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THE ROLE OF INTERNATIONAL TRADE IN INDUSTRIALIZATION: THE EXPERIENCES OF INDIA AND SOUTH KOREA


Over the last 50 years, economists have changed their views on the extent to which nations that want to industrialize should engage in international trade.  Most developing countries, as they became independent of their colonial masters after World War II, were primary product exporters.  The work of Latin American economist, Raul Prebisch, argued that exports of primary products (the products of agriculture and mining) would not put developing countries on the paths of industrialization and growth, because of the historical downward trends in the prices of such products.  
In addition, the ideas of Marxism and Dependency Theory suggested that firms in poor countries would never be able to compete on international markets for manufactured goods on an equal footing with the large multinational corporations in the leading developed countries.  Even mainstream economic theory provided some support for the idea that developing countries should withdraw from the world of international trade.  This was based on the very old argument for erecting trade barriers against imports known as the “infant industry argument.”  If production of a particular manufactured good is subject to economies of scale (declining average costs as production increases), countries that had been producing the product for a long time would have lower average costs than “start-up” industries that were producing relatively little.  As a result, new industries would not last very long if they had to compete with low-cost incumbents.  The diagram below illustrates.
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The only way for such industries to last was for the developing country government to enact policies that would temporarily “protect” them from competition with producers in developed countries.  Such policies would include erecting trade barriers against imports into the domestic market. This would give “infant industries” in the developing countries a larger market for which to produce, which would allow their average costs to fall. It would also give these industries time to lower their average costs by “learning by doing.”

Many developing countries, including those in Latin America, Africa, and South Asia, took these ideas to heart and began to erect trade barriers against imports of a wide range of manufactured goods.  This became known as “import substitution” since these nations were trying to establish domestic industries to produce goods that would substitute for goods formerly imported.  Since trade barriers resulted in these countries interacting less with international markets, these policies were said to comprise an “inward-oriented” strategy.

At about the same time, a group of countries in East Asia, including Hong Kong, Singapore, South Korea, and Taiwan, began to develop manufactured industries with the goal of exporting such products to other countries.  These nations were said to pursue an “outward-oriented” strategy.

India is typical of the nations that pursued import substitution and South Korea was one country that abandoned import substitution in the 1960’s and began to promote exports.   At the time, India was considered to have better prospects for development. “In the 1950’s, India had been widely perceived as a rising star among the developing economies and was the darling of virtually all development economists. … In contrast, South Korea was seen as a basket case, sustained by massive doses of U.S. aid.” [Panagariya, p. 110]

The case studies of India and South Korea provide an opportunity to explore the context and policies of these two strategies.  They also provide an opportunity to assess which strategy was more successful in raising living standards.

INWARD ORIENTATION: A CASE STUDY OF IMPORT SUBSTITUTION IN INDIA

1.
Introduction.

Import substitution involves reducing a nation’s reliance on imported goods so that those goods can be produced domestically.  The ultimate goal, as with any development strategy, is to turn a non-growing economy into one “that is sufficiently flexible, diversified, and responsive that it can weather shocks, can respond to and indeed create opportunities for growth, and can, on its own, generate continuously increasing welfare for its people.” [Bruton, p. 1602]  Import substitution attempts to do this by “protecting” the poor country’s industries from competition with the more sophisticated developed economies until it is able to “stand on its own two feet.”  The process of learning how to produce the formerly imported goods provides skills and knowledge that raise labor productivity and allow the country to get on a path of sustained growth.

Import substitution is similar to the “infant industry argument” for protection from foreign competition, but broader.


[The infant industry argument] rests on the assumption that an activity can be identified which, if given some initial period of protection, will later be able to compete in an unprotected market.  In the case of import substitution one might speak of an infant economy that needs protection while it develops those characteristics it must have to produce rising welfare. 





[Bruton, p. 1605]

Thus, import substitution is also referred to an “inward oriented” development strategy because it promotes production for the domestic economy as opposed to the rest of the world.


Economists and economic historians have noted that import substitution contributed to the growth of many economies before it became an explicit development strategy in the 1950’s and 1960’s.  For example, during the Great Depression, when world trade ground to a virtual halt, the prices of many imported manufactured goods increased in Latin America.  This made it more profitable for Latin American companies to produce those goods.  In a sense, the Great Depression had the same effect on prices and profitability as imposing a trade barrier (say, a tariff, a tax) on imports, and thus, can be said to have provided Latin American manufacturers with “natural” protection from competition with developed country manufacturers.  As a result, Latin American manufacturing industries experienced a period of growth as they produced more manufactured goods to “substitute” for imports.
2.
The Theory of Implementing a Policy of Import Substitution.


The fundamental policy needed to pursue import substitution is the imposition of trade barriers that reduce imports of manufactured goods and thus raise the prices of those imports in the domestic market.  The higher prices received for these products make them more profitable for domestic firms to produce.  Tariffs or quotas can be used to limit imports.  Bruton (p. 1639) recommends an “across-the-board common nominal tariff,” that is, most if not all imported manufactured goods are subject to the same tariff.


Some analysts (including Bruton) also recommend an exchange rate policy that “’undervalues’ domestic currency” relative to foreign (ibid).  This means that the domestic currency (say, the rupee) is worth less foreign currency than it would otherwise be; for example, a rupee is worth 7 cents rather than 10 cents.  This makes imports relatively expensive and thus discourages them.  In this case, $10,000 of imported goods from the U.S. would cost about 143,000 rupees rather than 100,000 rupees.  To keep the currency undervalued, the government must manage the exchange rate rather than let it be determined by buyers and sellers in the foreign exchange market.


An import-substituting economy also might want to limit foreign direct investment (ownership of domestic firms by foreigners) because the idea is for domestic residents to master the techniques to produce manufactured goods and acquire the skills of entrepreneurship.  They may not learn these skills if foreigners are providing them.


Import substitution policies impose costs on the economy initially.  Trade barriers and “expensive” foreign currency raise the prices of imported goods above what they would otherwise be.  Domestic consumers thus pay higher prices and consume fewer goods in the early stages of import substitution.  The presumption is that, over the long-run, society in general will benefit.  As the country learns how to produce the “protected” products efficiently, their prices will come down.  Further, producing these products generates “linkages” to other productive activities whose production will increase.  For example, producing textiles might encourage increased production of cotton for use in textile production (a “backward” linkage) or increased production of clothing which uses textiles (a “forward” linkage).  In addition, as domestic producers and workers learn how to produce the protected products, they acquire skills that can be applied to production of other goods.  The economy ultimately gets on a path of sustained growth.  Thus, the benefits of import substitution in the long-run presumably outweigh the short-run costs.


To insure that the benefits are as high as possible, Bruton (p. 1605) suggests that import substitution policies should encourage “learning-by-doing” so that people are acquiring skills that can be employed to further expand production over time.  Specifying the exact characteristics that foster learning is difficult, but Bruton, (p. 1609), following the ideas of Albert Hirschman, says that one way to ensure that domestic entrepreneurs and workers engage in learning is to make sure that import substitution applies to a broad range of manufactured goods (by imposing a uniform common tariff, for example, as indicated above) so that imports of capital goods from the more developed countries are discouraged as well as imports of consumer goods. He contends that today’s developed countries, like the United States, had to learn how to produce capital goods themselves since no other countries produced them.  This process of learning contributed significantly to their development.   “The modern less developed country that imports foreign-made capital goods to produce the consumer good then eliminates a significant source of learning.”  In addition, limiting foreign direct investment means that capital goods and technologies, which typically accompany foreign ownership of businesses, must be developed by domestic businesses which will therefore involve a period of learning.


As discussed above, trade barriers initially impose costs on society in the form of higher prices for “protected” goods and therefore reduced consumption.  Bruton (p. 1607) refers to this as the equivalent of an “investment” that will pay dividends in the future in the form of higher growth.  The strategy should attempt to keep these costs as low as possible.  One way to do is to this is to keep the import substitution policies in place for the shortest possible time and therefore the government that implements import substitution should have an “exit strategy.”  


In addition, the strategy should attempt to violate the nation’s comparative advantage as little as possible.  When a country follows its comparative advantage, it produces the goods and services that it is relatively efficient at producing.  If the country trades freely internationally, it will tend to produce those goods and services it makes relatively efficiently or cheaply, since those will be the goods and services other countries will want to buy, and it will import goods and services that other countries can produce relatively efficiently.  Obviously, since import substitution limits imports, a country that pursues it will begin to produce goods that it does not produce relatively efficiently or, in other words, it will not produce according to its comparative advantage.  Indeed, that is the point of import substitution: the country must begin to produce goods it does not “naturally” produce at the moment if it is to acquire skills that will put it on a path of sustained growth.  Of course, since the country is relatively inefficient at producing goods that substitute for imports, import substitution results in output of high-cost goods.  To minimize this, import substitution must not move production too far away from the country’s comparative advantage too quickly.  Most developing countries have relatively abundant and cheap unskilled labor.  Thus, they tend to have a “natural” comparative advantage in producing light manufactures like clothing and shoes that utilize labor relatively intensively.  While import substitution will move the country away from such a pattern of production, policymakers should be careful that it does not do so to a large extent in a very abrupt manner.  A uniform common tariff imposed on a broad range of manufactured goods helps accomplish this.  The same tariff (say, 10 percent) imposed on most manufactured imports will potentially protect potential domestic producers of all the goods from foreign competition.  However, the goods that will initially expand the most will be those goods for which the nation’s resource endowment is most suitable, that is, the more labor-intensive consumer goods and relatively simple capital goods.  Later on, as the nation accumulates capital and skills, and therefore begins to acquire comparative advantage in production of capital and skill-intensive goods, it will begin to produce more sophisticated products.


In summary, theoretically pursuing import substitution requires that a government impose a uniform tariff on imports of manufactured goods, restrict foreign direct investment, and keep the domestic currency undervalued.  The goal is to ensure that the future benefits that come in the form of sustained growth outweigh the initial costs to the economy of protecting domestic producers from foreign competition.  Ensuring that learning takes place, that the policies are in place for as little time as possible, and that comparative advantage is only minimally violated in the initial stages helps keep the benefits high relative to the costs.

3.
Import Substitution as Practiced in the 1950’s and 1960’s.

Import substitution became a popular strategy for the developing countries of Asia, Africa, and Latin America after World War II.  Several factors contributed to its popularity.  First, the world in general became disenchanted with free market capitalism in the wake of the Great Depression.  Second, economists such as the Argentine Raul Prebisch attempted to demonstrate that developing countries were unlikely to grow much if they continued to rely on exporting primary products (agricultural goods, minerals, and metals) because the prices of such products were declining relative to the prices of manufactured goods.  Third, emerging intellectual forces such as Keynesian economics and Marxism justified using extensive government intervention and planning to direct the economy rather than relying solely on market forces.


However, no country has ever pursued import substitution by using the theoretical policy mix suggested above: a uniform tariff on manufactured goods, an undervalued currency, and limits on foreign direct investment.  Import substitution policies were often imposed in piece-meal and ad hoc fashion so that they were inconsistent with each other.  In general, countries that pursued import substitution used quotas (quantitative limits) in addition to tariffs to limit imports.  The tariffs themselves were far from uniform and led to a very complex structure.  Tariffs would differ on various products depending on what specific products the government wanted to encourage (oftentimes outlined by the development plan) and the amount of political power wielded by various producers.  Often, if domestic producers had to import inputs in order to produce a particular product, the government would impose a lower tariff on imports of the input.  For example, the tariff on imported automobiles might be 10% and the tariff on imported steel might be 2%.  Three observations on this tariff structure are relevant.  First, domestic steel producers receive less protection from foreign competition than do domestic automobile manufacturers.  Second, the automobile industry receives a double dose of protection: it faces less competition from foreign automobile producers due to the tariff on imported automobiles and gets a break because the tariff it pays on imported steel is less than it would be if there was a uniform tariff structure (say, a 10 percent tariff on both automobiles and steel).   This gives rise to high effective rates of protection for some sectors of the economy. Third, the structure of tariffs and protection becomes more complex than a uniform across-the-board tariff requiring that additional resources be devoted to enforcement.


Rather than undervaluing their currencies relative to foreign currencies, import-substituting countries have tended to have overvalued currencies.  For example, if the “free market” value of the rupee is 10 cents, the government will maintain the rate at 14 cents per rupee.  This makes imported goods cheaper than they would otherwise be: $1000 of imports costs 7,143 rupees at the overvalued exchange rather than 10,000 rupees. Such a policy is usually an attempt to allow domestic manufacturers to import needed inputs cheaply.  


Further, there was usually no evidence of an exit strategy.  The policies put in place were more or less permanent.


Not surprisingly, the economic performance of import substituting countries has been unsatisfactory.  “Countries introducing import substitution typically record a quick growth spurt during the initial or easy phase of import substitution, as consumer goods industries expand to meet domestic demand.  Once the domestic market is saturated, however, growth typically bogs down.” [Perkins, et. al., p. 704].  Domestic goods that “substitute” for imports are often high-priced and of poor quality.  The agricultural sector often stagnates as resources move to manufacturing which has become more profitable.  Exports fall for at least two reasons. First, the same trade barriers that reduce imports also discourage exports.  The reason this happens is that trade barriers raise the prices of goods sold in the domestic market relative to their international prices.  For example, if the price of a widget internationally is $100 and the exchange rate between the rupee and the dollar is 20 rupees per dollar, an Indian widget producer would earn 2000 rupees for each widget exported.  If the Indian government imposes a 20% tariff on imported widgets, the price of a widget in India will be 2400 rupees.  The widget producer will prefer to sell his widgets in India rather than export them.  Second, an “overvalued” domestic currency means that foreigners must pay more than otherwise for the import-substituting nation’s goods and therefore will tend to buy fewer of them.


Perhaps no country illustrates the perils and pitfalls of import substitution better than India.

4.
Background on India.


India became independent from Great Britain in 1947 and set up a democratic system of government which it has maintained to this day.  It was a complex nation with many languages and a fairly rigid caste system which prescribed each person’s social and economic position.  Bringing India into the twentieth century and reducing its wide-spread poverty were bound to be daunting tasks.  Influenced by its colonial experience (which fueled the perception that trade was an instrument of colonial exploitation), the industrialization of the Soviet Union under central planning, and the ideas of Mahatma Gandhi who disdained luxury goods, India chose to develop its industrial sector using government intervention and detailed planning.  This direction was first evident in the second five year plan for 1956-61.

The government nationalized 17 big industries and gave itself a big say in the running of many others.  A regime of licences and direct controls was applied to what was left of the private sector.  Licences strictly controlled the creation of new industrial capacity.  A variety of other controls extended to almost every aspect of management.  Firms were told where to produce (in “backward areas”), what to produce (for example, textile mills had to supply a quota of cheap cloth for the poor) and, in many cases, how much to charge.  To prevent unemployment, businesses that failed were told that they could not shut down.       (The Economist, 1991)

Thus, the government would allocate resources rather than allowing markets to do so.


The moves in the direction of socialism accelerated under the leadership of Nehru’s daughter, Indira Gandhi, who served as prime minister from 1966 until her assassination in October 1984 (except for a three-year period in the late 1970’s.)  Domestic and international politics at this time may have influenced policy toward the economy.  India had a contentious relationship with the United States and the international development agencies, in which the U.S. wielded significant influence.  The source of the tension was India’s refusal to provide diplomatic support for the Vietnam War.  U.S. President Lyndon Johnson often reneged on promises and withheld aid to punish and bully India.  As a result, Gandhi may have felt that India had little to gain from participating in the world economy which was dominated by the U.S. and the forces of capitalism.  In addition, Gandhi blamed a poor showing by her Congress Party in the elections of 1967 on a group within the Party that advocated less planning and more private enterprise.  Both of these events may have hastened the implementation of policies that eschewed markets.  (Panagariya, 2008a, pp. 49-51)

While much of the focus of Indian policy and planning was on developing a modern industrial sector, the Indian government was also obliged to help the poor directly.  Small labor-intensive firms were favored over capital-intensive ones.  Since most of the poor lived in rural areas this meant directing resources to agriculture, which the government did through several programs, including a very expensive government subsidy for fertilizers.


India essentially pursued this strategy from the late 1950’s until 1991, when an international balance of payments crisis forced it to reduce its trade barriers.

5.
India’s Import Substitution Strategy.


The main instruments of import substitution are trade barriers to restrict imports of products designated for domestic production. India’s nominal tariff rates in 1985 were the highest in the world as illustrated by Table 1.

	TABLE 1

Nominal Tariff Rates, 1985

(Percent of Value)

	
	Intermediate

Goods
	Capital

Goods
	Consumer

Goods
	Manufactured

Goods

	Argentina
	21.2
	25.0
	21.9
	22.9

	Philippines
	21.8
	24.5
	39.0
	28.0

	Mexico
	25.5
	23.5
	32.2
	24.7

	Thailand
	27.8
	24.8
	  8.5
	33.6

	Pakistan
	75.0
	73.8
	127.3
	89.8

	China
	78.9
	62.5
	130.7
	91.2

	India
	146.4
	107.3
	140.9
	137.7


Source: The Economist, 1991

Certainly such high tariffs meant that Indian producers faced little competition from foreigners, but government control of imports did not stop there.  Imports of certain goods were completely banned.  Imports of other goods were allowed, but only when necessary, with government bureaucrats determining which imports were “necessary” and which were not.  The Economist (1991) summarized the complex system in place in the early 1990’s:



The regime is most straightforward for consumer goods.  Imports of these 
are forbidden.  Only a few “essentials,” such as medicines, are exempted.  The 
system for capital goods is more flexible.  These are divided into “restricted” and 
“open general licence” (OGL).  For goods on the restricted list, you have to go to 
the bureaucracy for a licence.  The relevant ministry or ministries will have to 
certify that the import is essential, and also award it an “indigenous angle 
clearance”, meaning that a similar product cannot be supplied in a reasonable 
time by an Indian firm.  (The cost of any domestic alternative is not a 
consideration.)  No special licence is needed for OGL capital goods, though any 
change in productive capacity brought about by such imports still has to satisfy 
the domestic capacity-licensing bureaucrats…



That leaves imports of intermediate goods.  Here things start to get 
complicated.  They are divided into banned, restricted, limited permissible and 
OGL.  Different sets of criteria and permissions apply; licences are required for 
both the restricted and limited permissible categories.



To stem the flood of imports that this regime might otherwise allow, the 
system has been bolstered in several other ways. Imports can be brought in only 
by an “actual user”; in other words, intermediaries are banned.  As part of the 
domestic capacity-licensing, firms can be obliged to sign up for a “phased 
manufacturing programme”: they are allowed to expand their factories, but only if 
they promise to reduce the import content of goods they produce.  An entirely 
separate set of procedures is used to monitor imports slated for reduction under 
these programmes.  Then there are 16 “canalizing agencies”, government bodies 
that are granted a monopoly of certain imports: oil, steel, rubber, newsprint and 
so on.


In addition, Indian policy kept a tight lid on imports of technology and on inward foreign investment.  There were limits on the fees Indian firms could pay to purchase or use foreign technologies.  In addition, foreign companies could own no more than 40% of an Indian company.

Two observations follow from this description of the system of import barriers in India.  First, the overriding principle was Indian “self-sufficiency.”  Second, the system is far from Bruton’s “across-the-board common nominal tariff.”  Tariff rates differed from product to product.  As can be seen the sectoral tariffs depicted in Table 1, “capital goods” producers received less nominal protection than producers of intermediate, consumer, and manufactured goods.  Instead, the system was very complex with a great amount of discretion given to government bureaucrats in deciding which imports would be allowed and which would not.  

These controls on imports took immediate hold.  Import substitution is often measured for a particular product by a change in the “import availability ratio.”   This includes imports of the product in the numerator and “total availability,” defined as imports plus domestic output minus exports, in the denominator as represented below.





Imports
     where total availability = imports +
   Total Availability
          (domestic output – exports)

If the ratio falls over time, indicating that imports have decreased as a percentage of the product available for sale in the domestic market, it is taken as an indication that import substitution is occurring.  “The [Indian] data for manufacturing industries show that import availability ratios declined generally and rapidly with few exceptions from 1960 to 1965.” [Bruton, p. 1620]  Table 2 below shows that, for the major industrial groups, the ratios were uniformly lower in 1965-66 than in 1959-60.

	 
	TABLE 2
	 

	IMPORT-AVAILABILITY RATIOS
	(Imports as % of Total Availability)
	 

	 
	1959-60
	1965-66

	INDUSTRY GROUP
	 
	 

	Food except beverages
	4.2
	2.9

	Beverages
	15.3
	7.5

	Tobacco
	1.5
	0.9

	Textiles
	2.9
	1.3

	Wood and Cork
	22.1
	4.5

	Furniture and Fixtures
	0.9
	0.4

	Paper and Paper Products
	23.4
	17.1

	Leather and Fur Products
	5.4
	4.6

	Rubber Products
	11.5
	3.5

	Chemical and Chemical Products
	30.2
	17.2

	Petroleum Products
	43.9
	27.8

	Non-metallic Mineral Products
	6.5
	2.2

	Basic Metals
	32.3
	22.2

	Metal Products
	23.4
	6.8

	Non-electrical Machinery
	65.8
	56.3

	Electrical Machinery
	38.1
	27.7

	Transport Equipment
	25.7
	15.8

	Miscellaneous
	18.8
	15.6

	 
	 
	Source: Bardhan, p. 96


6.
The Performance of the Indian Economy under Import Substitution


The growth of the Indian economy between 1960 and 1985 was respectable in an absolute sense: the average annual growth rate of GDP was 3.8%.  The average annual growth rate of Gross National Income per capita between 1965 and 1985 was 1.7% indicating that incomes rose faster than population.  India became self-reliant in food production after the introduction in the mid-1960’s of the high-yielding varieties of wheat and rice that constituted the “Green Revolution”; imports of cereal fell from 5.3 million metric tons in 1974 to 9 thousand metric tons in 1985. Life expectancy in 1985 was 57 years compared with 46 years in 1965. [World Bank, 1987]


Nevertheless, India’s economic performance was disappointing when compared with that of many other developing countries.  This is illustrated in Table 3 below.

	TABLE 3
(1960 – 1980) Average Annual Growth Rate (%) of 

	
	GDP
	Agriculture
	Industry

(Mining, Manufacturing, Construction, Electricity, Water, Gas)
	Manufacturing

	Argentina
	3.3
	1.4
	3.3
	2.7

	Philippines
	5.9
	4.6
	8.0
	5.9

	Mexico
	6.5
	3.2
	7.6
	7.4

	Thailand
	7.4
	4.9
	9.5
	10.9

	Pakistan
	5.2
	3.3
	6.2
	5.3

	China
	6.4
	3.0
	10.0
	9.5

	India
	3.8
	2.8
	4.1
	4.4


Source: World Bank, 1987(selected tables)

The countries in the table above are the same as those listed in Table 1, which illustrated that India had higher tariff rates than any of the other countries.  Comparing India’s growth rates of GDP and of various sectors of the economy with those of the other countries, it is apparent that, between 1960 and 1980, India grew more slowly than any of them except for Argentina.


In addition, the poorest people in India gained little between Independence and the 1980’s.  


According to the government’s own definition (based on the income needed to 
sustain a healthy adult) roughly 300m people, or 50% of the population, were 
“poor” in the early 1970’s.  The count was about the same in the early 1980’s, by 
which time population growth had brought the ratio down to 40%.  Over that 
period, therefore, the incidence of poverty had fallen roughly by one percentage 
point a year.  In Indonesia the same measure of poverty fell by 2.3 points a year 
(between 1970 and 1987).  In a sample of ten countries for which reasonably 
comparable figures are available, India ranks seventh in progress on poverty. 

          [The Economist 1991]
7.
Reasons for Relatively Low Indian Growth.


7.1.  Limited Industrial Expansion.


In the second five year plan, the government explicitly set out to industrialize rapidly, yet as Table 3 above illustrates, the growth of India’s industrial sector between 1960 and 1985 was slower than that of the other countries (again with the exception of Argentina).


In addition, India’s industrial production was highly inefficient.  Table 4 below illustrates this by using total factor productivity, which captures changes in production that cannot be explained by accumulation of resources and therefore give an indication of the efficiency with which resources are used.

	TABLE 4
Growth of Total Factor Productivity in India

1960-80

	Total Manufacturing
	-0.6

	   Food Processing
	-3.6

	   Beverages
	-3.1

	   Tobacco
	-3.6

	   Textiles
	1.0

	   Footwear
	0.7

	   Wood Products
	-3.0

	   Furniture
	2.1

	   Paper
	0.1

	   Printing and Publishing
	0.5

	   Leather
	-2.4

	   Rubber
	-5.5

	   Chemicals
	-1.3

	   Petroleum
	-5.6

	   Non-metallic Minerals
	-1.2

	   Basic Metals
	-0.9

	   Metal Products
	-2.2

	   Non-electrical Machinery
	-1.1

	   Electrical Machinery
	-0.2

	   Transport Equipment
	0.1

	   Miscellaneous
	-4.9


                                            Source: Bruton, p. 1623.

The table indicates that the growth of total factor productivity between 1960 and 1980 was negative in 14 of the 20 manufacturing sectors as well as for manufacturing as a whole.  In general, production can grow by increasing the use of inputs or raising input productivity. Falling productivity in many Indian industries thus put a drag on the growth of output, which may partly explain why the growth of industrial production in India was slow relative to that of other countries.


7.2.  Bureaucratic Bottlenecks.

The trade barriers and import bans associated with import substitution helped create bottlenecks in production, which also slowed down growth.  However, these were only part of the government policies used to regulate and direct the Indian economy.  The Indian economy was largely run by government bureaucrats who had been given wide powers of discretion in determining the minutiae of firm operation.  Mrinal Datta-Chaudhuri attributes the awarding of these powers to the bureaucracy to the fact that India had long-standing and well-developed administrative capacity inherited from the Moguls and British in turn.


The Five Year Plans produced aggregate investment targets for the different 
sectors of the economy.  A number of choice problems still remained to be 
solved, such as technique, product mix, location and scale of individual plants, as 
well as the class of entrepreneurs to be entrusted with the job.  Moreover, the 
choice problems were to be solved while keeping in mind a multiplicity of 
developmental objectives: growth, employment, interregional equity, self-reliance 
and control of monopolies.  The entire implementation mechanism was based on 
the hope that civil servants would use their discretion in an enlightened manner, 
and thereby meet the plan targets while satisfying the various objectives of 
development.

[Datta-Chaudhuri, p. 30]

As a result of this concentration of power in the bureaucracy, businesses had to navigate an impossible maze of permits and licenses that became known as the “permit raj.”



Everything needed approval and a stamp.  If a businessman wanted to 
shift from making plastic shovels to making plastic pails, he had to get approval.  
A company had to get approval before it could increase output.  Indeed, any 
company worth over $20 million had to submit all major decisions, including the 
membership of its board of directors, for government approval.



[Another] characteristic was a strong bias toward state ownership, 
reflecting what has been described as the Fabians’ “measured and slow growth 
up the Marxist mountain.”  The public sector rose from about 8 percent of GDP in 
1960 to 26 percent by 1991.  The central government owned about 240 
enterprises, excluding traditional state industries like railways and utilities.  The 
importance can be seen in their scale.  By the end of the 1980’s, 70 percent of 
the jobs in the “organized” sector of the economy were in state-owned 
companies.  Moreover, it was estimated that half of the 240 firms were in fact 
terminally bankrupt.  Rather than letting “sick” companies fail, the government 
took them over and ran them.

[Yergin and Stanislaw, 2002, p. 214]

In 1991, The Economist said:


[The Indian domestic regulatory system] has no equal in the world.  In many 
ways it puts Soviet central planning to shame.  It is hardly a caricature to say that 
it forbids successful firms to grow, encourages them instead to become 
unsuccessful and, when they fail, forbids them to close.
The necessity of getting government approval before undertaking major business activity slowed production down and raised costs directly.  The trade barriers ensured that Indian companies faced little competition from foreigners while other licensing schemes and government regulations limited competition from other domestic companies.  “Absurdly, many of the licenses that were approved were not then used: companies had applied for them only to pre-empt expansion by other firms.” [The Economist, 1991].  

With little competition to worry about, Indian companies did not have to be concerned with costs or with selling high-quality, products.  Consumers ultimately bore the brunt of this.  They had only a limited choice of products, many of which were shoddy and out-of-date.  According to The Economist in 1991, “Only in India is it possible for a car-buyer to choose between a brand-new 1950’s Austin and a factory-fresh 1950’s Hillman.”  In addition, prices were often higher than they would otherwise have been.  Because the synthetic textile industry was taxed to help support and protect the cotton textile industry, synthetic cloth sold for exorbitant prices.  [The Economist, 1995].  The well-respected economist Jagdish Baghwati, a native of India, eventually became an outspoken opponent of the Indian development strategy.  However, in his youth, he was a proponent of import substitution.
[He] came back to India after studying at Cambridge in 1961…[and] happened to write to his professor at Cambridge in England, Harry Johnson, that he found the craze for foreign goods among young Indians rather disturbing.  Harry Johnson, a quick wit, shot back by return mail that if the quality of the paper on which Baghwati’s letter was written was any indication of the quality of Indian-made goods, the craze for foreign goods seemed quite rational to him!







[Panagariya, 2008b, p. 11]

7.3.  “Rent-Seeking.”


The discretion awarded to the government bureaucracy in managing the Indian economy was a recipe for ”rent-seeking” activity.  The Economist defines “rent-seeking as “Cutting yourself a bigger slice of the cake without making the cake bigger.  Trying to make more money without producing more for customers.  Classic examples … include lobbying the government for tax, spending or regulatory policies that benefit the lobbyists at the expense of taxpayers or consumers or some other rivals.”  Since the Indian regulatory system gave government officials wide discretion in awarding licenses and permissions, a business that wanted a license for some venture could improve its chances by lobbying or even bribing the government officials who made the decisions.  Those with the financial means to bribe generally got the licenses or favors they desired and often wielded enormous influence. The controls on international trade were subject to “rent-seeking” just like other controls.  “In Bombay one hears of the well-connected businessman who, in Indira Gandhi’s time, had a shipload of prohibited chemicals waiting outside the docks; the ban was lifted for 24 hours,” presumably so that the influential businessman in question could unload his chemicals. [The Economist, 1991]  The problem with rent-seeking is that it is inefficient: permission to produce goes, not to those who will produce high-quality, low-cost goods, but to those who pay the highest bribes.  In addition, lobbying the government for favors and paying bribes diverts resources from productive activities.


7.4.  Relatively Capital-Intensive Production


The above suggests that the Indian government’s micromanagement of business is a major reason for the inefficient operation of Indian business.  In practice, it is hard to separate the government’s import substitution policies from the other government regulations on business.  However, there is some evidence that import substitution on its own contributed significantly to inefficient production by changing the pattern of resource use.


India has an abundance of unskilled labor.  Thus, unskilled labor is cheap relative to other productive resources.  If the Indian economy operated efficiently its firms would tend to produce in a labor-intensive manner.  There is evidence that import substitution directly encouraged capital-intensive production, implying that India was not making good use of its resources.  Table 5 illustrates.

	TABLE 5

MANUFACTURING INDUSTRIES, 1986

	
	High Protection
	Low Protection

	Number of sectors
	21
	30

	Capital per worker (000 rupees)
	92.5
	17.8

	Average wage (000 rupees)
	15.83
	9.36


Source: The Economist, 1991

The industries with “high protection” in the chart are those for which trade barriers were the highest.  As indicated, the “high protection” industries paid average wages that were 69 percent higher than the wages paid by the “low protection” industries.  The result was that the higher labor costs encouraged the “high protection” industries to use five times more capital per worker than the “low protection” industries.  Apparently, when workers in the “high protection” sector demanded higher wages employers merely paid them.  Since firms were shielded by trade barriers from foreign competition, they did not worry about the immediate impact of incurring higher costs.  Ultimately, protected firms adjusted to the higher labor costs by substituting capital for labor which was made easier by access to subsidized credit from the government.  “Protection has driven India, of all countries, to a capital-intensive pattern of growth.” [The Economist, 1991].  This means that fewer jobs were created in the “high protection” sector, and thus relatively few workers were drawn from low-paying jobs in agriculture and other subsistence activities into the “better life” offered by high-paying modern sector jobs.  The gains from growth were not spread widely across the economy.


7.5.  Reduced Exports.


Import substitution policies tend to reduce exports as well as imports, as discussed above, and India’s exports stagnated during the period of import substitution. India’s traditional export industry was cotton textiles.  India’s share of developing country exports of cotton textiles fell form 58 percent in 1953 to just 8 percent in 1969 during the period of import substitution [Ahluwahlia, p. 117].  Bela Belassa studied the trade strategies of nine developing countries (India, Chile, Uruguay, Korea, Singapore, Taiwan, Brazil, Argentina, and Mexico) between 1960 and 1973.  He found that “India lost ground in textiles, its traditional export, and was slow to develop new manufactured exports.  As a result, its share in the combined exports of manufactured goods of the nine countries declined from 70 percent in 1960 to 13 percent in 1973.” [Belassa, p. 1674].

Evaluation of India’s Import Substitution Policy

During its period of import substitution, the Indian economy grew more slowly than many other developing countries.  This suggests that the costs of import substitution in India may have been quite high.  Utilizing Bruton’s criteria for keeping the costs of import substitution low (discussed above), this is not surprising.  There was, first of all, no indication that import substitution was a temporary strategy to be in place only until Indian industries could compete on world markets.  Indeed, the Indian system created an entrenched alliance of businesses, which benefited from protection from competition, and government bureaucrats addicted to income from bribes.   These groups mounted political opposition to any change in the system.  “…India’s systems of trade protection and economic regulation have been maintained and extended because of the incomes they grant the people in charge.” (The Economist 1991).  Attempts by the Indian government to liberalize the system and force Indian firms to compete with foreign producers were limited.  For example, Rajiv Gandhi promised to do so in the mid-1980’s, but his reforms were timid and only changed the system at the margins.  It took the “shock” of an international balance of payments crisis in the early 1990’s for the Indian government to begin to get widespread support for implementing reforms friendly to markets and international trade.

In addition, the system caused the Indian economy to deviate from its comparative advantage.  As discussed above, instead of producing in a labor-intensive manner to efficiently utilize India’s relatively abundant unskilled labor, India’s most protected industries tended to be relatively capital-intensive.

Though these factors may have resulted in high costs for the Indian economy in the form of inefficient production and low growth since Independence, one can also argue that the benefits may also be high and are just starting to appear.  Bruton says that import substitution can potentially generate benefits in the form of future growth that exceed its costs if it results in significant learning.  In turn, reducing imports of technology-intensive capital goods and limiting foreign direct investment can force domestic residents to acquire technological and entrepreneurial skills.  India did in fact discourage capital goods imports and foreign direct investment compared to countries like South Korea and Brazil.  In the late 1970’s, the import content of India’s capital goods was only 10 percent compared with 20 percent for Brazil and 45 percent for South Korea.  Net foreign direct investment inflows for India between 1968 and 1982 were negative versus $14 billion for Brazil and $648 million for South Korea.  [Bruton, p. 1631].  As early as the mid-1980’s, it was becoming obvious that India had developed significant technological skills as evidenced by exports of products requiring those skills. 



The story of technology exports is equally interesting.  The cleanest form 
of the export of technical knowledge would appear to be licensing, consultancy, 
and technical services supplied in industrial activities… as of 1981-82, India had 
some $500 million in contracts for such services, Korea $472 million and Brazil 
$357 million.  Another indicator of technology export is the export of industrial 
projects, and here India is far ahead of the other two countries.  Lall’s data show 
contract values for India between $2.2 and $2.5 billion, for Korea $802 million…, 
and for Brazil some $285 million…


…the overall dynamic impact of import substitution in fostering skill-formation and learning-by-doing in a whole range of sophisticated manufacturing industries (producing engineering, machinery, chemical and other products) may not have been negligible, although produced at a very high immediate cost to consumers and industrial users of domestic intermediate and capital goods.


[Bruton, pp. 1631-1632]


Since its economic reforms of the 1990’s, India’s technological expertise has become well-known; it is today one of the prime Third World providers of technology services to western firms, the phenomenon known as “offshore outsourcing.”  In addition, the Indian economy has begun to grow more rapidly.  India’s acquisition of its technological capabilities may be a direct result of learning promoted by the policies of the import substitution period.  Only time will tell if fifty years of costs borne by the Indian economy, in the forms of sub-par growth and languishing poverty, were worth the benefits that are just beginning to be realized.
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OUTWARD ORIENTATION: A CASE STUDY OF EXPORT PROMOTION IN SOUTH KOREA

1. Introduction.

Export promotion is an attempt to utilize production for export as a platform for development.   Since it implies producing for the rest of the world, it is an outward oriented strategy in contrast to import substitution which is an inward oriented strategy that focuses on production for the domestic market.

Export promotion is usually associated with the “four Asian Tigers:” South Korea, Taiwan, Hong Kong, and Singapore, who were identified as pursuing such a strategy as early as the 1960’s.  In the 1950’s, many analysts favored import substitution, but as they became disenchanted with it as a development strategy (for reasons outlined in the case study of India), they began to look more closely at the experience of the East Asian countries.

Theoretically, export promotion can generate growth.  First of all, it can result in more efficient production.  The first reason why production may become more efficient was outlined by Bela Belassa said in 1989:

Continued import substitution behind high protection in narrow domestic markets involves ‘traveling up the staircase’ by undertaking the production of commodities that involve increasingly higher domestic costs per unit of foreign exchange saved.  By contrast, exporting involves ‘extending a step lower on the staircase’ by increasing the production of commodities in which the country has comparative advantage.

[Belassa, p. 1676]

This means that countries that pursue export promotion increase the production of goods that they export, which in turn tend to be the goods that they produce relatively efficiently or cheaply given their resource endowments and technological capabilities compared with other countries. Thus, production under export promotion utilizes resources more efficiently.  This means that production may expand more in the initial periods than under import substitution, where the focus is on increasing production of goods that the country does not produce relatively efficiently.


Secondly, exporting increases production so that it moves closer to full capacity and allows decreases in average costs if there are economies of scale in production as shown in figure 1 below.  

FIGURE 1
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Some of these scale economies may result from “learning-by-doing:” average costs fall as managers and workers learn how to produce efficiently through trial and error.  This is an important key to growth because techniques learned in producing one set of goods may be applied to producing other goods resulting in the growth of many industries.  Interestingly, this same argument is used to justify import substitution as well.  The difference is that with import substitution the opportunity to expand production comes from the imposition of trade barriers to reduce the availability of imports in the domestic markets, whereas with export promotion the opportunity to increase production comes from exporting products to outside markets.

The third reason why export promotion may increase the efficiency of resource use is that exposure to foreign competition provides a stimulus for technological change that will further lower costs.  Other growth-enhancing effects include a potential increase in domestic savings, and therefore in funds for investment, as exports raise domestic incomes.

2. Policies to Implement Export Promotion


Exports can be promoted by simply pursuing a policy of free trade.  If the government takes such a “hands-off” approach and lets businesses and markets make decisions, the country will begin to export something.  Generally, it will export those products in which it has a comparative advantage or that it produces relatively cheaply or efficiently compared with other countries.  Such products will tend to be those that are consistent with the types of resources the country possesses and its level of technology.


However, in the 1950’s and 1960’s, when the East Asian countries began to pursue export promotion, it wasn’t clear that a policy of free trade would encourage expansion of the types of exports likely to result in higher growth.  For countries with relatively abundant land and natural resources, a policy of free trade would continue to limit their exports to agricultural and extractive products, which many felt had limited growth potential (due to declining prices relative to  manufactured exports and to limited expansion of world demand).  Further, international markets for manufactured goods were dominated by producers in the industrialized nations, who generally had lower costs than relatively new producers in developing countries.  Thus, if these countries wanted to promote exports of manufactured products, government intervention would be necessary to move production away from patterns consistent with resource endowments and to overcome the cost advantage of existing producers on international markets.  In principle, the government could provide tax breaks, low interest loans, and other subsidies to domestic producers to allow them to compete in international markets with producers in the more developed countries. 


In addition, the nominal exchange rate would have to be managed so that it did not discourage exports.  For example, if domestic inflation is rising, the nominal value of the currency must be allowed to depreciate or must be devalued.  That is, if domestic prices have increased by 5% more than foreign prices, the country’s exports will become more expensive and therefore will fall unless the domestic currency decreases by at least 5% against foreign currency.  This is illustrated in Table 1.

	TABLE 1

Devaluation or Depreciation of the Nominal Exchange Rate Helps Keep Exports Competitive

	(a) BASE CASE
Price of 1 unit South Korean textiles = 1000 won

At exchange rate of $.20 per won, textiles cost $200 in export market
	(b)

5% inflation: Price of 1 unit South Korean textiles = 1050 won
At exchange rate of $.20 per won, textiles cost $210 in export market
	(c)

5% inflation: Price of 1 unit South Korean textiles = 1050 won

5% devaluation of won: at exchange rate of $.19 per won, textiles cost $199.50 in export market

	Comparing (b) with the base case (a): an increase in South Korean inflation makes South Korean products more expensive to foreigners, other things constant.  Comparing (c) with the base case (a): despite higher inflation, a depreciation or devaluation of the South Korean currency keeps South Korean products competitive.



The four East Asian Tigers, South Korea, Taiwan, Hong Kong, and Singapore, were the first nations to be identified as pursuing a strategy of export promotion.  Except for Hong Kong, the East Asian countries all used government intervention in varying degrees to “jump-start” their export industries.  Export promotion in East Asia expanded that region’s share of world exports in general and of developing country exports in particular as Table 2 shows.

	Table 2

Export Penetration in the East Asian Tigers (Hong Kong, Singapore, South Korea, Taiwan)

	
	Share in World Exports
	Share in Developing Country Exports

	Economy
	1965
	1980
	1990
	1965
	1980
	1990

	Total Exports
	

	   Four Tigers
	1.5
	3.8
	6.7
	6.0
	13.3
	33.9

	Exports of Manufactures
	

	   Four Tigers
	1.5
	5.3
	7.9
	13.2
	44.9
	61.5


Source, World Bank, 1993, p. 38.

Between 1965 and 2990, the exports of the East Asian countries increased as a share of both world exports and of developing country exports.  


Further, the East Asian countries that pursued export promotion grew more rapidly than the economies of most other developing countries in the 1960’s and 1970’s.  Table 3 illustrates their performance compared with that of several other prominent developing countries.

	TABLE 3
(1960 – 1980) Average Annual Growth Rate (%) of 

	
	GDP
	Agriculture
	Industry

(Mining, Manufacturing, Construction, Electricity, Water, Gas)
	Manufacturing

	Argentina
	3.3
	1.4
	3.3
	2.7

	Philippines
	5.9
	4.6
	8.0
	5.9

	Mexico
	6.5
	3.2
	7.6
	7.4

	Thailand
	7.4
	4.9
	9.5
	10.9

	Pakistan
	5.2
	3.3
	6.2
	5.3

	China
	6.4
	3.0
	10.0
	9.5

	India
	3.8
	2.8
	4.1
	4.4

	Korea, Rep. of
	9.5
	3.0
	16.6
	18.8

	Hong Kong
	8.5
	---
	---
	---

	Singapore
	10.2
	3.1
	12.2
	13.3


Source: World Bank, 1987(selected tables)

The table shows that South Korea, Hong Kong, and Taiwan had faster growth rates of GDP than any of the other developing countries in the chart.  Korea and Singapore had faster growing industrial and manufacturing sectors than the other countries.  These countries surely did many things right.  The discussion of South Korea below will attempt to identify the factors that made that economy grow so rapidly and assess the extent to which export promotion played a role.


3.
Background on South Korea


The Korean peninsula, comprised today of North and South Korea, was occupied by the Japanese from the early 1900’s until the end of World War II.  The Japanese had developed agriculture in the southern part of the peninsula to provide exports of foodstuffs back to the homeland.  While the Japanese permitted some industrialization after 1930, by 1940, the South had only a small manufacturing sector concentrated mostly in light industries.  “Most of the heavy industry and more than 90 percent of the electricity generating capacity were in the North.” [Westphal, p.348]


Thus, the partition of the peninsula created a largely agricultural South.  The Korean War took a further toll on the economy by destroying a large segment of what industrial capacity there was and taking 1.5 million lives.  After the war, the South was almost entirely dependent on U.S. aid, but it managed to complete a land reform and rebuild its infrastructure. Until the 1960’s, industrial expansion was oriented toward import substitution in light manufactured and non-durable consumer goods industries. [Westphal, p. 348].


In 1961, a military government seized control and moved toward economic reform including encouragement of international trade.  The government’s first step was to simplify the exchange rate system and devalue the Korean currency, the won, by 50%, from 1.54 cents per won to .77 cents per won.  [Amsden, p. 65]. However, other reforms proceeded in fits and starts and the early 1960’s were marked by economic instability and uncertainty.

4.
The Korean Export Promotion Strategy

After the election of a civilian government under President Park Chung Hee in 1964, South Korea embarked on an aggressive program to encourage exports while continuing import protection in the domestic market.  The Korean won was again devalued.  In addition, the South Korean government played a more active role than any of the other East Asian governments in providing subsidies and other rewards to exporters.  Exporters were given a range of incentives, including:

· Tariff exemptions on imported intermediate and capital goods for use in the production of exports.

· Exemption from payment of indirect taxes on intermediate inputs used in the production of exports and on export earnings.

· Access to tariff-free and tax-free imports of raw materials.

· Reduced prices for overhead inputs, including electricity and railroad transport.

· A reduction in income taxes paid on earnings from exports along with accelerated depreciation

· Access to subsidized short- and medium-term credit.  Indeed, the government controlled the banking system so that low-interest loans were directed toward exporters.

· Use of “the export-import link:” selected exporters were allowed to import and sell items that were otherwise not allowed in the domestic market.









[Westphal, pp. 350-351]

During the 1960’s, these programs were more or less available to any firm and industry that exported.  Since industry at that time was based largely on South Korea’s relatively abundant labor, labor-intensive exports, like textiles, expanded.  In the 1970’s, a major policy shift occurred as the government began what is called the “Heavy and Chemical Industries Drive.”  This was an attempt by the government “…to rapidly alter the industrial structure.  Special legislation singled out six strategic industries – steel, petrochemicals, nonferrous metals, shipbuilding, electronics, and machinery – to receive support, including tax incentives, detailed engineering, subsidized public services, and preferential financing.  The government chose the first three sectors to enhance self-sufficiency in industrial raw materials, while the latter three were meant to be groomed into technology-intensive export industries.” [World Bank, 1993, p. 129].  


Boxes 1 and 2 contain descriptions of the development of, respectively, the Korean automobile and microwave oven industries which show how the government used the policy tools outlined above.




The examples of the evolution of the South Korean automobile and microwave industries make clear that government control and direction were pervasive and the government used a variety of tools (subsidies, low interest loans, and more creative ones like allowing auto producers to import cars to sell at high prices in the protected domestic market) to encourage industrial growth in general and exports in particular.  The auto example also shows that the goal of government policy was industry “performance.”  Auto producers were only rewarded if they met pre-set production and export targets.  Unlike many other governments, the South Korean government would change or scale back programs if they were not achieving results, as the restructuring of the automobile industry in 1980 illustrates.  This was not an isolated instance; the government allowed nonperforming firms in many industries to fail, as the following example shows.


In the cement industry, the largest producer in the 1970’s went bankrupt 
because it tried to optimize an old technology rather than switch to a new 
one.  
Its production facilities were transferred by the government to Ssangyong 
group…”


[Amsden, “Asia’s Next Giant: How Korea Competes in the World Economy,” p. 4] 

5.
The Performance of the South Korean Economy under Export Promotion.


The performance of the South Korean economy after 1965, when the government began to pursue export promotion consistently, was spectacular.  This is illustrated in 
Table 4.

	Table 4

Performance of the South Korean Economy

	Compound Annual Growth Rates:
	1955-60
	1960-65
	1965-70
	1970-75

	   GNP (at 1970 prices)
	3.8
	6.2
	11.1
	9.7

	   GNP per capita (at 1970 prices)
	0.7
	3.6
	8.8
	7.5

	   Manufacturing Value Added (at                 1970 prices)
	10.3
	11.8
	21.3
	18.5

	   Total Exports (at 1970 prices)
	16.3
	24.0
	36.5
	25.0

	   Employment
	
	
	
	

	        Total
	---
	2.4
	3.5
	3.9

	         Manufacturing
	---
	12.2
	10.7
	11.4

	   Real Wages (mining and manufacturing)
	5.1
	1.1
	7.1
	8.4


Living standards clearly rose more rapidly after export promotion policies were put in place.  Between 1965 and 1970, the average annual growth rate of exports jumped from 24% in the previous five years to 36.5%.  Simultaneously, the average annual growth rate of GNP almost doubled (from 6.2% to 11.1%) and that of GNP per capita more than doubled (from 3.6% to 8.8%).  The average annual growth rate of value-added in manufacturing also rose (from 11.8% to 21.3%).  Workers clearly shared in the gains from economic growth.  The expansion of the manufacturing sector was accompanied by continued double digit growth rates in manufacturing employment and by an acceleration of real wage growth (from 1.1% to 7.1%).


6.
Why South Korea Grew Fast and India Grew Slowly.

The previous case study argues that India’s economic growth was disappointing between the time of its independence from Great Britain and the 1990’s.  Over the same period, South Korea’s growth was spectacular, transforming it from a very poor, war-ravaged nation in the mid-1950’s to a prosperous one.  Based on its 2003 income per capita ($12,030), the World Bank classifies South Korea as a “high income” country.  In contrast, India with an income per capita of $540 was classified as a “low income” country, still one of the poorest in the world despite an improved economic performance since the 1990’s.  Comparing the development strategies of the two countries gives some ideas for the differing performance.  One interesting feature of the two countries’ development strategies is that they both relied on extensive government intervention.  So exploring why South Korea grew more rapidly than India to a large extent involves trying to explain why government policy in South Korea was more successful in stimulating growth than that in India.


6.1. Export Promotion Enhances Efficiency.


Certainly South Korea’s outward-oriented policy of export promotion, compared with India’s inward-looking import substitution, had something to do with the differences in growth performance.  India’s strategy drastically reduced the competition that firms faced in the domestic market and therefore firms had little incentive to produce efficiently.  While South Korea limited competition in domestic markets (it used trade barriers to essentially pursue import substitution in the domestic market), firms were encouraged to export where they faced competition from foreign producers.  Westphal, et. al. are more specific about how exporting promotes efficient production:


…export activity undoubtedly enforces and fosters the acquisition of 
technological capability.  Exporting requires the ability to meet product 
specifications at a competitive price.  And the drive to penetrate overseas 
markets stimulates efforts leading to the gradual upgrading of product quality.

[Westphal, et. al., p. 507]


6.2.  The Policymaking Process in South Korea.


Further, the whole context of government policymaking in South Korea was different from that in India.  Those differences made South Korean policymaking more focused and goal-oriented and less subject to manipulation by individuals for their own personal gains at the expense of national self-interest.  


As indicated above, the South Korean strategy emerged in the aftermath of partition of the Korean peninsula and the Korean War.  “For all its devastation, the war may have helped to prepare Korea for an industrial takeoff by loosening a rigid social structure, opening the way for fundamental changes in outlook.” [World Bank, 1993, p. 127].  In addition, in the context of the Cold War and the continuing threat of Communist unrest, the government felt political stability was necessary and that in turn meant establishing its own legitimacy.   “If it is to remain in power, a regime must be able to justify why it should rule and not others.” [Campos and Root, p. 3].  In the 1960’s, South Korea’s President Park Chung Hee attempted to gain legitimacy by rallying the country around economic growth as the major national goal.  His regime began by leading “a populist campaign against the corruption of the previous regime” in the early 1960’s. [Campos and Root, p. 34].  Since the previous “corrupt” regime pursued import substitution, that strategy became discredited, paving the way for a new focus despite some coercive tactics by the Park government.  Park set up the Economic Planning Board (EPB) to centralize government control over the economy and also established a trade promotion agency (KOTRA).  
To ensure that the nation continued to “buy into growth,” the government took steps to ensure that all segments of society benefited from growth.  The initial exports promoted were labor-intensive manufactured goods, which ensured adequate job creation to employ the masses of unskilled labor.  Primary and secondary education was made universal, ensuring that, as the South Korean economy became capable over time of producing more sophisticated goods, the labor force had the skills to participate fully.  Business leaders in the private sector were made part of the planning process through regular meetings with government officials from the mid-1960’s through the early 1980’s. 


The meetings were the barometer for the country’s export push and thus critical 
to its overall economic performance…bureaucrats did not decide what to 
produce.  Rather they coordinated and ensured the sharing of relevant 
information among all parties that had bargaining power, specifically, big 
business.  These meetings…facilitated early recognition of problems 
encountered in expanding Korean export markets.  The primary focus of these 
meetings was the joint determination of export targets for various industries by 
private enterprises and government officials.  The Ministry of Commerce and 
Industry collected information from individual exporters on a monthly, weekly, 
and sometimes even daily basis.  It also monitored and analyzed changes in 
market conditions.  Export targets and policies were altered when necessary so 
that the government and private sector could respond rapidly to fluctuations in 
world markets.  Short-term changes in government policies could then reflect 
world market conditions.  The system reduced the risks to private enterprise of 
engaging in export activity.









[Campos and Root, p. 90]
The objectives of government and industry were thus highly synchronized and consistent with each other.  Indeed, Samsung’s corporate motto was, “We do business for the sake of nation-building.” [The Economist, 1991.].


With the country squarely behind economic growth based on exports, the government could establish policies that had clear and simple goals that it could enforce because they were widely viewed as in the national interest: specifically, firms were expected to meet export targets and were only rewarded if they did so.  Further, the close and continuous relationship between government and business made government policy enormously flexible, able to respond to changes in the economic environment, but immune from changes in political winds.


In contrast, India’s economic policymaking was neither as focused nor as collaborative and inclusive as South Korea’s.  As discussed in the case study of India, the Indian economic planners had a variety of developmental goals in mind: growth, employment, interregional equity, and so on.  [Datta-Chaudhuri, p. 30].  The government bureaucrats in the Indian Civil Service were given wide discretion to decide how the Indian economic plans were to be implemented while keeping all these goals in mind.  The system of permissions and licenses that they implemented was very “top-down:” government set the goals businesses were to achieve and awarded the licenses and permits.  Businesses were not formally part of the process of planning and implementation.  Business leaders only had influence through political connections and bribery, which they utilized to achieve their own narrow goals which were not necessarily in line with the national interest and certainly not always consistent with the nation’s economic growth.


7.
Conclusions.


The countries that pursued export promotion, including the East and Southeast Asian countries in general and South Korea in particular, experienced some of the fastest growth rates in history and moved their per capita incomes toward those of the developed world.  On the other hand, those nations like India that stuck with import substitution for a long period of time grew slowly or stagnated.  


Today, a majority of economists (though not all) would argue that import substitution should only be practiced for selected industries for a short period of time in the early stages of development when exports of manufactured goods are not feasible.  However, at some point engaging in international trade is likely to be associated with higher growth than pursuing autarky.  [Lynn, p. 349-350].  Further, despite South Korea’s success, many economists are somewhat skeptical that its particular brand of export promotion, with its extensive but wise government intervention, can be “exported” to other developing countries.  South Korea – type policymaking, with its well-defined objectives and targets about which there was national consensus, was probably unique and may be impossible to duplicate in other developing countries.


In fact, some problematic side effects of South Korean – style export promotion became apparent in the late 1990’s when it experienced international financial problems.  Analysts learned that a country dependent on exports can still suffer in the short-term if its trading partners experience economic difficulties and begin to buy less on world markets.  Further, South Korea’s financial system, so long manipulated by the government to support its development objectives, was underdeveloped and insufficient to handle the demands of firms and individuals in an increasingly globalized world.  Finally, while relations between the South Korean government and industry were free of the extreme forms of bribery and corruption seen in other developing countries, there is no question that over time “cozy relationships” often developed between business leaders and government officials that resulted in favoritism and therefore in sub-optimal outcomes.  Nevertheless, these problems do not detract from the great strides that South Korea made in the 1960’s and 1970’s to turn itself into one of the dominant players in world markets and to dramatically improve the standard of living of its citizens.
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BOX 1


Time Line of the Growth of the Automobile Industry in South Korea





1962:


	The government established a state-owned enterprise, in cooperation with the Japanese company, Nissan, as South Korea’s first automobile assembly plant.  The government instituted tight import controls on finished vehicles, allowed the assembly plant to import components duty free, and exempted the plant from paying taxes.





1965:


	The government privatized the assembler and approved a new technology agreement with Toyota.  A domestic content requirement of 50 percent in five years was instituted and rigorously enforced (i.e. in five years, at least 50 percent of the valued of a vehicle had to be produced in south Korea).  Controls on imported vehicles continued.





1965-69:


	Three more private firms were allowed to enter the industry.





1973-74:


	Automobiles were identified as a priority industry in the “Heavy and Chemical Industry” Plan of 1973.  In 1974, a ten year plan for automobiles was devised.  The objectives were to achieve a 90 percent domestic content for small passenger cars by the end of the 1970’s and to turn the industry into a major exporter by the early 1980’s.


	The government stipulated the size of the three major producers (Hyundai, Kia, and Daewoo) and the maximum size of car engines.  The government had to approve each company’s plans.  The three producers were required to set export targets (consecutively, in Southeast Asia, Latin America and the Middle East, Canada, and, finally, the U.S.).  They were encouraged to set their export price below cost of production.  As incentives, the auto companies received heavy export subsidies (especially subsidized credit).   They were also allowed to import a limited number of cars from overseas to resell at high prices in the highly protected domestic market, with the number of cars they could import determined by their export performance.  In response to these incentives, the auto producers invested heavily and set export prices below production costs.  For example, the cost of producing the Hyundai Pony was US$ 3,700 in 1979, sold in South Korea for $5,000, and sold abroad for only $2,200).





1980:


	Following the second world oil crisis and the rapid deterioration of domestic and world market conditions, when sales of many durable products fell, the government scaled back its promotion of several heavy industries, including automobiles.  It forced one of the three automakers to exit from car production in return for a monopoly in light trucks.  It informed the other two that their rivalry in cars and power equipment was counterproductive, and asked them to choose one each (Hyundai got cars).  The government reduced the domestic excise tax on cars to stimulate domestic demand for cars and cut the export targets in half.





1982-88:


	As the South Korean economy recovered, the auto industry began to increase production for export again.  In 1986, the Hyundai Excel became the best selling new car import in U.S. history.  By 1988, Hyundai produced 650,000 automobiles, of which 63% were exported.  The entire South Korean automobile industry produced 1.1 million cars, of which 52% were exported.


[Adopted from Robert Wade, Governing the Market, pp. 309-312]





BOX 2


Samsung Industries Battles for the Microwave Market





	Korean manufacturing giant Samsung Industries began making microwave ovens in the early 1970’s in a cramped old laboratory, turning out a few hundred overpriced ovens annually for the heavily protected domestic market.  [By 1993, Samsung made] 80,000 microwave ovens a week and [ranked] as the world’s biggest producer.  How did a Korean company with almost no experience manufacturing complex ovens beat better financed and more experienced U.S. and Japanese companies?


	The government’s Economic Development Board was a key player in Samsung’s success.  Government officials were keenly aware that the Republic of Korea could not rely forever on low-wage manufacturing.  Just as the United States had lost countless textile industry jobs to Korea, they reasoned, so Korea would one day find it could no longer compete for labor-intensive manufacturing jobs with lower-wage neighbors such as China and Indonesia.  To prepare for that day, government officials, working in consultation with the private sector, developed incentives for new knowledge- and capital-intensive industries.  Incentives varied widely and included the government’s building industrial parks, subsidizing utilities, giving tax rebates for exports, and making cheap loans for investment in new products.  By 1980, urged forward by subsidies and incentives, Korean industry had moved into steel, ships, and even cars and was about to leap into world-class electronics.


	Samsung made good use of these measures; company managers met frequently with government officials to trade ideas and projects.  Even so, penetrating the world microwave market dominated by Japan was no easy task.  By the late 1970’s, when global production hit 5 million a year, Samsung had made a total of only 1,460 microwave ovens.  The company’s first break came in 1980, when a U.S. department store, looking for cheaper substitutes, ordered several thousand ovens.  Soon production had risen to 100,000.  When General Electric, unable to keep pace with the Japanese competition, decided to stop manufacturing microwaves itself and import the ovens under its own label instead, Samsung was a logical choice.  The company has never looked back, and [eventually it exported] the ovens under its own name as well as buyers’ labels.


					[From The World Bank, The East Asian Miracle, p. 130.]








The entrenched incumbent industry in a developed country has a large share of the world market (QDC) and therefore low average costs of production (ACDC) due to economies of scale.  An “infant industry” just starting out in a developing country has low production (QLDC) and therefore high average costs (ACLDC).
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