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Employee Selection in the Public Sector

1. Introduction

Government is a labor-intensive enterprise. The performance of the government depends
crucially on the quality of public employees. By hiring a right person in the right place,
managers can save great amount of time. A right match of employee abilities to a
particular work can also enhance job satisfaction, improve productivity, lower turnover,
and reduce number of problem employees.

Good people are often difficult to find. First, civil service rules often make hiring a long
and tiresome process. Second, a manager must make sure whether he has the personnel
allocation, and whether the organization has the budget to offer attractive salaries to hire
the prospective employees. Also, since public sector salaries tend to be inflexible and low
when compared to private sector salaries, it becomes harder to attract excellent persons to
work in public sector. More importantly, permanent workers protected by civil service
rules have fairly impressive job-security protection. This attracts timid, risk-averse
individuals to public employment. It is difficult to attract entrepreneurial-minded staff
members to work under this condition. This makes government sector become more

passive, conservative, and uninspiring.



Then how to select a prospective employee while we really need someone to do a specific
job? There are a few important steps in selection process. In this paper I would like to

discuss the steps and ways to screen a right person to fit our right demand.

IL. Steps to select an employee

i) The first step: Identification and evaluation of candidates

The selection process should begin with identification and evaluation of candidates. This

includes position analysis, identify necessary knowledge, skills, and ability, and develop

indicators of required knowledge, skilis and abilities.

1. Position analysis
In order to find good people, managers must know exactly what kind of people you
need. First, we should assess what current staffs we have, what jobs they can
accomplish and what jobs they can’t. The person you need is the one with the exact
addition skills to fill the blank. Ideally, no vacancy would be filled until management
has reviewed whether or not that position serves the short- and long-term needs. A
selection process that does not begin with this analysis would run the risk of identifying
inappropriate candidates.

2. Identify necessary knowledge, skills, and ability

~



From the position analysis, it is clear that what attributes an individual should have in
order to fulfill the assigned duties. Identification of necessary knowledge, skills, and
ability will help us to pick the most desired candidate from a broad array of persons.
3. Develop indicators of required knowledge, skills and abilities
Once the job content and the kind Qf person needed have been defined, indicators of the
knowledge, skills, and abilities required can be developed. This might include
experience in a particular occupation, completion of a given training, evaluations by
formér employers and so on. These indicators should be integrated into the later
procedures to be used for selection decision.
ii) The second step: device a recruitment plan
After assessing our real staff needs, we should device a recruitment plan and develop a
recruitment network. Traditionally, government has been passive in comrmunicating
position. However, effective public managers should use innovative ways to make the
recruitment more productive. There are several steps that should includes in the
recruitment process:
1.Deciding where to search
Recruitment can be internal and restricted to current employees, or it can be external

and invite applications from anyone that might be interested and qualified. So the first
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issue is to decide it is internal or external. If it is internal, we can just determine from

the staffing inventory and see if qualified candidates exist within our organization. If

the recruitment is external, we need to conduct more formal ways to do it.

2. Preparing the announcement

Using the position’s job description as a reference, a job announcement should be

drawn up for use in advertising the opening. This announcement should describe major

duties and responsibilities, title, salary, career potential, location, and the requirements

of education, certification, and experience that candidates are expected.

3. Advertising the vacancy

After writing the job announcement, we should advertise the vacancy as many locations

as possible to attract the greatest number of applications. Formal job posting and

advertisement in trade periodicals is not enough. Instead, we should make use of

professional network to identify applicants.

iii) The third step: Screen applicants

Ordinarily, this screening process should consist of a systematic analysis of the

candidates’ education and experience through a review of their resumes or application

forms. We can set up some minimum qualification to facilitate screening. This minimum

qualification can be some certain level of education and experience. Candidates who



achieve a satisfactory score are certified as eligible and placed on a register. If some
applicants do not have the minimum qualifications required, there is no sense in having
them take the examination or interview in the later process.

iv) The fourth step: Construct and administer examinations

Since the passage of the Pendleton Act, the emphasis for entry into government jobs has
been on examinations rather than patronage. Civil service examinations are comumonly
regarded as synonymous with the public sector selection process. Examinations attempt
to measure the traits, knowledge, skills, and ability that are thought to be necessary to do
well in a job. Examinations can be categorized according to what fou want to measure.
For example, examines can be General Intelligence test, Personality Traits test, Written
Performance test, Oral examination, and so on.

However, there is some shortcoming in exams. Any type of exams can not predict how
well job performance will be. There is an argument says that unless high scores on an
exam can be shown to be highly correlated with job performance, we can never trust the
exam instrument. This reflects the fact that exam can test the knowledge the candidate
has, but it never tells you anything about future performance. Performance of an exam
can be an indicator, but not all of them.

v) The fifth step: Apply Laws and rules for certification and veteran’s preference points

L



A key mechanism for eliminating patronage in the selection process has been the
requirement that managers choose from among the top three to five scores on the
examination, and build them into the certification process. To do this, first, we have to
decide the passing scores. Then, we have to add some preference on veterans. There is a
public policy towards preferential hiring of military veterans. The rationale is simply to
include this as one of the benefits available to those who have serve in the military and
help them transit from military to civilian lives.

vi) The sixth step: interview and make a selection

Although it is common for managers to interview those who have- Been certified, most
civil service laws do not require it. What is required is that all certified candidates receive
equal treatment. Most managers add their judgment to the evaluations and pick the
suitable one to probate.

vii) The last step: evaluate performance during probationary period

The last and best stage of the selection process is probation. An evaluation of
performance during the probationary period is direct evidence of how suited a person is
for the job. The length of probation varies with the type of job. If the manager think the
actual performance is good, the final step would be to advance the new appointee from

probationary to permanent status.



II1. Conclusion

Govermment is a labor-intensive sector. We need high quality government employees to

have better performance of public sector. After the discussion above, we can have the

following conclusion:

1.

(S8}

In order to enhance the efficiency in public sector, government sector should recruit in
a more aggressive and innovative way, instead of sitting back and waiting for excellent

people to drop in.

. Before announcing the vacancy, managers should complete careful human resource

planning and position analysis to know what real need is and to avoid hiring the wrong

person.

. Although examination in selecting is required by the Law, managers should focus on

evaluating the performance of job, not just sticking to the performance of examination.

. Recruitment is not only a science but also an art. It must proceed with caution and

humility. Selection employees should place emphasis on job-related competencies,

rather than moods and impressions.

. Probation is the best stage to know if the person can really perform well and serve our

need. We should make use of it, not simply let it become the early stage of permanent

employment.
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The Role of Government in Taiwan’s Economic Development
-- The Harmonization of Comparative Advantage and Industrial Policy

L. Introduction

Over the past forty years, Taiwan has grown rapidly from a backward rural economy to a
newly industrializing one. Per capita GNP has increased more than 60 times within 47
years (from $196 US dollars in 1952 to $12,020 US dollars in 1998). The economic
achievement is well known as “East Asian Miracle”. We also know that the Taiwan
economy went through the stages of import substitution, export promotion, and
technology intensification. The leading role shifted from agriculture to industry, and from
labor intensive light manufacturing to capital and skill intensive manufacturing. Between
them, international trade has played a crucial role in the development and is the major
source of growth. Export share of GDP increased from 8% in 1952 to 48% in 1998.
Taiwan has become the fourth largest trading country in the world.

One important feature of Taiwan’s economy development is government role. There are
two competing and contradictory views in literature debates regarding the role of
government in Taiwan’s economic development. One school attributed the success to

market mechanism. They indicated that the success of Taiwan’s economic development



was due to the fact that government got the relative prices right and allowed markets to
function well (World Bank (1993), James, Naya, and Meier (1989)). The other school
emphasized the role of government. They argued that it is government intervention that
distorted the prices and happened to yield the right outcome (Amsden (1989), Wade
(1990, 1999)). Lin (1999) pointed out further that although Taiwan government
intervened in the market, it did it in a quite different way. Taiwan government, instead of
adopting ‘anti-comparative advantage™ strategy, provided incentives for econc;my agents
to exploit the economy’s comparative advantage, fastened the dynamic change of
comparative advantage, and contributed to achieve rapid upgrading its industrial structure
(comparative advantage deve'lopment strategy). However, Lin (1999) did not point out
the industrial policies that can be characterized as the comparative advantage
development strategy.

In this paper, I would like to point out first Taiwan’s economic success should be
attributed tb both government intervention and market mechanism. As industrial structure
became more capital and technology intensive, the role of market mechanism increased
and the role of intervention declined. Then, I will demonstrate the industrial policies that
government adopted as a support of Lin (1999), and explain what policies were designed

to act in consistent with Taiwan’s “anticipated comparative advantage”, and help to
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accumulate human and physical capital.

The structure of this paper is as the followings: First, I would like to point out the
changing pattern of Taiwan’s comparative advantage. Secondly, I would list the industrial
policies that government implemented in different stages of economic development. Then,
I would to discuss what the changing role of government policies during economic

development. The last part is conclusion.

II. The dynamics of Taiwan’s comparative advantage

Trade is the engine of Taiwan’s econo@ic growth. International trade following the
principle of comparative advantage allows Taiwan to achieve a higher income and hence
to accumulate capital by raising the capacity to save and invest.

Traditionally a country’s comparative advantage based on its endowment is stationary.
However, comparative advantage would change during economic development process.
Balassa (1981) pointed out “stages approach to comparative advantage”, and indicated
that the structure of export change with the accumulation of physical and human capital.
East Asian countries like Japan, Korea, Singapore, and Taiwan, have very similar pattern
of economic development. When Japan’s comparative advantage has shifted towards

highly capital-intensive exports, Taiwan, with a relative highly labor endowment, took

[¥53



Japan’s place in exporting relative labor intensive products. International trade played an
important role in Taiwan’s economic development. As Schive (1987) pointed out,
comparative advantage can explain the trade pattern of Taiwan.

According to the trade theory, a country has a comparative advantage in producing a
good if the opportunity cost of producing that good is lower than it is in others. Hence,
the strength of comparative advantage is measured by differences in pre-trade relative
prices. However, the price data we can observe is post trade prices. Therefore, we can
only observe comparative advantage, as it is “revealed” in trade flow data. That is, if
markets are free and efficient, firms® maximizing behaviors will lead to export goods
whose pre-trade relative prices are low and import goods whose pre-trade relative prices
are high. The pattern of trade and true comparative advantage should be closely related.
Ranis (1992) and Chow and Kellman (1993) used “revealed comparative advantage”
(RCA) to examine the changing of Taiwan’s comparative advantage. By calculating
Taiwan’s RCA. in each economic development period, they showed a clear pattern of
changing in Taiwan’s comparative advantage.

According to Bela Balassa (1965), for commodity i of country j, the revealed

comparative advantage index can be defined as:

RCAy _(/YU/;XU}/L;XU/}/:ZI‘:XU}



If RCa, is greater than one, that is, when the share of commodity / in country j’s exports
is greater than the share of that commodity in world trade, country j is revealed to have a
comparative advantage in commodity i. When the RCA index becomes higher, the
comparative advantage is greater.

According to the RCA index calculated by Chow and Kellman (1993), we can have the

following findings.

1. In early period, the reyealed comparative advantage of Taiwan lay in those product
groups, which are traditionally defined as labor intemsive products. Among them,
clothing and textiles are major product groups. Besides, resource-based products group
also has greater revealed comparative advantage in mid-1960s.

2. Since 1970s, the competitive positions have changed. As the relative labor cost
increased, competitiveness in clothing and textiles declined steadily. The comparative
advantage of resource-based products also decreased significantly.

3. There were significant shifts of comparative advantage in exports from resource-based
products to electrical machinery. Comparative advantage in resource-based products
characterized Taiwan in mid-1960s, but by 1990 this was not true. Conversely, in the
earlier period, Taiwan did not demonstrate a comparative advantage in electrical

machinery. However, the situation completely reversed from 1990. These show that



Taiwan has successfully upgraded exports from labor-intensive and resource-based

products to more technology-intensive products. This also shows that over the forty

years, Taiwan has accurnulated sufficient human and physical capital, which made this

shift possible.

Table 1 Revealed Comparative Advantage of Taiwan in OECD

Product group 1965 1970 1975 1980 1985 1990
Resource-base products 2.31 1.12 0.75 0.83 0.75 0.58
Clothing 5.34 717 521 3.54 2.63 1.58
Textiles 1.80 1.46 1.22 0.833 0.78 0.88
Footwear 2.55 5.57 6.72 7.23 6.12 3.61
Furniture 1.60 1.67 1.36 2.37 3.50 2.73
Chemicals 1.06 0.17 0.13 0.17 0.14 0.19
Metal manufactures 0.15 0.28 0.40 0.69 1.01 1.16
Nonferrous metal 0.14 0.04 0.02 0.02 0.07 0.15
Non-electrical machinery 0.01 0.12 0.21 0.33 0.67 1.14
Electrical machinery 0.95 2.76 2.20 2.03 1.61 1.57
Transport equipment 0.03 0.07 0.08 0.13 0.17 0.27
Precision instrument 0.08 0.21 0.46 0.58 0.67 0.75
Miscellaneous manufactures 1.63 1.71 2.30 2.64 222 2.05

Resource: Chow and Kellman (1993).

If we examine Taiwan's export commodity composition over the past four decades, we

can find there is a significant change in export goods. At present, 98.2% of Taiwan

exports are manufactured goods. In 1985, 93.5 % of total exports were accounted for by

manufactures, 1.6 % by agricultural products, and 4.5 % by processed agricultural

products. If we trace back further, in 1970 nonagricultural products accounted for 78.6 %



of Taiwan’s total exports, but it was only 32.3% in 1960.

While Taiwan has exported increasingly many manufactured goods in both the relative
and absolute terms, the export composition of manufactures has also changed rapidly.
During the past four decades, textiles have obviously been in the forefront of Taiwan’s
exports, and they have now been replaced by electrical equipment and electronics.
Plywood has followed basically the same pattern as textiles, with an even shorter life
cycle. Exports of metals and metal products with scraps from ship-breaking increased
faster than total exports in the 1960s and were further augmented by a modern steel
complex established in the late 1970s. Machinery also demonstrated a remarkable stable
increasing trend in total exports. Electronics and electrical equipment like computer and
the peripheral, becomes the largest category of manufacturing export. It accounts for 34.3
of Taivan’s export, while it only took up 0.6% in 1960. That shows that over the pass
forty years, Taiwan’s export product has shifted from labor intensive products to capital
and technology intensive product. This is exactly what the changing pattern of revealed

comparative advantage showed.

III. The harmonization of comparative advantage and industrial policy

In order to upgrade Taiwan’s industrial structure, Taiwan government always adopted



Table 2 Export comumodity structure of Taiwan (percentages)

Agricul Processed Manufactured products Total
tural  agriculture
products
product sugar Canne Total Textiles Plywood Plastic Metals Machin Electrical Total exports
d food products and cry equipment,
Metal Electronics
Product and
Appliances
1960 120 440 48 557 142 1.7 - 4.0 0.2 0.6 323 100.0
1965 236 131 105 304 15.8 5.9 - 4.8 1.3 2.7 46.0 100.0
1970 8.6 3.1 57 128 1.7 5.3 - 6.3 3.3 123 78.6 1000
1975 5.6 50 29 108 27.6 33 6.5 4.8 3.6 4.7 83.6 100.0
1980 3.6 1.2 14 356 22.6 2.1 7.4 6.4 3.8 18.2 50.8 100.0
1982 1.9 04 09 57 21.6 1.5 6.8 7.6 3.8 176 92.9 100.0
1985 1.6 - - 453 19.5 0.8 4.3 7.7 4.8 20.5 93.5 100.0
1990 0.7 - - 38 153 0.3 5.8 7.3 8.6 259 953 1000
1993 0.4 - - 34 14.0 0.1 6.4 9.0 1.5 28.9 962 100.0
1998 0.3 - - 15 13.2 0.1 5.3 9.8 7.1 343 982 100.0

Source: Council for Economic Planning and Development, Tarwan Statistical Data Book, 1999.

“pragmatic approach” in designing industrial policies. They set up different industrial

policies in response to the changing of comparative advantage in each stage. As Lin

(1999) indicated, when a country increases enough both human and physical capital in its

overall endowment structure, the attempt to upgrade a country’s overall industrial

structure can succeed. That is to say, if the government adopts a policy framework that

provide economic agent with incentives to accurmulate human and physical capital, and to

exploit the economy’s existing comparative advantage, this economy will be competitive

and can achieve rapid change in comparative advantage and a quick upgrading of its

industrial structure. This is exactly what Taiwan government did in the past forty years.



1) 1950-1958 -- in pursuit of stability and self-sufficiency (first import substitution)

In the early 1950s, Taiwan was poorly endowed. It was not rich in natural resources and
‘;here were almost no valuable mineral deposits in Taiwan. The existing amount of
cultivated land can not be increased. Moreover, Taiwan’ population density is extremely
high. In 1952, Taiwan’s per capita GNP was only US$196. Taiwan was in short of capital,
technology, and foreign exchange. During this period, Taiwan government did not adopt
the heavy industry-oriented development strategy. Instead, in line with the capital scare
and labor-abundant characteristics of resource endowment, Taiwan government exploited
its comparative advantage in relative labor-intensive manufactures and relied on the
development of labor intensive and low technology industries to push forward the early
period of economic development. Taiwan’s policy was inward looking at that time, with
priority given to producing enough consumer non-durables and construction materials for
basic needs. Those policies includes land reform, import substitution policies (i.e. foreign
exchange policy, import control and high tariff), high interest rate policy and so on.

1) Land reform: Land reform was carried out in three phases: rent reduction, sale of
public land, and the “land-to-the-tiller” program. The significant change in tenancy
condition provided strong incentive to make extra efforts in cultivation. This contributed

to the increase in agriculture production. Land reform led to a smaller-scale farming



system, which brought about more labor-intensive production of vegetables and fruits.
Land reform also provide more widespread choice of farmers regarding the cultivation of
crops, which contributed to the development of multiple cropping farming and agriculture
diversity. Technology changes like biological innovation, institutional innovation, and
mechanical innovation increased agriculture productivity and generate sufficient surplus
in agriculture sector to finance the capital demand of initial development of industrial
sector.

2) Import control and high tariff: During 1950s, Taiwan was confronted with a sizable
trade deficit. In order to facilitate the development of light industries, the government
controlled those imports from foreign and imposed high tariff on import substituting
goods. This prevénted domestic firms from foreign competition especially from Japan
and boosted up the domestic price that help domestic industry grew rapidly.

3) Foreign exchange control: In 1951, the multiple exchange rate policy was introduced.
Goods imported by the public sector, plant, important raw materials and .intermediate
inputs imported by the private sector were given a lower official rate; imports of other
goods were given a higher rate. Export of major exports, sugar, tice, and salt, were given
a lower rate than private export earning.

4) High interest rate: There were two purposes for Taiwan government to adopt tight



monetary policy: one is to stabilize financial situation after hyperinflation; the other is to
encourage private saving. In order to increase capital supply, government designed the
“preferential interest rate saving deposits” policy and “longer-term preferential interest
rate saving deposits” policy to encourage private saving. In order to solve the asymmetric
information problem in capital market, government conduct direct credit to manufacture
firms in the interest rates lower than black market rates. Through allocation of funds by
the government, import-substituting industries grew rapidly.

During 1950s, main exports were traditional export item, like sugar, tea, and canned and
tropical fruits accountedA for 87.3% in 1953 and 67.7% in 1960. In this period,
manufacture exports, mainly textiles though were minimal but did start picking up near
1960. In 1953 to 1960, the fastest growing industries were agricultural product processing,
foodstuffs, and textiles. Agriculture GDP share in 1955 was 29.1%, while manufactuting
shares was only 15.6%. The share of agriculture product and processed agriculture
products to total export was 89.6%. The share of industrial product was 10.4% in 1955.
Then, due to rapid expansion in textile manufacturing, the share of industrial product

increased to 32.3% in 1960.

i1) 1958 to 1971-- export expansion



Near the end of 1950s, prices became stable and the utilization rate of industrial capacity
was low. This implied that domestic market became saturated, and the economy reached
a turning point. A set of policy reforms was therefore initiated around 1960 to create a
favorable environment for encouraging exports. This is so-called export promotion,
export substitution period. In mid-1960s, Taiwan had enjoyed its comparative advantage
as the government adopted export-led growth strategies. The important policies includes
two devaluations that brought the New Taiwan dollar to its market valve, the unification
of the multiple exchange systems, and various policies that provide incentive schemes for
investment. These policies includes:

1. “Nineteen-point Economic and Financial Reform™: Reform the foreign exchange and
trade administration to establish a unitary exchange rate, and to liberalize control. Give
private business preferential ireatment in the areas of tax, foreign exchange and financing.
Reform tax system and tax administration to enhance capital formation. Broaden
measures encouraging exports including improve procedures governing settlement of
foreign exchange earned by exporters.

2. “Statute for encouragement of investment”: The main purposes were to facilitate the
acquisition of plant sites and to provide tax exemptions and deduction. These policies

include five-year tax holiday for productive firms, tax exemption for undistributed profit.



3. Tax reduction and rebates: Tax rebates for exports were applied to customs duties and

commodity taxes. The credit for investment included the income tax. The reduction of

taxes under the Statute for Encouragement of Investment, and the tax and duty rebates for

exports, amounted to a large proportion of levied taxes. The largest rebates of customs

duties on exports amounted to 67.3% of the corresponding taxes.

4. Nominal exchange rate was unified and substantially devalued.

5. A special export loan with favorable interest rate was initiated in 1957 for exporting
financing.

6. Set up three Export Processing Zone: No duties were imposed on imports of materials,
machinery and equipment within this zone.

7. In 1968, government made secondary school completion (9 years of educatiomn)
mandatory for both boy and girls.

From the late 1930s, export expansion was emphasized and various promotion schemes

were implemented. Nominal rate of protection, investment policy, tax rebates, and trade

loans all provided favorable incentives for export promotion. During this period,

Taiwan’s comparative advantage in labor intensive manufactures also help to give a

strong boost to exports. The adoption of an export-oriented strategy not only rescued

Taiwan from potential economic stagnation, but also contributed to its rapid economic



growth. Between 1961 and 1973, the average annual growth rate of the GNP exceeded
10%. The average annual growth rate of industrial products was more than 18%. The
share of industry in the economy increased to 43.8%. The share of industrial products in

exports reached 84.6%.

iii) In 1971-1982 — the second import substitution

In the 1970s, Taiwan encountered a number of challenges. Externally, it faced energy
crisis, world stagflation, and the revival of strong trade protectionism. Ihtemal difficulties
included the emergence of serious bottlenecks infrastructure, especially transportation
and electric power, and shortages of intermediate inputs need for manufacturing exports.
Large amount of demand for intermediate inputs constituted economics of scale and
became profitable to set up plants to produce them. The era of low wages has passed due
to the full employment. The newcomers, notably Southeast Asian countries and Mainland
China, in the international market were accelerating their exports of cheap labor products.
Taiwan has gradually lost its comparative advantage in low-cost labor. Government
recogmzed the imperative of changing comparative advantage and adopted measures to
encourage direct foreign investment in more capital and technology-intensive industries,

so as to produce and export higher value added and more sophisticated product utilizing



less unskilled labor. Foreign direct investment to Taiwan was largely invested in

Electronics and Chemical industries. The industry structure moved promptly from labor-

intensive, light industries to skill-intensive, heavier industries. This is the second stage of

import substitution: import substitution for heavy industry. The policies that government
implemented includes the followings:

1. Establish science-based industrial park: The most important measure was the
establishment of science-based industrial park in 1980, which had atiracted foreign and
domestic firms engaged in mainly electronics manufacturing. This formed the sound
foundations of the development of Taiwan’s high-tech industry.

2. Implement the “Ten Major Construction Projects”: The main purpose was to build up

" the infrastructure and facilitate development of heavy industry. They included six
transportation projects, three heavy industry projects and one nuclear power generation
project. Among these were the North-South Freeway and the Chiang Kai Shek (CKS)
international airport that speeds up the delivery of commodity and inputs. The projects
started in 1973. [ts investment even reached 20% of total investment in 1975 and 1976.

3. Issue “Methods of Assisting Strategic Industries™: Promote development of some
heavy industries and parts industries by setting up strategic industries. Assist local

industry in technology innovation, the improvement of productivity, and the effective



utilization of resources.

4. Strenéthen high tech education: Enhance vocational and skill training, and higher
education in science and engineering. Establish the Industrial Technology Institute to
assist local industry in technology innovation.

During this period, agriculture exports share decreased significantly, from 8.6% in 1970

t0 1.6% in 1985. Textiles exports share also reduced from 31.7% to 19.5%. The share of

manufacturing good went up, especially the electrical equipment, electronics and
appliances. Agriculture share in GDP declined by 10%, while manufacturing share

-increased by 8%. The electronics industry in Taiwan illustrates the interaction between

foreign investment, technology diffusion and especially, the changing comparative

advantage. The forerunners of this industry were the transistor radio and television
products. Over the years, these firms extended their production from televisions to
computers, notebooks, disk drives, printers, terminals, LED, and monitors.

iv) 1983 till now -~ Economic liberalization and technology-oriented development

Due to rapid export expansion, Taiwan’s trade surplus began to swell substantially in

1983. Huge amounts of foreign reserves have piled up in spite of a more than 50%

appreciation of the New Taiwan Dollar in this period. This has not only led to trade

friction but also to excessive expansion of the money supply and excess liquidity. The



government also realized that the long-standing emphasis on export expansion, including
policy loans and other incentives, couple with measures to discourage and restrict imports,
was exacerbating the trade imbalance. On one hand, in 1984, the government declared
that economic liberalization and internationalization would be the guiding principles of
the nations. On the other hand, industrial restructuring efforts have continued. Taiwan
continued encouraging development of technology-intensive industries. The important
policies included the followings:

1. Financial liberalization: Lift foreign exchange controls, exchange rates were
determined by the market force. Decontrol interest rate.

2. Relax import control and reduce import tariff.

3. Relax foreign investment control. Foreign private capital has been given easy access to
the highly protected service sector.

4. Issue “Statute For Promoting Industry Upgrading” to replace “Statute for
Encouragement of Investment”. Accelerate the set up of ten largest newly development
industries.

5. Develop the “Plan of Developing Taiwan as a Regional Operation Center”. Build up
capacity of Taiwan’s manufacturing sector by enhancing ifs supporting service,

including transportation. Telecommunications, and finance. Especially, implement
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large deregulation towards fully liberalization and internationalization to promote free
flow of individuals, investments, industries, and information.

6. Implement project of “Science and Technology Based Economic Development™:
Continue developing high value added industries. Develop another four high-tech
industrial park (by both government and private sector) to construct innovation
environment facilitating development of high-tech industries.

Till today, Taiwan has become one of the largest electronic producers all over the world.

Textile products no longer top the export list. Traditional exports are increasingly

overtaken by new and more sophisticated manufactures. This is certainly a far cry from

the early 1950’s, when sugar and rice together accounted for more than 70% of exports.

IV. Government role in industrial development

From the description above, as Taiwan’s labor cost rose gradually, and capital
accumulated, it is obvious that Taiwan’s comparative advantage changed significantly
from the more labor-intensive industries to the more capital-intensive and technology-
intensive ones. During that time, government policies played a key role. We can not deny
the role and the efforts of government in pushing economic development. The question is

how Taiwan government did? Did it intervene the market, got the price wrong, and



happened to yield the right results? Or Taiwan’s success should be attributed to the free
market mechanism? In this section, I would like to discuss to what extent the success is
attributed to government intervention and to what extent it is the results of market
mechanism. Especially, I will discuss the motive and basis rationale for Taiwan
government to adopt these industrial policies.

In order to speed up economic growth, Taiwan government announced policies to
encourage development of the industries that govgrmnent desire. Basically, as we
examine those policies described above, there are two major ways implemented to
facilitate that. One is to artificially change the relative price. The other is to improve the
development environment. The former includes mutltiple exchange rate system and high
deposit interest rate in first import substitution period, the high import tariff, and tax
exemption and reduction for producers in export expansion period. The latter one
includes improvement of infrastructure capability and external ways to facilitate its
development. The former is of course government intervention. The latter one does not
directly distort relative price in the market.

Therefore, we can not jump to a conclusion that Taiwan government never distorted the
market over the whole period of economic development. However, Taiwan govemment

did also play an important role to improve the development environment, which did not



really effect the relative price. For example, the policies that government adopted to set
up export processing zones, Ten Major Construction Plan, and the set up of high-tech
science parks. The rational behind this is that as industrial structure becomes more capital
and technical intensive, it can become costly to for government to subsidize a particular
activity. As James, Naya, and Meier (1989) as far as high technology is concerned,
Taiwan government did not directly intervene in capital markets and foreign trade to
promote the development. Instead, Taiwan government facilitated the inflow of advanced
technology by establishing a science-based industrial park. Therefore, I would like to
point out that Taiwan’s economic success should be attributed to b-ofh government
intervention and market mechanism. The weight in policy mix between the two methods
varied across different development periods. As industrial structure towards capital and
technology intensive, the role of market mechanism increased and the role of government
intervention declined. As Taiwan economy now integrates into world economy more
heavily, much greater policy emphasis is on deregulation. The plan of developing Taiwan
as a region operational center implemented in 1995 is an obvious example of full range of
liberalization.

No matter what policy that Taiwan government adopted to encourage the development of

certain industries, the motive and principle behind are comparative advantage. As Wade



(1990) pointed out, the way in which Taiwan government intervention is different from

that other many other developing countries used. Taiwan government policy consistently

acted in “anticipation of comparative advantage”. We can have the following examples:

1) In early period, labor was abundant and capital was insufficient for industrial
development. Government implemented land reform to stimulate agriculture V
production so that they could create surplus and transform it into capital to support
future industrial development. Government also encouraged accumulation of physical
capital by adopting high interest rate policy. Besides, in order to save enough foreign
exchange for the need of import machine equipment, government also conducted
foreign exchange and import control to facilitate accumulation of foreign exchange.
At that time, the comparative advantage of trade was cheaper unskilled labor not
capital. The policies were for anticipated future industrial developmegt.

2) For another example, in the second import substitution, government recognized the
losing comparative advantage in unskilled labor. The industrial policies were focus on
encouraging development of high technology industries. This paved the way for
today’s development electronics.

3) Based on anticipating the coming of informational economy in the 21 centry, the

current policies are targeting at deregulation to facilitate the free flow of 3 1’s, 1.e.



individual, information, investment, and industries.

We can find out Taiwan’s industrial policies have always being focusing on the
anticipated future comparative advantage.

Taiwan’s changes in overall industrial structure and in comparative advantage can ne
attributed to persistent physical and human capital accumulation. On one hand, the
accumulation of physical capital was successful by encouragement of government policy
in each period. On the other hand, Taiwan’s education speeded up accumulation of
human capital. There is an important characteristic of Taiwan’s education development.
Taiwan’s education expanded from primary education, followed by the second education,
then higher education. It is totally designed to support the development of industries. In
1950s, government policy was comumnitted to lowering illiteracy. In the 1960s, mandatory
secondary education was expanded. The increase in public expenditures on educatioﬁ in
the 1980s reflects a shift in hocus towards higher education. Government policy is to
improve the education level of labor force to support the need of industrial development.
Expenditures on education as a percentage of income increased from 2.6% in 1960 to
5.5% in 1990. Taking account the high economic growth rate, this amounts to an
impressive commitment to education. Taiwan government also encouraged and supplied

students to study abroad. The ratio of higher education (collage, university and above)



employment increased from 1.4% in 1952 t0 24.9% in 1999. Number of student studying
abroad also increased significantly. Government offered a special offer to scholars who
returned from abroad to work in the public sector. The flow of scholars and students who
returned from abroad after completing their degrees has increased dramatically since
1980s. This constituted an impressive supply of high-skilled workers and contributed to
Taiwan’s technology progress. The development of Taiwan’s electronics industry is
benefited from those scholars bringing back advanced technology and experiences which
they gained from training abroad, especially from the US. Taiwan’s education created and
accumulated human capital such that it played a key role in supporting and spéeding up

the change of comparative advantage.

V. Conclusion

In the above discussion, most of Taiwan’s past success has been attributed to
government’s ability to encourage exploit its comparative advantage in relatively labor-
intensive manufacturing in the early period of development, and then in the more capital
and skill intensive products after that. Therefore we can say that the spirit of Taiwan’s
industrial policy is to provide incentives for economic agenis to help accumulate of

human and physical capitals. Economic strategy has generally emphasized finding niches



of comparative advantage in the global economy. After carefully examining the industrial

policies implemented, we can not conclude that Taiwan government did not intervene in

the market and distort the price. The essence is still to foster capital accumulation to

speed up change in comparative advantage, and upgrade industrial structure. The

“comparative advantage development strategy” is thus the efficient way that Taiwan

economy achieved high and rapid economic growth.
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Introduction

The automotive industry is closely linked to many other industries, and has CONSpicuous
propagation effects on the whole economy. This is why many countries choose the
automotive industry as a strategic industry and put high priority in developing it. The
Japanese government, 100, adopted a variety of industrial policies to foster development
of its car industry, so that growth in automobile industry could bring huge positive efforts
to expedite the growth of other related industries, to expand export, to raise technical
level, and thus to improve standard of living. Now the automobile industry is a leading
industry in Japan.

As we look back to 1955, the production and investment shares of the automotive
industry were only 2.91% and 2.85% ,Of the total production and investment in Japan. it
only accounted for 0.28% of the total exports. However, in 1985, the situation changed
dramatically. The share of the industry reached 11.8 % of the total production and 20.8%
of the total investment. Export share increased to 26.4% (Table 1). Japan successfully
overtook West Germany and the United States within a very short period of time and
became the largest automobile producing country in the world. It is thus worth examining

how automotive industry developed in Japan and how Japanese government supported its



development as a successful model for less developing countries to follow.

Table 1: Japanese Economy and the Position of Automotive Industry
(Billion Yen, 1,000 persons)

Automotive  Iron Electric  Textiles  Automotive Industry’s
Industry  and Steel and Share in Manufacturing
Machinery total (%o)
1955
Production 181.1 635.0 2409  999.0 291
Employment 12.7 27.5 229 108.7 2.56
Investment 7.0 31.3 10.8 26.1 2.85
Export 2.0 934 1.1 210.6 0.28
R&D 7.1 4.5 17.0 2.5 9.69
1985
Production 31,531.3 17,791.3 41,117.3 8,118.6 11.8
Employment 76.5 38.8 271.8 21.0 7.0
Investment 1,331.4 659.5 1,519.8  134.6 20.8
Export 819.5 3253 7102 1497 26.4
R&D 686.7 192.1 163.5 59.5 144

Source: Itami, Kagono, Kobayashi, Sakakibara and Itoh (1988).

Table 2: Japan and World Automotive Industry

(1,000 unit, %)

Japan U.S.A West Germany France

1955

Production 69 9,204 909 725
Export ratio 1.8 42 419 22.4
New motor

vehicle registrations 65 8,127 501 541
Import ratio 10.5 0.7 3.8 2.0
1985

Production 12,270 11,650 4,450 3,020
Export ratio 54.8 7.7 61.8 56.4
New motor

vehicle registrations 5,560 15,560 2,510 2,110
Import ratio 1.0 36.3 45.4 54.4

Source: Itami, Kagono, Kobayashi, Sakakibara and Itoh (1988).
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L_Industral Policies of Government

In 1948, Japanese government announced the “Basic Automotive Industry Policy”, which
set the goal to develop small trucks, establish a mass production system, and promote
export to Southeast Asia. MITI (Ministry of International Trade and Industry) sought to
“foster” the automobile industry to bring other related industries to modemization. The
automobile industry was thus became one of the strategic industries and was placed under
strong government protection in order to become a key export industry.

Thanks to government’s protection, production of automobiles kept on expanding and
arrived at the international standard very rapidly. During the twenty-two years from 1949
to 1971, production of fapanese automobile expanded 200 times for ali cars and 3,475
times for passenger cars. At the following, I examine the policies that government
implemented to support its development. These includes government protection policies
that were used to foster growth of automobile industry, the demand stimulation policy
that provide sufficient domestic market, and the liberalization policy that government
adopted under the pressure of foreign countries.

A. Protection policy

There were lots of measures in which Japanese government implemented to protect its

growth and prevent from foreign competition. The basic idea of government is to



“postpone trade and capital liberalization as long as possible and to prepare the industry
fully for the liberalization”. Ueno and Muto (1980) indicated that these measures
basically could be classified into protective and support mgasures.
1. Protective measures are devised to restrict the import of foreign-made automobiles.
These include:
1)Favorable tax rate for domestic automobile production, including high tariff rates
and high excise tax for imported automobiles;

2)Import restriction through the operation of foreign exchange allocation.

1) Favorable tax rate

Tariffs and excise taxes protected small passenger cars more than other automobiles. The
fixed tariff rate imposed on passenger cars in 1960 was 40%, 10% higher than the rate on
trucks and parts (Table 3). The excise tax rate on small passenger cars was 15%. In order
to provide more advantages for Japanese automobiles, the government imposed 30% to
50% excise tax rates on medium-sized and large passenger cars, which were mostly made

by foreign countries.

Table3: Automobile Import Tariff Rates in Japan (May 31, 1960)

Fixed rate
Automobile passenger car 40 %
Automobile truck 30 %
Automobile parts 30 %

Source: MITI, Nihon no Jidosha Kogyo (Japanese automobile industry), 1960-61.
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Table4: Excise Tax Rate on Automobiles in Japan (April 21, 1959)

High-class passenger cars 50 % For passenger cars with wheelbase above 305 cm
or cylinder capacity above 4,000 cc.

Median-sized passenger cars 30 % For passenger cars above 245 cm and below 305
cm or cylinder capacity above 1,500 cc and
below 4,000 cc.

Small passenger cars 15 % For passenger cars with wheelbase below 245 cm
and cylinder capacity below 1,500 cc.

Source: MITI, Nihon no Jidosha Kohyo (Japanese automobile industry), 1960-61.

2) Import restriction

Foreign exchange allocation system also formed another barrier for import of

automobiles. The amount of foreign exchange allocation for automobile imports was

$13,740,000 in 1953. It was reduced to $610,000 in 1954 and further to § 920,000 in

1955. This effectively reduced the amount of imported foreign automobiles from 5,900 in

1953, to 370 and 545 in 1954 and 1955 respectively. However, the foreign exchange

allocation for automobile parts had been increased, since they still relied on importation

of assembly parts through international technical cooperation, In 1957, all parts began to

be produced at home; parts were on longer imported from abroad.

2. Support measure: The Japanese government adopted support measures to reduce

production cost and enhance the international competitiveness of its automobile industry.

These measures includes:



1) loans at low interest rates from public financial institutions;

2) government subsidy;

3) special depreciation;

4) exemption of import duties on necessary machinery and equipment;

5) Authorization for essential technology imports.
1) Low-interest rate loan
Japanese government offered low-interest loans through public financial institutions to
finance automobile firms. The most important source was the Japan Development Bank
(JDB). JDB played a key role in financing during two periods: FY 1951to 1956 and FY
1966 to 1971. Each period has its different concerns. The main object of the first period
loan is to help firms to establish mass production system. It offered 1.5 billion-yen loan
totally in the manufacturing facilities of medium- and small-sized passenger cars during
1951-1955 period, nearly 10% of the total investment (Ueno and Muto (1980)). The main
goal of loans during FY 1966 and 1971 was to strengthen and rationalize passenger car
production facilities. The finance totaled 11.9 billion yen, which is 1% of total investment
by auto manufacturers in that period.
Low interest financing loan not only was lent to automobile manufacturers, but also lent

to automobile parts industry. In June 1956, government enacted the “Law Concerning



Provisional Measures for Development of the Machinery Industry”, which automobile
parts industry was included to be promoted. There was a time limit of five years for firms
to rationalize production systems, modernize equipment, and develop technology. In 1961
and 1966, they included automqbile parts, machine tools for automobiles and other
related industries in this law in order to lower the prices of automobile parts and reduce
production cost of automobile. Under this circumstance, JDB and SBFC (Small Business
Finance Corporations)- exqcu‘ced the allocation of financing fund. JDB was responsible for
financing of primary automobile parts makers. The SBFC took charged of financing for
secondary parts makers. JDB’s financing reached the highest level of 36% of fixed
investment in the automobile parts industry during 1957 to 1960 and 1964 to 1965. On
average, it financed 13.6 % of investment in parts industry.

2) Government subsidy

Besides, low interest financing, Japanese government also provided direct subsidies to
support domestic production of automobiles. The government disbursed 369 million yen
of subsidies and commissions for the Automobile Technology Association, the Japan
Small Automobile Industry Association, and other organizations from 1951 to 1959 to
promote the expansion of machine industry.

3) Depreciation system



The depreciation system for automobile industry is also favorable. The special
depreciation took effect from 1952 for the automobile industry and from 1956 for the
parts industry. In that system, the government offered a depreciation for purchase of
specified equipment by 50% in the first year after acquisition (“Special Taxation
Measures Law” enacted in 1952). There was a straight-line depreciation for purchase of
facilities for testing and research during a three-year period. This law successfully
stimulated investment of automobile industry. As a result, the expenditure that
automobile industry spent to purchase machines reached 18.4% of total investment in the
1551-1959 period.

4) Exemption of import duties

Exemption of import duties was designed for purchase of machines that were necessary
in automobile production in Japan and not manufactured in Japan. This was provided as
exceptions to the Tariff Law (1954) and the Provision Tariff Measure Law (1960).

5) Authorization for technology imports

As for essential technology imports, Japanese government authorized 155 cases for both
automobile manufacturers and for automobile parts makers during 1951 to 1969 to raise
technology level.

B. Stimulation of domestic demand



Porter and Takeuchi (1999) emphasized the importance of stimulation of domestic
demand. They pointed out that the key reason Japanese automobile became a successful
industry is that government stimulated demand for new products, spurred Japanese firms
to investment in the industry, and hence, improved their products and kept on expanding.
In mid-1950s, personal demand for automobiles was only 3% of the total demand. In
1955, MITI announced a “people’s cars” concept to stimulate personal demand. It
designed an ideal minicar with low priced and popular style. Through this, MITI also
encouraged firm to achieve the concentration of production in one company. This policy
not only provided a stimulus to produce popular cars, but also had great influence on the
later popularization of passenger car in Japan.

The high economic growth policy and road network construction program also
contributed to the development of automobile industry. Ueno and Muto (1980) estimated
the income elasticity and price elasticity of car demand in Japan was 3.2 and -0.42
respectively, which is higher than those of US, West Germany, and Canada are. High
economic growth policy formed a virtuous cycle of automobile production: it increased
income, spurred automobile demand, then stimulated mass production of automobiles,
reduce the cost and, hence, the price of automobiles, and further increased automobile

demand. Increase in income also induced larger flow of population and commodity. This



caused rising demand of roads. Through 1956 and 1959, Japanese government
accelerated the construction of road network (Establishment of the Japan Highway Public
Corporation in 1956, Enactment of Jaws concerning construction of national-wide roads
and high-speed road in 1957. Enactment of law dealt with highways in capital cities in
1959). This expanded the demand for automobiles. To the production firms, it provided
sufficient demand for automobiles, necessary to improve the production efficiency.

C. Policies responded to liberalization

Protected by the government, Japanese automobile industry grew beyond the infant-
industry stage very rapidly. In 1965, Japanese automobile industry reached the
international standard in the scale of mass production of passenger cars. In response to
foreign pressure, MITI started to change its position in assisting development of
automobile industry.

1) The Japanese government liberalized imports of bus and truck in 1961, and liberalized
imports of passenger car in 1965.

2) After the Kennedy Round negotiations in 1967, Japan announced to reduce import
duties on large passenger cars from 35% to 17.5%. Import duty for small passenger cars
was also reduced from 40% to 30%. For buses and trucks, the rate was reduced from 30%

to 15% by 1972.



3) In August 1968, after the Japan-US automobile negotiation, the government further
liberalized import barrier by expanding the import quota, and reducing the tariff rate on
large passenger cars. Besides, Japan began to accept the applications for establishing
joint-venture assembly companies.

4) In 1969, Japan government announced further reduction in restrictions of capital
investment in response to foreign pressure. This included liberalization of capital
investment in October 1971 for automobile industry, parts industry and sales services.
Joint venture could have up to 50% of foreign capital.

Though government announced these programs to liberalize import, MITT’s policy was
still highly protected. For example, MITI still provided loans to encourage nter-

enterprise links and merger, in order to secure efficient mass production.

1I. Development of Automotive Industry

According to Watanabe (1993), Japanese development of automotive industry after the
war 11 can be divided into five stages. Each stage of development responded different
domestic and world environment changes. The five stages are:

a) early 1950s, the reconstruction period under occupation

b) mid- and late 1950s, achievement of industry independence



c) 1960s, liberalization and domestic market expansion
d) 1970s, maturation of the domestic market, expansion of export and concern over
environment and energy

¢) 1980s, trade friction and overseas manufacturing operations

a) Reconstruction period under occupation (early 1950s)

Due to the occupation policy, domestic production of motor vehicles was controlled at the
end of the war. In October 1949, production restrictions for small vehicles were first
removed. And following that, in Aﬁril 1950, all production réstrictions and price controls

were also abolished. The production of truck first recovered. The outbreak of Korean War

in 1950 stimulated demand for trucks. This also stimulated new investment for. -

rationalization. By receiving easy access to foreign exchange, investment for
rationalization was continued after Korean War. The capital accumulation during this
period played an important role for future development of the automobile industry.

b) Achievement of industry independence (1950s)

In 1950s, auto manufacturers, under the government’s guidelines, began to look for
technology tie-ups with foreign firms and acquire foreign production techniques through

the location production of foreign models. In the latter half of the 1950s, automobile



manufactures began to set up mass production system through which they could achieve
production efficiency and reduce production cost. Automobile firms competed with each
other in the domestic market. The annual growth rate of production volume registered
47% high. It multiplied seven times in five years. After this period, the automotive
industry could compete with foreign imports.

¢) Liberalization and domestic market expansion (1960s)

In 1960s, in response to foreign pressure, trade and capital liberalization occurred in
automobile industry. MITI announced “the producer’s” group concept” in May 1961, to
reorganize auto makers into mass préduction “group”, to reduce of number of models and
firms, and to strengthen the mass production system. After capital liberalization, in 1971,
the automobile industry engaged in reorganizing with mergers and tie-ups with American
manufacturers (the second round of reorganization). Six groups makers formed at this
time. As a result of reorganization, production expanded si gnificantly.

d) Export expansion and concern over environment and energy (1970s)

There are two main issues happened during 1970s, which influenced the development of
automobile production in J épan. One is environmental concern. The other is export
expansion.

The income level increased dramatically in Japan during 1970s. Japanese economy
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finally caught up with other developed economy. Atmospheric pollution énd other
environmental problems became a main concern during this period. In response to
government’s stringent regulation, producers managed to develop low pollution engines.
Government also provided tax incentive encouraging producers to meet pollution
requirement.

On the other hand, the maturation of domestic market urged firms to seek for export
expansion. In 1973 and 1979 oil crisis happened, the attributes of smallness and fuel
efficiency of Japanese cars made it more attractive and competitive in the world market.
The expansion of foreign market induced large production expansion.

€) Trade friction and overseas manufacturing operations (1980s)

As the export of Japanese antomobiles expanded, foreign firms, especially US firms,
faced competition. This caused trade friction and a rising protectionism. The first phase
of negotiations between Japan and US was in 1980, which reduced tariffs on automobile
parts import. As US automobile production continued to decline, the second phase of
negotiations began in 1981, which concluded that a voluntary restriction by Japan on
exports to be exercised. After the Plaza agreement in 1983, the yen began to appreciate.
Japanese firms, including Honda, Nissan. and Toyota, moved their operations overseas,

mostly in North America, for pursuing management efficiency and avoiding trade friction.



Production from these overseas plants expanded significantly.

IV, Conclusion

The automobile industry is an industry that economies of scale matter. At the early stage
of development, there should be sufficient domestic demand to support its development
and to achieve the efficient scale. Government industry policy plays an important role in
this respect. Nevertheless, the protection of government should not be excessive or
insufficient. If nufnber of firms is too much and domestic market is relatively limited,
production efficiency is difficult to be achieved. However, if -number of firms is not
enough to form the competitive pressure, industrial policy will always result in keeping a .
weak industry and fail to foster its growth. Besides, technology played an important role
in producing automobiles. Being a capital and technology intensive industry, the
automobile industry requires considerable capital and advanced technology. The
technology level of related industries should be raised at the same time to support the
production of automobiles.

It is clear that Japanese government played a key role in development of automobile
industry. Japanese government not only provided sufficient protection in the sense that

liberalization never occurred till domestic production has build up competitiveness, but



also indicated the time limit of protection. This prevented government protection from
resulting in keeping a weak industry too long. Besides, Japanese government adjusted its
policy according to different economic conditions and its different development position.
The timely response of government policy to changes of internal and external
environment is deemed a more important factor to foster its growth. These factors
altogether contributed to the success of Japanese automobile industry.

Japanese automobile development model was such a successful one that other
governments tried to follow it. Taiwan government was one of them. The industry policy
adopted by Taiwan government to support automobile development can be judgedto be a
failure. Taiwan’s automotive industry now is still in the assembly stage and is thought to
suffer from the foreign competition after entering the WTO. As we compare the policies
adopted by the two governments, both of them used protection measures and offered
production incentives to increase domestic production. Japan succeeded but Taiwan did
not. The big difference is that Taiwan government failed to construct an environment that
achieve the economics of scale, i. e., the entry of a large number of firms and the limited
domestic market prohibited the appropriate development of competitive environment. On
the other hand, though both countries depended on import of foreign technology, Japan

has higher technology level to support development of related industries, which is



essential for producing automobiles. Taiwan’s small and medium enterprises seemed
more difficult to develop advanced technology without a considerable amount of capital.
In sum, it is the appropriate government policy, highly expanding domestic economy,

plus favorable external condition that made the success of Japanese automobile industry.
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A Social Clause on Core Labor Standards in the WTO

Would Do More Harm than Good

I. Introduction

Imposing labor standard on international trade policy can be traced back for a long period
of time. This issue is not only widespread but also has acquired considerable political
influence. For example, in 1953, the United States proposed adding a labor standards article
to the GATT, but it was unsuccessful. Canadian Federal election in 1988 was fought over
the impact of “free trade” on Canadian labors. The concerns of labor interests appeared also
in the North American Free Trade Agreement (NAFTA) debate. Supplemental agreements
were negotiated with Mexico to raise and enforce labor standard as conditions for
congressional approval. Their argument was, if US did not impose high labor standard on
Mexico, after opening a free trade area, US firms would be at the disadvantage of higher
labor costs and would lose competitiveness. In 1993, Ross Perot, a former presidential
candidate, even warned that free trade between the United State and Mexico would lead to
a “great sucking sound” as US industry moved south. Further, there is other concemn that

pressure will be put on the United States to lower labor standards domestically. Labor



standard concerns also formed a social clause in WTO that provided a prerequisite for

market access. It is particularly a favorite of labor unions who want to seek for protection

from foreign competition. People who adhere to this belief argue that foreign competition,

based on low wages and low labor standard, is unfair and hurts other countries with higher

labor standards. They would like to level playing field in the trade agreement.

Actually, as my following arguments, it is natural and legitimate for different countries to

have different labor standards. Instead, I will argue that requiring univérsal labor standard

across countries would do more harms than good, either from efficiency point of view or on

grounds of morality. Especially, I would clarify the following arguments:

1.Is competition illegitimate and unfair if labor standards are different between trade
partners?

2. Does universal labor standard is beneficial to the whole world?

3. Can high-income countries gain from imposing standards on low-income countries?

I1. Welfare analysis
In this section, I want to use graphs to show that world efficiency achieves when each

country chooses and imposes its own level of standard which reflect its domestic social cost.



Imposing uniform standard would decrease world welfare (Brown, Deardorff, and Stern
1996).

Suppose the behavior of suppliers in the absence of any policy is that a social cost is not
capture in the supply curve. Assume the government of a small and importing country
adopts a measure of preventing employing children, which imposes an additional cost C to

producers. We can see from figure 1 that, under the world price P, the quantity of

producer supply decreases from Q, to Q; while .consumer still consume the same amount
(Q,) through importing more. Total social welfare increases by the area of d. If the country
is an exporting country, total social welfare increase more.

If the additional cost of C is not determined by the national government, but by ths
uniformed international standard, then the effect on welfare will be different. Since all
countries impose additional cost C, the world price will certainly increase. Domestic
producer will decrease supply from Q, to O, (figure 2). The consumer demand will
shrink from P, to [, . The net welfare loss will be (h+i+]-d). However, conversely, for an
exporting country, imposing universal standard will have welfare gains.

From this analysis, we know that if a country can choose its own standard according to its

own need and perceptions of social cost, we will have diverse standards in the world, and

(9]



this achieves world efficiency. If we harmonize the standards across all countries, some
countries will end up imposing higher standards than the corresponding social costs. Some
countries will impose lower standard than their social costs. Quiput levels will be set

inappropriately, either too low or too high. In this case, welfare will not be optimal.

1. A Social clause is not a good idea

From last section, we know that as each country based on its cultural values and economic
conditions to pursue economic interest, labor standards with which to correct market failure
may not be the same. Those standards are welfare improving as long as they can fix market
failure. It does not matter whether or not your trade partners behave similarly. So labor
standard is domestic. It reflects the need of individual country and its own priorities. Thus,
it is natural and legitimate for countries to have different standards. There is nothing unfair.

Besides, it is still uncertain whether it is beneficial for a high-income country to demand a
universal labor standard. Low-income countries tend to be relatively labor abundant and
export labor-intensive goods. If high-income countries impose universal standards on low-
income countries in labor-intensive industries, the world supply of labor—iﬁtensive goods

will contract. This will boot up the prices of labor-intensive goods. As a consequence, it is



likely that the terms of trade of high-income countries will be worsened and make them
worse off. On the contrary, if the labor standard is imposed in capital-intensive industry,
then labor in low-income countries will move from the capital-intensive industries to labor-
intensive ones, and thus, increase production of labor-intensive goods. The world prices of
labor-intensive goods will fali. The high-income countries will be better off. Therefore, the
effect of demanding uniform labor standard by a high standard is uncertain.

From the efficiency point of view, we say that diversity of labor standards is efficient.
Hence, we should allow different- countries have differ_ent standards to reflect their own
social cost. However, as the debate move from human standard to human right, it is seen
often in terms of moral concerns. For example, trade with countries that violate human
right, like child labor, should be denied. There are many people argue that human right is so
inalienable that it can not be taken away from others, even though we know it is better and
efficient to do so. Therefore, we should impose trade sanction on those nations, which
export the product of abusing human right in production process. In fact, this is not true.
Morality is subjective. There is nothing objective to constrain that. If every country can
insist its own morality and impose it on other countries by trade policy, then the world trade

would become chaos and lose its order. Besides, trade sanction may not really benefit



labors in low standards countries. While we want to help those labors, we should think
further if this will really help them. As we refuse the import from low standards countries,
Jabors in this industry will lose jobs and will be forced to move to other industry. Most of
them are unskilled labors. As demand for unskilled labor falls, wages go down. They are
forced to take the jobs with even lower wages and, therefore, are very likely to be worse off.

This result is definitely not what we want.

IV. Ways to solve

According to the argument above, we know that use of trade policy to do with the problem
of abusing human right is not adequate. Then, how to address this problem? We have
leaned from economic theory that two problems should be addressed with two policies.
When there is a market failure in our domestic economy, we should use domestic policy to
do with it directly. Addressing it with a trade policy indirectly will cause distortion
elsewhere, and will not be efficient. In our case, if there is a market failure in labor market,
the first best policy is to fix the market and maintain the free trade. If market failures
remain unfixed, free trade can harm rather than help. If the market failure is fixed with an

appropriate domestic policy, free trade can again achieve the efficiency (Bhagwati



1998(b)).

So following this idea, we should keep the free trade, receive the gains from trade, and use

other methods (institutions) to do the problem of abusing human right. The national

government is not suitable to do this, since it tends to ask others more than ask for itself.

Instead, the appropriate institution is non-govermnment organizations (NGOs), like UNICE,

1.0, and UNEP. NGOs have the characteristics of worldwide and transparency, that can

treat every country on equal basis. In this case, we need to strengthen the functions of

NGOs in those low labor standard countries. Urge them to review the problems in their

countries according to their conventions and monitor the problem effectively. By way of

suasion, this can bring moral pressure for their government to bear for change in our

desired direction, and a multilateral consensus can be achieved on the basis of moral and

economic legitimacy.

Another way to solve this problem is “while in Roman, do as the Americans do”.

Proponents of high labor standard must deem high standard as good values that every

producer in all countries should adopt. Then, when US firms move their plants out to low

labor standards countries, they should still stick to the high labor standards regardless of

where they move. This will encourage non-governmental organizations in low standard



country to incite the high standard to all firms. Besides, this will also give pressure to other
foreign firms producing in low standard countries. Eventually, these efforts will push up the
standards endogenously. As a consequence, we receive gains from trade and solve the

human right problem.

V. Conclusion

Trade theories emphasize that based on comparative advantage, trade makes both counties
better off. This means that trade depends on differences in level of economic development,
factor endowments, and domestic policies. Lower wage in trade partner is irrelevant to
whether we gain from trade. Free trade makes it cheaper for us to produce the goods with
comparative advantage.

As far as the motivation of demanding for universal standard is concemed, we know that
each country having its own economic condition and perceptions will determine its optimal
level of labor standard, which is not necessary equal to other countries’ standard. Existence
of diversity standards is neither illegitimate nor unfair. Instead, it is natural and legitimate.
So there is no need to impose uﬁfom standard. From the efficiency prospective, we know

that world efficiency achieve when each country imposes its own standard in response to its



social cost, not imposing uniform standard. Besides, it is also uncertain whether it is
beneficial for a high-income country to ask for imposing a universal labor standard. So
insertion of a social ¢clause for labor standards into the WTO can obviously do more harm
than good. As for ways to address this problem, we should use two policies to solve two
problems. That is, maintain free trade to receive gains from trade, and urge NGOs to solve

the human right problems.
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