public and private institutional capability became apparent. A fertilizer plant, completed at a cost of
that are beyond the reach of most developing countries. $550 million, was suffering losses that were being shoul-
The Philippine experience of the late 1970s and 1980s dered by government. Only four projects, accounting for
shows what can happen when the ambitions of policy just $800 million, were operating profitably.
do not match up to institutional reality, and efforts to NETWORK-THICKENING INITIATIVES. Activist initia-
coordinate investment are pursued where government is tives need not be large in scale-imposing commensurably
swayed by powerful private interests. large demands on public and private institutional capabil-

Driven in part by the desire to create new business ities-or solely devoted to increasing investment. They can
opportunities for domestic allies, in 1979 the Philippine also aim to strengthen the private-to-private networks that
government announced a new $5 billion program of flourish in mature market systems. Domestic, regional,
"major industrial projects," all in heavy, capital-intensive and international networks create numerous sources of
industries. Within a year of the announcement the gov- learning and opportunity for firms: specialized buyers
ernment, responding to pressure from critics, agreed to open up new market niches and offer information on
subject the projects to another round of economic and product standards, equipment providers transfer techno-
financial scrutiny. Soon thereafter the political and finan- logical know-how, input suppliers help with product and
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process innovations, and competitors are a rich source of tries as diverse as Argentina, India, Jamaica, Mauritius,
new ideas. Often, clusters of firms, buyers, equipment sup- Uganda, and Zimbabwe.
pliers, input and service providers, industry associations, * Usingpublicprocurement to foster competitiveprivate sec-
design centers, and other specialized cooperative organiza- tor development. In Brazil's state of Ceari an innovative
tions come together in the same geographic region. cost- and quality-driven procurement program worked

Countries whose markets are underdeveloped may through associations of small producers to transform
need some catalyst, public or private, to set this cumula- the economy of the town of Sao Joao do Arauru. Before
tive process of market thickening and network develop- the program the town had four sawmills with twelve
ment in motion. There are three leading examples. employees. Five years later forty-two sawmills em-

The first is special support for exports. Participating in ployed about 350 workers; nearly 1,000 of the town's
export markets brings firms into contact with interna- 9,000 inhabitants were directly or indirectly employed
tional best practice and fosters learning and productivity in the woodworking industry; and 70 percent of output
growth. It can also be a useful measure of the effective- was going to the private sector.
ness of government efforts at industrial promotion. Many
countries have directed credit in favor of exporters and SUPERSEDING MARKETS. Sometimes information and
set up export promotion organizations. With few excep- coordination problems are so severe-markets so under-
tions, most of them in East Asia, these bodies became developed, and private agents so lacking in resources and
expensive white elephants. Other export support measures experience-that market-enhancing initiatives are un-
have also been tried, with mixed results. World Trade likely to yield any response. As a way of kickstarting
Organization rules may well rule out future experiments industrial growth, states have been tempted to supplant
along these lines. market judgments with information and judgments gen-

A second type of effort focuses on strengthening local erated in the public sector. These efforts rarely work,
infrastructure: physical, human, and institutional. The although the success of some ventures by Korea's chaebol
history of Korea's once-lagging Cholla region illustrates (interlinked business groups), made at the initiative of
the impact local infrastructure can have. In 1983 this government, suggests that the quest to pick winners is not
southern region opened its first large-scale industrial inevitably a fool's errand.
estate. Its success set in motion a cumulative process of What distinguished Korea's success from others' fail-
learning by local authorities about how to plan, finance, ures was that these initiatives were channeled through the
build, and operate such estates-three more followed. It private sector, whereas most such efforts (including some
also helped catalyze a transformation of the business envi- in Korea) have been implemented by state enterprises.
ronment, from one bogged down by red tape and other When state firms are used as implementing agencies, the
bureaucratic obstacles to one of close cooperation and opportunities for venality-or fanciful romanticism-are
coordination between the local government and the pri- virtually limitless. A number of countries have subsidized
vate sector. By 1991 Cholla accounted for 15 percent of money-losing state enterprises, to the severe detriment of
industrial land in Korea, up from 9 percent in 1978, and fiscal performance. The generally sorry experience with
the rate of growth of regional manufacturing output was investment in state enterprises has convincingly demon-
above the national average. strated that the production of tradable products is best left

Third, and increasingly popular, are public-private exclusively to private firms.
partnerships, with the public partners drawn from either
local or regional governments. These can take a variety of Walking the industrial policy tightrope
forms, including: These experiences highlight why the debate over indus-

trial policy has been unusually heated: industrial policy is
a Initiatives directed at individualfirms or groups offirms. combustible. Economic theory and evidence suggest that

Sometimes these are focused events, such as joint par- the possibility of successful, market-enhancing activism
ticipation in a trade fair. Others are aimed at achieving cannot be dismissed out of hand. But institutional theory
a broader shift in the business culture to favor increased and evidence suggest that, implemented badly, activist
cooperation. A promising approach involves giving industrial policy can be a recipe for disaster. How, then,
matching grants to firms, typically on a 50-50 cost- might countries proceed?
sharing basis, to help penetrate new markets and Taken together, the economic and institutional per-
upgrade technologies. Easy to implement, with man- spectives suggest drawing a sharp distinction between ini-
agement delegated to private contractors, and demand- tiatives that require only a light touch from government
driven, with participating firms paying for half of any (for example, some network-thickening initiatives) and
initiative, such programs are now under way in coun- initiatives that require high-intensity government support
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(such as coordinating investment or picking winners). to prove ineffective at best, and at worst a recipe for cap-
High-intensity initiatives should be approached cau- ture by powerful private interests or predation by power-
tiously, or not at all, unless countries have unusually ful and self-interested politicians and bureaucrats.
strong institutional capability: strong administrative capa- How, then, should countries proceed if they lack the
bility, commitment mechanisms that credibly restrain administrative and institutional wherewithal to make such
arbitrary government action, the ability to respond flexibly approaches work? The long-run strategy, explored in Part
to surprises, a competitive business environment, and a Three, is to strengthen and build the requisite institu-
track record of public-private partnership. tions. In the meantime this chapter has indicated two pos-

By contrast, light-touch initiatives (those that are sible pathways toward reform. One is to focus on the
inexpensive, and supportive rather than restrictive or com- essentials and take on a lighter agenda for state action.
mand-oriented) offer more flexibility. The essential insti- The second, which need not conflict with the first, is to
tutional attribute for success is an unambiguous commit- experiment with tools for state action that are better
ment by government to public-private partnership. When aligned with the country's capability. Much remains to be
this commitment exists, when countries do not overreach learned, but this chapter has highlighted two strategies
their institutional capabilities, and when the business envi- that appear to have great potential even where institu-
ronment is reasonably supportive of private sector devel- tional capability is weak:
opment, the benefits of experimentation with light-touch
initiatives can be large, and the cost of failure low. * Specify the content of policy in precise rules, and then

lock in those rules using mechanisms that make it
costly to reverse course: in utility regulation, for exam-

In the realm of liberalization and privatization, regulation, ple, these might include take-or-pay contracts with
and industrial policy-indeed, in the full range of state independent power producers.
actions probed in this Report-there is no one-size-fits-all * Work in partnership with firms and citizens, and, where
formula. Privatization and liberalization are the appropri- appropriate, shift the burden of implementation entirely
ate priorities for countries whose governments have been outside government. In industrial policy this may mean
overextended. Every country must also look to build and fostering private-to-private collaboration rather than
adapt its institutions, not dismantle them. This chapter building a large industrial bureaucracy. In financial reg-
has distinguished between institution-intensive and insti- ulation it means giving bankers an incentive to operate
tution-light approaches to regulation and industrial pol- prudently, rather than just building up supervisory capa-
icy, stressing how the choice of approaches might appro- bility. And in environmental regulation it means using
priately vary with a country's institutional capability. information to encourage citizen initiatives, rather than

Successful institution-intensive approaches generally promulgating unenforceable rules from the top down.
share two characteristics. They require strong administra-
tive capability. And they delegate substantial discretion The policies that rely on these approaches may not be
for policy and implementation to a public agency, embed- first-best policies in a textbook sense. But as state capabil-
ded in a broader system of checks and balances that pre- ity grows, countries can switch to more flexible tools, capa-
vents that discretion from degenerating into arbitrariness. ble of squeezing out further efficiency gains. Throughout,
If institutions are strong, these state actions can contribute states must maintain the confidence of firms and citizens
to economic well-being. If they are not, the evidence and that flexibility will not be accompanied by arbitrary behav-
analysis of this chapter suggest that such actions are likely ior-else the foundation for development crumbles.


