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Introduction 

 With the dawn of decolonization in Africa, Asia and the Middle East, the mask of Empire 

peeled off the developing world, as many colonies were exposed as lands ravaged by religious or 

ethnic conflict, high unemployment, or extreme income inequalities.  After years of colonialism, 

the task of creating commercial farms, manufacturing industries and modern services largely 

remained to be accomplished. 

The role in the development of the Third World by the First American Empire (1945-

1979) was mixed.  The Cold War burned.  Apart from the Green Revolution, capital flowed from 

the US to the richest developing countries, but this amounted to only a small trickle. 

Nevertheless, the United States in this period, unlike in the period after 1980, did the developing 

world a great favor.  It left it alone -- a new form of ‘laissez-faire’.  To create modern factories 

and skilled employment, it allowed the developing world to use unorthodox economic policies 

rather than force it to embrace the laissez-faire of free markets, as the Second American Empire 

did (1979-present).  Some Third World countries showed spectacular success in building the 

manufacturing skills that supported high-wage employment.  Others lost their way, and left 
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millions of people disappointed and desolate, a hotbed for corruption and political unrest.  

Countries that acquired manufacturing experience after World War II, many located in North 

Africa and the Middle East, were left in the lurch by the loss of flexibility in policymaking that 

bogged down the Second American Empire. 

 

Present at the Creation 

 The huge task of economic development fell on the shoulders of Third World nationals.  

The initiative to move from underdevelopment to development was not taken by multinational 

firms, or international banks, or US technical assistants, or the US State Department, no matter 

how much each portrayed itself retrospectively as a catalyst.  Whatever role these foreign agents 

ultimately played, whatever influence the Bretton Woods institutions eventually had, they were 

not the first risk takers (lending to the Third World by the World Bank was anemic until at least 

15 years after the end of World War II).  Nor were the bush whackers that cleared the path for 

development former collaborators of colonial rulers -- traditional tribal chiefs or clerics, 

plantation managers, or import-export merchants.  Traders -- called ‘indentors’ or ‘compradores’ 

in Chinese -- preferred earning profits from importing rather than from investing locally in risky 

new ventures; they were opponents of industrialization.  Instead, the movers and shakers, the 

new, foreign- educated cadre of risk takers, public and private, were the military men and 
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business managers, the teachers, the distributors, the technocrats, and other professionals who 

despised colonialism but who were often Western in outlook or conversant with Western ways.   

Leaving the Free Market Model Behind 

The Third World rejected the revered development model of rich countries because it did 

not have their technological capabilities to compete in world markets.  Without knowledge to 

produce efficiently, to expand at low cost, and to invent new products, the law of comparative 

advantage was violated. The low wages of the Third World were easily out-maneuvered by the 

technology and marketing finesse of the First World. 

Europe and the US both christened a tight marriage between new technology and free 

markets, a happy relationship for over two centuries.  Market forces provided incentives for the 

development of new products and processes, sometimes epochal.  In turn, innovations led to 

market power, earning the finance for further innovation.  In sharp contrast, no matter how free 

their markets, the Third World originally had no state-of-the art innovations, minor or major, 

labor-intensive or capital-intensive.  Free markets simply meant deadly competition from 

experienced foreign firms, before local enterprises had enough oxygen to compete at 

international prices.  The thirteen American colonies prospered partly because their gap with 

England in technological capabilities and organizational skills was small.  As Adam Smith 

stated:  ‘The Colony of a civilized nation which takes possession either of a waste country, or of 
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one so thinly inhabited, that the natives easily give place to the new settlers, advances more 

rapidly to wealth and greatness than any other human society.’1 

The presence or absence of commercial and technological knowledge determined the 

difference in policy between early and late industrializers.  One relished the free market, the 

other was ravaged by it. 

Even in the most labor-intensive manufacturing industries, low wages were no match 

against the know-how of advanced countries, limiting the applicability of Ricardo’s famous 

‘comparative advantage’ thesis.  As the prestigious Pearson Commission observed in its study of 

the Third World in the 1960s:  ‘the American (and European) market is one in which the less-

developed countries’ price advantage alone is usually not sufficient without detailed knowledge.’  

Ricardo himself did not assume that all firms in an industry have equal knowledge, but later 

interpretations of his work did.  This false assumption turned out to be dogmatic and dangerous 

for actual policy making.  At market prices, many poor countries had no comparative advantage 

at all. 

Korea and Taiwan, now among the world’s top ten exporters, could at first only export 

manufactures of plywood and wigs of human hair.  Despite the pittance earned by their female 

workers, despite martial law and repression of trade unions, despite US aid for new equipment, 

despite two of the Third World’s best education systems and physical infrastructures, Korea and 
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Taiwan could still not compete in the 1960s against the mighty Japanese textile industry at 

market prices and production costs.  Thus began their adventures with industrial policy and 

government economic intervention in order to help private firms build the assets they needed to 

complement their rock-bottom labor costs.  Textile companies required better machinery, more 

experience in mixing raw cotton and setting the speeds and feeds of equipment, maintaining old 

equipment, and switching rapidly to manufacture the types of yarns and fabrics that came into 

vogue in different parts of the world.  Without these skills and market information, which took 

more time and money to acquire than most private entrepreneurs could raise, Korea’s and 

Taiwan’s low wages could not match Japan’s high productivity.  Without an industrial policy to 

overwrite free trade theory, these countries were doomed to export products with the lowest 

skills. 

Developed countries often remained number one in labor-intensive industries, long after 

their comparative advantage in low wages had disappeared.  Their skills, their protective tariffs, 

their high-end consumer tastes, and their migrant labor kept them in business.  Table 2 shows the 

market shares in the 1990s of developed and developing countries in garments and textiles, two 

of the most labor-intensive industries since the First Industrial Revolution.  These industries are 

naturals for developing countries, but the market share of developed countries is still high.   
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 Thus, the life-and-death challenge of late industrializers was to exploit their wage 

advantage and learn marketable skills, moving up the ladder of comparative advantage from 

low-tech, mid-tech (industries like steel, cement, chemicals, rubber, glass, shipbuilding, 

machinery, and automobiles), to high-tech.  Despite the diversity of developing countries, they 

shared this common compulsion to learn, which led to similar policies and organizations.  

Starting with Japan, the same seed grew in different flowerpots.  Depending on the country, 

however, the flowers were more or less hardy.  Some blooms perished at birth.  Some were 

stronger and sweeter than others. 

What, then, was the nature of the Third World’s unorthodox system that enabled it to 

create skilled industries?  Why were some countries far better at exploiting this system than 

others? How did the system work at all, given what critics later obsessed as the inevitable 

corruption and inefficiencies of government economic intervention? 

The System 

With their nationalist rhetoric and visions of wealth, the great leaders of colonial 

independence movements inspired hundreds of millions of poor people to sacrifice and save in 

the name of development.  But late development was arguably less a product of charismatic 

leaders than of capable civil servants, managers and efficient bureaucracies, public and private, 

all entangled in the ‘developmental state’. 
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Third World countries created their developmental institutions at roughly the same time.  

The ‘winds of change’ that blew away imperialism (in the words of Britain’s last colonial Prime 

Minister, Harold Macmillan), were buffeting the whole developing world.  Independence, 

nationalism, socialism, Keynesianism, and economic development were all in the air, in the 

newspapers, and in people’s minds.   

Alongside this euphoria, something sinister was shaking the Third World’s economic 

scaffolding, and the response mechanisms of the free market were not doing enough to fix it.  

Countries everywhere began to suffer from a balance of payments deficit.  The motive in late 

industrialization behind government intervention thus became ‘necessitarian’ -- governments 

intervened out of necessity, to solve one or another problem, and to exploit one or another 

opportunities that private domestic firms were too weak to exploit. To be sure, governments also 

intervened to enrich themselves and their friends.  But if corruption were the main motive for 

government intervention in the 1950s and 1960s, then the timing of such intervention would 

have been different.  Instead of appearing everywhere at the same time, which the developmental 

state did, it would have appeared at different times in different places, because corruption itself 

wouldn’t arise everywhere simultaneously. 

Like clockwork, systems to promote skill-intensive industries were constructed in the late 

1950s or early 1960s.  In Thailand, for instance, a coup brought a general to power with pro-
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private business sympathies.  A Promotion of Industrial Investment Act in 1960 created a Board 

of Investment that quickly began strengthening manufacturing activity.  In Malaysia, a Pioneer 

Industry Ordinance of 1958 sparked industrial promotion that then intensified after race riots in 

1969.  In Indonesia, a new military government that came to power in 1966 under General 

Soeharto started the long road to industrialization using many institutions established by the 

deposed leftist president Sukarno.  In Mexico, the new presidency of Miguel Alemán made 

industrialization his only economic goal and along with a ‘new group’ of progressive 

industrialists, launched a vigorous plan to bolster manufacturing activity.  Even China, with the 

least tolerance for market forces and an entirely different political economy, intensified its 

attempts at industrialization in 1958 with a Great Leap Forward. 

Argentina was the sad exception -- nothing much progressed there organizationally in the 

late 50s or early 60s. Juan Peron’s corrupt banks and nepotistic public agencies, dating from the 

1940s or earlier, ‘crowded out’ the professionally managed developmental machinery that arose 

in other countries.  In the 1950s, the government of Arturo Frondizi adopted the American policy 

of welcoming foreign investment, but foreign investors never provided strong leadership for 

diversification.  As the bureaucratic machinery in other countries began to grind away, 

Argentina’s once-rich economy atrophied. 
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Although not nearly as industrialized as Argentina, the Philippines’ story is similar.  No 

developmental machinery was created, and the state’s role was among the smallest in the Third 

World (the US ruled from 1898 to 1946, and defeated communist insurgency in the early 1950s).  

The economics Nobel Laureate, Gunnar Myrdal, referred to the Philippines as a ‘soft state’.  Its 

bureaucracies were corrupt due to patronage, the wealthy evaded tax collection, and growth was 

feeble. 

Budget Busters 

After a short spending spree financed by the war, when wartime wind-falls in income, the 

Third World’s foreign exchange became extremely scarce. Solving this problem involved the 

government’s traditional macroeconomic ministries, especially the ministry of finance, as well as 

a new generation of bureaucracies related to industrial policy.  In 1950, the Third World’s dollar 

value of exports and imports was about equal.  By 1960, imports exceeded exports by over ten 

percent, with no obvious way to pay for the shortfall (Victorian Britain paid its own shortfall 

with invisible exports like financial services and insurance).  The traditional market remedy to 

balance of payments deficits was to let wages fall and thereby increase labor-intensive exports.  

But developmental states were in no position to cut wages.  They did something new, and some 

succeeded stupendously. 
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 In the absence of tariffs, a typical balance of payments’ buster was the family of air 

conditioners, TVs and sewing machines.  In the family of transportation equipment, payments 

deficits were worse.  To grow, countries needed trucks to move materials and buses to transport 

people.  Demand for cars was lively among the elite.  As imports of internal combustion engines 

climbed, the balance of payments was imperiled (especially if gas had to be imported as well). In 

desperation, governments tried to assemble locally imported ‘kits’ of automobile parts and 

components, but sometimes assembling the kits of a car or bus cost more than importing the 

finished product.   

As local demand sky-rocketed for the new, exciting consumer durables of the 1950s, 

deficits in the third world’s balance of payments worsened.   

There are two ways to reduce the foreign exchange gap: export more; or substitute 

domestic production for imports.  The latter, ‘import substitution industrialization (ISI)’, 

provided a roadmap to entrepreneurs of what products were in local demand.  Governments 

provided state-owned enterprises and private-owned enterprises (SOEs and POEs) with tariffs 

and cheap finance to make IS investments feasible.  Then they offered them other incentives to 

improve efficiency and improve product design. Import substitution increased output, saved 

foreign exchange and came to represent a prosperous era of industrial transformation in a newly 
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politically independent Third World.  It was during this Golden Age of import substitution that 

developing countries enjoyed the fastest growth rate in their history (see Table 1). 

Chapter 7, Table 1  
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The virtues of exporting over import substituting for the balance of payments were 

calculated by the great Enlightenment economists:  exporting respects the law of comparative 

advantage.  By manufacturing at free market prices those products that require inputs widely 
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available locally, efficiency and exporting are maximized.  Efficiency is NOT maximized and 

exporting is not possible with import substitution, because any import can be produced and sold 

locally if its tariff protection is high enough, and due to human nature, most tariffs never tend to 

fall.   

Agriculture and raw material processing were still considered the developing world’s 

comparative advantage at the end of the 1960s. Almost 90 percent of Third World exports 

derived from primary products.  In 75 percent of countries, these exports were concentrated in 

three crops.  If their price fell, a farmer’s livelihood plummeted.  Certainly agriculture in the 

early postwar years deserved more public spending than it got--farming, after all, is what most 

people did to survive.  But the developmental state rejected agriculture as the engine of export-

led growth.  Chile was the most successful country to target agriculture, exporting counter-

seasonally subsidized tropical fruits and vegetables to the US.  But Chile had a highly unequal 

income distribution due to the concentration of raw materials.  It also started the postwar period 

with a per capita income roughly twice that of Taiwan’s, an emerging manufacturer, but ended 

the century with a per capita income barely half that of Taiwan’s.  Manufacturing was at the 

heart of modern economic growth because it had the power to create new skills and pay higher 

wages. 
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Raul Prebisch, the Argentine who headed the United Nation’s regional office in Chile, 

was one of the fathers of import substitution theory.  He argued in the 1950s that there was a 

systematic tendency for the prices of many primary products to fall relative to those of 

manufactures, which benefited from intellectual property rights and new technologies that 

replaced natural resources with synthetics.  As incomes in developed countries rose, the demand 

for raw materials rose, but by less.  The deterioration in the ‘terms of trade’ was impoverishing.  

More raw material exports had to be given just to get the same amount of manufactured imports 

in exchange.  For his heterodoxy of attacking comparative advantage, Prebisch was ‘satanized’ 

by the American development establishment, as described by a former head of Peru’s central 

bank, Richard Webb.  But Prebisch was right, both in terms of the Third World’s long-run 

deterioration in the terms of trade and its disruptive short-run commodity price fluctuations.  

Even at the end of the century developing countries were acutely suffering from terms of trade 

losses.  The loss was about $5 billion a year from 1981-85, almost $55 billion a year from 1989-

91, to $350 billion for the period 1980-92.  The terms-of-trade loss was a major factor in the rise 

of these commodity exporters’ foreign debt, as they strove to maintain a minimum of essential 

imports.2  The burden of commodity price recession fell disproportionately on sub-Saharan 

Africa, the least able region to make structural adjustments. 
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Upward mobility inspired millions of youths to migrate from the countryside to the towns 

and drove the struggle for colonial independence.  The imperial idea that natural resources would 

forever be the engine of growth -- especially when they already accounted for nearly 90 percent 

of total exports -- was politically and economically disdained and discarded, especially since life 

as an agricultural worker was so difficult.  Right or wrong, hostility towards agro-led growth, 

and resentment towards comparative advantage, cleared the way for Third World 

industrialization. 

Much hotter as an engine of growth than exporting natural resources was the export of 

manufactures.  This was a real possibility in the 1960s at the lowest end (hand assembly of, say, 

integrated circuits).  By the 1970s exporting was starting in ‘mid-technology’ industries (such as 

automobiles. chemicals and shipbuilding).  Industrialization was really getting underway. 

But labor-intensive manufacturing had its own intellectual critics.  Whether in industrial 

estates or urban neighborhoods, labor-intensive exporting went hand-in-hand with low wages, 

unsafe working conditions, and dead end jobs, as foreign investors moved on to yet lower-wage 

locales.  Nevertheless, exporting labor-intensive manufactures gave a developing country an 

enormous boost.  Employment expanded, and everyone wanted a job.  Young women workers 

found new freedom away from their families, and to reduce labor turnover, companies producing 

labor-intensive products like textiles sometimes provided high school educations for their 
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employees.  Savings rose and foreign exchange became slightly more abundant.  Local managers 

in foreign plants got state-of-the-art experience.  In Taiwan, foreign-owned firms were a rarity by 

the 1990s, especially in electronics, but most top managers in the 2000s’ apprenticed with a 

foreign TV company in the 1960s.   

The mother of exporting labor-intensive manufactures to high wage countries was Japan, 

which also was a leader in import substitution.  When Japanese wages rose rapidly in the 1960s 

under Japan’s ‘growth-doubling’ plan, foreign firms fled, seeking cheaper labor in Japan’s 

backyard -- Korea, Taiwan, Hong Kong, Singapore, and later Thailand, Malaysia and Indonesia.  

To attract these escapees, East Asian countries created export processing zones -- companies 

locating in these zones could import all their inputs duty free so long as they exported all their 

output.  Washington played along, listening to the voices of America’s big foreign investors.  No 

tariffs were paid in the US on the share of an import accounted for by an American-made 

component or part.  Only the labor costs of foreign assembly got taxed.  By the 1960s, the sonic 

boom in out-sourcing from the US and importing from the Third World had begun. 

The problem with export was not exploitation, but not enough exploitation.  Because of 

intense competition for foreign investments, only a handful of Third World countries benefited 

from export-led growth.  Asia surpassed all others, owing to contacts with Japan and relatively 

reliable trans-Pacific transportation.  Asia also had good infrastructure and extremely low wages, 
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given its high population density.  Low wages made all the difference.  The manufacture of 

televisions, for example, was one of the first American industries to relocate overseas.  Producers 

like RCA assembled in Mexico, but wages were too high there, and they headed for Taiwan.   

Over time, more and more American, European and Japanese enterprises chased cheap 

labor, and moved their labor-intensive operations overseas.  But export-led growth lacked the 

punch it had when it was concentrated in only a few countries.  By the mid 1990s, production 

was spread over as many as 225 export processing zones in Asia and 41 in Latin America. 

Owing to an excess of suppliers, exporting low-end manufactures ceased being an engine of 

growth  

Exporting more skill-intensive products was a better bet, of course, but infinitely harder.  

Korea, for example, built a chemical plant in the 1960s to serve both the domestic and export 

markets.  During construction, the minimum efficient plant scale rose worldwide.  At great cost, 

Korea enlarged its capacity.  When it finally began exporting on the international market, 

existing firms in the chemical industry began dumping, driving down the price. Korea’s 

shipbuilding giant, part of the Hyundai group, was late delivering the first three ships it ever 

built.  This gave buyers the chance to cancel their contracts in a soft market.  Hyundai was thus 

stuck with a huge inventory.  So it diversified further, created a merchant marine company, 
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which then bought its own three ships.  What saved the day was the Korean government’s decree 

that all crude oil exported to Korea had to be carried in Korean-owned vessels. 

These are not the stories of export markets inciting private entrepreneurs along free trade 

lines.  These are more complicated stories of the developmental state at work, from building 

export processing zones to keeping an infant shipbuilder afloat.  Only one simple story tends to 

repeat itself:  behind the rise of every export was an earlier import substitution investment. 

Import Substitution 

 Developing countries with small domestic markets, many in Sub-Saharan Africa, 

achieved a light dusting of manufacturing industry in the 1960s and 1970s.  They produced beer, 

flour and other foodstuffs, building materials like bricks, steel tubes and cement, and 

miscellaneous manufactures like matches, metal boxes, and the assembly of consumer durables 

including cars.  But virtually all small countries failed to enter the orbit of modern world industry 

because they were so far behind the world technological frontier, in contrast to their North 

Atlantic peers one hundred years earlier, when small could be beautiful and markets could be 

free.   

Some of the North Atlantic's biggest firms in the nineteenth century emerged in the 

smallest countries.  They did so by innovating in industries with a high content of skilled labor, 

which were becoming a big part of world trade.  From these specializations came great 
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manufacturers in small countries.  No small Third World countries had skill endowments 

comparable to those of their forebears a century earlier, however, so most failed at both import 

substitution and export-led growth.  Many large countries succeeded at both (Brazil, Mexico, 

Turkey, India, Iran, China, Indonesia and Korea), but some failed (Argentina, Bangladesh, and 

Pakistan).  Country size is thus a poor predictor of success.  But it is noteworthy that import 

substitution operated in the developing world at all stages of industrialization -- early, middle 

and late -- and some small countries succeeded along the way. 

 An example of a low-tech transformation was Korea, which then moved up the ladder to 

the top.  To modernize its textile industry in the 1950s, Korea turned to import substitution 

behind the back of the American Security Empire, which was helping it buy textile machinery.  

Korea closed its markets to foreign exporters, including the most ferocious competitor of all, 

Japan.  It also prohibited Japanese textile companies from acquiring Korean textile companies.  

Then Korean firms set out to learn.  A major source of know-how was Korea’s textile machinery 

suppliers (British and Japanese).  Independent Japanese textile engineers -- either moon-lighters 

or retirees -- were hired as consultants.  The Korean government created a graduate engineering 

major in textiles at Seoul National University, which was modeled along the lines of Tokyo 

National University.  The government also pushed companies to export (tariff protection was 

made contingent on exporting), and with larger scale, textile companies diversified into the 
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manufacture of garments.  With integrated production, textiles and apparel became a huge 

employer.  It was a cradle for small- and medium-size Korean enterprises and earner of foreign 

exchange 

Automobiles, the big balance of payments buster, emerged early almost everywhere in 

the Third World by dint of import substitution.  One of the most frequently cited horror stories 

concerned Chile, a country with less than 10 million people in the 1960s.  Thanks to government 

incentives, Chile attracted around 20 automobile assemblers, each operating on an infinitesimally 

small scale.  The government considered restricting entry to only one or two firms, but did not 

know what criterion to use.  There was no weeding-out process by the market, leaving one or 

two players to compete, and soon Chile’s entire automobile industry collapsed.  Brazil was the 

first latecomer to impose ‘local content’ requirements on automobile assemblers, an import 

substitution policy designed to ease balance of payments constraints, create small- and medium-

size national companies, and strengthen technological skills.  ‘Assemblers had to meet an 

extremely ambitious domestic-content schedule to be eligible for the full range of financial 

subsidies.  Each year their vehicles had to contain an increased percentage of domestically 

purchased components.  By July 1, 1960, trucks and utility vehicles were to contain 90 percent 

domestic content and jeeps and cars, 95 percent....By offering the financial incentives for only a 

limited period, the plan would put laggardly entrants at a competitive disadvantage.’3 Generally, 
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by forcing final assemblers to buy parts locally, assemblers were given a strong incentive to 

make their local suppliers more efficient.  The whole local content process became an intense 

learning experience for small parts suppliers, which also became an important political ally of 

many governments. 

From Import Substitutes to Exports 

Whatever the stage of development, import substitution has tended to occur before 

exporting, according to country reports.4  Economists separated import substitution and export-

led growth analytically, as though they were bi-polar opposites, one bad, one good, but the two 

were tightly intertwined insofar as one preceded the other.  In Japan, ‘unit costs were reduced by 

increased domestic demand and mass production before the export-production ratio in growing 

industries began to be boosted.’ Similarly in Brazil, in the period 1960-1980 ‘exports resulted not 

only from further processing of natural resources, ...which...enjoyed a comparative advantage, 

but also from manufactures that firms learned to produce during the import-substitution phase.’  

In fact, ‘export performance after the 1960s would not have been possible without the 

industrialization effort which preceded it as export growth was largely based on sectors 

established through ISI in the 1950s.’  Later, ‘import substitution policies created the capacity to 

export; the dominant export sectors of the 1980s and 1990s were the auto industry and those 

intermediate and heavy industries targeted for import substitution in the wake of the 1973 oil 
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shock.’  In Mexico, the chemical, automobile and metalworking industries were targeted for 

import substitution in the 1970s and began exporting 10%-15% of their output in the 1980s.  

‘Much of the rise in non-oil exports during 1983-88 came from some of the most protected 

industries.’  Regarding the Chilean economy and its ability to adjust to an abrupt change in 

policy in 1973, ‘a portion of this response capacity, especially in the export sector, was based on 

the industrial development which had been achieved earlier through import-substitution 

policies.’   

In Korea, ‘the shift to an export-oriented policy in the mid-1960s did not mean the 

discarding of import-substitution.  Indeed, the latter went on along with the export-led strategy.  

Export expansion and import substitution were not contradictory activities but complemented 

each other.’ In electronics, ‘the initial ISI phase of the 1960s was critical to the development of 

the manufacturing skills that enabled (the chaebol) to become the efficient consumer electronics 

and components assemblers of the 1970s.  Indeed, ISI in consumer electronics parts and 

components continued in the 1970s after domestic demand from export production justified it.’  

By 1984, heavy industry had become Korea's new leading export sector, exceeding light industry 

in value, and virtually all of Korea's heavy industries had come out of import substitution, just as 

textiles had done in the 1950s and 1960s.   
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In Taiwan ‘in the first half of the 1960s, most of the exports came from the import 

substitution industries.  Protection from foreign competition was NOT lifted.  Getting subsidies 

to export was extra.’  In Taiwan's electronics industry, ‘there is no clear-cut distinction between 

an import substitution phase and an export promotion phase.  Even though the export of 

electronics products speeded up since the early 1970s, the domestic market for electronics 

products was still heavily protected through high import tariffs.  Whether protection was 

necessary for the development of local electronics firms is controversial.  However, we do 

observe that the protection of consumer electronics products forced Japanese electronics firms to 

set up joint ventures with local entrepreneurs and to transfer technologies to local people which 

helped to expand their exporting capabilities.’ In Thailand, approximately 50% of exports 

(excluding processed foods) in 1985 emerged out of import substitution.  In the case of Turkey in 

the 1980s, ‘it is important to recognize that the growth in manufactured exports did not stem 

from the establishment of new export industries, but from existing capacity in industries that 

before had been producing mostly for the domestic market (that is, industries which had 

originally been established from import substitution).’  

Decades later, China’s leading firms were also first building their capabilities through 

import substitution, and only then venturing into export markets.  TCL was formed in 1981 with 

a $5,000 loan from a local government in Guangdong province, and became a leading Chinese 
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brand name in TVs, personal computers, air-conditioners and cell phones.  TCL ‘aims to become 

a global household name, but first it has to succeed at home’, where it faces local competitors 

battling for turf on the basis of low wages, and multinationals leveraging their reputations and 

know-how.  ‘What TCL lacks, as with most Chinese consumer electronics companies, is 

proprietary technology, something it aims to rectify with the establishment of five research and 

development centres, including one in Guangdong with 700 researchers.’5 

Some exports did not come out of the import substitution process directly, but were 

produced by firms that emerged out of it.  The managerial and technological expertise of import-

substituting firms in Asia gained them a business reputation and contracts with American firms 

searching for a lower wage locale than Japan to produce their parts and components.  This 

sequence was also true of most of the Third World’s diversified business groups, which was the 

model of big business after World War II in Asia, Latin America and the Middle East given their 

absence of proprietary technology.  These groups typically first began serving the domestic 

market and then diversified into exporting.   

Simply exporting proved to be too tough a first step for firms lacking original know-how 

or connections to advanced-country markets, no matter what the Enlightenment Fathers and 

market theorists said.  Subsidization of domestic capacity was the only practical policy to stem 
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the hemorrhaging in the balance of payments, and to industrialize without world-class 

technological skills.   

Unfortunately, government economic intervention is typically vulnerable to corruption, 

abuse, and inefficiency.  ‘Government failure’ may be as detrimental to development as ‘market 

failure’.  But the presumption that governments simply throw subsidies around without any 

controls on them turns out to have been misguided.  What lay behind successful postwar 

industrialization was a monitored system of controls on subsidies.  Neither import substitution 

nor export-led growth was a free-for-all. 

Performance Standards 

To minimize the inefficiencies of import substitution, countries built a complex set of 

institutions that amounted to a control system.  These systems attached performance standards to 

subsidies, including the tariffs, entry restrictions, and cheap credit that governments gave away 

to pioneering enterprises.  Just as developed countries gave innovators patents by way of an 

incentive and reward, developing countries gave learners protection and other financial aids, but 

not for nearly as long as the duration of a patent, and not for nearly the same amount of imperial 

support.  The guiding principle of the best bureaucracies -- politics permitting -- was to give 

nothing away for free.  Reciprocity was the ideal.  If the government gave a firm a financial 
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incentive, the firm would have to give something back to the government in exchange, like 

reaching a certain export target, or output level, or investment rate, or management practice.  

The development bank, flag star of the developmental state, subjected its clients to 

monitorable performance standards.6   

In the case of Brazil’s preeminent development bank, BNDES,7 its contracts with 

borrowers stipulated clear and comprehensive performance obligations.  A contract with a 

leading pulp and paper manufacturer in the 1970s, for example, stated that the company had to 

prove that it had hired a Brazilian engineering company to do the detailed design for an 

expansion; BNDES had to approve the company's general plans to establish an R&D 

Department; the company had to have its technology contracts registered with the appropriate 

government organization to insure that they were not overpaying for foreign technology.  

Another company had to hire two consultants (one Swedish, one Finnish) and these consultants 

had to approve the company's choice of technology.  BNDES had to approve the company's 

contracts with the consultants.   

A contract for financial strengthening between BNDES and a leading capital goods 

manufacturer, 1983-1986, specified that in 60 days, the company had to present an 

administrative program for the reduction of operating costs.  In 120 days it had to present a plan 

for divesting itself of one operating unit.  Another capital goods supplier had to show BNDES a 
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plan for relocation of certain production capacity, improvement of productivity and 

strengthening of financial variables.  As part of the reorganization program, the company had to 

hire a controller and implement an information system that was modern and that widened the 

company’s scope of data processing.  The company also had to modernize its cost system and 

improve its planning and control of production (within so many days).  In a steel contract for 

expansion, the steel maker was required by BNDES to modernize its management system, 

including a revision of its marketing and distribution function for domestic and foreign sales.  Its 

cost system had to be up-graded with a view towards reducing its number of personnel as well as 

inventory, according to pre-specified benchmarks.   

With respect to finance, BNDES made clients reach a certain debt/equity ratio and 

liquidity ratio to insure financial soundness.  The debt/equity ratio (amount of debt a company 

carried in relationship to the equity it held) was based on American banking standards, possibly 

because the US had been an early lender to BNDES.  Brazil’s debt/equity ratio was low by East 

Asian standards -- typically debt could not exceed 60% of total assets.  Hence, ‘large’ Brazilian 

companies tended to be small by East Asian standards, whose debt equity ratios were around 3.1 

or even 4.1.  Through its performance standards, BNDES could thus influence firm size.  Bank 

clients were also prohibited from distributing their profits to stockholders of a controlling 

company.  Companies were not allowed to make new investments of their own or change their 
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fixed capital without BNDES approval.  In the case of a company that required financial 

restructuring, it was forced by BNDES to divest itself of non-production related assets. 

In India, ‘Appraisal Notes’ included conditionalities.  For every loan, the Industrial 

Development Bank of India (IDBI) insisted on the right to nominate a director to a company's 

board.  This practice was comparable to that of the big German banks, but the purpose of the 

IDBI was not to gain control of its clients' strategic decisions. Rather, it was to gain information 

about them with a view towards exerting discipline over their operations.  Other conditionalities 

in ‘Appraisal Notes’varied by loan. 

 In all countries, performance standards with respect to policy goals, as distinct from 

technical goals, were specified at the highest political level; bureaucrats only implemented them, 

but this gave them a lot of power. Export expansion was a major policy goal and performance 

standard.  

 South Korea, with the world’s highest postwar growth rate of exports, induced firms to 

become export-oriented by making their subsidies -- especially tariff protection of the domestic 

market -- contingent on achieving export targets.  In exchange for tariff protection, firms had to 

reach a certain export goal.  This reciprocity was negotiated jointly by business and government 

and aired at high-level monthly meetings, as in Japan.  These meetings were attended regularly 

by Korea's president, Park Chung Hee, and were designed to enable bureaucrats to learn and 
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lessen the problems that prevented business from exporting more.  Reciprocity also involved 

long-term policy lending by the Korea Development Bank.  Starting in 1971, at the 

commencement of Korea's heavy industrialization drive, the KDB began to offer credit ‘to export 

enterprises recommended by the Ministry of Commerce and Industry.’  The more a company 

exported, the more likely it was to receive cheap, long-term loans.  After 1975 the government 

made a lucrative license to form a ‘general trading company’ contingent on big businesses 

reaching a certain level and diversity of exports.  These qualifications unleashed fierce 

competition among Korea's big business groups at a time when the emergence of heavy 

industries was dampening competition at the industry level.  If a targeted firm in Korea proved 

itself to be a poor performer, it ceased being subsidized -- as evidenced by the high turnover 

among Korea's top ten companies from 1965-1985. 

 Taiwan, with the world’s second highest growth rate of exports, also tied subsidies to 

exporting.  In the case of the cotton textile, steel products, pulp and paper, rubber products, 

cement and woolen textile industries, all formed industry associations and agreements to restrict 

domestic competition and subsidize exports.  Permission to sell in Taiwan's highly protected 

domestic market was made conditional on a certain share of production being sold overseas.  In 

the ‘strategic Promotion Period’ of Taiwan's automobile industry, 1977-84, the Ministry of 
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Economic Affairs required new entrants into the industry to export at least 50% of their output 

(only parts producers succeeded).   

 Other countries also connected subsidies with exporting, only in different ways and with 

different degrees of success.  Thailand's Board of Investment changed its policy towards the 

textile industry after the first energy crisis in 1973.  Overnight it required textile firms (whether 

foreign, local or joint venture) to export at least half their output to quality for continued BOI 

support.  In terms of labor ‘exports’ of high-tech managers from Japan to Thailand, to run 

Japan’s Thai subsidiaries, the government allowed only short-term import contracts so that 

Japanese companies had to train Thai replacements. 

 In Indonesia, ‘counter-purchase regulations’ stipulated that foreign companies that were 

awarded government contracts, and that imported their intermediate inputs and capital goods, 

had to export Indonesian products to non-traditional markets of equal value to the imports they 

brought into Indonesia.  In the case of timber, concessionaires were required to export processed 

wood rather than raw timber; in the mid-1980s plywood accounted for about one-half of 

Indonesia's manufactured exports.  Moreover, joint venture banks and branches of foreign banks 

were required to allocate at least 50% of their total loans, and 80% of their offshore funds, to 

export activity (a policy that the East Asian financial crisis of 1997 destroyed).   
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 Turkey tried to promote exports starting in the 1960s, making them a condition for 

capacity expansion by foreign firms.  In the case of a joint venture between a Turkish 

development bank, Sümerbank, and a German multinational, Mannesmann, both the Turkish and 

German managing directors believed that the Turkish Government was constantly willing to help 

the company in its operations.  Nevertheless, one point irritated foreign investors.  Any capital 

increase required the consent of the Turkish Government.  It also became government policy to 

agree only to a capital increase by forcing companies to take on export commitments.  The 

government held that, in general, any profit transfers abroad had to be covered by exchanges 

through exports.  Since Turkish industry (steel pipes in the case of the Sümerbank-Mannesmann 

joint venture) could not yet compete at world market prices, export sales did not cover costs and 

export quotas were regarded as an incentive to increase efficiency.  

 In the case of Mexico's oil company, Pemex, in the late 1970s it guaranteed private 

petrochemical producers a ten year price discount of 30% on their feedstock in exchange for 

their willingness to export at least 25% of their installed capacity and maintain permanent 

employment (the debt crisis of 1981-82, however, led to the cancellation of this plan).  Then, the 

North American Free Trade Agreement and American investment stimulated a surge in exports 

to the US, to the exclusion of almost any other country. 

 30



 

 India made exporting a condition for subsidies and privileges of various sorts but usually 

the terms of the agreement were unworkable.  In the textile industry, for example, in the 1960s 

the government agreed to waive restrictions on firm's restructuring if they agreed to export 50% 

of their output -- but few did because they lacked the capital to restructure.  In 1970, export 

obligations were introduced for various industries; industries or firms were required to export up 

to 10% of their output.  But the government could not enforce many export requirements except 

possibly in industries that were already export-oriented, like garments and software. In the case 

of software, for example, the right to import computers was dependent on software exports 

within a certain number of years after purchase. 

 Performance standards were thus an antidote to abuse and inefficiency in government 

intervention.  They hardly worked perfectly.  But because the technological capabilities of 

developing countries were weak, governments conceived a new and unique system of controlled 

intervention to promote industrialization.  The rapid skill formation and industrialization in a few 

countries that consequently occurred in the thirty years after World War II are a tribute to a 

generation of managers and bureaucrats who worked diligently, and with little disabling 

dishonesty. 

Monitoring 

 31



 

 As development banks imposed operating standards on their clients, they themselves 

tightened their own monitoring skills and procedures.  Monitoring was increasingly built into 

lending arrangements such that compliance at one stage was made contingent on further loan 

disbursement. Development banks undertook careful appraisals of prospective clients, examining 

their managerial and financial status, past performance and the merits of their proposed project.

 Regarding the Korea Development Bank, in 1970 it ‘strengthened review of loan 

proposals and thoroughly checked up on overdue loans to prevent capital from being tied up.  

Business analyses and managerial assistance to clients were conducted on a broader scale’. In 

1979 the KDB introduced a new procedure to tighten control over lending.  ‘In order to ensure 

that loan funds are utilized according to their prescribed purpose, disbursements of loan proceeds 

are not made immediately upon commitment.  Instead, loan funds are transferred into a Credit 

Control Account in the name of the borrower and the money may be withdrawn only for actual 

expenditures.  The Bank is therefore able to monitor closely the progress of each project.’   

 In India, ‘Appraisal Notes’ included conditionalities.  For every loan, the Industrial 

Development Bank of India (IDBI) insisted on the right to nominate a director to a company's 

board.  This practice was comparable to that of the big German banks, but the purpose of the 

IDBI was not to gain control of its clients' strategic decisions. Rather, it was to gain information 

about them with a view towards exerting discipline over their operations.  Other conditionalities 
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in ‘Appraisal Notes’ varied by loan.  For example, in a loan to a large steel pipe manufacturer 

that represented 10 percent of IDBI's net worth, a condition of lending was that the firm form a 

Project Management Committee to the satisfaction of IDBI for the purpose of supervising and 

monitoring the progress of the project's implementation. 

Thailand's Board of Investment appraised and monitored clients thoroughly, and if a 

company failed to meet BOI terms (stipulated in a promotion certificate), its certificate was 

withdrawn.  Between January and December 1988, 748 firms received certificates for new 

projects, of which 37 certificates were withdrawn.  In the case of Thai firms, 24 out of 312 

certificates, or 8 percent, were. 

 Where the capabilities of borrowers -- and lenders -- were poor, the quality of 

development banking also suffered.  In the case of Malaysia's development banks, which were 

designed to lend to local Malays in order to raise their relatively backward economic position vis 

a vis Malaysian Chinese entrepreneurs, operations were hampered by ‘the poor performance of 

many debtors’.  A failure rate on loans of about 30% was reported because of a shortage of 

viable projects.  But even thee best projects did not properly prepare their business proposals.  

Hence, Bank Industri ‘has a thorough research team on which it relies heavily.  It has adopted a 

target market approach, and the research staff plays the key role in identifying and evaluating 

new areas of the economy for the bank to penetrate.  The researchers undertake very detailed 
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industry studies, looking at all aspects of a potential project in order to gain familiarity with its 

strengths and weaknesses....’  Once a project has been approved, the Bank Industri ‘insists on 

being an active partner.  It stays jointly involved in the financial management with its partner, 

often operating joint bank accounts with its clients, which requires the bank to countersign all 

checks for payment of expenses 

 Generally, development banks were successful in creating a managerial culture in their 

clients because they themselves were managerial, often representing the most elite bureaucracy 

of the early postwar period. 

 In the case of Mexico's development bank, NAFINSA (data on NAFINSA were 

destroyed in an earthquake), its ‘técnicos became a respected voice in government affairs....Its 

influence has been diffused throughout the Mexican economy.  Since its founding in 1934, the 

institution has been the training ground for numbers of bright and active men (sic) whose 

technical and political expertise has moved them into important government positions’.  

Concerning Brazil’s BNDES, it had ‘a strong sense of institutional mission, a respected 

“administrative ideology” and a cohesive esprit de corps’.  According to two executives of Dow 

Chemicals Latin America, interviewed three years before the Pinochet military coup, the 

National Development Corporation in Chile (CORFO), excelled for its ‘organization and 

thoroughness of planning,...which sets Chile apart from some of the other countries that have 
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engaged in similar activities....The management of key Chilean Government agencies...are 

outstanding professionals who do not automatically change with each succeeding political 

regime.’8 

The Best and the Brightest 

We are now in a position to offer a reason why some developing countries performed 

better than others and what, if anything, that implies for the world economy. 

The top ten latecomers that joined the orbit of modern world industry all had prewar 

manufacturing experience, as measured by the share and diversity of manufacturing activity in 

their gross national products.  However scarce their engineers, they knew something about 

production and project execution.  Their managers had a working knowledge of accounting and 

finance.  The countries with the most prewar manufacturing experience included Brazil, Chile, 

China, India, Indonesia, Malaysia, Mexico, Taiwan, Thailand, and Turkey.  Many of these had a 

relatively large domestic market (the markets of two, China and India, were tremendous, 

measured by population), but all had production and project execution capabilities.  This enabled 

them to take the first big steps toward import substitution and export-led growth ahead of other 

low-wage competitors.   

The definition of ‘manufacturing experience’ emerges out of the development experience 

itself.  Writing about Indonesia’s millions of peddlers, Muslims who were energetic and 
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enterprising but failed to expand, Clifford Geertz, a renowned anthropologist, writes that ‘what 

they lack is the power to mobilize their capital and channel their drive in such a way as to exploit 

the existing market possibilities.  They lack the capacity to form efficient economic institutions;  

they are entrepreneurs without enterprises.’9  Manufacturing experience should thus be defined 

as the ability to establish and operate efficient enterprises (in the manufacturing sector). 

Without prewar manufacturing experience, investments from private sources failed to 

materialize; no one wanted to lend money to an entrepreneur without a good reputation and 

know-how, as in many parts of Africa.  Loans from development banks were squandered and 

wasted because the chances of financial success were perceived by the borrower to be small -- it 

was hard to come up with any sensible business plan, so plans failed or entrepreneurs took the 

money and ran.  What was borrowed wasn’t repaid, and the development bank itself went broke.  

As poverty destroyed the dreams and expectations that national independence had inspired, 

poverty itself made economic growth more difficult.  Many African and Latin American 

countries were trapped when they tried producing anything other than their traditional cash crop.  

By contrast, in countries that had accumulated manufacturing experience before the war, capital 

came out of the woodwork.  Managerial capabilities convinced investors that their money was in 

good hands. 
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The source of prewar manufacturing experience differed among the top ten.  No one 

pattern held for all.  India, China and Turkey were former empires (Mughal, Chinese and 

Ottoman), so manufacturing experience went far back in time. Later, under imperial rule, India 

and China developed modern textile mills owned by Indian and Chinese nationals, with foreign 

technology transfer.  Turkey’s know-how partly came from Europeans who had lived in the 

Middle East for centuries, as in the silk industry of Bursa.  Argentina, Brazil, Chile and Mexico 

had acquired know-how from émigrés and later foreign firms -- Pirelli, as early as 1917, became 

the first Italian multinational to invest in Argentina. 

A very popular teacher in Asia of manufacturing know-how was Japan, although Japan’s 

militarism had an ambivalent effect.  During the war, when Japan had taken control of Vietnam, 

the Japanese army needed what transportation lines Vietnam had in order to move food and war 

materials for its own troops. Rice did make it to the North, and of 10 million North Vietnamese 

people, one million died of starvation.  Japan invaded China’s Manchurian province in 1938 and 

established some heavy industries there, such as coal mining and steel making.  Today, many 

Japanese plants still operate in China, as do Japanese trolley-cars from the 1930s.  New heavy 

industries in Manchuria have also grown, such as the First Auto Works and automobile joint 

ventures.  Because Korea and Taiwan were Japanese colonies, they were used as beachheads for 

foreign invasion -- Korea into Manchuria and Taiwan into Southeast Asia.  When Japan 
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conquered Manchuria, Korean businessmen cheered.  Japanese investment in the late 1920s 

provided Korean entrepreneurs with diverse know-how.  Koreans sat on the boards of directors 

of Japanese regional companies.  They rose almost to the top in some banks.  Many worked in 

cement plants and textile mills.  Taiwan experienced a big jump in manufacturing activity when 

Chinese entrepreneurs, mostly from Shanghai, fled communist China after 1948 and resettled in 

Taiwan, Hong Kong and Singapore. 

Japan also influenced the industrialization of other Asian neighbors.  The Japanese 

military and the Thai military worked together in the 1930s, gaining experience in building a few 

ordnance factories. A crown company held a monopoly in manufacturing cement. Thailand’s 

agriculture had a high level of market activity, which was conducive to the growth of trade.  In 

turn, a financial services industry arose out of trade, from which came new businesses, including 

textiles. 

As Japan’s war drums beat harder in the 1930s, European Empires industrialized their 

Asian colonies in order to fortify them from Japanese attack.  The Dutch began to arm Indonesia, 

and when Dutch property was finally nationalized starting in 1957, the Indonesians inherited a 

rich laboratory for learning:  489 Dutch corporations, including 216 plantations, 161 mines and 

industrial establishments (GM had opened an automobile assembly plant in Indonesia in 1927), 

40 trading firms and 16 insurance companies. 
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Malaysian companies first emerged out of mining (tin and rubber) and agro-industry 

(copra oil, palm oil and pineapples).  From these industries emerged British conglomerates, and 

the top 5 owned as many as 220 manufacturing enterprises until they were taken over on the 

London Stock Exchange by the independent Malay government.  A heavy engineering company 

had arrived in Malaya as early as 1881, making Malaysia’s manufacturing experience over 100 

years old. 

Some countries had prewar manufacturing experience but it was narrowly focused on a 

single industry, such as Venezuela (petrochemicals), the Philippines (agro-industry), and Egypt 

and Pakistan (textiles).  Even the smallest, poorest countries got a powdering of import 

substitution industrialization after the war, in foodstuffs (beer and flour), building materials 

(rolled steel and cement), and consumer non-durables (matches and ceramics).  But these 

investments went nowhere, along the same sorry trail as the import substitution of some big 

countries (Pakistan and Bangladesh).  The ten latecomers with the most manufacturing 

experience not only included many with large markets, but also ‘extra-large’ markets (Brazil and 

Indonesia) and ‘super-large’ markets (China and India), but also some small countries (Malaysia 

and Taiwan).  However diverse, every single country that industrialized after World War II had 

accumulated prewar manufacturing experience.  Whatever the popularity in the past of 
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explaining success by culture, macroeconomic policy, ethnic homogeneity, education or political 

stability, it is now clear that manufacturing experience mattered. 

Between 1950 and 1980, a whole new set of developing countries acquired 

manufacturing experience, including countries such as Algeria, Egypt, the Philippines, Ecuador 

and Peru.  But these countries failed to industrialize after 1980.  The reason is not a lack of 

capabilities but rather, misguided policy constraints placed on their growth from the Second 

American Empire and related institutions such as the IMF and World Bank. 

Conclusion 

Under the First American Empire, developing countries determined their own economic 

fate, which ultimately depended on learning.  Leadership emerged from a new elite of educated 

private and public technocrats, managers and engineers.  All recognized that exporting anything 

but natural resources or shiny trinkets meant acquiring more knowledge to compete against 

multinational corporations from developed countries, typically enjoying monopolistic powers 

due to their inventions and brand names.  No matter how experienced from prewar years, 

latecomers couldn’t compete until they had accumulated modern know-how through import 

substitution.  Jumping into export markets for anything other than raw materials and shiny 

trinkets was infeasible without gaining confidence at home.  Latecomers thus took upon 

themselves the challenge of import substitution, manufacturing domestically what they had 
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formerly imported.  Instead of confining themselves to manufacturing low end products 

according to their ‘comparative advantage’ and cheap labor costs, they produced according to 

their demand, as revealed by what their economy was importing.  Imports were a source of 

information on demand and included high-end products that forced new investors to move 

quickly down their learning curve, before more domestic competitors appeared or imperial 

powers forced the lifting of tariffs.  Only imperial powers themselves had the luxury of keeping 

tariffs in perpetuity, as in the US textile and steel industries.  In producing according to demand 

instead of supply, David Ricardo stepped aside for John Maynard Keynes. 

Import substitution gave rise to industries such as textiles, cement, steel, heavy electrical 

equipment and automobiles.  These industries demanded mid-level managerial know-how, and 

created high-wage jobs and salaried professionals.  To induce entrepreneurs to invest in these 

industries, the developmental state gave them a battery of incentives, including low-cost credit 

and tariff protection.  The government in countries that had acquired a threshold of 

manufacturing experience, also recognized that if these subsidies were to be used efficiently, a 

system was necessary to impose performance standards in exchange for subsidies.  The goal -- 

not always attained -- was to give away nothing for free.  The principle was reciprocity.  

With intense government promotion and performance standards, import substitution was 

efficient enough to generate diverse manufactured exports.  Import substitution was the mother 
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of all but the most labor-intensive exports.  Export targets became a performance standard in and 

of itself (in exchange for protection of the domestic market, firms had to meet export quotas).  In 

the leading economies, import substitution and export-led growth became one, instead of 

opposites -- good and evil -- the way they are disparaged in academic and policy circles.  The 

incentives each receives cannot be separated, because long-term capital can be used for both. 

The Third World’s climb up the ladder of comparative advantage after World War II 

turned out to be highly innovative and original.  The linkage of performance standards to 

subsidies changed the way government intervention worked.  Instead of handouts, subsidies 

became incentives for greater productiveness.  Instead of ‘government failures’, the economic 

interventions of government, under conditions of reciprocity and technocratic elitism, led to 

learning, and the accumulation of manufacturing experience for the next generation.  The Third 

World countries that now make a difference in the world economy -- by no means all of them -- 

came out of this process.   

Since the rise of the Second American Empire in response to Japan’s competitive 

challenge, the history of the Golden Age (as just told) is being rewritten by a new generation of 

economists, whose anti-statist theories are beautiful in their simplicity but whose assumptions 

make their theories irreconcilable with reality.  By the year 2000, the argument against the 

visible hand had stumbled on three assumptions.  One is that states are paralyzed by corruption, 
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and no one can deny that there is corruption.  But in developing countries, corruption tends 

overwhelmingly to be confined to two industries (infrastructure and raw materials) and to the 

poorest countries, with little chance of making money honestly.  The rest of the world all has 

corrupt governments, but different institutions are used to make government perform well 

enough to keep society going.  A second cast-in-concrete given is that ‘picking winners’ is 

impossible.  In fact, it is no big deal for latecomers that have a live model in the form of a 

developed economy to follow.  Picking winners is also like corruption -- it is everywhere.  

Successful state ‘pickers’ range from the US Department of Defense to the Egyptian Planning 

Board.  Finally, the biggest truism for opposing the visible hand is that import substitution has 

slowed-down, so there is no turning back.  Import substitution has always been tied to exporting, 

so it is not slowing down.  ISI products may be determined by demand rather than factor 

proportions, but many products that are demanded have appropriate factor proportions, which ISI 

changes.  The question is whether market theory can accept the close connection between the 

two.  The visible hand is needed to coordinate their connection, so the mother-child relationship 

between them was never been explored in market theory.  Yet it tells the story of postwar 

economic development. 

 

Chapter 7 Notes 

 43



 

 

1Adam Smith (1976)  An Inquiry Into The Nature and Causes of The Wealth of Nations, (1976) 

Canaan, 1904 edition, PT II, University of Chicago, p. 75. 

  

2 Maizels, A. (2003). ‘Economic Independence in Commodities’ Trade and Development:  

Directions for the 21st Century. Y. Toye. Cheltenham: Edward Elgar. 

  

3Shapiro, H. (1994). Engines of Growth:  The State and Transnational Auto Companies in Brazil. 

Cambridge, UK: Cambridge University Press. 

  

4 The sources of the quotations in this section may be found in Amsden, A. H. (2001). The Rise 

of 'the Rest':  Challenges to the West from Late-Industrializing Economies. New York: Oxford 

University Press. 

 . 

5 McGregor, R. (2001). ‘The World Begins at Home for TCL.’ Financial Times. London: 23. 

 . 

6 See Amsden, A. H. (2001). The Rise of ‘the Rest’:  Challenges to the West from Late-

Industrializing Economies. New York: Oxford University Press. 

 44



 

  

7 Banco Nacional des Economie et Social.  ‘The Politicized Bureaucracy:  Regimes, Presidents 

and Economic Policy’. 

 

8Willis, EJ, 1990, Boston College, manuscript, p. 17. and Blair, C. P. (1964). Nacional 

Financiera:  Entrepreneurship in a Mixed Economy. Public Policy and Private Enterprise in 

Mexico. R. Vernon (ed.). Cambridge, MA: Harvard University Press: 191-240. 

 . 

9 Geertz, C. (1963). Peddlers and Princes:  Social Development and Economic Change in Two 

Indonesian Towns. Chicago: University of Chicago Press. 

 

 45



 

Chapter 7 References   

Amsden, A. H. (2001). The Rise of ‘the Rest’:  Challenges to the West from Late-Industrializing 

Economies. New York: Oxford University Press. 

  

_____________ (Forthcoming). From Heaven to Hell:  A Tale of Two Empires in the 

Developing World. Cambridge, MA: MIT Press. 

  

Blair, C. P. (1964). ‘Nacional Financiera:  Entrepreneurship in a Mixed Economy’ Public Policy 

and Private Enterprise in Mexico. R. Vernon (ed.) Cambridge, Ma., Harvard University Press: 

191-240. 

  

Geertz, C. (1963). Peddlers and Princes:  Social Development and Economic Change in Two 

Indonesian Towns. Chicago, University of Chicago Press. 

  

Maizels, A. (2003). ‘Economic Dependence on Commodities’ Trade and Development:  

Directions for the 21st Century. Y. Toye (ed.) Cheltenham: Edward Elgar. 

  

McGregor, R. (2001). ‘The World Begins at Home for TCL’ Financial Times. London: 23. 

 46



 

  

Shapiro, H. (1994). Engines of Growth:  The State and Transnational Auto Companies in Brazil. 

Cambridge, UK:Cambridge University Press. 

  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 47



 

 48

 

 

 

 

 


