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1. Introduction

In the last decades, more and more economists dvanced the idea that
significant obstacles impeding economic growth ¢esly in less developed regions)
consist in different market failures, which preveentrepreneurs from taking the
necessary actions to exploit profit opportunities.

Recently, a number of economists have pointed puhi@resting market failure
that may jeopardize development: coordination failaf different entrepreneurs to act
upon perceived profit opportunitié€Economists like Rodrik (2004) and Rodriguez-Clare
(2005) have used this particular market failureuargnt as justification for a “new
industrial policy”, the goal of which is to indueatrepreneurs to invest in those projects
with the highest social return.

As the coordination externality argument goes, @tplg new business
opportunities has considerable positive extermalitior other entrepreneurs, who can
learn about the profitability of certain venturesdacan act accordingly. Firms can
improve their performance if entrepreneurs realikat their individual success is
dependent on the actions of other market partitgpamhey can, for example, get
organized to identify common challenges, for exanpiat all companies would profit
from a specific training program at the local umsrgy, from an investment in improving
transport facilities, or from a joint effort to ugle the local power or water supply. For
an individual company it would not make sense tdresks such issues but for the group

as a whole they become hugely beneficial effortd. iPdifferently, the social rate of
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return on investments in key projects is highenthi@ pure private return. This means
that coordination will be under-supplied and thawveynment should correct market
failure, providing proper incentives in order tach the optimal level of coordination.

These writers’ argument can be associated withePsridea that clusters, that is,
regionally coordinated industries, are critical foverall economic growth.Clusters
develop when coordination failures are overcomes tide cluster develops it becomes a
mutually reinforcing system where benefits flow kbaards and forwards throughout the
industries in the cluster.” (LeVeen, 1998) Cludtased policy aims at removing
imperfections of the free market by facilitating ttoordonation of economic agents.

At the present, the opinion that clusters can @layimportant role in fostering
industrial development is widely held among develept economistin Porter’s view,
“clusters should represent an important componéstate and local economic policy.”
(Porter 2000, p. 29.) This new ground for industpalicy has found an increasing
number of supporters among policymakers througttmitvorld. “Many areas around the
developed world are adopting the clusters appraaalegional economic regeneration,
with the United Kingdom-wide government Departmeihitrade and Industry suggesting
that this could be a key element in re-establishimg competitiveness of national
businesses in the future.” (Danson and Whittam)

This paper intends to provide a refutation ofithea that coordination failures as
manifested in the inability of clusters to emergé serve as a ground for government
intervention. It uses Porter, Rodrik and Rodrig@are thesis as an example of this
approach and criticize the claim that coordinagaternalities prevent the market process
to allocate resources optimally.

The paper is organized as follows. The next secpoesents the case for
government intervention advanced by Porter, Rodrnl Rodriguez-Clare and criticize
the notion of coordination failure. In section tay@orter’s theory of clusters is shown to

be irrelevant and inconsistent on its own termgtiBe four explains why arguments

! Ferris and Gawande (1998) attempt to provide emieefor this argument, referring to the case of
developing countries.

2 As Rodrik (2004, p. 13) put it, “the cluster apgch to development represents a narrower versitmeof
same idea.” See also Rodriguez-Clare (2005).

% See, for example, Nadvi and Barrientos (2004).



based on market imperfections fail to support thsecfor industrial policy. Section five

concludes the paper.

2. Thecriticism of coordination failure

Rodriguez-Clare (2005, p. 3) points out the faeit the success or failure of an
action depends upon the context in which it is utadten: ‘A firm’s productivity
depends not only on its own efforts and abilities, and on general economic
conditions (e.g., the macroeconomic environment and the legal system), but also
on the actions of other firms, infrastructure, regulation and other public goods”.
Unfortunately, the author attempts to relate thisesvation to the theory of externalities.
This makes the analysis deficient and paves theungkofor mistaken policy
recommendations. Before examining these deficiegesecessary to put the issue in a
proper perspective.

Following a similar line of reasoning, Marshall (f3-14) provides a good
explanation of what is meant by coordination fatur‘Suppose the economic
performance of a country (or a firm, industry, arahcial market) depends on large
numbers of investors being willing to provide fundst is generally believed thaither
investors will withhold funds, it is rational forng given investor to refrain from
investing. Thus, these beliefs become self-fulfgli This represents a coordination
failure becauseeveryone would be better off ifall investors provided funds to the
affected country. Unfortunately, there is no wayctmrdinate investor actions in this
way.™

Rodriguez-Clare (2005, p. 4) starts his difficalay into the the externalities

argument by maintaining thainestment by one firm can have a positive effect on

* Howitt (p. 3-4): “When people on one side of a kearput more effort into the matching process, this
makes it more worthwhile for those on the otheegmdo the same thing, because it makes trangdets
costly for them. Then the general expectation enpért of firms that it will be difficult to findustomers
can be self-fulfilling. It leads firms to cut bathkeir hiring effort, which leads to a fall in jolawancies,
which makes it harder for unemployed workers tal fijpbs. As a result unemployment rises, and the
consequent fall in incomes makes people generadly Willing to buy goods [...] On the other hand, the
same chain of reasoning can often be applied tavghat the expectation that customers will be aasy
find would also be self-fulfilling. Thus there amaultiple equilibria, some with optimistic expectats,
high income and low unemployment, and others widlsspmistic expectations, low income and high
unemployment.”



the profitability of investment by other firms, because higher investment gives
rise to an increase in aggregate demand, which under economies of scale
increases profitability of investment elsewhere in the economy”.®> Yet why does
investment itself enhance the profitability of all the other projects? At a closer
look, it seems obvious that a particular investment can have a negative, as well
as a positive impact on other businesses. For example, the decision to build a
bridge will promote road transportation but will necessarily undermine shipping
businesses.

According to Rodriguez-Clare, under the circumstances described above,
there are multiple equilibria: a good equilibrium, obtained when entrepreneurs
have optimistic expectations and thus, manage to coordinate their businesses,
and a bad equilibrium, resulting from entrepreneurs’ reluctance to invest and their
failure to coordinate. When the market mechanism does not work, the
government should coordinate (stimulate) entrepreneurs into the good
equilibrium. As simple as it is, this idea has deep dubious implications.

Suppose that | am contemplating the possibility bofilding a restaurant.
Following Rodrik and Rodriguez-Clare, there aretipld equilibria. On the one hand, if
| intend to locate my restaurant in the middle dtiare poor neighbourhood, there are
few chances that the restaurant will operate @ble. On the other hand, if | intend to
situate my business in what is going to becomecla ieézidential area, then probably |
will have many customers and the restaurant willvpra good investment. Obviously, in
the latter situation, the restaurant will integratgccessfully in the community; my
investment in opening the restaurant will be cdesiswith the potential customers’
decision to inhabit the same region. But, as tlib@s object, one can never be sure that
this (good) equilibrium will actually occur, becaupotential customers do not know

about my intention to build the restaurant, anduim, | do not know about how many of

® Yehoue (2005, p. 5) advances a similar arguméfte “simultaneous move of different investors can be
so profitable for all of them that they can evefoaf more policy-induced distortions or weaker ialit
location factors than otherwise. This alleviateg thovernment’'s tradeoff. The idea is that with
simultaneous investment projects (domestic anddoralike), the different investment projects caeate
positive externalities on each other through backveand forward linkages, which will increase retamd
attract other investment. Without the simultanemese of some critical mass of investors to set mp a
initial cluster, the sequential move of potentiieign investors might be difficult, because thistfmovers
might not be able to derive advantage from clug@rgeast for some time).”



them intend to live in my neighbourhood. Cautiondividuals may choose not move in,
even though in the opposite case all of us woulthdieer of and coordination achieved.
So, why not convince the government to make thd meople move in the
neighbourhood? Thus, coordination will be much exagd accomplish! The fact that
nobody will find this idea reasonable is sufficigmbof that the coordination failure
argument prooves far too much. In addition, theuargnt is silent about the fate of the
individuals who actually live in my neighbourhoodvhen potential restaurant’s
customers are moved in, the present inhabitantsmereed out. It is clear that this
dislocation creates its own problems. But the adtex of state intervention overlook the
discoordination resulted from this forced coordiot

Another point in the coordination failure arguménthat coordination is costfy.
The thesis that search costs undermines entrepraheaordination is misleading. There
is no such thing as cost-free action. Search chkéstransportation costs or labor costs
are economic costs which must be taken into acdoefiore deciding upon the allocation
of resources. The fact that the height of seardiscdiscourages some action is no more
relevant that the fact that high transportationt€geevents a doctor from selling his
services to a distant customer. If we pursue tigeraent to its logical conclusion, we
will maintain that this is a good reason for statdsidization of the doctor’'s distant
activity. But this is hardly acceptable. Therefdatas obvious that one cannot derive any
sound conclusion by comparing real world situatiaitt the (perfect competition-based)
model of Rodrik, where search is costless.

Further, search costs cannot be eliminated thraetgge action, they can only be

transferred onto other people. The government bamdur itself some search costs

® As Rodriguez-Clare (2005, p. 6) explain@rfe can think of a similar story to the one above, where
coordination failures arise between workers thinking about investing in training and firms thinking
about investing in technologies that require trained workers [...] Although a firm can contract with
a worker so that they both invest in training and technology, and split the realized surplus, a
problem arises because of the risk of separation. At that point, the firm would have to look for a
trained worker, and the trained worker has to look for a job in a firm with modern technology.
Given search costs, however, there is a risk that a productive match will not materialize, in which
case firms and workers will have lost their investment.”



(associated with the implementation of cluster dtgsment strategies), and covers them

through taxation. A natural question is why arestheosts more important than taxation?

3. Coordination and the development of clusters

According to Rodriguez-Clare (2005, p. 3), the ggovnent should promote the
development of clusters by inducing entreprenearsest in those projects that offer
high clustering opportunities. This policy proposalsupported by Porter (1998), who
argued that “being part of a cluster allows comesrib operate more productively in
sourcing inputs; accessing information, technola@md needed institutions; coordinating
with related companies; and measuring and motigatnprovement.” However, this
characterization, as well as the policy recommeaddiased on it, should be considered
carefully.

The formation of clusters enhances the produgtieit individuals only if it
springs naturally from the voluntary actions of theducers. To say that a higher
agglomeration of firms (at the extreme, a singlestdr) encourages unconditionally the
deepening of specialization, development of trgglemotes innovation and supports an
increasing of economic growth, is to treat mecharaly human actions. It is true that
cluster formation decreases some economic costaube businessmen do not have to
incur the same expenditures with transportation seatch costs. But following similar
reasoning, an extension of the number of produoerthe market — that is, a deepening
of the division of labor — increases search cogt, as it is absurd to consider that
agglomeration promotes society’s welfare just beeaby decreasing transportation and
search costs, it simplifies trade and productibms nho more reasonable to assume that
industrial clusters bring an increasing of welfdrelividuals do not wish unconditionally
to avoid transaction costs by eliminating the diseaamong them. Beyond a certain
level, increased agglomeration does not resultehpositive external benefits, but in
negative externalities. An important question fa entrepreneur deciding the location of
its venture is whether agglomeration benefits agédr than congestion costs. The issue
cannot be settled by an independent observer, becespective benefits and costs

cannot be determined objectively.



It is difficult to prove empirically that clusteigns by necessity beneficial. Rather,
as history illustrates, people prefer to spreacdhéfyes a consequence of their choice, the
transportation expenses increase. On a free magkétepreneurs will try to respond
properly to the demands of their customers, progidjoods in the locations preferred by
the public. Therefore, only on a free market waitilde possible to discover what is the
optimal size of a firm or cluster. Since politiGaition is not a substitute for voluntary
cooperation, a discretionary intervention on thgaaization of production cannot bring
any benefits to the community.

The characteristics of a cluster are the outcome spéculative actions.
Consequently, not all clusters spur the competitdgs of their members. There are
examples of cluster failurés.Territorial industrial agglomerations spring from
entrepreneurs’ actions. Businesses cluster togeteause it is more efficient. “Clusters
dissolve when costs become too high for industdesmain competitive®

Clusters represent a form of industrial organizatib results from the uncessant
attempt of entrepreneurs to arrange the structupeaoluction so as to fulfill to the best
extent possible the consumers’ demands. Thereftusters are specific consequences of
entrepreneurial venturs.Government meddling with clusters is tantamount to
interference in the entrepreneurial process by whesources are directed toward the
fulfillment of the market participants’ most urgemeeds. It introduces artificial
incentives that weaken the inherent coordinativaityuof market incentive¥’

Instead of reasoning in terms of “externalitiesti@dmarket failure”, it is time for
the mainstream economists to realize that goverhmisenthe only source of
entrepreneurial discoordination. Through its tradbcy — imposing different regulations
and technical specifications, customs duties, got@luntary export adjustments —

immigration laws, regulations concerning capitalverment etc., the state is the only

" The reluctance to accept this perspective hasisepractical consequences. As Bresnahan, Gamlaardel
and Saxenian (2001, p. 7) note, “Many governmeats hmade the analytical error of focusing far too
much on the second aspect of external effectshamd viewed clusters of innovative activity as noren
than a ticket to producer rents. This has provithedintellectual foundation for largely failed poés that
attempt to jump-start growth in clusters by direetpolicy.”

8 See Buss (1999, p. 368).

% “Clustering is the result of entrepreneurial aityivand is driven by the production of valued godds
seize profits. Governments cannot therefore sugeriee market in the creation of clusters.” (Delkeoc
and Sautet 2004, p. 238-239).

19 Besides this, Barkley and Henry (1997) discuseesrsl shortcomings of cluster development stragegi



source of barriers for trade and economic (intgiengal) integration. In addition, the
localization process is also indirectly influencég the government policy. State
intervention is the object of individuals’ antictpns, and it consequently changes the
behavior of economic agents. If market participaspect a change in government
policy, they will act in order to capture all therefits and minimize the losses arising
from that policy. For example, apparent lack of odalization to improve the
coordination of production is due to the expecteitt ©f industrial policy. Therefore, far
from being an exogenous variable, the disparitrethe production structure should be
considered as dependent on the political institstigoverning the market process.

According to Porter (1998, p. 226), “a cluster ifoem of network that occurs
within a geographical location, in which the proxyrof firms and institutions ensures
certain forms of commonality and increases theueagy and impact of interactions”.
From the very beginning, it is important to note thagueness of this definition. As
Martin and Sunley (2003, p. 10) emphasize, “thei@ls problem raised by these cluster
definitions is the lack of clear boundaries, battiustrial and geographical. At what level
of industrial aggregation should a cluster be definand what range of related or
associated industries and activities should beuded? How strong do the linkages
between firms have to be? How economically spemgdlidoes a local concentration of
firms have to be to constitute a cluster? [...] Atailspatial scale, and over what
geographical range, do clustering processes (fintarlinkages, knowledge spillovers,
rivalry, business and social networks, and so @erate? What spatial density of such
firms and their interactions defines a cluster?”

Another point is that clusters do not necessanbyraase the competitiveness of
member firms — a fact acknowledged by Porter hin¥¢hen a cluster shares a uniform
approach to competing, a sort of groupthink ofteimforces old behaviors, suppresses
new ideas, and creates rigidities that prevent talomf improvements. Clusters also
might not support trulyadical innovation, whichtends to invalidate the existing pools of
talent, information, suppliers, and infrastructure.  In these circumstances, a cluster
participant....might suffer from greater barriers ferceiving the need to change....
(Porter 2000, p. 24, emphasis added.)

™ See Industrial Districts, www.rri.wvu.edu/WebBodkdrton/nortonupdate/neoflowitm



The lack of conceptual precision has been refawday various analysts as part
of the intentional style of Porter, who seeks tove policymakers with an argument
for exercising interventionism. Porter's idea servas basis for a redefinition of
interventionist policy, following the obvious inkettual bankruptcy of the old (rude
keynesian) macroeconomic policy and price inteneamgm. It provides the ground for a
more refined, intellectual-appealing intervention’$ The definitional elasticity of the
cluster concept undermines the operationality efttreory while simultaneously making
it an ideal tool for politicians. In the words obfer (1998, p. 102), “drawing cluster
boundaries is often a matter of degree, and ingokecreative process informed by
understanding the most important linkages and cemehtarities across industries and
institutions to competition.” This can only meamitthe exact shape of clusters is related
to the discretionary choice of policymakers. Anyeatpt to circumscribe a group of
related companies based upon a certain criteriors rine danger of overlooking
important clusters; at the same time, too manydimight be selected and clusters can be
loosely defined.

The other problem, perhaps more relevant for thenstr@am economists,
because it explodes any practical relevance oPtiréerian theory, arises because of the
lack of independence of the criteria set forthHwy theory to establish the proper size of a
cluster. These criteria are not permanent, butghaver timeé? Technical progress and
changes in individual preferences cause the relgnces of goods to vary permanently.
The degree of specialization of an economy andrtbkility of labor are also determined
by the concrete array of relative prices. All tmskes the attempt to circumscribe
clusters illusory, because the industrial distrists defined continually change. This
however, appears more as a recipe for chaos thaariaus suggestion for a new

industrial policy.

12 As Martin and Sunley (2003, p. 12) observe, théonoof cluster can be used in a variety of sitasi
“depending on what the aim of the exercise is,ha& ¢tlient or policymaker for whom the analysis is
intended.”

13 porter (1998) admits this explicitly: “Clustersntimually evolve as new companies and industries
emerge or decline and as local institutions devalmbchange.”
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4. Coordination and gover nment intervention

How is government supposed to improve the coordinaif market participants?
As Rodriguez-Clare (2005, p. 30) argues “One irstiamg approach would be for the
government to create a mechanism whereby busisssgiations representing different
clusters would submit proposals that identifyingaar for collective action and public
support. The different proposals would be reviewgd “panel of experts,” who would
rank them according to the estimated social retorthe public investment. Finally, the
best projects would be selected for support.” Sithee author is optimistic about the
qguality of such an institutional invention, the ural question that arises is, why not
extend the “mechanism” to all businesses and inweist projects? The government
could tax away individuals’ income and then redhstie it according to the authoritative
views of the “panel of experts”. Rodriguez-Clareerss not to notice how much his
argument can prove.

The proponents of the new industrial policy are r@aaat past interventionism
has failed miserably to promote growth and prospeil over the world, and they are
very cautious to differentiate their opinions abmarket failure from the older view of
government's superiorit}® As Rodriguez-Clare (2005, p. 29-30) maintains, dife
wanted to call the current proposal a sort of imdalspolicy, it would be a “soft”
industrial policy, rather than the “hard” industripolicy implemented in previous
decades, which entailed distorting prices so asdtlocate resources to certain sectors as
a way to generate a new pattern of comparativerddge [...] This is important because
soft policies are likely to be more transparent kss costly.” Porter (2000, p. 27) holds
a similar opinion, arguing that “a role for goveram cluster development and upgrading
should not be confused with the notion of industpalicy” and that “the intellectual
foundations of cluster theory and industrial polaye fundamentally different, as are
their implications for government policy.”

But why is transparency so important about govemtmgolicy? Freezing

commodities’ prices or wages is a very transpagpeiitical measure. Yet at the present, it

14 As Rodriguez-Clare (2005, p. 29) mentions, “tHeneo need for the Government to distort priceaso
to reallocate resources towards certain sectors.”
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is far from being advocated by policymakers, beeats harmful effects have become
widely understood® This example shows that transparency is not agsropterion to
evaluate policy initiatives.

According to the proponents of the new industrialiqy, the government should
shift the attention from individual firms and indkiss to clusters. Rodriguez-Clare
(2005, p. 28) points out that unlike the old siggtevhich attempted to pick winners (that
is, individual companies), “policy should pick dess”, and Porter complements this
arguing that instead of targeting specific cluste$ existing and emerging clusters
deserve attention.

Despite these authors’ efforts to differentiat@ithproposal from the older
industrial policy, the distinctions they introdu@e nothing more than rhetorical
innovations. As a number of writers have aptly dotithe new sort of interventionism
amounts to nothing more than picking winners. Bease, this new political activism can
incur even higher costs on society than previotesrgits to engineer development. Since
picking clusters means that policymakers shoulgetagroups of companies or industries,
rather than specific businesses, the magnitudeteipial failures increases considerably.
If government’s privileges fail to promote growthan the outcome will be not punctual
bankruptcies as in the past, but the occurrenctusfers of losse¥.

According to Rodrik, the policy of correcting cdoration failures need not
consist in subsidization. As he explains, “it ie tbgic of coordination failures that once
the simultaneous investments are made all of thesnug profitable. Therefore none of
the investors needs to be subsidieggost, unless there is an additional reason (i.e., a
non-pecuniary externality) that such subsidizat®nequired.” What is needed in order
to induce entrepreneurs to start complementarysinvents is an “ex-ante subsidy”,
consisting for example in a implicit bail-out or awvestment guarantee. Put it this way,
the “new” industrial policy seems to be appareittiynune against much of the virus of

corruption, rent seeking and malinvestment uswsdbociated with government activity.

!> One could argue that government is always temigt@thoose the least transparent measures avaitble
the moment.

16 Desrochers (2004, p. 239) notes that it is nairckehether cluster-based regional development pasic
beneficial for the future of these regions, giveatt“diversified local economies are more stablenth
highly specialized regions that are more pronebiwiat decline if their main line of business is glapted
by competitors located elsewhere or if new andebattbstitute products are manufactured elsewhere.”
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In spite of its new clothes, government intervem8m has no more solid
foundation that it ever had. The problem with indas$ policy is deeper than most of its
critics admit. Promises to bail-out entreprenemrsase they fail to operate profitably
amount in ale facto socialization of private investments.

The advocates of industrial policy thinks governingsm act as private business
do, using profit and loss criterion to decide betwedifferent investment projects.
Rodriguez-Clare (2005, p. 28) thinks that, “at teasprinciple, one could calculate a
social return for such an investment. With limitedources, the obvious approach would
be to invest in the proposals that entail the raglsecial returns. The problem, of course,
is that calculating such social returns is veryfidift. One (perhaps limited) way to
interpret prospective studies is as a way to fatdithis calculation.” Here, the author (to
his own merit) touches the real problem of indastpolicy. The state is not an
entrepreneur, so it is not in position to “intetprprospective studies the same way
private individuals do. As Buss (1999b, p. 367)ssdthere are only individual or group

interests that use public authority to their bemeften at the expense of others.”

5. Conclusion

In this paper | have tried to prove that the comtion failure argument does not
provide a solid ground for a reshaping of the indaispolicy both because of its lack of
sound theoretical foundation, and because of itsirgeal irrelevance. We have seen that
the vagueness of the notion of cluster makes tlse 6ar industrial policy appealing.
There is no recipe for clusters. The “new” indutdolicy should therefore be eliminated
from the field of development economics.

Why are cluster-based targeting, so widely pradficéNot because of their
scientific merit, but for political reasons. Impsase analytics can be drummed up on
demand to justify inherently political proposalsndA why, when so many targeted
industry strategies have failed, do states andit@sacontinue to rely on them? Partly

because they have the appearance of scientificirggckut mainly because of a herd
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effect. Once some states and localities develaetsng strategies, others feel compelled

to follow suit.
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