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Trade policies in developing 
countries
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Introduction

• Which countries are “developing countries”?
• The term “developing countries” does not 

have a precise definition, but it is a name 
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given to many low and middle income 
countries.

GDP per capita of some countries (2009)
Source: IMF

Country GDP/capita

Luxembourg 94,418 

Norway 76,692 

USA 46,443 

Japan 39,573 

Growth rate

-4.5%

-1.1

-2.4

-5.7
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Germany 39,442 

Singapore 34,346 

Mexico 8,040 

Thailand 3,973 

China 3,566 

Philippines 1,721 

Vietnam 1,052 

D.R. Congo 171 
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Preview

Import substituting 
industrialization
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Trade liberalization since 
1985

Export oriented 
industrialization

Import Substituting Industrialization

• Import substituting industrialization was a 
trade policy adopted by many low and middle 
income countries before the 1980s.

10-5

• The policy aimed to encourage domestic 
industries by limiting competing imports.

Import Substituting Industrialization (cont.)

The principal justification of this policy 
was/is the infant industry argument: 

Countries may have a To allow these industries
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potential comparative 
advantage in some 
industries, but these 

industries can not initially 
compete with well-

established industries in 
other countries.

To allow these industries 
to establish themselves, 

governments should 
temporarily support them 

until they have grown 
strong enough to 

compete internationally.
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Problems With the 
Infant Industry Argument

1. It may be wasteful to support industries now 
that will have a comparative advantage in 
the future.
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2. With protection, infant industries may never 
“grow up” or become competitive.

3. It is difficult to adjust the intervention policies 
of the government

Import Substituting Industrialization in 
practice

• As a strategy to encourage manufacturing 
industries, import substituting industrialization 
in Latin American countries worked in the 
1950s and 1960s
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1950s and 1960s.
• Some Asian countries in 1960s, 1970s

Table 10-2: Effective Protection of Manufacturing 
in Some Developing Countries (percent) 
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ISI - What policies 
Encourage domestic production for 
substitution of imports
Use import-restricted policies

High tariff rates
Import quotasImport quotas
NTB

Controlled monetary policy (maintain high 
value of the domestic currency for importing 
high-tech machines and instruments)
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ISI – Results

ISI promoted economic growth?ISI promoted economic growth?

Slower economic 
growth rates

Infant industries did 
not gain comparative 

advantages

1
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Trade liberalization since 
1985

Export oriented 
industrialization
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Trade Liberalization

• There is some evidence that low and middle 
income countries which had relatively free 
trade had higher average economic growth 
than those that followed import substituting 
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industrialization.
♦But this claim is a matter of debate.

• Regardless, by the mid-1980s many 
governments had lost faith in import 
substituting industrialization and began to 
liberalize trade.

Table 10-3: Effective Rates of Protection 
for Manufacturing in India and Brazil
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Fig. 10-1: The Growth of Developing-
Country Trade
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Source: World Bank

Trade Liberalization - results

• Has trade liberalization promoted development?

♦ The evidence is mixed.

♦Growth rates in Brazil and other Latin American 
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countries have been slower since trade 
liberalization than they were during import 
substituting industrialization, 

Trade Liberalization (cont.)

♦But unstable macroeconomic policies and financial 
crises contributed to slower growth since the 
1980s.

♦Other countries like India have grown rapidly since
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♦Other countries like India have grown rapidly since 
liberalizing trade in the 1980s, but it is unclear to 
what degree liberalized trade contributed to growth. 

♦Some economists also argue that trade 
liberalization has contributed to income inequality, 
as the Hechscher-Ohlin model predicts. 

Preview

Import substituting 
industrialization
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Trade liberalization since 
1985

Export oriented 
industrialization
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Export Oriented Industrialization

• Instead of import substituting industrialization, 
several countries in East Asia adopted 
trade policies that promoted exports in 
targeted industries.
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♦ Japan, Hong Kong, Taiwan, South Korea, 
Singapore, Malaysia, Thailand, Indonesia, and 
China are countries that have experienced rapid 
growth in various export sectors and rapid 
economic growth in general.

♦ These economies or a subset of them are 
sometimes called “high performance Asian 
economies.”

Export Oriented Industrialization (cont.)

• These high performance Asian economies 
have generated a high volume of exports and 
imports relative to total production.
♦By this standard these economies are “open
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♦By this standard, these economies are open 
economies.”

• But it is debatable to what degree these 
economies established “free trade.”
♦Although evidence suggests that these economies 

did have less restricted trade than other low and 
middle income countries, some trade restrictions 
were sometimes still in effect.

EOI – what policies? 

• Promote exports 
• Attract foreign investment (ODA, FDI and other 

investment) to serve export orientation. 
• Economic zones, export processing zones, free trade 

areas. 

2
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Table 10-4: Average Rates of 
Protection, 1985 (percent)
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Export Oriented Industrialization (cont.)

• It is also unclear if the high volume of exports and 
imports caused rapid economic growth or was merely 
correlated with rapid economic growth.
♦ Some economists argue that the cause of rapid economic
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♦ Some economists argue that the cause of rapid economic 
growth was high saving and investment rates, leading to both 
rapid economic growth in general and rapid economic growth 
in export sectors. 

♦ In addition, almost all of the high performance Asian 
economies have experienced rapid growth in education, 
leading to high literacy and numeracy rates important for a 
productive labor force.

Industrial Policies in East Asia

• Some East Asian economies have 
implemented industrial policies: policies 
intended to promote certain industries.
♦Examples of industrial policies include not only 
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tariffs, import restrictions, and export subsidies for 
import-competing industries and export industries, 

♦ but also policies like subsidized loans for industries 
and subsidized research and development.

• But not all high performance Asian economies 
implemented these policies, and the ones that 
did had a wide variety of policies.
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Industrial Policies in East Asia (cont.)

• There is little evidence that countries with 
industrial policies had more rapid growth in 
the targeted industries than those that did not.
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• There is some evidence that industrial policies 
failed: chemicals, steel, automobiles were 
promoted by the South Korean government in 
the 1970s, 
♦ but the polices were later abandoned because 

they were too expensive and did not produce 
desired growth.

Summary

1. Import substituting industrialization aimed to 
promote economic growth by restricting 
imports that competed with domestic 
products in low and middle income countries. 

2 The infant industry argument says that new
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2. The infant industry argument says that new 
industries (ex., in poor countries) need 
temporary trade protection for growing up in 
the future

Summary (cont.)

3. Import substituting industrialization was tried 
in the 1950s and 1960s but by the mid-1980s 
it was abandoned for trade liberalization.

4. The precise effect of liberalized trade on 
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national welfare is still being debated.
♦ Trade helped growth in some sectors, but saying 

that trade caused higher overall economic growth 
has attracted some skepticism. 

♦ Some argue that trade has caused increased 
income inequality.

Summary (cont.)

5. Several East Asian economies adopted export 
oriented industrialization instead of import 
substituting industrialization.
♦ High export and import volumes and relatively low trade 
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restrictions were characteristics of this policy.

♦ But it is unclear to what degree this policy contributed to 
overall economic growth.

6. Some East Asian economies used more general 
industrial policies as well.
♦ But it is unclear to what degree this policy contributed to 

or hindered overall economic growth.
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