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Chapter |

Introduction:
How did the Rich Countries
Really Become Rich?

I.1. Introduction

There is currently great pressure on developing countries from the
developed world, and the international development policy establishment
that it controls, to adopt a set of ‘good policies’ and ‘good institutions’
to foster their economic development.! According to this agenda, ‘good
policies’ are broadly those prescribed by the so-called Washington
Consensus. They include restrictive macroeconomic policy, liberalization
of international trade and investment, privatization and deregulation.?
The ‘good institutions’ are essentially those that are to be found in
developed countries, especially the Anglo-American ones. The key
institutions include: democracy; ‘good’ bureaucracy; an independent
judiciary; strongly protected private property rights (including intellectual
property rights); and transparent and market-oriented corporate
governance and financial institutions (including a politically independent
central bank). )

As we shall see later in the book, there have been heated debates on
whether or not these recommended policies and institutions are in fact
appropriate for today’s developing countries. Curiously, however, many
of those critics who question the applicability of these recommenda-
tions nevertheless take it for granted that these ‘good’ policies and
institutions were used by the developed countries when they themselves
were in the process of developing.

For example, it is generally accepted that Britain became the world’s
first industrial superpower because of its laissez-faire policy, while France
fell behind as a result of its interventionist policies. Similarly, it is widely
believed that that the USA’s abandonment of free trade in favour of the
protectionist Smoot-Hawley Tariff at the outset of the Great Depression
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(1930) was, in the words of the famous free-trade economist Bhagwati,
‘the most visible and dramatic act of anti-trade folly’.> Yet another
example of the belief that developed countries attained their economic
status through ‘good’ policies and institutions is the frequent claim
that, without patents and other private intellectual property rights, these
countries would not have been able to generate the technologies that
made them prosperous. The US-based National Law Center for
Inter-American Free Trade claims that ‘[t]he historical record in the
industrialized countries, which began as developing countries,
demonstrates that intellectual property protection has been one of the
most powerful instruments for economic development, export growth,
and the diffusion of new technologies, art and culture’.* And so on.

But is it really true that the policies and institutions currently recom-
mended to the developing countries are those that were adopted by the
developed countries when they themselves were developing? Even at a
superficial level, there seem to be bits and pieces of historical evidence
that suggest otherwise. Some of us may know that, in contrast to its
eighteenth or twentieth-century nature, the French state in the nine-
teenth century was quite conservative and non-interventionist. We may
also have read about the high tariffs in the USA, at least after the Civil
War. A few of us have heard somewhere that the US central bank, the
Federal Reserve Board, was set up as late as 1913. One or two of us
may even know that Switzerland became one of the world’s technologi-
cal leaders in the nineteenth century without a patent law.

In light of such counter-evidence to the orthodox view of capitalism’s
history, it is fair to ask whether the developed countries are somehow
trying to hide the ‘secrets of their success’. This book pieces together vari-
ous elements of historical information which contradict the orthodox view
of the history of capitalism, and provides a comprehensive but concise
picture of the policies and institutions that the developed countries used
when they themselves were developing countries. In other words, what this
book is asking is: ‘How did the rich countries really become rich?

The short answer to this question is that the developed countries did
not get where they are now through the policies and the institutions
that they recommend to developing countries today. Most of them
actively used ‘bad’ trade and industrial policies, such as infant industry
protection and export subsidies — practices that these days are frowned
upon, if not actively banned, by the WTO (World Trade Organisation).
Until they were quite developed (that is, until the late nineteenth to early



Introduction 3

twentieth century), they had very few of the institutions deemed essen-
tial by developing countries today, including such ‘basic’ institutions as
central banks and limited liability companies.

_ If this is the case, aren’t the developed countries, under the guise of
recommending ‘good’ policies and institutions, actually making it diffi-
cult for the developing countries to use policies and institutions which
they themselves had used in order to develop economically in earlier
times? This is the question that this book hopes to address.

1.2. Some Methodological Issues: Drawing
Lessons from History

The nineteenth-century German economist Friedrich List (1789-1846)
is commonly known as the father of the infant industry argument,
namely, the view that in the presence of more developed countries, back-
ward countries cannot develop new industries without state interven-
tion; especially tariff protection. His masterpiece, The National System
of Political Economy, was originally published in 1841.

List starts the book with a lengthy historical discussion. In fact he
devotes the first 115 pages of his 435-page text to a review of trade and
industrial policies in the major countries of the western world up to his
time. Included in his survey were the experiences of Venice (and other
Italian states), the Hanseatic cities (led by Hamburg and Liibeck), the
Netherlands, England, Spain and Portugal, France, Germany and the USA.

Many of these accounts go almost completely against what most of us
know (or think we know) about the economic histories of these countries.®
Particularly striking to the contemporary reader are List’s analyses of Britain
and the USA — the supposed homes of liberal economic policy.

List argues that Britain was actually the first country to perfect the art
of infant industry promotion, which in his view is the principle behind
most countries’ journey to prosperity. He goes as far as saying that we
should ‘let [whoever is not convinced of the infant industry argument]
first study the history of English industry’.” His summary of the
British road to industrial success is worth quoting at length.

[H]aving attained to a certain grade of development by means of
free trade, the great monarchies [of Britain] perceived that the
highest degree of civilisation, power, and wealth can only be
attained by a combination of manufactures and commerce with
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agriculture. They perceived that their newly established native
manufactures could never hope to succeed in free competition
with the old and long-established manufactures of foreigners
[the Italians, the Hansards, the Belgians, and the Dutch] ... Hence
they sought, by a system of restrictions, privileges, and encour-
dgements, to transplant on to their native soil the wealth, the
talents, and the spirit of enterprise of foreigners.®

This is a characterization of British industrial development which is
fundamentally at odds with the prevailing view of Britain as a valiant
free-trade, free-market economy fighting against the dirigiste countries
on the Continent, eventually proving the superiority of its policies with
an industrial success unprecedented in human history.

List then goes on to argue that free trade is beneficial among countries
at similar levels of industrial development (which is why he strongly
advocated a customs union among the German states — Zollverein),
but not between those at different levels of development. Like many of
his contemporaries in countries that were trying to catch up with Britain,
he argues that free trade benefits Britain but not the less developed
economies. To be sure, he acknowledges that free trade benefits
agricultural exporters in these economies, but this is to the detriment
of their national manufacturers and thus of their national economic
prosperity in the long run. To him, therefore, the preachings on the
virtues of free trade by British politicians and economists of his time
were done for nationalistic purposes, even though they were cast in the
generalistic languages of what he calls ‘cosmopolitical doctrine’. He is
worth quoting at length on this point:

It is a very common clever device that when anyone has attained
the summit of greatness, he kicks away the ladder by which he
has climbed up, in order to deprive others of the means of climb-
ing up after him. In this lies the secret of the cosmopolitical doc-
trine of Adam Smith, and of the cosmopolitical tendencies of his
great contemporary William Pitt, and of all his successors in the
British Government administrations.

Any nation which by means of protective duties and restrictions
on navigation has raised her manufacturing power and her
navigation to such a degree of development that no other nation
can sustain free competition with her, can do nothing wiser than
to throw away these ladders of her greatness, to preach to other
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nations the benefits of free trade, and to declare in penitent tones
that she has hitherto wandered in the paths of ertor, and has now
for the first time succeeded in discovering the truth. {my italics]

As for the USA, List points out that the country had previously been
misjudged by the gteat economic theorists Adam Smith and Jean Baptiste
Say as being ‘like Poland’, namely, destined to rely on agriculture.!®
Indeed, Adam Smith in his Wealth of Nations sternly warned the
Americans against any attempt at infant industry promotion:

Were the Americans, either by combination or by any other
sort of violence, to stop the importation of European manu-
factures, and, by thus giving a monopoly to such of their own
countrymen as could manufacture the like goods, divert any
considerable part of their capital into this employment, they
would retard instead of accelerating the further increase in the
value of their annual produce, and would obstruct instead of
promoting the progress of their country towards real wealth
and greatness.!

Two generations later, when List was writing his book, many Europeans
still shared Smith’s view. Fortunately for them, List argues, the
Americans firmly rejected Smith’s analysis in favour of ‘common sense’
and ‘the instinct of what was necessary for the nation’, proceeding to
protect their infant industries with great success after 1816.2

List’s observation was more than vindicated subsequently, as the
USA remained the most ardent practitioner — and the intellectual home
— of protectionism for a century after he wrote those passages but also
became the world’s industrial leader by the end of that petriod (see sec-
tion 2.2.2 of Chapter 2). List was also proven right by subsequent his-
torical events with regard to his comment on ‘kicking away the ladder’.
When its industrial supremacy became absolutely clear after the Second
World War, the USA was no different from nineteenth-century Britain
in promoting free trade, despite the fact that it acquired such supremacy
through the nationalistic use of heavy protectionism.

These are important historical facts that we will establish in greater
detail in the next chapter. For the moment, however, I would like to
draw the reader’s attention to List’s methodology, that is, his historical
approach to economics.



6 Kicking Away the Ladder

This approach, if applied appropriately, does not limit itself to the
collection and cataloguing of historical facts in the hope that some pat-
tern will naturally emerge. Rather, it involves searching for persistent
historical patterns, constructing theories to explain them, and applying
these theories to contemporary problems, while taking into account
changes in technological, institutional and political circumstances.

This approach, which is concrete and inductive, contrasts strongly
with the currently dominant Neoclassical approach based on abstract
and deductive methods. This sort of methodology was in fact the staple
of the German Historical School, which was the dominant school of
economics in many continental European countries before the Second
World War, and can be found in works written in English by authors
such as Polanyi and Shonfield.? The School included among its leading
members the likes of Wilhelm Roscher, Bruno Hildebrand, Karl Knies,
Adolph Wagner (of Wagner’s Law fame)*, Gustav Schmoller, Werner
Sombart and (contentiously) Max Weber. Weber, these days mistak-
enly known only as a sociologist, was in fact a professor of economics
in the Universities of Freiburg and Heidelberg.”

It is today rarely acknowledged that the German Historical School’s
influence before the Second World War went well beyond Continental
Europe. Yet the school strongly impressed one of the founding fathers
of Neoclassical economics, Alfred Marshall, who remarked that its work
has ‘done more than almost anything else to broaden our ideas, to
increase our knowledge of ourselves, and to help us to understand the
central plan, as it were, of the Divine government of the world’.*¢

In the late nineteenth and early twentieth centuries, many leading
American economists were directly and indirectly influenced by this
School.” Although he eventually drifted away from its influence, the
patron saint of American Neoclassical economics John Bates Clark, in
whose name the most prestigious award for young American economists
is given today, went to Germany in 1873 and studied under Roscher
and Knies.!® Richard Ely, one of the leading American economists of
the time, also studied under Knies. Ely subsequently influenced the
American Institutionalist School through his disciple, John Commons.*”
Ely was one of the founding fathers of the American Economic
Association(AEA); to this day, the biggest public lecture at the
Association’s annual meeting is given in Ely’s name, although few of
the present AEA members would know who he was.

After the Second World War, when the development of post-colonial
countries became a major issue, the historical approach was deployed
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very successfully by many founding fathers of ‘development econom-
ics’2 The likes of Arthur Lewis, Walt Rostow and Simon Kuznets for-
mulated their theories of the ‘stages’ of economic development on the
basis of their extensive knowledge of the history of industrialization in
developed countries.?! Also influential was the ‘late development’ thesis
of the Russian-born American economic historian, Alexander
Gerschenkron, who, drawing on European experiences of industriali-
zation, argued that the continuously increasing scale of technology would
make it necessary for countries embarking on industrialization to
deploy more powerful institutional vehicles in order to mobilise indus-
trial financing. Gerschenkron’s work provides an important backdrop
to Hirschman’s pioneering work in development economics.
Kindleberger’s classic textbook on development economics makes
extensive reference to historical experiences of the developed countries,
once again with numerous references to Gerschenkron.?

In the 1960s, the heyday of development economics, there wete even
some collections of essays intended explicity to derive lessons for currently-
developing countries from the historical experiences of developed
countries.® As late as 1969, Gustav Ranis, a leading neoclassical
development economist (although of an older, gentler vintage), wrote an
article entitled ‘Economic Development in Historical Perspective’ for the
key mainstream journal American Economic Review. ™

Unfortunately, during the last couple of decades, even development
economics and economic history — two sub-fields of economics for which
the historical approach is most relevant — have been dominated by
mainstream neoclassical economics, which categorically rejects this sort
of inductive reasoning. The unfortunate result of this has been that the
contemporary discussion on economic development policy-making has
been peculiarly ahistorical.

The development literature is certainly full of theoretically-based
propositions (e.g., free trade benefits all countries) and may also draw
extensively on contemporary experiences {(e.g., the literature on the East
Asian ‘developmental state’). However, we rarely now see discussions
that are based on the historical experiences of the now-developed
countries (hereafter NDCs). To be sure, there are some scattered
historical references, but these are often based on highly-stylized
characterizations of historical experiences, and moreover tend to refer
only to Britain and the USA. The supposed free-trade, free-market
histories of these countries are held up as examples for developing
countties. Yet these discussions of the British and US ‘experiences are
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extremely selective and thus misleading, as will become clearer later in
this book.

The upshot is that, unfortunately, with a few notable exceptions,
there have been few serious studies over the last few decades which
deploy the historical approach in the study of economic development.®
This is why one of the aims of this book is to reaffirm the usefulness of
the historical approach by applying it to the critique of the current
popular discourses on ‘good policies’ and ‘good governance’. Saying
this, however, may give the reader the mistaken impression that the
book’s main aim is to prove the validity of an approach, using a policy
issue as the raw material. That is not the main aim of this book. It is
rather to discuss a contemporary problem with the help of history. I
would further argue that, given current debates on ‘good’ policies and
institutions, this approach is particularly relevant at the moment.

The book will naturally focus on the nineteenth and the early twentieth
centuries, roughly between the end of the Napoleonic Wars (1815) and
the beginning of the First World War (1914), the period when most of
the now-developed countries were going through their Industrial
Revolutions. However, in some cases, we will extend our time-frame.
Britain, for example, deserves attention from the fourteenth century
onwards, given its pioneer status in many areas of economic policy and
of institutional development. Eighteenth-century Prussia is another
special case that deserves attention, given its bureaucratic reforms and
development of new methods of state-led industrial promotion. Other
exceptions that merit discussion here are the post-Second World War
experiences of countries like Japan and France, who were able to generate
impressive economic growth on the basis of radical institutional
transformation following the war.

An effort has been made to cover as many countries as possible.
Although this attempt to bring in a wide range of evidence reinforces
our main findings, it also necessarily invites criticism from specialists
in the economic histories of these countries. This is to be expected and
is very welcome. For not only do we hope to encourage development
economists to reconsider the historical basis of their theories, we would
also like to see economic historians take greater cognizance of the theo-
retical implications of their work. If this book succeeds in generating
debate over the generalities and particulars discussed in the pages that
follow, then it will have achieved its main aim.

Special effort is made to incorporate in the book examples from out-
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side the more ‘important’, and thus better-known, countries (that is,
Britain, the USA, Germany, France, and Japan) so that more general
lessons can be drawn. However, coverage of other countries necessarily
remains less extensive due to the sheer paucity of English-language stud-
ies on them. I have tried in part to overcome this problem with the help
of research assistants who speak other languages, but the limitations
of such methods are patent. In addition, it should be pointed out that
there is still great value in looking at the experiences of the supposedly
better-known countries, particularly because there exist many myths
and misconceptions about their histories.

The distinction between policies and institutions that I adopt in the
book is necessarily arbitrary. In common-sense usage, we might say
that institutions are more permanent arrangements while policies are
more easily changeable. For example, raising tariffs for certain indus-
tries would constitute a ‘policy’, whereas the tariff itself could be re-
garded as an ‘institution’. However, such simple distinctions quickly
break down. For example, patent law might be regarded as an ‘institu-
tion’, but a country could adopt a ‘policy’ of not recognizing patents —
as indeed Switzerland and the Netherlands did until the early twentieth
century. Similarly, when we examine competition law we will do so in
the context of corporate governance institutions, but also as a part of
industrial policy.

.3. The Chapters

Chapter two deals mainly with what these days are called industrial,
trade and technology policies (or ITT policies for short). This is
because, in my view, differences in these policies separate the countries
that have been more successful in generating growth and structural
change from the others. ITT policies have for a few hundred years
stood at the centre of controversies in the theory of economic
development. This does not imply, of course, that other policies are
unimportant for development.?® Nor does it imply that economic
growth (still less industrial growth) is all that matters, although I do
believe that growth is a key to more broadly-defined economic
development.

Chapter two focuses on a smaller number of countries than the fol-
lowing chapter on institutions. This is above all because policies are
more difficult to characterize than institutions, given that they are, as I
have defined them, more variable. For example, we can easily date the
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formal legislation of limited liability or central banking (although it
may be more difficult to define the exact point when the institution in
question became widely accepted and effective), but it is much more
difficult to establish that, say, France had a free-trade policy during the
late nineteenth century. Because of the difficulty involved in clearly iden-
tifying the existence and the intensity of particular policies, I felt that
more country-based narratives were necessary, which in turn meant
that I could not cover as many countries in the chapter on policies as in
that on institutions (Chapter 3).

Chapter 3 ranges more widely both geographically and conceptually.
Partly because of the institutional complexity of modern societies, and
also because we have a limited understanding of which institutions are
really critical for economic development, a relatively large number of
institutions are covered in this chapter. They include: democracy; bu-
reaucracy; judiciary; property rights (especially intellectual property
rights); corporate governance institutions (limited liability, bankruptcy
law, auditing/disclosure requirements, competition law); financial in-
stitutions (banking, central banking, securities regulation, public finance
institutions); social welfare and labour institutions (child labour laws,
institutions regulating adult working hours and conditions). As far as
I am aware, this book is unique in providing information on such a
wide range of institutions over a large number of countries.

Chapter 4, the final chapter of the book, returns to the central ques-
tion: are the developed countries trying to ‘kick away the ladder’ by
which they have climbed up to the top, by preventing developing
countries from adopting policies and institutions that they them-
selves used?

I will argue that the current policy orthodoxy does amount to ‘kick-
ing away the ladder’. Infant industry promotion (but not just tariff
protection, I hasten to add) has been the key to the development of
most nations, and the exceptions have been limited to small countries
on, or very close to, the world’s technological frontiers, such as the
Netherlands and Switzerland. Preventing the developing countries from
adopting these policies constitutes a serious constraint on their capac-
ity to generate economic development.

In the case of institutions, the situation is more complex. My main
conclusion is that many of the institutions that are these days regarded
as necessary for economic development were actually in large part the
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outcome, rather than the cause, of economic development in the now-
developed countries. This is not to say that developing countries should
not adopt the institutions which currently prevail in developed countries
(although conversely they should not adopt the industrial and trade
policies now in place in developed countries). Some of these institutions
may even be beneficial for most, if not necessarily all, developing
countries, although the exact forms that they should take is 2 matter of
conttoversy. For example, central banking is necessary to manage
systemic financial risk, but it is debatable whether the central bank
should have near-absolute political independence and focus exclusively
on inflation control, as the current orthodoxy has it. Indeed, given that
many potentially beneficial institutions have only developed after painful
economic lessons and political struggle, it would be foolish for developing
countries to forego the advantages of being the latecomer which stem
from the possibility of ‘institutional catch-up’.

However, the benefits of institutional catch-up should not be
exaggerated, as not all ‘global standard’ institutions are beneficial or
necessary for all developing countries. To refer to some examples that
I will discuss in depth later, stringent intellectual property rights may
not be beneficial for most developing countries. Equally, some other
institutions, such as anti-trust regulations, may not be all that necessary
for them, which means that the net result of adopting such institutions
may even be negative, given that the establishment and maintenance
of these institutions demand resources, in particular skilled human
resources, which are often scarce. There is also the question of whether
introducing ‘advanced’ institutions in countries that are not ready
for them implies that these institutions might not function as well as
they should. Moreover, we should not lose sight of the fact that the
currently developing countries actually have much higher levels of
institutional development when compared to the NDCs when they
were at equivalent stages of development (see section 3.3.3 of Chapter
3). If this is indeed the case, there may actually be relatively little
room for effective improvement in institutions for these countries in
the short run.

From this perspective, we could also say that there is an element of
‘kicking away the ladder’ in the dominant development discourse on
institutional upgrading, in so far as some of the institutions demanded
of the developing countries are irrelevant or harmful given their stage
of development, and to the extent that they are costly to run.
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I.4. A ‘Health Warning’

What this book is about to say will undoubtedly disturb many people,
both intellectually and morally. Many of the myths that they have taken
for granted or even passionately believed in will be challenged, in the
same way that many of my own assumptions were challenged in the
process of researching it. Some of the conclusions may be morally un-
comfortable for some readers. Of course, I claim no moral superiority
for the arguments put forward. I hope, however, to reveal some of the
complexities surrounding these issues which have long been obscured
by ahistorical and often moralistic arguments.



Chapter 2

Policies for Economic Development:
Industrial, Trade and Technology
Policies in Historical Perspective

2.1. Introduction

In the previous chapter, I pointed out that there have been surprisingly
few attempts to apply lessons learned from the historical experiences of
developed countries to problems of contemporary development. Also, as
will become clearer further on, the few references to these historical ex-
periences tend to be full of myths that support the orthodox version of
the history of economic policy in the NDCs, which emphasize the ben-
efits of free trade and laissez-faire industrial policy. The story, which
underlies virtually all recommendations for Washington Consensus-type
policies, goes something like the following.! '

From the eighteenth century onward, the industrial success of laissez-
faire Britain proved the superiority of free-market and free-trade policies.
Through such policies, which unleashed the entrepreneurial energy of
the nation, it overtook interventionist France, its main competitor at
the time, establishing itself as the supreme world economic power.
Britain was then able to play the role of the architect and hegemon of a
new ‘Liberal’ world economic order, patticularly once it had abandoned
its deplorable agricultural protection (the Corn Laws) and other remnants
of old mercantilist protectionist measures in 1846.

In its quest for this Liberal world order, Britain’s ultimate weapon
was its economic success based on a free-market/free-trade system; this
made other countries realize the limitations of their mercantilist poli-
cies and start to adopt free (or at least freer) trade from around 1860.
However, Britain was also greatly helped in its project by the works of
its classical economists such as Adam Smith and David Ricardo, who
theoretically proved the superiority of laissez-faire policy, in particular
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free trade. According to Willy de Clercq, the European Commissioner
for External Economic Relations during the early days of the Uruguay
Round (1985-9):

Only as a result of the theoretical legitimacy of free trade when
measured against widespread mercantilism provided by David
Ricardo, John Stuart Mill and David Hume, Adam Smith and
others from the Scottish Enlightenment, and as a consequence of
the relative stability provided by the UK as the only and relatively
benevolent superpower or hegemon during the second half of the
nineteenth century, was free trade able to flourish for the first
time [in the late nineteenth century].?

This Liberal world order, perfected around 1870, was based on: laissez-
faire industrial policies at home; low barriers to the international flows
of goods, capital and labour; and the macroeconomic stability, both
nationally and internationally, which was guaranteed by the Gold
Standard and the principle of balanced budgets. A period of unprecedented
prosperity followed.

Unfortunately, according to this story, things started to go wrong
with the onset of the First World War. In response to the ensuing insta-
bility of the world economic and political system, countries once again
started to erect trade barriers. In 1930, the USA abandoned free trade
and enacted the infamous Smoot—Hawley tariff. According to de Clercq,
this tariff ‘had disastrous effects on international trade and after a while
. .. on American economic growth and employment. Nowadays, some
economists even believe that the Great Depression was caused prima-
rily by these tariffs’.’> The likes of Germany and Japan erected high
trade barriers and also started creating powerful cartels, which were
closely linked with fascism and these countries’ external aggression in
the following decades.* The world free trade system finally ended in
1932, when Britain, hitherto its champion, succumbed to temptation
and reintroduced tariffs. The resulting contraction and instability in
the world economy, and then the Second World War, destroyed the last
remnants of the first Liberal world order.

After the Second World War, so the story goes, some significant
progress was made in trade liberalization through the early GATT (General
Agreement on Trade and Tariffs) talks. However, dirigiste approaches
to economic management dominated the policy-making scene until the.
1970s in the developed world, and until the early 1980s in developing
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countries (as well as the Communist world until its collapse in 1989).
According to Sachs and Warner, a number of factors contributed to the
pursuit of protectionism and interventionism in developing countries.®
“Wrong’ theories, such as the infant industry argument, the ‘big push’
theory of Rosensetin-Rodan (1943), and Latin American structuralism,
not to speak of various Marxist theories, prevailed. Protectionist policies
were also motivated by political requirements, such as the need for nation
building and the need to ‘buy off’ certain interest groups. There were
also legacies of wartime control that petsisted into peacetime.

Fortunately, it is held, interventionist policies have been largely aban-
doned across the world since the 1980s with the rise of Neo-Liberalism,
which emphasizes the virtues of small government, laissez-faire policies
and international openness. By the late 1970s economic growth had
begun to falter in most countries in the developing world, with the
exception of those in East and Southeast Asia, which were already pur-
suing ‘good’ policies. This growth failure, which often manifested itself
in the economic crises of the early 1980s, exposed the limitations of
old-style interventionism and protectionism.

As a result, most developing countries have come to embrace
Neo-Liberal policy reform. The most symbolic of these conversions,
according to Bhagwati, are: Brazil’s embrace of Neo-Liberal doctrine
under the presidency of Fernando Henrique Cardoso, a leading
Dependency theorist until the 1980s; the entry of traditionally anti-US
Mexico into the NAFTA (North American Free Trade Agreement); and
the move towards an open, liberal economy by India, once the bastion
of protectionism and regulation.® The crowning glory of this trend
towards liberalization and opening-up was the fall of Communism in
1989, which finally ended the ‘historical anomaly’ of a closed world
trading system that had prevailed in the early postwar years.”

When combined with the establishment of new global governance
institutions represented by the WTO, these policy changes at the na-
tional level have created a new global economic system, which is com-
parable in its potential prosperity only to the earlier ‘golden age’ of
Liberalism (1870-1914).® Renato Ruggiero, the first Director-General
of the WTO, argues that thanks to this new world order we now have
‘the potential for eradicating global poverty in the early part of the next
[21st] century — a utopian notion even a few decades ago, but a real
possibility today’.’

As we shall see later, this story paints a powerful but fundamentally
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misleading picture. Indeed, it should be accepted that there are also
some senses in which the late nineteenth century can indeed be described
as an era of laissez-faire.

To begin with, as we can see in table 2.1, there was a period in the
late nineteenth century, albeit a brief one, when liberal trade regimes
prevailed in large parts of the world economy. Starting in 1846 with
the repeal of the Corn Laws, Britain made a decided shift to a
unilateral free trade regime (which was accomplished by the 1860s),
although this move was based on its then unchallenged economic
superiority and was intricately linked with its imperial policy.
Between 1860 and 1880, many European countries reduced tariff
protection substantially. At the same time, most of the rest of the
world was forced to practice free trade through colonialism (see
section 2.3.1) and, in the cases of a few nominally ‘independent’
countries (such as the Latin American countries, China, Thailand
(then Siam), Iran (then Persia) and Turkey (then the Ottoman
Empire)), unequal treaties (see section 2.3.2). Of course, the obvious
exception to this was the USA, which maintained a very high tariff
barrier even during this period. However, given that the USA was
still a relatively small part of the world economy, it may not be
totally unreasonable to say that this is as close to free trade as the
world has ever got (or probably ever will).

More importantly, the scope of state intervention before the First
World War (and maybe even up to the Second World War) was quite
limited by modern standards. For example, before the 1930s, both the
hegemony of the doctrine of balanced budget and the limited scope for
taxation (given, among other things, the absence of personal and cor-
porate income taxes in most countries) severely limited the scope for
active budgetary policy. The narrow tax base restricted government
budgets, so large fiscal outlays for developmental purposes were diffi-
cult, even if the government had the intention to make them — railways
being an obvious exception in a number of countries. In most coun-
tries, fully-fledged central banking did not exist until the early twenti-
eth century, so the scope for monetary policy was also very limited. On
the whole, banks were privately-owned and little regulated by the state,
so the scope for using ‘directed credit programmes’, which were so
widely and successfully used in countries like Japan, Korea, Taiwan
and France during the postwar period, was extremely limited. Meas-
ures like the nationalization of industry and indicative investment plan-
ning, practices that served many European countries, especially France,
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Austria and Norway, well in the early postwar years, were regarded as
unthinkable outside wartime before the Second World War. One some-
what paradoxical consequence of all these limitations was that tariff
protection was far more important as a policy tool in the nineteenth
century than it is in our time.

Table 2.1
Average Tariff Rates on Manufactured Products for Selected Developed
Countries in Their Early Stages of Development
(weighted average; in percentages of value)

1820° 1875° 1913 1925 1931 1950
Austria’, R 1520 18 16 24 I8
Belgium 6-8 9-10 9 I5 14 |
Denmark 25-35 1520 4 10 n.a. 3
France ; R 12-15 20 21 30 18
Germany 8-12 4-6 K] 20 21 26
ltaly -, n.a. 8-10 I8 22 46 25
Japan . R 5 30 na. n.a. n.a.
Netherlands 6-8 3-5 4 6 n.a. I
Russia R 15-20 84 R R R
Spain R 15-20 41 41 63 n.a.
Sweden R 3-5 20 16 21 - 9
Switzerland 8-12 4-6 9 14 19 n.a.
United Kingdom 45-55 0 0 5 n.a. 23
United States 35-45 40-50 44 37 48 14

Source: Bairoch 1993, p. 40, table 3.3.

Notes:
R = Numerous and important restrictions on manufactured imports existed and therefore average

oUW N

tariff rates are not meaningful.

World Bank (1991, p. 97, Box table 5.2) provides a similar table, partly drawing on Bairoch’s
own studies that form the basis of the above table. However, the World Bank figures, although
in most cases very similar to Bairoch’s figures, are unweighted averages, which are obviously less
preferable to the weighted average figures that Bairoch provides.

. These are very approximate rates, and give range of average rates, not extremes.

. Austria=Hungary before 1925,

. In 1820, Belgium was united with the Netherlands:

. The 1820 figure is for Prussia only.

. Before 1911, Japan was obliged to keep low tariff rates (up to 5%) through a series of ‘unequal

treaties’ with the European countries and the USA. The World Bank table cited in note | above
gives Japan’s unweighted average tariff rate for all goods (not just manufactured goods) for
the years 1925, 1930, 1950 as 13%, 19%, 4%.

Despite these limitations, as I have pointed out in Chapter 1 and will
show in more detail in the rest of this chapter, virtually all NDCs
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actively used interventionist industrial, trade and technology (ITT) poli-
cies that are aimed at promoting infant industries during their catch-up
periods.!® As we shall see later, there were some apparent exceptions to
this, such as Switzerland and the Netherlands, but these were countries
that were either at or very near the technological frontier and thus did
not, by definition, need much infant industry promotion. Some coun-
tries used activist ITT policies even after the catch-up was successfully .
achieved (Britain in the early nineteenth century, the USA in the eatly
twentieth century). Tariff protection was obviously a very important
policy tool in the ITT policy package used by the NDCs, but, as we
shall show later, it was by no means the only one used, or even neces-
sarily the most important. ,

On the trade front, subsidies and duty drawbacks on inputs for
exported goods were frequently used to promote exports. Governments
both provided industrial subsidies and used various public investment
programmes, especially in infrastructure but also in manufacturing.
They supported foreign technology acquisition, sometimes by legal
means such as financing study tours and apprenticeships, and sometimes
through illegal measures, which included support for industrial
espionage, smuggling of contraband machinery and refusal to
acknowledge foreign patents. Development of domestic technological
capabilities was encouraged through financial support for research and
development, education and training. Measures were also taken to raise
awareness of advanced technologies (for example, the establishment of
model factories, organisation of exhibitions, granting of free imported
machinery to private sector firms). In addition, some governments
created institutional mechanisms that facilitated public—private
cooperation (for example, public—private joint ventures and industry
associations with close links with the government). It is important to
note that many of these policies are greatly frowned upon these days,
even when they have not been made explicitly illegal through bilateral
and multilateral agreements.

When they reached the technological frontier, the NDCs used a range
of policies in order to help themselves pull away from their existing
and potential competitors. Britain, given the duration for which it held
the position of ‘frontier economy’, is most visible in this respect, but
other countries also used similar measures when they could. Britain
used measures to control transfer of technology to its potential
competitors (for example, controls on skilled worker migration or
machinery export), and put pressure on the less developed countries to
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open up their markets, by force if necessary. However, the catch-up
economies that were not formal or informal colonies did not simply sit
down and accept these restrictive measures. They employed a wide variety
of measures to overcome the obstacles created by these restrictions,
even resorting to ‘illegal’ means, such as the poaching of workers and
smuggling of machinery."!

2.2. The Catch-up Strategies

In this section, I examine the experiences of a range of NDCs — Britain,
the USA, Germany, France, Sweden, Belgium, the Netherlands,
Switzerland, Japan, Korea and Taiwan — and consider what kinds of
industrial, trade and technology (ITT) policies they used when they
themselves were developing countries. I show that in most of these
countries, the policies that were used are almost the opposite of what the
present orthodoxy says they employed ‘and currently recommends that
the currently developing countties should also use’.

2.2.1. Britain

As the intellectual fountain of the modern laissez-faire doctrines, and
as the only country that can claim to have practised a total free trade at
orie stage in its history, Britain is widely regarded as having developed
without significant state intervention. However, this could not be fur-
ther from the truth.

Britain entered its post-feudal age (thirteenth and fourteenth centuries)
as a relatively backward economy. Before 1600, it was an importer of
technology from the Continent." It relied on exports of raw wool and,
to a lesser extent, of low-value-added wool cloth (what was then known
as ‘short cloth’) to the then more advanced Low Countries, especially
the towns of Bruges, Ghent and Ypres in Flanders, now part of
Belgium.® The British monarchs of this time taxed these products mainly
for revenue reasons, but since cloth was taxed more lightly than raw
wool, this encouraged import substitution in wool cloth and a certain
amount of export success." Edward III (1327-77) is believed to have
been the first king who deliberately tried to develop local wool cloth
manufacturing. He wore only English cloth to set an example to the
rest of the country,” brought in Flemish weavers, centralized trade in
raw wool and banned the import of woollen cloth.*
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The Tudor monarchs gave further impetus to the development of this
industry with what can only be described as a deliberate infant industry
promotion policy. The celebrated eighteenth-century merchant, politi-
cian and novelist, Daniel Defoe, describes this policy in his now-almost-
forgotten book, A Plan of the English Commerce (1728).7 In it, he describes
in some detail how the Tudor monarchs, especially Henry VII (1485-1509)
and Elizabeth I (1558-1603), transformed England from a country rely-
ing heavily on raw wool exportt to the Low Countries into the most for-
midable wool-manufacturing nation in the world.®

According to Defoe, Henry VII had, prior to his coronation in 1485,
‘been a kind of a Refugee in the Court of his Aunt the Dutchess of
Burgundy [italics original]’.”” There, he was deeply impressed by the
prosperity in the Low Countries based on wool manufacturing, and
from 1489 onwards he put in place schemes to promote British wool
manufacturing. The measures used included sending royal missions to
identify locations suited to wool manufacturing,® poaching skilled
workers from the Low Countries,? increasing duties on, and even tem-
porarily banning the export of, raw wool. Ramsay also documents the
legislation in 1489, 1512, 1513 and 1536, which banned the exports of
unfinished cloths, save for coarse pieces below a certain market value.
This, he obsetves, reflected the then ‘influential view that if it was pref-
erable to export wool in the form of cloth rather than in the raw state
then it was likewise better to ship cloth fully dressed and dyed than in
a semi-manufactured state, “unbarbed and unshorn” *.2

As Defoe emphasizes, Henry VII realized that, given Britain’s
technology gap with the Low Countries, this transformation was going
to take a long time, and therefore he took a gradualist approach.?
Therefore, he raised export duties on raw wool only when the industry
was better established. As soon as it became clear that Britain simply
did not have the capacity to process all the raw wool it produced, he
withdrew the ban on raw wool export he had imposed.* According to
Defoe, it was not until the time of Elizabeth I (1587), nearly a hundred
years after Henry VII started his import substitution policy (1489), that
Britain was confident enough about its wool manufacturing industry’s
international competitiveness to ban raw wool export completely.” This
eventually drove the manufacturers in the Low Countries to ruin.

According to Defoe’s analysis, other factors besides this import
substitution policy helped the achievement of British victory in the wool -
industry under Elizabeth 1. Some of these factors were fortuitous, such
as the migration of Protestant Flemish textile workers following the war



Policies for Economic Development 21

of independence from Spain in 1567. However, other elements were
deliberately created by the state. In order to open new markets, Elizabeth
I dispatched trade envoys to the Pope and the Emperors of Russia, Mogul,
and Persia. Britain’s massive investment in building its naval supremacy
allowed it to break into new markets and often to colonise them and
keep them as captive markets.?

It is difficult to establish the relative 1mportance of the above-
mentioned factors in explaining the British success in wool
manufacturing. However, it does seem clear that, without what can
only be described as the sixteenth-century equivalent of modern infant
industry promotion strategy put in place by Henry VII and further
pursued by his successors, it would have been very difficult, if not
necessarily impossible, for Britain to achieve this initial success in
industrialization: without this key industry, which accounted for at
least half of Britain’s export revenue during the eighteenth century, its
Industrial Revolution might have been very difficult, to say the least.”

The 1721 reform of the mercantile law introduced by Robert Walpole,
the first British Prime Minister, during the reign of George I (1714-27)
signified a dramatic shift in the focus of British industrial and
trade policies.

Prior to this, the British government’s policies were in general aimed
at capturing trade (most importantly through colonialization and the
Navigation Acts, which required that trade with Britain had to be con-
ducted in British ships®) and at generating government revenue. The
promotion of wool manufacturing, as discussed above, was the most
important exception to this, but even this was partly motivated by the
desire to generate more government revenue. In contrast, the policies
introduced after 1721 were deliberately aimed at promoting manufac-
turing industries. Introducing the new law, Walpole stated, through
the king’s address to Parliament: ‘it is evident that nothing so much
contributes to promote the public well-being as the exportation of
manufactured goods and the importation of foreign raw material’.?

The 1721 legislation, and its subsequent supplementary policy changes,
included the following measures.® First of all, import duties on raw
materials used for manufactures were lowered, or even dropped
altogether.? Second, duty drawbacks on imported raw materials for
exported manufactures — a policy that had been well established in the
country since the days of William and Mary — were increased.” For
example, the duty on beaver skins was reduced and in case of export a
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drawback of half the duty paid was allowed.* Third, export duties on
most manufactures were abolished.* Fourth, duties on imported foreign
manufactured goods were significantly raised. Fifth, export subsidies
(‘bounties’) were extended to new items like silk products (1722) and
gunpowder (1731), while the existing export subsidies to sailcloth and
refined sugar were increased (in 1731 and 1733 respectively).* Sixth,
regulation was introduced to control the quality of manufactured products,
especially textile products, so that unscrupulous manufacturers could
not damage the reputation of British products in foreign markets.*

Brisco sums up the principle behind this new legislation as follows:
‘[manufacturers] had to be protected at home from competition with
foreign finished products; free exportation of finished articles had to be
secured; and where possible, encouragement had to be given by bounty
and allowance’.¥ What is very interesting to note here is that the policies
introduced by the 1721 reform, as well as the principles behind them,
were uncannily similar to those used by countries like Japan, Korea and
Taiwan during the postwar period, as we shall see below (section 2.2.7).

With the Industrial Revolution in the second half of the eighteenth
century, Britain started widening its technological lead over other coun-
tries. However, even then it continued its policy of industrial promo-
tion until the mid-nineteenth century, by which time its technological
supremacy was overwhelming.®

The first and most important component of this was clearly tariff
protection. As we saw from table 2.1, Britain had very high tariffs on
manufacturing products as late as the 1820s, some two generations after
the start of its Industrial Revolution, and when it was significantly ahead
of its competitor nations in technological terms. Measures other than
tariff protection were also deployed.

First of all, Britain banned the imports of superior products from
some of its colonies if they happened to threaten British industries. In
1699, the Wool Act prohibited exports of woollen products from the
colonies, killing off the then superior Irish wool industry (see section
2.3). In 1700, a ban was imposed on the imports of superior Indian
cotton products (‘calicoes’), debilitating what was then arguably the
world’s most efficient cotton manufacturing sector. The Indian cotton
industry was subsequently destroyed by the ending of the East India
Company’s monopoly in international trade in 1813, when Britain had
become a more efficient producer than India (see section 2.3). By 1873,
two generations after the event, it was already estimated that 40~45%
of all British cotton textile exports went to India.”
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By the end of the Napoleonic Wars in 1815, however, there were
increasing pressures for free trade in Britain from the increasingly confi-
dent manufacturers. By this time, most British manufacturers were firmly
established as the most efficient in the world in most industries, except in
a few limited areas where countries like Belgium and Switzerland pos-
sessed technological leads over Britain (see section 2.2.6). Although a new-
Corn Law passed in 1815 (Britain had had numerous Corn Laws dating
back to 1463) meant an increase in agricultural protection, the pressure
for freer trade was building up.®

Although there was a round of tariff reduction in 1833, the big
change came in 1846, when the Corn Law was repealed and tariffs on
many manufacturing goods abolished.” The repeal of the Corn Law
is these days commonly regarded as the ultimate victory of the Classi-
cal Liberal economic doctrine over wrong-headed mercantilism. Al-
though we should not underestimate the role of economic theory in
this policy shift, many historians more familiar with the period point
out that it should probably be understood as an act of ‘free trade
imperialism’? intended to ‘halt the move to industrialisation on the
Continent by enlarging the market for agricultural produce and pri-
mary materials’.*

Indeed, many key leaders of the campaign to repeal the Cotn Law,
such as the politician Robert Cobden and John Bowring of the Board
of Trade, saw their campaign in precisely such terms.* Cobden’s view
on this is clearly revealed in the following passage:

The factory system would, in all probability, not have taken place
in America and Germany. It most certainly could not have flour-
ished, as it has done, both in these states, and in France, Belgium,
and Switzerland, through the fostering bounties which the high-
priced food of the British artisan has offered to the cheaper fed
manufacturer of those countries’.*

Symbolic though the repeal of Corn Law may have been, the real shift
to free trade only happened in the 1850s. It was only after Gladstone’s
budgets of the 1850s, and especially that of 1860, in conjunction with
the Anglo-French free trade treaty (the so-called Cobden—Chevalier
Treaty) signed that yeat, that most tariffs were eliminated. The following
passage succinctly describes the magnitude of trade liberalization that
happened in Britain during the 1850s. ‘In 1848, Britain had 1,146 dutiable
articles; by 1860 she had forty-eight, all but twelve being revenue duties
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on luxuries or semi-luxuries. Once the most complex in Europe, the
British tariff could now be printed “on half a page of Whitaker’s
Almanack” *.%

It is important to note here that Britain’s technological lead that
enabled this shift to a free trade regime had been achieved ‘behind high
and long-lasting tariff barriers’.¥ It is also important to note that the
overall liberalization of the British economy that occurred during the
mid-nineteenth century, of which trade liberalization was just a part,
was a highly controlled affair overseen by the state, and not achieved
through a laissez-faire approach.® It should also be pointed out that
Britain ‘adopted Free Trade painfully slowly: eighty-four years from
The Wealth of Nations to Gladstone’s 1860 budget; thirty-one from
Waterloo to the ritual victory of 1846°.#

Moreover, the free-trade regime did not last long. By the 1880s, some
hard-pressed British manufacturers were asking for protection. By the
early twentieth century, reintroduction of protectionism was one of the
hottest issues in British politics, as the country was rapidly losing its
manufacturing advantage to the USA and Germany: testimony to this
was the influence of the Tariff Reform League, formed in 1903 under the
leadership of the charismatic politician Joseph Chamberlain.*®® The era of
free trade ended when Britain finally acknowledged that it had lost its
manufacturing eminence and re-introduced tariffs on a large scale in 1932.

2,2.2. USA

As List pointed out (see Chapter 1), Britain was the first country suc-
cessfully to launch an infant industry promotion strategy. However, its
most ardent user was probably the USA — the eminent economic histo-
rian Paul Bairoch once called it ‘the mother country and bastion of
modern protectionism’.*?

This fact is rarely acknowledged in the modern literature, however,
especially that coming out of the USA, and even many otherwise knowl-
edgeable people do not seem to be aware of it. No less an economic
historian than Clive Trebilcock, an authority on European Industrial
Revolution, when commenting on the introduction of 1879 tariffs in
Germany, stated that tariffs were going up all over the world, including
‘even free-trade America’.®

Even when the existence of high tariffs is acknowledged, their impot-
tance is severely downplayed. For example, in what was until recently the
standard overview of US economic history, North mentions tariffs once,
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only to dismiss them as an insignificant factor in explaining US indus-
trial development. He argues, without bothering to establish the case and
by citing only one highly-biased secondary source (the classic study by
F Taussig, 1892), ‘while tariffs became increasingly protective in the years
after the Civil War, it is doubtful if they were very influential in affecting
seriously the spread of manufacturing’.® ’ ‘

However, a more careful and unbiased reading of the history reveals
that the importance of infant industry protection in US development can-
not be overemphasized. From the early days of colonization in what later
became the USA, protection of domestic industry was a controversial
policy issue. To begin with, Britain did not want to industrialize the
colonies and duly implemented policies to that effect (see section 2.3.
for further details). Around the time of independence, Southern agrar-
ian interests opposed any protection, while Northern manufacturing
interests — represented by, among others, Alexander Hamilton, the first
Secretary of the Treasury of the USA (1789-95) — wanted it

Indeed, many point out that it was Alexander Hamilton, in his
Reports of the Secretary of the Treasury on the Subject of Manufactures
(1791), and not Friedrich List as is often thought, who first systematically
set out the infant industry argument.* In fact, as Henderson and Reinert
point out, List started out as a free trade advocate and only converted
to the infant industry argument following his period of exile in the USA
(1825-30). While he was there, he was exposed to the works of Alexander
Hamilton and the then leading US economist and strong advocate of
infant industry protection, Daniel Raymond.”

In his Reports, Hamilton argued that competition from abroad and
‘forces of habit’ would mean that new industries that could soon
become internationally competitive (‘infant industries’)*® would not be
started in the USA, unless their initial losses were guaranteed by gov-
ernment aid. This aid, he said, could take the form of import duties or,
in rare cases, prohibition of import.” It is interesting to note that there
is a close resemblance between this view and that espoused by Walpole
(see section 2.2.1) — a point that was not lost on the contemporary
Americans, especially Hamilton’s political opponents.®® In turn, it should
also be noted that both the Walpolean and the Hamiltonian views are
remarkably similar to the view that lies behind East Asia’s postwar
industrial policy (see section 2.2.7.).

Initially, the USA did not have a federal-level tariff system, and an
attempt to grant the Congress tariff power in 1781 failed.® When it
acquired the power to tax, the Congress passed a liberal tariff act (1789),
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imposing a five per cent flat rate tariff on all imports, with some excep-
tions, such as hemp, glass, and nails. Many tariffs were increased in
1792, although they still fell far short of Hamilton’s recommendations,
which called for an extensive system of infant industry protection and
subsidies. After that, until the war with Britain in 1812, the average
tariff level remained around 12.5 per cent, but in order to meet the
increased wartime expenses, all tariffs were doubled in 1812.¢

A significant shift in policy occurred in 1816, when, as List noted
(Chapter 1), a new law was introduced to keep the tariff level close to
that from wartime as a result of the considerable political influence
of the infant industries that had grown up under the ‘natural’ protec-
tion accorded by the war with Britain. This was done despite the fact
that the revenue was no longer needed — especially protected were cotton,
woollen, and iron goods.® In the 1816 tariff law, almost all manufac-
tured goods were subject to tariffs of around 35 per cent.® Table 2.1
shows that the average tariff level for manufacturing products in the
USA in 1820 was around 40 per cent. Initially, this measure was wel-
comed by everyone, including the Southern states, which hoped that it
would help industries to grow in their territories. However, the Southern
states soon turned against it because of their interests in importing supe-
rior quality British manufactures and because of the failure of the indus-
tries to emerge in their own territories.®

The Southern agrarian interests, with the help of the New England
(and especially New York) shippers, were able to defeat bills calling for
higher tariffs in 1820, 1821 and 1823.% However, in 1824, a new, still
higher, tariff was enacted. In 1828 the so-called Tariff of Abominations
further divided the country. This was because this time the northern and
western agricultural interests were adding high tariffs on the raw materi-
als or low value-added manufactures that they produced (e.g., wool, hemp,
flax, fur and liquor), thus creating tension with the New England manu-
facturing states.

Yet another tariff law was passed in 1832. This offered a 40 per cent
tariff rate on average for manufactured goods — a much lower cut than
the Southerners had wanted — and particularly high protection was
accorded to iron and textile goods (e.g., 40—45 per cent on woollen
manufactured goods and 50 per cent for clothing). This led to the
so-called Nullification Crisis, started by South Carolina’s refusal to
accept the law. A compromise bill was passed in 1833, which offered
few immediate reductions but made a provision for gradual reduction
over the next ten years, down to about 25 per cent for manufactured
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goods and 20 per cent for all goods. However, as soon as this ten-year
reduction ended in 1842, a new tariff act was passed, raising duties
back up to about the 1832 levels.®®

" There was a reduction in protection in the 1846 tariff law, although
the average ad valorem duty on the 51 most important categories of
imported goods was still 27 per cent. There was a further reduction in’
1857, made possible by the coalition of the Democrats, the cloth
manufacturets who wanted raw wool placed on the “free list’, and railroad
interests who wanted tariff-free iron from abroad. Bairoch describes the
period between 1846 and 1861 as one of “modest protectionism’.® However,
this protectionism is only ‘modest’ by the historical standards of the
USA (see table 2.1). It must also be pointed out that, given the high
transportation costs of the period, which prevailed at least until the 1870s,
US tariffs would have been a greater barrier to international trade than
the European ones, even if both had been at the same level.”

Howevet, the tension surrounding both the tariff and slave issues
persisted between North and South, and finally culminated in the Civil
War (1861-5). The Civil War is commonly thought to have been fought
solely over the issue of slavery, but in fact tariffs were another impot-
tant issue. Garraty and Carnes state that ‘[a] war against slavery would
not have been supported by a majority of Northerners. Slavery was the
root case of secession but not of the North’s determination to resist
secession, which resulted from the people’s commitment to the union’.”
Given that the South had seen tariffs as the major existing liability of
the union while the abolition of slavery was still only a theoretical
possibility, the importance of the tariff issue in causing the secession
cannot be over-emphasized.

Lincoln’s victory in the presidential election of 1860 would have been
very difficult, if not impossible, had the leading protectionist states of
Pennsylvania and New Jersey not switched their allegiance to the
Republican Party thanks to its election pledge to maintain increased
protection.” The pledge (the ‘twelfth plank’ of the platform) was
deliberately worded ambiguously in such a way as to assuage the free-
trade element in the Party.” At the same time, it was still acceptable to
the protectionist states, given that Lincoln was a “true blue protectionist’
and thus seen as someone who would live up to the spirit of the pledge,
once elected.”™

Early in his political career Lincoln had been a leading member of
the hard-line protectionist Whig party and an enthusiastic follower of
the charismatic politician, Henry Clay. Clay advocated the ‘Ametican
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System’, which consisted of infant industry protection (‘Protection for
Home Industries’) and infrastructural development (‘Internal Improve-
ments’), in explicit opposition to the ‘British System’ of free trade, and
Lincoln fully shared his view.” Although during the campaign Lincoln
was compelled to keep quiet on most of the controversial issues,
including tariffs, in order to hold a diverse and young party together’,
he unwaveringly gave assurance of his protectionist belief when it was
deemed necessary.”

Although he was consistently anti-slavery, Lincoln had never before
advocated forceful abolition of slavery; he considered blacks racially
inferior, and was against black suffrage. Given this, there was prob-
ably less to fear for the South on the slavery front than on the tariff
front upon his election. Indeed, even in the early days of the Civil War,
Lincoln made it clear that he was quite willing to allow slavery in the
Southern states in order to keep the Union together. He enacted slave
emancipation in the autumn of 1862 as a strategic move to win the war
rather than out of moral conviction.”

In 1862, a new tariff act was introduced. It was disguised as
‘compensation’ for the increased excise tax and the emergency income
tax during the Civil War, in order that the previous margin of
protection could be maintained. This raised the rates to ‘their highest
level in thirty years — much higher, in many cases, than the new excise
taxes warranted’.” In 1864, tariffs were raised still further, to their
highest ever rates, to meet the demands of war expenditure; they
remained at those levels after the war, although other internal taxes
were repealed.® In this way, the victoty of the North in the Civil War
ensured that the USA remained the most ardent practitioner of infant
industry protection until the First World War, and even until the
Second World War — with the notable exception of Russia in the early
twentieth century (see Table 2.1).%

In 1913, following the previous Democratic electoral victory, the
Underwood Tariff bill was passed, leading to ‘a large increase in the
categories of goods allowed free entry and to a substantial drop in
average import duties’;* this reduced the average tariff on manufac-
tured goods from 44 per cent to 25 per cent. However, the onset of the
First World War made this bill ineffective and a new emergency tariff
legislation was put in place by 1922, following the Republican return to
power in 1921. In the 1922 law, although the tariffs did not return to
their high 1861-1913 levels, the percentage effectively paid on manufac-
tured imports rose by 30 per cent.®
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Following the start of the Great Depression there came the 1930
Smoot-Hawley tariff — ‘the most visible and dramatic act of anti-trade
folly’, according to Bhagwati.¥ However, this characterization is very
misleading. While the Smoot-Hawley tariff provoked an international
tariff war, thanks to its bad timing — especially given the new status of
the USA as the world’s largest creditor nation following the First World"
War — it did not constitute a radical departure from the country’s tra-
ditional trade policy stance.®

In fact, the Smoot-Hawley tariff only marginally increased the
degree of protectionism in the US economy. As we can see from table
2.1, the average tariff rate for manufactured goods that resulted from
this bill was 48 per cent, which still falls within the range of the average
rates that had prevailed in the USA since the Civil War, albeit in the
upper region of this range. It is only in relation to the brief ‘Liberal’
interlude of 1913-29 that the 1930 tariff bill can be interpreted as
increasing protectionism, although even then it was not by very much.
Table 2.1 shows that the average rate of tariff on manufactures in 1925
was 37 per cent and rose to 48 per cent in 1931.

It was only after the Second World War that the USA — with its
industrial supremacy unchallenged — finally liberalized its trade and
started championing the cause of free trade. However, it should be noted
that the USA never practised free trade to the same degtee as Britain did
during its free-trade period (1860 to 1932). It never had a zero-tariff
regime like that of the UK, and it was much more aggressive in using
‘hidden’ protectionist measures. These included: VERs (volurntary export
restraints); quotas on textile and clothing (through the Multi-Fibre
Agreement); protection and subsidies for agriculture (compare this with
the repeal of the Corn Laws in Britain); and unilateral trade sanctions
(especially through the use of anti-dumping duties).%

In contrast to the attitude of a generation ago, represented by the
above-mentioned work of North, there is now a growing recognition
of the importance of protectionism among US economic historians,
who used to be extremely wary of saying anything positive about it.
Today, there seems at least to be a consensus that tariff protection
was critical in the development of certain key industries, such as the
textile industry in the early nineteenth century and the iron and steel
industries in the second half of the nineteenth century.¥” Although
some commentators doubt whether the overall national welfare effect
of protectionism was positive, the US growth records during the
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protectionist period make this scepticism look overly cautious, if not
downright biased.

Bairoch points out that, throughout the nineteenth century and up
to the 1920s, the USA was the fastest growing economy in the world,
despite being the most protectionist during almost all of this period.®
There is also no evidence that the only significant reduction of protec-
tionism in the US economy, between 1846 and 1861, had any noticeable
positive impact on the country’s development. Most interestingly, the
two best 20-year GDP per capita growth performances during the
1830-1910 period were 1870-1890 (2.1 per cent) and 1890~1910 (two
per cent) — both periods of particularly high protectionism.” It is hard
to believe that this association between the degree of protectionism and
overall growth is purely coincidental. Indeed, O’Rourke shows some
statistical evidence from ten NDCs, including the USA, during the ‘lib-
eral golden age’ of 1875-1914, to the effect that protection (measured
by average tariff rates) was positively related to growth.®

Of course, as many people point out, tariff protection for some in-
dustries certainly outlived its usefulness. For example, despite the con-
tinuing debate on this issue,” it is widely agreed that by the 1830s,
American cotton textile producers would not have needed protection,
particularly in certain low-value-added segments of the market.” It is
also very likely that even some of the necessary tariffs may have been
set at excessively high levels due to interest-group pressures and the
complicated horse-trading that has characterised the country’s policy
making. Despite these qualifications it seems difficult to deny that, with-
out infant industry protection, the US economy would not have indus-
trialized and developed as fast as it did in its catching-up period.

Important as it may have been, tariff protection was not the only policy
deployed by the US government in order to promote the country’s eco-
nomic development during its catch-up phase. From the Morrill Act of
1862, and probably from as early as the 1830s, the government supported
an extensive range of agricultural research. Measures used included the
granting of government land to agricultural colleges and the establish-
ment of government research institutes, such as the Bureau of Animal
Industry and the Bureau of Agricultural Chemistry. In the second half of
the nineteenth century, it expanded public educational investments — in
1840, less than half of the total investment in education was public, whereas
by 1900 this figure had risen to almost 80 per cent — and raised the lit-
eracy ratio to 94 per cent by 1900. The role of the US government in
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promoting the development of transportation infrastructure, especially
through the granting of land and subsidies to railway companies, was
also critical in shaping the country’s developmental path.”

It is important to recognize that the role of the US federal govern-
ment in industtial development has been substantial even in the post-
war era, thanks to the large amount of defence-related procurements
and R&D spending, which have had enormous spillover effects.* The
share of the US federal government in total R&D spending, which was
only 16 per cent in 1930, remained between one-half and two-thirds
during the postwar years.” Industries such as computers, aerospace
and the internet, where the USA still maintains an international edge
despite the decline in its overall technological leadership, would not
have existed without defence-related R&D funding by the country’s
federal government.” The critical role of the US government’s National
Institutes of Health (NIH) in supporting R&D in pharmaceutical and
biotechnology industries, thus maintaining the US lead in these indus-
tries, should also be mentioned. Even according to the information pro-
vided by the US pharmaceutical industry association, only 43 per cent
of pharmaceutical R&D is funded by the industry itself, while 29 per
cent is funded by the NIH.*®

During the nineteenth century, the USA was not only the strongest bastion
of protectionist policies, but was also their intellectual home. At that time
it was widely believed among US intellectuals that ‘the new country required
a new economics, one grounded in different political institutions and
economic conditions than those prevailing in the Old World’.* Some of
them went so far as to argue that even internationally competitive US
industries should have tariff protection because of the possibility of
predatory dumping by large European enterprises, who, after decimating
the American firms, would revert to monopolistic pricing.'®

Well into the last quarter of the nineteenth century, most of the more
original US economists of the period seem to have been strong advocates
of infant industry protection. The well-known supporters of
infant industry promotion, Daniel Raymond (who influenced Friedrich
List) and Mathew Carey were the two leading economists of the eatly
nineteenth century, while American economics during the mid-to late
nineteenth century was dominated by Carey’s son Henry. Henry Carey
was described as ‘the only American economist of importance’ by Marx
and Engels in the early 1850s!! and was one of Lincoln’s (somewhat
frustrated) economic advisors.'” Unfortunately, most of these
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economists have now been airbrushed out of the history of US economic
thought, but it was they, rather than the American Classical economists
(then regarded as second-rate by the British standard), who were the
more prominent intellectual figures of the time.

What is especially interesting to note here is that many US intellectu-
als and politicians during the country’s catch-up period clearly under-
stood that the free trade theory advocated by the British Classical
Economists was unsuited to their country. Reinert reports that, due to
this concern, Thomas Jefferson tried (in vain) to prevent the publica-
tion of Ricardo’s Principles in the USA.'® Reinert also cites from List’s
work the comment by a US Congressman, a contemporary of List, who
observed that English trade theory ‘like most English manufactured
goods, is intended for export, not for consumption at home’.1%

As I mentioned earlier, Henry Clay, the most prominent protectionist
politician of the early nineteenth century and Abraham Lincoln’s early
mentor, named his economic policy platform the ‘American System’, in
explicit opposition to what he called the ‘British System’ of free trade.
Somewhat later, Henry Carey even argued that free trade was part of
British imperialist system that consigned the USA to a role of primary
product exporter.® It is also reported that during the 1860 election cam-
paign, in which Carey played a key intellectual role, the Republicans in
some protectionist states referred disparagingly to the Democrats as a
‘Southern-British-Antitariff-Disunion party [italics added]’.'%

2.2.3. Germany

Germany is now commonly known as the home of infant industry pro-
tection, both intellectually and in terms of policies. However, historically
speaking, tariff protection actually played a far less important role in the
economic development of Germany than in that of the UK or the USA.
The tariff protection for industry in Prussia before the 1834 German
customs union under its leadership (Zollverein) and that subsequently
accorded to German industry in general remained mild. Trebilcock, an
authority on German industrialization of the period, categorically states
that ‘Zollverein tariffs were insufficient to provide effective “infant
industry” protection; even the iron manufacturers went without tariff
duties until 1844, and lacked successful protection well beyond this’.'”’
The Prussian state constantly resisted political pressures for higher tariffs
by other member states of Zollverein. Although there were increases in
tariffs in 1844 (on iron) and 1846 (on cotton yarn), these were relatively
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small. After that, the Zollverein tariff showed a general downward trend
until the late 1870s, with a bilateral free trade agreement with France in
1862 and a reduction in steel duties in 1870.1%

In 1879, however, Otto von Bismarck, the German Chancellor, in-
troduced a great tariff increase to cement the political alliance between
the Junkers (landlords) and the heavy industrialists — the so-called ‘mar-
riage of iron and rye’.'® However, even after this, substantial addi-
tional protection was accorded only to agriculture and the key heavy
industries, especially the iron & steel industry, and industrial protec-
tion in general remained low.™™® As can be seen from table 2.1, the level
of protection in German manufacturing was one of the lowest among
comparable countries throughout the nineteenth century and the first
half of the twentieth century.

The relatively low tariff protection does not mean that the German
state took a laissez-faire approach to economic development. Under
Frederick William I (1713-40) and Frederick the Great (1740-86), the
Prussian state, which eventually unified Germany, pursued a range of
policies to promote new industries. The conventional measures such as
tariff protection (which was not too significant on its own, as I have
pointed out above), monopoly grants and cheap supplies from royal
factories were of course used, but more important was the direct
involvement of the state in key industries.'"

When Frederick the Great came to power, Prussia was essentially a
raw-material exporter, with woollen and linen clothes being the only
manufactured export items. Continuing his father’s mercantilist poli-
cies, he promoted a large number of industries — especially textiles (linen
above all), metals, armaments, porcelain, silk, and sugar refining — by
providing, among other things, monopoly rights, trade protection,
export subsidies, capital investments, and skilled workers from
abroad." Frederick also retained a number of business houses to func-
tion as (what would today be called) ‘management consultants’ in
order to pioneer development of new industries, especially the cutlery,
sugar-refining, metals and munitions industries. These ‘model facto-
ries’ were in many ways hothouse plants that would not have survived
exposure to full market competition; however, they were important in
introducing new technologies and generating ‘demonstration effects’.!?

In his ambition to transform the country into a military power,
Frederick also annexed the industrial province of Silesia and began to
work on its development. In particular, he promoted the steel and linen
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industries, installing the first blast furnace in Germany in the province
and recruiting skilled foreign weavers by giving them each a free loom.
The development of Silesia as the ‘arsenal of Germany’ was further
promoted after Frederick’s death by a number of dynamic bureaucrat-
entrepreneurs, '

The most important of these was probably Graf von Reden, who suc-
cessfully introduced advanced technologies from the more developed coun-
tries, especially Britain (from which he drew iron-puddling technology,
the coke furnace and steam engine), by means of a combination of state-
supported industrial espionage and the poaching of skilled workers dur-
ing the late eighteenth and early nineteenth centuries. Another significant
figure was Peter Beuth, who in 1816 became head of the department of
trade and industry in the Ministry of Finance. Beuth set up the famous
Gewerbeinstitut (Craft Institute) in 1820 to train skilled workers, subsi-
dized foreign trips to gather information on new technologies, collected
foreign machinery for copying (giving the original pieces to private sector
firms), and provided support for business start-ups, especially in
machinery, the steam engine and locomotive industries.'’s

By 1842, Silesia was considered technologically almost on a par with
Britain, and was certainly the most developed region on the Continent.
The success in Silesia was, as had been intended, confined to a natfrow
range of military-related industries and did not spill over into other
regions easily. However, this is an important example of how in a catch-
up economy the state could compensate for the scarcity of entrepre-
neurial talent,¢

From the early nineteenth century onward, the Prussian state also
pioneered a less direct and more sophisticated form of interventionism
than that used in Silesia. One important example is the government
financing of road building in the Ruhr."” Another important example
is educational reform, which involved not only building new schools
and universities but also the reorientation of their teaching from theol-
ogy to science and technology - this at a time when science and technol-
ogy was not being taught in Oxford or Cambridge. The quality of
German higher education at the time is proven by the fact that between
1820 and 1920 an estimated 9,000 Americans went to Germany to study.!®

There were some growth-retarding effects of Prussian government
intervention in the first half of the nineteenth century, such as the
opposition to the development of banking.""* However, on the whole,
we cannot but agree with the statement by Milward & Saul that “[t]o
successive industrialising countries the attitude taken by early
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nineteenth-century German governments seemed much more nearly
in touch with economic realities than the rather idealised and frequently
simplified model of what had happened in Britain or France which
economists presented to them’.!?

After the 1840s, with the growth of the private sector, the involvement
of the German state in industrial development became less pronounced.
However, this did not mean a withdrawal of the state, but rather a
transition from a directive to a guiding role — examples of policies of
this time include scholarships to promising innovators, subsidies to
competent entrepreneurs, and the organization of exhibitions of new
machinery and industrial processes.'

During the Second Reich (1870-1914), further development of the pri-
vate sector and the strengthening of the Junker element, which was
opposed to further industrial development, in the bureaucracy, led to an
erosion of state autonomy and capacity.' Trebilcock argues that, in terms
of industrial development, the German state’s role during this period
was largely confined to the administration of tariffs and, informally from
the late 1890s and more formally from the 1920s, to cartel supervision
(for further details on German cartels, see section 3.2.4.D. of Chapter 3)."?

Despite the relative decline in state capacity and involvement in
industrial development during this period, however, the importance of
tariff policy and cartel policy for the development of heavy industries
at the time should not be underestimated. Tilly points out that tariffs
made cartels more workable in heavy industries, thus enabling the firms
to invest and innovate more aggressively.'’* Moreover, during this pe-
riod, Germany pioneered modern social policy, which was important
in maintaining social peace — and thus promoting investment — in a
newly-unified country that was politically, religiously and regionally
very divided (social welfare institutions are discussed below, Chapter 3,
section 3.2.6.A.).

2.2.4. France

As with Germany, there is an enduring myth about French economic
policy. This is the view, propagated mainly by British Liberal opinion,
that France has always been a state-led economy — a kind of antithesis
to laissez-faire Britain. This characterization may largely apply to the
pre-Revolutionary period and to the post-Second World War period; it
does not however apply to the rest of the country’s history.
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French economic policy in the pre-Revolutionary period — often known
as Colbertism after Jean-Baptiste Colbert (1619-83), the famous finance
minister under Louis XIV — was certainly highly interventionist. For
example, given its relative technological backwardness vis-a-vis Britain
in the early eighteenth century, the French state tried to recruit skilled
workers from Britain on a large scale.'™ In addition, like other European
states at the time, the French state in the period leading up to the
Revolution encouraged industrial espionage by offering bounties to those
who procured target technologies, even appointing an official under
the euphemistic title of Inspector-General of Foreign Manufactures,
whose main task was to organize industrial espionage (see below, section
2.3.3). It is partly through these government efforts that France closed
the technology gap with Britain, becoming successfully industrialized
by the time of the Revolution.'®

The Revolution upset this course significantly. Milward and Saul
argue that it brought about a marked shift in French government eco-
nomic policy, because ‘the destruction of absolutism seemed connected
in the minds of the revolutionaries with the introduction of a more
laissez-faire system’.”?’ In the immediate post-Revolutionary years, there
were some efforts to promote industry, and especially technological,
development by various governments, particularly that of Napoleon.
This was done through schemes such as the organization of industrial
exhibitions, public competitions for the invention of specific machin-
ery and the creation of business associations to facilitate consultation
with the government.'®

After the fall of Napoleon, the laissez-faire policy regime became
firmly established, and persisted until the Second World War. The limi-
tations of this regime are regarded by many historians as one of the
major sources of the country’s relative industrial stagnation during the
nineteenth century.'”

This can be best illustrated with reference to trade policy. Challeng-
ing the conventional wisdom that pitches free-trade Britain against pro-
tectionist France during the nineteenth century, Nye examines detailed
empirical evidence and concludes that ‘France’s trade regime was more
liberal than that of Great Britain throughout most of the nineteenth
century, even in the period from 1840 to 1860 [the alleged beginning of
fully-fledged free trade in Britain]’.'*® Table 2.2, which comes from Nye,
shows that when measured by net customs revenue as a percentage of
net import values (a standard measure of protectionism, especially
among historians), France was always less protectionist than Britain
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between 1821 and 1875, particularly up until the early 1860s.*! As we
can see from the table, the contrast in the degree of protectionism im-
plemented by the two countries was particularly large in the earlier
periods, but was still significant in the decades following Britain’s shift
to free trade in 1846 with the repeal of the Corn Laws.!**

Table 2.2
Protectionism in Britain and France, 182[-1913
(measured by net customs revenue as a percentage of net import values)

Years Britain France
1821-5 53.1 20.3
182630 47.2 22.6
18315 40.5 215
183640 309 18.0
1841-5 32.2 17.9
1846--50 25.3 17.2
1851-5 19.5 13.2
185660 15.0 10.0
1861-5 1.5 5.9
186670 8.9 3.8
1871-5 6.7 53
187680 6.1 6.6
1881-5 59 7.5
1886-90 6.1 8.3
18915 55 10.6
1896-1900 5.3 10.2
1901-5 7.0 8.8
1906—10 5.9 8.0
1911-13 5.4 8.8

Source: Nye 1991, p. 26, Table {.

It is interesting to note that the partial exception to this century-and-a-
half-long period of liberalism in France, namely, the rule of Napoleon III
(1848-70), was the only period of economic dynamism in France during
this period. Under Napoleon III, the French state actively encouraged
infrastructural developments and established various institutions of
research and teaching. It also contributed to the modernization of the
country’s financial sector by granting limited liability to, investment in
and overseeing of modern, large-scale financial institutions like Crédit
Mobilier, Crédit Foncier (the Land Bank) and Crédit Lyonnais.'*

On the trade policy front, Napoleon III signed the famous Anglo-French
trade treaty (the Cobden—Chevalier treaty) of 1860, which reduced French
tariffs quite substantially and heralded a period of trade liberalism on the
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Continent that lasted until 1879.13* However, as we can see from Table 2.2,
the degree of protectionism in France was already quite low on the eve of
the treaty (lower than in Britain at the time), and therefore the reduction in
protectionism that resulted from this treaty was relatively minor.

The treaty was allowed to lapse in 1892 and many tariff rates, espe-
cially the ones on manufacturing, were subsequently raised. However,
this had few positive effects of the kind experienced by countries like
Sweden during the same period (see section 2.2.5 below), because there
was no coherent industrial upgrading strategy behind this tariff
increase. If anything, the new tariff regime was actually opposed to
such a scheme — the author of the tariff regime, the politician Jules
Méline, was explicitly against large-scale industrialization, because of
his belief that France should remain a country of independent farmers
and small workshops.'*

The French government was almost as laissez-faire in its attitude
towards economic matters as the then very laissez-faire British govern-
ment, especially during the Third Republic. Given its political instabil-
ity and divisions, France was basically run by the permanent bureaucracy,
which was itself dominated by the very conservative and technocratic
Ministry of Finance. The government budget was made up largely of
expenditure in general administration, law and order, education, and
transport — the classic areas of involvement of the ‘minimal state’. The
regulatory role of the state also remained minimal.'®

The Ministry of Commerce and Industry, the potential centre of
industrial policy, was not created in its modern form until 1886; even
then it controlled the smallest budget of any ministry. It concentrated
largely on promoting exports and setting tariffs, and its industrial pro-
motion activities ‘other than a rare subsidy, consisted largely of organ-
ising exhibitions, looking after the Chambers of Commerce, gathering
economic statistics, and distributing decorations to businessmen’.!¥”
Even in these limited areas it was not very effective. Moreover, tariffs
during this period were largely protective of existing industrial struc-
tures (especially agriculture) and were not of the proactive kind that
was aimed at industrial upgrading.'®

It was only after the Second World War that the French elite was
galvanized into reorganizing their state machinery in order to address the
problem of the country’s relative industrial backwardness. During this
time, especially until the late 1960s, the French state used indicative plan-
ning, state-owned enterprises and what is these days — somewhat mis-
leadingly — termed ‘East-Asian-style’ industrial policy in order to catch
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up with the more advanced countries. As a result, France witnessed a
very successful structural transformation of its economy, and finally over-
took Britain in terms of both output and (in most areas) technology.'®

2.2.5. Sweden

Sweden, despite its reputation as the ‘small open economy’ during the
post-war period, did not enter its modern age with a free trade regime.
After the end of the Napoleonic wats, its government enacted a strongly
protective tariff law (1816), banning the import and expott of some items.
As a result of the high tariffs, an outright ban on imported finished cot-
ton goods, and the deliberately low tariffs on raw cotton, cotton cloth
production was greatly increased.® Once again, it is interesting to note
the similarity between this tariff regime and that used by Britain in the
eighteenth century (see section 2.2.1), as well as those used by countries
like Korea and Taiwan in the postwar period (see section 2.2.7).

However, from about 1830 onward, protection was progressively
lowered." A very low tariff regime was maintained until the end of the
nineteenth century, especially after the 1857 abolition of tariffs on
foodstuffs, raw materials, and machines.'? As table 2.1 shows, around
1875 Sweden had one of the lowest tariff rates of any of the major
economies listed. .

This free-trade phase, however, was short-lived. From around 1880
Sweden started using tariffs as a means of protecting the agricultural
sector from the newly-emerging American competition. After 1892
(until when it had been bound by many commercial treaties) it also
provided tariff protection and subsidies to the industrial sector, espe-
cially the newly-emerging engineering sector.'® As we can see from
table 2.1, by 1913 its average tariff rate on manufactured products
was among the highest in Europe. Indeed, according to one study
conducted in the 1930s, Sweden ranked second after Russia among
the 14 European countties studied, in terms of its degree of manufac-
turing protection.'*

As a result of this switch to protectionism, the Swedish economy
performed extremely well in the following decades. According to one
calculation Sweden was, after Finland, the second fastest-growing (in
terms of GDP per work-hour) of the 16 major industrial economies
between 1890 and 1900, and the fastest-growing between 1900 and 1913.1%

The tariff protection of the late nineteenth century was particularly
successful because it was combined with industrial subsidies as well as
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supports for R&D aimed at encouraging the adoption of new
technologies. Economic historians generally agree that the promotional
efforts of that time provided an important impetus to the development
of certain infant industries, although one negative side effect was to
create the proliferation of relatively inefficient small firms.!%

Tariff protection and subsidies were not the only tools that Sweden
used to promote industrial development. More interestingly, during
the late nineteenth century, Sweden developed a tradition of close pub-
lic—private cooperation to an extent that is unparalleled in other coun-
tries during this period, including even Germany with its long tradition
of public—private partnership (see section 2.2.3).

This cooperative relationship first developed out of state involve-
ment in the agricultural irrigation and drainage schemes. This same
pattern was then applied to the development of railways from the 1850s.
In contravention of the then dominant model of private-sector-led de-
velopment of railways (notably in Britain), the government built the
trunk lines (completed by 1870) and allowed the private sector to con-
struct branch lines. The construction and operation of the branch lines
were subject to government approval and, after 1882, price control. In
1913, the state-owned railway company accounted for 33 per cent of
the railway mileage and 60 per cent of goods transported.'¥

Similar methods of public—private cooperation were applied to the
development of other infrastructures — telegraph and telephone in the
1880s and hydroelectric energy in the 1890s. It is also often argued that
this long-term technical cooperation with state-owned enterprises in
the infrastructural industries was instrumental in making companies
like Ericsson (telephones) and ASEA (now part of the Swedish—Swiss
firm ABB, which manufactures railway equipment and electrical engi-
neering) into world-class firms.!8

Public—private collaboration also existed outside the infrastructural
sector. In 1747, a semi-autonomous Iron Office was created. Its direc-
tors were elected by the Association of Ironmasters (the employers’
association), and it maintained a price cartel, disbursed subsidized loans,
provided technological and geological information, gave out travel
stipends for the sourcing of technology, and promoted metallurgical
research. The industry was liberalized in the mid-nineteenth century,
starting with the liberalization of trade in pig iron within the country
(1835) and achieving the removal of most restrictions by 1858. Even
after this, however, the employers’ association continued to collabo-
rate with the government in fostering better technical standards and
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higher skills. It is interesting that all of these initiatives resemble the
patterns of public—private collaboration for which the East Asian
economies later became famous.!¥

. The Swedish state made great efforts to facilitate the acquisition of
advanced foreign technology (including through industrial espionage, for
a discussion of which see section 2.3.3). However, its emphasis on the
accumulation of what the modern literature calls ‘technological capabili-
ties’ was more notable still.’* In order to encourage technology acquisi-
tion, the Swedish government provided stipends and travel grants for
studies and research. A Ministry of Education was established in 1809,
and primary education had already been made compulsory by the 1840s.
The People’s High Schools were established in the 1860s, and a six-year
period of compulsory education was introduced in 1878. At higher levels,
the Swedish state helped the establishment of technological research
institutes, the most famous being the Chalmers Institute of Technology
in Gothenburg, and provided industry — particularly metallurgy and
wood-related industries — with direct research funding.'!

Swedish economic policy underwent a significant change following the
electoral victory of the Socialist Party in 1932 (which since that date has
been out of office for less than ten years) and the signing of the ‘histori-
cal pact’ between the unions and the employers’ association in 1936
(the Saltsisbaden agreement). The policy regime that emerged after the
1936 pact initially focused on the construction of a system in which the
employers would finance a generous welfare state and high investment
in return for wage moderation from the union.!

After the Second World War, use was made of the regime’s potential
for promoting industrial upgrading. In the 1950s and 1960s, the cen-
tralized trade union, LO (Landsorganisationen i Sverige) adopted the
so-called Rehn-Meidner Plan.!® This introduced the so-called
‘solidaristic’ wage policy, which explicitly aimed to equalize wages across
industries for the same types of workers. It was expected that this would
generate pressure on the capitalists in low-wage sectors to upgrade their
capital stock or shed labour, while allowing the capitalists in high-wage
sectors to retain extra profit and expand faster than would otherwise
have been possible. This was complemented by the active-labour-mar-
ket policy, which provided retraining and relocation support to the
workers displaced in this process of industrial upgrading. It is widely
accepted that this strategy contributed to Sweden’s successful indus-
trial upgrading in the early postwar years.™*
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Sweden’s postwar industrial upgrading strategy based on the combi-
nation of solidaristic wage bargaining and active-labour-market policy
differs quite considerably from the strategies adopted by other coun-
tries discussed here. Despite their differences, both types of strategy are
in fact based on similar understandings of how real wotld economies
work. They share the belief that a shift to high value-added activities is
crucial for a nation’s prosperity and that, if left to market forces, this
shift may not happen at a rate which is socially desirable.

2.2.6. Other Small European Economies
A. Belgium

We have already talked about the dominance of the fifteenth-century
wool industry by the Low Countries. The industry, concentrated in
what later became Belgium, subsequently went into a relative decline,
not least because of the competition from protected British producers.
However, Belgium maintained its industrial strengths and was the sec-
ond nation — after Britain — to start an Industrial Revolution.

By the early nineteenth century Belgium was one of the most indus-
trialized parts of Continental Europe, although it was significantly dis-
advantaged by its relatively small size and political weakness vis-a-vis
France and Germany. At the time it was the world’s technological leader
in certain industries, particularly wool manufacturing. Although some
of its technological edge had been lost to its competitors by the middle
of the nineteenth century, it remained one of the most industrialized
and richest countries in the world, specialising in industries like
textiles, steel, non-ferrous metals, and chemicals.!

Not least because of this technological superiority, Belgium remained
one of the less protected economies throughout most of the nineteenth
and early twentieth centuries (table 2.1). Hens and Solar argue that the
country remained an ‘ardent free trader’, particularly between the 1860s
and the First World War."

However, before this period, Belgium was considerably more pro-
tectionist than the Netherlands or Switzerland (see below). During the
first three-quarters of the eighteenth century, the Austrian government,
which then ruled what was later to become Belgium, protected it strongly
from British and Dutch competition and invested in industrial infra-
structure.” During the early nineteenth century it was subject to active
ITT policies as part of the United Kingdom of the Netherlands (1815-30)
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under William I (see below). Moreover, until the 1850s, some indus-
tries were quite heavily protected — tariffs reached 30-60 per cent for
cotton, woollen and linen yarn, and 85 per cent on iron. Its Corn Law
was only abolished in 1850.'*

B. The Netherlands

During the seventeenth century the Netherlands was the world’s
dominant naval and commercial power; during this period, its ‘Golden
Century’, the Dutch East India Company outshone even the British
East India Company. However, its naval and commercial strength
showed a marked decline in the eighteenth century, the so-called
‘Periwig Period’ (Pruikentijd), with its defeat in the 1780 Fourth
Anglo—Dutch War symbolically marking the end of its international
supremacy.'

It is not easy to explain why the Netherlands failed to translate its
naval and commercial strengths into industrial and overall economic
domination. Part of the reason must have been that it was simply the
natural thing to do — when you have a world-class commercial basis
like, say, Hong Kong today, why bother about industry? However, the
British government exploited similar strengths to the full in developing
its industries (for example, it passed various Navigation Acts that made
it compulsoty to ship goods in and out of Britain on British vessels). So
why did the Netherlands not do the same? That they did not is espe-
cially puzzling, given that the Dutch state had not been shy of using
aggressive ‘mercantilist’ regulations on navigation, fishing, and inter-
national trade when it was trying to establish its commercial supremacy
in the sixteenth and early seventeenth centuries.'®

Many explanations for this have been offered: high wages due to
heavy consumption taxes; lack of coal and iron deposits; the decline of
entrepreneurship and the rise of a rentier mentality; and conspicuous
consumption, to name just a few. Some historians have also suggested
that Belgium’s industrial strength was always an obstacle to
neighbouring Netherlands’ industrial development.’®* Most interestingly,
List suggests that the Netherlands’ relative decline was due to its failure
to construct the set of public policies and institutions necessary for
industrial development; Wright meanwhile proposes that low tariffs
hampered the development of Dutch industries. s

Whatever the exact cause was, the Netherlands failed to industrialize
to the same extent as its competitor countries, Britain, Germany and
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Belgium. Nevertheless, thanks to the strengths of its commercial net-
work, it remained one of the richest countries in the world until the
early twentieth century.'®®

One exception to the policy paralysis that seemed to have gripped the
Netherlands between the late seventeenth and early twentieth centuries
was the effort made by King William I (1815-40). William I established
many agencies providing subsidized industrial financing, the most im-
portant of which was the Netherlands Trading Company
(Nederlandsche Handels-Maatschappij) set up in 1824. The Company
supported Dutch industries by means of targeted procurement policies
(especially in sugar refining, shipbuilding and textiles), using the prof-
its from its monopoly trade with the colony of Java, which from 1831
onward was forced to produce cash crops such as coffee, sugar and
indigo.’® William I also founded the Fund for the National Industry
(1821), the Amortisation Syndicate (1822), and the General Society for
Furthering the National Industry (1822). During the 1830s, strong state
support was also provided for the development of modern cotton tex-
tile industry, especially in the Twente region.'s

However, from the late 1840s, the country reverted to a laissez-faire
regime, which lasted until the First World War, and to an extent until
the Second World War. First of all, as we can see in table 2.1, the
Netherlands remained the least protected economy among the NDCs,
except for Britain in the late nineteenth century and Japan before the
restoration of tariff autonomy. Second, in 1869 the country abolished
patent law (which was first introduced in 1817) on the grounds that it
created an artificial monopoly. This move was partly inspired by the
anti-patent movement that was sweeping Europe at the time, which in
fact had a strong association with the free trade movement (see section
3.2.3.B for further details). Despite international pressures, the country
refused to reintroduce the patent law until 1912 (more on this later).'
Third, the Dutch government deliberately created a private sector
company in order to compete with two existing private sector companies
in managing the national railway, which it organized and financed.'¥
This practice was hardly heard of at the time, and although it is strictly
speaking not a laissez-faire policy, it is nevertheless a precursor of
modern pro-competitive activist industrial policy.

During this extreme laissez-faire period, the Dutch economy
remained on the whole rather sluggish, and its industrialization rela-
tively shallow. According to the authoritative estimate by Maddison,
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measured in 1990 dollars, the Netherlands was still the second richest
country in the world in 1820 after the UK, even after a century of
relative decline ($1,756 vs. $1,561). A century later (1913), however, it
had been overtaken by no fewer than six countries — Australia, New
Zealand, the USA, Canada, Switzerland and Belgium — and almost by
Germany. Germany’s per capita income was only about 60 per cent
that of the Netherlands in 1820 ($1,561 as opposed to $1,112), but by
1913 was only a shade below it ($3,950 vs. $3,833~for detailed income
figures, see table 3.7 in Chapter 3).1¢

It was largely for this reason that the end of the Second World War
saw the introduction of more interventionist policies. An active indus-
trial policy was practised, especially in the years up to 1963. This
included measures like financial supports for two large firms (one in
steel, the other in soda), subsidies to industrialize backward areas, the
encouragement of technical education, promoting the development of
the aluminium industry through subsidized gas, and the development
of key infrastructures.'®

C. Switzerland

Switzerland was one of Europe’s earliest industrializers. Biucchi argues
that Switzerland’s Industrial Revolution started barely 20 years later
than Britain’s did. By 1850 Switzerland, like Belgium, was one of the
most industrialized economies in the world, although the heterogenous
and decentralized nature of the country meant that the degree of indus-
trialization remained uneven across different cantons.'”

The cotton industry in particular experienced incredible development
during the 1820s and 1830s. According to Milward and Saul, ‘[bletween
one-third and one-half of the cotton yarn woven in Switzerland in 1822
was imported from Britain. Yet by 1835 imports of British yarn had
almost ceased’.””* Switzerland was a world technological leader in a number
of important industries, especially in the cotton textile industry, where in
many areas it was deemed technologically mote advanced than Britain."”?

Given this very small technological gap (if any) with the leader country,
infant industry protection was not very necessary for Switzerland. Also,
given its small size, protection would have been more costly for Switzerland
than for bigger countries. Moreover, given the country’s highly
decentralized political structure and very small size, there was little room
for centralized infant industry protection.”

Biucchi argues that free trade was the most important aspect of Swiss
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economic policy as early as the sixteenth century. He admits, however,
that the ‘natural’ protection from British competition accorded by
Napoleon’s intervention provided the Swiss textile industry with a criti-
cal breathing space, particularly in view of the technological gap that
was emerging as a result of British success in mechanization in the tex-
tile industry at the time.”* Moreover, Switzerland’s laissez-faire policy
did not necessarily mean that its government had no sense of strategy
in its policy-making. Its refusal to introduce a patent law until 1907,
despite strong international pressure, is such an example. This antipatent
policy is argued to have contributed to the development of a number of
industries. Especially affected by this were the chemical and pharmaceu-
tical industries, which actively stole technologies from Germany, and the
food industry, in which the absence of patents actually encouraged direct
foreign investment (more on this in sections 2.3.3 and 3.2.3.B).”S

2.2.7. Japan and the East Asian NICs

Japan came onto the industrial scene rather late. It was forced open by
the Americans in 1854 (the infamous ‘Black Ship’ incident). Though
they had had some glimpses of the European world before this through
their contact with Portuguese and Dutch traders, the Japanese were, on
gaining wider exposure to the West, shocked by the relative backward-
ness of their country. Soon afterwards, the feudal political order col-
lapsed and, after the so-called Meiji Restoration of 1868, a modernizing
regime was established. Since then the role of the Japanese state has
been crucial to the country’s development.

In the earlier days of its development, Japan was not able to use
trade protection, as the series of ‘unequal treaties’ that it was forced
to sign in 1858 barred it from having tariff rates over five per cent.
For example, as we can see in table 2.1, the average rate of tariff on
manufactured products in Japan in 1875 was five per cent at a time
when the USA, despite having a much smaller technological gap with
Britain, boasted an average industrial tariff rate up to 50 per cent.
The Japanese government therefore had to use other means to
encourage industrialization until it recovered tariff autonomy, which
did not happen until 1911.

To begin with, in a manner similar to that of the Prussian state in
the early nineteenth century in the absence of private sector entrepre-
neurial initiatives (see section 2.2.3 above), the Japanese state estab-
lished state-owned model factories (or ‘pilot plants’) in a number of
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industries — notably in shipbuilding, mining, textiles (cotton, wool
and silk), and military industries.””® Although most of these were soon
sold off to the private sector at discounted prices, this did not mean
the end of state involvement in the industry. In the 1870s and 1880s,
for instance, most state shipyards were privatized, but were still given
large subsidies even after privatization. Together with the related
merchant marine industry, the shipbuilding industry claimed between
50 and 90 per cent of all state subsidies before 1924. The first modern
steel mill (the State Yawata Iron Works) was also established by the
government in 1901."77

State involvement in large-scale projects, however, did not stop with
model factories but extended to infrastructural development. The Meiji
state built the country’s first rail line in 1881. It had to provide massive
concessions to private investors to interest them in railways® and
throughout the 1880s and the 1890s subsidized the private sector rail
companies; indeed, in the 1880s 36 per cent of all state subsidies went to
railways. In 1906, the major trunk lines were nationalized. The Japanese
government also started building telegraph infrastructure in 1869, and
by 1880 all major cities were linked in this way.'”

How do we evaluate the role of state-owned enterprises in industry
and infrastructure in early modern Japan? Many commentators are
not very positive about them, given that they were mostly-unprofit-
able.'® However, other scholars see more positive aspects. For exam-
ple, in his classic study, Thomas Smith sums up his verdict on the role
of Japanese state-owned enterprises in the early Meiji period in the
following way:

What did government enterprise accomplish between 1686 and
1880? Quantitatively, not much: a score or so of modern facto-
ries, a few mines, a telegraph system, less than a hundred miles of
railway. On the other hand, new and difficult ground had been
broken: managers and engineers had been developed, a small but
growing industrial labour force trained, new markets found; per-
haps most important, going enterprises had been developed to
serve as a base for further industrial growth.!$

In addition, the Japanese government implemented policies intended
to facilitate the transfer of advanced foreign technologies and
institutions. For example, it hired many foreign technical advisers;
their number peaked at 527 in 1875" but fell quickly to 155 by 1885,
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suggesting a rapid absorption of knowledge on the part of the
Japanese. The Ministry of Education was established in 1871; by the
turn of the century it claimed a 100 per cent literary ratio.!®

Moreover, the Meiji state tried to import and adapt from the more
advanced countries those institutions that it regarded as necessary for
industrial development. It is not easy to ascribe exactly the ‘templates’
for different Japanese institutions of the time to particular foreign coun-
tries, but it is clear that what emerged initially was an institutional
patchwork.!™ The criminal law was influenced by the French law, while
the commercial and civil laws were largely German, with some British
elements. The army was built in the German mould (with some French
influence), and the navy in the British. The central bank was modelled
on the Belgian one, and the overall banking system on the American.
The universities were American, and the schools initially American but
quickly changed to the French and German models, and so on.

Needless to say, it took time for these institutions take root. However,
the speed with which the Japanese assimilated and adapted them is
regarded by historians as remarkable. Various institutional innovations,
such as lifetime employment and durable subcontracting networks, which
emerged during the postwar period, also deserve attention.

Following the ending of the unequal treaties in 1911, the post-Meiji
Japanese state started introducing a range of tariff reforms intended to
protect infant industries, to make imported raw materials more
affordable and to control luxury consumer goods.'® Once again, we
can see great similarities between these policies and those previously
used by other countries during their developmental periods.

As we can see in table 2.1, by 1913 Japan had become one of the more
protectionist countries, although it was still less protective of its manu-
facturing industries than the USA. In 1926, tariffs were raised for some
new industries, such as woollen textiles. Despite this, tariff was ‘never
more than a secondary weapon in the armoury of economic policy’,!
although some key industries were indeed heavily protected (e.g, iron
and steel, sugar, copper, dyestuffs, and woollen textiles). Here we can
find some parallel between Japan after 1911, on the one hand, and
Germany and Sweden in the late nineteenth and early twentieth centu-
ries, on the other hand. All of them used ‘focused’ tariff protection,
whereby the overall tariff regime remained moderately protective but
strong protection was accorded to some key industries, rather than
the ‘blanket’ protection used by countries such as the USA, Russia
and Spain at the time.
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During the 1920s, under strong German influence, Japan began to
encourage the rationalization of key industries by sanctioning cartel
arrangements and encouraging mergers, which were aimed at restrain-
ing ‘wasteful competition’, achieving scale economies, standardization
and the introduction of scientific management.’” These efforts were
intensified, and government control over cartels was strengthened, in
the 1930s in response to the world economic crisis following the Great
Depression and the war efforts, especially with the enactment of the
1931 Important Industries Control Law. Thus the basic pattern of post-
war industrial policy was established.’®® As in many other NDCs, Ja-
pan’s military build-up during the 1930s is believed to have contributed
to the development of heavy industries (although with an ultimately
disastrous political outcome) by stimulating demand and creating tech-
nological spillover.'®

Despite all these developmental efforts, during the first half of the
twentieth century, Japan was not on the whole the economic superstar
that it became after the Second World War. According to the authorita-
tive study by Maddison, Japan’s per capita income growth rate was only
one per cent per annum between 1900 and 1950. This was somewhat
below the average for the 16 largest now-OECD economies that he stud-
ied, which was 1.3 per cent per annum," although it must be noted that
part of this rather poor performance was due to the dramatic collapse in
output following Japan’s defeat in the Second World War.'!

After the Second World War, however, Japan’s growth record was
unrivalled, particularly until the 1970s. Between 1950 and 1973, per capita
GDP in Japan grew at a staggering 8 per cent per annum, more than
double the 3.8 per cent average achieved by the 16 NDCs mentioned
above (the 3.8 per cent average includes Japan). The next best performers
among the NDCs were Germany and Austria (both at 4.9 per cent), and
Italy (4.8 per cent); even the East Asian ‘miracle’ developing countries
like Taiwan (6.2 per cent) or Korea (5.2 per cent) came nowhere near
Japan, despite the bigger ‘convergence’ effect that they could expect
given their greater backwardness.'

There has long been an ideologically-charged debate about the causes
of the economic ‘miracle’ in postwar Japan and East Asian NICs over
the last two to three decades. Despite some lingering disagreements,
there is now a broad consensus that the spectacular growth of these
countries, with the exception of Hong Kong, is fundamentally due to
activist industrial, trade and technology (ITT) policies by the state.'
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Surveying the postwar experiences of the East Asian countries, we are
once again struck by the similarities between their ITT policies and those
used by other NDCs before them, starting from eighteenth-century Brit-
ain, through to nineteenth-century USA, and late nineteenth and early
twentieth-century Germany and Sweden. However, it is also important
to note that the East Asian countries have not exactly copied the policies
that the more advanced countries had used eatlier. The ITT policies that
they, and some other NDCs like France, used during the postwar period
were far more sophisticated and fine-tuned than their historical equiva-
lents. The East Asian countries used more substantial and better-designed
export subsidies (both direct and indirect) and in fact imposed very few
export taxes in comparison to the earlier cases.”™ As I have repeatedly
pointed out, tariff rebates for imported raw materials and machinery for
export industries were widely employed — a method that many NDCs,
notably Britain, had themselves used to encourage exports.'

Coordination of complementary investments, which had previously
been done in a rather haphazard way, if ever, was systematized through
indicative planning and government investment programmes.'?
Regulations of firm entry, exit, investments and pricing were
implemented in order to ‘manage competition’ in such a way as to reduce
‘wasteful competition’.’” Once again, these regulations in part reflected
the late nineteenth and early twentieth-century cartel policies, but
displayed far more awareness than their historic counterparts of the
dangers of monopolistic abuse, and more sensitivity to its impact on
export market performance. There were also subsidies and restrictions
on competition intended to help technology upgrading and a smooth
winding down of declining industries.!*

The East Asian governments also integrated human-capital-related
and learning-related policies into their industrial policy framework far
more tightly than their predecessors had done, through ‘manpower
planning’.”® Technology licencing and foreign direct investments were
regulated in an attempt to maximize technology spillover in a more
systematic way.”® There were serious attempts to upgrade the coun-
try’s skill base and technological capabilities through subsidies to (and
public provision of) education, training and R&D.*

With the recent crisis in Korea and the prolonged recession in Japan, it
has become popular to argue that activist ITT policies have been proved
to be mistaken. While this is not the place to enter this debate, a few
points may be made.”® First of all, whether or not we believe that the
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recent troubles in Japan and Korea are due to activist ITT policies, we
cannot deny that these policies were behind their ‘miracle’. Second, Taiwan,
despite having used activist ITT policies, did not experience any financial
or macroeconomic crisis. Third, all informed observers of Japan,
regardless of their views, agree that the country’s current recession cannot
be attributed to government industrial policy = it has more to do with
factors like structural savings surplus, ill-timed financial liberalization
(which led to the bubble economy) and macroeconomic mismanagement.
Fourth, in the case of Korea, industrial policy had been largely dismantled
by the mid-1990s, when the debt build-up that led to the recent crisis
started, so it cannot be blamed for the crisis. Indeed, it could be argued
that, if anything, the demise of industrial policy contributed to the making
of the crisis by making ‘duplicative investments’ easier.”

2.3. The Pulling-Ahead Strategy by
the Leader and the Responses of the
Catching-up Countries — Britain and
its Followers

Once a country gets ahead of other countries, it has a natural incentive
to use its economic and political powers to pull ahead even further.
Britain’s policies, especially those of the eighteenth and nineteenth cen-
turies, are the best examples of this. What is disconcerting is that these
policies have so many parallels with those pursued in our time by
developed countries in relation to their developing counterparts.

2.3.1. The Colonies

Britain instituted a strong set of policies intended to prevent the
development of manufacturing in the colonies, especially America.
List reports that in 1770, William Pitt the Elder (then the Earl of
Chatham), ‘made uneasy by the first manufacturing attempts of the
New Englanders, declared that the colonies should not be permitted
to manufacture so much as a horseshoe nail’.?®* Brisco’s
characterization of the colonial policy under Walpole describes the
gist of this strategy:

By commercial and industrial regulations attempts were made to
restrict the colonies to the production of raw materials which
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England was to work up, to discourage any manufactures that
would any way compete with the mother country, and to confine
their markets to the English trader and manufacturer.?%

The policies deployed by Britain included the following. First, policies
were deployed to encourage primary production in the colonies. For
example, in the 1720s, Walpole provided export subsidies (‘bounties’) to
and abolished British import duties on raw materials produced in the
American colonies (such as hemp, wood and timber). This was done in
the belief that encouraging the production of raw material would ‘divert
them from carrying on manufactures which interfered with those of
England’.?® Note that this is exactly the same logic that Cobden used in
justifying the repeal of the Corn Law, which he thought was unwittingly
helping continental Europe and the USA to industrialize by making their
agricultural exports more difficult (see section 2.2.1 above).

Second, some manufacturing activities were outlawed. For example,
the construction of new rolling and slitting steel mills in America was
outlawed, which forced the Americans to specialize in the low-value-
added pig and bar iron, rather than high-value-added steel products.?”
Some historians argue that this kind of policy did not actually damage
the US economy significantly at the time, as the country did not have
comparative advantage in manufacturing.’® It seems reasonable to
argue, however, that such policy would have become a major obstacle,
if not an insurmountable barrier, to US industrial development if the
country had remained a British colony beyond the early (mainly agrar-
ian and commercial) stages of development.2”’

Third, exports from the colonies that competed with British products
were banned. We have already mentioned that the cotton textile industry
of India was dealt a heavy blow in the eighteenth century by the British
ban on cotton textile imports from India (‘calicoes’), even when the
latter’s products were superior to the British ones (see section 2.2.1
above).”® Another example of this came in 1699, when Britain banned
the export of woollen cloth from its colonies to other countries (the
Wool Act), essentially destroying the Irish woollen industry. This Act
also stifled the emergence of the woollen manufacturing industry in the
American colonies. In yet another example, a law was introduced in
1732, which mainly targeted the beaver-skin hat industry that had grown
up in America; this law banned the exports of hats from colonies either
to foreign countries or to other colonies.??

Fourth, the use of tariffs by colonial authorities was banned or, if
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they were considered necessary for revenue reasons, countered in a
number of ways. When in 1859 the British colonial government in
India imposed small import duties on textile goods (between three
and ten per cent) for purely fiscal reasons, the local producers were
taxed to the same extent in order to provide a ‘level playing field’.?
Even with this ‘compensation’, the British cotton manufacturers put
constant pressure on the government for the repeal of the duties, which
they finally obtained in 1882.2* In the 1890s, when the colonial gov-
ernment in India once again tried to impose tariffs on cotton prod-
ucts — this time in order to protect the Indian cotton industry, rather
than for revenue reasons — the cotton textile pressure groups thwarted
the attempt. Until 1917, there was no tariff on cotton goods imports
into India.?*

2.3.2. Semi-Independent Countries

Outside the formal colonies, the British (and other NDCs’) attempts to
impede the development of manufacturing in less developed countries
mainly took the form of imposing free trade through so-called
‘unequal treaties’ during the nineteenth century. These treaties normally
involved the imposition of tariff ceilings, typically at the five per cent
flat rate, and the deprivation of tariff autonomy.*¢ .

It is extremely disconcerting to note that the binding of tariffs at a
low, uniform rate (although not necessarily below five per cent) is
exactly what modern-day free-trade economists recommend to
developing countries. The classic work by Little et al. argues that the
appropriate level of protection is at most 20 per cent for the poorest
countries and virtually zero for the more advanced developing
countries. World Bank argues that ‘[e]vidence suggests the merits of
phasing out quantitative restrictions rapidly, and reducing tariffs to
reasonably low and uniform levels, such as a range of 15-25 percent
[emphasis added]’.?”

Britain first used unequal treaties in Latin America, starting with
Brazil in 1810, as the countries in the continent acquired political inde-
pendence. Starting with the Nanking Treaty (1842), which followed the
Opium War (1839—42), China was forced to sign a series of unequal
treaties over the next couple of decades. These eventually resulted in a
complete loss of tariff autonomy and, symbolically, a Briton being the
head of customs for 55 years, from 1863 to 1908. From 1824 onwards,
Siam (now Thailand) signed various unequal treaties, ending with the
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most comprehensive one in 1855. Persia signed unequal treaties in 1836
and 1857, as did the Ottoman Empire in 1838 and 1861.2'

Even Japan lost its tariff autonomy following the unequal treaties signed
after its opening up in 1854 (see section 2.2.7 above). It was eventually
able to end the unequal treaties, but that did not happen until 1911.%° In
this context, it is also interesting to note that when Japan forcefully opened
up Korea in 1876 it exactly imitated the Western countries, forcing Korea
to sign an unequal treaty that deprived the latter of its tariff autonomy —
despite the fact that Japan itself still did not have tariff autonomy itself.

The larger Latin American countries were able to regain tariff au-
tonomy from the 1880s, before Japan did. Many others regained it only
after the First World War, but Turkey had to wait for tariff autonomy
until 1923 (despite the unequal treaty having been signed as early as
1838!) and China until 1929.2° Amsden shows how industrialization in
these countries was only able to begin in earnest when they regained
their tariff (and other policy) autonomy.?

2.3.3. Competitor Nations

In relation to other competitor nations of Europe (and later the USA),
Britain could not use the blatant measures mentioned above in order
to pull away. Rather, it concentrated mainly on preventing the out-
flow of its superior technologies, although such measures were not
always effective.??

Until the mid-nineteenth century, when the machinery came to
embody key technologies, the most important means of technological
transfer was the movement of skilled workers, in whom most techno-
logical knowledge was then embodied. As a result, the less advanced
countries tried to recruit skilled workers from the more advanced
countries, especially from Britain, and also to bring back nationals
who were employed in establishments in these countries. This was
often done through a concerted effort orchestrated and endorsed by
their governments — while the governments of the more advanced coun-
tries tried their best to prevent such migration.

As mentioned above (section 2.2.4), it was thanks to France’s, and
other European countries’, attempts to recruit skilled workers on a
large scale that in 1719 Britain was finally galvanized into introducing
a ban on the emigration of skilled workers, particularly on ‘suborning’,
or attempting to recruit such workers for jobs abroad. According to
this law, suborning was punishable through fine or even imprisonment.
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Emigrant workers who did not return home within six months of

being warned to do so by an accredited British official (usually a

diplomat stationed abroad) would in effect lose their right to lands

and goods in Britain and have their citizenship withdrawn. The law

specifically mentioned industries such as wool, steel, iron, brass and

other metals, as well as watchmaking; in practice, however, it covered -
all industries.?”® The ban on the emigration of skilled labour and

suborning lasted until 1825.2

Subsequently, as increasing amounts of technologies became embod-
ied in machines, machine exports came under government control. In
1750, Britain introduced a new act banning the export of ‘tools and
utensils’ in wool and silk industries, while strengthening the punish-
ments for suborning skilled workers. This ban was widened and
strengthened through subsequent legislations. In 1774, another act was
introduced to control machine exports in the cotton and linen indus-
tries. In 1781, the 1774 Act was revised and the wording ‘tools and
utensils’ changed to ‘any machine, engine, tool, press, paper, utensil or
implement whatsoever’, reflecting the increasing mechanization of the
industries. In 1785, the Tools Act was introduced in order to ban
exports of many different types of machinery, which also included a
ban on suborning. This ban was loosened in 1828 under the President
of the Board of Trade William Huskisson, a prominent free-trader,
and finally abolished in 1842.%

Up until the seventeenth century, when it was one of world’s techno-
logical leaders, the Netherlands took an extremely open attitude
towards foreigners’ access to its technologies. However, with its tech-
nological edge constantly being eroded, its attitude, both at the firm
and government levels, changed, and in 1751 the government finally
introduced a law prohibiting the export of machinery and the emigration
of skilled workers. Unfortunately, the law was much less successful than
Britain’s, and the outflow of skilled workers and machinery continued.??

In the face of these measures to prevent technology outflows by the
advanced countries, the less developed ones deployed all sorts of ‘ille-
gitimate’ means to gain access to advanced technologies. The entrepre-
neurs and the technicians of these countries, often with explicit state
consent or even active encouragement by their governments (including
offers of bounty for securing specific technologies), were routinely
engaged in industrial espionage.”” Landes, Harris and Bruland, among
others, document an extensive range of industrial espionage directed at
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Britain by countries such as France, Russia, Sweden, Norway,
Denmark, the Netherlands, and Belgium.??® Many states also organized
and/or backed the recruitment of workers from Britain and other more
advanced countries. France’s attempt under John Law (see section 2.2.4)
and Prussia’s attempt under Frederick the Great (see section 2.2.3) are
just some of the better known examples.

Despite all these efforts, legitimate and illegitimate, technological
catching-up was not easy. As the recent literature on technology trans-
fer shows, technology contains a lot of tacit knowledge that cannot
easily be transferred. This problem could not even be solved by the
importation of skilled workers, even in the days when they embodied
most of the key technologies. These people faced language and cultural
barriers, and more importantly did not have access to the same techno-
logical infrastructure as they had at home. Landes documents how it
took decades for the Continental European countties to assimilate Brit-
ish technologies, even working as they did by importing some skilled
workers and perhaps a key machine.?”

Therefore, as is the case with modern-day developing countries, these
technology transfers were most effective when backed by the policies
intended to enhance what the modern economics of technology calls
‘technological capabilities’.*® As I have mentioned in various places in
the preceding section, many governments set up institutions of teach-
ing (e.g., technical schools) and of research (e.g., various non-teaching
academies of sciences). I have also pointed out that they took measures
to raise awareness of advanced technologies by setting up museums,
organizing international expositions, bestowing new machinery on pri-
vate firms and establishing ‘model factories’ that used advanced tech-
nologies. Government financial incentives for firms to use more advanced
technology, especially through rebates and exemptions of duties on
imports of industrial equipment, were also widely used.”! It is interest-
ing to note that tariff rebate or exemption on certain imported capital
goods (which, interestingly, coexisted with restrictions on the importa-
tion of certain other capital goods) was until recently one of the key
tools of the East Asian industrial policy.

By the middle of the nineteenth century, the key technologies had become
so complex that the importing of skilled workers and machinery was not
enough to achieve command over a technology. Reflecting this, the British
bans on skilled worker emigration and machinery exports had by that
point been abolished. From then on, an active transfer by the owner of
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technological knowledge through the licensing of patents emerged as a
key channel of technology transfer in a number of industries. This made
the policies and institutions regarding the protection of intellectual
property rights (henceforth IPR) a lot more important than they had
previously been. This eventually culminated in the emergence of the
international IPR regime, following the 1883 Paris Convention on patents
and the Berne Convention of 1886 on copyrights, under pressure from
the technologically more advanced countries, especially the USA and France.

Between 1790 and 1850, most NDCs established their patent laws (see
section 3.2.3.B of chapter 3 for details). However, all these earlier patent
laws were highly deficient, judged by the modern standards demanded
even from the developing countries after the TRIPS (trade-related intel-
lectual property rights) agreement in the WTO.??

Particularly with regard to our main interest in this chapter, it must
be pointed out that these laws accorded only very inadequate protection
to the IPR of foreign citizens.” In most countries, including Britain
(before the 1852 reform), the Netherlands, Austria and France, the
patenting of imported inventions by their nationals was often explicitly
allowed. In the USA, before the 1836 overhaul of patent law, patents
were granted without any proof of originality, thus enabling the
patenting of imported technologies. As we have already mentioned,
Switzerland did not have a patent system until 1907, and although the
Netherlands introduced a patent law in 1817, it was abolished in 1869
and was not reintroduced until 1912,

What is notable is that, despite the emergence of an international
IPR regime in the last years of the nineteenth century, even the most
advanced countries were still routinely violating the IPR of other
countries’ citizens well into the twentieth century. As mentioned above,
Switzerland and the Netherlands did not have a patent law until 1907
and 1912 respectively. Even the USA, already a strong advocate of
patentee rights, did not acknowledge foreigners’ copyrights until 1891.2¢
As late as the last decades of the nineteenth century, when Germany
was about to overtake Britain technologically, there was great concern
in Britain over the widespread German violation of its trademarks.?*
At the same time, the Germans were complaining about the absence of
a patent law in Switzerland and the consequent theft of German
intellectual property by Swiss firms, notably in the chemical industry.

Although Britain did not have a trademark law until 1862,
Kindleberger notes that ‘as early as the 1830s a number of British
manufacturers were continuously engaged in litigation to protect
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trademarks’ .2 In 1862, it introduced a trademark law (the Merchandise
Mark Act), which banned ‘commercial thievery’, such as the forging of
trademarks and the labelling of false quantities. In the 1887 revision of
the act, mindful of foreign, particularly German, infringement of the
British trademark law, the British Parliament specifically added the place
or the country of manufacture as part of the necessary ‘trade
description’. This revised act banned not only patently false descriptions
but also misleading descriptions ~ such as the then widespread German
practice of selling counterfeit Sheffield cutlery with fake logos. According
to this act, ‘it [was] a penal offence to sell an article made abroad which
has upon it any word or mark leading the purchaser to believe that it is
made in England, in the absence of other words denoting the real place of
origin’.?” According to Kindleberger, the law also made specific provision
requiring that ‘foreign goods marked with the name of an English dealer
carry indication or place name of their foreign origin as well’.?®
However, the German firms employed a range of measures to get
around this act. For example, they placed the country of origin’s stamp
on the packaging instead of the individual articles, so that once the
packaging was removed customers could not tell the country of origin of
the product (a technique said to have been common amongst the imports
of watches and files). Alternatively, they would send some articles over in
pieces and have them assembled in England (a method apparently common
for pianos and bicycles), or would place the stamp for the country of
origin where it was practically invisible. Williams documents: ‘One
German firm, which exports to England large numbers of sewing-machines,
conspicuously labeled “Singers” and “North-British Sewing Machines”,
places the Made in Germany stamp in small letters underneath the treadle.
Half a dozen seamstresses might combine their sttength to turn the machine
bottom-upwards, and read the legend: otherwise it would go unread’.”®

2.4. Policies for Industrial Development:
Some Historical Myths and Lessons

In this chapter, I 'have examined the history of industrial, trade and
technological (ITT) policies in a number of NDCs when they were
developing countries — Britain, the USA, Germany, France, Sweden,
Belgium, the Netherlands, Switzetland, Japan, Korea, and Taiwan.
The picture that emerges from this historical review is fundamentally
at odds with the picture held by Neo-Liberal commentators, and
indeed by many of their critics.



Policies for Economic Development 59

In this final section of the chapter, I first summarize my review of
the role of ITT policies in the development of a number of key indi-
vidual NDCs (section 2.4.1). I then draw an overall picture from these
country profiles and conclude that, while virtually all countries used
infant industry promotion measures, there was considerable diversity
across countries in terms of the exact policy mix (section 2.4.2). I then
compare the ITT policies of the NDCs in earlier times with those of
today’s developing countries and argue that, once we consider the pro-
ductivity gap they need to overcome, today’s developing countries are
actually far less protectionist than the NDCs themselves were in the
past (section 2.4.3).

2.4.1. Some historical myths and facts about
policies in earlier times

A. Almost every successful country used

infant industry protection and other

activist ITT policies when they were ‘catching-up’
economies

My discussion in this chapter reveals that almost all NDCs had adopted
some form of infant industry promotion strategy when they were in
catching-up positions. In many countries, tariff protection was a key
component of this sttategy, but was neither the only nor even necessarily
the most important component in the strategy. Interestingly, it was the
UK and the USA, the supposed homes of free trade policy, which used
tariff protection most aggressively (see sections B and C below).

The apparent exceptions to this historical pattern among the coun-
tries I have reviewed are Switzerland, the Netherlands and to a lesser
extent Belgium, although even in these cases some qualifications need
to be made. Switzerland benefited from the ‘natural’ protection accorded
by the Napoleonic Wars at a critical juncture in its industrial develop-
ment. The government of the Netherlands on the one hand used
aggressive policies to establish its naval and commercial supremacy in
the sixteenth and seventeenth centuries, and on the other set up indus-
trial financing agencies and promoted cotton textiles industry in the
1830s. Belgium may have had a low average tariff rate in the nineteenth
century, but the Austrian government that ruled it during most of the
eighteenth century was a lot more protectionist, and certain sectors
were heavily protected until the mid-nineteenth century. Having said
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all this, it is still reasonable to describe these three economies, or at the
very least Switzerland and the Netherlands, as having developed under
broadly liberal ITT policies.

It may be argued that these two economies refrained from adopting
protectionist trade policies because of their small size and hence the
relatively large costs of protection. However, this is not a persuasive
explanation. For one thing Sweden, another small country, used infant
industry protection successfully between the late nineteenth and early
twentieth centuries, when it was trying to catch up with the more devel-
oped countries in a number of heavy industries. A more plausible rea-
son for the absence of infant industry protection in our trio of small
European countries is that, unlike Sweden, they were already highly
technologically advanced by the early nineteenth century. They stood
very close to the world’s technological frontier throughout the period
of European Industrial Revolution, which meant that they simply did
not need much infant industry protection (see section 2.2.6 for details).

Of course, against all these arguments, it may be said that the NDCs
were able to industrialize independently of, or even despite, activist ITT
policies. Many historical events are ‘over-determined’, in the sense that
there is more than one plausible explanatory factor behind them; it is
inherently difficult to prove that activist ITT policies, or for that mat-
ter any other factor in particular, was the key to the success of these
countries.”® However, it seems to be a remarkable coincidence that so
many countries that have used such policies, from eighteenth-century
Britain to twentieth-century Korea, have been industrial successes,
especially when such policies are supposed to be very harmful accord-
ing to the orthodox argument.

B. The myth of Britain as a free~trade,
laissez-faire economy

Contrary to popular myth, Britain had been an aggressive user, and in
certain areas a pioneer, of activist ITT policies intended to promote
infant industries until it established its industrial hegemony so clearly
in the mid-nineteenth century and adopted free trade.

Such policies, although limited in scope, date back to the fourteenth
century (Edward III) and the fifteenth century (Henry VII) in relation
to the wool trade, the leading industry of the time. Between Walpole’s
trade policy reform of 1721 and the repeal of the Corn Laws in 1846,
Britain had implemented the kinds of ITT policies that became famous
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for their use in the East Asian ‘industrial policy states’ of Japan, Korea
and Taiwan after the Second World War. Many policies that we fre-
quently think of as East Asian inventions — such as export subsidies and
import tariff rebates on inputs used for exporting — were widely used in
Britain during this period. In addition, it should be noted that even Brit-
ain’s free trade policy was motivated in part by its desire to promote its
industries. Many of the strongest campaigners for free trade, including
their leader Richard Cobden, believed that free imports of agricultural
products by Britain would discourage manufacturing in competitor coun-
tries that would not have developed without the presence of the British
Corn Laws.

C. The USA as ‘the mother country and
bastion of modern protectionism’

It was the USA, and not Germany as is commonly believed, which first
systematized the logic of infant industry promotion that Britain had
used so effectively in order to engineer its industrial ascent. The first
systematic arguments for infant industry were developed by American
thinkers such as Alexander Hamilton and Daniel Raymond, while
Friedrich List, the supposed intellectual father of the infant industry
protection argument, first learned about it during his exile in the USA.

The US government put this logic into practice more diligently than
any other country for over a century (1816-1945). During this period,
the USA had one of the highest average tariff rates on manufacturing
imports in the world. Given that the country enjoyed an exceptionally
high degree of ‘natural’ protection due to high transportation costs, at
least until the 1870s, it seems reasonable to say that throughout its
industrial catching-up the US industries were the most protected in the
world. When the maverick American right-wing populist politician Pat
Buchanan says that free trade is an ‘un-American’ thing, he does in a
way have a point.

It is certainly true that the US industries did not necessarily need all
the tariff protections that were put in place, and that many tariffs even-
tually outlived their uséfulness. However, it is also clear that.the US
economy would not have got where it is today without strong tariff
protection at least in some key infant industries. The role of the US
government in infrastructural development and supporting R&D, which
continues to this day, also needs to be noted.
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D. The myth of France as the dirigiste
counterpoint to laissez-faire Britain

The pre-revolutionary French state was actively involved in industrial
promotion. However, this ‘Colbertist’ tradition was largely suppressed
due to the libertarian ideologies of the French Revolution and the ensuing
political stalemate that over the next century and half produced a series
of weak and visionless (if not actively backward-looking) governments.

Thus, despite its public image as an inherently dirigiste country, France
ran a policy regime in many ways more laissez-faire than either Britain
or especially the USA throughout most of the nineteenth century and
the first half of the twentieth century. For example, between the 1820s
and the 1860s, the degree of protectionism actually remained lower in
France than in Britain.

The laissez-faire period in French history was largely associated with
the country’s relative industrial and technological stagnation — a fact
that indirectly proves the validity of the infant industry argument. It is
largely because of the country’s industrial success through the decidedly
interventionist strategy pursued after the Second World War that it has
come to acquire its current image as inherently interventionist.

E. The limited use of trade protection in
Germany

Despite its frequent identification as the home of infant industry pro-
tection, Germany never really used tariff protection extensively. Until
the late nineteenth century, it had one of the most liberal trade regimes
in the world, although some key heavy industries did receive substan-
tial tariff protection.

However, this does not mean that the German state was laissez-faire
in the way that its French counterpoint was during most of the nine-
teenth and the first half of the twentieth centuries. As the early Prus-
sian experience from the eighteenth century onwards best illustrates,
infant industries could be — and were — promoted through means other
than tariffs, including state investment, public-private cooperation and
various subsidies.

Although the subsequent development of the private sector, partly
due to the success of such attempts, made direct state intervention
unnecessary and unpopular, the state still played an important ‘guid-
ing’ role. This was particularly the case in relation to some heavy
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industries in the late nineteenth and early twentieth centuries (which
during this time were also given strong tariff protection). This was
also the period when the German state pioneered the establishment of
social welfare institutions in an attempt to defuse revolutionary agi-
tation and establish social peace (see section 3.2.6.A in chapter 3 for
further details). .

Therefore, while Germany can hardly be described as the same kind
of laissez-faire state as France in the nineteenth and early twentieth
centuries, state intervention in Germany’s main catching-up period was
not as extensive as some people think, particularly in relation to tariff
protection.

F. Sweden was not always the ‘small open economy’
that it later came to represent.

Although its does not require as dramatic revision as the cases dis-
cussed above, the Swedish experience also contains some myths that
need dispelling.

In general, Sweden’s tariff protection during its catch-up period was
not extensive, despite the country’s economic backwardness. However,
the Swedish state seems to have used tariff protection strategically — to
promote textile industry in the early nineteenth century and to bolster
the mechanical and electrical industries later in the nineteenth century.
It is interesting to note that its tariff regime for the textile industry in
the early nineteenth century was in fact a classic late twentieth-century
‘East Asian’ (and also an eighteenth-century British) promotional strat-
egy, involving as it did high tariffs on final products and low tariffs on
raw material imports.

Another point worth noting is that from an early stage Sweden also
developed interesting forms of public—private cooperation in
infrastructural development and in some key industries, especially iron.
This collaboration is remarkably similar to that which we find in East
Asia during the postwar period. The early emphasis it placed on educa-
tion, skill formation and research is also notable.

G. State activism in early modern Japan
was limited due to external constraints

When it first opened up and embarked on its modern industrial
development, Japan could not use tariff protection to promote new
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industries because of the unequal treaties that it was forced to sign,
which bound its tariff rate to below five per cent. Other means for
industrial promotion had to be found, and so the Japanese state set up
model factories in key industries (which were soon privatized for revenue
and efficiency reasons), provided subsidies to key industries and invested
in infrastructure and education. However, given the importance of
tariffs as a tool for industrial promotion at the time (when other policy
tools had not yet been invented and/or were considered ‘too radical’),
its lack of tariff autonomy was a considerable handicap.

It was only in the eatly twentieth century, with the termination of
the unequal treaties in 1911, that Japan was able to establish a more
comprehensive industrial development strategy that included tariff pro-
tection as a key element. Japan’s vastly superior performance during
the postwar period, when it came up with an impressive array of ‘inno-
vations’ in ITT policy tools, also shows how the ability to use a wider
range of policy tools can make state intervention more effective.

H. ‘Poachers turned gamekeepers’:
policies shift with development

One important fact that has emerged from my discussion in this chapter
is that the NDCs shifted their policy stances according to their relative
position in the international competitive struggle. Part of this is deliber-
ate ‘ladder-kicking’, but it also seems to be due to natural human
tendency to reinterpret the past from the point of view of the present.

When they were in catching-up positions, the NDCs protected infant
industries, poached skilled workers and smuggled contraband
machines from more developed countries, engaged in industrial
espionage, and wilfully violated patents and trademarks. However,
once they joined the league of the most developed nations, they began
to advocate free trade and prevent the outflow of skilled workers and
technologies; they also became strong protectors of patents and
trademarks. In this way, the poachers appear to have turned
gamekeepers with disturbing regularity.

Nineteenth-century Britain upset many countries, in particular
Germany and the USA, which regarded Britain’s preaching of virtues of
free trade as hypocrisy, given that during the eighteenth century Britain
used infant industry protection measures more strongly than any other
country. The same sentiment might be expressed today, when American
trade negotiators preach the virtues of free trade to the developing
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countries, or when Swiss pharmaceutical firms atrgue for strong
protection of intellectual property rights.

2.4.2. ‘Not by tariff alone’: diverse models
of infant industry promotion

As has been shown above, virtually all successful NDCs used infant
industry protection during their catching-up periods. Of course, this
does not allow us to conclude that such policies therefore automati-
cally guarantee economic success. We know of too many examples from
history and contemporary experience that contradict sucha naive propo-
sition. However, there is a remarkably persistent historical pattern,
stretching from eighteenth-century Britain to late twentieth-century
Korea, in which successful economic development was achieved through
infant industry protection measures. This pattern is simply too strong
to be dismissed as a fluke. Therefore, those who believe in the virtues
of free trade and laissez-faire ITT policies for currently developing coun-
tries need to explain why they believe this historical pattern is no longer
relevant (more on this in chapter 4).

Important as tariff protection may have been in the development
of most NDCs, it was — I repeat — by no means the only, nor even
necessarily the most important, policy tool used by these countries in
promoting infant industries. There were many other tools, such as
export subsidies, tariff rebates on inputs used for exports, conferring
of monopoly rights, cartel arrangements, directed credits, investment
planning, manpower planning, R&D supports and the promotion of
institutions that allow public-private cooperation. Tariffs were not,
and are not, the only policy tool available to a state intent on develop-
ing new industries or upgrading old ones. In some countries, such as
Germany up to the late nineteenth century or Japan before the resto-
ration of its tariff autonomy in 1911, tariff protection was not even
the most important tool for infant industry promotion.

Indeed, there was a considerable degree of diversity among the NDCs
in terms of their policy mix, depending on their objectives and the con-
ditions they faced. For example, the USA used tariff protection more
actively than Germany, but the German state played a much more
extensive and direct role in infant industry promotion than its US coun-
terpart. As another example, Sweden relied upon public—private joint
activity schemes far more than, say, Britain did.

Thus, despite some remarkably strong historical patterns, there is
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also considerable diversity in the exact mix of policy tools used for
industrial promotion across countries. This, in turn, implies that there
is no ‘one-size-fits-all’ model for industrial development — only broad
guiding principles and various examples from which to learn.

2.4.3. Comparison with today’s developing
countries

Discussions of trade policy by those who are sceptical of activist
ITT policies rarely acknowledge the importance of tariff protection
in the economic development of the NDCs.?* Even those few which
do so dismiss the relevance of that historical evidence by pointing
out that the levels of protection found in the NDCs in earlier times
are substantially lower than those that have prevailed in today’s
developing countries.

Little et al. argue that ‘[a]part from Russia, the United States, Spain,
and Portugal, it does not appear that tariff levels in the first quarter of
the twentieth century, when they were certainly higher for most coun-
tries than in the nineteenth century, usually afforded degrees of protec-
tion that were much higher than the sort of degrees of promotion for
industry which we have seen, in the previous chapter, to be possibly
justifiable for developing countries today [which they argue to be at
most 20 per cent even for the poorest countries and virtually zero for
the more advanced developing countries]’.*? Similarly, the World Bank
argues that ‘[a]lthough industrial countries did benefit from higher
natural protection before transport costs declined, the average tariff
for twelve industrial countries ranged from 11 to 32 per cent from 1820
to 1980 . . . In contrast, the average tariff on manufactures in develop-
ing countries is 34 per cent’.*®

This argument sounds reasonable enough, especially when we con-
sider the fact that tariff figures are likely to underestimate the degree
of infant industry promotion in today’s developing countries when
compared to those for the NDCs in earlier times. As I pointed out at
the beginning of the chapter (section 2.1), limited fiscal capabilities
and lack of regulatory power of the state seriously limited the scope
for ITT policies other than tariff policy in the NDCs in earlier times.
Governments in today’s developing countries tend to use a wider range
of policy tools for infant industry promotion, although some of these
tools (e.g., export subsidies except for the poorest countries) have
been ‘outlawed’ by the WTO.2
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However, this argument is highly misleading in one important sense.
The problem is that the productivity gap between today’s developed
countries and developing countries is much greater than that which
used to exist between the more developed and less developed NDCs in
earlier times. This means that today’s developing countries need to
impose much higher rates of tariff than those tised by the NDCs in the
past, if they are to provide the same degree of actual protection to their
industries as that once accorded to the NDC industries.?* In other words,
given the greater productivity gap they face, today’s developing coun-
tries need to use much higher tariffs compared to the NDCs in earlier
times, just to get the same protective effects.

Before we show this, we must admit that it is not simple to measure
international productivity gaps. Per capita income figures are obvious,
although rough, proxies, but it is worth debating whether to use
incomes measured in current dollars or in purchasing power parity
(PPP) terms. Incomes measured in current dollars are arguably better
reflections of the productivity gap in the tradeable sector, which is more
relevant in determining tariff levels. However, they are subject to the
vagaries of exchange-rate fluctuations that may have nothing to do with
productivity differentials. PPP income figures are better reflections of a
country’s overall productivity, but they tend to underestimate, often
greatly, the productivity differentials in the tradeable sector. In what
follows, I have used PPP income figures, partly because they provide a
better measure of an economy’s overall productivity and partly because
the best available historical estimate of NDC incomes by Maddison
uses them.?*

According to Maddison’s estimate, throughout the nineteenth century
the ratio of per capita income in PPP terms between the poorest NDCs
(say, Japan and Finland) and the richest NDCs (say, the Netherlands
and the UK) was about 2 or 4 to 1.2 Nowhere is this as big as the gap
between today’s developing and developed countries. Recent data from
the World Bank website show that in 1999 the difference in per capita
income in PPP terms between the most developed countries (e.g.,
Switzerland, Japan, the USA) and the least developed ones (e.g., Ethiopia,
Malawi, Tanzania) is in the region of 50 or 60 to 1.2 Middle-level
developing countries like Nicaragua ($2,060), India ($2,230) and
Zimbabwe ($2,690) have to contend with productivity gaps in the region
of 10 or 15 to 1. Even for quite advanced developing countries like
Brazil ($6,840) or Columbia ($5,580), the productivity gap with the top
industrial countries is about 5 to 1.
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When in the late nineteenth century the USA accorded an average
tariff protection of over 40 per cent to its industries, its per capita
income in PPP terms was already about three quarters that of Britain
($2,599 vs. $3,511 in 1875).** And this was when the ‘natural protec-
tion’ accorded by distance, which was especially important for the USA,
was considerably higher than today, as even the above quote from World
Bank acknowledges.”® Compared to this, the 71 per cent trade-weighted
average tariff rate that India had just prior to the WTO agreement —
despite the fact that its per capita income in PPP terms is only about
one fifteenth that of the USA — makes the country look like a veritable
champion of free trade. Following the WTO agreement, India cut its
trade-weighted average tariff to 32 per cent, bringing it down to a level
below which the USA’s average tariff rate never sank between the end
of the Civil War and the Second World War.

To take a less extreme example, in 1875 Denmark had an average
tariff rate of around 15-20 per cent, when its per capita income was
slightly less than 60 per cent that of Britain ($2,031 vs. $3,511). Following
the WTO agreement, Brazil cut its trade-weighted average tariff from
41 per cent to 27 per cent, a level that is not far above the Danish level,
but its income in PPP terms is barely 20 per cent that of the USA ($6,840
vs. $31,910).%¢

Given the productivity gap, even the relatively high levels of protection
that had prevailed in the developing countries until the 1980s do not
seem excessive by the historical standards of the NDCs. When it comes
to the substantially lower levels that have come to prevail after two
decades of extensive trade liberalization in these countries, it may even
be argued that today’s developing countries are actually less protec-
tionist than the NDCs used to be.




Chapter 3

Institutions and Economic
Development:
‘Good Governance’ in Historical
| Perspective

3.1. Introduction

The issue of institutional development, under the slogan of ‘good
governance’, has recently come to occupy the centre stage of development
policy debate. During the last decade or so, the international development
policy establishment (henceforth IDPE) has come to recognize the
limitations of its former emphasis on ‘getting the prices right’ through
‘good policies’. It has now come to accept the importance of the
institutional structure that underpins the price system.! Particularly
following the recent Asian crisis, which has been widely interpreted as a.
result of deficient institutional structures, the IDPE has begun'to move
its emphasis to ‘getting the institutions right’ and attach what Kapur and
Webb call ‘governance-related conditionalities’.?

On the offensive these days are those who believe that every country
should adopt a set of ‘good institutions’ (unfortunately often implicitly
equated with US institutions), with some minimal transition provisions
(five—ten years) for the poorer countries — various agreements in the
WTO being the best example of this. Backing up this claim is a rapidly
growing body of literature, especially from the World Bank and its
associates, which tries to establish statistical correlation between insti-
tutional variables and economic development, with the supposed cau-
sality running from the former to the latter.’

Exactly which institutions should go into the ‘good governance’ package
differs from one recommendation to another, not least because we still
do not fully understand the relationship between particular institutions
and economic development. However, this package of ‘good institutions’
frequently includes democracy; a clean and efficient bureaucracy and
judiciary; strong protection of (private) property rights, including
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intellectual property rights; good corporate governance institutions,
especially information disclosure requirements and bankruptcy law; and
well-developed financial institutions. Less frequently included but still
important are a good public finance system and good social welfare and
labour institutions providing ‘safety nets’ and protecting workers’ rights.*

Critics argue that, apart from the fact that the international financial
institutions (IFIs) do not have an official mandate to intervene in most of
these ‘governance’ issues,’ the institutions of developed countries can be
too demanding for developing countries in terms of their financial and
human resoutce requirements. Some critics also argue that some of these
institutions may go against the social norms and cultural values of some
of the countries concerned. Many emphasize the difficulty of institutional
transplantation and warn against the attempt to impose a common insti-
tutional standard on countries with different conditions.

These critics have an important point to make, but in the absence of
some idea of which institutions are necessary and/or viable under what
conditions, they are in danger of simply justifying whatever institutional
status quo exists in developing countries. So what is the alternative?

One obvious approach is to find out directly which of the ‘best prac-
tice’ institutions are suitable for particular developing countries by trans-
planting them and seeing how they fare. However, as we see from the
failures of structural adjustment in many developing countries and of
transition in many former Communist economies, this does not usu-
ally work and can be very costly.

Another alternative is for the developing countries to wait for spon-
taneous institutional evolution. It could be argued that the best way to
obtain institutions that suit the local conditions is to let them evolve
naturally, as indeed happened in the now-developed countries (NDCs)
when they themselves were developing. However, such spontaneous
evolution may take a long time. Moreover, given the nature of the evo-
lutionary process, thete is no guarantee that such an approach will in
fact yield the best possible institutions, even when viewed from the
perspective of specific national requirements.

These, then, point us to the third — and my preferred — alternative
route, which is to learn from history. Just as we looked at the issue of
‘good policies’ from a historical perspective in the last chapter, we can,
and should, draw lessons from the historical, as opposed to the current,
state of developed countries in the area of institutional development. In
this way, developing countries can learn from the experiences of
developed countries without having to pay all the costs involved in
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developing new institutions (one of the few advantages of being a
‘latecomer’). This is significant because, once established, institutions
may be mote difficult to change than policies. This will also help donors
wanting to encourage the adoption of particular institutions by the
recipients of their financial support to decide whether or not the
particular ‘we’re-not-ready-yet’ arguments put to them by some
recipient country governments are reasonable.

As I pointed out in Chapter 1, despite the obvious relevance of the
historical approach in understanding the problems of development in
our time, surprisingly little work has adopted it. This aberration is
even mote serious in the area of institutional development.® This chap-
ter tries to fill this important gap.

In section 3.2, I examine how various institutions that are currently
regarded as essential components of the ‘good governance’ structure
evolved in the NDCs when they were developing countries themselves,
mainly between the early nineteenth and early twentieth centuries. I look
at six broad areas — democracy (section 3.2.1), bureaucracy and judiciary
(section 3.2.2), property rights (section 3.2.3), corporate governance
(section 3.2.4), private and public financial institutions (section 3.2.5)
and welfare and labour institutions (section 3.2.6).

In section 3.3, I discuss how institutional developments achieved in
NDCs in the past compare with those of today’s developing countries
at similar levels of development. The first subsection (3.3.1) shows
NDCs in the process of institutional evolution in earlier times by
offering three ‘snapshots’ (1820, 1875 and 1913). Section 3.3.2 discusses
how the process of institutional development in the NDCs was ‘long
and winding’. Section 3.3.3 compares the level of institutional
development in the NDCs in the past with that of today’s developing
countries, and shows that, at comparable stages of development, the
former actually have much higher levels of institutional development
than those achieved by today’s NDCs.

3.2. The history of institutional
development in the developed countries

3.2.1. Democracy

There has been a particularly heated debate on the relationship between
democracy and economic development.” In the early post-war period,
there was a popular argument that developing countries cannot afford
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‘expensive’ democratic institutions. Today, the dominant view in the
IDPE is that democracy helps economic development and therefore
has to be promoted as a precondition for development.® However,
still others point out that democracy is more of an outcome of, rather
than a precondition for, development, and is therefore not really a
variable we can manipulate, whether or not we think it is good for
development.

No attempt is made here to settle this difficult and long-standing
debate. However, the historical experience of developed countries in
this regard tells us an interesting story that should make the reader
pause before readily buying into the current orthodoxy that democracy
is a precondition for development.

When voting was first introduced in the NDCs, it was confined to a
very small minority of property-owning males (usually aged over 30),
often with an unequal number of votes apportioned according to a
scale based on property, educational achievement or age.

In France between 1815 and 1830, for example, the franchise was
granted only to males above 30 who paid at least 300 francs in direct
taxes, which meant that only 80,000-100,000 people out of a popula-
tion of 32 million (that is, 0.25-0.3 per cent of the population) could
vote. Between 1830 and 1848, there was some relaxation of franchise
requirements, but still only 0.6 per cent of all French people could vote.’
In England before the 1832 Reform Act, which was the watershed event
in the extension of suffrage in the country, it was widely agreed among
contemporary observers that landlords could decide 39 out of 40 county
elections through their influence on the tenants, bribery and patron-
age.' Even after this act, voting rights were only extended from 14 per
cent to 18 per cent of men, partly because many craftsmen and labour-
ers with no or little property were disenfranchised as a result of the act,
which established a closer link between property and enfranchisement.
In Italy, even after the lowering of the voting age to 21 and the reduc-
tion of tax-paying requirements in 1882, only around two million men
(equivalent to seven per cent of the population) could vote, due to lower
but still extant tax payment and literacy requirements.

It was not until 1848, the year that France introduced universal male
suffrage, that even limited forms of democracy began to appear in NDCs.
As we see in table 3.1, most NDCs introduced universal male suffrage
between the mid-nineteenth century and the first couple of decades of the
twentieth century. However, even this process was not without reversals.
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Table 3.1
Introduction of Democracy in the NDCs

Country Universal Universal
Male Suffrage Suffrage

Australia 1903’ 1962
Austria 1907 1918
Belgium 1919, 1948
Canada 1920 1970
Denmark 1849, 1915
Finland 1919 1944
France 1848, 1946
Germany 1849, 1946
ltaly 1919 1946
Japan 1925 1952
Netherlands 1917 1919
New Zealand 1889 1907
Norway 1898 1913
Portugal na. 1970
Spain n.a. 1977 (1931
Sweden 1918 1918
Switzerland 1879, 1971

UK 1918 1928
USA 1965 (1870)* 1965

Sources: Therborn 1977 and Silbey 1995 for democracy indicators. Additional information from
Foner 1998 on the USA and Carr 1980 on Spain. For more details on the introduction of universal
suffrage, see table 3.2,

1. With racial qualifications.

2. With property qualifications.

3. Communists excluded.

4. With restrictions.

5. All men and women over 30.

* Universal male suffrage was introduced in 1870, but reversed between 1890 and 1908 through
the disenfranchisement of the blacks in the Southern states. It was only restored in 1965. For
further details, see the text.

** Universal suffrage was introduced in 1931 but reversed after General Franco’s military coup in
1936. It was only restored in 1977, following Franco’s death in 1975. See the text for details,

For example, during the late nineteenth century, when an electoral vic-
tory by the Social Democratic Party became a possibility, at least in
local elections, Saxony abandoned the universal male suffrage that had
earlier been adopted, moving over to the Prussian-style three-class vot-
ing system (which Prussia itself used from 1849 to 1918)."? In this sys~
tem, each of the three classes (classified according to income) elected
the same number of delegates to the parliament, which meant that the
top two classes (accounting respectively for 35 per cent and 10-15 per
cent of the population) could always outvote the poorest class. In 1909,
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Saxony moved still further away from democracy by giving voters
between one and four votes depending on their income and status. For
example, those with a large farm gained three additional votes, while
additional ballots were allotted to the well-educated and those over 50
years of age.

In the USA, black males were allowed to vote from 1870 following
the Fifteenth Amendment to the Constitution, which forbade states to
deny the vote to anyone ‘on account of race, colour, or previous condi-
tion of servitude’. However, the Southern states subsequently disen-
franchised them again from between 1890 (Mississippi) and 1908
(Georgia). Not being able to introduce overtly racist measures, they
instead adopted methods such as poll tax and property requirements
(which also disenfranchised some poor whites), as well as literacy tests
(which were applied to illiterate whites extremely leniently). After this,
all but a handful of blacks in the Southern states could vote. For exam-
ple, in Louisiana, 130,000 black votes were cast in the election of 1896,
but in 1900 only 5,000 were cast.'® Moreover, the threat of violence kept
many of the few qualified black voters from registering and, of those
who registered, from voting. This state of affairs lasted until the 1965
Voting Rights Act, introduced after the Civil Rights Movement.

In Spain, when the introduction of universal suffrage in 1931
resulted in a series of left or centre-left Republican governments, con-
servative forces reacted against it with a military coup in 1936, thus
suspending democracy until the end of the Franco dictatorship in 1977.%

Although universal male suffrage among the majority (white) popu-
lation was attained in most NDCs by the end of the First World War,
these countries could hardly be called democracies even in the purely
formal sense of the word, because women and ethnic minorities were
disenfranchised. It was not until 1946 that the majority of the 19 NDCs
featured in table 3.1 attained universal suffrage.

Australia and New Zealand were the first countries to give women
votes (in 1903 and 1907 respectively), although Australia did not
enfranchise non-whites until 1962. Norway allowed votes for tax-pay-
ing women or women married to tax-paying men in 1907, although
universal suffrage was only introduced in 1913." Women were only
allowed to vote in the USA in 1920 and in the UK in 1928. In many other
countries (for example, Germany, Italy, Finland, France and Belgium),
women were not given votes until after the Second World War. In the
case of Switzerland, female suffrage was granted almost a hundred years
after the introduction of universal male suffrage (1971 as against 1879).
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Some countries also had voting restrictions based on political creeds
— Finland banned Communists from voting until 1944. In countries
with significant non-white minority groups, for example Australia, there
were racial restrictions. In the case of the USA, even in the Northern
states, black suffrage was continuously limited right up to the Civil
War. In 1821, for instance, the state of New York removed the property
qualification on white voters but for black voters raised it to $250, ‘a
sum beyond the reach of nearly all the state’s black residents’. By 1860,
blacks (males only, of course) could vote on the same basis as whites in
only five New England states.’® Even after the Fifteenth Amendment
(1870), various obstacles, both formal (e.g., literacy, ‘character’ and
property requirements) and informal (e.g., threats of violence), kept
blacks from the ballot boxes.”

Even when the NDCs achieved formal democracy, it was often of
very poor quality, as in the case of many modern-day developing
countries. We have already mentioned the ‘quality’ problem relating to
selective enfranchisement according to race, gender and property
ownership. But that was not all.

First of all, secret balloting was not common until the twentieth cen-
tury. Norway, which was relatively advanced in terms of democratic
institutions,’ only introduced secret balloting in 1884. In Prussia, em-
ployers could exert pressure on their workers to vote in a particular way
until the electoral reform of 1919 because balloting was not held in se-
cret. France only introduced the voting envelope and voting booth in
1913 — several decades after the introduction of universal male suffrage.”

Second, vote buying and electoral fraud were also very common. For
example, bribery, threats and promises of employment to voters were
widespread in British elections until the late nineteenth century. The first
serious attempt to control electoral corruption was the Corruption
Practices Act of 1853—4. This act for the first time defined activities like
bribery, ‘treating’, undue influence and intimidation, while establishing
the procedures for election accounts and auditing. However, the measures
were ineffective.”® The Corrupt and Illegal Practices Act introduced in
1883 managed significantly to reduce electoral corruption, but the problem
still persisted well into the twentieth century, especially in local elections.”
In the decades following the introduction of universal male suffrage in
the USA, there were numerous cases of public officials being used for
party political campaigns (including forced donations to electoral campaign
funds), as well as of electoral fraud and vote-buying.?

With such expensive elections, it was no big surprise that elected
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officials were corrupt. In the late nineteenth century, legislative corrup-
tion in the USA, especially in state assemblies, got so bad that the
future US president Theodore Roosevelt lamented that the New York
assemblymen, who engaged in the open selling of votes to lobbying
groups, ‘had the same idea about Public Life and Civil Service that a
vulture has of a dead sheep’.®

In this light, the road to democracy in the NDCs was a rocky one. It
was only through several decades of political campaigning (e.g., for
female or black suffrage) and electoral reforms that these countries
acquired even the basic trappings of democracy — universal suffrage
and secret ballots — and even then its practice was swamped with elec-
toral fraud, vote-buying and violence.

It is interesting to note that, compared to NDCs in their early stages
of development, today’s developing countries actually seem to have had
a better record in this regard. As we can see from table 3.2, no NDC
granted universal suffrage below the level of $2,000 per capita income
(in 1990 international dollars), but most of the wide selection of cur-
rently developing countries featured in table 3.2 did so well below that
level of development.

Of course, many of these countries have experienced reversals in their
democratic progresses in just the same way that the NDCs did,
especially through military coups. However, it is important to note
that, even as they were suspending elections altogether, none of the
non-democratic governments in currently developing countries re-
introduced selective disenfranchisement based on factors like property
ownership, gender and race — factors that had been widely accepted
as legitimate criteria for enfranchisement in NDCs in the early days.
This shows that the idea, if not necessarily the practice, of universal
suffrage is much more widely accepted in today’s developing countries
than it was in the NDCs when they were at similar stages of
development.

3.2.2. The bureaucracy and the Judiciary
A. The bureaucracy

Few people, even those who are generally sceptical of state activism,
would disagree that an effective and clean bureaucracy is crucial for
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Table 3.2
Income per capita at attainment of universal suffrage

GDP p.c. (in 1990 NDCs Developing Countries
international (Year universal suffrage (Year universal suffrage
dollars) was attained; GDP p.c.) was attained; GDP p.c.)
<$1,000 Bangladesh (1947; $585)

Burma (1948; $393)
Egypt (1952; $542)
Ethiopia (1955; $295)
India (1947; $641)
Indonesia (1945; $514)
Kenya (1963; $713)
Pakistan (1947, $63l)
South Korea (1948; $777)
Tanzania (1962; $506)
Zaire (1967; $707)
$1,000-$1,999 Bulgaria (1945; $1,073)
Ghana (1957; $1,159)
Hungary (1945; $1,721)
Mexico (1947; $1,882)
Nigeria (1979; $1,189)
Turkey (1946; $1,129)

$2,000-$2,999 Austria (1918; $2,572) Colombia (1957; $2,382)
Germany (1946; $2,503) Peru (1956; $2,732)
ltaly (1946; $2, 448) Philippines (1981; $2,526)

Japan (1952; $2, 27'/3
Norway (1913; $2,275)
Sweden (1918; $2,533)

$3,000-$3,999 Denmark (1915; $3,635) Taiwan (1972; $3,313)
Finland (1944; $3,578) Chile (1949; $3,715)
France (1946; $3,819)

$4,000-$4,999 Belgium (1948; $4,917) Brazil (1977; $4,613)
Netherlands (1919; $4,022)

$5,000-$9,999 Australia (1962; $8,691) Argentina (1947; $5,089)

New Zealand (1907; $5, 367) Venezuela (1947; $6,894)
Portugal (1970; $5,885)
UK (1928; $5,115)
>$10,000 Canada (1970; $1H1 758)
Switzerland (1971; $17,142)
USA (1965; $13,316)

Sources: Therborn (1977); Elections (1989); Maddison (1995)

I. GDP p.c. in 1948.

2. GDP p.c. in 1950.

3. Universal suffrage was granted in 1946 under the constitution drawn up by the occupying
forces after the Second World War, but it did not come into effect until 1952 with the end
of US military rule.

4. When dominion status was achieved.

5. When the Election Act that year granted full franchise.
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economic development.? There is, however, currently a serious debate on
how exactly we should define effectiveness and cleanliness, and on how we
should design a bureaucratic incentive system to attain these characteristics.

The dominant view during the last century was that espoused by the
German economist—sociologist Max Weber. In his view, the modern
bureaucracy is based on meritocratic recruitment; long-term, generalist
and closed career paths; and corporate coherence maintained by rule-
bound management.”® More recently, however, ‘New Public
Management’ (NPM) literature has challenged the Weberian orthodoxy.
It argues for a bureaucratic reform based on more short-term, specialist
and ‘open’ career paths; keener monetary incentives; and a more
‘businesslike’ (or arm’s-length) management style based on quantifiable
and transparent performance.*

Although some of the changes advocated by the NPM may be useful
in fine-tuning what is basically a Weberian bureaucracy that already
exists in the developed countries, the more relevant question for most
developing countries is how their bureaucracies might attain even the
most basic “Weberian-ness’.”” This is also the task with which the NDCs
were confronted with in the earlier days of their development.

It is well known that, up to the eighteenth century, open sales of public
offices and honours — sometimes with widely-publicized price tags —
was a common practice in most NDCs. Prior to the extensive bureau-
cratic reform in Prussia under Frederick William I (1713—40), although
offices were not formally sold, they were very often given to those will-
ing to pay the highest amount for the tax that was customarily
imposed on the first year’s salary.?

Partly because they were openly bought and sold, public offices were
formally regarded as private property in many of these countries. In France,
for example, it was very difficult to introduce disciplinary measures for
bureaucrats until the Third Republic (1873) for this very reason.”” In
Britain, prior to the reform carried out in the early nineteenth century,
government ministries were private establishments unaccountable to
Parliament, paid their staff by fees rather than salaries, and kept many
obsolete offices as sinecures.*® Associated with the sale of public office
was tax farming, which was most widespread in pre-Revolution France
but which was also practised in other countries, including Britain and
the Netherlands (see section 3.2.5.D for further details).

The ‘spoils’ system, where public offices were allocated to the loyal-
ists of the ruling party, became a key component in American politics
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from the emergence of the two-party system in 1828 with the election of
President Jackson. This got much worse for a few decades after the
Civil War.3' There was a loud cry for civil service reform throughout
the nineteenth century to create a professional and non-partisan
bureaucracy, but no progress was made until the Pendleton Act of 1883
(see below for further details on the act).® Italy and Spain continued
the spoils system throughout the nineteenth century.®

In addition to the sale of public office, there was widespread nepotism.
Although concrete historical data on this is obviously difficult to come
by — and whatever data we do have should be interpreted with caution
~ Armstrong reports that significant proportions of elite administrators
in France and Germany had fathers who were top officials themselves,
suggesting a significant degree of nepotism.* For instance, among the
high-ranking bureaucrats of pre-industrial France (the early nineteenth
century), about 23 per cent had fathers who served as elite
administrators. At the country’s industrial take-off in the mid-nineteenth
century, the proportion was still as high as 21 per cent. Corresponding
figures for Prussia were 31 per cent and 26 per cent respectively.®
Feuchtwanger argues that, even after the extensive bureaucratic reform
under Frederick William I (see below), ‘nepotism was still rife and many
offices were virtually hereditary’.’ In Prussia, competition from
educated lower-middle class men was eliminated by changing the
entrance requirements, such that by the 1860s, ‘a carefully controlled
recruitment process produced an administrative elite including the
aristocracy and wealthier middle-class elements’.¥

With the sales of offices, spoils system and nepotism, it is hardly
surprising that professionalism was conspicuously lacking in the
bureaucracies of most NDCs at least until the late nineteenth century.
The Jacksonians in the USA had a contempt for expert knowledge, and
were against the professionalization of the bureaucracy on the grounds
that the largest possible number of citizens should be able to participate
in the act of government. Even after the 1883 Pendleton Act, which set
up the Civil Service Commission to administer competitive recruitment
to the federal bureaucracy, only about 10 per cent of civil service jobs
were subject to competitive recruitment. Italian bureaucrats in the late
nineteenth century had ‘no legal, or even conventional, guarantees on
tenure, dismissals, pension, etc., and no recourse to the court’. Until
the early twentieth céntury, civil service careers in Spain were heavily
determined by what was known as padrinazgo (godfathership). Even
in Belgium, which in the nineteenth century was the second most
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industrialised country after Britain, the civil service was not fully
professionalised until 1933.%

It was only through a long-drawn-out process of reform that the
bureaucracies in the NDCs were able to be modernized. The pioneer in
this regard was Prussia. An extensive bureaucratic reform was imple-
mented by Frederick William I from 1713, the year of his accession to
the throne. The key measures included: the centralization of authorities
scattered over two dozen separate territorial entities (many of them not
even physically contiguous) and overlapping departments; the trans-
formation of the status of the bureaucrats from private servants of the
royal family into servants of the state; regular payments in cash (rather
than in kind as before) of adequate salaries; and the introduction of a
strict supervision system.* Thanks to these measures and to the addi-
tional measures introduced by his son, Frederick the Great (1740-86),
by the early nineteenth century Prussia could be said to have installed
the key elements of a modern (Weberian) bureaucracy — an entrance
examination, a hierarchical organization, pension systems, a discipli-
nary procedure and security of tenure. Other German states such as
Bavaria, Baden and Hesse also made important progress along this
path during the early nineteenth century.®

In Britain, sinecures were eliminated through a series of reforms
between 1780 and 1834. Bureaucratic remuneration was changed in
the first half of the nineteenth century from a fee-based to a salary
system. It was also only around this time that the status of govern-
ment ministries in Britain was changed from private establishments
to government ministries in the modern sense. It was only after 1860
that the British Civil Service was substantially modernized.* The USA
made some important progress with the professionalization of the
bureaucracy in the last two decades of the nineteenth century, as the
proportion of federal government jobs subject to competitive recruit-
ment rose from 10 per cent in 1883, when the Pendleton Act was
introduced, to nearly 50 per cent by 1897.%

B. The Judiciary

In the contemporary discourse on ‘good governance’, there is a strong
emphasis on a politically independent judiciary administering ‘rule of
law’.® However, we have to be somewhat careful in embracing this
‘independent judiciary’ rhetoric.

It could be argued that a judiciary with a very high degree of political
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independence (for example, the German or Japanese judiciary) is not
necessarily desirable, as it lacks democratic accountability. This is why
some countries elect some of their judicial officials — the best-known
examples being the USA today, and the UK in the nineteenth century.*
In the UK, the boundary between the judiciary and the legislature is
also blurred, since its highest judges sit in the House of Lords; how-
ever, few people would argue that this is a2 major problem.

Given this, we need to understand the quality of the judiciary not
simply in terms of its political independence, but in 2 number of dimen-
sions — the professionalism of the judicial officials, the quality of their
judgments (not simply from a narrow ‘rule of law’ point of view, but
also from a broader societal point of view) and the cost of administer-
ing the system.

Like their counterparts in modern-day developing countries, the ju-
diciary in many NDCs suffered from excessive political influence and
corruption in appointments (or, where applicable, elections) up to, and
often beyond, the late nineteenth century. It was also frequently filled
exclusively with men from a narrow, privileged social background with
little, if any, training in law, with the result that justice was often dis-
pensed in biased and unprofessional ways.

In the UK, even the anti-corruption laws of 1853—4 and 1883 (see
above) did not affect the election of coroners, which was subject to
widespread corruption and party political manoeuvring. Elections for
county coroners were only abolished in 1888, and it was not until 1926
that professional qualifications for county coroners became
compulsory.®

During the late nineteenth century Germany made impressive progress
towards ‘rule of law’ and by the end of the century had gained a largely
independent judiciary. However, there was still a lack of equality
before the law, with military and middle-class crimes less diligently
brought to court and less severely punished. This problem of ‘class
justice’ dogged other NDCs just as badly at this time — including the
UK, the USA and France.® In Italy, at least until the late nineteenth
century, judges did not usually have a background in law and ‘could
not protect themselves, let alone anyone else, against political abuses’.¥

3.2.3. Property rights regimes

In the ‘good governance’ discourse, the ‘quality’ of property rights
regimes is regarded as crucial, as it is believed to be a key determinant
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of investment incentives and thus of wealth creation. However, measuring
the ‘quality’ of a property rights regime is not easy, because it has
numerous components — contract law, company law, bankruptcy law,
inheritance law, tax law and laws regulating land use (e.g., urban zoning
laws, environmental standards, and fire safety regulations), to name
just a few.

In many empirical studies, this ‘aggregation problem’ is avoided by
asking survey respondents to give a numerical value to the overall quality
of the property rights institutions (e.g., ‘security of contract and prop-
erty rights’ or ‘enforcement of contracts or property rights’).*® However,
even this highly inadequate ‘solution’ to the problem is not available for
the historical comparison that we are attempting in this chapter.

Therefore, in contrast to other aspects of institutional development
discussed in this chapter that are more ‘measurable’ (e.g., democracy
measured by the existence of universal suffrage, development of financial
institutions measured.by, among other things, the existence of the cen-
tral bank), it is impossible to provide a generalized comparison of the
quality of property rights regimes through history and across countries.

One aspect of the property rights system that does easily lend itself
to this kind of analysis is that of intellectual property rights, which are
defined by a small number of clearly identifiable laws (e.g., patent law,
and to a lesser extent, copyright law and trademark law). In this sec-
tion we therefore provide a detailed empirical analysis of the evolution
of intellectual property rights regimes in the NDCs. First, however, a
few general theoretical comments on the role of property rights in eco-
nomic development (with some historical references) are in order.

A. Some misconceptions about property
rights and economic development

In the orthodox discourse of today, it is widely believed that the stronger
the protection of property rights, the better it is for economic develop-
ment, as such protection encourages the creation of wealth. While it may
be reasonable to argue that persistent uncertainty about the security of
property rights is harmful for long-term investment and growth, the role
of property rights in economic development is far more complex than
this type of argument suggests.

Security of property rights cannot be regarded as something good in
itself. There are many examples in history in which the preservation of
certain property rights has proved harmful for economic development
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and where the violation of certain existing property rights (and the crea-
tion of new ones) was actually beneficial for economic development.

The best known example is probably that of Enclosure in Britain,
which violated existing communal property rights by enclosing com-
mon land, but contributed to the development of woollen industry by
promoting sheep farming on the confiscated land. To turn to other
instances, De Soto documents how the recognition of squatter rights in
the violation of the rights of existing property owners was crucial in
developing the American West. Upham cites the famous Sanderson case
in 1868, where the Pennsylvania Supreme Court overrode the existing
right of landowners to claim access to clean water in favour of the coal
industry, which was one of the state’s key industries at the time.” Land
reform in Japan, Korea and Taiwan after the Second World War vio-
lated the existing property rights of the landlords but contributed to
the subsequent development of these countries. Many argue that the
nationalization of industrial enterprises after the Second World War in
countries like Austria and France contributed to their industrial devel-
opment by transferring certain industrial properties from a conserva-
tive and non-dynamic industrial capitalist class to professional
public-sector managers with a penchant for modern technology and
aggressive investments.

Hence, what matters for economic development is not simply the
protection of all existing property rights regardless of their nature, but
which property rights are protected under which conditions. If there
are groups who are able to utilize certain existing properties better than
their current owners, it may be better for the society not to protect
existing property rights, but to create new ones that transfer the prop-
erties concerned to the former groups. With this general point in mind,
let us take a detailed look at intellectual property rights institutions.

B. Intellectual property rights

The first patent system was invented in Venice in 1474, granting ten
years’ privileges to inventors of new arts and machines. In the sixteenth
century, some German states, notably Saxony, used patents, although
not entirely systematically. British patent law came into being in 1623
with the Statute of Monopolies, although many researchers® argue that
it did not really deserve the name of a ‘patent law’ until its reform in
1852. Patent law was adopted by France in 1791, by the USA in 1793
and by Austria in 1794,
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As mentioned in Chapter 2, most of the other NDCs established
their patent laws in the first half of the nineteenth century — Russia
(1812), Prussia (1815), Belgium and the Netherlands (1817), Spain
(1820), Bavaria (1825), Sardinia (1826), the Vatican state (1833),
Sweden (1834), Wiirttemberg (1836), Portugal (1837), Saxony (1843).
Japan established its first patent law in 1885.5' These countries
initiated other elements of their intellectual property rights regimes,
such as copyright laws (first introduced in Britain in 1709) and
trademark laws (first introduced in Britain in 1862), in the second
half of the nineteenth century. :

At this point, it should be noted that all these early intellectual prop-
erty rights (IPR) regimes were highly ‘deficient’ by the standards of our
time.” Patent systems in many countries lacked disclosure requirements,
incurred very high costs in filing and processing patent applications,
and afforded inadequate protection to the patentees. Most patent laws
were very lax in checking the originality of the invention. In the USA
for example, before the 1836 overhaul of the patent law, patents were
granted without any proof of originality. This not only led to the
patenting of imported technologies, but also encouraged racketeers to
engage in ‘rent-seeking’ by patenting devices already in use (‘phony pat-
ents’) and by demanding money from their users under threat of suit
for infringement.”® Few countries allowed patents on chemical and phar-
maceutical substances (as opposed to the processes), although this prac-
tice has been ‘outlawed’ by the TRIPS (trade-related intellectual property
rights) agreement in the WTO, except for the poorest countries (and
even then they are only exempt until 2006).%

These laws afforded only very inadequate protection, particularly in
relation to the protection of foreign IPR, which is now becoming a
major point of contention after the TRIPS agreement (for further details,
see the references cited in section 2.3.3). As pointed out above, most of
the nineteenth-century patent laws were very lax in checking the
originality of the invention. Moreover, as mentioned in chapter 2, in
most countries, including Britain (before 1852), the Netherlands, Austria
and France, patenting by their nationals of imported inventions was
often explicitly allowed. The cases of Switzerland and the Netherlands
in relation to their patent laws deserve greater attention.*

As mentioned in Chapter 2 (section 2.2.6.B), the Netherlands abol-
ished its 1817 patent law in 1869, as a result of both the rather deficient
nature of the law (even by the standards of the time),* and the influ-
ence of the anti-patent movement that was sweeping Europe at the time.
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Closely related to the free-trade movements, this condemned patents as
being no different from other monopolistic practices.”

Switzerland did not acknowledge any IPR over inventions until 1888,
when a patent law protecting only mechanical inventions (‘inventions
that can be represented by mechanical models’)*® was introduced. Only
in 1907, partly prompted by the threat of trade sanctions from Germany
in retaliation for Swiss use of its chemical and pharmaceutical inven-
tions, did a patent law worth its name come into being. However, even
this had many exclusions, in particular the refusal to grant patents to
chemical substances (as opposed to chemical processes). It was only in
1954 that the Swiss patent law became comparable to those of other NDCs,
although chemical substances remained unpatentable until 1978.

With the introduction of IPR laws in an increasing number of coun-
tries, the pressures for an international IPR regime naturally began to
grow from the late nineteenth century onward.® There was a series of
meetings on this subject, beginning with the 1873 Vienna Congress; the
Paris Convention of the International Union for the Protection of
Industrial Property was finally signed by 11 countries in 1883. The origi-
nal signatories were Belgium, Portugal, France, Guatemala, Italy, the
Netherlands, San Salvador, Serbia, Spain and Switzerland.

The Convention covered not just patents but also trademark laws
(which enabled Switzerland and Netherlands to sign up to it despite
not having a patent law). In 1886 the Berne Convention on copyrights
was signed. The Paris Convention was subsequently revised a number
of times (notably 1911, 1925, 1934, 1958 and 1967) moving towards a
strengthening of patentee rights; together with the Berne Convention,
it formed the basis of the international IPR regime until the TRIPS
agreement.” However, as we saw in Chapter 2 (section 2.3.3), despite
the emergence of an international IPR regime, even the most developed
NDCs were still routinely violating the IPR of other countries’ citizens
well into the twentieth century.

The above should show how deficient the IPR regimes of the NDCs
were (when they were themselves developing countries) by the stand-
ards that are demanded of today’s developing countries. There were
widespread and serious violations by even the most advanced NDCs
until the late nineteenth century and beyond, especially when it came to
protecting the IPR of foreigners.
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3.2.4. Corporate governance
A. Limited liability

These days, we tend to take the principle of limited liability for granted.
However, for a few centuries after its invention in the sixteenth century
for highly risky large-scale commercial projects (the British East India
Company being the best-known early example), it tended to be regarded
with great suspicion.

Many people believed that it led to excessive risk-taking (or what
today we call ‘moral hazard’) on the part of both owners and manag-
ers. They regarded it as an institution that undermined what was then
regarded — along with greed — as one of the key disciplinary mecha-
nisms of capitalism, namely, fear of failure and destitution, especially
given the harshness of bankruptcy laws at the time (see section 3.2.4.C).

Adam Smith argued that limited liability would lead to shirking by
managers. The influential early nineteenth-century economist John
McCulloch argued that it would make the owners lax in monitoring
hired managers.®? It was also believed, with some justification, to be
an important cause of financial speculation. Britain banned the for-
mation of new limited liability companies on these grounds with the
Bubble Act in 1720, although with the repeal of the act in 1825 it was
again allowed.®

However, as has been proven repeatedly over the last few centuries,
limited liability provides one of the most powerful mechanisms to
‘socialize risk’, which has made possible investments of unprecedented
scale. That is why, despite its potential to create ‘moral hazard’, all
societies have come to accept limited liability as a cornerstone of modern
corporate governance.

In many European countries, limited liability companies — or joint stock
companies as they were known in those days — had existed under ad
hoc royal charters since the sixteenth century.® However, it was not
until the mid-nineteenth century that it began to be granted as a matter
of course, rather than as a privilege.

Generalized limited liability was first introduced in Sweden in 1844.
England followed this closely with the 1856 Joint Stock Company Act,
although limited liabilities for banks and insurance companies were
introduced somewhat later (1857 and 1862 respectively), reflecting the
then widespread concern that they could pose serious ‘moral hazard’.
Rosenberg and Birdzell document how, even a few decades after the




Institutions and Economic Development 87

introduction of generalized limited liability (the late nineteenth century),
small businessmen ‘who, being actively in charge of a business as well
as its owner, sought to limit responsibility for its debts by the device of
incorporation’ were frowned upon.®

In Belgium, the first limited liability company was founded in 1822,
and the 1830s saw the formation of a large number of such companies.
However, it was not until 1873 that limited liability was generalized.
During the 1850s in various German states, it was introduced in a
restricted form, whereby the principal owners had unlimited liability
but shares giving limited liability could be marketed. It was not until
the 1860s that various German states scrapped or weakened traditional
guild laws, thereby opening the door to the full institutionalization of
limited liability (Saxony in 1861, Wiirttemberg in 1862 and Prussia in
1868-9). In France, limited liability only became generalized in 1867,
but in Spain, while joint-stock companies (Sociedades Andnimas)
began to emerge from as early as 1848, it was not fully established until
1951. It is interesting to note that in Portugal limited liability was gen-
eralized as early as in 1863, despite the country’s economic backward-
ness at the time.v

In the USA, the first general limited liability law was introduced in the
state of New York in 1811. However, this fell into disuse around 1816,
due to general apathy towards limited liability companies, and other states
did not permit limited liability companies until 1837. Even after that, as
in the European countries of the time, prejudice against limited liability
companies prevailed until at least the 1850s. As late as the 1860s, most
manufacturing was carried out by unincorporated companies, and there
was still no federal law granting generalized limited liability.?

C. Bankruptcy Law

Bankruptcy laws have attracted an increasing amount of attention over
the last two decades or so. The large-scale corporate failures that fol-
lowed various economic crises during this period have made people more
aware of the need for effective mechanisms to reconcile competing claims,
transfers of assets and the preservation of employment. The industrial
crises in the OECD countries during the 1970s and 1980s, the collapse of
communism, the miserable failure of ‘transition’ since the late 1980s and
the 1997 Asian crisis were particularly important in this regard.

While the debate is still unresolved as to what makes the best bank-
ruptcy law — the USA’s debtor-friendly law, the UK’s creditor-friendly
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one, or the émployee-protecting French one — there is little disagree-
ment that an effective bankruptcy law is desirable.”

In pre-industrial Europe, bankruptcy law was mainly regarded as a
means of establishing the procedures for creditors both to seize the
assets of and to punish dishonest and profligate bankrupt business-
men. In the UK, the first bankruptcy law, applicable to traders with a
certain amount of debt, was introduced in 1542, although it only
became consolidated with the 1571 legislation. However, the law was
very harsh on the bankrupt businessmen, as it deemed that all their
future property was liable for former debts.”

With industrial development came an increasing acceptance that busi-
ness can fail due to circumstances beyond individual control, not just
as a result of dishonesty or profligacy. As a result, bankruptcy law also
began to be seen as a way of providing a clean slate for bankrupts. This
transformation of bankruptcy law was, together with generalized lim-
ited liability, one of the key elements in the development of mechanisms
for ‘socializing risk’ that allowed the greater risk-taking necessary for
modern large-scale industries. In 17056, for example, measures were
introduced in the UK to allow cooperative bankrupts to keep five per
cent of their assets and even discharged some from all future debts if
the creditors consented.”

However, bankruptcy law in the UK remained highly deficient by mod-
ern standards up to the mid-nineteenth century. Until then, recovery from
bankruptcy remained the privilege of a very small class of businessmen,
the responsibility for prosecuting lay entirely with the creditors and the
system was not uniform throughout the country. There were also prob-
lems involved in the granting of discharge, which could only be granted
by creditors, not by courts, which deprived many businessmen of the
opportunity to make a fresh start. There was also a lack of professional-
ism and a tendency to corruption among bankruptcy commissioners.”

The Victorian age saw a series of reforms of bankruptcy law, starting
with the establishment of the Bankruptcy Court in 1831. In the 1842
amendment, discharge became the right of courts, not creditors, making
it easier for bankrupts to get their second chance. However, the coverage
of the law was still limited until 1849, when it became applicable to anyone
who earned their living by ‘the workmanship of goods or commodities’.”
In the USA, early bankruptcy laws were modelled on the early (pro-
creditor) English law and administered at the state level. However,
until the late nineteenth century, only a few states had bankruptcy laws
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at all, and these varied from one state to another. A number of federal
bankruptcy laws were introduced during the nineteenth century (1800,
1841 and 1867), but they were all short-lived due to their defective
nature, and were repealed in 1803, 1841 and 1878 respectively. For
example, the 1800 law discharged many from their just debts incurred
in the turnpike and land speculation of late 1790s, and the relief it gave
only led to further speculation. The 1841 law was censured for giving
creditors just ten per cent of the estate, most of which was absorbed by
legal and administrative costs. It was also criticized for the rule that
property had to be sold immediately for cash, thus financially disad-
vantaging creditors. Moreover, courts could not cope with the heavy
caseload; during the first four years after the 1867 law was passed,
there were 25,000 cases per annum. Another point of contention sur-
rounding the law was the relaxation of the requirement that bankrupts
should repay at least half of their debts incurred before the Civil War,
which attracted criticisms from creditors that the concession protected
irresponsibility.”

It was not until 1898 that Congress was able to adopt a lasting federal
bankruptey law. The provisions in this law included relief of all debts,
not just those after 1898; permission of involuntary and voluntary
bankruptcies; exemption of farmers and wage-earners from involuntary
bankruptcy; protection of all properties exempted from attachment under
state law; and the granting of a grace period for insolvents to reorganize
their affairs or reach compromises with creditors.

C. Audit, Financial Reporting and
Information Disclosure

The importance of financial auditing and disclosure has attracted great
attention since the recent crisis in the Asian economies. Many foreign
lenders blame the opacity of company accounts, lax regulations about
auditing and disclosure in the crisis countries for their bad loan deci-
sions. One obvious counter to this argument is that, even before the
crisis, it was widely accepted that company-level information in these
countries had these problems; in such situations, the natural course of
action for a prudent lender would have been not to lend to these com-
panies. In this context, the ‘lack of information’ argument made by
international lenders seems largely self-serving.”

Having said that, there seems to be little dispute that institutions
which improve the quality and disclosure of corporate information are
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desirable. Even then, however, we need to set the human and financial
resource costs of developing these institutions against their benefits,
especially in developing countries which lack such resources.

Looking at the history of NDCs, we are struck by the fact that, even
in these countries, institutions regulating company financial reporting
and disclosure requirements were of still very poor quality well into the
twentieth century.

The UK made external audit of companies a requirement through the
1844 Company Act, but this was made optional again by the Joint Stock
Company Act of 1856 against the recommendation of critics such as John
Stuart Mill.” Given that limited liability companies require more trans-
patency to control opportunistic behaviour by their dominant sharehold-
ers and hired managers, this was a significant step backward.

With the introduction of the 1900 Company Act, external audit was
again made compulsory for British companies. However, there was still
no direct requirement for firms to prepare and publish annual accounts
for shareholders, although this was required implicitly as the auditor
had a duty to report to shareholders. Not until the 1907 Company Act
was the publication of a balance sheet made compulsory. Even then,
many companies exploited a loophole in the act, which did not specify
a time period for this reporting, and filed the same balance sheet year
after year. This loophole was only closed by an Act of 1928, by which
companies were made to file and circulate ahead of annual general meet-
ings up-to-date balance sheets and disclose more detailed information,
such as the composition of assets.”

However, until the Companies Act of 1948, disclosure rules were still
poor, turning the late Victorian market into a ‘market for lemons’.”® Crafts
concludes that ‘the development capital markets based on extensive
shareholder rights and the threat of hostile takeover is a relatively recent
phenomenon in the UK even though the British were pioneers of modern
financial reporting and had the Common Law tradition’.”

In Germany, it was only through the company law of 1884 that regu-
lations regarding the listing of companies in the stock markets were
implemented. In Norway, legislation passed as late as 1910 forced com-
panies to report their budgets and earnings twice a year to allow its
shareholders, and the state, greater knowledge about the state of the
business. The USA made the full disclosure of company information to
investors in relation to public stock offerings compulsory only after
the 1933 Federal Securities Act. In Spain, scrutiny of accounts by inde-
pendent auditors was not made mandatory until as late as 1988.%
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D. Competition law

Contrary to what is assumed in much current literature on the subject,
corporate governance is not simply a matter internal to the corpora-
tion in question. Actions by very large firms with significant market
power can have consequences for the whole economy (e.g., their bank-
ruptcy can create financial panic) or undermine the basis of the market
economy itself (for example, through the socially harmful exploitation
of a monopoly position). In this context, corporate governance becomes
a matter for society as a whole, not just for the particular company’s
shareholders.

Corporate governance in this sense does not simply involve com-
pany-level laws, for example, those specifying the duties of the board
of directors to the shareholders. It also involves a wide range of other
regulations — for instance sectoral regulations, regulations on foreign
trade and investment — and informal norms that govern business prac-
tices, such as conventions regarding the treatment of subcontractors.

In this section, we review the evolution of the most easily identifiable
institution of ‘societal’ corporate governance, namely, competition law
(anti-monopoly and/or anti-trust legislation) in a number of NDCs. It
should be emphasized that my discussion does not share the current
orthodoxy, which assumes that the developing countries of today need
a US-style anti-trust policy.*

As early as 1810, France adopted Article 419 of the Penal Code, which
outlawed coalitions of sellers. These affiliations had resulted in the rais-
ing or lowering of prices above or below those of ‘natural and free
competition’. However, the law was unevenly implemented and by 1880
had fallen into disuse. From the 1890s, the French courts began to
accept ‘defensive’ combinations (cartels) and to uphold their agreements.
It was not until 1986 that France repealed Article 419 and adopted a
‘modern’ and more comprehensive anti-trust law.®

The USA was the pioneer in ‘modern’ competition law. The country
introduced the Sherman Antitrust Act in 1890, although five years later
the act was crippled by the Supreme Court in the notorious Sugar Trust
case. Until 1902, when President Theodore Roosevelt used it against J P
Motrgan’s railways holding company, the Northern Securities Company,
it was in fact mainly used against labour unions rather than against large
corporations. Roosevelt set up the Bureau of Corporations in 1905 to
investigate corporate malpractice; the bureau was upgraded into the Federal
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Trade Commission with the Clayton Antitrust Act of 1914, which also
banned the use of the antitrust legislation against the unions.®

During the nineteenth century, the British state neither supported
nor condemned trusts and other anticompetitive arrangements.
However, until the First World War, the courts were quite willing to
uphold the validity of restrictive trade agreements. The first anti-trust
initiative to be taken was the short-lived Profiteering Act (1919,
discontinued in 1921), created to cope with postwar shortages. During
the Depression of the 1930s, the state endorsed rationalization and
cartelization. It was only with the 1948 Monopolies and Restrictive
Practices Act that serious antimonopoly/antitrust legislation was
attempted, but this remained largely ineffective. The Restrictive
Practices Act of 1956 was the first true antitrust legislation, in the
sense that it assumed — for the first time — that restrictive practices
were against the public interest unless industrialists could prove
otherwise. The 1956 Act effectively countered cartels, but was less
successful against monopolization through mergers.

As already mentioned in Chapter 2 (section 2.2.3), the German state
initially strongly supported cartels, and enforced their agreements dur-
ing the early period of their existence (the late nineteenth and early
twentieth centuries). The high point of this was a ruling in 1897 by the
highest court in the country that cartels were legal. From the First World
War onward, cartelization became widespread, and the means by which
the government planned economic activities. The Cartel Law of 1923,
which gave the court the power to nullify cartels, was the first general
competition law in Europe. However, the law remained ineffective, as
it defined cartels very narrowly, and those to whom this law gave the
powers to control cartels — namely, the economic ministry and the cat-
tel court — hardly used them anyway. The cartel court was abolished in
1930 when a series of emergency acts empowered the state to dissolve
any cartel if deemed necessary. In 1933 the Minister for Economic
Affairs was given the power to nullify any cartel or decree the forma-
tion of compulsory cartels.®

In Norway, a Trust Law was first introduced in 1926, but the trust
board in charge of it operated from the standpoint that it should monitor,
but not categorically prevent, monopolistic behaviour. Although the
law was subsequently replaced by the Price Law and the Competition
Law in 1953, which had somewhat more stringent provisions (for example,
companies now had to report major mergers and acquisitions), the main
thrust of the Norwegian anti-trust policy remained that of publicity and
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control, rather than the imposition of outright bans. The Danish
competition law of 1955 (the Monopolies and Restrictive Practices Act)
operated on the same principle of ‘publicity and control’.*

3.2.5. Financial institutions
A. Banking and Banking Regulation

With a marked increase in banking crises across the world during the
last two decades or so, especially in developing countries, establishing a
good system of banking regulation has become a major theme in the
push for institutional development by the IDPE. In the history of the
NDGCs, however, the establishment of institutions to regulate banking
became an issue rather late, as the development of banking itself was a
slow and uneven process, with the possible exception of Britain.

The banking system in the NDCs was only established slowly.” Even in
England, a country with the most advanced banking system in the world
until the mid-twentieth century, complete financial integration was only
achieved in the 1920s, when deposit rates for town and country became
uniform. In France, the development of the banking system was even
more delayed, with widespread use of banknotes emerging in the mid-
nineteenth century (as opposed to the eighteenth century in Britain)
and with three quarters of the population still without access to bank-
ing as late as 1863. Prussia had no more than a handful of banks until
the eighteenth century, while the first joint stock bank was only founded
in 1848. In Sweden, banks only appeared in the late nineteenth century.
They went through a major expansion in 1870, prior to which credits
to producers and exporters were provided by merchant trading houses,
and only became fully established in the 1890s. In Portugal, the banking
industry only saw major development in the 1860s and 1870s, after the
formation of joint-stock banks was allowed.®

In the NDCs, banks only became professional lending institutions
after the early twentieth century. Before then, personal connections
strongly influenced bank lending decisions. For example, throughout
the nineteenth century, US banks lent the bulk of their money to their
directors, their relatives, and those they knew.® Scottish banks in the
eighteenth century and English banks in the nineteenth century were
basically self-help associations for merchants wanting credit rather than
banks in the modern sense.®
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Banking regulation was highly inadequate. The USA permitted ‘wildcat
banking’, which was ‘little different in principle from counterfeiting
operations’.” Wildcat banking was especially problematic during the
30-year period that saw the demise of the short-lived semi-central bank,
the Second Bank of the USA, between 1836 and 1865 (see section 3.2.5.B).
Although the overall cost of failures of unregulated banks at the time is
estimated to have been small, such collapses were widespread.” As late
as 1929, the US banking system was made up of ‘thousands upon thou-
sands of small, amateurishly managed, largely unsupervised banks and
brokerage houses’. This meant that even during the prosperity of the
Coolidge presidency (1923-9), 600 banks a year failed.”

In Italy, there was a huge scandal in the late nineteenth century
(1889-92), where the bankruptcy of one of the six note-issuing banks,
Banca Romana, revealed a web of corruption (extension of credit to
important politicians and their relatives, including two former prime
ministers), a defective accounting system, and ‘irregular’ issue of banknotes
(e.g., duplicate notes) in the heart of the country’s banking industry.*

In Germany, direct regulation of commercial banks was only intro-
duced in 1934 with the Credit Control Act, while in Belgium, banking
regulation was only introduced in 1935, with the establishment of the
Banking Commission.”

B. Central banking

Today, the central bank — with its note-issue monopoly, money market
intervention and lender-of-last-resort function — is regarded as a
cornerstone of a stable capitalist economy. There is a heated debate on
how politically independent the central bank should be, as well as on
its appropriate goals, targets and instruments.” Heated though the
debate may be, few people dispute the need for a central bank. However,
this was not the case in the early days of capitalism.

From as early as the eighteenth century, dominant banks, such as the
Bank of England or the large New York banks, were forced to play
the role of lender-of-last-resort in times of financial crisis. The
increased ability of such institutions to deal with systemic financial
panic in the short term, and the consequent stability that this helped
bring about in the long run, naturally pointed to the creation of a
fully-fledged central bank.

However, many people at the time believed that creating a central bank
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would encourage excessive risk-taking by bailing out imprudent borrow-
ers in times of financial turmoil (or what we these days call ‘moral
hazard’).” This sentiment is best summed up in Herbert Spencer’s obser-
vation that ‘[t]he ultimate result of shielding man from the effects of
folly is to people the world with fools’.”® As a result, the development of
central banking was a very slow and halting process in the NDCs.”

The Swedish Riksbank (established in 1688) was nominally the first
official central bank in the world. However, it could not function as a
proper central bank until the mid-nineteenth century because it did not
. have, among other things, monopoly over note issue, which it gained
only in 1904.1®

The Bank of England was established in 1694 and from the eight-
eenth century onward began to assume the role of lender-of-last-resort
(although some suggest that this only really took place in the first half
of the nineteenth century). However, it did not become a full central
bank until 1844. The French central bank, Banque de France, was
established in 1800, but only gained monopoly over note issue in 1848.
Until 1936, however, the Banque de France was basically controlled by
the bankers themselves rather than the government. The central bank
of the Netherlands, the Nederlandsche Bank, was established in 1814
by King William I, modelled on the Bank of England. However, it strug-
gled to circulate its notes widely until the 1830s, and remained an
Amsterdam-based ‘local’ bank until the 1860s.1

The Bank of Spain was established in 1829 but did not gain monopoly
over note issue until 1874, and was privately owned until 1962. The Bank
of Portugal was created in 1847, but its note-issue monopoly was
restricted to the Lisbon region. It legally gained full note-issue monopoly
in 1887 but, due to the resistance of the other note-issuing banks, it was
only in 1891 that the monopoly was achieved in practice. The Bank of
Portugal is still completely privately owned and cannot intervene in the
money market,!®

The Belgian central bank, Banque National de Belgique, was created
as late as 1851; it was however one of the first genuine central banks
with note-issue monopoly, which was conferred at the time of its
creation.'® Among the 11 countries we cover in this section, only the
British (1844) and the French (1848) central banks gained note issue
monopoly before Belgium’s did. The German central bank was only
established in 1871, gaining monopoly over note issue in 1905. In Italy,
the central bank was only set up in 1893 and did not get monopoly over
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note issue until 1926. The Swiss National Bank, not founded until 1907,
was formed by merging the four note-issue banks.

In the USA, the development of central banking was even slower.
Early attempts to introduce even a limited degree of central banking
failed quite spectacularly. The First Bank of the USA (80 per cent of
which was privately owned) was established in 1791 with strong sup-
port from Alexander Hamilton, then Treasury Secretary, over opposi-
tion from the then Secretary of the State, Thomas Jefferson. However,
it failed to get its charter renewed in the Congress in 1811, and the
Second Bank of the USA that was established in 1816 met the same fate
twenty years later. In 1863, the USA finally adopted a single currency
through the National Banking Act, but a central bank was still
nowhere to be seen.!®

Given this situation, as mentioned earlier, the large New York banks
were compelled to perform the function of lender-of-last-resort to
guarantee systemic stability, but this had obvious limitations. Finally,
in 1913, the US Federal Reserve System came into being through the
Owen-Glass Act, which was prompted by the spectacular financial
panic of 1907. Until 1915, however, only 30 per cent of banks (with 50
per cent of all banking assets) were in the system and as late as 1929
65 per cent were still outside the system, although by this time they
accounted for only 20 per cent of total banking assets. This meant
that in 1929 the law “still left some sixteen thousand little banks be-
yond its jurisdiction. A few hundred of these failed almost every
year’.' Also, until the Great Depression, the Federal Reserve Board
was de facto controlled by Wall Street.'%

In table 3.3 below, we present a summary of the above descriptions of
the evolution of central banking in the NDCs. The first column
represents the year when various central banks were established; the
second indicates when they became proper central banks by gaining
note-issue monopoly and other legal endorsements. The table shows
that the majority of the 11 countries in the table nominally had central
banks by the late 1840s. However, it was not until the early twentieth
century that these banks became true central banks in the majority of
these countries. It was only in 1891, with the establishment of note-
issue monopoly for the Bank of Portugal, that the majority of the 11
central banks in the table gained such monopoly.
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Table 3.3
Development Central Banking in the NDCs

Year of Year when note-issue
establishment monopoly was gained

Sweden 1688 1904

UK 1694 1844

France 1800 1848

Netherlands 1814 After the 1860s

Spain 1829 1874,

Portugal 1847 1891

Belgium 1851 1851

Germany 1871 1905

ltaly 1893 1926

Switzerland 1907 1907 R

USA 1913 After 1929

I. Controlled by the bankers themselves until 1936.

2. Legally note-issue monopoly was established in 1887, but de facto monopoly was only achieved
in 1891 due to the resistance of other note-issuing banks. The bank is still wholly privately
owned and cannot intervene in the money market.

3. 65 per cent of the banks accounting for 20 per cent of banking assets were outside the Federal
Reserve System until 1929.

C. Securities regulation

In the current phase of financial globalization led by the USA, the stock
market has become the symbol of capitalism. When Communism was
overthrown, many transition economies rushed to establish stock
exchanges and sent promising young people abroad to train as stock-
brokers, even before they had founded other more basic institutions of
capitalism. Likewise, many developing country governments have tried
very hard to establish and promote their stock markets, and to open
them up to foreign investors, in the belief that this would allow them to
tap into a hitherto unavailable pool of financial resources.!”

Of course, many people, most famously John Maynard Keynes in
the 1930s, have argued that capitalism functions best when the stock
market plays a secondary role. Indeed, since the 1980s, there has been a
heated debate on the relative merits of the stock-market-led financial
systems of the Anglo-American countries, and the bank-led systems of
Japan and the Continental European countries.'® However, the ortho-
doxy remains that a well-functioning stock market is a key institution
necessary for economic development — a view that was recently boosted
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thanks to the stock-market-led boom in the US, although this boom is
fading fast due to the rapid slowing-down of the US economy.

Whatever importance one accords to the stock market and other
securities markets, establishing institutions that regulate them effec-
tively is unquestionably an important task. Given that stock markets
recently became an extra source of financial instability in developing
countries, especially when they were open to external flows, establish-
ing the institutions to regulate them well is now an urgent task. So how
did the NDCs manage the development of such institutions?

The early development of the securities market in Britain (established
in 1692) led to a similarly early emergence of securities regulation. The
first such attempt, made in 1697, limited the number of brokers through
licensing and capped their fees. In 1734, the Parliament passed Barnard’s
Act, which tried to limit the more speculative end of the securities mar-
ket by banning options, prohibiting parties from settling contracts by
paying price differentials and stipulating that stocks actually had to be
possessed if the contracts that had led to their sales were to be upheld
in a court of law. However, this law remained ineffective and was
finally repealed in 1860.'®

Subsequently, except for the 1867 Banking Companies (Shares) Act
forbidding the short-selling of bank shares — which in any case remained
ineffective — there were few attempts at securities regulation until 1939,
when the Prevention of Fraud (Investments) Act was legislated. The act
introduced a licensing system for individuals and companies dealing
with securities by the Board of Trade, which had the power to revoke,
or to refuse the renewal of, a licence if the party gave false or inad-
equate information in their application for it or when trading. The act
was strengthened over time, with the Board of Trade being granted the
power to establish rules concerning the amount of information that
dealers had to give in offers of sales (1944) and to appoint inspectors to
investigate the administration of unit trusts (1958).1%

It was only with the 1986 Financial Services Act that the UK introduced
a comprehensive system of securities regulation (brought into force on
29 April 1988). This act required the official listing of investments on the
stock exchange and the publication of particulars before any listing; it
also established criminal liability of those who gave false or misleading
information, and prohibited anyone from conducting investment business
unless authorized to do so.™

In the USA, organized securities markets dated from the 1770s. Early
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attempts at regulation were directed against insider trading. In 1789,
for example, Congress passed a bill banning treasury officials from
speculating in securities; in introducing such legislation it was ahead
of even the UK. Although the federal government made periodic threats
to introduce securities regulation, such regulation was left to the
individual states throughout the nineteenth century. However, not all
states had laws regulating securities transaction (the best example
being Pennsylvania, economically one of the most important states of
the time), and what laws did exist were weak in theory and even weaker
in enforcement.!'?

Fraud in securities transactions, especially misrepresentation of
information, was made a property fraud in the mid-nineteenth century,
but full information disclosure was not made mandatory until the
1933 Federal Securities Act. In the early twentieth century, 20 states
instituted ‘blue sky laws’, which required investment bankers to
register securities with state authorities before selling them, and which
penalized misrepresentation, but the laws were ineffective and there
were many loopholes. The first effective federal securities regulation
came with the 1933 Federal Securities Act, which gave the Federal Trade
Commission the authority to regulate security transactions ~ an
authority that was then transferred to the new Securities and Exchange
Commission in 1934.'%

D. Public finance institutions

Continuing fiscal crisis in many developing countries has been a great
obstacle to development since the 1970s at least. The IDPE believes that
the nature of the fiscal problem in these countries stems from their
profligacy, but in most cases there is a deeper problem, namely the
incapacity to tax.!"* This argument is also supported by the fact that
budgetary outlays in developing countries are proportionally much
smaller than in developed countries, whose governments are able to
spend — and tax — far more.

The ability to tax requires, at the deepest level, the ability to command
political legitimacy, both for the government itself and for the particular
taxes concerned. For example, the Community Charge (‘Poll Tax’) that
Margaret Thatcher tried to introduce in the UK failed because most Brit-
ish taxpayers thought it was an ‘unfair’ (and thus illegitimate) tax, rather
than because they thought they were being taxed at too high a rate, or
because they thought her government was illegitimate.
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However, ensuring the political legitimacy of a regime and of indi-
vidual taxes is not enough to increase tax collection capability. It also
requires the development of the requisite institutions, such as new taxes
and administrative mechanisms for better tax collection. How then did
the NDCs manage this process?

In the early days of their development, the NDCs suffered from very limited
fiscal capabilities; in this regard they probably suffered even more than
most developing countries suffer these days. Their power to tax was so
limited that tax farming was widely accepted as a cost-effective means of
raising government revenue in the seventeenth and eighteenth centuries.
Many contemporaries justified it as a way of saving administrative costs,
stabilizing revenue, and reducing corruption in tax collection; these were
probably not unreasonable arguments, given how poorly developed public
finance institutions were in these countries at the time.!’

Overall, in many NDCs government finance — particularly local gov-
ernment finance — was in a mess during most of the period in question. A
very telling example is that of the defaults by a number of US state gov-
ernments on British loans in 1842. After these defaults, British financiers
put pressure on the US federal government to assume the liabilities (which
reminds us of the events in Brazil following the default of the state of
Minas Gerais in 1999). When this pressure came to naught, The Times
poured scorn on the US federal government’s attempt to raise a new loan
later in the year by arguing that ‘[t]he people of the United States may be
fully persuaded that there is a certain class of securities to which no abun-
dance of money, however great, can give value; and that in this class their
own securities stand pre-eminent’.'¢

What especially exacerbated the problems in the public finance of the
time was the combination of frequent wars, which required substantial
extra public financing, and the inability to collect direct taxes, especially
income tax.!”” The absence of income tax (some countries had had prop-
erty tax and/or wealth tax from relatively early on) in part reflected the
political under-representation of the poorer classes, but also the limited
administrative capability of the bureaucracy. This restricted bureaucratic
capacity was indeed one reason why tariffs (the easiest taxes to collect),
were so important as a soutce of revenue in the NDCs in earlier times,
and also for many of today’s poorest developing countties.

Income tax was initially only used as an emergency tax intended for
war financing. Britain introduced graduated income tax in 1799 to
finance the war with France, but scrapped it with the end of the war in
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1816. Denmark used income tax for emergency finance during the 1789
Revolutionary War and the 1809 Napoleonic War. The USA introduced
a temporary income tax during the Civil War but repealed it soon after
the war ended in 1872.1%

In 1842 Britain became the first country to make income tax perma-
nent. However, the tax was widely opposed as an unequal and intru-
sive measure; John McCulloch, one of the most influential economists
of the time, argued that income taxes ‘require a constant interference
with, and inquiry into the affairs of individuals, so that, independent
of their inequality, they keep up a perpetual feeling of irritation’.'”® As
late as 1874, the abolition of income tax was a major plank of
Gladstone’s election platform, although he lost the election.'®

Denmark introduced a permanent progressive income tax in 1903. In
the USA, the income-tax law of 1894 was overturned as ‘unconstitutional’
by the Supreme Court. A subsequent bill was defeated in 1898, and the
Sixteenth Amendment allowing federal income tax was only adopted in
1913. However, the tax rate was only one per cent for taxable net income
above $3,000, rising to seven per cent on incomes above $500,000. In
Belgium, income tax was introduced in 1919, while in Portugal, it was
introduced in 1922, but abolished in 1928, and only reinstated in 1933.
Depite being known later for its willingness to impose high rates of
income tax, Sweden introduced it as late as 1932. In Spain; the first
attempt to introduce income tax by the Finance Minister Calvo Sotelo
in 1926 was thwarted by a campaign against it, ‘led by the aristocracy
of the banking world’.'®

3.2.6. Social welfare and labour institutions
A. Social welfare institutions

With the progress in liberalization and deregulation that can bring about
a large-scale economic dislocation, as well as the increasing frequency
of economic crises, there is a greater concern with providing livelihoods
for those worst affected by these processes in developing countries.
Even the IMF and the World Bank, which used to be against the intro-
duction into developing countries of what they regarded as ‘premature’
social welfare institutions (especially given their preoccupation with
budget deficits), are now talking about the need to provide a ‘safety
net’. So, while the standards demanded tend to be quite low, there is
now pressure on the developing countries to adopt some minimal



102 Kicking Away the Ladder

social welfare institutions — although this pressure is much weaker than
for most of the other items on the ‘good governance’ agenda.

Social welfare institutions are, however, much more than ‘safety nets’;
if carefully designed and implemented they can enhance efficiency and
productivity growth.? Cost-effective public provision of health and
education can bring about improvements in labour force quality that
can, in turn, raise efficiency and accelerate productivity growth. Social
welfare institutions reduce social tensions and enhance the legitimacy
of the political system, thus providing a more stable environment for
long-term investments. Inter-temporal smoothing of consumption
through devices like unemployment benefit can even contribute to damp-
ening the business cycle. And so on.

All these potential benefits of social welfare institutions have to be
set against their potential costs. First, there are the potentially corro-
sive effects of social welfare institutions on the work ethic and the sense
of self-worth felt by the recipients of benefits. Second, apparently tech-
nical issues can significantly determine the effectiveness and legitimacy
of these institutions. These include assessing whether benefit and con-
tribution levels are adequately set, whether the administration of the
system is seen as fair and efficient, and whether there is an effective
mechanism for checking frauds in the system. Third, trying to raise
more taxes in order to finance a social welfare programme in a context
where its political legitimacy is not firmly established may lead to ‘in-
vestment strikes’ by the rich — or even support for a violent reversal, as
in the case of Chile under Allende.

Whatever the exact benefits and costs of a particular social welfare

institution may be, the fact that all NDCs have developed a common set of
social welfare institutions over time (except for the persistent and disturbing
absence of comprehensive health care in the USA) suggests that there are
some common needs that have to be addressed across countries. However,
it is important to note that social welfare institutions tend to be established
at quite a late stage in most countries’ development.
Institutions that take some care of the weaker sections of a society have
always been necessary to guarantee social stability. Before industriali-
zation, this care was provided by extended families, local communities
and religious organizations. In the NDCs, with the weakening of these
institutions following industrialization and urbanization during the
nineteenth century, social tensions began to rise, as can be seen from
the constant fear of revolution that gripped many of these countries
during the century.
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However, before the 1870s, social welfare institutions in the NDCs
were very poor, with the English Poor Law-type legislation at their
core. The poor relief laws of the time stigmatized the recipients of
state help, with many countries depriving them of voting rights. For
example, Norway and Sweden introduced universal male suffrage in
1898 and 1918 respectively, but it was not until 1918 and 1921
respectively that those who had received state assistance were allowed
to vote.'?

As we can see in table 3.4 below, social welfare institutions in
NDCs only started to emerge in the late nineteenth century. Their
development was spurred on by the increasing political muscle-flexing
of the popular classes after the significant extension of suffrage
during this period (see section 3.2.1) and by union activism. There
was, however, no fundamental relationship between the extension
of suffrage and the extension of welfare institutions. While in
countries like New Zealand there is a clear link between the early
extension of suffrage and the development of welfare institutions,
in cases like that of Germany welfare institutions grew quickly under
relatively limited suffrage.

In fact, Germany was the pioneer in this area. It was the first to
introduce industrial accident insurance (1871), health insurance
(1883) and state pensions (1889), although France was the first
country to introduce unemployment insurance (1905)."** Germany’s
early welfare institutions were already very ‘modern’ in character
(having, for example, universal coverage), and they apparently
attracted great admiration from the French Left at the time. It is
important to note that under the leadership of Gustav Schmoller,
the scholars belonging to the German Historical School (see Chapter
1) formed the influential Verein fiir Sozialpolitik (Union for Social
Policy) and pushed strongly for the introduction of social welfare
legislation in Germany.'”

Social welfare institutions made impressive progress in the NDCs
during the fifty-year period between the last quarter of the nineteenth
century and the first quarter of the twentieth century. In 1875, none of
the 19 countries listed in table 3.4 had any of the four welfare institu-
tions covered in the table, with the exception of Germany, which had
introduced industrial accident insurance in 1871. However, by 1925, 16
countries had industrial accident insurance, 13 had health insurance, 12
had a pension system and 12 had unemployment insurance.



104 Kicking Away the Ladder

Table 3.4
Introduction of social welfare institutions in the NDCs

Industrial Health Pension Unemployment
Accident

Germany 1871 1883 1889 1927
Switzerland 1881 1911 1946 1924
Austria 1887 1888 1927 1920
Norway 1894 1909 1936 1906
Finland 1895 1963 1937 1917
UK 1897 1911 1908 1911

Ireland* 1897 1911 1908 1911

Italy 1898 1886 _ 1898 1919
Denmark 1898 1892 1891 1907
France 1898 1898 1895 1905
New Zealand 1900 1938 1898 1938
Spain 1900 1942 1919 na.

Sweden 1901 1891 1913 1934
Netherlands 1901 1929 1913 1916
Australia 1902 1945 1909 1945
Belgium 1903 1894 1900 1920
Canada 1930 1971 1927 1940
USA 1930 No | 1935, 1935,
Portugal 1962 1984 1984 1984

Sources: Pierson 1998, p. 104, table 4.1. The information on Spain is from Voltes 1979, Maza 1987
and Soto 1989. The information .on Portugal is from Wiener 1977 and Magone 1997.

Notes:

1. The countries are arranged in the order in which they introduced industrial accident insurance
(starting with Germany in [871). If it was introduced in the same year in more than one
country, we list the country that introduced health insurance earlier first.

2. The figures include schemes which were initially voluntary but state-aided, as well as those that
were compulsory.

* Ireland was a UK colony during the years mentioned.

+ Although some social welfare institutions were introduced in Portugal from the 1960s, they
remained very fragmented systems, consisting of partial regimes regulating the social insurance
of certain social groups until 1984.

B. Institutions regulating child labour

Child labour has generated particularly heated debate since the early
days of industrialization, as we shall soon see. More recently, however,
the debate has taken on a new international dimension. THere is now a
demand that developed countries should put pressure on developing
countries to eliminate child labour. Particularly controversial is the
proposal to reduce child labour by imposing trade sanctions through
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the WTO on countries that violate ‘international labour standards’,
including in particular those standards on child labour.!?

There is widespread concern that such sanctions will impose institu-
tional standards on developing countries that cannot afford them,
although exactly what is ‘affordable’ is difficult to establish. Some are
worried that such measures may be abused in the interests of ‘unfair’,
covert protectionism; others argue that, whether or not they are eco-
nomically viable, issues like child labour regulation should never be
internationally sanctioned. Some commentators point out that it is
unreasonable to expect a swift eradication of child labour in today’s
developing countries, when the NDCs took centuries to achieve it.

Child labour was widespread in the NDCs during the earlier days of
their industrialization. In the 1820s, it was reported that British chil-
dren were working between 12.5 and 16 hours per day. Between 1840
and 1846, children under 14 accounted for up to 20 per cent of the
factory workforce in Germany. In Sweden, children as young as five or
six years old could still be employed as late as 1837.17

In the USA, child labour was widespread in the eatly nineteenth cen-
tury: in the 1820s, about half of cotton textile workers were under 16.
At the time, it was very common for families to be hired as a complete
unit. For example, in 1813 a cotton manufacturer advertised in a New
York state provincial paper, the Utica Patriot, that ‘[a] few sober and
industrious families of at least five children, each over the age of eight
years are wanted at the Cotton Factory’.'® As late as 1900, the number
of children under 16 in the USA working full time (1.7 million)
exceeded the whole membership of the American Federation of Labour
(AFL), then the country’s main trade union.'”

In Britain, the first attempts to introduce institutions to regulate child
labour met with stiff resistance. In the debate surrounding the 1819
Cotton Factories Regulation Act, which banned the employment of
children under the age of nine and restricted children’s working hours,
some members of the House of Lords argued that ‘labour ought to be
free’ while others argued that children are not ‘free agents’. The earlier
laws (1802, 1819, 1825 and 1831) remained largely ineffective, partly
because Parliament would not vote to commit the money needed for its
implementation. For example, the 1819 Act had secured only two con-
victions by 1825.1%°

The first serious attempt to regulate child labour in Britain was the
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1833 Factory Act, but this only covered the cotton, wool, flax and silk
industries.’ This act banned the employment of children under nine; it
also limited the working day of children between nine and 13 to eight
hours and that for ‘young persons’ (those between 13 and 18) to 12 hours.
Children were not allowed to work during the night (between 8.30 pm
and 5.30 am). In 1844, another Factory Act reduced the working hours of
children under 13 to six and a half (or seven under special circumstances),
and made provisions for compulsory mealtimes. However, this was partly
countered by a lowering of the minimum working age from nine to eight.
The 1847 Factory Act (the “Ten Hours Act’) reduced the working day of
children aged between 13 and 18 to 10 hours.

From 1853 onward, a series of other industries were brought under
the acts, which all functioned simultaneously, with the 1867 Act the most
significant in this respect. The working hours of children
employed in the mines were, however, not brought under the Factory Act
until 1872. However, even in the 1878 Factory and Workshop Act, children
over the age of 10 were allowed to work up to 30 hours a week, while
conditions were even less stringent in non-textile factories.'

In Germany, Prussia introduced the first law on child labour in 1839.
This law forbade the ‘regular’ employment of children under nine and
of illiterate children under 16 in factories and mines. In 1853—4, when
factory inspection was instituted and the legal minimum age was raised
to 12, the law became enforced to some extent. However, it was only in
1878, when the law strengthened inspection, that child labour under 12
finally became illegal. In Saxony, child labour under 10 was outlawed
in 1861, and four years later the minimum working age for children
was raised to 12. France introduced child labour regulation in 1841,
and the following year Austria raised the working age at factories from
nine (a level which had been set in 1787) to 12.%%

A law was passed in Sweden in 1846 to ban labour by children under
12, while a law of 1881 restricted the working day for children to six
hours. However, these laws were widely violated until 1900, when a
special supervisory agency was established to enforce them; in the same
year the maximum number of working hours for children aged
between 13 and 18 were reduced to 10."*

In Denmark, the first regulation on child labour was introduced in
1873. This banned the employment of children under 10 in industry,
with the maximum working hours of the 10-14 and 14-18 age groups
set at six and a half and 12 respectively. In 1925, it was ruled that chil-
dren under the age of 14 who had not legally finished their schooling
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could not be employed; however, this law exempted work in agricul-
ture, forestry, fishing and sailing. The passing of this law was relatively
easy, as the Danish parliament was at the time dominated by agricul-
tural interest, who had no objections so long as the legislation didn’t
affect the agricultural sector.®

In Norway, the first legislation to regulate child labour was intro-
duced in 1892.'* This law forbade the employment of children below
the age of 12 in industrial establishments, while work by children
between 12 and 14 was heavily regulated, and the working day for
those between 14 and 18 was restricted to 10 hours. Night shifts by
those under 18 were banned, except in factories operating round
the clock.

In 1873, the Spanish government passed a law banning the employ-
ment of children under 10, but it ‘was ineffective. A new law, intro-
duced in 1900, limited the working day of children between 10 and 14
to six hours in industrial establishments and to eight hours in com-
mercial business. The first child labour regulations were introduced
in 1874 in Holland and 1877 in Switzerland.’”

In Belgium, the first attempt to regulate child labour was the 1878
law related to children employed in the mines. In 1909, children over
the age of 12 were restricted to working 12 hours a day and six days a
week. Employment of children below 12 was banned. In 1914, the mini-
mum age for child labour was raised to 14. In Italy, a law prohibiting
the employment of children under 12 was not introduced until 1902,
while in Portugal, regulations on the working hours of children (and
women) were only introduced in 1913.1%

In the USA, some states introduced regulation on child labour as
early as the 1840s — Massachusetts in 1842, New Hampshire in 1846
and Maine and Pennsylvania in 1848."° By the First World War, nearly
every state had introduced laws banning the employment of young
children and limiting the hours of older ones. In this transition, the
initiative taken by the National Child Labour Committee is said to
have been crucial. Unfortunately, the laws were still poorly enforced.
The Congress passed a federal child labour law in 1916, but two years
later the Supreme Court declared it unconstitutional. Another attempt
in 1919 met with the same fate. A federal legislation banning child
labour had to wait until 1938 and the introduction of the Fair Labour
Standard Act.'®

Table 3.5 provides a summary of the information presented above
regarding the evolution of child labour regulation in the NDCs during
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the nineteenth and early twentieth centuries. While the information con-
tained in the table is incomplete and the dating of events approximate, it
seems clear that not until the mid-1870s did even cosmetic legislation on
child labour exist in the majority of the 15 countries listed. Only in the
early twentieth century have we come to see even ‘reasonably serious’
child labour regulation prevailing in the NDCs.

Table 3.5
Introduction of child labour regulation in the NDCs

First Attempt at First ‘Serious’ Relatively
Regulation Regulation Comprehensive and
(mostly ineffective) Well-enforced
Regulation

Austria 1787 18422 ?

UK 1802 1833 1878

Prussia 1839 1853—4 1878

France 1841 ? ?

USA 1842%* 1904-14 1938

Sweden 1846 1881 1900

Saxony 1861 ? ?

Denmark 1873 1925 ?

Spain 1873 1900 ?

Holland 1874 ? ?

Switzerland 1877 ? ?

Belgium 1878 1909 1914

Norway 1892 ? ?

Italy 1902 ? ?

Portugal 1913 ? ?

Source: Text.

* When Massachusetts introduced its state regulation.

C. Institutions regulating adult working
hours and conditions

Institutions that regulate the working hours and conditions of adult
workers certainly do not attract as much comment as those regulating
child labour. However, the substantive issues involved in their
implementation are essentially the same as those to do with institutions
regulating child labour.

In most NDCs, long working hours were common throughout the
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nineteenth century. Prior to the 1844 Factory Act the normal working
day in the UK exceeded 12 hours. In the USA, until as late as the 1890s,
only a small number of enlightened employers were willing to go below
the customary 10-hour working day. Many recent immigrant workers
worked for up to 16 hours a day throughout the nineteenth century.'*
In Germany, the average working week was 75 hours between 1850 and
1870, 66 hours in 1890 and 54 in 1914, while the working day for bakers
in Norway during the 1870s and the 1880s was often as long as 16
hours. Sweden’s average working day was 11~12 hours until the 1880s,
and until the 1900s could be as long as 17 hours in certain occupations,
. especially baking. Morch estimates that in 1880 the Danish working
week was about 70 hours spread over a six-and-a-half-day week.'#?
Despite these extremely long hours, legislation regulating the working
hours of adults did not come into-existence until the mid-nineteenth
century (recall that some attempts to regulate child labour had been in
place since the late eighteenth and early nineteenth centuries in some
countries). One of the eatliest to control adult working hours was the
1844 Factory Act in Britain. This act, among other things, restricted the
working hours of women over 18 to 12 hours and banned them from
night work."® Although not legally stipulated, the socially-acceptable
working hours of adult male workers was also reduced to 12 after this
act was introduced. The 1847 Factory Act, which came into force the
following year, restricted the working day for women and children to
10 hours. However, various legal loopholes were exploited by many
employers to minimise the impact of such legislation. For example, many
employers did not allow mealtimes during the working day — between
9am and 7pm.™
In the USA, restrictions on working hours were first introduced at
the state level. Massachusetts introduced pioneer legislation in 1874,
which limited the working days of women and children to 10 hours.**
It was not until the 1890s that such legislation became common across
the US. Around the turn of the century, some states also restricted the
length of the working day in special industries (like railways and mining),
where fatigue led to major accidents. However, before 1900 “the collective
impact of such legislation was not impressive’, especially because many
conservative judges tried to limit its application. In 1905, for example,
the US Supreme Court declared in the famous Lochner vs. New York
case that a 10-hour act for bakers, which was introduced by the New
York state, was unconstitutional because it ‘deprived the baker of the
liberty of working as long as he wished’. As late as 1908, an Oregon law
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limiting women laundry workers to 10 hours’ work a day was contested
in the Supreme Court, although in this case the Court upheld the law.
It was only around 1910 that most US states ‘modified the common-
law tradition that a worker accepted the risk of accident as a condition
of employment and was not entitled to compensation if injured unless
it could be proved that the employer had been negligent’.* However, at
the time safety laws were still very poorly enforced, and federal indus-
trial accident insurance was not established until 1930 (see table 3.4).

The information on other NDCs is more fragmentary, but it seems
reasonable to say that even minimal regulations on adult working hours
and conditions did not come about in many NDCs until the late nine-
teenth, or even the early twentieth, century.

As early as 1848, France had a law limiting female working hours to 11
a day, yet the French elite was still strongly opposed to any regulation of
the work of adult males in the early twentieth century. None of the
Scandinavian countries had laws regulating hours of adult female labour
before the start of the First World War. In Italy, the female wotking day
was restricted to 11 hours in 1902, although a compulsory weekly rest
day was not introduced until 1907. In Spain, it was not until 1904 that the
rest day (Sunday) was established, while Belgium also only introduced
the rest day in industrial and commercial enterprises in 1905.*

It was only well into the twentieth century that we begin to witness
‘modern’ regulations on working hours. In Spain, an eight-hour working
day was introduced in 1902 - relatively early given its level of development
— at regional levels, but this was not widely established until 1919. In
Sweden, a 48-hour working week was introduced in 1920. Denmark
also made the eight-hour working day compulsory in 1920, but
agriculture and the maritime industry, which together employed about
one third of the labour force, was exempt from the law. Belgium
introduced a 48-hour working week in 1921 and a 40-hour week in
1936. It was only with the Fair Labour Standards Act in 1938 that the
maximum working week of 40 hours was implemented in the USA.*8

3.3. Institutional development in
developing countries then and now

Given our discussion in this chapter, what can be said about institu-
tional development among now-developed countries (NDCs) in the past?
I realize that a generalization in this context is hazardous given the
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paucity of historical records (especially for the smaller countries) and
the differences across countries. Nevertheless, such a generalization is
necessary for the purpose of the present book, and I will attempt to
address the question in this section.

I do this by first providing snapshot pictures for three different stages
of development in the NDCs (section 3.3.1). I look at: (i) 1820, for the
early days of industrialization even in the most advanced NDCs; (ii)
1875, for the height of industrialization in the more advanced NDCs
and the beginning of industrialization in the less developed NDCs; and
(iii) 1913, for the beginning of industrial maturity in the more devel-
oped NDCs and the height of industrialization in the less developed
NDCs. In the following section, I point out that the process of institu-
tional development in the NDCs has been slow and uneven (section
3.3.2). I then compate levels of institutional development in the NDCs
in earlier times with those that are found in today’s developing coun-
tries (section 3.3.3). I conclude that contemporary developing countries
actually have much higher levels of institutional development than the
NDCs did at comparable stages of development.

3.3.1. A bird’s-eye view of historical
institutional development in NDCs

A. 1820 ~ Early industrialization

In 1820, none of the NDCs even had universal male suffrage. When, if
at all, the vote was extended, it was only to men with substantial prop-
erty — and often to only those over 30. In all these countries, nepotism,
spoils, sinecures and sales of office were common in bureaucratic
appointments. Public office was often formally treated as private prop-
erty, and in most countries salaried professional bureaucracy in the
modern sense did not exist (Prussia and some other German states
being notable exceptions).

Existing property rights had to be routinely violated to make room
for new property rights, particularly in new countries like the USA.
Only a handful of countries had patent laws (the UK, USA, France and
Austria) and the quality of these laws was still very low, with virtually
no checks on the originality of the inventions for which patents were
sought. The emergence of something even approximating the ‘modern’
patent law had to wait another decade and a half, until the 1836 revision
of the US patent law.
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Limited liability, a key institutional condition for the development
of the modern corporation, was not a generalized institution in any
country, and was therefore a privilege rather than a right. Even those
countries with the then most developed corporate financial systems did
not have regulations demanding external audits or full information dis-
closure in place. Bankruptcy laws, if they existed at all, were highly
deficient, covering only a limited class of business; moreover, they were
restricted in their ability to ‘socialise risk’ by ‘wiping the slate clean’ for
the bankrupts. Competition law was all but non-existent, a limited and
poorly-enforced example being Article 419 in the French Penal Code
legislated in 1810.

Banks were still for the most part a novelty, except perhaps in parts of
Italy (Venice and Genoa, among others), the UK and to a lesser extent the
USA; however, none of the countries had a proper central bank with
monopoly over note issue and a formal lender-of-last-resort function.
Securities market regulation existed in few countries, but was highly
inadequate and rarely enforced. No country had income tax except as an
‘emergency’ measure during wars (e.g., Britain for the period 1799-1816,
Denmark during the Napoleonic Wars).

In addition, none of the NDCs had social welfare institutions or
labour regulations on working hours, child labour, or health and safety
at work. The only exceptions were one or two minimal and ineffective
laws regulating child labour in a few textile industries in the UK (the
1802 law and the 1819 law), and the restriction of the legal working age
to nine and above in Austria, in a law introduced in 1787.

B. 1875 = Industrialization in full swing

By 1875, with the progress of industrialization, the NDCs experienced
considerable institutional development, but the quality of their institu-
tions was still well below what we expect from the developing coun-
tries of today at comparable levels of development (see section 3.3.3 for
this comparison).

None of these countries had universal suffrage, although a few —
such as France, Denmark and the USA — did, theoretically at least,
achieve universal male suffrage; however, although it was subsequently
reversed in the USA. Even in these countries, however, some basic
institutions of democracy, for example secret balloting, were missing
and electoral fraud was widespread. Bureaucracies had only just begun
to adopt key modern features like meritocratic recruitment and
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disciplinary measures, but even then only in a few pioneer countries
such as Prussia and Britain (but not, for example, in the USA), while
the spoils system was still widely used in many countries.

Most NDCs may have instituted patent laws by this time (Switzerland
and the Netherlands being the notable exceptions), but the quality of
this legislation was poor. Protection of foreigners’ intellectual property
rights was particularly bad, partly because there was no international
intellectual property rights system in place. For example, despite being
a strong defender of an international patent system, the USA still did
not recognize foreigners’ copyrights, and many German firms were still
busy producing counterfeit English goods.

Generalized limited liability may have come into bemg in a number
of countries by this time (Sweden, Britain, Portugal, France and Belgium),
but even these countries did not have regulations regarding the auditing
and information disclosure procedures of limited liability companies.
It had been barely three decades since the UK had established a relatively
‘modern’ bankruptcy law, thereby allowing some chance of a ‘fresh
start’ to bankrupts (1849), and the USA still did not have a federal
bankruptcy law. Competition laws were still non-existent, despite the
rapid rise of large firms and trust activities (by this time, Article 419 of
the French Penal Code of 1810 had fallen into disuse).

Banks were still new institutions in many NDCs, a number of which
— notably Italy, Switzerland and the USA - still did not have a central
bank. Even in countries which did nominally have central banks (e.g.,
Portugal, Sweden and Germany), their effectiveness was often highly
limited because they did not have monopoly over note issue. Banking
regulation was still a rarity, and there existed widespread ‘cronyistic’
lending and frequent bank failures. Even the UK, the country with the
most developed securities market, did not have proper securities regu-
lation, with the result that insider trading and price manipulation
abounded in securities markets. A permanent income tax, first intro-
duced in Britdin in 1842, was still a novelty.

During this period, none of the NDCs had modern social welfare
schemes, the only exception being the industrial accident insurance
introduced in Germany in 1871. Institutions regulating child labour
existed in a number of countries, such as the UK, Prussia and Sweden,
but were usually very poorly enforced. In many countries, the
employment of relatively young children, those between the ages of
nine and 12, was still permitted. Other countries, for example Belgium,
Italy and Norway, had no regulation whatsoever on child labour at
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this time. There was still no limit imposed on adult male working
hours in any of the NDCs, although some countries passed legislation
restricting female working hours; even then these were set at a relatively
high 10-12 hours per day. Workplace safety laws, if they existed, were
virtually unenforced.

C. 1913 = The beginning of industrial
maturity

Even as late as 1913, when the richest of the NDCs reached the level
of the richer of today’s developing countries (Brazil, Thailand, Turkey,
Mexico, Colombia), from whom ‘world standard’ institutions are
expected, the then-developing NDCs had low-quality institutions by
these standards.

Universal suffrage was still a novelty — it existed only in Norway and
New Zealand — and even a genuine male universal suffrage in the sense
of ‘one man one vote’ was not common. For example, the USA and
Australia had racial qualifications, while the Germans had different
numbers of votes according to property, education and age. Secret ballots
had only just been introduced in France (1913); Germany still did not
have them at all. Bureaucratic modernization had progressed quite
significantly, especially in Germany, but a spoils system was still
widespread in many countries (in particular the USA and Spain);
meanwhile, bureaucratic professionalism was only just emerging even
in countries like the USA — it had been barely three decades since even a
minimal degree of competitive recruitment was introduced in the US
federal bureaucracy in 1883.

Even in the UK and the USA, corporate governance institutions fell
miserably short of modern standards. The UK had introduced compul-
sory auditing for limited liability companies just over a decade earlier
(1900), but due to a loophole in legislation, the balance sheets compa-
nies provided did not have to be up-to-date. In both countries, full
disclosure to investors on public stock offering was still not compul-
sory. Competition law was non-existent: although it had been addressed
in the USA in the 1890 Sherman Act, it was not until the 1914 Clayton
Act that the country had an antitrust law worthy of the name. Europe
had to wait for another decade before it got its first competition law, in
the shape of Germany’s cartel law of 1923.

Banking continued to be underdeveloped — branch banking, for in-
stance, was still not permitted in the USA. Banking regulation was still
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patchy in most countries. Central banks were becoming a common
institution, but their quality was still far behind what we would expect
these days. In the USA, for example, central banking had barely been
born (1913) and covered only 30 per cent of the banks in the country.
The Italian central bank was still fighting for monopoly over note
issue. Insider trading and stock price manipulation was still not properly
regulated. Neither the UK nor the USA, the two countries then with the
most-developed securities markets, had securities regulation (they had to
wait until 1939 and 1933 respectively). Income tax was still a novelty. The
USA introduced it only in 1913 after two decades of political fights and
legal wrangling, while Sweden, despite its extensive use of income tax in
subsequent periods, still did not have one at all by this point.

Possibly the only area where the NDCs did well, compared to the
currently developing countries at similar levels of development, was
that of social welfare institutions, which saw quite impressive growth
from the 1880s onward. By 1913, most NDCs (with the exception of
Canada, the USA and Portugal) had ~ albeit highly incomplete —
industrial accident insurance, health insurance {except the Netherlands,
New Zealand, Spain, Finland, Australia and Portugal) and state pensions
(with the exception of Norway, Finland, Switzerland, Spain and
Portugal). Unemployment insurance was, however, still a novelty: it
was first introduced in France in 1905, and in Ireland, UK, Denmark,
and Norway by 1913. However, countties such as Norway and Sweden
still disenfranchised the recipients of social welfare.

Much labour legislation regarding working hours, workplace safety,
female labour and child labour had also been introduced by this time,
but the standards were rather low, the coverage limited and enforce-
ment poor. For example, in the USA, even a 10-hour limit to the work-
ing day was fiercely resisted by employers and conservative judges, and
it would be another quarter century before child labour was banned at
the federal level (1938). No country had attained even a 48-hour work-
ing week (let alone a 40-hour week) by this time.

3.3.2. The long and winding road to
institutional development

The first thing that emerges from the detailed discussion in section 3.2,
and the overview provided by section 3.3.1, is that it took the NDCs
decades, if not centuries, to develop institutions from the time when
the need for them began to be perceived. It should be also pointed out
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that the NDCs frequently experienced reversals in this process. Let us
provide some examples to illustrate this point.

Democracy took long time to develop. Just to give a couple of exam-
ples, it took France and Switzerland almost 100 years (1848 to 1946 and
1879 to 1971, respectively) to move from universal male suffrage to
universal suffrage. The need for a modern professional bureaucracy
was widely perceived at early as the eighteenth century, but in many
NDCs it was not until the early nineteenth century that such bureauc-
racy was actually instituted. The value of limited liability institutions
had already been recognized by the end of the sixteenth century, when
royal charters permitting limited liability were granted to big, risky
ventures (e.g., the British East India Company); however, it did not
come into general use until the mid-nineteenth century even in the most
advanced countries. The need for central banking was acknowledged in
some circles from as early as the seventeenth century, but the first ‘real’
central bank, the Bank of England, was not instituted until 1844. The
USA felt the need for at least some degree of central banking from the
very early days of its existence, as can be seen in the establishment of
the (short-lived) First Bank of the USA in 1791, but it was only in 1913
that the Federal Reserve System was put in place, and even then its
coverage was still highly limited.

The diffusion of new institutions from innovating countries to the
rest of the NDCs also took a considerable time. Table 3.6 charts, when-
ever possible, where and when different institutions first emerged, when
they were adopted by the majority of the NDCs and at what point they
were accepted by all the NDCs. The table shows that, even when we
exclude the exceptional case of the ‘pre-modern’ patent law, it took
anything from 20 years, in the cases of state pension and unemploy-
ment insurance, to 150 years (for example, modern central banking)
between an institutional innovation and its adoption by the majority of
the NDCs. The table also shows that when it comes to the time period
between an institutional innovation and its adoption as an ‘interna-
tional standard’ among the NDCs (i.e., with the vast majority of coun-
tries espousing it), we are not even talking in decades but in generations.
The reasons for this slow pace of institutional development in the NDCs
were diverse.

First of all, especially in the earlier stages of development, many in-
stitutions did not get adopted or remained ineffective when adopted,
because they were ‘unaffordable’. The absence of social welfare and
labour regulations are the most obvious examples in this regard, but
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many institutions of corporate governance and finance also remained
ineffective in earlier times because there were not enough resources for
their management and enforcement.

Second, in many cases institutions were not accepted, even when they
had become ‘affordable’, because of the resistance from those who would
(at least in the short run) lose out from the introduction of such insti-
tutions. The resistance to democracy, labour regulation, or income tax
by the propertied classes are probably the best examples in this regard.

Third, institutions were sometimes not adopted because the eco-
nomic logic behind them had not been properly understood by their
- contemporaries. Resistance to limited liability or central banking, even
by those who would have benefited from such institutions, are good
examples of this.

Fourth, there were also institutions that were not adopted because
of certain ‘epochal prejudices’, even when they had become obviously
‘affordable’ and the logic behind them had been understood. The late
introduction of professional bureaucracy in the USA due to the
Jacksonian prejudice against professionalism, or the late introduction
of female suffrage in Switzerland are probably the best examples.

Fifth, institutional development was sometimes delayed because of the
interdependence between certain institutions, so it was necessary for
related institutions to develop simultaneously. For example, without the
development of public finance institutions to collect taxes, it was diffi-
cult to pay properly for a modern professional bureaucracy, but without
a developed tax bureaucracy it was difficult to develop public finance
institutions. It is no coincidence that the development of modern
bureaucracy went hand in hand with the development of the fiscal capac-
ity of the state.

More detailed historical knowledge is required to explain why a par-
ticular institution was not adopted in a particular country at a particu-
lar time; unfortunately, there is no space in this book to engage in such
discussion. However, what seems clear from our analysis here is that
institutions have typically taken decades, if not generations, to develop.
In this context, the currently popular demand that developing coun-
tries should adopt ‘world standard’ institutions right away, or at least
within the next 5 to 10 years, or face punishments for not doing so,
seems to be at odds with the historical experiences of the NDCs that
are making these very demands.
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3.3.3. Comparisons with currently
developing countries

We have seen that institutional development in the NDCs in the past
was a long and winding process. What is even more pertinent here is
the fact that, in general, the NDCs were institutionally much less
advanced in those times than the currently developing countries are at
similar stages of development.

To make this point, we first need to compare the levels of develop-
ment of the then-developing NDCs with today’s developing countries.
In table 3.7, we compare the per capita incomes of the NDCs during the
nineteenth and early twentieth centuries (in 1990 international dollars)
with the 1992 incomes of today’s developing countries. Obviously, this
is only a very rough-and-ready comparison, given that there are well-
known problems with using income figures to measure a country’s level
of development, especially when it involves using historical statistics
over two centuries. However, the table does give us a rough idea as to
where the NDCs were when they were developing, in relation to those
of today’s developing countries.

The comparison shows that, in the 1820s, most of the NDCs were,
broadly speaking, at a level of development somewhere between
Bangladesh ($720 per capita income) and Egypt ($1,927 per capita
income) of today — such a group includes countries like Burma
(Myanmar), Ghana, Céte d’Ivoire, Kenya, Nigeria, India and Pakistan.
By 1875, most NDCs had moved beyond the Nigeria—India level of
income, but even the richest ones (the UK, New Zealand and Australia)
were at the level of today’s China ($3,098) or Peru ($3,232). The rest,
including the USA, Germany and France, were between today’s Pakistan
($1,642) and Indonesia ($2,749). By 1913, the wealthiest NDCs (the
UK, the USA, Australia and New Zealand) had reached the level of the
richer of today’s developing countries (for example, Brazil, Mexico,
Colombia and Thailand). However, the majority, from Finland to
France and Austria, were still at the level of today’s middle-income
developing countries (such as the Philippines, Morocco, Indonesia,
China and Peru).

When we match these income comparisons with the three historical
snapshots of the NDCs provided above (section 3.3.1), we can see at
once that NDCs in earlier times had relatively low levels of institu-
tional development compared to the countries that are at comparable
levels of development today. For example, the UK in 1820 was at a
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somewhat higher level of development than India today, but it did not
have many of even the most ‘basic’ institutions that exist in India, such
as universal suffrage (the UK did not at that point even have universal
male suffrage), a central bank, income tax, generalized limited liability,
a ‘modern’ bankruptcy law, a professional bureaucracy or meaningful
securities regulations. Except for a couple of minimal and hardly-
enforced regulations on child labour in a few industries, the UK in 1820
did not possess even minimal labour regulations.

Similarly, in 1875, Italy was at a level of development comparable

to Pakistan today. However, it did not have universal male suffrage, a

_professional bureaucracy, even a remotely independent and
professional judiciary, a central bank with a note issue monopoly or
competition law — institutions that Pakistan has had for decades.
(Democracy is an obvious exception, but despite frequent suspension
of electoral politics, suffrage in Pakistan, when allowed, has remained
universal.)

To give another example, the USA in 1913 was at a level of develop-
ment similar to that of Mexico today, yet its level of institutional devel-
opment was well behind: women were still formally disenfranchised, as
de facto were blacks and other ethnic minorities in many parts of the
country. It had been just over a decade since a federal bankruptcy law
had appeared (1898) and barely two decades since the country- recog-
nized foreigners’ copyrights in 1891. At this stage, moreover, the USA
still had a highly-incomplete central banking system, while income tax
had only just come into being {1913), and the establishment of a mean-
ingful competition law had to wait until the Clayton Act of 1914. There
was also no federal regulation on federal securities trading or on child
labour, and what little state legislation existed in these areas was of
low quality and very poorly enforced.

From these examples we can conclude that, in the early days of their
economic development, the NDCs were operating with much less de-
veloped institutional structures than those which exist in today’s devel-
oping countties at comparable levels of development. Needless to say
the level of institutional development in the NDCs fell well short of the
even higher ‘global standards’ to which today’s developing countries
are being told to conform.
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Chapter 4

Lessons for the Present

4.1. Introduction

The discussion so far shows how the policies and institutions used by
now-developed countries in the early stages of their development differ
significantly from those that have commonly assumed to have been
used by them, and even more from the guidelines recommended to, or
rather more frequently demanded of, today’s developing countries.

In the next two sections of this chapter, I summarize the principal
conclusions of chapters 2 and 3, and discuss whether we can really
conclude that the current push for ‘good policies’ and ‘good govern-
ance’ by the developed countries amounts in fact to ‘kicking away the
ladder’. Section 4.4 then considers some possible objections to my ar-
gument, while the final section draws some conclusions, and suggests
new directions of research that have emerged from the present study.

4.2 Rethinking Economic Policies for
Development

In Chapter 2, I looked at the policies that had been used by the now-
developed countries (NDCs) during their development, from fourteenth-
century England down to the East Asian NICs in the late twentieth
centuty.

My discussion confirms to a remarkable extent the observation made
by List 150 years ago — a time when many would have laughed at the
suggestion that, within two generations, Germany would be economi-
cally challenging Britain or that the USA would become the world’s
leading industrial power. A consistent pattern emerges, in which all the
catching-up economies use activist industrial, trade and technology (ITT)
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policies — but not simply tariff protection, as I have repeatedly pointed
out — to promote economic development, as had been the case since
before List’s time. The policy tools involved in such promotional
efforts may have become more varied, complex and effective since List’s
time, but the general pattern has remained remarkably true to type.

Whatever the exact policy method used, there seems to be a number
of common principles that run through the lengthy series of successful
development strategists starting from Edward III in the fourteenth
century, through to Robert Walpole, Frederick the Great and Alexander
Hamilton in the eighteenth century, to the nineteenth century US,
German, or Swedish policy-makers, right down to their twentieth century
East Asian or French counterparts. '

As has been repeatedly observed over the last few centuries, the com-
mon problem faced by all catch-up economies is that the shift to higher-
value-added activities, which constitutes the key to the process of
economic development, does not happen ‘naturally’.! This is because,
for a variety of reasons, thete exist discrepancies between social and
individual returns to investments in the high-value-added activities, or
infant industries, in the catch-up economies.?

Given such discrepancies, it becomes necessary to establish some
mechanisms to socialize the risk involved in such investments. Contrary
to the popular view, this does not have to involve direct policy
intervention such as tariff protection or subsidies, but could be done
by establishing institutions which can socialize the risk involved in such
projects (more on this later — see section 4.3). However, the institutional
solution has significant limitations. First of all, institutions are by nature
embodiments of general rules, and therefore may not be effective in
addressing problems related to particular industries. Second, establishing
new institutions can take a long time, as we argued in Chapter 3, and
this is therefore likely to limit the ability of countries to respond quickly
to new challenges. As a result, a more focused and quick-footed policy
intervention may in many cases be preferable to institutional solutions.

However, the fact that direct state intervention, especially in the form
of ITT policies, is often necessary for socializing the risks involved in
the development of infant industries, does not mean that there is only
one way of doing it — that is to say, by means of tariff protection.’ As
my discussion in Chapter 2 shows, there were many different policy
tools used for the purpose across different countries, as a result of the
differences in their relative technological backwardness, international
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conditions, human resource availability and so on. Needless to say,
even within the same country the focus of promotion can — indeed has
to — evolve over time with changing domestic and international condi-
tions. Typically, the successful countries have been those that were able
skilfully to adapt their policy focus to changing conditions.

Of course, the fact that the use of activist ITT policies is necessary
does not imply that all countries that use such policies are guaranteed
economic success. As we know from the experiences of a range of
developing countries during the postwar period, the success of these
policies is critically determined one the one hand by the detailed forms
of these policies, and on the other by the ability and the willingness of
the state to implement these policies.*

The picture that emerges from our historical survey seems clear enough.
In trying to catch-up with the frontier economies, the NDCs used inter-
ventionist industrial, trade and technology policies in order to promote
their infant industries. The forms and emphases of these policies may
have been varied according to different countries, but there is no deny-
ing that they actively used such policies. In relative terms (that is, tak-
ing into account the productivity gap with the more advanced countries),
many of them actually protected their industries far more strongly than
the currently developing countries have done.

If this is the case, the currently recommended package of ‘good
policies’, which emphasizes the benefits of free trade and other laissez-
faire ITT policies, seems at odds with historical experience. With one
or two exceptions (e.g., the Netherlands and Switzerland), the NDCs
did not succeed on the basis of such a policy package. The policies
they had used in order to get where they are now — that is, activist
ITT policies — are precisely those that the NDCs say the developing
countries should not use because of their negative effects on economic
development.

So are the developed countries, and the international development
policy establishment (IDPE) that they control, recommending policies
that they find beneficial for themselves, rather than those beneficial for
the developing countries? Is there any parallel between this and the
nineteenth-century British push for free trade against the protectionist
policies of the USA and other NDCs which were trying to catch up with
it? Is it fair to say that the WTO agreement that puts restrictions on the
ability of the developing countries to pursue activist ITT policies is only
a modern, multilateral version of the ‘unequal treaties’ that Britain and
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other NDCs used to impose on semi-independent countries? In other
words; are the developed countries ‘kicking away the ladder’ by which
they climbed up to the top beyond the reach of the developing countries?
The answer to all these questions, unfortunately, is yes.

The only possible way for the developed countries to counter the
accusation that they are ‘kicking away the ladder’ would be to argue
that the activist ITT policies which they had previously pursued used
to be beneficial for economic development but are not so any more,
because ‘times have changed’. In other words, it may be argued, the
‘good policies’ of yesterday may not be ‘good policies’ of today.

Apart from the paucity of convincing reasons as to why this may be
the case,® the poor growth records of the developing countries over the
last two decades suggest that this line of defence is simply untenable.
During this period, most developing countries have gone through ‘policy
reforms’ and implemented ‘good’ — or at least ‘better’ — policies, which
were supposed to promote growth. Put simply, the result has been very
disappointing.

The plain fact is that the Neo-Liberal ‘policy reforms’ have not been
able to deliver their central promise ~ namely, economic growth. When
they were implemented, we were told that, while these ‘reforms’ might
increase inequality in the short term and possibly in the long run as
well, they would generate faster growth and eventually lift everyone up
more effectively than the interventionist policies of the early postwar
years had done. The records of the last two decades show that only the
negative part of this prediction has been met. Income inequality did
increase as predicted, but the acceleration in growth that had been prom-
ised never arrived. In fact, growth has markedly decelerated during the
last two decades; especially in the developing countries, when compared
to the 1960-1980 period when ‘bad’ policies prevailed.

According to the data provided by Weisbrot et al. in the 116 (devel-
oped and developing) countries for which they had data, GDP per capita
grew at the rate of 3.1 per cent p.a. between 1960 and 1980, while it
grew at the rate of only 1.4 per cent p.a. between 1980 and 2000. In only
15 of the 116 countries in the sample — 13 of the 88 developing coun-
tries® — did the growth rate rise by more than 0.1 percentage points
p-a. between these two periods.”

More specifically, according to Weisbrot et al., GDP per capita grew
at 2.8 per cent p.a. in Latin American countries during the period
19601980, whereas it was stagnant between 1980 and 1998, growing at
0.3 per cent p.a. GDP per capita fell in Sub-Saharan Africa by 15 per cent
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(or grew at the rate of -0.8 per cent p.a.) between 1980 and 1998, whereas
it had risen by 36 per cent between the period 1960-1980 (or at the rate of
1.6 per cent p.a.). The records in the former Communist economies (the
‘transition economies’) — except China and Vietnam, which did not fol-
low Neo-Liberal recommendations — are even more dismal. Stiglitz points
out that, of the 19 transition economies of Eastern-Europe and the former
Soviet Union,? only Poland’s 1997 GDP exceeded that of 1989, the year
when the transition began. Of the remaining 18 countries, GDP per capita
in 1997 was less than 40 per cent that of 1989 in four countries (Georgia,
Azerbaijan, Moldova and Ukraine). In only five of them was GDP per
capita in 1997 more than 80 per cent of the 1989 level (Romania, Uzbekistan,
Czech Republic, Hungary and Slovakia).

So we have an apparent ‘paradox’ here — at least if you are a Neo-
Liberal economist. All countries, but especially developing countties,
grew much faster when they used ‘bad’ policies during the 1960-1980
period than when they used ‘good’ ones during the following two decades.
The obvious answer to this paradox is to accept that the supposedly
‘good’ policies are in fact not beneficial for the developing countries,
but rather that the ‘bad’ policies are actually likely to do them good if
effectively implemented.

Now, the interesting thing is that these ‘bad’ policies are basically
those that the NDCs had pursued when they were developing countries
themselves. Given this, we can only conclude that, in recommending
the allegedly ‘good’ policies, the NDCs are in effect ‘kicking away the
ladder’ by which they have climbed to the top.

4.3 Rethinking Institutional Development

The process of institutional development, and the role that it plays in
overall economic development, is still 2 poorly understood subject. While
we need further research on the role of institutions in economic devel-
opment in order to arrive at more definite conclusions — something
beyond the scope of this book — the following points emerge from our
discussion in Chapter 3.

Most of the institutions that are currently recommended to the
developing countries as parts of the ‘good governance’ package were
in fact the results, rather than the causes, of economic development
of the NDCs. In this sense, it is not clear how many of them are
indeed ‘necessary’ for today’s developing countries — are they so
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necessary that, according to the view of the IDPE, they have to be
imposed on these countries through strong bilateral and multilateral
external pressures?

Moreover, even when we agree that certain institutions are ‘good’ or
even ‘necessary’, we have to be careful in specifying their exact shapes.
In Chapter 3, 1 have shown that for just about every institution, there is
a debate on what exact form it should take. What type of bureaucracy
is good for development? How strongly should property rights regimes
protect existing property rights? How debtor-friendly should a bank-
ruptcy law be? How independent should the central bank be? The ques-
tions could go on. Deciding exactly which variety of which institution
is necessary for which type of country is beyond the scope of this book.
However, I hope my discussion in Chapter 3 has shown that the cur-
rently dominant view that there is only one set of ‘best practice’ institu-
tions (which usually mean Anglo—American institutions) which everyone
has to adopt is highly problematic.

However, arguing that many of the institutions currently recommended
by the ‘good governance’ discourse may not be necessary or even ben-
eficial for the currently developing countries should not be interpreted
as saying that institutions do not matter, or that developing countries
do not need improvements to their institutions. On the contrary,
improvements to the quality of institutions seem historically to have
been associated with better growth performance, an observation that
we can easily support with historical and contemporary evidence.

As we can see from table 4.1, annual per capita income growth
rates among the 11 NDCs for which data are available during the
182075 period ranged between 0.6 per cent (Italy) and 2 per cent
(Australia), with the unweighted average and the median values both
at 1.1 per cent. The table also shows that, between 1875 and 1913, per
capita income growth rates ranged between 0.6 per cent (Australia)
and 2.4 per cent (Canada), with the unweighted average at 1.7 per cent
and the median at 1.4 per cent. Given that the NDCs had seen a
significant development in their institutions since the mid-nineteenth
century (see section 3.3.1 of Chapter 3), it is very plausible that at
least a part of this growth acceleration was due to the improvements
in the quality of their institutions.

The vastly superior economic performance of the NDCs during the
so-called ‘Golden Age of Capitalism’ (1950-1973), when compared to
that of the periods before and after, also highlights the importance of
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institutions in generating economic growth and stability. During the
Golden Age, the NDCs typically grew at 3—4 per cent p.a. in per capita
terms, in contrast to the 1-2 per cent rate that had prevailed before it
(see table 4.1) and also in contrast to the 2-2.5 per cent rate that has
been typical since its end (see table 4.3 — more on this later). According
to the estimate by Maddison (1989), per capita income in the 16 largest
NDCs grew at 3.8 per cent p.a. during this period, with countries like
Japan (eight per cent), Germany, Austria (both at 4.9 per cent) and
Italy (4.8 per cent), notching up previously unimaginable growth rates.’
Most commentators attribute the Golden Age in the NDCs to the
introduction of better institutions following Second World War, such
as activist (Keynesian) budgetary institutions, fully-fledged welfare
states, stricter financial market regulations, corporatist wage-bargain-
ing institutions, institutions of investment coordination and in some
cases nationalized industries (especially in France and Austria). It is
widely agreed that these institutions helped the NDCs to grow quickly
by providing them with greater macroeconomic and financial stability,
better resource allocation and greater social peace.?

Table 4.1
Per capita annual growth performance among the NDCs in earlier times

1820-1875 18751913
(per cent) (per cent)
Australia 2.0 0.6
Austria 0.8 1.5
Belgium .4 1.0
Canada 1.2 24
Denmark 0.9 1.6
Finland 0.8 1.5
France 1.1 1.2
Germany 1.2 1.5
Italy 0.6 1.3
Netherlands 1.1 0.9
Norway 0.7 1.2
Sweden 0.8 1.4
UK 1.3 1.0
USA 1.3 1.9
Unweighted Average 1.1 1.7
Median 1.1 1.4

Source: Calculated from Maddison 1995.
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The comparison of growth performance in the NDCs in earlier times
with that of the developing countries during the postwar period also
provides us with some important insights into the relationship between
policies, institutions and economic growth.

I would argue that the developing countries were able to grow faster
in the early postwar period (1960-1980) than the NDCs had done at
comparable stages of development, partly because they had much bet-
ter institutions than the latter countries had had (see section 3.3.3 in
chapter 3)." Table 4.2 shows that, during the period 1960-1980, to-
day’s developing countries grew at about three per cent p.a. in per capita
terms. This is a far superior growth performance to that which the
NDCs managed during their ‘centuty of development’ (1820-1913),
shown in table 4.1, when the average growth rates in the NDCs were
around 1-1.5 per cent p.a..

Table 4.2
Per capita GNP growth performance of the developing countries,
1960-1980
19601970 1970-1980 1960-1980
(per cent) (per cent) (per cent)
Low-income countries 1.8 1.7 1.8
Sub-Saharan Africa 1.7 0.2 1.0
Asia 1.8 2.0 1.9
Middle-income countries 35 3.1 33
East Asia and Pacific 49 5.7 5.3
Latin America and the Caribbean 2.9 32 3.1
Middle East and North Africa Il 3.8 2.5
Sub-Saharan Africa 2.3 1.6 2.0
Southern Europe 56 32 4.4
All Developing Countries 3.1 2.8 3.0
Industrialised Countries 3.9 2.4 3.2

Source: World Bank 1980, appendix table to part |.

Note: The 1979 and 1980 figures used are not final, but World Bank estimates. Given that the
estimates were supposed to be on the optimistic side, the actual growth figures for 1970-1980
and 1960—1980 would have been slightly lower than those reported in this table.

All the above figures suggest that improving the quality of their institu-
tions is an important task for developing countries wanting to acceler-
ate their economic growth and development. However, two significant
qualifications need to be made.

First of all, in pushing for institutional improvement in developing
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countries, we should accept that it is a lengthy process and be more
patient with it. The discussion in Chapter 3 shows that it took the
NDCs decades, if not centuries, to develop institutions, and that there
were frequent setbacks and reversals during the course of the process.
Seen from this perspective, the 5 to 10-year transition periods cuttently
being given to the developing countries to bring their institutions up to
‘global standards’ are highly inadequate. Moreover, given that today’s
developing countries are already institutionally more advanced than were
the NDCs at comparable stages of development, asking these countries
to install a whole range of new ‘global standard’ institutions in short
periods of time seems unrealistic. This, of course, should not mean that
developing countries should adopt institutional standards of the last
century. Nor should it make developed countries accept any ‘we-are-not-
ready-yet’ argument put forward by governments of developing nations
(more on this point later in section 4.4). However, it is clear that there
should be a keener recognition of the speed — or lack of it — with which
institutional development can be achieved in developing countries.

The second qualification I wish to make is that ‘good’ institutions
produce growth only when they are combined with ‘good’ policies. As
the reader can probably guess, when I say ‘good’ policies here, I mean
the policies that most NDCs wete using when they were developing,
rather than the ones that they are now recommending to the developing
countries. The fact is that, despite the continuous, and presumably
accelerating, improvements in the quality of their institutions, today’s
developing countries have experienced marked slowdowns in growth
during the last two decades (see section 4.2). In my view, this was because
the ability of these countries to pursue the ‘(genuinely) good’ policies
was significantly curtailed as a result of the ‘policy reforms’ implemented
during this period.

Table 4.3 shows that the average per capita growth rate among
developing countries has fallen from around three per cent p.a. during
the period 1960-1980 (see table 4.1) to 1.5 per cent p.a. for 1980-1999.12
The latter is basically the rate of growth that the NDCs achieved dur-
ing the late nineteenth and early twentieth centuties (1875-1913) when
they were hampered by less favourable institutional conditions than
those experienced by the developing countries of today (see table 4.2).
The only sub-groups which achieved growth rates above that level dut-
ing this period were East Asia (and Pacific) and South Asia, whose
growth rates are dominated by those of China and India respectively.
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The interesting thing to note is that both these countries are frequent
lambasted by the IDPE for the poor quality of their institutions and
policies. If we had excluded these two countries from our calculation of
developing country average, we would have ended up with a much lower
growth rate still.?

Table 4.3
Per capita annval GDP growth rates (per cent) in developing countries
during the ‘Age of Institutional Reform’

1980-1990 1990-1999 1980-1999
Developing Countries 1.4 L7 1.5
East Asia and Pacific 64 6.1 63
Europe and Central Asia 1.5 -2.9 -0.6
Latin America and the Caribbean -0.3 1.7 0.6
Middle East and North Africa -1.1 0.8 -0.2
South Asia 35 38 36
Sub-Saharan Africa -1.2 -0.2 -0.7
Developed Countries 25 1.8 22

Notes: The data is from World Bank 2001. The figures are only approximate, as they were
constructed by subtracting the population growth rates from GDP growth rates. This had to
be done because the World Bank stopped publishing |10-year per capita GDP growth rates
from its 1998 World Development Report. For country classification, see the table in p. 334
of the report.

It therefore seems quite plausible to argue that, during the period
1960-1980, partly thanks to their better institutional foundations
compared to those possessed by the NDCs at comparable stages of
development, the currently developing countries grew much faster than
the NDCs had done, because they were being allowed to pursue ‘bad
policies’. However, when such policies were discontinued in the 1980s,
better — and presumably improving — institutions were not enough to
allow them to notch up better performances than those of the NDCs in
the early days of their development, not to mention letting them improve
over their own performance of the 1960-1980 period.*

What do all these mean for the ‘kicking away the ladder’ argument? I
would agree that, if done in a realistic way and if combined with the right
policies, international pressures for institutional improvements can play
a positive role in the developmental process. However, the current push
for institutional improvements in developing countries is not done in
this way and is likely to end up as another ‘ladder-kicking’ exercise.
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By demanding from developing countries institutional standards that
they themselves had never attained at comparable levels of develop-
ment, the NDCs are effectively adopting double standards, and hurting
the developing countries by imposing on them many institutions that
they neither need nor can afford.” For example, maintaining ‘global
standard’ property rights and corporate governance institutions would
require the developing countries to train (or even worse, to hire from
abroad) a large army of world-class lawyers and accountants. This
means that they will inevitably have less money (their own or donors’)
to spend on, say, the training of schoolteachers or of industrial engi-
neers, which may be more necessary given their stages of development.
In this sense, the NDCs are ‘kicking away the ladder’, not only in the
area of policies but also in the area of institutions.

However, the picture in relation to institutions is more complicated
than that in relation to policies. Unlike in the case of policies, many of
the institutions that are recommended can bring benefits to the devel-
oping countries, although their exact forms do matter. However, these
potential benefits can only be fully realized when combined with the
‘right’ policies. There are, too, genuine costs to institutional improve-
ments. Therefore, whether the campaign for ‘good institutions’ will in
effect turn into an act of ‘kicking away the ladder’ greatly depends on
the exact forms and quality of the institutions demanded, and .on the
speed with which such demands are expected to be met. On both
accounts, the current push for institutional reform does not look very
positive for the developing countries.

4.4. Possible Objections

There are at least three objections that could be raised against my
argument in this book. The first, and most obvious, is the argument
that developing countries need to adopt the policies and institutions
recommended by developed countries whether they like them or not,
because that is how the world works — the strong calling the shots
and the weak following orders.

At one level, it is difficult to deny the force of this argument. Indeed,
my discussion in section 2.3 of Chapter 2 on the ‘pulling away’ tactics
used by the NDCs in eatlier times (e.g., colonialism, unequal treaties,
bans on machinery exports) provides ample support for this argument.
There is, too, plenty of evidence that even in the present age, when
colonialism and unequal treaties are no longer acceptable, the developed
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countries can -exercise enormous influence on developing ones. The
NDCs exercise direct bilateral influence through their aid budgets and
trade policies; they also maintain collective influence on developing
countries through their control of the international financial institutions,
on which developing countries are dependent. And they have
disproportionate influence in the running of various international
organizations, including even the ostensibly ‘democratic WTO, which
is run on the one-country-one-vote principle (unlike the UN, in which
the permanent members of the security council have veto power — or
the World Bank and the IMF where voting power roughly corresponds
to share capital). Moreover, during the last two decades or so, the collapse
of the Soviet Union, which had provided some counterbalance to the
power of the developed countries, and the demise of the so-called ‘non-
aligned’ movement among developing countries, have further weakened
the bargaining positions of the developing countries.

However, at another level, the argument that developing countries
should follow the ‘new rules’ of the world economy becanse that this is
what the developed countries, and the IDPE that they control, want is
beside the point. What I am arguing is precisely that these ‘new rules’
should be changed. I do agree that the chance of these rules being changed
in the near future is very small. However, this does not mean that there-
fore it is not worth discussing how they should be changed. If we think
these rules need changing, we need to debate how best this can be
achieved, however small the chance of change may be. By identifying
the ‘rules’ by which the NDCs had developed, this book is intended to
contribute to precisely this debate.

The second possible objection is the argument that the policies and
institutions recommended by the IDPE to the developing countries have
to be adopted because they are what the international investors want.
It it may be argued that it is irrelevant whether or not the developing
countries like these ‘new rules’, or even whether the IDPE is willing to
change them, because in this globalized age it is the international inves-
tors who are calling the shots. Countries that do not adopt policies and
institutions that international investors want, it is argued, will be
shunned by them and suffer as a result.

However, there are many problems with this argument. First of all,
it is not clear whether international investors do necessarily care so
much about the policies and institutions promoted by the IDPE. For
example, China has been able to attract a huge amount of foreign
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investment despite the proliferation of what are by current definition
‘bad policies’ and ‘poor institutions’. This suggests that what the investors
really want is often different from what they say they want or what the
IDPE says they want — democracy and the rule of law being the best
examples in this regard. Empirical studies show that most institutional
variables are much less important than factors such as market size and
growth in determining international investment decisions.!

Second, even if the conformity to international standards in policies
and institutions were to bring about increased foreign investment, for-
eign investment is not going to be the key element in most countries’
growth mechanisms. In other words, the potential value of a policy or
an institution to a country should be determined more by ‘what it will
do to promote internal development than by what the international
investors will think about it. This book demonstrates that many of the
institutions currently being promoted by the proponents of the ‘good
governance’ framework may not be necessary for development. Some
of them (e.g., the protecting of certain property rights) may not even be
good for it. Especially when taking into account their set-up and main-
tenance costs, establishing such institutions can easily have a negative
impact overall, even if this were to lead to higher foreign investment.

Third, specifically in relation to institutions, I would argue that, even
if certain ‘good’ institutions are introduced under global pressure, they
may not deliver the expected results if they cannot be effectively enforced.
It is possible to argue that we should welcome a certain degree of external
pressure in situations where the government of a developing country is
resisting the introduction of certain institutions that are obviously
‘affordable’ and compatible with the prevailing political and cultural
norms in their society. However, we should also recognize that the
introduction of institutions in countries that are not ‘teady’ to receive
them can mean that the institutions will not function well or may even
be undermined altogether. Examples include democracies undermined
by military coups, electoral frauds and vote buying, or income taxes
routinely and openly evaded by the rich. There will also be problems
with institutional changes that are imposed from outside without ‘local
ownership’, as the current jargon has it. If that is the case, clever
international investors will figure out that possessing certain institutions
on paper is not the same as really having them, which means that the
formal introduction of ‘global standard’ institutions will in fact make
little difference to the country’s attractiveness to foreign investors.

Fourth, as long as the international development policy establishment
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is able to influence the way in which ‘good policies’ and ‘good institutions’
are defined, interpreted and promoted, there is still some value in discussing
what policies and institutions should be asked of which developing
countries. The “follow the global norm or perish’ argument assumes that
the IDPE is a weather vane blindly following the winds of international
investors’ sentiments. However this establishment can, and to a great
extent does, actively decide how strongly which policies and institutions
are pushed.

The third possible objection to my argument, which particularly con-
cerns the issue of institutional development, is that the ‘world stand-
ard’ in institutions has risen over the last century or so, and therefore
that the current developing countries should not consider the NDCs of
100 and 150 years ago their role models.

I must say that I agree with this point wholeheartedly. On one level,
it would be absurd to argue otherwise. In terms of per capita income,
India may be at a similar level of development to that of the USA in
1820, but that should not mean that it should re-introduce slavery,
abolish universal suffrage, de-professionalize its bureaucracy, abolish
generalized limited liability, abolish the central bank, abolish income
tax, abolish competition law, and so on.

Indeed, in many respects, the heightened global standard in
institutions has been a good thing for the developing countries, or at
least for the reformers in them. Unlike their counterparts in the NDCs
of yesteryear, the reformers in today’s developing countries do not have
to struggle too hard against views that the introduction of things like
female suffrage, income tax, restrictions on working hours, and social
welfare institutions would spell the end of civilization as we know it.
They also don’t have to re-invent certain institutions like central banking
and limited liability, the logic behind which the NDCs in earlier times
had found difficult to understand.

Therefore, the developing countries should exploit to the utmost these
advantages of being latecomers and try to achieve the highest level of
institutional development possible. Moreover, as I have pointed out
earlier in this chapter (section 4.2), the higher levels of institutional
development may indeed be the reason why today’s developing coun-
tries could, when they were allowed to use ‘bad policies’ during the
1960s and 1970s, generate much higher growth rates than the NDCs
had managed at comparable stages of development.

What I am worried about, however, is the view that institutions are
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simply matters of choice and therefore all countries should try to reach
the (quite highly-set) ‘minimum global standard’ right away or after a
minimal transition period. While accepting that latecomer countries do
not have to spend as much time as the pioneer countries had done in
developing new institutions, we should not forget that it took the NDCs
typically decades, and sometimes even generations, to establish certain
institutions whose need had already been perceived. It usually took them
another few decades to make them work properly by improving ad-
ministration, closing various loopholes and strengthening enforcement.
In addition, we should not forget that, when compared to the NDCs in
earlier times, today’s developing countries already have high standards
of institutional development, which in the 1960s and 1970s proved quite
capable of supporting high rates of economic growth. Given this, it
may be unreasonable to ask them to raise the quality of their institu-
tions dramatically in a short time span.

4.5 Concluding Remarks

Why do the international development policy establishment, and the
NDCs that control it, not recommend the policies that were used over
the last several centuries by most of the successful developers? Why do
they try to impose on today’s developing countries certain ‘best prac-
tice’ institutions, which had not been used by the NDCs at comparable
stages of development?

Why then are the advanced countries so ignorant of their own his-
torical development? Is it because of the natural tendency for people to
interpret history from the viewpoint of their current intellectual and
political agenda, which can often obscure the historical perspective? Or
is it because, as it has happened repeatedly, countries have vested inter-
ests in imposing policies and institutions which they themselves had
not used during their own development, but which are beneficial for
them once they have reached the technological frontier? In short, are
the developed countries trying to ‘kick away the ladder’ by insisting
that developing countries adopt policies and institutions that were #ot
the ones that they had used in order to develop?

The discussion in this book proposes that this is indeed what they
are doing. I do accept that this ‘ladder-kicking’ may be done out of
genuine (if misinformed) goodwill. Some of those NDC policymakers
and scholars who make the recommendations may be genuinely
misinformed: thinking that their own countries developed through free
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trade and other laissez-faire policies, they want developing countries to
benefit from these same policies. However, this makes it no less harmful
for developing countries. Indeed, it may be even more dangerous than
‘ladder-kicking’ based on naked national interests, as self-righteousness
can be a lot more stubborn than self-interest.

Whatever the intention behind the ‘ladder-kicking’ may be, the fact
remains that these allegedly ‘good’ policies and institutions have not
been able to generate the promised growth dynamism in the developing
countries during the last two decades or so when they have been strongly
promoted by the IDPE. Indeed, in many developing countties growth
has simply collapsed.

So what is to be done? While spelling out a detailed agenda for action is
beyond the scope of this book, the following points may be made.

To begin with, the historical facts about the developmental experi-
ences of the developed countries should be more widely publicized. This
is not only a matter of ‘getting history right’, but also of allowing the
developing countries to make informed choices about the policies and
institutions that may be appropriate for them. There should be greater
intellectual effort towards a better understanding of the role of policies
and institutions — especially the latter — in economic development, by
throwing out historical myths and overly abstract theories that are blind-
ing many theoreticians and policymakers.

More specifically, in terms of policies, the ‘bad policies’ that most
NDCs used so effectively when they themselves were developing should
at least be allowed, if not actively encouraged, by the developed coun-
tries and the IDPE that they control. While it is true that the activist
ITT policies can sometimes degenerate into a web of red tape and cor-
ruption, this should not mean that therefore such policies should never
be used. After all, we do not stop flying aeroplanes because there is a
chance that they might crash, or abandon all vaccination programmes
because some children may die from allergic reactions.

The upshot of all this is that we need an approach to international
development policymaking that is very different from that which is
being pursued by the developed countries and the international devel-
opment policy establishment.

In terms of policies, I would first of all argue for a radical change to
the policy-related conditionalities attached to financial assistance from
the IMF and the World Bank or from the developed country govern-
ments. These conditionalities should be based on the recognition that
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many of the policies that are considered ‘bad’ are in fact not so, and
that there can be no ‘best practice’ policy to which everyone should
adhere. Second, the WTO rules and other multilateral trade agreements
should be rewritten in such a way that a more active use of infant
industry promotion tools (e.g., tariffs and subsidies) is allowed.

Institutional improvement should be encouraged, especially given the
enormous growth potential that a combination of (truly) good policies
and good institutions ¢an bring about. However, this should not be equated
with imposing a fixed set of contemporary Anglo-American institutions
on all countries. There also need to be more serious attempts, both at the
academic and the practical levels, to explore exactly which institutions
are necessary or beneficial for what types of countries, given their stages
of development and specific economic, political, social and even cultural
conditions. Particular care has to be taken not to demand an excessively
rapid upgrading of institutions by developing countries, especially given
that they already have quite developed institutions when compared to the
NDCs at comparable stages of development, and given that establishing
and running new institutions is very costly.

Allowing developing countries to adopt policies and institutions that
are more suitable to their stages of development and to other conditions
they experience will enable them to grow faster, as indeed was the case
during the 1960s and 1970s. This will benefit not only the developing
countries, but also the developed nations in the long term, as it will
increase the trade and investment opportunities available.”” That the
developed countries are not able to see this is the tragedy of our time.
To use a classic Chinese adage, they may be ‘missing larger, longer-
term gains by too eagerly seeking smaller, short-term ones’. It is time
to think again about which policies and institutions will help today’s
developing countries to develop faster; this will in turn bring greater
benefits to the developed countries as well.
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Notes

Chapter |. Introduction: How did the Rich
Countries Really Become Rich?

“n bW

oo

. So in addition to the conventional ‘economic conditionalities” attached to multilat-

eral and bilateral financial assistance to developing countries, we now have ‘gov-
ernance-related conditionalities’ (see Kapur and Webber 2000).

. Williamson 1990 is the classic statement of this. For some recent criticisms see

Stiglitz 2001a; Ocampo 2001.

. Bhagwati 1985, p. 22, n. 10.
. National Law Center for Inter-American Free Trade 1997, p. 1.
. The book was translated in the USA as early as 1856 (Henderson 1983, p. 214),

reflecting the then close intellectual affinity between the USA and Germany as the
two centres of ‘nationalistic’ economics (also see Dorfman 1955; Balabkins 1988;
Hodgson 2001). However, its British translation, the version that I have used for
this book, did not appear until 1885, reflecting the dominance of free trade doctrine
in Britain during the middle of the nineteenth century.

. They are also interesting for the amazing degree of sophistication in understanding

the role of public policy and institutions in economic development. For example,
List states: ‘However industrious, thrifty, inventive, and intelligent individual citi-
zens might be, they could not make up for the lack of free institutions. History also
teaches that individuals derive the greater part of their productive powers from the
social institutions and conditions under which they are placed’ (p. 107).

. List 1885, p. 39.
. He then goes on to argue: “This policy was pursued with greater or lesser, with

speedier or mote tardy success, just in proportion as the measures adopted were
more or less judiciously adapted to the object in view, and applied and pursued with
miore or less energy and perseverance’ (p. 111).

. List 1885, pp. 295-6.

. List 1885, p. 99.

. Smith 1937 (1776), pp. 347-8.

. List 1885, pp. 99-100.

. Polanyi 1957 (1944); Shonfield (1965) It is also found in certain strands in Marxism

— for example, in Marx’s theory of history rather than in his labour theory of value.

. Wagner’s Law states that there is a natural tendency for the relative size of the

government to grow with the development of human society.
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15. See Balabkins 1988, chapter 6; Tribe 1995; Hodgson 2001.

16. Marshall, Principles of Economics, 8th edition, p. 768; as cited in Hutchison, 1988,
p. 529.

17. Balabkins 1988, chapter 6; Hodgson 2001; Dorfman 1955. Balabkins cites a survey
conducted in 1906 that shows that half of the Americans who studied social sci-
ences in Europe studied in Germany (1988, p. 95).

18. Balabkins 1988, p. 95; Conkin 1980, p. 311.

19. Balabkins 1988, p. 95; Cochran and Miller 1942, p. 260; Conkin 1980, p. 311;
Garraty and Carnes 2000, p. 562.

20. For a selection of the early key works in the field, see Agarwala and Singh 1958.

21. For deployment of these theories, see Lewis 1955; Rostow 1960; Kuznets 1965,
idem. 1973.

22. Gerschenkron 1962; Hirschman 1958; Kindleberger 1958.

23. See for example Supple 1963; Falkus 1968.

24. Fei and Ranis 1969.

25. Such as Senghaas 1985; Bairoch 1993; Weiss and Hobson 1995; Amsden 2001.
However, the first three of these studies are not as comprehensive as this book.
Bairoch, while covering a wider range of countries, mainly focuses on trade policy.
Senghass looks at an even wider range of countries, but his discussion of them,
except for the Scandinavian nations, is rather brief. Weiss and Hobson cover a
wider range of policies — industrial, trade and fiscal — but cover a relatively limited
range of countries — Britain, France, Prussia, Japan, Russia, and the USA. The
study by Amsden has many spot-on references to the historical experiences of the
developed countries, but its main focus is actually on the historical experience of the
developing countries.

26. For example, few people will dispute that achieving macroeconomic stability through
appropriate budgetary and monetary policies is a pre-condition for development,
although I object to defining it narrowly as merely achieving very low rates of
inflation (say, below five per cent), as in the current orthodoxy (also see Stiglitz
2001a, pp. 23-5).

Chapter 2. Policies for  Economic  Development:
Industrial, Trade and Technology Policies in
Historical . Perspective

1. Sachs and Warner 1995 is one of the more balanced and better informed, but
ultimately flawed, versions of this. Bhagwati (1985, 1998) offer a less balanced but
probably more representative version. Essays by leading international policy makers
espousing this view can be found in Bhagwati and Hirsch 1998, a volume of essays
compiled in honour of Arthur Dunkel, who oversaw the Uruguay Round (1986-93)
during his tenure as the Director-General of the GATT (General Agreement on
Tariffs and Trade). The articles by de Clercq and by Ruggiero cited below are from
this collection.

. De Clercq 1998, p. 196.

. De Clercq 1998, pp. 201-2.

. This unfortunate link between state interventionism and autocracy, according to this
version of the story, was subsequently broken after the end of the Second World
War, when the American Occupation Authorities in these countries, realising them
to be the root cause of fascism, disbanded the cartels.

5. Sachs and Warner 1995, pp. 11-21.
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16.
17.

18.
. Defoe 1728, p. 94. However, Defoe got his facts wrong here. Prior to his coronation

20.

21.

24,

25.
26.
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. Bhagwati 1998, p. 37.

. The phrase is taken from Sachs and Warner 1995, p. 3.

. Sachs and Warner 1995 date this ‘golden age’ to the period 1850-1914,

. Ruggiero 1998, p. 131.

. For classic discussions of catching up, see Abramovitz, 1986, id.. 1989.

. I put the word ‘illegal’ in quotation marks, since the ‘legality’ in this case was in

terms of British laws, whose legitimacy may not be (and in practice certainly was .
not) accepted by other countries.

. Kindleberger 1996, p. 109.
13.
14.
15.

Ramsay 1982, p. 59; Davies 1999, p. 348.

Ramsay, 1982, p. 59.

This is reminiscent of the pol1c1es used by Japan and Korea during the postwar
period to control ‘luxury consumption’, especially concerning xmported luxury goods.
On this, see Chang 1997.

Davies 1999, p. 349; also see Davis 1966, p. 281.

I must thank Erik Reinert for drawing my attention to this book both through his
work (e.g., Reinert 1996) and personally.

Defoe 1728, pp. 81-101.

in 1485, Henry VII spent his exile years in Brittany and France, not in Burgundy
(Gunn 1995, p. 9). Given that Burgundy had a long association with the Yorkists
(Elton 1997, pp. 5-6), it would in any case have been impossible for the young
Henry, a Lancastrian fleeing the Yorkist regime, to seek exile in Burgundy. Of
course, this factual mistake by Defoe does not change the basic point that the focus
of the British catch-up effort under Henry VII was the Low Countries, including
Burgundy. I thank Tom Penn for raising this important point.

According to Defoe, Henry VII ‘set the Manufacture of Wool on Foot in several
Parts of his Country, as particularly as Wakefield, Leeds, and Hallifax, in the West
Riding of Yorkshire, a Country pitch’d upon for its particular Situation, adapted to
the Work, being fill’d with innumerable Springs of Water, Pits of Coal, and other
Things proper for carrying on such a Business’. (Defoe 1728, p. 95).

According to Defoe, Henry VII “secretly procured a great many Foreigners, who
were perfectly skill’d in the Manufacture, to come over and instruct his own People
here in their Beginnings’ (Defoe 1728, p. 96).

. Ramsay 1982, p. 61.
. Henry VII realised ‘that the Flemings were old in the business, long experience’d,

and turn’d their Hands this Way and that Way, to new Sorts and Kinds of Goods,
which the English could not presently know, and when known, had not Skill pres-
ently to imitate: And that therefore he must proceed gradually’ (Defoe 1728, p. 96).
So he “knew . ., that it was an Attempt of such a Magnitude, as well deserv’d the
utmost Prudence and Caution, that it was not to be attempted rashly; so it was not
to be push’d with too much Warmth’ (ibid., p. 96).

Henry VII ‘did not immediately prohibit the exporting the Wool to the Flemings,
neither did he, till some Years after, load the Exportation of it with any more Duties
than he had before’ (Defoe 1728, p. 96). As for the ban on raw wool export, Defoe
says Henry VII was ‘so far . . . from being able to compleat his Design, that he could
never come to a total Prohibition of exporting the Wool in this Reign (ibid., p. 96).
Thus, although Henry VII ‘did once pretend to stop the Exportation of the Wool, he
conniv’d at the Breach of his Order, and afterwards took off the Prohibition
entirely’ (ibid., p. 97).

Defoe 1728, pp. 97-8.

Defoe 1728, pp. 97-101.
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Cloth exports {mostly woollen) accounted for around 70 per cent of English exports
in 1700 and was still over 50 per cent of total exports until the 1770s (Musson
1978, p. 85).

See Wilson 1984, pp. 164-5, on the evolution of early Navigation Acts.

As cited in List 1885, p. 40. In List’s view, this ‘for centuries had been the ruling
maxim of English commercial policy, as formerly it had been that of the commerical
policy of the Venetian Republic’ (ibid., p. 40).

For details see Brisco 1907, pp. 131-3, 148-55, 169-71; McCusker 1996, p. 358;
Davis 1966, pp. 313-14; Wilson 1984, p. 267.

Interestingly; in the case of the drugs for dyeing, import duties were abolished in
order to help the dyeing industries, while export duty was introduced ‘in order that
their exportation might not assist foreign manufacturers’ (Brisco 1907, p. 139).
Brisco points out that the first duty drawback was granted under William and
Mary to the exportation of beer, ale, mum, cider and perry (1907, p. 153). This is
a policy that has been made famous by its successful use in the East Asian countries
after the Second World War (see section 2.2.7 below).

Brisco 1907, p. 132.

Up to the late seventeenth century, most exports, like most imports, were taxed at
5 per cent. William III raised import taxes to 15-25 per cent, but kept the export tax
at 5 per cent for most products (Davis, 1966, pp. 310-11). The exceptions to the
subsequent abolition of export duties under Walpole included alum, lead, lead ore,
tin, tanned leather, coals, white woollen cloths, skins, and hairs (for further details
see Brisco 1907, p. 131, n. 1).

Brisco points out that export subsidies under Walpole were ot granted to infant
industries, but to industries that had already been established {1907, p. 152).

In Brisco’s words, “Walpole understood that, in order successfully to sell in a
strongly competitive market, a high standard of goods was necessary. The manu-
facturer, being too eager to undersell his rival, would lower the quality of his wares
which, in the end, would reflect on other English-made goods. There was only one
way to secure goods of a high standard, and that was to regulate their manufacture
by governmental supervision’ (1907, p. 185). Once again, we find the modern
version of such policy in countries like Japan and Korea during the postwar period,
whose state trading agencies not only acted as information sources and marketing
channels but also as a monitor of export product quality.

Brisco 1907, p. 129,

Davis 1966 argues that the period between 1763 and 1776 saw a particular prolif-
eration of protectionist measures, which he believes was influential in shaping
Adam Smith’s view on mercantilism in his Wealth of Nations, published in 1776.
The British export of cotton textile products to the East Indies, most of which
went to India, increased from 6 per cent of total cotton textile exports after the
Napoleonic Wars (c. 1815) increased to 22 per cent in 1840 and anything up to 60
per cent after 1873. (see Hobsbawm 1999, p. 125).

Of course, in most cases, the manufacturers’ support for free trade was a self-
centred one, rather than out of their intellectual conversion to lofty principle of free
trade — while supporting the repeal of the Corn Law, the cotton manufacturers
remained opposed to free export of cotton machinery right until the end of the ban
(first imposed in 1774) in 1842 (Musson 1978, p. 101; see section 2.3.3.).

Bairoch 1993, pp. 20-1.

Kindleberger 1978, p. 196. See Semmel 1970 for a classic study of the role of
economic theory in the development of British trade policy between 1750 and 1850.
Kindleberger 1975; Reinert 1998. In 1840, Bowring advised the member states of
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German Zollverein to grow wheat and sell it to buy British manufactures (Landes
1998, p. 521).

The Political Writings of Richard Cobden, 1868, William Ridgeway, London; vol. 1,
p. 1505 as cited in Reinert 1998, p. 292.

Fielden 1969, p. 82.

See Polanyi 1957 [1944], chapters 12-13. Polanyi argues that ‘there was nothing
natural about laissez-faire; free markets could never have come into being merely
by allowing things to take their course. Just as cotton manufacturers — the leading
free trade industry — were created by the help of protective tariffs, export bounties,
and indirect wage subsidies, laissez-faire itself was enforced by the state. The
thirties and forties saw not only an outburst of legislation repealing restrictive
regulations, but also an enormous increase in the administrative functions of the
state, which was now being endowed with a central bureaucracy able to fulfil the
tasks set by the adherents of liberalism. To the typical utilitarian . . . laissez-faire
was not a method to achieve a thing, it was the thing to be achieved’ (1957 [1944],
p. 139). Also see Perelman 2000 on how the Classical economists endorsed state
intervention that was deemed necessary for the establishment of the market sys-
tem, especially the creation of wage labourers through the destruction of small-
scale rural production.

. Fielden 1969, p. 82.
. See Clarke 1999, on the rise and fall of the Tariff Reform League and Chamberlain’s

role in it.

. Bairoch 1993, pp. 27-8.

. Bairoch 1993, p. 30.

. Trebilcock 1981, p. 83.

. North 1965, p. 694.

. Of course, there is no simple one-to-one correspondence between someone’s ‘mate-

rial’ position and his/her intellectual position. Despite being a Southern slave-owner,
Jefferson was strongly in favour of infant industry protection. In contrast, despite
being from the Northern manufacturing part of the country and being a famous
industrial inventor, Benjamin Franklin was not a supporter of infant industry pro-
tection. However, Franklin still supported protection of American manufactuting
industry on the ground that the American industry would never be able to compete
with European industry that could get away with paying subsistence wage, whereas
the American industry could not, given the abundance of land and shortage of
labour. See Kaplan (1931, pp. 17-27).

Corden 1974, chapter 8; Freeman 1989; Reinert 1996. Of course, there were thinkers
before Hamilton who had elements of the infant industry argument in their writings.
For these, see Reinert 1995. According to Bairoch 1993, between Hamilton’s Reports
and List’s National System of Political Economy, there were other writings advocat-
ing infant industry protection by authors such as the German Adam Miiller and the
Frenchmen Jéan-Antoine Chaptal and Charles Dupin (p. 17).

Henderson 1983; Reinert 1998. For further details on List’s life and work, see
Henderson 1983. List’s full argument was published in The National System of
Political Economy in 1841. However, according to Spiegel (1971), the earliest ver-
sion of his argument for the development of national ‘productive power’ was made
in a book that he wrote for the Pennsylvania protectionists in 1827, Outlines of
American Political Economy (pp. 362-3).

Bairoch (1993, p. 17) credits Hamilton for inventing the term, ‘infant industry’.

According to Elkins and McKitrick, ‘[a]s the Hamiltonian progress revealed itself
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— a sizeable funded debt, a powerful national bank, excises, nationally subsidized
manufactures, and eventually even a standing army — the Walpolean point was too
obvious to miss. It was in resistance to this, and everything it seemed to imply that
the ‘Jeffersonian persuasion’ was erected’ (1993, p. 19).

. Garraty and Carnes 2000, pp. 139-40.

. Garraty and Carnes 2000, pp. 153-5, 210; Bairoch 1993, p. 33.

. ‘Garraty and Carnes, 2000, p. 210; Cochran and Miller, 1942, pp. 15-16.

. Bairoch 1993, p. 33.

. Garraty and Carnes 2000, p. 210.

. Cochran and Miller 1942, p. 16.

. Garraty and Carnes, pp. 219, 221.

. Bairoch 1993, p. 34; Garraty and Carnes 2000, pp. 262-3, 328; Cochran and Miller

1942, p. 18.

. Garraty and Carnes, p. 335; Bairoch 1993, pp. 34-5; Luthin 1994, p. 611.
. Although a regular transatlantic steam service was inaugurated in 1838, steam-

ships only came to replace sailboats as the major means of sea transportation in
the 1870s (O’Rourke and Williamson 1999, pp. 33—4).

Garraty and Carnes 2000, p. 405.

Luthin 1944, pp. 614-24. It should be remembered that, as a coalition between the
protectionst Whigs and the western Democrats who wanted free distribution of
public land but in general wanted free trade, the Republican party in its early days
was #ot an openly protectionist party.

The plank read ‘[t}hat, while providing revenue for the support of the general
government by duties upon imports, sound policy requires such an adjustment of
these imports as to encourage the development of the industrial interests of the
country; and we commend that policy of national exchanges, which secures to the
working man liberal wages, to agriculture remunerative prices, to mechanics and
manufacturers an adequate reward for their skill, labor, and enterprise, and to the
nation commercial prosperity and independence’ (cited in Borit 1966, p. 309).
Luthin 1944, pp. 617-18; Borit 1966, pp. 302, 309~31. One eyewitness records:
“The Pennsylvania and New Jersey delegations were terrific in their applause over
the tariff resolution, and their hilarity was contagious, finally pervading the whole
vast auditorium’. Another wrote: “The scene this evening upon the reading of the
‘Protection to Home Industries’ plank in the platform was beyond precedent. One
thousand tongues yelled, ten thousand hats, caps and handkerchiefs waving with
the wildest fervor. Frantic jubilation’. Both are cited in Luthin 1944, p. 617.
Luthin 1944, pp. 610-11; Frayssé 1986, pp. 99-100. One of Lincoln’s economic advi-
sors was the famous protectionist economist Henry Carey (see below). Lincoln even
appointed a close associate of Carey to a post in the Treasury in charge of tariffs,
although Carey is known to have been frustrated by Lincoln’s unwillingness to take
things as far as he wanted (Luthin 1944, pp. 627-9). Carey is reported to have said:
‘Protection made Mr. Lincoln president. Protection has given him all the success he”
has achieved, yet has he never, so far as I can recollect, bestowed upon her 2 single
word of thanks. When he and she part company, he will go to the wall’ (his letter to
Noah Swayne, enclosed as a copy in Swayne to Carey, February 4th, 1865, Carey
Papers, Box 78; cited in Luthin 1944, p. 629).

The Republican Party was only formed in 1856 out of an alliance between Northern
manufacturing interests and small farmers of the West.

Luthin 1944, pp. 624-5; Borit 1966, pp. 310-12.

Garraty and Carnes 2000, pp. 391-2, 414-15; Foner 1998, p. 92. In response to a
newspaper editorial urging immediate slave emancipation, Lincoln wrote: “If 1
could save the Union without freeing any slave, I would do it; and if I could save it
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by freeing all the slaves, I would do it; and if I could do it by freeing some ‘and
leaving others alone, I would also do that’ (Garraty and Carnes 2000, p. 405).
Cochran and Miller 1942, p. 106.
However, the increase was considered so exceedingly high that even Congressman
Justin Morrill, one of the architects of the 1862 Tariff Act, is reported to have
commented in 1870 that *[i]t is a mistake of the friends of a sound tariff to insist
on the extreme rates imposed during the war’ (originally cited in F Taussig, The.
Tariff History of the United States, Putnam, 1903; as cited in Cochran and Miller
1942, p. 106).

. And at least for the earlier period, we cannot underestimate the natural protection

accorded to the US manufacturing producers by the sheer distance from Europe,
given high transportation costs (Bairoch 1993, p. 35).

. Bairoch 1993, p. 37.

. Bairoch 1993, pp. 37-8.

. Bhagwati 1985, p. 22, n. 10.

. Kindleberger 1990a, pp. 136-7.

. I would like to thank Irfan ul Haque for raising this point.

. Lipsey 2000, pp. 726-7.

. Bairoch 1993, pp. 51-2.

. Bairoch 1993, pp.52-3. According to Bairoch, the third fastest-growing 20-year

period was that of 185070 (1.8 per cent). However, the record for this period is
more difficult to assess than those of the other two periods. First of all, 185061
was a period of relatively (but relatively) low protectionism, while 1862-70
witnessed a marked increase in protection. Moreover, this period contains the
periods of the Civil War (1861-5) and the postwar reconstruction, and thus can-
not be treated in the same way as other periods.

See O’Rourke 2000. The 10 countries are: Austria, Canada, Denmark, France,
Germany, Italy, Norway, Sweden, the UK and the USA.

The role of tariffs in the development of cotton textile has generated a heated
debate. Taussig was the first to argue that ‘[pJrobably as early as 1824, and
almost certainly by 1832, the industry had reached a firm position, in which it
was able to meet foreign competition on equal terms’ (1892, p. 136). Bils dis-
puted this and concluded his study with the statement that ‘[tJhe removal of
tariff . . . would have reduced value added in textiles by, at a minimum, three-
quarters. The implication is that about half of the industrial sector of New
England would have been bankrupted’ (1984, p. 1,045). Irwin and Temin 2000
sided with Taussig on the ground that the American cotton textile producers
would have survived the abolition of tariff because they specialised in different
products from those of the British producers. However, the difference between
them and Bils is actually not as striking as it first seems, Irwin and Temin do not
disagree with Bils’s view that the American producers could not compete with
the British producers in high-value-added segments of the market. They merely
make the point that most American producers were not actually in those
segments.

Engerman and Sokoloff 2000, p. 400; Lipsey 2000, p. 726. This is presumably why
on the eve of the Civil War the New England woollen textile industry was in
general quite content with the moderate protection accorded by the 1857 Tariff
Act, inasmuch as the tariff on raw materials remained low. In contrast, states like
Pennsylvania, New Jersey, parts of Maryland, and West Virginia (with its mining
interests), where the new generation of heavy industries were growing around the
iron-coal axis, were very strongly protectionist (see Luthin 1944, pp. 615-20).
Kozul-Wright 1995, pp. 100-2, esp. p. 101, n. 37.
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Shapiro and Taylor 1990, p. 866; Owen 1966, chapter 9; Mowery and Rosenberg
1993.

Owen 1966, pp. 149-50.

Mowery and Rosenberg 1993, table 2.3.

Shapiro and Taylor sum this up nicely: ‘Boeing would not be Boeing, nor would
IBM be IBM, in either military or commercial endeavours without Pentagon
contracts and civilian research support’ (1990, p. 866).

See http://www.phrma.org/publications.

Spiegel 1971, p. 364.

Conkin 1980, p. 188. The best example of such extreme protectionist was Willard
Philips, who, together with Calvin Colton, was one of the most famous campaign-
ers for infant industry protection in the early nineteenth century. Philips published
one of the two or three earliest American economics textbooks, A Manual of
Political Economy (Conkin 1980, p. 178).

See above; see also Kaplan 1931, on Carey’s life and wotk.

Letter to- Weydemeyer, 5§ March 1852, in K Marx and F Engels, Letters to Ameri-
cans, 1848-95: A Selection (New York, International Publishers, 1953, cited in Frayssé
1994, p. 224, n. 46.

Reinert 1996, p. §.

Conkin 1980, pp. 287-8.

Luthin 1944, p. 616.

Trebilcock 1981, p. 41; see also Blackbourn 1997, p. 117. However, Tilly cites the
Ph.D. thesis written in German by T Ohnishi at the University of Gottingen, which
demonstrates what he calls ‘surprisingly significant (and rising) protective effects’
of the Prussian Commercial Union tariff, which formed the basis of Zollverein
tariff (Tilly 1991, p. 191).

Kindleberger 1978, p. 196; Fielden 1969, pp. 88-90.

Taylor 1955, is a classic text on Bismarck’s politics.

Blackbourn 1997, p. 320.

Trebilcock 1981, p. 26.

Henderson 1963, pp. 136-52.

Trebilcock 1981, pp. 26-7.

Henderson 1963; Trebilcock 1981, pp. 27-9.

Trebilcock 1981, pp. 27-8; Kindleberger 1978, p. 192; id. 1996, p. 153. Especially
sticcessful was support for the production of locomotives. In 1841, when August
Borsig established his locomotive factory with Beuth’s help, all 20 of the locomo-
tives in service in Germany were imported. By 1854, no locomotive was imported.
Borsig produced 67 out of 69 locomotives bought in Germany and exported six to
Poland and four to Denmark — ‘a classic example of effective import subsitution
leading to exports’ (Kindleberger 1996, p. 153).

Trebilcock 1981, pp. 28<9, 76. It is worth noting that scarcity of such talent was
also one of the things that motivated the establishment of state-owned enterprises
in many developing countries in the immediate postwar period (see Chang and
Singh 1993, for further discussion on this point).

Milward and Saul 1979, p. 417.

Kindleberger 1978, p. 191; Balabkins 1988, p. 93. The reorientation of teaching is
similar to what happened in Korea during the 1960s. During this time, the Korean
government increased university places for science and technology subjects vis-a-
vis humanities and social sciences. As a result, the ratio between these two subject
groups changed from around 0.6 in the early 1960s to around one by the early
1980s. See You and Chang 1993 for further details.
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Kindleberger 1978, pp. 199-200.

Milward and Saul 1979, p. 418.

Trebilcock 1981, pp. 77-8.

On the role of the Junkers in the Prussian bureaucracy, see Dorwart 1953;
Feuchtwanger 1970; Gothelf 2000.

Trebilcock 1981, pp. 79-80.

Tilly 1996, p. 116.

However, thlS attempt, organized by the legeadary Scottish Fiancier John Law of
Mississippi Company Fame, backfired and prompted the British in 1719 to intro-
duce a ban on the emigration of skilled workers, and especially on the attempt to
recruit such workers for jobs abroad (‘suborning’) (see section 2.3.3 for further
details).

See Milward and Saul 1979, pp. 270, 284; Fohlen 1973, pp. 68—9

Milward and Saul 1979, p. 284.

Milward and Saul 1979, pp. 284-5.

See for example Trebilcock 1981; Kuisel 1981,

Nye 1991, p. 25.

In apparent contradiction to table 2.1, table 2.2 shows that there was still some
protection left in the British economy. This is because total free trade prevailed
only for manufactured products (as shown in table 2.1) and there were still some
‘revenue tariffs’ for luxury goods left (which are reflected in table 2.2). See the first
quote from Fielden 1969 towards the end of section 2.2.1 for further details.
Irwin 1993 questions Nye’s conclusion on a number of grounds. The most impor-
tant of his criticisms is that most British tariffs that remained after the 1840s
were ‘revenue tariffs’ imposed on luxury items, and therefore had little impact on
industrial incentives. However, in his reply, Nye 1993 points out that even revenue
tariffs can have a significant impact on industrial structure and that it was only in
the 1860s that British tariffs became mainly revenue tariffs, thus making his claim
valid at least until 1860.

Trebilcock 1981, p. 184; Bury 1964, chapter 4; Cameron 1953. Cameron describes

‘Crédit Foncier as being ‘virtually an agency of the government’ (1963, p. 462).

See Kindleberger 1975 for further details on the making of the treaty.

Kuisel 1981, p. 18.

Kuisel 1981, pp. 9-10, 12-13.

Kuisel 1981, p. 14.

Kuisel 1981, p. 18; Dormois 1999, p. 71.

For the postwar French experience, see, among others, Shonfield 1965; Cohen,
1977; Hall 1986. It is probably as a result of this bitter experience of being over-
taken by its century-long rival that many British commentators (whether pro-
French or otherwise) highlight the contrast between their own laissez-faire approach
and France’s étatisme or dirigisme, and therefore ignore the fact that the French
state had been almost as non-interventionist (and in some respects even more so)
as the British state for the century and a half between the French Revolution and
the Second World Wat.

Gustavson 1986, pp. 15, 57.

Gustavson 1986, p. 65.

Bohlin 1999, p. 155.

Chang and Kozul-Wright 1994, p. 869; Bohlin 1999, p. 156.

Liepman 1938, as cited by Bairoch 1993, p. 26, table 2.3. The original source is
H Liepmann, Tariff Levels and the Economic Unity of Europe, London, 1938. The
couritries included are Austria-Hungary, Belgium, Bulgaria, Finland, France,
Germany, Italy, Romania, Russia, Setbia, Spain, Sweden, Switzetland, and the
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UK. Those excluded were Denmark, Norway, Portugal, and the Netherlands. Of
these, Portugal and the Netherlands were far less protectionist than Sweden.
Overall Denmark was less protectionist but had quite high industrial tariffs.
Norway had high tariffs.

Baumol et al. 1990, p. 88, table 5.1. The 16 countries, in alphabetical order, are
Australia, Austria, Belgium, Canada, Denmark, Finland, France, Germany, Italy,
Japan, the Netherlands, Norway, Sweden, Switzerland, the UK, and the USA.
Chang and Kozul-Wright 1994, p. 871; Heckscher 1954, p. 259; Bohlin 1999, p. 158.
Samuelsson 1968, pp. 71-6; Bohlin 1999, p. 153.

Chang and Kozul-Wright 1994, pp. 869-70; Bohlin 1999, pp. 153-5. Howevet, in
the telephone industry there erupted a ‘telephone war’ in the Stockholm area
between 1903 and 1918 between the state-owned company, Telegrafverket, and
the private company, Stockbolm allmina, which ended only when the former took
the latter over (Bohlin 1999, p. 154).

Gustavson 1986, pp. 71-2; Chang and Kozul-Wright 1994, p. 870. For public-private
collaboration in the East Asian economies, see the classic work by Evans (1995).
Chang and Kozul-Wright 1994, p. 870.

For pioneering works on ‘technological capabilities’, see Fransman and King 1984;
Lall 1992.

See Korpi 1983; Pekkarinen et al. 1992; Pontusson 1992. However, Pontusson
(1992) points out that the work of the Rationalisation Commission (1936-9)
established some principles underlying the so-called “active labour market policy’
of the postwar years (pp. 46-7).

LO 1963, is the document that set out the strategy in detail.

Edquist and Lundvall 1993, p. 274.

Milward and Saul 1979, pp. 437, 441, 446; Hens and Solar 1999, p. 195.

Hens and Solar 1999, pp. 194, 197.

Dhondt and Bruwier 1973, pp. 350-1; Van der Wee 1996, p. 65.

Milward and Saul 1977, p. 174; Fielden 1969, p. §7.

Boxer 1965, chapter 10. Kindleberger estimates that the Netherlands’ economic
strength had peaked by 1730 (1990b, p. 258).

Schmoller of the German Historical School provides a brief, but illuminating
discussion of the Dutch policies used in order to establish its commercial supremacy
— colonial policy, navigation policy, the regulation of the Levant trade, and the
regulation of the herring and whale fisheries (see Schmoller 1884, esp. pp. 52-3).
Kindleberger 1990b, p. 259; id. 1996, pp. 100—4; Milward and Saul 1977, p. 201.
List 1885, pp. 33—4; Wright 1955.

Dhondt and Bruwier 1973, p. 329, 355.

van Zanden 1996, pp. 84-5.

Kossmann 1978, pp. 136-8; Henderson 1972, pp. 198-200.

For further details, see Schiff 1971.

van Zanden 1999, pp. 179-80.

Maddison 1995.

van Zanden 1999, pp. 1824.

Biucchi 1973, pp. 464, 628.

Milward and Saul 1979, pp. 454-5.

Biucchi 1973, p. 629.

Biucchi 1973, p. 455.

Biucchi 1973, pp. 628, 630-1.

For further details see Schiff 1971,

See Smith 1955 and Allen 1981 for further details.

McPherson 1987, pp. 31, 34-5.
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‘So cautious were private investors that capital was raised in 1881 for the first
private railway, between Tokyo and Aomoti, only after the government promised
to build the line for the owners with engineers from the Department of Industry, to
make the land owned by the company tax-free, and to guarantee the company a net
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One plausible argument is provided by O’Rourke 2000, pp. 474-5. He cites some
studies by Jeffrey Williamson and his associates which argue that, in the nineteenth
century, tariff protection raised investment by reducing the relative price of capital
goods, given that capital goods were rarely traded at the time. Then he goes on to
argue that in the twentieth century, capital goods are more widely traded, and that
there is evidence that protection increases the relative price of capital goods and
thus slows down investment. However, he admits that the result for the nineteenth .
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sible correlation that investment share is negatively related to growth in an aug-
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largely explained by the end to (or at least a significant scaling-down of) a civil war,
rather than by policy changes. In this context, there were really only nine developing
countries where there was a growth acceleration that can in theory be attributed
to a shift to ‘good policies’. Of course, even then, we should not forget that
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(from 2.7 per cent p.a. to 8.2 per cent p.a.) and India (from 0.7 per cent p.a. to 3.7
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Consensus.
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. The 16 countries are Australia, Austria, Belgium, Canada, Denmark, Finland, France,

Germany, Italy, Japan, the Netherlands, Norway, Sweden, Switzerland, the UK
and the USA.

Marglin and Schor 1990; Armstrong et al. 1991; Cairncross and Cairncross 1992.
Another reason behind this faster growth is that the world economy as a whole was
growing faster thanks to the rapid growth in the developed countries, which
account for the bulk of the world economy. I thank John Grieve Smith for raising
this point. It should, however, be noted that, as pointed out above, this rapid growth
in the developed economies also owed to the improvements in their institutions. On
the role of world demand in the growth of developing countries during the 1960s
and the 1970s, see Kravis 1970; Lewis 1980.

The figures in the two tables are not strictly comparable, as the category of ‘devel-
oping countries’ is comprised of slightly different sets of countries in each table.
This will be a growth rate that is more similar to those in the NDCs in the early-to
mid-nineteenth century (when they had very few of the institutions recommended by
the IDPE these days) than the ones in the late nineteenth and early-twentieth centuries
(when they had seen major improvements in the quality of their institutions).
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14.

15.

16.
17.

Another piece of evidence that ‘good institutions’ are not enough to generate growth
is the fact that the major Asian developing economies remained virtually stagnant
during the first half of the twentieth century, despite the fact that many modern
institutions were introduced under (formal or informal) colonial rule. According to
the estimate by Maddison 1989, the average per capita GDP growth rate for the
nine largest Asian developing countries (Bangladesh, China, India, Indonesia,
Pakistan, the Philippines, South Korea, Taiwan, and Thailand) during 1900-50 was
0 per cent p.a.. During this period, Taiwan and the Philippines grew at 0.4 per cent
p.a., Korea and Thailand at 0.1 per cent p.a.. China grew at -0.3 per cent p.a., the
South Asian countries and Indonesia at -0.1 per cent. These countries were, however,
able to generate much faster growth after the end of colonial rule. The average per
capita GDP growth rate for the 1950-87 period for these countries was 3.1 per cent
p.a.. Part of this was, of course, due to improvements in the quality of their
institutions, but the more important change was that they were able to pursue the
‘right’ policies, that is, activist 'T'T policies. See Amsden 2001 for a further exposition
on this point.

A rather sad anecdote that supports my point here is that, right after the collapse of
socialism in Mongolia, the US government provided a large sum of money to
Harvard University to train dozens of bright young Mongolians as stockbrokers —
money that could have been used for a lot of useful developmental purposes.
Chang 1998a.

Of course, this does not necessarily imply that everyone will benefit froin this, For
example, some workers in developed countries may suffer as a result of an increase
in investment opportunities in developing countries, which, unless there is an
appropriate internal income transfer mechanism, results in the transfer of certain
production activities to these developing nations.
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