State-Led Development
in Practice

he popularity of import substitution industrialization began to
spread throughout the third world after World War I, gaining speed
after World War II. Although not all countries implemented the
strategy, most at least experimented with some version of it. Early
results were generally positive, as countries benefited from the booming
world economy. However, by the late 1960s and the 1970s, as the world
economy slowed, the failings of ISI started coming to light. Radical the-
orists then blamed the persistent poverty of the third world on its
dependent relationship to the world economy, and called for third-world
countries to sever these ties. However, where such breaks were made
and countries experimented with socialist development strategies, the
results were scarcely any better. Statist development theories, it seemed,
were not all they had been held out to be.

B Import Substitution Industrialization:
The Early Decades

Events, rather than theory, drove the early experiments with ISI, with
nationalism playing a strong supporting role. Economic changes forced
governments to find ways to reduce their import bills, while the desire
to roll back the influence of former colonial masters, or the threatening
weight of the great powers, led governments to seek greater economic
independence.

Some of the first moves into ISI took place in the Middle East.
World War I interrupted these countries’ imports and highlighted their
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dependence on foreign manufactured goods. However, serious action to
remedy this situation was hampered by the limited autonomy allowed
colonial regimes. (At the end of World War I, Britain and France had
stepped in to fill the void left in the Middle East by the collapse of the
Ottoman Empire.) During the 1920s, however, while maintaining their
tight grip on most of North Africa, Britain and France allowed their
Middle Eastern possessions greater leeway in determining policy. When
in the 1930s prices on raw materials fell, leading to balance-of-
payments problems, these governments instituted high tariff protection.
Persia (Iran) and Iraq set up development banks, while the Egyptian
government advanced funds through Bank Misr, which had been set up
by Egyptians in 1920. Modest industrialization thus proceeded in the
1930s; it received a fillip when World War II cut off the region’s access
to European goods, and the enormous Allied expenditure created new
demand for local industry.!

It was in Turkey that one of the boldest early moves into state-led
development took place. Modern Turkey, cobbled together painfully
from the remains of the Ottoman Empire, enjoyed one big advantage
over its neighbors—independence, which allowed it more latitude to
draft policies to build up its industry. This was a top priority for the
nationalists who, led by Kemal Atatiirk, created the country in 1923. In
1929 the Lausanne treaty, which imposed a free-trade regime on the new
republic, expired. Shortly afterward the lira began falling, and to save
the currency the government decided to reduce imports. Beginning in
1930 it erected barriers to trade; in the 1930s, impressed by Soviet eco-
nomic successes, the government added more protectionist measures
and Atatiirk introduced his country to the economic philosophy of stat-
ism. Its cornerstone was a wide range of state enterprises, some of
which were wholly state-owned and others of which were public-private
partnerships. To feed these enterprises, the government used trading
monopolies to take surplus revenues out of the agricultural sector. Five-
year plans, introduced in 1934, rounded out state planning.2

It was at about this time that Latin American governments, faced
with the effects of the Depression, began implementing similar policies,
though they stopped short of central planning. Mexico was among the
first. President Ldzaro Cérdenas came to power in the 1930s on a wave
of nationalist rhetoric that at times verged on socialism, but the policies
he put in place did more to build up capitalism than a workers’ paradise.
He began with an ambitious land-reform program (which, however, lost
much of its steam under his successors) and also nationalized the oil
sector and railways. By the 1940s, a fairly comprehensive ISI structure
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was in place, with high tariffs—and, in the 1950s, import licensing—
protecting industrialists operating in Mexico. In addition, starting in
1941, new enterprises were given tax holidays of up to ten years, duties
on imported inputs were often rebated to manufacturers, and subsidized
credit was provided through a government bank established in 1933,
-Nacional Financiera. These measures conspired to keep Mexican profit
rates among the highest in the world. As a result, both domestic and for-
eign investment boomed. To facilitate the operation of new industries,
the Mexican government invested heavily in infrastructure.

Some other Latin American countries shied away from this strategy
or, like Peru, employed it less wholeheartedly; but Chile, Argentina, and
Brazil followed suit. Chile’s experiment was perhaps the boldest. Its
government created 140 public firms between 1940 and 1970, most of
them assuming leading roles in their sectors. In all of Latin America,
only communist Cuba surpassed Chile in the share of economic output
accounted for by the state.3 As in Mexico, nationalism, and especially
the desire to resist encroaching US influence, occupied a central posi-
tion in the Latin American development approach.

As a rule, the first wave of Latin American ISI came during the
Depression and World War II as a short-term response to the problems
caused by the sudden loss of overseas markets and supplies. In the
1950s, propelled by the new intellectual contributions made by develop-
ment theorists, ISI was systematized into a long-term development strat-
egy. Import licensing and tariffs, which in some cases exceeded 100 per-
cent, sheltered the local market from foreign competition. In Chile and
Brazil, the government established development banks or corporations,
while in Argentina, Juan Perén (president from 1946 to 1955) created a
marketing board that siphoned resources from the primary sector and
channeled them into industrial development. Governments invested
heavily in nationalization, industry, and infrastructure.

The Middle East showed some similarities to this pattern. The
Turkish experiment with statism in the 1930s stood mostly alone.
However, after World War 11, ironically at a time when Turkey was
retreating temporarily from statism, Middle Eastern governments began
adapting the Turkish model. Egypt led this second wave after the Free
Officers coup in 1952, and aggressive nationalization, planning, and ris-
ing suspicion of both foreign investment and the private sector became
widespread in the region.4

" By the time the Congress Party led India to independence in 1947,
statist development policies enjoyed not only a generation of experi-
mentation, but also the aura of intellectual sanction. State industry, pro-
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tectionism, and planning became the hallmarks of the Indian develop-
ment model. In fact, although it did not originate ISI, India is often con-
sidered to have been the paradigmatic case of this development strategy.

In opposition the Congress Party had been quite socialistic, calling
for public ownership of land and minerals, but once in office it toned
down its approach. The government instituted a modest program of land
reform (which, like the Mexican one, soon lost vigor), but in the end the
world’s second most populous country chose to steer a middle course
between the first and second worlds. It adopted Soviet-style planning
with a focus on heavy industry, but allowed the development of a pri-
vate, if tightly controlled, economy. Five-year plans set investment and
growth targets in the public sector. The state concentrated its resources
in heavy industry, leaving the consumer-goods sector to local capitalists
whose operations were favored by protective tariffs and, in some cases,
complete prohibitions on imports. The state also assumed sole responsi-
bility for the distribution of essential commodities such as cotton,
cement, and steel.

The private sector prospered, but not in a free-market environment.
India broke with the relatively laissez-faire industrial policies of its
colonial past and began implementing a series of regulations to direct
the development of the private sector. In time, a complex web of regula-
tions emerged: companies often had to obtain licenses before they could
begin operations, factories seeking foreign technology or investment
had to get permission from several different government agencies, and
any transactions involving foreign currency had to be made through the
Reserve Bank.

This combination of planned industrial development and a mixed
economy became, in effect, the South Asian model for development.
Virtually all of India’s neighbors adopted similar strategies, with varia-
tions in the effectiveness of plans and the degree of state involvement in
the economy. Sri Lanka, for example, used central planning in name
only from its independence in 1948 until the 1956 election, when a more
radical nationalist government came to power.> The government pro-
ceeded to nationalize road transport and created a number of state indus-
tries as the first steps in an ISI strategy. Then, with an eye fixed firmly
on the apparent planning successes of its powerful neighbor to the north,
Sri Lanka began to implement central planning. Some states were more
ambitious than India in their intervention. Burma (Myanmar) set itself
on a socialist path when it won its independence in 1948; the process
accelerated in 1962 when a coup d’état brought to power a doctrinaire
faction that created a state-socialist economy, albeit with an essentially
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private peasant economy. And when East Pakistan seceded from
Pakistan in 1971, constituting itself as Bangladesh, most of the Pakistani
business class fled. This left the state to take over the ownership and
direction of almost all large-scale industry.6

IST also moved into some Southeast Asian countries, although their
experiments with planning and ISI were not always so ambitious.?
Malaysia put more emphasis on rural development than did most devel-
oping countries, and although it began using ISI in the 1950s, the coun-
try still followed a relatively liberal course. Perhaps the biggest excep-
tion to the rule lay in Singapore. Like Taiwan and South Korea, which
will be discussed at greater length in Chapter 6, Singapore eschewed ISI
following a brief flirtation, and moved into export industrialization.

The economies of Brazil, Mexico, Turkey, and India were relatively
large. India, especially, had the domestic market to support just about
any factory’s or industry’s existence without having to look for export
markets. When African countries entered the independence era in the
1960s, they faced a different situation. These countries entered the post-
colonial age with small and poor markets. Yet that seldom dampened
their enthusiasm for ISI.

Ghana paved the way to independence for sub-Saharan Africa when
its charismatic leader Kwame Nkrumah ushered in the country’s inde-
penc%ence in 1957. Most observers expected Ghana to be Africa’s suc-
cess story, perhaps the first developed country of postcolonial Africa. It
had come to independence with healthy foreign reserves, a wealth of
natural resources, and an impressive transportation infrastructure. As
chief minister in the final years of British colonialism, Nkrumah and his
Convention People’s Party had for all intents and purposes begun gov-
erning by the mid-1950s. In its first decade in power, the party practiced
a form of moderate nationalism. The strategy yielded little fruit, howev-
er, and in 1961 Nkrumah began steering the country onto a new path,
that of African socialism.

Early in his career, Nkrumah had come under the influence of US
and Caribbean black nationalist thought, but in the 1960s he started toy-
ing with the new and exciting philosophy of African socialism. Other
seminal African socialist thinkers were Léopold Sédar Senghor, who
became Senegal’s first president, and Julius Nyerere, Tanzania’s first
president. Despite their differences, African socialists tended to agree on
a common goal: Africa needed to invent its own development strategy,
one that eschewed both capitalism and communism, which were seen as
essentially European political-economic systems. African socialism typ-
ically sought to build a collectivist African economy while steering clear
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of Soviet-style socialism. It stressed human dignity and the traditional
collectivism in African society and the village economy. But whereas
Nyerere extolled the virtues of the peasant, Nkrumah frowned upon
agriculture, seeing it as little more than bondage and, in the case of the
lucrative cocoa sector, a bastion of capitalism.® In his view, agriculture
was to serve industry, its revenues used to fuel urban investment, and it
had to be transformed and modernized. Ghana instituted an ambitious
program of large, mechanized state farms that would supplant the small
peasant farms that then dominated the rural economy. At the helght of
the program, 105 farms covered 1 million acres.?

Nkrumah’s view of the agricultural export sector as little more than a
cash cow to be used to feed industrial development was not unusual. Not
only was this official attitude commonplace in Africa, but it also did not
really diverge from conventional development theory of the day. Ghana’s
focus on rapid industrialization and physical-capital formation was quite
respectable at the time.!0 Yet in few places was agriculture treated in so
cavalier a manner as in Ghana, and in time this would have detrimental
consequences. Farmers saw much of their revenue siphoned off by the
marketing board to fuel urban investments; the prices they were paid slid
while inflation worsened in the 1960s; and they had to make “special
development contributions” and contribute to “forced savings.”

Other African countries implemented less ambitious development
strategies than Ghana’s, yet still stuck to ISI. Both Céte d’Ivoire and
Kenya, for instance, established protective barriers and incentive pro-
grams to attract foreign investment in industry. Their chief difference
from Ghana was that both governments encouraged the development of a
local business class.!! State firms certainly played an important part in
the Kenyan and Ivoirien development strategies, but they were more a
means to channel resources to the private sector (e.g., development
banks), or to build up industrial capital that could later be divested to
local businesspeople, than a replacement for the private sector. Although
agriculture would be used to fuel urban industrial development, both
countries were more successful than Ghana in stimulating increases in
primary exports, thereby gaining the revenue needed for their strategy.
Rather than trying to leap into the creation of large mechanized farms,
Kenya and Cote d’Ivoire relied on peasant farming. Finally, Cote
d’Ivoire added a nuance to its development strategy that made it almost
unique in Africa: once ISI had advanced some way, in the mid-1970s the
country shifted to an export-oriented industrialization strategy that added
value to local production rather than replacing imported production.

Although nationalism often played a strong role in ISI policies, the
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irony is that these strategies frequently relied on foreign capital to suc-
ceed, Latin American governments always drew significant foreign
investment, especially from the United States, and by the 1960s Mexico
was borrowing heavily on foreign markets to sustain its infrastructure
investment. And even while African socialists sought to build a noncapi-
talist society, they often, like Ghana, looked to foreign capitalists to help
them in this process. Yet at the same time that they attracted foreign cap-
ital, governments in Ghana and, later, in Angola and Zimbabwe made
life difficult for their own entrepreneurs. There was a logic to this appar-
ent paradox of nationalist regimes intensifying the very foreign depen-
dence they claimed they would break. Foreign investment was seen as a
necessary evil in the early years of development, simply because it
could provide large sums of money that would be difficult to obtain
locally. However, foreign capital could be controlled in enclaves and
made to serve a socialist strategy. By contrast, the rise of a local bour-
geoisie would lead to bourgeois politics, undermine the regime, and lead
to a capitalist country. Only a handful of African countries, Cote
d’Ivoire and Botswana among them, actively encouraged the develop-
ment of a local capitalist class.

In the early years, the achievements of state-led development poli-
cies spoke for themselves. During the 1930s, at a time when the world
econpmy was stagnating, Turkey’s economic growth rate reached an
annual average of 7 percent.!2 Although the economy declined during
World War II, it rebounded during the 1950s and 1960s, a period of ris-
ing prosperity across much of the Middle East.13 Latin America’s move
into ISI ushered in healthy growth rates in the 1940s and 1950s, with
industry outpacing overall economic growth.!4 Right through to 1970,
the Mexican economy grew at annual average rates of 6.5 percent,!5 in
league with the world’s fastest-growing economies. During the course of
India’s first five-year plan, from 1951 to 1956, national income grew by
18 percent and, aided by inflows of foreign aid, the government suc-
ceeded in building up the economy’s physical capital. Sheltered from
foreign competition, several Indian industrial companies reaped heavy
profits that allowed them to become strong. Buoyed by the success of
the first plan, the next two were even more ambitious, with the second
(1956-1961) carrying further the development of heavy industry, and
the -third (1961-1966) shifting its attention to the infrastructure needed
to service the booming industrial sector. India’s move further into the
industrial age pleased nationalists, who had always faulted colonialism
for keeping India backward and agricultural. The fruits of this strategy
were undeniable: over the course of the first three plans, for example,
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steel production increased sixfold.!6 It was at about this time that
Ghana’s industrialization strategy began to pay its dividends. The
investment made possible by agricultural surpluses went to build state-
industrial ventures. Public investment in new undertakings boomed, and
by 1965 there were fifty-three state corporations in several subsectors of
the industrial economy.!” The most significant of these, actually predat-
ing the turn to socialism, was the Volta Dam. Financed by foreign capi-
tal, the dam was to provide cheap energy for the emerging Ghanaian
industrial economy. In return for their participation the foreign
investors, belonging to the Kaiser-Reynolds Syndicate, were sold elec-
tricity at cost—then the cheapest rate in the world—for the aluminum
plant they would build. On this plant they were given a five-year tax
holiday and a thirty-year import-duty exemption on their inputs. The
dam was completed ahead of schedule and below cost, and exceeded
forecasts of power sales and profitability.!8

At the same time that these countries were developing their industri-
al bases, great strides were being made in global agriculture. For while
ISI paid little regard to agricultural development, this neglect was ini-
tially made up for by the successes of the Green Revolution. During the
1960s, with funding from the Rockefeller Foundation, laboratories in
Mexico, the United States, the Philippines, and Taiwan had conducted
research on improving agricultural techniques, resulting in dramatic
technological developments that would revolutionize third-world agri-
culture. Most important of these innovations were new high-yield vari-
eties of seeds and improved chemical fertilizers. The Green Revolution
did much to alleviate the widespread fear that the planet, and especially
its poor countries, would soon be unable to feed its growing population.
For example, Mexico’s wheat yields per hectare more than doubled
between the mid-1960s and the mid-1970s.19 India also boosted its crop
yields when, after a series of severe droughts in the mid-1960s, the new
technologies were imported from Mexico and spread throughout the
countryside. The chief innovation adopted in India was the new high-
yield seeds, though use of chemical fertilizers and mechanization, espe-
cially tractors, also increased. By the 1970s, output was surging. India
changed from a famine-prone country into one that was essentially self-
sufficient in food output. This was one of the third world’s most remark-
able accomplishments in the postwar period.

The Green Revolution also drew criticism, though. Because the new
technologies were expensive and required high and regular water inputs,
they were frequently accessible only to richer farmers, and thereby
worsened rural inequalities. Moreover, as crop yields expanded, prices
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dropped, and many farmers were driven off the land. To varying degrees
this scenario was played out in several countries, including Mexico and
India. It is difficult to determine whether the Green Revolution wors-
ened income inequality; the weight of opinion leans toward the view
that the new technologies did concentrate incomes, but the evidence is
mixed.20 However, it does seem safe to say that the most effective Green
Revolution strategy is one that maximizes the access of less prosperous
farmers to the new technology rather than allowing only the rich to get
their hands on it. At any rate, the successes of postwar development
strategies could not be denied: cities were growing, industry was devel-
oping, and countries had augmented their food output.

The Postwar World Economy

Such successes could not be credited only to the right policies. From the
late 1940s, international conditions favored growth, and it would have
taken.some doing for a government to implement a development strate-
gy that did not produce healthy growth rates. The successes of the time
actually obscured what were, in most cases, insufficient performances.
However, this would not become obvious until the world economy
slowed down in the 1970s. -

Toward the end of the 1940s, once the political and economic chaos
that plagued Europe after the war had settled, the world economy had
begun to boom. The Marshall Plan, whereby the US government
pumped reconstruction money into Western Europe, had inaugurated
this growth phase.2! Following hot on its heels, the Korean War brought
a further leap in demand. The United States emerged from World War I
more robust than when it entered it. The rise in demand brought on by
the war, coupled with the fall in European output, produced such an
imbalance that in 1945 the United States accounted for a third of the
world’s economic output and more than half of its production of manu-
factured goods.22 US military power stretched around the globe, and the
United States was able to impose a degree of order on the world econo-
my that had been sorely lacking in the prewar period (a lack largely to
blame for the Depression). To begin with, the US use of the gold stan-
dard helped provide a stable international trading environment. The
United States went on to subsidize recovery in the world economy by
allowing liberal access to its own market and tolerating the outflow of
US investment capital and official aid. Although the resultant capital
outflow produced persistent balance-of-payments deficits, this was not a
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problem, atleastnot yet. Because virtually all governments were willing
to take payments in dollars, the US government could pay its bills sim-
ply by printing more money.

Western Europe and North America were poised for an economic
boom. In Western Europe the supply of investment and human capital
faced a situation of slack capacity because so much of Europe’s industry
and infrastructure had been destroyed in the war. On top of this, the
Western world experienced a baby boom that created all sorts of new
demands on the economy. Demand and investment rose throughout most
of the world. In the postwar period the world economy grew at average
annual rates of 5-6 percent, and there did not appear to be any end in
sight to this growth. Such high expectations led to greatly expanded
welfare states, and fueled pay settlements in North America and Western
Europe that outpaced improvements in productivity.

Given such rising demand, it was not surprising that, initially, things
went well for many third-world countries. Although by the mid-1950s
some Latin American countries began to experience a downturn,?3 in
Africa the opposite occurred. With regional variations, the decade after
1948 had been a good one for Africa’s economies. Official and private
foreign investment grew; in many colonies, trade boomed; even Kenya,
riven by the Mau Mau insurgency, saw positive growth. On such a
resource-rich continent, faced with continuing increases in demands for
its chief exports, the logic of taxing agriculture or other primary indus-
tries to build industry seemed inescapable. The cash cow, agriculture or
mining, could not be expected to run dry.

However, the golden age could not last. The slack capacity would
eventually be used up, the baby boom would run its course, and the
declining productivity and rising incomes would feed inflation, a hydra
that began to rear its head in the late 1960s. Moreover, by the early
1970s the United States was suffering from a “gold overhang.” The gov-
ernment had been printing money not only to cover deficits, but also to
fund its war in Vietnam. Eventually, far more dollars were in global cir-
culation than there was gold in Fort Knox. Printing money to cover bal-
ance-of-payments deficits would not be an option for much longer. In
1971 the United States ran its first trade deficit of the century.24 That
same year, partly in response to this crisis, President Richard Nixon
abandoned the gold standard. Currency instability followed, and the
United States made clear that it would no longer allow the generous
access to its economy that it had formerly given its allies, unless they
agreed to widen their doors in return.

Soon thereafter, the world economy was shaken by one of the great-
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est tremors yet: the first of the oil shocks. In 1973 the Organization of
Petroleum Exporting Countries (OPEC) announced an embargo on oil
supplies to the United States, Europe, and Japan to protest their support
for Israel in the Yom Kippur War. This sudden cut in supply led to a
fourfold increase in the world price of oil over the next two years. The
crisis plunged the economies of the developed world into recession,
heralding the end of the golden age. Growth phases, if more modest,
would return to the world economy; but then so too would recessions.
The era of steady, high growth was now at an end. What emerged to take
its place was a new phenomenon that bedeviled policymakers in their
search for a cure: economic stagnation coupled with high inflation, or as
it came to be known, stagflation.

At the onset of the OPEC crisis, some observers concluded hopeful-
ly that the era of first-world dominance of the world economy was also
being brought to an end. They construed the OPEC crisis in North-South
terms: the success of the oil-producing countries in raising a commodity
price was seen as an attempt by commodity-producing countries to
increase their share of the world’s wealth at the expense of the rich con-
suming countries. There was a flurry of optimism that maybe the same
could be tried by producers of other primary commodities. The third
world, it was believed, would finally get its fair share of the wealth gen-
erated by world trade. ’

Although there is a grain of truth in this interpretation, the oil crisis
in fact boded ill for most of the third world. The handful of oil-exporting
countries grew much richer, but the remainder, which imported oil,
faced the same jump in energy costs as did first-world countries. In the
meantime, the recession in the world economy had reduced demand for
their products. The first world had sneezed; much of the third world
caught pneumonia. Worse was yet to come. The oil shock unleashed a
virus that crept into the body of the third world at once, but would only
become apparent much later on when it manifested itself in a terrible,
seemingly incurable illness. This was the debt crisis.

With oil prices skyrocketing, OPEC countries found themselves
awash in hard currency. Try as they might, the rulers of these countries
could not spend all that was flowing into their coffers, so they deposited
these monies in their accounts with Western banks. The banks, which
had to pay their depositors interest on this money, had to find someone
to whom they could lend at a higherrate of interest in order to avoid los-
ing money. So flooded were they with money that many banks threw
caution to the wind in their hunt for borrowers and offered low-interest
loans for questionable projects.
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The offer was too good for many third-world governments to resist.
They borrowed heavily in order to invest in development projects and
sustain overvalued currencies.?5 In doing so, they were acting no more
unreasonably than would someone borrowing money to expand a busi-
ness, counting on the future revenues that would result to pay off the
debt. The problem was that many of the projects they invested in were
ill thought out, and in some cases monies even disappeared at once into
current accounts. As for the anticipated revenues, these presumed a con-
tinued growth in the world economy that was not to materialize. .

Although the 1973 oil shock had plunged the first world into reces-
sion, in the third world things did not always look so bad. With invest-
ment capital available in abundance, sometimes at real interest rates
close to zero, the governments of many third-world countries could be
forgiven for paying scant heed to the problems of the first world.
However, when in 1979 a second oil shock brought on a second bout of
stagflation in the first world, the crisis came home to most developing
countries: most commodity prices plummeted.

Meanwhile, first-world governments began fighting inflation
through tight monetary policies, raising interest rates to heights
unknown in the postwar period. This had a doubly detrimental effect on
developing countries. First, the higher interest rates raised the repay-
ment cost on debts, many of which were short-term and thus subject to
variable rates of interest. Second, with money flowing into the high-
interest havens in the first world in order to take advantage of the high
returns on deposits, the demand for US dollars in particular rose. The
value of the dollar thus increased, and because most third-world debt
was denoted in dollars, the value of the debts of developing countries
was effectively hiked. With less money available to pay off debts but
payments rising quickly, third-world governments found themselves in a
crippling squeeze. When Mexico, Brazil, and Argentina all announced
in 1982 they could not meet their current debt obligations, the debt crisis
erupted. Donor agencies such as the World Bank relegated development
projects to a secondary status, and devoted their energy to trying to
recover old debts and improve the solvency of their debtors.

The revenue from the sales of primary commodities was increasing-
ly used not to fuel industrial development, but to pay off old debts.
Governments had to squeeze money from their budgets to meet debt
obligations, and were forced to cut their investment and social expendi-
ture. They had little space to maneuver: when, for example, President
Alan Garcia tried to set an upper limit on Peru’s debt repayment to
avoid causing too much hardship for his people, creditor agencies react-
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ed with a credit boycott that was too much for the country to bear. The
cost of debt repayment thus fell on ordinary people. Whatever develop-
menf was supposed to mean, they were not seeing its fruit. There were
even cases in which projects built with borrowed money lay idle, the
anticipated economic growth that would have brought them into opera-
tion having never materialized. By now, high inflation had become a
serious problem in many developing countries, particularly in Latin
America. It was eating away the gains of growth and reversing, some-
times rapidly, per capita incomes. Many governments found they had no
choice but to turn to the World Bank and the IMF for assistance. This
would be forthcoming, but with strings attached.

The Fruits of Postwar Development Strategies

Meanwhile, the many shortcomings of the ISI model were becoming
obvious. The approach had been directed, intentionally, at physical-
capital formation,2¢ and neglected to foster competitiveness, innovation,
technological capability, and other features of development. With its
focus on savings and investment, ISI proved very effective at building
factories and infrastructure. In other regards, though, it was failing.

H
Poor Export Performance

The first problem of ISI is that while it altered the structure of an econo-
my’s output, it did less than hoped to alter the structure of its exports.
Whereas many third-world countries increased the profile of manufac-
tured goods in their exports, change came slowly. Between 1960 and the
end of the 1970s, for example,. India increased the share of its exports
accounted for by manufactured goods by a third, and Mexico more than
doubled its share. However, in the same period, South Korea—which
was not using a conventional ISI model—increased that proportion
more than sixfold.2” Moreover, increased exports of manufactured goods
often arose from trading agreements with neighboring countries and did
not represent increased exports of manufactured goods to first-world
countries.2® In other words, third-world countries were selling more
manufactured goods to each other, but not to their traditional trading
partners in the first world. In the end, third-world countries continued to
rely on primary exports to the first world for their foreign-currency
earnings. This problem was most acute in Africa, whose share of the
world’s manufactured exports actually declined throughout the 1960s
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and 1970s,2° and whose dependence on primary exports actually
increased between 1965 and 1980.30

Given that ISI was designed to alter the trade patterns between the
first and third worlds and end the tendency for third-world governments
to export primary goods and import finished ones, it was not meeting its
goal. Although third-world countries were importing fewer consumer
goods from the first world, they were not necessarily importing fewer
finished goods. Local producers had replaced imports, but the technolo-
gy and often the inputs used to produce those goods were usually
imported. Aimed in part at improving a country’s balance of payments
by reducing its imports, in a few cases ISI actually worsened the bal-
ance, with the cost of imported inputs actually outweighing the savings
generated by local production of consumer goods.3! Moreover, ISI often
precluded the sale of finished goods abroad. In many cases, being shel-
tered from competition by protective barriers, local industries simply
could not produce goods of a price or quality that could find a market
abroad. Further, branch plants were often set up exclusively to produce
for local markets, with licensing arrangements precluding the possibility
of exporting. Kenya, for example, which leaned heavily on such protec-
tionism to attract foreign investment in industry, was able to increase its
manufactured exports mainly by virtue of its membership in the East
African Community. Because Uganda and Tanzania had even less-
developed industrial sectors than did Kenya, the latter country led the
competition. Elsewhere, however, Kenya’s achievements in market pen-
etration were more modest.32

Some countries sought to get around this problem by developing
their own heavy industry in order to supply the inputs and capital goods
(such as machinery) for their factories. Big countries could support their
own capital-goods sectors, but smaller countries, such as Argentina or
Tanzania, could hardly hope to recoup the cost of their investment
through domestic sales. Export sales to other third-world countries pre-
sented one possible outlet, which Argentina used to greater effect than
Tanzania, but even then the costs usually outweighed benefits. In such
cases the construction of a capital-goods base ate up much of a country’s
scarce resources. It would have been cheaper for countries to import
capital goods than to produce them themselves.33 Although the Indian
government could make back its investment through domestic sales, the
fact that the country produced capital goods inferior to those available
from abroad not only limited the export markets for its goods, but also
kept the quality of the consumer goods produced with these capital
inputs too low to compete well on foreign markets.34
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Inefficiency

IST frequently allocated resources inefficiently. Because trade barriers
raised consumer prices, people could not buy and save as much as they
would in a free-trade regime. In effect, this restricted the size of both the
local market and the savings pool. The large profits being made by pro-
tected companies could be channeled into savings, but where the com-
panies were owned by foreigners, the profits were more likely to be
shipped back home than to be reinvested locally. This became an acute
problem in Latin America during the 1970s. Some governments
responded to capital flight by imposing currency controls—limiting the
amount of money anyone could take out of the country—and taxing
profits. The former was partly counterproductive in that it frightened
away future foreign investment. The latter was easily avoided by means
of transfer pricing: by overbilling for licensing fees or supplies to
branch plants, parent companies could find ways to sneak their money
out of host countries and show meager profits or even losses at the end
of every year.3s

The lack of competition fostered by protection created its usual set
of problems. Firms became lazy, product quality was poor, and produc-
tivity remained low.36 Not only did local consumers lose out, but the
possibility of expanding into export markets dwindled. Firms ate up
mongy that could have been invested elsewhere in the economy. In some
countries, India being a case in point, firm managers devoted much of
their time to securing favorable arrangements with government officials
rather than to improving the operation of their firms or the quality of
their-products.

Protection also led to an inefficient allocation of resources in the
way production technology was chosen. With profits ensured, firms had
few incentives to look for the most efficient technology or adapt it to
local needs. Most often, they bought production technology that had
been developed in the first world, where the markets were comparative-
ly huge and the demand was for highly differentiated, packaged, and
promoted products. Not only did this produce unnecessarily expensive
goods, but it also resulted in the erection of factories with immense pro-
duction capacities and, in the worst cases, a heavy reliance on imported
inputs and even imported managers. Given that such factories were pro-
ducing for small domestic markets, their unused capacity led to high
unit costs, which were passed on to the consumer in the form of higher
prices. When inputs had to be imported—because, for instance, the tech-
nology could not process local supplies—this further worsened the
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country’s balance of payments. Among the best-known examples of this
syndrome remains Ghana’s aluminum plant, built by the Kaiser-
Reynolds Syndicate alongside the Volta Dam. Although the project itself
was successful, it used not only imported capital technology, but even
imported bauxite, rather than local supplies, and thereby created few
spinoff benefits for the Ghanaian economy.3?

Underemployment

All the while, such capital-intensive modern technology created few
local jobs, further limiting the growth of the domestic market and con-
centrating the gains of development in a few hands (the owners of capi-
tal and the small industrial working class). So serious was this problem
in India that by the 1960s growth slowed. The unequal gains of develop-
ment had hindered the emergence of a mass market for consumer goods,
which in turn inhibited the further development of the capital-goods sec-
tors.38 In a similar vein, much of Africa witnessed the emergence of
“economic islands,” small industrial enclaves that purchased foreign
inputs and whose beneficiaries earned incomes high enough to spend on
imported goods. Few linkages connected these islands to the rest of the
economy. Where W. A. Lewis had expected a growing urban economy
to draw the rural sector behind it, in fact the urban economy boomed
while the rural sector, in which most of the population lived, fell
behind.3% The third world witnessed the tragic paradox of fabulous
wealthliving side by side with subhuman squalor.

This situation undermined the Lewis thesis, which had provided
some of the theoretical underpinning for state-led development. Lewis
had anticipated that the wage rate would remain at the level of the agri-
cultural-subsistence rate, providing industry with cheap supplies of
labor, but while rural wages often remained low, urban wages out-
stripped them considerably. Several explanations have been put forth for
this. Employers using sophisticated technology require skilled labor,
which is in short supply and thus more costly. They also want to mini-
mize turnover rates to control the expense of training new employees in
the use of their technology. To a point, higher wages can also induce
higher productivity, due to increased morale and better nutrition; it can
therefore be in employers’ interest to raise wages. Finally, if workers are
unionized, or even if unorganized they are a potent political force,
employers may feel the need to treat them better than agricultural
employers do their workers.40

Whatever the reasons in any given case, there arose what are called
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segmented labor markets. Urban labor markets were not governed by the
rules that obtained in the rural sector. Not only did this worsen the rural-
urbarf discrepancy and contribute to the emergence of a “labor aristocra-
cy,” but the resulting high wages attracted many more job seekers than
could find work. By the 1980s in Cote d’Ivoire, for instance, urban pop-
ulations were growing by up to 10 percent per year, while in the rural
hinterland in the north of the country the population remained
unchanged.4! Cities teemed with unemployed migrants who tried to find
work in the informal sector, in petty trade, menial labor, and inevitably,
prostitution and crime. Many third-world cities grew rapidly, consuming
a disproportionate share of the government’s resources, yet authorities
simply could not keep pace in the provision of security and infrastruc-
ture. Squatter townships soon engulfed many third-world cities. Urban
poverty and overcrowding in cities that lacked the resources to build
new housing, roads, and sewers created public-health and crime prob-
lems, including such horrific responses as the private gangs that came to
prowl the streets of some Latin American cities, “cleansing” them of
street children. '

Poor Agricultural Performance

The worsening of the urban-rural gap (sometimes referred to as dualism)
reflected one of ISI’s most serious omissions: primary development. Not
only did ISI neglect agriculture in its race to build urban industry, it fre-
quently penalized it. Very often, investment in the primary sector was
greatly outweighed by the money taken out in the form of taxes and
marketing-board surpluses. In squeezing agriculture to fuel urban devel-
opment, third-world states often kept agricultural producer prices so low
that farming became less and less attractive, fueling the rural-urban exo-
dus. Meanwhile, primary exports grew sluggishly or, in the worst cases,
plummeted. In Ghana, the cocoa marketing board presided over declines
in exports; in Nigeria, exports of groundnuts and palm oil, of which
Nigeria was the world’s largest producer in the early 1960s, fell to zero
in the 1970s.42 This restricted the income available for investment and
worsened balance-of-payments problems. It also tended to produce nar-
rowly based income growth, which led to a demand for nonfood and
capital-intensive products imported from abroad; those countries that
continued to encourage agricultural development saw more broad-based
income growth, which created more demand for local goods.#3 The irony
in this was that ISI strategies sometimes did less to encourage industrial-
ization than did strategies focused on developing agriculture.
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Corruption

The mechanisms of ISI gave considerable scope for abuse. License
administration enabled ministers and officials to reward favorites or
demand kickbacks; directorships of marketing boards and public firms
could be used to skim off resources for personal use; discretionary gov-
ernment budgets could be plumbed to further individual interests. In
India, such abuse translated into lost management time, much of which
was spent in queues at government offices, and into expensive manage-
ment practices, with many companies establishing virtual embassies in
Delhi in order to promote and protect their interests.#4 In some African
countries, marketing boards were treated almost like tax concessions,
with government officials squeezing more and more revenue from peas-
ant farmers even at times when world commodity prices were falling.
Some governments maintained highly discretionary tax regimes, -and
embezzlement of public funds was common. Cynics suggested that
third-world dictators such as Ferdinand Marcos of the Philippines and
Mobutu Sese Seko of Zaire (today the Democratic Republic of Congo)
kept alive the Swiss banking industry, with its confidential accounts.
Civil-service promotions often went not to the best-qualified people but
to political clients, who kept their jobs not by doing them well but by
maintaining their loyalty. In the worst cases, such as Zaire, Uganda, and
the Philippines during the Marcos administration, official corruption
seriously drained the economy of resources and put a crimp in invest-
ment. For example, it has been estimated that from the mid-1970s to the
mid-1990s, the economy of the Philippines lost $48 billion to corrup-
tion.#> Dismantling the structure that made possible such theft became
an appealing option to many.

&2 Extreme Statist Experiments:
Soviet Central Planning in the Third World

When the failings of ISI first became apparent, dependency theorists
blamed the world economy. They argued that structuralist experiments
failed to break the link with the first world, which they claimed lay at
the heart of the third world’s condition. However, those countries that
did attempt such a break with world capitalism and applied socialist
central planning in the Soviet mold could boast little more for it.

The principle underlying socialist central planning was that the
economy should be organized to serve people, not vice versa. The state,
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as the representative of the people, was the agent that should perform
this task. The Soviet interpretation was that to abolish exploitation, one
had to abolish the market economy. The people as a whole should own
the property, and the state should manage it on their behalf. Beyond that,
there was a not unreasonable conviction that in underdeveloped soci-
eties a rapid and extensive mobilization of resources could only be
achieved if the state took full control of the economy and compelled all
available resources to be put to productive use. Along the lines of the
Soviet model, states nationalized the economy, taking full ownership of
its resources and in effect turning all citizens into state employees. The
economy was then directed from a central planning office, which over-
saw investment, set wages and prices, decided on which resources
would be allocated for what purposes, and set production targets. Such
socialist central planning was tried in Cuba, Ethiopia, Mozambique,
Vietnam, Laos, Cambodia, Burma (Myanmar), North Korea, and China.
Less ambitious experiments were made in a handful of other countries.

Overall, the record of socialist central planning in the third world
was not very good, at least not with regard to economic matters.
Although in some countries external factors such as civil wars drained
socialist governments of resources, these alone could not account for all
the shortcomings of socialist central planning. In the least-developed
countries, namely Ethiopia and Mozambique, these experiments ran up
against a dearth of administrative capacity. The states were simply too
poor and resource-starved to be able to exert effective central planning.
Control over the economy was therefore far less than in the Soviet or
Chinese models. A skilled bureaucracy to design and supervise central
planning was lacking. So too was the communications infrastructure that
was necessary if effective central control was to be maintained. Any
development strategy in which-the production of thousands and even
millions of items is planned and coordinated by a central agency
depends on complete access to reliable data from all over the economy,
not to mention some skillful management. Given that a state machinery
as large as the Soviet Union’s could not always meet such requirements,
poor countries with a shortage of skilled bureaucrats and an inadequate-
ly developed communications infrastructure were not likely to do better.
In Burma, for example, the construction of new plants was often not
properly coordinated with the production and transportation of raw
materials; shortages that slowed the operation of plants and raised inef-
ficiency costs became commonplace.46

Certain other problems bedeviled central planning everywhere. The
Soviet experiment proved that when it comes to expanding output,
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building new plants, or bringing new resources into production, central
planning can be more effective and rapid than a market economy.
Central commands, forced saving, price distortion in order to mobilize
savings, and other such tools can rapidly build up the size of an econo-
my. However, though it can greatly increase the quantity of output, cen-
tral planning is not always up to the task of improving quality. Nor does
it tend to encourage the efficient use of resources. Soviet oil fields, for
example, were notorious for the amount of oil lost or wasted in the pro-
duction process because firm managers were concerned with increasing
output and not with making extraction less costly. Quantity could be
monitored by bureaucrats; quality was much more problematic. A con-
sumer market seems a more effective means of identifying and reward-
ing improvements in product quality. After all, the average consumer
does not care how many shoes the economy has produced, but only
whether the pair he or she bought is comfortable, durable, attractive, and
reasonably priced. Soviet firm managers, however, were typically reluc-
tant to develop new products or technologies for fear that production
might temporarily lag and thus disrupt the economic plan.4?

In the third world this tendency toward inefficiency was most evi-
dent in the farming sector. State farms run by managers were unproduc-
tive, consuming resources that would have been more effectively used
on small peasant farms. It is now well established that in third-world
settings, where labor is abundant, small household farms will be more
cost-effective than large, mechanized ones, which rely on expensive
capital inputs and displace labor through their use of machinery.
Ghana’s state farms, despite the resources pumped into them, were four
to five times less productive than peasant farms.4® In Cuba, workers on
sugar plantations sometimes cost more than the value of what they pro-
duced.® In Ethiopia and Mozambique, the heavy concentration of
resources in a few state farms meant that communal villages and peasant
agriculture were virtually ignored.59 In Tanzania, which was not a cen-
trally planned economy like the aforementioned, the government did try
to collectivize agriculture, but found the peasantry far more indepen-
dent-minded than it had suspected: peasant resistance undermined the
government’s “villagization” policy.>!

Nevertheless, in criticizing socialist central planning, one risks
throwing the baby out with the bathwater. Although economically ineffi-
cient, socialism in the third world sometimes made important social and
political gains. Committed as they were to egalitarianism, such regimes
often implemented progressive social policies that increased the peo-
ple’s access to healthcare or basic education, or made significant strides
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toward granting women greater rights. In the same vein, communist
Havana would come to be a safer, cleaner city than capitalist Kingston,
Jamaica, because relatively more money was invested in public ameni-
ties, parks, and services than in building private mansions amid wide-
spread squalor. As a rule, socialist regimes also avoided the worst
excesses of corruption into which some neighboring governments were
plunged; this was especially so in Africa. Finally, third-world socialism
even made some economic gains. In China, for example, it built up the
rudiments of an industrial base that could later be exploited when the
country opened up to capitalist influences. Some suggest that China’s
current economic boom would not have happened so soon were it not
for this phase of extensive industrial development. Perhaps it is safest to
say that socialist central planning outlives its usefulness when the phase
of heavy industrialization reaches its maturity, at which point an econo-
my needs to move into consumer industry and export markets.

B Why the Failures? Theoretical Perspectives
on Statist Development Theories

Statist development theories, especially in their radical leftist versions,
presumed a certain rationality on the part of the state that may not have
been present. Neoclassical theorists would subsequently argue that there
was no reason to assume people would behave any differently in the
public sector than they did in the private sector. In other words, the same
selfish behavior that prevailed in the marketplace would continue in the
state, except that its effects there would be more damaging. The exis-
tence of official corruption seemed to confirm this argument. Moreover,
although the ready assumption that the state encapsulates the public
interest and thus should spearhead development on the nation’s behalf
suits common sense, it lacks empirical support. Elite theorists have long
pointed out that significant political participation is restricted to a
minority of the population, while political power is the preserve of small
elites (which, not surprisingly, are often market elites).52 The state,
argued critics of statist development models, was not necessarily more
representative of the public will than was the market.

In its more radical versions, particularly dependency theory, statist
theory ran into even more problems. It seemed insufficiently attentive to
microeconomic theory, and in particular failed to deal with the issue of
incentives. For instance, it seldom explained why the state officials who
would engineer development would run their firms efficiently and maxi-
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mize their outputs and profits. After all, they often had to wrestle among
competing priorities, including calls for a rapid improvement in working
conditions. The market incentives that imposed discipline on firm man-
agers and encouraged producers to increase output were not always pro-
vided by the state.

Interestingly, some of the strongest criticisms of dependency theory
came not from the right but from the left. Marxists took such theorists as
A. G. Frank to task for suggesting that capitalist imperialism had choked
off the indigenous processes of capitalist development in the colonies. In
fact, these critics alleged, capitalist development did not occur, at least not
in the Americas or Africa, until the advent of imperialism.53 Furthermore,
imperialism in Latin America took place during the period of Iberian feu-
dalism, not capitalism, so it could not have been first-world capitalism
that underdeveloped this part of the world.54 Placing the blame for third-
world underdevelopment on the drain of resources to the imperial coun-
tries probably overstates the role the colonies played in Europe’s develop-
ment. Seldom did colonial trade account for more than a small share of
the colonizing country’s economy, and most of the first world’s enrich-
ment grew from trade within the developed world, as it does to this day. If
anything, the problem was not that capitalism had exploited the third
world, but that it had underexploited it.55 Where waves of settlers flowed
to the colonies, investing and importing new technologies while also con-
stituting effective lobbies for infrastructure development and against pro-
tectionist groups back home, development was more likely to result. It is
worth remembering that the United States began its life as a collection of
colonies. However, where the imperial powers did not exploit colonies
very much but used them mainly as sources of raw materials and markets
for finished goods, as was the case in most of Africa, underdevelopment
often resulted. In such colonies and regions, the imperial powers did little
to encourage industrialization, and the arrival of their manufactures drove
local producers out of business. Other colonies, such as the inland territo-
ries of West Africa, fared even worse. Turned into labor reserves for
neighboring colonies that were being developed, they were drained of the
most important resource to development: labor. Today such countries
number among the world’s poorest.

Finally, dependency theory’s conception of the domestic bour-
geoisie as parasitic and dependent on foreign capital was simplistic. It
assumed that the bourgeoisies of different countries would behave dif-
ferently, even as enemies. In fact, capitalists everywhere tend to follow
the laws of the market and frequently find more in common with each
other than with compatriots from different classes.5’ In any event, time
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would show that many third-world capitalists were anything but para-
sitic, sluggish, or dependent.

ISI itself rested on some assumptions that later research drew into
question. Designed to build up modern industry, it encouraged large-
scale units of production and concentrated them in urban areas. To fuel
this development, the state in effect taxed rural dwellers by such means
as marketing-board surpluses. Aside from moral concerns—namely the
possibility that ISI left peasants little better off than they had been under
colonialism, while enriching a small minority—the economic problems
in this approach soon came to light. Research found that, given the com-
parative advantages prevalent in most developing countries, rural invest-
ment yielded higher returns than did urban investment. Among other
things, urban development required expensive housing and infrastruc-
ture, and the rate of return on these was comparatively low.58 Even if
governments were eager to break out of their dependence on agriculture
and industrialize, it was not obvious that an “urban-biased” strategy
offered the best means of doing so. Specialists on appropriate technolo-
gy argued that, given the features of third-world countries and in partic-
ular their abundance of cheap labor, most governments should have
encouraged the development of comparatively small, labor-intensive
production units. These could have been located throughout the country,
where they would have developed close linkages to the economy,
instedd of being concentrated in one or a few large cities.’ However, the
lessons of appropriate technology were not apparent to the drafters of
postwar development plans. To them, industrialization and urbanization
went together. The growth of the city symbolized the advance of moder-
nity. The costs borne by the peasantry were considered legitimate sacri-
fices to make for the building of a nation, and the benefits of ISI were
readily apparent.

B Conclusion

Certainly not all the news from the third world was bad. In many coun-
tries, the ancient problem of famine was eradicated, nutrition and access
to healthcare frequently improved, infant mortality rates declined, and
literacy rates rose. However, the difficult truth was that in many places,
economic growth barely kept pace with population growth and inflation,
and progress was much slower than had been hoped. In real per capita
terms, a significant portion of humanity ended the twentieth century
poorer than when it welcomed political independence.
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Yet against this backdrop of disappointment, some exceptions stood
out. A small number of newly industrialized countries (NICs) managed
to attain very high rates of growth, particularly over the last three
decades of the century. Not only did industrial development boom in
these countries, but their governments managed to build strong export
industries as well, thereby altering not just the structure of production
but the structure of exports as well. These economies became models of
efficiency, innovation, and rising prosperity among the citizenry. Chief
among these stars were the four “little tigers” or “dragons” of East Asia:
Hong Kong, Taiwan, Singapore, and South Korea. Since the 1960s,
these economies had experienced annual growth rates of over 10 percent
in some years; in the latter three countries, manufacturing had grown
even more quickly, and the profile of manufactured goods in exports had
risen dramatically. In per capita terms, these were the world’s fastest-
growing economies in the latter decades of the twentieth century.60 Yet
these economies were not necessarily specially privileged or pegged
from an early date to boom. South Korea, for example, is a densely pop-
ulated country with limited natural resources that traditionally inspired
“poets and painters more than engineers or economists.”6! It suffered at
the hands of Japanese colonialism and from the ravages of the Korean
War.

Why, then, did South Korea belie the general rule of the third
world? That question provoked one of the most vigorous development
debates of recent years. Agreement has yet to be reached, but as will be
shown in Chapter 4, a resurgent school of economic thought, neoclassi-
cal theory, believed that the lessons of the East Asian NICs vindicated
what it had maintained all along: that, left unfettered, the market would
bring about economic growth and development.

Time would soften the harsh assessment of ISI, or at least of some
of its components. But by the late 1970s, those who favored an interven-
tionist role for the state had become so discredited by the excesses and
abuses of statist experiments, not to mention the growing intellectual
and political weaknesses of the left, that they would be swamped in a
tide of right-wing criticism.
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