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Industrialisation and Foreign Trgde

What "i-s the relationship - between industrialisation,
trade and economic perfaimance?

Sarath Rajapatirana

In this paper Sarath Rajapatirana,
formerly of the Central Bank of Cey-
lon and now Chief, Policy Analysis
Unit in the Office of the Vice Presi-

the World Bank, examines critical
issues in the interrelationship between
industrialisation and foreign trade and
the impact of different trade strategies
on industrialisation and economic per-
formance in developing countries. This
paper is based on the Banks “World
Development Report, 1987” which
was prepared by a team of economists
led by Rajapathirana.
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In the first decades following World
War 11, economists viewed industriali-
zation as an essential stage in reaching
rapid economic development. But the
real question is not how fast an eco-
nomy can industrialize but how its in-
dustrial sector can be structured to
support sustained growth, ‘In other
words, the aim is to seek ways of
achieving efficient industrialization.
This quest for efficient industrializa-
tion relates directl\} to foreign trade.
Foreign trade allows countries to rea-
lize gains by subjecting domestic pro-
duction to foreign competition and by
providing access t0 a wider market to

achieve economies of scale. At the na-

tional level, trade has allowed coun-
tries to specialize between industry
and other sectors, between different
branches of industry, and increasingly
even between different srages in pro
duction. Trade has provided access to
citical industrial inputs, including tech-
riology, for countries incapabte of pro-
ducing them. In turn, the advent of
new technologies has shaped the pat-
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tern of specialization, and hence the
pattern of trade. Trade has also meant
expanded demand for exports which
itself can spur technological develop-
ment, and thus smooth the way for
industriafization,

This article, based on the World
Development Report, 1987, examines
three critical issues in the relationship
between industrialization and foreign

trade . These are:

Factors that determine the pace
and efficiency of industrialization, in
particular the role of the governmen
in that process. '

The impact of different trade
strategies on industrialization and eco-
nomic performance in developing
countries.

Lessons from trade policy re-
forms.

Factors in industrialization

There has been no single path to in-
dustrialization. It involves the interac-
tion of technology, specialization, and
trade, bringing about structural change
within economies and leading to high
investment and employment. At the
heart of the process has been the role
of the government in influencing both
the pace and the efficiency of indus-
trialization. A broad view of the his-
tory of industrialization reveals five
factors that have shaped this process.

Initial conditions. A country with a
large domestic market is in a better po-
sition to establish industrial plants that
take advantage of economies of scale.

2)

Since distance between countries in
many cases confers natural protection
to domestic firms, everything else
being equal, a country with a larger
domestic market, in terms of area and
population, can begin industrializing
earlier than one with a smaller domes-
tic market. But size is not the only fac-
tor necessary for industrialization, as
shown by the, cases of Japan and the
United Kingdom. A rich endowment
of* natural resources may provide a
country with the financial means to
import foreign technology and its high
income level may support a large do-
mestic market for industrial products.

Domestic and foreign trade policies.
The transition -from a primarily agri-
cultural and trading economy to an in-
dustrial economy has required, at least
in the initial stages, an increase in the
skills of the labour force. More than
general education is required, but high
achievement at the frontiers of science
is not necessary for this transition.

State support for technical educa-
tion made significant contributions to
French and German industrialization,
The United States broadly emulated
the German system, with government
fihancial support for research in uni-
versities. Private industry also main-
tained research laboratories that some-
times received public support. In
Japan today most industrial research is
carried out within private firms, but
in the early period of industrialization
the government helped to promote
technological change, for example by
setting up demonstration factories that
were later sold to the private sector.

~ Transport and communications.

Transport and communications net-
works integrated domestic and foreign
markets into the global economy, ma-
king it easier for exporters to compete.
But transport and communications
networks are very capital-intensive and
therefore expensive during the early
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stages of industrialization. They de-
mand direct or indirect government
support.

A stable institutional and macro-
economic environment. Laws and ins-
titutions that allow markets to 'func-
tion efficiently-property rlghts stan-
dardized weughts and measures, patent
laws, and so fort_h-have all helped to
promote faster and efficient industria-
lization. Such laws and mstltutlons
help’ promote Iong-term investment
and risk taking. Yet they should also
‘be flexible enough to allow mstltu-
tlonal innovation, '

industrialization, - especially in its
early stages, requires large investment
in machines and infrastructure. More-
over, one of the most important Megns
bv whlch technologlcal innovation has
been chrporated in productlon has
been mvestment in new machmes
MacroecOnomnc pohcnes in the' coun-
tries that were mdustnahng m the
nmeteenth century encouraged domes-
"tic savmgs and forelgn fmance requnred
\‘or mvestment o . '

Role of government,. WMarkets>.and
governments complements each other
an the path t6é industéigtization, ‘Mar-
Kets; while effective In- priging and
sifting 'through ‘investments, -aré rarely
"perfect.’ Government - must sofletdmhes
rintervene’ o -achieve. an efficient but-
come, First.governments. have.tersét
the /‘rules of thergame'® k8 define tive
use,. ‘ownership;iuahd :{ conditidngi of
transfer of physical, fingncial, andrin-
-teltastual  assets. Vrrespective! ofcthe
‘type of ' economytwhether ¥ Javouws
rprivate: entdriprise "or iy v eomdand
rggoromy these fules iimpinge dh ecH-
womlio:agtiviey. ~The moreraligy Oave
‘geftaimowell defined and vell undirs-
tood :the moresiribothly the Bobntmy
can function. When these rules are un-
cleat,linterpttied v Unprédictable
wavs, & MAnased o 2 CUTherierRe

pureaugracy ; shey,, ’%lse 105, 05%.0
do:ngnpp,s;pess,im eregyrd»?s’q'o rage

Ihe inerease, i, F’W«ﬂl&w:r.% S’*m?ak
098, Sha, a8, essantial for, lodusing!
SP ez‘{glnlrfg;n??bﬁl&h%y PR ﬁ)hod(;

vhne 53'? priinb wviznogxs e1o owdr

ments must continue to be the main
providers of certain services to fatili-
tate industrialization:

* All governments play a dominant
role in education, especially in. provi-
ding the basic skills of literacy and nu-

meracy that are vital to a modern in-

dustrial }abour force.

Most governments provide the
physical infrastructure of industry:
transport, communications, and power
systems,

Meost, governments provide eco-
nomic i,nfon;mq'tlion; and regulate such
standards g weights,, measures, and
safety at wark.

Governmems in the industrial
economies promote scientific and
technological research.

* . State-owned enterprises are often
estabhshed t0 carry out some of these
taSKS,.; o

,-Governments also mtervene some-
what less dnrectly in the rupning of
their economies. This indirect role

-creates 'tha:policy environment. Trade

.poligy; Fiscal incentives, price controls,
investment reguiatigng, and -finangial
and macroeconomic pelicies are the
main instruments available to govern-
Fefits Ca’ﬂ*téi nrarket failures and ex-
terna]itieg”are e’ 1ust|hcat|ons thost
‘ften ~'¢ited “for- direct *intervention.
Capital market failures arise WHen “en-

.Jreprenaurseannet -bastaw ; adequate

amounts or at opportunity costs-that
allow them to undertake investments.
Externalitigs .arisq:avhen the bepeficial
effects of an investment cannot be re-
-coupedtby: tha.iovestor himself, Both
conceptsrhave feen used; forexample,
1o-defensk policies tqwardhew, or:i‘in-
damtflitdustriass siods ¢ gt vhe
D RE th g of intePeertion will
Ky Aiftevdnt etfebts 6nithé bcohormiy.
“TRAeHY, i Il -casks -théliiportant
HOEIH BHEA IS hé whethwo inter-
GéRE! BAtRBWIGbantikitive restridtichs

. O iHbIHs Y leattiplé, m4y' be wsed

Yot pHEEEE M iffaht findustries.
Bort“1Rade? \HIPH8iNd” sbieidl wdsts more
than a tariff, becau.? they enourage

SUMBPOUUAHRP Sbeivities’ s Yay Yead
Prokfitiis Mg’ Tavond ' - the - ebhtrols.
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to consumers. Subsidies to the. infant
industry could give the same assistance
wnhout raising prices-but they raise
public spendmg and add to budgeta(y
defucnts

Trade industry and growth

* Ecbnomists and pothmakers in
e developing - cBunitries’ have: 16
agreed oh the rofe of ‘Joverniiknt- ih
provudmg mfn‘astrUcture promotitig
ma‘rke’t ei’fuciency " and, rhamtanmng
stable ' ancI'deconomlc policies. But
rhey have dlsagreed on trade strategles
that have' edabled colntriés to attain
‘high ‘growth and develop thelr‘ lndb$
trial porefital. o

Ounldrd * dnd "i)m"afd-widnred
poiicics. Trade policiés 'dan be charac-
terifell ab outward orientéd or inward
otignted. "An® outward onented Stiate-
gy Provides Trcéntives whith re nél]
tral ‘bEiweeh produétion’ 16+ ke ' do-
‘mdstit fiarket and' Exporti Bedatisy in-
Yernationdl 1rade’ié' Wbt positivély dis-
‘tobirigld, " this aPproadh - is' bfter,
though somelvhat Misleadingly, &fer-
Yed to “Héexpart promoliod . i,
the -esSance 'of :HA durwhldlobieaidd

o bragem v s sl oo wen
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Macroeconomic performance of 41 developing economies grouped by
trade orientation

Real GDP

ge annual p

é. 1963-73 (Z) 1973 85

Grogs domestic savings
(Percentage of GDP)

)

ANNANANRNNANANY

32 .
. @ 1963 01985
28
26 — L — :

20 i
16 |
12
8
4
0

Infiation’
{Average annual rate)
50
AP 196373
@1973-85

40
30
20
10 C

fﬁﬁ{ﬂ ’ iﬁ“f

Nolo Averages are waighted by each counl%o

-Vinfation rates ars measured by the implicit

Real GNP per capita
ge annual p ge growth)

: 1963-73 5 1973-85
5

4 ;

3

, .

]

0

incremental capital-output ratio
(Average aniwal ratio)

g @ 196373 &P 197385 |
8

1 -
0 -

Manutactured exports
(Average annual percentage growth)

AP 196573 (7D 1973-85

~T

T

N W OeE O N

18

15
ZzIl“%
Zil Zli
ozl Z
ZIR %
7zl 7
L Zia 7
ZIR %
- Zld 7
R 7~
ZIl %
" 7|8 7

o\°° 9‘ t\‘°°
\r°° 8

e

N \.,0

e“

\0

s share in the roup total for each ndicator
P deflator v alues are group medians

strategy is neither discrimination in fa.
vour of exports nor bias against im
port substitution. An inward-osiented
strategy, on the other hand, is one in
which trade and industrial incentives
are biased in favour of domestic pro-
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 duction and against foreign trade. This

approach is often referred to as an im-

- port substitution strategy.

An inward-oriented strategy usually
involves overt and high protection.

“This makes exports uncompetitive by

raising the costs of the foreign ‘inputs
used in their production. Moreover, an
increase in the relativa costs of domes-
tic inputs may also occur through in-
fiation-or because of an appreciation
of the exchange rate-as the quantita-
tive import restictions are introduced.

Industrial incentives are administered
by an elaborate and extensive bureau-
cracy.

' OQutward-oriented policies favour
‘tariffs over quantitative restrictions.
These tariffs are usually counterba-
lanced by other measures, including
production subsidies and the provi-
sion of inputs at free trade prices. Go-
vernments seek to keep the exchange
rate at a level that maintains equal
incentives to produce exports and im-
port substitutes. Overall protection is
lower under an outward-oriented stra-
tegy than under inward orientation;
equally important, the spread between
the highest and lowest rates of protec-
tion is narrower.

Which palicy has fostered greater
success? An analysis of 41 economies
by Bank staff explored the relation-
ship over 1963-85 of trade strategies
to economic performance. The re-
sults of this* study indicate that out-
ward-oriented economies have , per-
formed better thgn inward-oriented

" ones (see chart).

Some economies which did not fall
clearly in either the outward- or in-
ward-oriented category showed mixed
results. There was no strictly discerni-
ble relationship between trade orienta-
tion and economic and industrial per-
formance. This is not surprising, since
factors other than trade strategy in-
fluence economic performance.

Lessons of policy reforms

If outward-oriented strategies are
associated with better economic per-
formance than inward-oriented strate-
gies, why are policymakers in develo-
ping countries generally hesitant to
undertake trade policy reforms to

. achieve such strategies? One reason is

that there are many unresolved issues
in the area of trade reform that econo-
mic research is only just beginning to

.answer. Another is that many trade re-
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" The international trading environment and the

_developing countries

Wrile the lessons from trade policy reforms show that the process is
manageable under certain conditions, the benefits from trade liberalization
can be increased if the world trading environment is fice. Such an
environment will also make it politically viable for developing countries to
undertake trade reforms. But in recent years there has been a resurgence
of protection in the form of nontariff barriers. The proportion of North
American and European Community imports affected by various nontariff

* -restrictions has risen by more than 20 percent from 1981 to 1986. These

- Testrictions cover large volumes of imports and particularly affect exports
of developing countries. Nontanff barriers in clothing and footwear have
proved porous, so some developing countries have been able to increase
their exports to the industrial economies even as gaps in these barriers are
being plugged.

Costs of protection to industrial countries
There are several ways of measuring the costs of protection. These
methods generally underestimate the costs due to the negative effects of
restraining competition on managerial efficiency, acquisition of new
techniques, economies of scale, and savings and investments.

© Costs to the consumers. Protection of apparel in the United States is
estimated to have cost US companies in 1984 between $8.5 billion and
$18.0 billion; of steel. between $7.3 billion and $20 billion; and of
automobiles, around $1.1 billion.

® Helfare costs. This concept covers the extra cost to the economy as
a whole of producing more of the goods domestically rather than importing
them. Normally the welfare cost is considerably less than the consumer

cost--particularly for tariffs or quotas. Even so, the estimates for textiles .

and apparel range trom $1.4 bilion to $6.6 bilion in the European
Community and-the United States and nearly $2 billion for steel in the
United States. S
® The cost of preserving a job. Each protected job often ends up costing
consumer$ more than the worker's salary. For example, each job
preserved in the automobile industry in Britain is estimated to have cost
consumers between $19,000 and $48,000 a year. In the United States the
cost was between $40,000 and $108,500 a ygar. Looked at another way,
“thie. cost to consumers of preserving one worker in automobile production
in the United Kingdom was equivalent to four workers earning the average
industrial wage in other industries. In the':US automoblle industty,. the
equivalent cost would be the wages of six ordinary industrial workers: The
voluntary export restraints by foreign steel producers cost' US consumeérs
$114,000 per protected job each year

Costs to developing countries
Developing countries bear heavy costs emerging from their own highly
protective nolicy environments. But they also suffer costs from the
protection in industrial countries.

Few studies exist of the latter. The available studies attempt to measure
only the increase in export earnings for developing countries that would
arise from reductions in the tariffs and nontariff barriers which face them.
Studies by the World Bank, the Fund, and the Commonwealth Secretariat -
show that the result would be substantial export gains—worth several billion
dollars a year. More detailed studies have been made for individual
countries such as the Republic of Korea. Restrictions on Korean exports
of carbon steel cut sales to the United States by 33 percent, or $211 million;
but Korea had offsetting gains in the form of higher prices and increased
sales to other markets.

The costs ‘of protection are high for both mdust.nal and developing
countries. They bear heavily on the latter, however. Protective structures
in industrial countries discriminate more against developing countries than
each other.

The international environment
Given their high unemployment, slowmg growth, and the increased
competition that they face from developing countries manufactures, there
is the danger that industrial countries will increase barriers to manufactures
from developing countries, This may mean more discriminatory nontariff
barriers, more effectively administered. Such steps would further
undermine the integrity of the GATT system and would restrict the growth
of exports from developing countries. Many developing countries are

already heavily in debt, so a reduction in their export eamings would

aggravate the problems of world debt. Protectionist acts will have very
serious implications for resource growth and maintaining orderly foreign
exchange and capital markets in the world. These developments could

- produce widespread disilusionment with the outward-oriented trade

strategies which have proved so successful for the newly industrializing
countries in recent years.

If industrial countries become more protectiqnist, developing countries
would be forced into exploring other, second-best, options. These would
include trying to expand trade with the centrally planned economies and

.. with other developing countries on a discriminatory basis. But the

prospects of greatly improved trade in either of these directions are not

.good. Neither could replace trade with the industrial market economies.

are to respond to the incentives the

forms have had to be reversed, leading
to the perception that they entail high
costs and produce limited benefits.
The shift toward outward orienta-
tion inevitably involves transitional
costs. Major shifts in resources accom-
pany trade reforms aimed at liberali-
zing the trade regime, as some activi-
ties contract and others expand in res-
ponse to the changes in prices. If the
economy is highly distorted to begin
wnth ‘the changes that are likely to be
necessary are very large. One visible
cost is mcreased unemployment,
though recent research on trade re-
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form shows that this is more the result
of poor macroeconomic policies than
ot the trade reforms themselves.

More often than not, trade liberali-
zation comes in the wake of economic
crises, usually associated with budget
and balance of payments deficits and
inflation. Such crises may create the
political-will for change-an important
ingredient for undertaking trade re-
forms - but reforms undertaken in a
crisis atmosphere may not be sustaina-
ble. So a government's long-term co-
mittment to reform needs to be subs-
tantial and credible if economic agents

reform creates. Moreover, a strong ini-
tial shift in policy can quickly boost
exports, enough to create vested in-
terests in support of further liberaliza-
tion. Stable macroeconomic policies,
to reduce inflation and prevent cur-
rency appreciation, are also crucial for

. -the success of trade reforms. The fate

of the reforms, once undertaken, often
rests mainly with what happens to the
balance of payments-and this is deter-
mined by macroeconomic policy,
Experience suggests that export
performance is closely related to the
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level and stability of the exchange
rate. Conversely, using the exchange
rate to stabilize domestic prices hin-
ders trade reform. In the countries of
the Southern Cone of Latin America,
Argentina, Chile, and Uruguay-that at-
tempted trade reforms., capital inflows
led to the appreciation of exchange
rates, which offset the incentives for
increasing the production of exports
and import substitutes. Large capital
inflows were in some cases the result
of an ill-timed or uncoordinated libe-
ralization of the financial markets in
which domestic interest rates rose very
sharply. This provoked heavy bor-
rowing from abroad. Thus poor mac-
roeconomic policy was more to blame
than the trade reforms for the crisis
that followed. Trade reforms, how-
ever, fell into some disrepute because
of their guilt-by- association with poor
macroeconomic policies. '

The design of trade policy reform.
A review of the recent history of trade
policy reform suggests that three ele-
ments seem to matter most in the de-
'sign of such efforts. The first is the
move from quantitative restictions to
tariffs. This links domestic prices to
foreign prices and allows greater access
to foreign inputs while increasing com-
petition. The second is the narrowing
of the variation in rates of protection
even as its overall level is reduced. The
third is direct promotion of exports to
offset the effects of import tariffs.
Specific measures to promote exports
risk acquiring a permanent status,

however, and lead to the postpone-

ment of more fundamental changes re-
lating to the exchange rate. They also
contravene rules of the General Agree-
ment on Tariffs and Trade (GATT),
create domestic lobbies that will
oppose their removal, and risk coun-
tetvailing duties from trading partners.

Trade reforms alone cannot lead to
efficient industrialization and im-
proved economic performance without
addressing a number of areas that
constrain domestic supply response.
Among these, four areas are particu-
larly important.
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Structure of manufactured exports from developing countries, 1970~84

Share of developing Granwth
countries’ exports? mie®
Description 1970 1984 1970-84
Traditional manufactured exports
Labor-intensive
Textiles and apparel (84 and 65) K} ) 4.8 mns
Footwear (RS) 1.8 29° 18.2
Other labor-intensive (61 and 83) 29 2.3 1.6
Total 36.0 30.0 12.4
Resource-based
Wood and cork (63) . 3.6 1.5 6.9
Paper manufactures (64) 0.8 1.1 17.6
Other resource-based (52 and 56) 0.8 0.9 14.5
Total o 5.2 35 12.2
Nontraditional manufactured exports*
Electrical machinery (72) 16.1 16.7 14.1
Chemicals (51) 8.3 9.9 15.3
Nonclcch;ical machinery (71) 4.2 8.7 20.1
Transport equipment (73) 2.6 5.2 20.0
Iron and steel (67) 6.2 6.5 14.2
Other nontraditional? 214 19.5 12.9
Total 58.8 66.5 15.1
Total 100.0 100.0 14.0

Tacta dofi

8,6,7, and 8, less 8.

¢ Rest of nontraditional expurts.
Source: Murray (background paper).

Nute: Figures in parentheses are the SITC categories for the respective product group,
$ Dewlaping countries’ exports of the listed product as a share of developing countries’ total expurts of

J as SITC categories

b The rate of growth of developing countries’ exports of the listed priduct during 1970-84 in constant dodlars.
¢ Total manufacturing exports less traditional manufactured exparts.

* Reduction of price controls

Such controls are pervasive in develo-
ping countries and are usually aimed
at protecting consumers from mono-
polies- and helping industry by res-
training increase in prices of inputs.
They restrict supply and distort rela-
tive prices, however, causing ineffi-
ciency and retarding .industrial
growth.

* Investment licensing regulations
These regulatidns are imposed to in-

fluence the pattern of private invest-
ment in line with government priori-
ties. |f designed poorly, however, they
distort patterns of prices and incenti-
ves, discourage foreign private invest-
ment, and encourage foreign invest-

_ ments, if any, in activities with low

social returns.

* Financial market reformsnter-
rest: rate and portfolio controls can dis-
courage savings and distort investment
patterns. Reforms are needed to let

resources move from one activity to
another in line with the incentives
created by trade reforms.

* Labour market reforms. Some of
these regulations also distort factor
prices, technology choices, and lead to
lower employment. Labour market
flexibility is also an important ingre-
dient in trade reform.

The combination of trade and do-
mestic market reforms can make
countries move from inward-oriented
to outward-oriented trade strategies.
This, of course, presupposes that the
other ingredients of industrialization
and growth:physical infrastructure,
education, and legal and institutional
factors-are adequate for the task. But
benefits from trade reforms can be in-
creased only’ if the international tra-
ding environment is freer than it is
now(see box) and protection is both
low and relies more on price measures
than quantitative restrictions.
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