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ABSTRACT

The characteristics of a political settlement allow us to analyse the dynamics
of institutional and policy evolution and their associated developmental out-
comes. Four phases in the evolution of the political settlement in Bangladesh
are identified, corresponding to the periods of military government in Pakistan
from 1958 to 1971, the dominant party rule of the Awami League from 1971 to
1975, authoritarian clientelism under military rulers operating formally multi-
party democracies from 1975 to 1990 and competitive clientelist democracy
from 1990 onwards. For each period, we look at the dominant institutional
and policy characteristics and the ways in which the political settlement con-
strained or enabled development outcomes. The framework is then used to
analyse the dynamics of three sectors that have played a critical role in driving
or constraining development in the growth acceleration after 1980. The first
is the garments and textile industry, which emerged during the clientelistic au-
thoritarian period of the 1980s and has driven growth in exports since then.
Growth in the sector took off when financing instruments emerged that could
finance the ‘learning’ of the appropriate technological and organizational ca-
pabilities for achieving competitiveness. The financing was partly based on the
rents created by the Multi-Fibre Arrangement (MFA), and partly on a private
financing arrangement between Desh and Daewoo, with institutional support
from the government. The package created strong incentives and compulsions
for high levels of learning effort. As the political settlement evolved, techno-
logical upgrading has become more difficult though it is happening at the level
of individual firms. Second, we look at the electronics sector whose takeoff in
the 2000s took place under a competitive clientelist political settlement. The
external financing support available to the sector was much less significant and
the takeoff depended on the leading role played by a nationalist enterprise that
absorbed the risks of investing in learning-by-doing. Progress has been much
slower compared to garments. The development of supportive policy for these
sectors requires an understanding of both the importance of supporting learn-
ing with appropriate financing instruments and the requirement that these in-
struments should create strong incentives for putting in high levels of effort
given the enforcement capabilities of the contemporary political settlement.
Finally power generation is an example of an infrastructure sector where poor
investment has constrained development. The problem here is not learning-by-
doing but adverse incentives for investment that can be traced to an excessive
reliance on private sector financing in a political settlement where long-term
investments face significant political risks. This combination has resulted in
only a few politically connected players bidding for projects with a focus on im-
mediate ‘procurement rents’ rather than on the profits from future production.
Conventional reform strategies focusing on transparency, competition and
anti-corruption have not achieved results and the political settlement analysis
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can explain why. However, a strategy focusing on a long-term financing agency
with a dedicated governance structure could change incentives sufficiently to
enable improvements in power generation to be achieved even in the context
of a competitive clientelist political settlement.

August 2012
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I. INTRODUCTION

Economic development involves the adop-
tion and adaptation of technologies that
result in a structural transformation of so-
ciety. Historically, developmental transfor-
mations have been uneven, costly and con-
tested processes, with economic policies and
institutions apparently having differential
effects across countries that conventional
economic and institutional analysis finds
hard to explain. One limitation of applying
economic analysis to processes of growth
and development is that both the evolution
and the effects of particular policies and
institutions are endogenous. That policies
and institutions evolve out of the political
processes of societies is well understood.
Less well recognized is that the implemen-
tation, and therefore the effects of particu-
lar policies or institutions, can also vary sig-
nificantly across societies. The framework
of political settlements allows us to locate
the analysis of institutions and policies in
the evolving macro political economy of
a society (Khan 2010). This enables us to
provide a richer description of the evolu-
tion of developmental strategies and also a
framework for explaining the relative pace
and direction of development across coun-
tries and over time.

The evolution of the political settlement in
Bangladesh allows us to examine the policies
and institutions affecting the development
of important growth sectors in Bangladesh.
Growth in developing countries involves the
development of new forms of organizing pro-
duction and this typically faces much more
significant contracting failures compared to
the contracting failures that exist in advanced
countries. In addition, markets in developing
countries are in any case inefficient because
of weak markef—supporting institutions like

property rights and contracts. These weak-
nesses in the enforcement of formal insti-
tutions are a characteristic of all developing
countries. The ‘clientelist’ political settlement
that is typical in these countries involves sig-
nificant informal modifications of formal
rules as a condition of achieving political sta-
bility and a reproducible set of institutions.
But these informal arrangements also mean
that the formal property rights and rule of
law on which market efficiency is based are
always structurally weak in developing coun-
tries, in the very context that significant con-
tracting requirements exist if transformative
development is to be achieved. This explains
why supportive state policies and the institu-
tions backing these up have played a signifi-
cant role in the economic transformation of
developing societies.

The phases in the evolution of the political
settlement in Bangladesh enable us to look at
the different ways in which significant devel-
opment challenges were addressed in different
periods. When the British left India in 1947,
Bangladesh was carved out of India as the
Eastern wing of the state of Pakistan. From
1958 to 1971, Pakistan’s political institutions
were characterized by authoritarianism and
the attempt to achieve rapid industrialization
using industrial policy. East Pakistan had
previously possessed virtually no industrial
assets or organizations and this period saw
the beginnings of an industrial sector emerge
in the country. However, the Pakistani po-
litical settlement set political and economic
limits to the development that was possible.
Politically, the exclusion of East Pakistani po-
litical organizations from the ruling coalition
meant that distributive conflicts between
East and West became increasingly intense
and the development of Bengali-owned eco-
nomic organizations was relatively slow. Eco-
nomically, the political settlement prevented
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the disciplining of the emerging firms that
benefited from industrial policy so that pro-
ductivity growth was slow and the viability
of the economic strategy was in any case not
assured. The end came with a violent conflict
in 1971 that saw the birth of Bangladesh.
There followed a decade of turbulence as
the political order went through a process
of flux. In the second phase in our classifi-
cation of the political settlement, from 1971
to 1975, Bengali political organizations coa-
lesced around a single dominant party that
claimed socialism as its economic goal. But
the period was marked mainly by distribu-
tive conflicts within the ruling coalition. As
a growing number of organizations began
leaving the dominant Awami League, its
leadership responded with an attempt to cre-
ate a one-party state by constitutional amend-
ment. Well before the military coup of 1975
it was clear that this experiment would not
achieve either popularity or legitimacy. The
military takeover paradoxically allowed a
gradual return to multi-party democracy, but
political institutions during this period are
best described as ‘authoritarian clientelist’,
where multi-party competition was allowed
to determine the relative power of political
organizations. This marked the third phase
in the evolution of the political settlement,
from 1975 to 1990. Electoral democracy and
the formal freedom to engage in political ac-
tivity served the function of determining the
organizations that should be included in the
ruling coalition and on what terms, although
the leadership at the national level could not
be challenged. Eventually, this arrangement
could not accommodate the growing power
of competing political organizations. Politi-
cal institutions had to adjust and a clientelist
form of democracy emerged in 1990, mark-
ing the beginning of the fourth phase in the
evolution of the political settlement.

While these political transitions were tak-
ing place, the economy underwent an ac-
celeration of growth from 1980 onwards.
We focus in particular on this growth ac-
celeration that continued for the next three
decades. The types of institutions and poli-
cies that contributed to this are analysed
by looking at three major sectors in Bang-
ladesh spanning the three decades of ac-
celerated development. This enables us to
look at a number of different types of con-
tracting failures and how variations in the
political settlement over time allowed or
obstructed particular types of institutional
and policy solutions. The first sector we
look at has emerged as the most important
sector in Bangladesh’s recent economic de-
velopment, the garments and textiles sec-
tor. By 2010, this sector alone accounted
for three-quarters of Bangladesh’s export
earnings and provided employment to well
over three million workers. Bangladesh has
a large low-wage workforce and the take-
off in the garments sector happened in the
1980s shortly after the statist planning of
the early 1970s was abandoned. Not surpris-
ingly, it is often argued that the growth of
the garments and textiles sector was driven
by market forces and the gradual liberaliza-
tion of the economy.

Liberalization and the abandonment of a
perverse type of ‘socialism’ that had been
imposed during 1972-75 were indeed nec-
essary for the garments sector takeoff, but
liberalization was by no means sufficient.
Even in a low-technology sector like gar-
ments, the workers, supervisors and entre-
preneurs of the country lacked the know-
how and tacit organizational knowledge to
set up globally competitive productive or-
ganizations. This was despite the fact that
investible funds were available in the hands
of many potential investors after the mas-
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sive ‘primitive accumulation’ of the post-in-
dependence years. The technology acquisi-
tion necessary for the takeoff was enabled
by a number of specific institutional ar-
rangements that allowed critical contract-
ing failures constraining learning-by-doing
to be overcome in this sector. The relatively
successful implementation of these institu-
tional solutions in the 1980s depended on
characteristics of the political subsystem of
the political settlement of that time which
was characterized by the institutions of au-
thoritarian clientelism. The garments sector
was able to fully exploit the temporary ad-
vantage that was offered to least developed
countries like Bangladesh by the Multi-Fi-
bre Arrangement (MFA), which provided
temporary rents that could assist start-up
investments in this sector.

The garments industry is extremely im-
portant not just because of its current size
and significance in the Bangladesh economy
but also because it demonstrates the types
of institutional strategies that can overcome
critical contracting failures constraining
technology acquisition and growth in devel-
oping countries. The success that the gar-
ments industry enjoyed was not replicated
in any other major sector for a number of
reasons. First, a critical component of the
institutional arrangement that allowed the
takeoff was the global institutional arrange-
ment, the MFA, which created fortuitous
rents on terms that assisted the learning-by-
doing that was critical for the sector. While
the details of this arrangement were not de-
signed with this purpose in mind by anyone,
the reasons why this particular institutional
structure of incentives and opportunities
worked so well has enormous significance
for designing institutions for supporting
learning-by-doing in the future. Secondly,
authoritarian clientelism during the early

phases of the sector’s takeoff allowed the
rapid solution of a number of additional
institutional constraints facing the sector.
Other sectors did not enjoy the exogenous
rents created by the MFA for the garments
sector, and by the mid-1980s, the institutions
of authoritarian clientelism were in crisis, to
be replaced by a vulnerable democracy in
1991 that still describes the political settle-
ment in contemporary Bangladesh.

The two other sectors we look at are the
power generation sector and the emerging
electronics sector in the 2000s. The emer-
gence of a vulnerable democracy after 1990
was characterized by more intense compe-
tition between political organizations and
a failure to evolve institutions that could
maintain stability in the political domain.
The instability and vulnerability that this
caused seriously constrained the evolution
of new potentially competitive sectors in the
economy. The next sector we look at is the
emerging electronics sector in Bangladesh
which is still young but displays strong po-
tential. Unlike the garments sector, electron-
ics has not benefited from institutional rents
that supported learning, and it is attempting
to establish itself in a context of vulnerable
democracy. Growth has been slow compared
to the takeoff in the garments sector in the
1980s and the differences in the political
settlement and in institutional support can
help to explain some of these differences.
The contracting failures constraining learn-
ing are being overcome in this sector largely
as a result of a ‘nationalistic’ entrepreneurial
attitude on the part of a pioneering compa-
ny that decided to invest heavily in learning-
by-doing on its own account. The sector, led
by this company, has also been able to pen-
etrate policy making to a limited extent to
change some policies to support its invest-
ments. Nevertheless, unlike the garments
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case, there have been no significant exter-
nal rents supporting the learning process in
electronics. This example shows that there
are many routes to solving problems of tech-
nology acquisition even in the context of a
very fragmented clientelist democracy. But
there is a price to pay in terms of the pace of
progress that is possible, and of course the
electronics sector relied on the emergence
of entrepreneurs who were not interested
simply in profit maximization. The prospect
of developing a new sector with risky invest-
ments in learning-by-doing is not the easiest
and fastest way of making money in a clien-
telist political settlement.

The power generation sector has also
faced significant contracting difficulties in
organizing the long-term investments that
are required for supporting its expansion.
Bangladesh has one of the lowest per capita
electricity generation figures in the world,
and apart from the failure to provide power
to the large rural population, power scar-
cities have created serious constraints for
sustaining economic development. The po-
litical settlement is directly implicated in the
problems facing the sector. Standard expla-
nations for failures in this sector have fo-
cused on the lack of transparency and good
governance, and the presence of corruption
and insider dealings. However, these prob-
lems affect all sectors in Bangladesh, and
indeed affect the power sector in neigh-
bouring countries like India which have
performed much better in power generation.
The constraints in Bangladesh are related to
specific failures in developing appropriate
structures of financing and institutions that
can support viable financing in the context
of the current political settlement. This has
resulted in a persistent failure to overcome
the critical contracting failures constraining
investments in this sector.

2. THE POLITICAL SETTLEMENT:
A BRIEF REVIEW

An analysis of the ‘political settlement’ in a
country allows a number of interrelated insti-
tutional and political economy questions to
be addressed (Khan 2010). It has been widely
observed that in developing countries, the
formal institutions that describe the political
and economic rules in a society are routinely
modified and violated to different extents.
The formal institutions of democracy or of
industrial policy may be implemented in very
different ways in different countries, and we
need a framework to understand why this is so
and the possible implications. A political set-
tlement is defined as a reproducible ‘equilibri-
um’ of institutions and organizations, where
the institutions and organizations can be
both formal and informal. The achievement
of a reproducible equilibrium implies that the
distribution of power across all relevant or-
ganizations and the distribution of incomes
across these organizations are compatible. If
they were not, powerful organizations would
mobilize to change the formal and informal
institutions supporting the distribution of
incomes across organizations till a reproduc-
ible equilibrium was achieved. In developing
countries, informal institutions, in particular
rules enforced by non-state actors or agreed
upon informally, play a particularly impor-
tant role because formal institutions are typi-
cally insufficient for generating a distribution
of incomes that is compatible with the actual
distribution of power across organizations.
This insight gives us a framework for analys-
ing many of the variations in the operation of
formal institutions across countries.

The achievement of a political settlement
in developing countries typically requires in-
formal modifications of formal institutions
to bring the distribution of incomes into
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alignment with the distribution of power
across organizations. The achievement of a
sustainable distribution of incomes that is in
line with the relative power of organizations
in turn serves to reinforce this distribution
of power and makes the political settlement
resilient against attempts at rapid change.
Nevertheless, political settlements do change
over time as economic transformation chang-
es the relative power of organizations and as
new social groups mobilize and organize, but
these changes are relatively slow. At any par-
ticular time, the characteristics of the current
political settlement can help to explain why
particular institutions and policies exist and
their likely effects on economic development.
That the political settlement as defined here
can have a bearing on the emergence and
evolution of policies and institutions is not
surprising as political equilibrium is achieved
precisely through the evolution of formal and
informal institutions in this framework. Mote
importantly, the political settlement can also
help to explain why particular formal institu-
tions and policies may be unimplementable
or face significant informal modifications in
ways that affect development outcomes.

The modifications in the application of for-
mal institutional rules typically happen if the
particular institutions and policies that are
being investigated generate a distribution of
benefits that is significantly out of line with
the distribution of organizational power sup-
ported by the macro-level political settlement.
If this is the case, the particular institutions or
policies are unlikely to be enforced or imple-
mented according to their formal design and
the economic outcomes associated with them
are also likely to be modified. This insight
can help to explain why apparently similar
policies and interventions have had very dif-
ferent effects across countries. For instance,
democracy in developing countries operates

very differently from democracy in advanced
countries, and the operation of the informal
rules of democracy can also vary significantly
across developing countries, reflecting the
differences in the organizational structure of
political organizations. Similarly, the formal
industrial policy frameworks in Pakistan and
India during the 1950s and 1960s achieved
successes that were far less dramatic than
those in East Asia. The difference cannot just
be explained by the poor design of formal
policy because we have to explain why policy
did not evolve to become better as it did in
East Asia. A deeper explanation is that poli-
cies that were addressing similar contracting
failures could not be implemented with the
same level of effectiveness across countries.
Moreover, policy evolution in the direction of
greater effectiveness did not happen in some
countries because this was also successfully
opposed by organizations that were power-
ful in the political settlement. The relative
power of different types of organizations and
the ways in which they exercise their power
to further their interests can therefore be im-
portant for understanding differences in the
performance and evolution of institutions
and policies across countries.

The characteristics of the political settle-
ment in a country depend on the interaction
between the evolution of formal institutions
and the evolution of the political, bureau-
cratic and economic organizations in that
society which determine the necessary infor-
mal modifications. These characteristics are
likely to change over time for many reasons:
Economic development changes the bargain-
ing power of different types of economic or-
ganizations, new social movements emerge
for autonomous reasons, generating new
political organizations, economic entrepre-
neurs engage in different types of organiza-
tional activities, countries and regions engage
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in conflict and competition that affect their
internal distribution of power across organi-
zations, and so on. Some of these changes
can be gradual, others may be discontinuous
ruptures. The evolution of the political set-
tlement is the outcome of the interaction of
a broad range of factors. Identifying the rel-
evant features of this ‘macro’ political settle-
ment is important if it can help to inform the
micro-level analysis of institutions and poli-
cies. Why did some policies and institutions
fail to achieve the expected results while oth-
er policies, often not the most obvious ones,
were sometimes effective? Why did incre-
mental changes in the institutional and policy
framework proceed in one direction rather
than another? The broad features of the po-
litical settlement in a country can provide
important ‘data’ for answering these types of
micro-level institutional questions by allow-
ing us to examine enforcement issues and the
ways in which formal institutions may have
been informally modified by powerful organ-
izations. Obviously, the question at issue will
determine the level of information required
about the relevant organizations, but a broad
outline of the evolution of the political settle-
ment is a good starting point.

We track the changes in the political settle-
ment in Bangladesh by looking at features of
the political, bureaucratic and economic sub-
systems in the country, looking in each case at
the operational equilibria of institutions and
organizations in these broadly defined areas.
Political, bureaucratic and economic subsys-
tems obviously interact with each other and
the features of one affect the others, but for
the purposes of presentation, slicing the com-
plex social reality into these three spheres is
a useful starting point before looking for the
interdependencies that are also very impor-
tant. In reading this information the reader
needs to keep a number of features of this

analysis in mind. First, the most observable
features of a political settlement are the for-
mal institutions. For instance, in the politi-
cal subsystem, it is relatively easy to see that
the dominant institutions are democratic,
authotitarian, or authoritarian-clientelist or
some other variant. However, that does not
describe the institutional-organizational bal-
ance or operational equilibrium in the subsys-
tem, which may result in a significant modifi-
cation of these formal institutions in practice.
To understand the operational equilibrium
that characterizes the political settlement, we
need to also look at the distribution of power
across the relevant organizations with which
the institutions are interacting. Secondly, the
political settlement at the macro-level is de-
fined by the interdependence of the political,
economic and bureaucratic subsystems. So
for instance, countries whose political sub-
systems are similar can have very different
political settlements if other aspects of their
institutional and organizational structure are
different. This is why, for instance, countries
with authoritarian political subsystems can
be very different from each other in terms of
their institutional performance if their other
subsystems are different.

Differences in other subsystems not only
imply obvious differences across societies,
but more importantly, these differences can
also affect the operation of their subsystems
that appear to be similar. So for instance even
if the political subsystems appear to be simi-
lar in two countries, political organizations
may actually behave very differently because
the alliances and conflicts between political
organizations and other types of organiza-
tions are different. Examining the three
subsystems separately is therefore the start-
ing point for dealing with a complex picture,
but the characteristics of each political set-
tlement will depend on the interaction of all
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subsystems. The micro-analysis of the likely
implications of a particular policy or institu-
tion has to look at issues of enforcement and
informal modification taking into account
the interests of all the organizations that are
likely to be affected or have an interest in the
outcome. In particular, the efficacy of en-
forcement and the direction of modification
is likely to depend not only on the bargaining
power of particular types of organizations
but also on the likely coalitions and alliances
they can make with other types of organiza-
tions, and this is where the interdependence
across subsystems becomes important.

The Political Subsystem

The political subsystem describes the opera-
tional equilibrium between political organi-
zations and the institutions (or rules) of po-
litical engagement. The distribution of power
across political organizations determines the
types of political institutions that are viable.
Viability in this context refers to a reproduci-
ble combination of political organizations and
institutions that can be described as an opera-
tional equilibrium in the political subsystem.
Political institutions set the rules for political
competition. If these rules allow powerful po-
litical organizations to sustain their power or
at least to circulate in and out of power with
a sustainable level of political contestation, an
operational equilibrium can emerge. In gen-
eral, formal political institutions will be sig-
nificantly modified in developing countries,
but as long as the informal modifications can
operate within the rubric of the formal rules
and the distribution of organizational power
can be sustained, an operational equilibrium
can emerge. The significant issue from our
perspective is to assess the organizational
power of political organizations. This deter-
mines both the type and extent of modifica-

tion of the formal institutions and therefore
their sustainability, and also determines the
reproducible power of political organizations
which may have consequences for the opera-
tion of other subsystems.

One way of mapping the distribution of
organizational power in the political sub-
system is to look at the relative power of the
ruling coalition compared to political organi-
zations that are currently excluded and the
bargaining power of higher levels within the
ruling coalition vis-a-vis lower levels. Politi-
cal organizations in developing countries can
be both formal and informal, with the latter
playing an important role. Formal political
organizations like political parties are often
loosely constructed and flexible coalitions of
many informal organizations, each organized
around particular political entrepreneurs. In
many developing countries (including Bang-
ladesh), these informal political organizations
are typically led and organized by political
entrepreneurs from the ‘intermediate classes’.
Their organizations aim to mobilize broader
social groups to increase their bargaining
power to create or capture rents, which are
in turn distributed to supporters in different
ways and in varying proportions. The prima-
ry mechanism giving political organizations
access to rents and payoffs is their success in
getting included in political parties or coali-
tions that can form a ruling coalition so that
the power of office can be used to create rents
for their constituent organizations using for-
mal and informal mechanisms.

In developing countries, the ruling coali-
tion is typically constructed through such pa-
tron-client politics, in many cases even during
periods of military rule. Patron-client politics
use informal resource allocation processes
(like informally determining the allocation
of government contracts and jobs, the off-
budget allocation of resources to particular
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groups or organizations or influencing con-
tract enforcement in ways that favour partic-
ular parties) to build and hold together politi-
cal coalitions. An important aim of a smaller
political organization is to generate rents for
itself by joining or threatening the party or
coalition that constitutes the ruling coalition.
It follows that many of the rents that are cre-
ated and allocated in these processes of coali-
tion-formation are not created through rule-
following processes, so patron-client politics
is likely to be both ‘personalized” and to in-
volve political corruption. The calculation of
the leadership of an actual or potential ruling
coalition is to include the maximum num-
bers of subsidiary organizations in the coali-
tion at the minimum cost to the leadership.
The objective is to ensure electoral victory,
political stability and sufficient enforcement
capabilities to achieve the implementation of
programmes essential for the survival of the
ruling coalition. Conversely, the calculation
of subsidiary organizations seeking inclusion
in the system of political rent distribution is
to demonstrate the capability to deliver vot-
ing constituencies, or capabilities to disrupt
and enforce, or in some cases their violence
capabilities. The greater the value of what the
particular political organization delivers, the
greater the rent its leadership can expect as
their reward for their inclusion or quiescence,
and therefore the greater the rents they in
turn can deliver to their supporters.

The variations in the organizational struc-
ture of political organizations can be sum-
marized in different ways. In Khan (2010)
we distinguish four variants of the distribu-
tion of power across political organizations
that can potentially form the ruling coalition.
When the political organizations forming the
ruling coalition face little threat from exclud-
ed political organizations and when higher-
level political organizations within the ruling

coalition are more powerful than lower-level
ones, we describe the configuration as s#rong
patrimonialism. The ruling coalition in such a
configuration can credibly claim a ‘patrimo-
nial” right to rule. Here, political institutions
that support formal authoritarianism can
casily be in an operational equilibrium with
this configuration of political organizations
without the requirement of having to use ex-
cessive amounts of repression and without
significant informal modification. The po-
litical leadership also has strong and effective
enforcement capacities here because organi-
zations at the higher levels of the ruling coali-
tion are more powerful than lower levels. As
a result, this political configuration can also
support formal developmental interventions
and institutions, particularly if appropriate
conditions exist in the butreaucratic and eco-
nomic subsystems.

If excluded political organizations are
strong, the distribution of organizational
power becomes less amenable for this type
of benign authoritarianism. We describe this
configuration of organizational power as vu/-
nerable patrimonialism, as the claim of a right
to rule by the ruling coalition can now be ef-
fectively challenged. As excluded political or-
ganizations become stronger, the ruling coa-
lition becomes more vulnerable. As a result,
the formal institutions of authoritarianism
may still be in an operational equilibrium,
but may require increasingly greater repres-
sion, or they may require significant infor-
mal modification such as payoffs to and the
incorporation of political organizations that
are supposed to be formally excluded. As the
power of excluded organizations grows, at
some point formal authoritarianism may be-
come unviable as an operational equilibrium
even with significant repression. The behav-
iour of ruling political organizations in this
operational equilibrium can be expected to
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be different. The time horizon and imple-
mentation capabilities of the ruling coalition
are both likely to be more adverse compared
to the strong patrimonialism configuration.

Another variant of weak patrimonialism
emerges where the threat to the leadership of
the ruling coalition comes from lower-level
political organizations within the ruling co-
alition rather than from excluded organiza-
tions. This variant can be described as con-
strained patrimonialism. The ruling coalition’s
right to rule may be difficult to contest from
outside but is constrained from within. It can
expect to be in power for a long time as its
external opposition is weak, but it may be se-
verely constrained in what it can implement,
as decisions that are opposed by any of its in-
ternal coalitions is likely to be blocked. This
configuration is likely to result in relatively
stable one-party rule that can be in an opera-
tional equilibrium with both democratic and
authoritarian political institutions. In both
cases, the outcome is likely to be one-party
rule, as excluded political organizations are
unlikely to win elections under democratic
rules or to effectively challenge authoritarian
political institutions if these exist. The limita-
tion of this configuration is that the leader-
ship is likely to have to make extensive con-
cessions to its sub-organizations, and this can
significantly limit its implementation capabil-
ities. Moreover, as lower-level organizations
become stronger, some may eventually make
a calculated exit from the ruling coalition and
become part of the excluded opposition, if
they think there is a chance of replacing the
ruling coalition altogether.

The final configuration of political organi-
zations is that of competitive clientelism. Here the
numbers and strength of political organiza-
tions are such that a ruling coalition is likely
to face significant opposition from excluded
organizations, and is likely to have to include

many lower-level organizations within the
ruling coalition that are relatively powerful.
The ruling coalition is therefore likely to be
vulnerable and therefore to have a relatively
short time-horizon, and it is also likely to have
constrained implementation capabilities, as
its internal lower-level organizations have the
capacity to block decisions that they oppose.
This configuration of power, once it emerges,
is not likely to be in an operational equilibri-
um with authoritarian institutions. The latter
may survive for a while in protecting a par-
ticular ruling coalition, but is eventually likely
to be overthrown or modified. In Bangladesh
in the late 1970s and 1980s, the configura-
tion of power across political organizations
had become one of competitive clientelism,
and military rule could only operate by devis-
ing new institutional rules. The institutional
form of ‘authoritarian clientelism’ emerged
at this time, where the president selectively
included organizations within the ruling coa-
lition in a managed democracy. Democratic
institutions in developing countries can be in
an operational equilibrium with this configu-
ration of power, but democracy is vulnerable
because political organizations are by defini-
tion not rule-following in these contexts, and
the rules of democratic elections can be dif-
ficult to enforce.

The Bureaucratic Subsystem

The administrative structure of a state is
made up of bureaucratic organizations with
specific financial and organizational capabili-
ties. The formal ‘organizational’ chart show-
ing the relationships between agencies and
their lines of accountability and responsibil-
ity describes the institutional structure of the
state. However, this may not correspond very
closely with how the relevant bureaucratic
organizations actually operate, particularly in
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developing countries. The real distribution of
organizational power describes the ability of
particular bureaucratic organizations to bar-
gain for resources, deliver and enforce deci-
sions or block the activities of other bureau-
cratic organizations that run counter to their
own interests. The greater the gap between
the formal institutional description of the
bureaucratic structure and the actual distri-
bution of power across the relevant bureau-
cratic organizations, the greater the informal
adjustments to formal rules are likely to be.
As some policies and interventions require a
specific state structure for their coordination
and enforcement, if the actual distribution
of power across bureaucratic organizations
is far removed from these requirements, the
policies are likely to be poorly implemented.
The achievement of an operational equilib-
rium in this case is likely to involve more or
less significant informal modifications of for-
mal rules of conduct. These in turn are likely
to have implications for the implementation,
monitoring and enforcement of particular
policies, sometimes adversely and at other
times in ways that may lead to better out-
comes than if the formal policies had been
effectively enforced.

The degree to which power is horizontal-
ly and vertically dispersed across and within
bureaucratic organizations is therefore an-
other relevant variable for understanding
the overall political settlement. Formal de-
cisions about resource allocation are made
within bureaucratic organizations, which
are subsequently also empowered to monitor
and oversee the implementation of policies.
As a result, bureaucratic office is aspired to
as a source of rents for office-holders, and
indirectly by political organizations which
attempt to get their own supporters into
critical positions to facilitate their rent cap-
ture activities. The political ability to cre-

ate and allocate formal and informal rents
therefore depends on political control over
the relevant bureaucratic agencies. The po-
litical and bureaucratic subsystems therefore
closely interact. If the political subsystem is
highly concerted, as in strong patrimonial-
ism, it is likely that the ruling coalition will
use its authority to attempt to coordinate
and centralize bureaucratic power, simply in
order to effectively implement their rent cre-
ation and rent-management strategies. This
is important because bureaucratic agencies
may formally have overlapping jurisdictions
and, without coordination and the estab-
lishment of a decision-making hierarchy,
rent creation may be dissipated by uncoor-
dinated free-riding behaviour by different
agencies. If bureaucratic organizations are
strong enough to resist attempts at coordi-
nation, strong patrimonialism is unlikely to
prevail in the political sphere, as the weak-
ness of the ruling coalition will be revealed
and their access to resources will soon be
insufficient to satisfy their supporters. More
likely, strong patrimonialism is likely to suc-
cessfully restructure bureaucratic organiza-
tions even if they were initially fragmented
in the sense of having multiple centres of
power and authority. But with weaker patri-
monialism or with competitive clientelism,
the political leadership may be too weak to
reorganize the bureaucracy. In these cases,
the inherited structures of bureaucratic
power can matter a lot more.

With weaker, less centralized ruling polit-
ical organizations, the interaction between
the political and bureaucratic subsystems
can result in cycles of vicious or virtuous
causation. A weak patrimonial political sub-
system that fails to coordinate a strongly
fragmented bureaucracy may as a result be-
come weaker and move towards competi-
tive clientelism or collapse as a result of its
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failure to generate enough rents to satisfy
its core supporters. On the other hand, if
an initially weak patrimonial political sub-
system is lucky enough to inherit a central-
ized bureaucratic subsystem that is easier
to coordinate and command, its success in
generating and controlling rents may allow
it to consolidate its power and perhaps even
move towards a stronger version of patri-
monialism.

In Khan (2010) a fourfold classification of
the distribution of bargaining power within
the bureaucratic subsystem is suggested.
In the case of concerted bureancratic authority,
the distribution of bargaining power across
bureaucratic agencies allows both horizon-
tal and vertical coordination. Horizontally,
there is a hierarchy of bureaucratic agencies
and a lead agency can be identified or cre-
ated that can coordinate decisions and im-
plementation across all the relevant organi-
zations. For instance, the successful creation
of planning ministries in some countries,
but their failure to coordinate successfully
in others, demonstrates the possible varia-
tions here, though we have to see these suc-
cesses and failures as an interactive outcome
with the political subsystem. Vertically, each
agency is internally structured such that
higher levels can effectively get delivery
from lower levels. Concerted bureaucratic
authority does not mean that the bureauc-
racy is a centralized one at the national level.
This authority structure is consistent with a
federal structure if at each political level bu-
reaucratic authority is concerted and can be
coordinated by the political authorities.

Two dimensions of weakness in the struc-
ture of bureaucratic organizations follow.
If there are multiple and powerful agencies
making horizontal coordination difficult
but the internal hierarchies are strong with-
in each agency, we have a case of divided bu-

reaucratic anthority. This configuration makes
it difficult to implement policies that need
coordination across agencies or regions of
a country, but there may be quite good im-
plementation capabilities for policies that a
single agency is responsible for. A second
possible variation is when horizontal coor-
dination is possible but hierarchies within
each agency are weak so that higher lev-
els cannot get effective implementation by
lower levels. We describe this variant as con-
strained bureancratic authority. This is likely at
early stages of development where formal
bureaucratic capabilities are weak and lower
levels within agencies are more likely to be
political appointees who are engaged in low-
er-level rent appropriation. As technical ca-
pabilities improve, this problem can become
less severe, but political evolution also in-
creases the linkages between lower levels of
the bureaucracy and political entrepreneurs
and organizations. The likely evolution is
therefore not necessarily linear. In some
cases bureaucratic authority can become less
constrained over time. In other cases the ef-
fects of improved technocratic capabilities
may be outweighed by political fragmenta-
tion making it easier for lower levels of each
agency to engage in their own rent-capture
decisions in alliance with lower-level politi-
cal organizations.

The final variant of bureaucratic organi-
zation is one where coordination is difficult
both horizontally and vertically. Here it is
not only difficult for a single agency to co-
ordinate across agencies; it is also difficult
for higher levels within any agency to get
lower levels to do their bidding. This is the
case of fragmented bureaucratic authority. There
are strong forces working in this direction
in many developing countries, particularly
those with weak patrimonialism or competi-
tive clientelism in their political subsystems.
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Political fragmentation and the linkages be-
tween political organizations and bureau-
cratic organizations tend to accelerate the
fragmentation of bureaucratic authority in
this direction, making it more difficult for
coordinated policy making and implemen-
tation. In turn, fragmented bureaucratic au-
thority limits the gains to coordination for
political organizations and tends to make
free-riding behaviour by political organiza-
tions more likely, thereby consolidating and
deepening competitive clientelism.

The Economic Subsystem

Economic organizations are at the heart of
the economic transformations that consti-
tute development. Economic organizations
refer to all collective productive organiza-
tions, ranging from informal peasant farms
to formally organized large firms. However,
even formally organized firms in developing
countries continue to operate with signifi-
cant elements of informality both in their
internal operations but also in their external
relationships. This is not surprising since the
broader society and its political and bureau-
cratic subsystems continue to be organized
with a large element of informality. In turn,
the activities of political and bureaucratic
organizations affect economic organizations
not only through the formal routes of policy
and resource allocation which are not fully
enforced, but also through many informal
routes of policy modification, off-budget re-
source allocation and informal enforcement
and resource sharing.

The bargaining power of economic or-
ganizations of different types is a critical de-
terminant of the likely success of particular
formal policies supporting accumulation and
technology acquisition. Apart from their ‘po-
litical” power, the productive technological

20

capabilities of economic organizations are
likely to determine their bargaining strate-
gies. Firms that are already competitive in
some areas or are close to achieving com-
petitiveness are more likely to use their bar-
gaining power to negotiate public support in
ways that allow them to sustain or achieve
competitiveness. This is particularly likely if
competitiveness gives access to significant
profits from production and if the returns
from spending time and resources to cap-
ture other types of rents are less attractive.
In contrast, economic organizations that are
very far away from achieving competitive-
ness have a much greater incentive to focus
their entrepreneurial activities in capturing a
variety of other rents that may not aid their
achievement of competitiveness. These rents
are therefore likely to have a negative conse-
quence in net terms for social development.
This does not mean that firms far away from
the competitiveness frontier are unlikely ever
to reach it, but it does mean that policies for
assisting them are likely to require longer pe-
riods of support and consequently stronger
governance capabilities of monitoring and
disciplining on the part of political and bu-
reaucratic organizations.

We can classify the distribution of eco-
nomic organizations in a society in a number
of ways but the problems of interdependence
with other systems are particularly acute
for the economic subsystem. Keeping this
in mind, a useful classification is to distin-
guish societies by looking first at the extent
to which the most important economic or-
ganizations in that society have productive
capabilities that enable them to engage in
competitive production and secondly at their
bargaining power relative to other types of
organizations. As competitiveness in the
modern world is unlikely to be achieved by
economic organizations in traditional sectors
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(like peasant farms or craft-based manufac-
turing), the existence of firms with moder-
ate to high productive capabilities implies
the existence of a ‘modern’ sector that could
potentially play a transformative role in the
economy. The dominance of economic or-
ganizations with low productive capabilities
could either be because the modern sector
has not developed at all or because the mod-
ern sector is populated by firms that are far
from the technological frontier in terms of
their productive capabilities.

The first configuration we identify is one
where there is a significant block of econom-
ic organizations which are high capability and
powerful. The judgement of the capability and
bargaining power of economic organizations
is a relative one. If the majority of economic
organizations in a country were really of this
type, the developing country would no longer
be classified as one. Nevertheless, more ad-
vanced developing countries may have signifi-
cant numbers of economic organizations that
are already competitive and that are relatively
powerful in the overall political settlement.
For the types of contracting failures that de-
veloping countries face, this configuration
can be a double-edged sword. On the one
hand, if there is a significant number of firms
that already competitive or close to achiev-
ing competitiveness and if they are relatively
powerful, they are likely to drive policy or
spend resources to informally modify institu-
tions to support their trade and investment
requirements. But in a developing economy,
other economic organizations that are not yet
competitive but aspire to achieve competitive-
ness may have a different set of requirements.
Policies to support capability development
for these new entrants may find less political
support in these contexts and this can slow
down or block policies that can accelerate the
creation of zew productive enterprises.

A second configuration is that of high capa-
bility but weak economic organizations. Here
there are many economic organizations that
are already competitive or close to achieving
competitiveness but in this case they have
limited bargaining power. Here, the econom-
ic outcomes can be quite different depending
on the characteristics of other subsystems. If
the political and bureaucratic subsystems are
fragmented and incapable of long-term coor-
dination, there may be strong incentives for
political organizations to extract rents from
these firms as they are both profitable and
weak. These relatively easy rent capture strat-
egies imply that in these contexts, high capa-
bility firms will obviously not remain so for
very long. On the other hand, if the political
and bureaucratic subsystems allow long-term
planning and management of rents, there
may be strong incentives and opportunities
of rapid capability development. Political or-
ganizations may now have the incentive to al-
locate rents to firms to help them to build up
their capability for a share of their enhanced
long-term profitability either in the form of
taxes or informal profit sharing. However,
this requires a longer time horizon and higher
implementation capabilities that are features
of specific combinations of political and bu-
reaucratic characteristics.

A third configuration is one where eco-
nomic organizations are of moderate to low
capability and powerful. Here economic or-
ganizations have weak incentives to focus
on achieving competitiveness unless they
can take a long-term view and the political
and bureaucratic environment creates con-
ditions that make such a strategy credible.
The problem here is that long-term support
for capability development requires strong
disciplining and monitoring conditions on
the part of public authorities, and that is
unlikely if the firms receiving support are

21



DIIS WORKING PAPER 2013:01

relatively strong and can resist attempts at
disciplining them. The most desirable but
less likely outcome in this configuration is
economic organizations use their superior
political power to capture rents and resourc-
es that eventually help them to finance their
own capability development. This is a sce-
nario of ‘primitive accumulation’ driven by
powerful economic organizations followed
by capability development, perhaps because
these economic organizations have to oper-
ate in competitive markets and are threat-
ened with losing their assets unless they can
develop their competitive capabilities.

A fourth and final configuration is that of
economic organizations that are of moderate to
low capability and weak. Here too, the economic
outcome depends on the interaction with po-
litical and bureaucratic subsystems. If political
and bureaucratic organizations cannot take a
long-term view and have weak enforcement
capabilities, this configuration can result in
the worst outcomes, with sustained underde-
velopment. On the other hand, if the political
and bureaucratic subsystems allow long-term
rent management for development, long-term
support to build capabilities may be possible.
But progress is obviously likely to be slower
and more risky than in the first case where
the economic organizations are already rela-
tively close to the competitiveness frontier.

These variations show how institutions and
policies are likely to differ in their content and
their effects across developing countries as a
result of the interactions between the char-
acteristics of their political, bureaucratic and
economic organizations. The implications of
the political settlements framework for insti-
tutional analysis are dealt with in more detail
in Khan (2010). The discussion of Bangla-
desh that follows draws on this framework
to identify characteristics of the country’s po-
litical settlement and how it has evolved since
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1947. This background provides two types
of analytical insights in the analysis that fol-
lows.

First, the characteristics of the political
settlement determine the ‘growth-stability
trade-off” facing the enforcement of particu-
lar policies and institutions. If we consider
a particular policy or institution that poten-
tially supports growth, its introduction and
incrementally better enforcement can on the
one hand enhance developmental outcomes,
but if the policy is against the interests of
powerful organizations, its enforcement in
this way also implies a cost in terms of sta-
bility for the ruling coalition. The extent to
which a policy or institution will be either
modified or face a stability cost, if it is en-
forced, determines the likely outcome of the
policy. These choices are summarized in the
growth-stability trade-off for that institution
or policy given the particular political settle-
ment that is in place. For instance, in a politi-
cal settlement where politics is characterized
by a combination of strong patrimonialism,
concerted bureaucratic authority and capable
but politically weak economic organizations,
industrial policy strategies that provide con-
ditional assistance to firms to engage in learn-
ing-by-doing are likely to face a very favour-
able growth-stability trade-off. This means
that the enforcement of formal policies and
institutions supporting industrial policy is
likely to face very limited opposition and
informal modification. As a result, growth
enhancements are likely to be achieved at rel-
atively low cost in terms of declining stabil-
ity. In contrast, very similar industrial policy
institutions may face a steep and unfavour-
able growth-stability trade-off if the political
subsystem is characterized by vulnerable pat-
rimonialism, if the bureaucracy has divided
authority and if economic organizations are
politically strong.
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Secondly, the political settlement analysis
helps to set the stage for a detailed analysis of
the institutions and policy affecting particular
sectors. In the garments and electronics sec-
tors, growth depended on finding solutions
to finance learning-by-doing. Although these
are relatively low technology sectors, setting
up and operating competitive organizations in
these sectors involves the acquisition of tacit
knowledge. The investments required for this
face contracting failures and investors are like-
ly to lose money due to low investment of ef-
fort by those involved in organizing the learn-
ing unless the financing creates compulsions
for effort that are consistent with the politi-
cal settlement. The growth of the garments
sector was based on a fortunate conjuncture
of financing opportunities and institutions
and policies that could be effectively enforced
given the political settlement. By the time the
electronics industry began to emerge, the fi-
nancing instruments for assisting learning
were less favourable and the political settle-
ment less propitious for the enforcement of
appropriate instruments. As a result growth in
this promising sector has been much slower.
Finally, the political settlement has had signifi-
cant effects on the incentives and compulsions
of private investors in the critical power gen-
eration sector. Long-term investments require
a credible pricing structure for investors and
the credibility of long-term contracts, both of
which have been missing. The result has been
a focus on short-term ‘procurement rents’
rather than longer-term production profits.
Procurement rents refer to profits that can be
made in the early stages of the project in the
process of procuring the land and machinery
for the project. Even worse, these incentives
have resulted in intense political competition
over the allocation of projects that has con-
strained investments in long-term power gen-
eration projects.

3. THE EVOLUTION OF
THE POLITICAL SETTLEMENT
IN BANGLADESH

The borders of Bangladesh emerged in 1947
when British rule in India ended. The province
of Bengal was partitioned into a Hindu and
Muslim part, and a Muslim-majority part of
Assam was added to the eastern part to create
East Pakistan. This became the eastern wing
of the uniquely bifurcated new state of Paki-
stan. East Pakistan later became Bangladesh in
1971 when the two wings of Pakistan separat-
ed. The evolution of the political settlement in
East Pakistan-Bangladesh went through four
main phases, each with implications for the in-
stitutions and policies relevant for growth and
stability. These are summarized in Table 1.
The first phase, from 1958 to 1971, was
the period of military-authoritarian political
institutions under Pakistan. The economic
backwardness of the new state of Pakistan
and the perceived threats to its survival com-
bined with a failure to find a constitutional
arrangement that could satisfy both East
and West Pakistan resulted in the emergence
of an authoritarian governance structure in
1958. The root of the constitutional problem
was that the majority of the population was in
East Pakistan while the dominant economic,
bureaucratic and military organizations were
almost entirely located in West Pakistan. A
simple democratic arrangement would there-
fore not work, and attempts to find a consti-
tutional balance that would be acceptable to
the potentially dominant political organiza-
tions of the East and the already dominant
economic and bureaucratic organizations of
the West failed. The weakness of the excluded
East Pakistan political organizations relative
to the military-bureaucratic ruling coalition
meant that the relative power of the latter ap-
proximated to a vulnerable patrimonialism. This
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Table I. The Evolution of the Political Settlement in Bangladesh

Dominant Political Bureaucratic Economic Outcomes
Institutional Organizations Organizations Organizations

Characteristics

Military Initially vulnerable Divided bureaucratic Moderate capability Industrial policy

Authoritarianism
and
Industrial Policy

1958-71

(East Pakistan)

patrimonialism in
operational
equilibrium (op. eq.)
with institutions of
Repressive Authori-
tarianism. Emergence
of competitive
clientelism in 1960s
destroys this op. eq.

authority in weak op.
eq. with developmen-
tal institutions.
Growth of regional
politics leads to
politicization of East
Pakistani bureaucratic
organizations and
open revoltin 1971.

and politically strong in
op. eq. with institu-
tions supporting
accumulation but
weak op. eq. with
institutions disciplin-
ing rents. Bengali-
owned firms of lower
capability.

achieves rapid output
but slow productivity
growth. Collapsing op.
eq. of political
organizations results
in increasing instability
in the late 1960s and
the creation of
Bangladesh.

Dominant Party
Rule

and
‘Socialism’
1971-75

and brief attempt
to institutionalize
One-Party State in
1975

Initially constrained
patrimonialism in op.
eq. with democratic
institutions sustaining
dominant party rule.
Undermined by
re-emergence of
competitive clientelism.
Attempt to impose
one-party state
(dominant party
authoritarianism)
fails.

Divided bureaucratic
authority in weak op.
eq. with virtually all
formal institutions in
post-conflict economy.
Bureaucratic and
political organizations
collude in ‘political
accumulation’
(primitive accumula-
tion).

Existing Bengali-
owned firms are
nationalized. New
economic organiza-
tions have strong
political connections
and weak productive
capabilities and
primarily provide
cover for primitive
accumulation.

Formal institutions of
‘socialist planning’ are
weakly enforced.
Informal modifications
support significant
primitive accumulation.
Weak op. eq. of
political institutions
results in significant
political instability till
regime is violently
overthrown

Authoritarian
Clientelism
with
‘Liberalization’

Competitive clientelism
in moderate op. eq.
with authoritarian
clientelist institu-
tions: entry and exit

Divided bureaucratic
authority but some
improvements in
capabilities. Moderate
to weak op. eq. for

Economic organizations
approach productive
capability in low-
technology sectors:
political access

Emergence of
high-growth garments
sector as a result of
targeted support and
MFA. Moderate op. eq.

1975-90 into ruling coalition enforcing some enables some sectors  of authoritarian
determined by developmental (like garments) to clientelism results in
relative power of institutions and negotiate develop- some political stability
organizations but top  policies. mental support. but system
leader not replace- overthrown in 1990.
able.

Competitive Competitive clientelism  Divided bureaucratic Moderate capability Established sectors do

Clientelist in moderate to weak  authority tending and moderately well but support for

Democracy op. eq. with towards fragmented powerful enterprises in  new sectors limited.

and democratic authority (as a result of  weak op. eq. with Op. eq. of democratic

Liberal Economic institutions. growing politicization)  market-supporting institutions results in

Policies Vulnerability due to results in weak op.eq. institutions. Adverse moderate political
absence of informal with developmental incentives for firms stability but with

1990- ‘live and let live’ institutions. far from the frontier frequent breakdowns.

behaviour by parties.

and in infrastructure.

Source: Author
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allowed an ‘operational equilibrium’ with au-
thoritarian political institutions for a while.

Bureaucratic organizations during this pe-
riod were not well coordinated as Pakistan
had to reconstruct its bureaucratic structure
in the peripheral parts of India that it had in-
herited. The new country also inherited very
tew of the top bureaucrats from British India.
Nevertheless, the bureaucracy had moderate-
ly good internal hierarchies and implementa-
tion capabilities were not poor. The military
was disciplined and nationalist given its threat
perception from India, and this favourably
impacted on bureaucratic practices given the
close alliance between the military and the
bureaucracy during this period. However,
political authority was not strong enough to
enforce coordination across bureaucratic or-
ganizations. Thus, bureaucratic organizations
at this time had dwided bureancratic anthority.

Economic organizations during this period
had low productive capabilities, again be-
cause partition conferred to Pakistan some
of the least developed parts of India, and
firms were particularly weak in East Paki-
stan. Yet the dominant economic organi-
zations were politically powerful and well-
connected, particularly the Indian Muslim
entrepreneurs who immigrated and settled
in the West, making it difficult to disci-
pline these organizations when that became
necessary. Nevertheless, it was during this
phase that Pakistan’s industrial policy was
at its most effective in generating growth,
with significant progress in industrializa-
tion, mostly in the West, but with substan-
tial progress in the East as well, as can be
seen in the first four rows of Table 2 show-
ing the growth in industry and agriculture
from 1950 to 1970.

Table 2. East Pakistan/Bangladesh Growth Trends 1950-2005

1950-1955 9.5
1955-1960 8.5
1960-1965 10.6
1965-1970 5.3
1970-1975 -9.8
1975-1980 5.1
1980-1985 4.5
1985-1990 4.6
1990-1995 79
1995-2000 5.5
2000-2005 6.5
2005-2010 77

1.5 24
8.6 0.3
17.4 32
77 2.8
na Na
5.9 33
5.5 2.8
5.4 1.6
72 1.7
6.3 4.7
7.1 24
7.2 4.2

Sources: Lewis (1969: Table 1), World Bank (2008, 2012).

(na = figures not available)

25



DIIS WORKING PAPER 2013:01

The growth-stability trade-off in this political
settlement was relatively favourable for the
implementation of institutions and policies
supporting extensive growth. A pro-industry
industrial policy supported a high rate of ac-
cumulation in industry assisted by exchange
rate, interest rate and subsidy policies. Rapid
industrial investments took place in new sec-
tors in which the country had little or no pri-
or experience. No powerful organizations of-
fered significant resistance to these policies,
nor were they modified in damaging ways.
The new capitalists were however well con-
nected to politicians and bureaucrats within
the authoritarian state. This meant that de-
spite the state being formally authoritarian,
it lacked the political capacity to discipline
economic organizations and this limited the
prospects of industrial policy when it had to
move beyond its extensive phase (when new
economic activities were initiated) to an in-
tensive phase (when the new organizations
had to graduate to global competitiveness so
that subsidies could be removed and made
available for other sectors). The low produc-
tivity growth within the new firms being set
up in industry would eventually have made
the strategy unsustainable. But before that
happened, a challenge to the political settle-
ment emerged from a different source: the
gradual growth in the power of political or-
ganizations in East Pakistan. The result was
that the vulnerable patrimonialism became
much more vulnerable, and by the late 1960s
authoritarian institutions could no longer be
in an operational equilibrium. The failure of
political institutions to adapt to the new po-
litical power balance resulted in a discontinu-
ous rupture in the political settlement and
ultimately in the separation of Bangladesh.
The industrial policy that was applied
in Pakistan created a distribution of ben-
efits between East and West Pakistan that
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became politically unsustainable with the
growing strength of political organizations
in the East. The industrial policy favoured
the growth of economic organizations that
already had moderate productive capabili-
ties and these were almost entirely based in
or owned by entrepreneurs from the West-
ern wing. The strategy of developing an Fast
Pakistani capitalist class was half-hearted and
insufficient. The fact that the East’s popula-
tion was bigger than that of the West meant
that the distributive conflict rapidly took the
form of a mass movement for democracy.
As new political organizations emerged and
began to coalesce into grand coalitions, par-
ticularly in East Pakistan, the distribution of
power between the ruling coalition and the
excluded organizations changed. The politi-
cal subsystem was no longer characterized by
vulnerable patrimonialism by the late 1960s
but had shifted effectively towards competi-
tive clientelism. The operational equilibrium
of authoritarian political institutions was no
longer sustainable without excessive violence.
Not surprisingly, the embattled military gov-
ernment eventually allowed elections in 1970,
and the East Pakistani Awami League won
a majority of seats in the Pakistan parlia-
ment on a programme of radical federaliza-
tion. But a transition to democratic political
institutions could not be achieved because
economic, political, bureaucratic and military
organizations of the West refused to accept
the outcome of the elections. The result was
another partition, with much violence.

The birth of Bangladesh in 1971 was fol-
lowed by more violence that grew in intensity
in the early years of the state. The conflicts
over resources between competing groups
of ‘primitive accumulators’ became more in-
tense, as previously excluded Bengali political
organizers now had access to state power to
capture resources. Initially, of course, these
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processes were very wasteful because the ac-
cumulators were not productive and their
accumulation strategies seriously damaged
an already vulnerable economy. And vyet,
this accumulation created the future class of
capitalists who would play a role in driving
growth in the next decade. This was a period
of substantial instability, with an attempt to
create a one-party state in 1975, the assas-
sinations of two heads of state in 1975 and
in 1981, periods of military rule and finally
the emergence of multi-party democracy in
the 1990s. This democracy continued to face
periodic crises of electoral transition when
opposition parties refused to accept (often
with good reason) the organization of elec-
tions or their results. Nevertheless, despite its
apparently dysfunctional governance, by the
turn of the century Bangladesh emerged as
a relatively high-growth developing country
with a growing base in manufacturing based
on the garments and textile industries and
gradually branching into other sectors. The
trends in growth rates from 1970 to 2010 in
Table 2 summarize aspects of this economic
performance.

The second phase in the evolution of the
political settlement in Bangladesh covers the
period from 1971 to 1975. The dominantinsti-
tutional characteristic of politics during this
period was a formal democracy that sustained
one-party rule, and when this was threatened,
there was a brief and failed attempt at institu-
tionalizing a one-party state. A diverse coali-
tion of organizations had come together to
fight the authoritarian state in Pakistan and
this coalition now came to power at the head
of the new state. The inclusion of almost all
politically relevant organizations within the
ruling coalition meant that the political sub-
system could be described as a constrained
patrimonialism. Constrained patrimonialism
has limited enforcement capabilities in gen-

eral, but here it faced subordinate economic
and political organizations with strong in-
centives for unproductive resource capture.
The most powerful economic organizations
at this time had limited economic capabilities
and were often indistinguishable from politi-
cal organizations. The objective of these or-
ganizations was resource capture: The result
was intense ‘primitive accumulation’ or the
capture of assets and resources using politi-
cal power. This was necessary to satisfy the
aspirations of important organizations with-
in the new ruling coalition, but the pace of
the primitive accumulation meant that the
ruling coalition rapidly faced the prospect of
political and economic collapse. Political and
bureaucratic organizations had no interest in
enforcing the formal rights of the productive
sector. Their goal was rather to use formal
and even more so informal political power to
capture assets and resources for themselves.
The growth-stability trade-off was adverse
for almost any growth-enhancing institu-
tional strategy. Moreover the trade-off was
rapidly worsening to a position where the
achievement of the minimum economic and
political viability conditions was threatened.
Famine struck in 1974 and the attempt of the
ruling coalition to hold on to power began to
unravel.

Constrained patrimonialism had produced
a dominant party through the electoral sys-
tem but its electoral dominance could no
longer be guaranteed given the economic and
political crisis that was unfolding. Many of
its constituent organizations were dissatisfied
with what they were getting and wanted to
leave. Some did begin to leave and began to
challenge the ruling party from outside. Ef-
fectively, the distribution of organizational
power once again began to change in the
direction of competitive clientelism. The re-
sponse of the ruling coalition was to amend
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the constitution to create a one-party state,
effectively attempting to maintain the domi-
nant party by changing the institutional rules
of the game. Keeping the ruling coalition
formally inclusive by administrative decree
would at best be a weak operational equilib-
rium given that the underlying distribution
of power was moving away from constrained
patrimonialism towards competitive clien-
telism. As it happened, the one-party state
could not be implemented because President
Mujib-ur-Rahman was assassinated in 1975
with the tacit support of powerful individu-
als and organizations within the ruling coali-
tion.

The third phase from 1975 to 1990 was a
transitional phase towards the emergence of
political institutions of a multi-party democ-
racy. Political institutions that were entirely
authoritarian could no longer be in operation-
al equilibrium with the emerging competitive
clientelism characterizing the distribution
of power across political organizations. The
constitutional amendment making the coun-
try a one-party state was repealed. An opera-
tional equilibrium was achieved by military
rulers introducing an intermediate set of
institutional rules that were formally demo-
cratic but with the top job of president in-
formally restricted from competitive access.
This was no longer the repressive authoritari-
anism of the type that was instituted in the
1960s or the formal one-party state of 1975,
as these institutions could no longer be in
operational equilibrium with the distribution
of power that had evolved. The interim solu-
tion devised during this transition period was
to have political parties engaging in electoral
competition with the military-backed ruling
party with little or no formal restrictions. In
fact, of course, the opposition knew that win-
ning these elections outright was impossible
because of informal administrative measures.
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We call these institutional rules authoritarian
clientelism. The formal electoral process and
open political competition served the pur-
pose of helping to identify the most powerful
political organizations which needed to be
accommodated within the ruling coalition.
The ruling party was ready to absorb indi-
viduals and coalitions from other parties, at a
price commensurate with their organizational
power as revealed by open political competi-
tion. The political competition was therefore
functional in helping to construct the ruling
coalition in terms of determining who was
to be included and the price at which they
were included. The political calculations for
constructing an effective ruling coalition in
a context of competitive coalition thus began
to emerge during this transition period.

This was also the period when the economy
began to slowly recover from years of con-
flict. From 1980 to 2010, the agrarian nature
of the economy began to gradually change.
Table 3 shows that the share of industry in
GDP grew from around 20 to almost 30
percent, with agriculture moving in exactly
the reverse direction. The military rulers and
military-backed parties began a slow process
of economic reforms that moved away from
the centralized ‘socialism’ of the immediate
post-independence period, with (very gradu-
al) moves towards privatization and liberali-
zation. The garment sector takeoff began in
the late 1970s, helped by lucky international
accidents like the Multi-Fibre Arrangement
(MFA) but also because ad hoc institutional
changes on a small scale could be effectively
implemented and enforced under the more
stable operational equilibrium in the political
sphere under President Zia ur Rahman. The
growth-stability trade-off began to improve
but growth was still sluggish. Economic or-
ganizations were still weak in terms of tech-
nological capabilities and still had considera-
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Table 3. Sectoral GDP Shares Bangladesh 1980-2005

Agriculture 31.6

Industry 20.6

478

Services

Source: (World Bank 2008, 2012)

ble access to political power. In some sectors,
economic organizations were close to the
global competitiveness frontier in technolo-
gies that were relatively simple, like garments.
In these sectors, the political connections of
economic organizations helped to get policies
modified in ways that could assist them to
achieve international competitiveness. This
assisted growth through gradual pro-business
interventions in sectors with relatively simple
technologies where emerging economic or-
ganizations could achieve competitiveness.

The institutional arrangements of authori-
tarian clientelism were a transitional arrange-
ment because the institutions of controlled
democracy were in increasingly unstable
equilibrium with intensifying competitive
clientelism. Competitive clientelism describes
the distribution of power across political or-
ganizations. The latter was evolving in this
direction as excluded factions were becom-
ing relatively stronger and were increasingly
unwilling to accept the rules of political com-
petition set during this period. After a series
of intense confrontations, the second ex-mil-
itary ruler, President Ershad, was forced to
step down in 1990 and the period of multi-
party political competition under competi-
tive clientelism began.

21.5

48.3

253 28.5

49.2 52.9

The fourth and final period from 1990 on-
wards is one of a moderately stable but vul-
nerable operational equilibrium of demo-
cratic institutional rules with competitive
clientelism. This period also witnessed a
steady increase in the economic growth rate.
The garment industry played an important
role in the economic fortunes of the country
in this period. After steadily acquiring com-
petitive capabilities, its growth took off in the
mid to late 1980s and it rapidly became the
major foreign currency earner of the country.
Political competition was organized around
two major parties distinguished by deeply felt
differences in the way they defined the ‘na-
tion’. These differences had trivial implica-
tions for actual policy issues but allowed the
definition of two coalitions big enough for
each to form a ruling coalition. The major
political problem was to ensure that elections
were not manipulated by incumbents to the
extent that the losing faction would refuse
to accept the result. The crucial transitional
election of 1991 was held under an ad hoc
caretaker government that was non-partisan.
The non-partisan administration during the
election meant that the losing Awami League
accepted the result and their demand for a
similar arrangement at the next election led to
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the introduction of a constitutional arrange-
ment of a caretaker government to organize
elections after 1996.

The system worked till 2007 when the
caretaker system was undermined by the rul-
ing Bangladesh Nationalist Party interfering
with the process that determined the head of
the caretaker system. The resulting crisis re-
sulted in a two-year emergency caretaker gov-
ernment backed by the army that attempted
to solve the problem of political instability by
attempting to implement good governance
reforms. It is not surprising that the emergen-
cy government failed to institutionalize good
governance. Good governance, as it is under-
stood in the international policy discourse,
describes the effective enforcement of formal
property rights and a rule of law, an impos-
sible challenge in the context of developing
country political settlements. Not surpris-
ingly, the system reverted to its equilibrium
of multi-party democracy with competitive
clientelism after two years of anti-corruption
drives. Ironically, in 2011 the ruling Awami
League pushed through the 17" Amendment
that did away (amongst other things) with
the caretaker system. Apparently, this com-
petitive clientelist party did not understand
that a ruling party’s assurance that it would
enforce formal rules of electoral competition
would not be acceptable to the opposition in
a society where the informal modification of
formal rules was the norm and where the re-
lationship between political and bureaucratic
organizations during elections did not ensure
a satisfactory chance for opposition parties.
As expected, the opposition BNP stated that
it would not participate in the elections of
2014 unless the caretaker system was re-in-
stated. The sustainability of democratic insti-
tutions therefore remained vulnerable.

A serious problem for the operational
equilibrium of democratic institutions with
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competitive clientelism is that the enforce-
ment of formal electoral rules is insufficient
for ensuring acceptable elections. In a con-
text where all formal institutions are infor-
mally modified, it is not surprising that for-
mal electoral rules have proved inadequate
for constraining competing parties during
elections. Violations of the rules constrain-
ing the illegal financing of political parties
are widespread. In addition, the incumbent
can use bureaucratic organizations involved
in administration and policing to tilt the out-
come slightly. This is an important reason
why the bureaucracy has been increasingly
politicized over time. The electoral result
can therefore often be justifiably rejected
by the loser if the winner is the incumbent.
If elections atre close in terms of the num-
bers of votes cast for the two major par-
ties (which is often the case in Bangladesh),
the outcome can depend on administrative
obstacles created for the losing party in a
small number of constituencies. Politically,
the outcome of an election is acceptable to
the loser under these circumstances only if
it is very clear that the winner can field sig-
nificantly greater organizational power. The
attempt to solve this problem through the
constitutional mechanism of caretaker gov-
ernments during elections worked for three
successive elections but failed in 2007. The
sustainability of democratic political institu-
tions with a competitive clientelist distribu-
tion of power across political organizations
requires a solution that credibly assures ac-
ceptable elections. This assurance is likely
to require a credible but informal ‘live-and-
let-live’ understanding between the com-
peting parties that certain red lines will not
be crossed by the incumbent in fixing the
outcome, and in exchange the winner guar-
antees the same in the next election. This
informal understanding has not emerged.
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An unfortunate consequence of competitive
clientelism in the political subsystem has been
that bureaucratic organizations have become
more fragmented and of lower capability over
time. This is the result of a creeping politiciza-
tion of the bureaucracy with wholesale trans-
fers of bureaucrats after elections that amount
to the effective demotion of senior bureau-
crats. As a result, the time horizons of bu-
reaucrats shrink and incentives are created for
bureaucratic investments in developing party
links rather than in professional capability
development. Economic organizations have
on the whole gradually enhanced their com-
petitive capabilities though most remain in
relatively low-technology sectors like garments
and textiles. The growth-stability trade-off in
this political settlement depends on the partic-
ular institutions and policies being examined.
For sectors where entrepreneurs possess suf-
ficient capabilities to become internationally
competitive rather rapidly, the growth-stabil-
ity trade-off can be quite favourable. Institu-
tions that appear to be dysfunctional can often
be made to work in the interests of competi-
tive economic organizations through informal
means and side-payments. Thus, the property
rights of these enterprises are effectively pro-
tected (for a price) and they are able to influ-
ence policy and implementation sufficiently to
remain viable. On the other hand, acquiring
technological capabilities in new sectors that
are far from the competitiveness frontier faces
a much less favourable trade-off. Responding
to these contracting failures typically involves
the creation of relatively long-lasting policy-in-
duced rents to enable learning-by-doing to be
financed. Success requires the management of
these rents by enforcing conditions for their al-
location using formal or informal mechanisms.
These requirements are difficult to meet when
political power is fragmented and bureaucratic
organizations have weak capabilities and are

closely linked to political organizations. Thus,
in sectors where economic organizations are
far from the competitiveness frontier, the
growth-stability trade-off was fairly adverse.
In the next four sections we look at each of
these four phases in the evolution of the politi-
cal settlement in more detail.

4. MILITARY AUTHORITARIANISM:
1958-1971

The roots of the economic and political cri-
ses with which Bangladesh began its life as
an independent country in 1971 has to be
understood by looking at the legacies of the
Pakistan period. Pakistan itself faced serious
political and economic challenges when it be-
came independent in 1947 and the patterns
of economic and political development that
were adopted deepened the crisis in the coun-
try’s eastern wing. The challenges faced by
Pakistan were both economic and political.
All the territories that constituted the new
state of Pakistan were relatively some of the
least developed parts of the Indian subconti-
nent. The reasons behind the political crisis
were even deeper. A constitutional crisis in
the newly independent Pakistan was almost
inevitable given that the western wing was
relatively more developed and was home to
the top bureaucratic, military and economic
elites while the eastern wing had a bigger
population and therefore would hold power
in a democratic polity. East Pakistan had
virtually no indigenous capitalists and virtu-
ally no senior bureaucrats or army officers in
1947. While West Pakistan was less developed
compared to more advanced areas of India,
many of the Muslim businessmen and senior
bureaucrats from other parts of India who
opted for Pakistan settled in West Pakistan as
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they were culturally closer to that region. The
army too was largely drawn from the Punjab
region of West Pakistan.

The indigenous elites of the two wings
of Pakistan had never been strongly behind
the idea of Pakistan and had not worked to-
gether prior to 1947 with a shared vision of
Pakistan. This may appear to be surprising
but their unpreparedness and lack of coor-
dination is in fact easy to understand. The
two most important Muslim-majority areas
of India were Punjab and Bengal. The west-
ern part of Punjab became the heart of West
Pakistan and the eastern part of Bengal be-
came the core of East Pakistan. However,
the demographic dominance of Muslims in
these provinces meant that Muslims already
enjoyed substantial power under the electoral
system introduced by the British in 1936. As
a result, Muslim chief ministers already ruled
in these provinces long before 1947 and they
had no interest in partitioning the provinces
they were already ruling. The dominant Mus-
lim parties in these provinces were not the
Muslim League though they were sometimes
in coalitions with the latter. The discourse on
partition was primarily played out in central
India where Muslims were a minority and
where Jinnah’s Muslim League was trying to
negotiate constitutional and political protec-
tions for Muslims in these provinces in an
independent India. The Muslim League was
not organizationally strong in either Bengal
or Punjab and it spent much time trying to
bring these provinces under its wing to en-
hance its own bargaining power at the cen-
tre.

Jinnah’s own commitment to an independ-
ent Pakistan was a negotiable one. When the
British offered a federal plan (known as the
Cabinet Mission Plan) in 19406, Jinnah gave
up his demand for Pakistan and was willing
to negotiate with the Indian Congress under
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Nehru on this basis. The Cabinet Mission
Plan gave substantial powers to federal units
and the fact that Muslims would have real
powers in some parts of India gave Jinnah
the confidence that this would be sufficient to
protect Muslims in the parts of India where
they would be a minority (Jalal 1985; Chatterji
1995). It was only when Nehru ruled this out
that the Muslims in Bengal and Punjab pan-
icked at the implications of a centralization
of power in Delhi which would make them
powerless in their own provinces. There was
an electoral and political swing to the Muslim
League at the last minute, as a result of which
the Muslim League won the 1946 elections
in Bengal and was the biggest party in Pun-
jab. The partition of India rapidly became in-
evitable as a result of this last-minute failure
in negotiations between Jinnah and Nehru.
Only then did it become clear that the parti-
tion of India was definitively going to happen
and would create a Muslim homeland in the
two main Muslim provinces. Even at that late
stage, the local leaderships and populations
in these provinces were unprepared for parti-
tion and statehood and had not spent a long
time working out what such a state would
look like.

The Muslim League immediately faced se-
rious problems in trying to cobble together
a Pakistani state. It had won many votes in
the 1946 elections but it had a weak party or-
ganization in the parts of India that would
now become Pakistan. Moreover, most of
its top leadership came from parts of India
that would 7ot become Pakistan and lacked
any political constituency in the new coun-
try. However, West Pakistan’s largely Punjabi
elites soon discovered they stood to become
the dominant group in the new state in terms
of their relative position in the bureaucracy
and army and their relative economic devel-
opment. The Punjabis also experienced the



DIIS WORKING PAPER 2013:01

most significant savagery on both sides dur-
ing partition and this created a strong de-
mand for a centralized and militarily strong
Pakistan, a demand that had little resonance
in the Hast where the experience of partition
was less traumatic and bloody. This combina-
tion of factors led to the East Pakistani politi-
cal elites suddenly discovering that they were
in a subordinate position of political power in
the new state. Thus, from the outset the new
state of Pakistan began its life with serious
conflicts of interest between the politicians
and the political organizations of the two
wings. A decade of constitutional discussions
failed to achieve a power-sharing formula be-
tween the two wings that would satisfy both
the dominant elites of the West and the aspir-
ing elites of the East. The former were domi-
nant in terms of their links with economic
and bureaucratic (including military) organi-
zations, but the latter could legitimately claim
political equality if not superiority on the ba-
sis of their population numbers.

The central problem was that the rela-
tively poorer and less developed East Pa-
kistan had at that time a bigger population,
making the economically dominant West
Pakistani elites suspect that they had much
to lose in a democratic system. Moreover,
even though East Pakistan was relatively
underdeveloped, its political organizers
were more organized and experienced in
mass political mobilization and electoral
politics as the region had a longer history
of colonial rule. Finally, West Pakistan was
internally split into four provinces so that it
was very likely that votes in the West would
be split between several political parties.
These asymmetries in the economic, po-
litical and organizational capabilities of the
two wings made a constitutional settlement
virtually impossible. The military coup of
Ayub Khan in 1958 was the result.

The imposition of martial law curtailed the
formal rights to set up and operate politi-
cal organizations. The ruling coalition was
defined around a core group of bureaucratic
and military elites, but inevitably West Paki-
stani economic organizations were close to
these groups. Political parties were excluded
and initially had very limited organizational
capabilities to resist the enforcement capa-
bilities of the military-bureaucratic coalition.
However, the history of prior political mobi-
lization meant that the excluded organizations
would not remain permanently quiescent. The
political subsystem was nevertheless initially
a vulnerable patrimonialism and the institu-
tional authoritarianism that was introduced
was initially in a moderately effective opera-
tional equilibrium with this underlying distri-
bution of organizational power. For a while,
the threat of force did indeed disrupt the abil-
ity of excluded organizers to pose a significant
threat to the ruling coalition. Till the mid-
1960s the operational equilibrium was fairly
stable in the political subsystem. But gradually,
political organizers in both wings of Pakistan
began to organize increasingly effective pop-
ular resistance to the ruling coalition, taking
the form of strikes, demonstrations and defi-
ant public meetings. In the second half of the
1960s, Bhutto’s Pakistan People’s Party in the
West and, even more so, the Awami League
in the East led by Mujibur Rahman began to
mount an effective challenge to the ‘patrimo-
nial’ claim of the military-authoritarian ruling
coalition to rule in perpetuity.

Economic organizations had low competi-
tive capabilities in both wings of Pakistan
but they were almost non-existent in the
East. The West benefited from the fact that
a number of capable Muslim merchant and
industrial capitalists immigrated to Pakistan
from western India and chose West Pakistan
as their natural home. These capitalists had
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strong links with the Muslim League from
British times and had financed its politics in
India (Khan 1999). These political contacts
became even stronger now because the mili-
tary-dominated ruling coalition realized that
economic growth was vital for the survival of
the country. As a result they fostered strong
‘political’ links with the West Pakistan-based
business elites. Policy-induced rents were
now controlled by a ruling coalition con-
sisting of the military-bureaucratic elite and
their close business allies. At the same time
control over access to foreign exchange, the
exchange rate, interest rates and tariffs and
quotas allowed the state to create rents for
privileged business elites. The initial effect
of the new political settlement was not only
greater political stability but also a sustained
growth spurt that lasted through much of the
1960s. But the location of political power and
entrepreneurial capabilities meant that almost
all the manufacturing growth was located in
West Pakistan.

The military ruling coalition could not
rule without some incorporation of political
forces. The major institutional mechanism
for purchasing and organizing stability was
the Basic Democracy system that Ayub in-
novated in 1959, one of the first acts of his
regime. This attempted to by-pass the estab-
lished political organizations led by organ-
izers based in the towns by creating a new
constituency of political leaders in the vil-
lages who would be cheaper to accommodate
within the ruling coalition. A total of 80,000
‘basic democrats’ were elected on a non-party
basis. They served as an electoral college for
electing Members of Parliament as well as the
President. Authoritarian regimes have often
used this tactic of going over the heads of
their immediate opponents and appealing to
the interests of those below them. The lat-
ter would initially demand a lower price and
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from the perspective of the patrimonial rul-
ing coalition, the new socially inferior po-
litical organizations appear to be easier to
control. The provision of relatively limited
rents to this large army of rural representa-
tives through rural infrastructure construc-
tion programmes and Food for Work pro-
grammes for a time created a countervailing
source of support for the regime that made it
difficult for the older political organizations
to organize dissent (Sobhan 1968).

In the end, Basic Democracy was self-
defeating for the regime. As the rural basic
democrats became more confident and am-
bitious, they saw obvious opportunities in
throwing their lot in with the growing dis-
sent that the traditional political organiza-
tions could mobilize. When this began to
happen in the late 1960s, not only did the ‘hot
house’ economic development come under
threat, the political stability of the country
was fundamentally challenged as there were
no easy ways of incorporating excluded elites
into the system quickly enough. The PPP in
West Pakistan and the Awami League in East
Pakistan began to significantly increase their
holding power as their number of direct and
indirect supporters increased. In the second
half of the 1960s the number of strikes, har-
tals (general strikes shutting down cities for a
day) and other manifestations of civil protest
increased exponentially (Alavi 1971; Ziring
1971; Jahan 1972; Gardezi and Rashid 1983;
Zaheer 1994). This evidence can be interpret-
ed as a dramatic increase in the relative power
of excluded organizations and an increasingly
rapid dissolution of the organizational distri-
bution of power in the political subsystem
described as vulnerable patrimonialism.

Under pressure in both wings of Pakistan,
the military government allowed elections in
1970. They did not foresee that the East Pa-
kistan-based Awami League would gain an
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absolute majority in parliament. The East did
have a majority of seats in the central legisla-
ture but the military ruling coalition believed
that the vote would be split between several
parties. In the end, the superior political or-
ganizational skills of East Pakistani politi-
cians led to a resounding victory of a single
party, the Awami League. This led to an even
more serious constitutional crisis as West Pa-
kistan-based elites were unwilling to let an
East Pakistan party form the government.
The last desperate act of the authoritarian re-
gime was a bloody crackdown on political or-
ganizers and their intellectual supporters in
East Pakistan in March 1971. As the conflict
became increasingly bloody, the political set-
tlement collapsed into crisis. Civil disobedi-
ence in the Hast intensified and transformed
into a war for liberation and independence.
Pakistan’s historic enemy India intervened to
assist the Bengali struggle for independence
and the independent country of Bangladesh
was born in 1971.

The relationship between changes in the
political settlement and the implementation
of institutions supporting growth is sum-
marized in Figure 1. The combination of
changes in the relative power of political or-
ganizations and the introduction of authori-
tarian political institutions in 1958 resulted
in a movement outwards of the growth-
stability trade-off curve for institutions and
policies supporting extensive growth. These were
institutions that focused the allocation of
resources and subsidies to a small number
of economic organizations that could drive
growth. They included the licensing rules
that allocated scarce foreign exchange to
growth sectors, overvalued exchange rate
policies that made machinery imports cheap
at the cost of the rupee income of peasant
exporters of raw jute, provided subsidies for
exporters of manufactured products and al-

located bank lending to favoured investors
in new manufacturing industries. These
formal institutions could be enforced to a
greater extent because the political settle-
ment prevented those opposed to these pol-
icies from organizing effective resistance,
while the economic and political organiza-
tions that benefited did not have significant
incentives to informally modify these insti-
tutions in ways that hampered their enforce-
ment. For almost a decade, the institutions
supporting extensive growth achieved rapid
growth with the development of new sec-
tors that had previously not existed in the
country (Khan 1999, 2008c). This is shown
in the top half of Figure 1 as an increase in
the growth rate from A to A,.

In contrast, the improvement in the trade-
off curve for the institutions that were re-
quired for intensive growth was much less fa-
vourable, as shown in the lower set of curves
in Figure 1. As in the India of the same pe-
riod, powerful business groups were strongly
networked with particular politicians and in
the case of Pakistan with particular bureau-
crats or generals. This meant that from the
growth rate of A, further improvements
in growth could not be achieved through
learning-by-doing and productivity growth
because the enforcement of discipline faced
very steep declines in stability. Alternatively,
the institutions responsible for disciplining
would be informally modified so significant-
ly that growth improvements would not be
achieved. The operation of banks, licensing
rules and other institutions that should have
enforced discipline on poor performers were
informally modified so that growth-enhanc-
ing outcomes were not achieved. If these in-
stitutions could have been enforced (whether
through formal or informal mechanisms)
growth could have been pushed significantly
beyond A, in Figure 1. But more significantly,
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Figure I. Growth and Crisis under Authoritarianism [958-71
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the extensive growth at A, was not sustaina-
ble without productivity growth making eco-
nomic organizations viable without subsidies.
The failure to achieve the enforcement of the

second type of institution resulted not only

in lower growth rate, but also eventually the
collapse of extensive growth.

The political settlement was not sustainable
for several reasons. First, the failure to make
the growth sectors self-sufficient meant that
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subsidies could not be freed up to spread the
growth to new sectors. Economic organiza-
tions that failed to achieve competitiveness
appeared to be crony capitalists living off
public resources. This delegitimized the rul-
ing coalition and its strategy and allowed po-
litical entrepreneurs to organize new interme-
diate class groups who had been left out of
the growth and could now be mobilized to
organize even broader groups in society. Sec-
ondly, the skewed regional pattern of growth
had further delegitimizing effects. The ab-
sence of an East Pakistani capitalist class and
the absence of a sufficiently autonomous rul-
ing coalition that could develop East Pakistani
economic organizations as a long-run strategy
of stabilizing the polity meant that the ma-
jor beneficiaries of policy-induced industrial
growth were West Pakistani-owned economic
organizations. There were some attempts to
redress the balance both by promoting some
East Pakistani capitalists in the 1960s as well
as using the public sector to promote indus-
trialization in the East, but these steps were
too limited relative to the scale of the prob-
lem. The economic imbalance created a ready
and legitimate grievance for excluded political
organizations in the East to coalesce around
issues of economic and political exploitation
of the Fast. The mobilization of political or-
ganizations in the late 1960s meant that the
distribution of power across political organi-
zations no longer approximated vulnerable
authoritarianism. As this happened, authori-
tarian institutions could not be in operational
equilibrium with this underlying distribution
of power. The result was a growth of instabil-
ity and violence within the political subsystem
and the consequence was that the political
settlement as a whole began to collapse into
a broad-based crisis. As the first diagram in
Figure 1 shows, the result was a collapse in
the trade-off curve for the operation of all

institutions including the institutions sup-
porting extensive growth. In fact by the late
1960s the level of instability and violence had
reached a point where the minimum econom-
ic and political viability conditions for system
reproduction could not be met. It was out of
this violence that Bangladesh was born.

5. THE RISE AND FALL OF
DOMINANT PARTY
AUTHORITARIANISM 1972-1975

The victory of the excluded Bengali politi-
cal organizers in 1971 created a new crisis.
The Awami League, which won virtually
every seat in Fast Pakistan in the 1970 elec-
tions, was clearly for the moment a dominant
party. The party had also included within its
ranks the majority of political entrepreneurs
and their organizations. By the time inde-
pendence was achieved in December 1971,
there were few significant organizations that
remained outside the broad umbrella of the
party and its related organizations. The pat-
rimonial nature of its subsequent rule was
based on this inclusion of all relevant and
powerful organizations directly or indirect-
ly within the movement led by the party. In
terms of our categories, the distribution of
power across political organizations imme-
diately after independence approximated that
of constrained patrimonialism. Given the
formal democratic institutions that were in
place, constrained patrimonialism supported
one-party rule by the Awami League as long
as constrained patrimonialism was itself sus-
tained.

But the inclusion of so many diverse or-
ganizations under the umbrella of the nation-
alist movement led by the Awami League was
not based on a unified ideological position
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on which a disciplined party had been con-
structed. Many if not most organizations had
joined the Awami League to ensure that they
were not excluded from access to power in
the new political arrangement that was like-
ly to follow after the breakdown of the au-
thoritarian regime in Pakistan. The incentive
to work under the umbrella of the Awami
League was magnified after the election vic-
tory of the Awami League in 1970 and even
further after the breakdown of negotiations
in early 1971 that made the independence of
Bangladesh inevitable. By late 1971 therefore,
only political entrepreneurs who were strong-
ly opposed to the partition of Pakistan and a
few ideological parties like some Marxist fac-
tions remained outside the broad umbrella
of the Awami League and its allied parties.
Thus, when Bangladesh was born, the ruling
coalition consisted of almost every politically
significant organization in the country, but
it was also a coalition that was particularly
weak in terms of its internal discipline.
Initially, the constrained patrimonial de-
scription of the political subsystem meant
that the leadership of the Awami League
began to believe that they could rule indefi-
nitely as long as the inclusive character of the
dominant party could be maintained. But this
inclusion was actually not based on shared
political objectives but rather on the calcula-
tions of a large number of diverse organiza-
tions that their opportunities for economic
and political advantage were larger within the
party than outside . The political leadership
also did not have a disciplined party appara-
tus that was adequate for maintaining disci-
pline in a context where significant resources
were to be allocated to entirely new groups of
the social structure that had previously been
excluded. How would the political benefici-
aries of the new system of power be selected
and how would their relative claims be as-
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sessed and satisfied? It is not surprising that
violence within the party steadily increased.
The number of organizations and therefore
political entrepreneurs within the party had
vastly increased and now almost all power-
ful political entrepreneurs were within the
ruling coalition. Given the limited rents that
were available for distribution or capture, the
allocation could not be settled to everyone’s
satisfaction.

Central party control over its own com-
peting political organizers could not be eas-
ily established. Individuals and groups who
received less than they expected threatened
to leave the party and engage in opposition
or violence from outside. At the same time,
accommodating all individuals and groups
on the terms that each thought reflected their
bargaining power would add up to more re-
source redistribution than the economy could
possibly sustain. The dissatisfaction within
the party was rapidly represented in a number
of ideological debates: Between those who
had fought or claimed to have fought in the
war of liberation and those who for various
reasons had not or could not, and between
slightly different versions of the now domi-
nant ‘socialist’ ideological consensus. Behind
these debates over nationalism and socialism
was in most cases primarily a concern about
who would have the power to decide or limit
the allocation of rents.

An analysis of the logic of patron-client
politics in developing countries can help to
explain this crisis. Twice in the last 50 years
in East Bengal, massive political victories
were followed by the virtually immediate dis-
integration of the winning party. The Muslim
League, which won a landslide in Bengal in
1946 and was instrumental in achieving Paki-
stan, fell apart in East Pakistan in a matter of
months. It lost the 1954 provincial elections
to the secular United Front, never to recover
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(M. G. Kabir 1995: 122-39). Now, once again,
the Awami League had won a landslide vic-
tory in East Pakistan in 1969 and its victory
was instrumental in creating another inde-
pendent country but now it began to disinte-
grate within months of independence (M. G.
Kabir 1995: 183-95). Some aspects of these
disintegrations can be explained in terms of
the economic logic underpinning the compe-
tition between organizations within a ruling
coalition in a clientelist political settlement.
The paradox of political success is that when
a political organization is too successful in
attracting primary organizations to join it, it
faces a problem. It achieves significant hold-
ing power in contests with other organiza-
tions and can potentially win to become the
ruling coalition, but in victory it finds it does
not have sufficient resources to satisfy all the
aspirants who have joined as faction leaders.
In East Bengal in 1947, and then in East Pa-
kistan in 1971, the problem was even more
dramatic. The overlapping of communal or
ethnic identities with factional ones meant
that in 1947 the defeated factions preferred
to leave the country, and in 1971 they were
forced to leave. Thus, at the same time as
demands for redistribution increased, the re-
sources that could be redistributed shrank. In
1947 the aspirations of East Pakistani politi-
cal organizers were blocked by new constitu-
tional problems and eventually the imposition
of martial law. But in 1971, these aspirations
broke out in an intense competition for re-
sources that threatened to tear apart the rul-
ing party.

The situation within the ruling coalition in
1972 was clearly unsustainable and the ruling
party, the Awami League, attempted to re-
assert central authority over competing po-
litical organizations by resorting to authori-
tarian means. Authoritarian in this context
refers to the imposition from above of rules

that restrict the activities or choices of politi-
cal organizations. The Awami League could
not impose martial law after having fought
so long against it, so instead it tried to use
a constitutional amendment to introduce a
one-party state and a presidential system of
governance that would concentrate pow-
ers in the hands of the president. The hope
was that this would reduce the intensity of
competition between competing political or-
ganizations and enable the president to im-
pose discipline from above, if necessary by
using repressive enforcement. In particular,
the threat of leaving the dominant party and
competing with it from outside was removed
by formally requiring that all political activity
had to be carried out within the party. This
too was expected to reduce the bargaining
power of constituent organizations within the
party and to assist the president in enforcing
from above the distribution of benefits across
organizations that had been decided upon.
In January 1975 the 4" Amendment to the
constitution was pushed through despite mis-
givings amongst many party members. Mujib,
the leader of the liberation movement, had to
threaten to resign to make his party fall into
line on the vote (Karim 2005: 348). The con-
stitutional amendment created a presidential
system, with power concentrated in the hands
of Mujib who became the president. The
amendment also provided for the creation of
a ‘national party’ with the sole power to en-
gage in political activity, and all members of
parliament and the president had to belong to
this party. In February all other parties were
suspended and the national party launched.
This was the Bangladesh Krishok Sromik
Awami League (Workers and Peasants Awa-
mi League) or BAKSAL (Mascarenhas 1986:
57). The plan had the strong support of the
pro-Moscow faction of the Communists as
it fitted in with the blueprint of similar one-
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party experiments in other parts of the devel-
oping world then supported by Moscow. So-
cialist ideology aside, this was clearly also an
attempt to reassert central control over rent
allocation within a defined dominant coali-
tion, in other words, to create a one-party
version of an authoritarian ruling coalition.
The problem for the 4™ Amendment was
that this institutional solution could not find
an operational equilibrium with the actual
distribution of power across organizations
as the latter was rapidly evolving. The actual
distribution of power across organizations
no longer reflected a constrained patrimo-
nial structure. Although most powerful or-
ganizations were formally within the ruling
coalition, most organizations within the one-
party structure did not perceive themselves
to be part of the ruling coalition. The party
simply did not have that kind of ideology
or discipline to make organizations feel in-
cluded nor could it offer most organizations
the resources that might make them want to
voluntarily stay within the coalition. Many
organizations within the ruling coalition felt
that they were not getting their due share of
rents and decided to leave. In the absence
of the constitutional amendment, the de-
parture of a large number of organizations
would demonstrate that the real distribution
of organizational power was that of competi-
tive clientelism. The constitutional change
tried to hold back competitive clientelism
from fragmenting the ruling coalition, but
the leadership of the ruling coalition did not
have the violence capability to enforce the
institutional rule imposing a one-party state.
The one-party state could not therefore be
an operational equilibrium given the under-
lying (competitive clientelist) distribution of
power. If the experiment had continued for
a while it would almost certainly have col-
lapsed even if violence were unleashed for a
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while on political organizations that refused
to accept the formal constitutional provi-
sion of a one-party state. As it happened, a
number of individuals from the army with
the collusion and support of factions within
the ruling party acted to violently remove the
top leadership of the party.

The events leading up to the constitutional
amendment and the bloody debacle that fol-
lowed demonstrate this analysis. The oppo-
sition to the constitutional amendment was,
of course, not expressed in terms of the im-
plications for the competition over rents be-
tween the constituent political organizations
of the ruling party. Instead, disquiet was ex-
pressed (and some of this was undoubtedly
genuine) about the possibility that this was
the thin end of the wedge that would convert
the country into a planned economy of the
Stalinist type with its attendant authoritar-
ian characteristics. No doubt, the pro-Mos-
cow communists also supported the plan on
a similar expectation but with the hope that
this would be likely to favour them. Never-
theless, the failure of this proposal to win
the support of many of Mujib’s key lieuten-
ants was significant. Many people inside and
outside the party saw the move as a logical
culmination of steps towards an authoritar-
ian protection of the power of the actual
ruling coalition composed of Mujib and his
close associates. In the absence of well-un-
derstood and shared rules for sharing rents
within the party (which a more disciplined
party may have had), many political leaders
and their supporters within the ruling party
felt justifiably threatened.

Already by 1973, it had become clear that
the rule of the dominant party could not be
taken for granted and many constituent or-
ganizations were threatening to leave. As
early as 1972 a significant section of the ‘left-
wing’ of the Awami League left to form the
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Jatiyo Shomajtantrik Dal (the National So-
cialist Party), JSD, on the grounds that the
party was no longer socialist enough. The
1973 election, though it resulted in a huge
victory for the Awami League, had revealed
the vulnerability of many of the top lead-
ers whose re-election was widely believed to
have been achieved through administrative
interventions in the electoral process (Karim
2005: 305-8). Many of Mujib’s henchmen
and relatives were already deeply unpopular
for their acts of appropriation and their bla-
tant immunity from all legal restrictions. As
the opposition National Awami Party put it:
‘Pakistan’s 22 families have become Bangla-
desh’s 2000” (Karim 2005: 290). They could
have added that the rents of the 2000 were
based entirely on expropriation and were not
even remotely associated with technology ac-
quisition or industrialization. The paramili-
tary Jatiyo Rokkhi Bahini (National Protec-
tion Force), or JRB, was increasingly used to
protect Awami Leaguers from attack and also
to intimidate voters during elections (Karim
2005: 273). It was in this context that the in-
troduction of BAKSAL and the one-party
state has to be assessed.

While there was little public demonstra-
tion against the constitutional amendment,
the climate of fear was not appropriate for
the free expression of views. In secret, many
different groups began to plot Mujib’s vio-
lent removal (Mascarenhas 1986: 64). Mujib
himself was aware that the 4™ Amendment
could not represent a permanent solution and
was at best an emergency response to a situa-
tion going out of control: “This one-party ar-
rangement is purely temporary. Once 1 have
saved the country from counter-revolution I
will restore multi-party democracy’ (quoted
in Karim 2005: 258). Mujib’s enemies were
not convinced. They were not only based in
other parties and in the army, but within his

own party. Many ‘rightist’ members of his
cabinet and indeed some foreign embassies
were aware that a strike was being planned
against him (Lifschultz 1979; Mascarenhas
1986). The silence of a number of key po-
litical leaders within the party was essential
for the assassination to have been successful.
And so it was that on the 15" of August 1975,
less than four years after achieving independ-
ence, the founding father and president of
the new country was assassinated.

Independently of the secret betrayals and
conspiracies, it is clear that the plan to cre-
ate a one-party state was deeply unpopular
with many of the very elites that the party
hoped to bring together into an authoritar-
ian one-party ruling coalition. The viability
of an authoritarian ruling coalition is only as-
sured if any significant organizers of violence
outside the party can be effectively repressed
and lower-level coalitions within the party are
sufficiently satisfied to have no incentive to
rebel or can be repressed if they do. The more
credible the threat of repression becomes the
less likely it is that repression will have to be
exercised. From the perspective of credibil-
ity, the BAKSAL experiment was demonstra-
bly a failure. The threat to impose discipline
and repress those who disagreed was in the
end not credible because the underlying dis-
tribution of power across organizations al-
ready represented a competitive clientelism.
There were too many powerful organizations
that did not feel they were part of the ruling
coalition and they were too powerful and too
numerous to be credibly repressed given the
instruments of enforcement available to the
actual ruling coalition.

The interesting question is why the attempt
to define the ruling coalition in an inclusive
way did not find broad support amongst
the competing political organizations that it
wished to incorporate. The likely answers to
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this question have important implications for
understanding the organizational character-
istics of clientelist political organizations in
Bangladesh. The essential problem with an
attempt to impose order on formal and infor-
mal rent allocation in developing countries
using a one-party authoritarian structure
is that there are no well-defined criteria for
allocating resources across organizations of
varying size and power. Political accumula-
tion by political entrepreneurs is a dynamic
process where sequential layers of political
entrepreneurs are continuously emerging at
all levels. One way of imagining this is to
think of a multitude of patron-client politi-
cal organizations with conveyor belts in each
taking enterprising individuals higher up and
with individuals at higher levels occasionally
branching off to construct their own fac-
tions. A single authoritarian party is simply
a coalition of a large number of patron-cli-
ent organizations which have been brought
together in a larger coalition. Attempting to
define rent allocation in a coherent way in
this context faces two sorts of problems.
The first problem is to determine the dis-
tribution of rents between the different fac-
tions (or constituent organizations) that are
part of the ruling coalition. If each of these
organizations was generating its own rents
and the question was only about protecting
existing rents, the problem would be a lot
simpler and the ruling coalition could collec-
tively provide third-party enforcement for its
member organizations. This could happen if
all factions within the ruling coalition were
productive organizations or if the patrons of
each faction were only extracting rents from
their own clients. But if a significant part of
the rents of factions are based on redistribu-
tion from elsewhere in society, each faction
is targeting the same pool of resources for
capture. In this case, the distribution of rents
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between factions cannot be guaranteed by
the factions themselves. Only the supreme
leader can do the arbitration of rent alloca-
tion between constituent organizations and
that too only if the leader has the support of
most organizations most of the time. If the
distribution of rents between internal fac-
tions depends on the decisions of a supreme
leader, all factional leaders have to be con-
fident of their access to the supreme leader,
and the leader has to have sufficient author-
ity to impose decisions once taken. Clearly,
a number of internal factions were already
refusing to accept Mujib’s decisions within a
year of independence and some had already
left to oppose the ruling coalition from out-
side. Mujib’s judgement that a one-party sys-
tem based on a constitutional amendment
could force all these factions back to the
fold and force them to accept the rent allo-
cations he offered was a significant gamble.
It would only work if most organizations ac-
cepted the rent allocation that was offered, in
other words, if most organizations were actu-
ally part of the ruling coalition. In that case
repression would only be required against a
minority of organizations outside the ruling
coalition, and in the case of constrained pat-
rimonialism, the excluded organizations are
of negligible strength. Unfortunately, in the
case of Mujib’s constitutional experiment,
many if not most of the organizations for-
mally within the ruling party were unlikely
to accept rent allocation from above and were
also sufficiently strong to resist the repression
that was available to the ruling coalition.
The second problem for a dominant party
is to define the limits of the ruling coalition.
In the South Asian context, the number of
political organizers who believe they have
enough disruptive capacity to deserve inclu-
sion within the ruling coalition and claim a
share of political rents is potentially vast. It
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may have appeared for a moment after the
victory of 1971 that all political organizers
in Bangladesh were united in one party, but
this was an optical illusion. The more organ-
izers the ruling coalition accommodated,
the smaller the rents for each organizer. The
problem for a well-defined ruling coalition as
in a one-party state is that it defines insiders
and outsiders clearly. Not only is the group
of insiders too large as discussed earlier, the
outsiders, however defined also have strong
incentives to unite against insiders. Successful
one-party authoritarian regimes usually have
some special features that allow them to keep
insiders in, outsiders out, and to absotb out-
siders at a manageable rate. For instance, they
could have significant natural resource rents
that could be used to finance an acceptable
distribution of rents for major factions and
a credible control of violence at the centre.
Some oil- rich one-party states provide exam-
ples of this variant. Still, the calibration of the
frontiers of the party is critical to ensure that
the available force is sufficient to deal with
potential dissent. Of course, the combination
of force and rents required to make a one-
party system of this type viable is not defined
in absolute terms, but rather in relation to the
strength of potential organizations (within
and outside the ruling coalition) who demand
rents based on their relative power.

The danger of using rents to construct a
large single-party ruling coalition is that the
ruling coalition has to have access to signifi-
cant rents and the rent allocation is likely to
be unproductive. Dominant party states of-
ten suffer from this constraint, as well as the
constraint that they may be unable to re-allo-
cate rents that are captured by powerful con-
stituent organizations of the ruling coalition.
However, these constraints are not always
binding. A possible variant of a one-party
ruling coalition that can overcome some of

these problems is a disciplined authoritarian
party that does not immediately offer signifi-
cant rents to leaders and organizations lower
down the organizational chain, but does of-
fer credible career paths for individual party
members to move up the pyramid. The cred-
ibility of such a party to offer future rents to
individuals implies that it has a developmen-
tal strategy that can provide steadily growing
rents over time. This may be credible strategy
for keeping lower-level clients disciplined if
the party is well-organized party and has a
credible developmental strategy. Contempo-
rary China provides an illustration of a one-
party ruling coalition that does not imme-
diately have to allocate so many rents to its
internal supporters that the overall social rent
allocation is destructive. On the contrary, the
disciplined control over rent allocation at
the social level allows the Chinese Commu-
nist Party to play a significant developmental
role. In contrast, Mujib’s party had neither
the natural resource rents nor a disciplined
party hierarchy running a credible develop-
ment strategy. Indeed, the party did not even
control the army, as Mujib’s assassins were
dissident young officers who operated with
the knowledge of factions within the Awami
League.

The relationship of the evolving ruling co-
alition with economic organizations during
this period is also interesting. Most Bengali
economic organizations were of low capabili-
ties, but the few high-capability Bengali eco-
nomic organizations were not seen as allies of
the regime in its attempt to achieve economic
viability. This is partly because the departure
of Pakistani capitalists left behind significant
abandoned assets like major factories and
these offered significant rent opportunities
for the ruling coalition. These assets had to
be nationalized by the state because there
were no obvious Bengali entrepreneurs who
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could take them over and even if there were,
it would be very disruptive to allocate them
to private owners after a long fight against
economic exploitation. The nationalizations
increased the state’s share in modern indus-
try from 34 to 81 percent. But even this was
not enough for the new ruling coalition. The
Presidential Order of March 1972 brought
the few high-capability Bengali-owned eco-
nomic organizations in the jute, cotton and
sugar sectors into public ownership, raising
the public sector’s share to 92 percent with a
corresponding increase in the rents that the
state could allocate to its supporters (Sobhan
and Ahmad 1980: Table 10.1; K. A. S. Mut-
shid and Sobhan 1987: 3-4). Why this was
done has been much debated. To some extent
ideology played a part, but more prosaically,
nationalization brought more rents under the
control of the state which needed rents to
keep its fractious coalitions together.

The quality and capabilities of bureau-
cratic organizations also suffered a significant
decline during and after the war. The top
echelons of the civil service during the Pa-
kistan period was staffed by an elitist group
of mandarins selected by examination. They
constituted the Civil Service of Pakistan, the
CSP. Very few Bengalis found positions in
this elite service and the CSP were generally
perceived to be antagonistic to the interests
of East Pakistan. Bureaucratic authority re-
mained divided but with weaker internal hier-
archies as technocratic capabilities declined.
The new state opened up employment in the
civil service on much easier terms to a new
swathe of aspirants, frequently accommodat-
ing political clients of the ruling coalition on
an informal basis. Employment in the public
services witnessed a dramatic expansion at a
time when the examination process was in any
case informally weakened to ensure the ad-
mission of particular individuals and groups.
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At the time of liberation in 1971, there were
450,000 employees of all grades in the public
services, of which only 320 were officers at
the level of Joint Secretary or above. By 1973
total employment in the public services had
increased to over 650,000, with officers in the
higher grades increasing to 660 (World Bank
1984: 109). Some of this growth was due to
the change in coverage from the inclusion of
new industrial units within the public sector
which brought their administrative staff with-
in the ambit of the public services. But the
number of white collar staff in Bangladesh’s
small industrial sector would only account for
a fraction of the increase. The informal insti-
tutional modification that allowed examina-
tions to be ‘fixed’ so that clients of the ruling
party could achieve easy entry into the civil
service proved to be a very difficult informal
institution to alter. It achieved a rapid opera-
tional equilibrium with the actual distribution
of power in the political subsystem because
the ruling coalition needed clients in the bu-
reaucratic organizations and had the political
power to ensure that these clients could be
rapidly created. It is a problem that continues
to affect attempts to improve the capabilities
of bureaucratic organizations.

The rent and resource capture during this
period can be described as intense primitive
accumulation. The most important economic
organizations that were politically connected
and benefited from rent allocation were set
up by low-capability new entrepreneurs who
were closely connected to political organiza-
tions. A new class of entrepreneurs began
to emerge, rapidly bypassing the handful of
older Bengali capitalists who had emerged
during the Pakistani period, and whose assets
had now been nationalized. Interestingly, the
new accumulators rapidly went beyond prim-
itive accumulation and wanted to change the
limits of the ‘socialist’” policy framework that
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restricted private investment. Pressure from
this group had already resulted in a revision
of the government’s socialist industrial policy.
They demanded the legalization of property
rights over their potential investments. They
would no doubt still prefer to have some
types of rents to assist their investments but
no longer supported the destructive rent cap-
ture of other primitive accumulators. Under
pressure from this group in 1974, the ceiling
on private investment was increased from
2.5 million to 30 million takas. Partnerships
with foreign private investors were allowed,
and the moratorium on nationalization was
increased from 10 to 15 years. These emerg-
ing capitalists were not at all excited at the
prospect of a ‘socialist’ one-party state which
could reverse these changes.

Nurul Islam, an economist in the Planning
Commission at that time, describes some of
the processes of asset and rent capture: “By
1974 there were a number of factors which
had contributed to an accumulation of sur-
plus funds in private hands. For one thing,
high profits were earned in domestic and im-
port trading activities, including illegal trade
such as trade in contraband goods and in
smuggling jute and other exportables across
the border. Since these transactions were il-
legal, the risk premium was high and hence
profits, once realised, were high. In addition,
many residential buildings and trading or
commercial enterprises, abandoned by Pa-
kistanis, were illegally occupied by private
persons. The ‘caretakers’ of such commercial
enterprises, hastily appointed by the govern-
mentin 1972 immediately after independence,
made large fortunes through the undeclared
sale of assets. Moreover, there were gains to
be obtained from rental or sales proceeds of
the abandoned houses which were illegally
occupied by private persons. Those who
had accumulated financial resources were

pressing the government to commit itself to
a more substantial and permanent role for
private enterprise in the economy of Bangla-
desh” (Islam 1979: 225-0).

The anarchic process of rent capture dur-
ing this period had the expected negative ef-
fects on economic performance. An assess-
ment of 1970-1975 is difficult because of the
very real disruptions caused by the war, and
the short life of the regime. Productivity in
manufacturing was on average less than 50
percent of the level reached in 1970 and real
wages in manufacturing around 60 percent of
their 1969/70 level (World Bank 1978: Vol.
IT Annex 1.6 p. 173, 1984: Vol. 1I Table 9.12
p. 118). In addition, in 1974 Bangladesh suf-
fered from a serious famine that took place
without any significant decline in aggregate
food availability (Sen 1983). The causes were
largely state failure in managing distribution
and ensuring purchasing power in a con-
text of hoarding and smuggling. More than
a million people died in the famine, which
according to some estimates was probably
more than in the war of liberation (Sen 1983:
134-41; Karim 2005: 335-40). When finally
an attempt was made to rein in the unproduc-
tive rents through a ‘Second Revolution’ (the
one-party state), many factions within and
outside the dominant party had no faith that
this would be in their interest. Mujib’s assas-
sination ended this experiment.

Overall, however, the types of rents that
political organizations were creating in
Bangladesh during this period were largely
unproductive and purely redistributive rents.
The vulnerability of the economy was both
a cause and a consequence of the fact that
the rents generated by the political process
were almost entirely value-reducing (Umar
1980; E. Ahmed 1986: 27). Formal institu-
tions had collapsed to the point that infor-
mal rent capture was not simply sharing the
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returns created by productive activities but
were in many cases simply asset capture and
the creation of monopoly rents through dif-
ferent types of restrictions, over-invoicing
opportunities, and so on. Faction leaders
were involved in grabbing abandoned as-
sets, appropriating public resources through
the creation of excess employment, mak-
ing excessive margins on construction con-
tracts, import contracts, and so on (Islam
1979: 225-6). These rents were zero-sum at
best and had no positive effect on produc-
tive investments. In fact, they were mostly
value-reducing. Major targets of appropria-
tion were the assets of departing Pakistanis
and of groups who could be associated with
them, such as the (non-Bengali) Biharis. But
assets of Bangladeshis were also targeted as
were the assets of many Hindus (who had
never been supporters of Pakistan) (Karim
2005: 283-90).

Figure 2 summarizes the poor enforce-
ment prospects of growth-enhancing in-

Figure 2. The Dominant Party 1972-5

Stability

stitutions in the context of the collapsing
political settlement from 1972 to 1975. The
period began with constrained patrimonial-
ism in the political subsystem in the immedi-
ate aftermath of independence. The Awami
League and its allied political organizations
dominated the political subsystem. This al-
lowed for a time an operational equilibrium
with democratic political institutions as the
latter still ensured the political dominance
of the Awami League. However, the internal
fragmentation of the Awami League began to
lead to the departure of disgruntled organi-
zations from within the Awami League. This
began to transform the political subsystem
into a competitive clientelist one. The conse-
quence was both a threat for the continuing
dominance of the dominant party under the
existing institutional rules as well as a wors-
ening trade-off for growth institutions. In
particular, the intensification of the competi-
tion for rents and of primitive accumulation
led to mote extensive informal modifications
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of formal institutions and worsening growth
prospects.

It was in this context that the Awami
League leadership attempted to reinforce its
patrimonial claim by changing the institu-
tional rules in the political subsystem to set
up the one-party state. However, given the
competitive clientelist distribution of power,
this simply further increased instability and
contestation. The incompatibility of these
institutional rules with the underlying dis-
tribution of power across organizations was
the source of a sharp increase in potential
violence and a deeper economic crisis. This
is shown in Figure 2 as a collapse of the po-
litical settlement. With enough instability in
politics, the minimum economic and political
viability conditions of the system are unlikely
to be met. The political settlement effectively
collapses under these conditions and some
type of discontinuous adjustment is likely to
happen. In 1975 this took the form of a revolt
by young army officers that wiped out the top
leadership of the Awami League.

Some aspects of the emerging crisis in
Bangladesh in the early 1970s were unavoid-
able. The economy had been severely dis-
rupted by war and conflict. The bureaucratic
organization of the state had been thorough-
ly disrupted as a result of politicization and
the departure of West Pakistani personnel. It
is unlikely that even a limited developmen-
tal strategy could have been properly imple-
mented even in the absence of any organi-
zational resistance. In addition, the hunger
of excluded political entrepreneurs and their
organizations should not be underestimated
and it would be unrealistic to assume that
any political leadership could have fully con-
tained the primitive accumulation that was
unleashed. The failure of the Awami League
leadership to stay on top and manage this
social eruption therefore has to be placed in

context. But the leadership and its policy ad-
visors also appeared to be entirely unaware
of the processes that were going on and took
no steps that could ameliorate some of what
was happening. On the contrary, some of
their steps, like nationalizing Bengali-owned
economic organizations, trying to develop
‘socialism’ defined as public ownership and
job creation in a crushingly poor economy,
repressing political competition and finally
attempting to set up a one-party state against
the grain of the evolving distribution of or-
ganizational power were a series of avoidable
mistakes that contributed to make the prob-
lems much worse than they need have been.

6. THE TRANSITION PERIOD OF
AUTHORITARIAN CLIENTELISM
1975-1990

The violent end of the first Awami League
regime was followed by a period of political
turbulence. The distribution of organiza-
tional power in the political subsystem now
approximated competitive clientelism, as a
number of competing and powerful patron-
client organizations had emerged and none
could be excluded for long by any institu-
tional arrangements that strictly attempted
to enforce exclusion. At the same time the
institutional arrangements for organizing a
democratic contest between these organiza-
tions could not immediately emerge given
the context of violence and the absence of
any shared conception of rules of the game
to regulate such a contest. A gradual transi-
tion towards such an institutional structure
did however take place, ironically under mili-
tary leaderships. The transition period can
be described institutionally as authoritarian
clientelism. It was marked by the creation of
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first one and then a second alternative party
to the Awami League based on the principle
of clientelist inclusion of powerful organizers
into a ruling party run by a dominant leader,
initially from the army. Formal multi-party
competition was introduced under these par-
ties. While it was informally clear that the
top job was not open to capture through
political competition, the latter established
the relative power of competing political en-
trepreneurs and their organizations and the
terms of their possible inclusion into the rul-
ing party. These principles of inclusion based
on organizational power revealed by politi-
cal activity established the informal rules for
the organization of clientelist political par-
ties, which in turn enabled the transition to
democratic competition under competitive
clientelism after 1990.

The re-establishment of a greater degree of
political stability took time. The entry of the
armed forces into the political arena with sig-
nificantly greater violence potential compared
to the contesting political organizations did
impose a truce on the deteriorating law and
order situation in the political subsystem.
However, initially the violence simply shifted
within the army, as competing officers vied
to establish their leadership within the armed
forces which had themselves been politicized
by the war of liberation. Mujib’s assassina-
tion was thus followed by a series of bloody
coups and counter-coups led by competing
officers and supported by their informal or-
ganizations within the army and supporters
outside. It was only in November 1975 that
General Zia ur Rahman, the army chief ap-
pointed by Mujib, emerged as the supreme
leader. But the military leadership knew by
now that neither the authoritarian model of
the Pakistan period based on the exclusion of
all autonomously powerful intermediate class
organizers nor the authoritarian one-party
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model of Mujib that attempted forced inclu-
sion under centrally determined terms would
work in Bangladesh. General Zia was a deco-
rated freedom fighter and enjoyed wide pop-
ularity. When he formally became president
in 1977 he took care to construct a strong
constituency of supporters for his rule by
moving swiftly to construct a political party
that eventually became the Bangladesh Na-
tionalist Party (BNP). It remains one of the
two dominant parties in contemporary Bang-
ladesh. The new strategy for constructing the
ruling coalition had a number of important
features distinct from earlier phases.

First, the terms on which individual coali-
tion leaders joined the ruling coalition were
individually bargained. The terms were ef-
fectively to offer inclusion on terms that were
proportional to the holding power of the
organization that the political entrepreneur
could bring into the ruling coalition. The na-
tional leader wanted to incorporate the larg-
est number of the most important organizers
and their political organizations at the lowest
price in terms of the rents that they demand-
ed. A broad ideology of development and na-
tionalism allowed organizers from the far left
to the far right to seek terms for entry. The
price they could extract in terms of their ac-
cess to future rents depended on their proven
organizational capabilities and therefore the
significance of their departure for weakening
their erstwhile parties. As alternative parties
were no longer banned, organizers had the
chance of proving their abilities outside the
BNP before negotiating incorporation. Op-
position parties were allowed to set up, op-
erate and contest elections. The only (infor-
mal) limitation was that the top job was not
up for grabs because the dominant party was
unlikely to be defeated given its control over
the administration. This informal adminis-
trative restriction is nevertheless sufficient to
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define the institutional rules as authoritarian,
even though multi-party democracy was for-
mally reintroduced with the repeal of the 4"
Amendment that created the one-party state.
We describe this hybrid set of political insti-
tutions as authoritarian clientelism.

Secondly, no attempt was made to define
ex ante the boundaries of the ruling coalition.
The regime maintained the right to calibrate
the size of the ruling coalition through a
competitive process of assessment and nego-
tiation. This too ensured that excluded elites
had an expectation that they may be included
on appropriate terms in the future if they
played according to the rules of the game. The
combination of these two characteristics en-
sured that the minimum required rents were
competitively allocated to the most impor-
tant political organizers. Implicitly, this party
formation process identified and established
the most important principles for construct-
ing effective political organizations given the
competitive clientelist distribution of power
across political organizations. The coalition
that could put together the greatest number
of powerful organizations within a feasible
‘budget’ in terms of rent allocation to client
organizations would be the most effective
coalition to govern within the constraints of
maintaining political stability. However, the
transition to a multi-party democracy with
competitive clientelism could not happen till
the principles for constructing effective cli-
entelist parties had been established.

Finally, economic viability required that the
cost of constructing a coalition that could vi-
ably rule should not be too high. This meant
that at the same time as encouraging political
organizers to reveal their holding power and
their terms for inclusion, it was also neces-
sary to check their ambitions by encouraging
countervailing political organizations. Both
Zia, and General Ershad who succeeded

him, attempted to check the claims of estab-
lished political organizers by creating new
rural voices through ‘decentralization’. These
strategies were quite similar to the Basic De-
mocracy strategy of the Pakistani period,
but now they were a complementary part of
a broader strategy of competitive party for-
mation and not part of a strategy that sought
to permanently exclude established politi-
cal organizations. Even so, these strategies,
particularly Ershad’s attempt to create a new
class of political representatives in the newly
created ‘upazillas’ (a tier of government con-
stituting a small number of villages), was
strongly opposed by urban political organiz-
ers. They had a limited effect in enhancing
overall political stability, and the attempt to
force through these strategies of decentrali-
zation possibly had a negative effect on po-
litical stability during the Ershad period.
The period as a whole remained one of con-
siderable instability even though the extreme
instability of the early years of independence
gradually declined. Violence continued for
a while, particularly within the army, where
coups were frequently attempted. Neverthe-
less, some signs of a viable political settle-
ment began to emerge and these elements
would be built on in the fourth phase. First,
the strategy of ensuring entry to political or-
ganizers through individual negotiations to
determine the ‘price’ that was demanded in
terms of access to rents proved to be a vi-
able strategy for constructing parties as coali-
tions of organizations. It remains the strategy
through which competing political parties in
the fourth ‘democratic’ phase continue to
construct coalitions to form governments.
By its nature, a ruling coalition put together
in this way is likely to be turbulent with con-
stant internal re-negotiations and infighting.
Violence is likely to sometimes break out,
both within the ruling coalition and against
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factions currently out of power. But in the ab-
sence of a better method of determining the
distribution of rents for constructing a ruling
coalition, this has emerged as the operative
default mode for constructing coalitions dur-
ing the democratic period.

Second, the openness of the boundaries
defining the ruling coalition has proved to be
extremely useful in managing the perpetual
entry of new aspirants into the ruling coali-
tion and the orderly departure of those who
are dissatisfied. The ‘authoritarian clientelist’
period allowed new entry into the ruling
coalition even if not to the top job. This re-
striction would of course eventually prove to
be unsustainable in a competitive clientelist
political structure because eventually a coa-
lition of organizations could hope to chal-
lenge it. On the one hand the restriction cre-
ated strong incentives for ambitious officers
within the army to try to violently replace the
supreme leader. There were frequent coup at-
tempts against General Zia who was eventu-
ally killed in a coup in 1981. On the other
hand, the indefinite reservation of the top job
for a single individual also resulted in strong
opposition from ambitious civilian political
organizers from other parties. The futility of
elections to replace the top leader became ap-
parent under General Ershad and resulted in
a growing mobilization against him. As the
BNP (Zia’s party) was now in opposition,
this mobilization brought together the BNP
with Mujib’s Awami League against the Jatiya
(National) Party that Ershad had created.
From 1987 onwards the country was under
almost perpetual political instability with
street demonstrations, strikes and frequent
hartals when the excluded political organiza-
tions prevented movement on the streets of
big cities including the capital. Ershad was
overthrown in 1990 by a popular uprising
when the army refused to continue to sup-
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port him if it meant shooting at thousands
of demonstrators. The return to ‘democracy’
kept intact many features of the system that
had been established during the clientelistic
authoritarian period. The major change was
that not only the membership but also the
leadership of the ruling coalition was now
contestable in a competitive multi-party sys-
tem. Both would now be determined through
competitive demonstrations of relative or-
ganizational power.

The transition period also saw a significant
change in the capabilities and strategies of
economic organizations. The most predatory
types of primitive accumulation began to die
down after most abandoned assets were ap-
propriated. The beneficiaries of the primi-
tive accumulation and the older capitalists
gradually regrouped during this period and
established political connections with fac-
tions within the ruling parties. As many of
the new ‘capitalists’ were direct beneficiaries
of political accumulation, they were closely
networked into existing factional structures.
While primitive accumulation continued,
economic organizations that had accumu-
lated enough now began to invest in capa-
bility development and to learn the use of
new technologies that would allow them to
achieve global competitiveness. The break-
down of full-fledged authoritarianism as well
as of dominant party authoritarianism was
beneficial for this process in a number of re-
spects.

First, the breakdown of a single hierarchical
political structure, whether based on military
authoritarianism or a dominant party, cre-
ated more room for manoeuvre for political
leaders and economic organizations. In hier-
archical political systems, where political and
economic organizations that matter have a
well-defined place in the hierarchy, it is often
more difficult to change the allocation of sub-
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sidies and benefits because the true holding
power of inefficient economic organizations
(and therefore the political cost of re-allocat-
ing resources) is difficult to determine with-
out significant political disruption. Relatively
weak organizations can continue to claim
resources and block change because most
organizations have an interest in maintain-
ing the status quo, and threatened organiza-
tions can find many allies if their interests are
threatened. In addition, the Awami League’s
dominant party system formally subscribed
to the ideology of ‘socialism’ which made
it easy for opponents of any change in the
direction of greater efficiency to present the
restructuring as a threat to jobs or a move in
the direction of capitalism. The breakdown
of the centralized political hierarchy allowed
the ruling coalition to pick and choose or-
ganizations for support with a greater degree
of freedom. In this context, gradual and slow
moves towards privatizations began in the
late 1970s, as well as policies targeted to sup-
port private sector investments in emerging
sectors like garments.

Secondly, from the perspective of econom-
ic organizations, political rent capture be-
came more competitive and therefore more
difficult and this increased the incentive for
investments in achieving competitiveness.
However, the achievement of competitive-
ness was only feasible for economic organiza-
tions that were relatively close to the frontier
because the competitive clientelist distribu-
tion of power meant that long-term sustained
support from the political system was an un-
realistic expectation. Economic organiza-
tions could expect to make relatively short-
term alliances with political organizations to
create and share rents, and if they were rela-
tively close to the competitiveness frontier, it
could be a feasible strategy to use these rents
to achieve global competitiveness and seek

profits in the marketplace. As Bangladeshi
economic organizations were of relatively
low capability in terms of their technological
and entrepreneurial expertise, an economic
takeoff could only happen if relatively low
technology sectors became available for in-
vestment and if rents could be created to sup-
port learning and technology acquisition in
these areas. Fortunately for Bangladesh, pre-
cisely such a conjuncture opened up in the
1980s with the opportunities for investment
in the garments industry.

However, business-government links that
drive productivity growth to achieve compet-
itiveness are only likely to work if economic
organizations are within striking distance of
achieving competitiveness and if the time
scale for which they can feasibly rely on poli-
cy-induced rents (given the short-term nature
of political commitment in a competitive cli-
entelist polity) is sufficient for them to attempt
to achieve competitiveness. Given the initial
capabilities of Bangladeshi economic organi-
zations in the 1980s and the types of policy-
induced rents that could be created, this was
a credible and profitable strategy of rent-crea-
tion for sectors like the garments sector. Once
such sectors achieve competitiveness, they
do not need the support of rents to finance
their learning. Thus, when sectors and firms
close to the frontier achieve competitiveness,
the ones that are left are likely to be further
and further away from the competitiveness
frontier. Business-government links with
economic organizations that are far from the
frontier are unlikely to result in favourable
outcomes in a competitive clientelist political
context. Political organizations are willing to
pursue policies that create rents for economic
organizations because they need the kick-
backs that economic organizations can then
provide. But economic organizations that are
far from the frontier are unlikely to be able to
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use rents for productive purposes to achieve
market-based profitability. In these contexts,
business-government links are likely to result
in many types of unproductive rent creation
and rent capture that do not add to social
productivity. The garments industry takeoff
happened in an organizational context of
competitive clientelism but in an institutional
context of authoritarian clientelism where the
ruling coalition could take a somewhat more
long-term and developmental outlook. The
challenge of developing new sectors became
more severe in the democratic phase of com-
petitive clientelism.

Finally, the rapid decline in the capabili-
ties of bureaucratic organizations as a result
of the ravages of the war, the politicization
of the bureaucracy and its involvement in
primitive accumulation were to some extent
stopped and even reversed during this pe-
riod. To some extent this was driven by the
exhaustion of very significant rent capture
opportunities as time went on. For instance,
all abandoned Pakistani assets and industries
were eventually allocated and after almost
everything had been nationalized it became
clear that the next movement would be in
the direction of privatization. The entry of
personnel from the armed forces into lead-
ership positions within the administration
also introduced a semblance of discipline for
a time, though the armed forces personnel
often became incorporated into the political
rent creation and rent capture processes. Fi-
nally, the return of political stability allowed
normal processes of recruitment and capaci-
ty-building within bureaucratic organizations
to be resumed.

An important change compared to the Pa-
kistan period was that rents were no longer
created or defended on the basis of general
policies of development. The state stopped
trying to create or allocate rents as part of
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an explicit formal industrial policy to develop
infant industries. At best some general sub-
sidies were temporarily justified on welfare
grounds, for instance to safeguard employ-
ment in public sector enterprises that were
recognized as inefficient. Contracting failure
justifications for infant industry protection or
technology acquisition almost disappeared.
This was partly because of the memory of
the political fight against the statist pro-
capitalist policy of Pakistan and against the
statist ‘socialism’ of the Awami League, and
partly because international economic opin-
ion informing policy in Bangladesh had also
changed radically in the 1980s. Not surpris-
ingly, Zia was an advocate of privatization.
However, many public sector industries and
some of the newly privatized ones continued
to receive rents (for instance in the form of
loans from public banks that were not repaid)
because the state was too weak to remove
these rents from powerful organizations, not
because the ruling coalition believed that this
would accelerate the modernization of the
economy.

However, sector-specific and firm-specif-
ic rents did not disappear and indeed were
unlikely to disappear given the political and
economic requirements of organizations in a
developing country. A more open and com-
petitive economic and political environment
meant that individual capitalists were free to
link up with the leaders of political organi-
zations to identify mutually beneficial strat-
egies. An excellent example of this was the
policy support that was made available to
the garment industry, which played a critical
role in ensuring its takeoff. The achievement
of competitiveness in this sector required a
critical set of international rents and domes-
tic rents based on institutional innovations
that Zia undertook in order to support the
sector (Khan 2008c, 2009). The new politi-
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cal settlement, in particular the breakdown
of the centralized political structure, resulted
in a fragmentation of political opposition to
change and allowed the rapid introduction of
some small but vital institutional innovations
that were necessary for the takeoff of the gar-
ments sector. These included the introduction
of the back-to-back LC (letter of credit) that
allowed garments producers to finance their
imports of raw materials on the basis of the
collateral provided by the export order of the
final buyer and the bonded warehouse system
that allowed duty free import of raw materi-
als which were re-exported in finished form.
These changes could be introduced without
any significant opposition from organiza-
tions who may have felt left out of these new
income opportunities.

The change in the political subsystem also
allowed a gradual movement towards priva-
tizations that in turn changed the character-
istics of economic organizations over time.
The process began very early in General Zia’s
tenure. Between 1976 and 1983, a total of
217 public sector enterprises were wholly or
partly sold to the private sector or returned
to their former Bengali owners from whom
they had been nationalized without compen-
sation in the aftermath of liberation. Howev-
er, significant denationalizations only began
under the regime of General Ershad. Under
the New Industrial Policy adopted in 1982,
denationalizations of large-scale public enter-
prises were given priority. Privatization faced
substantial political opposition, particularly
from the trade unions of white collar work-
ers who benefited most from the over-em-
ployment in the public sector (Bhaskar and
Khan 1995). Although white collar workers
were potentially very powerful and were part
of the intermediate classes that provided the
political entrepreneurs who led all political
organizations, the fragmentation of political

organizations had significantly reduced their
ability to organize concerted opposition to
economic changes. The government was able
to divest 110 large units in little more than a
year, including jute mills that had previously
been owned by Bengalis, after which the pro-
gramme continued at a slower pace (World
Bank 1984: 149).

The privatizations initially had a very lim-
ited economic impact on the economy. The
large-scale enterprises that had been created
under the Pakistani industrial policy of the
sixties had never achieved full global com-
petitiveness. After they were nationalized in
the 1970s they built up vast additional liabili-
ties because of over-employment, looting and
mismanagement. This did nothing to help
their future viability when they were gradu-
ally privatized in the 1980s. The new own-
ers took over the liabilities as well, wrongly
believing that political arrangements could
be worked out to sustain subsidies into the
future. Some of the privatized firms limped
on and were lucky to become moderately
profitable. Many eventually closed down,
particularly in the jute and cotton textile sec-
tors. However, the privatizations began to
reduce the unproductive rent allocations that
the permanent losses of these industries rep-
resented, freeing up the state to engage in the
ad hoc and sector-specific policy support that
had a greater chance of supporting growth in
a few sectors.

The growth takeoff under authoritarian
clientelism was based on new low-technology
sectors where the political settlement created
the space for new ad hoc institutions and pol-
icies of support that could be implemented
in growth-enhancing ways. This is shown in
Figure 3. The institutions that could be imple-
mented could only provide limited support,
but this was sufficient in the case of a number
of low-technology sectors, in particular gar-
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Figure 3. Growth led by new sectors under Authoritarian Clientelism

Stability

Minimum sustainable

Minimum sustainable
level of stability

Growth-stability tradeoff for institutions supporting growth in new low-tech sectors

ments. Here, the assistance for learning new
technological capabilities was significantly
assisted by the existence of globally gener-
ated MFA rents, which allowed disciplined
learning in the garments sector. The politi-
cal settlement was thus much more promis-
ing for growth than before, and for the first
time a Bengali-owned capitalist sector began
to grow. This is reflected in the growth fig-
ures for manufacturing and industry in the
1980, as shown in Table 2. The growth-stabil-
ity trade-off was favourable for the support
and promotion of a limited range of formal
institutions supporting specific accumula-
tion strategies. Examples include the rapid
implementation of changes in banking laws
and customs rules that provided targeted as-
sistance to growth sectors. In a break with
the Pakistani authoritarian military period,
there was also a new consensus that policy
should not support general industrialization
strategies like import-substituting industriali-
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Growth

zation or general support for exports. There
was no general policy that sought to use rents
to create more sophisticated organizations or
to absorb more sophisticated technologies.
Rather, the focus of rent allocation was much
more about the management of political sta-
bility. However, sector-specific and firm-spe-
cific policies did emerge on an ad hoc basis
that implicitly created rents for businesses
and sectors that were close to the technol-
ogy frontier and the growth dividends they
offered were attractive to political organiza-
tions and the political leadership.

At the level of politics, the clientelistic au-
thoritarian period established that brute force
to enforce restrictive political rules could not
be used to stay in power. The ruling coalition
needed to incorporate significant numbers of
political organizers. But it could not absorb all
potential organizers either. In other words, nei-
ther the authoritarianism of the Pakistan pe-
riod nor that of the Awami League one-party
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state was judged to be feasible in Bangladesh.
The actual practice of the clientelistic military
rule established the norm that political stabil-
ity has to be based on a competitive system
of rent allocation to allow the most important
political organizers and their organizations
to be brought into the ruling coalition at the
cheapest price. The links of the supreme leader
with the army meant that this position was not
available for re-allocation. Competing politi-
cal organizations could at best expect some of
their most important organizers to be incor-
porated into the ruling coalition on attractive
terms. This arrangement provided political
stability for a while but eventually the major
political parties united to reject an arrange-
ment that deprived them of access to the most
significant political job. The growing strength
of excluded political organizations can be
represented as an intensification of competi-
tive clientelism to a point that the operational
equilibrium with clientelist authoritarianism
was no longer feasible. By the late 1980s there
was a significant increase in political instabil-
ity, regular strikes and hartals. The much more
significant political instability in the latter half
of the 1980s had significant effects for the en-
forcement of growth-enhancing institutions,
and this too is shown in Figure 3. Eventually
General Ershad was overthrown in a mass up-
rising in December 1990.

7. VULNERABLE
DEMOCRACY 1990-

The overthrow of Ershad and the holding of
elections under a caretaker government con-
verted the authoritarian clientelistic system
into a (weakly) institutionalized democratic
one. By then, competitive clientelism had
developed to the point that there were too

many powerful organizations that would not
be satisfied with anything less than a chance
to form the ruling coalition. Any ruling coali-
tion could therefore only achieve stability if it
accepted the right of excluded organizations
to replace them through a democratic proc-
ess. The problem (in all developing countries)
is that the formal institutions of democracy
(like any other formal institutions) cannot be
fully enforced in a clientelist political settle-
ment. There are bound to be informal modi-
fications of the formal rules of democracy as
a result of the activity of powerful political
organizations, so a workable democracy has
to have znformal limits to these modifications
to ensure that excluded political organizations
have a reasonable chance of winning and do
not therefore engage in excessive violence.
Democracy in Bangladesh remained vulner-
able because satisfactory informal rules did
not fully emerge more than two decades after
the fall of Ershad. The ruling party periodi-
cally attempted to fix the formal and infor-
mal rules in a way that would perpetuate their
power, in effect attempting to revert back to
clientelist authoritarianism as an institutional
system under the guise of formal democracy.
But every time the result was an outbreak of
intense political instability that inevitably led
to the replacement of the party in power with
an opposing coalition in the next election.
Yet, even as late as 2013, the major parties did
not appear to have learnt the futility of trying
to modify the institutional rules of political
competition to their advantage in ways that
would not be accepted by excluded political
organizations.

Economic organizations were by now
relatively developed, not only in the gar-
ments and textile sector, but in a range of
medium-technology manufacturing sectors
ranging from electronics to pharmaceuti-
cals and shipbuilding. Industry overtook
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agriculture in terms of share of GNP in
the 2000s (Table 3). Some leaders of indus-
try were by now rather well-organized and
closely networked with political parties, of-
ten keeping good relationships with more
than one, as parties regularly cycled in and
out of power. Collective organizations like
chambers of commerce and industry played
a part in engaging in the policy process,
though their formal influence was often far
less than the informal access that they some-
times enjoyed depending on the individuals
and organizations involved. The Federation
of Bangladesh Chambers of Commerce and
Industry (FBCCI) played an important role
in the political crisis of 1996. The ruling
Bangladesh Nationalist Party (BNP) held
an election in which the major opposition
parties, including the Awami League, re-
fused to participate. They had demanded a
continuation of the caretaker system where
a neutral bureaucratic interim government
conducts the elections after the term of a
government ends. The boycott of the oppo-
sition ensured that the first 1996 elections
lacked legitimacy.

If the opposition alone had to dislodge the
ruling coalition, the process may have been
protracted and violent. The FBCCI along
with a number of other business and profes-
sional and bureaucratic organizations took
the stand that a caretaker system had to be in-
troduced and their open declaration assisted
in the rapid introduction of the 13" Amend-
ment that made the caretaker system manda-
tory. Ironically, the Awami League that had
successfully demanded the caretaker system
(and won the 1996 elections under it) felt that
it could get rid of the system when 7 was in
power. This it did in the 15" Amendment of
2011, pushing the country into a new elec-
toral crisis as the opposition BNP immedi-
ately made it clear it would not contest the
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2014 elections if the caretaker system was not
reinstated.

But while the capabilities of some econom-
ic organizations were by now fairly sophisti-
cated, the evolution of the political settlement
had some adverse implications for industrial
policy, infrastructure development and gen-
eral governance. Competitive clientelism
with vulnerable institutions of democracy
has, ceteris paribus, a relatively adverse growth-
stability trade-off for many institutions sup-
porting long-run growth. This is both be-
cause the permanent presence of significant
excluded factions that are always building up
their oppositional strength serves to reduce
the time horizons of incumbents and focuses
their minds on making quick money to fight
the next election. In addition, the competi-
tive context increases the power of lower-
level factions within the ruling coalition
and makes policy implementation difficult
and the enforcement of formal institutions
relatively poor. Strong operational equilibria
with developmental institutions are therefore
more difficult.

In particular, institutions required for sup-
porting long-term investments are not likely
to provide significant rents to political organi-
zations with short time horizons. As a result,
political organizations are likely to make infor-
mal modifications to these institutions to ex-
tract short-term benefits in ways that are likely
to be damaging. Overcoming these informal
modifications and enforcing growth-support-
ing institutions in these contexts is therefore
likely to face a significant stability cost, imply-
ing adverse growth-stability trade-offs. This
is a paradoxical result for many good govern-
ance policy recommendations where the as-
sumption is that the introduction of demo-
cratic institutions will make it easier to enforce
growth-enhancing institutions. In reality,
institutions like those supporting industrial
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policy or infrastructure development are likely
to face adverse growth-stability trade-offs in
developing countries with democracies.
However, this analysis does not necessarily
imply that authoritarian political institutions
will achieve better growth-stability trade-
offs for growth-supporting institutions.
Apart from being desirable for itself, de-
mocracy in developing countries may allow
better economic outcomes if we understand
the alternative properly. If the underlying dis-
tribution of power across political organiza-
tions resembles competitive clientelism, the
institutions of democracy may offer a more
stable operational equilibrium in the politi-
cal subsystem compared to the alternative
of authoritarianism or even authoritarian
clientelism. The latter may result in a weak
and contested operational equilibrium in
the political subsystem characterized by sig-
nificant political instability and violence. The
instability can directly reduce time horizons
across the system so that growth-stability

trade-offs for important productive institu-
tions may be even more adverse than under
democratic institutions, however vulnerable.
In other words, from a purely economic per-
spective, authoritarianism or authoritarian
clientelism can only result in more favourable
growth-stability trade-offs if the underlying
distribution of power is, or can be changed
to become, a patrimonial one (whether con-
strained or vulnerable). This is why the tran-
sition to democracy in Bangladesh in 1990
was marked by reduced political instability
and an improvement in the growth-stability
trade-off in a few sectors.

Figure 4 shows the changes in the pros-
pects of sectors where growth-supporting
institutions were potentially feasible in a con-
text of competitive clientelism. The initial
position is that the growth-stability trade-
off for growth-enhancing institutions had
become adverse by 1990, shown as PS,. The
growing operational disequilibrium between
the institutions of authoritarian clientelism

Figure 4. Growth with Vulnerable Democracy 1990-
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and intensifying competitive clientelism cre-
ated a crisis in the political subsystem. The
sustained political instability of the late 1980s
affected the operation of all institutions in-
cluding potentially growth-supporting ones
and the trade-off curve for these institutions
had become adverse. The growth that could
be sustained by potentially effective institu-
tions declined to a position like A . The dem-
ocratic revolution of 1990 introduced political
institutions that were democratic compared
to authoritarian clientelism because now the
top political job became contestable and it
became credible for an opposition party to
tully replace the ruling coalition.
Democratic political institutions that gave
excluded political organizations a realistic
chance of forming the ruling coalition po-
tentially offered a more stable operational
equilibrium with competitive clientelism and
therefore greater stability in the political sub-
system compared to the intense instability of 1990.
Greater political stability in turn allowed the
better enforcement of some institutions sup-
portive of growth, again relative to the situ-
ation in 1990. The result was a more favour-
able growth-stability trade-off at PS, and the
possibility of better growth outcomes shown
by A, for sectors that were relatively close to
the competitiveness frontier and which either
did not require further assistance or required
support for very limited periods. The vulner-
ability of the political subsystem during this
period meant that the operational equilibri-
um was not very stable and was periodically
thrown into disequilibrium as a result of at-
tempts by the ruling coalition to fix the rules
of the political game to disadvantage the op-
position. Whenever this happened, the result
was an upsurge of violence and instability as
excluded organizations successfully contested
the formal or informal limits that adversely
restricted their chances of winning. During
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these periods of instability, the growth-sta-
bility trade-off would once again become ad-
verse, moving to positions such as PS, with
growth declining to positions such as A..

Bengali versus Bangladeshi
Nationalism and Democratic
Vulnerability

If the distribution of power across political
organizations is sufficiently dispersed (com-
petitive clientelism is entrenched), an attempt
by a ruling coalition to exclude others using
institutional rules and enforcement is likely
to be met with stiff resistance and instability
till the limitations are lifted. Therefore, the
achievement of even a moderately stable oper-
ational equilibrium in a competitive clientelist
polity requires institutions that limit the rul-
ing coalition from constraining the chances
of victory of excluded political organizations.
The futility of attempting to institutionally
constrain excluded political organizations
under competitive clientelism was repeatedly
demonstrated in Bangladesh after 1990 in the
failure of successive attempts by ruling par-
ties to alter institutions in ways that reduced
the probability of excluded political organiza-
tions achieving political power.

The interesting question is why this expe-
rience did not result in a recognition by the
two dominant parties, the Awami League
and the BNDP, that the only mechanism for
achieving stability and sustained growth (and
therefore for sustaining their own long-term
interests) was to have shared informal rules
that supported ‘live and let live’ strategies of
political competition. Part of the answer lies
in the path-dependent development of the
antagonistic ideological positions of the two
major parties. These differ not on substan-
tive policy issues but on existential questions
relating to the origins and fundamental char-



DIIS WORKING PAPER 2013:01

acteristics of the country. These ideological
differences served to establish two mutually
exclusive claims to be the natural party of
rule in Bangladesh. From the perspective of
each of the two major parties, the other is
portrayed not just as a fraudulent claimant to
the right to rule but also a potential threat
to the survival of Bangladesh as an entity
with the characteristics defined by the party
in question. The ideological positions as they
have developed are thus inimical for the de-
velopment of a live-and-let-live set of com-
promises. Indeed, each is a bid to establish a
patrimonial right to rule on an exclusive ba-
sis. The ideologies of the parties therefore did
not adapt to the new operational equilibrium
in the polity and indeed periodically served
to disrupt that equilibrium in the direction
of new crises.

The history of these ideological positions
is important to understand because they ex-
plain the path-dependent problem that they
generated for the post-1990 attempts to in-
stitutionalize democracy. Core aspects of the
ideologies of both main parties had developed
in the context of zero-sum conflicts against
a ruling coalition that in each case had at-
tempted to exclude others using ideology,
institutional rules and substantial violence.
In each of these contexts, excluded organi-
zations had to develop ideological positions
that united them in a life-and-death strug-
gle against the ruling coalition. In the case
of the Awami League, its ideology of Bengali
nationalism developed in the course of the
fight against the ruling coalition in command
of the Pakistani state. In the case of the BNP,
its ideology of Bangladeshi nationalism de-
veloped in the aftermath of the violence un-
leashed by the attempt by the Awami League’s
to institutionalize a one-party state. The pur-
pose of this ideology was to unite political
organizations that had been excluded by the

Awami League in the aftermath of its violent
overthrow to ensure that it could not come
back to power. In both cases, the ideologies
were deliberately constructed to be exclusive
and to brook no compromise. Unfortunately
informal institutions allowing compromises
were essential for maintaining the opera-
tional equilibrium of democratic political in-
stitutions with competitive clientelism. The
path-dependent development of these ideolo-
gies provides part of the explanation for the
vulnerability of democratic institutions under
competitive clientelism in Bangladesh.

Once social forces are mobilized around
exclusivist ideologies, they tend to get more
entrenched because if political strategies of
one side are based on exclusion, the other
side has no option but to drum its ideological
position more stridently. The path depend-
ence follows. One illustration of the problem
was that the behaviour of both main parties
in the democratic period suggested that the
main object of their politics was to save the
nation from the opposition. In the 1990s and
into the 2000s the zero-sum attitude of the
two major parties came to be known in the
reflective sections of the Bangladeshi media
as the ‘battle of the begums’, referring to the
two ladies who led the rival parties. Sheikh
Hasina, daughter of the assassinated President
Mujib, led the Awami League, and Khaleda
Zia, wife of the assassinated President Zia,
led the Bangladesh Nationalist Party or BNP.
Their implacable opposition to each other
was manifested in a range of different ways.
The two leaders refused to talk to each other
and their political strategy in opposition was
generally to boycott parliament and to rapidly
call for mass political agitation to overthrow
the government, including the use of bartals
or general strikes. Their mutual attitude of-
ten appeared to be that to rid the country of
the menace posed by the other party would
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be the most positive contribution to develop-
ment.

It is in this context that we have to un-
derstand the debate in Bangladesh on the
question of nationalism. The Awami League
has defined itself as the protector of Bengali
nationalism, while the BNP emerged as the
defender of Bangladeshi nationalism. For na-
tionalisms to differ from each other politi-
cally, they must each have a different project
of state building with different borders and
definitions of who is included and exclud-
ed in the state project. A close look at the
content of the two nationalisms shows that
they do not in fact have separate state-build-
ing projects. Yet in the political discourse
in Bangladesh, these ideologies are mutu-
ally exclusive and there can be no compro-
mise between them. Their incompatibility is
real but this has to be understood instead
in terms of the function these ideologies
performed at an earlier period in building
coalitions against a particular ruling coali-
tion. The logic of coalition building requires
ideologies that can serve as convenient pegs
for structuring coalitions, though the ide-
ologies themselves may not describe their
interests. The definition of two mutually ex-
clusive variants of nationalism for the coun-
try served to distinguish two implacably op-
posed coalitions, even if the ideologies did
not describe any significant differences in
their interests or policies. However, by defin-
ing their differences in terms of ideologies
that were linked to past struggles where no
quarter was given and no compromise was
possible, the parties committed themselves
to similar strategies in the future. Connect-
ed to these definitions of nationalism was
the related position of the two parties on
secularism and Islam. Here it may appear
that there really are fundamentally opposed
positions of the parties, but again a closer
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examination suggests that this is not the
case. No significant material differences ex-
ist between the parties in their commitment
to secularism or the practice of religion or
even on the absolute separation of religion
from the state. There are undoubtedly small
differences between the parties on these is-
sues, but they are hardly significant enough
to explain the sharply uncompromising po-
sitions they have taken in politics. For that
we need to look at other functions that ide-
ologies perform and have performed in the
past in the context of coalition building in a
clientelist political settlement.

Many contemporary ideas about the pro-
gressive role of secularism can be traced
back to the European experience with the
Reformation and the separation of Church
and state. The conflict between the Church
and secular social forces during the Refor-
mation is rightly recognized as one of the
defining moments in Europe’s transition to
modernity. This was because in Europe the
Church was blocking the material interests
of the classes that would eventually lead the
industrial revolution. This was a fundamental
reason why the opposition of the progressive
bourgeoisie to the Church was implacable
until the Church had been significantly re-
formed (Tawney 1938). The specific features
of the Reformation differed from country to
country in Western Europe but some broad
features were shared in common. Produc-
tive capitalist classes were emerging based
on long-distance trade, and states were be-
ing constructed that could exercise territorial
jurisdictions within which capitalism could
grow. The social forces that were often op-
posed to them were organized around the
wealth of the Church and the political ambi-
tions of a Church-based empire. The social
coalitions organized by the Church often
incorporated older elites who were opposed
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to many of the changes that merchants and
capitalists were bringing about because these
changes threatened the stability of the old or-
der and in particular the dominance of the
Church in the ideological sphere. As a result,
there were relatively sharp economic conflicts
between monarchs, the Church and emerg-
ing capitalists that put the Church on one
side and a collection of progressive economic
forces on the other.

An important economic conflict between
reforming monarchs and the Church con-
cerned the vast amounts of land owned by
the Church. These assets not only reduced
the access of the monarch to revenues but
also created a powerful competing political
force allied to Rome, which could prevent
the centralization of political authority in
local states. Secondly, there was a conflict
between merchants and the Church over
the theological acceptability of income from
interest in Christianity. Here capitalist ac-
cumulation which was driving growth faced
obstacles from a pre-capitalist Church-based
system of maintaining social order based on
notions of justice that were no longer appro-
priate. Finally, there was a conflict between
Church and state over their respective juris-
dictions when it came to appoint officers to
lucrative administrative and judicial posi-
tions. In this case too, territorially defined
emerging modern states faced competition
from a parallel set of jurisdictions organ-
ized around the Church. Thus the economic
interests underlying the ideological conflict
between Church and secular social forces
were based on radically different ways of
organizing production. This is why religion
and secularism represented conflicting so-
cial interests in Reformation Europe. This
in turn ensured that the victory of one side
or the other would have economic conse-
quences for the mode of organizing pro-

duction in Western Europe over a period of
several centuries.

The emergent economic supremacy of the
secular interests challenging the Church in
the course of the Reformation resulted in
stronger local states and an acceleration of
economic growth. The material interests of
new productive classes ensured that the rel-
evant aspects of secularism defined as the po-
litical separation of Church and state began
to be reflected in the practice of politics across
Western Europe. This is despite the fact that
in many European countries, including Eng-
land, the formal constitutional separation of
Church and state has not emerged to this day.
The Western European story is important
because the theoretical association of secular
movements with the liberal bourgeoisie and
therefore with social progress is based on a
reading of this history. But the political econ-
omy of religion in contemporary developing
countries is very different and the develop-
mental attitudes of different parties cannot
be so readily read off from their attitudes to-
wards religion and secularism.

In the Indian subcontinent neither Hindu-
ism nor Islam had an organized church with
significant land-holdings and incomes along
the European pattern either in pre-colonial
or colonial times, or indeed subsequently.
Nor has there been any ongoing competition
between “church” and state over their respec-
tive jurisdictions in appointing office-holders
along the European pattern. The weakness of
religious control also meant that rules about
interest could be ignored altogether, or evad-
ed by defining it as profit-sharing as in many
applications of Islamic banking in contem-
porary Pakistan and Bangladesh. This meant
that the restrictions on usury in Islam did not
lead to intense conflicts between emerging
merchant-financiers and the “church”. In in-
dependent Pakistan or Bangladesh, the mer-
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chant and capitalist classes have certainly not
felt threatened by the anti-capitalist elements
implicit in the Islamic ban on usury. Similar-
ly, while some aspects of Hinduism, such as
the caste system, appear to be anti-capitalist,
emerging Hindu traders and capitalists have
not felt threatened by these and have certain-
ly not been in the forefront of secular move-
ments in India.

In the absence of a fundamental cleavage
between religion and emerging capitalist eco-
nomic interests, the political use of religion in
Bangladesh has reflected very different inter-
ests. Clientelist coalitions have used religion,
language, caste and other long-standing be-
liefs and identities as pegs around which to
establish differences between themselves and
their opponents or to invite new factions to
join particular coalitions. As a result, parties
with an apparent ‘position” on religion have
been willing to change their positions far
more readily than if particular religious insti-
tutions or practices had fundamental implica-
tions for their economic interests. The Bengali
nationalist movement led by Mujib and the
Awami League against the policies of the Pa-
kistan state in the 1960s mobilized against the
ostensibly Islamic state backing the policies of
the ruling coalition. In this context, the ‘secu-
lar’ aspects of Bengali nationalism were high-
lighted. However, as we have described earlier,
the economic interests of the upwardly mobile
Bengali Muslim intermediate classes were not
blocked by the equivalent of the Church or by
Islamic values but by the preeminent position
of a non-Bengali ruling coalition unwilling to
incorporate excluded political organizations.
The victory of the Awami League in 1971 led
to Bengali nationalism emerging as the domi-
nant ideology of the country. The break with
Pakistan was followed by the adoption of a
secular constitution and the definition of the
nation in terms of a secular Bengali nation-
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alism. But because secularism was not essen-
tial for protecting any fundamental economic
interests of the ruling coalition, the Awami
League was ready to ally with Islamic political
organizations when this was necessary for its
coalition building,

This is best illustrated by the overtures that
Mujib made to Islamic groups immediately af-
ter the victory of secular Bengali nationalism
over the Islamic republic of Pakistan. An im-
portant religious party, the Jamaat-e-Islami,
had supported Pakistan and opposed Bang-
ladeshi independence. Many of its members,
and indeed members of other smaller Islamic
parties, had fought on the Pakistani side. In
this context, Mujib’s decision in 1973 to re-
lease without trial or investigation the 33,000
alleged war criminals who sympathized with,
or were members of, Islamist parties was sig-
nificant. Shortly afterwards, in 1974, Mujib
travelled to Pakistan to attend the Islamic
Summit at Lahore and returned home proud-
ly proclaiming Bangladesh to be the world’s
second largest Islamic nation, bigger than Pa-
kistan (B. M. Kabir 1988: 83-4). In the same
year a Madrasah Education Commission was
formed to report on how religious education
could be improved. And in 1975 the Islamic
Foundation was set up to promote Islamic
studies and to manage mosques (M. G. Ka-
bir 1995: 188-90; T. M. Murshid 1996: 362-
3). Even in terms of the narrow definition of
secularism in the new constitution, some of
these moves, at least, were suspect.

It is possible to comprehend these actions
if we recognize that for the Awami League
and other clientelist parties taking positions
for or against secularism, the practice of Islam
or secularism did not have a direct material
significance for their organizations or con-
stituents. Reaching out to Muslim political
organizations was simply an act of restructur-
ing the ruling coalition. It allowed the Awami
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League to neutralize or incorporate groups
whose members were in any case very similar
to those who were already part of the ruling
coalition. Religious beliefs are important and
clientelist organizers and politicians are likely
to have their own preferences and prejudices,
but subject to these, their main concern is to
maintain the ruling coalition. The ruling co-
alition is always searching for allies who will
join or support them at the lowest cost, and
this logic can shed some light on Mujib’s pos-
sible motivations when he made these con-
cessions to Islamic political organizations. In
the aftermath of independence, it was cheap-
er for the ruling group to acquire potentially
powerful organizational allies from amongst
the defeated Islamist groups rather than from
within the left. The left was growing in mo-
bilizing ability, and its leaders could and were
demanding much bigger payoffs for their al-
legiance. It was already becoming clear that
many of these powerful organizers and their
organizations would soon leave the ruling
coalition to oppose it from outside with the
objective of dislodging it. In that context it
is not at all surprising from the perspective
of the logic of maintaining the ruling coali-
tion that Mujib was making overtures to his
old enemies in the Islamic movement, while
increasingly using violence on his old allies
on the left.

Clearly, Mujib’s manoeuvres for sustain-
ing the holding power of the ruling coalition
against those who were outside and those
who were leaving to join them began to rap-
idly unwind. The ruling coalition failed to
maintain enough support to sustain its patri-
monial desire to rule indefinitely. Eventually,
the disastrous attempt to stop its decline with
the institutional solution of the one-party
state and the enforcement of this with formal
and informal power led to Mujib’s assassina-
tion in 1975. Those who united against the

Awami League at that time did not do so as
a normal act of political opposition, but per-
ceived their fight to be a life-and-death one
against a ruling coalition that was organizing
to wipe them out politically. This context has
to be understood to see why the ideology of
the new ruling coalition was designed to sig-
nal an irrevocable break with the supporters
of BAKSAL, the one-party state. This was
the context in which Zia ur Rahman and his
Bangladesh Nationalist Party or BNP devel-
oped the counter ideology of Bangladeshi na-
tionalism. This was defined as the nationalism
of Bengali Muslims, and distinguished their
nationalism from the Indian nationalism
supported by the Bengalis of West Bengal.
The implicit signal was that the supporters of
Bengali nationalism had let down the coun-
try because they were pro-Indian, as Bengali
nationalism implied a close alliance, if not
unification, with West Bengal, and by impli-
cation, India.

In fact, Bengali nationalism as Mujib had
understood it was never about attempting
the reunification of Bengal, nor did Mujib’s
definition of Bengali nationalism deny the
Muslim identity of the vast majority of Bang-
ladeshis. The distinction between Bengali
and Bangladeshi nationalism was not based
on different material interests or even deeply
felt beliefs about the practice of secularism,
or a debate about the borders of Bangladesh.
Indeed, the supporters of both nationalisms
recognized that reunification with West Ben-
gal was neither possible nor desirable, and
that while India was a big neighbour, there
were many conflicts of interests with the
Indians. Moreover, both parties recognized
that as a Muslim-majority Bengali nation-
state some recognition of its Muslim iden-
tity was necessary to justify its borders, and
neither camp supported a sharia version of
Islamic law. Rather, the real purpose of the
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vaguely defined distinction between the two
nationalisms was really to sharply distinguish
the core supporters of the ruling coalition of
1975, who supported a one-party state, from
those who participated in opposing and over-
throwing it to create an alternative ruling co-
alition in the following years.

Indeed, the military governments which
succeeded Mujib and the civilian parties they
created absorbed many defectors from the
Awami League who saw no contradiction in
adopting the new definition of Bangladeshi
nationalism. They also attracted old Maoists
like Kazi Zafar and JSD socialists like Ab-
dur Rab who argued that the developmental
agenda of the ex-military leaders was more in
tune with the developmental agenda of their
own socialism. Even though constitutional
changes were introduced, which recognized
the privileged status of Islam, the left-leaning
organizers and organizations that now sub-
scribed to Bangladeshi nationalism did not
see any significant difference in the practice
of secularism as a result. Nevertheless, the
secular agenda of separating religion from
the state, to the extent that it was ever imple-
mented, was now somewhat attenuated. By
the end of the 1980s the main lines of fac-
tional conflict were drawn between the Bang-
ladeshi nationalist BNP (the Bangladesh Na-
tionalist Party set up by General Zia) and the
Bengali nationalist Awami League. While the
conflict between the two was often implac-
able, they did occasionally cooperate. The
two joined forces in the late 1980s in their
fight against the ruling Jatiyo Party of Ershad
that was ideologically indistinguishable from
the BNP. Indeed in the early 1990s, it was
the ‘secular’ Awami League that entered into
an alliance with the Islamist Jamaat against
the then-ruling BNP government. Inevitably,
over this period the Awami League’s secular
claims became much more muted. By this
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stage it had become difficult to identify any
important issues of concrete political prac-
tice affecting secularism on which the three
major parties actually differed. For instance,
BNP and Awami League governments were
very similar in the 1990s in banning books
offending Islamic sensibilities.

The Awami League government that took
office in 2009 identified as one of its most
important priorities the trial of the war crim-
inals of 1971. This process had been aban-
doned by Mujib and later governments, but
the new Awami League government took up
a demand that had been voiced by many of
its supporters and by a wider constituency for
some time. The demand reflected not just a
nagging perception amongst many sections
of the population that justice had not been
meted out to many people who participated
in crimes during the war. But the Awami
League government was soon criticized by
international observers for choosing as tar-
gets for prosecution only prominent mem-
bers of the opposing camp (for instance in
a series of articles on the war crimes trials
in the Economist magazine throughout 2011).
The trial process began very slowly and with
many questions about procedures but its most
salient feature was that by 2011 only a hand-
ful of individuals were finally charged and
they were all members of the Jamaat-e-Islami
party, together with one individual from the
BNP. Nevertheless, by then the issue failed
to polarize society into supporters and op-
ponents of the trials in the way the Awami
League perhaps expected because there was
very little underlying difference in the broad-
er society about the desirability of a proper
trial.

The Awami League’s claim that those who
did not support the war crimes trial were op-
ponents of Bengali nationalism and thereby
supporters of Pakistan, who had aided and
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abetted the Pakistanis, no longer rang true.
The repeated pronouncements of the ruling
party that many people were trying to dis-
rupt the trials, suggested that they actually
expected the trial to be implacably opposed
by the opposition. In fact the BNP’s electoral
alliance with the Jamaat-e-Islami was an op-
portunistic alliance, no less than the Awami
League’s alliance with the same Jamaat against
the BNDP in the mid-1990s. Nevertheless, the
Awami League probably expected a much
more spirited opposition by the BNP based
on their refusal to adopt Bengali nationalism
which in their mind should have made the
BNP protectors of war criminals. In fact de-
spite the government’s attempts to portray all
opposition to its policies as a hidden attempt
to disrupt the war crimes trials, these claims
soon began to lose credibility amongst the
general public. Opposition to the trials was
actually almost non-existent except for occa-
sional criticisms levelled in Bangladesh and in
the international press that pointed out that
the procedures were not as transparent and
robust as they should be, and that the choice
of the first batch of accused was politically
motivated. There is perhaps hope that what-
ever the outcome of the trials, it will become
more and more difficult to sustain the myth
that the parties represent truly irreconcilable
positions on secularism, nationalism or the
sovereignty and independence of Bangladesh.
That can only be for the good for any attempt
at enabling a stable democracy.

Thus, despite the absence of any significant
differences in practice or in their real inter-
ests as revealed by their practice, the conflict
between the Bengali nationalism of the Awa-
mi League and the Bangladeshi nationalism of
their rivals defined irreconcilable differences
between competing camps in the democratic
political arena of Bangladesh after 1990. The
reference to nationalism was obviously mis-

leading because a substantive difference be-
tween Bangladeshi and Bengali nationalism
would really imply different views on the de-
sirability of the reunification of Bengal. But
in fact, the supporters of Bengali nationalism
in Bangladesh, and in particular the Awami
League, have no political intention of redraw-
ing the borders of India and Bangladesh.
This should have made the debate between
Bengali and Bangladeshi nationalism politi-
cally redundant but it did not. Going back
even further, the ‘Bengali nationalism’ of the
1960s in East Pakistan was about autonomy
or independence for the part of Bengal that
was East Pakistan, not about the reunifica-
tion of Bengal. In that sense, it was indistin-
guishable from what later came to be known
as Bangladeshi nationalism. The later consti-
tutional debate in the 1990s about the role of
religion was an important debate, but here
too there were very few irreconcilable differ-
ences between the parties because they actu-
ally agreed on most issues and their practice
of secularism was very similar. Nor was there
any significant difference between the par-
ties on the desirability of the independence
of Bangladesh in 1971, and both parties had
similar numbers of freedom fighters within
their ranks.

The misrepresentation of the differences
between the two parties as irreconcilable
issues about nationalism and secularism is
significant because it is a manifestation of
the fact that Bangladesh’s political leaders
still want to talk in the uncompromising
language of decisive battles appropriate to
a different context. As a result, the develop-
ment of the informal institutions that would
enable democratic politics in Bangladesh to
‘mature’ into a sustainable equilibrium with
competitive clientelism has been slow to
happen. Instead, the ruling coalition claims,
and from its actions apparently also believes,
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that the opposition is not only troublesome
but also dangerous. The ruling coalition is
therefore justified in taking upon itself the
task of blocking the opposition or even at-
tempting to politically wipe it out. The per-
petual confrontation between the two un-
compromising ladies in the 1990s and 2000s
was organized with the same life-and-death
intensity that marked the conflicts of 1971
and 1975. However, the real context was now
entirely different and what was required was
the emergence of a series of informal rules
that would allow the coalitions to cycle into
and out of power smoothly through demo-
cratic contests where their relative holding
power was revealed. Unfortunately, the divi-
sion of parties into mutually exclusive “na-
tionalist” coalitions recreated two implaca-
bly opposed camps locked in a life-or-death
battle. While clientelist coalitions do need
distinguishing characteristics, the ways in
which the two dominant parties sought to
define their differences appears to be the
result of a misreading of their own history
and a misunderstanding of what a substan-
tive debate about nationalism or secularism
today should mean. The repeated descent
into zero-sum games has prevented a stable
operational equilibrium in the polity and as
a result the growth-stability trade-offs for
all institutions have been affected.

The Absence of (Informal) Rules for
Live-and-Let-Live Cycling

The intransigence of the two parties dur-
ing the 2000s appeared most directly dur-
ing elections when it repeatedly threatened
the viability of the democratic system under
competitive clientelism. A fair election with
competitive clientelism means that the po-
litical outcome reflects the balance of power
between organizations on the ground with-
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out ‘excessive’ interference from bureaucrat-
ic or military officials. While all interference
in the administration of elections cannot
be ruled out in a developing country, for
viable democratic institutions, the interfer-
ence cannot take place to the extent that the
electoral outcome fails to reflect the balance
of forces. If that happens, the outcome of
the election will not be stability but more
intense contestation and perhaps eventually
violence by the losing side. A sustainable
solution requires that the voting outcome
roughly reflects the balance of organiza-
tional power, and the object of the electoral
campaign is to reveal this. The primary ob-
jective of a fair election with competitive cli-
entelism is therefore not to discover the true
preferences of the electorate, partly because
true preferences may not exist given the
absence of serious differences in the poli-
cies that the parties are likely to implement.
Rather, elections are processes through
which the organizational strengths of com-
peting coalitions are revealed. For stability
to be achieved, a coalition of factions with
significantly greater holding power has to be
allowed to form the ruling coalition.

The critical requirement therefore is that
no party should be able to artificially lever-
age its strength by using the administrative
apparatus to repress or limit other organiza-
tions to give it an electoral advantage. If a
ruling coalition uses administrative power or
institutional rules to disadvantage the oppo-
sition, this is effectively a return to the in-
stitutional system of authoritarian clientelism
with the inevitable conflict it generates in the
organizational context of competitive clien-
telism. Thus, Figure 4 shows that democratic
institutions did generate greater stability and
therefore better growth-stability trade-offs
for some growth-supporting institutions, but
only when the democratic institutions were
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perceived to be fair by opposition political
organizations. Whenever the ruling coali-
tion attempted to change institutional rules
or implement them in ways that the opposi-
tion perceived would disadvantage them, this
amounted to a de facto introduction of clien-
telistic authoritarian institutions. An upsurge
of instability inevitably followed with a cor-
responding collapse of the growth-stability
trade-offs for institutions from PS, to PS, in
Figure 4.

A solution to this problem appeared to
have emerged in the aftermath of the over-
throw of Ershad’s ‘authoritarian’ rule (au-
thoritarian clientelism in our classification)
in 1990. As Ershad’s government had ef-
fectively fallen, the elections had to be held
under a caretaker government led by a Su-
preme Court judge. The outcome was an
election where the charges of rigging and
repression were relatively muted. The vic-
tory of the BNP in this election led to de-
mands from the opposition Awami League
to institute the caretaker system for future
elections. It was at this time that the Awami
League was in alliance with the Jamaat. Ini-
tially the BNP did not accept this demand,
but as a result, the 1996 election was boy-
cotted. It had to be re-run after a constitu-
tional amendment was passed by the BNP
that institutionalized the caretaker system
for conducting elections. The 13" Amend-
ment set up a Caretaker Government system
to organize elections. It was to be set up at
the end of every government’s term with the
last Chief Justice of the Supreme Court be-
coming the interim head of government. Its
sole task would be to organize the elections
to determine the next ruling coalition. This
was a unique formal institutional experi-
ment to create a credible electoral process
for selecting a ruling coalition. If it had been
sustainable, this could have created a stable

operational equilibrium of democratic insti-
tutions with competitive clientelism.

However, this institutional arrangement
was clearly not buttressed by a deeper set of
informal political agreements that would en-
sure that the formal arrangements would not
be informally modified as they can always be
in a clientelist political settlement. The bal-
ance of power between the two parties had
not yet established in their collective minds
the fact that the cycling of their parties was
now the normal state of affairs. Their sub-
sequent actions suggested that both parties
harboured a desire for a decisive victory that
would establish one of them as the natural
party of government and lead to the unrav-
elling and disappearance of the other. The
caretaker government system worked for two
subsequent elections, despite minor attempts
by both parties to interfere. However, the
constitutional arrangements collapsed in the
run-up to the 2007 elections when the incum-
bent BNP interfered with the dates of retire-
ment of Supreme Court judges, apparently to
ensure that its preferred candidate could head
the next caretaker government. The result
was an increasingly violent standoff which
resulted in a series of general strikes (bartals)
and violent street confrontations. In a context
of increasing uncertainty a group of bureau-
crats backed by the military and the interna-
tional donor community took over power on
the 11" of January 2007 as a new emergency
interim government. Under the constitution,
the caretaker government has to organize an
election within two months, but this caretak-
er government stayed in power for two years
under emergency powers it gave itself.

The emergency caretaker government
turned out to have been a significant wasted
opportunity. The emerging system of demo-
cratic institutions and competitive clientelism
had clearly not yet acquired a stable opera-
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tional equilibrium to be fully self-sustaining,
The emergency could have been an oppor-
tunity for delivering a political shock to the
system that might have helped to establish
that the army could be deployed as third-par-
ty enforcement by a caretaker government to
enforce an implicit rule of law for governing
elections. But instead, the caretaker govern-
ment, headed by an ex-World Bank bureaucrat
and backed by the army, took a ‘good govern-
ance’ perspective on how to solve the prob-
lem. Their interpretation (no doubt strongly
influenced by dominant international policy
perceptions) was that the political instability
in Bangladesh was caused by the involvement
of political elites in corruption and by the
personalization of politics.

The emergency government drew on the
argument that the opportunity for political
corruption created distorted incentives for
politicians to interfere with electoral out-
comes. This suggested that if political cor-
ruption could be rooted out and if parties
could be made to compete on the basis of
alternative manifestos of delivering public
goods, the problem of electoral violence and
standoffs could be rooted out. The second
argument was that the monopolization of the
leadership of the two parties by the families
of the dead presidents was damaging and was
the source of the implacable hatred between
the two parties. As a result, the emergency
government also sought to change the lead-
ership of the two main parties (the so-called
‘minus two’ strategy). Both strategies dismally
failed.

On anti-corruption, the two-year emer-
gency caretaker government took a series of
radical steps to achieve a large number of
convictions for high-level corruption. The
underlying thinking was that the source of
political violence was the engagement of po-
litical leaders in corruption. Hundreds and
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possibly thousands of political activists were
arrested and incarcerated, including the
leaders of the two main parties, on charg-
es of corruption. Hundreds of business-
men were also arrested and some of them
handed over millions of dollars to the new
government as ‘ill-gotten gains’ under pres-
sure (which later on turned out to include
torture and extortion). Based on evidence
that was itself dubiously and hurriedly col-
lected, thousands of cases of corruption and
extortion were introduced in the courts. The
whole exercise was deeply flawed not only
from the perspective of its understanding
of a clientelist political settlement but even
in terms of the formal legal procedures that
were followed. In the end, almost all the
cases had to be abandoned on the grounds
that evidence was missing or inadmissible.
Many witnesses who came forward (perhaps
under pressure and perhaps under promises
of protection) during the emergency period
disappeared and refused to continue to give
evidence when the cases were continued un-
der the democratic government which even-
tually took over.

More significantly, the caretaker govern-
ment and its international advisors had failed
to understand the nature of a clientelist pol-
ity. Political leaders running mass clientelist
coalitions do not have sufficient resources
from formal sources to finance the organi-
zation of politics and the redistributions that
are required. A significant degree of infor-
mality in financing and in redistributive ar-
rangements is therefore a characteristic of cli-
entelist political settlements. Effectively, the
caretaker government was trying to replace
a clientelist political settlement with a We-
berian-type capitalist one without changing
the material conditions that have generated
clientelist political settlements in every devel-
oping country. This was a failed enterprise
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in the way it was set up. Not surprisingly,
the military caretaker government’s attempt
to address this problem failed dismally. The
two arrested leaders of the main political par-
ties eventually had to be released, and one of
them was elected prime minister in the 2009
elections.

The strategy to replace the two leaders (-
nus-two’) also failed and this too represented a
failure to understand the nature of clientelist
politics. The leadership of clientelist parties is
not based on a choice between different pol-
icy positions represented by different leaders.
The most appropriate leader of a clientelist
party is someone who has the best credentials
for being able to construct the biggest coali-
tion for the party by organizing a distribution
of benefits that is both economically viable
and acceptable across all factions and organi-
zations within the party. Who is the person
that all party factions are likely to trust the
most? If a leader of an organization internal
to the party were to become leader of the
whole party, their own organizational or fac-
tional supporters would be likely to benefit
compared to supporters of other internal or-
ganizations and factions. The promotion of
such an individual therefore would be strong-
ly resisted by other organizations and fac-
tions within the party. In contrast, the wife
or daughter of a dead president could be ex-
pected to have the best interests of the legacy
at heart and be the most fair in adjudicating
the relative power and therefore the claims of
competing organizations and factions when
disputes break out. If one of the most impor-
tant tasks that the leader of a clientelist party
plays is the regulation of the rent distribution
across factions, ‘the family’ is likely to have
an advantage over other individuals in gain-
ing trust across factions. In the absence of a
better alternative the parties may well have
sought and identified an alternative leader,

but as long as a ‘natural’ leader existed, the
experiment of the interim government was
almost doomed to fail. Indeed at the end of
the experiment, the two ladies retained con-
trol over their own parties.

Not surprisingly, family control of clien-
telist parties is very common across the In-
dian subcontinent, including India and Paki-
stan. This does not mean that all developing
country parties are of this type. More disci-
plined ideological parties can achieve greater
internal discipline and can select their lead-
ers through rule-following procedures. On
the other hand, disciplined parties based on
ideologies like Marxism or Islam are likely to
remain relatively small in terms of their fol-
lowing because most people in poor countries
prefer to belong to parties that can provide
them with immediate material benefits, how-
ever small. Clientelist parties can gather large
followings based on a pyramidal absorption
of client organizations, but the price is that
there are no external criteria like seniority or
commitment to an ideology that can deter-
mine the relative benefits for different con-
stituent organizations. Leaders of powerful
groups within the party can threaten to leave
and join other parties unless they can be of-
fered benefits proportional to their power.
Sometimes Communist or Islamist parties in
developing countries can become mass par-
ties, but usually this requires very special cir-
cumstances like prolonged wars against colo-
nial powers as in the case of the Communist
Parties of China and Viet Nam ot the FIS
in Algeria. The emergency caretaker govern-
ment in Bangladesh did not understand that
clientelist parties will not convert into inter-
nally disciplined ideological parties if only
their leadership could be changed.

An interesting feature of this caretaker
government period was that it demonstrat-
ed a significant change in the organization

69



DIIS WORKING PAPER 2013:01

and aspirations of the Bangladesh army. In
the past a political crisis of this magnitude
would have provided ambitious generals an
opportunity to organize a coup, perhaps
with a genuine desire to salvage the situa-
tion but no doubt also to pursue their own
ambitions. This time they stayed in the
background but actively backed a civilian
caretaker government, making it clear that
they were the power behind the scenes. And
unlike previous interventions where the jus-
tification was to pursue economic develop-
ment, this time the army joined forces with
civil society champions to justify their in-
direct intervention in terms of promoting
good governance. A significant change in
the resource base of the army as an organi-
zation could explain some of these changes.
It was now closely tied to the ‘international
community’ through its lucrative involve-
ment in international peacekeeping mis-
sions. It was dependent on formal interna-
tional rents and did not want to jeopardize
them with a domestic adventure to gener-
ate informal rents for the army through the
political process. Its own recent history had
also demonstrated the limits of authoritari-
anism and authoritarian clientelism. How-
ever, the army as an organization was not as
centralized and coordinated as it would like
to be. There were allegations from business-
men and politicians that different groups
within the army acting in the name of the
high command used the opportunity to ar-
rest individuals in uncoordinated ways, of-
ten to extort payoffs in exchange for their
release. These experiences suggested that
the army too was no longer a centralized
and coordinated organization. This was a
problematic message for the political parties
as the most important potential ‘third-party’
mediator and enforcer that might have been
relied upon to intervene in the case of a real
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impasse was shown to be itself fragmented
and relatively weak.

The main effect of the two-year experi-
ment was a collapse in investor confidence.
The two main parties whose intransigence
and violence had caused the problem in the
first place did indeed receive a shock, but
the abject failure of the strategy of anti-
corruption and leadership change had a
negative effect on the impetus for reform.
Even more important than the problem of
political corruption (which is unlikely to be
eradicated as long as the informal aspects of
the clientelist political settlement are repro-
duced) was the failure to develop a credible
mechanism for organizing elections. The
core activity of the emergency government
was to improve the formal aspects of the
electoral process such as creating much
better voter lists and identity cards. These
were necessary but not sufficient require-
ments for enabling a democratic system to
operate in a clientelist polity. The critical
missing element was of course the absence
of the informal limits on the activities of
the ruling coalition that are essential to
make the electoral process a credible one in
these contexts. The caretaker government
appeared to have no conception of how to
bring about what the Bangladeshi media
described as a necessary change in the ‘po-
litical culture’ and which we would describe
as the informal understanding of the limits
to the modifications in formal rules beyond
which the system is likely to descend into
violence and instability. After two years in
office, the overall legacy of the caretaker
period for developmental reform and insti-
tutional change is very likely to have been
negative.

The Awami League won a resounding
victory in the elections of late December
2008, winning 230 out of the 300 parlia-
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mentary seats. The landslide gave the Awa-
mi League more than two-thirds of parlia-
mentary seats (though with less than half
the votes cast). It was in a position to carry
out constitutional amendments on its own
and soon proceeded to do so. In 2011 it won
a Supreme Court judgement that the 13"
Amendment that had introduced the care-
taker system of governance for conducting
elections was itself unconstitutional. The
brief judgement that was initially delivered
said that the caretaker system may be con-
tinued for a further two terms given the
time it would take to build confidence in
alternative arrangements. However, with-
out waiting for the full judgement to be
delivered, which would have shown the
arguments the court considered in recom-
mending the caretaker system for the next
two elections, the Awami League rushed
through the 15" Constitutional Amend-
ment to remove the caretaker system with
immediate effect. The opportunistic nature
of this move and the possible opportunities
it would give the Awami League in the next
election was not lost on the BNP, which im-
mediately announced that it would boycott
the elections unless the caretaker system
was reintroduced. The absence of informal
limits to the use of power by the ruling co-
alition could not have been more robustly
expressed. In early 2012 negotiations were
continuing between the Awami League and
the opposition BNP on this issue. A pos-
sible compromise that was under discussion
was to have a ‘political’ caretaker govern-
ment to oversee the elections, composed of
elected nominees from both parties, possi-
bly headed by the President. But the formula
would have to convince the opposition that
administrative power would not be used
during the elections to give an excessive ad-
vantage to the ruling coalition.

Economic Organizations under
Vulnerable Democracy

As Figure 4 summarized, the failure of dem-
ocratic institutions to achieve an operational
equilibrium can result in a spike in instability
and violence and a more or less serious col-
lapse of the growth-stability trade-off facing
potentially growth-enhancing institutions.
The possibility that the approach of elections
will result in a crisis is likely to disrupt the
normal operation of the economy. The fail-
ure to organize an acceptable election can
lead to violence that inflicts broader eco-
nomic costs. Apart from the general costs
of disruption across the economy, there are
specific costs of attacks on the economic in-
terests of opposition supporters and finally
retribution against the economic interests of
supporters of the current government when
it is finally deposed. All of these possibilities
reduce the time horizons of investors and
politicians in a competitive clientelist system.
The enforcement of growth-enhancing insti-
tutions becomes much more difficult at times
of crisis as does contract-enforcement, par-
ticularly contracts involving the government.
Thus, the electoral crisis is likely to result in
a collapse in the trade-off curves of differ-
ent institutions and sectors, but the effects
are likely to be different across sectors and
institutions.

Long-term investments are likely to suffer
if electoral uncertainty is likely long before
any instability actually emerges because the
expectation of future instability is sufficient
to make investors procrastinate. Institutions
supporting long-term investments are likely
to suffer, particularly where government con-
tracts involving significant sums are involved.
For instance, it has proved to be very difficult
to raise private financing for investments in
the power sector in Bangladesh. This is an
area where future income streams depend on
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governments honouring contracts made by
previous governments. But if the opposition
is being constrained by the incumbent gov-
ernment, and is eventually likely to have to
force the incumbents out, investors are likely
to be wary that the opposition may challenge
the legality of some contracts if they come to
power. Investors can expect further demands
for payoffs on top of the first round that they
have probably already paid to the incum-
bents, and this can significantly increase the
cost of doing business. Thus, vulnerable de-
mocracies under competitive clientelism can
face high transaction costs for some types of
contracts and some investments may not be
possible at all. Since infrastructure and pow-
er sector investments do require government
guarantees for future payments, a vital set of
investments are adversely affected on which
the economic performance of other sectors
ultimately depends.

For sectors that have already achieved
competitiveness, the failure to enforce
growth-enhancing institutions is likely to
have less adverse effects compared to sectors
like power and infrastructure or compared
to sectors where global competitiveness is
yet to be achieved. In established sectors like
garments, competitiveness has already been
achieved through the investment of signifi-
cant time and effort in learning-by-doing. In
garments, learning opportunities were cre-
ated by a combination of rents together with
strong incentives created by fortuitous condi-
tions and institutions that ensured high levels
of effort in learning. Once competitiveness
was achieved, the need for special institu-
tional support is no longer required. In al-
ready competitive sectors, political instability
affects growth in more usual ways: by delay-
ing investments, by disrupting exports when
ports and transport systems are affected by
strikes and hartals, and ultimately persuad-
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ing risk-averse buyers to move their business
elsewhere. Much of the contract enforcement
in competitive export sectors involves the
banking system and these formal institutions
are unlikely to be significantly modified as a
result of political instability, unless the latter
reaches very high levels. Business organiza-
tions that are export-competitive and stand
to lose orders have periodically organized
collective action to campaign against Jartals
and to bring political instability to a rapid end.
These collective organizations have included
the Bangladesh Garment Manufacturers and
Exporters Association (BGMEA). While
some of these initiatives have had some mar-
ginal effect on the intensity of conflicts, their
interventions have not yet had any decisive
effect. Ultimately, the resources that the busi-
ness sector could generate were insufficient
for this sector to dominate the political sys-
tem and to set the conditions for acceptable
political conduct.

More serious have been the effects for
sectors that have not yet achieved competi-
tiveness but are close enough for learning-
by-doing to be a potentially effective strat-
egy. These sectors require more specific
institutional support in the form of risk
sharing and financing instruments to reduce
the costs of the loss-making period of learn-
ing-by-doing. This requires institutions that
can regulate the provision of financing and
the enforcement of conditions that create
incentives for high levels of effort during
the learning process. But the provision of fi-
nancing and the enforcement of conditions
for ensuring effort are both particularly
difficult to ensure in a context of instabil-
ity and political fragmentation. The financ-
ing required for investing in new sectors
and then investing in the learning-by-doing
process is likely to involve a cycle longer
than one or two years. The institutions pro-
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viding the financing and defining the condi-
tions for recipients of the financing have to
remain effective over the lifetime of more
than one government and this cannot be en-
sured under these conditions. The collapse
of the trade-off curve for institutions sup-
porting learning is likely to be quite steep.
The garment industry developed as a result
of a fortunate conjuncture of rents created
by the Multi-Fibre Arrangement (MFA) or-
ganized by the USA, domestic political sup-
port in Bangladesh at the highest level, the
availability of domestic investible resources
for driving these investments and strong
incentives for foreign technology provid-
ers to transfer the appropriate technologies
to Bangladesh. This conjuncture happened
during the earliest phase of authoritarian cli-
entelism when the time horizon of investors
and institutions financing the learning proc-
ess could be long, given the stability of the
new regime. The lesson that emerges is that
the extension of this success to new sectors
and under conditions of vulnerable democ-
racy requires developing new institutions
and governance capabilities. A necessary
condition is that democracy at least achieves
a moderate operational equilibrium with
competitive clientelism so that the probabil-
ity of electoral crisis is reduced.

The agencies and institutions that could
assist Bangladesh to move up the value chain
in new areas could take a variety of forms
ranging from policies of support for critical
sectors to the development of a new genera-
tion of industrial banks. However, given the
weak operational equilibrium of democratic
political institutions, it is not surprising that
no significant institutional measures were
taken to develop new sectors during the pe-
riod of vulnerable democracy. A few new
sectors did begin to emerge, like electronics
manufacturing, but investments and financ-

ing for learning in these sectors were driven
by enterprising entrepreneurs who took large
personal risks in financing learning on their
own. The challenge for the future is to de-
velop both the institutions that can support
these initiatives as well as initiatives to de-
velop specific governance capabilities to en-
sure that institutional support is not captured
by politically connected but inefficient entre-
preneurs. Neither the ambitious industrial
policies of the East Asian countries nor the
‘good governance’ agenda set by western de-
velopment partners provide a feasible set of
governance reform targets for countries like
Bangladesh. But even a limited and very spe-
cific set of governance targets that are aimed
at building competitiveness in progressively
more sophisticated sectors faces an adverse
growth-stability trade-off in the context of
short time horizons and periodic political
crises.

Finally, the collapse of time horizons and
the slow development of competitive profit-
making opportunities can also have adverse
effects on the incentives of powerful entre-
preneurs. By the end of the 2000s a number
of economic organizations in Bangladesh had
emerged with moderately high technological
and entrepreneurial capabilities. The problem
that faced many economic organizations was
that apart from areas like garments, phar-
maceuticals and ceramics, where significant
capabilities were built, even high-capability
business houses lacked competitiveness in
many sectors, including low to medium tech-
nology areas. For big business groups like
Salman Rahman’s Beximco that could raise
funds relatively easily, the problem was that
even with their relatively high entrepreneurial
and technological capabilities in some sectors
they could not competitively enter most other
areas of production. For big business houses,
this created incentives to expand into unpro-
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ductive and speculative investments in areas
outside their usual areas of competitiveness.
Big business houses were likely to have close
political ties with at least one major party and
sometimes with several. These connections
were mutually beneficial, providing the po-
litical party with economic resources when
needed and providing business houses with
politically created profitable opportunities to
recoup their outlays with significant profit.
As political uncertainty reduced the time ho-
rizons of both economic and political organi-
zations and made it more difficult to develop
competitiveness in new sectors, it increased
the attractiveness of creating unproductive
profit opportunities.

The democratic competitive clientelist
period after 1990 has thus had a mixed
record. Paradoxically, in Bangladesh, the
introduction of institutions of political de-
mocracy did not even achieve sustained
political stability despite the existence of a
competitive clientelism that made the in-
stitutions of authoritarian clientelism un-
viable (Figure 4). The instability reduced
time horizons and raised the transaction
costs facing some types of vital long-term
investments, in particular in the power and
infrastructure sectors. On the other hand,
economic activities in sectors where com-
petitiveness already existed were not sig-
nificantly constrained. More damaging was
the effect on sectors that needed institu-
tional support for addressing the contract-
ing failures constraining learning-by-doing
and technology adoption. The immediate
challenge for sustaining democracy under
competitive clientelism is to achieve more
credible and less violent methods of ensur-
ing the replacement of the ruling coalition.
If this can be achieved, the longer-term
challenge is to transform the organization
of coalitions to the extent that this is pos-
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sible (for instance through the organization
of more disciplined parties) and to devise
developmental institutions compatible with
this political settlement to assist the emer-
gence of new competitive sectors.

8. CATCHING UP AND
LEARNING: AN ANALYTICAL
MODEL

This section summarizes a model of learning
and catching up developed in Khan (2009)
which we will use to explain critical aspects
of the growth performance in two sectors in
Bangladesh, garments and textiles, and elec-
tronics. The model also helps to explain why
industrial policy achieved some growth dur-
ing the authoritarian period in Bangladesh
when the country was part of Pakistan, but
also why Pakistan’s growth, unlike that in the
authoritarian states of East Asia, proved to
be unsustainable. We then apply the model
to explain the remarkable success of the gar-
ments industry and the very specific financ-
ing arrangements and institutional incentives
that contributed to high levels of effort in
learning in this sector. The model also iden-
tifies the extent of the challenge facing the
electronics sector as it moves forward from
the domestic start-up phase to attempt inter-
national competitiveness and export success.

Developing countries trying to absorb
new technologies are attempting to produce
products that already have a global price for
different qualities set by the leading countries
using these technologies. The machines and
technologies for producing these products
are likely to be well known but there may be
many variants of competitive organizations
using these technologies in different lead-
ing countries. These organizational variants
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reflect differences in local conditions, habits
of wotk of the workforce, infrastructural
constraints that have to be dealt with and so
on, but in every case, the existing organiza-
tions define levels of quality and price that
the catching-up country has to match. Pro-
tecting domestic markets, granting export
subsidies or implicit subsidies of different
types can provide infant industries in devel-
oping countries with the ‘loss-financing’ to
engage in production and learning-by-do-
ing, but unless competitiveness catches up,
these strategies become unsustainable in
terms of the accumulating subsidy cost.

Competitiveness depends on both price
and quality. For a catching-up firm to gradu-
ate out of subsidies, it has to achieve a price-
quality mix that is globally competitive. Once
this is achieved, explicit or implicit subsidies
are no longer required. Products can be de-
fined as combinations of characteristics.
Broad clusters of characteristics define a par-
ticular type of product, but any product also
has detailed characteristics of reliability, per-
formance, attractiveness, design and a range
of other functions that can distinguish the
‘quality’ of particular products within a broad
group (Lancaster 1966; Sutton 2005, 2007).
Products can therefore be indexed by quality,
with higher quality cars (for instance) being
(in general) more difficult and more expen-
sive to produce, but also attracting a higher
price that is high enough to make it worth-
while for producers to always seek to improve
product quality.

Developing countries are generally not in
the business of innovating new products.
This is a relatively small part of the growth
process even in middle income developing
countries. Rather, the most important prob-
lem for developing countries is to learn how
to produce an improving range of products
from the qualities that already exist, at a price

that is equal to or lower than the ones already
available. If a country can produce an exist-
ing product of a particular quality at a price
lower than that currently prevailing it has a
chance of capturing markets from already es-
tablished producers or extending the market
to new consumers. Lower quality products
are generally easier to produce, but for any
quality level a maximum price is defined in
global markets and a new entrant will not be
able to sell its products without a subsidy if
it cannot match this price. The problem for
developing countries is that they are often
unable to produce products of the requisite
price-quality combination even when their
wages are lower than their competitors and
even when they aim at relatively low qualities
and technologies.

Higher quality products have, by defini-
tion, a higher selling price, so in general they
allow either a higher wage or a higher profit
mark-up or both. Improving the quality of
products is therefore a way of achieving
wage and profit growth. Secondly, produc-
tivity growth is likely to be higher in higher
quality products to the extent that these are
still the subject of innovation in advanced
countries. Developing countries that shift to
higher qualities and build the organizations
that can effectively produce these qualities
are therefore likely to enjoy faster incremen-
tal productivity growth by being able to copy
or adapt these innovations. At the same time,
lower quality products can become inferior
goods as world incomes increase, and global
consumers are likely to gradually shift away
from goods of lower quality. Finally, lower
quality products are more likely to be tar-
geted as entry points by even poorer coun-
tries creating gradual downward pressure on
prices. It is therefore both socially and pri-
vately desirable to produce the highest qual-
ity products that are feasible.
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The catching up problem can therefore be
defined as a) entering globally competitive
production for a variety of products at the
highest feasible levels of quality, b) spread-
ing these organizational capabilities broadly
to create jobs across the working population
and ¢) systematically moving up the quality
ladder across product categories to achieve
wage growth and sustained productivity
growth. In reality, many developing countries
struggle to produce anything competitively.
Some produce a very limited range of com-
petitive products but of low quality and find
it difficult to move up the product and qual-
ity ladder. A few more advanced developing
countries produce a range of competitive

leader
Pgloba/ _ WQ + Z F, Qi
0 - H leader leader
0 i Qoi

(unit labour cost)

To simplify the notation we do not denote
products and simply refer to a particular qual-
ity indexed by Q, so Q+1 represents a higher
quality product compared to Q. P5** is the
international price of a particular product of
quality Q. Wy is the wage level in the lead-
ing country producing the product of quality
Q. TI* is the productivity of labour in this
activity in the leading country, measured by
the output per person in this activity. The first
term on the right hand side is therefore the
unit labour cost.

The second term is the unit input cost. The
production of the product requires i inputs
as raw materials or semi-manufactured inputs.
To simplity, we assume these inputs are glo-
bally traded, each with a global price of P,
The efficiency with which inputs are used is
measured by the productivity of input use
(output per unit input). In the leading coun-
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products, some of higher quality, but face
challenges in achieving quality improvements
and even greater challenges in entering new
product ranges.

The essential features of the catching-up
problem can be described using a simple
mark-up pricing model for products of a
given quality. The current global price of a
particular product of quality Q is set by its
cost of production in the country that is cur-
rently the global production leader. The unit
price can be arithmetically broken down into
the unit labour cost plus the unit input cost
plus the unit amortized capital cost represent-
ing the unit cost of machinery and buildings.
This is shown in eq. [1]:

P

Ok
+ Z leader (1 + mQ ) [1]
k ,BQk
(unit capital cost)  (markup)

try, the input productivities of each of the i
inputs are represented by. Input productivity
primarily measures og9®". Input productiv-
ity primarily measures wastage and input loss
due to rejected final products. In many pro-
duction processes this is a critical determinant
of competitiveness.

The third term refers to the unit ‘capital’ cost
attributable to the cost of machinery and build-
ings. There are k inputs of this type, and the
most important elements are usually machines,
which have a globally traded price, though land
and buildings can also be significant cost com-
ponents in some cases. The unit cost of capital
is determined by the fraction of each compo-
nent of these capital costs attributed to the
particular period of production, represented
by Py divided by the output-capital ratio for
each type of capital (the productivity of capi-
tal) measured by BE29°". As the capital stock
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that is available in each period is fixed, the
output-capital ratio depends critically on the
scale of production that determines capacity
utilization. The higher the output achieved
with any given capital stock, the higher the

productivity of capital measured by each
leader

Bak
fore be the result of a lack of technological

. Low capital productivity could there-

capabilities on the part of the workforce re-
sulting in improper use of machinery but it

domestic P
domestic __ 0 Qi
CQ =  domestic. + —
H lomestic adomesttc

0 i Qi

The follower country achieves competitive-
ness when its Cy"*" <P§**. The globally
traded prices of inputs and machinery are
typically similar in the follower and leader
countries but wages and some input costs are
likely to be lower in the former. The cost of
borrowing, which affects the amortized cost
of capital, may be higher in the follower (re-
flecting a higher risk premium), but the dif-
ference may not be very significant. It may
therefore appear that the developing country
should be able to achieve competitiveness
for many simple technologies for which the
appropriate formal skills exist since its wage
level is lower: W™ <Wy** and most oth-
er prices are either similar (globally tradable
inputs and machinery) or lower (possibly for
some non-tradable inputs like land and build-
ings). But in fact developing countries usually
cannot break into the production even of rel-
atively low technology (low quality) products
because they typically suffer from significant
productivity disadvantages that more than
negate their wage and other cost advantages.
Output per person is generally much lower,

gemestic< [iader - as are many input and

capital productivities, adQ?meSt‘c < aigader and

paemestic < gleader - These productivity  dif-

could also reflect spare capacity if machines
and fixed assets are underused because of a
suboptimal scale of production. Finally, the
mark-up determining price is set at m,,.

In the same way, the cost of production
(in a common currency) in the developing
country is the domestic cost Cg"™ for the
product of quality Q, given by an exactly
equivalent equation but with the appropriate
domestic productivities and prices:

S

Wy (1+m,) 2

ferentials explain why despite low wages, the
follower country typically has a higher cost
of production than the global price even for
relatively low technology products.

It may appear that a low wages could com-
pensate for these productivity differentials, bu
many cases, even zero wages may not be able
to compensate for a lower efficiency of input
and capital productivity. This is because in-
puts and capital equipment have global prices
that have to be paid. If adf™®s"¢ < o29" for
expensive globally traded inputs, the great-
er wastage of inputs alone could result in a
higher domestic cost of production even if
the domestic unit labour cost conld be pushed to zero.
This is why efficiency in controlling the wast-
age of inputs and reducing product rejection
is often a critical variable in achieving com-
petitiveness. In addition, the productivity of
critical capital equipment is often lower, with
B%(})(mestic < Bgﬁder
not being propetly set up, or the optimal scale

as a result of machinery

of production not being achieved. Indeed, a
small disadvantage in these productivity vari-
ables across a number of inputs and types
of capital could mean that even with zero
wages, the cost of production in the devel-
oping country may be higher. In fact, wages
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are typically a relatively small part of the cost
of production even in labourintensive manu-
facturing processes. Competitiveness, even in
low technology products, therefore depends
more on the level and growth of productivity
rather than on cost advantages.

While it is conceptually useful to distin-
guish between labour, input and capital pro-
ductivity, all of these productivity measures
are affected by the ways in which production
is set up and organized by the management
and workers operating machinery of a spe-
cific type. The productivity of all inputs in-
cluding labour depends on how effectively
the production process is organized. Output
per person, I, depends on a variety of econ-
omy-wide and firm-level factors. The econo-
my-wide determinants of firm labour produc-
tivity include the quality of public goods and
utilities including the quality of education,
infrastructure and the reliability of utility sup-
plies. Firm labour productivity is also deter-
mined by firm-level variables like the capital
equipment used by labour and the skill and ex-
perience of the workforce and management.
The technological capabilities of workers are
important determinants of firm-level produc-
tivity. These depend on their formal training
and education but also on their tacit knowl-
edge of operating equipment effectively as a
result of learning-by-doing. However, an even
more important determinant of firm-level
labour productivity is the organization of the
firm: how teams are set up to ensure a smooth
flow of production, how machinery is set up
to reduce bottlenecks, how management sys-
tems are set up to solve problems and so on.
These organizational capabilities are also the
result of effective learning-by-doing that re-
sults in the evolution of a work organization
that achieves high labour productivity.

In the same way, the efficiency of input
use, a,, depends on the same economy-level
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variables determining the skills and education
of the workforce, as well as firm-level vati-
ables like the type and sophistication of the
capital equipment used and the technological
skills of the workforce using this equipment,
based on both formal skills and tacit knowl-
edge. In addition, the firm-level organization
of production is again often of critical sig-
nificance. Organizational design is critical for
limiting the wastage of raw materials and for
maintaining quality so that final products are
not rejected, thereby maintaining input pro-
ductivity at a high level. Finally capital pro-
ductivity also varies significantly across coun-
tries and firms even for machinery of exactly
the same type. This too reflects differences in
the organization of production and the skills
and capabilities of the workers and manag-
ers. However, in addition capital productivity
is also a function of the scale of production.
For firms entering new lines of production,
the scale of production can be constrained
by the low competitiveness of the firm. This
is because as long as a firm suffers from low
labour and input productivity, it can only sell
its products at a lower profit margin or at a
loss. This can prevent it from expanding the
scale of production, and the low capital pro-
ductivity that results can further damage its
competitiveness.

Thus, competitiveness and the underlying
productivities that determine competitiveness
are not just determined by having the right
machinery for producing products of a par-
ticular quality and having workers and manag-
ers with the right levels of formal education
and training. It depends more critically on the
technological and organizational capabilities
of the teams using the machines to produce
products, and both sets of capabilities de-
pend on the successful outcomes of difficult
learning-by-doing processes. Early develop-
ment theory and practice emphasized invest-
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ment in modern machinery but we now know
this is not sufficient without strategies for
achieving competitiveness. Crippling differ-
ences in productivity persist across countries
using identical machinery (Clark and Wolcott
2002; Sutton 2007). While the economy-level
constraints on productivity are widely recog-
nized, the firm-level zechnological and organiza-
tional capabilities of workers and management
are probably much more important in ex-
plaining why some countries take off when
they do. Takeoffs are rarely triggered by prior
improvements in economy-wide infrastruc-
tural conditions, though sustaining growth
clearly requires an improving efficiency in the
delivery of education and infrastructure.

The importance of firm-level organization-
al capabilities as the critical determinant of
competitiveness is based on two interrelated
observations. First, there is the observation
from observers of technological capabilities
that much of the technological and organiza-
tional knowledge necessary for competitive-
ness is zacit knowledge embedded in routines
(Nelson and Winter 1982; Dosi 1988; Pelikan
1988; Perez and Soete 1988). Engaging in
effective productive activity requires a mix
of formal or codifiable knowledge (knowl-
edge that can be communicated in words or
symbols) and uncodifiable ‘knowing-how-to’
knowledge that is embedded in unconscious
and often complex routines. The latter is de-
fined as tacit knowledge and the significance
of its non-codified form is that acquiring this
knowledge requires learning-by-doing rather
than attending formal courses (Polanyi 1967).
The process of learning efficient routines in-
evitably involves practice and the adaptation
of practice to local conditions rather than
reading off blueprints from a manual. Com-
pared to the difficulty of ‘acquiring’ this tacit
knowledge, buying the machines and setting
up the factory are often much the easier parts

of the process of technology acquisition and
growth.

The difference between technological and
organizational capabilities is often difficult to
distinguish in practice because the former can
depend on the latter. Technological capabilities
refer to the productivity of individual workers
which can depend on their tacit knowledge
of how to use particular machines effectively.
Organizational capabilities refer to the design
of the organization that determines the pro-
ductivity of each individual worker, and this
also determines input and capital productiv-
ity. The organization of production refers to
things such as setting up the layout of the
machines so that production bottlenecks are
avoided given the pace of work that can be
achieved with local conditions, implementing
effective quality control routines with incen-
tives that are appropriate for local conditions,
managing inventories taking into account lo-
cal infrastructural constraints, meeting orders
on time and so on.

The importance of the organizational ca-
pabilities of a production team as a whole be-
comes obvious when workers migrate from
developing countries to more advanced ones.
Their individual productivity jumps when
they join a modern organization. In migrat-
ing to join an already efficient organization,
an individual worker rapidly slots into exist-
ing routines and thereby rapidly improves
their individual productivity, even in terms
of the learning-by-doing that improves their
individual technological capabilities. In con-
trast, if the whole team is operating with the
routines of an inefficient organization or still
experimenting with new routines, the indi-
vidual productivity of each worker is likely
to remain low. Evolving these routines takes
effort from all the stakeholders as it involves
experimentation and re-allocation of duties
and responsibilities till the organization as a
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whole achieves competitiveness. Even rela-
tively low-technology production of relative-
ly low quality products like garments requires
acquiring a huge amount of tacit organiza-
tional knowledge embedded in the routines
of interaction between the hundreds or even
thousands of workers and managers in the
organization.

Secondly, the literature on technologi-
cal and organizational capability also points
out that tacit knowledge is largely acquired
through processes of learning-by-doing (Lall
1992, 2000a, 2000b, 2003). If a firm has to
engage in learning-by-doing to achieve com-
petitiveness, the implication is that it has to
begin production before it achieves competi-
tiveness. This is very significant. Investmentin
a firm using new technologies in a developing
country therefore requires some implicit or
explicit form of lossfinancing as the organi-
zation cannot by definition achieve competitive-
ness for some considerable time. This marks a
very significant difference between advanced
and developing countries. In the former,
the financing of machinery and buildings to
set up production may face uncertainties in
terms of markets and prices if the product
is a new one, but the organizational capabili-
ties of the firm and its workers are typically
not in question. In developing countries, the
markets and prices are well known by defini-
tion because the product is a well-known one,
the uncertainty is about the organizational ca-
pabilities of the team attempting to produce
the product. While the uncertainty faced by
innovating firms in advanced countries is well
understood, the uncertainty faced by learning
firms in developing countries is often ignored
in economic theory and policy.

In principle the lower profits or even losses
that firms face during their period of organi-
zational capability development could be pri-
vately financed as there is the potential of fu-
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ture profits. The absence of significant private
engagement in investments in learning-by-do-
ing in developing countries suggests the pres-
ence of important contracting failures that
keeps private investors away from this diffi-
cult task. The difficulty is not surprising given
that a locally specific organizational design is
required to achieve competitiveness. External
investors who may finance the learning have
neither a blueprint of the organizational de-
sign that may work nor can they easily observe
the effort the production team is putting in
to achieve the competitive organization rap-
idly. In practice, governments in the past have
therefore played a significant role in financ-
ing infant industry strategies. However, the
relative paucity of successful infant industry
programmes demonstrates the difficulty of
getting the governance capabilities right for
ensuring successful outcomes in these pub-
lic financing strategies. Clearly, ensuring high
levels of effort in these learning processes is
by no means a simple affair.

The loss-financing required to engage in
learning-by-doing depends on the gap be-
tween the domestic cost of production and
the global price at that quality. The loss financ-
ing that would allow production (and learn-
ing-by-doing) to commence can be measured
as a per unit ‘subsidy’, sy, which brings the
initially higher domestic cost of production
Cy"" into line with the global price 5.
The ‘subsidy’ does not have to be a transfer
from government and could be private loss
financing in the form of investors accept-
ing a lower mark-up or putting in additional
cash to cover a period of loss-making, When
the loss-financing involves a public subsidy,
this can also be delivered in a variety of ways,
some explicit, others more subtle. The pos-
sibilities include export subsidies, import pro-
tection, subsidized interest rates, subsidized
inputs or infrastructure, or a cash subsidy.
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Thus a variety of financing instruments are
available to enable learning-by-doing to com-
mence, and in general we can describe these
instruments as ways of providing ‘rents for
learning’ (Khan 2000a).

The essential features of the problem can
be described by focusing on the situation
where the domestic firm can produce prod-

ucts of quality Q, but at a higher cost than the

current global price. The required effective

rate of subsidy, sy, is given by the equality:
Cgomestic (1 _ SQ) _ Pleobal

[3]

Inserting eq. [2] that defines Cy"*"™ into this
gives the required sy

-1

global dom
PRSI i NS T S g
o domestic domestic domestic
1+m ) IT ~ ap,
( o o ! Oi k Ok
It follows from [4] that:
0s, s, 0s, 0sy 0
global ° domestic ° domestic domestic
RS Bl oo OB

The required rate of subsidy declines if the
global price rises, or if domestic labour produc-
tivity, input productivity or capital productivity
rise. It follows that the more rapidly domestic
labour, input and capital productivities grow,
the sooner the subsidy can be removed. The
subsidy per unit required for entering produc-
tion is also likely to be higher for higher qual-
ity levels. Lower and higher quality versions of
the same product are indexed by Q and Q+1.
Using [3], the per-unit subsidy required in each
case is shown in equations [5] and [6].

Under plausible assumptions sy, > S,
meaning a higher subsidy is required if a
firm wants to engage in producing high-
er quality products. The organization re-
quired to produce a more complex prod-
uct is generally also more complex. The
gap in tacit knowledge is therefore likely
to be greater for constructing the more
complex organization. Both the gap in
labour productivity and gaps in input
productivities are likely to be greater in
higher quality products because the latter
typically require more sophisticated pro-
duction routines and more sophisticated
management of inputs. The greater labour
and input productivity gaps between the
two countries in quality Q+1 compared to
quality Q can be represented as a set of
inequalities:

leader

0

lobal
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SQ - 1 Cdomestic [5]
o
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global
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O+ — Cdomestic [ ]
O+l
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The bigger gap in organizational knowledge
for higher quality products is also likely to
show up in lower initial capital productiv-
ity (capacity utilization) for higher quality
products. In addition, capital productivity in
higher qualities is likely to be further affected
by the fact that higher quality production of-
ten requires more expensive machinery and
is therefore likely to require a larger scale of
production to become competitive. The low
initial competitiveness of the firm can there-
fore create a further problem because the
firm may find it difficult to achieve the scale
economies to reduce its output-capital ratio,
implying a greater gap in capital productivity
in higher quality products:

leader leader

ﬂ 0+l > ﬂ 0
ﬂdomestic domestic
0+l 0

for someor all k 8]

Returning to equations [1] and [2] we know
that the costs of production in both countries
are inversely proportional to their labour, in-
put and capital productivities. Given the like-
lihood that some or all of the inequalities in
[7] and [8] are likely to hold, it must be the
case that

global global
F, O+l F, 0 [9]
Cdomestic Cdomestic
0+l o

The inequality in [9] says that the cost of pro-
duction in the developing country is greater
(relative to the global price) for the higher
quality product compared to the lower quality
product. Using inequality [9] and comparing
equations [5] and [6] it follows that a greater
subsidy per unit will be required to overcome
the initial competitiveness gap in the higher
quality product compared to the lower quality
product.
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Sou = So [10]

These results suggest a number of proposi-
tions.

Proposition 1. The loss-financing required to
begin production is in general higher the higher the
guality of the product and moreover, the subsidy will
be required for longer as more complex organizational
capabilities have to be develgped.

As against this, the development of more
complex organizational capabilities has a
number of advantages.

Proposition 2. The production of higher quality
products is desirable simply because their production
adds more valne relative to lower quality products.

A further proposition is plausible. Eco-
nomics textbooks often show technical
progress as an outward shift of a produc-
tion frontier for a country. In reality, this is
misleading because improvements in techno-
logical capabilities are likely to be localized
around specific technologies (Atkinson and
Stiglitz 1969; Stiglitz 1987). The localization
of productivity improvements is even more
likely if competitiveness is embedded in the
routines of particular organizations. In this
case successful learning is likely to benefit
the future adoption of technologies that are
similar or closely related, rather than raising
potential productivity across all technologies.
Thus, we are likely to see ‘bumpy’ improve-
ments in productivity clustered around par-
ticular technologies. This can explain why
countries specialize in clusters of related
products, possibly triggered by the random
success of learning-by-doing in particular
sectors. This is why it can be advantageous
to acquire organizational capabilities in more
advanced technologies producing higher
quality products. Innovation in advanced
countries is also more likely in higher quality
products like electronics than lower quality
products like garments. A follower country
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that has organizations capable of produc-
ing higher quality products is therefore more
likely to benefit from further productivity
growth by adopting incremental improve-
ments in these products as innovation hap-
pens in more advanced countries.

Proposition 3. Learning-by-doing improves or-
ganizational capabilities for producing related prod-
ucts and if future productivity growth is likely to be
faster in higher quality products, it is beneficial to de-
velop more complex: organizational capabilities.

The development challenge is therefore to
accelerate the movement up the quality ladder
subject to feasibility defined by the loss-financ-
ing capabilities of the society and its ability to
solve the contracting failures that result in ad-
verse outcomes for loss financing strategies.

Figure 5 summarizes some of the funda-
mental issues facing catching up and technol-
ogy acquisition in developing countries. The
competitiveness curve for a country sum-

marizes its distance from global competitive-
ness across different quality products. The
x-axis measures the quality of the product,
and the y-axis the follower’s competitiveness
in producing that quality. Competitiveness is
A higher ratio
therefore implies greater( competitiveness of

global

measured by the ratio CPQ

domestic

our country given the prices set by the leader.
When this ratio is 1 or higher our country can
sell a product of this quality in global markets
and therefore the horizontal line at 1 can be
read as the global competitiveness frontier for
our country. When the ratio is less than 1 for
a particular quality, our country will either not
be able to produce that quality or will require
(temporary) loss-financing to allow produc-
tion. The required rate of ‘subsidy’, 54, equals

global
Qo

1 C(Ium(‘\/l(
o

as the gap between the global competitive-

in eq. [5], and is shown in Figure 5

ness frontier (the horizontal line at P/C=1)
and current competitiveness at quality Q

Figure 5. Loss Financing and Learning-by-doing
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defined by the current competitiveness
curve.

The competitiveness curve is downward
sloping because although world prices of
higher quality products are higher (which is
why they are more desirable to produce), the
cost of production in the follower country
is even higher, giving it a greater disadvan-
tage in higher quality products. The greater
productivity gap in higher qualities will force
market-reliant developing countries to spe-
cialize in low quality products. This may have
nothing to do with the relative price of la-
bour and capital as in standard neoclassical
theory. Consistent with proposition 1, it is
possible to imagine a developing country like
B in Figure 5 where current organizational
capabilities are so low that it cannot even pro-
duce the lowest quality of the product. In ex-
treme cases, some developing countries may
struggle to produce competitive qualities of
any product. The competitiveness curve can
be extended to apply to related products of
different complexity. For instance, we could
see different ‘qualities’ as parts of a vertically
organized value chain. Low qualities could
be low value added parts of the value chain
(like packing and assembling), medium quali-
ties could be the production of intermediate
products going into the assembly and higher
qualities could be design, product develop-
ment and marketing. Once again, the typical
developing country would struggle to locate
itself at the lower ends of the value chain
where the organizational gap was less chal-
lenging, and many may not even succeed in
that. At an even more general level, we could
use the capability curve to think about choic-
es across all products ranked by production
complexity for which ‘quality’ is a proxy.

Figure 5 suggests that a country like B will
need loss-financing of %, from the outset to
begin production even of low-quality prod-
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ucts Q1 at point U. The success of a strategy
of loss-financing would be measured by the
pace at which productivity increased as a re-
sult of learning-by-doing. Successful learning-
by-doing should result in the competitiveness
curve moving upward till the loss-financing
was no longer required at V. Note that this
does not necessarily require achieving levels
of productivity equal to the leader country
because the follower is likely to have a wage
and cost advantage for some inputs. Sustained
productivity growth is therefore likely to raise
the follower’s competitiveness to more than 1,
in which case the follower could either earn a
rent (a mark-up higher than m,) at the global
price or it could bid down the global price in
these qualities to below a price acceptable to
the leader, thereby displacing the leader from
these segments of the market and achieving
more sales. If the latter is the more profitable
option, the developing country becomes the
leader for that quality and the global price is
eventually defined by the cost of production
and market power of the new leader.

Finally, proposition 3 tells us that if future
technological progress is localized around
higher qualities and technologies, it may be
desirable to further accelerate the move up the
quality ladder to the points where innovation
is still happening in more advanced countries.
In Figure 5 the potential future productivity
growth at quality Q1 may be relatively low be-
cause the technology is already mature and no
further product and process innovations may
happen at this quality level. Thus, for coun-
try A, which can produce Q1 competitively,
the imperative may be to move to a higher
quality not only to prepare for future compe-
tition from country B, but also to enjoy faster
productivity growth clustered around qual-
ity Q2. Thus, for country A, there may be a
policy justification to assist learning-by-doing
around quality Q2 by organizing temporary
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loss-financing of s%,. The challenge for A
would be to go from point X to point Y to
achieve competitiveness at this higher quality
level. This would not only allow the country
to raise its domestic value added and living
standards, it may also ensure faster productiv-
ity growth in the future.

But if temporary loss-financing can assist
a country to raise its productivity through
learning-by-doing, how high should a country
aim? Proposition 1 tells us that given existing
capabilities, the higher the quality level that
the country tries to achieve, the greater the fi-
nancing cost measured by sQ. Moreover, the
greater the gap with leading countries at that
quality, the longer is the catching up likely to
take to reach the global competitiveness fron-
tier. As a result, trying to aim too high may
involve excessively long periods of subsidi-
zation. Moreover, the competitiveness gap
is only partially due to the absence of tacit
knowledge. Some of the gap could also be
due to levels of formal education and skills
and the poor quality of economy-level public
goods. If the initial gap is too big no amount
of firm-level experience and learning-by-do-
ing may remove it entirely. As both the social
time preference and the cost of finance in
poor countries are likely to be high, there is
a limit to how high up the quality ladder it is
feasible to go.

Learning, Effort and Governance

Investments in new sectors can be con-
strained by a variety of contracting failures.
However, the contracting failures that affect
learning are different from other contracting
failures that can constrain investments for
other reasons. These include several different
types of appropriability problems limiting
future profits in the presence of externalities
and the costs of coordinating complemen-

tary investments. The solutions to different
contracting failures can appear to be decep-
tively similar, for instance many of them can
involve some form of subsidy or assistance.
In principle, several contracting failures may
also be operating simultaneously to constrain
investments in technology acquisition. Nev-
ertheless, distinguishing different contracting
failures is important because the governance
requirements for effectively addressing them
can be markedly different. Policies support-
ing technology acquisition in the past often
yielded poor results because the relevant con-
tracting failures were not properly identified
and understood. As a result, policies were not
designed to be effective in solving these con-
tracting problems with existing governance
capabilities, nor were the governance capa-
bilities necessary for the success of specific
policies identified and developed.

Table 4 outlines a number of critical con-
tracting failures affecting technology acquisi-
tion, the likely policy responses and the govern-
ance capabilities required to make the policies
effective. Most of these contract failures been
discussed in the literature but the differences in
the governance capabilities required to address
them have not received sufficient attention
(Khan 2009). The positive externalities of in-
vestments in skills can result in an appropriabil-
ity problem for investors and underinvestment
in skills (Dosi 1988; Khan 2000a). Corrective
policy involves subsidizing skills development
and the required governance capabilities are to
monitor outcomes and withdraw public fund-
ing if expected outcomes are not achieved. Sp-
illovers can also affect investments in innova-
tion, which requires the temporary protection
of technology rents. While this is primarily a
concern for advanced countries that rely on
innovation for growth, developing countries
may have to protect the intellectual property
rights of multinationals in order to attract ad-
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Table 4. Major Contracting Failures Affecting Technology Acquisition

Contracting failures

Affecting Investment

Likely Policy
Instruments

Governance Capabilities
required for Implementation

Appropriability problems

facing investments in skills:

investors cannot capture
full benefits of training

Appropriability problems
facing innovators: Poor
protection of technology
rents can discourage
advanced technology
investors

Appropriability problems
facing ‘discovery’: First
movers cannot capture
full benefits of discovering
comparative advantage

Failures of Coordination:
Complementary sectors
do not develop, constrain-
ing investment

Problem of Contracting
High Effort in Learning:
Financing technological-
organizational learning
fails because of low effort

Source: Author

Public co-financing of
labour training and
investments in skills

Protection of intellectual
property rights (IPRs). But
multinational companies
(MNCs) may have weak
incentives to transfer
technologies

Subsidies for first mover
start-up companies in new
sectors

Indicative planning or
strategies for coordinating
investments

Public co-financing or
sharing of risks of
financing absorption of
technological and organi-
zational capabilities

Capabilities in relevant agencies
to ensure financing for training is
not misallocated or wasted

Enforcement capabilities for IPRs
but also policies and strategies
to encourage technology
transfer by MNCs

Capability to make subsidies
time limited

Significant governance capabili-
ties required to coordinate and
discipline investments across
sectors

Financing instruments must be
compatible with governance
capabilities to ensure credible
compulsions for high effort in
learning-by-doing

vanced technology investments (Hoekman, et
al. 2004). Apart from a capability to protect
intellectual property rights, technology transfer
also requires significant negotiating skills on the
part of policy-makers in developing countries
to negotiate technology transfer strategies with
multinationals (Khan 2000a; Stiglitz 2007).

A further set of spillovers affect invest-
ments in ‘discovering’ new areas of compara-
tive advantage (Hausmann and Rodrik 2003).
Although the proposition that countries have
hidden comparative advantages that need to
be discovered is not particularly convincing,

86

the possibility that first movers may not be
able to capture the full benefits of their in-
vestment can justify subsidizing investments
in new sectors. One reason that first movers
may fail to get the full benefit of their discov-
ery is that profits may be bid down by imi-
tators whose entry pushes up wages. To the
extent that this problem dampens investment
in discovery, the appropriate policy response
is to subsidize investments in new sectors and
the governance capability required is to en-
sure that the subsidies are only available to
reduce the costs of the start-up phase.
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A further problem is that of coordination fail-
ures affecting investments across sectors (Ro-
senstein-Rodan 1943; Nurkse 1953; Scitovsky
1954; Murphy, et al. 1989). This problem is
well-known in the development literature, but
solving it is difficult and requires significant
capabilities in information gathering, under-
standing demand and supply complementari-
ties and implementing the coordination effec-
tively. These capabilities are typically missing
in developing countries and development
planning efforts therefore usually achieve
very little. Our focus is on the last of the con-
tracting problems in Table 4, the problem of
contracting high-effort learning. Solutions to
all the other problems in the table presume
that the technological and organizational ca-
pabilities to set up competitive organizations
already exist. In reality, developing countries
lack the capabilities to use modern technolo-
gies and without this, attempted solutions to
other problems are unlikely to have any ef-
fect. Unfortunately, this too is a particularly
difficult problem to solve. Strategies of subsi-
dization without incentives and compulsions
to induce high effort in the learning process
are likely to fail.

Private investment in financing learning
may be motivated by the following type of
calculation: An investment of s, in loss-fi-
nancing has the prospect of achieving a com-
petitiveness of % =1 after n years. As the
follower country has lower wages, produc-
tivity growth could eventually result in cost
of production lower than the world price. If
productivity improves sufficiently, the inves-
tor can earn a normal profit of m(Q or even
a rent in the form of a higher mark-up of
my’ > my (after n years) with an expectation
that the rent my — m will last for x years. The
mark-up can decline over time for a number
of reasons including the entry of new firms
in the sector that bids up wages. The magni-

tudes of sy, n, and if relevant, my—mgand x,
and the discount rate or cost of finance fac-
ing the entreprencur will determine wheth-
er the investment in learning-by-doing is
privately profitable. Private investments in
learning may happen even without the pros-
pect of rents because the normal mark-up
mQ may be attractive enough given the al-
ternative opportunities of the investor even
taking into account the extra investment in
loss-financing. This is therefore a different
problem from the discovery problem where
a private investor in a new sector will not
invest without a subsidy because the social
benefit from discovery is always greater
than the private benefit, which may even be
negative.

In the learning problem, the contracting
failure is internal to the firm and its investors
as the latter find it difficult to ensure effort
in learning, If this problem can be solved
then private investments may happen. If the
contracting problem of ensuring high effort
cannot be solved, public policy has to co-fi-
nance or share the risk of financing learning;
However, in some cases the configuration of
costs and benefits may require a higher return
to justify the investment in learning than the
return that is achievable even with high ef-
fort. The required higher return may not be
achievable because it may not be feasible to
achieve a low enough cost of production to
generate the required private rents even with
feasibly high effort or it may not be possible
to achieve the rents for long enough because
new entrants reduce the returns of the first
mover by raising wages rapidly (as in the dis-
covery model). In these cases there may be
a second reason why public policy should
co-finance learning and that is that the social
return on learning may be higher than the
feasible private return. This provides addi-
tional justification for subsidizing first-mov-
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ers investing in learning in a particular sec-
tor. But even in cases where investments in
learning have positive spillovers for society,
if the public support for learning does not
solve the problem of ensuring high levels of
effort the exercise as a whole is likely to fail.
This is what makes the solution of the learn-
ing problem different from the solution of
the pure discovery problem and other posi-
tive externality problems which only require
the provision of time-bound subsidies.
Effort is important for the learning prob-
lem because the development of technologi-
cal and organizational capabilities requires
both time and effort. Time and effort are
inversely related: the lower the effort, the
longer the learning takes. In Figure 5 firms in
country B may be unable to begin production
at point U without loss-financing, but the fea-
sibility of the financing depends on how long
firms take to go from U to V, or even whether
V will ever be reached. The rate at which the
competitiveness curve rises depends on the
degree of effort that is put into the learning
process once loss financing allows learning-
by-doing to commence. Unfortunately, dis-
ciplining the learning process is a difficult
problem to solve. Without incentives and
compulsions, a production team can keep on
repeating procedures without the innovations
and experiments that improve its productiv-
ity. This is particularly the case if the firm can
make a political case for continuing with the
subsidy. The political alliances of firms can
make subsidy withdrawal too costly for many
governments. The institutional and political
background can therefore set constraints on
what can be done. The ‘learning’ process can
then continue indefinitely, as countries with
infant industries that refused to grow up have
discovered. Indeed, even if the learning proc-
ess is just a little too slow, financing may be-
come unviable in terms of opportunity costs.
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Moreover, if the public or private investors
who may have financed the learning suspect
its viability, they are unlikely to engage in the
financing in the first place.

The time required for achieving competi-
tiveness, defined as the break-even period Bt,
can plausibly be determined by a number of
variables. First, it depends on the initial gap
between the country and the global leader
which we can measure by the initial competi-
tiveness gap that the subsidy s, is required to
cover. The greater the initial gap, the longer
it will take to catch up. Second, time required
for learning depends on the ¢ffort of the par-
ticipants in the learning process. This in-
cludes both the individual efforts in acquiring
technological capabilities, but even more so
the management effort in acquiring organi-
zational capabilities. Whatever the initial gap,
a higher effort in learning is likely to result
in faster convergence. The effort exerted in
learning should not be confused with effort
in general, for instance, the intensity of the
work process. Workers in high productivity
firms do not necessarily work harder than
workers in low productivity firms, but the
work organization in the former is more effi-
cient. We are referring to the effort in discov-
ering and adapting the work organization that
achieves high productivity.

This learning effort can be measured by the in-
tensity of application of workers and manag-
ers to continually improve productivity. This
can be observed as the rate at which managers
and workers experiment with and adapt pro-
duction processes to achieve improvements
in productivity. As experimentation and trials
impose costs on individuals, the result can be
conflicts as there may be distributive impli-
cations in redefining jobs. Thus, higher lev-
els of effort imply costs for participants and
particularly for managers. As already noted,
the effort referred to here is not the intensity
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of the work process in general, but the effort
expended in learning to raise productivity.
Typically, low productivity is 7ot the effect of
laziness or low effort in general on the part
of the workforce (though that may be a mar-
ginal contributor) but rather of a failure of
effort on the part of the production team as
a whole to evolve routines and organizational
structures that raise individual productivity,
improve quality control, reduce the wastage
of inputs, reduce bottlenecks in production
and improve capacity utilization.

Finally, the break-even period can also de-
pend on country and firm specific factors.

Country specific factors refer to general
levels of education, exposure to technology,
the prior history of organized modern pro-
duction, infrastructural quality and so on. If
a country is significantly behind in its formal
technological capabilities it may fail to ap-
proach required levels of competitiveness

within any feasible time period. An example
of this would be the absence of a sufficient
number of formally trained engineers of a
particular type required in the production
process. Firm level factors refer to idiosyn-
cratic differences in the quality of entrepre-
neurship, the quality of technicians and man-
agers inherited by a firm and so on. These
variables are summarized in eq. [11]:

B,=flsp.e, C,F)  [11]

The break-even period B, is likely to be longer
the higher the initial gap in competitiveness
measured by sy, the lower the level of learn-
ing effort, e, and if C and F, which describe
country-specific and firm-specific factors
respectively are also adverse. Figure 6 tracks
the pace at which the competitiveness curves
in Figure 5 move up as a result of differ-
ent levels of effort. To simplify, we assume

Figure 6. Effort Levels and the Viability of the Learning Process
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that the value of other variables is such that
it is potentially possible for the country to
achieve competitiveness in quality Q. At time
t=1 country A’s competitiveness is too low
for it to begin the production of quality Q
without loss-financing. The initial loss financ-
ing is s, in Figure 6. If effort levels are high,
the break-even period B, = n periods. At that
point, loss financing can be abandoned and
indeed if improvements in productivity con-
tinue, the country may even be in a position
to earn rents in subsequent periods.

The problem for the successful firm is that
its reward for success is the loss of the rent it
was getting in the form of loss-financing. The
firm will have substituted a future of uncertain
market profits and rents based on continuing
efforts at productivity growth for a subsidy
that allowed it to perform with low produc-
tivity. There is obviously an incentive compat-
ibility problem here that can result in ‘saisficing
behaviour on the part of management. The
existing routines of production within the
firm may be difficult and costly to change and
it may be easier to spend management effort in
protecting the subsidy. Not surprisingly, man-
agers typically put a lot of effort into devel-
oping organizational capability and competi-
tiveness when there are credible compulsions
and pressures on them from outside the firm,
possibly from the financing agencies. Other-
wise a satisficing strategy may emerge that puts
low effort into learning and more effort into
protecting the subsidy. Competitiveness may
never be achieved even with some productivity
growth as productivity is also increasing in the
leader. The infant industry will fail to grow up
and eventually the catching-up strategies will
have to be abandoned, but this may be many
years later and managers and workers may not
be too concerned about this right away.

Owner-managers financing learning-by-
doing in their own organizations would not
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have to subcontract the management of the
learning effort. However, it is unlikely that a
single owner-manager will be able to finance
a period of loss-making for any organization
of substantial size. When external financiers
are involved, they have to contract with the
owner and managers of the firm to ensure
high levels of effort since their returns de-
pend on the achievement of competitiveness.
The contracting problem is that the enforce-
ment of complex contingent contracts is usu-
ally ruled out in a developing country given
the weakness of contract enforcement. The
overall lossfinancing s, is therefore likely
to be partly or entirely from public sources,
particularly in cases where a significant or-
ganizational gap exists between the country
and the market leader. The financing instru-
ments can however vary widely, including im-
port protection, export subsidies, subsidized
credit and other forms of interventions that
change relative prices and reduce or remove
the losses of the learning company. However,
while some level of public co-financing may
be necessary, appropriate governance condi-
tions are also required to ensure high effort.
The outcome depends on the details of the
financing instrument and the enforceability
of the conditions critical for the success of
that instrument. Enforceability depends on
the governance capabilities of the relevant
public agencies and the holding power of the
organizations involved in the financing ar-
rangement to resist enforcement. An impor-
tant determinant of enforceability is there-
fore the macro-level distribution of power
between firms, political organizations and
enforcement agencies of different types, and
we call this the political settlement (Khan 1995,
2010).

Our understanding of industrial policy
has been influenced by the experience of
countries like South Korea where centrally
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allocated learning rents achieved the rapid
development of technological and organi-
zational capabilities in the 1960s and 1970s.
For a variety of historical reasons, East Asian
states were untypical because their politi-
cal settlements allowed the enforcement of
tough conditions on domestic firms receiv-
ing support (Khan 2009; Khan and Blank-
enburg 2009). The financing provided to the
chaebol through low interest loans, protected
domestic markets and export subsidies came
with conditions, for instance for achieving
export targets. These conditions ensured
high levels of effort because the enforce-
ment of these conditions was credible. The
state could not only withdraw subsidies;
it could also re-allocate plants to different
owners if they were more likely to enhance
competitiveness.

Note that it was not ‘good governance’
that enabled the South Kotrean state to
achieve rapid learning with its centralized
industrial policy. The enforcement of per-
formance conditions was not based on the
enforcement of detailed formal contracts.
Moreover, the withdrawal of subsidies ot
the re-allocation of plants usually did not
respect property rights and the rule of law.
Nor was corruption low in South Korea in
the 1960s and 1970s. What mattered was
that state agencies had the capacity to en-
force conditions that it was in their interest
to enforce, and that had the effect of ensut-
ing high-effort learning (Khan 1996, 2000b).
The conditions themselves were subject to
negotiation and the industrial policy system
as a whole evolved as state agencies discov-
ered and developed their enforcement capa-
bilities. What is distinctive here is that firms
discovered that subsidies could be with-
drawn and even their plants could be re-allo-
cated if they failed to raise their productivity.
In contrast, in Pakistan at around the same

period a similar system of centrally directed
subsidies could not be matched with equiva-
lent enforcement capabilities. The greater
dispersion of power across political and
bureaucratic organizations in this political
settlement allowed firms to make alliances
and satisficing rent-sharing agreements with
particular political and state organizations
to protect their rents (Khan 1999). Not sur-
prisingly policy did not evolve in the direc-
tion of enforcing conditions on firms re-
ceiving support as state agencies and firms
knew that setting such conditions would
not be credible. As a result, technological
and organizational capabilities developed
much more slowly and many sectors did not
achieve competitiveness at all.

Clearly, financiers of learning would like
the highest level of effort to be forthcom-
ing so that not only is there convergence but
also convergence in the shortest possible
time. In contrast, workers and managers en-
gaged in learning may have mixed motives.
They may understand that jobs and perhaps
income growth may eventually depend on
productivity growth. But since learning is
costly in terms of effort and may result in
adverse outcomes for individuals who fail,
workers and managers have an individual
interest to free ride on the effort of oth-
ers, which can lead them to distort true in-
formation about their own levels of effort.
They may also articulate a collective interest
to pursue a more preferable learning path
by insisting that the government or finan-
ciers continue to finance the learning over
a longer period. These individual or collec-
tive strategies can extend the period of loss
financing beyond the period that is accept-
able to public or private financiers and may
also make the learning exercise unviable as
productivity growth is also happening in
more advanced countries. In extreme cases,
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such as the low effort trajectory shown in
Figure 6 , the result may be that financiers
are stuck in a situation of permanent loss
making and the project has to be eventually
abandoned with significant losses. Alterna-
tively, financiers may suspect that this will
be the case and the investment will not be
forthcoming in the first place.

Since in the long run it is plausible to argue
that high levels of effort would have poten-
tially benefited all participants and society,
there is a contracting failure here that can be
described as a failure of credible ‘contract-
ing’ between investors and the firm engaged
in learning. The problem is therefore not
necessarily one of an inadequate rule of law
and the insufficient enforcement of formal
contracts in courts, but the more general
political economy that prevents the commit-
ment of sufficiently high levels of effort by
different agents engaged in the learning exer-
cise. The underlying institutional failure here
is similar to principal-agent problems that
can result in breakdowns in credit markets
and result in inadequate investment (Stiglitz
and Weiss 1981; Shleifer and Vishny 1997).
However, the problems here refer to a wider
range of issues than the asymmetric infor-
mation literature on monitoring or credit
contracting failures normally addresses. In
particular, we want to highlight the issues
of enforcing discipline on the recipients of
support in the context of particular political
settlements. The broad ‘variables’ that are
likely to affect the level of effort are listed
in eq. [12]:

e= f(FI, GA, FS, PS) [12]

The learning effort ¢ is defined as the inten-
sity with which learning is carried out, meas-
ured by the pace of experimentation and tri-
als within the production process. The higher
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the level of effort, the faster the movement
up the competitiveness ladder, as Figure 6
shows. Il is the specific financing instrument
through which the learning is to be financed.
The financing instrument is a micro-level
institution because it defines the rules for
a particular type of financing. These ‘rules’
define who contributes what, the expecta-
tions of the different parties, and the rules
to be followed if expectations are not met.
Different financing instruments have design
features that aim to compel high levels of
effort while sharing risks and returns in ways
that all parties find acceptable. The other
three variables define the context in which
these financing instruments are located and
are components of the macro-level political
settlement.

GA describes the characteristics of the
governance agencies charged with monitor-
ing and enforcing the contracts underpin-
ning the financing instrument. Governance
agencies are bureaucratic organizations that
are part of the bureaucratic subsystem of a
political settlement. The enforcement of the
rules implicit in each instrument can vary
widely depending on the formal and infor-
mal enforcement capabilities of the bureau-
cratic agencies responsible for their enforce-
ment.

FS is the firm structure within which the
learning is being organized, and refers to
characteristics of the firm(s) including size,
age and internal organization, and the type
of market in which it operates. The firms
that are involved in the catching up process
are economic organizations that are part of
the economic subsystem of a political settle-
ment.

PS describes relevant characteristics of the
political structure, in particular the distribution
of power across political organizations in the
political subsystem of the political settlement.
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The function f allows interactions between
these variables so that the effect of any vari-
able can depend on the ‘value’ of the other
variables in a non-linear way.

The likely interdependence of the last
three variables (describing aspects of the
macro political settlement) and a particu-
lar financing instrument is shown in Fig-
ure 7. From a policy perspective, it is also
important to distinguish between variables
that are difficult to change and which can
therefore only be the targets of policy in the
long term, and variables that are easier to
change. The variables that are most difficult
to change are best treated as ‘exogenous’

and policy is likely to have to accept them as
‘given’ in the medium term. In Figure 7, the
political structure, PS, appears at the top as
it is likely to be the ‘variable’ that is most dif-
ficult to change. However, even the political
structure can of course change as a result
of ‘political’ policy, for instance through the
organization of new political coalitions or
movements. Indeed, if the political structure
is very unfavourable for overcoming growth
constraints, the only meaningful policy may
be a process of political reorganization. Of
course, this is only a task that political or-
ganizations with legitimate leaderships can
hope to achieve.

Figure 7. The Interdependence of Variables Determining Effort
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Next in terms of difficulty of changing is
the firm structure variable, F'S. This can be
affected by policy (by selecting particular
groups of firms or sectors for support) but
it may be difficult to change this rapidly.
Therefore, the variables that are usually the
most direct targets for policy are the financ-
ing instruments, F1, and the associated gov-
ernance agencies, GA. However, both may
be difficult to change if the existing struc-
ture of instruments and governance agen-
cies (bureaucratic organizations) are in an
operational equilibrium that satisfies pow-
erful economic and political organizations.
Nevertheless, in most cases, it is likely to
be relatively easier to affect these variables
than the others. However, the most impor-
tant point from our perspective is that the
most appropriate financing instruments and
associated governance agencies cannot be
identified without at least identifying the
constraints set by the other variables even
if those variables cannot be easily changed.
The former policy variables are unlikely to
be ‘separable’, meaning that it is unlikely
that ‘good financing instruments’ or ‘effec-
tive governance agencies’ can be identified
independently of a macro political settle-
ment in which they are to be located.

The most important interdependencies
between these variables are shown in Figure
7. The political structure describing the con-
figuration of political organizations describes
the operational equilibrium in the politi-
cal system. This has important implications
for the other variables. The cohesiveness or
fragmentation of political organizations de-
termines the ease with which economic or-
ganizations can protect their interests, even
if these damage the collective benefit. The
time horizon and enforcement capabilities of
political organizations are directly relevant
because if powerful political organizations
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feel that the distribution of benefits from
particular institutions is unacceptable, formal
or informal modifications are likely to follow.
And finally, the competition between politi-
cal organizations can affect the coordination
and enforcement capabilities of bureaucratic
organizations. The effect of the formal fi-
nancing instrument can therefore depend not
only on its formal details but also on how its
enforcement is modified. Economic organi-
zations that are affected may have both the
incentive and the holding power to modify
the implementation of these institutions, in-
directly with the assistance of political organ-
izations. Governance agencies may also have
a limited ability to enforce important aspects
of the instrument because of weak capabili-
ties, or because these organizations work un-
der and with political organizations that may
have other goals.

A successful learning strategy requires an
iterative search across feasible changes in
variables to find a combination of variables
that is both feasible and likely to achieve
moderate to high levels of effort, even if in a
restricted subset of firms and sectors. We will
see later that some of these interdependencies
can explain why particular types of learning
processes worked in particular contexts but
not in others.

Financing Instruments

Learning can be financed through a variety
of financing instruments. Financing instru-
ments are institutional rules and the question
is whether the efficacy of a particular financ-
ing institution can be assessed independently,
regardless of the context defined by the other
variables in eq. [11]. Each financing instru-
ment implicitly defines rules of contribution
and reward and therefore the incentives and
responsibilities of the different participants in
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the learning process. Learning effort is likely
to be maximized if the individuals putting in
the effort gain significantly from their effort
or suffer potential losses if they fail to put
in effort. But effort will only be financed if
financiers also get a return. In team produc-
tion where large numbers of people have to
cooperate, sustaining high levels of effort is
a challenge. Supervision and coordination at
different levels become important because
individuals can attempt to conceal their lev-
els of effort. Sustaining effort may require su-
pervision, and incentives for those supervis-
ing the effort, for instance by making them
‘residual claimants’ (Alchian and Demsetz
1972). But even this may not be sufficient
unless the residual claimants also have the
effective authority to impose discipline on
team members. The residual claimant model
describes in a partial way the basic ‘capitalist’
firm and its underlying property rights. It is
partial because it underplays the significance
of the political power that gives owners the
effective authority to carry out disciplining
functions.

In early developers, compulsions for high
levels of effort and labour discipline were
based on a configuration of property rights
described as ‘capitalist’. Capitalist rights de-
fine a class of asset owners (residual claim-
ants) and a class of property-less workers who
are compelled to accept workplace discipline.
This configuration of property rights was
sufficient to ensure productivity growth in
early developers who could grow through in-
cremental innovations in products and proc-
esses. As technology leaders, the early capi-
talist developers had to innovate, but they did
not have to achieve significant jumps in their
productivity through learning to become glo-
bally competitive.

The learning requirements of contempo-
rary (late) development are different. Firms

do not have to innovate to the same extent,
but are faced with a massive gap between
their initial technological capabilities and
the minimum required to produce anything
in global competition. An important conse-
quence of the catching-up problem is that
‘capitalist’ property rights are no longer suf-
ficient for ensuring effort. Contemporary
late developers need to organize and finance
learning-by-doing to learn to use technolo-
gies far in advance of their existing capa-
bilities. This now requires loss financing for
entry into new sectors and technologies, and
often requires financing by outside investors,
including the state. More complex financing
instruments and complementary govern-
ance structures need to emerge at a much
carlier stage of development. It also follows
that more complex systems of incentives and
compulsions to ensure effort are required at a
much earlier stage.

In theory, learning could still be financed
by owner-entrepreneurs investing in their
own firm. For instance, an owner-entrepre-
neur can accept a longer period of losses to set
up in a higher quality sector. This is no dif-
ferent from any other investment, where the
entrepreneur temporarily accepts low profits
to achieve higher profits later. The only dif-
ference is that here the investment is in the ac-
quisition of tacit knowledge. As the owner is
the residual claimant, there are strong incen-
tives to monitor effort to reduce the period of
loss making. This case is closest to the simple
capitalist firm with its strong incentives and
compulsions for sustaining effort. Whether
high levels of effort can be sustained in this
case is likely to depend on exogenous politi-
cal factors that determine the extent to which
owners can enforce discipline on their work-
force, and social and political factors deter-
mining collective discipline, cooperation and
trust (Leibenstein 1982).
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But owner-financed learning is likely to be
relatively rare given the long periods of learn-
ing required and the uncertainty of ensuring
effort in new products. The typical develop-
ing country entrepreneur lacks technological
capabilities and the learning process there-
fore involves learning-by-doing by the entre-
preneur. There is therefore a high degree of
uncertainty in the success of the enterprise
and in most cases the risk-return profile is too
adverse to attract the sole investor. There is
also likely to be a significant gap between the
resource base of the typical entrepreneur in a
developing country and the investments re-
quired to acquire machinery and finance pe-
riods of loss making of uncertain length. The
risks and the financing may both be beyond
the capacities of most individuals attempt-
ing to become entrepreneurs in a developing
country. Therefore successful development is
likely to be associated with more complex ‘fi-
nancing instruments’ where the entrepreneur
does not directly provide the entire finance
but raises it in different ways.

If the entrepreneur borrows from a bank
with debt backed by collateral, the incentives
could be quite similar to the first case. If the
bank has the power to sell collateral in case
of non-performance, the entrepreneur bears
all the risk of learning. For large investments
or new technologies, where there is a chance
of failure despite the best effort of the en-
trepreneur, investment on these terms is un-
likely. But banks in many developing coun-
tries are unlikely to have effective powers to
realize collateral and the weak compulsions
on the entrepreneur can result in /ow effort
and potential losses for banks. If banks know
this, they in turn may be unlikely to lend for
new technologies or to new entrepreneurs.
If the financing comes from equity investors
or other investors outside the firm, standard
principal-agent problems emerge. Will the
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manager put in sufficient effort; will workers
accept the discipline that managers try to im-
pose on them under these circumstances?

More complex issues arise when financing
comes from the state. This can take various
instrumental forms, ranging from tax breaks,
low interest credit, subsidized inputs, subsi-
dized utilities or infrastructure, export subsi-
dies, or the protection of domestic markets. In
theory, it should be possible to devise financ-
ing instruments that allow periods of learn-
ing to be financed with strong compulsions
for rapid productivity growth. For instance,
the instrument could be designed to progres-
sively increase exposure to competitive inter-
national prices by announcing ex ante the rate
at which the level of export subsidy or the
level of protection of domestic markets will
be reduced.

Governance Agencies

Financing instruments can be enforced with
different degrees of success and may also
be informally modified in different ways in
the typical clientelist political settlement. A
financing instrument may appear to make
sense seen as a formal contract because it may
allocate incentives and compulsions, rewards
and penalties in an appropriate way. But the
financing instrument can only be effective if
there are bureaucratic organizations that can
serve as governance agencies in terms of en-
forcing this contract. The capabilities of the
bureaucratic organizations and their location
within a specific political settlement that may
constrain or enable the enforcement of par-
ticular institutions can therefore play an im-
portant role in explaining the performance
of particular institutions. The bureaucratic
organization that is relevant depends on the
financing instrument. For instance, if the
financing for learning is provided through
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export subsidies, the compulsion on effort
depends on an institutional rule that export
subsidies will be reduced over time. This is
only likely to be credible if the agency respon-
sible for managing subsidies can do so with-
out pressure from firms and their allied po-
litical organizations who may want to change
this policy in the future. This could be the
finance ministry or the industries ministry. If
the loss financing is based on credit from in-
dustrial banks, the relevant organizations op-
erating as governance agencies are the banks
and other agencies like courts and arbitration
bodies that they rely on for enforcement.
Do they collectively have the capabilities to
monitor loans effectively; do they have the
power to withdraw loans if firms are failing?
If the loss financing is organized through
subsidies, the relevant bureaucratic organiza-
tions are those responsible for administering
the subsidies. Do they have capabilities for
monitoring performance and withdrawing
the subsidies if necessary?

In an owner-managed firm, if learning
is financed by owners, the enforcement of
learning effort is largely a matter internal to
the firm. Loss financing could take the form
of owners accepting a lower mark-up or a
loss before the project becomes profitable.
The enforcement of effort in this case is in-
distinguishable from ‘normal’ conflicts over
discipline and effort within a capitalist firm.
The governance organizations relevant here
would be formal bureaucratic organizations
regulating and enforcing labour contracts, or
contracts between owners and firm manag-
ers as third party enforcers. In the ‘good gov-
ernance’ literature, contract enforcement and
the rule of law are considered to be neces-
sary and sufficient capabilities for achieving
growth (Acemoglu, et al. 2004; Khan 2007).
The assumption is that with sufficiently ro-
bust contract enforcement, firms looking for

financing for their internal learning will be
able to raise it in the market. In theory this
is a plausible claim, in practice there are no
examples of developing countries that have
successfully improved contract enforcement
to the extent that additional policies for fi-
nancing learning are no longer required.

Firm Structure

The firm structure describes the distribution
of economic organizations in the economic
subsystem. The degree to which effort can be
enforced is likely to depend on the internal
organization of firms, and on the structure
of economic organizations in the market. We
have already seen that effort is more likely to
be forthcoming in firms where owners are
investors and they control the firm. This case
comes closest to the classical model of a capi-
talist firm driving productivity growth (Al-
chian and Demsetz 1972; Wood 2002). The
ideal type of capitalist firm has a number of
characteristics that ensure that it can mobilize
high levels of effort. First, it has strong inter-
nal hierarchies and a workforce disciplined by
a competitive labour market (possibly with a
reserve army of unemployed labour creating
a credible threat of replacement in case of
low effort). Secondly, the theoretical capital-
ist firm has significant retained profits giv-
ing it the financial strength to invest in itself
and the incentive to protect its own capital.
Thirdly, the theoretical capitalist firm already
has the capability to use its technology and is
not facing an indeterminate learning period.
Finally, the ideal capitalist firm analysed in
textbooks is not individually politically con-
nected or powerful, though the class of capi-
talist firms may collectively have significant
holding power. This means that the ideal-
type capitalist firm does not have the capacity
to override contracts with external investors
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or the state using political connections and
power, but does have the power to ensure
that property rights and the rule of law are in
general well enforced. The real capitalist firm
may significantly differ in some or all of these
respects, but the differences are particularly
important in developing countries, with sig-
nificant implications for the effort expected
in a context where outside investors invest in
learning.

Internal hierarchies are unlikely to be
strong in many firms in developing coun-
tries. Firms with strong internal hierarchies
are likely to be older more established firms
where employees, particularly at managerial
levels, have large investments in firm-specific
career structures. These employees stand to
lose their investments and their career pros-
pects if the firm collapses, and are likely to
put in effort in learning and experimenting
with new technologies when new invest-
ments take place. Newer firms that are skill-
intensive and where the production team has
high human capital are also likely to be good
at organizing high levels of effort, particu-
larly if the team leaders also own the firm.
Firms engaged in software development in
developing countries are an example. In con-
trast, start-up firms using conventional tech-
nologies in developing countries are likely to
face significant problems with their internal
organization of effort, slowing down their
learning process. Secondly, internal finance
is likely to be significant only in well-estab-
lished and larger firms. The owners are likely
to have a greater incentive in ensuring effort
if they have committed more of their own
money in internal financing. On the other
hand, most firms in developing countries are
likely to require significant outside finance,
diluting the incentives owners have to put in
high levels of effort in the absence of effec-
tive governance by external agencies.
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Thirdly, by definition, most firms in develop-
ing countries do not have high enough levels
of technological and entrepreneurial capabili-
ties to be competitive in the qualities that they
want to produce. This is a general problem,
not related to the problem of firms trying to
produce products that are too sophisticated
for them. There is a gap between existing ca-
pabilities of economic organizations and the
level required to achieve competitiveness for
almost all quality levels, though this gap is
higher for more sophisticated products and
qualities. Most start-up firms also have to
spend a considerable amount of time to learn
how to learn before they actually start learn-
ing (Stiglitz 1987). Finally, real world firms
are likely to have strong political connections
and indeed many firms may be set up by en-
trepreneurs closely connected to politics,
particularly in developing countries. Alter-
natively, entrepreneurs are likely to patronize
politicians, providing the owners with signif-
icant political power to resist or influence the
enforcement activities of external agencies.
Older, larger and well-established firms are
more likely to be well-connected to different
political organizations and it may be difficult
to discipline them in a context where external
loss financing is coming from instruments
controlled by the state.

These considerations mean that exter-
nal financiers of learning have to look at a
complex range of issues in determining
which types of firms, products and financ-
ing instruments are more likely to result in
competitiveness through effective learning-
by-doing. LLarge economic organizations may
have greater technological capabilities, better
internal discipline and are perhaps able to
commit more of their own finances. But they
may also have oligopolistic political power
based on close connections with particular
political organizations that makes it difficult
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to impose credible threats on them to enforce
effort. Given the interdependence of politi-
cal and technological factors determining ef-
fort and efficiency, it is not surprising that the
characteristics of the efficient firm varies sig-
nificantly across countries (Whitley 1992).

For instance, both Pakistan and South Ko-
rea in the 1960s assisted large domestic con-
glomerates to acquire and learn new tech-
nologies and move into export markets, using
similar financing instruments like subsidized
credits, import protection and export subsi-
dies. However, effective compulsions for high
levels of effort for firms of this type could not
be achieved in Pakistan but were achieved in
South Korea. To a significant extent this was
because large conglomerates in Pakistan ac-
quired the political capacity to protect their
rents from threats of withdrawal in a way that
South Korean chaebols could not. In Taiwan,
a large-firm strategy may also have failed be-
cause such firms would be owned by local Tai-
wanese entrepreneurs. The immigrant politi-
cal leadership of the Kuomintang (KMT) in
the 1950s and 1960s may not have had the po-
litical authority to stand up to powerful locally
owned conglomerates so early in the develop-
ment process. Fortunately for Taiwan, govern-
ment strategies of technology acquisition ini-
tially focused on supporting smaller firms in
high-technology sectors, either by accident or
design. As a result, the Taiwanese state’s ability
to enforce discipline was not politically con-
strained as it otherwise might have been.

The interesting counterfactual is wheth-
er countries like Pakistan and India might
have fared better if they had designed sup-
port schemes for smaller firms that did not
enjoy strong political backing rather than
the well-connected firms that their policies
actually supported. Financing learning in po-
litically well-connected firms generally failed
because the latter were able to protect their

rents politically and thereby lost the incentive
to put in high levels of effort in learning. In
the 1960s, industrial policies in India and Pa-
kistan used different financing instruments
(export subsidies, import protection, subsi-
dized credit, licensing of investments) to pro-
vide subsidies for supporting learning. But
the recipients were generally large well-con-
nected firms that could protect their subsi-
dies from the threat of withdrawal by allying
with powerful political organizations. The
low likelihood of subsidy withdrawal in turn
resulted in low levels of effort in learning. In
Pakistan the primary recipients of subsidies
were a small number of large holding com-
panies popularly known as the ‘twenty-two
families” while in India the biggest benefi-
ciaries of the licensing regime were the big
business houses (Wade 1988; Amsden 1989;
Wade 1990; Whitley 1992; Khan 1999; Khan
and Blankenburg 2009).

Of course, in many product and quality
lines, scale economies may rule out a strategy
based on promoting a large number of rela-
tively small firms. When it is unavoidable for
technology acquisition strategies to work with
economic organizations with market and po-
litical power, the learning strategies have to
be designed appropriately. Bureaucratic or-
ganizations entrusted with enforcement have
to be sufficiently strong in terms of their ca-
pabilities and even more so in terms of the
political support they have for preventing the
big players from resisting discipline. In some
developing countries the answer may be to
delegate the governance of the financing to
external agencies like industrial banks. If the
management of the industrial bank is capable
and committed to competitiveness, and less
vulnerable to capture by political factions, the
credibility of withdrawal may be high enough
to enable learning to be financed in sectors
with scale economies.
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The Political Structure

The political structure describes the opera-
tional equilibrium in the political subsystem
based on the distribution of power between
political organizations and the political in-
stitutions regulating their interaction and
competition (Khan 1995, 2010). The politi-
cal structure affects all other subsystems but
is also the most difficult to change in terms
of policy interventions. Differences in un-
derlying political structures can explain why
apparently siwilar governance agencies, firm
structures and financing instruments have
resulted in very different outcomes across
countries. For instance, South Korea and
Pakistan in the 1960s both used fairly simi-
lar strategies of providing long-term bank
credit to large conglomerates involved in
capability development in export-oriented
sectors. The organization of the bureauc-
racy regulating these interventions was also
similar, with coordination and monitoring
organized by planning agencies operating
under the President.

However, the outcomes were significantly
different because the distribution of organi-
zational power in their political systems had
significant implications for the enforcement
of the conditions required for generating
high levels of effort (Khan 1999). Since the
design of the financing instruments was
similar in these two cases, the major differ-
ence was in their monitoring and enforce-
ment. An attempt to enforce these financing
instruments in Pakistan to the extent that
they could be in South Korea, threatened
to result in a steep decline in stability and
in unacceptable political costs given the
protection provided to economic organi-
zations by organizations within the politi-
cal structure. The operational equilibrium
in Pakistan therefore required a significant
modification in the operation of important
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financing instruments. The result was that
the incentives and compulsions to put in
high levels of effort were seriously attenu-
ated. The effects on effort in turn resulted
in a slow growth in competitiveness and ul-
timately the abandonment of the strategy.

Equally, differences in political structures
across countries can help to explain why ef-
fective financing instruments and govern-
ance agencies responsible for their enforce-
ment have differed significantly across siwilarly
successful catching-up countries. South Korea,
Taiwan, China and Malaysia demonstrate sig-
nificant differences in their catching-up strat-
egies in terms of how they financed learning,
the agencies enforcing and managing the
financing strategies, and the types of firms
and sectors supported. Success required that
the ensemble of variables determining ef-
fort in eq. [11] were consistent in terms of
the configuration of political power so that
the mechanisms for imposing compulsions
required for high effort were credible and
enforceable (Khan 2000b, 2008b; Khan and
Blankenburg 2009).

Interdependencies Affecting Policies
for Learning

Effective learning strategies require as a
precondition an ensemble of conditions to
ensure high levels of effort. This is not al-
ways easy to achieve, and the failure to ad-
dress these problems has been responsible
for the abandonment of many learning and
technology acquisition strategies across de-
veloping countries. Effective policies have
been difficult to devise is because the vari-
ables in eq. [11] determining levels of ef-
fort are interdependent and so their effects are
likely to be non-linear. This means that the
best instrument for financing may depend
on the type of political settlement that a



DIIS WORKING PAPER 2013:01

country has inherited. As a result, there is
no single set of financing and governance
arrangements that characterizes all success-
tul catching-up countries. It also follows
that it is not possible to simply imitate the
policy or governance structures of more
successful developers.

Given this interdependence, there are likely
to be non-linearities in the relationships be-
tween these variables and effort. A financing
arrangement that would result in an accelera-
tion of learning in a particular political settle-
ment and applied to a particular structure of
firms may have a different effect in another
political settlement or applied to a different
structure of firms. For instance, historical
evidence shows that financing learning-by-
doing through conditional export subsidies
to large firms may work very well if the polit-
ical relationship between firms and govern-
ments allows subsidy withdrawal to be cred-
ible. But export subsidies to large firms may
be a poor way of delivering financing if large
firms have powerful political friends who can
protect them from state attempts at subsidy
withdrawal.

This means that the effects of institutions
and governance arrangements on the pace of
learning in particular countries can only be
identified by looking at possible interactions
between (at least) the variables identified in
Figure 7. Historical case studies support this
argument by demonstrating that the efficacy
of particular instruments and governance
arrangements have varied across countries
according to their underlying political settle-
ments (Khan 1999, 2000b; Khan and Blank-
enburg 2009). While almost every develop-
ing country attempted some form of state-led
catching up, their relative success depended
very critically on combinations of variables
that determined the level of effort in the
catching-up exercise.

9. THE GARMENTS TAKEOFF

When Bangladesh became independent in
1971, there was hardly any Bengali-owned
industry, and the little that had developed
was destroyed by the sweeping nationaliza-
tions of the ‘socialist’ regime. By 1974-5, the
dominant economic organizations were pub-
lic sector corporations that included almost
the entire manufacturing and industrial base.
92 percent of industrial assets were national-
ized by 1975 (Sobhan and Ahmad 1980: Table
10.1; K. A. S. Murshid and Sobhan 1987: 3-4).
The public sector corporations were largely
inefficient and served as venues for job crea-
tion for the clients of the regime and enabled
political accumulation based on price fixing,
the political allocation of contracts and even
outright theft. Bengali economic organiza-
tions in the private sector were for a while
excluded from large-scale industry, and con-
centrated on trading and acquiring govern-
ment contracts for infrastructure construc-
tion. These activities were lucrative because
political connections resulted in very attrac-
tive terms and the quality of the output was
not closely monitored. The result was a sig-
nificant and rapid accumulation of money in
new hands.

Processes of accumulation based on the
direct and indirect exercise of power can be
described as ‘primitive accumulation’. The
independence of Bangladesh created oppor-
tunities for primitive accumulation on an
unprecedented scale. It created a new mon-
eyed class that was different from the older
but tiny Bengali industrial bourgeoisie that
had developed during the Pakistan period.
The beneficiaries of this primitive accumula-
tion were political entrepreneurs closely con-
nected with the public sector and the new
private sector entrepreneurs based on trade
and public contracts who had close political
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links with the dominant party. By the late-
1970s Bangladesh had hundreds if not thou-
sands of politically connected entrepreneurs
who had accumulated relatively significant
blocks of capital and who had become as a
result potential investors who could eventu-
ally hope to be small to medium capitalists.
These individuals began to look around for
simple technologies to invest in, if only to
preserve their capital. It was at this stage that
a lucky accident involving internationally cre-
ated rents had a significant impact on Bang-
ladesh’s prospects.

The growth of the ready-made garments
industry in Bangladesh has often been pre-
sented as a vindication of the success of
free market policies combined with the vir-
tual absence of labour market protections in
Bangladesh. The overthrow of the Awami
League in 1975 allowed a reversal of the poli-
cies of socialism. In the years that followed,
both liberalization and privatization gradu-
ally followed. But in fact investment even in
the simplest of technologies involves signifi-
cant risks for domestic investors when these
technologies are new to the economy. The
machines may be relatively simple and the
formal skills of the potential workers may ap-
pear to be more than appropriate. But setting
up a factory that can achieve international
quality standards, meet orders on time, and
manage internal timekeeping and waste man-
agement to achieve global competitiveness is
a different order of requirements altogether.
The time it will take a firm to achieve glo-
bal competitiveness is not known, since this
depends on the time the production team
takes to acquire the tacit knowledge required
to operate the factory competitively. Nor is it
viable for foreign firms to invest and finance
learning-by-doing in low-margin, low-tech-
nology sectors simply on the promise of fu-
ture profits. The future profits are unlikely to
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be high enough in most cases to compensate
for the risks. This is of course why global pro-
duction does not rapidly shift to the poorest
countries. But a combination of factors made
this transfer of technology feasible for Bang-
ladesh in the early 1980s.

The takeoff of the garments industry is
important because it demonstrates that lib-
eralized product and labour markets are not
sufficient for achieving a globally competitive
industry. The takeoff also required a set of
‘financing instruments’ that were governed
by different types of agencies, and located in
a specific political context, which collective-
ly ensured that the financing both allowed
learning-by-doing to begin and also ensured
that high levels of effort would be put in. In-
deed, an important financing instrument that
enabled this learning-by-doing to happen in
Bangladesh was based on a violation of free
market principles. This part of the ‘financing’
was created by the Multi-Fibre Arrangement
(MFA) that the USA negotiated to help its
own garments and textiles industry in 1973,
administered by the General Agreement on
Tariffs and Trade (GATT). MFA set bilater-
ally negotiated quotas on established devel-
oping countries exporting textiles and cloth-
ing to protect the US garment and textile
industry. As a concession to global opinion,
the MFA did not put quotas on a number of
least developed countries, like Bangladesh,
which did not have any garment industry at
the time and were therefore no threat to the
US (Goto 1989). For Bangladesh, it was for-
tuitous that just at that time a potential inves-
tor class was emerging. These investors did
not have the requisite tacit knowledge to be
globally competitive in garments production
despite the low wages in Bangladesh. The
MFA created ‘quota rents’ for countries like
Bangladesh and thereby helped to finance
a period of learning-by-doing. Once estab-
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lished garments exporters like South Korea
hit their quotas, newcomers could sell their
products at a slightly higher price, thereby
enjoying a ‘quota rent’. The quota rent served
as a partial financing instrument that tempo-
rarily reduced the cost of financing learning
in the Bangladesh garments industry. And fi-
nally, the authoritarian clientelism character-
izing the ruling coalition of the time enabled
a good enough growth-stability trade-off for
the introduction of a few critical domestic in-
stitutional innovations required for the take-
off of the garments industry.

The MFA created a serious problem for
established producers of garments in coun-
tries like South Korea who suddenly found
themselves quantity-constrained. They had
a strong incentive to relocate production to
countries that did not have quotas so that at
least their textile output could be marketed.
But developing countries that did not al-
ready have a textile and clothing sector were
relatively poor countries that lacked the tacit
knowledge to set up competitive production
even though their wages were much lower.
Moreover, they suffered from contracting
failures that affected the financing of ac-
quisition and learning. To attract investors
from more advanced countries who wanted
to relocate, developing countries had to of-
fer something more than just their quota-free
status. After all, many poor countries were
quota-free, but only a handful benefited from
MFA. Bangladesh was one of them and its
success has to be explained in terms of spe-
cific mechanisms through which these con-
tracting failures were addressed.

By the late 1970s, primitive accumulation
had created numerous potential investors for
a sector like garments where the minimum
efficient scale of investment was at most in
the hundreds of thousands or low millions of
dollars. Technology transfer came about in

Bangladesh through collaboration between a
retired Bangladeshi civil servant turned en-
trepreneur, Nurul Quader Khan, and a South
Korean multinational, Daewoo. The Bangla-
deshi entrepreneur set up Desh Garments in
1979, acquiring the land and machinery with
its own capital and arranging government
support for the requisite institutional chang-
es required to support a potentially risky in-
vestment in a new area. The South Korean
multinational advanced the cost of training a
critical number of supervisors and managers,
but this advance was effectively a loan that
was to be repaid in the form of a claim of a
percentage share of future exports. Daewoo’s
up-front investment was to host the visiting
Bangladeshis at their plant in Busan and train
them in modern garment manufacturing
processes. Effectively, what was being trans-
ferred here was the tacit knowledge of setting
up the plant, managing quality control, mini-
mizing wastage of raw materials, managing
time-keeping and all the other aspects of
factory production that determine the differ-
ence between profit and loss in a competitive
world where every quality of garments has an
international price that is predetermined.
The role of the quota rent was to reduce
the competitiveness gap that a new entrant
like Bangladesh would have to immediately
overcome. But the quota rent was clearly not
sufficient for Desh to simply set up its factory
and start production. Further investments in
learning-by-doing were necessary and these
were organized by the private contract be-
tween Desh and Daewoo. However, the quo-
ta rent reduced the mountain that Desh had
to climb and made it more credible that the
Bangladeshi company would be able to learn
enough to be able to begin paying back Dae-
woo0’s up-front investment relatively rapidly.
Morteover, the fact that a retired civil servant
from Bangladesh could sit across the table
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from a global multinational and offer cred-
ible equity to set up a collaborative venture
can only be understood if we remember the
primitive accumulation that the country had
just gone through. Daewoo’s calculations
were straightforward. Bangladesh’s access to
the US market through MFA was an attrac-
tive business proposition which would enable
them to market their textile output. But they
would probably not have been willing to take
the risk of participating in a Bangladeshi col-
laboration without a number of factors that
reduced the risk of failure.

The equity invested by the Bangladeshi
firm came from internal financing by the
investor and provided commitment that the
top management at least would put in high
levels of effort in raising competitiveness
rapidly. This reduced the institutional re-
quirement of enforcing contracts between
outside investors and stakeholders within the
firm who would be expected to put in high
levels of effort in learning. No less important
was the explicit support provided by Presi-
dent Zia ur Rahman to the project. President
Zia’s support had credibility because it was
his initiative to link up Nurul Quader with
Kim Woo-Choong, the chairman of Dae-
woo. His support assured the South Koreans
that unexpected institutional problems would
be dealt with or at least addressed. This po-
litical support ensured that relatively small
but critical institutional innovations like the
back-to-back letter of credit (which allowed
Bangladeshi producers to borrow from local
banks to finance their imports of raw mate-
rials using their export orders as collateral)
and the bonded warchouse (which allowed
complex customs duties on imported inputs
to be avoided) were quickly introduced. The
president had sufficient control over the (au-
thoritarian clientelist) ruling coalition to im-
plement discrete institutional changes like
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these without significant modification or cost
in terms of political stability. Interestingly,
the owner of Desh Garments, Nurul Quader
Khan was a civil servant who had made his
money in the previous Awami League regime.
Zia’s objective in supporting him was clearly
to develop the economy, not because he was a
primary political client of his own party.

Desh was remarkably successful. Between
1981 and 1987 its export value grew at an an-
nual average of 90 percent (Rahman 2004).
The learning and transfer of technology that
was unleashed by this single project was re-
markable. By the end of the 1980s, of the
130 people who were first trained by Desh
in Daewoo’s factories in South Korea, 775
became entreprenenrs and set up their own gar-
ment firms (Rhee 1990: 341). This apparently
did not do much damage to Desh, whose out-
put continued to grow at close to 100 percent
per annum during this period. The loss the
company suffered when it lost a manager was
made up many times over by the high levels
of effort that these individuals invested in the
first place as a result of this implicit incen-
tive. From virtually a zero base in 1980, by
2005 there were around 3,500 active firms in
the garments sector employing upwards of 2
million people (World Bank 2005). Primitive
accumulation continued to be an important
source of entrepreneurial supply. In a survey
carried out in 1993, 23 percent of garment
factory owners responded that they had origi-
nally been civil servants or in the army (Qud-
dus and Rashid 2000). We can assume that
many others had close contacts with politics
and had made their initial capital through po-
litical processes.

The rapid emergence of Bangladesh as a
garment-exporting country is shown in Ta-
ble 5. Exports grew at double digit rates for
more than two decades. By the early 2000s,
the sector accounted for around 70 percent of
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Table 5. Bangladesh Garments: Growth Rates of Dollar Exports 1985-2006

Year Woven Knitwear Total Garments Dollar Export
Growth Rates
1985-1990 45.9
1990-1995 24.1
1995-2000 14.3
2000-2001 1.7
2001-2002 7.1 -2.5 5.7
2002-2003 43 13.3 7.2
2003-2004 8.6 299 15.8
2004-2005 1.7 31.3 12.9
2005-2006 13.5 354 23.1

Sources: (based on Mlachila and Yang 2004: Table 1; World Bank 2005: Table 1).

Bangladeshi exports. By 1985, such was the
success of the Bangladesh garment industry
that Ronald Reagan negotiated quotas for
Bangladesh under the MFA (Rashid 2000).
Bangladesh has continued to benefit from
preferential treatment, particularly in Euro-
pean Union markets, but effectively, the first
five years of quota protection were enough
to trigger a major shift in the country’s tech-
nological capabilities. By the 2000s the gar-
ments and textile sector in Bangladesh was
globally competitive without the need for ad-
ditional protections. Clearly, this was a case
where an initial competitiveness gap was met
by protection and financing of learning in a
way that achieved eventual success and a glo-
bally competitive industry. The industry con-
tinued to grow through the global recession
of 2008 as the lower end of the garments and
textile industries gradually began to relocate
to Bangladesh from China as Chinese wage

costs and exchange rate appreciated in the
late 2000s.

The rapid growth of the garments industry
has meant that the share of manufacturing
in GDP in Bangladesh had become compa-
rable to that in India by the turn of the cen-
tury. Indeed, the share of manufacturing in
Bangladesh is higher than is expected given
Bangladesh’s overall economic characteris-
tics (ADB 2007: 294). But the bulk of Bang-
ladesh’s manufacturing is labour-intensive
and low-technology. Moreover, globally com-
petitive production is almost entirely special-
ized in garments even three decades after the
country’s breakthrough in this sector. This is
indicated by the fact that around 70 percent
of the country’s total export earnings still
comes from the garments sector in the 2010s.
Moreover, the challenge for the Bangladeshi
garment industry is to move up the value
chain as it continues to be dominated by the
lower value-added segments that depend on
low wages to be globally competitive.

The history of the first phase of the gar-
ments industry has important implications
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for Bangladesh as it attempts to move higher
up the value chain. Much of its growth so
far has been at the lower ends, even though
there is evidence of growing backward link-
ages and diversification. By 2005, roughly 45
percent of export value was value added in
the domestic economy due to growing back-
ward linkages in spinning, weaving, dyeing
and accessories (Bhattacharya, et al. 2002;
World Bank 2005; M. N. Ahmed and Hos-
sain 2006). The story of the first phase of
the garment industry’s success tells us that
contracting failures constraining learning
were overcome through very specific policy
and governance arrangements. The blocks
of capital required for the next stage of up-
grading are much larger, and primitive ac-
cumulation cannot be relied upon to provide
these investments. A survey of the garment
sector in 2007 revealed that the available
terms of financing were an important con-
straint to technology upgrading in the sector
(Khan 2008a). Banks were willing to lend,
but the fixed return and collateral require-
ments meant that investors were only willing
to borrow to invest in segments of garments
they were already competitive in. They were
deterred from investing in new sectors where
they were not sure about the length of time
learning would take. The sharing of risks and
returns across a number of investors could in
theory address this problem, but in the ab-
sence of an overall rule-following contract-
ing structure, economic organizations could
not credibly commit to reveal profits or pay
dividends in the future, making these market
solutions fail.

Our interpretation of the causes behind
the rapid growth of the garment industry in
Bangladesh casts doubts on the argument
that Bangladesh’s success was based on open
markets, cheap labour and labour market
flexibility. It is true that Bangladesh scores
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higher than India on labour market flexibility
(it is easier to fire workers compared to India)
and indeed both Pakistan and Bangladesh
often score higher than India on the overall
ranking of ‘Doing Business Conditions’ of
the World Bank. But the specific mechanisms
through which the garment industry devel-
oped suggests that cheap and flexible labour
by itself did not help Bangladesh much before
the contracting failures constraining invest-
ment in the sector were overcome. Moreovet,
the persistence of cheap and flexible labour
has not helped investment in the next stages
of the value chain even though wages have
remained low. The implication is that further
movements up the value chain will depend
on solving specific contracting failures. The
break that was provided by the MFA cannot
be relied on for other sectors or for moving
up the value chain in garments and textiles.
The Indian experience in automobiles and
pharmaceuticals also suggests that if contract-
ing failures impeding capability development
and technology acquisition can be addressed,
low wages and excessive labour market flex-
ibility are not even necessary conditions for
manufacturing success.

Contracting Failures and
Institutional Solutions in

the Garments Industry

The standard economic explanation for the
breakthrough in garments is that this growth
was based on comparative advantage and
flexible labour markets in Bangladesh. But
this is not entirely convincing. Why did
Bangladesh’s comparative advantage in la-
bour-intensive industries not emerge before
19807 There do not appear to have been any
significant labour market or other reforms
exactly around that period. Nor did any other
labour-intensive industries take off in quite



DIIS WORKING PAPER 2013:01

the same way. Clearly, there were contracting
failures that had prevented the acquisition
of technological capabilities even in the least
technically sophisticated types of manufac-
turing like garments. It is widely recognized
at least by economic historians that the MFA
may have contributed in some way to relaxing
some of these contracting failures, thereby al-
lowing Bangladesh to enter this market. But
what type of contracting failure did the MFA
address? The answer to this question has sig-
nificant policy implications for countries like
Bangladesh if they want to devise policies to
move into other sectors of manufacturing, la-
bour-intensive or otherwise. In particular, can
the experience of the Bangladesh garment in-
dustry under the MFA be fitted into the met-
aphor of ‘discovery’ suggested by Hausmann
and Rodrik (2003)? Perhaps entreprenecurs
had not invested in trials in new sectors fear-
ing that their discovery rents would be lost if
new entrants rushed in. In that case the role
of the MFA may have been to reduce the cost
of trials, resulting in discovery. The type of
contracting failure that was solved is critical
both for a proper analysis of what happened
in this sector, but even more for designing
institutional solutions that can help with the
emergence of new sectors.

The discovery analysis of Hausmann and
Rodrik suggests that investments in new
sectors in developing countries are blocked
because investors have to first invest to ‘dis-
cover’ the sectors in which the country has
comparative advantage. However, they may
not want to do this because any rents they
may earn by discovering profitable sectors
will be rapidly eaten away by imitators rush-
ing in and pushing up wages. If this is the
contracting failure constraining investments,
it can be solved by governments subsidizing
trials, so that the first investors do not face
high risks which need to be compensated

by the promise of future rents. The problem
with this apparently plausible explanation is
that deeper reflection suggests that it is very
unlikely that countries simply have a com-
parative advantage in some low-technology
sectors and not others. Why should countries
have such intrinsic capabilities of being more
efficient in producing hats relative to bed
sheets? Indeed, the MFA was not a fund that
allowed many ‘trials’ to be organized through
which Bangladeshi entrepreneurs discovered
what the country was good at doing. The
MFA created rents in just one sector, gar-
ments. It brought in just one South Korean
company, Daewoo, in collaboration with one
Bangladeshi entrepreneur who set up just one
factory called Desh Garments in 1979. Eve-
rything followed from that. If this was really
a case of a singular trial that discovered a
huge latent capability in Bangladesh, it would
truly be a case of incredibly good luck. The
coincidence would be even more remarkable
because somewhat earlier in its history other
‘trials” were conducted in Bangladesh, often
assisted by public policies of protection and
subsidy. These ranged from protection and
subsidies for production in moderate tech-
nology sectors like textiles and chemicals to
low-technology sectors like leather products
and agro-industries, but no other sector like
garments emerged. Something rather special
was going on in the singular trial organized
by the Desh-Daewoo investment.

A more plausible explanation and analysis
is possible, using our learning approach. The
learning approach suggests that low-wage
countries like Bangladesh could potentially
engage in many different types of labour-
intensive or low-technology activities and
achieve global competitiveness. What con-
strains them is the absence of the appropri-
ate tacit knowledge. The absorption of tacit
knowledge requires investments in learning-
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by-doing and while the learning is being ab-
sorbed, investors will not be making profits.
The fundamental problem is that if sufficient
¢ffort is not put into the learning exercise, the
investments in learning are wasted. The rea-
son why other trials failed is because inad-
equate effort was put in. It is not plausible
that Bangladeshis had no innate capabilities
to produce any of those other labour-inten-
sive products. It is more plausible that other
sectors did not develop because appropriate
financing arrangements for learning-by-do-
ing were not set up in those sectors that also
created strong incentives and compulsions
for high levels of effort. So the really interest-
ing question is: what was the structure of in-
centives and compulsions that ensured high
levels of effort in this particular project?

The role of a partial public financing or
risk sharing in the learning exercise is that
without this, the risk facing private inves-
tors in sectors requiring learning may be too
great. Nevertheless, as we have seen, if ini-
tial capabilities are high enough and effort
can be assured, private financing of learning
can well drive capability development. On
the other hand, public financing of learning
may fail and has often failed in the past, if
effort is not forthcoming. The key determi-
nant of success in the learning explanation is
learning effort, not the source of the financing.
Effort depends on the governance agencies
and the broader conditions determining the
enforcement of the different types of con-
tractual arrangements through which the fi-
nancing for learning is provided. This is very
different from the discovery analysis, where
public financing of discovery is important
because the contracting failure stems from
a positive externality that results in a loss of
rents for the successful entrepreneur after a
successful sector or capability has been dis-
covered.
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This does not mean there are no positive
externalities in new start-ups, but in many
technologies, these positive externalities are
minor and need not, on their own, prevent in-
vestments. Compare the risks for the investor
coming from the difficulty of ensuring high
levels of effort with the potential losses that
could follow as a result of positive externali-
ties. The risk that follows from the difficulty
of ensuring effort is that private financiers
cannot predict ex ante how long it will take
to achieve profitability. This is not because
innate capabilities are not known, but rather
because success in enforcing effort is difficult
in most developing countries where investors
typically cannot fully rely on either formal
contracting or informal enforcement mecha-
nisms. The mote confidence investors have
in their own abilities and in the relevant gov-
ernance agencies that can enforce contracts,
the less important the cost sharing with gov-
ernment becomes. We see strong evidence in
support of this argument in the garment sec-
tor in Bangladesh.

The risk involved in learning is highest for
the first investors because tacit knowledge is
most difficult to adopt and adapt when it is
not known locally. But once the tacit knowl-
edge has been transferred to a locality, it be-
comes relatively easy for other producers and
investors to understand the toutines. Once
the knowledge becomes ‘local’, subsequent
investors take a lesser risk. The routines are
now locally known and can be observed in op-
eration, benchmarks of effort exist and one or
two key personnel can even be poached from
successful enterprises The required learning
becomes less and less risky and uncertainty
about learning times reduces dramatically.
One indication of the dramatic reduction of
risk when tacit knowledge becomes ‘local’ is
thatlocal commercial banks suddenly become
willing to lend because the required ‘invest-
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ment in learning’ can now be more readily
quantified. Yet the same banks may be very
unwilling to play a ‘developmental’ role by
coming forward to finance learning in sec-
tors where the tacit knowledge does not exist
locally. This is exactly what we observe with
banking practices in the Bangladesh garments
industry. These are positive externalities of
the first successful learning exercise in the
sector, but this knowledge is almost a public
good because the loss to the first investor can
be rather small, and too small to explain why
investments do not happen in the first place.
Again, there is strong evidence of this in the
Bangladesh garments industry.

The real constraint on the first investors
is that they take a big and unquantifiable risk
because the transfer of the first tranche of
tacit knowledge is most exposed to the un-
certainty that existing institutional and con-
tractual arrangements may fail to enforce
adequate effort. The entry or otherwise of
subsequent imitators has no plausible bear-
ing on this calculation, even if minor positive
externalities exist. Their appearance is not
likely to have any significant effect on profits
in labour surplus economies. The Desh-Dae-
woo investment performed a vital function
for Bangladesh precisely because it success-
tully organized the critical znitial transfer of
tacit knowledge. The MFA helped critically in
two ways, but the MFA alone cannot explain
the success of the technology transfer proc-
ess in terms of effort. First, the MFA reduced
the requisite private loss financing by creat-
ing quota rents for Bangladesh. By imposing
quotas on exports from more competitive
countries, MFA allowed follower countries
to sell at higher prices, once more competi-
tive countries hit their quotas. This implic-
itly improved the competitiveness of follower
countries like Bangladesh for as long as the
quotas were in place. Secondly, the MFA cre-

ated compulsions for the South Koreans to
actively seek to transfer some sites of produc-
tion to countries like Bangladesh. Quotas on
South Korean garments exports not only af-
fected their garment industry but also their
sales of fabrics and accessories that were in-
directly exported through garments. If they
could find alternative sites like Bangladesh,
they would be able to keep more of their tex-
tile industries going. This was the context in
which Daewoo was looking for partners in
least-developed countries to develop a gar-
ments industry.

The MFA therefore created a ‘public’ sub-
sidy for countries like Bangladesh, and incen-
tives for some private foreign investment in
learning as well. But all of this would have
gone to waste if the firm that was set up failed
to putin high levels of effortinlearning. With-
out that, the subsidies for setting up garment
firms would be no different from countless
other subsidies that have been available for
trials in other sectors. We would then have
‘discovered’ that Bangladesh cannot make
garments either. From the perspective of a
learning-based explanation of the success of
the garment industry, the most critical issue
therefore is to understand how high levels of
effort were sustained to make this particular
exercise a success. We will argue that this can
be explained in terms of the features of the
interactive variables identified as determi-
nants of effort in Figure 7 and eq. [11].

The important features of the MFA experi-
ence in Bangladesh are summarized in Figure
8. The initial capabilities in the garments and
textile sector were low in terms of what was
required to achieve international competitive-
ness. There were of course some small-scale
operations consistent with a low-technology
garment industry going back many decades in
Bangladesh, but there was nothing on a global
scale. The MFA provided an implicit financ-
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ing instrument for learning by raising global
prices of qualities subject to quota. This tem-
porarily raised the competitiveness of quota-
free countries like Bangladesh, shown by the
higher dotted competitiveness curve that
Bangladesh enjoyed with its quota-free access
to US markets. To simplify, we assume that
quotas on more competitive garment produc-
ers were imposed for all qualities, and that
prices for all qualities increased by the same
factor. This is obviously not how MFA oper-
ated, but the simplified diagram captures key
aspects of the story. The implication is that
MFA provided a quota rent of s*"*! that could
serve as temporary loss financing for firms
engaged in learning how to produce quality
Q, in Bangladesh.

The problem was that even with this im-
provement in competitiveness, garments op-
erations did not immediately become viable.
Tacit knowledge was still too low to enable
production of quality Q,. We know this was

the case, because significant additional invest-
ments in learning had to be financed by the
Desh-Daewoo partnership. This is shown in
Figure 8 by an initial capabilities curve that is
so low that the improvement in competitive-
ness with MFA would have allowed an im-
provement in qualities from V to a marginally
better position at W, but not to Q, which we
assume is the quality level required for mass
export markets. For a significant improvement
in prospects, private investment was required
to raise capabilities to a globally competitive
level at this level of quality. Indeed, all least
developed countries enjoyed quota-free access
to US markets under MFA but most did not
experience export growth. Nevertheless, MFA
clearly helped countries like Bangladesh by ef-
fectively reducing the competitiveness gap that
needed to be bridged by learning financed by
private investments.

The Desh-Daewoo partnership began pro-
duction of quality Q, in Figure 8, which repre-

Figure 8. High-Effort Learning under the MFA in Bangladesh
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sents the quality that could sell in mid-level re-
tail outlets in the US and other global markets.
This required a period of partial private loss
financing (shown as s” in the figure) i add:-
tion fo the ‘public’ financing (of ") provided
by the quota rent that was temporarily made
available by the MFA. This private investment
was organized by the extraordinary partner-
ship between Desh and Daewoo described
earlier. The characteristics of this contract
and its enforcement are interesting because
the result was a remarkably successful phase
of learning that was in fact concluded faster
than the partnership had initially estimated.
The overall capabilities in the sector rapidly
moved up, allowing not just competitive pro-
duction of the qualities initially introduced by
Desh, but the improvement of capabilities in
this region very soon allowed the production
to move to somewhat higher qualities like Q,
as well. Why was this investment so successful
in achieving rapid learning?

Effort, Learning and the Success of
Desh Garments

The Desh-Daewoo collaboration began in
1979. Desh effectively purchased learning
from Daewoo, sending its future manag-
ers, supervisors, and some production-line
workers to Daewoo’s Busan plant in South
Korea to do the learning-by-doing on site
in a working and competitive garments fac-
tory. Daewoo was also to assist in identify-
ing the modern machinery that Desh would
purchase, provide access to inputs like fabrics
at world market prices and provide assistance
with marketing the garments using its estab-
lished marketing network. Daewoo would be
making some up-front investments, includ-
ing hosting and training the Bangladeshi visi-
tors at Busan, but this would be repaid in the
form of a royalty of three percent of sales for

the technical training and another five per-
cent of sales for marketing (Rhee 1990). All
investments in machinery, salaries and the
project costs in Bangladesh were covered by
Desh. Clearly, both sides were taking some
risk for an appropriate share of the return.
Fortunately, the incentives and compulsions
implicit in these contractual arrangements
and the degree to which they were enforce-
able ensured very high levels of effort being
put in by both sides.

The collaboration was initially expected to
last for five years, but so successful was the
learning and technology transfer that Desh
was able to cancel the collaborative agree-
ment in 1981, after just one and a half years.
Within a year the collaboration succeeded in
transferring a large part of the requisite tacit
knowledge required to actually produce gar-
ments using modern production techniques.
The Bangladesh garments industry would
not have succeeded if it had simply produced
garments using existing capabilities under
the protective barrier created by the MFA.
The latter may have allowed Bangladesh to
produce at the point W in Figure 8, but the
removal of MFA would have resulted in the
collapse of the industry. The fact that tacit
knowledge was actually acquired and brought
to the local economy is proved by the fact
that once the new production routines had been estab-
lished and understood, many new garments fac-
tories opened up in Bangladesh within two
or three years and they gradually improved
their product qualities beyond the initial lev-
els. Indeed, so dramatic was the growth of
the garments industry that the USA imposed
quotas on Bangladesh in 1985 just a few years
after Desh Garments actually began export-
ing. But very high growth rates continued
beyond the new quota entitlements, proving
that new competitive capabilities had been
established.
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The quotas imposed in 1985 on Bangladesh
defined the quantities of different catego-
ries of garments that could be exported to
the US without paying tariffs. These quotas
were generous, but for a variety of reasons,
many exporters were soon exporting outside
the quota, and therefore without benefiting
from the quota rent. This was sometimes be-
cause some producers were not part of the
‘in-group’ of the BGMEA, the Bangladesh
Garments Manufacturers and Exporters As-
sociation, that was responsible for distribut-
ing the quota between different garments
producers. In addition, quotas for popular
lines were soon fully allocated so new pro-
ducers could not have got an allocation any-
way. Thus, within two or three years of the
garment industry coming on stream, proba-
bly as little as one third of all producers were
‘quota-protected’. But growth continued rap-
idly. By the time the MFA was effectively re-
moved in 2007, Bangladesh had a diversified
garments industry that was engaged in some
amount of backward and forward linkages as
well. This evidence suggests that MFA was
possibly only important for the first few ma-
jor investments in the garments industry, but
these investments were vital in achieving a
significant transfer of know-how through
learning-by-doing.

In terms of eq. [11] and the relationships
between the variables suggested in Figure 7,
we can identify a number of fortunate condi-
tions that can help to explain the successful
acquisition of technological capabilities by
Desh and its transfer to the emerging Bang-
ladesh garments sector. First, the financing
instrument’ involved in financing the learn-
ing-by-doing was a combination of a public
‘quota rent’ subsidy and private investment in
learning, primarily on-site in Busan and sub-
sequently on-site in Bangladesh. This co-fi-
nancing of learning characterized not just the
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Desh investment, but also the investments
that were made by new entrant companies
benefiting from MFA in other product lines
in the months and years after Desh started
production in Bangladesh. All of these com-
panies were beneficiaries of quota rents and
yet had to make relatively uncertain invest-
ments in learning to produce different types
of garments to global standards. Co-financ-
ing in this form meant that the Bangladeshi
investor had very strong incentives to put in
high levels of effort because the quota rent
was not sufficient to achieve global competi-
tiveness with existing levels of capabilities. If
the quota rent had been sufficient for Bang-
ladeshi firms to be immediately profitable
without exerting any effort in learning, the
takeoff would have been immediate without
the need for the Busan collaboration. But
equally, most of these enterprises may later
have collapsed when the quota rents disap-
peared with the gradual withdrawal of MFA.
The partial boost provided by the quota rent
proved to be sufficient to induce private in-
vestment, but also ensured that private inves-
tors would only be successful if genuine ca-
pability development happened at the outset.
This was a very fortunate aspect of the levels
of protection provided by the MFA.

Second, the governance agencies responsible for
allocating the MFA rent were initially entirely
exogenous to the internal political structures
of rent-management in Bangladesh. Initially,
the quota rents were available to every pro-
ducer exporting garments of the requisite
quality. A permanent export subsidy of this
type may not have had the desired effect, but
everyone knew that there was no reason to
expect the MFA to be a permanent feature
of the global economy. Indeed, within a few
years, Bangladesh was subjected to quotas by
the USA and the quotas were distributed be-
tween firms by the garments producers as-
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sociation, the BGMEA. If quota rents had
still been important for learning at that stage,
the management and allocation of the quota
rents by the BGMEA would have been an
important determinant of subsequent learn-
ing success. Aspects of the political settle-
ment (in particular the distribution of power
between economic organizations within BG-
MEA and their relationships with political
organizations) would have been critical. As
it turned out, by the time quota rents began
to be allocated by the BGMEA, the core ca-
pabilities required for achieving global com-
petitiveness had already been absorbed by the
first firms, and second and third tier entrants
had already started imitating them. New en-
trants already knew how to become globally
competitive on the basis of their private in-
vestments in learning, even if they no longer
benefited from quota rents. This is proved by
the fact that many zew entrants after 1985 did
not receive any quotas.

In other wotds, the transition from com-
petitiveness levels of X that had initially char-
acterized the sector to competitiveness levels
like A, where a firm could be globally com-
petitive without any quota rent, happened rather
rapidly. This transition was based on an up-
ward shift of the capabilities curve from its
pre-MFA to a post-MFA position. Once firms
learned how to achieve competitiveness (and
they continued to enjoy a significant wage ad-
vantage compared to most competitors), they
were not afraid to set up production without
a quota. It took them slightly longer to turn a
profit, but they knew they could do it because
the type and extent of effort was known by
then. The fortunate aspect of the technolo-
gies that were protected by the MFA was
therefore that protection was only required to
induce learning in the very first firms where
the learning was most risky and uncertain. In
later cases, the MFA rents were not essential,

and therefore the governance structures allo-
cating the MFA rents were not decisive. The
core routines had already been transferred to
the local economy. This lucky characteristic
was related to the simplicity of the technolo-
gies involved in the garments industry. For
more sophisticated technologies, the ‘public’
component of the financing for learning may
have had to last for longer and the agencies
monitoring and governing these investments
would be of much greater significance for
determining the incentives and compulsions
they created for high effort in learning.

The firm structures of the early firms involved
in the learning were very important for effec-
tive learning and high levels of effort. The
collaboration between Desh and Daewoo
involved significant investments from both
sides, but particularly significant from the
Bangladeshi side which had to put in most of
the capital and effort. The founder of Desh,
Nurul Quader Khan, provided the bulk of the
capital required for investment in plant and
machinery for the venture. Daewoo’s invest-
ment was to invite a large team of Bangladesh-
is to visit and study its operations in South
Korea and understand on-site how produc-
tion was actually organized. The characteris-
tics of this firm-to-firm relationship and the
internal incentives and compulsions within
Desh are perhaps the most critical character-
istics explaining the success of the technology
transfer. On one side was a relatively small
Bangladeshi firm led by a motivated investor
who clearly had the capability to motivate his
team of enthusiastic middle managers. On
the other side was a disciplined South Korean
conglomerate that had no interest in retaining
commercial secrets in a very mature sector,
and every interest in rapidly transferring this
technology to its new partners. Moreover, the
speed with which it would get a return on its
investments in training would depend on the
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rate at which it could transfer tacit knowledge
to the visiting Bangladeshis and assist them
in transferring this to their production site in
Bangladesh. Much of the tacit knowledge was
communicated in South Korea in the form
of hands-on experience on the South Korean
factory floor and the strong incentives on both
sides ensured that this was a rapid and rigor-
ous process. It is clear from the subsequent ex-
perience of Desh that this hands-on learning
experience was decisive for achieving success.
Between 1981 and 1987, Desh Garments grew
its exports at a staggering average rate of 90
percent every year (Rahman 2004).

An important factor that also helps to
explain the high levels of effort of the early
Desh managers is that they believed that one
day they could become garments entrepre-
neurs on their own. The relatively insignifi-
cant scale economies in the sector made this a
credible hope. Motivated managers and even
supervisors could expect that if their learning
was successful, they could one day become
an owner themselves. Desh, the pioneering
company of garments production in Bangla-
desh, did nothing to deny this possibility. To
its credit, it realized that the motivation of
its staff was more important than trying to
internalize all the positive externalities of its
investment in learning. Perhaps, it also rec-
ognized that the clustering effect of many
garments factories would be an advantage
for itself. Even today, high levels of effort
in the best garments factories in Bangladesh
are sustained by entrepreneurial motivations
of middle managers who work hard to con-
tinuously upgrade processes within the firm
with an implicit incentive that this know-how
could eventually be advantageous for them.
Of course, the nature of the technology was
important for sustaining these incentives.
The relatively easy transferability of the rou-
tines required to maintain competitiveness
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meant that Desh could sustain its breakneck
growth despite the turnover of managers. As
long as some continuity could be maintained
between generations of managers, Desh and
later other garments factories could continue
their growth despite losing some managers.
Moreover, many routines became embodied
in the workforce where turnover was much
slower in percentage terms. These character-
istics of the technology and therefore of the
firm structures they supported are important
for understanding the incentives for high lev-
els of effort

The technology of the garments industry
was therefore fortunate in several respects.
However, this should not be taken to mean
that the tacit knowledge involved in this in-
dustry was very simple to absorb. Before Desh
there was no medium-to-large-scale modern
garment industry in Bangladesh. Even after
the routines became local knowledge and
were widely imitated, the failure rate in the
industry was extremely high. Published fig-
ures for failures are not available, but industry
insiders suggest that between 30 and 40 per-
cent of early start-up firms failed to survive.
The knowledge required for success is not
just about how to set up the factory floor, but
also how to manage a complex service rela-
tionship with demanding buyers and difficult
supply chains in a changing environment.
The critical point is not that tacit knowledge
was not important here, but rather that fea-
tures of the technology and firm structure
provided very strong internal incentives for
effort. In sectors with significant scale econ-
omies where managers could not expect to
set up their own firms in a few years, internal
firm incentive structures motivating middle
management would be extremely important.

The success in sustaining effort in the ear-
ly stages of learning was also assisted by fea-
tures of the political structure that characterized
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Bangladesh at that time. The late 1970s were
a period characterized as authoritarian clien-
telism. The new government wanted to undo
the economic damage done by the ‘socialist’
experiment under the previous dominant par-
ty period. The abandonment of the attempt
to create a one-party state had important im-
plications for strategies of pushing through
pro-business institutional reforms on a piece-
meal basis. A one-party state or even a domi-
nant party in a competitive political system
has to try and accommodate every political
organization that has significant power. The
downside of this is that there are contrary in-
terests within the dominant party and deci-
sions that hurt any powerful internal organi-
zation or faction are likely to be successfully
blocked. The clientelist authoritarian strategy
of political management was different. Pow-
erful organizations were encouraged to com-
pete outside the ruling coalition and only a
subset of these organizations was selectively
accommodated within the ruling party. This
meant that there were fewer centres of oppo-
sition to policies within the ruling party and
in particular, weaker organizations that were
not necessary to the ruling coalition could be
excluded and ignored. A range of organiza-
tions who may otherwise have objected to
the pro-business strategies of the new regime,
and who may have demanded high payoffs to
enable the implementation of these institu-
tions and policies, could now be overruled or
ignored without significant political cost.
The new political structure played an im-
portant role in allowing the leadership to fo-
cus on a small number of targeted reforms
that did not significantly affect established
interests, but which could not be blocked by
powerful political organizations looking for a
share of the rents. President Zia ur Rahman
backed the Desh project at the highest level
and was instrumental in introducing Desh to

the South Koreans. He also backed the in-
troduction of vital institutional innovations
like back-to-back letters of credit which al-
lowed firms to import raw materials on the
basis of their export orders and of bonded
warehouses that allowed duty-free imports of
inputs designated for re-export after process-
ing, thereby freeing garments manufactures
from complex customs payments and re-
claims. The perception that these institu-
tional changes would not be held back by in-
ternal political obstruction was important for
encouraging both the Bangladeshi and South
Korean investors to begin investing even be-
fore the institutional problems had been fully
resolved. On a broader front, the changes in
the political settlement meant that political
organizations that may have sought to block
these changes in the name of ‘socialism’ or as
a bargaining tool to extract concessions were
now excluded from the ruling coalition and
were unable to do so. Thus, the new political
structure was important for enabling invest-
ments and institutional changes that made
the new sector potentially viable if learning
could be organized. The changed political
settlement therefore significantly increased
the likelihood that stakeholders would invest
significant effort in learning rather than sim-
ply using investment in the sector as a strat-
egy of short-term rent capture in the presence
of quota rents.

The clientelistic authoritarian political set-
tlement allowed the introduction of required
institutional innovations like back-to-back let-
ters of credit and customs rules that allowed
bonded warehouses. The new income flows
(rents) that could be potentially captured as a
result of these institutional changes were not
essential for the ruling coalition for two sets
of reasons. First, the amounts involved were
initially small, and secondly, the new ruling
coalition did not attempt to include all po-
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litical organizations and therefore it had rela-
tively more limited internal rent requirements
compared to the previous one-party state. As
a result, the new institutions were not sig-
nificantly modified due to significant rent-
diversion by powerful organizations nor did
their enforcement face strong resistance from
political organizations that were deprived of
a share of these rents. Moreover, the quota
rents created by the MFA were obviously
not domestically created and the global in-
stitutional arrangements on which they were
based could not be significantly modified by
domestic political organizations. The quota
rents could only be captured by garments ex-
porters in certain categories and Bangladeshi
political organizations could not determine
the allocation of these rents through domestic
institutional modifications. Once quotas were
introduced for Bangladesh in 1985, BGMEA
became responsible for allocating quotas
across its members. However, the BGMEA
was relatively successful in allocating quotas
according to historical export performance so
that politicization did not become excessive.
These favourable background conditions,
partly based on the international institutional
origin of some of the rents and the political
settlement that ensured that complementary
institutional changes were not significantly
modified, combined to ensure that the rents
available to the garment sector in its early
days created the right incentives for effort in
learning.

Thus there were good reasons at the mi-
cro and macro level why the configuration
of incentives provided by the MFA quota
rents, private financing, the nature of the
technology and the associated firm structure
and finally political conditions interacted to
sustain high levels of effort in the learning
process. The outcome was by no means ac-
cidental even though all these variables were
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not designed by policy to be compatible and
achieve a high-effort learning result. In sec-
tors where the technology is different, where
accidental trade-related rents do not exist
to the appropriate extent, or where political
conditions prevent critical incremental in-
stitutional changes that support investment
in a sector, it may be much more difficult to
create new financing instruments and gov-
ernance structures that ensure high levels of
effort in learning. This explains why devis-
ing effective instruments for financing de-
velopment has proved to be so challenging
in developing countries and why financing
instruments for new sectors have frequently
achieved poor results.

From a policy perspective, it does matter
whether the success of the garment indus-
try was based on ‘discovery’ or ‘learning’. If
the absence of effort in learning explains the
failure of previous trials, then carrying out a
number of further trials using public funds
is unlikely on its own to ‘discover’ further
sectors like the garments industry. What is
needed is policy that can invest in the trans-
fer of tacit knowledge in other sectors and
ensure effective learning through high levels of effort.
Subsidies without mechanisms of enforcing
high levels of effort in the experimentation
and adaptation that constitutes learning have
failed in the past and are likely to do so again.
The Desh-Daewoo experiment succeeded
because it achieved high levels of effort, and
the policy lesson is to try and design further
rounds of learning with appropriate financ-
ing instruments and associated conditions
that ensure similarly high levels of effort.

The metaphor of discovery may allow us to
be too sanguine and argue that failure simply
shows that innate capabilities were missing
for producing a particular product in a par-
ticular country. The policy implication that
follows from the discovery metaphor is that
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we only need the credible capacity to termi-
nate subsidies for discovery in time and try
again in another sector. The learning model
says that we need to probe more deeply into
success stories and design new policies with
greater attention to the interplay of factors
that determine the level of effor# put into the
learning. The challenge for policy in Bang-
ladesh, even within the garments and textile
sector, is to follow up on the implications of
the importance of learning and to conscious-
ly design policies to accelerate further moves
up the technology ladder.

Technology Upgrading in

the Garments Sector

More than 30 years after the garment sector’s
growth began the sector is still rapidly grow-
ing. However, technical progress up the value
chain and into new technologies has been
slow, while lateral expansion multiplying ex-
isting types of plants has been very rapid. A
number of characteristics can help to explain
these features. The MFA gradually declined
in significance and no new arrangement of
this type emerged for new or more techno-
logically sophisticated garments and textile
sectors. In the latter, there was therefore no
part-public financing of the learning process.
Secondly, the political settlement changed af-
ter 1990 with the replacement of authoritarian
clientelism by a vulnerable democracy based
on competitive clientelism. These changes
meant that the private financing need was
higher and even more so because the tech-
nologies were now more sophisticated and
the learning gap was larger. And the political
context of competitive clientelism meant that
the capacity of the ruling coalition to make
targeted and specific institutional changes
to support particular technological require-
ments of catching-up sectors was reduced.

This does not mean that a broadening of
the technical base did not happen. There
was significant growth in backward and for-
ward linkages. By 2005, roughly 45 percent
of export value was added in the domestic
economy, demonstrating the growing back-
ward linkages in spinning, weaving, dyeing
and accessories (Bhattacharya, et al. 2002;
World Bank 2005; M. N. Ahmed and Hos-
sain 2006). Discussions with entrepreneurs
in the sector reveal a number of systematic
problems that are closely related to our analy-
sis of learning. Moreover, with the garment
industry accounting for roughly 70 percent
of exports, there is a strong case for greater
diversification. This requires transferring les-
sons from the successful experience of learn-
ing in this sector to devise policies for other
sectofs.

A widespread observation in the industry is
that once the learning requirements for a par-
ticular technology become known, banks are
willing to lend freely (though the real interest
rate for investors has been high in Bangla-
desh). The difficulty is that for new technolo-
gies and sectors, banks understandably have
no metric for estimating their exposure to
risk. In fact the entrepreneurs themselves do
not know how successful the learning exer-
cise will be. The fixed interest and collateral
requirements of bank loans do deter investors
who are not sure how long their learning will
take. Nor can the absorption of new tech-
nologies be easily financed by profit-sharing
agreements with outside investors because the
latter are deterred by poor guarantees of dis-
closure, weak contract enforcement and weak
mechanisms for compelling effort on firm-
level managers. Thus, there were significant
contracting failures constraining investments
in learning, which in turn constrain the rapid
acquisition of new technological capabilities.
While supporters of market-enhancing ‘good
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governance’ argue that this is one reason to
improve contract enforcement, the realistic
possibility of making a significant impact on
contract enforcement in the medium term in
clientelist political settlements is very limited.
Other governance approaches therefore have
to be devised to address critical contracting
failures.

New technologies continued to come in,
but only when supported by very specific
financing mechanisms. One variant driving
technical progress in the industry is of en-
terprising entrepreneurs who are willing to
accept high risks and negative returns for
an indefinite period. These investors are in-
vesting in learning by reinvesting profits
from their existing businesses in new higher-
risk technologies. A second variant that can
drive learning in new sectors is when foreign
partnerships help to finance investment and
learning. As foreign partners cannot rely on
very credible contract enforcement, these
relationships typically work in developing
countries when they are based on established
relationships of trust between the domestic
and foreign partner. But there is widespread
recognition within the industry that if appro-
priate instruments of financing for new tech-
nologies could be developed while ensuring
incentives for high levels of effort, the adop-
tion of new technologies and investment in
the acquisition of tacit knowledge would be
much accelerated.

The companies who were able to absorb
the risks of financing investments in tech-
nology upgrading, using their own retained
profits, were typically bigger companies with
strong modern managements. They had al-
ready established positions in other segments
of the market that could generate the profit
stream for financing learning and technology
absorption in new segments of the market.
We surveyed technically dynamic firms in the
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garments sector in 2007 and again in 2011
and found that a gradual technical upgrada-
tion was taking place based on the reinvested
profits of successful firms and the ability
of established entrepreneurs in these firms
to absorb the risk of learning in incremen-
tal new sectors based on the profit stream
coming into their established businesses. An
example in 2007 was the Bengal Jeans and
Bengal Denims group that was moving up
into denim manufacture. This was entirely
based on reinvested profits, which ensured
strong incentives for effort within the firm.
The firm achieved 80 percent of the rated
productivity of its new denim weaving ma-
chines within a year. But integration across
all inputs and differences in costs of inputs
meant that Chinese imports of denim with all
the transport costs were USD 1.50 per yard
compared to their internal cost of production
of USD 1.70. Thus, an implicit internal loss
financing of learning was continuing after a
couple of years.

Still the use of the Bangladeshi fabric was
viable because the group had its own jeans
stitching business and in-house production
allowed better quality control and quicker
response times for their jeans manufactur-
ing. Moreover, as a least developed country
(LDC), Bangladesh benefited from the gen-
eralized system of preferences (GSP) that
allowed developed countries to lower tariffs
for LDCs without having to lower them to
the same level for other WTO countries.
This gave users of local fabrics a cost advan-
tage of up to 12.5 percent in some markets.
They were taking a bet that achieving scale
economies in their domestic production and
rising costs in China would eventually make
the denim production globally competitive.
Clearly, without their integration into jeans
production (and GSP privileges), the back-
ward linkage would have been unviable given
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the time it was taking to compete with the
Chinese.

Another example of a modern factory that
had become sizable through incremental in-
ternally financed investments was Far East
Knitting and Dyeing Industries. This had
around 1,300 workers in low value-added
garments making, but the stream of income
from that was financing sustained moves
into higher value-adding knitting and dyeing,.
Around 800 workers were employed in these
more technically advanced areas in the late
2000s, and these numbers were growing. The
company’s strategy was to retain 5 percent of
its gross export earnings for reinvestment in
technology upgrading. The owners and man-
agers were individuals with a long exposure
to western markets, had good relations with
buyers and understood how to create incen-
tives for high levels of effort by their work-
ers. The firm had devised internal incentive
schemes like a rolling fund where the firm
paid in around 300,000 taka every month
(around USD 5,000) which accumulated into
a sizable fund over the years. Employees who
stayed with the firm more than five years
were entitled to a per capita share of the fund
when they left, creating incentives for staying
on. This was to reduce the perennial problem
of leakage of trained workers.

Firms in Bangladesh are obviously aware
of the ‘positive externality’ problem, which
means that new entrants or other exist-
ing firms have an incentive to poach on the
training efforts of firms that engage in skill-
ing up new workers or workers in particular
segments of quality. But it appears that firms
have adjusted to these positive externalities
and are not excessively constrained by it. A
mechanism that is widely used is to force
workers to share some of the initial training
costs by hiring them as ‘helpers’ in the first
place. They often have rates of pay that are

below the market wage because the assump-
tion on both sides is that the training has
a value which can be lost to the firm if the
worker leaves. The bargaining power of firms
in a labour surplus economy has meant that
this arrangement has been widely adopted,
though the pressure to implement minimum
wage laws for helpers became unavoidable
by 2010. Clearly, firms can and have misused
these arrangements, but it is one mechanism
through which the external benefits of train-
ing were internalized by the firm in the form
of initially lower employment costs.

The other model sustaining investments
in new technologies has been partnerships
with foreign partners. This requires strong
relationships because foreign partners pro-
viding some of the capital or technology for
upgrading have to be assured that the Bang-
ladeshi firm will put in high levels of effort.
Contracts protecting the investments of for-
eign partners are recognized as being of lim-
ited value in the general context of weak en-
forcement. In the small-scale garments sector
where corporate reputation still has limited
value, personal relationships and industry
knowledge have been very important. An
example is K.S. Embroidery where personal
relationships between Chinese investors and
a Bangladeshi entrepreneur allowed a small
investment and some technology transfers in
new segments of the industry such as mecha-
nized embroidery.

A potentially very interesting model of for-
eign partnerships driving technology acquisi-
tion is the Danish Business-to-Business (B2B)
programme run by the Danish development
agency DANIDA in the mid-2000s in Bang-
ladesh (Ministry of Foreign Affairs Denmark
20006). This programme identified viable and
reputable Danish companies and introduced
them to developing countries and potential
local partners with whom joint ventures or
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partnerships could potentially be set up. The
Danish programme vetted high-quality Dan-
ish technology providers, financed their visit
to the developing country and set up meet-
ings with domestic entrepreneurs. Its main
purpose was to cover the costs of potential
Danish companies to come to a developing
country that they did not know and where
they might otherwise not have come. In other
words, the programme covered the coordina-
tion costs but not the direct investment and
learning costs faced by the joint venture.

But consistent with our argument of risk,
this limited support resulted in new invest-
ments in relatively sophisticated technolo-
gies. As an example, the International Trade
Connection, a Bangladeshi business group,
implemented a project setting up a composite
textile knitting factory at Bhaluka with Ger-
man and Danish technicians providing as-
sistance in 2007. As a result of the linkages
established by the programme, there was also
a private Danish investment with a 33 percent
stake in the project. The Danish programme
is obviously restricted to Danish companies,
and this significantly limits the range of tech-
nologies and sources of financing accessible to
Bangladeshi firms through this programme.
Nevertheless, it is a good example of how rel-
atively small investments in coordination and
information provision can help bring about
investment in new technologies in develop-
ing countries. It is a model that other devel-
opment partners could consider, and indeed
the Bangladeshi government could use some
of its own resources to reduce the coordina-
tion costs of foreign investors in new tech-
nologies.

The characteristics of the Danish B2B
programme mean that care would need to
be exercised to scale it up. The financing in-
strument here is like a public subsidy that re-
duces the overall costs of investing in new
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technologies by reducing some of the infor-
mation and coordination costs. The partial
contribution to investment means that pri-
vate financing of learning is still required to
achieve competitiveness. Here the small scale
of the programme and the intensive knowl-
edge that the Danish programme coordina-
tors have both of the Danish business they
invite and the Bangladeshi businesses they
introduce them to means that the business
partners start off with some degree of confi-
dence in each other. The rest is then based on
intensive action to establish trust and confi-
dence in the mutual business models. As the
Bangladeshi side cannot become competitive
without an investment in effort, and as the
foreign investor in technology knows what is
involved in the technology and can help the
local company set up the operation, there is
once again a mutual incentive in putting in
high effort in learning. The political context
by this time was less favourable for incremen-
tal institutional changes supporting particu-
lar investments, but given the very small scale
and specificity of these investments this fail-
ing did not matter excessively.

By 2011 the garments sector in Bangladesh
had become fairly differentiated with some
technically sophisticated firms at the top and
some very basic technology ones at the bot-
tom and a range of variation between. Some
of the more sophisticated firms at the top
had gradually progressed to very sophisticat-
ed technologies and production techniques.
An investigation of a few of the sophisti-
cated firms at the top reveals that some of
these firms have achieved a self-sustaining
dynamic of technical progress based on the
investment of their internal profits for grad-
ual movements up the technology ladder. We
look at two examples. Viyellatex Group is a
dynamic firm based in Khortoil in Gazipura
Tongi near Dhaka. Its history goes back to
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1996 when it was set up with 450 workers
and six production lines and today employs
14,000 people, with backward linkages into
spinning, knitting, dyeing, customized pack-
aging, and accessories including buttons,
hangers.

Its chief executive, David Hasanat, does
not recall getting any external assistance in
building up the company, which has grown
based on its reinvested profits. The original
capital was entirely a bank loan backed by the
collateral of the partners. Clearly, the risk of
succeeding in learning was entirely borne by
the partners based on their observation of the
technical capabilities that other Bangladeshi
firms had achieved at that time. In the basic
lines on which they initially focused, it was
possible to estimate the learning-by-doing
that was required. Subsequently, in moving
up the value chain and into new lines, their
secret was aggressive reinvestment of profits
based on a long-term commitment by the
owners to build a technically sophisticated
company. In 2011 the firm was investing in
green technologies to become a carbon-neu-
tral company. The design features were com-
missioned from the Bangladesh University of
Engineering and Technology (BUET), with
the design financed by German aid as part of
a GTZ project. This company was therefore
capable of gradually moving up the quality
ladder based largely on reinvested profits and
the learning capabilities that the top manage-
ment had acquired over time.

Far East Knitting and Dyeing Industries
had moved on further in 2011. Asif Moy-
een, its chief executive, explained that the
company always solved its problems by it-
self. The company was making a significant
investment in a high-technology spinning
plant and weaving plant. There had been no
government help but neither had there been
government expropriation or obstacles set up

to enable rent collection. The primary prob-
lem for the company in moving up the value
chain was power supply and this too had to be
solved in-house as in all major garments fac-
tories with the development of captive power
plants. The company had a gas-based genera-
tor but with the shortages of gas it was now
building diesel and furnace oil generators.
The prioritization of gas supplies to some
firms did require government assistance and
therefore kickbacks and bribes and for this
reason the company preferred to diversify its
power sources, even at a relatively high cost.
The main constraint to the expansion of the
company was the dire situation in national
power generation and infrastructure.

The growth of the garments industry has
obviously resulted in an increased political
influence of its two associations, the Bangla-
desh Garments Manufacturers and Export-
ers Association (BGMEA) and the Bangla-
desh Knitwear Manufacturers and Exporters
Association (BKMEA). However, the two
associations wield less power and influence
in national policy-making decisions than the
economic dominance of the garments sector
in exports and manufacturing may suggest.
Shafiul Islam Mohiuddin, second vice-presi-
dent of BGMEA, describes a relationship
with government that suggests a limited en-
gagement between the two sides, either posi-
tive or negative. The low rents (profits higher
than competitive market levels) that the sec-
tor generates possibly makes it less interesting
for political organizations, either as a target
for predatory activities or as a sector to assist
in exchange for a share of future profits.

The BGMEA was involved in a fifteen-year
long negotiation with successive governments
to set up a ‘garments village’. The aim was
to bring a large number of garments facto-
ries together in a cluster, solving the problem
of land acquisition and infrastructure facing
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start-up companies in the sector. The land
would be bought by firms locating within the
village, but government support was required
to acquire the land in the first place. After
19 meetings with Saifur Rahman, the last
finance minister, the government promised
a 300 acre park in Kachpur. But at the last
minute, the decision was changed to offer the
garments industry plots in the huge Adamjee
Jute Mills site, which was now empty after the
public sector jute mill had been closed down.
The problem for the garments industry was
that the proposed price of land at Adamjee
was too high to be viable. Saifur Rahman of-
fered land at Adamjee at 9.5 million takas per
bigha (one-third of an acre in Bangladesh)
when land was available at industrial sites like
Savar and other areas at around 2 million ta-
kas per bigha around 2002-3 (when the ex-
change rate with one US dollar was approxi-
mately 55 takas). Not surprisingly, this long
negotiation to solve the locational problems
of the industry ended in failure.

At an institutional level BGMEA has some
successes to its credit. These include its suc-
cessful taking over of the functions of allo-
cating Utilization Declaration (UD) and Uti-
lization Permission (UP) certificates, which
determine how much cloth per dozen shirts
a garment factory is allowed to import duty
free. This assessment is technically the func-
tion of the Customs department. By acquiring
the right to assess and allocate these certifi-
cates within the industry, BGMEA reduced
the ability of Customs to harass manufactur-
ers, but Customs can still occasionally take
bribes for conducting the annual audit com-
paring the aggregate imports and exports of
raw materials. The allocation of these certifi-
cates also gives the BGMEA a certain lever-
age over its member firms that it has used to
advantage in its additional role in facilitating
arbitration between firms, buyers, workers
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and buying houses. Arbitration is important
in a context where the formal court and legal
system is notoriously slow and open to influ-
encing activities. The BGMEA has its own
arbitration processes and structures, using re-
tired high court judges and with its own body
of case law. As the arbitration is done by in-
siders who know how the industry works as
well as its undeclared practices, like informal
cost- and profit-sharing agreements, the ar-
bitration works relatively well. Intransigence
on the part of firms who may otherwise have
ignored judgements that went against them
is mitigated because firms do not want to an-
tagonize the BGMEA as it has real powers in
allocating UD and UP certificates.

The BGMEA can also help its members
with problems like late payment of utility bills
by some factories because of delayed payment
receipts from abroad. Without its intermedia-
tion and its confirmation that some delays are
legitimate, power may have been cut off to
some firms. BGMEA guarantees to the pow-
er company thus helps to keep some firms
in business. The BGMEA has also begun
to play a more important role in negotiating
government support for the sector during a
crisis. For instance, after the 2008 recession,
BGMEA lobbying led to government prom-
ises of support. For new markets (that is mar-
kets outside the USA, Canada and the EU)
such as Australia and Turkey, the government
offered an export cash support of 5 percent
for 2010, gradually reducing to 0 percent after
five years. In addition, small producers whose
sales were less than USD 3.5m, the govern-
ment offered a two percent cash incentive for
up to 25 percent of the firm’s FOB value of
exports or its value added beginning in 2010.
The association also negotiated an exit policy
for bankrupt firms in 2010. The policy pro-
vided bankrupt firms around seven years to
pay off bank loans with government giving
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implicit interest rate support. The strategy
allowed owners of bankrupt firms to avoid
bankruptcy certificates that would have pre-
vented them from doing other businesses.

10. THE EMERGENCE OF
THE ELECTRONICS SECTOR

Electronics is one of the promising new sec-
tors in Bangladeshi manufacturing with some
capacity already developed at the beginning
of the 2010s. Its promise lies in the fact that
many basic electronic items like fridges, tel-
evisions, air-conditioners, CD-players or
DVD-players have a relatively significant
assembly component that a labour-surplus
economy can easily adopt. Moreover, many of
the lower-technology parts can also be locally
produced. As Chinese wages and exchange
rates rise, many of these assembly and basic
manufacturing activities will inevitably shift
to lower-wage countries. Some of the critical
components like chips will undoubtedly have
to be imported till a much higher level of
overall industrialization has been achieved,
but there are significant manufacturing and
assembly operations that could be done at the
level of manufacturing capabilities that exist
in Bangladesh. However, this takeoff has to
happen in a context where the political settle-
ment already has characteristics of competi-
tive clientelism with weak democratic insti-
tutions. Bureaucratic organizations have also
become relatively fragmented and uncoordi-
nated and are unlikely to play a coordinated
role in organizing support for learning in
these new industries. The only counterweight
to these negative developments is that some
economic organizations have developed suf-
ficiently to be able to finance a gradual proc-
ess of learning-by-doing by themselves. As

a result, we see the same gradual technol-
ogy adoption strategies in electronics that
we see in the more mature garments firms,
with personal assets and profits being used
to gradually finance relatively risky learning,
The significant difference with the garments
industry is that while the latter had a lucky
break at its earlier stages due to a more fa-
vourable political settlement and fortuitous
public financing in the form of the MFA, the
electronics industry did not, and therefore
has had to accept a slower process of learning
and capability development, and therefore
slower growth from the outset.

The pioneering company that has led the
learning processes involved in introducing
electronics manufacturing in Bangladesh (as
opposed to small-scale assembly operations
that had existed for some time) is Walton
Hi-Tech Industries. Despite its name this is a
Bangladeshi company that took the unusual
step of advertising and marketing its prod-
ucts as ‘Made in Bangladesh’. Its marketing
strategy reflects the economic nationalism of
the five brothers who are its owners. As one
of the brothers, Shamsul Alam, explained,
their mission is not just to make money but
also to introduce new manufacturing capa-
bilities into Bangladesh. Indeed, without such
a commitment it would be difficult to explain
how a company could enter a sector that was
entirely new for Bangladesh and take the pri-
vate risk of financing a relatively long period
of learning-by-doing,.

The brothers entered business by setting
up a trading company in the early 1980s,
trading corrugated iron, imported zinc in-
gots and engaging contract manufacturers to
produce the products which they marketed.
Their trading company subsequently became
involved in importing 19 electronic items.
It was at that time that they began to visit
China to see why they could not manufacture
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some of these items in Bangladesh. Initially
the project was totally self-financed, drawing
on profits from trading. The construction of
the first electronics factory began in 2004
with trial production from 2006. The range
of products that are already part-manufac-
tured in its new plant in Gazipur near Dhaka
includes fridges, motorcycles, and televisions,
with different levels of domestic content. The
production of assembled air conditioners is
targeted from late 2011 with mobile phones
next in the pipeline. The big ambition of the
brothers is to produce the first Bangladeshi
motor car. Clearly, the range of products that
the firm is experimenting with suggests that
its desire at this stage is primarily to absorb
these technologies and show they can be
produced in Bangladesh, and this outweighs
purely commercial interests in achieving
scale economies and high levels of profitabil-
ity. The company’s lasting contribution may
therefore be to introduce new technologies
to Bangladesh even though it is unlikely to
achieve competitiveness across all these dif-
ferent lines.

In 2011 the company employed between
5,500 and 6,000 workers. Its production
was still small, at around 25,000 fridges and
around 4,500 motor cycles per month. Its
motor cycles were around 20,000 takas (USD
300) cheaper than similar quality imported
ones. Its refrigerators were also somewhat
cheaper than imported fridges, but in addi-
tion its extensive network of retail and serv-
ice outlets throughout the country ensured
that it could provide better after-sales service
than its competition in the more basic seg-
ments of the market. The motor cycles al-
ready had 60 percent domestic content and
the plan was to begin producing engines very
soon based on Chinese models. The fridges
were entirely manufactured in Bangladesh
except for the compressor. According to
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Walton engineers, the compressor was also
easy to make in Bangladesh but for the capi-
tal investment to be viable a larger scale of
production was required. Export markets
were being explored with small trial exports
to Qatar, Oman, Myanmar and Nepal. Total
exports in 2011 were only around 1,500 units,
but if these markets could be opened up there
were good prospects for expansion that could
justify the investment in making compres-
sors. The company also assembled cathode
ray televisions, with the tubes imported from
Malaysia, and LCD assembly was due to be-
gin soon using South Korean panels. Clearly,
panel-making capabilities were far away in
the future and there were no plans to attempt
this soon. Apart from this, the company was
selling Chinese-produced mobile phones and
DVD players under its own brand name to
build name recognition in preparation for
the gradual assembly and part manufacture
of these items in Bangladesh.

There was some government support in
the form of customs duties and taxes that
supported domestic production and assembly
of electronic items. But this tariff structure
had existed for some time without triggering
any significant assembly or manufacturing of
electronic products. Table 6 shows the duty
and tax structure for refrigerators and air
conditioners in 2010. The tariff protection to-
gether with lower duties and taxes on import-
ed parts provided an advantage to domestic
manufacturing and assembly. The duty and
tax structure had remained unchanged since
before Walton began its operations, and the
only incremental support that was associated
with the emergence of Walton’s operations
was that in 2009 the supplementary duty (SD)
on imported refrigerators went up from 20 to
30 percent. Shamsul Alam, one of the broth-
ers who owned Walton, plausibly argued that
as this policy support had come after Walton
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Table 6. Duties and Taxes on Selected Electronics Imports June 2010

Refrigerator ~Refrigerator Air AC

Parts Conditioner Parts
Customs Duty CD 25 25 25 25
Regulatory Duty RD 5 5 5 5
Supplementary Duty SD 30 0 60 20
VAT I5 I5 I5 I5
Advance Income Tax 3 3 3 3
Advance VAT 2.25 0 2.25 0
Total 80.25 48 110.25 68

Source: National Board of Revenue, Bangladesh.

had set up all its plant, its production deci-
sion had not been contingent on this addi-
tional duty support. The additional support
probably emerged because the new govern-
ment discovered that Walton was emerging
as a significant manufacturer and supporting
it would make economic and political sense.
Exports do not get any subsidies but there
are duty drawbacks on imported materials
that are re-exported.

The tariff structure had clearly not been
sufficient for triggering domestic learning,
and this is in itself a good indication of the
initial competitiveness gap. Further evidence
that the private initiative to absorb the costs
and risks of learning played a critical role in
refrigerators comes from the case of air con-
ditioners. Air conditioners received at least as
much duty and tax support but were not yet
being produced in 2010. Indeed, according to
Walton, government policies made air condi-
tioner production more difficult, as we dis-
cuss later. However, with the loss-financed
learning carried out by Walton and perhaps
helped by the incremental increase in sup-
plementary duties in 2009, fridge production

achieved competitiveness with imported al-
ternatives by 2010. Walton’s ‘Made in Bangla-
desh’ fridges rapidly achieved price and qual-
ity competitiveness compared to imports.
Production is also potentially price-competi-
tive in regional export markets, though brand
recognition is still low and volumes need to
increase.

The real protection provided to domestic
manufacturing by duties and taxes is in addi-
tion significantly less than the nominal rates
in Table 6 suggest, because customs duties are
routinely evaded by under-stating the value
of imports or evading duties altogether. After
repeated complaints from Walton and latterly
other refrigerator manufacturers, individu-
ally and through the Bangladesh Refrigera-
tor Manufacturers Association, the National
Board of Revenue launched an investigation
into undervaluation and dumping. Till 2010,
Bangladesh used pre-shipment inspection
companies to verify import values at the port
of export and granting pre-shipment inspec-
tion (PSI) certification. But according to
domestic producers, importers were able to
by-pass these valuations too. After 2010 the
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PSI system was abandoned, but the problem
of undervaluation of imports became even
worse with local customs valuation. An in-
vestigation by the Bangladesh Tariff Com-
mission (BTC) in September 2010 found that
99 percent of imported fridges were under-
valued (Financial Express Nov 2010, Volume
18 no. 12). Repeated pressure from the grow-
ing number of domestic refrigerator manu-
facturers and the reports of fraud resulting
from their private investigations is likely to
have some effect on the overall incidence of
duty evasion by importers.

The sequence through which competitive-
ness was achieved by Walton in its refrigera-
tor manufacturing suggests that the initial
level of duties and taxes was not sufficient
for domestic production to be competitive.
The gap in tacit knowledge in production
and the implicit loss financing that would be
required was substantially greater. Walton’s
contribution was to see the learning exercise

as a challenge, implicitly financing the learn-
ing out of its own retained profits from its
carlier trading businesses. This is summa-
rized in Figure 9 which shows that private
loss financing was the critical driver in this
sector, with government assistance playing a
follower role in supporting the initiative. The
initial level of competitiveness shown on the
lowest competitiveness curve describes the
non-viability of manufacturing of products
of quality Q, even with significant duties and
taxes on imported refrigerators. The learn-
ing-by-doing in refrigerators was initially
financed by Walton taking on its domestic
capability development mission. The private
loss financing led to a higher level of com-
petitiveness, shown by the second curve in
Figure 9. This was initially based on loss fi-
nancing, but the strong incentives for learn-
ing based on in-house financing meant that
the competitiveness curve actually rose rap-
idly towards its intermediate position and loss

Figure 9. The Financing of Learning in the Electronics Industry
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financing did not have to continue for long.
Competitiveness was further augmented by
the additional increases in supplementary du-
ties in 2009. By all accounts, the latter was
not decisive in explaining the takeoff, and
may have had a relatively small effect because
of weak governance capabilities that resulted
in the avoidance of duties by many importers
of refrigerators.

Apart from the direct support provided by
government through duties and taxes on par-
ticular electronic products, indirect assistance
was also provided by a lower income tax on
incomes generated by the production of cer-
tain products. The emergency interim gov-
ernment that governed during 2007 and 2008
had recommended that the income tax holi-
days allowed for sectors like garments should
be extended to electronics but left it for the
next government to implement. The subse-
quent Awami League government reduced the
income tax imposed on electronics manufac-
turers from 37.5 percent to 5 percent in line
with the practice in the garments sector. This
could be described as a further instrument for
sharing the loss-financing costs of organizing
learning in a new sector. In 2009 VAT was also
waived on the domestic value added by mo-
torcycle and fridge manufacturers but not air
conditioning manufacturers. Value-added tax
at 15 percent was still payable on the imported
material part of the finished product. This was
temporary help to these sectors according to
the government. Walton played a part in lob-
bying for these changes and provided the de-
tailed information about imported parts to the
National Board of Revenue (NBR) that would
need to be provided to calculate the domestic
value added.

These processes show that the government
was fairly receptive as a follower and did
carry out policy changes. However, lobbying
was not always successful. Walton failed to

extend the VAT reduction for domestic value
added to air conditioners. Interestingly, this
disadvantaged Walton, not because the VAT
remission on domestic value added was criti-
cal for making domestic production of air
conditioners viable. Rather, Walton officers
argued that this anomaly meant it could not
start producing air conditioners in a unified
plant with refrigerators because book keep-
ing of similar parts going into the different
products would be difficult. It would be pos-
sible for ‘enemies’ to claim that Walton was
shifting value added from air conditioners to
refrigerators to reduce its VAT liability. This
would create opportunities for the tax bu-
reaucracy to create problems for the company
and this was sufficiently unattractive for Wal-
ton at that time to slow down its investments
in air conditioners.

The role of government was therefore to
follow Walton’s initial investments in land,
plant and machinery with some additional
tax and duty assistance, but some of this as-
sistance was not actually delivered because
of weak enforcement of customs duties. The
overall effect was therefore likely to have
been relatively small and is shown in Figure
9 as a smaller but additional upward move-
ment of the competitiveness curve. This ad-
ditional protection may have allowed Walton
to immediately produce higher qualities, like
Y in Figure 9 as opposed to qualities like B.
The government support for the sector had a
number of interesting features. Walton did not
achieve favourable policy changes to support
its investments before it set up its production
facilities. The family-owned business claims
not to have had close political connections
with any political party, although it is possible
they did have private contacts and access. The
absence of close links was possibly fortuitous
in the context of competitive clientelism and
weak enforcement capabilities of bureaucrat-
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ic organizations. While Walton’s owners were
clearly motivated to develop new manufac-
turing capabilities in the country, opportuni-
ties for making easy profits through political
connections at the start-up phase of their
projects may have created adverse incentives.
If anything, bureaucratic enforcement capa-
bilities tended to become weaker during the
‘vulnerable democracy’ phase of Bangladesh’s
political settlement after 1990 as a result of
a creeping politicization of the bureaucracy.
With such weak enforcement capabilities, a
government strategy of assisting learning
based on committing implicit subsidies iz ad-
vance of investment decisions may have cre-
ated adverse incentives. Investors may have
justifiably believed that official conditions
for receiving and using subsidies for learn-
ing could be easily circumvented. If so, less
serious investors may have entered the field
with the objective of capturing subsidies, and
they would inevitably put in low, if any, effort
in raising productivity rapidly. The subsidies
may then have financed a lasting competitive
weakness in the sector.

The sequencing of government support
to assist an already established firm that was
likely to have become competitive with its
own investments was therefore fortuitous.
It sustained the incentive structure support-
ing high levels of effort. In addition, it had a
positive effect in inducing additional compa-
nies to follow Walton, as we see below. How-
ever, the weakness of governance capabilities
meant that the assistance was less effective in
inducing high levels of effort in learning than
it may have been. For instance, the govern-
ment did not announce a time period for the
support or the rate at which support would
decline over time. As a result, firms may have
been led to believe that the support was in-
definite. If they did, they would not put in
high levels of effort in learning and the un-
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derlying competitiveness curve would then
not rise or not rise rapidly enough. In Figure 9
this is shown as a strong learning effect from
the internal financing of losses but a weak
learning effect associated with the supple-
mentary assistance provided by government.
This is because the firms involved in internal
loss financing of learning would have strong
incentives to put in high levels of effort to
raise their underlying productivity to reduce
their loss financing. The higher productiv-
ity would allow loss financing to be reduced
without the competitiveness curve declining,.
However, the learning effect from the sup-
plementary policy support may be relatively
weaker, as some firms may see this support
as indefinite. Their effort to move the actual
competitiveness curve higher would then be
adversely affected. In that case the higher
position of the competitiveness curve would
only remain as long as the implicit subsidies
were there, with a decline in competitiveness
with the removal of support.

The weak design of additional government
support can be attributed to weak governance
capabilities in these areas. A time-bound or
declining set of supplementary duties (which
may also have been initially set at a much
higher level) would have required stronger
governance capabilities to track and imple-
ment. They would also have required a cred-
ible distance from political interference in the
future to ensure that effort was expended by
firms in raising productivity and not in per-
suading government to change the terms of
the support. With stronger bureaucratic en-
forcement capabilities, government could also
have provided more direct support with loss
financing in learning sectors. For instance,
Walton’s finance director identified the cost
of financing as a critical constraint for their
learning efforts. If government could devise
targeted financial instruments that provided
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low-cost loans for financing operational costs
during the learning phase, this would be a
critical policy instrument that could assist
firms to move rapidly up the value chain. But
such financing instruments would require
specific governance capabilities on the part
of the state to ensure that the financing came
with credible conditions and was monitored
and regulated effectively.

Following Walton, a number of other firms
involved with the import of refrigerators
found that their traditional business was at
risk with the rapid success of Walton’s prod-
uct. These firms then moved rapidly into do-
mestic manufacturing to preserve their cost
competitiveness with Walton, particularly
after the changes in duties and taxes that fol-
lowed Walton’s emergence on the scene. The
companies affected were the more significant
players in trading who would be much less in-
clined to engage in significant and sustained
duty avoidance activities, and who already
had some capabilities in assembly and manu-
facturing. The dominant second-tier follow-
ers in manufacturing were Butterfly, MyOne
and Transcom.

Butterfly Marketing Ltd., as its name sug-
gests, was primarily a seller of electronics
products, and one of the largest electronics
distributors in Bangladesh. It took its name
from the Butterfly brand sewing machines
from China that it used to distribute in the
late 1980s. It kept its name even after it
moved into other products, with a focus on
electronic items. From 1995 its business be-
gan to be dominated by its partnership with
the South Korean chaebo/ 1.G when it became
its distributor, managing the process of lo-
cal pricing, marketing and after sales service
for LG products in Bangladesh. The entry of
Walton into local refrigerator manufacturing
reduced the prospects for imported brands
and induced Butterfly to look into domes-

tic production. In 2010 it was engaged in a
partnership with Hisense Group of China
in a joint venture to produce refrigerators in
Bangladesh. Hisense would have a 30 per-
cent stake and provide the compressors. The
rest of the refrigerator would be domesti-
cally manufactured, as in Walton. Production
was projected to begin by end 2011 and the
company believed that exports to Myanmar,
Laos and maybe even to China were possible
and necessary to make the enterprise profit-
able. The investment in this project including
the cost of land was around 20 million US
dollars and the projected output was around
200,000 units per annum. Raising the financ-
ing was not a problem with banks because of
the brand name of Butterfly. As in the case of
garments, once the first significant firm had
established itself and shown that the learning
problem could be overcome and a competi-
tive product could be produced within an ac-
ceptable timeframe, the risk for external fin-
anciers fell dramatically and follower firms
did not have the same problems in raising
finance.

Butterfly was also moving into the assem-
bly of colour televisions and air conditioners
with LG. The full local production of colour
televisions was not yet possible because this
required a broad range of local component
suppliers and these industries had not yet de-
veloped. The move into television assembly
was also prompted by changes in the domes-
tic market of a different kind. Higher-quality
imported televisions were being competed
out of the market by low-quality assemblers
who imported colour and black and white
tubes from China, Malaysia and India and
then assembled them in boxes with ancil-
lary electronics. An imported fourteen inch
LG colour television cost 9,000 takas in
2011 (around 130 dollars) with all taxes. In
contrast, assemblers could often evade the
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(lower) import duties on components and sell
a similar-sized television for less than half
this price, at around 4,000 takas. Interest-
ingly, here the lower duties on components
and the weak governance capabilities of en-
forcing even these lower duties on smaller
companies importing tubes and components
created pressure on a large formal-sector dis-
tributor like Butterfly to move into its own
assembly operations with LG. It could not
hope to achieve the prices that the unbranded
assemblers could offer, but by reducing the
price gap on a branded television, it hoped to
increase its market share. However, as But-
terfly’s management pointed out, they were
limited to assembly operations as far as tel-
evisions were concerned because of the lim-
ited development of the domestic component
industries.

MyOne Electronics Industry Ltd. also
started life as a trading company in 2001 and
gradually moved into assembly operations.
This was primarily due to a duty and tax
structure that encouraged assembly. As early
as 2002 the company was assembling black
and white televisions. The import of a fin-
ished T'V faced overall duties and taxes of 78
percent, but the picture tube on its own faced
32 percent, the cabinet 52 percent, and the
printed circuit board (PCB) 78 percent. If the
PCB came unfinished, the taxes were further
reduced to 32 percent. The average duties and
taxes on imports of components were there-
fore around 40 percent and the difference
with a total of 78 percent on fully assembled
imports provided the margin that allowed do-
mestic assembly operations to begin. Domes-
tic value added was around 25 percent. After
two years the PCB was also brought in unfin-
ished further improving margins. Production
was initially around 100-120 pieces per day
growing to around 200-220. But the assem-
bly of black and white televisions has now

130

stopped as a result of changing consumer de-
mand. The assembly of colour televisions be-
gan in 2005, with current production around
400 sets a day. The company also assembled
DVD players and voltage stabilizers using
imported Chinese components. MyOne was
the market leader for television sales in Bang-
ladesh in 2011 with 33 of its own showrooms,
a further 150 exclusive franchise showrooms
and another 200 or so dealers who stock their
products along with other brands. It was fin-
ishing the construction of a new factory in
Gazipur that would begin production in 2011
assembling colour televisions and LCDs. The
domestic manufacturing part was limited to
cabinets with all electronics components be-
ing imported. The investment in the new fac-
tory amounted to almost 3 million dollars,
excluding the cost of the land. MyOne also
planned to assemble air conditioners in the
future given the duty and tax differential on
imports of components compared to finished
products.

The experience of MyOne and Butterfly in
assembly operations suggests that the learn-
ing required to achieve competitiveness in as-
sembly was very limited given the duty and tax
structure. However, assembly operations for
televisions and air conditioners were very dif-
ferent from the manufacture of refrigerators
because the domestic value added in actual
manufacturing processes was much lower in
the former. The risk involved in learning and
the investment by the firm in learning-by-do-
ing were correspondingly lower. The competi-
tiveness gap with imported products could be
fully met by the tax and duty differentials on
imported components and imported finished
products. The importance of the duty and tax
differentials for assemblers meant that they
had a strong incentive to monitor tax avoid-
ance and report avoidance to the authorities.
According to the Managing Director of My-
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One, Razzak Khan, the Bangladesh Electron-
ics Merchandisers Association and Bangladesh
Television Manufacturers Association and
others monitor the market and report suspi-
ciously cheap imports to intelligence and other
agencies. Government finds it difficult to keep
ignoring persistent reports about specific ille-
gal importers and they are eventually forced to
stop. This was a more favourable assessment
of current enforcement capabilities compared
to that of Walton and Butterfly.

It was certainly the case that the implicit
subsidy to assemblers based on differential
duties and taxes on parts compared to the
finished product were sufficient, even allow-
ing for partial enforcement, to allow domes-
tic assembly to achieve competitiveness. Un-
doubtedly some learning-by-doing followed
in the large assembly factories that were be-
ing set up by Butterfly, MyOne and other as-
semblers. We would also expect this learning-
by-doing to have some long-run impact. But
it has to be seen if the companies involved
in assembly see the duty and tax protection
as temporary and put in enough effort in the
learning process to ensure that eventually as-
sembly operations can be competitive even in
the absence of duty and tax differentials on
components. This may not be possible at all
if components prices in international markets
available to small-scale assemblers in Bangla-
desh precluded the assembly of competitive
finished products. This would be the case for
instance if producers of finished products in
more advanced countries produced many of
their own components at a lower internal cost
of production than the international price or
could buy components at a significantly low-
er price from components suppliers because
they could buy on a greater scale or were in
long-term relationships with them.

The Managing Director, Razzak Khan,
was very aware of the limitations of assem-

bly operations as a strategy of moving up the
value chain in electronics. Indeed, he argued
that a substantial change in the orientation of
the Bangladeshi electronics industry was re-
quired if it were to achieve sustainable com-
petitiveness in some sectors. The domestic
market for electronics in Bangladesh would
remain relatively small in the near future (de-
spite its very large population) and therefore
manufacturers could not hope to achieve sig-
nificant economies of scale by focusing on
protected domestic markets. At the same time
it was difficult for Bangladesh to compete
in international markets with countries like
China which had an integrated components
industry. It would be difficult to enter large-
scale production of say televisions without a
diversified domestic components industry,
which in turn could not develop without a
diversified range of final electronics products
being produced. It was therefore not a viable
strategy for Bangladesh to try and move to-
wards the full production of finished prod-
ucts like televisions. Rather it should focus on
a few more basic components that go into a
number of electronic products. If Bangladesh
could achieve scale economies in these select-
ed components it could become a competitive
supplier to countries like China. This would
require genuine learning-by-doing, but Bang-
ladesh would have a real chance of achieving
competitiveness in a few sectors based on its
much lower wages. This was a very plausible
argument, but its realization would require
very different policies. It would require the
achievement of global competitiveness in
manufacturing a range of basic electronics
components as opposed to the assembly of
finished products like televisions. This would
require the setting up of production lines
with more significant scale economies and
would also involve financing significant peri-
ods of loss making to enable the learning-by-
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doing that would create genuinely competi-
tive productive sectors. This would clearly
be a different strategy than assembly behind
tariff barriers. Moreover, while the growth of
assembly operations could be helping to de-
velop basic knowledge and capacities in the
electronics sector, this would not necessat-
ily help Bangladesh in moving into globally
competitive component manufacturing. The
production facilities and tacit knowledge re-
quired for competitive production in the lat-
ter are likely to be quite different.

A similar focus on local assembly of televi-
sions and a pressure to move into the manu-
facturing of refrigerators was also reported by
a third electronics trading company, Trans-
com Electronics. The company has a long
history, but its electronics business emerged
in the late 1980s when it took over the elec-
tronics business of Phillips who left Bangla-
desh in 1989. At that time Phillips used to
make light bulbs (using imported glass bulb
shells) and assembled its own brand of televi-
sion using imported knock-down kits. Trans-
com continued to assemble televisions under
its own Transtec brand name, but these were
knock-down kits with no domestic manu-
factured content. It also imported finished
televisions from Samsung. There was a rap-
id growth in the production of assembled
own-brand televisions, from 6,000 sets in
2007 to 27,000 planned for 2011. The com-
pany also progressed over this period from
the assembly of CRT televisions to LCD tel-
evisions, using South Korean screens and
Chinese motherboards. However, this type
of assembly operation was simply based on
duty and tax differentials on imported parts
as opposed to imported finished goods, with
limited domestic value added and learn-
ing-by-doing. The effect of these assembly
activities on raising know-how and achiev-
ing competitiveness was likely to be limited.
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However, like Butterfly, Transcom also found
that the emergence of the local Walton brand
of refrigerators negatively impacted its busi-
ness of importing refrigerators. Transcom
too was forced to adopt a strategy to manu-
facture refrigerators, as imported ones were
no longer competitive against Walton. Re-
frigerator manufacturing is clearly different
from the assembly of televisions because the
refrigerator is almost entirely manufactured
rather than being assembled from imported
components. In early 2011 Transcom was
some way behind Butterfly in terms of set-
ting up plant for producing refrigerators, but
it was clear to its management that without
domestic production it would lose significant
market share.

The electronics sector in Bangladesh in
2011 was therefore at a very early stage of de-
velopment. The only significant breakthrough
in manufacturing was in refrigerators where
there was substantial domestic value added.
Here, the pioneering role of Walton as a loss-
financing investor committed to capability
development was critical. Walton’s growing
market share based on its investment in do-
mestic production demonstrates its success in
developing significant productive capabilities
through learning-by-doing. The subsequent
additional assistance that government pro-
vided helped Walton to some extent, but the
most important effect was to make the im-
ported refrigerator business even less viable
for the big trading companies. The major
importers were unable to significantly evade
the border taxes on finished refrigerators be-
cause they were big companies that could not
operate entirely outside the formal rules. This
resulted in a number of initiatives on the part
of these companies to begin their own do-
mestic refrigerator manufacturing and this is
likely to create pressures for further quality
and price improvements and a search for ex-
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port markets. All of this is likely to assist the
development of this segment of the electron-
ics market.

In contrast, the move into television as-
sembly appears to face more significant
challenges. It has been almost entirely an as-
sembly operation based on the incentives for
assembly created by differential duties and
taxes on the imports of parts compared to
the finished products. However, here the gap
in the capabilities required for any signifi-
cant domestic manufacturing of the finished
product is so great that there has been no sub-
stantial attempt to produce any components
domestically. This would require setting up
significant production processes and finance
the learning-by-doing. The level of protec-
tion offered by the border taxes is clearly
sufficient for inducing assembly but not for
financing the learning-by-doing that would
be required for producing any of the com-
ponents that go into producing a television.
Indeed, there are good reasons to believe that
the domestic production of all or even most
of the components that go into a sophisticat-
ed product like a television cannot be a vi-
able strategy for Bangladesh. The most viable
pathway into electronics is likely to involve
the development of a few specialized com-
ponents industries that can operate at a suf-
ficiently high scale of production to achieve
international competitiveness in those areas.
These components could also service a do-
mestic assembly industry for televisions or
other goods, but the relatively small domestic
market would not make a globally competi-
tive components industry viable.

The development of such a components
industry will require dedicated policy sup-
port and mechanisms of financing the re-
quired learning-by-doing. Given the short
time horizons and weak enforcement capa-
bilities of a competitive clientelist polity and

weak bureaucratic organizations, this is not
likely to be forthcoming without significant
pressure from the sector and the develop-
ment of financing instruments and policy
mechanisms whose enforcement require-
ments can be plausibly met given the political
settlement. The experience of industry-led
changes in policy suggests that if a case can
be built by the electronics industry for a nar-
rowly defined and targeted set of policies to
support such an initiative, progress may be
made, particularly if investments are led by
pioneering companies like Walton. The expe-
rience of the electronics industry is positive
in the sense that it demonstrates that con-
certed voice from industry associations can
result in some improvements in enforcement,
for instance against duty evasion. A similarly
coordinated pressure from industry to sup-
port a small number of targeted interventions
to assist the establishment of a components
industry may not be too unrealistic.

Il. THE CRISIS IN POWER
GENERATION

The power sector crisis reveals a differ-
ent set of problems associated with features
of the political settlement in Bangladesh.
Power shortages are a major constraint on
economic development, particularly for the
growing manufacturing sector. Power short-
ages are identified by close to 80 percent of
firms as a major constraint on the expansion
of their business in different surveys (Asian
Tiger Capital Partners 2010). Yet successive
governments have failed to make a signifi-
cant breakthrough in power generation. In
2009, Bangladesh had around 4,162 MW
(megawatts) of available generating capacity,
compared to around 15,000 MW in Pakistan
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with a similar population. As Pakistan suf-
fers from serious power shortages of its own,
this gives an idea of the severity of the cri-
sis in Bangladesh (World Bank 2010). The
industrial sector cannot rely on the power
supplied through the national grid and al-
most every manufacturing unit therefore has
to rely on its own captive power generation.
Government policy has also been to encour-
age this by supplying cheap gas to industry,
and estimates of captive power generation
are close to another 2,500 MW in 2009. But
shortages of gas have affected captive power
generation too, making the power crisis very
serious indeed for industry. Many producers
have been forced to back up their gas-based
captive power generation with oil and diesel
generators, significantly increasing their pro-
duction costs.

The constraint facing power generation
is also a financing problem but one which
is somewhat different from the financing of
learning-by-doing and the acquisition of tacit
knowledge. Power sector investments in fuel
extraction (gas or coal in the case of Bangla-
desh) and in the subsequent electricity gener-
ation are long-term investments where costs
and returns have to be managed over long pe-
riods to be feasible. The problem is that long-
term contracts and calculations are difficult
when the political settlement has features of
competitive clientelism with short time ho-
rizons of the ruling coalition and with low
and declining governance capabilities of the
bureaucratic organizations regulating invest-
ment in these sectors. The institutional struc-
ture regulating investments in this sector has
therefore proved inadequate. A description
of the nature of the financing problem sug-
gests that marginal improvements in existing
institutions are unlikely to be effective and
entirely new ways of financing long-term
investments are required, with governance
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consistent with the features of the political
settlement. The investment problems in the
extraction of fossil fuels are related to the
problems in power generation but our focus
is on the latter, as the generation problem has
to be solved even if Bangladesh has no indig-
enous fossil fuels and has to rely on imports.

Around 83 percent of Bangladesh’s elec-
tricity was generated using domestic natural
gas in 2009. Proven reserves of natural gas in
Bangladesh are around 13 trillion cubic feet
in 2010, which are estimated to cover con-
sumption growing at 6 percent a year for only
about 13 years. But it is also estimated (with a
90 percent probability) that undiscovered re-
serves may increase the total to more than 30
trillion cubic feet (Asian Development Bank
2010: 23-24). For a variety of reasons, gas ex-
ploration was slow in the 2000s, partly be-
cause of a High Court injunction to stop new
production contracts with foreign compa-
nies after an explosion in a gas field in 1997.
Bangladesh has also been reluctant to allow
gas companies to sell gas abroad as there is
a public perception that the country needs to
keep its limited gas for its own development.
This has discouraged foreign investment in
gas exploration as multinationals believe that
cost recovery will be much faster if they are
able to sell the gas rapidly at international
prices. The injunction was lifted in 2006 for
exploration in offshore blocks. In 2011 the
government signed an agreement with Cono-
coPhillips of the US to explore gas in the Bay
of Bengal with the right to export gas. Per-
haps because of the long hiatus in explora-
tion, the deal was arguably too advantageous
to the multinational. Apparently Bangladesh
will have to build pipelines to transport its
share of the gas from 150 miles offshore at its
own cost, and if it is unable to do so, the mul-
tinational can export Bangladesh’s gas share
too. Not surprisingly, the deal was strongly
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criticized by the National Committee for
the Protection of Oil, Gas and Mineral Re-
sources, Power and Ports, a citizen’s group
that includes influential academics and pro-
fessionals.

Imported oil was the second most impor-
tant fuel for electricity generation, account-
ing for 8 percent of generation in 2009.
Since 2010, the government has attempted
to bypass difficult investments in cost-ef-
fective large-scale power plants by commis-
sioning expensive short-term ‘rental” power
projects. The rental plants use imported fuel
oil and were awarded contracts of from three
to five years’ duration and for this period at
least, the share of oil-generated power would
be significantly higher. The contracts were
granted soon after the new Awami League
government came to power in 2009 without
proper tendering, ostensibly to speedily ad-
dress the power shortages facing the country.
Short-term rentals are a costly way of gener-
ating electricity, with the cost of generation
per kWh (kilowatt hour) at least four times
higher compared to larger-scale generation
facilities. In addition, perhaps because of the
lack of transparency and competition in the
award of the contracts, the prices offered to
generators by the purchaser, the Power De-
velopment Board (PDB), were particularly
unattractive for the taxpayer. The taxpayer
was affected because PDB purchases power
from generators at a price that is typically a
little higher than the price at which it sells to
final consumers. As a result, when the PDB
purchases electricity at a very high price, its
losses go up exponentially and these have to
be financed by transfers from the budget. In
2011, the effect of the rental contracts was
to increase already significant PDB losses to
around one billion dollars per annum, clearly
an unsustainable situation (The Daily Star De-
cember 25 2011).

Coal ranks third, accounting for 5 percent of
electricity generation in 2009. Bangladesh is
estimated to have around 2.5 billion tons of
coal in five coal fields in Dinajpur and Rang-
pur that could provide enough fuel for sever-
al decades of electricity generation at current
levels. However, coal mining has also been
held up by debates about the environmental
impact of open pit mining which has strong
local opposition but is possibly the most ef-
fective method of extracting most of the
coal. There is also strong domestic opposi-
tion to foreign involvement in coal mining,
The Awami League government that came to
power in 2009 approved a number of coal-
fired power plants based on imported coal.
The last 4 percent of electricity generation
in 2009 came from renewable sources such
as the Karnaphuli dam and some limited bi-
ogas and solar generation. These could grow
somewhat in the future, but hydroelectric po-
tential is limited within Bangladesh because
of the nature of the terrain. At the moment
there is no nuclear generation, but the Awami
League government also signed a framework
agreement with the Russian Federation to
construct a nuclear power plant at Ruppur.
The suggested date for completion is 2017
but this is not likely to be realized given tech-
nical challenges and the environmental and
other opposition to such a plant.

While problems facing the exploration and
extraction of fossil fuels need to be solved,
the immediate question is why the genera-
tion of power could not be increased with
imported fuels. After all, the experience of
short-term rentals during 2010-11 shows that
the government was willing to subsidize the
generation of power, indeed to an unrealistic
extent. Yet it failed to deploy subsidies to fa-
cilitate the installation of cost-effective and
sustainable power plants. The institutional
failures here are related to the ways in which
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the political settlement (Khan 2010, 2012) af-
fects the operation of institutions relevant for
enabling investments in the power generation
sector. An examination of these determinants
suggests that the constraining factors are un-
likely to be significantly affected in the short
to medium term using traditional policy tools
of improving ‘cood governance’. This in-
cludes, as we shall see, attempts to improve
procedures so that the awarding of contracts
is made more transparent. However, an ex-
amination of the political economy creating
constraints in this sector suggests that a way
to break the cycle of constraints would be
for government and development partners
to create a substantial long-term investment
fund that can lower the cost of long-term fi-
nance for the power sector. For this to be ef-
fective, there would also have to be effective
governance reforms to create capacity in the
bureaucratic agencies charged with manag-
ing the conditions for accessing these funds.
Bureaucratic capacity building is not easy in a
competitive clientelist polity, but if the goals
of capacity building are restricted to one or
two critical agencies there is a better chance
of success. Few sectors can be more critical
than power and the focus of capacity build-
ing on these agencies can be justified as vital
for sustaining development.

Significant Characteristics of

the Power Generation Sector

The power generation sector in Bangladesh
in the late 2000s and early 2010s appeared to
be trapped in a vicious cycle. The interlinked
characteristics of the problem can only be
understood if we simultaneously look at fea-
tures of the political settlement and features
of specific economic policies that affected
the evolution of the power sector for some
years. The political settlement had evolved
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into a competitive clientelist one, with a
gradually increasing fragmentation of the
political organizations out of which the rul-
ing coalition was constructed through politi-
cal competition. The relevant economic his-
tory of the power sector refers to the factors
that resulted in a relatively low share of the
public sector in power generation in Bang-
ladesh. Government policies for some time
had been aimed at increasing private sector
participation in generation. However, private
sector investors in power generation faced
growing risks which could not be adequately
addressed. The main risk was the credibility
of the long-term contracts made by the sole
purchaser of electricity, the Power Develop-
ment Board or PDB. The latter contracted
to buy electricity at prices fixed by the con-
tract that was granted to producers through a
process of competitive bidding. But the pric-
es at which the PDB could sell electricity on
to final consumers were constrained, partly
by the political imperative of keeping power
prices low. In addition, if the supply of power
had positive externalities by accelerating the
growth of employment in the productive sec-
tor, small subsidies to power could be justi-
fied in terms of a standard economic logic.
The problem was that the growing defi-
cit of the PDB created a very specific ‘risk
premium’ for new investors in terms of the
credibility of the long-term contracts they
were signing. In this context, the politi-
cal settlement with its implications for the
enforceability of formal contracts ensured
that the only likely investors in long-term
projects would be firms that had close po-
litical connections with political organiza-
tions. Political connections could help to
ensure contract enforcement in the future,
but given that the ruling party could not be
expected to remain in power through the
lifetime of the project, political connections
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could at least ensure enough up-front prof-
its to ensure the financial viability of the in-
vestment regardless of contract enforcement
in the distant future. However, these types
of calculations result in a further worsen-
ing of the risk premium for subsequent
investors, because the adverse selection of
politically connected organizations has con-
sequences for the pricing that PDB con-
tracts and therefore the future viability of
subsequent contracts. This logic can set off
a vicious cycle of escalating risk perceptions
and costs of financing investments in long-
term projects. We begin by looking at some
of the evidence, then present an analytical
argument that links these characteristics in
a causal framework that is located within a
specific political settlement, and finally dis-
cuss the institutional escape routes given the
likely persistence of the political settlement.

1) The share of the private sector in electricity gen-
eration is already high and set to significantly increase.
In Bangladesh the private sector generated
38 percent of electricity in 2010 compared to
less than 15 percent in India. Moreover, the
strategy of recent governments has been to
base expansion almost entirely on the private
sector. The Awami League government of
2009 in its ‘New Initiative’ planned to attract
an additional USD 9 billion of investment in
power generation by 2015, of which USD 8
billion was expected from the private sec-
tor. If this had been achieved, then ignoring
other private sector projects such as rental
projects, the proposed additional capacity
would raise the share of the private sector
to around 65 percent of generation capacity
(based on figures in Government of Bangla-
desh 2010). The reasons for the focus on the
private sector can be traced back to weak bu-
reaucratic capabilities in Bangladesh, and the
significant weakening of these capabilities as
a result of the disruptions and politicization

of the bureaucracy that happened in the years
after 1971. The attempt to nationalize almost
everything between 1972 and 1975 had the
perverse effect of weakening the civil service
by involving it in politics and primitive accu-
mulation. The post-1975 political settlement
moved towards a much greater reliance on
the private sector and capabilities in the pub-
lic sector were further neglected. However, in
a poor country with weak contract enforce-
ment, the expectation that the private sector
will invest in long-term projects where rev-
enue is derived from government contracts
to buy electricity over a period of many years
or decades faces serious enforcement and in-
centive problems.

The political economy of investments in
power generation in Bangladesh can be com-
pared to that in the Indian power generation
sector. India has achieved significantly great-
er power generation relative to Bangladesh,
even though Indian power generation also
faces significant challenges ahead. In 2007
India’s per capita consumption of electric-
ity was 714 KWh compared to 155 KWh in
Bangladesh (World Development Indicators
2010). In contrast to Bangladesh, the public
sector has played a much more significant
role in India’s power generation. Till 1990,
electricity generation was almost entirely re-
served for the public sector. Even after liber-
alization and the recognition of private sector
participation in the Electricity Act 2003, the
private sector generated less than 15 percent
of Indian electricity in 2010. In addition, the
expansion plans of Indian policy makers re-
alistically foresee a relatively limited role for
the private sector. For instance, the 11" Plan
(2007-2011) envisaged a total additional in-
vestment of USD 87.5 billion in power gener-
ation of which only USD 18 billion or around
20 percent was expected from the private
sector (Altaf 2009: Table 2.1). These figures
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do not necessarily reflect a bias against the
private sector, because the Indian govern-
ment has been trying hard since 2003 to at-
tract private participation in infrastructure.
Rather, they reflect the difficulty of attract-
ing private investment in generation even in
India. Of the several hundred memoranda
of agreement (MOUs) that were signed for
independent power producer (IPP) projects
since 2003, only about 20 had actually come
on stream by 2010. An important reason for
most withdrawals was the lack of sufficiently
credible payment guarantees.

i1) The risk premium for private sector financing
Jor power generation is high and growing and af-
Jects the long-term feasibility of private investment.
Private investors in power generation and
ultimately their financiers have to absorb
the risks that affect long-term investment in
a poor country. These include political risk
that future governments will not honour
contracts made by previous governments
who may also be their mortal enemies in
a competitive clientelist context. The dif-
ficulty of contracting against all future
contingencies and the risk that even con-
tracted contingencies may be difficult to
enforce combine to raise the risk premium,
and this is reflected in the cost of financing
large long-term infrastructure projects us-
ing market financing. In addition, there is
the specific problem of the viability of the
PDB as the purchaser of power, when it is
well known that the subsidies that the PDB
requires must grow in line with the growth
of the power sector and with any increase in
the purchase price of power that is greater
than the selling price. The typical PDB con-
tract to purchase power is based on current
fuel costs, and the price has a ‘pass through’
clause that adjusts the purchase price if the
fuel price increases. This protects the par-
ticular generator but by making PDB more
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vulnerable, increases the risk for the power
sector collectively unless the PDB can be
expected to pass on all fuel cost increases to
consumers. This is unlikely in a poor coun-
try. For instance, in 2010 the World Bank es-
timated that the projected transfers to PDB
were likely to grow from around 8 billion
taka in 2008-09 (around USD 115 million)
to around 29 billion taka in 2011-12 (around
USD 415 million) as a result of the rental
power project contracts coming on stream
(World Bank 2010: 21). In fact, as referred
to earlier, the actual annual subsidy was re-
ported to have grown to around USD 1 bil-
lion by 2012. This was a result of an escala-
tion in fuel costs faster than retail tariffs and
perhaps also because some of these rental
contracts were even less favourable than the
World Bank had initially estimated. Clearly,
subsequent private sector investors contract-
ing with the PDB would take its worsening
financial viability into account when signing
long-term contracts. More than that, banks
and financial institutions providing loans to
these investors would add a risk premium to
the price of their lending that would depend
on their own perception of the future viabil-
ity of the PDB and its finances.

The post-2008 financial crisis in the West
has further raised the risk aversion of interna-
tional banks and therefore the cost of finance
for developing countries like Bangladesh.
The relatively limited financing available
from local banks, the higher costs of organ-
izing international financing packages and
the relatively limited cover currently avail-
able from international financial institutions
like the World Bank, make it implausible that
the ambitious expansion of private-sector-led
investments in the power sector envisaged
by the Bangladesh government can material-
ize. In particular, the cost of financing power
sector investments will increase, partly as a
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result of worsening international financial
conditions but primarily because of the high-
er risk premiums that financiers will add to
successive power projects where the buyer is
the PDB. The cost of financing is a signifi-
cant determinant of the cost of generation.
The consultants Asian Tigers Capital for in-
stance have calculated the impact of a small
change in the cost of financing a relatively
small 400 MW plant requiring an investment
of USD 340 million. In their example, the in-
vestor covers 30 percent of the financing cost
with equity and 70 percent from loans. In one
scenario, the investor has to raise this in the
higher-cost domestic market, and in the other
they can borrow in international markets at a
lower interest cost. Power sector investors in
Bangladesh do have access to low interest do-
mestic loans from the Investment Promotion
and Financing Facility (IPFF). This can lend
at around 6 percent, but their lending is re-
stricted to 8 percent of the total project cost.
The other 62 percent in this example comes
from domestic banks which would charge at
least 12.5 percent in 2010. In contrast, for-
eign financing of the entire 70 percent may
have been available at around 7 percent. The
extra 5.5 percent interest charge on just 62
percent of capital results in an additional 16.4
percent in the cost of generating a kilowatt-
hour of electricity (Asian Tiger Capital Part-
ners 2010: 24-5). These figures illustrate that
a relatively modest increase in interest costs
can have a relatively big impact on the per-
centage increase in the cost of power. This
in turn stretches PDB finances and can raise
the risk premium and therefore the cost of
financing for the next power project.

In contrast, India’s greater success in gen-
erating electricity is closely associated with
the availability of relatively low-cost public fi-
nancing, initially for public sector generators
but increasingly also for the growing number

of private sector generators. This financing
has come from fiscal resources going directly
to finance investments by public sector pow-
er generators and also through a number of
financial institutions, in particular the Power
Finance Corporation (PFC), set up in 1986.
The PFC is particularly interesting as it was
set up as a special-purpose development bank
for power utilities given the perceived chron-
ic underfunding in the Indian power sector.
The Indian government initially capitalized
it with equity and tax-free bonds. The tim-
ing of its creation was serendipitous. Within
a few years the Indian capital markets had
matured enough to develop an appetite for
infrastructure bonds. In 1997 the PFC un-
derwent securitization and emerged with its
balance sheet healthier. In 2007 the govern-
ment of India divested close to 10 percent
of its holdings in the company in one of the
most successful initial public offerings by a
public sector enterprise.

Even though the corporation now provides
funds to both public and private sector com-
panies its disbursals remain skewed towards
the public sector given the dominance of the
public sector in Indian power generation. The
PFC is the main provider of funds for invest-
ments in generation and does this through
term-and-bridge loans, suppliet’s credit, debt
refinancing and lease financing, among other
methods. It provides the public sector with
up to 80 percent loan coverage for genera-
tion projects and up to 50 percent for private
sector projects. The corporation itself raises
money through bonds which enjoy the high-
est credit ratings in India, and according to
Moody’s its international rating was identical
to India’s sovereign rating. The ability of the
PFC to access public finances and borrow at
credit ratings available for Indian sovereign
debt significantly reduces the cost of capital
in the Indian power generation sector. For
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instance, in 2010 India’s prime lending rate
was 12.25 percent and most PFC loans were
actually cheaper: between 10.75 percent for
highly rated states and A A A-rated companies
to 12.25 percent for some non-rated private
sector borrowers.

1i1) A very small number of players with close re-
lationships with government remain at the final stages
of bidding for significant power generation projects. A
recent example is the bidding for major new
projects under the Awami League govern-
ment that took power in 2009. The three ma-
jor projects were the Bibiyana 1 and Bibiyana
2 plants and the Meghnaghat 2 plant. Each of
these plants had a capacity of between 300 and
450 MW, primarily using gas, and located near
known gas fields. Meghnaghat 2 was to have
the capability of using fuel oil as well. All three
contracts were granted to Summit Group, a
power sector company whose CEO was the
brother of the Commerce Minister of the day.
Summit was also one of the companies that
benefited from favourable rental power project
contracts. The prices bid by Summit for power
generation in the three major contracts were
not high so there were obvious questions about
how realistic its bid was and how it intended to
finance its investment in these projects. Inter-
views with Summit financial officers revealed
that it did have a financial plan but it was based
on achieving indirect access to favourable
public financing. The company had till Febru-
ary 2012 to finalize its financial package but
by end 2011 this had still not been completed.
At best one or two of the three projects may
eventually be financed, but even that might be
an optimistic assessment.

1v) There appears to be significant leakage at the
procurement stage in power sector projects. This is
in contrast to countries like India where sig-
nificant leakages are more likely to happen at
the distribution stage. Procurement problems
have resulted in persistent problems with the
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World Bank and other international financial
institutions about procedures and transpar-
ency. To enable rent capture at the procure-
ment stage, technical specifications are often
tailored to ensure that bidders preferred by
particular insiders are favoured (by tailoring
the specifications to the machines supplied
by that bidder), or specifications are deliber-
ately set to be very demanding to ensure that
outsider bidders (who have to comply fully
with specifications) can only bid relatively
high prices for their electricity, while insid-
ers can bid lower generation prices because
they can expect lax monitoring of the speci-
fications when it comes to implementation
(World Bank 2010: 17-19, 22-30).

All clientelist political settlements can be
expected to be associated with weaknesses in
the enforcement of rules and therefore with
some leakage of public resources. But the
mechanisms through which leakages happen
are important and can be different across
countries and political settlements. For in-
stance, unlike Bangladesh, power generation
projects in India do not appear to result in
serious losses at the procurement stage. The
major leakage of rents in the Indian power
sector takes place at the transmission and
distribution (T&D) stage through the State
Electricity Boards (SEBs) in each state. Un-
accounted-for electricity (mainly due to theft
or non-payment, but also some technical
losses) amounts to an astounding 30 percent,
equivalent to almost USD 9.6 billion in 2010
according to the Government of India’s own
figures. These losses are projected to grow
further to almost USD 14.5 billion by 2011.
The likelihood of a possible future default
in payments to power generators is therefore
similar to Bangladesh and may have resulted
in a similar vicious cycle of high risk premi-
ums, high generation costs and shrinking
time horizons for rent seekers if growth in
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generation capacity had been driven largely
by the private sector raising capital in private
financial markets.

V) The award of contracts in power generation
projects is subject to prolonged decision-making de-
lays and is often blocked at the final stages. The
absence of significant private sector invest-
ments since 2002 is remarkable and distin-
guishes Bangladesh from most other de-
veloping countries. This is despite several
attempts at repeating the experience of the
two early (and very successful) IPPs. In sub-
sequent cases, insiders were divided about the
award of the contract in question, which was
typically blocked at a late stage. Examples in-
clude the decision not to award the Sirajganj
450 MW IPP in 2004. This was ostensibly on
the grounds that the sponsor (Summit) did
not have adequate experience, even though
the World Bank made the case that the tariff
offered by the sponsor was competitive and
the procurement procedures were tolerable.
The first round of Bibiyana I also ended in a
stalemate because of unrealistic bidding and
construction timetables that deterred outside
bidders, while the local bidder (again Sum-
mit) was disqualified this time for not meet-
ing the net worth qualification requirement.
The sole remaining bidder was Malaysian
Powertek, but their bid price was rejected
by the emergency caretaker government
that took power in 2007. Multiple decision-
making points, weak technical assessment
capacities within government, the existence
of different factions within government sup-
porting different sponsors, and risk aversion
on the part of some bureaucrats fearing fu-
ture charges of corruption are amongst the
reasons cited. The Awami League govern-
ment that took power in 2009 did award a
number of contracts but the most important
ones were to Summit, a company very close
to the government.

vi) There have been remarkably few major successes in
the completion of independent power producer projects
so far. In fact, there have been no significant
successful private investments in generation
since the Haripur and Meghnaghat 1 in-
vestments that became operational in 2001
and 2002, respectively. In both these cases,
the cost of capital was reduced as a result
of World Bank involvement, directly in the
case of Meghnaghat 1 through the financ-
ing provided by the Infrastructure Devel-
opment Company Ltd. (IDCOL) which in
turn received World Bank financing. In the
case of Haripur, the World Bank contributed
to reducing the cost of capital indirectly by
providing a Partial Risk Guarantee. Procure-
ment processes were also effective in both
cases and achieved two of the lowest costs
per KWh in the IPP sector and even rela-
tive to average public sector generation costs
(World Bank 2010: 16).

It is very significant that favourable in-
stitutional finance played a critical role in
successful private sector power generation
projects in the past. IDCOL’s USD 80 mil-
lion dollar contribution to Meghnaghat 1
was the largest loan ever made by a Bang-
ladeshi financial institution and it made a
significant contribution to the cost of capi-
tal in that project. The government contrib-
uted USD 350 million in local currency to
IDCOL in 2009-10 and the Asian Develop-
ment Bank (ADB) committed another USD
165 million (Asian Tiger Capital Partners
2010: 12). However, IDCOL does not cur-
rently focus on power generation and its
priorities have shifted elsewhere. The big-
gest potential financing source for power
sector investments in the early 2010s was
the Investment Promotion and Financing
Facility (IPFF), a World Bank-supported
fund that has disbursed USD 47.5 million in
low-interest loans since 2006. A number of
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small power plants have benefited from this
financing facility (Asian Tiger Capital Part-
ners 2010: 12). The importance of low-cost
institutional financing for infrastructure
projects is well understood but compared
to the billions of dollars required to make
a significant impact on the scale of power
required in Bangladesh, the dominant pub-
lic sector financial institutions like the IPFF
have at most a capital base in the low hun-
dreds of millions of dollars, and only a small
part of that is potentially available for power
sector investments.

Analytical Framework

The six characteristics of Bangladesh’s power
generation sector described above are closely
connected in terms of mutual causation. The
most important directions of causality, draw-
ing on our understanding of the contempo-
rary political settlement in Bangladesh, are
summarized in Figure 10. The multiple lines
of causality show that many critical features
are both cause and effectin an interdependent
causal framework. Understanding the lines of
causation is important for designing effective
responses to the constraints that collectively
both cause and describe the challenges facing
the electricity generation sector.

Our starting point is characteristic (1) in
Figure 10 that describes the dominance of
the private sector in electricity generation
in Bangladesh and the strategy of increasing
power generation by relying almost entirely
on the private sector. This in turn reflects the
fact that the public sector and public funds
are no longer perceived to be sufficient for fi-
nancing the expansion of power generation in
Bangladesh. The share of IPPs in power gen-
eration is therefore projected to grow rapidly
in Bangladesh, if the plans of governments
can actually be implemented. Nevertheless, a
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comparison with India suggests that policy
makers may be expecting the mix between
public and private to shift too rapidly in the
direction of the private sector in Bangladesh
given the unwillingness of private sector in-
vestors to invest in a sector with high risk
characteristics. Indeed a rapid initial growth
of private investment may have severe impli-
cations for the risk premium facing new in-
vestors in power sector projects.

Arrow 1 describes the general problem
with IPP investment in developing countries.
Private sector investments in power are not
in general constrained by classic ‘public good’
problems of non-excludability and non-ri-
valry, as power is not a pure public good.
Nevertheless, contracting failures are sig-
nificant because of potential problems with
contract enforcement due to political risks
and unforeseen future contingencies. These
are important in a sector with significant
structural risks due to inevitable uncertain-
ties surrounding future fossil fuel supply and
fuel pricing over long periods. To reduce the
risks facing private sector investors, public-
private partnership (PPP) contracts specify a
number of contingencies that are covered by
the government. In particular, they typically
guarantee payments for a minimum quantity
that will always be purchased and at a ‘pass-
through price’ (which means the government
absorbs all risks of fossil fuel price inflation),
often with Partial Risk Guarantees from the
World Bank. However, even contingencies
that are covered by contract may be difficult
to enforce in the distant future if the financial
condition of the government becomes signifi-
cantly adverse. Moreover, given the weakness
of contract enforcement by courts, the risk
faced by different investors may not be the
same in a potential crisis. Entrepreneurs with
better political connections can expect to be
‘last out’ in a potential crisis.
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Figure 10. Causal links between critical characteristics in power generation

i) High Share of Private Sector in Power
Generation and expectation of further growth

High risk
premiums

ii) High Financing Costs and
selling prices
5] /
Further doubts about long-term
ability of government to pay

Risks of future government
insolvency, inadequate fuel
supplies and contract
enforcement in general

Investments in relationships
required to mitigate risks

High-cost successes raise risks
of future government default
Increased future risk \
for ‘bidders’ because|
of corruption

vi) Very few completions of
private sector projects

I

iv) Procurement Rents more
attractive than
Production/Distribution Rents

iii) Small number of players
remain in final bidding

v) Protracted decision-
making and high chances of
blocking by losing factions

Power plants may have a life in excess of 20
years and many years of operation may be
required to recover significant capital costs.
Investors therefore need to be satisfied about
revenue income over many years in the future
before they can feel confident about taking
these risks. This risk can grow rapidly if a sig-
nificant expansion of IPPs is being contem-
plated and sales of power to final consumers
are significantly subsidized. Both happened
to be the case in Bangladesh in the early
2010s. The solvency of future governments
may therefore become significantly worse di-
rectly in proportion to their success in im-
plementing IPP projects! (This is described
later in Arrow 9). Given that the financial
conditions of governments and economies
many years in the future are difficult to pre-
dict, power sector contracts are fundamen-

Adverse selection—6/

Upfront rents result in
intense competition
within party and
bureaucracy

tally incomplete. The risk is not necessarily
one of expropriation but of potentially dis-
ruptive future transaction costs in renegoti-
ating contracts in different local and global
circumstances. These features of the sector
mean that the construction of power plants
faces uncertainties that cannot be easily ad-
dressed through full contracting and this in
turn has two important effects.

Arrow 2 shows the most obvious implica-
tion of these non-contracted risks: The risk
premium results in higher private sector fi-
nancing costs for power sector projects. This
explains our observation of characteristic (ii)
in Figure 10 that private sector financing for
power projects is expensive and likely to have
an impact on the final price of power. The
cost of finance is therefore both a depend-
ent variable and a variable whose magnitude
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determines other characteristics of the mar-
ket that in turn affect the risk premium. This
circularity opens up the risk premium to the
possibility of vicious or virtuous cycles of cau-
sality that we will discuss later. Regardless of
what a PPP contract guarantees, the market
is likely to factor in a growing risk premium
if the systemic capability of the government
to deliver on contractual commitments to the
sector is perceived to have deteriorated. For
instance, the unsolicited and very high cost
rental contracts that the government entered
into in 2010 are very likely to have already
had this effect on market sentiment regard-
ing the government’s commitment to protect
the future solvency of the PDB. As a result,
we should expect the risk premium built into
the average cost of commercial financing for
the next IPP to have already become a little
higher than in the past.

High financing costs in turn have a
number of important effects for investments
in this sector. Indeed, the self-fulfilling char-
acteristic of high risk premiums that follow
from our causal analysis partly explains why
the public sector or at least public financing
and/or financing by international financing
institutions (IFIs) have historically played an
important role in the power sector in devel-
oping countries. Both the public sector and
state-assisted financing for the private sector
continue to play this role in India despite the
significant opening up that has happened in
that country. The contracting failures that
prevent full contracting mean that a sig-
nificant role for public financing of power
sector projects may be more efficient, even
though power is not a pure public good. In
particular, in very poor countries, private risk
perceptions may suggest a price for power
generation that may be beyond the purchas-
ing capacity of emerging industry and retail
customers, requiring unsustainable levels of
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government subsidy if the cost of capital can-
not be reduced ex ante.

Arrow 3 shows the other important and si-
multaneous effect of the high risks associated
with IPP investments. The private investor
knows that whatever the contract says, in po-
tentially adverse future conditions the contract
may be difficult to enforce and there are many
unknown and therefore non-contracted risks
that can also affect the overall viability of the
investment. As a result, it is rational for firms to
invest in ‘relationships’ with government and
with political organizations more generally, to
mitigate these risks by keeping open preferen-
tial and personalized channels of negotiation
that allow ongoing informal contracting and
enforcement. In case of future difficulties with
payments or access to fuel, investors know that
contacts and informal bargaining are more
likely to be important than contracts and for-
mal processes of redress. Given the high cost
or even implausibility of enforcement through
the formal legal system, firms are more likely
to be able to negotiate required changes on an
ongoing basis, or to ensure that they will be
higher up the chain of claims in case of finan-
cial difficulties if they can call on long-term re-
lationships with politicians and bureaucrats in
critical positions. This is not a sufficient guar-
antee because politicians and bureaucrats will
certainly not remain in place for the lifetime
of a power project, but it is unlikely that firms
will even begin to engage in this sector in the
absence of these relationships.

This explains characteristic (iii) in Figure
10 that only a small number of bidders re-
main at advanced stages of bidding in this
sector. As complex negotiations cannot rely
entirely on legal procedures, given the weak
legal framework in developing countries, only
firms that have strong relationships with in-
siders are likely to sustain progress in these
negotiations. As these privileged relation-
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ships are based on historical accidents and re-
lationships already developed through exist-
ing businesses, it is likely that only a relatively
small number of firms have the requisite in-
vestments in informal networks to enter these
negotiations. This also explains why firms as
diverse as furniture and cement manufactur-
ers in Bangladesh have demonstrated a com-
parative advantage in entering the bidding
process for investments in the power sector.
Their comparative advantage is not based on
their technical expertise in the power sector,
but rather their extensive informal contacts
with government and the bureaucracy.
Arrow 4 shows that the close links be-
tween political and economic organizations
also enable collusion and corruption that fur-
ther increase the risk for investors, because
contracts are likely to be re-examined by sub-
sequent governments if new relationships are
not rapidly established. Thus, while there are
structural reasons privileging firms and in-
dividuals with established relationships with
government and bureaucracy, these condi-
tions also enable collusion between insiders.
For instance, as discussed earlier, technical
specifications can be set to privilege suppliers
associated with particular local sponsors. The
interesting observation is that even if firms
and governments did not initially want to en-
gage in corruption or collusion, the high level
of contingent risks that cannot be contracted
for can create strong pressures for long-term
personalized relationships between business
and government. These relationships provide
some confidence to investors that contingen-
cies will be reasonably addressed if and when
they arise. But once these relationships exist,
it is very difficult to prevent a slide into ad-
ditional privilege-seeking collusion.
Ironically, even if a firm resists capturing
additional advantage using its relationships,
it is very difficult to signal this to the gen-

eral public or to subsequent governments,
given the structural factors that ensure the
uncompetitive nature of the market and the
clear presence of strong personalized rela-
tionships. The presumption will be that in-
siders have benefited and new governments
are likely to demand payoffs to establish new
relationships that will need to be developed
to sustain the projects. Firms therefore have
every incentive to keep some rents on reserve
to meet these requirements. This argument
is not intended to excuse the ongoing cor-
ruption and collusion of participants, but to
demonstrate that this type of corruption is
unlikely to be addressed using standard anti-
corruption tools such as greater transparency
in the award of contracts. Personalized rela-
tionships here are not the result of limited
transparency. Rather, limited transparency is
a result of relationships that are required to
sustain investments in a context where risks
cannot be contractually mitigated.

Firms know that the relationship between
government and opposition is likely to be
acrimonious in the context of a ‘competitive
clientelist” political settlement (Khan 2010).
In this context, the ruling coalition is severe-
ly constrained in its ability to offer credible
formal assurances to potential investors that
they will not be expropriated by future gov-
ernments. If the relationships between the
ruling party and investors are percezved to have
resulted in ‘rent sharing’ with the ruling par-
ty, the process through which the contracts
were offered may be questioned by an incom-
ing party after an electoral victory as a way
of punishing particular investors who were
close to the outgoing party. In Bangladesh
there is a history of companies winning ma-
jor government contracts being targeted on
technical legal grounds by a new ruling coali-
tion if they are perceived to have had signifi-
cant economic relationships with the previ-
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ous regime. These attacks are in most cases
of temporary significance because there are
political processes through which such com-
panies and individuals can eventually protect
themselves. For instance, it is common for
companies to establish relationships with the
new ruling party. Arrow 4 simply shows that
this requires resources and involves addition-
al uncertainty.

Returning to the high financing costs,
characteristic (ii), this has a number of ad-
ditional and very important effects that are
relevant for understanding challenges in
the power sector. Arrow 5 shows that high
financing costs can in turn contribute to a
preference for procurement rents as opposed
to rents in production or distribution. The
distinction refers to whether significant rents
are captured by business and government at
the procurement stage by colluding in the
price and quality of the capital equipment that is
delivered or in the production and distribu-
tion of electricity by colluding in the pricing of
power and fuel or indeed the calculation and
collection of bills. The former creates signifi-
cant upfront rents at the very inception of the
project, while the latter can create a stream
of somewhat more modest rents through the
lifetime of the project. The latter may add up
to be significantly higher in aggregate, but if
parties are unsure about the economic viabil-
ity of the project over time, or have very short
time horizons, they may prefer procurement
rents over production and distribution rents.
Thus, high financing costs that raise the cost
of power generation and create doubts about
the long-run viability of the underlying con-
tracts can increase a preference for procure-
ment rents. This is because the higher the
cost of generation, the greater the subsidy
required to PDB to sell on this power, and
therefore the greater the doubts about future
viability and future streams of rents. A pref-
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erence for one or other type of rent is not
neutral in terms of the likely effects on power
generation. An interest in procurement rents
may result in very inferior investments that
further increase the actual cost of production
and put pressure on the future viability of the
contract. An interest in production and distri-
bution rents may have a high social cost later
but may be consistent with immediate strate-
gies to increase the generation of power.

Arrow 5 suggests a plausible but adverse
rational response of private investors in this
context of uncertainty about the future sol-
vency of PDB and ultimately of the govern-
ment of Bangladesh. Regardless of payment
guarantees in PPP contracts, it is implausible
that the government will continue to pay if
it is financially unable to do so. The greater
the number of IPPs that already exist ahead
of a particular investor, the less confident
that investor is likely to be about the reme-
dies available in case of a systemic insolvency
of PDB at a future date. Rational investors,
particularly local sponsors who may be more
aware of local political economy, are there-
fore likely to want to make as much of their
return as possible upfront and rely less on the
stream of future incomes for guaranteeing
an overall return on investment. This could
explain characteristic (iv) in Figure 10, the
strong preference for maximizing ‘procure-
ment rents’ as opposed to collecting rents on
production and distribution.

It is not rational for government and inves-
tors to focus on capturing production rents
by colluding to set the price of generated
power, except perhaps in the case of very
short-term projects like rental projects. For
longer-term projects, where more significant
capital costs have to be incurred, collusion in
setting a somewhat higher price for power
purchases is less attractive because sustain-
ing these future payments may not be cred-
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ible. It is more rational to collude in overpric-
ing procurements of capital equipment. In
extreme cases, the lack of confidence in the
future can be so severe that future projects
and the future of the current project lose any
attractiveness for public officials and inves-
tors and both become mainly interested in
procurement profits in the immediate project
under consideration. In this extreme case the
project under consideration resembles a one-
shot prisoner’s dilemma where neither gov-
ernment nor investors have any incentive to
rein in their immediate incentives to capture
rents through procurements. Once again, our
aim is not to say that conventional explana-
tions of procurement irregularities focusing
on greed and the absence of transparency are
wrong. However, there are overlapping struc-
tural factors that create strong preferences for
this form of rent capture as opposed to oth-
ers, and this has further implications for the
viability of investments in power generation.

The preference for procurement rents in
turn has two other effects. Arrow 6 sug-
gests that in this context there is likely to be
an adverse selection of bidders. Those who
are unwilling to play by these rules will be
weeded out because the structure of incen-
tives will not attract them nor are they likely
to find champions amongst government in-
siders. This in turn reinforces the observa-
tion of a small number of serious players in
the bidding game, characteristic (iii). In addi-
tion, the tendency of these bidders to prefer
procurement rents means that some or all of
their projects are likely to suffer from high
cost and low efficiency. This in turn implies
higher risks for all investors in the future
(Arrow 4) and eventually (through Arrow 2)
to even higher risk premiums for the sector.
This is one example of the cumulative causa-
tion that can lead high risk premiums to be
self-fulfilling in the sense that the effect of a

high risk premium is to drive risk premiums
even higher next time.

Arrow 7 suggests another equally serious
consequence of high financing costs and
the preference for procurement rents. Pro-
curement rents can offer significant upfront
prizes for the individuals and factions in gov-
ernment and the bureaucracy who are cham-
pioning particular sponsors. While greed and
limited accountability does drive some cor-
ruption in developing countries, we know
that political leaders also have a structural
requirement for rents to sustain the political
system (Khan 2006; North, et al. 2009; Khan
2010). However, the types of rents that are
available do matter in determining the strat-
egies of different actors and the economic
outcomes of their rent capture strategies. A
focus on procurement rents has particularly
adverse implications not only for the qual-
ity of projects, but also for the intensity of
conflicts within the ruling party and the bu-
reaucracy. Different factions within govern-
ment typically champion rival bids and have
strong relationships with competing suppli-
ers. If the primary source of rents comes at
the procurement stage, the likely result is that
there will be more intense conflicts between
factions and groups within the ruling party
and the bureaucracy than if the rents came
from production and distribution over longer
periods of time. Large sums that can be made
over short periods of time greatly increase the
stakes in intra-party and intra-bureaucracy
factional conflicts, particularly if the overall
financial vulnerability of the power sector
makes it unlikely that there will be a signifi-
cant stream of projects over time. The one-
shot nature of the rent capture game can re-
sult not only in prisoner’s dilemma incentives
for investors and government, but also in
intense conflicts within government because
the likely winners from the current procure-
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ments round may well be the last ones for a
while. This can help to explain a critical char-
acteristic of the Bangladeshi power sector:
protracted decision-making procedures and
high chances that projects will be blocked by
disaffected factions at the last moment, char-
acteristic (v) in Figure 10.

Protracted decision making and delays in
the power sector are typically explained by
the lack of technical capabilities within the
power bureaucracy in Bangladesh and by
multiple decision-making points within the
government. But it is possible to interpret
these structures in another way. If significant
up-front rents are available through power
sector investments, these rents acquire a great
deal of importance within the ruling coali-
tion. The importance of power sector rents
and the strategic importance of the sector are
underlined by the fact that the power port-
folio comes directly under the Prime Minis-
ter in the 2009 Awami League government
and major investments have required prime
ministerial clearance in all governments. Yet
multiple points of decision making are also
retained. For instance, the post-2009 Prime
Minister works not only with a state minis-
ter but also with a power advisor. We know
informally that there are other powerful indi-
viduals both in the party and the bureaucracy
who have an input into the decision-making
process under the umpiring role played by
the Prime Minister. This structure is perhaps
not accidental and suggests the sensitivity of
managing factional conflicts over significant
rents within the ruling party. The aim appears
to be to enable factions to compete for these
rents because attempting to override power-
ful factions entirely may be very costly for the
ruling party. Unfortunately, the nature of the
rents available makes this competition dys-
functional (low-quality investments are the
likely outcome) as well as intense.
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The intensity of these intra-party conflicts can
be better understood by remembering that in
a ‘competitive clientelist polity’, the ruling
parties are themselves coalitions of factions.
Individual investors have relationships with
particular politicians and factions within the
ruling party. If the incentive structure is such
that bidders are likely to make significant
‘procurement rents’ at the early stages of the
project, there is likely to be a scramble be-
tween factions within the ruling party to be
associated with lucrative investments from
which the faction can benefit. This increases
the stakes and therefore the intensity of the
conflict over the award of particular projects.
If the rents had accrued over time, the im-
mediate stakes would have been lower and
the benefits would have accrued to a more
diffuse group within political organizations
over time. There would be no incentive to
destroy rent streams created by the previ-
ous ruling coalition and strong incentives
to add to that rent stream by approving new
projects. Indeed the type of rents available
could create incentives for ‘live and let live’
compromises emerging between rival clien-
telist coalitions to enable them to share some
rents whose flows continue over time. Some-
thing like this is seen in India in power sec-
tor projects where competing clientelist par-
ties implicitly cooperate in capturing rents in
sequence without blocking or destroying the
work of others. In contrast, if the power sec-
tor rents come in the form of a small number
of lucrative projects that are not likely to be
repeated very often, it becomes rational to
contest intensely. Intra-party competition
can appear to take the form of government
indecision about projects and procrastination
in the granting of contracts. In extreme cases
no decisions are made.

Arrow 8 shows that occasionally IPP
projects can go through but the success rate
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is relatively small, characteristic (vi) in Fig-
ure 10. Finally, Arrow 9 describes the para-
dox that after a few successes, subsequent
projects may become /ess viable if the gap
between the buying and selling prices in the
projects already signed imply a significant
growth in transfers to PDB from the budget.
The more financially strained the PDB and
the Government of Bangladesh become, the
higher the risk premium in Arrow 2, and the
more binding the succeeding constraints be-
come. This insight allows us to explain why
the early IPPs at Haripur and Meghnaghat 1,
went through so much more easily compared
to subsequent attempts at closing deals. With-
out a strategy for cracking the interdependent
links identified in Figure 10, it is unlikely that
Bangladesh will achieve the scale of power
sector investments that the country requires.

In the context of this analysis it is worth
asking how the major Bangladeshi player in
the power sector, Summit Power Ltd., man-
aged to bid relatively low prices for the three
major projected plants, Bibiyana 1 in 2007,
and Bibiyana 2 and Meghnaghat 2 shortly
after the new Awami League government
came to power in 2009. The answer is that
the prices bid by Summit were based on the
assumption that cheap credit from the Inter-
national Finance Corporation (World Bank),
the Asian Development Bank and other con-
cessional lenders would be available. Howev-
er, not only was this pipeline of cheap funds
limited, the crisis over high-level government
corruption scandal in the (unrelated) Padma
Bridge project in 2011 resulted in the World
Bank halting project lending to Bangladesh.
The disappearance of potential low cost
funding had the predicted result. Summit
withdrew from Bibiyana 1 and put Bibiyana 2
on hold. Eventually in 2012 it made progress
on the Meghnaghat 2 project by putting up
first class collateral to raise 167 million dol-

lars from three local banks at a relatively low
interest rate of 5 percent. This was possible
because of Summit’s high quality collateral in
a number of related businesses that were per-
forming well. But clearly not even Summit
could provide enough first-class collateral on
unrelated businesses to raise low-cost financ-
ing for more than one project.

Evaluation of Policy Responses
The most common policy responses to the
constraints facing the power sector have usu-
ally attempted to directly address character-
istics (iif) and (iv), namely the small number
of bidders based on personalized relation-
ships with political insiders and the apparent
leakage of procurement rents. Development
agencies and partners, including the World
Bank, have insisted on transparent procure-
ment guidelines and bidding procedures.
Moreover, political reform and in particular
reforms supporting greater political account-
ability have sought to address characteris-
tic (v), the protracted decision making that
seems to block investments in the sector. The
conventional strategy here is to try and make
political parties more accountable to the vot-
ing public and less responsive to internal fac-
tional conflicts. If some of these strategies
had been successful, one or more of Arrows
4, 6, 7 or 8 may have been knocked out or
significantly weakened with the possibility of
setting up positive or virtuous cycles instead
of the vicious cycles that otherwise charac-
terize the links between these factors. In ad-
dition, general good governance and rule of
law reforms have attempted to improve con-
tract enforcement in courts and thereby re-
duce risk premiums (Arrow 2) and the need
for personalized relationships to support in-
formal contracting arrangements (Arrow 3).
However, these reform efforts have not
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yielded significant results and some of the in-
terdependencies in Figure 10 suggest why this
may be the case. Many of the characteristics
that have been targeted are dependent rather
than independent variables. For instance, the
characteristics (iii) and (iv) may appear to be
the causes of poor procurement and bidding
processes when they are actually the outcomes
of deeper problems associated with high risk
premiums and contracting costs in contexts
of political uncertainty. Not surprisingly,
good governance reforms in poor countries
that have tried to directly tackle these char-
acteristics have generally failed to reduce risk
premiums and personalized relationships.
Our analysis of why a Weberian rule of law
cannot be enforced in the political settlements
of developing countries helps to explain why
the weak enforcement of particular institu-
tions has to be traced to the way in which
institutions are modified because of the rent
requirements of powerful organizations. A
policy intervention is only likely to be effec-
tive if it is plausible that its implementation
is consistent with the rent-sharing conflicts
that will be unleashed within that political
settlement. A focus on transparency and pro-
cedural reforms can make some difference,
but it is unlikely to make a difference that is
significant enough to alter the interdependent
causal links shown in Figure 10. Moreover,
the politics of developing countries require
the allocation of rents to powerful factions
as part of the political process of maintain-
ing political stability and this too militates
against the achievement of impersonal rule-
based allocative systems (North, et al. 2007;
Khan 2010, 2012). It is not surprising there-
fore that good governance reforms attempted
during the emergency caretaker government
of 2007-09 that hoped to achieve greater
political accountability within Bangladeshi
political parties achieved very disappointing
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results. Given the features of the macro po-
litical settlement it is not surprising that rule-
following procurement and bidding processes
have not emerged, nor have political parties
become more accountable to the extent that
they are able to make faster decisions in the
public interest.

The implication of these observations is
that a focus on directly attacking these char-
acteristics of the problem is unlikely to make
asignificant difference to observed outcomes,
even though it may be desirable that pressure
for reforms in these areas should continue.
The two other points of entry in Figure 10
are more promising, but one is more feasible
as a point of entry than the other. An exces-
sively ambitious set of expectations for pri-
vate sector investment in the power sector,
characteristic (i), may paradoxically be part
of the problem. It sends negative signals to
financial analysts looking at the viability of
investments over time and the capability of
PDB to service its obligations if more than
one or two of these investments came to frui-
tion. The outcome is a steep rate of increase
in risk premiums with self-fulfilling effects,
as discussed earlier. But long before this hap-
pens, progress on power sector projects slows
down and project development is converted
into heavily contested games where atten-
tion shifts to rent capture at the procurement
stage. However, the capacity that would be
required within the state to take on a signifi-
cant share of the expansion of generation ca-
pacity within the public sector is not likely to
be immediately credible.

This leads to the second point of entry
which is by exclusion the most promising
route for policy makers and the political lead-
ership. This is the high financing cost and
risk premiums for power sector investments,
characteristic (if). While other political econ-
omy factors are difficult to change directly, a
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significant shift in the cost of financing can
alter or weaken some of the interdependencies
shown in Figure 10, sufficient for progress
to become achievable. One possibility that
could be considered is a carefully designed
financing facility with a sufficient flow of
funds in the pipeline that could significantly
lower the cost of financing proposed power
generation projects, together with a dedicated
governance arrangement for its proper utili-
zation. Clearly, the flow of funds required
to make a difference to the cost of finance
would have to be orders of magnitude greater
than was available in IDCOL or IPFF in the
early 2010s. But as a least developed country,
Bangladesh could make a bid for such a fund-
ing stream through the World Bank, the ADB
and other international financial institutions.
Such a facility could be structured and ad-
ministered in a number of different ways, but
these alternatives are not the subject of our
discussion. We will only identify some of the
characteristics that such a facility should have
in order to achieve an impact in the specific
political economy of Bangladesh.

By signalling the availability of a credible
flow of funds at an interest rate that can sus-
tain the generation of power at a price that is
within the bounds of PDB purchasing capa-
bilities, a number of effects are likely to be set
in motion that can be exploited with carefully
designed institutional strategies. Clearly, the
availability of such a facility would have to
be combined with dedicated governance ar-
rangements to ensure that the financing avail-
able on beneficial terms was only available
for projects that satisfied technical and other
governance criteria. The IDCOL experience
suggests that this may be achievable, and the
causal map in our Figure 10 suggests why it
may be. By directly intervening to change
this characteristic and reducing the financ-
ing costs for important power generation

projects under consideration, the intervention
can break or weaken the critical arrows 5, 6
and 7 that lead to the emergence of unviable
projects or of sustained blocking. First, the
lower cost of financing can enable the power
project to offer to sell power at a price closer
to the final selling price, thereby making the
viability of long-term purchase agreements
more credible. This can sufficiently reduce
the incentive of insiders to focus primarily
on the upfront procurement rents and there-
by enable dedicated procurement conditions
to be enforced to an acceptable degree. This
may appear to be an optimistic expectation,
but in fact procurement procedures were
much better for Meghnaghat 1 when credible
financing was available compared to some
later cases. This is not surprising because by
offering a credible project, financial institu-
tions also have credible leverage for insisting
on better procurement conditions.

Secondly, with better procurement condi-
tions and weaker incentives for fixing techni-
cal specifications, the adverse selection that
results in serious bidders dropping out is less
likely to happen. Thirdly, if upfront rents are
less in evidence, the intensity of inner-party
and bureaucratic lobbying can be expected to
decrease, with the focus of interested parties
shifting to a greater extent to the long-term
rents from the production and distribution of
power. Moreover, if the long-term low cost
financing makes the project under considera-
tion viable, it is more likely that other projects
will follow without PDB becoming insolvent.
The prospect of successive projects is likely
to reduce the intensity of zero-sum conflicts,
and with a sufficiently large pipeline of cred-
ible projects this could prevent the blocking
of projects by disappointed factions. None of
these potentially beneficial results are likely
to automatically follow without considerable
attention being given to the governance de-
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sign of any facility of this type in the future.
But our analysis suggests that without a sub-
stantial facility which can promise to reduce
the cost of financing and contribute to im-
proving the viability of investments in the
power generation sector, direct interventions
targeting adverse characteristics of this sec-
tor are likely to fail.

The governance structure of the Indian
Power Finance Corporation (PFC) is not
likely to be replicable in Bangladesh because
the PFC benefits from the checks and bal-
ances provided by India’s federal structure.
As a central government financial organiza-
tion, the PFC is answerable to the central
government, while most power generation
projects that it finances come under state
governments. This, together with strong pro-
fessional bureaucratic leadership has ensured
that PFC financing does not get excessively
captured by inefficient projects, such as ones
where the prime interest is in procurement
rents. In the context of a smaller country like
Bangladesh, more attention would have to be
given to the governance of a similar financial
organization to ensure that credit allocation
could not be captured by clients of the ruling
party. On the other hand, Bangladesh has the
advantage that the private sector is already a
significant player in power generation. Poten-
tial financing for power generation at pref-
erential interest rates would not be targeted
towards the public sector alone, but would be
open for the private sector to bid. It is pos-
sible to imagine how a governance structure
could be constructed which combined access
to funds at preferential rates with strong re-
quirements for competitive bidding.

Since the underlying finances for the fi-
nancing instrument would almost certainly
come from international financial institu-
tions like the World Bank or the ADB, these
organizations could insist on strict govern-
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ance of procurement and other conditions
for these loans. It is likely that combination
of a reduction of incentives for procurement
rents, the plausible provision of profitable
investment opportunities to investors and
pressure from the business community and
international agencies on the ruling coalition
could allow the creation of a limited bureau-
cratic governance agency with external assist-
ance that could ensure an acceptable use of
this funding. In particular, the availability of
capital at reasonable prices would also attract
serious bidders both domestic and foreign,
who would find the overall contractual con-
text more credible in the presence of these
facilities. Despite its differences, the Indian
experience does show that by combining vi-
able financing with appropriate institutions,
power sector investments are possible even
in competitive clientelist settings. A focus
on developing the governance structures for
financing power generation at preferential
rates in Bangladesh is therefore likely to be
a fruitful point of entry for cracking some of
the political economy constraints facing in-
vestments in this vital sectot.

We surmise that some of these conditions
were in place when the first two successful
IPPs went through. A combination of condi-
tions created virtuous feedbacks in the links
identified in Figure 10 for both the Meghna-
ghat 1 and Haripur projects. The scale of the
projected role of IPPs was initially relatively
small, gas supplies were promising and the
cost of financing was kept low as a result of
the role of the 1FIs, as discussed eatlier. This
combination of conditions lowered the risk
perception of private financiers and further
contributed to the low selling price offered
by the IPP operators in these projects. The
viability of the projects ensured that adverse
selection or the focus on procurement rents
did not happen to the extent that blighted
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subsequent projects. One implication of our
political economy analysis is that if the cost
of capital has to be kept low and if this re-
quires negotiating a financial facility at con-
cessionary rates and appropriate governance
conditions, there is likely to be a ceiling on
the pace of expansion set by the magnitude
of the facility available. We would argue that
if the achievement of a lower cost of capital
requires greater modesty in the rate at which
the supply of power is projected to increase
in Bangladesh, it may be a price well worth
paying. Paradoxically, the actual rate of in-
crease in the power supply may be higher if
the private financing that is called upon and
the rate of subsidy that is implied for PDB are
reduced to more realistic levels.

12. CONCLUSION

The evolution of the political settlement in
Bangladesh has affected both the broad mix
of policies and institutions at the macro-level
and the implementation and effectiveness
of particular institutions and policies at the
micro-level. Our understanding of economic
policy and institutional performance can be
augmented by investigating how the evolu-
tion of the political settlement sets limits on
the implementation and effective manage-
ment of particular institutional arrangements.
Institutional innovations are important for
overcoming particular contractual (market)
failures and, in general, the problems of fi-
nancing learning-by-doing constitute an im-
portant area of contractual failures in devel-
oping countries.

The major success story of Bangladesh,
the garments sector, took off in the context
of the institutional framework of authoritar-
ian clientelism and a favourable international

rent environment that Bangladesh was able to
exploit. It had the right level of organization-
al capabilities amongst a broad-based group
of potential entrepreneurs, a ruling coalition
that had the self-interest and the political ca-
pability to enforce a small number of criti-
cal institutional innovations, and the MFA
reduced the competitiveness gap between
Bangladesh and its immediate competitors.
In this context, a leading entrepreneur in
Bangladesh and a collaborator in South Korea
devised a financing instrument that provided
the incremental financing for learning-by-do-
ing with enforceable conditions that gener-
ated compulsions for high levels of effort in
learning. The organizational knowledge that
was thereby transferred to Bangladesh was
rapidly copied as managers left the first firm
and set up clustering firms of their own. The
lessons that we derive from this experience
are that market opportunities are important
but insufficient for explaining success or for
creating the conditions for the next line of
successful industries. Financing instruments
that can help to finance learning-by-doing
are critical but they have to be designed such
that the incentives for high levels of effort are
maintained given the characteristics of the
political settlement.

A second sector that is emergent in Bang-
ladesh and is likely to play an important role
in the future is the nascent electronics in-
dustry. This began its takeoff when the po-
litical settlement had already transformed
with democratic institutions in a vulnerable
operational equilibrium with competitive
clientelism. Motreover, this sector did not
enjoy the accidental international rent sup-
port of the type that the garments industry
enjoyed under the MFA. The learning-by-
doing in the pioneer firms in this sector de-
pended on another fortunate ‘accident’, the
presence of a pioneering nationalist compa-
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ny. This company took the risk of financing
a significant amount of the initial learning-
by-doing in refrigerator manufacturing be-
cause it wanted to build national productive
capabilities. To a large extent, this forced the
government to become a follower, support-
ing its success with policies that then helped
the company to consolidate some of its in-
vestments. This triggered a number of other
traders and assemblers to move into manu-
facturing because their import-based busi-
nesses, particularly in refrigerators, were no
longer viable in some market segments. Our
analysis here shows that even in an overall
context that is fairly unfavourable, learning-
by-doing was still being financed in some
sectors. An analysis of the prospects of the
electronics industry in Bangladesh suggests
that it should be possible to design financ-
ing instruments to assist the development of
manufacturing of selected electronics com-
ponents as a feasible long-term strategy.
Finally the very serious crisis in power
generation and the failure of successive gov-
ernments to significantly increase power
generation in a sustainable and cost-effec-
tive way can also be understood in terms
of characteristics of the political settlement.
Here the political settlement has a different
explanatory role. Some features of the failure
in the power sector appear to fit a standard
explanation based on the absence of ‘good
governance’. The lack of transparency in the
allocation of contracts, government corrup-
tion and the lack of accountability can ap-
pear to explain the failure to get serious bids.
As a description of the problem this is not
wrong, but many of these characteristics are
themselves dependent variables which have
to be located within the operation of a par-
ticular political settlement and a specific set
of economic features of the power sector in
Bangladesh. This explains why the standard
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good governance reforms have had a very
limited effect on the power sector and helps
to identify a possible entry point for reform.
The availability of moderately priced financ-
ing, ultimately sourced from international
financial institutions, with dedicated govern-
ance capabilities for monitoring its use could
create a mix of incentives and opportunities
that may allow increased productive invest-
ment in the power sector within a political
settlement that continues to require rents for
political organizations. The example of the
more successful Indian power sector, though
different in important respects, suggests that
it is important to explore these alternative
approaches to mitigating some of the con-
straints in the power sector.
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