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The Scope for Industrial Policy in a Free Trade Environment'

* 1. Introdiction

Sebastlana de Sousa Barros

Proji rd

josi“::;u)ﬁf)ode Oliveira In his book The Work of Nations, Robert Reich highlights one of
Editoragao Eetr6nica the most compelling characteristics of our times: the survival of
J;’:f Amaro national States within the framework of a global economy.

ipress@o q ips :

Céllo de Alinelda Mentor ¢ Ronel José Gomes “Each nation’s prima.ry pOllUC&l task will be to cope with the

centrifugal forces of the global economy which tear al the Lies
binding cilizens together - bestowing ever grealer wealth on the
most skilled and insightful, while consigning the less skilled to
a declining standard of living. As borders become ever more

Ficha Catalografica meaningless in economic terms, those citizens best posilioned

ARA to thrive in the world market are tempted to slip the bonds of

MR s Teapenes U, national allegiance, and by so doing disengage themselves from
The Scope lor Industrial Policy In a Free Trade Environment / their less favored fellows (p.3).

José Tavares de Araujo Jr. - Rio de Janeiro: UFRJ/IEI, 1993.

This tension is present at several ongoing processes in the world

22, 1p. 21 cm. -- (Texlo para Discussiao n® 297) economy, such as the trend towards regional economic

: integration, the Uruguay Round of Multilateral Negotiations of
I. Bibllografla: p. 19-20. the General Agreement on Tariffs and Trade (GATT), and the
1. Politica Industrial. 2. Relagdes Econdmicas Internacionals. 3. constant mutations in the time-honored batt_le bet_ween fr'ee
Comerclo Internaclonal - Politica governamental traders and protectionists. From the perspective of industrial
4 organization, itappears under the format ofan intricate challenge
" » for policy makers. During the last 20 years, technical progress
Universidade ch(:ral'do i e FiA - UFRy has allowed a dramalic reduction in the cosis of information
:;2:2::18”(::&?;3:&[3: g:;:;sma] BIDLIOTECA and data processing, through innovations such as personal
Av. Pasteur, 250 - Praia Vermellia Dt /; I A0 | ¢ compulers, modems, and fax machines. These technologies
CEP 22290 - Rio de Janciro - R] N e form the core of the present trend towards globalization, that
295 1447 e 541 8148 (fax) N.° Registro: 04LELS=X signifies, among other things, a standardization of business
practices and expectations. Until recently, only transnalional
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corporations were able Lo maintain weekly contacts with their
clients and partners in different countries. Today, small firms
have online access to international data banks, and can watch
the daily behavior of their foreign competitors. In this context,
several conventional instruments of industrial policy (such as
tariffs, quotas, and capital controls) become anachronisms that
are incompatible with the material base of contemporary society.
They are either worthless or unnecessary sources of commercial
complaints alt home and abroad.

However, Lhe conlinual re-creation of uneven condilions of
competition is intrinsic to technical progress, and this
characteristic has been particularly intense in the recent past.
This generates two sources of protectionist pressures. On the
one hand, innovaling firms lobby for regulations that will allow
thein to extend the period during which they can extract
schumpeterian rents from their new technologies. Such
regulations seldom imply explicit barriers to merchandise trade,
but to the knowledge embodied in the innovations, i.e., legislation
on patents, trade marks, licensing, and other instruments (o
preserve intellectual property. On the other hand, industries
that suddenly became obsolete push for temporary relief, in
order to restructure and regain international competitiveness.

Thus, while the gains from global competition become more
appealing, domestic industries press their governments for
privileges in order (o enter into that game. This is (he
contemporary dilemma of industrial policy: How (o create
special conditions for capital accumulation at home, without
establishing direct constraints on the international movements
of cilizens, goods, and financial resources?

The objective of this paper is to discuss the industrial policy
dilemma in three steps. The first, presented in section 2, is a
briel inquiry on the analytical instruments that explain the
process of competition in a global economy. It will be argued
that Ronald Coase's classical paper on “The nature of the firm"
(1937) provides a basic tool Lo deal with corporation slratlegies,
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namely, the interplay between the costs of production and
transaclion. As Coase’s approach is complementary (o the
theories on contestable markets and schumpeterian competition,
his contribution can be integrated into a general framework
that covers the tworelevant themes of any study on international
compelitiveness: the firm and the industry structure. The
second and third steps, presented in sections 3 and 4, refer,
respectively, to the domestic and the international dimensions
of the industrial policy dilemma. The essence of the argument
to be made is that, nowadays, every country - whatever ils size
or development stage - must carry out its public policies under
constraints imposed by global competition. What varies among
nations is thelr abilily to draw a clear cut border-line between
homework and international bargaining. The paper's main
conclusions are summarized in seclion 5.

2. Intelligent firms, sustainable configurations and schumpeterian
compelition

A convincing explanation for the managerial innovations that
have been changing the competition patterns of the world
economy since the mid-eighties was provided, although
indirectly, by Coase, in 1937. His paper on “The nature of the
firm” contains an insightful answer to three basic questions for
the theory of industrial organization: why firms exist, what
determines the number of firms and what determines firms’
activities. His answer is well known: it all depends on the
relation between production costs and transaction costs.

Transaction costs, in Carl Dahlman's neat definition, are
“search and information costs, bargaining and decision costs,
policing and enforcement costs (1979, p. 148)". Thus, as Coase
restated recently, “although production could be carried out in
a completely decentralized way by means of contracts between
individuals, the fact that it costs something to enter into these
transactions means that firms will emerge (o organize what
would otherwise be market transactions whenever their costs
were less than the costs of carrying out (he transactions
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through the markel. The limit to the size of the firm is set where
its costs of organizing a transaction become equal to the cost of
carrying it out through the market. This determines what the
firm buys, produces and sells (1988, p.7)."

The ralio between production cosls and transaction costsisa
direct function of existing technologies. Whenever technical
progress reduces more intensively the former than the latter
type of costs, the likely trend will be towards larger firms,
vertical integration, and economic concentration; and vice-
versa. In the recent past, as the rate of innovations has been
similar in both directions, a rather peculiar situation is emerging.
On the one hand, new economies of scale are pushing towglr:f
a greater internationalization of production lines. On the rrcl’les T
diminishing information costs are generating new econo

ductionvectors.
scope, i.e., new opportunities for rearranging pro
Thus, as Reich (1991) pointed out, “while competition among

on
high-volume producers continues to com;()jrcst_ fﬂ‘;‘fﬁ on
everything that is uniform, routine, and stancas o involume
anything that can be mace: rep;;Oduce%cggggag;smesses in
here on the globe -su n
:il?:rslzc?lnr{;ions are moving to a mghe;g;oxgg t?:frigr om
ecially talored products and SEXVRCT o o ine right At
2'[;“7 is not volume or price; & is Sl‘ma.mcular markets. Core
between particular te ts as such; theirbusiness
corporations nolonger focuson produ eclalized knowledge (p.
strategies increasingly center upon Sp
84) ."
d under the concept of

These changes have bcreated by James Brian Quinn (1992):

. ' fine their core capabilities,
to narrowlyde
por ﬁnnsthat;n:hagl: output exclusively on those activities

and concentra best international practice.
ding to the be :
e ite ""?ffé‘i'.i’diﬁ"?,f ihe firm's output vector that can't be

ht
Every item must be subcontracted or boug
produced undcr lhlS rUIe temgent" ﬂrmsal'e (vewoﬂen] sm

In
g ech(it:rl;:l :ilzse‘élpllj'nl;:asa “flat” organizatjona] layout, and their
or me ,

een crystallize
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main strategic weapon is human capital. They constitute a
contemporary illustration of Coase’s approach.

Although no general survey has been published yet, there is a
flourishingliterature on the diffusion of managerial innovations
inspired by the notion of “intelligent” enterprises, and on the
new roles for small and medium firms in the world economy.
However, it Is interesting to notice that this literature also
registers the revitalization of large corporations, and the
corresponding trend towards economic concentration inseveral
branches of industries. The theories on contestable markets
and on schumpeterian competition may explain these mixed
trends.

The contestable markets theory addresses the same questions
raised by Coase, but from a slightly different perspective.
Instead of focusing on firms’ activities, it is more concerned with
the determination of industsy structure. According to this
theory, an industry configuration (i.e., its number of incumbent
firms, their respective output vectors, market shares, and price
vectors) results from the interaction of three variables: the
nature of avatlable productive techniques, market size, and
potential competition.

One fundamental concept in Lhis theory is that of sustainable
configuration. It is “a price veclor and a set of output vectors,
one for each of the firms in the configuration, with the following
properlies: First, the quantities demanded by the market at the
prices in question must equal the sum of the output of all the
firms in the configuration. Second, the prices must yield to each
active firm revenues that are no less than the cost of producing
its oulputs. And, last, there must be no opportunities for entry
that appear profitable to potential entrants who regard the
prices of the incumbent firms as fixed (Baumol et al., 1982,
p.5)." Inother words, a sustainable configuration “must minimize
the total cost to the industry of producing the total industry
ouiput. That is, no different number, size distribution, oulpul
quantities, or productive techniques for the industry's firms
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can provide the industry’s outpul at a lower total cost than that

incurred by the firms in a suslainable configuration (ibidem, p.
26).”

In contrast with the conventional wisdom, the contestable
markets theory shows that monopolies and oligopolies are, in
Many cases, suslainable configuralions. In principle, they can
be highly transient, since technical progress, economic growih
and public policies are constantly redefining the sustainability
parameters. Yet, in practice, they frequently are long-lived, as
aircraft, automotive, flat glass, electrical equipment, and several
other manufacturing industries #llustrate. The normative
consequences of these features will be discussed in the next
section. But, before that, let us consider other forces that are
affecling concentration in the world economy.

Two oulstanding aspecis of the current patierns of global
competition are the internationalization of small and medium
firms, and the partition of old multinational corporations into
semi-independent business networks. Coase's approach
provides, aswehaveseen, an interpretation for these institutional
Innovations: due to the sharp decline of transaction costs, large
firms became superfluous entities for many industries. There
are, of course, countervailing forces in this process, and the
theory on schumpeterian competition indicates one of them:
firms have memory. As Richard Nelson and Sidney Winter
(1982) have shown, when confronted by similar market signals,
firms may react differently, according to their own history of
achievements and failures. The knowledge acquired from these
experiencesisstored in the firm’s routines, which do not change
easily. Managerial strategies that warranted leading positions
for decades will not be abandoned without second thoughts,
and the same innovation, assessed as a new technological
paradigm by one firm, may be treated as a passing fashion by
its competitor. IBM, General Motors, and other symboals of the
American production system in this century are now immersed
in this type of doubts. Their resistance to adopting new
competition policies may either delay the ongoing
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decentralization trends, or generate hybrid forms of industrial
organization, wherein, for instance, old administrative layouts
would be combined with updated decislon-making procedures.

3. Industrial policy instruments: consistency and efficacy

According to the contestable markets theory, every national
government should have one permanent industrial policy target,
namely, to ensure conditions of sustainability for all sectors of
the economy. An alternative statement for this target would be
miz re competitiven of indus
system, which is a direct function of the number of sustainable
configurations operating therein. When a local industry has
such a configuration, the incumbent firms don't need larifls,
subsidies, administrative controls, or any other form of
governmenial support in order o face foreign competition in Lthe
home economy. Thus, sustainability is a form of structural
protection of the domestic market, which is more efficient than
conventional protectionism, since it doesn't absorb public
resources, generate rent seeking, nor distort prices.

Evidently, sustainability is the best answer to the industrial
policy dilemma commented upon in section 1. Although just a
theoretical possibility, that will be realized only rarely, it has two
fundamental merits. The first is to provide a non-ideological
reasoning for industrial policy, avoiding tiresome debales on
“market fallure versus bureaucratic action”, “invisible hands
versus special interests”, etc., and, incidently, showing that
Robert Reich (1984} was wrong in his caustic assertion that
“Induslrial policy is one of those rare ideas that has moved
swiftly from obscurily to meaninglessness without any
intervening period of coherence (p.32)." The second meril is to
set a clear policy targel thal can be used as a conceplual
framework to evaluate governmental conduct.

In practice, there is a need for industrial policy in two
circumstances: (a) to confer sustainability to an infant industry
that may be running under a feasible configuration only because

9
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of protection?; and (b) to return lo a sustainable configuration
that had losl its status due to technical progress in the rest of
the world, or any other type of external shock. The former case
is more frequent in developing countries, while the latter is the
case for industrial restructuring that is typical in OECD
countries. But, in every economy, and in either circumstance,
there is a minimum set of conditions to be provided by the
government. Although non-controversial, this set is not easily
attained, as explained in the next paragraphs, and is composed
of three permanent requirements.

The [irst requirement is exchange rate equilibrium, within a
conlext of macroeconomic stability. This paper does not aim to
discuss the internaltional monetary system and related issues,
such as the harmonization of macroeconomic policies. However,
it is necessary Lo remember that the economy’s structure of

effective protection becomes rather uncertain when the real .

exchange rate (RER) is volatile. Local production can be either
overprotected, or exposed o unfair competition from abroad,
depending upon RER swings. Among other harmful effects, this
instability inhibits long-term contracts between local firms and
independent foreign counterparts, due to the highrisks involved
in such type of operation. Together with intra-firm trade, these
contracts form the core of intra-industry trade, which is a basic
source of dynamism of contemporary world trade. In other
words, RER instability raises transaction costs and precludes
the realization of the benefits generated by technical progress
in the computer and lelecommunicalion industries.

The second requirement is symmetry between the demand
upon public resources and the State taxation power. The size
and comnposition of public investment may vary according to the
peculiarities of each economy, but the headings are similar
everywhere: defense, education, infrastructure, science and
technology, social security, and welfare. These expenditlures
play Lwo strategic roles as industrial policy instruments. The
first is keynesian, by preserving a foreseeable demand source
that equips local producers with better conditions to face
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market oscillations. This means lower levels of planned idle
capacily, and, consequently. smaller unit costs. The second is
schumpeterian, through the public support to R & D activities,
the ultimate growth source of industrial capitalism.

In an open economy, the maintenance of an adequate and non-

inflationary level of public investment requires a fiscal system

that is able to reconcile international competitiveness and

soclal fairness with a heavy tax burden. This implies a long run

fiscal policy systematically committed to reducing tax rates and

to enlarging the tax base, objectives that only become feasible

when education and income distribution are permanent national
top priorities. As table 1 indicates, the capacity to meel this
challenge is, nowadays, a fundamental attribution that
differentiates advanced from developing countries. On average,
between 1981 and 1988, the tax burden jumped from 41.3 to
44 4 percenl of GDPin the European Communily, and remal 1ed
around 36 percent in the OECD countries. In contrast, among
the six largest Latin American economies, only Chile has been
able to keep a performance similar to the OECD pattern, albeit
far fromn the European levels.

The third requirement lo be allained within an industrial

stralegy is the provision of an institutional framework to

regulate the competition process. Recenltly, the Induslry

Development Division al the World Bank presenled a
comprehensive approach on this subject (see Atiyas et al.,

1992), covering the whole set of policy and institutional measures
that would ensure a competitive environment to modern
economies. Three types of measures are proposed therein:
those that strengthen discipline, enhance mobility and improve
the availability of resources. One basic assumplion is that these
measures “are strictly complementary to each other. Emphasis
on one set of measures to the neglect of the others is likely to
be ineffective, or at worst, counter-productive. Hence when
resources are nol available and mobilily is restricted, increased
discipline may aggravate financial distress, which, in turn, may
force Lhe government to relax discipline once again. In such an

11
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Table 1

Tax Burden In Latin America and in OECD Countrles
(Governinent revenue as a percentage of GDP)

Country 1981 1982 1984 1985 1986 1987 1988
Argenlina 26.0 227 231 280 28.1 265 234
Auslralia 319 324 333 337 344 342 336
Austria 478 467 475 485 482 47.8 468
Belglum 43.4 451 456 459 45.1 458 44.3
Brazil 239 235 228 234 264 250 238
Canada 38.5 391 387 387 395 39.6 404
Chile 32.8 324 336 359 350 345 382
Colombla 169 181 195 209 234 220 216
Denmark 52.1 512 555 585 58.3 59.2 595
France 45.1 459 475 476 47.1 476 471
g:::nany 448 454 453 456 449 444 43.’11
]talece 29.1 323 348 346 357 36.9 35-9
Japﬁm 341 359 374 380 39.0 393 33-3
g 29.1 295 304 1.2 315 334 34-3
Netherlands ggg 236 236 24.7 236 24.6 32'2
Norway 038 53.8 54.1 54.3 53.0 534 -
Portugal s 21.9 53.0 55.1 54.7 537 -
Spain i 35-4 37.3 359 376
Sweden & 51-4 332 245 350
United Kingdom 434 45 o2 592 607 Blg
United States 31 311 ) 29 415 4@ 31.5
Venezuela 36.1 345 30.7 312 314 319 oy
EEC Average 413 49, 372 31.0 295 304 44'4
OECD Average 350 4 2 430 433 431 439 v
: 59 860 365 366 37.0 36
Sources; OR
ECLAG, Ecosgnl;lcmgr:ml; ?uﬂook. Historical Statistics (Parls, 1990)

1990 (Santiago, 1999)
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environment, government's intentions to strengthen discipline
may in fact not be credible ex-ante. Similarly, an environment
with ample resources but insufficient disciple is likely Lo result
in their inefficient allocation and use (Atiyas et al., p.-3).”

The discussion in section 2 suggestis an addilional assumption,
that those measures should be convergent with the natural
trends prevailing in the industrial system. Hence, industry
decentralization should be stimulated whenever the ratio of
production costs/transaction costsisraising, and, consequently,
the compeliliveness of the "intelligent” enterprises is improving;
but, the restructuring of sustainable monopolies or oligopolies
should never be forced. As Baumol (1982) observed, “a history
of absence of entry in an industry and a high concentration
index may be signs of virtue, not of vice (p.14).”

When an industry has a contestable conliguration, no
governmental intervention is necessary, since the discipline
imposed by potential competilors is sufficient to preserve the
public interest®. However, non-contestable, but sustainable,
configurations need careful monitoring, This is the case where
incumbent firms control a new technology that is not accessible
to potential entrants. The history of the flat-glass industry in
the 1960s is a good illustration of such a case, as I have
described elsewhere (Tavares de Araujo, 1982).

Since the 1930s, the flat-glass industry was an international
oligopoly organized under the leadership of four firms; one
British (Pilkington), one French (Saint Gobain), and two American
(Pittsburgh Plate Glass and Libbey-Owens-Ford). In 1959, after
several years of R & D investments, Pilkington introduced the
“float-process”, an innovation thatrevolutionized the industry’'s
lechnological base. During the following decade, that firin’s
Main source of profits was the income earned from licensing the
float-process to other competitors, and entry into the industry
Was restricted to those firms that paid royalties to Pilkington.

This situation called the attention of the British Monopolies

Commission, which conductedan investigation toverify whether

13
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Pilkington’s behavior was affecting the public interest. The
conclusions, published in the Report on the Supply of Flat Glass
(1968), were amply favorable to Pilkington, for the following
reasons: (a) during the 1960s, in the United Kingdom, the price
of flat glass always remained below the wholesale price indexes
for the manufacturing industry; (b) Pilkington's export

performance and technological leadership were highly benefictal
~ to the British economy.

4. National interests and global trade

The preceding section indicated the permanent features that
every industrial policy must have. It is important Lo siress that,
with the partial exception of exchange rate stability, all those
fealures are strictly domestic affairs. The rest of the world can
never be blamed when a national government is unable to
provide them. In fact, the demarcation of a sharp border-line
between homework and International bargaining is a basic
prerequisite to any meaningful negdotiating strategy that would
reconcile nationalinterests and global trade. AsLaura D'Andrea
Tyson (1992) pointed out, “ultimately, the fate of the nation's
high-technology industries depends not on the trade battles we
fight abroad but on the cholces we make at home: in

macroeconomic policy, education policy, technology policy, and
Industrial policy (p.296).”

Although mandatory, those permanent governmental measures
are not suffictent to ensure sustainability, since there Is also a

set of selective and temporary policy instruments which is
needed on many occasions. Throughout history, such
proteclionist policies always generated fierce con troversies, but
even classical economists like John Stuart Mill recommended
them, under special conditions: “the protection should be
confined to cases tn which there is good ground of assurance
that the industry which it fosters will after a time be able to
dispense with it; nor should the domestic producers ever be
allowed to expect that it will be continued to them beyond the
time necessary for a fair trial of what they are capable of

14
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" Milllatter recognized
accomplishinglgss%s,&zgl ]i.s l-rl:;w:gg:bai: method that could
(oo Gomes,tﬁ re:son how much, and for howlong, protection
Ao ecfﬁc angz"tdustry. Moreover, someone must pay for the
. n“dt?on gosts which will be shared among local consumerst..
ap;‘:g:i'grelgn protiucers. depending upon the particular type o

instrument being used.

f industrial policy contains a clear
et contiﬂ%ﬁ:gsit?vr:?yogovemmem is sovereign to protect
message stry, but the costs should be entirely kept inside the
amtrl l?aail bo?gers. There are several instrumelll.ts that meet m:lst.
naleoFor instance, a “voluntary export restraint (VER) agr::}?;i ot
l-tll: t raises prices in the importing country’'s domestic ntlh ette

ah n extent that it is both sufficient .to protect ilal al
ind ta and preserve the trading partners’ export potential. 0
s cack the rents generated by the protectionist measur;: ar
e c?jstfé tween the domestic industry and the foreign suplz xtcilrasli
s{la&e expense of local consumers. Another instrumen by
?eco:fcileg local protection with foreign mtert;s];ts tei; 3 ;gs
that equalizes domestic prices to international s .

In the literature on the polilical economy OrprOtecuontill:te l:::é
frequent cases are infant industries and those etitiveness.
restructuring in order to recover international coullp (i oame
Nonetheless, as Tyson (1992) documented, m%‘%&gcwntdes:
that is emerging as the most important amcmgthis is the oldest
the high-technology industries. To be sure, trial capitalism.
Abe of protectlonism (;n :h t:l h:?:sir{n(:lfuzlt?'llﬁ Revolultjlon, the
Throughout the period of the

Britisl% govemmgnt prohibited the exporis of cs;.piltzll 183‘232)5
(until 1843) and the emigration of skilled artisans fu echanical
with the explict intention of preserving the secrets of mechanieal
engineering under British producers’ control [Se:h erﬁ;lectlon
Afterwards, the methods became less naive, but fhﬂl operale
of the schumpeterian rents accruing to those ﬁrmswemmental
at the technological frontier remained a prio“t}' % instance, in
affair in every advanced economy. Nowadays, lo .

15
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the aircraft engine industry, as the U.S Nation
Engineering (1991) certifies, “in addition to belngal £: ;ct];llz{pca’lf
source of technology funds, the U.S. government imposes tight
fx;;?rrlt controls on what are deemed to be the most advanced
I;c ologies, not necessarily limited to those contained in the
lteSt military systems. Restrictions imposed by security
c i:uarance requirements for personnel working on classified
;n tary programs practically exclude using engineers who are
oreign nationals. A government policy requiring that dependence

on foreign sources for raw materials or
finished
a minimum is somewhat more flexible (p.95f,-v parts be kept to

As Lhe GATT's regulations do not cover this e of prolect
lection,
OEt:t(ltD governments created special forms of?ngnaggd trade to
settle ;ntematjonal conflicts in this area. One outstanding
anemd J]:e'a e Ia‘:vnas the agreement signed in 1986 by the United States
observe[:l 1 u?ln the semiconductor industry. As Tyson (1992)
oerrved, "l e accord was a first in many respects. It was the
ficst 1 u_slror dS tLrat:le agreement in a high-technology, strategic
Industry, and the first one motivated by concerns about the loss
gh-technology competitiveness rather than concerns about

f:llp:gvyirgent. It was the first US trade agreement dedicated to
ho& ¢ Urg)ljiarket access abroad rather than restricting It at
. € previous bilateral trade deals, it attempted to

;euglglate t;:.:le not only in the United States and Japan but in
over global markets as well. It was the first time the US

g nl-xment threatened trade sanctions on Japan for failure t
omply with the terms of a trade agreement. Finally ihg

agreement signalled several major shifts in US trade policy that

were to characterize the rest of the de

cade - |
aggressive unilateralism, conditional reciprocity :nh(liftl:atoward
trade by results as well as by rules (p.109}.” ' naging

According to Tyson, despite the progress

Uruguay Round, GATT's rules will repmam tooag(g;ll:::.ld wl:ltfh;ltln:
addressing the peculiarities of frontier technologies: "V'Vhatever
finally emerges from the Uruguay Round negotiations is not
likely to solve all the problems of controlling industrial targe ting

16
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and subsidies in high-technology industries (1992, p.284).”
Furthermore, “American policy makers musi recognize that
developing the necessary rules will be a slow process. In the
meantime, the United States will continue to face the challenge
of preventing further erosion in its relative economic position
(p.296)." For this, she recommends that instruments like the
1986 semiconductor trade agreement should be kepl as key
elements of the US foreign policy until the convenient multilateral

rules are put in place.

These contentions are only partially correct. There is no doubt

that, when an industry has a sustainable oligopolist

configuration, and is established in only two or three countries,

the international rules must be formulated through direct
negotiations among those countries and according to the
features of the competition process prevailing in that industry.

These rules will hardly be enduring, since technical progress is
constantly changing the forms of competition, as schumpeterian
theories explain. Hence, mechanisms like the semiconductor
agreement will always be necessary and under a permanent
updating process. But, they can never be substitutes for the
GATT, whose role is to provide the overall regulatory framework
for those secloral agreements.

Nowadays, in order to be prepared for reconciling conlflicls
between domestic policies and international Interests, the
GATT's legislation needs just two small amendments. The first
is to make explicit the principle that every nation is free to
promote ils industries whenever the protection costs are
exclusively paid by that society. In fact, this norm is already
implicit in the draft of the Code on Safeguards that has been
agreed upon at the Uruguay Round, but not yet formalized.
That Code will introduce a major institulional innovation, by
legltimizing nearly all managed trade praclices Invenled by
QECD countries in recent decades, and keeping such practices
under GATT's supervision. Since there is consensus on the
substance of that principle, the only missing detail is to
emphasize Lhat protection rule in the Code’s final drafl.

17
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The second amendment is a balanced Treaty on Intellectual
Property Rights, that would protect the interests of those who
create technical progress, but without artificially raising the
entry barriers into high-technology industries. Considering the
1986 deadlock situation, when some developing countries were
against negotfating this topic within the GATT, the present
version of the text is a great achlevement, although still biased
- towards the innovators’ side.

It became a common place to say that the GATT's current
negotiating agenda is too large. Nevertheless, the Code on
Saleguards and the Treaty on Intellectual Property Rights, if
drafted according to the formats suggested above, are the
imilestones that will pave the way for settling the other remaining
ssues,

5. Conclusion

This paper's argument can be summarized by recalling a
comment made by John Stuart Mill some 150 years ago: “There
are some things with which governments ought not to meddle,
and other things with which they ought; but whether right or
wrong initsell, the interference must work for ill, if government,
nol understanding the subject which it meddles with, meddles
lo bring about a result which would be mischievous (1848,
p.277)."

Within the context framed by the contemporary dilemma of
industrial policy, governments ought to meddle with four
things: The first is exchange rate steady equilibrium, that may
demand some supranational efforts regarding the harmonization
of national macroeconomic policies, as I have argued elsewhere
(Tavares de Araujo, 1992). The second is to maintain a tax
system that is compatible with the levels of public investment
required by the current international patterns of technical
progress and welfare, The third is to monitor the conduct of the
business community, bul under the normative parameters
indicated by the structural characteristics of each industry, 1.e.,

18
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the ratio of production costs/transaction costs, the nature of
entry barriers, and the interplay between the existing technologies
and the market size. The fourth is to pursue an international
negotiating strategy that, on the one hand, would avoid injuring
the performance of other economies, but, on the other hand,
would ensure reciprocity from the rest of the world.
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Notes

1-This paper Is parlofastudy on The Transformation of Industrialization
Policies in 8mall Latin American Countries, organized by Pitou Van
Dljck, from the Center for Latin Amerlcan Research and Documentation
(CEDLA), Amsterdam, and Ruud Buitelaar, fron the Economic Cominission
for Lalln America and the Carlbbean (ECLAC), Santiago.

2- An Induslry conflguration Is feaslble when all incumbent firms can
serve the market without running Into losses. Feasibility Is a weaker
requirement than sustalnablility, since It doesn't require that the
conflguratlon be the most eMclent one (see Baumol el al., 1982, pp. 24/
25).

3- Baumol et al. (1982) deflne a perfectly contestable markel “as one Lhat
Is accesslble to potential entrants and has the following two properties:
First, the potentlal entrants can, without restriction, serve the same
markel demands and use lhe same productive techniques as those
avallable to the Incumbent firms. Thus, there are no entry barriers in the
sense of the term used by Stigler. Second, the potential entrants evaluate
the profltabllity of entry at the Incumbent finn's pre-entry prices. Thal Is,
although the polentlal entrants recognize that an expanslon of Industry
oulputs leads to lower prices - In accord with the market demand curves
- the entrants nevertheless assume that if they undercut Incumbents'
prices they can sell as much of the corresponding good as the quantity
demanded by the markel at thelr own prices (p.5).”
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