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1 INTRODUCTION  

Still nowadays, one person out of ten is obliged to live with less than $2 a day (The World Bank, 2016). 

Establishing a successful economic development strategy means allowing people to hope for a better future 

for them and for their children. A possible way to achieve this is pursuing a strategic plan of industrialization, 

due to the positive correlation between industrialization and economic growth. Historically, import 

substitution industrialization has been the instrument through which governments of developing countries 

bolstered the transformation from an agricultural-based economy to an industrial-based one (Cypher, 2014). 

This policy was mainly adopted by developing countries after the Second World War, as a reaction to the 

previous rearrangement of production resources from ordinary manufacture to war materials. In addition, in 

that period the developing countries needed to find a prompt solution to the drop of the price of primary 

products, from which their exports depended on.  

It is in these circumstances that inward-looking development policies established themselves in different 

countries’ trade strategies, recalling protectionists’ features of covering national industries by introducing 

barriers to imports to promote self-reliance through the substitution of imports with domestic products and 

sources, involving initially manufactured consumer goods  (Todaro, 2015). This means that import 

substitution it is not only connected with a decrease of the total level of products and resources imported, 

but also with the application of trading policies aiming at reinforcing the current industrial base or protecting 

new industries (Epshtein, 2017).  

This essay aims to analyse advantages and disadvantages of the application of ISI through an infant industry 

theory, focusing on how a complementary Export Oriented policy helps to avoid the main unwanted 

outcomes connected to such a policy, considering the successful development in China of an ISI policy 

financed by an outward-looking policy (Yu, 1998).  
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2 THE INFANT INDUSTRY ARGUMENT 

ISI as a development policy is strictly connected to the infant industry argument. The premise of the infant 

industry Argument states that an industry in a country in the initial stage of industrialisation presents a less 

efficient cost scheme than the same one in a country that has already developed an industrial based economy 

(Panagariya, 2011).   

Therefore, according to this theory protective barriers to imports as tariffs or subsidies are needed in order 

to permit to the domestic producers to take advantage of economies of scale and learning by doing 

economies, allowing these companies to decrease their production costs. In this way, the domestic 

companies have the advantage to avoid the competitiveness of the market in the initial phase of the process, 

reaching the technological competencies that will ensure them to contend in foreign markets in the next 

phase of the process. 

Thus, in the last stage of this process of development these companies will be able to compete directly with 

other countries’ producers, without the need any longer of protective barriers, and will start to export their 

products in the international market. In this way, a successful implementation of an import substitution 

strategy protecting infant industries represents the precondition to pursue an export promotion strategy 

(Todaro, 2015).  

3 REASONS TO IMPLEMENT ISI  

The efficient implementation of an Import Substitution Industrialization policy based on the infant industry 

argument aims to a sustainable growth that brings a nation to reach efficiently economic development. This 

process involves many changes, starting from redefining the structure of import-export that involves a 

structural change of the country, from the habits and the educational level of the citizens to a significant 

change in the size of the three sectors of activity. In fact, with an industrial expansion, the workforce tends 

to move from the primary agricultural sector to industrial and services sectors, respectively secondary and 

tertiary. During an effective process of industrialization like ISI, there is also an increase in the level of 

productivity in all the sectors due to a better use of capital and the application of know-how and new 

technologies (Cypher, 2014).  
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3.1 PREBISCH-SINGER HYPOTHESIS 

The Prebisch-Singer Hypothesis advocates a negative decline in the commodity terms of trade, the ratio 

between the average export price and the average import price, in the long-term. Even nowadays, the 

exports’ share of developing countries in world trade amounts at approximately 43% and the income gained 

by these countries from exports comes from the majority from primary commodities (World Trade 

Organization, 2016).  

Since the developing country tends to export commodities and import manufactured products, assuming the 

decrease over the time of the export commodities’ prices relative to import goods’ prices, these countries 

are obliged to diversify their export to protect themselves from this downward tendency (Todaro, 2015).  

According to this theory, this long-term downward tendency is mainly caused by the specialisation’s gap 

between the industrialized Northern countries and the less-developed Southern countries.  While the 

Northern countries are involved in a continuous upward tendency of the price of the manufactured products, 

driven by the ongoing development of their know-how, the Southern countries provide primary commodities 

to Northern nations at a price subject to decrease over the time. So, the Southern nations will be able to buy 

less and less amount of manufactured goods from the industrialised countries due to the reduction of their 

exports’ profits derived from primary commodities. Therefore, this represents a decline of the purchasing 

power of Southern countries in term of foreign products (Yülek & Taylor, 2011). Thus, to avoid a continuously 

relocation of income from developing to developed countries that widen the wealth gap between them, this 

theory advocates that it is necessary to initiate a process of import substitution accompanied by protective 

measures in order to involve in its export also manufactured products and services (Harvey, et al., 2010). In 

this way, undertaking an initial slow and expensive process, in the long-term developing countries could be 

able to shift the nature of their export from primary products to manufactured goods.  

3.2 KNOWN DEMAND 

The Substitution with domestic production of the same imported goods assumes a previous quantitative 

assessment of the imports, this helps local industries to evaluate in a more efficient way the risk of initiate a 

new production line or expand their boundaries. Considering a known demand for the imported products, it 

will be easier for the local entrepreneurs to measure the profits expected as well as the costs regarding 

human resources, technologies, financing etc. In light of this, developing institutions as banks can rely on a 

quantitative assessment of the foreseen credit demand and shall endorse this process taking responsibility 

for financing early high-risk local businesses (Cypher, 2014).  
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4 INSTRUMENT TO IMPLEMENT ISI 

4.1 TARIFF BARRIERS 

4.1.1 Types of tariffs 

An important role in the application of an import substitution strategy is played by the erection of tariffs on 

imports, following the above-mentioned infant industries theory. A government can impose a tariff based on 

the quantity imported or the overall value of the products imported; in these cases, it applies respectively a 

specific duty or an ad valorem duty. Otherwise, if a government issues a tariff based on both quantity and 

value, the measure is called compound duty (Daniels, et al., 2011). Tariffs represent for the country a revenue 

with which it can partially sustain the initial expenditures, such as subsidies, linked to the process of 

substitution of import with domestic production.  

4.1.2 Consequences of tariffs  

In the short-term, a protective tariff put at a disadvantage the domestic consumers not allowing them to 

access the normal price of foreign goods. In effect, the consumers are the ones who are funding domestic 

producers paying higher prices in the early process of industrialization. Whereas, in the long-term also the 

consumers will take an advantage of economies of scale and learning by doing economies achieved by 

domestic producers, causing a decrease in the domestic production price. Once reached a competitive price 

of the domestic product, the domestic companies will be able to export in the global markets and the tariffs 

could be removed. The government’s income previously generated by tariffs will be replaced by the taxation 

towards the current larger domestic manufacturers (Todaro, 2015). 
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4.2 NONTARIFF BARRIERS 

4.2.1 Quotas 

A quota is a restriction concerning the quantity of goods that can be exported or imported. A notable 

difference with tariffs is that quotas do not produce a revenue for the government, only the companies who 

can position themselves in the condition to sell the portion of now limited supply can obtain a revenue. A 

government can assign quotas on a total amount of trade-offs basis, or it can diversify the impositions based 

on with which country wants to intervene in the trade (Daniels, et al., 2011). 

4.2.2 Subsidies and Licenses  

Subsidies are aid conceded by the government to promote an industry. They can be direct subsidies, as cash, 

or indirect ones, as diminished taxation for a determined time or preferential loan interest rates. 

Furthermore, a government can impose strict requirements to obtain legal licensing to import on determined 

types of products, hence it can select the sectors in which to apply more restrictions (Daniels, et al., 2011).  

4.2.3 Official exchange rate and foreign exchange controls 

Another way for a government to promote ISI is to rely on non-tariff barriers to trade. For instance, it can 

decide to overvalue the official exchange rate of its currency, in order to decrease the price of imported 

capital goods. In fact, an overvalued exchange rate will lower the price of imported intermediate goods in 

term of domestic currency creating a cost reduction advantage for domestic manufactured production 

(Todaro, 2015). Another similar measure often adopted is the foreign exchange controls, by the means of a 

rationing the foreign exchange to impose a restriction on the amount of imports or to promote imports 

towards defined industries (Yülek & Taylor, 2011).  
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5 WHY ONLY ISI IS UNSUCCESSFUL 

The implementation of an ISI policy through an infant industry theory assumes that the domestic companies 

will operate behind protective measures and secure from the competitiveness of foreign rivals, thus they will 

take advantage of this initial stage to boost their economies of scale and learning by doing features to foster 

their competitiveness towards foreign firms. Actually, the application of this policy has often generated 

unwanted outcomes. 

 First of all, allowing companies to operate with the assistance of protective measures developed a lack of 

technological progress, as well as an inefficient cost scheme due to the absence of the incentive to compete 

with other businesses. Secondly, the process of import substitution often relied on a large amount of 

imported intermediate goods which were funded by subsidies of the government to the local companies. As 

a consequence, the result was to worsen the balance of payment outlook of the country due to the 

government’s heavy support on imported inputs and intermediate goods, aggravated by the remitting 

abroad of part of the profit by the majority of foreign companies in the country. In fact, the foreign companies 

that succeeded in settling themselves behind protective barriers have been the ones that took advantage the 

most from this policy; indeed, these businesses used to transfer abroad their earnings in the form of private 

transfer payments instead of reinvesting these capitals to improve the companies’ efficiency as they were 

supposed to act (Todaro, 2015).  

Regarding the exchange rate, on the one hand it is true that overvaluation enables an advantage to capital 

intensive production. But on the other hand, this overvaluation decreases the competitiveness of the local 

agricultural sector, increasing the price of their exports (Cypher, 2014). 
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6 CASE STUDY: ISI EXPERIENCE IN CHINA  

6.1 THREE DECADES OF PROTECTION   

China started to implement an extreme ISI in his development process in 1949, with its First Five Years Plan 

strategy influenced by the Soviet industrial process of those years.  The Asian country decided to implement 

an aggressive type of infant industry protection, indeed it applied protective measures not only on defined 

sectors but it implemented tariffs on imported products of all genres (Eckstein, 1977). These measures sought 

to a rapid growth of the industrial sector of the country thanks to a relocation of the domestic resources, 

avoiding assistance from foreign capitals. In particular, the government’s purpose was to bolster the heavy 

industry sector following an import substitution policy to pursue a forward-linkage industrialization. Hence, 

improving the productivity of this industry it would have become easier to support other sectors with 

supplying of capital equipment and goods needed for other productions (Bin, 2015). 

Even if this process of extreme ISI laid the foundations for a future industrial development, in the late 1970s 

it also resulted in a lack of technological advancement due to the isolation created by this policy. Moreover, 

China was not able to purchase the intermediate goods needed to produce the substitutes products. In fact, 

in the 1970s Oil was the main export of the Country with which collecting foreign exchange, but over the 

years all the oil fields had already been exploited as much as possible and it was difficult to find new ones 

(Zhu, 2006). 

After the death of Mao in 1976, the government lead passed to Hua Guofeng that implement a new ambitious 

economic campaign aiming to an immediate and significant growth. To achieve this, the same year China 

started the so called “Ten Year Plan” that involved the building of more than 100 projects; those projects 

aimed to empower the infrastructure of the country and the capacity of producing commodities within the 

nation through the construction of establishments for producing oil, coals, and metals. Therefore, the 

government started to import construction material and equipment to support the development projects of 

its campaign, borrowing a considerable amount of foreign exchange to meet the needs of these 

procurements. This is the reason why the economic campaign of Hua is named “leap forward by foreign 

means”.  However, it resulted in a tremendous deficit in the balance of payment. In 1978 the government 

amended the Ten Year Plan due to the difficulties in achieving the planned results (Chang, 2007). 
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6.2 ISI AND EXPORT ORIENTED INDUSTRIALIZATION STRATEGY: COMPLEMENTARY NOT ALTERNATIVE 

(1978-1990) 

The crisis due to the results of Hua’s political campaign made the government carry out an Export Oriented 

Strategy to restore the economic condition of the nation, establishing measures to promote export such as 

export subsidy and export tax reduction (Wang, 2007). The adoption of this outward-looking policy was an 

attempt to resolve the main problem connected to the previous implementation of the ISI policy, which is 

the lack of an appropriate technological progress in the country for that time. It is in 1978 that China set its 

Open Door Policy to attract foreign direct investment and enhance the modernization of the economy. 

However, the maintenance at a high level of import barriers, licensing and quotas proves that the Country 

has never abandoned ISI, considering it always its core policy. Furthermore, the second half of the 1980s the 

exchange rate was overvalued at about 30%, a significant level even considering the high level of inflation of 

those years (Bin, 2015). 

Thus, the government promoted a mutual coexistence of these policies since an EOI policy served to supply 

the continuous implementation of a protective policy as ISI. In fact, the exports were seen as the most 

feasible way to obtain foreign exchange to support the path to modernization of the country. Indeed, also in 

the mid-1980s the government imposed import tariffs to encourage the purchase of import substituted 

goods and continued to promote the heavy industry’s growth, although it was endorsing an EOI strategy 

sponsoring light industry and exports (Kueh, 1990).   

The words of the then Premier Zhao Ziyang at the spring session in his party Congress in 1986 support this 

thesis. In his speech, he referred to a massive substitution of imports with domestic production even if he 

had declared repeatedly his aim to improve the competitiveness of the country, strengthening the role of 

China as an important presence in the world economy (Salitskii, et al., 2016). 
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As shown in the first table, the result of the application of an EOI maintaining ISI as the principal policy was 

largely successful: China has presented about 9% annual average growth in real GDP per capita for the longest 

period ever occurred, more than 30 years (The World Bank, 2017). Moreover, the country succeeded in 

diminishing significantly its dependence on the agricultural sector, as displayed in the second chart.  

 

   Source: World Development Indicators, 2017 

 

 

  Source: Cheremukhin, et al., The economy of People’s Republic of China from 1953. Working Paper, Yale University, 2015. 

 

This amazing performance is partially due to the efficient management and allocation of resources by the 

Chinese government, that had the courage to develop its economic trade policies without overturning its 

protectionist strategy, until the radical trade liberalization introduced in the 1990s (Bin, 2015)  
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7 CONCLUSION  

 

ISI through infant industry can lit the process of economic development, although it cannot be a permanent 

and static stage because is not sustainable by itself, it needs to be just a first stage of a more complex process 

in a long-term view in order to avoid undesirable outcomes. With the complementary application of ISI and 

EOI becomes practicable to create a solid industrial base in the economy of a country and evading, at the 

same time, biases regarding technological progress and financial deficit in the balance of payment.  

As seen in the mentioned case study, for an effective ISI strategy it is necessary at a certain stage to rely on 

an EOI strategy to ensure the feasibility of such a policy in the long-run. Likewise, it is crucial to have 

developed its own industrial capacity to undertake an EOI strategy that is able to enhance the economic 

perspective of a country and address a future increase of the foreign demand.  

The successful process of economic development of China is also due to the pursuit of industrialisation 

through forward-linkage, given that the substitution of import with domestic production generate revenues 

in downstream industries inducing private investments in that sector (Holz, 2011). In opposite of other East 

Asian countries that in the same period focused on backward-linkage industrialisation, creating supply 

bottlenecks to induce investment in upstream industries (Bin, 2015).  

Furthermore, to reach high economic performance, the state must play a key role in the process of 

development. Indeed, in a study (Wilson, 2016)  it is proven the existence of a positive correlation between 

quality of governance and economic growth; only in a low initial stage of development, in the same study on 

pre-reform China, evidence shows that a high-quality governance structure is not a key determinant of 

economic growth because of the large presence of economic inefficiencies.  

Analysing the implementation of ISI based on an infant industry strategy in China, it becomes possible to 

understand the roots of one of the biggest economic development miracle of the last century. However, 

replicating the application of such a policy nowadays would be difficult due to the contradiction with the 

established regime of international trade and capital flow (Salitskii, et al., 2016). 
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