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Thinking on economic development has converged on the view that growth requires 
foreign technology and good institutions.  Reforms in the areas of economic openness and 
governance have accordingly become the cornerstones of development strategy in virtually 
every country.  However, actual development experience presents at best an awkward fit 
with this conception of growth basics.  What the conventional view ignores is that learning 
and experimentation are an important precondition for development.  Strategies that rely on 
off-the-shelf technological and institutional blueprints do not work well.  Openness and 
governance remain important, but they need to be embedded in national development 
strategies that leave room for experimentation and "self discovery." 

 
The theory and practice of economic development have converged in the last two decades 

on a remarkably simple view of growth fundamentals.  Stated in its starkest form, this view is 

that economic growth requires two things: foreign technology and good institutions.  Failure to 

grow can in turn be attributed two one or both of two pathologies.  One is the “protection” 

pathology, in which governments retard technological progress by reducing access to foreign 

investment and technology.  The other is the “corruption” pathology, in which political leaders 

fail to respect property rights and the rule of law.  The natural remedies for these pathologies are 

economic openness and improved governance.  Reforms in the areas of governance and openness 

have accordingly become the cornerstones of development strategy in virtually every country 

during the last fifteen years.   

 

Is It Really That Simple? 

This is an attractive vision, but also one with serious shortcomings.  Actual development 

experience presents at best an awkward fit with this conception of growth basics.  Consider, for 
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example, Latin America where there has been greater enthusiasm for Washington Consensus-

style structural reforms than in any other corner of the world.  By the standards of the consensus 

view, the quality of policymaking in Latin America had been significantly better in the 1990s 

than it ever was.  But the response to these reforms has been extremely disappointing.  Few 

countries in the region have actually managed to grow faster than in the period before 1980.  The 

problem is not too dissimilar elsewhere:  South Africa, to take one additional example, has 

experienced tepid growth despite a significant amount of reform.   

Consider on the other hand the countries that have had greater success.  Some of the most 

important among these countries—South Korea and Taiwan since the early 1960s, China since 

the late 1970s, and India since the early 1980s—have done extremely well under quite heterodox 

arrangements.  All these countries have emphasized exports and none grossly violated property 

rights.  But their strategies bear only passing similarity to today’s consensus precepts.  South 

Korea and Taiwan retained high levels of protection for a long time, and made active use of 

industrial policies.  China’s reforms have been marked by partial liberalization, two-track 

pricing, limited deregulation, financial restraint, an unorthodox legal regime, and the absence of 

clear private property rights.  India barely reformed its incredibly cumbersome trade and 

industrial regime before its economy took off in the 1980s.  These and other cases of success 

have one thing in common: they are instances of “growth strategies” that combine orthodoxy 

with local heresies—unconventional, institutional innovations that relax constraints on growth at 

least cost to the social and political fabric.  Table 1 summarizes some of the key respects in 

which East Asian countries have diverged from today’s neoliberal consensus.   

Of course heterodoxy does not produce payoffs everywhere.  Most countries with 

protected economies and poor protection of property rights languish or retrogress.  But the fact 
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that the world’s most successful economies during the last four decades prospered doing things 

that are not in the rulebook is something that cannot be easily dismissed.        

What the conventional view ignores is that learning and experimentation are an important 

precondition for development.  Strategies that rely on off-the-shelf technological and institutional 

blueprints simply do not work well.  The answer is not to downplay the importance of openness 

and governance, but to embed these in a national development strategy that leaves room for 

experimentation and “self discovery.”  

 

Learning and Technology Transfer 

Consider the problem of technology adoption.  Learning what a country is (or can be) 

good at producing is a key challenge in the process of transformation into a modern economy.  

Neither economic theory nor management science is of much help in helping entrepreneurs (or 

the state) choose appropriate investments among the full range of modern-sector activities, of 

which there could be tens of thousands, once one moves beyond broad categories such as “labor-

intensive products” or “natural-resource based products.”  Yet, making the right investment 

decisions is key to future growth, as it determines the pattern of specialization.  In these 

circumstances, there is great social value to discovering, for example, that cut flowers, or soccer 

balls, or computer software can be produced at low cost, because this knowledge can orient the 

investments of other entrepreneurs.  But the initial entrepreneur who makes the “discovery” can 

capture only a small part of the social value that this knowledge generates as other entrepreneurs 

can quickly emulate such discoveries.  Consequently, entrepreneurship of this type—learning 

what can be produced—will typically be undersupplied, and economic transformation delayed.  
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This perspective differs from the standard view in an important way.  In the neoclassical 

model, it is presumed that the production functions of all extant goods are common knowledge.  

This is not a good assumption for developing countries.  Much technology is “tacit,” meaning 

that it cannot be easily codified into blueprints that allow easy application.  Moreover, even 

when the production techniques used in the advanced countries are transparent to outsiders, their 

transfer to new economic and institutional environments typically requires adaptations with 

uncertain degrees of success.     

The intellectual property regime in the advanced countries protects innovators through 

the issuance of temporary monopolies, i.e., patents.  But the investor in the developing country 

who figures out that an existing good can be produced profitably at home and sets up a model for 

others to emulate does not normally get such protection, even though the social returns can be 

very high.  Laissez-faire cannot be the optimal solution under these circumstances, just as it is 

not in the case of R&D in new products.   

Optimal government policy consists of encouraging investment and entrepreneurship in 

the modern sector ex ante, but, equally important, to rationalize production and drive out poor 

performers ex post.  Industrial policy has to combine the carrot and the stick.  The specifics of 

how this can be achieved is likely to differ considerably from country to country, depending on 

administrative capability, the prevailing incentive regime, the flexibility of the fiscal system, the 

degree of sophistication of the financial sector, and the underlying political economy.  

Governments without adequate capacity to exercise leadership over their private sectors are 

likely to mess things up rather than do better.  But there are examples to suggest that the job can 

be done.     
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Learning and Institutional Adaptation 

  Institutional arrangements too have a large element of specificity.  Discovering what 

“works” locally requires experimentation.  Reforms that succeed in one setting may perform 

poorly or fail completely in other settings.  Two-track reform may work well in Deng’s China 

but not in Gorbachev’s Soviet Union.  Gradualism may be appropriate to India, but not Chile.  

Import-substitution may foster competitive industries in Brazil, but not in Argentina.  Such 

specificity could help explain why successful countries—China, India, South Korea, and Taiwan 

among others—have almost always combined unorthodox elements with orthodox policies.  It 

could also account for why important institutional differences persist among the advanced 

countries of North America, Western Europe, and Japan—in such areas as the role of the public 

sector, the nature of the legal systems, corporate governance, financial markets, labor markets, 

and social insurance mechanisms.         

It is not that economic principles work differently in different places, or that economics 

itself needs to be tailored to local conditions.  To understand this point, we need to make a 

distinction between economic principles and their institutional embodiment.  Most important 

economic principles come institution-free.  Incentives, competition, hard-budget constraints, 

sound money, fiscal sustainability, property rights are central to the way that economists think 

about policy and its reform.  But these principles do not map directly into institutional solutions.  

Property rights can be implemented through common law, civil law, or, for that matter, Chinese-

type socialism.  Competition can be maintained through a combination of free entry and laissez-

faire, or through a well-functioning regulatory authority.  Macroeconomic stability can be 

achieved under a variety of fiscal institutions.  In addition, since policy makers always operate in 

second-best environments, optimal reform trajectories—even in apparently straightforward cases 
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such as price reform—cannot be designed without due regard to prevailing conditions and 

without weighting the consequences for multiple distorted margins.   

Here is a thought experiment.  Imagine a Western economist had been invited in 1978 to 

give advice on reform strategy to the Chinese leadership.  How would she formulate her advice, 

in light of what we "know" today?  Being a sensible economist, she would presumably know that 

the place to start would be agriculture, as the vast majority of the Chinese population lives in the 

countryside.  Liberalization of crop prices would be number one item on the agenda.  Cognizant 

that price incentives make little difference when farm incomes accrue to communes, she would 

immediately add that privatization of land must accompany price liberalization.  Reminded that 

the obligatory delivery of crops to the state at controlled prices is an important implicit source of 

taxation, she would then add that tax reform is also required to make up for the loss in fiscal 

revenues.  But another problem then arises: if the state cannot deliver food crops to urban areas 

at below-market prices, will urban workers not demand higher wages?  Yes, that requires some 

reforms too.  State enterprises need to be corporatized so they can set their wages and make 

hiring and firing decisions freely.  (Privatization would be even better of course.)  But if state 

enterprises now have autonomy, will they not act as monopolies?  Well, anti-trust regulation, or 

trade liberalization as a short cut, can take care of that problem.  Who will provide finance to 

state enterprises as they try to restructure?  Clearly, financial market reform is needed as well.  

What about the workers who get laid off from the state enterprises?  Yes, that's why safety nets 

are an important component of any structural adjustment program.  And so on.       

These recommendations replicate the standard list of items on the Washington 

Consensus, and their logic is impeccable.  But the recipients of such advice would be excused if 

they reached the conclusion that this reform business is too hard to accomplish in one's own 
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lifetime.  Luckily, actual experience with successful reform provides a different lesson: an 

ambitious agenda of complementary institutional reforms is not needed to kick-start growth.  As 

we know with hindsight, the Chinese reformers were able to take imaginative shortcuts that 

sidestepped the complementarities that might have otherwise ruined a partial and gradual 

approach.  Dual-track price reform and the introduction of the household responsibility system 

enhanced agricultural production incentives at the margin without requiring ownership reform, 

undercutting fiscal revenues, and upsetting the social balance in urban areas.   This may not have 

been an ideal reform by textbook standards, but it worked. 

 

Implications 

 As the Chinese case demonstrates, transitions to high economic growth are rarely sparked 

by blueprints imported from abroad.  Opening up the economy to trade and capital flows and 

adopting “best-practice” institutions are hardly ever key factors at the outset.  The initiating 

reforms instead tend to be a combination of unconventional institutional innovations with some 

of the elements drawn from the orthodox recipe.  Adequate human resources, public 

infrastructure, macroeconomic stability, and social peace are all key enabling elements of a 

growth strategy.  But the strategy has to go beyond that and kindle the animal spirits of domestic 

investors.  These combinations tend to be country-specific, requiring local knowledge and 

experimentation for successful implementation.  They are targeted at domestic investors and 

tailored to domestic institutional realities.   

In this alternative view, a development-friendly international trading regime is one that 

does much more than enhance poor countries' access to markets in the advanced industrial 

countries.  It is one that enables poor countries to experiment with institutional arrangements and 
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leaves room for them to devise their own, possibly divergent solutions to the developmental 

bottlenecks that they face.  It is one that evaluates the demands of institutional reform not from 

the perspective of integration ("what do countries need to do to integrate?") but from the 

perspective of development ("what do countries need to do to achieve broad-based, equitable 

economic growth?").  In this vision, international economic arrangements would serve no longer 

as instruments for the harmonization of economic policies and practices across countries, but as 

arrangements that manage the interface between different national practices and institutions.  

What the world needs right now is less consensus and more experimentation.   

  Turkey is in the midst of  recovery from a deep financial and macroeconomic crisis.  

Policy makers’ sights are naturally set at the shorter-term objectives of establishing a sound 

banking and fiscal system.  However, it is a mistake to believe that economic growth will return 

automatically once macroeconomic stability is achieved.  The risk is that Turkey will be caught 

in the low-growth trap that Latin America found itself in, in the previous decade.  The key is to 

avoid the Latin American mistake, and to realize that neither technology nor good institutions 

can be acquired without significant domestic adaptations.  Those adaptations in turn require a 

pro-active role for the state and civil society, and collaborative strategies that foster 

entrepreneurship and institution building.  That is the additional task awaiting Turkey’s leaders.      



Table 1:  Departures from Orthodoxy:  East Asian Heresies during the High-Growth Period 
 
Institutional domain Neoliberal/Washington Consensus ideal “East Asian” pattern 

Property rights Private, enforced by the rule of law Private, but government authority 
occasionally overrides the law (esp. in 
Korea).   
 

Public finance Sound money, fiscal prudence Sound money, fiscal prudence 
 

Corporate governance Shareholder (“outsider”) control, 
protection of shareholder rights  
 

Insider control 

Business-government relations Arms’ length, rule based Close interactions 
 

Industrial organization 
 

Decentralized, competitive markets, with 
tough anti-trust enforcement 
 

Horizontal and vertical integration in 
production (chaebol and keiretsu); 
government-mandated “cartels” 
   

 Financial system Deregulated, securities based, with free 
entry.  Prudential supervision through 
regulatory oversight.  

Bank based, restricted entry, heavily 
controlled by government, directed 
lending, weak formal regulation. 
 

Labor markets Decentralized, de-institutionalized, 
“flexible” labor markets 

Lifetime employment in core enterprises 
(Japan) 
 

International trade Free Restricted in a selective and discretionary 
manner (until late 1980s). 
 

International capital flows “prudently” free Restricted (until the 1990s)  
 

Industrial policy None Plenty (credit subsidies, tax incentives, 
trade protection, export subsidies, etc. on a 
selective basis). 
 

Public ownership None in productive sectors Plenty in upstream industries. 
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