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A Reconsideration of Import
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1. Introduction

From the outset of widespread con-
cern with the economic development of
low-income countries in the late 1940s,
much attention has been given to the
role that international activities play in
explaining growth or its absence. One
of the earliest general strategies of de-
velopment that directly involves inter-
national transactions is that usually
called import substitution. Import sub-
stitution of one form or another pre-
vailed in many developing countries
during the 1950s and early 1960s. In
the late 1960s and early 1970s a quite
contrary approach, identified as out-
ward (or export) oriented, became in-
creasingly common.

This paper studies the import substi-
tution story—why and how it came to
be—and the rise of the outward-ori-
ented approach—why and how it came
to be and—temporarily at least—to win
the battle between the two approaches.
I then examine the doubts that have
arisen with respect to the latter ap-
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proach, and the nature of the new ten-
sions that now exist with respect to an
appropriate trade strategy.

The paper is organized as follows: af-
ter a preliminary definition of the basic
notions, the next section reviews the ra-
tionale of the import substitution ap-
proach found in the 1950s and early
1960s. In Section 4, | examine the im-
plementation of the import-substitution
approach as generally practiced. This is
followed by a summary of actual devel-
opments in a number of countries from
1950 to 1970, when import substitution
was a widely followed policy. In Section
6 1 briefly discuss the rise and early
successes of outward orientation, then
summarize developments in the post-
1980 period, and discuss sources of dif-
ficulties with openness. There is a short
concluding section.

The arguments of the paper are built
around the notion that the primary
sources of development are learning
and knowledge accumulation. The prin-
cipal reason for the failure of import
substitution was that, as practiced, it
created an environment that discour-
aged learning. The outward-oriented
strategy, on the other hand, fails to ap-
preciate that learning requires condi-
tions that are essentially internal and
dependent on the basic characteristics
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of the society. This failure means that
outward orientation as such needs sub-
stantial qualification and redirection.

2. Preliminary Notions

Import substitution refers to a set of
ideas about why mass poverty has pre-
vailed and continues to prevail in many
countries while other countries have
grown rich, and about a general ap-
proach to the elimination of that pov-
erty. The explanation of mass poverty is
generally found in the structure of pro-
duction—mainly the dominance of agri-
cultural and mineral activities—in the
low-income countries, and in their in-
ability, because of their structure, to
profit from international trade. To
change this situation, the argument con-
tinues, the low-income countries (the
South) must alter their structure—they
must industrialize. To industrialize,
given the existence of already industri-
alized and highly productive economies
(the North), the countries of the South
must protect their economies from im-
ports from the North and concentrate
on putting in place new activities that
will produce an array of manufactured
products currently imported. Thus
would the structure of the economy be
changed and, at some future time, make
possible a foreign trade that contributes
to the development objectives.

In the literature of development eco-
nomics, import substitution is sharply
contrasted with an outward- (or export-
) oriented approach to development. In
this approach, primary attention is
given to the advantages of foreign trade
in general and of exports in particular.
Whether explicit export-promotion poli-
cies are required depends on the spe-
cific circumstances of the individual
countries, but the basic notion is to
keep the domestic economy open to for-
eign competition and foreign capital,

and to ensure that exports are in no way
penalized, if not specifically encour-
aged. Structural change would then oc-
cur over time according to changes in
the dictates of comparative advantage
that are assumed to occur.

Over the last 15 or so years, the out-
ward-oriented approach has gained
dominance among academic economists
and those in international organizations
concerned with development. Many na-
tional aid agencies in the North have
also become convinced of the validity of
the outward-oriented approach. A hum-
ber of countries have made noteworthy
efforts to shift from an essentially im-
port substitution approach to a more
outward-oriented approach, other coun-
tries are trying to do so, and virtually all
countries are being urged to do so by
aid donors and advice givers.

In more recent years, evidence and
argument have questioned this new or-
thodoxy. There is increasing doubt that
growth is as simple as it appears in the
export-oriented arguments, and re-
newed emphasis is being placed on
more basic characteristics of an econ-
omy, especially entrepreneurship, insti-
tutions, and knowledge accumulation
and application. Outward orientation is
pushed hard by influential individuals
and institutions at the same time that a
strong revisionist movement is under-
way and gaining strength. A state of
limbo exists with respect to trade strat-
egy (and development strategy in gen-
eral) that qualifies the simple, universal
prescription of the last decade or so.

3. The Beginning

As colonial empires collapsed and the
great differences in per capita income
between North and South were recog-
nized, the obvious question confronting
the development economics community
was how to go about raising incomes in
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the South. Something fundamental was
necessary. Three things seemed espe-
cially important in the early 1950s.

3.1 Rejection of the Market Solution

The view that a more or less free
market would not solve the develop-
ment problem was widely accepted. The
problem was not market failure in the
usual textbook sense (externalities, de-
creasing costs, etc.). Rather, the notion
was that the division of labor between
the rich countries and the poor ones
seemed to doom the latter to perma-
nent poverty. The most widely cited evi-
dence was data purporting to show that
the net barter terms of trade had turned
against the developing countries over
the decades prior to 1940. Raul Pre-
bisch, Hans Singer, and others calcu-
lated many such series that seemed to
show a secular deterioration in the
terms of trade of the poor countries.?
Prebisch’s explanation that the gains
from productivity growth in the North
resulted in rising wages, not falling
prices, due to the monopoly power of
both labor and firms in the North, was
widely accepted. In the South, depen-
dent mainly on agricultural and mineral
exports, there was lower productivity
growth, and wages were held down by
surplus labor, weak unions, and compe-
tition among exporters. The rewards of
productivity growth in manufacturing
activities were thus not available to
importers of such products in the
South.

Also cited as a source of difficulties
were Engel curve arguments that the
income elasticity of demand for agricul-
tural products and raw materials in the
North declines as incomes reach higher
and higher levels. If exports lagged be-
hind the growth of income in the South

2Singer (1950) and Prebisch (1950) are early
statements of this position. There are many more.

for this reason, then import substitution
of some kind must take place to protect
the balance of payments, or growth
would slow or stop. Widespread protec-
tion of agriculture in many rich coun-
tries exacerbated this effect. Added to
all this was the argument that cyclical
changes in the North resulted in re-
duced employment and income, and
hence imports, rather than in falling
product and factor prices, while in the
South it was wages and prices that re-
sponded to downturns.3

The specific arguments about the
terms of trade were buttressed by more
general views that the market was an in-
strument that kept poor countries poor
and rich countries rich. There were sev-
eral reasons for such views. Men who
led independence movements had lived
their adult lives during two world wars
and a devastating worldwide depression
that severely penalized the South. Pre-
dictions in the mid to late forties were
generally to the effect that the post-
World War 11 world economy would re-
semble that of the 1930s.4 Though the
years 1870 to 1914 were fairly satisfac-
tory, that period was hardly fresh in any
decision maker’'s mind,> and at that
date, Europe and the United States had

3 This argument is most clearly worked out in
various publications of the Economic Commission
for Latin America, where Prebisch was the domi-
nant figure in the early 1950s. It was widely ac-
cepted inside and outside Latin America in one
form or another. See, for example, Prebisch
(1950).

4 There were articles in both professional jour-
nals and newspaper accounts that predicted a re-
turn to widespread depression after the huge war-
time expenditures were reduced. No one foresaw
that the quarter century from 1950 was to be the
remarkable boom time that it turned out to be. It
was, however, well into the 1950s before all Euro-
pean countries achieved the full convertability of
their currencies. An interesting question is why
did some policy makers seem to catch on that the
post 1950s were really different from what they
were expected to be and others did not.

5W. Arthur Lewis (1978) is a fine study of these
prewar decades.
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been growing steadily for 50 to 75
years, while most of the rest of the
world’s population remained mired in
severe and mass poverty.® In addition,
the Keynesian ideas that even a per-
fectly functioning market may not en-
sure full utilization of resources were
becoming widely accepted. The conclu-
sion for many policy makers and
professional economists was clear: the
“structure” of the economies of the de-
veloping countries had to be changed in
fundamental ways if they were to com-
pete on equal terms in the world mar-
kets, and a market mechanism could not
bring about this sort of structural
change.

The Soviet Union’s experience had
yet to be understood very well, and
many otherwise informed economists
and political leaders were impressed by
what evidence was available. The great
evils of the Stalin era were not widely
known. It was known, however, that
growth during the 1920s and 1930s had
been quite remarkable. The USSR’s
commitment to central planning and to
large-scale, capital intensive industriali-
zation was especially appealing to those
countries that put great weight on be-
coming a world economic power.

India was such a country, and the In-
dian effort was widely regarded as a
model by other developing countries in
the 1950s. The defense of the invest-
ment in heavy industry rested on strong
assumptions that there were economy-
wide effects on productivity growth cre-
ated by a domestic capital goods sector;
furthermore, economic independence
required a country to have its own
large-scale capital goods sector.

This view of development was most
clearly articulated by P.C. Mahalanobis

6 Many things were of course happening in the
South prior to World War |, especially in Latin
America. The general statement in the text, how-
ever, holds.

of the Indian Statistical Institute,” who
argued that the countries must not only
change their structure, but must change
it by creating a domestic heavy capital
goods sector. The Indian Second Plan
(1956-61) was greatly influenced by the
Mahalanobis view. Wilfred Malenbaum
(1962, p. 87) shows that the investment
allocation for the second plan was virtu-
ally equivalent to that worked out by
Mabhalanobis in his operational research
exercises (Mahalanobis 1955). In both,
about one-third of total investment was
allocated to “basic investment goods,”
about 18 percent to industrial consumer
goods, and 17 percent to agriculture.
Equally important, there was essentially
no effort to allocate resources optimally
in the wusual sense. Other people
showed that the objectives could have
been achieved with less capital than the
plan called for, and that more jobs
could have been created.8 Such find-
ings were not looked upon as especially
relevant (or accurate), given the as-
sumed (but not measured) externalities
and the importance of the economic in-
dependence objective.®

Mahalanobis’ argument fit well with
the structuralism of Prebisch and his
Latin American colleagues. There it was
widely assumed that factor prices, espe-
cially wage rates and the exchange rate,
had little effect on the quantity of such
factors demanded or on the choice of

7 See in particular Mahalanobis (1955).

8 Malenbaum (1962, ch. 1V) is a good discussion
of India’s Second Plan and the role that Mahalano-
bis's work played. | have followed Malenbaum
closely in these paragraphs. A more general (and
later) study of the early plans is Bhagwati and
Padma Desai (1970).

9 The Indian economy performed well during
India’s first plan, but by the end of the second
there were severe problems. The problems in the
late 1950s were due in significant part to the diffi-
culties in agriculture and in earning foreign ex-
change. Anne Krueger in Theodore Morgan et al.
(1963) is a convenient early reference, along with
Malenbaum and Bhagwati and Desai cited in the
previous note.
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production techniques; output and its
composition were the determining fac-
tors. In Latin America more than else-
where, the strong structuralist view pre-
vailed that wage rates could be high in
order to attack the poverty problem
with no cost in terms of employment.
Similarly, the exchange rate did not
matter much for exporting, so its value
could be set to achieve other objectives,
such as inducing capital formation or
dampening inflation.10

Given these arguments, many stu-
dents and policy makers in much of the
world believed that the appropriate
strategy for development was to replace
imports from the rich North with their
own domestic production. Large-scale
comprehensive planning, rather than
the market, was assumed to be the ap-
propriate instrument, even though the
understanding of how to design and im-
plement a plan was as primitive as was
the understanding of growth.

3.2 Key Role of Capital Formation

These ideas put primary emphasis on
capital formation as the source of
growth. The most obvious difference
between firms in rich countries and
those in poor ones was the extent to
which physical capital was available to
work with the labor. There are virtually
no data on capital/labor ratios for the
early 1950s, but there is little doubt
that this ratio was vastly higher in the
North than in the South in virtually all
sectors, except for foreign firms en-
gaged in mining of one kind or another.
Thus another policy objective was to ac-
celerate the rate of investment. This
view was supported by a now-famous
Arthur Lewis statement: “The central

10 Richard Eckaus (1955), a widely read paper,
worked through many of the implications of this
set of assumptions, particularly those that question
the role of factor prices in the choice of tech-
nique.

problem in the theory of economic
growth is to understand the process by
which a community is converted from
being a 5 percent saver to a 12 percent
saver” (Lewis 1955, pp. 325-26).11 The
nearest thing available to a formal the-
ory of growth was that of Roy F. Harrod
(1939, 1949), in which the only speci-
fied source of growth was capital forma-
tion.12 Harrod specified a simple rela-
tionship between increased output and
increased  capital—the incremental
capital/output ratio (ICOR). This ratio
was assumed to be constant due to tech-
nological factors. There were numerous
estimates of the ICOR, and most plans
made specific assumptions about its
value for sectors and for the economy as
a whole. Such estimates were widely
used to determine the amount of new
capital required to achieve a given
growth target.13 Most observers consid-
ered domestic saving the primary con-
straint, and the earliest arguments for
foreign aid rested on the assumption
that the savings of the poor countries
had to be supplemented by foreign sav-
ings if acceptable growth rates were to
be achieved.14

11| ewis added after a dash, “with all the
changes in attitudes, in institutions, and in tech-
niques which accompany this conversion.” This
part of the sentence is not famous, and in any
event makes the first part of the sentence less
clear cut. Lewis also defined the subsistence sec-
tor as “that part of the economy which is not using
reproducible capital” (Lewis 1954, p. 149).

12 Harrod (1939 and 1948) noted that in the
original Keynesian formulation of income determi-
nation, investment was necessary to achieve full
utilization of resources today, but this same invest-
ment added to the capital stock tomorrow, and
therefore required an increase in output for full
utilization of resources to continue.

13 Benjamin Higgins (1959) and Harvey Leiben-
stein (1957) have good brief discussions of the
ICOR and estimates of its value. There are also
references to additional sources of estimates. Bela
Balassa (1971, p 38) has estimates for a number of
countries over the 1950s.

14 Moses Abramovitz (1952) is a much wider
ranging study of growth, its sources, and mecha-
nisms than the Harrod formulation. Abramovitz
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The allocation of capital within the
boundaries laid down with respect to
structural change was an important is-
sue. In some instances, the ICOR esti-
mates were used as a criterion; that is,
invest where the ICORs are smallest.
There were efforts to identify specific
objectives to be served by the new in-
vestment: for example to raise the sav-
ing rate, increase exports, maximize an
employment effect, meet certain re-
gional objectives, etc. Evidently this
way of thinking revealed further doubts
about an effective market answer.15

The capital goods sector was small or
nonexistent in the newly independent
countries, and most capital goods had to
be imported. An obvious way to encour-
age investment was to maintain an ex-
change rate that kept capital’s domestic
price low. This could be most easily
done by maintaining an overvalued ex-
change rate (or, less frequently, multi-
ple exchange rates). Overvalued ex-
change rates (relative to a free trade
situation) appeared as a means to en-
courage investment.16 This produced
balance of payment pressures, and to

explicitly excludes Harrod’s model from his survey
on the grounds that it is more nearly the require-
ments for continued growth at full employment
than it is an explanation of the growth that has
occurred. Bert Hoselitz, ed. (1960) has a number
of chapters on growth theory in the 1950s.

15 Examples of this approach are Hollis Chenery
(1953), Walter Galenson and Leibenstein (1955),
and Alfred Kahn (1951). One of the earliest texts
on development, Gerald Meier and Robert Bald-
win (1957, pp. 343 ff), is a useful general discus-
sion. It was not until later that benefit cost studies
using shadow prices became popular.

16 The evidence on the overvaluation of the ex-
change rate usually took the form of estimates of
domestic resource costs of production relative to
import costs and to direct estimates of relative
purchasing power. Less formally, estimates were
made of the costs of specific items—for example,
haircuts—in countries, and compared to the ex-
change rate. Black markets were common. That
the exchange rates were overvalued in numerous
countries in the 1950s and later is clear, but (as
will be emphasized later) what the exchange rates
should be is not.

counter these a variety of tariffs, import
licenses, and exchange controls were
put in place. Protection in many forms
was afforded currently imported con-
sumer durables (and now and then sim-
ple capital goods) behind which domes-
tic production took place. Consumer
goods (especially durables), rather than
capital goods, were protected on the
grounds that their costs of production
in the developing country would be
relatively less than those of capital
goods, because production of the latter
goods was assumed to be more capital
intensive and to employ more complex
technology. Where Mahalanobis’ view
strongly prevailed—India, Brazil, and
possibly other large countries—domes-
tic production of capital goods was en-
couraged by keeping out imports and by
direct subsidies.l” Even in such coun-
tries, however, attention was given
mainly to protecting the domestic mar-
ket from importation of consumer dur-
ables.

3.3 Replicating the North

A third issue refers to the notion of
development that seemed to prevail in
the newly independent countries.
Higher per capita incomes were of
course sought, but more generally the
idea seemed to be to replicate the
North. The very idea of import substitu-
tion implied this: keep out that which is
now imported from the North and pro-
duce it at home. Lewis (1954), the most
widely studied article of the time, im-
plied this. Lewis’ dual economy con-
sisted of a small modern or capitalist
sector and a large traditional sector.

171t is sometimes written that import substitu-
tion was adopted in order to correct balance of
payment problems. This seems to me to be incor-
rect. There were controls of many kinds, but these
did not originate to correct existing balance of
payment problems. They emerged as a conse-
quence of the particular approach to import sub-
stitution that was widely followed.
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The former was similar to the econo-
mies of the North in terms of technol-
ogy, the use of capital, and dependence
on a market mechanism. In the tradi-
tional sector, labor productivity was
much lower, the marginal product may
have been zero, virtually no physical
capital was available, growth was ab-
sent, and a conventional market mecha-
nism was not in place. In particular,
payments to labor were likely to equal
its average, rather than marginal, prod-
uct. Lewis argued that all new invest-
ment should be in the modern sector;
labor would be pulled in from the tradi-
tional sector as needed, and the modern
sector would expand while the tradi-
tional sector diminished. Eventually,
the modern sector would encompass the
whole economy, and the traditional, un-
derdeveloped economy would have
been made over in the image of the rich
North.

Lewis placed primary emphasis on
capital formation (as noted above); such
a mechanism depended very directly on
the capacity to import physical capital
and to put it in place within a tradi-
tional society. The institutions, organi-
zations, and values of the traditional
sector were to be pushed aside if they
impeded this process. It was therefore
as much a theory of displacement as it
was a theory of development, because
the existing traditional economy was to
be replaced with an imported one.18
One might then say that this approach
was “import oriented” as well as import
substituting. This approach may be con-

180n the notion of development as displace-
ment in Lewis and elsewhere, see Peter Gran
(1980) and Marshall Wolfe (1976) and the litera-
ture cited there. In his book on growth (Lewis
1955, p. 80), Lewis notes that “backward” societies
“can grow simply by modelling themselves on the
more dynamic features of the more advanced.”
There are many arguments and illustrations in
Lewis (1955) that suggest this notion of displace-
ment.

trasted with that which seeks to create a
sustained dynamism within the tradi-
tional economy. Lewis (and especially
John Fei and Gustav Ranis 1964) em-
phasized the importance of agricultural
development, but this emphasis was
widely ignored.19

This way of thinking reflected consid-
erable optimism: just get the invest-
ment rate up, import the capital (with
its built-in technology) and soon the
end of underdevelopment would be at
hand. There was general optimism else-
where as well. President Truman’s in-
augural address in January 1949 re-
flected the view that the North
(especially the United States) could
(and would) transfer physical capital
and technical and administrative knowl-
edge to the new countries so that they
too could become modern, like the
North. The idea that development was a
simple matter easily executed with for-
eign aid was reflected in much of the
popular writing and in many of the re-
ports and studies of international and
bilateral aid agencies.

These three areas of thought and pol-
icy describe what | believe to be the ba-
sic way of thinking that produced im-
port substitution. Details of policy
varied widely around the world, and the
extent to which a particular country’s
decision makers thought along these
lines depended on a great variety of ad-
ditional factors.20 There were many

19 Creating a continuing dynamism within the
traditional sector has been emphasized by several
agricultural economists, for example Bruce
Johnston, Vernon Ruttan, John Mellor, and others,
and by sociologists and geographers interested in
development. See, for example, Peter Berger and
Michael Hsiao (1988). Albert O. Hirschman in nu-
merous places emphasizes such a notion, for exam-
ple in Gerald Meier and Dudley Seers (1984).
Michio Morishima (1982) and Tessa Morris-
Suzuki (1989, 1994) reflect this idea, as does
Bruton (1985, 1997).

20 Ljterature, in addition to that already cited,
was generally consistent with this rationale. There
were many guidelines for planning and for ensur-
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country plans written in the 1950s,
often with the help of foreign advisors
and at the behest of lending agencies.
Such plans were generally rather unso-
phisticated and were often mainly a list
of public sector projects, but they did
reveal the assumptions examined above.
The United Nations, for example, pub-
lished many studies of planning meth-
ods and techniques. The United Na-
tions Commission for Asia and the Far
East (1960) is a good example. lan Lit-
tle (1982, ch. 3) is a helpful brief survey
of the general issues involved in plan-
ning and industrialization in these early
years of development.

One can conclude with confidence
that the import substitution strategy
and its rationale, as described above,
were widely accepted. There were two
major dissenters: Gottfried Haberler
(1950) and Jacob Viner (1952). Their
basic position was essentially that free
trade and full reliance on an interna-
tional market was, without a doubt, the
appropriate strategy. Their views had
little impact in the developing countries
themselves or in the academic develop-
ment community in the 1950s as the de-
velopment efforts began to take hold.

4. Approaches to Implementation

The general rationale of import sub-
stitution created three broad policy is-
sues: how to provide the protection that
was deemed necessary, how to increase
saving and investment, and how to go
about the planning process. In none of

ing “balance.” Paul Rosenstein-Rodan (1943) and
Ragnar Nurkse (1953) paid special attention to the
role of government in ensuring balance in invest-
ment allocation. The former author argued also for
the need for a “Big Push.” Gunnar Myrdal (1956)
argued that cumulative processes were dominant
in the world economy, and so countries with a
head start always had an advantage unless specific
actions were taken. Leibenstein (1957) urged the
idea of a “critical minimum effort,” similar to a
“Big Push.”

these areas was formal textbook eco-
nomics of much help. Reliable data
about the newly independent econo-
mies were sorely lacking, and many off-
the-cuff policy decisions had to be
made in the face of abundant igno-
rance.2!

There were more general problems as
well. The understanding of the various
forms of protection was quite primitive,
even among academic economists. Ideas
that became important 20 or so years
later—value added protection, advan-
tages of a fairly uniform tariff rate
across the board, real exchange rates—
were essentially unknown as the new
countries and new leaders began their
tasks. In many countries the planning
agency had relatively little power and
was often ignored by the old mainline
ministries. There were numerous for-
eign advisors, many with little experi-
ence in planning. The lack of confi-
dence in an international market
mechanism was thus matched by wobbly
understanding of how to plan, as well as
by incomplete data and other materials
necessary for effective planning.22

4.1 Planning

In none of the developing countries
could planning be completely control-
led and implemented at the center. In-

210ne of the earliest comprehensive studies of
import substitution was conducted at Williams
College in the late 1960s and early 1970s. The pro-
ject produced more than 50 empirical and theo-
retical papers on the subject in general and on the
experiences of particular countries. Bruton (1970)
and John Sheahan (1973) are reviews of the find-
ings of this project funded by the United States
Agency for International Development. More in-
fluential was the study of lan Little, Tibor Sci-
tovsky, and Maurice Scott (1970). This work and
the six country studies that were done in conjunc-
tion with it were extremely wide ranging and semi-
nal. The project was sponsored by the OECD. See
also Hirschman (1967).

22 Albert Waterston (1965) is a good description
of the problems of planning in the 1950s. There
are many details and examples of country plans in
this book.
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deed this was explicitly recognized in
most countries. Indian officials, for ex-
ample, made it clear that they did not
aim at eliminating the private sector,
and this is more or less clear in most
other plans.23 Then the task of deter-
mining where to engage in direct physi-
cal planning and where to leave it to the
private sector became evident. Bhag-
wati and Desai (1970, p. 5), for exam-
ple, note that major irrigation projects
would yield low returns unless feeder-
channels to take water to the fields
were also built. Could these be left to
the farmers or must they be included in
the plan? If the latter, the plan would
be so detailed as to make implementa-
tion unlikely, and if the former, there
would be heavy dependence on exten-
sion workers as well as on the farmers
to get a very complex job done. Albert
Hirschman (1967) found similar issues
arising in Latin America. So, along with
physical planning in which public in-
vestment played a significant role, an
effective market was necessary to create
signals and inducements that would
lead the private sector to respond. The
notion of a plan and market coexisting
added to the complexities of policy
making.

Despite these difficulties, planning
became widespread over the 1950s. By
the early 1960s virtually every develop-
ing country had something that was
called a plan. The World Bank and the
United States’ and other countries’ for-
eign aid programs pushed hard to get
plans in place. In some instances a plan
was necessary before loans and aid of
various kinds were dispersed. Aid agen-
cies often financed foreign advisors to
help with the planning process.

The plans varied widely in terms of
sophistication and detail. India, with its

23 See Waterston (1965) and Malenbaum (1962)
for more detail on this point.

highly competent civil service, was per-
haps the most impressive at this time,
but some other plans were often quite
detailed. Almost all plans announced a
growth (of GDP and some sectors) tar-
get and then allocated the anticipated
investment among the sectors of the
economy believed necessary to achieve
the target. The ICOR was the basic in-
strument to determine the amount of
investment needed to meet the targets.
All plans concentrated attention on in-
dustrialization, some more than others,
but in all the main idea was to change
the structure of the economy in order
to grow and to become more indepen-
dent of other countries.24 The size of
the plan led to many disputes between
optimistic planners (often including for-
eign advisors) and cautious finance min-
isters and central bankers. This issue
had obvious links to the macro stability
issue and to availability and accept-
ability of foreign aid.25

4.2 Other Instruments

The import substitution idea, by its
very nature, involved protection, and
from the beginning of the 1950s virtu-
ally all developing countries began to
put in place a variety of instruments to
protect their economies from a large
number of imports.

24 All plans of course had something to say
about agriculture and about rural development in
general. The general thrust of the documents how-
ever was clearly to industrialize. Waterston (1965,
ch. 111) has a number of quotations from various
plans that make this point and the “control of eco-
nomic destiny” point quite unambiguously.

25The two-gap model that distinguished be-
tween a domestic saving and a foreign exchange
constraint became popular and had implications
for foreign aid. The chief architect of the two-gap
model was Chenery, who collaborated with numer-
ous others. The main paper is Chenery and Alan
Strout (1966). There were numerous papers prior
to this one. This model added import coefficient
fixity to production coefficient fixity of the Harrod
model.
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Tariffs. Tariffs were levied on a
rather ad hoc basis. In many instances,
nominal tariff levels appeared to be de-
termined simply by what was deemed
necessary to allow an activity into exist-
ence. The consequence was that a great
hodgepodge of rates appeared, with vir-
tually no evidence of any consideration
of costs or efficiency. Effective rates of
protection (ERPs) began to be calcu-
lated in the late 1960s, and these were
generally higher, sometimes much
higher, than nominal rates. That ERPs
usually exceed nominal rates reflects
the escalation of nominal rates from
lower to higher levels of fabrication in
manufacturing activities. There were
numerous negative rates, and the vari-
ance of rates in a given country among
activities was high.26 Negative rates
were found most frequently on tradi-
tional exports, further dampening the
inducement to export.2?

Though the estimated values of the
ERPs applied mainly to the 1960s, their
implications were not clear until they
became widely known around 1970 or
so. Even then, most authors were care-
ful to point out the grave difficulties
that had to be faced in interpreting the
results. There were ubiquitous data
problems, several possible formulae, as-
sumptions about substitution possibili-
ties, indirect taxes, and so on. Despite
these difficulties, it was widely believed

26 There are now many estimates of effective
rates of protection. The first ones to attract wide-
spread attention were those in Little, Scitovsky
and Scott (1970) and Balassa and Associates
(1971). These volumes made clear the high values
of the rates of protection and their great variance
among the sectors of a country. | think that it is
fair to say that most members of the profession
were surprised at these results.

27 Negative value added at world prices for some
activities was found in a number of countries.
When they were first found, they attracted consid-
erable attention, even excitement. This excitement
died down rather quickly. Bhagwati and Desai
(1970, pp. 363 ff) discuss the many reasons why
negative value added at world prices might appear.

that ERPs had important effects on
what was imported and what was not,
and hence on the allocation of invest-
ment.28 Since the array of rates showed
very little evidence of an economic ra-
tionale, but were deemed important in
allocation decisions, the conclusion was
obvious: new investments were being
made in a haphazard way from the stand-
point of customary economic arguments.

A particularly interesting point about
the ERP picture as it evolved is that a
number of countries, later achieving
outstanding success, showed the same
sort of protection picture as did later
failures. An obvious example is Taiwan.
As late as 1966, Taiwan’'s ERP for con-
sumer goods was higher than that of the
Philippines and vastly higher than that
of Mexico. For the whole of the manu-
facturing sector, Mexico’s rate (in 1960)
was also much lower than that for Tai-
wan, and that for the Philippines only
slightly higher. Average values for the
entire manufacturing sector are some-
times misleading, as often there will be
negative values for certain categories
which offset very high values elsewhere
in the sector. Little (1982, p. 136 ff) ar-
gues that estimates of ERP do conform
to what one would expect: lower levels
and variance of ERPs for the North and
for most of the more strongly perform-
ing countries. Evidently the role of
ERPs is still ambiguous.

Protection provided by nominal and
effective tariff rates was supplemented
by numerous quantitative and direct
controls on the availability of foreign
exchange. These were often imposed as
a quick fix to the balance of payments
problems that emerged as the import
substitution (IS) policies continued,
rather than as a means of implementing
the basic objectives of the import sub-

28 Max Corden (1971) studies the various issues
associated with ERPs, and Little (1982, pp. 136 ff)
is a good, brief summary.
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stitution strategy. Import licenses were
widely used to ensure that products
deemed essential for consumption or
for creating new productive investment
were available. To some extent these di-
rect controls followed from the plans,
and yet in most instances their design
and execution added to the distortions.

Exchange Rates. The other major pol-
icy instrument was the exchange rate.
Attention has been called to the wide-
spread practice of overvaluation of do-
mestic currency (relative to a free trade
situation) in order to keep the domestic
price of capital low and, in some in-
stances, to dampen inflation. The other
factor affecting the exchange rate was
the frequent evidence of Dutch Dis-
ease. Many countries had one or two
major export items, and when the world
markets for these products were favor-
able, an exchange rate that protected
the balance of payments made it diffi-
cult to export other (than the major)
items and especially to develop new,
nontraditional exports. An overvalued
exchange rate added to the difficulty of
effecting the Hirschman kind of link-
ages, as it was so cheap to import that
producers spent their time and energy
trying to get foreign exchange rather
than searching for ways to produce with
domestic resources.

The overvalued exchange rate was de-
fended, not only as a subsidy to capital
formation, but also on the grounds that
the economy would grow into the
higher rate as the productivity of capital
and labor increased. A failure of pro-
ductivity to grow meant, among other
things, that the exchange rate remained
overvalued, and exporting continued to
face an extra high hurdle.

4.3 Further Sources of Distortions

There were numerous sources of mis-
leading price signals. Interest rate sub-
sidies were prevalent and negative real

rates common. They too were defended
as an encouragement to investment.

A source of distortion not directly
concerned with trade, but highly rele-
vant to the form that investment took,
had to do with wage rates. In a labor
surplus economy, most models keep
real wage rates constant until full em-
ployment is approached. In fact, wages
tended to rise, especially in the formal
sectors. In most instances the increases
were attributed to the usual array of in-
stitutional factors that can push wages
up beyond what the market alone would
dictate.2% Especially in Latin America,
wage rates were raised or allowed to
rise as a matter of government policy
aimed to affect the distribution of in-
come. In some countries, wages in the
domestic economy were affected by the
strong possibility of external migration.
The Middle East in the 1970s became
the prime example of this kind of effect
on wages. In Egypt, for example, skilled
labor—plumbers, electricians, carpen-
ters, etc.—could find jobs in the Gulf
countries at 10 to 20 times their wage in
Egypt. In such an environment, the
right wage for such labor in Egypt is not
immediately evident. There were some
examples as well in parts of Latin Amer-
ica and South Asia.

There were two main indicators of
distortions in the use of capital: under-
utilization of the capital stock, and the
failure of favorable investment rates to
make a significant dent in widespread
underemployment. The latter result was
explained in large part by the capital in-
tensity of the capital imported from the
North, combined with the general in-
ability of people in the South (and the
lack of incentives) to adapt the im-
ported technology to the domestic fac-

29 ewis (1979) notes that his original model is
most in need of modification in the assumptions
with respect to wages and the movement of labor
from the traditional to the capitalist sector.
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tor supply situation. Some prevailing
ideas—the Harrod model, the input-
output models, the two-gap notion—im-
plied that adaptation was not feasible.
This failure of employment in produc-
tive sectors to grow was a prime factor
in the continued prevalence of large-
scale severe poverty.

The emergence of underutilization of
capital was more perplexing. The small
capital stock relative to labor and other
resources was widely deemed to be the
principal explanation of the low labor
productivity in the South. And, as just
reviewed, a principal objective of policy
was to increase the rate of capital for-
mation, yet underutilization of existing
capital appeared increasingly common.30
Explanations were in terms of the un-
availability of intermediate goods and of
appropriately qualified labor; limited de-
mand for specific outputs; hoarding in
anticipation of changed government poli-
cies; the practice of importing capital
when one received permission or foreign
exchange rather than when one genu-
inely wanted the capital; the practice of
granting import licenses based on in-
stalled capacity; protection and subsi-
dies for capital goods that could make
investment profitable at low utilization
rates; and foreign aid that often sup-
plied capital that had few links with the
needs of the economy. A situation in
which capital formation was being pushed
hard while widespread underutilization
of existing capital prevailed clearly rep-
resented a severe and costly distortion.

4.4 Agriculture

There was particular difficulty in ap-
preciating a role for agriculture in the

30 Gordon C. Winston was perhaps the first to
note that capital was in fact widely underutilized
and that such underutilization had important im-
plications for growth and growth policy. Winston
(1974) is his major paper on the subject, and there
were a number of papers previous to it.

general IS package. Agriculture, much
the largest sector in most countries, was
expected to decline in relative terms. It
did not seem generally appreciated that
a sluggish agricultural sector would al-
most inevitably penalize the growth of
nonagricultural sectors. New manufac-
turing activities could not export, in part
because of the policies just reviewed, and
so had to depend on domestic demand
which in turn was heavily dampened by
the slow growth of the largest sector.
There was widespread “squeezing” of
agriculture in order to finance the new
manufacturing activities. Squeezing was
done by price controls on many basic food
items and by other forms of taxation.
Part of the rationale of controlling food
prices was to help prevent living costs
(and hence wages) from rising in urban
centers where the new activities were
concentrated. The confusion about a
role for agriculture was especially dam-
aging, and | return to it later.31

A Brief Summary. The picture de-
scribed above became known as the im-
port substitution syndrome. That syn-
drome included reliance on a central
planning effort of greatly varying effi-
cacy; a set of nominal tariffs and ERPs
that generally showed little economic
rationale; quotas; exchange controls;
overvalued exchange rates that contrib-
uted to unemployment and underutili-
zation of capital in capital-scarce econo-
mies, and penalized exporting; and, in
many countries, a difficult wage-setting
situation. In most countries, agriculture
was also penalized in one way or another.
The justification for all this seemed to
be the assumption that once the struc-
ture of the economy was changed,
learning would occur automatically and
resolve the difficulties. Learning, how-
ever, proved more difficult.

311t is useful to note again that Lewis (1954,
1955) and Fei and Ranis (1964) gave a great deal
of attention to agriculture.
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TABLE 1
GROWTH RATES BEFORE AND AFTER 1950

Average Annual Rates of Growth

Physical Volume of Dollar Value Nonresidential Gross

GDP Agriculture of Exports Investment Rates
Prewar
to

1913- 1950~ 1950- 1945- 49/51-  1913-  1950- Average

50 60 68 50 64/66 37 67 1950 1950-66
Argentina 3.0 3.1 3.0 1 1 1.6 4 14.7 14.3
Brazil 46 5.8 53 13 4.0 4 1.2 113 125
Ceylon n.a. 3.6 3.6 2.0 25 21 3 7.1 10.0
Chile 21 35 4.0 18 2.0 11 7.1 9.6 11.7
Colombia 3.7 4.6 4.6 41 2.4 41 15 114 12.9
Egypt 1.6 54 5.2 1.0 31 1.0 .6 10.2 115
Ghana 338 48 3.9 n.a. 4.8 3.6 2.2 7.4 13.1
India 1.2 3.7 3.8 -1 25 -1 1.9 7.4 11.2
Malaya 43 2.3 4.1 23 2.6 4.2 7 5.0 10.3
Mexico 2.6 6.1 6.2 3.6 5.6 1.6 4.7 10.8 13.2
Pakistan 1.2 2.7 41 4 1.9 -1 1.2 4.8 9.9
Peru 3.2 51 5.4 21 2.9 3.2 8.6 11.0 15.3
Philippines 2.2 4.8 5.2 11 31 49 5.4 7.4 10.7
South Korea n.a. 6.1 7.1 2.1 5.0 4.3 16.8 5.7 8.8
Taiwan 2.7 7.7 8.7 -4 53 6.8 134 9.8 12.2
Thailand n.a. 6.0 6.5 2.7 45 24 49 11.9 13.9
Turkey n.a. 5.8 55 1.7 44 7 41 6.9 10.0
Venezuela n.a. 7.6 6.3 n.a. 54 8.0 55 20.0 211

Source: Maddison (1970).

5. Development in the Fifties and Sixties

5.1 Evidence of Success

Despite increasing distortions in the
economies, there were important devel-
opments in the two decades after 1950.
The stagnation that characterized the
interwar period was broken. Data from
Angus Maddison (1970), shown in Table
1, permit a comparison of the 1950s and
1960s with prewar years for a number
of variables. The rates of growth of
GDP are markedly higher after 1950,
except for Argentina and Malaya, com-

pared to the interwar decades. In many
cases the differences are substantial and
are not obviously associated with the
extent of commitment to import substi-
tution. Investment rates are higher,
except in Argentina. Even agriculture,
generally penalized in one way or
another, grew faster in all countries
except Argentina and Colombia, al-
though often the differences were
small.

Exports are more mixed. There were
eight countries in which the dollar
value of exports grew faster—some-
times much faster—than during the
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interwar years, while in other countries
growth was slower. This picture is about
what was anticipated by most observers
at the outset of the import substitution
effort. Maddison (1995) provides data
for the years 1950-73 for more coun-
tries, but the picture is about the same.
Nine African countries averaged 4.5
percent per year over the period, and
seven Latin American countries aver-
aged 5.2 percent.

Life expectancy at birth rose in most
countries, and infant mortality fell. Lit-
eracy rates rose, infrastructures (roads,
irrigation facilities, schools) were devel-
oped. In some countries the Green
Revolution took a firm hold. Manufac-
turing increased as a proportion of GDP
and imports began to change to reflect
the import substitution objective of im-
porting capital goods while producing
consumer and simple capital goods at
home. An index in Little, Scitovsky, and
Scott, (1970, p. 245) shows that manu-
factured exports from all developing
countries increased from a base year of
100 in 1953 to 283 in 1965. The experi-
ence of these years, often identified as
the easy stage of import substitution,
created considerable hope among
economists and country leaders as well.

This array of achievements was sig-
nificantly higher than anyone antici-
pated in the early 1950s.32 The first
World Development Report (1978, p. 3)
stated that, on the basis of modest evi-
dence, growth in the 1950s and 1960s
was “a substantial improvement of the
historical record.” Indeed, one can go
further and say that if the rates of
growth of GDP and levels of investment

32In an article that attracted considerable atten-
tion, Rosenstein-Rodan (1961) made projections
for 66 developing countries for the following 15
years. Of these, 17 were deemed correct and 43
proved too low. See David Morawetz (1977, pp. 21
and 85). Morawetz also cites other projections that
more often than not proved below the rates actu-
ally achieved.

that were in fact achieved had been an-
ticipated in the early 1950s, most
economists at that time would have be-
lieved that the major development
problems of most countries would be
solved by 1975.

During the 1960s, however, price dis-
tortions became increasingly evident,
and the publication of the multi-country
studies of Bela Balassa and Associates
(1971) and Little, Scitovsky, and Scott
(1970) were especially clear on the ex-
tent and nature of these distortions.
Both sets of studies gave attention to
the exchange rate, and both allowed
some protection (or subsidy) for the
development of domestic industry. Both
noted that agriculture was being
penalized, although they were cautious
about attributing the penalty to the
broad strategy of import substitu-
tion.

That exports were penalized was also
recognized, and arguments were pre-
sented to the effect that foreign trade
had dynamic as well as the textbook
static allocation effects. These argu-
ments were quite vague and cautious,
little advanced beyond those of Haber-
ler and Viner previously referred to.
Little, Scitovsky, and Scott (1970,
p. 345) state that “it is not suggested, of
course, that a country should export for
exports’ sake,” and add (p. 346) that
they believed that export pessimism
“has been greatly overdone.”

These studies are also cautious about
generalizing about policy. In referring
to agriculture, for example, Little, Sci-
tovsky, and Scott (p. 349) state that
“somehow a balance has to be struck
between drawing some resources from
agriculture, and not discouraging out-
put too much.” They emphasize that ag-
riculture development is not simply a
matter of price incentives. These are
quite qualified conclusions, and in light
of the developments over the previous
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two decades, not the all-out attack on
import substitution that came later. Nor
was there a strong condemnation of a
significant role for government at this
time. The World Development Report
for 1978 was not really critical of the
strategy and the policies, and in several
instances expressed considerable sym-
pathy for the approach.

5.2 Emerging Problems

The collections of Balassa and Little
et al. made abundantly clear that import
substitution policies had created major
distortions and had thereby resulted in
a misuse of resources.33 So it was in-
creasingly evident that something
needed fixing. Two other sources of
concern appeared in the early 1970s
and suggested that there were other
things that needed fixing as well.

The first, already referred to, was
that the demand for labor in the new
activities was growing more slowly than
the rates of growth of output and in-
vestment had led most observers to ex-
pect. As a consequence of the slow
growth of employment (and other
things), poverty was alleviated only
modestly, or, in some instances, wors-
ened.34

The second concern had to do with
productivity growth. At the end of the
1960s, the role of productivity growth
had begun to be appreciated more fully,
as the Solow residual became more

33 This feature of import substitution was appre-
ciated much earlier by Prebisch. Prebisch (1964)
emphasized the pressing need for import substitu-
tion in Latin America, and favored an attempt to
produce internally all imports that were not
deemed essential, but then stated that “the crite-
rion by which choice was determined was based
not on considerations of economic expediency, but
on immediate feasibility, whatever the cost of pro-
duction” (p 71). Santiago Macario (1964, p 61)
spoke of the “extemporaneousness” of protection
in Latin America.

34 Hans Singer (1970) was among the first ob-
servers to call attention to these features of the
growth that was taking place.

widely understood and estimates of its
value increasingly available. Angus
Maddison (1970) provides a number of
estimates of total factor productivity
(TFP) growth for 18 non-European de-
veloping countries for the decade 1950-
60. The average rate was .27 percent
per year. If Taiwan’s 3.30 percent is re-
moved from the list, the average falls to
less than .10 percent per year (Mad-
dison 1970, p. 53). There were many
negative rates as well. Later estimates
of TFP growth (e.g., Chenery, Sherman
Robinson, and Moshe Syrquin 1986, pp.
20-22) showed rates somewhat more fa-
vorable for the developing countries for
these decades, but well below those of
the North. Understanding of the role of
TFP growth was only beginning in
1970, but the low estimates were recog-
nized by many as evidence that import
substitution was not proceeding as it
was originally expected to do (Bruton
1967). Economists for the most part,
however, could say very little at that
time about the origins of productivity
growth.

5.3 Africa

African countries need a special com-
ment. The physical and human capital
available to the Sub-Saharan African
countries at their independence was, in
general, much less than that available to
developing countries elsewhere. Liter-
acy rates were much lower, the labor
force was less experienced and less
trained, saving and investment rates
were  lower, infrastructure—roads,
power facilities, institutional develop-
ments—were much less extensive and
markets less complete. The new states
were often ill-defined as to geographic
boundaries and extent of governance.
Ethnic, language, and tribal diversity
was (and remains) rich with opportuni-
ties and dangers. Since most African
countries did not achieve their political
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independence until the late 1950s and
early 1960s, less attention was given to
them than to Latin America and South
and East Asia in the literature of the
1950s and 1960s.35

Most of the smaller African states did
not actively pursue an import substitu-
tion (or any other) strategy. An array of
import substitution measures did ap-
pear in some of the larger African coun-
tries (Kenya, Zimbabwe, lvory Coast,
Nigeria) in the 1960s, but such mea-
sures seemed even more ad hoc than in
other parts of the developing world.
The anticipated structural changes
showed few signs of occurring. Roger
Riddell (1990, p. 38 ff) argues that im-
port substitution did not fail in Africa,
rather it was never really tried.38 In the
1960s and 1970s, there was substantial
public sector investment in manufactur-
ing in many African countries, often
with the direct involvement of foreign
firms and the World Bank. Such invest-
ments later became sources of difficul-
ties of many kinds—balance of pay-
ments problems, budget deficits, and
productivity growth in particular. (Jef-
frey James 1995 has a good summary of
these issues and additional literature ci-
tations.)

Professional economics did not offer
the Africans much help as they became
independent. The first two World Devel-
opment Reports (1978 and 1979) for ex-

35 Neither Little et al. (6 countries) nor Balassa
(7 countries) included an African country. The
later Bhagwati/Krueger studies included Ghana
among its 10 countries, and the still later
Krueger/Bhagwati studies on employment had 2
African nations among their 10. Juergen Donges
(1976) study of 15 semi-industrialized countries
included no African countries.

36 The World Bank’s World Development Report
for 1987 shows Cameroon and the Ivory Coast as
“moderately outward oriented” during 1963-73,
but no African countries were so classified during
1973-85. Kenya, Madagascar, Nigeria, and Senegal
were classified as “moderately inward oriented” in
the later period and five other African countries as
“strongly inward oriented.”

ample, supported short-lived protection
(exact form not specified), infrastruc-
ture investment, and labor-intensive
production. The 1979 World Develop-
ment Report (p. 69) added: “Techno-
logically more sophisticated products
may need to await the development of
adequate supplies of skilled labor and
technological capacity.” A brief sen-
tence urges incentives to keep agricul-
ture growing in order to provide de-
mand for locally produced manufactured
products. Other conventional sources
of economic analysis and prescription
were equally sweeping and truistic.

In the late 1950s, the 1960s, and the
1970s, for the most part, African coun-
tries grew more slowly than most other
developing countries. There were im-
portant exceptions however. Kenya,
Nigeria, Tanzania, lIvory Coast, and
Malawi were countries that did reason-
ably well over these years. It is difficult,
however, to attribute their success to
their foreign trade strategies. Botswana,
a small country in terms of popula-
tion, achieved extra-high growth rates,
largely, but not entirely, as a conse-
guence of its diamonds. Some other
countries, however, more or less col-
lapsed in the 1970s, and toward the end
of that decade difficulties for almost all
African countries were severe indeed.
Many countries experienced falling
GDP per capita.

One could point to external condi-
tions for the difficulties of the 1970s:
the oil price increases, the breakdown
of the Bretton Woods agreements, the
slowdown in the growth of the West
(especially in the last half of the dec-
ade), and the decline in foreign aid. All
of these events affected all developing
countries, but African countries were
least equipped to deal with them. It
did seem that African countries were
different in some fundamental way
from Latin American and Asian
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countries.3” In particular, simply get-
ting prices right and opening the econ-
omy did not appear adequate, even to
many who believed that was all that was
needed in other developing countries.
Africa above all needed to find an effec-
tive way to get agriculture growing
sharply.

5.4 What Was Learned During
the Fifties and Sixties

Despite evidence of some success,
the profession had begun, by 1970 or
so, to have doubts about the develop-
ment process that seemed underway.
Something was wrong, and certain ideas
and assumptions, accepted uncritically
in the 1950s, began to be questioned.
Severe distortions, modest headway in
reducing underemployment, poverty,
and inequality, and little evidence of
productivity growth were incompatible
with long-run development. A number
of specific changes in prevailing views
surfaced. The following are the most
important.

1. Much of the world was experienc-
ing a boom of remarkable proportions
in growth of output and especially of in-
ternational trade. The 1950s and 1960s
turned out to be not remotely like the
1930s, and inflation became much more
of a concern than recession or deep de-
pression. The main effect of these boom
decades was to undermine the argu-
ment that developing countries could
not export.

2. Economic agents at all levels
turned out to be more responsive to
price incentives than was thought to be
the case at the beginning of the 1950s.

3. The assumption of fixed produc-
tion coefficients (ICORs, input-output
ratios, the Harrod model, the two-gap

37 Tyler Biggs, Manju Shah, and Pradeep Srivas-
tava (1995) is an especially useful study of the dif-
ficulties that African firms have in increasing the
productivity of their resources.

idea, etc.) was proving exceedingly
damaging. This development was due to
accumulated empirical evidence on in-
put combinations,38 and to the increas-
ing awareness of the neoclassical
growth models of Solow, Swan, and
Meade that provided convincing alter-
natives to the fixed coefficient models.

4. Physical planning was not prevent-
ing bottlenecks and misallocations. The
failures of the Soviet system were also
becoming appreciated in many places.

5. Numerous studies convinced most
observers that the strong views of the
1950s that the terms of trade had dete-
riorated for the developing countries
had to be significantly qualified.

6. Imports rose faster than expected,
and hence balance of payment problems
were widespread, and “economic inde-
pendence” was even lower than before
1940. The faster growth of imports was
due mainly to the demand for capital
goods and intermediate goods to sup-
port the new industries.3®

7. The work of Abramowitz, Kuznets,
Denison, and Solow on the sources of
growth made it increasingly clear that
simply more physical capital was not
sufficient for sustained growth. The
productivity of resources had to in-
crease if growth was to be maintained.40

8. The transfer of technological, ad-
ministrative, and marketing knowledge
was proving to be much more complex
than was expected in the early 1950s.
With fixed production coefficients and
imported physical capital, it was diffi-

38 The Constant Elasticity of Substitution pro-
duction function made it easy to estimate the elas-
ticity of substitution.

39The import intensity of import substitution
was first made clear in Carlos Diaz-Alejandro
(1965). This rapid growth of imports led to an em-
phasis on saving foreign exchange, a practice that
caused more problems than it solved.

40 The conclusion that productivity growth was
key to the rapid growth in East Asia has recently
been questioned by a number of economists. | dis-
cuss this in a later footnote.
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cult to understand why productivity
could be lower in one country than an-
other, and why it would not grow
equally fast in all countries. The term
“infant industry” implied that simply
getting older and larger would result in
increased productivity, but this was not

happening.
9. Items 7 and 8 provided strong evi-
dence that indigenous learning pro-

cesses generally were not emerging in
the import substituting countries. The
(implicit) assumption that simply chang-
ing the structure of an economy would
also change its capacity to learn and to
accumulate knowledge was evidently in-
correct. The task was much more com-
plex.

This set of ideas and circumstances
created a different theoretical and pol-
icy-making environment from that pre-
vailing in the 1950s and early 1960s,
and implied a strategy quite different
from that which had led to the earlier
policies. Thus a new approach had to be
determined. It became quickly evident
that changing basic policies from those
in effect for some time is more difficult
than making a policy on a virtually clean
slate (as had been possible at the time
of independence for many countries),
simply because new policies may well
harm existing interests, including those
of some government leaders, who will,
where possible, fight any change. The
task for the policy makers was thus to
move away from import substitution to-
ward an unclear alternative in the con-
text of pressure groups that often sup-
ported the status quo.

6. Korea and Taiwan and the Rise of
Outward Orientation

That the import substitution syn-
drome could not produce sustained
growth was generally recognized by
1970, but the only alternative was to

eliminate distortions and maintain a
high investment rate. It was the increas-
ing awareness of the Taiwanese and
South Korean successes that led to the
emergence of a new development strat-
egy built around exporting.

6.1 The Role of Taiwan and
South Koreast

The exceptional performance of the
Republic of Korea and Taiwan in the
1960s had, by 1970 or so, attracted the
attention of the development commu-
nity. Their growth rates of GDP in-
creased markedly in the 1960s relative
to the 1950s: from about 6.5 percent to
over 10 percent in Taiwan, and from 4.4
to 9.1 in Korea. These increases were
much larger than those for any other
country. Employment growth and pov-
erty alleviation were also proceeding
much better than in most other coun-
tries. Taiwan and Korea had made
marked policy changes in the late 1950s
and early 1960s that reduced distortions
and encouraged firms to export. Exports
had responded remarkably well. In both
countries the rate of growth of exports
exceeded that of GDP during the 1960s,
and this strong growth was largely
among nontraditional products and ser-
vices. By the early 1970s or so, Taiwan
and Korea were widely thought to be
market-driven economies with minimal
government, though this view began to
be disputed early on.

The remarkable growth and export
performance of Taiwan and Korea in
the 1960s after their changed policy,

41Hong Kong and Singapore are generally
added to Korea and Taiwan in discussing the rise
of an outward orientation strategy. These two city
states were, in my view, different enough from the
other two that it is misleading to include them in
the present kind of study. The main way that Sin-
gapore and Hong Kong were different is that, as
small city states, they had essentially no alternative
to openness and trade. Some brief references are
made, but in general | will not consider them.



Bruton: A Reconsideration of Import Substitution 921

combined with evidence from other
countries (e.g., Brazil and Colombia at
certain times) that manufactured ex-
ports were generally feasible, produced
the great interest in outward orienta-
tion and export promotion. It was not,
so far as | can ascertain, any sort of new
theoretical developments or insights
that emerged independently of events.42
The view that both were essentially
market economies lent additional sup-
port to the view that markets do work in
developing countries and that planning
does not.

Through most of the 1950s, Taiwan
used trade and exchange rate policies to
limit external competition. There were
tariffs, a fairly high set of ERPs, and
multiple exchange rates, most of which
represented an overvaluation. All for-
eign exchange had to be turned over to
the Central Bank, and demand for for-
eign exchange greatly exceeded supply
at the prevailing exchange rates. Public
sector imports were given a preference
relative to private sector requests. The
import substitution syndrome appeared
in full regalia.43 Then in the late 1950s
Taiwan began to dismantle this array of
controls, to establish a single exchange
rate at a realistic level, and to encour-
age exporting in a number of other
ways.

The Korean conversion story is simi-
lar.44 The 1950s were characterized by
marked inflation and balance of pay-
ment problems. An objective of the

42The notion of trade as an engine of growth
was of course an old topic, but not directly related
to the strategy controversy.

43There are many books and articles on this
early stage of Taiwan’s development. Robert Wade
(1990); Fei, Ranis, and Shirley Kuo (1979); Ranis
in Walter Galenson (1985); and Kuo and Fei in
Galenson (1985) are convenient sources that re-
view the earlier decades.

44Chong-Hyun Nam in Takatoshi Ito and
Krueger (1995), Westphal in Balassa and Associ-
ates (1982), and Westphal (1978) are good general
discussions.

overvalued exchange rate was to help
bring inflation under control, as well as
to subsidize investment. The high tar-
iffs, quotas, and other interventions in
foreign trade were then necessary to
protect the balance of payments. There
were some efforts to encourage exports
in the 1950s, but these were modest.

The big change for Korea began in
the early to mid-1960s. A unified ex-
change rate was put in place at a deval-
ued level compared to the 1950s, and
further export incentives were intro-
duced. These included preferential ac-
cess to funds; tariff exemptions on
intermediate and raw materials, and
capital goods; reduction of direct taxes
on profits from exporting; and other in-
ducements that made firms eager to try
to export. The export incentives seemed
stronger in Korea than in Taiwan, but it
is difficult to be sure, since the ex-
change rate matters so much.4s

Such policy changes in the late 1950s
and early 1960s convinced many ob-
servers that the two countries were re-
ducing distortions, moving toward get-
ting prices right, and—most evident of
all—were exporting. In order for ex-
porting to take off the way it did, there
had to be a strong response from do-
mestic output. That response was forth-
coming to a remarkable degree. A major
guestion is simply: how were these two
countries able to emerge from a decade
of import substitution policies to sud-
denly become able to expand exports at
such a high rate? Several factors were at
work.

The rapid rate of growth of world
trade was generally acknowledged to be

45 1t may be that export incentives simply offset
contrary incentives already in existence in Korea,
and did not really result in favoring exports over
producing for the domestic market. It does seem
however, as Nam (in Ito and Krueger 1995) ar-
gues, that the array of inducements did more than
offset other biases in the economy and constituted
a net positive inducement to export.
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a necessary, but insufficient, condition
for Korea and Taiwan’s success in ex-
porting. During the first half of the
twentieth century, Japan ruled Korea
and Taiwan very firmly. However un-
pleasant the experience was for the peo-
ple of these countries, it left both coun-
tries with a major accumulation of
human and physical capital. A long list
of observers (Ho, Barclay, Ishikawa, Ra-
nis, Pack and Westphal, Wade, Kohli)
has emphasized that the Japanese cre-
ated infrastructure of all kinds, ex-
panded irrigation facilities, spread the
use of fertilizers, and organized farmers
into co-ops to facilitate the spread of
knowledge and partly to keep the farm-
ers under control (Wade 1990, p. 77).
Manufacturing was strongly supported,
and Koreans and Taiwanese were
trained as industrial workers at most
layers of management. A small number
of Taiwanese and Koreans became man-
agers, technicians, professionals, and
entrepreneurs. As Japan prepared for
war, it used these areas as sources of
supply, not as markets as was conven-
tional practice with most colonial pow-
ers.

A great deal of collective learning
was passed on to successive generations
over this period, which made the people
of these two areas exceptionally well
equipped to respond to opportunities
created by the changed policies and the
booming world market.46 Thus the
guality of the labor force was very dif-
ferent from that in other developing
countries at the time, and, in particular,
unskilled labor was much more effec-
tive than that in other parts of Asia, in
Africa, and in most of Latin America.4”

46 Collective learning is a term used by Hayek
and developed with considerable illumination in
the work of Douglass North. See especially North
(1994).

47 Krueger (1995, p. 23) has the following foot-
note: “It is widely recognized that an outer-
oriented trade strategy cannot succeed unless

This well-developed human capital was,
it now seems, an important factor in the
capacity of Korea and Taiwan to create,
borrow and adapt from the North in-
creasingly productive technologies.

Human capital was not Japan’s only
legacy. There were institutional devel-
opments (e.g., the Bank of Korea, some
R&D establishments in agriculture, or-
ganizational techniques, etc.) that sig-
nificantly enhanced the capacity of Ko-
rea and Taiwan to respond quickly to
opportunities. Park Chung Hee, the
president of Korea at the outset of its
great growth sprint, attended Japanese
military academies in Manchuria and in
Tokyo prior to World War Il. Especially
in Manchuria, he learned about the
Japanese state’s involvement in eco-
nomic development.48 The statement
sometimes made that Korea and Taiwan
became newly industrialized countries
in a matter of three or four decades is
quite misleading.

The Japanese had broken up or pre-
vented the emergence of powerful
vested interests among landowners and
business leaders. Land reform in par-
ticular in the late 1940s and early 1950s
in both Korea and Taiwan made it eas-
ier for governments to act indepen-
dently, and so a development state
could proceed very much as such.49

development of infrastructure (ports, roads, rail-
roads, electric power, communications), increasing
educational attainments, and a number of other
policies are conducive to growth.” This statement
would mean that as of 1960 very few developing
countries could have succeeded with an outer-
oriented set of policies. It may be noted that Kore-
ans and Chinese have long put great emphasis on
literacy. The achievement of widespread literacy
was not the main creation of Japanese occupations
nor of the determination to grow after 1950.

48 Mark L. Clifford (1994) and Atul Kohli (1994)
discuss the impact of Park’s Japanese military expe-
rience on his ideas of development.

49 Mancur Olson (1982, ch. 4) makes a similar
argument in explaining the rapidity with which Ja-
pan and West Germany recovered from their de-
feats in World War II.
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From 1950 in Taiwan and 1960 in Ko-
rea, a political leadership fully commit-
ted to strong economic performance
was firmly in place. This was probably
not the case in any other developing
country. Foreign aid was substantial in
both places. Koreans in particular
learned from U.S. army engineers in
the 1950s, and this learning was highly
relevant in the success of the Koreans
in bidding for big construction jobs in
the oil-rich Middle East later on. The
Taiwanese were able to exploit the sig-
nificant “Overseas Chinese Network” in
many respects.50

6.2 Minimal Government

That distortions result in a level of
output below that technologically possi-
ble was textbook stuff in the 1960s. In
the textbooks, distortions were cor-
rected by government regulations and
other policies. It was generally believed
that the costs of such distortions—Har-
berger triangles—were modest, and
there appeared no compelling evidence
that they penalized growth. Still, the
distortions had become so severe that
many observers were convinced that
growth was in fact being penalized.

The governments of developing coun-
tries were inexperienced and staffed
largely by ill-trained, ill-prepared peo-
ple. By 1970 or so it was also clear that
government policies were themselves
the sources of many of the distortions
and other market failures. The idea of
the government correcting market fail-
ures then seemed illogical. There was
increasing evidence that import li-

50 The Overseas Chinese now constitute a major
player in East Asian (and world) economic mat-
ters, and did so to a lesser extent in the early
1960s. This role is hardly clear, and is worth more
attention than it has received. See papers by Gor-
don Redding and by Gary Hamilton in Tu Wei-
Ming (1996) for helpful summaries of this role. A
more complete analysis of this role is Redding
(1993).

censes, investment permits, government
contracts, and similar devices created
lucrative rents for those fortunate
enough to obtain them. It was poten-
tially profitable for a firm to allocate re-
sources to try to obtain the rights that
would in turn permit the capture of
these rents. The cost of the resources
allocated to rent seeking must then be
added to the traditionally recognized
costs of monopoly and other distortions.
Krueger (1974) made a convincing case
that the costs of rent seeking were sig-
nificant enough to matter. Costs of rent
seeking plus the costs of distortions
themselves, plus the limited ability of
most bureaucracies to design, adminis-
ter, and implement sensible plans and
controls, offered strong evidence that
the government was part of the problem
rather than part of the solution. What-
ever market failures were, they were
minor compared to government fail-
ures. Thus the idea of minimal govern-
ment began to attract widespread favor.
Such a view was quite different from
that which prevailed in the 1950s and
1960s.

The rent seeking notion elicited a
considerable literature, and (among
other things not linked directly to de-
velopment) led to a broader notion that
came to be identified as the New Politi-
cal Economy. This notion disputed the
traditional idea that the government
was an entity independent of the rest of
the economy and could thereby be
trusted to act in the national interest by
correcting market failures. Rather, the
government must be seen as having its
own agenda, seeking to maximize its
own welfare, and unable and unwilling
to take a disinterested and informed
stand on economic matters. Rent seek-
ing and the New Political Economy led
to an obvious policy: minimize the role
(and size) of government and make ex-
tensive use of the market. This policy
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was supported by the belief in many
places that Korea and Taiwan were es-
sentially free-market economies. The
obvious question about minimizing gov-
ernment was, simply, who would bring
it about. If the government profited
from being the government, then it was
unlikely that it would minimize itself.

6.3 Lessons from Taiwan and Korea

The remarkable success of Taiwan
and Korea over several decades raised
the question of the extent to which
their experiences offered a blueprint
for development in other countries. At-
tention was focused on the role of ex-
ports, the package of policies actually
employed, and the role of government.

The numerous advantages of a strong
export performance are generally ap-
preciated: exports facilitate employ-
ment of a country’s most plentiful re-
sources and the exploitation of any
economies of scale, they help prevent
balance of payment problems and the
stop/go situation that such problems
often create, subject the exporting firm
to international competition, and give
an unambiguous focus to policy making.
For the development objective, the
main role of exports is its possible con-
tribution to the acquisition of new tech-
nical knowledge and the consequent in-
crease in productivity through contact
with foreign importers combined with
the pressures of strong competition.
These latter arguments apply largely to
nontraditional exports. Korea and Tai-
wan had shown that such exports were
possible and apparently had such conse-
guences in their economies—and could
have similar effects in other countries.>5!

The transferability of aspects of Ko-

51 A question arose whether or not the world
could (or would) absorb the exports of all develop-
ing countries were they to achieve rates of growth
equal to those of Korea and Taiwan. See William
Cline (1982) and the comment by Ranis (1985).

rea and Taiwan’s policy packages, other
than encouraging exports, was less
clear. Dani Rodrik (in Jere Behrman
and T. N. Srinivasan, Vol 3B, 1995),
Alice Amsden (1987 and 1989), Larry
Westphal (1990), Howard Pack and
Westphal (1986), and John Helliwell
(1992) review the disputes with many
additional citations. Two points stand
out. The policy instruments used in Ko-
rea and Taiwan have been generally the
same as those used in other developing
countries—import quotas and licenses,
export subsidies, public ownership, tax
holidays.52 The second point follows:
the main difference seems to be the
manner of implementation and monitor-
ing, rather than the policies themselves.
Effectiveness of application seemed to
be such that they worked well in some
countries, and not in others. The World
Bank (1993) recognizes this point, and
concludes from it that other countries
therefore should rely primarily on the
market.53 The basic conclusion of this
volume (and numerous others) was that
government activity that interfered with
the market should be abandoned.

The third issue refers to the role of
government more generally. The signifi-
cant role of government in development
in Taiwan and Korea since the 1950s
was emphasized in a number of early
studies. (See Charles R. Frank et al.
1975; Westphal 1978; and Leroy Jones
and Il Sakong 1980). Even so, the pro-
fession at large seemed reluctant to
acknowledge such a role. Why did it
take western economists so long to ap-

52 Ann Harrison (1991) surveys a great number
of regressions involving growth and openness
(measured in a variety of ways) and finds that
country dummies are generally significant over
time even after accounting for policies, labor, edu-
cation, etc.

53 The Bank’s position seems to be that if the
government withdraws from economic activity, a
well-functioning market will emerge more or less
automatically.
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preciate the governments’ roles? Two
reasons stand out. First, the rise of
rent-seeking and the New Political
Economy made it difficult for western
economists to see the complex way in
which these governments did intervene
in a way that facilitated the achieve-
ment of development objectives rather
than penalizing them.54 Little’s state-
ment (in Galenson, ed. 1979, p. 480)
seemed to reflect a common view:
“apart from the creation of [these neo-
classical conditions] it is hard to find
any good explanation for the sustained
industrial ‘boom’ in Taiwan.”

The second reason refers to the na-
ture of the role of government in the
two countries. The idea that the Tai-
wanese and Korean governments simply
corrected market failures of the text-
book sort is quite inadequate. The gov-
ernment and the private sector are
more intertwined, more intermeshed
than fits well with western textbook
analysis. In particular, it was difficult to
appreciate how government could en-
force the discipline and induce the ef-
fort in private sector firms that is usu-
ally assumed to be the consequence of
competitive markets. Imports did not
offer competition, but discipline was af-
forded by the state. Such conventional
terms as mixed economy or neoclassical
synthesis do not capture the basic fea-
tures of the role that the government
has played in these countries. The form
of the intermeshing has its roots deep
in institutional and historical argument
that also fits poorly into conventional
formulations. Michio Morishima (1982),
Shigeto Tsuru (1993), Tessa Morris-
Suzuki (1989), and Christopher Howe

54Ya-Hwei Yang (in Ito and Krueger 1993) pro-
vides some empirical evidence that the prefer-
ential policy for strategic industries has not signifi-
cantly improved the investment, financial
situation, and operational performance of firms in
Taiwan in the early 1980s. Yang is careful to em-
phasize the limitations of the study.

(1996) are especially helpful in defining
the role of the state in Japan.

There is another more positive aspect
of the government role in development.
Ranis (in African Development 1991,
pp. 128-29) emphasizes that “what hap-
pened in Taiwan was not Mandarins sit-
ting around saying this is what we have
to do now. There was a lot of bumbling
and stumbling and going back and
forth.” Morishima (1982, p. 71) states
that in Japan “there was never an accu-
rate blueprint for the Meiji Revolution;
the revolutionaries learnt what the
issues and solutions were by repeating
the process of trial and error and
approached the correct ones step by
step.” Pack and Westphal (1986, p. 99)
emphasize the flexibility and respon-
siveness with which Korean decision
makers approached their tasks; decision
making *“has generally been able to
elicit, digest, and act on information un-
covered in the process of implementing
previous decisions.” When a policy
works, pursue it; when it fails, change
it. That a government makes mistakes is
inevitable. That it does not learn from
those mistakes means that it needs to
find ways to learn. Government learn-
ing, not government minimizing, is the
object.55

A detailed comparison of Korea and
Taiwan with other developing countries
is not appropriate here, but a few obser-
vations may identify some key differ-
ences. At the outset of India’s indepen-
dence, its bureaucracy was firmly in
place and strongly based on its British
heritage. The government was run by a
well-established party “imbued with

55 Gustav Ranis (in William Beranik Jr. and Ra-
nis 1978, pp. 15 ff) cites evidence from several
sources that the Meiji government made substan-
tial mistakes in its early attempts to imitate West-
ern-style agriculture and manufacturing technolo-
gies. Turnkey projects in the public sector also
proved largely failures. See Kuame Jomo (1994)
for further elaboration.
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Gandhian austerity and devotion to the
cause of a united and prosperous India”
(Vijay Joshi and lan Little 1994, p. 8).
Nehru was a Fabian socialist with deep
links to British ideas, institutions, and
ethos, all quite alien to the real India,
the India of villages, of illiteracy, of
castes, of hopelessness. He thus had a
strong suspicion of markets and foreign
trade, and great confidence in the abil-
ity of an elite to plan and govern. Stum-
bling and bumbling in search of the
right strategy was not an approach that
made sense to Nehru and his elite bu-
reaucracy because they knew the right
answers from the outset of indepen-
dence.

In Africa, states were just beginning
to be states, and there was little or no
heritage of producing, marketing, or
technological learning, and essentially
none of economic management and pol-
icy making. In Latin America there was
a heavy dose of foreign capital, and a
domestic economic organization domi-
nated by a powerful landowning class
that shaped national policy to a signifi-
cant degree. It is easy to appreciate the
great appeal of structuralism there.

There were thus huge differences be-
tween Korea, Taiwan, and Japan, and
the rest of the developing world in the
years 1950-70 with respect to a great
variety of characteristics with implica-
tions for the kind of policies that could
be implemented, or even perceived,
and that would be effective. That a sin-
gle policy package would fit all the
countries is unlikely—except that of
learning from one’s mistakes.

7. The New Orthodoxy: Outward
Orientation and Minimal Government

The lessons learned from the import
substitution experience and from the
stories of Taiwan and Korea pointed to
a new strategy. The central notions

were a return of confidence in the
market combined with a strong com-
mitment to exporting nontraditional
products and to liberalizing imports.
Emphasis was placed on elimination of
price distortions, recognition of the
power of comparative advantage, priva-
tization of virtually all public firms,
acceptance—even encouragement—of
private foreign investment, mainte-
nance of price level and balance of pay-
ments stability, and becoming interna-
tionally competitive. The view that an
effective market mechanism would ap-
pear if the government simply removed
itself from the economy was implicit in
many formulations even though evi-
dence to support the view was rarely of-
fered.

Some of the learning, however, was
not included in the new orthodoxy. Rec-
ognition of the deep-seated difficulties
of the international transfer of technical
and other knowledge and of the funda-
mental role of searching and learning
by firms and governments, of a neces-
sary role for agriculture, of the role of
initial conditions and hence of history
and institutions, and of the fact that ef-
fective implementation of policies is as
important as the choice of policies—
these are all missing. Ideas of economic
independence (including ambivalence
toward foreign direct investment) to ac-
company political independence, so im-
portant in the import substitution ap-
proach, are given no attention by the
new orthodoxy.

Along with the World Bank, the In-
ternational Monetary Fund and the
United States Agency for International
Development became strong advocates
of outward orientation. The influential
weekly, The Economist, pushed (and
pushes) hard for the approach, as do a
significant number of university and
think tank figures. It is much less clear
how committed the government policy
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TABLE 2
GROWTH RATES AFTER 1970

GDP Agriculture
1970-81 1980-90 1990-94 1970-81 1980-90 1990-94
Low-Income Countries 45 5.8 6.2 2.3 35 2.8
Excluding India and China 3.6 29 14 2.3 2.0 15
Middle-Income Countries 5.6 2.2 2 3.0 9
Lower Middle 5.6 2.2 -2.3 3.2
Upper Middle 5.6 2.2 34 2.6 25 9
Industry Merchandise Exports
1970-81 1980-90 1990-94 1970-81 1980-90 1990-94
Low-Income Countries 3.6 7.4 114 -7 5.7 9.1
Excluding India and China 3.2 2.7 -7 -8 1.0 2.6
Middle-Income Countries 6.8 1.3 4.1 35 7.0
Lower Middle 74 3.0
Upper Middle 45 2.1 2.6 7.0 35 7.8

Sources: 1970/81 World Development Report, 1983.

1980/90 and 1990/94 World Development Report, 1996.

makers in developing countries were
(and are) to the new ideas. Leaders are
hesitant to reduce their chances of re-
ceiving aid from international agencies,
but there is considerable evidence that
many leaders find outwardness argu-
ments unconvincing, and drag their feet
when urged to implement opening and
liberalizing policies.®® This state of af-
fairs has led to outward orientation be-
ing identified as the “Washington Con-
sensus,” suggesting a position held in
Washington D.C., but much less so
elsewhere—except here and there.

7.1. The Development of the Washington
Consensus

By the 1970s the distortions and anti-
export biases were beginning to have an
effect, yet growth rates on the average

56 Some older policy makers recall being di-
rected to develop a formal plan in order to qualify
for assistance and subsequently being directed to
rely on the market to qualify.

held up reasonably well in this decade.
Merchandise exports for low-income
countries, an exception, did decline
sharply in this decade relative to the
1960s. Table 2 shows the well-known
fact that many countries suffered sharp
declines in rates of growth and even in
their levels of income during the 1980s.
A number of factors contributed to
these unfortunate circumstances. The
second oil price increase, the ensuing
debt crisis in many countries, and the
recession and high interest rates in the
United States all had adverse effects on
most developing countries, especially
the lowest-income ones. The latter
countries—minus China and India—av-
eraged 2.9 percent annual growth in the
1980s compared to 3.6 in the previous
decade, and growth rates in the middle-
income countries fell by over 50 per-
cent. Agriculture and industry growth
rates also fell sharply, while exports for
the low-income group picked up a bit.
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This general picture continued into the
1990s.

There were, however, important and
illuminating exceptions. China and In-
dia, long committed to a severe form of
import substitution, achieved sharp in-
creases in their growth rates of GDP,
agriculture, industry, and exports. Both
countries put in place a number of poli-
cies that significantly opened their
economies in the late 1970s and early
1980s. Chile and Turkey also opened
significantly in the 1970s and 1980s,
and manufacturing exports and GDP (to
a lesser extent) in both countries re-
sponded. Other countries that did little
toward opening up did less well. The
lvory Coast, Kenya, Nigeria and other
African countries, and Latin America
(save Chile) showed sharply reduced
rates of growth in almost all aspects of
their economies. The Korean govern-
ment’s experiment with heavy chemi-
cals and industry—and its subsequent
backing away—also suggested to many
the advantages of a market driven, open
economy.>” There was the emergence
of Malaysia and Thailand as newly in-
dustrialized countries, and their great
success seemed to be a consequence of
their openness, especially their unquali-
fied acceptance of foreign direct invest-
ment. The success in these two coun-
tries, and in Korea and Taiwan, in
meeting employment and poverty alle-
viation objectives added further support
for the effectiveness of the new ortho-
doxy. Arguments were offered that the
open economies rode the oil price in-
creases and other international disloca-
tions more effectively than did the
countries dominated by the import sub-
stitution approach.

57 Korea's experience with heavy chemicals and
industry is open to much dispute. See Joseph
Stern et al. (1995) for a general review, and the
contributions of Rodrik and Wade in Fishlow et al.
(1994) for more specific questions and discussion.

During the 1980s, the outward orien-
tation arguments became more unquali-
fied and less hesitant compared to ear-
lier, more cautious statements. The
World Development Report of 1987 was
especially fervent and aggressive in de-
fending outwardness and in condemn-
ing import substitution, while the 1991
report was only a bit less so. The 1987
report, for example, classified 41 coun-
tries into strongly and moderately out-
ward oriented and strongly and moder-
ately inward oriented. There were only
three countries—Korea, Singapore, and
Hong Kong—classified as strongly out-
ward oriented. (Taiwan was not in-
cluded in the 4l1-country sample.) In
these three countries, real manufactur-
ing value added averaged 15.6 percent
growth from 1963 to 1973. Moderately
inward and moderately outward ori-
ented each averaged 9.5 percent and
strongly inward, 5.3. The rates for the
years 1973 to 1985 were all lower, but
showed similar differences among the
categories of countries. The implication
that (presumably) the Bank wished to
convey was that if a country shifted into
the strongly outward-oriented category,
it too would achieve manufactures and
other growth rates similar to those of
Korea, Singapore, and Hong Kong.58

A large number of books and articles
with carefully constructed and empiri-
cally supported arguments appeared to
show that outwardness produced unam-
biguously superior economic perfor-
mance to its counterpart.>® The World

58 This exercise by the World Bank has been
criticized often, but the evidence and accompany-
ing arguments have been widely cited.

591n Ito and Krueger (1995, p. 24), Krueger
writes that “having agreed that outward orienta-
tion is a necessary condition for economic growth,
analysts have then considered the extent to which
it was sufficient.” Krueger adds immediately that
it was not sufficient and that a “high rate of in-
vestment, provision of infrastructure, a well-
functioning labor market, and the overall policy
framework conducive to efficient production were
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Bank’s East Asian Miracle (World Bank
1993) may be looked upon as a culmi-
nating statement of the great power of
an outward-looking approach to gener-
ate and maintain growth. Many ob-
servers, and the World Bank as an insti-
tution, became convinced that exporting
and minimal government explained the
successes of Taiwan and Korea and then
those of Malaysia and Thailand, and
that such a strategy would perform the
same “miracle” for all other developing
countries.50 These later writings placed
heavier emphasis than did earlier litera-
ture on exporting as the great source of
dynamism, and “export led growth” be-
came a key phrase. The problem with
import substitution seemed now to be
less with distortions as such than that it
created biases against exporting. This
shift of emphasis away from the costs of
distortions to the gains from exports be-
gan in the mid-1970s. See for example
Balassa’s contribution in Balassa and
Associates (1982) and Westphal (1978,
1990). The shift seemed to be a re-
sponse to overwhelming evidence that
Korea and Taiwan pursued policies that
had significant distorting effects (in the
conventional sense), but had achieved
remarkable rates of growth of exports,
as well as employment, distribution,
poverty alleviation, and other objectives
that Washington economists empha-
sized.

clearly major contributing factors.” That anyone
could think that outward orientation was a suffi-
cient condition is puzzling, and once the other
items are added to the list, the role of outwardness
becomes very blurred.

60 The East Asian Miracle also emphasized the
role of human capital in the East Asian success
stories. As already noted, this volume agreed that
the governments of the various East Asian coun-
tries played important roles, but recommended
against significant government intervention in
other developing countries. Extended reviews of
The East Asian Miracle by several authors are Al-
bert Fishlow et al. (1994), Amsden, ed. (1994),
and Ranis (1995).

7.2. Problems with the New Orthodoxy

A literature of doubt and questioning
of the New Orthodoxy gained strength
from the mid-1980s. This literature is
rarely a defense of import substitution
as originally practiced. Rather, it is a
critical evaluation of the arguments of
the outward-oriented approach and of
the analyses of what had actually taken
place in Korea, Taiwan, and other suc-
cessful countries. Almost all compo-
nents of the outward-looking package
are under attack.

The Role of Exporting. There is gen-
eral agreement that nontraditional ex-
ports have numerous advantages, and
few observers recommend policies that
dampen inducements to export.81 The
more complex issue is to understand the
way in which exporting and domestic
learning interact. Studies of knowledge
accumulation—especially the ideas of
tacit knowledge, on-the-job learning,
learning by doing and by using—com-
bined with studies of technological
change in individual firms and indus-
tries offer strong evidence that simply
exporting is not sufficient to result in or
to substitute for the creation of a strong
indigenous learning process. 62

61 Rodrik (in Fishlow et al. 1994) speaks of “ex-
port fetishism,” and argues strongly that the World
Bank’s The East Asian Miracle fails to make a con-
vincing case that exporting has played as strategic
a role in East Asian development as the study
claims.

62 There is a great literature on these matters.
Howard Pack (in Chenery and Srinivasan, Vol. 1,
1986) and Evenson and Westphal (in Behrman
and Srinivasan, Vol. 3A, 1995) are excellent sur-
veys with many references.

There are several empirical studies that show
that total factor productivity (TFP) growth in
Korea, Taiwan, and Singapore has not been higher
or even as high as in other developing countries.
See Alwyn Young (1995) and Yuan Tsao (1985) as
examples. Estimates of TFP growth are open to
many doubts, and other investigators, Pack in
Helleiner, ed. (1992) and World Bank (1993) show
much higher rates for Taiwan and Korea. More
fundamentally, the rapid rates of growth of capital
required the accumulation and use of much new
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An idea, implicit in many outward-
oriented arguments, is that firms in a
developing country can “leapfrog” from
a technology vintage that is well within
the technology frontier to one that is on
the frontier, and thereby become imme-
diately internationally competitive, so
that conventional Heckscher-Ohlin ar-
guments apply. The evidence against
such an argument is strong. After de-
tailed studies of numerous manufactur-
ing activities in South Korea, Taiwan,
Hong Kong, and Singapore, Michael
Hobday (1995, p. 200) concludes that
“TNCs [transnational corporations] and
local East Asian firms engaged in a
painstaking and cumulative process of
technological learning: a hard slog,
rather than a leapfrog.”63 The achieve-
ment of the hard slog in turn requires
consideration of more fundamental as-
pects of a society—entrepreneurship,
institutions, values, social incentives,
commitment to growth, and a variety of
other factors that define a society.
These characteristics vary hugely among
the countries of the developing world.

Similarly, the basic question about
the contribution of TNCs to the sus-
tained, independent growth of their
host countries is the extent to which
their presence contributes to the in-

knowledge. Firms do not move along a well-
established isoquant as the capital-labor ratio
rises. They must find their way by developing and
applying new knowledge that enables the full ex-
ploitation of the new resources. Whether TFP
growth took place is one thing, whether learning
and knowledge accumulation did is another. The
latter must have occurred in the East Asian coun-
tries. See Richard Nelson and Pack (1996) for
further development of this point.

63 Hobday’s study illuminates well the link be-
tween exporting and domestic learning capacity.
There are numerous other studies: Rodrik (in
Fishlow et al. 1994, and Helleiner 1992), Sanjaya
Lall (1984), Amsden (1989), Wade (1990), and
others. There are many different nuances and in-
sights among these authors, but the underlying
theme in all of them is the importance of domestic
learning and knowledge accumulation.

digenous learning efforts of national
firms. Several observers (e.g., Morris—
Suzuki in Shojiro Tokunaga ed. 1992)
emphasize that the dependence on for-
eign investment in Malaysia and Thai-
land over the last decade or so has re-
sulted in favorable growth rates, but
question whether this foreign invest-
ment is leading to strong indigenous
learning capacity by national firms. For-
eign investment with few technological
and other spillovers onto national pro-
ducers may help short-run problems,
especially unemployment, while creat-
ing longer run, more intractable ones.
(See Kunio Yoshihara 1988, and Lall
1984 and 1996, for examples and fur-
ther discussion.) The basic objective is
not to attract foreign investment as
such, but to create an internal social
and economic environment within which
the national knowledge-accumulating
process profits from the presence of
foreign firms.64

Importing. These issues have direct
relevance for import policies. The
Washington Consensus seems to oppose
(arguments are not always completely
clear and there are differences among
advocates) any import controls or other
forms of protection. Reform packages
almost always include “import liberali-
zation” as a significant component. Pro-
tection under import substitution cre-
ated a great number of problems, but
once the leapfrog process is recognized
as not possible, then some form of pro-
tection for learning is necessary. Korea
and Taiwan (and Japan) have always had
numerous forms of protection that
(along with government influence) in-
duced learning. The major policy issue

64 The differences between development in Ko-
rea and Taiwan and that in Malaysia and Thailand
are especially revealing of the issues reviewed
here. In addition to the citations in the text, see
Danny M. Leipziger, ed. (1997) and Bruton et al.
(1992).
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then is to design protection measures
that induce learning rather than the
easy life.65

Right Prices. To define right prices in
a context where learning and produc-
tivity growth are the basic objectives
(rather than the allocation of given re-
sources with given technology) requires
new considerations (Helleiner 1995;
Stiglitz 1987; Chenery and Srinivasan
1988 Vol. 1; and Amsden 1989). Espe-
cially important are the exchange rate
and the wage rate. The overvalued ex-
change rate is condemned, but the most
frequently identified alternative is a
“realistic” exchange rate. In the pres-
ence of large-scale capital movements,
worker remittances, Dutch disease, and
productivity growth, an exchange rate
that simply protects the balance of pay-
ments is almost certainly wrong from
the standpoint of more fundamental ob-
jectives.86 Similar difficulties arise with
respect to wage rates where factors
such as labor migration, international
capital movements, and institutional
pressures complicate the task of finding
the right wage rate.57

Employment and Poverty Alleviation.
Studies of the effect of openness on em-
ployment and poverty alleviation, once
it is fully established, are less available.
The evidence that Korea and Taiwan
have been highly successful in these re-

65 Staffan Linder (1961) argues that a country
cannot export new products successfully until it
has produced them for the home market. This ar-
gument, frequently found in the literature, is still
generally applicable, although there are excep-
tions, especially where TNCs are involved. Firms
must produce before they can export, and they
have to learn to produce.

66 The exchange rate may be used as an instru-
ment of protection and export promotion. Max
Corden (1985) argues that Japan did this after
1953. See Bruton (1997, ch. 8) for more discussion
of the advantages of an “undervalued” exchange
rate.

67 Freeman (1993) is a valuable discussion of
wage issues and their relevance to development
strategy.

gards, largely because productive em-
ployment has grown so strongly, is
widely accepted. This success, for rea-
sons examined above, is often explained
by their initial conditions—long com-
mitment to education, social cohesion,
capacity to learn in general and espe-
cially to adapt imported technologies to
local conditions, and a strong govern-
ment pushing economic growth. Other
countries with different conditions are
expected to face different hurdles in
solving these problems in an open econ-
omy. The transition to an open economy
has also proved costly in terms of em-
ployment and poverty relief in several
countries.68

The Role of Government. “Minimal
government” and “market friendly” are
not illuminating notions. Similarly,
“rent seeking” is much more complex
than the Washington Consensus im-
plies. (See, for example, John Toye
1987, and Paul Mosely et al. 1991). The
role that government can play de-
pends—more than is the case for most
issues—on the institutions, the history,
and the culture of the community. That
some governments are deadly, that
many are inept and uncaring is widely
recognized, but there is much that only
a government can do. So learning is as
crucial a notion for governments as it is
for firms and households. The question
is how can a government learn, not how
can it be minimized.5® One specific
role for government is the design and
implementation of an effective agricul-
ture policy. A strongly performing agri-
culture sector is essential, and there are
few examples of success stories in agri-

68 See, for example, Hans Singer and Sumit
Roy (1993), Kunibert Raffer and Singer (1996),
Giovanni Cornia et al. (1987), Morrison (1994), and
earlier discussions in Paul Streeten (1973).

69 The World Development Report for 1997
treats the role of government in detail, and in a
much more cautious and probing way than its pre-
vious reports have done.
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culture that do not involve a strong role
for the government.

These theoretical complexities have
added to the problems for empirical re-
search. A review of the empirical work
relevant to the role of trade orientation
and growth is not part of the present
effort. There are many such surveys. In
addition to Sebastian Edward’s JEL sur-
vey (Edwards 1993), papers by Levine
and Renelt (1992), Levine and Zervos
(1993), Harrison (1991), Rodrik (in
Behrman and Srinivasan Vol. 3B, 1995),
Pack (in Chenery and Srinivasan Vol. 1,
1988), Tybout (1992), Havrylyshyn
(1990), and Helliwell (in Pasinetti and
Solow, eds. 1994) are especially helpful
in surveying the existing empirical
work.70 The final paragraph in Edwards
(1993, p. 1390) is, in my view, a legiti-
mate evaluation of the state of play with
respect to empirical work on exports
and distortions and economic perfor-
mance. Edwards argues that economists
often ask too much of the available
data, and try to extract information that
simply is not there. He argues that
cross-country aggregate data sets have
little information about trade policy and
growth. Cross-country regressions on
aggregate data cannot reveal much
about historical factors at work nor
about the microeconomics of innova-
tion, trade, and growth. Studies of his-
torical episodes look more promising,
and there, as noted, the role of trade
seems less strategic and less powerful.7!
Finally, one may note that empirical
work has not been able to solve the di-

70 Levine and Zervos (1993) is valuable because
it is a good clear statement of the dangers of using
cross-country regressions as if they met the neces-
sary assumptions of formal statistical and econo-
metric theory.

711 think it is fair to say that those who are con-
vinced of the power of the outward-oriented strat-
egy find the empirical evidence more convincing
than indicated in the text. This is not meant to be
unkind, but simply to reflect the inadequacy of
both theory and measurement on the subject.

rection of causation question: Does
growth cause exports or do exports
cause growth?

8. Conclusion

It remains correct to say that outward
orientation is still urged strongly on all
developing countries by powerful insti-
tutions and well-placed individuals.
Why? One may speak of an easy stage of
outward orientation as well as of import
substitution. In an economy in which
there are great price distortions, under-
utilized capacity, rampant inflation, and
large balance of payment problems, cor-
recting these problems may well pro-
duce quick increases in output and
measured factor productivity. Such an
easy stage can continue for some time,
especially if world trade is booming.
But what happens after this easy stage
of outward-orientation reform has ex-
hausted its momentum, and something
more fundamental has to come into
play? What is it that is more fundamen-
tal?72 If, in all countries, distortions are
eliminated—if all prices are right—the
government’s role is minimal, no infla-
tion exists anywhere, saving and invest-
ment are at least 15 percent of GDP,
and world trade is booming, would all
countries grow at the same rate as Ko-
rea and Taiwan have in recent decades?
The answer surely must be no.”3

72 The following statement from Krueger (1995,
p. 13) is of interest: “It was not until the 1980s
that experience was to demonstrate that the prob-
lems confronting developing countries were fun-
damentally more deep-seated than that of stop-go
cycles and that foreign exchange shortage was
more a symptom than a cause of the problem.”
Krueger, one of the strongest proponents of out-
ward orientation, does not expand on what she
means by “fundamentally more deep-seated.” Lan-
des (1990) and Olson (1996) probe more deeply in
search of the more fundamental source of success
and failure.

731t is doubtful that many people would argue
that all countries would grow as fast as Korea and
Taiwan. At the same time, there is, in much of the
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This second question leads to a more
general question: Why did per capita
GDP not begin to grow in Latin Amer-
ica, Africa, and Asia 150 years ago when
it began to grow in Western Europe,
Northern America, and Australia? Or
why did economy-wide growth not take
hold in periods of commodity booms in
presently less-developed countries? So
far as | know, no one explains these fail-
ures in terms of import substitution.4

Import substitution and outward ori-
entation offered easy solutions to the
development problems. Import substi-
tution as implemented failed, and the
justifications for outward orientation (as
usually presented) are being increas-
ingly undermined.’”> The findings re-
viewed in this paper suggest strongly
that no quick and easy fixes to develop-
ment problems are available. To accept
learning and knowledge accumulation
both as the bottom line of growth and
as having roots deep in the ethos and
history of a society requires that expla-
nation and policy prescription probe
these precincts that are so alien to
mainstream thinking. This is the great
message of the histories of technical
knowledge accumulation and of the sto-
ries of the failures of import substitu-
tion and outward orientation reported
herein.

literature, strong criticism of countries that have
not grown as fast as these two countries. Such a
position tends to defeat efforts to understand ex-
actly what makes a particular economy grow.

74There are many arguments of course as to
why the rest of the world did not begin to grow
when the West did, but an import substitution pol-
icy does not seem to be one of them. As noted
earlier growth picked up in almost all countries
during the heyday of import substitution.

75 Robert Solow (in Fuhrer and Little 1996,
p. 298) quotes Charles Schultz as saying that there
was nothing wrong with supply-side economics
that dividing by 10 could not cure. A similar obser-
vation holds with respect to any simple once-and-
for-all solution of the development problem—
except here one should probably divide by 25.
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