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Why industrial policy?

At the time of the Soviet Union collapse and of the
formation of Ukraine as anindependent statetheindustria
sector held aleading position initseconomy. Theindustry
employed 7.8 million people — more than in any other
type of activity. In 1991, the output of state industrial
enterprises located on the Ukrainian territory was more
than 50% of the total output of goods and servicesin the
sectors of the economy and more than 40% of gross
added value.

At that time, the Ukrainian industry was part of a
single national-economic complex of the USSR, which
developed on a planned basis. Due to the fact that after
the Soviet Union collapse Ukraine embarked on the
transition from planned economy to market economy;,
industry wasforced to go through a period of institutional
and economic transformations, the main of elements of
which have become state property privatization,
liberalization of prices for goods and services and the
elimination of the state monopoly on foreign trade.

The expected outcome of such reformswasto bring
the volume and structure of industrial production in line
with effective demand in the domestic and foreign
markets, restructuring and modernization of production
facilities, upgrade of production technologies, increasing
labour productivity and reducing anthropogenic impact
on the environment. It was natural to expect that in
connection with large-scale reforms the size of the
industrial sector of the economy will contract, but
eventualy it will become more efficient and competitive,
meeting better new challenges to economic security of
the government.

In order to support and promote the industry
development under difficult market transformations the
Ukrainian government has developed and implemented a
number of measures in the field of industrial policy. In
1996 the concept of the stateindustrial policy was adopted
(Resolution of the Cabinet of Ministers of Ukraine ason
February 29, 2006, Ne 272). It was replaced by the next
Concept of industria policy published in 2003 (The Decree
of the President of Ukraine, as on February 12, 2003,
Ne 102). Then there was adopted the State Programme
for the Development of Industry in 2003-2011 (Decree
of the Cabinet of Ministers of Ukraine as on 28.07.2003,
Ne 1174). In addition, the regulation of the Ukrainian
industry development in a market economy (often
contradictory) was carried out by the methods of fiscal
and monetary-credit policy™.

Ultimately, over the past 20 years, the market
adjustment actually occurred and now Ukrainian industry,
represented mainly by non-state enterprises, manufacture
products which are in demand in foreign and domestic
markets.

However, firstly, the processes of change by their
form were more reminiscent of a spontaneous collapse
(especidly in the first half of the 1990s — fig.) rather
than goal -directed learning and the gradual adaptation to
changing conditions of the external environment, and
therefore were accompanied by alarge social costs. it is
enough to note that the number of people employed in
industry dropped from 7.8 millionin 1991 to 3.5 million
in 2009, i.e. more than twice.

Second, the mass restructuring and modernization
of production facilities, upgrade of production

1You can, for example, mention: preferential tax regimefor mining and metallurgical complex, introduced for the period 1999-2002 by
the Law of Ukraine as on 14.07.1999, Ne 934-X1V; a special regime of management, established by the Law of Ukraine “On special
economic zones and specia regime of investment activity in Donetsk region” ason 24.12.1998, Ne 356-X 1V, which guaranteesthebusiness
entities tax and customs exemptions provided in the implementation of the priorities for the region’s economic activities of investment
projects worth over U.S. $ 1 million, the revaluation of hryvniain 2005, when its official exchange rate was close to the interbank rate,
which had a strong impact on competitiveness of industrial companies-exporters, etc.
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technologies have not taken place. Market adaptation
occurred mainly not by creating new high-tech industries,
but by the extinction of individual enterprises and even
entire industries (light industry), whose products were
not demanded or were uncompetitive?. As for those
businesses and industries that have managed to survive
(in the mining industry, ferrous metallurgy, power
engineering, gas, chemical and petrochemical industries,
machine building), many of them still use equipment and
technology inherited as a legacy from the former Soviet
Union, which determinethe productivity and devel opment
pressure on the environments.

Third, from the standpoint of the national security
economic component the results of Ukrainian industry’s
market adaptation to new economic conditions can not
be regarded as satisfactory. It proved to be vulnerable to
economic shocks, unableto maintain atrajectory of stable
functioning in arapidly changing external environment.
Especially, it manifested itself during the global financial
crisisin 2009, when industrial output plummeted by more
than 20%, which put Ukraine on the brink of default®.

Thus, in genera, unsatisfactory results of Ukrainian
industry development for twenty-year period considered
prove the fact that there are required serious changes in

2Hereis how aformer deputy prime minister, vice-president of holding “Russian Aluminum” A. Livshits characterized the results of
market reformsin Russia, wherethe trends of industrial devel opment, according to the dynamicsof production volumes, are approximately
thesameasin Ukraine, “... wedo not even redizethat weliveinasocialist country. Oligarchs earn money at socialist factories— yet they
themselves have built nothing. Their product is carried on the socialist rails, and the current — on the socialist power transmission lines
of saws. Repair?Yes, but do not build. All these remain from the country which has not existed for fifteen years already. And we have not
seen any introduction of facilities.” (See: Livshits A. Now the only way to save money — spend it! // Moskovsky Komsomolets. —
2005. — June 8. — Ne 1670).

3 For exampl e, in the production of Ukrainian ferrous metal's, which hasthe largest share of goods exported (about 30% of total exports
in 2010), an obsolete way of open-hearth steel production in 2000-2008 still accounted for more than 40%, whereas its world average
share was|essthan 5%. And only in crisis 2009 the share of open-hearth steel in Ukraine decreased by 26% (in Russia— up to 10%, on
averageintheworld — up to 1.3%) (See: Sted Statistical Yearbook 2010. — Worldsteel Committee on Economic Studies, Brussels, 2010,
p. 35).

4 See: http://www.unian.net/rus/news/news-301123.html.
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industrial policy: it needseither to berebuilt substantially,
or because of itsinefficiency it should be rejected at all.

But beforeraising theissuein apractical level, itis
reasonable to address the theoretical aspect of the
problem, once again to consider the arguments“for” and
“against” theindustrial policy inlight of theradical change
in economic conditions both domestically and overseas®.
With this purpose in mind the provisions of neoclassical,
institutional and evolutionary economic theories will be
considered. The study will begin with establishing the
boundaries of the subject areas of research — adefinition
of the concept “industrial policy”.

What isindustrial policy?

As the name implies, the industrial policy is some
actions of the government (central and/or local) in the
industry. That is it is a certain kind of economic policy,
along with its widely recognized kinds such as
stabilization, financial, trade, etc. policies. However, in
contrast to the above-mentioned kinds, which are of
general economic character, industrial policy, “... in the
strict sense is a sectoral policy; it seeks to promote
sectors where intervention should take place for reasons
of national independence, technological autonomy;, failure
of private initiative, decline in traditional activities, and
geographical or political balance™®.

Many other specialists admit the fact that industrial
policy has a sectoral nature’. As, for example, noted in
the article?, “... industrial policy is basically any type of

selective intervention or government policy that attempts
to alter the sectoral structure of production toward
sectors that are expected to offer better prospects for
economic growth than would occur in the absence of
such intervention, i.e., in the market equilibrium”.

Changes in the sectoral structure of production are
an element of structural transformation (restructuring)
of the economy as a whole. Therefore, we can define
industrial policy as“... avariety of public actions aimed
at guiding and controlling the structural transformation
process of an economy”.® The emphasis here is on
industry, because “... the industrialization process is
essential for the transformation of the economy as a
whole and it is possible to act on this process in order to
guide the entire structural change mechanism™°.

D. Rodrik speaks from somewhat different
positions, maintaining that: “There is no evidence that
the types of market failures that call for industrial policy
are located predominantly in industry”**. Therefore, for
lack of a better, he uses the term “industrial policy” to
denote all acts of economic restructuring in favour of
more dynamic activities in general, “... regardless of
whether those are located within industry or
manufacturing per se”12 and gives examples of such
policies, including those of services and of agriculture.

However, such extended interpretation leads away
from the traditional understanding of industrial policy,
which makesthe study of this phenomenon inahistorical
context more complicated. So J. Foreman-Peck, who

5 Industrid policy ison the agendain the more prosperous countries than Ukraine. Issues of industrial policy are thefocus of specia reports
of the Commission of the European Communities 2002, 2004 and 2005. (See: Industrid policy in an enlarged Europe. — European Commission,
2002, COM (2002) 714 find; Fostering structura change: anindustria policy for an enlarged Europe. — European Commission, 2004, COM
(2004) 274 find; Implementing the Community Lisbon Programme: A policy framework to strengthen EU manufacturing — towards amore
integrated approach for industrid policy. — European Commission, 2005, COM (2005) 474 fina). They pointed out that it plays akey rolein
achieving the objectivesto form acompetitive and dynamic knowledge-based economy of theenlarged Europe(see, for example: Industrid policy
inan enlarged Europe. — European Commission, 2002, COM (2002) 714find, p. 7). Interest in thistype of policy hasincreased duetothegloba
financial and economic crisis. In 2009, there was held around table discussion on theindustria policy issuesin the OECD Globa Forum on
Competition (See: Roundtable on Competition Policy, Industrid Policy and Nationa Champions. — Organisation for Economic Co-operation
and Development, 2009, DAF/ COMP/ GF (2009) 9, 250 pp.). In 2010, the debate about its prospects was published by theinfluential English-
language weekly “The Economist” (see: Industria policy. — http://mww.economist.com/debate/overview/177).

6 See: Cohen E. Theoretical foundations of industria policy // EIB Papers. — 2006. — Vol. 11. — Ne 1. — P. 85.

" See: Pack H., Saggi, K. The casefor industrial policy: acritical survey. — World Bank Research Working Paper. — 2006. — Ne 3839.
— 51 pp.; Foreman-Peck J. Industrial policy in Europe in the 20th century // EIB Papers. — 2006. — Vol. 11. — Ne 1. — P. 36 — 62;
Bianchi P, Labory S. From‘old’ industrial policy to‘new’ industrial development policies// International handbook onindustrial policy.
Ed. by P. Bianchi and S. Labory. — Cheltenham, UK, Northampton, MA, USA: Edward Elgar. — 2006. — P. 3 — 27; Soete L. From
industrial to innovation policy // Journal of Industry, Competition and Trade. — 2007. — Ne 7. — P. 273 — 284; Singh A. Competition
and competition policy in emerging markets: International and development dimensions. — United Nations, G-24 Discussion Paper
Series. — Paper Ne 18. — 26 pp.

8See: Pack H., Saggi, K. Thecasefor industrial policy: acritica survey // World Bank Research Working Paper. — 2006. — Ne 3839. — P, 2.

9 See: Bianchi P, Labory S. From*old’ industrial policy to‘ new’ industria development policies// International handbook on industrial
policy. Ed. by P. Bianchi and S. Labory. — Cheltenham, UK, Northampton, MA, USA: Edward Elgar, 2006. — P. 3.

10 Seer ibidem.

1 See: Rodrik D. Industrial policy for the twenty-first century. — Centre for Economic Policy Research, 2004. — CEPR Discussion
Papers. — Ne 4767. — P. 2.

12 Seer ibidem.
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performed a retrospective analysis of the European
industrial policy in the twentieth century, includes only
manufacturing industriesand infrastructureindustriesinto
it. And although he believes that the term “industry” in
principle could be extended to any source of employment
— be it mining, agriculture or service sector (basing on
thefact that the classification of jobsisrelatively arbitrary)
— but the “... government policies towards agriculture
and services generally have differed from those towards
industry more narrowly defined, and the field must be
limited if it isto be manageable™ 3,

Appeal to the historical aspects of the problem
reveals adefinite shift in its research paradigm. If before
the 1980s industrial policy used to be understood as the
actions on the government’s direct intervention in the
economy and directive government control over the
production apparatus, nowadays*“ ... the term “industrial
policy” indicates instead a variety of policies which are
implemented by variousinstitutional subjectsin order to
stimulate ?rm creation, to favour their agglomeration and
promote innovation and competitive development in the
context of an open economy. The new industrial policies
arethereforemainly industrial development policies, where
industry isimplicitly considered as the organization, and
the strategic management of human competencies and
technical capacities’“.

In modern terminology a traditional sectoral type
of industrial policy that affects the relative importance of

individual industriesand companies, isknown as“ vertical
policy” and a new functiona type — as a “horizontal
policy” 5. Thelatter includes actions, common for alarge
number of industries and businesses, in the area of legal
support to the economic activities, protection of property
rights, elimination of administrative barriers, promotion
of innovation, etc.**¥” The horizontal type of industrial
policy is emphasized by the European Commission® —
the highest executive authority of the EU, which proposes
measures to ensure the competitiveness of the European
manufacturing industry on the grounds that it is in this
industry where most innovations take place.*®

Dueto thefact that both vertical and horizontal types
of policiesinclude awide range of actionsthat can affect
various spheres of economic activity, the question of their
limitation in terms of the policy object rises. That iswhy
from the whole complex of actions that have an impact
on the industry J. Pelkmans singles out those which, in
hisopinion, should not be attributed to thefield of industria
policy: these are policies not specifically for the industry
(macro-economic regulation, redistribution of income,
the policy in the sphere of l1abour remuneration, etc.) and
those that directly affect the industry, but are designed
not only for industry (privatization, regional development,
price controls, etc.)®. Whileitisclear that suchadivision
can not be considered rigorous, since the actionsintended
not only for industry are difficult to separate from the
sphere of industrial policy proper.?

B Seer Foreman-Peck J. Industrid policy in Europein the 20th century / J. Foreman-Peck // EIB Papers. — 2006. — Vol. 11.— Ne 1. — P. 38.

14 See: Internationa handbook onindustrial policy / ed. by P. Bianchi and S. Labory. — Cheltenham, UK, Northampton, MA, USA:
Edward Elgar, 2006, p. xv.

15 Seer Foreman-Peck J. Industria policy in Europein the 20th century / J. Foreman-Peck // EIB Papers. — 2006.—Vol. 11.— Ne 1. — P. 38.

16 See: Vilila T. No policy is an island — on the interaction between industrial and other policies/ T. Vililad // EIB Papers. —
2006. —Vol. 11. — Ne 2. — P. 11.

17 Some authors define three types of industrial policy: the vertical (strategic trade policy helping to ensure getting a certain rent by
someindustries or enterprises), horizontal (support for innovation, regardless of the type of industry) and structural changes (temporary
support to industries experiencing decline) (See: Vilild T. No policy is an idand — on the interaction between industrial and other
policies/ T. Vilila // EIB Papers. — 2006. — Vol. 11. — Ne 2. — P. 10). In this paper wewill assumethat the policy of structural change
isan element of vertical industria policy, thus maintaining the traditional dualistic division.

18 See: Industrial policy in an enlarged Europe. — European Commission, 2002, COM (2002) 714 final; Fostering structural change:
an industrial policy for an enlarged Europe. — European Commission, 2004, COM (2004) 274 final; Implementing the Community
Lisbon Programme: A policy framework to strengthen EU manufacturing — towards a more integrated approach for industria policy. —
European Commission, 2005, COM (2005) 474 final.

1 The message body of the EU Commission noted that: “The Commission is committed to the horizontal nature of industrial policy
and to avoid areturn to selectiveinterventionist policies’ (See: Implementing the Community Lisbon Programme: A policy framework to
strengthen EU manufacturing — towards amore integrated approach for industrial policy. — European Commission, 2005, COM (2005)
474 final, p. 3). But, as pointed out further, “... the scope of policy instruments should not be seen just as only very broad horizontal
measures. For industrial policy to be effective, account needs to be taken of the specific context of individual sectors. Policies heed to be
combined in atailor-made manner on the basi s of the concrete characteristics of sectorsand the particul ar opportunities and challengesthat
they face” (Seeibid, pp. 3-4). Thisapproach to industrial policy, which provides certain combination of horizontal and vertical measures,
was called “the matrix approach” (See: AigingeraK. The Matrix approach to industrial policy / K. Aigingera, S. Siebera// International
Review of Applied Economics. — 2006. — Vol. 20. — Ne 5. — P. 573 — 601).

2 See: Pelkmans J. European industria policy / J. Pelkmans // International handbook on industrial policy / ed. by P. Bianchi and
S. Labory. — Cheltenham, UK, Northampton, MA, USA: Edward Elgar, 2006, P. 46 — 47.

2 See: Foreman-Peck J. Industria policy in Europein the 20th century / J. Foreman-Peck // EIB Pgpers.— 2006. — Vol. 11. — Ne 1. — P. 37.
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A similar ambiguity occursinrelaionto the purposes
of industrial policy. For example, as noted in the study?,
“...inmost casesindustrial policy ispursued with multiple
objectives, increasing short-term employment, increased
output, better income distribution and enhancing
technological capacity. They are often also, rightly or
wrongly, hon-economic objectives of national pride and
prestige, as well as the perceived need to promote
“strategic” domestic industries”. There were also
mentioned above such objectives as the structural
transformation of the economy, stimulating the creation
of companies, promoting innovation, competitiveness,
etc. All these together give grounds to assert that “... in
contrast with most other areas of economic policy,
industrial policy does not have a well-identified and
universally recognised set of goalsto achieve”?,

To sum up briefly, it can be concluded that it is not
possibleto strictly delimit the subject area of research —
to define an industrial policy. Since thereisno clarity in:

(a) what is an object of this policy (what should be
understood by industry as the object of policy, how and
why it should be distinguished from other sources of
employment);

(b) what actions are included into the content of
industrial policy (whether there should be included there
system-wide actions in the economy that affect industry
aswell, or actions only in respect of industry, but which
may also have system-wide effects);

(c) what goalsindustrial policy pursues, what should
be the final desired outcome of its implementation.

It seems that the above conclusion is not surprising
or original. As noted, for example, in the paper?*: “The
expression “industrial policy” means different things to
different peopl€e”,?® so any six randomly taken economists,
of course, produce at |least a dozen different opinions on

thisissue?®. And more, “... no taxonomy can fully respect
the range of views on industrial policy which can be
foundintheliterature’?, and “... whiledenoted a“ policy”,
industrial policy lacks most defining features thereof” %,

But theinability to strictly delineate the subject area
and give a universal definition of industrial policy does
not mean that there is no point searching its specific
(special purpose) definitions. In fact, this is a typical
problem of classifying different elements into a certain
set, which playsan important rolein human understanding
(e.g., biology, informatics, etc.?). It can be said that
industrial policy is (in mathematical terminology) some
fuzzy set of elements, characterized by the fact that the
membership function can take any value in the interval
[0,1], not only the values 0 or 1.%°

In order to determine what elements in particular
should be included in a “fuzzy set” of industrial policy,
and what should not, you need to determine the purpose
for which such a restriction is carried out. In this paper
thisisthe study of thetheory of the matter. Initscomplete
form it is not a coherent and consistent logical system,
but a conceptual unit, or “population” of concepts®,
which develop in the competition for the best explanation
of the same scope of empirical phenomena (phenomena
of intersecting spheres) and the prediction of possible
scenarios of the events devel opment. Developing such a
conceptual unit, in turn, has direct and inverse relation
with the evolution of practices“ population”, in this case
— the practice of industrial policy.

Guided by these considerations, in order to solve
the task of many elements of industrial policy, whose
composition changed over time and space, there should
be defined a “hard disciplinary core” preserving the
historical continuity of the subject area of research, to
which the scientists appeal (or appealed). The problem,

2 See: Evenett S. Study on issues relating to a possible multilateral framework on competition policy / S. Evenett // World Trade
Organization, Working Group on the Interaction between Trade and Competition Policy. — 2003, WT/WGTCP/W/228. — P. 16.
B See Vilild T. No policy isan idand — on the interaction between industrial and other policies/ T. Vilild // EIB Papers. — 2006. —

Vol. 11. — Ne 2. — P.9—10.

% See: Roundtable on Competition Palicy, Industria Policy and National Champions. — Organi sation for Economic Co-operation and

Development, 2009, DAF/COMP/GF (2009)9. — P. 25.

% Just K. Aiginger quotes 12 different definitions of industria policy, and he notes that it “... a very small sample of available
definitions’ (See: Aiginger K. Industrial Policy: A dying breed or are-emerging Phoenix / K. Aiginger // Journal of Industry, Competition

and Trade. — 2007. — Ne 7. — P. 299).

% See: Geroski P. European industria policy and industrial policy in Europe/ P. Geroski // Oxford Review of Economic Policy. —

1989. — Vol. 5. — Ne 2. — P. 20.

27 See: Pelkmans J. European industrial policy / J. Pelkmans // International handbook on industria policy / ed. by P. Bianchi and
S. Labory. — Cheltenham, UK, Northampton, MA, USA: Edward Elgar, 2006. — P. 46.
% See: RiessA. Industrial policy: atale of innovators, champions, and B52s/A. Riess, T. V lil4 // EIB Papers. — 2006. — Vol. 11. —

Nl —P 12

2 Seer Zadeh L. Fuzzy sets/ L. Zadeh // Information and Control. — 1965. — Ne 8. — P. 338.

% See: ibidem, p. 339.

%1 See: Toulmin S. Human Understanding: The Collective Use and Evolution of Concepts/ S. Toulmin. — Princeton : Princeton

University Press, 1972. — 520 pp.
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however, is that advocates of some economic theories
do not just use dissimilar methods of explanation and
prediction, but also often turn to the study of various
aspects of empirical phenomena, so that the composition
and structure of a fuzzy set of industria policy in the
view, for example, of a neo-classics follower can differ
significantly from the composition and structure in the
view of institutionalism or evolutionism supporters.
Therefore, further analysing the provisions of
scientific theoriesin the field of industrial policy we will
proceed from such a broad understanding of its content,
which makes it possible to consider the arguments from
different points of view. And in order for the scope of
this analysis not to be unlimited, it is proposed to use as
a restrictor an analogue to a philosophical principle of
intentionalism, according to which any action should be
evaluated in terms of its purpose. Theideaisto consider
the theoretical basis of only those actions that have the
intention to influence the industry — production
(extraction, transfer, manufacture, processing) of
wealth®2, This means that there will be considered both
“vertical policy” — in the part that has to change the
relative importance of theindustry in general and / or its
individual sectors, and “horizontal policy” — asfar asit
relates to ingtitutions, innovation etc. in the industry.

Neoclassical foundations of industrial policy

In the usual neoclassical assumptions, free
competition of the economic agents rationally acting in
their self-interest, who arefully informed and do not have
market power, leads to a Pareto efficient use of scarce
resources. Therefore, the grounds for the government
intervention in this market mechanism arise if there are
obstacles to free competition, known as market failures.
However, thisintervention itself may also be associated
with failures, but now the government failures. So the
neo-classical arguments “for” industrial policy can be
countered by no less persuasive arguments “against.”

Market failures. Inthecontextof industrial
policy incomplete information, non-competitive markets
and externalities are counted among market failures that
provide the grounds for certain forms of state
intervention®.

Incomplete information. From the standpoint of
producersincompleteinformation may result inincorrect
assessment of individual commercial projects profitability.
The problem gets more complicated if you planto release
a new product profitability of which has not yet been
rated by the market, as well as in the case of related
investments* when uncertainty of investment in one
activity (e.g., ore processing), gives rise to uncertainty
in the investment associated with other linked activities
(e.g., iron and steel production). As aresult, it leads to
errors in assessing business prospects, reduces the
potential level of business activity and investment in the
economy?®. From the standpoint of consumersincomplete
information about the quality of new products forces
them to be guided by the average estimates of known
comparable benefits. In this situation, there is arisk that
businesses offering goods quality above average will be
priced out of the market; which is called adverse
selection.® In addition, corporations can specially create
barriers to the movement of information, deliberately
spread incomplete and/or false information and develop
strategies that create market imperfections®. Opposition
from the public authorities can consist in developing a
strong competitive policy to restore conditions of fair
competition in a situation close to full information, or in
implementing a strategic industrial policy through which
they play an activerolein encouraging non-opportunistic
behaviour in the industries concerned®,

Non-competitive markets. Competition problemsin
markets, necessitating a certain degree of economic
agents’ market power, exist due to a number of reasons.
This may be the control of scarce resources, high fixed
costs, economies of scale. As noted in the paper®, “... in

%2 This definition goes beyond the scope of the study of wealth production through natural processes of growth and devel opment of
living organisms (agriculture), aswell asavariety of activitiesthat do not have an explicit material form (services).

% See: Buigues P-A. Industria policy in Europe, Japan and the USA: Amounts, mechanisms and effectiveness / P.-A. Buigues,
K. Sekkat. — Palgrave-McMillan, 2009, p. 10; Cohen E. Theoretical foundations of industrial policy // EIB Papers. — 2006. — Vol. 11.
— Ne 1. — P. 86; Navarro L. Industrial policy in the economic literature. Recent theoretical devel opmentsand implicationsfor EU policy.
— European Commission, Enterprise Directorate-General. — 2003. — Enterprise Papers Ne 12. — P. 3.

% See: Rodrik D. Industrial policy for the twenty-first century / D. Rodrik. — Centre for Economic Policy Research, 2004. — CEPR

Discussion Papers. — Ne 4767. — P. 8.

% See: Buigues P-A. Industria policy in Europe, Japan and the USA: Amounts, mechanisms and effectiveness / P.-A. Buigues,

K. Sekkat. — Palgrave-McMillan, 2009. — P. 10.

% See: Akerlof G. The market for “lemons’: Quality uncertainty and the market mechanism/ G. Akerlof // The Quarterly Journal of

Economics. — 1970. — Vol. 84. — Ne 3. — P. 488 — 500.

87 See: Cohen E. Theoretical foundations of industria policy / E. Cohen // EIB Papers. — 2006. — Vol. 11. — Ne 1. — P. 86.

3 See: ibidem.
% See: ibid., p. 87.
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an industry characterised by high fixed costs (and, thus,
economies of scale) the first firm in a market enjoys a
crucia first-mover advantage that prevents another firms
from entering that market. In essence, high fixed costs
and economies of scale constitute entry barriers behind
which the first mover captures rents to the detriment of
potential entrants and consumers’. If economies of scale
are so great that one company can satisfy the entire
market demand, then we can speak of natural monopolies,
in the sense that the barriersto entry are based on natural
laws of the nature. In addition, such barriers can be
created artificially by the state, as is known from the
history of industrial policy: “19th century technology
determined that infrastructure business dwarfed the scale
of manufacturing enterprises, and of these businesses
the most expensive was railways. Raillways and roads
were needed to carry troops to the frontiers, and
telecommunications to tell them what to do. ... For
security reasons, communication networks, the postal
service, and roads were traditionally state monopolies,
as were electric telegraph and telephone, except when
finance was not available”%. Solutions to the problem of
non-competitive markets include price control (usually
for natural monopolies’ output), directive re-creation of
competitive environment (by means of forced division
of enterprises), facilitation of entering the market (by
easing regulatory requirements, the allocation of grants
for start-ups, etc.).

Externalities. Knowledge is a typical example of
externalities in the context of industrial policy. Once
obtained, it can be absorbed by plenty of economic actors
at arelatively low cost (compared to the cost of its
generation). Therefore, the social return on private

investment in knowledge generation is greater than the
individual investor’slevel of profitability, and the aggregate
efforts of enterprises aimed at obtaining knowledge —
R & D performance, opening new market opportunities
(the so-called “self-discovery”)* and others — may be
lower than a socially optimal level. A similar problemis
related to the costs of enterprises on personnel training,
from which other organizations benefit under conditions
of staff high mobility. Asisthe case with other externalities,
it weakens the incentives to provide the optimal level of
training due to fears of economic losses®. Externalities
arise in the processes of coordination in space and time
— when creating new products requires large
synchronous investments in associated activities, the
organization of which is not provided by the market
mechanism*, and the geographic concentration of
industry, due to economies of scale*, the presence of
rare or difficult to move factors of production within the
territory, etc. Thelatter can be both positive (dueto shared
infrastructure, the concentration of skilled workers, and
diffusion of tacit knowledge) and negative (due to
accumulation of declining troubled industries,
environmental problems)®. Conventional neoclassical
prescriptions addressing externalities are to provide
subsidies (monetary, credit, tax, etc.) and government
procurement — to enhance the positive externalities (for
example, by encouraging research and development spin-
off), and inlevying additional mandatory payments (Pigou
taxes) and fines — to reduce negative externalities (for
example, by increasing the costs of environmental
contaminants).

Government failures. To correct market failures,
the government authorities intervene in economic

4 See: Foreman-Peck J. Industrial policy in Europein the 20th century / J. Foreman-Peck // EIB Papers. — 2006. — Vol. 11. — Ne 1.
—P 41

“ The“ self-discovery” meansthediversification of theindustrial structure by introducing new product linesthat have been domesticated
by adapting the aready known technologies for their production and marketing to local conditions. As noted by D. Rodrik, “self-
discovery” isdifferent fromthe R & D and innovation in their usual sense, sinceit “... is not coming up with new products or processes,
but “discovering” that a certain good, already well established in world markets, can be produced at home at low cost. This may involve
some technological tinkering to adapt foreign technology to domestic conditions, but this tinkering rarely amounts to something that is
actually patentable and therefore monopolizable’ (See .: Rodrik D. Industrial policy for the twenty-first century. — Centre for Economic
Policy Research, 2004, CEPR Discussion Papers, Ne 4767, p. 9).

42 See: Buigues P-A. Industria policy in Europe, Japan and the USA: Amounts, mechanisms and effectiveness / P-A. Buigues,
K. Sekkat. — Palgrave-McMillan, 2009. — P. 13.

4 See: Rodrik D. Industrial policy for the twenty-first century. — Centre for Economic Policy Research, 2004, CEPR Discussion
Papers. — Ne 4767. — P. 12 — 14.

4 Uneven spatial deployment of productive forces, due to economies of scale and imperfect competition, explains the new economic
geography. According to thistheory rationally acting economic agents, taking into account thefactor of transport costs, prefer to concentrate
in one region and not uniformly distribute throughout the territory. Characteristics of their location are determined by the balance of benefits
from economies of scalefor enterprisesand on avariety of productsfor customers, on the one hand, and losses from the growth of interregional
transport costs, on theother hand (See: Krugman P. Increasing returnsand economic geography / P. Krugman // Journal of Political Economy. —
1991. — Vol. 99. — Ne 3. — P. 483 — 499; Boschma R. Why iseconomic geography not an evolutionary science? Towards an evolutionary
economic geography / R. Boschma, K. Frenken // Journal of Economic Geography. — 2006. — Ne 6. — P. 275).

% See: Buigues P-A. Industria policy in Europe, Japan and the USA: Amounts, mechanisms and effectiveness / P-A. Buigues,
K. Sekkat. — Palgrave-McMillan, 2009. — P. 14 — 15.
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processes (through taxes, subsidies, procurement,
regulatory norms, etc.), but their actions can also result
in failures — even less efficient use of scarce resources
than without such intervention. In the context of industrial
policy such failures include imperfect information, self-
serving behaviour of officials, and conflicts of industrial
policy of the state with other types of economic policy.
Imperfect information. The administrative
bureaucracy that manages the state, as opposed to those
economic entities that are directly involved in market
transactions is less aware of the prices, costs and benefits
of abusiness, and ways of its development, the prospects
for changes in product mix, the reorientation of markets,
etc.: “... the public sector is not omniscient, and indeed
typically has even |less information than the private sector
about the location and nature of the market failures that
block diversfication. Governments may not even know
what it is they do not know”. Ignorance of public
authorities is also associated with defining the list and
selecting the best toolsto achieve their goals. Thismay be
avariety of means such as monetary (taxes, fines, grants)
and non-monetary (intellectual property rights, government
regulation of mergers and acquisitions, tariffs, non-tariff
measures, including quotasand licenses)*’. Theuseof each
of them is associated with introducing distortions in the
economic processes and hard-to-predict long-term
consequences, especially when not one instrument in
isolation, but several in a complex are used.
Self-serving behaviour of officials. If, in
accordance with the preconditions of rational self-interest
of economic agents, officials pursue primarily personal
rather than public interests, their actions may result in
inefficient resource allocation (allocation of subsidies not
to the industries that really need them, excessively high
or low tariffs, etc.) and brought-in distortion of
competition — regardless of whether they arewell aware
of the problems of the market. When in order to

implement the industrial policy the regulatory bodies are
set up, self-serving behaviour of officialscan lead to their
“capture” (“regulatory capture”), which meansthat these
bodies are starting to perform their functions in the
interests of those firmswhose activities they are supposed
to regulate®. This gives some grounds to conclude that
economic regulation in general is not conducted in the
public interest, but it is a process by which the groups of
interests are trying to promote their own (private)
interests.*® “Capture” of regulatory bodies is usually
achieved by methods of corruption (through bribes,
providing the officials with various benefits, such as
guarantee of future employment, etc.), although other
methods can also be used for this purpose™.

Conflicts of industrial policy with other types of
the state economic policy. In addition to industrial policy
there can be called at |east two types of economic policy
that are linked to the government support of business: it
is a trade policy (aimed at the interests of domestic
producersand consumers) and competition policy (aimed
at ensuring the effective functioning of the market
coordination mechanism and control of non-competitive
business practice)st. All of them have overlapping
application domains, and therefore their simultaneous use,
which isausual practice, is fraught with contradictions
and even conflicts. A typical example of such
contradictions is those that arise while implementing
industrial policy in the form of support for “infant
industries’. Such support, usually appealing to the market
failures (in theform of poorly functioning capital markets,
the availability of information barriers to entering the
sector), suggests the establishment of special trade
barriers and taking measures to protect against
competition, which is clearly contradictory to today’s
competitive and trade policies, often designed to ensure
greater openness of national economies.5?

Thus, as it follows from the above list of the state

% See: Rodrik D. Industrial policy for the twenty-first century / D. Rodrik. — Centre for Economic Policy Research, 2004, CEPR

Discussion Papers. — Ne 4767. — P. 16.

47 See: Buigues P-A. Industria policy in Europe, Japan and the USA: Amounts, mechanisms and effectiveness / P-A. Buigues,

K. Sekkat. — Palgrave-McMillan, 2009. — P. 21 — 22.

4 See: Posner R. Theories of economic regulation // Bell Journal of Economics, 1974, Vol. 5, Ne 2, pp. 335-358.

4 Seeribid., p.343.

%0To “capture” theinterest group’sregulatory bodies, in addition to using bureaucrats’ self-interested behavior for their own purposes,
there may al so be used such tool s asthreatsto reputation, specially selected information about the problems of the businessregul ated, etc.
(See: Dal B? E. Regulatory capture: areview // Oxford Review of Economic Policy. — Vol. 22. — Ne 2. — P. 220). However, from the
standpoint of economic methodology an explanation through the economic interestsis of adominant value.

51 See: Buigues P-A. Industria policy in Europe, Japan and the USA: Amounts, mechanisms and effectiveness / P.-A. Buigues,

K. Sekkat. — Palgrave-McMillan, 2009. — P. 22.

52 See the discussion of the arguments “for” and “against” public support for developing industriesin: Pack H. The casefor industrial
policy: acritical survey / H. Pack, K. Saggi. — World Bank Research Working Paper. — 2006. — Ne 3839. — 51 pp. One of the best-
known works on the problem, which presents the arguments against such policiesisthearticle by R. Baldwin (See: Baldwin R. The case
against infant-industry tariff protection/ R. Baldwin // Journal of Political Economy. — 1969. — Vol. 77. — Ne 3. — P. 295 — 305).
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failures, its actions aimed at improving the situation in
the industry, does not guarantee success. The measure
of its estimation in neoclassical economicsis the Pareto
criterion of improvement or more operational criterion
of potential Pareto improvement, involving acomparison
of costs and benefits (cost-benefit analysis). Therefore,
in order to verify the effectiveness or ineffectiveness of
the chosen option of industrial policy it is necessary to
compare the associated costs and benefits. It is obvious
that in practiceit isvery difficult to do, both becauseitis
problematic to correctly measure the benefits of the
government intervention aimed at correcting market
failures, and to calculate the associated costs in the light
of emerging side effects.®

Institutional Grounds of Industrial Policy

Iningtitutional theory, in contrast to the neoclassical
one, the emphasisin the rationale of industrial policy are
shifted from finding the optimal distribution of scarce
resourcesto the analysis of institutions— the spontaneous
and formal rules with enforcement mechanisms to
implement them — that promote or hinder the success
of such policy, and transaction costs accompanying
relations of economic agents. Therefore, for example,
differencesintheeconomies’ productivity in the adjacent
countries (South Korea and North Korea, former West
and East Germany, etc.), incomprehensible from the
standpoint of neoclassical economics, can be easily
explained by differencesin the institutes' efficiency.

This utmost importance attached to the rules is
derived from the basic premises of theinstitutional theory,
according to which economic actors operating in their
own interests are not fully informed and rational, yet “...
are capable only of very approximate and bounded
rationality” .

And what they can and can not do in this situation

is determined by the institutes that constrain, structure
and stimulateindividual behaviour. Therefore, the grounds
for government intervention arise when the purpose of
industrial policy reguiresto improve existing or to adapt
new institutes, thus reducing transaction costs, i.e.
because of what might be called rules failures.

Theinstitutional grounds of industria policy include
theargumentsin favour of establishing special regulations
in the areas of industrial innovation, industrial
diversification and global cost formation chains.

Industrial innovation. Modern economic theory has
moved away from understanding innovation as a
mechanical processinwhich greater financial investments
automatically provide greater benefits (as it used to be
assumed, the increase in expenditure on R & D leads to
an increase of innovations), in the direction of organic
socio-cultural process in which a key role is played by
intangible factors, the ability of economic agentstolearn
and behave cooperatively.> A special social order based
on “long-term rules’ of interaction, creating conditions
for long-term economic planning® and cooperation, not
only competition of economic entities— what has become
known as “co-opetition”%” — is now considered a
prerequisite for their successful actions in the field of
innovation, which play a key role in ensuring the
competitiveness of the industry. In modern conditions
“...innovation in industriesisthe result of the interaction
of different actors (firms, universities, public agencies,
financial organizations...) that have collaborative
relationships of formal and informal types’®® and, for
example, in such innovative areas of business as
pharmaceutical s and biotechnology co-operation of large,
small and new firmsis pervasive®.

Usually mentioned ground for state intervention in
the processes of such relationshipsisthat markets provide
insufficient incentives for firms to cooperate®. However,

58 For evaluation of industrial policy J. Foreman-Peck offers two approaches, based on the comparison of costs and benefits: the first
isanalysis of the impact of the state's specific interventions (such as specid tariffs, individua projects, such as Concorde, the subsidy
programs of R & D and investment promotion and special regimesin power generation, etc.), the second isthe analysis of an industrial
policy for the economy in general (See: Foreman-Peck J. Industrial policy in Europein the 20th century / J. Foreman-Peck // EIB Papers. —
2006. — Vol. 11. — Ne 1. — P. 52). As the author himself notes, none of them is entirely satisfactory. The obvious reason for thisisthe
difficulty to eliminate the influence of those variables that are not under analysis. Therefore estimates of various types of industrial
policies carried out by him (seeibid, pp. 52 — 58) contain, apparently, the inevitable elements of “story telling”.

54 See: Simon H. Altruism and economics/ H. Simon // The American Economic Review. — 1993. — Vol. 83. — Ne 2. — P. 156.

% See: Nauwel aers C. Path-dependency and therole of ingtitutionsin cluster policy generation / C. Nauwelaers// Cluster Policies—
Cluster Development? Ed. by E. Mariussen. — Stockholm, Nordregio Report 2001. — Ne 2. — P. 95.

% See: Bumnesckuii B. IHHOBauu, HHCTUTYTSI M 9BosoLwms / B. Buinaesckuit, B. Jlementses // Bomp. skoHomuku. — 2010. — Ne 9.
—C.41—62.

57 See: Brandenburger A., Nalebuff B. Co-opetition: A revolution mindset that combines competition and cooperation: the gametheory
strategy that's changing the game of business/ A. Brandenburger, B. Nalebuff. — New York : Doubleday Currency, 1996. — 290 pp.

% See: MderbaF. Innovation and the dynamics and evolution of industries: Progressand challenges/ F. Maerba// International Journal
of Industrial Organization. — 2007. — Ne 25. — P. 677.

% See: ibid., p. 685.

8 See: Cohen E. Theoretical foundations of industria policy / E. Cohen // EIB Papers. — 2006. — Vol. 11. — Ne 1. — P, 93.
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in this case, it is not enough to explain markets, market
failures and welfare arising from the analysis of the
independent egoigticindividuals' interactionin neoclassica
terms. Ingtitutional theory assumes that individuals “...
individuals do not form their preferencesin isolation from
other individuals, but in response to both public events
and information that iswidely broadcast”®. In addition, in
organizations their choice is limited by routines. And in
some organizations these are different routine, subject to
different purposes, not always commercial. It is obvious
that the explanation of failure (or success) of thesedissmilar
organizations' cooperation goes beyond the scope of
neoclassical theory application. Their (failures’) cause is
not markets failure, but failure of the rules mentioned
above, in particular, their short-term and non-partner
character. And it isthe state interested in economic growth
that can providethe support for the“longrule’ partnership
relations of diverse organizations (instead of “short” and
non-partner) — again, taking into account the possible
government failures, corruption, etc. “The state's role —
asthe article®? maintains— istherefore to act as guarantor
of cooperative behaviour for each of the partners. To
illustrate, in Japan, the Ministry of International Trade and
Industry brings businesses together in projects and
guarantees that each partner acts fairly” s,

Sectoral diversification in the industry leading to
structural changesand promoting the growth of the economy
and public welfare™ requiresthe development of production
innovativefor agiven country or region of thegoods. Usually
it does not requireradical innovation based on research and
development®®, and can be achieved by adapting goods and

technologiesof their production, dready knownintheworld,
to local conditions — what was called above the self-
discovery. As is the case with innovations, business
organizations can not by themselves solve the problems of
this adaptation due to the challenges caused by information
and coordination failures®. The solution can be found in
taking measures of ingtitutional nature, involving the rules
formation and organization a process of public-private
cooperation on their basis — through joint research and
finding a consensus on where exactly information and
coordination externalities arise, and thus, what can be the
objectives of industrid policy in this area, and how they
should be achieved. “The right model for industria policy,
— says D. Rodrik, — is not that of an autonomous
government applying Pigovian taxes or subsidies, but of
strategic collaboration between the private sector and the
government with the aim of uncovering where the most
significant obstacles to restructuring lie and what type of
interventions are most likely to remove them”®. In this
context, the usual discussions about instruments, costs and
results of government intervention in the economy of
industry have no fundamental significance. Andwhat ismore
important isto haveaprocessavailable that helpsto identify
the areas of desirable interventions. Governments that
understand this will be constantly looking for the ways by
which they can contribute to structural changes and
cooperation with the private sectors.

Global value chains. Processes of
globalization and liberalization of international trade have
led to a change in the situation in the globa economy.
Now, as experts of the Asian Development Bank say®®, an

& See: Simon H. Altruism and economics/ H. Simon // The American Economic Review. — 1993. — Vol. 83. — Ne 2. — P. 160.

62 See: Cohen E. Theoretical foundations of industria policy / E. Cohen // EIB Papers. — 2006. — Vol. 11. — Ne 1. — P, 92.

8 Explanation of whether cooperation among economic agents is expedient, in connection with going beyond the neoclassical issues,
can be found in the evolutionary ideas of selection and fitness (See: Simon H. Altruism and economics / H. Simon // The American
Economic Review. — 1993. — Vol. 83. — Ne 2. — P. 156), particularly in the socio-biological theory of multi-level (individual or group)
selection, according to which group selection is favorable for cooperative subpopulations of subjects (see: Wilson DS, Wilson EO
Rethinking the theoretical foundation of sociobiology // The Quarterly Review of Biology. — 2007. — Vol. 82. — Ne 4. — P. 327 — 348).

% The proof of connection between industry diversification and economic growth and socia well-beingisgiveninthearticle: Imbs J.,
Wacziarg R. Stages of diversification/ J. Imbs, R. Wacziarg // American Economic Review. — 2003. — Vol. 93. — Ne 1. — P. 63 — 86.
Based on the analysis of statistical indicators of more than 90 countries around theworld it isjustified, that “... economies grow through
two stages of diversification. At first, sectoral diversification increases, but there exists alevel of per capitaincome beyond which the
sectoral distribution of economic activity starts concentrating again. In other words, sectoral concentration follows a U-shaped patternin
relation to per capitaincome” (See: Ibid, p. 63).

& Many enterprises in the countries with the newly industridized economies (South Korea, Singapore, Hong Kong, China) significantly
reduced the technological lag from the world |eaders through “ behind-the-frontier innovation” (innoveation behind the leaders) — continued
gradual improvement of aready existing products and production processes, usudly requiring no research and development (Seet Asan
Development Outlook 2003: Competitivenessin Devel oping Asia. — Asian Development Bank : Oxford University Press.— 2003. — P. 263).

% See: Rodrik D. Industria policy for the twenty-first century. — Centre for Economic Policy Research, 2004, CEPR Discussion
Papers, Ne 4767, P. 9 — 14.

7 See: ibid., p. 3.

% See: ibid., p. 38.

% See: Asian Development Outlook 2003: Competitiveness in Developing Asia. — Asian Development Bank : Oxford University
Press, 2003. — P, 211.
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explanation of how and where manufactured goods are
produced isnot asimple task — their design, manufacture,
distribution and service are divided into elements, which
arescattered around theworld. Itisasystem of international
production-distribution relationships, which are called
“global value chains” (GVCs), in which usualy more
|aborious stages of the process are moved onto the territory
of developing countries™. GV Cs, which are currently the
key and stable structural features of the globa economy™,
form both new opportunities and new threats. On the one
hand, participation in these chains allows firms from
different countries (especialy less developed countries)
to enter the global production structures, improve
production processes and products in accordance with
the GV Cs standards, climb up the technological ladder
and get awide access to international markets. Moreover,
by some estimates, “... the benefits of trade liberalization
that are accompanied by the establishment of international
supplier chain arrangements between firms in industrial
and less developed countries can be 10 to 20 times larger
than those accruing fromtradeliberalization alone’ 2. And,
on the other hand, in order to export successfully is no
longer enough to produce competitive products effectively,
“... developing country suppliers of labour intensive
products must now not only overcomethetraditional trade
barriers — which remain high for certain developing
country exports — but also must become part of some
trade network in order actually to export” .

To overcome these barriers successfully a special
new industrial policy is required. It implies that the
government: (1) helps enterprises of the country to adapt
to the existing GV Cs rules — by informing about what
aternative GVCs exist and what key requirements must
be meet to participate in them, what standards apply here,
and what to do to achieve them, the organization of
collective actions in terms of creating the infrastructure
necessary to meet logistical requirements, etc.,” (2)

promotes the formation of new international rulesthat are
more favourable for domestic enterprises — through the
organization of national trading companies, participation
in collective actions by devel oping countries to harmonize
and eiminate double standards, monitoring compliance with
therulesof competition fromlarge multinational companies,
their policy of mergers and acquisitions, etc.”™

Describing theinstitutiona groundsof industria policy
in genera, it is important to note that institutes, when
considered as a factor of production, are among the non-
mobile factors. Therefore, any country can copy the
manufacturing processes, import equipment, attract
qualified personnel from abroad, but can not borrow the
successful ingtitutes.” Their creation and development are
acountry-specific time-consuming process determined by
the circumstances of time and place, so effective institutes
have always appeared as the result of a long chain of
historical milestones— the ascent from the original factors
of geography to the immediate factors derived from them,
includingingtitutional.”” But such adefinition of the problem
aready touches the genesis problem of the institutions
themselves, the study of which requires application of
another — evolutionary — paradigm.

The evolutionary grounds of industrial policy

In evolutionary economics, in contrast to the
neoclassical and institutional, the motives of human
behaviour are determined, apart from considerations of
rationality and socia factors, by the natural desire for
survival. The behaviour can be both selfish and altruistic,
because in the evolutionary process it is not individual
survival, as such, but rather the successful transfer of
heredity units, or genes is of the real value, so that in
certain circumstances for the individual it may be more
profitable to promote the reproduction of related
individuals even at the expense of their lives acting self-
sacrificingly for the benefit of others™®. Competition for

0 See: Global value chains in a postcrisis world: a development perspective / Olivier Cattaneo, Gary Gereffi, and Cornélia Staritz,
editors. — The World Bank, The International Bank for Reconstruction and Devel opment, 2010, p. Xv.

1 See: ibid., p. 6.

2 See: Asian Development Outlook 2003: Competitiveness in Developing Asia. — Asian Development Bank: Oxford University

Press, 2003, p. 237.

8 See: Haque |. Rethinking industrial policy. UNCTAD Discussion Papers/ |. Hagque. — 2007. — Ne 183. — P. 9.
"4 See: Humphrey J. Upgrading in global value chains — International Labour Organization / J. Humphrey. — 2004, Working Paper
Ne 28. — P. 28; Kaplinsky R. Therole of standardsin global value chains and their impact on economic and socia upgrading. — World

Bank, 2010, p. 14.

s See: Hague |. Rethinking industrial policy. UNCTAD Discussion Papers. — 2007. — Ne 183. — P. 10; Humphrey J. Upgrading in
global value chains— International Labour Organization, 2004, Working Paper Ne 28, p. 28; Kaplinsky R. Therole of standardsin global
vaue chains and their impact on economic and social upgrading / R. Kaplinsky. — World Bank, 2010. — P. 15— 16.

6 See: Asian Development Outlook 2003: Competitiveness in Developing Asia. — Asian Development Bank : Oxford University

Press, 2003, p. 227.

" See: Diamond J. Guns, germs, and steel: the fates of human societies/ J. Diamond. — New York : W.W. Norton & Company, Inc.,

1997. — 480 pp.

™ See: Wilson D.S. Rethinking the Theoretical Foundation of Sociobiology / D.S. Wilson, E.O. Wilson. — The Quarterly Review of

Biology, 2007. — Vol. 82. — Ne 4. — P. 327 — 348.
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scarce resources is explained not by a free choice of
independent actors, but by a dominance hierarchy in the
population that appear in groups of living organismsin order
to minimize aggresson among individuals competing for
limited resources. As ahigh social rank automaticaly gives
access to all available resources natural selection favoured
the trends of the struggle for raising the socid status™.

Institutions, which were discussed above, are also
considered as being epigenetic in nature. They, like any
cultural and behavioural superstructure, are grounded on
abiological basis— in the sensethat are formed by living
creatures that are the carriers of genetic information and
are guided by instincts — innate reactions to external
and/or internal stimuli, whileingtitutesdevelop“... through
social learning of ‘rules of conduct’ that starts from
primitive, genetically fixed, forms of social behaviour and
add on new elements by trial and error” .

Using ideas borrowed from biology® (the concept
of unitsof evolution, the processes of variation, selection
and heredity)®, evolutionary theory explores the
economies changes in time and space, but not any
changes, but only those in which complex open systems
adapt to their environment, a variety develops from
common origins and eventually a new design is
accumulated.®® Taking into consideration a range of its
application, the evolutionary grounds of industrial policy
can be found in the area of national innovation systems
(NIS) and industrial clusters.

National innovation systems are
holistic networks of organizations and institutes whose
interaction determines the features of the innovation
performanceinindividua countries. The concept of NISis
based on the idea of "techno-nationalism.”® It means that
innovation efficiency of each dtate is determined by the
specifics of national ways of interacting economic agents
that have different types of knowledgeand skills(companies,
research ingtitutes, universities, etc.), in the creating and
using innovations.® Posing this question itsdf is part of a
broader set of problemsof genetic and cultural co-evolution
and the formation of national intelligence features.

A long-time scientific debate about what has a
greater effect on intelligence — nature or nurture — still
remains a subject of controversy among modern
environmentalists and geneticists®, and so far the chances
of the parties are about 50 to 50%. In any case, it is
obvious that national characteristics do matter. And
evolutionary economic theory which refers to the
arguments of both parties*... makesamajor contribution
to understanding the importance of country-specific
features for innovation. The concepts of national
innovation system and technological trajectory highlight
countries particular institutional characteristics and the
uniqueness of each nation’s history. ... From this
perspective of national specificity and institutional
dynamism, industrial policy gains a new legitimacy” .

OECD experts see the grounds for the state

" See: Palmer J. Evolutionary Psychology: the Ultimate Origins of Human Behaviour / J. Palmer, L. Palmer. — London : Allyn and
Bacon, 2002. — 319 pp.

8 See; Witt U. Evolutionary Economics/ U. Witt. — Max Planck Institute of Economics, The Papers on Economicsand Evolution. —
2006. — Ne 0605. — P. 13.

8 Inrelation to the biological ideasin evolutionary economicstwo trends can be defined. Representatives of the first one substantiate
that biological evolution theory isthe carrier of general ontological logic that can beapplied to al kinds of evol utionary processes, including
social. Representatives of thelatter, by contrast, argue that ageneralized Darwinismis not capable to cover important features of cultural
development, and therefore represents no more than anal ogy, which can be misleading (See: Stoelhorst J.W. The Explanatory Logic and
Ontological Commitments of Generalized Darwinism/ J. W. Stoelhorst // Journal of Economic Methodology. — 2008. — Vol. 15. — Ne 4.
— P. 343).

82 See: Stoelhorst J.W. The Explanatory Logic and Ontological Commitments of Generalized Darwinism/ J. W. Stoelhorst // Journal of
Economic Methodology. — 2008. — Vol. 15. — Ne 4. — P. 345.

8 See ibid., p. 358.

8 See: National innovation systems: acomparative analysis/ ed. by R. Nelson. — New York Oxford : Oxford University Press, 1993.
—525p.

8 See: Nationa Innovation Systems. — OECD, Committeefor Scientific and Technological Policy, 1997. — P. 9.

8 On theone hand, there are compelling argumentsin favor of socia conditionality of intelligence: “... agrowing child isshaped by the
schooling shereceives, theimportance her family places onintelligence, thelearning material sat hand, and ahundred other social factors”
(See: http://www.psychol ogical science.org/index.php/publications/observer/obsonline/what-makes-a-nation-intelligent.html) . But on the
other hand, the biological aspects also play an important role and “... the position of environmentalists that over the course of some
100,000 years peoples separated by geographical barriersin different parts of the world evolved into ten different races with pronounced
genetic differencesin morphology, blood groups, and the incidence of genetic diseases, and yet haveidentical genotypesfor intelligence,
is so improbable that those who advance it must either be totally ignorant of the basic principles of evolutionary biology or else have a
political agenda to deny the importance of race. Or both” (See: Lynn R. Race differences in intelligence: an evolutionary anaysis. —
Washington Summit Publishers Augusta, GA, A National Policy Institute Book, 2006. — P. 159 — 160).

8 See: Tayyari F. Thegenetic basis of intelligence// The Science Creative Quarterly, August 2004. — Accessmode : http://www.scg.ubc.cal
the-genetic-basis-of-intelligence/.

8 See: Cohen E. Theoretical foundations of industrial policy / E. Cohen // EIB Papers. — 2006. — Vol. 11. — Ne 1. — P. 89.
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intervention in the NIS context not in the usual market
failures, but in systematic failures: lack of interaction
among actors in the system, the disparity between
basic research in the public sector and applied
research in industry; malfunctions of the institutes
of technology transfer; lack of the enterprises’
capability to receive and process information89.
Accordingly, their proposed policy measures include
the development of business networking and the
innovation potential of enterprises.®

Asfar asNISis concerned, however, this rationale
looks not quite correct: the concept of a system and
systemic failures is neutral in relation to the national
identity (caused by ethnic, cultural and historical
community of people), while it has a key significance to
the concept of NIS. Systemic weaknesses in the NIS
are characterized by, first, dependence on the
characteristics of previous development (path
dependence), and, secondly, the resulting fromit national
characteristics of the country, characterized by a unique
set of genetic and cultural factors. Therefore, it is more
correct in this context to use evolutionary terminology,
taking into account the above mentioned aspects, and to
identify NIS shortcomings as the fitness failures. Natural
processes of variation, selection and heredity can lead to
the consolidation and dissemination of organizational
routines® that do not correspond to the national
specificities of the country and impeding the innovative
development of the industry.®? Therefore, it is required
from the government (taking into account restrictions
onitspossible failures) to organize the process of focused
nationa ly-oriented cultivation of the organizational routines
that determine the ability of the innovation process
participantsto take part in networking, to find and i dentify
relevant information and technology, etc. A criterion of

such cultivation’s success is not the current economic
performance, taking into account (institutionalism), or
not (neoclassic) transaction costs, but the ability of
economic agents to survive and reproduce, estimated
through development indicators (e.g., through indicators
of the life cycle of technology, technological limits and
breaks®).

Industrial clusters can be defined as
space agglomerations of producers, united by intensive
and diverse networks of relationships®. The concept of
industrial cluster is different from the usual industrial
agglomeration by the fact that in addition to the spatial
concentration of enterprises a cluster implies functional
connections among the parties and complementary
expertise®.

Like many socio-economic phenomena, the clusters
vary in time and space: they can grow and develop, as
well as degrade, often (but not always) in sync with the
life cycle of the dominant industry®®. This evolutionary
process “... must be understood as an ongoing, never-
ending interplay of path dependence, path creation and
path destruction”?’.

Upward trend of the clusters evolution is usually
associated with the development of networking and
innovative behaviour when the industrial enterprises
become part of clustersof innovation (COIl) — the spatial
clusters of organizationsrelated in theinnovation process
— manufacturers, suppliers, service providers,
universities, trade organizations and others™. In the present
conditions special significance of COI is determined,
firstly, by the fact that in globalization business receives
better opportunities to select the most suitable areas to
apply its efforts. In this case, “The more markets
globalise, the more likely it isthat resources will flow to
more attractive regions, reinforcing the role of clusters

8 See: National Innovation Systems. — OECD, Committee for Scientific and Technologica Policy, 1997. — P. 41.

% See: ibid., pp. 41 — 42.

% |n the evolutionary economic theory routinesare usually regarded as units of heredity at the level of organizations (see: Hodgson G.
The mystery of the routine. The Darwinian destiny of an evolutionary theory of economic change/ G. Hodgson // Revue economique. —

2003. — Vol. 54. — Ne 2. — P. 355 — 384).

92 Ukraine is a characteristic example in this respect (See: Vishnevsky V. Innovations, institutions and evolution / V. Vishnevsky,
V. Dementiev // Voprosy Economiki. — 2010. — Ne 9. — P. 41 — 62).

% See: Foster R. Innovation: The Attacker’'s Advantage / R. Foster. — London : Macmillan, 1986. — 316 pp.

% Seer Giuliani E. Clusters, networks and economic development: an evol utionary economics perspective/ E. Giuliani // The Handbook
of Evolutionary Economic Geography / ed. by R. Boschmaand R. Martin — Cheltenham, UK, Northampton, MA, USA: Edward Elgar

Publishing, Inc., 2010. — P. 263.

% See: Mamberg A. An evolutionary approach to localized learning and spatial clustering/A. Mamberg, P. Maskell // The Handbook
of Evolutionary Economic Geography / ed. by R. Boschmaand R. Martin— Cheltenham, UK, Northampton, MA, USA : Edward Elgar

Publishing, Inc., 2010. — P. 399.
% See: ibidem.

% Seer Martin R. Path dependence and regional economicevolution/ R. Martin, P. Sunley // Papersin Evolutionary Geography. — 2006.

— Ne 06.06. — P. 11.

% See: Engel J. Global networks of clusters of innovation: Accelerating the innovation process/ J. Engel, |. Del-Palacio // Business

Horizons. — 2009. — Vol. 52. — Ne 5. — P. 493.
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and driving regional specialisation”®. These processes
result in the fact that, for example, in Europe up to 40%
of employees work at enterprises that are part of a
cluster.’® And, secondly, it is determined by the fact that
thetraditional linear model of innovation (asasequential
process of “fundamental research — applied research
— R&D — new technologies and products’) is steadily
losing its value. While the three-dimensional model of a
“learning region”! is becoming more topical, where
innovation requires parallel development of learning
abilities and the formation of a strategic innovative
behaviour of diverse and complementary economic actors
who benefit “... from the geographic proximity which
facilitatesthe flows of tacit knowledge and the unplanned
interactions that are critical parts of the innovation
process’ %2, Public policy on industrial clusters, entering
the trgjectory of an upward trend, provides for measures
“... to focus the often thematically scattered companies
on particular points. These focal points generate first
synergies within the cluster and enable it to enter the
growth stage”1%,

The downward dynamics of clusters leads to the
formation of territorial lock-ins, particularly in old
industrial regions, where “... initia strengths based on
geography and networks, such asindustrial atmosphere,
highly specialized infrastructure, closeinter-firmrelations
and strong support by regional institutions, turned into
barriers to innovation”%. This situation can also be
characterized as fitness failures, but already with an
emphasis not on the national (as in the cases with NIS),
but territorial aspects. An important reason for such old
industrial regions' lock-ins is organizational routines of
self-supported regional coalitions of businessand politics
(self-sustaining coalition), in which representatives of

large companies prefer not to invest in business
restructuring, because they fear to lose skilled workers,
and representatives of authorities are not interested in
such re-structuring, because they fear to lose tax
revenue.’® In order to avoid a continuation of adverse
trends that lead to stagnation or decline, and switch to a
different trgjectory of development involved inthe update,
itisrequired to cultivate (takinginto account the territorial
context) organizational routines that shape the ability of
these coalitions to activating innovation-oriented
adaptation of old industria clusters, creating new clusters
in the entrenched industries and devel oping knowledge-
intensive activities.’® The effectiveness of such actions,
again, does not boil to the current performance indicators,
but requires using long-term growth indicators, for
example, the criterion of balanced development proposed
in the paper.1®’

Conclusion

“Cambridge — British Prime Minister Gordon
Brown promotes it as a vehicle for creating high-skill
jobs. French President Nicolas Sarkozy talks about using
it to keep industria jobs in France. The World Bank's
chief economist, Justin Lin, openly supports it to speed
up structural change in developing nations. McKinsey is
advising governments on how to do it right. ... Industrial
policy is back”.1%®

This statement by D. Rodrik — Harvard University
(USA) — shows a certain shift in relation to industrial
policy, which, in turn, can be considered as part of a
broader process of finding new approachesto social action
and supporting their research programs that can better
respond to the challenges of today. In this competition not
only already well-recognized institutionalism, but also

% See: Innovation clustersin Europe — a statistical analysis and overview of current policy support. — DG Enterprise and Industry
report, Europe INNOVA, 2007, Pro INNO Europe paper. — Ne 5. — P. 8.

100 Seer jbid., p. 9.

101 See: Nauwel aers C. Path-dependency and therole of institutionsin cluster policy generation/ C. Nauwelaers// Cluster Policies—
Cluster Development?/ ed. by E. Mariussen. — Stockholm, Nordregio Report 2001. — Ne 2. — P. 94.

102 Seer Innovation clustersin Europe — a statistical analysis and overview of current policy support. — DG Enterprise and Industry
report, Europe INNOVA, 2006, Pro INNO Europe paper. — Ne 5. — P. 7.

103 Seer Menzel M.-P. Cluster life cycles — dimensions and rationales of cluster development / M.-P. Menzel, D. Fornahl. — Jena

Economic Research Papers. — 2007. — Ne 76. — P. 36.

104 Seer Hassink R. Locked in decline? On the role of regional lock-ins in old industrial areas / R. Hassink // The Handbook of
Evolutionary Economic Geography / ed. by R. Boschma and R. Martin — Cheltenham, UK, Northampton, MA, USA : Edward Elgar

Publishing, Inc., 2010. — P. 450.

105 Seer Hassink R. Locked in decline? On the role of regional lock-ins in old industrial areas / R. Hassink // The Handbook of
Evolutionary Economic Geography / ed. by R. Boschma and R. Martin — Cheltenham, UK, Northampton, MA, USA : Edward Elgar

Publishing, Inc., 2010. — P. 452.

106 Seer Trippl M. How to turn the fate of old industrial areas: a comparison of cluster-based renewal processes in Styria and the
Saarland / M. Trippl, A. Otto // Environment and Planning A, 2009. — Vol. 41. — Ne 5. — P. 1217 — 1233.

107 Seer Vishnevsky V. Scenarios of the old industrial regions’ devel opment: selecting the methodology / V. Vishnevsky, |. Aleksandrov,
A. Polovyan /I Environment, Development and Sustainability, 2011. — Vol. 13. — Ne 1. — P. 65— 78.

108 See: Rodrik D. The return of industrial policy / D. Rodrik D. — Access mode : http://www.project-syndicate.org/ commentary/

rodrik42/ English.
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Table.

Industrial policy in thelight of neoclassical, institutional and evolutionary economictheories

Economics Characteristics
Economic Groundsfor Redrictionson Objects of indus- Criteriafor the
agents behav- | industrial policy | industrial policy trial policy palicy effective-
iour ness
Neoclassical Rational Market failures Government Incompleteinfor- Comparison of
failures mation, non- costs and benefits
competitive mar-
kets, externdities
Institutional Deermined by Rulesfailures Government Innovation, sec- Comparison of
institutes failures toral diversifica- costs and benefits,
tion, global value | taking into account
chains transaction costs
Evolutionary | Determined by | Ftnessfalures Government National systems Comparison of
the desireto faillures of innovation, in- | development indi-
transfer genes dustrid clusters cators

rapidly expanding its sphere of influence evolutionary
economics are increasingly becoming the competitors of
the traditional neoclassical theory.

The analysis showed that each of these theories
offers a basis for industria policy (see Table).

Therelevance of thesegroundsisdetermined, firstly,
by the underlying assumptions of theories, and secondly,
by the circumstances of place and time.

Economic neoclassic is limited by the scope of
economic agents' rational behaviour. It is easy to see
that this type of behaviour has more chances to exist in
developed countries with long-established rules and
developed markets, and islesslikely for theformer Soviet
socialist republics, including Ukraine. Institutional theory,
emanating from the premises about the human behaviour
guided by institutes, has a broader scope for application
in Ukraine. Now there actually dominates the institute of
mistrust!® that, as a consequence, includes high
transaction costs and distorted commodity prices.
Therefore, the transition to confidentia “long” rules of
economic agents’ interaction here is not just desirable,
but necessary. The theory of evolution taking into
consideration “selfish genes’*° independent of human
will and focused on cultivating new institutes more
adequate to local conditions, taking into account the
historical and spatial features of the process of gene-
culture co-evolution is no less important for Ukraine.

These facts suggest several conclusions.

1. Despite the negative Ukrainian past experience,
industrial policy, apparently, still has a right to exist,
because it received new grounds, determined by the
specifics of processes of the world and national
economies’ evolution in the XXI century, including the
development of innovative clusters, the formation of
national innovation systems, the growing role of global
value chains, etc.

2. Ukraine should movefrom thetraditional selective
support of individual industries to a matrix policy of the
European type. It combines both vertical and horizontal
innovation-oriented policies aimed at eliminating rules
failures (institutional theory) and fitness failures
(evolutionary theory) instead of eliminating market failures
(neo-classical theory). Ukrainian “obsession” with the
definition of priority industries is a harmful practice of
“pick winners’. This does not mean that the priorities
are not necessary in principle, but it means that in this
case they are not a major problem.

3. Grounds for industrial policy may be different,
but they are always opposed to one and the same limitation
— the government failures. In the context of industria
policy thisis a key concept and the main problem. One
can not count on getting positive results without
minimizing thelikelihood of government failuresand their
associated costs. This is evidenced by the world

109 A ccording to asurvey conducted by the Institute of Sociology of NAS of Ukrainein the spring of 2011, almost half of the population
(47.8%) think this period isthetime of criminalsand con men (See: http://www.interfax.com.ualrus'main/75672/).
10 See: Dawkins R. The selfish gene/ R. Dawkins. — Oxford, New York : Oxford University Press, 1976. — 224 p.
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experience. For example, well-known successes of the
industrial development in Japan and South Koreain the
second half of the twentieth century (which many other
countries were never able to replicate) “... are thanks to
trustworthy and effective bureaucracy, no less than to
industrial policy itself.” 1

4. In connection with above-mentioned it isrequired
to move from neo-classical collection of tools (taxes,
subsidies, government procurement, etc.) used by the
government to business as an object, to a broader range,
including institutional and evolutionary tools —
improvement of existing and cultivation of new, more
effective institutes, based on interaction and cooperation
between the government and business as equal subjects,
and better adapted to the circumstances of Ukraine at
this stage of its development. The key point of this
interaction is reduction of the government failures
likelihood by a procedural constraint of the range of
actions available to it only to those for which a public
consensus with the industry has been reached.'?

In practice, al thisis not easy to realize. So thereis
no hopefor another Ukrainian “industrial miracle” in the
near future. But the work must continue, and the main
thing now is not to err in the guidelines of development
and general principles of modern industria policy.

Vyshnevsky V. P., Dementiev V. V. Industrial
Poalicy for Ukraine: Theoretical Aspects

The paper studies the theoretical bases of an
industrial policy from positions of the neoclassical,
ingtitutional and evolutionary economic theory. Itisproved
the expediency of transition in Ukraine to the European-
type matrix policy which combines both vertical actions
focused on selective support of sectors, and the horizontal
actions focused on innovations and directed instead of

elimination of the marketsfailures on elimination of rules
failures and fitness failures.

Keywords: industria policy, innovations, economy.
Regions.

Bumnescbkuii B. I1., lementhes B. B. IIpomuc-
JIOBa MOJITHKA 1Jisl YKPaiHU: TeOpeTHYHI acleKTH

Po3mstHyTO TEOpETHYHI MiICTaBH POMHECIIOBOI TOJTi-
THKH 3 MIO3UIIIH HEOKJIACHYHOT, IHCTUTYIIIOHAIBHOI Ta €BO-
JIOIIHHOT eKOHOMIYHOT Teopii. OOIPyHTOBAHO AOIUTBHICTh
nepexony B YKpaiHi 10 MAaTpUYHOI MOJITUKH €BPOTIEHCH-
KOTO THITY, III0 TOETHYE i BEPTUKAIBHI, OPiEHTOBaHI Ha
CEJIEKTHBHY MIATPUMKY rany3el, i ropu30HTaNbHI, Opi€H-
TOBaHI Ha IHHOBAIlii, /ii, CIPsSIMOBaHI 3aMiCTh YCYHEHHS
MIPOBAJIIB PUHKIB HA YCYHEHHS IIPOBANIB IPaBHI i Mpo-
BaJIiB IPUCTOCOBAHOCTI.

Knrouosi crnosa: mpoMUCIOBa MONITHKA, IHHOBAITIT,
EKOHOMIKa, PeTiOHH.

Bumnescknuii B. JI., JlemenTheB B. B. IIpombii-
JIeHHasl MOJMTHKA JJIsl YKPauHbI. TeopeTHYeCKHe
ACNEeKThI

PaccMoTpeHBl TeopeTHYeCcKue OCHOBAHWS MPO-
MBIIIJICHHON HOJUTHKU C MO3UIMH HEOKJIACCUYECKOH,
WHCTUTYIIMOHATHHON ¥ BOJTIOIMOHHON SKOHOMUYE CKOM
teopun. OOOCHOBaHA 11€I€COO00PA3HOCTH Mepexoa B
VYKkpanHe K MaTPUYHON MOJUTHUKE €BPONEHCKOTO TUIIA,
KOTOpasi COYeTaeT KaK BEpTHKAIILHbIC, ODUEHTHPOBAHHEIE
Ha CEJICKTUBHYIO MOJIJIEPIKKY OTpaCIeH, TaK U TOPU30H-
TalbHbBIE, OPUCHTHUPOBAHHBIEC HA MHHOBAIINH, IEUCTBHS,
HaIpaBlIeHHBIE BMECTO YCTPAHEHHUS MMPOBAJIOB PHIHKOB
Ha yCTpaHEHUE IPOBAJIOB MTPABUJI U TIPOBAJIOB MPUCIIO-
COOJICHHOCTH.

Kntouesvle cnoea: MpOMBINIICHHAS MTOJIUTUKA, HH-
HOBAI[UU, DKOHOMHKA, PETUOHBI.
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