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SEVERITY OF DISCIPLINE FOR SUBORDINATE ERRORS:
SUPERVISOR-SUBORDINATE AGREEMENT AND THE EFFECTS OF MARKETABILITY

David G. Meyer, The University of Akron, Akron, OH, USA
Ronald Crawford, Concordia University, Montreal, PQ, Canada

ABSTRACT

A framework of errors and choices of discipline is developed and tested in 47 supervisor-subordinate
dyads. Attribution, hedonic relevance, and avoidance theories were used in developing the framework
and are potential explanations for the results. Results show that subordinates expect less severe
punishment than their supervisors would mete out. The results support attribution theory. There was no
evidence supporting self-serving bias of the supervisor in discipline situations. Self-serving bias may only
occur in positive situations. Marketability did not effect the discipline.

Keywords: supervisor-subordinate relations, discipline, attribution theory, hedonic relevance, avoidance,
self-serving bias

1. INTRODUCTION

There have been many published studies of antecedents and consequences of poor performance.
Theoretical bases for these studies have been drawn mainly from attribution theory, modified by the
discovery of wide-spread use of self-serving bias by both supervisors and subordinates. Given the
impact of attributions and self-serving bias on both performance appraisal and employee and
organization goal accomplishment, recommendations as to what organizations should do to respond to
poor performance range from doing nothing, to discussing the problem, to modifying the job or situation,
to punishing the subordinate. Beyer and Trice (1984), in reviewing the literature, concluded that there
has not been much study of the use of negative sanctions, and that punishment is probably counter-
productive.

Meyer, Kay, and French (1965) found that the most criticized performance aspect of a subordinate got
worse after the criticism. Yet O'Reilly and Weitz (1980) found that performance improved after sanctions
were applied. Further, Klaas and DellOmo (1991) found that more managers (37 percent) used
retribution to deal with employee drug use than any other form of response, and Miner and Brewer (1976)
found that 44 percent of managers used the threat of discipline and found it effective.

Given the widespread use of punishment, this study examines the choice of a response by a supervisor
across 26 situations where subordinates have made errors. The response is drawn from a set of
responses offering variations of the three types found in the literature: do nothing, change the procedure
or job, or punish the subordinate (Beyer & Trice, 1984; Dobbins, Pence, Orban, & Sgro, 1983; Goodstadt
& Hijelle, 1973; James & White, 1983; Klaas & Dell'Omo, 1991; Mitchell & Kalb, 1981; Mitchell & Wood,
1980; O'Reilly & Weitz, 1980; Pence, Pendleton, Dobbins, & Sgro, 1982). The use of a modified
repeated measures method follows from James and White's (1983) call to develop situational typologies
to test the reliability of management responses across situations as well as extending the policy capturing
approach used by Klaas and Dell'Omo (1991).

In addition to examining the use of punishment rather than situation modification for more severe errors,
two other research questions are addressed: Is there agreement between supervisor and subordinate as
to the response? And, does the marketability of the subordinate affect the choice of response?

Given the error, attribution theory and self-serving bias (of both the supervisor and subordinate), would

lead to the subordinate perceiving that their supervisor would choose a less severe response than what
the supervisor would choose. More marketable subordinates may receive less punitive responses than
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less marketable subordinates.
2. LITERATURE REVIEW
2.1 Factors Affecting the Choice of Punishment as a Response to Poor Performance

Drawing on attribution theory, many studies of poor performance have measured the appropriateness of
a variety of responses to a given situation, using group factorial designs while manipulating the
attributions for poor performance. Attributions for poor performance that have been examined are the
subordinate's ability and effort (Ashkanasy, 1991; James & White, 1983; Pence et al., 1982; Smither,
Skov, & Adler, 1986; Tjosvold, 1985), the control over the performance, either internal or external
(Ashkanasy, 1989; Dobbins & Russell, 1986b; Fedor & Rowland, 1989; Green & Liden, 1980; James &
White, 1983; Mitchell & Kalb, 1981; Mitchell & Wood, 1980; Pence et al., 1982), and the permanence of
the attributed cause for the poor performance (Pence et al., 1982). These studies have shown that the
appropriateness of responses, such as doing nothing, changing the job or situation, or punishing the
subordinate, are related to the supervisor's attribution of the cause of the poor performance.

Punishment for poor performance is greater when there are internal attributions of control (Ashkanasy,
1989; Dobbins et al., 1983; Dobbins, 1985; Dobbins & Russell, 1986b; James & White, 1983), when face-
to-face meetings do not occur (Gioia & Sims, 1986), when the subordinate is not liked by the supervisor
(Dobbins & Russell, 1986b), when there is little supervisor-subordinate interdependence (ligen, Mitchell,
& Fredrickson, 1981), when the supervisor has higher power (Kipnis, 1972), when the attribution for poor
performance is lack of effort rather than lack of ability (James & White, 1983; Pence et al., 1982; Smither
et al., 1986), when the organization does not emphasize cooperation (Klaas & Dell'lOmo, 1991), when the
subordinate is male (Pence et al., 1982), and when no accounts, apologies, or excuses are offered
(Wood & Mitchell, 1981).

The use and extent of punishment are also greater when the consequences of the behavior are either
known or more serious. Klaas and Dell'Omo (1991) found that the perception of the degree of severity of
an offense was related to the consequences of the offense. The more costly the consequences, the
more severe the offense. Mitchell and Kalb (1981) found that more severe punishment followed errors
with greater consequences. However, Mitchell and Wood (1980) found that the attribution was a more
powerful predictor of the intended response than was the seriousness of the outcome.

The goal of punishment is to improve organizational performance. Green, Fairhurst, and Snavely (1986)
found that managers reported better problem resolution when more punitive control tactics were used.
Supervisors rate punishment as more effective at resolving the problem than do subordinates (Dobbins &
Russell, 1986a). The use of punishment for certain situations may follow from employee expectations.
O'Reilly and Weitz (1980) found that punishment is expected by subordinates, and that failure to invoke
sanctions may lead to loss of control and unproductive behavior. Giles and Mossholder (1990) contend
that employees expect punishment for poor performance. However, the use of severe punishment has
drawbacks. Beyer and Trice (1984) found that after the first suspension, further discipline had negative
effects on the employee's performance. Larson (1989: 411) found that when supervisors do respond to
poor performance "(t)he end result is likely to be more negative and more destructive" due to the buildup
of severity of offenses prior to taking action. Heerwagen, Beach, and Mitchell (1985) found that costly
solutions, such as punishment, are not chosen, regardless of appropriateness. In conclusion, the use of
punishment in organizations to improve performance is widely practiced, but whether it accomplishes
improvement is debatable.

Other responses, seen as more constructive, are changes in procedures or the job (Dobbins et al., 1983).
Pence et al. (1982) found that working with the employee to correct the problem was appropriate when
the cause for poor performance was lack of ability or task difficulty. Klaas and Dell'Omo (1991) found that
such corrective discipline was used more when employees showed remorse and promised to change,
and when employees fulfilled past promises to change. However, Goodstadt & Hjelle (1973) found that
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supervisors resort to punishment when less assertive forms of influence are ineffective, or when the
problem is disciplinary.

Other studies have focused on the types of response patterns that supervisors use to motivate their
employees in situations of poor performance. Green et al. (1986) examined the use of support, escalation
of control, and reliance on discipline and the severity of the problem given a chain of problems and found
that more severe problems led to more punitive actions and less positive support. Klaas and Dell'Omo
(1991) examined the use of three decision rules: retributive, corrective, and individual rights, in light of
the economic needs of the organization, and found that 37 percent of managers used retributive styles
and 35 percent used corrective styles. O'Reilly and Weitz (1980) studied confrontive, difficulty with firing,
employee orientation, and complete documentation styles and found that complete documentation and
increased use of sanctions are adopted over time by successful managers. Regardless of the style used,
consistency of response across conditions and employees is important, it is correlated with employees'
satisfaction and equity (Dobbins & Russell, 1986b; Klaas & Dell'Omo, 1991; O'Reilly & Weitz, 1980). This
may be due to the existence of accepted norms of justice and the legitimacy of the response given the
conditions leading to the response (Klaas & Dell'Omo, 1991; O'Reilly & Weitz, 1980).

It is hypothesized that minor errors will lead to responses of doing nothing or changing the job, and major
errors will lead to responses of punishing the employee.

Many of the studies cited were conducted in the lab, with students taking the part of supervisor. Thus
there have been many calls for field studies examining what supervisors choose to do to help
subordinates perform successfully (Ashkanasy, 1991; Beyer & Trice, 1984; Tjosvold, 1985). In the field a
supervisor can choose only one response to a given situation. Also, an important difference in the field is
that a supervisor's response to a given situation may be only a part of a chain of situation-response-
situation-responses (Fedor & Rowland, 1989; Green et al., 1986; ligen & Favero, 1985).

Rather than focusing on the conditions of the supervisor and the subordinate, the situations studied here
(see Table 1) vary the type of error and the cost to the organization and examine the type of response
selected. Beyer and Trice (1984) found that specific situational variables were the most significant
predictors of discipline. Tjosvold (1985) called for study of situational conditions that mediate influence.
llgen and Favero (1985) have suggested that supervisors do not distinguish well between the behaviors
of the subordinate and the consequences of those behaviors, supported by Green and Liden (1980).
Although freeing the attributions to the subordinate limits the generalizability of the findings, studying the
effect of the characteristics of the situation on the response, in a field study pairing supervisors and
subordinates, provides insights into previously unstudied areas.

2.2 Supervisor-Subordinate Agreement about the Response

Attribution theory would support the hypothesis that supervisors will be more punitive than subordinates
expect. This is due to the fact that subordinates perceive their performance as higher than their
supervisors perceive it (Dugan, 1989; Harris & Schaubroeck, 1988), and the internal-external attributions
made by supervisors and subordinates following poor performance (Fedor & Rowland, 1989; Mitchell &
Kalb, 1982; Mitchell & Wood, 1980). Hedonic relevance and avoidance theories as well as the political
and motivational uses of performance appraisals would support that supervisors will be less punitive than
subordinates would expect (Hogan, 1987; Larson, 1989; Longenecker, Sims, & Gioia, 1987). Underlying
the choice of response given poor performance is the use of threat as opposed to actually having to apply
the sanction: the paper-people, paper-situation problem. This problem is expected to bias the
supervisors to choosing more severe responses, and to bias the subordinates to choosing less severe
responses.
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TABLE 1
ERROR SITUATIONS GROUPED ACCORDING TO AREA AND EXPECTED SEVERITY
(LEAST TO MOST)

Production.
1. An error has been made in scheduling that can be corrected at a cost of $50.
2. An error has been made that will cause one day of overtime to be worked for the production facility.
3. An error has been made that will involve a line changeover that will involve great cost.

Supply ordering.
1. An error has been made that can be corrected with a phone call.
2. An error has been made that can be corrected with one day of work by the employee.
3. An error has been made that will involve a plant or office shutdown.

Customer Handling.

1. The relationship with a minor customer has been affected so that the customer seeks out other
suppliers, but does not actually act.

2. An error has been made that results in a minor customer complaining to the superior.

3. The relationship with your largest customer has been affected so that the customer seeks out other
suppliers, but does not actually act.

4. The minor customer starts to reduce his business with you.

5. An error has been made that results in the largest customer complaining to the supervisor.

6. The minor customer stops doing business with you.

7. Your largest customer starts to reduce his business with you.

Marketing.
1. An error has been made that allows customers to go to competitors for their needs.

2. An error has been made that allows competitors to make significant inroads into your market.
3. An error has been made that allows the competition to shut you out of the market.
4. An error has been made that will force the company to close.

Personal Relations.

1. An outside personal conflict is mildly affecting your subordinate's performance.

2. A minor conflict between two of your subordinates causes some of their time to be spent in
counterproductive activity.

3. A conflict between your subordinate and their subordinates is resulting in some minor problems.

4. A conflict between two subordinates is causing the loss of half of their time to the company.

5. An outside personal conflict is severely affecting your subordinate's performance.

6. A conflict between two subordinates has caused the complete breakdown of the effectiveness of
both.

7. A conflict between your subordinate and their subordinates is causing major problems.

8. A conflict between your subordinate and their subordinates has caused a work stoppage.

9. An outside personal conflict is making your subordinate's performance totally useless.

It is hypothesized that, given the severity of the error, differences in subject area of the error will not affect
the choice of response.

Differences in attributions are heightened in conditions of poor performance: Subordinates make external
attributions and supervisors make internal attributions (Ashkanasy, 1989; Dobbins & Russell, 1986a;
Gioia & Sims, 1985), leading to blame and punishment when the consequences are known and negative
(Mitchell & Kalb, 1981). This self-serving bias would lead to subordinates choosing a job or situation
change as appropriate, whereas the supervisor would choose to change the subordinate's behavior,
possibly through punishment.
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Moreover, Smither et al. (1986) found differences between supervisors and subordinates as to the
perceived causes of poor performance, hence disagreement about the corrective actions that should be
taken would be expected. Differences as to the appropriateness of response may also be due to the
informational clues in the relationship and their interpretation (Fedor, Eder, & Buckley, 1989).

Wood and Mitchell (1981) call for research on the disagreement of information sources. These sources
of disagreement may lead to even greater exhibition of self-serving bias. Importantly, Green and Liden
(1980) found agreement as to appropriateness of control responses.

However, it has been shown that self-serving bias is reduced following face-to-face meetings (Dugan,
1988; Greenberg, 1991). Hence, in a long-standing supervisor-subordinate dyad, where there have been
many face-to-face meetings, better agreement as to the appropriate response would be expected.

An aspect of self-serving bias that confounds this hypothesis is that external attributions of the cause of
poor subordinate performance can suggest poor supervision, reflecting badly on the supervisor (Fedor &
Rowland, 1989, ligen & Favero, 1985; Knowlton & Mitchell, 1980). This may be because supervisors'
jobs are usually structured so that subordinate performance is needed for supervisor success (Tjosvold,
1985). For example, managers are more likely to cite themselves as causing subordinates' failure than
are the subordinates likely to cite the supervisor (Gioia & Sims, 1985; James & White, 1983; Smither et
al., 1986). However, Dobbins & Russell (1986a) found equal attribution, subordinates attributed low
group performance to the supervisor and vice-versa.

These exhibitions of self-serving bias leading to the supervisor blaming themself for subordinate poor
performance follows from hedonic relevance. When interdependence is high, poor performers are seen,
by supervisors, as having higher performance and higher ability than when interdependence is low (lilgen
et al,, 1981). Greenberg (1991) found that supervisors inflate performance appraisals to make
themselves look like they are performing better, particularly when they functioned as both coach and
judge. Furthermore, avoidance theory supports this form of self-serving bias.

Benedict and Levine (1988) found that supervisors were reluctant to convey negative feedback, so they
inflate performance appraisal ratings. Supervisor guilt may also lead to leniency in appraisal and
punishment (Mallinger & Greiner, 1980). An interesting twist to this interdependency is that when a low
performing subordinate rejects the supervisor's aid via lack of effort, the supervisor may be even more
punitive than otherwise (Tjosvold, 1985).

Thus it is hypothesized that in long-standing successful supervisor-subordinate dyads there will be
agreement as to the expected response given a subordinate error. This hypothesis is supported for two
reasons. First, unsuccessful subordinates are screened out — they are no longer part of the dyad.
Second, the supervisor will self-attribute part of the blame for the error.

2.3 Subordinate Value

Green and Liden (1980) attributed some of the moderating effects on control to the value of the
subordinate, more valued subordinates received more mild control. Klaas and Dell'lOmo (1991) found
that managers were unlikely to terminate an employee who would be difficult to replace. Benedict and
Levine (1988) and Longenecker et al. (1987) found that more marketable subordinates received higher
performance ratings.

It is hypothesized that the supervisors of more marketable subordinates will choose less punitive
responses than the supervisors of less marketable subordinates.

Proceedings of the IABE-2010 Las Vegas- Annual Conference, Volume 8, Number 1, 2010 5



3. METHOD
3.1 Participants

Forty-seven supervisor-subordinate dyads from 6 companies in a large eastern Canadian city
participated in this study. Each supervisor was paired with only one subordinate, and was not the
subordinate paired with their supervisor. All participants were employed full-time.

3.2 Procedure

The situations (see Appendix) and the response set (Figure 1) were developed and pretested using 5
supervisors at one non-participant company. The questionnaire developed from the pretest results was
shortened due to concerns for the anonymity of the participants and the length of time necessary to
answer the questions. Choosing a response to an error, which might involve punishment, and being
linked dyadically to a supervisor or subordinate, was of high enough concern in the pretest that all
demographic and work history related questions were eliminated from the final version.

The personnel director at each company received more than a sufficient number of pairs of
questionnaires for all possible dyads, distributed them, collected them, and returned them to the author.
Participants filled out the questionnaires either at work or home. There were large number of non-
respondents, including both members of dyads, and individual members of dyads, leaving only 47 usable
pairs from the 200 sampled. The questionnaires contained instructions, an example, and the seven
response choices on the first page, the twenty-six error situations on the next two pages, and questions
concerning ease of the subordinate finding a job and being replaced, and the job area on the last page.
Questionnaires were worded to reflect the subordinate making the error and choosing the response they
expected, or the supervisor choosing a response to a subordinate error.

3.3 Independent Measures and Experimental Design

There were three independent variables measured: Supervisor or subordinate status in the dyad, the
work area of the dyad, and the marketability of the subordinate. A control variable for company was used
to check across-company response variation. The status of the respondent was measured by the return
of the appropriately worded questionnaire. Work areas available for choice were: Production
Management, Supply Procuring, Customer Handling, Marketing, Personnel, and Other. These categories
reflected the areas that the error situations were drawn from. There were two questions concerning
marketability: how easy would it be for you (your subordinate) to find another job, and how difficult would
it be to replace you (your subordinate)? The responses to these questions were five point Likert scales
ranging from extremely difficult to extremely easy. The dyads' responses to these marketability questions
were categorized into agreement/disagreement and high/medium/low marketability.

3.4 Dependent Measure

The seven categories of the dependent variable (Table 2) vary in two dimensions: control over the
initiation of the response (subordinate in 2 and 3, supervisor in 4, 5, 6, and 7), and extent of punishment
(nonein 1, 2, 3, and 4; some in 5, more in 6, and termination in 7). The responses exemplify doing
nothing (1), informing (2), apologizing and help seeking (3), exertion of control and help providing (4),
job/situation modification (5), moderate punishment and modification (6), and termination (7). Although
this categorization does not provide detail in the typical penalties found in progressive discipline situations
(oral warnings, written warnings, suspension, termination), the vagueness of categories 5, 6, and 7 allow
these to be inferred, and were deemed sufficient by the pretest respondents to cover the punishment
responses of almost all companies and situations. Similarly the categories 2, 3, and 4 were sufficient to
cover the multitude of variations of workday interactions of supervisors and subordinates when errors
occur.
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TABLE 2
RESPONSES TO ERRORS

1. Do and expect nothing.

2. Expect your subordinate to explain the situation, and accept that explanation with no questions
and no hard feelings.

3. Expect your subordinate to explain the situation, then discuss the matter further.

4, Initiate a serious discussion of the problem.

5. Severely restrict your subordinate's work activity and responsibilities.

6. Threaten termination and severely restrict your subordinate's work activity.

7. Terminate your subordinate.

4. RESULTS

4.1 Situation Consequences and the Severity of Response
In general, as hypothesized, situations exhibiting more severe impact on the company resulted in more
severe punishment, from both the supervisor's and the subordinate’s perspective. For example, as seen
in Table 3, the increasing severity of the three production scheduling situations resulted in a mean level of
2.3, 3.8, and 4.5 as rated by the supervisors, and 2.2, 3.5, and 4.5 as rated by the subordinates. These
findings provide a successful validity check for the instrument.

4.2 Supervisor-Subordinate Agreement

As seen in Table 3, t-tests of the paired differences — supervisor minus subordinate for each dyad —
aggregated across all dyads yield significant differences (at the .05 level) in 9 of the 26 situations.
However, the overall difference is illustrated with a simple sign test — 23 of the 24 non-zero results are
positive — leading to the conclusion that supervisors choose a punishment in a given situation that is more
severe than their subordinates expect. This is significant beyond the .001 level.

4.3 Effects of Marketability
The tests of the marketability of the subordinate on the extent of the difference in the punishment did not
yield any significant effect. Hence these results are not reported.

5. DISCUSSION

5.1 Consequences of Errors and Severity of Punishment

The results of this study provide general support for attribution theory. Subordinates expect less severe
punishment for a given situation than their supervisors would mete out. This is particularly true in the
area of personal relations, where attribution to the subordinate is most clear. Subordinates most disagree
with their supervisors regarding punishment when their behavior is at issue.

5.2 Situation Realism and External Validity

The supervisor may be being place in an unrealistic situation because, in reality, the prior performance of
the subordinate is known, hence the likelihood of making the errors described in the situations may be
small. Further, job definitions and boundaries may preclude the possibility of many of these errors.
Repeated measures design may sensitize respondents to consequences of errors.

6. SUMMARY

Attribution theory is applied in this study to discipline situations reflecting poor performance within a
working supervisor subordinate relationship. Attribution theory is supported moreso than hedonic
relevance and avoidance theories because subordinates expect less severe punishment than their
supervisors would mete out. This difference is found especially in the area of personal conduct. There
was no evidence supporting self-serving bias of the supervisor in discipline situations. Self-serving bias
may only occur in positive situations.
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TABLE 3

RESPONSE SCORES BY FUNCTIONAL AREA AND SEVERITY

EXPECTED RESPONSE
(SUPERVISOR'S

FUNCTIONAL QUESTION SUPERVISOR'S

SUBORDINATE'S

PAIRED DIFFERENCE

LEAST(L) OR MOST (M) SEVERE = AREA RESPONSE RESPONSE RESPONSE MINUS THE
SUBORDINATE’S RESPONSE)
BETWEEN  WITHIN
CATEGORIES CATEGORIES MEAN VARIANCE MEAN VARIANCE MEAN VARIANCE std.err. 1t>1.96
L L PRODUCTION 1 2.298 .692 2170 .710 128 1.114 154
SCHEDULING 19 3.809 .549 3.489 .821 329 .961 143 *
M 8 4.468 .820 4.468 1.211 0.0 1.783 195
L SUPPLY 9 2.043 1.346 1.681 1.179 362 2.323 222
ORDERING 15 2.809 .941 2.660 .969 149 1.521 .180
M 2 4.574 1.250 4.574 1.163 0.0 1913 .202
L PERSONAL 5 2.936 .887 2.739 1.422 277 2.291 221
RELATIONS 12 3.298 .909 2.872 1.244 426 1.989 .206 *
7 3.809 .332 3.404 .420 404 724 124 *
6 3.213 .519 2.787 .606 426 1.076 151 *
20 4.000 .609 3.553 .818 447 1.079 152 *
23 3.894 .228 3.511 .560 383 720 124 *
21 4106 .358 3.702 .431 404 594 A12 *
16 4.372 .888 3.915 .601 447 1.296 .166 *
M 25 4915 .993 4.617 1.720 298 2.735 241
L CUSTOMER 3 3.340 .664 3.128 1.070 213 1.780  .195
RELATIONS 26 3.532 472 3.489 .647 043 911 139
14 4.085 .471 3.894 .662 191 1.028. 148
24 3.638 .497 3.596 .637 .043 1.085 .152
10 3.574 .380 3.532 .602 .043 1.042 149
13 3.951 .651 3.489 .951 362 1.279 165 *
M 18 4.894 1.054 4.532 .950 362 1.714 191
M L MARKETING 22 4.553 .992 4.362 .932 191 1.680 .189
11 5.021 1.065 4.787 .910 234 1.705 190
17 5.826 1.258 5.957 1.376 -131 2.255 219
M 4 6.644 .825 6.532 1.994 112 2,982 252
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THE TRANSNATIONAL ENTREPRENEUR:
AN INITIAL OVERVIEW OF FACTORS AFFECTING INTERNATIONAL STRATEGIES
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ABSTRACT

A review of literature of an emerging field related to transnational entrepreneurship is presented. The
research is based on three case studies and builds on the original Bartlett and Ghoshal framework.
Methods to describe how transnational entrepreneurs select international strategies based on local
conditions or low cost pressures are described. Results indicate that the same factors that affect the
strategy choice of MNC'’s also affect the transnational entrepreneur strateqy selection. Future research
includes an analysis of barriers in choosing a strategy.

Keywords: Transnational entrepreneur, transnational entrepreneurship, international strategies, and
cross-cultural business practices

1. INTRODUCTION

As globalization continues to expand, an emergent concept of transnational entrepreneurship continues
to gain interest (Patel & Conklin, 2009; Drori, Hoing & Ginsberg, 2006; Portes, Guarnizo & Haller, 2002).
Transnational entrepreneurship has a significant impact on economic, social and political structures (Patel
& Conklin, 2009). A common perception is that an entrepreneur commercializes an opportunity within a
single institutional. However, many global factors, free trade, and diverse lifestyles are enhancing the
entrepreneurs’ abilities to conduct businesses in other countries. The transnational entrepreneurs (TEs)
have the ability to generate a greater and more efficient business than their others operating in one
country.

Recent research explores TE from several perspectives focusing on: (1) the description of the degree of
assimilation (Portes, Guarnizo, & Landolt, 1999); (2) processes (Evans, 2000; Guarnizo, Sanchez &
Roach, 1999); (3) transnational communities and structures (Basch, Schiller, & Blanc, 1994); (4)
internationalization strategies; and (5) firm type and owner characteristics. These sources provide some
data into the transnational entrepreneur personal characteristics, but the following questions remain
unanswered. Is there a typical profile for a transnational entrepreneur? Are there differences in strategy
selection after being acculturated in the foreign country? How do the personal resources, networks, and
other factors affect strategy selection?

This study explores transnational entrepreneur literature and builds on Ghoshal’'s (1987) global strategy
framework. The model includes strategic objectives, such as efficiency in current operations, risks and
innovation adaptation. Also, methods that transnational entrepreneurs pursue international markets to be
successful and meet the requirements of multiple institutional environments within a subjective field of
economic activity are examined. This study attempts to answer the following research question: What are
the factors affecting the TE international strategy selection? How are these strategies based on personal
experiences, resources, and networks make them successful across multiple institutional environments?

This paper contributes to the literature in various important ways: (1) It describes of how three successful
entrepreneurs utilized their resources to create a competitive advantage is provided, and (2) It provides
an application and expansion of the Ghoshal’s theory of global strategy framework to the study of TEs in
that a case analysis approach illustrates transnational entrepreneurs’ unique positioning and the means
by which they structure their environment. Therefore, the study could provide a valuable extension of the
original Bartlett and Ghoshal framework that has been used only for organizations and not in an individual
case. Finally, similarities and differences among transnational entrepreneurs are highlighted in providing
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a broader understanding of transnational entrepreneurship by describing three cases of successful
transnational entrepreneurs.

The cases illustrate methods in which transnational entrepreneurs are uniquely positioned to serve as
direct buyers/sellers and intermediaries who are brokers in knowledge economies. The reminder of the
article reviews and classifies previous studies related to transnational entrepreneurs, methodology, and
data analysis followed by a final section that discusses findings and provides recommendations for future
research.

2. LITERATURE SURVEY

2.1 International Entrepreneurship and Transnational Entrepreneurship

Critical differences exist between transnational and international entrepreneurship. International
entrepreneurship is defined as “a combination of innovative, proactive, and risk-seeking behavior that
crosses national borders and is intended to create value in organizations” (McDougall & Oviatt, 2000).
International entrepreneurship research has a limited view regarding ethnicity of the individual
entrepreneur (Yeung, 2002; Drori et al., 2006).

On the other hand, transnational enterprise is: “A business in the ethnic economy which entails separate
operational components of the enterprise being located in different countries and the transmigration of the
owners in order to operate it” (Wu & Ng, 2002). As opposed to international entrepreneurship,
transnational entrepreneurship is culturally oriented and derived and is part of the specific community and
relationships within which the immigrant is embedded. In general, transnational entrepreneurship
represents a form of economic transnationalism that immigrants engage in for different reasons.

2.2 Transnationalism

Most of the research related to transnationalism is viewed as relatively new (Portes, Guarnizo, & Landolt,
1999). Research has focused on methods in which immigrants build and conduct businesses in the
home country and their host country, as well as their contributions to the development of the home
country (Sequeira, Carr & Rasheed, 2009; Faist, 2000; Portes, 1996; Portes & Guarnizo, 1991).

Although some researchers state that transnationalism is not new and that immigrants engaged in similar
activities in the past (Waldinger, 1998, 2008; Waldinger & Fitzgerald, 2004), Researchers in favor of
transnationalism perceive that unlike earlier immigrant activities, today’s activities are different due to
improvements in transportation and technologies. Therefore, those activities play a more efficient role in
their host country and the immigrants’ home countries. (Sequeira, Carr & Rasheed, 2009; Portes et al.,
1999; Robinson, 2005).

Generally, individuals engaged in economic transnationalism use their home and host country to build
businesses, find suppliers, capital and to expand into new markets (Portes et al, 1999). These individuals
have many skills and technical expertise, as opposed to the general assumption that they are less
educated. Research indicates that individuals in many immigrant communities will take the opportunity to
establish an economic connection between their host and home country in order to meet the community’s
need for particular cultural items from the home country (Sequeira, Carr & Rasheed, 2009).

2.3 Type of Transnational Businesses

Literature related to immigrant firms has assumed that most firms are small and concentrated in the retail
sector (Dana & Morris, 2007). However, recent research indicates differences in types of businesses
created by immigrants based on their attitudes towards the perceptions of the host country and the
degree of acculturation towards that country. Landolt, Autler, and Baires (1999) described a typology for
transnational firms as circuit, cultural, ethnic, and return migrant or elite expansion enterprises. This
typology was based on a study of transnational business ventures found within El Salvadoran immigrant
communities of Los Angeles and Washington, D.C. as shown in Table 1.

Circuit enterprises are the business ventures where resources, both tangible and
intangible, flow across borders.
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Cultural enterprises help to promote the immigrant’s national identity with the home
country.

Ethnic enterprises are small ventures located in immigrant neighborhoods that employ
individuals of the same ethnic background as the owner and cater to an ethnic clientele.

Return migrant enterprises are ventures started by those who have lived abroad and
returned to their home country. Elite expansion enterprises are established in the home
country businesses that market to immigrants abroad. (Sequeira, Carr & Rasheed, 2009).

2.4 Individual and Network Characteristics (Bordieu’s Theory)

In most cases, TEs must balance efforts to create unique situations using personal networks to mobilize
cultural, social, and economic capital. According to social network theory, social interactions among
members result in flows of resources among members and companies. Those networks are basically a
set of connections with friends, family, investors, and other acquaintances to assist the TE in gaining
resources and to obtain opportunities by combining those connections (Patel, P. Conklin, B. 2009; Burt,
1992).

Recently, a theoretical framework of the transnational concept using Bordieu’s theory and practice was
presented. According to this theory, a successful transnational entrepreneur requires mobilization of
social networks and a balancing of dual embeddedness in two different institutional settings (Patel, P. &
Conklin, B., 2009; Driori et al., 2006). Therefore, in order to fully understand the TEs network, it is
important to explain three concepts: Social networks, bifocality and social capital.

Bordieu defines capital as “the aggregate of the actual or potential resources which are linked to
possession of a durable network of more or less institutionalized relationships of mutual acquaintance
and recognition” (Bordieu, 2001, p.187). Bordieu emphasized the importance of social networks in
mobilizing economic, social and cultural capital as a means of acquiring and mobilizing resources from
the habitus. Further, “The volume of social capital possessed by a given agent...depends on the size of
the network of connections he can effectively mobilize and on the volume of the capital (economic,
cultural or symbolic) possessed in his own right by each of those who he is connected (Bordieu, 1977,
p.264). Social networks are critical for mobilizing social, economic and cultural resources.

2.5 International Strategies: Global vs. Regional

A fundamental question a transnational entrepreneur must understand before pursuing any international
business is whether to pursue either a global or regional (local) strategy (Luthans & Doh, 2009). To an
extent, customers have similar tastes an acceptance of standardized products and services give the
transnational entrepreneur an option to utilize a global integration strategy, which is the production and
distribution of products and services of a homogeneous type and quality in a worldwide basis (Bartllett &
Ghoshal, 2002). On the other hand, the transnational entrepreneur might have to understand the
different customer tastes in segmented regional markets and adapt and respond to different national
standards and use a multi-domestic strategy. Depending on the complexity of the business transaction,
two additional strategies are available to the transnational entrepreneur according to Bartlett et al. which
are:

International strategy exists where there is little pressure to adapt or a small need to
control cost and the fransnational strategy, where companies try to simultaneously
achieve low cost and market adaptation. Harzing (2000) extended the Bartlett and
Ghoshal typology focusing on organizational design, local responsiveness and
interdependence. These studies are applied to multinational companies (MNCs) but not
to the individual transnational entrepreneur.
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Table 1
Typology of Transnational Enterprises *

Type of Enterprise Start- up Labor Maintenance and Consumption
Capital Expansion inputs
Circuit (host and home Transnational | Transnational | Transnational Host and home
country) (e.g., firms country

engaged in courier services;
technology-related
manufacturing; immigration-
related services)

Cultural (host country) (e.g., Host country | Host country | Transnational Host country
firms engaged in newspaper maintenance

production, television/radio and host country

programming; organizing expansion inputs

home country artist

performances)

Ethnic (host country) (e.g., Host country | Host country | Host country | Host country
firms engaged in maintenance

small retail outlets; and transnational

convenience stores; small expansion inputs

restaurants; small service-
oriented businesses)

Return migrant (e.g., firms Transnational | Home Transnational Home country
engaged in host country country
themed restaurants—pizza,
chicken; automobile sales)

Elite expansion (e.g., firms Transnational | Transnational | Transnational Host country
engaged in home
country-based beverage
production for distribution

in host country; fast food firm
headquartered in

home country with branches in
host country)

* Adapted from Landolt et al.
3. METHODS OF RESEARCH

The case method appears to be the most appropriate tool for examining the early phase of new
management theory (Terjesen, S, Elam, A. (2009); Eisenhardt, 1989; Yin, 1994). This study adopted a
qualitative approach, presenting a study that analyzed the narratives produced by three case studies with
particular attention to the individual, institutional, and other factors.

This work uses the narrative interview to describe the subjective positions where the transnational
entrepreneurs pursued key strategies and moved from different settings and institutional environments.
This framework is a vehicle to develop a theoretical model of a modern transnational entrepreneur. By
using both methods, the problems in assessing them independently should be eliminated. Langley
(1999) found this method should generate an “idiosyncratic story of marginal interest” or develop a dense
theory that is difficult to move to “substantive theory.”

In general, narratives are often used in new research trends to explain and understand how individuals
perceive their surrounding environments (Boje, 1991; Drori, Wrzesniewski, & Landau, 2007). Narratives
describe the contexts through which individuals define aspects of their identity, explain their occupations
and are especially useful in the analysis of new situations (Bruner, 1986) and enable individuals to
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connect past and present work experiences (Bartel & Garud, 2009). The narrative technique is a post
hoc method (Weick, 1996) and has been successfully used in a variety of fields, including
entrepreneurship.  This technique provides grounded theory with views of the links between
entrepreneurs and their venture strategies, including environmental factors (Maguire, et al., 2004;
Martens, et al., 2007).

The storytelling aspect of the narrative technique provides the entrepreneur with rationales related to the
strategy selection, subjective positions of the entrepreneur with stakeholders and external environment
(Martens et al, 2007). This technique helps to clarify details regarding the strategy selection and the
resources utilized by the entrepreneur. Both qualitative methods as described by Glaser and Strauss
(1967) and an improved version of Strauss and Corbin (1990) are utilized. A literature review related to
the phenomenon of transnational entrepreneurship was conduced. These areas included the most recent
research related to international business, international strategy, and entrepreneurship. Once this step
was completed, a set of themes were developed including topics relevant to transnational entrepreneurs.
After completing this second phase, the study by Bartllett & Ghoshal (2002) was used as a theoretical
framework in order to explore these individual strategies describing their external contexts, networks, and
strategy selection.

3.1. Case Design

Three cases were identified as having extensive relationships with individuals through consulting and
community activities. In reviewing potential candidates, special interests were given to those who meet
the criteria closer to the definition of transnational entrepreneur provided by Driori et al (2006). Authors
conducted a 30-60 min in-depth interview with a variety of potential candidates, and three were selected
carefully using the study objectives. The interviewed started with open-ended questions to facilitate the
sharing of experiences. The following questions were used to guide the interviews: (1) What is your
business? (2) How long have you been in business? (3) Do you follow a business model? (4) Please
describe how you started. (5) Have you operated several businesses (serial entrepreneur)? (6) What are
your major barriers? (7) How did you overcome those? (8) What do you think are the reasons for your
success? (9) Did you receive any help? SBA? SBDC? other? (10) Please describe your international
operations. (11) What pressures do you face in your international business? Cost? Adaptation? (12) What
would be the main economic elements that helped your international business? Finally, the interviewee
was asked to share any thoughts or information that seemed relevant for the interview.

The selected case narratives were reviewed, and each one made additional comments or point
observations. One of the main goals of the interview was to understand the transnational entrepreneur’s
perceptions of the individual experiences and institutional environments and describe how this helps to
shape the strategy selection. A proiri representation of their reality existed in that the entrepreneurs
explained many aspects they perceived to be relevant to their business success. Patterns and sub-
categories were identified in order to understand their strategy selection. The selected interviewees were
re-interviewed to obtain more data on experiences related to the case study. This second stage of
interviews follows Seidman’s 1998 methodology to help in understanding individual characteristics and
perceptions of the transnational entrepreneur context. One narrative used fictitious names to protect
identities. The individual-level data seemed consistent with the Ghoshal (2002) global strategy
framework. The three case studies are briefly profiled in the next section.

4. Case Narratives

4.1 Case 1--Francisco Lopez

Originally from Mexico, Francisco received an engineering degree in computer engineering with a minor
in computer science and communication from Universidad Autonoma de Nuevo Leon, Mexico. With help
from his family and a partnership with a Chinese-American (Mr. Wu), Lopez started a computer wholesale
company in Laredo, Texas. He recalled how he obtained funds to start his venture:

At first it was difficult to obtain funding, but my parents who lived in Nuevo Laredo at the
time got a loan against their home and that was the funds we started with. | didn’t have
any business or school background in the U.S., | received an engineering degree in
computer engineering with a minor in computers and communications from Universidad
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Autonoma de Nuevo Leon, Mexico, and it was very difficult for me to obtain financial help
to start a U.S. organization.

To overcome this barrier, he found a partner to help him to get started in the U.S.:

During a class project, | met my partner, who was an adjunct professor at Laredo State
University where he taught computer programming, statistics, and information systems.
He had the right background and financial history in the U.S., and we started our first
company “Dinastia.”

His experience and cultural knowledge of Mexico helped the company to expand business. He also
explained how his partner, a Chinese American, also uses his personal contacts and country knowledge
to help grow the business:

Mexmal has its headquarters in Monterrey, Mexico and Laredo, Texas, which helped us
target both markets. | have extensive understanding of the Mexican and Latin American
markets, and my partner Mr. Wu, had access to a low cost manufacturing in China. This
helped us adapt the products to our Mexican market. We have a variety of strategic
alliances with various organizations in Mexico, we provide low cost computer parts, and
have a distribution network we can work with. This is a win-win strategy for both. Mexmal
is in the process of purchasing the manufacturing plant in China, so we can obtain
greater discounts. We plan to pass those to our consumers in Mexico and in other
countries in Latin America.

Finally, Francisco Lopez explained how they adapted their products to their Latin American and U.S.
markets:

Mexmal has to consider technical advances in the country; for example, in the U.S. more
advanced technologies are in use. In Mexico, if you are selling computer parts in big
cities, they are moving faster to adapt newer technologies. But if you go to smaller towns,
they might still use older versions of the technology, so we have to adapt. We believe the
same situation will apply to other countries in Latin America. This is called “digital divide,”
so we have to adapt to local IT infrastructure. Cost and personalized service are the key
elements in our success. Every company has different IT structures. We have to adapt to
everyone in order to get business.

4.2 Case 2:--Texas Ragtime

Texas Ragtime (TR) is a company with U.S. and Latin American operations which gathers and processes
clothing to be recycled. TR was formed in 1992 by a serial entrepreneur who has built the organization to
become an international provider of recycled clothing to home and selected host countries. He has
extensive corporate experience and has served as CEO of a large restaurant chain. He has served in the
Office of the Chancellor for the University of Texas (UT) System and as a professor from UT San Antonio
and Boston University’s European campus.

The TR business model calls for gathering, grading, processing, selling and distributing large quantities of
recycled clothing. The U.S. plant has a capacity for processing 150,000 pounds of goods per day.
Clothing is primarily purchased from private and not-for-profit entities such as Goodwill and Salvation
Army. Bill Hunt designed the processing equipment in the plant. Clothing is most often compressed into
1,000 pound bales for shipping to the U.S. and international outlets. In parallel with the basic business
model, Hunt developed another business which purchases salable fabrics and manufactured goods to
sell as absorbent materials for restaurant and international suppliers of paint. In addition, he has an
importing business that sells “Irish lace” and has recently opened a “cryogenics” facility. Hunt is
constantly looking and strategizing about both places to expand into and products that will be suitable for
those markets.

In 2000, he opened businesses in two other countries, and took advantage of a “trade-free” zone in Costa
Rica. , which is the basic business model as in the U.S. Periodically a shipping container is loaded with
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approximately 40 bales of compressed clothing and shipped to Costa Rica. The TR manager in Costa
Rica receives the shipment and then oversees the process of identifying customers in the country where
the bales are sold. Next, he then takes the bales, opens them, sorts the clothing, launders, and improves
the product for presentation in retail outlets. A similar operation was opened in the Dominican Republic in
2004.

The major barriers to success as a TE are not as much financial as human capital and understanding the
expectations of doing business in a host country.

Whether we are just exporting products or establishing our own company in another host
country it is critical to fully and quickly understand the expectation for a company owned
by individuals from another country. If this is not done, the chances of being successful
for any length of time are very low. The other key to TE success is having the right
individuals in place to make the business model successful. The owner-manager cannot
be in multiple places at one time. Finding team members who can do business in the host
countries while making the designed business model wok is essential.

The entrepreneurial start up in Costa Rica has succeeded while the business in the Dominican Republic
has not. His reason for one success and one failure focused upon the person selected to manage the
business.

In the case of Costa Rica, | hired an American born person with Latin American heritage.
He was trained in the U.S. and then moved to Costa Rica. There he has fully integrated
in to the Costa Rican culture including his marriage to a Costa Rican woman with whom
he now has two children. He understands and implements our business model while
being fully accepted as Costa Rican. In the Dominican Republic, | was not as lucky to find
the right person. After several attempts to recruit, retain, and develop a Dominican
manger, | could not generate the needed level of profit to keep the business open. The
key to success in taking our model to these countries is having the right people in place.

When asked about the business strategy chosen to enter both countries, the answer was essentially the
same.

We have to watch our costs very closely. We compete heavily here in the U.S to gather
recyclable clothing which meets our quality standards at the lowest cost. We run our
operations here in the U.S. to optimize profit. We look for the best and lowest cost
method of shipping product to Costa Rica. It is critical that we anticipate all costs of
transportation in Costa Rica. This includes not only ground and sea costs but cost of
clearing customs and paying required taxes upon arrival of the goods into the country.
Basically, we are providing “standard products” in the form of recycled clothing to another
country with strong emphasis on controlling costs.

This case study reveals that his company, Texas Ragtime, utilizes a “global strategy” in its successful
entry and operation in Costa Rica.

4.3 Case 3--Rugs and More to Elegant Designs

The entrepreneur came to the U. S. 35 years ago from Turkey. At that time, he started taking classes at
a local university and earned a degree in business. After graduation, he opened a restaurant for several
years but without the success he desired. He began importing from other countries; i.e., Turkey, Iran,
China and others on a trial basis. The most successful product was oriental rugs. His success was due
to a network of middlemen who took care of the paperwork and transportation. He found the best mode
of transportation was via ship to the Port of Houston. Then trucks could send the product to the retail
outlet. He feels having this network was a major factor in his being able to buy and sell rugs, garden
supplies, artwork, and miscellaneous household furniture. The three stores are rugs, small restaurant,
and household merchandise.
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Thee entrepreneur is located in a medium-sized city and imports rugs from Turkey which come by ship to
Houston and then by truck. His tried to find a manufacturer in the U.S., but decided on Turkey due to the
cost structure. His strategy is low cost, high volume, and good customer service. The major barrier was
finding the right network. He stated that it was mainly by trial and error. He is located in three stores in a
major shopping center. His prices are lower than competitors. He continually checks prices of his
products with other retailers. He is in the process of changing the name to reflect a wide variety of
products rather than just rugs. Cost and personalized service were the key elements in his success.

5. FRAMEWORK APLICATION TO INDIVIDUAL TRANSNATIONAL ENTREPRENEURS

In order to guide a discussion and interpretation of the cases, Bartllett & Ghoshal (2002) global strategy is
utilized as a theoretical framework illustrating how transnational entrepreneurs also utilize global
international strategies (2002). In addition to the Dori et al. (2006) model of theory and practice on firm’s
outcomes, transnational entrepreneurs also must decide upon a global or multi-domestic strategy while
creating the venture. Two opposing forces transnational entrepreneurs also face when they consider
doing business in global markets are: adapting to local markets or using a cost advantage to obtain
market share (Dess at al. 2010). Four International strategies are used by MNC’s according to Bartlett
and Ghoshal and shown in Figure 1.

Figure 1
Strategies according to Pressures to Lower Costs and Local Adaptation
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5.1 International Strategy

Few industries have low pressure on local adaptation and cost. For instance, the drug industry is an
example of this type of strategy (Huber, 2009) where there is no need to adapt to local markets and the
pressure for cost is low. Dess et al (2010) defined international strategy as: “A strategy based on firm’s
diffusion and adaptation of the parent company’s knowledge and expertise in foreign markets and used in
industries where the pressures for both local adaptation and lowering costs are low.”

Proposition 1: Transnational entrepreneurs leverage social and professional networks in
the development and pursuit of an international strategy.
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5.2 Global Strategy

A firm whose emphasis is on lowering costs tends to follow a global strategy. Firms usually offer
standardized products and services, as well as locating manufacturing, R & D, and marketing activities in
only a few locations. A global strategy emphasizes economies of scale due to standardization of products
and services and the centralization of operations in few locations. Dess et al (2010) defined global
strategy as: “A strategy based on firm’s centralization and control by the corporate office with the primary
emphasis on controlling costs used in industries where the pressure for local adaptation is low and the
pressure for lowering cost is high. Texas Ragtime supports his choice for a “global strategy” as:

We have to watch our costs very closely. We compete heavily here in the U.S to gather
recyclable clothing which meets our quality standards at the lowest cost. We run our
operations here in the U.S. to optimize profit. We look for the best and lowest cost
method of shipping product to Costa Rica. It is critical that we anticipate all costs of
transportation in Costa Rica. This includes not only ground and sea costs but cost of
clearing customs and paying required taxes upon arrival of the goods into the country.
Basically, we are providing “standard products” in the form of recycled clothing to another
country with strong emphasis on controlling costs.”

Proposition 2: Transnational entrepreneurs utilize capital resources in strategic ways in
order to design business models to pursue a global strategy.

5.3 Multi-domestic Strategy

A firm whose emphasis is on differentiating its product and service offerings to adapt to local markets
follows a multi-domestic strategy. Decisions from a multi-domestic strategy tend to be decentralized and
permit the firm to tailor its products and respond quickly to demand changes. Dess et al (2010) defined
multi-domestic strategy as: “A strategy based on firm’s differentiating their products and services to adapt
to local markets, used in industries where the pressures for local adaptation is high and the pressure for
lowering costs is low.”

Proposition 3: Transnational entrepreneurs have significant cultural advantages to
understand cultural settings from their background, understanding of legal and regulatory
regimes, education, personal networks and experiences place them in a good position to
pursue a multi-domestic strategy.

5.4 Transnational Strategy

A transnational strategy strives to optimize efficiency, local adaptation, and learning. Firms that use a
transnational strategy have their core competencies and capabilities dispersed according to the most
beneficial location for each activity. Dess et al (2010) defined transnational strategy as: “A strategy based
on firm’s optimizing tradeoffs associated with efficiency, local adaptation, and learning, used in industries
where the pressures for both local adaptation and lowering costs are high. These strategies are
summarized in Table 2.

Francisco Lopez explained methods of adapting their products to the Latin American and U.S. markets.
He also pursues a low cost strategy:

Mexmal has to consider technical advances in the country; for example, in the U.S. more
advanced technologies are in use. In Mexico, if one is selling computer parts in big cities,
they are moving faster to adapt newer technologies. But if you go to smaller towns, they
might still use older versions of the technology, so we have to adapt. We believe the
same situation will apply to other countries in Latin America. This is called “digital divide”,
so we have to adapt to local IT infrastructure. Cost and personalized service are the key
elements in our success. Every company has different IT structures. We have to adapt to
everyone in order to get business.
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Proposition 4: Transnational entrepreneurs have significant cultural advantages to understand
cultural settings from their background, understanding of legal and regulatory regimes, education,
personal networks and experiences and utilize capital resources in strategic ways in order to
design business models to pursue put them in a good position to pursue a transnational strategy.

Table 2

Case Studies according to Entrepreneur Type

TE Multi- domestic  Global Transnational
Mexal X
Texas Ragtime X
Rugs and More X

6. CONCLUSION AND FUTURE RESEARCH

This study focused on three successful transnational entrepreneurs. This study showed that
transnational entrepreneurs utilized the same strategies that MNCs when dealing with international
markets. The transnational entrepreneur benefits greatly from certain sets of capital, cultural and
information that allows them to obtain competitive advantage in the marketplace. Transnational
entrepreneurs are uniquely positioned to use knowledge to establish innovative enterprises. The cases
provide substantial evidence that transnational entrepreneurs act as generators of new businesses that
guide them to new markets. Also provided was an example of a serial entrepreneur who acts as a
transnational entrepreneur and utilizes the same strategy. A set of testable propositions were made that
could be empirically approved or disapproved.

Future research should focus on those propositions and to explore the highly diversified transnational
entrepreneur activity. Additional research should explore barriers to achieve success.
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ABSTRACT

The purpose of this paper is to examine the importance of knowledge management in Ugandan
construction firms and emphasize the significant contribution explicit and tacit knowledge towards the
improvement of firm performance. The study was conducted in a population 112 firms consisting of 34
large firms and 78 small firms in the construction industry. A questionnaire was focused on the nature of
the firm, annual turnover and its distribution among firms, position hierarchy, employee’s characteristics,
firm performance, documentation, communication skills and knowledge management of the firms to
highlight the people factor. Challenges faced by firms to improve performance were also investigated.

The small firms annual turn-over ranged between 0-$50,000and $5m-$7.5m- whereas for big firms it
ranged between $7.5m and $10M Project managers (25.9%) dominated the position hierarchy in firms.
The employees of the firms were of varying education level including University graduates, tertiary and
others Masters and PhDs. Employees were the main source of knowledge followed by operating
manuals.

The results indicated that there is a very high relationship between leadership and firm performance
(P=0.000). The results also suggested that there is strong relationship between knowledge management
and firm performance (r=.825**P<.05) Knowledge sharing among the employees had a significant
(P=0.0000) effect on firm performance. The results further suggested that there is strong relationship
between knowledge management and organizational performance (r = .825, p<.05). Innovation was
also found to be positively related to knowledge management. Both knowledge management and
innovation can explain up to 75.2% of organizational performance. The study indicated that encouraging
apprentice training as the major approach to knowledge management. Documentation of employees’
experiences in data repositories was reported as an important aspect of knowledge management. The
major challenges suggested in the construction industry was lack of time to properly assimilate
knowledge and new ideas being very expensive to implement in Uganda. Soft copies of documents,
reports and newsletters were the major forms of documentation and dissemination of knowledge.
However, 100% percentage of the respondents does not have enough knowledge about knowledge
management systems.

Concerning the practice and policy implications, the construction industry should embrace knowledge
management and develop appropriate strategies for capturing, sharing, and disseminating the knowledge
obtained on the different projects in order to gain a competitive edge and improve on their performance.
Concerning research implications, action research methods may be necessary to offer researchers
opportunity to work in tandem with practitioners and professionals in implementing knowledge
management strategies and systems, while investigating further into which strategies and systems work
in such skilled sectors or working environments and why they work.

Keywords: Knowledge management, Performance, Construction industry

1. INTRODUCTION

Construction is a $1.7 trillion industry worldwide, amounting to between 5 and 7 percent of GDP in most
countries. The sector’s role in economic development is housing, roads, utility networks; school, clinics
etc. In Uganda the construction industry constitutes over 12% of the gross domestic product and has
witnessed a steady growth for the last 20 years (UBOS, 2005). Construction is a project-based sector
within which individual projects are usually customer built to client specifications. Construction involves
large, complex, non-standard activities in which quality can be very hard to assess. Projects can involve a

PiGiRNiADOST EERBE-DDNAL AMAN/REGEMENIR STHIHES) M| Voiarte, 8)nbebet; 202010 19024



multitude of players —the client, consultant engineers and architects, financiers, insurers, a main
contractor and scores of subcontractors.

The construction industry is considerably more fragmented than other industries with a much greater
concentration of small professional organizations. The services offered by these organizations are
characterized by being highly tacit knowledge intensive in nature (Lawendahl, 2000), with a wide range of
professionals involved, working as an inter-disciplinary team in delivering the construction products. The
construction industry is considered to be a labor intensive sector of the economy compared to other
industries (Green et al., 2004) and a good number of the construction workers in Uganda are employed
by small building firms on a casual basis. Engineers, architects and other professionals within the
construction industry are not in a position to “cut and paste” the best practice (Kamara et al., 2003) from
the past due to the unique and the complex nature of construction projects. These professionals have to
draw back on the past to find solutions for the new projects. Tacit knowledge evolves from these shared
practices and experience which need to be managed for the project and the organizational success. This
paper attempts to explore ways of managing knowledge created and shared within the construction
industry for project and organizational success. The hypothesis of the investigation is proposed as
follows:-

“If Knowledge management is practiced in the construction industry in Uganda it can lead to better
organizational performance”.

Attempts to improve contractors’ performance in developing countries have failed to yield significant
results (Cattell, 2004) yet building construction consumes about 70% of the construction investment
(Patterson et al. 2004). The Uganda construction sector is affected by a number of factors which include
productivity, innovation, slipping schedules, rework, mistakes, disputes, and increased construction costs
(Alinaitwe et al., 2007). Lack of skills is a major problem and seriously affects the time to accomplish
tasks, the cost of skilled labor and the quality of products achieved. It is assumed that any effort directed
to improving the construction industry performance will greatly enhance the country's chances to realize
its development goals, hence the need for this research. The objectives were determined as follows;-
e To find the relationship between KM and organizational performance in the Ugandan construction
industry
e To investigate the approaches for KM application and the challenges of KM in the Uganda
construction industry
The paper is outlined as follows. Section one presents the introduction. Section two presents a review of
knowledge management literature and develops a framework for the research. Section s three, four and
five present the research methods, findings and analysis. The last section focuses on the conclusion and
future research directions.

2. LITERATURE REVIEW

2.0 Knowledge Management in the Construction Industry

Understanding KM Knowledge is becoming a valuable organizational resource within the business
community. There is an increased concern in organizations’ efforts to consciously manage knowledge in
a systematic manner. Many knowledge management definitions exist but for the case of this research,
only selected definitions will be focused on. Darroch and McNaughton (2002) indicate that knowledge
management is a management function that creates or locates knowledge, manages the flow of
knowledge and ensures that knowledge is used effectively and efficiently for the long-term benefit of the
organization. Du Plessis (2003) defines KM, as a planned, structured approach to manage the creation,
sharing, harvesting and leveraging of knowledge as an organizational asset, to enhance a company’s
ability, speed and effectiveness in delivering services for the benefit of clients, in line with its business
strategy. Gloet and Terziovski (2004) describe KM as the formalization of and access to experience,
knowledge, and expertise that create new capabilities, enable superior performance, encourage
innovation, and enhance customer value.

Although these definitions vary in their description of KM, there seems to be a consensus of treating KM
as a process of leveraging of knowledge as the means of achieving innovation in process and
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products/services, effective decision-making, and organizational adaptation to the market. Work by
Polanyi (1958), and Nonaka et al. (2000), divided knowledge into tacit and explicit although it could be
classified into personal, shared and public, practical and theoretical, hard and soft, internal and external
etc, the classification of tacit and explicit knowledge remains the most common and practical (Chaminda
et al., 2007). Tacit knowledge represents knowledge based on the experience of individuals, expressed in
human actions in the form of evaluation, attitudes, points of view, commitments and motivation (Nonaka
and Takeuchi, 1995). Since tacit knowledge is linked to the individual, it is very difficult, or even
impossible, to articulate. Explicit knowledge, in contrast can be coded, inherent in non-human
storehouses including organizational manuals, documents and databases. It is difficult to find two entirely
separated dichotomies of tacit and explicit knowledge; instead knowledge can fall within the spectrum of
tacit knowledge to explicit knowledge. Explicit knowledge which can be captured and shared by
information and technology systems in the firm and it plays a prominent role in a firm's strategy
formulation process.

2.1 KM and Organizational Performance

Much of the literature describes KM from an information technology (IT) perspective; a perspective
possibly over-emphasized by some scholars and practitioners (Yang, 2008). Rowley (2000)
comprehensively defines KM as identifying, sharing, creating and storing of knowledge. KM is concerned
with the exploitation and development of the knowledge assets of an organization with a view to furthering
the organization’s objectives. The knowledge to be managed includes both explicit, (documented
knowledge), and tacit (subjective knowledge). From a business strategic perspective, knowledge
management is about obsolescing what you know before others do, and profiting by creating the
challenges and opportunities others haven't even thought about. In the bigger picture, the focus of
knowledge management is on the ever-changing environment in which societies, organizations and
individuals live, work, learn, adapt and survive (Malhotra, 2003).

The purposes of knowledge management vary from organization to organization. For instance,
knowledge management is the way to improve an organization’s performance, productivity and
competitiveness, and to promote acquisition, sharing and usage of knowledge. According to Plessis
(2005), there are many knowledge management purposes for example; to initiate action based on
knowledge; to support business strategy implementation; to become an intelligent enterprise; to increase
competitive advantage; to create an innovative culture and environment; to entrench collaboration as a
work practice; and to improve work efficiency.

There is generally no accepted measure of organizational performance in the literature, but since
accounting based or financial results are the final objectives of many partnering firms, many firms base
their measures on financial results. Prior empirical studies show that performance is a multidimensional
construct that should be measured with multiple items. According to Das and Teng (2003) research, a
firm’s performance is operationalized in terms of improvements in sales, profitability, return on assets and
return on investment. However for this study the measure for firm performance will be based on growth,
number of clients and financial performance.

The importance of KM for performance improvement has long been recognized in research. There is also
extensive empirical evidence for the direct impact of KM on financial as well as non-financial
performance, both in the marketing field (Panayides, 2007) and in strategic management literature.
However, these studies have mainly been conducted in developed countries and empirical evidence is
still lacking in the low developed countries. More specifically, the emerging knowledge-based theory of
the firm poses that valuable, rare and not easily imitable knowledge is a fundamental source of
sustainable competitive advantage.

2.1.1 Knowledge Management and Innovation

Construction is considered a backward industry that fails to innovate in comparison with other sectors
(Winch, 2003). Being innovative brings new knowledge in the industry regarding new products, new
processes and organizational change. KM is not solely focused on innovation, but it creates an
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environment conducive for innovation to take place. Innovation is a process that recombines existing
knowledge in new ways. KM can play a significant role in making explicit knowledge available for
recombination into new and innovative ideas. KM provides the tools, processes and platforms to ensure
knowledge availability and accessibility, e.g. through structuring of the knowledge base. KM can also
ensure that explicit knowledge, which can be used as input to the innovation process, is gathered
internally and externally. KM finally also provides the means of ensuring the leverage of knowledge and to
determine the gaps in the explicit knowledge base of an organization that could potentially negatively
impact the organization’s innovation program.

Parlby and Taylor’'s (2000) opinion is that KM is about supporting innovation, the generation of new ideas
and the exploitation of the organization’s thinking power. KM includes capturing insight and experience to
make them available and useable when, where and by whom it is required. Knowledge management
allows easy access to expertise and know-how, whether it is formally recorded or in someone’s mind. It
betters quality decision-making and ensures that the value and contribution of intellectual assets, as well
as their effectiveness and their exploitation, is well understood. Cavusgil et al. (2003) indicated that
building and sustaining an innovation program has become complex due to changing customer needs,
extensive competitive pressure and rapid technological change.

Knowledge is considered one of the most important resources which are unique, inimitable and valuable
for firms. Some companies are considered to be innovative due to their effective knowledge management
systems. For example, Japan’s Hitachi effective knowledge creation and successful innovation are due to
successful development of long term, high trust-supply relationship (Lincoln et al., 1998). A firm has to be
innovative in order to survive in the volatile environment hence innovation is a base for firm survival
(Cavusgil et al., 2003). Innovation has become increasingly complex, costly and risky due to changing
customer’s preference, extensive competitive pressure and rapid technological changes (Cavusgil et al.,
2003) yet it forms the lifeline of organizations.

Egbu et al. (2003) research empirically established that problem solving, managing change and
innovation are the main triggers of the knowledge production in construction industries. According to their
survey the majority of respondents noted that they rely on their colleagues as a primary knowledge
source. In addition, “the construction project team” has been cited as the second mostly used knowledge
source. Yet another survey (Carrillo et al.,, 2002) of 170 UK construction organizations, indicated
communities of practice as the most widely used technique for knowledge management, particularly in
large construction firms. Firm’s performance is improved through an improvement of intermediate (or
individual) outcomes, following the implementation of knowledge management (Sabherwal and Bercerra-
Fernandez, 2003).The focus on firm’s performance to sustain competitive advantage is necessary for any
firm; however, the measurement of firm’s performance may take different forms.

2.2 Conceptual Framework for Knowledge Management

2.2.1 Management of Knowledge

The conceptual framework below was developed after review of related literature on the study variables.
Knowledge management (tacit and explicit knowledge) brings about better performance in terms of
increased growth, size and number of customers. Innovation has an impact on firm’s performance (Zain
and Rickards, 1996; Da Rocha et al., 1990). KM involves various tasks and activities that are performed
to ensure that knowledge is generated and/captured, stored, disseminated or shared and maybe retired.
KM can play a significant role in making explicit knowledge available for recombination into new and
innovative ideas. KM provides the tools, processes and platforms to ensure knowledge availability and
accessibility, e.g. through structuring of the knowledge base. Knowledge management can also ensure
that explicit knowledge, which can be used as input to the innovation process, is gathered internally and
externally. Knowledge management finally also provides the means of ensuring the leverage of
knowledge and to determine the gaps in the explicit knowledge base of an organization that could
potentially negatively impact the organization’s innovation program.
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FIGURE 1 CONCEPTUAL FRAMEWORK FOR KNOWLEDGE MANAGEMENT

Knowledge management base Progress shaping factors
» Tacit knowledge | » KMtools
»  Explicit knowledge | » KM strategies etc
A A
Innovation
» Number of innovations
introduced
» Time taken to adopt an
innovation

» innovative effort

\ 4

A 4

Performance measurements

Knowledge management » Growth
Processes » number of clients
» number of products
» Tasks » Size of firm etc
> Adctivities like
socializing etc < p -

Adapted from Carrillo et .al. (2005)

Knowledge base includes data, information and knowledge, and should be managed since various forms
of knowledge depending on relevance could be found here. KM process refer to activities that are
implemented to manage knowledge and is tightly linked to the process shaping factor where the tools
like Knowledge management strategy, balance scorecard would be found performance measurement
involves the assessment of the Usefulness’ of the knowledge management efforts or incentives
Knowledge is an intangible asset, making the measuring of the effectiveness of knowledge management
solutions or application a challenge, Ideally the knowledge that is created in a company should be reused
in order to improve business process performance however in reality there exist a number of bottle necks
or barriers that reduce or even stop this flow or transfer of knowledge, hence a need to access the real
contribution of Knowledge management to business performance by creating a frame work that identifies
these bottle necks and measure the knowledge management performance.
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3. METHODOLOGY

This study was aimed at understanding how knowledge management affects organizational performance
in the construction industry. Quantitative analysis is chosen when an individual wishes to test a
hypothesis, and investigate the relationship between its component variables. If one wishes to examine
the facts about a particular concept, and look at the relationship between these particular facts, then
quantitative research will be appropriate (Naoum, 1999). Data was collected using cross sectional survey
of the construction firms in Uganda. The survey was conducted by use of questionnaires (humbered),
which was open ended and closed questions so as to improve on the depth and detail of the data
collected. The study’ss’ major concern was that of low response rate which was overcome by carrying out
a semi structured interview.

The empirical study began with a preliminary interview with Project managers in order to better identify
the questions to be asked and inform the questionnaire writing. The questionnaire was similarly pre-
tested for clarity and pretested out with two other respondents in face-to-face sessions. Pre-testing
helped identify the ambiguous parameters which were subsequently clearly defined in the body of the
questionnaire to ensure all respondents have as much as possible the same understanding of the
variables being measured. Initially, the pilot study revealed relatively high level of agreement with the
hypothesis.

A combination of primary and secondary data sources were selected as the sources constructing the
basis of this research. The primary data research was conducted by use of a survey-based questionnaire
while secondary data was collected through published and unpublished materials like journals, books,
monthly reports, ministerial reports, and other material related to the study. Varied information and data
collection on the subject enhance the reliability and validity of the conclusions and the related
interpretations. Secondary data on general performance of the construction industry was obtained from
government bodies such as Ministry of works, Uganda (MOWT), UBOS, UNABCEC, and Ministry of
Finance.

TABLE 1 CRITERIA FOR CONTRACTOR STRATUM

Stratum  |Criteria to Stratify
Experience Permanent staff

Class A |Annual construction turnover > 50
US$7.5m-10M

Class B Annual construction turnover 30-50
US$5M-7.5M

Class C  |Annual construction turnover <30
US$ 2.5 M- 5M

Class D |Annual construction turnover <20
US$0.5M — 2.5M

Class E Annual construction turnover <15
US$ 50,000- 250,000

Class F  |Annual construction turnover <10
US $ 0-50,000

Source: MOWT & UNABCEC (2006)

The target population of contractors was, those registered with the contractors’ association, UNABCEC,
and engaged in formal construction work. At the national level, one recognized way of categorizing
construction companies is by the UNABCEC and MOWT grade. The classification from A to E takes into
account the financial strength, size and ability to carry out jobs. Those in class A are the biggest and
undertake works of the biggest magnitude and include some multinational companies. At the time of the
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survey, UNABCEC had a membership of 170 including civil engineering contractors. For the purposes of
this survey, the mailing lists of all those who were engaged in building and construction during the year
2005 were used. The chief executive officers were asked to respond or provide one person in top
management to make a response.

Since most construction firms are based in the capital city of Uganda, Kampala, a sample representative
of the construction firms in Kampala provide data reliable enough for generalization with respect to the
whole construction industry in Uganda (see Table 1). The sample size was determined using Krejce and
Morgan (1970) table for estimating sample size. The individual firms comprising the sample were selected
using the random selection from each category.

A sample size of 112 was selected from a population of 170 construction firms using Krejce and Morgan
(1970). The sample included 29 main contractor’s project managers, 15 clients, 19 architects, 18 quantity
surveyors, 13 consulting engineers and 18 subcontractors/suppliers from a sample of at least 17 different
projects. Firms in the construction industry registered with the Ministry of works and Transport (MOWT)
and UNABCEC, Uganda will be the only ones participating in the survey for this study. This is because
construction firms have to meet the minimum professional standards to be registered with this body and
thus targeting firms that do not meet the minimum professional standards would be erroneous, as such
firm have far more limiting variables for performance and thus knowledge management may not be a
factor of consideration to them due to the minimum staff and brief case office style.

3.1 Data Analysis

Both quantitative and qualitative analyses were used to eliminate the weakness of the other. According to
Naoum (1998), quantitative research is selected when one needs to find facts about a concept, question
or an attribute and study the relationship between these facts in order to test a particular theory or
hypothesis. Qualitative research on the other hand is subjective in nature and it emphasizes meanings,
experiences, descriptions and so on. The information gathered in qualitative can be changed to
quantitative information. The data collected was categorized based on the specific objectives and was
coded to enhance their organization and recording. The coded data was analyzed using Special
Statistical computer soft ware known as Statistical Package for Social Science SPSS13.

4. FINDINGS

The study objectives were; to examine the relationship between knowledge management and
organizational performance, knowledge management and innovation and the relationship between
knowledge management, innovation and organizational performance. Construction firms all over the
world are increasingly being challenged by high-cost pressure, shortened project cycles and increasing
competition. Within a business environment, where fast and reliable access to knowledge is a key
success factor, the efficient handling of organizational knowledge is crucial. Within most developing
countries, the domestic construction industry is made up of a few larger firms, often state-owned, and a
large number of small firms. About half of all construction enterprises employ fewer than fifty workers; with
a considerable percentage of the labor force informal (Copplestone, 2006).

4.1 Respondent Characteristics

In total, 112 respondents from various construction firms participated in this study. The survey covered
both large and small firms in the construction industry under five groupings. The general response rate
was 69.6% of the respondents were from small firms, 30.4% of the respondents were from big firms (see
Table 2).
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TABLE 2 DISTRIBUTIONS OF THE DIFFERENT TYPES OF FIRMS IN THEIR SIZE CATEGORY

Type of the firm
Size of the | Civil Building M & E | Consultancy Sub
firm contractors | contractors | contractors firm contractors Total
Small 0 26 10 30 12 78
firms
Big firms 15 8 5 0 6 34
Total 15 34 15 30 18 112

The above table shows that all civil contractors were big firms, building contractors, M&E contractors, sub
contractors and sub contractors were small firms, while consultancy firms were all small firms.

4.2 Position of the Respondents

In order to able to understand how knowledge flows, this study considered the different job positions of
the respondents. 25.9% of the respondents were project managers, 17% were Architects, and 11.6%
were consulting engineers (see Table 3). The job positions and the respective tasks and responsibilities
usually involve the flow of information depending on the organization structures in place. Therefore
project managers are a source of information in the construction industry.

TABLE 3 DISTRIBUTION OF THE POSITION OF THE RESPONDENTS

Position of Respondent Percentage Distributions
Project manager 25.9
Architects 17.0
Quantity surveyors 16.1
Consulting engineers 11.6
Sub contractors/suppliers 16.1
Managers 13.4
Total 100

4.3 Employees’ Characteristics

The research showed that the biggest percentage of the employees are casual (labor) at 51%, followed
by the semi skilled 31% and highly skilled at 18% of the construction labor force (see Table 4).
Employees are considered a key factor in the determination of the firms’ performance and the
management of knowledge is especially curial when it comes to their level of Education and skills
provided. Employees who were considered as fully skilled included university graduates and those that
were considered as semi skilled or skilled included the diploma holders and those from tertiary institutions
and finally casual workers were mainly the unskilled or the uneducated that only provided manual labor.
Organizational performance can be improved, when people communicate and share best practices,
lessons learned, experiences, insights, as well as common and uncommon sense however research has
shown that these factors are easily implemented when the labor force is literate.

TABLE 4 NUMBERS OF EMPLOYEES IN THE DIFFERENT FIRMS

Type of the firm Total Number of Firms Total Number of Employees
Civil contractors 15 1500

Building contractors 34 8715

M & E contractors 15 578

Consultancy firm 30 156

Sub contractors 18 1507

Total 112 12453
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The above table indicates that building contractors had the biggest number of employees, 8715 followed
by the sub contractors, 1507 while consultancy firms had the least number. The large numbers of
employees are employed by the building contractors. It is true that most of these employees in this type of
firm are the casual laborers. This means that most of the data is lost as people move from one project to
another and since the majority of the labor is casual and not very skilled codifying and sharing of
knowledge, ideas would be limited to the few highly skilled staff that is obvious educated (see Table 5).

TABLE 5 KINDS OF LABOUR AMONG THE DIFFERENT EMPLOYEES

Categories Percentage distribution
Fully skilled 18%
Skilled/semiskilled 31%

Casual (labor ) 51%

Total 100%

Labor was categorized as semi-skilled, fully skilled and casual labor. Analysis shows that the 51% of the
employees are casual laborers, followed by 31% who were semi skilled and only 18% of the respondents
were fully skilled.

FIGURE 2 DISTRIBUTION OF THE LEVEL OF EDUCATION OF THE RESPONDENT

[ University
@ Tertiary
O others

Analysis also showed that majority 72.32%, of the respondents had university level of education followed
by 14.3% who were others while tertiary level education accounted for 13.4% of respondents (see Figure
2). This means that there are high levels of literacy in this sector at the management level. The highly
educated managers of the industry are expected to give great contributions to their enterprises by way of
applying an appropriate strategy where necessary.

4.4 Organizational Characteristics

The study assessed the company annual turnover as one of the key indicators of the firms’ performance.
The annual turnover was categorized into four categories i.e., 0-$50,000, $5m-$7.5m, $7.5-$10m and
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>$10m B. Respondents mentioned the category corresponding to their annual turnover. Companies were
divided according to the type and size which in turn means different annual turnover (see Table 6).

TABLE 6 ANNUAL TURNOVER IN THE DIFFERENT TYPES OF CONSTRUCTION FIRMS

Type of the Firm
Annual Civil Building M&E Consultancy | Sub Total
Turnover(US$) | Contractors | Contractors | Contractors | firms contractors
0-$50,000 0% 00% 23.1% 76.9% 0% 100%
$5m-7.5m 0% 69.0% 2.4% 0% 28.6% 100%
$7.5-$10m 48.4% 16.1% 16.1% 0% 19.4% 100%

The least turnover of 0-$50,000 was only mentioned in the M & E contractors and consultancy firms while
as the highest turnover of $7.5-$10m was achieved in all types of firms except consultancy. Consultancy
firms got the biggest share of 76.9% in the 0-$50,000 category of turnover while building contractors have
a larger share of 69.0% in the $5-$7.5m and civil contractors dominated the category of $7.5m-$10m with
48.4%.

TABLE 7 DISTRIBUTION OF THE ANNUAL TURNOVER DEPENDING ON THE SIZE OF THE FIRM

Firm size Annual turnover (US $) Total
0-$50,000 $5m-7.5m $7.5-10m

Small firm 39 38 1 78

Big firm 0 4 30 34

Total 39 42 31 112

Overall analysis indicates that irrespective of the size of the firm, only 27.7% get an annual turnover of
$7.5-$10M while 37.5% get turnover of $5-7.5m (see Table 7).

4.5 Knowledge Management

This study looked at knowledge management from different perspectives such as the different sources
and components of knowledge management, different approaches to knowledge management, how
knowledge management can be improved, the different challenges in the construction industry, and how
knowledge is documented.

4.5.1 Main Sources of Knowledge

There are various sources of knowledge according to the respondents though they have different levels of
efficiency. The efficiency of knowledge can also depend on the flow channels through which the
knowledge is acquired and utilized. 15.8% of respondents mentioned fellow workers as the main source
of knowledge, 14.2% mentioned operating manuals and the individual as other important sources of
knowledge. This highlights where knowledge can be gotten and stored. Fellow workers as the main
source of knowledge (tacit) can be improved by encouraging more interactions (socializing) between
fellow employees (see Table 8).

TABLE 8 SOURCES OF KNOWLEDGE IN THE CONSTRUCTION INDUSTRY

Source Percentage
Self 14.2

Office discussion 9.8

Your boss 9.2

Fellow 15.8
Consultants 11.6
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Competition 5.3

Internet 13.8
Library/news 5.3
Operating manuals 14.2
Other comments 0.7
Total 100

4.5.2 Approaches to Knowledge Management in the Construction Industry

The study outlined the different approaches to knowledge management and 33.8% of the respondents
noted that there is need to encourage apprentice training, 22% identified that there is need to encourage
members to record their experience and that 18.8% have a data bank (see Figure 3). Data banks are
identified as the major approaches to knowledge management, this should be encouraged and every
organization should have some form of data bank.

FIGURE 1 DISTRIBUTION OF THE MAIN APPROACHES TO KNOWLEDGE MANAGEMENT

Frequency

Not aware Aware but Encourage some systems Encourage have some
never practiced members to exists apprentice form of data
record their training bank

experiences
Different approaches to Knowledge management

4.6 Challenges in the Construction Industry
The study looked at the different challenges affecting performance and knowledge management in the
construction industry. Table 9 shows the different challenges as identified by the respondents.

28.8%0f the respondents noted that lack of time to properly assimilate knowledge was the major
challenge while 24.3% identified high cost of implementing ideas a challenge. 9% identified lack of direct
support from top management as a challenge to KM implementation in the construction industry. Lack of
time is seen as the major challenge affecting the construction industry. Project managers spend more
time on the post contract review as means of reflecting on the knowledge acquired. This will help the
organization to better understand their project and also learn from their mistakes.
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TABLE 9 MAJOR CHALLENGES AFFECTING PERFORMANCE IN THE CONSTRUCTION INDUSTRY

Challenges Percentage
Access to knowledge is a problem 9

Lack of time to properly assimilate knowledge 28.8

No direct support from the top management 21.6

Ideas are expensive to implement in Uganda 24.3

Lack of awareness 9.5

Difficult to share knowledge across project 6.8

Total 100

4.7 Ways of Improving Performance

Given the challenges to performance mentioned in the section above, it was worthwhile to understand
how the different construction firms are improving performance. The research investigated different ways
of improving firms’ performance and knowledge management in the construction industry (see Table 10).

TABLE 1 DIFFERENT WAYS OF IMPROVING THE FIRMS’ PERFORMANCE

Ways of improving Percent
Improve communication skills 18.2
Improve computer usage 12.1
Devise new effective ways of production 20.8
Revisit the firm’s culture 8.9
Changing the firm’s strategy 10.5
Changing management style and structure 15.0
Review all personnel employed 14.5
Total 100

20.8% of the respondents indicated that the only way to improve performance is to devise new effective
ways of production, 18.2% looked at improving communication skills as a way of improving performance
and 15% thought changing the management styles and structure could improve performance. Improving
computer usage, changing the firm’s strategy and reviewing all the employed personnel were also noted
as possible ways of improving performance.

4.8 Documentation of Knowledge
One of the benefits of post contract review is accessing the level of knowledge acquired. This involves
codification of tacit knowledge as project members record their experiences etc, this valuable knowledge
must be stored for future use. Different ways of how knowledge is documented and disseminated in the
construction industry were outlined and different firms suggested different ways which included Reports,
soft copies, Newsletters and others.

TABLE 2 KNOWLEDGE DOCUMENTATION

Way of documentation Percentage
Reports 37.5
Newsletters 7.2

Soft copies 38.9

Other comments 16.3

Total 100

Respondents were further asked on how they document their knowledge and 38.9% use soft copies to
document their knowledge, followed by use of reports 37.5%, and newsletters were only noted by 7.2% of
the total respondents (see Table 11).
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4.9 Knowledge Management Concept

The study looked at the different forms and components of knowledge management and these included
explicit knowledge and tacit knowledge. Aspects such as Leadership, innovation, communication
capabilities, knowledge transfer, knowledge sharing and performance were measured. The information
was collected using the ordinal questions which were coded as 1=strongly disagree, 2=disagree, 3=agree
and 4=strongly agree.

4.9.1 Explicit knowledge

55.4% respondents strongly agreed that they had acquired enough output from previous projects while
40.2% disagreed and only 4.5% agreed. This is an indication that previous projects significantly
contributed to performance of ongoing projects. Documented materials being of benefit to knowledge
power and knowledge management, respondents were asked on whether they had acquired enough
documented materials related to customer industry and 70.5% agreed to it. 51.8% of the total
respondents agreed to have secured enough documented materials related to construction. 40.4% of the
respondent disagreed with applicability of explicit knowledge, with only 23.2% strongly agreeing to having
applied it.

TABLE 3 AVAILABILITY OF DOCUMENTED MATERIALS IN KNOWLEDGE MANAGEMENT

Statement SD D A SA Total

| have secured enough documented materials | % | 16.1 | 32.1 27.7 | 241 100
related to construction

| have acquired enough documented materials | % | - 29.5 57.1 | 13.4 100
related to customer industry

Results in the table above show that majority of respondents agreed they had secured enough
documented materials related to construction 51.8% strongly agree while 48.2% strongly disagreed with
the statement. On the other hand, 70.5% of the respondents agreed that they had acquired enough
documented materials related to customer industry (see Table 12).

TABLE 4 INNOVATIVENESS OF CONSTRUCTION FIRMS

Statement SD D A SA Total
The firm sees innovation as the key to continuous | % 679 |- 17.9 14.3 100
survival %
The firm keep launching new products or services % 53.6 | 18.8 | 134 14.3 100
%
The firm is one step ahead of its major competitors in | % 40.2 |45 | 277 27.7 100
introducing its products or services to market %
If the firm is one step ahead of its major competitors in | % 28.7 | 17.0 | 22.3 31.9 100
introducing its products or services to the market, %
usually these products or service make good profits
The firm pursues its own successful business model % 16.1 | - 46.4 37.5 100
%
The firm has higher research & development expenses | % 679 |321 |- - 100
as a percentage of sales than its competitors %
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4.9.2 Innovation

The study asked several questions regarding innovation as a component of knowledge management in a
sense where the persons adopt new ideas from knowledge attained to develop more products or
services.

The table above shows that 67.9% of the respondents strongly disagreed that firms don’t see innovation
as the key to continuous survival while 32.2% agreed with the statement that “The firm sees innovation as
the key to continuous survival”. As a result of innovation not being seen as vital, 53.6% of the
respondents strongly disagreed with the statement that, “Firms keep launching new products or services”.
The table also shows that the different construction firms have their own business models and therefore
innovation is not seen as important. 37.6% of the respondents see their firms as not innovative 23.9% of
the respondents see their firms as innovative (see Table 13).

4.9.3 Performance
Respondents were asked to assess the performance of the firms in the construction industry and the
table below show the distribution of the different responses on a strongly disagree - strongly agree scale.

TABLE 5 PERFORMANCE OF CONSTRUCTION FIRMS

Statement SD D A SA Total

The firm has higher long-run profitability than its | % | 40.2 18.8 134 | 27.7 100
competitors

The firm has higher growth prospect in sales than its | % 40.2 4.5 42 13.4 100
competitors

The firm’s employees have high job satisfaction than | % | 24.1 339 |420 |- -
those of competitors

The firm’s employees have higher productivity that those | % 40.2 4.5 42.0 13.4 100
of competitors

The firm has better goodwill than its competitors % 241 29.5 17.9 28.6 100

The firm has better quality products and services than its | % | 24.1 205 | 411 14.3 100
competitors

Under this question, Firms were queried about their long term profits benchmarked against the
competition, 59% of the respondents strongly disagreed while in regards to firms having higher growth
prospect in sales than its competitors, 54% of the respondents agreed with the statement. The highest
percentage of the respondents 58% disagreed with the statement that: “The firm’s employees have high
job satisfaction than those of competitors”. Concerning employee productivity, most respondents 55.4%
agreed that their firm’s employees have higher productivity that those of competitors while 53.6% of the
respondents disagreed with the statement that their firm has better goodwill than its competitors. The
study also highlighted that 55.4% employees agreed that their firm had better quality products and
services than its competitors (see Table 14).

Lastly, it is worthwhile to note that most respondents disagreed with the statements that, “the firm has
higher long-run profitability than its competitors”, “the firm’'s employees have high job satisfaction than
those of competitors” and that “the firm has better goodwill than its competitors”. While the minority,
agreed that their firms have higher growth prospect in sales than its competitors and their firms have

better quality products and services than its competitors.

4.9.4 Correlation Analysis
As shown in Table below, the correlation analysis revealed that knowledge management and innovation
were positively associated with organizational performance construct at the 0.01 level, with values of the
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Pearson coefficient of correlation (r) ranging from 0.635 to 0.825. The relationships between the variables
are as indicated below;
TABLE 6 CORRELATION ANALYSIS

Knowledge Management |Innovation Organizational Performance
Knowledge Management 1.000
Innovation .635** 1.000
Organizational Performance |.825** .769** 1.000

** Correlation is significant at the 0.01 level (2-tailed).

The results showed that the Knowledge Management is positively related to the Organizational
Performance (r = .825"*, p<.05). And Innovation was also positively related to Organizational
Performance (r = .769**, p<.05) (see Table 15).

4.9.4 Regression analysis

The regression analysis was used to predict and explain the variance of organizational performance and
also to determine the most influential constructs of organizational performance. The model was obtained
to determine the extent at which the Innovation and Knowledge Management can explain the Dependent
Variable which is Organizational Performance.

TABLE 7 REGRESSION TABLE

Unstandardized Standardized

Coefficients Coefficients t Sig.
Model B Std. Error Beta
(Constant) .315].366 .861 |(.403
Innovation .2341.089 412 2.6401.019
Knowledge Management 4641.129 .563 3.606(.003

Dependent Variable: Organizational Performance
R Square : .781

Adjusted R Square : .752

F Change : 26.824

Sig. F Change : .000

The regression model, as in Table 16, shows that the Predictors can explain up to 75.2% of the
Organizational Performance (Adjusted R Square =.752). The results showed that the Knowledge
Management (Sig. =.003) is a better Predictor of Organizational Performance than Innovation (Sig.
=.019). The regression model is (Sig. F Change =.000).

5. DISCUSSION

Employees are a key factor in the determination of firms’ performance and knowledge management
especially based on their level of education and the skills they exhibit. From the results it shows that most
of the employees in the construction sector are casual labors not on permanent basis. This is in
accordance with the findings of Aliniatwe et al. (2009). The distribution of respondents was 8.9% on
permanent terms, 45.2% on short contract and 45.8% on casual basis. This means that the construction
sector basically employs on short term basis. Hence the assimilation of knowledge becomes even more
difficult since members are always on the move from project to project.
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Innovation is a process in which knowledge is acquired, shared and assimilated with the aim to create
new knowledge, which embodies products and services. It is related to change, which can be radical or
incremental. According to the study there was a positive correlation between knowledge management
and innovation (p<.05) which is in agreement with Cavusgil et al. (2003) research that knowledge
management is a mechanism through which innovation complexity can be addressed. He argues that
knowledge management assists in both managing new knowledge created through the innovation
process, and also in managing existing knowledge as a resource used as input to the innovation process.
The study further highlights that firms that create and use knowledge rapidly and effectively are able to
innovate faster and more successfully than those that do not. Knowledge management and innovation
configuration determine how the firm can capitalize and create new knowledge, providing context wherein
new product development efforts are designed, developed and completed (Shani et al., 2003).

Knowledge management ensure that explicit knowledge, which can be used as input to the innovation
process, is gathered internally and externally and provides the means of ensuring the leverage of
knowledge to determine the gaps in the explicit knowledge base of an organization that could potentially
negatively impact the organization’s innovation program.

Findings suggest that knowledge management is a key to improving organizational performance. It
reveals that there is a strong positive relationship between knowledge management and firm
performance. For companies pursuing excellence in this era of hyper competition, restructuring, lowering
costs, and enhancing product or service quality are no longer sufficient. According to Sabherwal and
Bercerra- Fernandez (2003), Firm’s performance is improved through an improvement of intermediate (or
individual) outcomes, following the implementation of knowledge management. In today’s knowledge-
based economy, the competitiveness of firms is directly tied to the ability to effectively create and share
knowledge both within and across organizations. Managing knowledge as a strategic business asset is
crucial for achieving a competitive edge in the construction markets, where competition keeps margins
tight and construction projects are becoming more complex. With the advent of the knowledge economy,
knowledge itself has become not only a strategic asset but also the main source of organizational
performance (Adenfelt and Lagerstrom, 2006).

Innovation fuels organizational growth, drives future success, and is the engine that allows businesses to
sustain their viability in a global economy (Gaynor, 2002). Porter and Stern (2001) argued that companies
must be able to create and commercialize a stream of new products and processes that extend the
technology frontier, while at the same time keeping a step or two ahead of their rivals. This study showed
that innovation has a positive correlation with organizational performance which agrees with Chaminda
(2007) results. A firm has to be innovative in order to survive in the volatile environment hence innovation
is a base for firm survival (Cavusgil et al 2003). However much innovation positively relates to knowledge
management, it is not appreciated in the construction industry. According to this research respondents
highlighted that they do not see their firms as being innovative. For the construction industry respondents
believe that improved communication skills will lead to improved organization performance thus there is
need for more emphasis on innovation in the construction industry if an organization is to achieve better
performance and stay ahead of its competitors.

6. CONCLUSION

Construction firms all over the world are increasingly being challenged by high-cost pressure, shortened
project cycles and increasing competition. Within a business environment, where fast and reliable access
to knowledge is a key success factor, the efficient handling of organizational knowledge is crucial. Within
most developing countries, the domestic construction industry is made up of a few larger firms, often
state-owned, and a large number of small firms. About half of all construction enterprises employ fewer
than fifty workers; with a considerable percentage of the labor force informal (Copplestone, 2006).

Knowledge plays a key role in today’s fast-changing business environment and contributes largely
towards sustained organizational performance. Awareness of the nature of knowledge is very important,
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which has probably not yet been sufficiently understood and implemented. As such, tacit knowledge
based on skills, experience and talent of people is considered to be relatively unexplored and
underutilized when compared to the work on explicit knowledge. It is important for both innovation and
knowledge management professionals to understand the systemic relationship between these concepts
and the value that it can generate in respect of creating and maintaining sustainable competitive
advantage for organizations.

The purpose of conducting this research was to study the impact of knowledge management in the
construction industry in Uganda. The study concludes that within the context of construction
organizations, managing knowledge is of fundamental importance for organizational performance. The
organizations within the construction industry have been managing knowledge informally for years. The
increasing need to manage the challenges facing the industry in today’s knowledge economy demands a
structured approach to knowledge management and alignment of knowledge management with
organizational strategy. Knowledge plays a key role in today’s fast-changing business environment and
contributes largely towards sustained business performance. Awareness of the nature of knowledge is
very important, which has probably not yet been sufficiently understood. As such, tacit knowledge based
on skills, experience and talent of people is considered to be relatively unexplored and underutilized when
compared to the work on explicit knowledge.

This research has revealed the importance of knowledge both tacit and explicit in relation to
organizational performance. It has further highlighted the relevance of knowledge management in the
construction industry. According to the study there exists a positive relationship between knowledge
management and innovation using Pearson’s correlation coefficients with P-values less than 0.05.
Through this research it was also established that knowledge management had a positive significant
relationship with organizational performance where knowledge management can explain up to 82.5% of
organizational performance. Innovation was also found to be positively significant to performance but
contributes a lesser percentage to performance than knowledge management.

Analysis of these findings contains a message that there is a need for improved knowledge management
in the construction industry. A significant number of employee and other players in the construction
industry are still not fully aware of the importance of knowledge management. Therefore there is a need
to direct attention to the construction industry especially the factors that limit its performance and
knowledge management application. Since the construction industry is project based, individuals and the
knowledge they create are the most critical features for improving organizational performance and
eventually collective learning. Construction firms require very efficient knowledge management if they
want to become competitive.

There is a need to foster organizational culture that encourages individuals to create, store and share
knowledge as well as to define which knowledge is valuable and how to use it. Following results of the
study the importance of knowledge management activities, including knowledge sharing and learning,
construction firms should consider how knowledge management can be implemented successfully.

6.1 Policy Recommendations

The findings demonstrate the need for organizations to embrace knowledge management. A large
number of employees, clients, professionals in the construction industry are not aware of the benefits of
knowledge management. This research has also showed that innovation is important for a firm to stay
ahead of its competitors. This can be done by introducing new products and through product
development. Although knowledge management and innovation are not fully appreciated in the
construction industry in Uganda, the following are recommended:

e Professionals in the field of construction should develop different associations and societies to
cater for different needs and activities such that the construction industry can become more
organized and transparent. These professionals should be able to assist the construction firms
adopt Knowledge management

e Research into knowledge management in the construction industry should be ongoing to develop
appropriate localized strategies to capture, share and store knowledge.

e There is also need to sensitize the importance of innovation in organizational performance.
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e More research to be undertaken to investigate the level of innovation in the Ugandan construction
Industry

The study has highlighted the challenges of knowledge management in the construction industry
therefore they should be put into consideration as they develop the appropriate strategies for knowledge
management. Knowledge management strategies need to be explicitly formulated and measured
according to overall organizational objectives. In light of the research, it was established that knowledge
management had a strong positive relationship with organizational performance. Therefore the
construction industry should embrace knowledge and know that it significantly improves on the firm’s
performance when managed well. There is need however for more research in knowledge management
and its implementation particularly in the Ugandan construction industry.

Considering the ever-increasing complexity of knowledge management especially in the least developed
countries, this study should provide organizations with the necessary requirements to enable them
respond to changes within the industry which in turn will improve on their performance.
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STUNDE NULL 1978 — PERCEPTIONS OF PRE- AND POST-REFORM CHINA

Alexander Blair, Macquarie University, Sydney, New South Wales, Australia

ABSTRACT

The paper identifies a discontinuity in the literature on the economic development of the People’s
Republic of China. In assessing development mechanisms such as the communes (renmin gongshe)
and rural industrialisation, the contemporaneous development economics literature argued cogently that
such mechanisms were effective in achieving key development goals, to some degree outweighing
obvious policy errors. In contrast, the post-1978 literature has tended to dismiss the significance of any
such developments in the Maoist Period. The paper seeks to address this discontinuity by placing
China’s development path within the context of a broader East Asian development schema.

Keywords: China, Development, Technology Diffusion, Communes, renmin gongshe, Town and Village
Enterprises, Tiger Economies

1. INTROUCTION

The intrusion of political ideology always distorts economic theory. The intrusion is particularly evident in
the analysis of industrialisation in East Asia, arguably for two reasons. The first is the record of failure
that is the history of late industrialisation. In the century since the end of World War One, the economies
that have emerged from underdevelopment, to subsequently achieve rapid economic growth and
eventual economic maturity, number a hefty total of three. These Fortunate Three comprise the Republic
of Taiwan, the Republic of Korea and (included perhaps prematurely) the People’s Republic of China
(PRC). The first pair are usually counted in that larger and very well known group which, with the addition
of Hong Kong and Singapore, have been dubbed the Asian Tigers. One of the contentions of this paper
which is sure to be challenged is that, pace Ann Krueger [1988] and others, these two city states should
be excluded from the list of successful late industrialisers. The performance particularly of the latter is
extraordinary, with Singapore’s growth rate averaging 8%, sustained for over forty years [World Bank].
The growth of both Singapore and Hong Kong is outstanding, but from the outset they were fortunate to
lack the crucial problem of underdevelopment: a large agricultural hinterland burdened with a labour
surplus, and with technological backwardness if not active technological regression. The economic
development of these two urban economies is remarkable, but if industrializing Dacca and New Delhi
were the core of the development problem then South Asia would be an economic paradise today.
Transferring technologies to the major urban centres of developing countries has never been difficult; it is
the problem of diffusing those technologies through the agricultural periphery that has so often proved
insurmountable.

Even if this argument is rejected and the City Tigers are included in the list, then the ranks of successful
late industrialisers swells to a total, still less than impressive, of five. This lack of achievement is not
necessarily the fault of Development Economics, but it leaves a scanty dataset from which to measure its
success. There has inevitably been heated debate as to the source of the infrequency with which
Development Economics has yielded developed economies. Could it be traced to a failure of orthodox
economic analysis, as argued by some? (The view of White and Wade in White [1988] is typical). Or
could it be traced rather to the deadening hand of government pressed within those developing countries
that have remained stubbornly undeveloped and obstinately, miserably poor, whose failure is therefore an
affirmation of free market theory. (Friedman and Friedman [1980] are archetypal exponents of this view).

Therefore there is a choice. A failure to develop can be blamed either on the absence of free markets, or
on the presence of development theory that is too single-mindedly focused on the supremacy of such free
markets. The debate becomes more heated given that all the successful Tigers were positioned squarely
on the frontlines of the Cold War (even Singapore, sitting astride the strategically vital Straits of Malacca).
Political ideology intrudes into all economic theory, but it so happened that the champions of successful
economic development were also champions in the survival of the Free World. Taiwan and South Korea
had active Cold War frontiers against foes in both geopolitical terms, and in terms of economic theory.
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Emphasising South Korea and Taiwan as free market successes became important not just for the
credibility of the theory but for the saving of democracy as we know it. Both possessed doppelgangers to
their West and North, with whom their economic performance could be compared and favourable
conclusions drawn for the purposes of Development Economics, and which would give hope also that the
military threat in whose path they stood would be successfully turned away. The debate was further
politicised when China, as a quintessential Cold War enemy, in a sense changed sides in the 1980s.
That is, the PRC embraced, if not quite truly free markets, then at least an openness to foreign
investment and export-driven commerce that conformed in those essential elements with the orthodox
theory. (Note for example the claim by Schlack, that “[sJome have interpreted these recent changes as
indicating the triumph of capitalism over socialism” [1989, 155]).

This then is the second reason for the heat of the debate over the causes of the East Asian miracle. Not
only is the number of successful late industrialisers spectacularly small, so that the paths of the few that
have succeeded must be pored over for evidence supporting one side or the other, but these lead players
in applied economic theory were also the lead players in Cold War political reality. One must therefore
enter the debate over the origins of East Asian success with caution, and with some trepidation, that a
new point of view will be typecast and pigeonholed into battlelines drawn long ago and as static as trench
warfare.

To this must be added the human element, in discussion of the development path of the PRC in
particular. From its opening stages, China’s development drive has raised up enormous humanitarian
issues alongside the geo-political and theoretical. For example, given the cost in human life, it is difficult
to sympathise with the errors of the regime in commencing the Great Leap Forward in 1958. By 1962 this
experiment in changing the balance of the economy, shifting farm labour into by-employments in
manufacturing, had been recognised by Beijing as an error disastrous for both sectors. Failure did not
lead to the scale of genocidal purges undertaken by Kampuchea’s Pol Pot regime, after a very similar
failed experiment (the drawing of agricultural labour into infrastructure work, with the inevitable collapse of
agricultural output blamed on treachery and vented on scapegoats from the ranks of the regime).
Nevertheless there were purges also in China, with 70-80% of the Party at key national and provincial
levels purged at least temporarily by 1969 [Riskin, 1987, 186].

The policy failure of the GLF was soon followed by another massive waste of human capital in the course
of the Cultural Revolution. This was a further shift in economic policy, part of the move towards rural
industrialisation or “walking on two legs” (the other leg being a continued role of urban heavy industry).
The change in economic policy was masked by strident political activity. The political activity was
designed to muster support for the economic policy, but as was not uncommon, the politics came to
compete with, and eventually blocked, many of the more fundamental economic aims. To the economic
cost must be added the sheer insult to human intelligence delivered by adherents to the cause, witness
the endless questioning of political allegiances, based on criteria such as the precise angle of the profile
of Mao in the poster on the living room wall. Any discussion of the economic policies of the period carries
with it the danger, that it will be seen as sympathy for the political mindset that was capable of such
abuses to the human spirit. Mustering sympathy for any aspect of the regime’s policies is a strain, and
may seem even a betrayal of the victims of such actions.

To this, must be added other government errors of the time, such as the encouragement of rapid
population growth as a military asset per se [Shapiro, 2001]. This was a policy that was senseless even
in terms of its prime military purpose, survivability of the country in nuclear war, let alone the economic
damage given that it is the major source of much of the poor performance in GDP per capita growth in the
period. Such errors add to the difficulty in finding coherence in the economic policies of the regime, and
provide ample ammunition to its critics. Late industrialisation is predicted by Gerschenkron [1962] and
others to be traumatic, and has historically always been costly in human terms for at least one generation
(sacrificed, it is said, for those that follow). Living standards must be suppressed to provide resources for
industry, sectoral change leaves often insufferable adjustment costs, violent ideological conflict becomes
the norm. However the human cost of industrial revolution in the PRC seems to stem as much from the
capriciousness and policy errors of the regime as it does from the inevitable economic sacrifices of late
industrialisation.
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Entry into the debate on the successful industrialisation of East Asia, and in China in particular, is
therefore akin to walking into a minefield. However the debate is a crucial one, because of the
aforementioned dearth of examples of successful late industrialisation. It is essential that the lessons be
drawn correctly from the success of the Three — Taiwan, South Korea and the PRC - because
Development Economics has naught else but their real world success, and its own abstractions, upon
which to base policy prescriptions for other Less Developed Countries (LDCs).

A general aim of this paper is therefore to review the conclusions that can be drawn from East Asian
industrialisation. The specific purpose is to raise concerns about the lessons currently being drawn from
the process of development in the People’s Republic of China. There is much in China’s development
path to give support to orthodox free market economics. If the transition in China, from (something like) a
centrally planned economy (always less evident in the PRC than in the Soviet Bloc) to (again, something
like) a free market economy, can be traced to 1978, then the rate of growth since then has been
phenomenal, surpassing even that of the hitherto unchallenged Japanese Miracle economy of the 1950s
and 1960s. The Chinese case thus gives particularly strong support for a free market explanation for
East Asian economic success. The debate surrounding her fellow Asian Miracles of Japan, Taiwan and
South Korea, has always centred on the degree to which they could be seen as free market economies,
given the obvious presence of government in their key industries. Adherents of free market economics
and of government intervention alike could draw comfort from one or other aspect of their
industrialisation. The undeniable shift of economic strategy in China, on the other hand, followed by an
undeniable quantum leap in the growth rate, must give a large amount of credibility to the view that a
movement towards free markets is at the core of East Asian growth, especially amongst those already
disposed to see East Asia’s success in this light.

The actual rate of growth of the pre-1978 economy has long been disputed [note for example Riskin
1987, 185; White, 1988, 159]. The issue is muddied by the lack of credibility of official data, and by the
above-mentioned population policies, which caused stagnant per capita growth figures as well as the
daily facts of life of ration cards and shortages. These seem to belie claims of rising output in the Maoist
period. Where output increases were achieved, they seem to have come largely from increased acreage
and increased labour intensity in cultivation. The effect of the work points system in destroying incentives
has been widely attested [eg Putterman, 1990, 89; Riskin, 1987, 92], and the sudden rise in output and
output per head after reform of the system in 1978 is undisputed [Field,1988].

Few if any of the data on China’s output growth can be considered reliable. However if even
approximately true, the pre-1978 figures, as seen in Figure 1 below, are particularly damning. In an
economy claiming the virtues of planning and an absence of volatile market forces, the precipitous falls in
output in the 1960s must represent errors in government policy and in the strategy of growth, rather than
fluctuations in Aggregate Demand. The high growth rates which follow these episodes give no comfort, in
that they represent recovery from policy-induced troughs rather than genuine sustained growth. The
figures for the Cultural Revolution (generally dated 1966-1969 [Riskin, 1987]) are particularly damning in
that these years should have reflected a stable base of progress built up in the previous fifteen years.
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FIG.1 CHINA ECONOMIC GROWTH
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The concern of this author is that, on the basis of evidence such as this, 1978 has come to be seen as a
Chinese turning point in the manner of Germany in 1945. The year 1978 in China thus becomes, to coin
the phrase applied to the Germany of three decades earlier, a stunde null or zero point. In emphasising
the apparent success of the Chinese economy post-1978, there seems to be a denial of its very existence
prior to 1978. There is a view that there was no economic change, and certainly nothing that could be
construed as progress, in the pre-1978, pre-Reform period. In fact, institutions such as the commune
system are sometimes described as having taken the economy backwards, despite the difficulty and even
the absurdity of trying to picture the abyss of the 1930s and 40s in the China of the 1970s.

At best, this view seems to represent an overemphasis on output increases as a measure of economic
development, despite their being only the sine qua non of economic growth. At worst, this is a failure to
recognise a question crucial to Development Economics, given China’s role as one of the few examples
of the success of that craft. To what extent did the growth of the 1980s and beyond come from
groundwork laid in the 1960s and 70s, and perhaps even in the 1950s in the heavy industrialisation drive
that began the decade and in the Great Leap Forward at its close.

Section 2 of this paper reviews the general pattern of East Asian industrialisation, in a way that can claim
to differ in certain aspects from that commonly found in the literature. Section 3 focuses on pre-1978
China, as an example of that process of industrialisation. Section 4 suggests a focus for research that
would position the record of Chinese industrialisation as part of the broader pattern of successful late
industrialisation.

2. A GENERAL SCHEMA OF EAST ASIAN INDUSTRIALISATION

With the aim of saving a thousand words, this section is introduced with a diagram, Figure 2 below,
summarising the options available to an LDC seeking industrialisation.
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The diagram attempts to summarise the literature on East Asia as divided into two opposing camps. It is
necessarily generalising, but in a way not profoundly unfair to either view, and it allows also the exposition
of an alternative third interpretation of East Asian development. The three circles represent the options
facing an economy attempting late industrialisation. As a summary of one of those options, the circle on
the left is unlikely to be controversial. It depicts a free market approach based on comparative
advantage. Government is confined to as small a role as possible, one not far beyond protection of
private property rights. Typical is the contention of Helen Hughes, Anne Krueger and others that a
reduction in intervention by government is in itself the difference between successful industrialisation and
failure. (Examples of this view include Hughes’ preface to her edited volume Achieving Industrialisation in
East Asia [1988], though there is a diversity of opinion within the text; and Anne Krueger (1998)).
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FIGURE 2: SCHEMATIC OF INDUSTRIALISATION STRATEGY CHOICES FACING LDC

There are no barriers to imports, so entrepreneurs are free to import the cheapest possible inputs,
perhaps including raw materials and components, and certainly including machinery. There are, equally,
no subsidies or other assistance to exporters. Given the characteristics of the typical LDC, of abundant
labour and low savings (due to low income), a likely growth path is specialisation in agriculture and
labour-intensive industry. The latter will particularly involve the assembly of knowledge- and capital-
intensive components into consumer durables for re-export, in the manner seen, admittedly with varying
degrees of government support in a departure from the ideal, in the economies of South East Asia.

At the opposite extreme is the option commonly known as Import Substituting Industrialisation (henceforth
ISI) intended to build up a complete industrial economy from within. Arising particularly from the
experiences of the Great Depression and the export pessimism of Prebisch [1958], Singer [1950], Frank
[1967] and others in the 1940s and 1950s, it was argued that international markets would never be
sufficiently open nor sufficiently buoyant to allow an LDC to industrialise by relying on them. Therefore
capital and other resources were drained out of potential export industries, and used to build up the more
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capital-intensive industries considered essential for modern development. In their infancy, and possibly
ever after, these industries would be uncompetitive. High tariffs and other barriers to imports were thus a
natural concomitant.

ISl is closely associated with South America, whence came much of the associated theory. It is difficult to
judge such a path to industrialisation a success, there or anywhere else that it has been tried. With the
attempt at industrialisation built only on domestic capital and domestic demand, the economy is left
without the additions to aggregate demand provided by exports, and without the export income to sustain
foreign debt and to acquire essential technologies. In terms of price theory, market prices are so
distorted by import barriers and government subsidies and by the distance from comparative advantage,
that the paucity of practical examples of success is unsurprising.

Therefore successful industrialisation is widely judged to come either from EOI or from free markets. A
minority view within the Neo-Classical School holds that government intervention was limited even in East
Asia, that East Asian economies were as close to free markets as any Western economy, and that their
respective miracles arose from those free markets rather than EOI; this is evident in Krueger's later
papers for the International Monetary Fund, such as “The Gorgeous East: What the East Asian
economies can teach the world” [2004], and it is evident also in the survey of the Tigers by Woronoff
(1986), with chapters on Hong Kong and Singapore not very imaginatively entitled “Capitalist Paradise”
and “Capitalist Haven”. Woronoff also notes Singapore’s “forced saving” [134] through the Cental
Provident Fund, though he does not permit this to alter a picture of government intervention as being
extremely limited [126].

However this view is difficult to reconcile with the large anecdotal evidence of government intervention in
the Asian economies. Indeed, Neo-Classical analysis attributes the region’s 1990s decline to that
government distortion of the market, as surveyed for example by Wade [1998], who quotes inter alia Alan
Greenspan’s claim that the Asian Financial Meltdown was the result of investment excesses caused by
State intervention; similarly also Krueger and Yoo [2002]. In fact an interpretation of East Asia as a case
of successful EOI, rather than of free markets, remains compatible with Neo-Classical theory; in other
words, that East Asian success stemmed from an early and decisive shift away from ISI and a move
towards, but not quite arriving at, a free market stance. Thus in contrast to the afore-mentioned minority
within the Neo-Classical school, there has arisen a widely-held belief in the Neo-Classical literature that
East Asia is an example of EOI or Export Oriented Industrialisation (again, Hughes edited volume [1988]
contains a diversity of opinion within the text much of which is representative of this view).

In this majority Neo-Classical schema, East Asian industrialisation commences in the PRC and the Tigers
with an attempt at heavy industrialisation, under a policy of ISI. This occurs in more or less all the
economies in the 1950s, even in Singapore, when its horizons were limited to not much further than its
Malaysian hinterland; the only exception is Hong Kong, with its obvious unsuitability as a location for
heavy industry, as well as the colonial lack of interest in promoting it. This initial inward-looking approach
is seen to fail in Taiwan and the PRC, and most glaringly in South Korea whose growth at the time was
exceeded even by that of the moribund economy to the North. The rejection of this flawed strategy is
marked by a subsequent liberalisation of the economy; in Taiwan in 1958-62, in South Korea in 1964-65,
in Singapore with its departure from Malaysia in 1965, and in the PRC, though here the shift away from
heavy industrialisation led to the perhaps even greater failure of the Great Leap Forward.

In the PRC, the change of strategy left the economy still without the benefit of market forces. However in
the Tigers the shift to aggressive seeking of export markets was followed by a spurt in economic growth
and in savings rates, and to large improvements in external balance, with Taiwan in particular achieving
trade surpluses by the early 1970s. In the Neo-Classical literature, as noted earlier, the success of this
period is attributed to the new proximity to the free market ideal represented by the shift from 1SI to EOI.

There is acceptance that government intervention remains substantial, in the form of the export subsidies
and other distortions that characterise EOI. Therefore the new higher growth rates must necessarily be
lower than those achievable had the move all the way to a free market ideal been undertaken (a
conclusion necessarily counterfactual given that the result of a move beyond the actual choice of EOI can
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only be surmised). However the government subsidies are for products that would have been produced
anyway under comparative advantage, since it is only these products that have reasonable prospects for
export success in highly competitive international markets. The distortions of price and economic
outcome are correspondingly less. Given the combination of labour that is abundant and skilled
(education being one of the roles properly left to the State) and entrepreneurs newly unconstrained by
trade barriers and distorted prices, the proximity to free markets is sufficient to ensure miracle growth,
even if those growth rates are lower than the fully free market potential. East Asia is seen to affirm the
power of free markets even if their full potential is not realised.

An alternative view found outside the Neo-Classical literature, a minority overall but strongly argued, is
typified by Wade [1988; 1998]. He represents a set of views compatible with Keynesian thinking (in the
emphasis on government intervention to maintain aggregate demand) and Structuralist approaches (in
the emphasis on market failure in LDCs, or indeed the absence of functioning markets altogether, and on
government intervention as a solution). There is a point of consensus between the
Keynesian/Structuralist literature and the majority Neo-Classical view, in their agreement that EOl was the
path actually taken by East Asia. However in the former view, the path of EOl was the ideal route, rather
than second-best-but-sufficient as in the Neo-Classical. EOI is seen as the ideal response to low
incomes, and hence low domestic demand and savings, and to poorly functioning markets, particularly
the financial sector with available savings generally locked away in the obsession with land ownership.

There is insufficient space here to fully substantiate this review of the literature on East Asia, and in
particular to give this alternative Keynesian/Structuralist viewpoint the space it deserves. However the
brief outline above does provide a platform, for an interpretation of the process of East Asian
industrialisation which diverges from the literature from both camps which has grown up around it. This
interpretation can be defended on its own merits if the above review of their literature is challenged, and
differs somewhat from the picture drawn in that literature. This is not to deny the cogency of much of that
scholarship, and particularly of the Keynesian/Structuralist school which has been particularly persuasive
to this author. However much of the literature was generated prior to the, to coin a phrase, ‘Chinese
Miracle’, and prior to the process of drawing lessons from it. The aim of what follows is particularly to
place the new Chinese experience in context in the East Asian development process that preceded it.

A starting point is the observation of the elements of the East Asian experience which depart from the
standard model of EOl. Two examples can be noted here. The first is the highly anomalous prevalence
of capital-intensive industries in what should have been, given the tendency to EOIl in East Asia, a labour-
intensive industrialisation process.

For Japan this was noted by the wide ranging scholar Kozo Yamamura [1977] in his analysis of the Meiji
military build up in the steam and steel industries. Yamamura notes the criticism of such policies (in
economic terms, whatever their military justification) in reducing the economy’s growth rate. He notes the
risk that such criticism may ignore the benefits of this capital-intensive approach, most of all in driving
technology transfer in the newly industrialising economy. Similar criticisms met the expansion of the
Japanese steel industry in the 1950s which was decried as dangerously premature by no less than the
Governor of the Bank of Japan, who advocated a policy, conforming to comparative advantage, of
continued reliance on textiles [Patrick and Rosovsky, 1976].

Criticisms on theoretical grounds of the early rise of capital-intensive industries, driven by government
intervention, are partly blunted by their quick domestic and export success (though criticisms on price
theory grounds were revived amidst the macro failures of the economy in the 1990s). A common means
of incorporating this success within orthodox concepts of comparative advantage, has been to argue that
Japan and the East Asian economies achieved it by anticipating an approaching comparative advantage
in the industries being promoted by government [eg Woronoff, 1990]. In this light the success of such
industries is rendered comprehensible in orthodox terms, and the principle of comparative advantage is
left intact.

This approach is unconvincing. It may be that industries such as steel and shipbuilding were ones in
which conventional comparative advantage was to come later, given rising saving rates and capital
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surpluses, and increasing technological capacities. But until comparative advantage was achieved, these
industries should have been uncompetitive. Anticipating a future comparative advantage does not
provide a competitive advantage now. The fact that the steel industry, for one, was a major export
success for the Japanese economy in the 1960s, at a time when Japan was a net capital and technology
importer, leaves a question mark over our use of the concept of comparative advantage. The fact that the
success of steel came in circumstances of constant government intrusion in the industry (such as MITI’s
insistence, described by O’Brien [1992] that plant capacity reach MES) must call into question a view of
the Miracle as a free market success story. Japan and the Tigers appear regularly to violate principles of
comparative advantage and free markets, and to have escaped punishment, and to have most greatly
prospered precisely in the industries in which the violations were most egregious. Furthermore, as will be
seen later, this also calls into question the view of East Asia as an example of EOI, since these capital-
intensive industries are the hallmarks of ISI.

The next line of defence of orthodox comparative advantage is the argument that the punishment falls on
the economy as a whole, regardless of the success of particular industries. This is the argument noted
above, in reference to Yamamura [1977], that the cost of government interference designed to foster
capital-intensive industry is a quantum shift down of the economy’s potential growth rate. This view also
is unconvincing, most immediately because it fails the test of Popperian falsifiability. The Japanese
economy in the Miracle Period averaged an economic growth rate of 10.8%. In fact growth was
accelerating in the second half of the 1960s, reaching closer to 12%, and overall in the decade GDP
tripled (thus more than fulfiling the Japanese Government’s Income Doubling Plan of 1960). If the
period’s government industry policy and other interventions were growth-reducing, then the potential
growth rate must have been higher.

South Korea and Singapore achieved similar growth rates in their respective miracle periods, the
Singapore rate at least comparable, the Korean 1-2% lower. An argument might be made that these
growth rates were achieved in free market conditions, and therefore close to or at the potential rate. This
would be difficult in the Singaporean case, given the large government role in key parts of the economy.
It would be impossible in the Korean case, given the widespread recognition in the literature of its
“‘command economy” characteristics. (Note for example Song [1986, 139] and even Woronoff [1990, 100]
despite the strong emphasis from both authors on the free market characteristics of the Tiger economies).
The actual growth rate of the Chinese economy, in the 1980s, was higher, at times exceeding 15% (see
above, Figure 1). Arguments that this was achieved in China through the absence of an interventionist
government, would be greeted with scepticism by anyone with an acquaintance with the economy either
in the 1980s or now. Hence here too the potential growth rate must have been higher still, based on the
view that all government intervention is inevitably growth reducing.

Thence a difficulty arises. As the Asian economies achieve double digit rates of economic growth despite
the growth-sapping effects of government intrusion, so it becomes more difficult to sustain the argument
that there must exist a higher free market growth rate, and this higher potential growth rate increasingly
begs to be quantified. This is a relatively recent conundrum for orthodox economics. Prior to the advent
of the Tigers, it could be argued that free market economies will grow slowly but satisfactorily (in Britain in
the 1950s for example, at a rate unprecedented for the UK of 2% per year) whereas government-distorted
economies such as the South American grow not at all. Tiger-level growth rates opened new
possibilities, and a problem. Rates approaching 15% seem to be approaching some theoretical
maximum, and those arguing that growth would have been still higher, if only governments had been less
intrusive, should be expected to specify what that theoretical free market speed limit might be. In other
words the scientific method requires that their hypothesis be testable. An assertion that government
intervention per se prevents some unspecified higher growth rate from being achieved, violates that
criterion. It risks being seen as a contrivance to avoid an alternative inductive lesson from the experience
of East Asia, that government intervention seems to be compatible with, and might be conducive to, high
rates of economic growth.

This arguable weakness in the free market interpretation of East Asia is pertinent to the general aim of

this paper. The wider criticisms, of an excessively simple reliance on principles of comparative advantage
and the like, cannot be fully explored here and are cheerfully noted by the author as a digression.
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However the key point, as made previously, remains in contention. This is the anomalous weight of
capital-intensive industry in East Asian development, unexpected within an EOI framework. The extreme
example is the South Korean, in which a drive to capital-intensive industry was evident from the beginning
of the Park regime, and in which a sectoral shift towards HCI (Heavy and Chemical Industries) is evident
by the early 1970s, a scant few years after the liberalisation of the economy that arguably began the
growth process. The anomaly lies particularly in the preponderance of capital-intensive goods in the
economy’s exports. A transition from exports of agricultural products, through to labour-intensive light
goods in the second stage, and culminating in a shift to high tech and capital-intensive goods, is expected
of late industrialisers and enshrined in the “flying geese” and similar models. The country’s agricultural
poverty precluded the first stage, but the second stage of light manufactured exports, of the bicycles and
footwear type, seems to have been too brief an episode in the country’s export growth, outdistanced in
the race to steel, shipbuilding and complex consumer goods. For example by 1975, exports in the
combined categories of Iron and steel + Machinery and Transport Equipment, at 18.4% of the total, were
approaching Textiles and Footwear at 25.8%, and by 1975 had surpassed the latter with 40.3% against
21.7% of exports [Song, 1990, 104]. Drawing these statistics from Song, whose work implies a more
conventional flying geese view, is done in the spirit of weighting the argument against that made in this
paper. Yet these figures must remain indicative pending further examination, since as presented in
Song’s statistics the percentages of exports for each category sum to over 140%. The race to HCI may
have been even faster than indicated.

The second anomaly in the standard EOI picture of East Asia, is the nature of the protection against
imports that was imposed by the governments of the region. The fact that trade barriers were high, in for
example Japan, is uncontroversial; Boltho [1975] notes Japanese trade barriers of the 1960s to have
been the highest in the OECD. However, once again they are anomalous to the standard perception of
EOI. Export orientation requires international price competitiveness, and this requires not only subsidy of
exported output but also access to cheap inputs. Labour is accessed locally, and its low cost abundance
is the basis of a labour intensive approach to industry, but machinery is accessed most cheaply from
abroad. An openness to imports of it and other essential inputs seems integral to an export-oriented
approach, whereas barriers to imports of capital-intensive goods bespeak an old ISI| approach.

Yet trade barriers in East Asia seem more in the Australian McEwenist style of “protection all round”.
There is, firstly, protection of labour-intensive industries. This may appear redundant given the region’s
presumed comparative advantage, but can be explained as an attempt to induce cautious entrepreneurs
to make the necessary initial investments, by reserving the domestic market for them. There is protection
also against imports of capital-intensive machinery, components, and raw materials such as intermediate
chemicals. Wade notes the reluctance in both South Korea and Taiwan for imports of such goods to be
permitted, and the need for exporters to rack up substantial export credits before they were allowed
access to them [Wade, 1988, 142]. Importantly, these barriers persist and are even strengthened after
the ‘liberalisations’ so-termed of these economies, and raise doubts as to the degree and intention of
those market liberalisation events. (The argument that the aforementioned growth-triggering liberalisation
of trade in the Tiger economies was in fact illusory, with a maintenance or even an expansion of State
controls over trade, is fully explored in Wade [1988]; furthermore that those import barriers that were
retained seemed designed as much to promote the domestic capital goods industries as to protect
exporters, is strongly argued [Wade, 1988, 143 inter alia]).

All such trade barriers are incompatible with a purely EOI approach. In the experience of this author, the
idea that they were present in East Asia, is staunchly resisted by those who regard as nonsensical a
species of protectionism which is either not needed by industries, given their enjoyment of comparative
advantage, or which acts only to increase their costs by raising the price of imported inputs. However the
strategy is compatible with what does seem inductively to have been the actual development strategy of
the East Asian economies. It is a strategy which combines EOI and ISI approaches in almost equal
measure, and thus helps to explain the anomalous capital-intensity of the region’s domestic industry and
export profile, and the apparent capriciousness of its protectionist policies. It is one which affirms South
Korea and Taiwan, and before them Japan, as archetypes of successful late industrialisation, with the
City Tigers as outliers. It adds the much-maligned development effort of pre-1978 China as the latest
example, whatever flaws it may have had, of a longstanding pattern of East Asian industrialisation. It
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further implies that that post-1978 PRC is a departure from that successful model, whatever successes it
may have achieved in its own terms. It is a strategy that seems not only observationally true of the
region, but arguably one that was theoretically optimal or at least defensible.

3. THE PRE-1978 PATTERN OF CHINESE DEVELOPMENT

This section has multiple aims, and is at risk therefore of failing in all of them. However taken singly each
intention is fairly modest, and the broad overarching concern can be simply stated. The broad concern is
that the enthusiasm for the post-1978 and especially post-1992 growth record (the latter date the year of
Deng Hsiao Peng’s confidence-building tour of the South) has led or will lead to amnesia concerning its
prior development path. The careful avoidance of the word “Mao-ist” from the section reflects the care of
this author to avoid the appearance of a general approval of the pre-1978 regime, and to avoid invoking
old stereotypes and battlelines. However if the first three decades after the Civil War were truly the lost
decades that they are sometimes painted, then the country by 1978 would have been a Mainland version
of Myanmar. That this was not the case is borne out by official and Western figures, and by the anecdotal
observations of many including this writer who were acquainted with the Mainland at the time. The
argument that 1978 is a Year Zero, from which a modern China has emerged, phoenix-like, is either
simply wrong, or at least requires far more thorough investigation of the preceding period than most
current analysis has time for. Economic development in China no more began in 1978 than did Japan’s
in 1945.

The argument that development was occurring, albeit at astronomical human cost, was well known in the
literature of that time, even if often rejected by other contemporaries. Examples are provided below. The
argument is far less prevalent today, and where it is still found in the literature it tends to be associated
with names such as Riskin and Sigurdson who are already familiar from that earlier period. The shift in
thinking is not surprising; the country’s growth figures now are manifestly better. But a focus on the
country’s current growth path must not lead to denial of the economy’s prior existence. It is not a cliché
but a truism that the country’s growth was built, for better or worse, on what had come before. Similar
concerns arise in the case of South Korea and Japan, in which the collapse of the late 1990s is blamed
on the very same development model previously lauded as the source of their success (and often by
those who provided the strongest approbation; as is so often the case in the literature on East Asian
development, an excellent example is one of the giants of the field, Anne Krueger [Krueger and Yoo,
2002]). The recent decline of East Asia’s prospects has dulled memories of its past successes. However
it is reasonable to argue that inductive lessons should be sought from the full range of the region’s
development experiences, and the drawing of artificial historical discontinuities avoided, and this is as
true of the PRC as it is of South Korea and Japan.

Another aim of this section is to provide an example of that somewhat novel, simultaneous EOI-and-ISI
interpretation of East Asia as recounted in Section 2. This is to be done on this occasion in its simplest
form, if only to gauge to what extent certain stylised facts can be taken as read. The summary of this
growth path is presented here, with the anomalies noted at the close of Section 2 fully in mind, and an
attempt is made to incorporate these anomalies though by no means comprehensively.

An LDC faces the twin problems of a labour surplus and technological backwardness. These are linked,
in that the abundance of cheap labour sends a strong market price signal against investment, particularly
in complex new technologies requiring a large commitment to up-skilling labour. The result is a tendency
to avoid investment in technological progress whenever profitable production with existing labour-
extensive methods can occur, with investment in land as the old standby and safest alternative.
Domestic entrepreneurs withdraw from technologically dynamic sectors in which competition with imports
is fierce, moving into those industries, such as low grade textiles, in which low incomes and the absence
of distribution networks provide a degree of protection for the local producer; De Cecco [1984] notes this
phenomenon in the Indian textile industry in the Nineteenth Century. Market price signals thus tend to
impede the diffusion of technologies through the economy. High technologies, generally easily
transferred across national boundaries, remain corralled in an enclave inside it, surrounded by a vast
traditional sector, with subsistence wages, and with neither the means, nor the price incentives, to adopt
the technologies on offer from the enclave.
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In contrast, successful late industrialisers share in common a third sector, of manufacturing industries
built outside the enclave and in economic contact with the hinterland. Characteristically, these industries
are created by resisting the market price signals noted above which tend to prevent such investments,
and this in turn requires intervention by government. The generally labour-intensive manufacturing sector
facilitates the diffusion of technologies from the enclave, and the absorption of the labour surplus from the
traditional sector, ultimately creating a Lewisian Turning Point. Drawn from Arthur Lewis [1954], this is
the point in the development path at which labour surpluses are absorbed, with consequent rise in wages,
and to which economic maturity can be dated. The new scarcity of labour finally forces the hand of
entrepreneurs to adopt advanced labour-saving technologies throughout the economy. In Japan the role
is taken most prominently by the textile industries, silk and cotton. The textile factories of the Meiji Period
take high technologies — quintessentially the steam engine — from the high tech enclave formed by the
Meiji military arsenals, and combine them with imported textile machinery, modified domestically to
increase their labour intensity. This is followed by a long process of technologies diffusing out, and labour
being absorbed in, until finally — a reasonable estimate for Japan is 1970 — the labour surplus is
absorbed, and market price signals can act fully in favour of technical progress. (This date for Japan is
arrived at by noting three signs of absorption of a labour surplus: a rise in real wages, a shift to slow
growth, and the appearance of sustained trade surpluses).

For those who see market forces alone initiating this process, Meiji Japan offers scant support. T.C.
Smith, the author [1955] of still one of the most lucid descriptions of early efforts at industrialisation,
identifies a period of perhaps two decades in early Meiji in which investment in new industrial
technologies, in textiles and elsewhere, remained stubbornly unprofitable. Problems of unskilled labour
(whose low quality was not sufficiently offset by low subsistence wages) as well as inadequate power
supplies and inexperience in technical choices, reduced profitability well below the minimum for entry.
Therefore as inducements for their venturing into strategic industries, entrepreneurs required large
compensating subsidies from government (including guarantees of minimum rates of return on
investment) which the Meiji Government was willing to provide given its twin fears of military invasion and
of economic collapse from the trade deficit.

Some of the barriers to profitability, such as inadequate power infrastructure, lie in the domain of the
public sector. Hence it could be argued, contrary to the above, that this is a case again of a barrier to
development created by government failure to carry out its economic function, rather than an innate
barrier within LDC markets to technological diffusion. However other barriers, such as uncertainty over
the best choice of technology, remain to bedevil the private entrepreneur in even the most freedom-loving
of free markets. Such uncertainties, well known to firms in all economies, will be a particularly high
obstacle in an LDC, for whom all foreign technologies are more or less unfamiliar and unpredictably
dangerous. Here, excessive caution, and therefore less than optimal levels of investment, is rational,
given that the payoff for excessive enthusiasm is destitution for the entrepreneur’s family. In terms of the
diffusion of technologies in an LDC, the invisible hand is clenched in a fist (or perhaps raised in a ‘stop’

sign).

Such barriers may not in theory be insuperable for market forces, but the experience of the few
successful examples of late industrialisation, the Fortunate Three identified above, indicates by induction
a large role for government to socialise the uncertainty of investment in new technologies. South Korea,
Taiwan and the PRC all provide examples of sustained government intervention, aimed at lowering the
barrier of market price signals sufficiently to induce private investment.

In the pre-1978 Chinese economy, the elements involved in industrialisation include the communes,
representing the traditional sector, and the SOEs (State Owned Enterprises) representing the high tech
enclave. The bridging mechanism, the analogue of Japan’s textile factories, was the set of small local
manufacturing enterprises created alongside the communes by the rural industrialisation drive. These
were particularly in the Five Basic Industries of cement, power generation, chemicals (fertilisers),
machinery and ferrous metals. In the developmental process that follows rural industrialisation, there are
differences in detail but a strong functional similarity with the Meiji example, indeed arguably much
stronger than in the Korean case with its emphasis on vast heavy industry.
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In Meiji the role of government is to alter price signals that otherwise run contrary to the diffusion of new
technologies. This is the process observed also in Korea by Amsden of “getting prices wrong” [Amsden,
19, 139]. In the planned economy of the PRC the functionally analogous method is to ignore price signals
altogether, so that industries are built and technologies adopted regardless of a clenched invisible hand.
The policy can be compared to military strategy. That is, not quite the Prussian war-by-railway-timetable
style, so much as the philosophy of the British on the Somme, take-the-hill-and-be-mildly-surprised-if-
anyone-is-concerned-at-casualties.

At the extreme micro level of the individual worker, the removal of price signals is implemented by the
notorious work points system, implemented from the mid-1950s. The resulting loss of incentives explains
much of the sluggish productivity figures, and their resurgence when incentives are restored to agriculture
after 1978. But in terms of technical progress, the general disdain for price signals allows a process of
technological diffusion which they might otherwise have inhibited.

As noted earlier, the literature on the PRC of the time treated the prospects for success of this process in
a not unsympathetic light [Lippit, 1977; Riskin, 1978-1; Paine, 1978; Riskin, 1978-2; Sigurdson, 1974;
Sigurdson, 1975]. Again, it is the concern of this author that this literature and this process is being
forgotten in the euphoria of growth since 1978. Samples of the literature reveal redeeming features not
only of Maoism in the 1960s and 1970s, but also of the heavy industrialisation drive of the 1950s, and
even the Great Leap Forward. Heavy industrialisation led to many of the same failures as in South
America, and in the nascent Tigers in their own contemporaneous efforts. These include the
concentration of scarce inputs in projects vast in scale but too small in number to affect the wider
economy; resultant shortages of inputs in other sectors; and excesses of output for example of
machinery. However Paine sees also many of the advantages of a strong K-intensive sector that are
noted by Inkster [1980] for Meiji Japan: rapidly rising productivity in the sector, rising managerial skills,
and cost advantages over the imported alternative. In a pithy summary of the advantages of a
simultaneously capital- and labour-intensive path to economic development, Paine notes:
The Chinese economy successfully effected during a remarkably short time much of the
extremely difficult process of ‘learning’ to manufacture heavy industrial goods, and created a
strong base which was modified subsequently to produce agricultural consumer goods. [Paine,
1978, 66]

Nevertheless, disillusionment with the outcomes of heavy industrialisation was sufficient to rupture
China’s relationship with its patron, the Soviet Union, and shift the development strategy towards self-
sufficiency (in the Maoist sense of self-actualisation) and the Great Leap Forward (GLF). The failure of
the latter has been loudly chorused; if a voice from the chorus needs a solo, Ishikawa provides one in
deep baritone. “As is well known, the Great Leap Forward was a failure” [Ishikawa, 1973, 167]. Its
importance here is that it bequeathed to the economy the rural industries that formed the bridge between
high tech sector and agriculture — between the SOEs and the communes — through the 1960s and 1970s.
With the upturn in the economy from 1962 the process of dismantling the myriad small enterprises of the
GLF was arrested and partially reversed. In spite of past failures many enterprises survived and
prospered; it was on the basis of the heritage of the Great Leap that even more feverish efforts towards
rural industrialisation were undertaken during the Cultural Revolution, peaking in the early 1970s. By that
time, rural industries using intermediate (as opposed to capital-intensive or handicraft) technologies
contributed some 10% of total national industrial output [Riskin, 1978]. This figure must be seen in
perspective, since it equalled the economy’s total industrial output at the commencement of the First Five
Year Plan, and involved perhaps half of the industrial labour force [Sigurdson, 1973]. In addition, rural
industrial output seems to have been vital in key areas, with up to 60% of chemical fertiliser output
provided by small local plants, up from 12% in 1965, and small hydropower plants providing one sixth of
total hydroelectric capacity [Riskin, 1978].

A crucial difference between the successful development process of the PRC, and the failed process of
post-Raj India, is the labour-saving bias enforced on rural industries [Riskin, 1978]. Just as planners
learned from errors in the heavy industrialisation of the 1950s, and adjusted accordingly [Paine, 1978] so
also lessons were learnt from the GLF, the supreme dictum being to avoid a crippling drain of labour from
agriculture into industry. In contrast to Meiji, it was the communes that over the 1960s and 1970s
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absorbed at least part of China’s labour surpluses, with diminishing returns offset by the technological
improvements provided by rural industries. Increased labour intensity thus did not lead to a crisis of
falling real incomes, which otherwise could potentially have caused a revolution against the Revolution.
At the same time there is a vital process of dissemination of skills to a growing industrial workforce, and
one not clumped in the coastal provinces but spread throughout the interior. This can occur
incrementally, beginning with that crucial first step of technological assimilation, repair and maintenance,
with a progression then through duplication, scaling down of the machinery to meet local conditions, and
S0 on.

Thus Sigurdson notes:
Technicians, engineers and managers from more advanced plants travel to the sites of small rural
plants to assist in all stages from planning to production and distribution. At the same time,
people from the localities are sent for shorter or longer training periods to advanced industrial
units, and are given posts of responsibility for technical and managerial matters when they return.
Furthermore, people are transferred to work more or less permanently in rural areas [Sigurdson,
1975, 535].

At the height of the Cultural Revolution the process of being transferred to work in the countryside could
be traumatic, amounting to press-ganging. To the human cost must be added the economic inefficiencies
(quite apart from the persistent problem of incentives). The capacity of the rural plants was low, whereas
minimum efficient scale in industries such as cement is not. However Riskin notes that the gain of lower
unit costs in larger urban plants is more than offset by higher transport costs, given the poor road and rail
net of the time [Riskin, 1978-2]. The loss of the advantages of scale is also offset by the shortening of the
gestation period of investment in small plant:
A lower capital intensity when combined with a smaller scale leads to a shorter gestation period
for investments and hence makes it possible to reinvest the surplus accruing from the investment
earlier (a ‘compound effect). The amount of surplus per unit of capital investment may be
smaller but the compound effect would lead to a higher rate of growth [Ishikawa, 1973, 177].

It was developmentally sound therefore that industrialisation in China be a least partly local and small
scale, disseminating skills and technologies through the economy from the urban SOEs (including, as
noted by Riskin [1978-2], in the form of discarded equipment) and allowing communes to fulfil their role of
labour absorption. The process differs in detail but in its essence mimics the Meiji process of
industrialisation: technologies are transferred and assimilated into a capital-intensive high tech enclave
(steam and steel/the SOEs), diffused through a light industrial sector (textiles/the Five Basic Industries)
while the labour surplus is gradually absorbed. The difference in detail lies in the last, with labour
absorption occurring through the increasing labour intensity of the communes, rather than at least partly
in labour-intensive light industry as in Japan. Functionally however, the process in both countries is the
same.

This allows a tentative re-statement of this positive process of development in pre-1978 China. It also
allows a comparison, less evident so far in the literature on China, of the functional equivalence of the
process in the PRC with that found in Meiji Japan. Finally it gives also some explanation of the
anomalous divergence, observable throughout East Asia, from pure EOI. As noted above, the Tigers
have in common a persistence of import barriers and other means of support for the capital-intensive
sector, long after their ‘liberalisation’ in the early to mid-60s. Thus the export-drive of EOI is added to,
and exists in parallel with, a continued process of ISI. Capital-intensive industries continue to be built up
alongside the new labour-intensive export industries, so successfully that in South Korea the capital-
goods industries themselves by the 1980s have become the leading exporters. The capital-intensive
industries are pivotal not only as surprisingly bountiful sources of export income, but also as the centre in
which technologies are assimilated, and from which in modified form they will be diffused through the
economy. ltis this process of ISI and EOI in combination that is arguably both the actuality of East Asian
industrialisation (including the PRC), and the ideal for late industrialisation, with the latter helping to
absorb the labour surplus, and the former as the engine of technological progress, and perhaps even
sharing with EOI the role of acquiring export income and raising aggregate demand.
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4. TOWARDS FURTHER INVESTIGATION

For a decade from the mid-1980s the driving force of Chinese industrialisation was the Town and Village
Enterprise (TVE), with a quadrupling of employment from 1978 to the mid-1990s to 135 million
[Naughton, 2007], rising total factor productivity [Putterman, 1997], and output growth in the 1980s just
short of 40% per annum [Harrold, 1992]. Much of the remarkable growth in GDP of the post-Reform
period can be attributed to the TVEs as a leading sector. Yet as Putterman notes:
Enterprises owned by townships and villages are direct descendants of those formerly owned by
communes and brigades, with the initial transition in many cases being a matter of a change of
name only.....It is impossible to avoid the conclusion that the policies of the intervening [pre-
Reform] years helped to spawn [China’s] industrial growth. [Putterman, 1997, 1640-41]
In turn, to quote Riskin as a leading representative of the pre-Reform literature:
Many of the thriving regional industries of today had their origin in a primitive workshop
established in 1958 [Riskin, 1978-2, 1298].

Chinese development since 1949 represents a continuity of process, of which output and even
productivity growth cannot be the only criteria of success. Based on the archetypal East Asian
development schema outlined above, the pre-Reform period has a role, including even for the much-
maligned Great Leap. The key to Chinese modernisation is industrialisation, upon which a backward
agriculture was a constraint. In the pre-Reform period this constraint was removed, at least in terms of
agricultural output growth, albeit with lamentable figures for productivity. More pertinent, the communes
were the locale for small scale industrialisation, which was the seedbed of the industrialisation spurt of the
1980s. According to the quantification of the literature by this author, Putterman is in a minority in his
optimism as to the contribution of the pre-Reform economy. This paper has attempted to put the PRC
into a context of wider East Asian industrialisation which helps validate this more rose-coloured view of
the Maoist economy, both his and that of others such as Paine, Riskin and Sigurdson. This goes against
a maijority vociferous in its silence as to economic change prior to 1978, or dismissive of these changes
as a blind alley or backwards leap. The danger of this is that the lessons of the pre-Reform period,
including both its errors and its successes, will be lost.
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ABSTRACT

The deepening of this past recession, along with the ineffectiveness of the Fed to stimulate the economy
raised concern over the possibility that the U.S. may be experiencing a liquidity trap. This study analyzed
empirically the existence of a liquidity trap in the U.S. demand function by estimating the interest rate
elasticity of demand for money as short-term rates were lowered continuously by the Fed toward the zero-
bound. The ADF and the Phillips-Perron unit root techniques were used for testing the stationarity of the
time series. The Johansen-Juselius cointegration procedure was used to determine the existence of a
stable long-run equilibrium demand for real M1, and an error correction model was employed to
determine the short-term adjustment towards a long-run equilibrium relationship. The empirical results
show no evidence to support the hypothesis of a perfectly elastic U.S. demand function; a necessary
condition to justify the existence of a liquidity trap.

Keywords: Recession, Monetary Policy, Liquidity Trap, Aggregate Money Demand, Unit Root Testing,
Cointegration Analysis, Error Correction Model

1. INTRODUCTION

Over the past two years, the U.S. has been experiencing a recessionary economic condition,
characterized by a decline in the growth rate of its gross domestic product (GDP) and a rising rate of
unemployment. To stimulate the sluggish economy and energize credit market activity, the Federal
Reserve undertook a standard expansionary monetary policy by lowering the federal funds target rates
almost continuously from 5.25 in September 2007 to 0.15 in January 2009. However, as the federal
funds rates approach near the “zero bound” any further reduction by the Fed for the purpose of
stimulating the economy became a futile monetary policy. By September 2008, it became quite evident to
the monetary authorities that the country is about to face one of the worst recessions since the Great
Depression. The financial crisis, which began as a housing price bubble burst, while, increasing credit
risks spreads and inhibiting normal flows of financing and credit extensions, contributed to the impotence
of the monetary expansion policy.

To counter the effects of the financial crisis and the limits imposed by the zero bound interest rate, the
Federal Open Market Committee and the Board of Governors provided additional support to the recovery
by undertaking several actions and initiating new programs which increased the size and changed the
composition of the Federal Reserve’s balance sheet (Bernanke, 2009). Total assets rose significantly,
about 59.47 percent, from $869 billion in June 6, 2007 to $2,144 billion in September 30, 2009. Short-
term lending programs, which provide backstop liquidity to financial institutions such as banks, broker-
dealers, and money market mutual funds, accounted for about 12.31 percent of the total assets.
Moreover, the debts of government-sponsored enterprises and the emergency lending programs for
financial institutions in critical conditions represented 38.43 percent and 4.71 percent of the total assets,
respectively.

Many researchers held the view that the deepening of the recession, along with the declining GDP and
rising unemployment would result into a deflationary risk, similar to Japan’s experience in the 1990s into
the 2000s. Hence, measures to combat the risk of deflation considered by the Federal Reserve include:
a quantitative monetary policy (quantitative easing), the adoption of a zero interest rate policy, the use of
unconventional tools advocated by Bernanke, such as buying securities at various maturities, potentially
risky securities (Dargent and Ripert, 2008).
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The ineffectiveness of the Federal Reserve’s monetary expansion policy to stimulate the economy raised
some concern over the possibility that the U.S. may be experiencing a liquidity trap. Stiglitz (2008)
warned that the United States is sliding into dangerous 1930s-style liquidity trap, basing his view on the
ground that long-term bond rates are not coming down on line with short-term rates. The reason behind
the Fed’s 75 basis point rate cut was to allow banks to replenish their balance sheet by borrowing at
short-term rates and lending at longer term. Stiglitz pointed out that the mechanism of monetary policy is
ineffective in working its magic, especially, in the midst of the current financial crisis, when confidence
remains fragile. Krugman (2008) indicated that the U.S. is in a liquidity trap and that the most effective
tool against it would be to create or increase inflation. He argued that increasing the monetary base
alone won't affect the expectations of future money supplies if people believe that the monetary authority
will move to stabilize the price level once the economy recovers.

Given the rare occurrence of liquidity trap in past business cycles of various national economies, the
current U.S. economic and financial crisis provides the opportunity to conduct an empirical research on
whether a monetary policy becomes ineffective when short-term interest rates approach near or zero.
The Keynesian hypothesis postulates that, in the presence of a liquidity trap, the demand for money will
be infinitely elastic when the nominal interest rate is zero or close to zero. The purpose of the paper is to:
(1) develop a theoretical model of the demand for money with liquidity trap; and (2) provide empirical
evidence on whether the U.S. economy experienced a liquidity trap by estimating the interest elasticity of
demand for money as short-term rates approached near the zero bound. The research findings may
provide lawmakers useful insights into the relationship between near or zero interest rate and liquidity trap
in order to make appropriate policy decisions. The remainder of this paper is divided as followed: Section
Il provides a literature review on liquidity trap; Section Ill describes the methodological framework of
money demand and data collection; Section IV reports the empirical results; and Section V presents the
concluding remarks.

2. LITERATURE REVIEW

The concept of liquidity trap, a term coined by Robertson (1940), was first postulated by Keynes in his
macroeconomic analysis of the U.S. economy during the Great Depression of 1930s. While, expressing
his concern over the lack of necessary monetary policy to restore prosperity, Keynes (1936) recognized
the practical limitations of expansionary monetary policy to a slump. He argued that, under certain
market conditions, a liquidity trap may arise if market agents, believing that interest rates have reached
their lowest levels, choose to increase their holdings of cash balances and sell their government bonds.
However, his model, which considers the long-run interest rate as the opportunity cost of money demand,
is based on the possibility of the existence of a non-zero positive interest rate floor below which any
further monetary expansion will be ineffective.

Following Keynes, debates on liquidity trap among economists centered on the existence of a positive or
zero interest- rate floor, and whether to consider it in terms of short-run interest rates or long-run interest
rates. Boianovsky (2004) provided an overview of the theoretical development of the liquidity trap
concept from Hicks to Krugman. Hicks (1937) developed a framework, the IS-LM model showing (despite
its ad hoc assumption of price inflexibility) how monetary policy might be ineffective during an economic
depression. Like Keynes, Hicks (1982) viewed the liquidity trap in terms of long-run interest rates, and
was concerned about the existence of a positive floor to the interest rate. Both Keynes and Hicks argued
that once, short-term rates fall down to zero, short-term bonds would be equivalent to money; therefore,
the demand schedule for money would reflect its usefulness as an asset free of interest rate risk. The LM
curve is consisting of a nearly horizontal segment representing the floor rate of interest and a nearly
vertical segment reflecting the upper limit of the velocity of money. Hence, an increase in money supply
along the horizontal segment of the LM curve will exert no further reduction in the rate of interest at the
minimum bound. Robertson (1936) pointed out that Keynes’ view in terms of the horizontal LM curve
implies that the demand for money is perfectly elastic.

Though their views of Keynes’ claim are apparently similar, Lange (1938) and Hicks differ in substance.

Like Hicks, Lange argued that the demand for money is finitely interest-elastic, implying that the “Iso-
liquidity curve is a horizontal straight line.” However, unlike Hicks, Lange suggested that the perfectly
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elastic nature of the demand curve is due to the empirical matter of the value of the interest elasticity of
demand for money rather than to the existence of a floor to the interest rate caused by near zero short-
term rates. Moreover, Lange argued that Keynes’ perfectly elastic money demand at the lower bound is
portrayed by a completely horizontal LM curve instead of the partially horizontal Hicksian LM curve.
Rather than interpreting the liquidity trap based on the behavior of speculators when the current long-term
rate is below the critical rate or safe value indicated by Keynes, Hansen (1949) developed his explanation
on Keynes’ notion that every decline in the rate of interest decreases the “insurance premium” to offset
the risk of capital loss; a view that is shared by Tobin (1958).

Most recent studies hold the view that all interest rates bound once the overnight rates (the shortest
rates) are driven down to zero or near zero, at which point, any further use of monetary policy for the
purpose of stimulating the economy becomes ineffective. Krugman (1998), McCallum and Nelson (1999),
and Walsh (2003) postulated in their respective optimizing IS-LM models money as a medium of
exchange whose short term nominal interest rate is positive only if it yields liquidity services. Otherwise,
a liquidity trap could occur at a low positive short term interest rate.

Following the bubble burst of speculative housing-prices in the early 1990s, Japan underwent a long
period of economic stagnation, despite the expansionary monetary policy undertaken by its central bank
which lowered interest rates near the “zero bound.” The Japanese economy was beleaguered by a
recessionary condition, characterized by a rising unemployment, a sluggish growth, and price deflation in
many asset markets and commodity markets throughout the 1990s. Several researchers (Krugman,
1998; Reifschneider and William, 2000; Jung et al., 2003; Eggerstsson and Woodford, 2003a) argued
that Japan was in a liquidity trap; a situation in which monetary policy becomes ineffective because short-
term interest rates are at near zero, and can’t be pushed below zero. They maintained that, in Japan, the
natural rate (i.e. the equilibrium real interest rate) was below zero, whereas, the real overnight call rate
was above zero due primarily to expectations about deflationary. Such a gap- the spread between the
actual real interest rate and the natural rate of interest- resulted into a weak aggregate demand, which, as
pointed out by lwamura et al. (2005), was attributed to a failed commitment by the Bank of Japan to have
sufficient influence on the market’'s expectations about the future course of monetary policy. Despite the
zero-interest rate and the quantitative easing policies, the Japanese economy continued to languish into
deeper recession.

McKinnon (2000) also maintained that the Japanese entered in liquidity trap. However, he argued that
liquidity trap has foreign exchange origins, which explains why the Bank of Japan can do little or nothing
to reverse the slumping economy. While the American economy is independently determined, McKinnon
indicated that the Japanese monetary policy, relative to the American policy, has been caused by
persistent upward pressure in the value of the yen induced by the trade relationship between the two
nations.

Studies indicating that liquidity trap never occurred in past periods include Meltzer (1963), Brunner and
Meltzer (1963) and Laidler (1966) who analyzed whether the interest sensitivity of the demand for money
increased during periods of very low interest rates, especially in the 1930s. Findings by Meltzer and
Laidler did not support the tendency for the interest rate sensitivity of money demand to increase when
interest rates declined, instead it remained unchanged overtime.

An overview of the historical record of the Federal monetary policy by Orphanides (2003) shows no
evidence to support the assertion that monetary policy was ineffective and that the U.S. economy was in
a liquidity trap in the 1930s. The Federal Reserve’s premature decision to end its monetary expansion
reversed the recovery of the economy from the Great Depression. When the Federal Reserve resumed
its monetary expansion policy, the economy expanded rapidly, despite the fact that short-term nominal
interest rates remained near zero. In an empirical analysis of factors that ended the Great Depression,
Romer (1992) found that very little, if any, of the annual output fluctuations during the 1930s can be
attributed to changes in fiscal policy. On the contrary, Romer found that changes in monetary policy,
based on the growth rate of M1, or changes in estimates of ex ante real interest rates, were accounted for
the output fluctuations during the 1930s, including the periods after the recession of 1937-1938.
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The appearance of very low short term interest rates is not, as pointed out by Orphanides (2003),
indicative of a liquidity trap. His view is supported by recent studies that found no empirical evidence
indicating that Japan entered in a liquidity trap. Using a Markov regime-switching approach, Weberpals
(1997) found no conclusive evidence supporting the hypothesis of liquidity trap that Japan experienced a
liquidity trap. In addition, Hondroyiannis et al. (2004) found that the absolute value of the elasticity of
Japanese demand for money tended to decline at lower levels of interest rates, which is contrary to the
prediction of liquidity trap.

3. METHODOLOGY AND DATA COLLECTION

The liquidity preference theory postulates that at some lower range of interest rates rather than buying
bonds people will hold money, thus giving rise to a liquidity trap. In other words at below a certain critical
interest rate the demand for money is perfectly elastic. Therefore, injecting new money into the economy
in an attempt to further reduce interest rates becomes an ineffective monetary policy exercise. The real
money demand function is expressed as followed:
B (Y, ) (1)

Where, My represents the nominal money demand in its broad sense (e.g. M1 or M2) and P denotes the
price level. On the other hand, Y and r denote the real aggregate money income, and the nominal
interest rate, respectively.

As pointed out earlier, a liquidity trap may occur at or below the critical rate, which can take on, either a 0
value as implied by recent studies, or some minimum positive value as maintained by Keynes. If the
critical rate is 0, a liquidity trap may occur as the nominal interest rate approaches the zero lower bound.
On the other hand, if the critical rate is at some low and positive rate, a liquidity trap may occur well
before the nominal interest rate approaches the zero lower bound. In both cases, once the spread
narrows down to or near 0, the economy is in a liquidity trap; therefore any further increase in money
supply for the purpose of stimulating growth will be ineffective because the nominal interest rate cannot
be lowered further below zero. Following Weberpals, the concept of liquidity trap may be incorporated
into equation (1) as followed:

MF‘:‘ = f(Yy rert); OSr<r 2)

Where, the term (rt-rf) represents the spread between the nominal interest rate (r;) and the critical value
(ry) at time t. This study will be carried out empirically by specifying equation (2) in the following natural
log-log functional form:

logRMON; = B + B4InRINCt + Bon(NIR, - NIRY) + u 3)

where, NIR; is the critical value, and it is considered in this study as the zero bound; whereas, NIR;
represents the short-run nominal interest rate and it may carry even near zero but positive values. Also
known as the primary credit rate, the discount rate is set above the usual level of short-run market interest
rates (the Federal Reserve Board, 2009). The lowest discount rate charged by the Fed during the study
period was 0.08% in the first quarter of 2009. The critical rate at time t is represented by NIR.. RMON;
represents the real money balance, (Mp—c:t), in period t. As a proxy for the real national income (RINC,), the
nominal gross domestic product (GDP) is adjusted for inflation using the price level. The nominal money
aggregate, M1, deflated using the CPI (consumer price index), proxies the real money balance (RMON;y).

The use of a narrow monetary aggregate such as M1 maybe, as pointed out by Weberpals (1997), more
appropriate from a theoretical perspective for the use of the overnight discount rate to detect the
presence of liquidity trap. However, from a policy perspective, M1 may not be probably appropriate
because it tends to over-predict money demand overtime which leads to an instable long-run money
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demand. Goldfeld (1976) attributed this instability phenomenon to what he called “the case of the missing
money.”

A number of studies searched explanations for the instability of the money demand function using M1.
Garcia and Park (1979) argued that the instability of the demand for money may be caused by the rapid
pace of financial innovation the U.S. has been experiencing since 1974. They maintained that the
inclusion of financial instruments such as overnight repurchase agreements (RPs) corporations use to
lend out substantial amounts of their account balances overnight could reduce the over-prediction of
money supply by demand functions. However, Judd and Scadding (1982) provided evidence which
raises doubt on whether incorporating overnight RPs and other financial assets as part of the money
supply measures generates stable demand functions. In contrast,

The inclusion of new variables, while resolving any potential specification problem associated with the
omission problem of major determinants of money demand, can lead to a stable money demand
relationship. As a measure for the interest rate, Hamburger (1979) used the dividend-price ratio, Heller
and Khan (1979) used the entire structure of interest rates, and both reported obtaining a stable money
demand. However, Mishkin (1983) raised some doubt on the validity of these findings. Small and Porter
(1989) found that as a larger monetary aggregate M2 money demand functions performed well in the
1980s when used with the opportunity cost (the market interest rates minus an average of the interest
paid on deposits and other financial instrument) of holding M2. Ragan and Trehan (1998) argued that as
the growth of M2 declined in the 1990s and its velocity settled down, its use as an aggregate monetary
measure for money supply raises doubt on the stability of money demand function. On the other hand,
incorporating an exchange rate measure in the money demand resulted into a stable money demand for
as Korea (Lee and Chung, 1996), Japan (Bahmani-Oskooee and Shabsigh, 1996), and Chile (Ewing and
Payne, 1999).

The stationarity of time series is a major critical issue in the determination of a long-run equilibrium
relationship among the variables involved in estimating a demand function. Although, liquidity trap is a
phenomenon of short-term occurrence, detecting its presence would require establishing a long-run
stable relationship between the real money demand, the real income and the nominal interest rate. Time
series containing unit root, unless cointegrated, may result in spurious regression results with dubious
value that are inconsistent with fundamental macroeconomic policy. Dickey and Fuller (1979) and Dckey
et al. (1986) developed testing techniques for detecting time series variables with unit root properties.
Hence, unit root will be tested using the Augmented Dickey-Fuller (ADF) technique which is expressed as
followed:

AYi=a+ nT + BYM + Zle OAY 14 + & (4)

Where, A is the first-difference operator, T is a linear trend, Y, represents the relevant variable at time t,
whose coefficient (3 is tested for a unit root, AY., denotes the lagged first-differences, and ¢, is the error
term. The ADF test can also be performed without a trend term by simply removing nt from equation (6).
The null hypothesis, HO: =0, that a time series contains a unit root, is tested against the alternative
hypothesis, H1: 3<0. Rejection of the null hypothesis implies that a given time series is not stationary.

The ADF test is known for having a limited finite sample power (Schwert; 1986) especially with the
presence of structural break. Consequently, it is biased towards the non-rejection of a unit root. In order
to avoid rejecting the hypothesis when in fact it is false, an alternative unit root testing procedure, the
Phillips-Perron (1988) is considered. The Phillips-Perron (PP) methodology, which also allows for serial
correlation testing, is written as followed:

Xi=0 + AXpq + p(T = N/2) + uy (5)

Where, T, N, and u, represent a trend variable, the number of observations, and the error term at time,
respectively. The null hypothesis posits A=1 for the presence of a unit root.
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According to the concept of cointegration, two or more time series are cointegrated if there exists a linear
combination of these variables that is stationary (Granger, 1981; Engle and Granger, 1987).

Time series exhibiting unit root properties in levels, maybe cointegrated if their first differences are
stationary, i.e. integrated of order of I(1). For cointegration, the procedure developed by Johansen
(1988), and Johansen and Juselius (1990) is considered. Basically, the Johansen-Juselius method is a
p-dimensional vector autoregressive (VAR) model of k-th order with Gaussian errors that is expressed as
followed:

AXt = bo + Q1AX(.1 + QzAXt.Z + ... +Qk_1Xt_k+1 + I'IXt_k + LIJZt + & (6)

Where, A is the first-difference lag operator, X; is a (px1) random vector of I(1) time series variables, Z; is
a (nx1) vector of [(0) time series variables, Q; and y are (pxp) matrices of parameters, whereas, ¢; is a
sequence of zero-mean p-dimensional white noise vectors, such that £—~N(0,%). Moreover, I is a (pxp)
matrix of parameters whose ranks contain information about the long-run relationships among the
variables in the Vector Autoregressive model. If 1 has full rank p, that is the number of variables
contained in VAR model, then, all X; variables are stationary. In contrast, if 1 has a rank of zero, the
model is reduced to a VAR in first-differences. The maximum likelihood procedure is used to estimate
equation (5) subject to the hypothesis that 1 has a reduced rank r<p which suggests the existence of r
cointegrating relationships. The hypothesis posits that:

H(r): N=ap (7)

Where, a and B are (pxr) matrices, with the former being the adjustment parameters, and the latter
representing the matrix of cointegrating vectors such that B X; is stationary, even though, individually X;
are in the order of I(1). The Johansen (1988) and the Johansen and Juselius (1990) cointegration
procedure involves testing for a particular restriction on the coefficient matrix I that would reflect the long-
run equilibrium relationship among the variables displaying non-stationarity. It is consisting of two tests,
the trace statistic and the maximal eigenvalue statistic, which provide the basis for determining the
number of cointegrating relationships. The trace test (Atrace) is a likelihood ratio expressed as followed:

trace(r/p)=-T X1_ ,,,In (1 — 1) (8)

Where, i1+p,.../1p are the (p-r) smallest eigenvalues of the generalized eigenvalue problem. The trace
tests the null hypothesis (HO) that there are at most r cointegrating vectors against the alternative
hypothesis (H1) of r or more. The maximum eigenvalue statistic (Anax), whose null hypothesis (HO)
postulates the existence of r cointegrating vector against the alternative hypothesis (H1) of rO+1
cointegrating vectors is written as followed:

Amax (1) = -TIN(1-A;041) 9)

The number of cointegrating vectors will be determined by comparing the trace and maximum eigenvalue
statistics with the critical values computed by Osterwald-Lenum (1992).

The use of conintegration techniques to estimate the U.S. money demand is well-documented in the
literature (Baum and Furno, 1990; Dickey et al., 1991; Hafer and Jansen, 1991; Hoffman and Rasche,
1991; Miller, 1991; McNown and Wallace, 1992; Mehra, 1992). However, very few studies, if any, used
such procedures to examine the presence of liquidity trap in U.S. money demand. To ascertain the
Keynesian hypothesis, evidence must show that as nominal interest rates decline toward zero, the
interest elasticity of demand for money rises toward infinity; thus, resulting into a perfectly elastic demand.
In other words, the interest elasticity of demand for money is inversely related to changes in nominal
interest rates.

Following a cointegration, time series exhibiting a long-term equilibrium relationship may have a short-run
disequilibrium. In order to establish a short-run equilibrium, the empirical analysis will follow the

Proceedings of the IABE-2010 Las Vegas- Annual Conference, Volume 8, Number 1, 2010 64



generalized-error correction model (GECM) by Banerjee et al. (1990), which, as De Boef (2001) pointed is
a transformation of an autoregressive distributed lag expressed as followed:

Ay;= Op + O1AX + O0Xiy + W (Y = Xea) + 1t (10)

Where, w is the coefficient of adjustment of the correction error term, (Y1 — X.1), which is zero when X
and Y are in equilibrium. The long-term relationship between Y and X, one to one is captured by ;. To
break homogeneity, the term X4, is included in the model, whose coefficient, &,, allows the equilibrium
relationship to deviate from one-to-one.

Quarterly macroeconomic data for the1980:1 to 2009:1V period collected from various sources, were used
for conducting the empirical analysis. Data on monetary aggregates (M1 and M2) and on nominal
interest rates were obtained from the Federal Reserve website: www.federalreserve.org. GDP and CPI
data were obtained from the Bureau of Economic Analysis and the Labor Department, respectively. All
data, including nominal interest rates are transformed into natural logs.

4. EMPIRICAL RESULTS

The ADF and the PP procedures outlined above were used to determine whether the time series level
data used for estimating equation (3) are integrated in the order of 1(0) or I(I). The coefficient of a lagged
variable such as MON., might be exactly 1, thus indicating that it has a unit root because the value of
MON; is drifting overtime as the error term fails to move towards 0 due to random shocks from one period
to another. It should also be pointed out that both procedures also detect the presence of autocorrelation
problems, often encountered with time series macroeconomic data. When applied to the real money
variable (RMON;), the ADF procedure is expressed as followed:

ARMON; = RMON;— RMON¢.1 = a + AT + BRMON,.; + B4ARMON,.; ...Bx1ARMON + & (11)

Where, = p — 1, and k represents the number of lags chosen to ensure that ¢; is not serially correlated.
A linear time trend T is included as another explanatory variable. The null hypothesis for the Dicker-Fuller
test, Hy: B= 0 (i.e. p=1) is that there is a unit root, against the alternative hypothesis Ha: <0. If f=0, the
ADF test does not reject the null hypothesis; therefore, a time series such as RMON; is nonstationary.
Hence, upon conducting an ADF unit root test on a given time series, if the absolute value of the
computed t-statistic is less than the absolute value of the Dickey-Fuller critical statistic, then, the null
hypothesis is not rejected; perhaps, implying that the variable is not stationary.

Unit root test on the log levels and first differences of the ADF and the PP procedures, with trend and with
no trend included, are reported in Table 1, and Table 2, respectively. Both procedures reveal that the unit
root hypothesis cannot be rejected for all variables in log levels except the nominal interest rate whose
estimated statistics show mixed results. The ADF test statistic with trend shows that the log level of the
nominal interest rate is stationary, while, the ADF test statistic with no trend and both PP test statistics
suggest otherwise. Additional ADF and PP test reveal that all of the time series, except the broader
aggregate money demand M2, are stationary in their first differences, i.e. they are integrated in the order
of I(1), at the 1% significance level. Unit root tests for M2 show mixed results: unlike the ADF test, the PP
test shows that it is integrated in the order of 1(2). Although the results from further unit root ADF tests are
not reported in Tables 1, they indicate that M2 is integrated in the order of I(2).

Time series that are stationary after first differencing meet all the criteria for cointegration.

It should be pointed out that he narrow money aggregate M1 was selected over M2, the broader
aggregate money, primarily, because the former is integrated in the order of 1(1) under both unit test
procedures. Moreover, M1 is, as indicated by Weberpals (1997), ideal for a study that is attempting to
quantify the direct impact of monetary policy using the Federal funds overnight rate. In order to determine
whether liquidity trap occurs at some positive minimum value, as implied by Keynes, or at the 0 value, two
different critical values, 0.10 and 0.05, and both higher than 0 but less than the lowest minimum the
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nominal discount rate of 0.15% charged by the Fed during the study period. However, applying these two
critical values made really no difference to change the outcome of the cointegration test.

TABLE 1: AUGMENTEDDICKEY-FULLER UNIT ROOT TESTS

Variable ADF Test Statistic with Drift and | ADF Test Statistic with Drift and no Trend
Trend
t-statistics p-values No. of Lags t-statistics p-values No. of Lags
Levels:
INRM1; -2.5001 0.3279 4 -2.1526 0.2238 4
INRM2; -1.7795 0.7146 8 -0.5785 0.9871 8
INRINC; -2.4361 0.3606 4 -0.9898 0.7569 4
INNIR; -43983° 0.0022 5 -1.7435 0.4088 5
First Differences: . .
FDInNRM1; -3.5857 0.0311 3 -3.5924 0.0059 3
FDnRM2; -1.8903 0.6596 7 -1.8592 0.3515 7
FDINRINC; -5.0197 0.0002 3 -4.9505 2.7785D-09

Note: Rejection of the null hypothesis: (*) at the 1% level; (**) at the 5% level.

TANLE 2: PHILLIPS-PERRON UNIT ROOT TEST

Variables Phillips-Perron Z-Test with Drift Phillips-Perron Z-Test with Drift
and Trend and No Trend
t-statistics p-values  No. of Lags t-statistics p-values  No. of Lags
Levels:
INRM1; -5.4040 0.7916 4 -3.2063 0.6322 4
INRM2; -3.6758 0.9047 8 -0.3205 0.9712 8
INRINC; -9.1589 0.4952 4 -0.4463 0.9304 4
INNIR; -9.1102 0.4991 5 -0.3725 0.9354 5
First Differences: . .
INRM1, -74.5303 3.0043D-07 3 -74.9371 1.1045D-07 3
INRM2; -91.5434 5.0800D-09 7 -91.3700° 1.7998D-09 7
INRINC; -86.8956 1.5536D-07 3 -88.6107 3.5834D-10 3

Note: Rejection of the null hypothesis: (*) at the 1% level; (**) at the 5% level.

The Johansen and Juselius multivariate cointegration methodology outlined above was used to determine
whether there exists one or more linear combinations among them that is stationary. The maximum
eigenvalue statistic (A-max) and the trace statistic (A-trace) were computed to determine the number of
cointegrating vectors in the model. The results are reported in Table 3, and both statistics give evidence
to the existence of two cointegrating relationships among the three variables. With a statistic of 48.4369
that exceeds the 99 percent critical value of 35.65, the A-trace test rejects the null hypothesis of zero
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cointegration (r=0) against the alternative hypothesis of one cointegrating vector (r=1). Similarly, the A-
trace test also rejects the null hypothesis of r<1 against the alternative hypothesis of r=2 with a statistic of
18.5886 that is exceeding the 95 percent critical value of 15.41. On the other hand, the A-max test
rejects the null hypothesis of zero cointegration against the alternative hypothesis of one cointegrating
vector (r=1) with a calculated statistic of 29.8483 that is greater than the 99 percent critical value of 25.52.
Moreover, the A-max test also rejects the null hypothesis of r<1 against the alternative of r=2, as its
estimated statistic exceeds the 95 percent critical value of 14.07. Consequently, these trace and
maximum eigenvalue results lead to the conclusion of the existence of two cointegrating vectors. This
result supports many findings documenting the existence of a cointegrating relation among real M1,
interest rates, and output (Poole, 1988; Lucas, 1988; Hoffman and Rasche, 1991; Stock and Watson,
1993).

TABLE 3: JOHANSEN-JUSELIUS TEST RESULTS FOR COINTEGRATION AMONG LMON;,
LRINC;, LNIR;, WITH THE MINIMUM NOMINAL DISCOUNT RATE AT 0.08%; 1980:1-2009:4

Null Alternative A-trace P-Value Critical Critical Critical
Hypothesis Hypothesis Statistic Value Value Value
99% 95% 90%
r=0 r=1 48.4369 0.0013 35.65 29.68 26.79
r<1 r=2 18.5886 0.0432 20.04 15.41 13.33
r=2 r=3 2.4112 0.1127 6.65 3.76 2.69
Null Alternative A-max Eigen-value | Critical Critical Critical
Hypothesis Hypothesis Statistic Value Value Value
99% 95% 90%
r=0 r=1 29.8483 0.2339 25.52 20.97 18.60
r<1 r=2 16.1774" 0.1345 18.53 14.07 12.07
r<2 r=3 2.4112 0.0213 6.65 3.76 2.69

Note: r denotes the number of cointegrating vectors. *and **indicate significance at 1% and 5% levels,
respectively. Critical values were obtained from Osterwald-Lenum(1992).

The normalized cointegrating vector is reported in Table 4. Based on the literature on cointegration, each
vector is normalized by setting the coefficient of money demand at 1; that is by dividing the coefficients of
all variables by that of the money demand. The signs of the coefficients

TABLE 4. NORMALIZED COINTEGRATING VECTOR

Variables Vector 1
INRMON; 1.0000
INRINC; 5.9962
INNIRATE; -0.2186

are consistent with theory: the real aggregate money demand is positively related to real income and
negatively related to the nominal interest rate. The long-run interest rate elasticity coefficient is -0.2186,
which is very close to other findings documented in the literature. The slight differences among the
findings from various studies are in large part due to the differences in study periods and the choice of
interest rates. Hence, it can be expected a 0.22% decrease in real money balances if the rate of interest
increases by 1%. Moreover, this empirical result supports the literature view that the various financial
innovations did not contribute to an increase in the sensitivity overtime of money demand to changes in
the interest rate. On the other hand, the estimated coefficient of real income, while elastic, is much higher
than previous findings. Accordingly, the real aggregate demand for money is expected to rise by about
6% in response to a 1% increase in real income.
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Since liquidity trap is a short-run phenomenon, detecting its presence in the aggregate money demand
requires the estimation of short-run elasticity estimates. To determine the short-run dynamics of the
cointegrating vector which establishes the long-run relationship between InNRMON,; InRINC; and
INNIRATE; the generalized error correction model (10) outlined in the methodology section is specified in
the following empirical form:

AINRMON;- &y + OJ/AINRINC; + OJ,AINRINC:; + w(INRMON¢4 + InRINC.4) + nt (12)

The Ordinary Least Squares estimates of the parsimonious error correction model are presented in Table
5. Overall, the model appears to have performed relatively well. While, the coefficients of the relevant
variables carry the correct signs, they are all statistically significant at the 1% level. The error correction
term (ECT,), which captures the speed of adjustment among the variables towards the long-run
equilibrium, is also statistically significant at the 1% level; and it carries, as expected, a negative sign. lts
coefficient ( -0.0133) indicates that the real aggregate money demand(AINRMON1) responds to the
previous quarter’s shock deviation from the long-run equilibrium with about 1.33% of the adjustment back
toward equilibrium occurring in the current quarter. However, this finding clearly indicates that the speed
of adjustment to restore a long-run stable relationship is very low.

TABLE 5: STATISTICAL RESULTS OF THE GENERALIZED ERROR CORRECTION MODEL

Variables Estimated Coefficients | Standard Error T-Ratio P- Value
Constant 0.2041 0.0372 5.4856 0.000
AINRINGC; 0.2505 0.0933 2.6841 0.000
INRINC. -0.0539. 0.9801E-02 -5.4998 0.000
AINNIRATE; -0.0412. 0.6754E-02 -6.1047 0.000
ECT; -0.0133 0.2452E-02 -5.4056 0.000

Note: (*) statistically significant at the 1% level. Adjusted R-Square= 0.4013; SER= 0.0146; DW= 1.8933;
F (zero slope) = 20.7710 (0.000); Schwarz Bayesian Criterion =-324.403

As expected, the real aggregate money demand is positively related to the real income, and negatively
related to the interest rate, with their respective coefficient estimates being statistically significant at the
1% level. Since both relevant variables are expressed as changes in their natural log values, their
coefficients represent short-term elasticities. Hence, the short-run elasticity coefficients for the real
income and the interest rate are 0.25 and -0.04, respectively. While, these results fall within close range
with previous findings (Cagan and Schwartz, 1976; Hafer and Heim, 1982), they support the general
consensus in the literature that the demand for money in the U.S. is relatively insensitive to changes in
real income and interest rates in the short-run. Based on the empirical results, this study convincingly
found no evidence supporting the existence of a liquidity trap in the U.S. money demand. The short