‘00 Outward — Oriented Policies Really Favour Growth?
A critical look at the World Development Report 1987

LKJha

Raj apatirana’ replies.

Sarath Rajapatirana and his paper on “Industrialisation and Foreign Trade”, which we
carried in our November issue, contains much of the substance of the Report. L.K.Jha a
leading official figure in India’s commerce and planning setup and most recently Chair-

man of India’s Commission on Economic Efficiency, Productivity and Exports has disa-
greed with some of these views and takes a critical look at the Report in this note; while
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p eople nterested w1 the problems of
developing countries look forward to the
annual publication of the World Dewelopment
Report by the World Bank with great
expectation. The special feature of the 1987
Report, the tenth in the series, is that it tries
in .Chapter 5 to argue that the trade

orientation of developing countries has been

the principal factor influencing their industrial
performance. To prove this point, it classifies
41 developing economies according to the
orientation of their trade strategy over
1963-73 and over 1973-85. At one extreme

~ are'the countries whose policies are said to
be strongly outward-oriented, while at the -

other end are those described as strongly
inward-oriented. In between, there are two
other groupings—moderately outward-ori-
ented and moderately inward-oriented. The
Report compares the macroeconomic per-
formance of these four groups, focusing
attention on their average annual percentage
growth in real GDP, both overall and in per
capita terms, as well as other yardsticks o:
economic performance, such as gross domes
tic savings, incremental capital/output ratio,

.average annual rate of inflation, and the

growth of manufactured exports. The broad
conclusion drawn from these comparisons is
that the more outward-oriented their trade
policies, the better was the performance of
developing countries.

A careful analysis of the methodology
employed in coming to this conclusion gives
rise to serious misgivings. Is it seriously
contended that a policy which paid large
dividends to island economies in whose
national income foreign trade made such a
large contribution would prove equally useful
in continental economues such as Brazil and
India? One wonders why some other island
economies, such as Fiji, Seychelles, Jamaica,

_-Trinidad, Mauritius, and Bermuda have not
been included in the study. Further, is the

inclusion of the Republic of Korea among the
outward-looking economies fully justified,
considering that the country'sstrade policies
went through many phases, some more
restrictive than others? In any event, the
regulatory and developmental role of the
State in various fields, particularly technolog-
ical research, and the kind of political and
economic support from the United States,
among other things, have also unquestionably
helped in the spectacular growth of Korea.
Nor "has its record of performance been
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" equally satisfactory all the Lime. At one stage,

the annual rate of inflation was as high as 40
percent. Indeed, there are a wide range of
factors, differing from country to country,
which influence the developmental potential
and performance of each, Therelore, 2
generalization of the sort made in the Report
by looking at the average—and not at
individual performance—ol different coun-
tries, carefully selected and grouped, and
correlating it with their trade policies, can be
very misleading.

Of the many factors influencing the growth
performance of a country, some are immu-
table, such as natural resource endowment.
Some, such as population growth, are ame-
nable to change over a long-period of time,
through sociological . rather than economic
policies. Others include the nature of political
relations with developed countries whose
cooperation can be particularly helpful in
providing resources, technology, and mar-
kets for the developing country’s industry.
Then again, while external investment usually
comes into export-oriented industries in
island economies with a small domestic
market, in a large continental economy, it is
the size of the domestic market and the rale
at which it is expanding that altracts foreign
investment. In furn, foreign investors want
to be assured of a measure of shelter from
compeutmn. both external and-internal.

'n\cn there are special factors which are
part of the national psyche. The absence of a
tradition of entrepreneurship, for example,
often leaves an otherwise promising economy
n a state of poverty. Often restrictive trade
policies which help minimize nsks act as a
torrective to it.
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An objective study of the impact of
outward- or inward-orientation of an economy
on its .industrial growth could have been
better made by comparing the performance
of the same economy at different periods of
time, under different trade orientations. The
results of such a study might well have led
to very different conclusions. For example,
in the case of India under British rule, the
‘economy was open. There were no inhibitions
about allowing private foreign investment in
‘industry. Import tariffs were low. Yet, the

rate of industrial growth in that period was ,

very low. It was during World War I, when
‘imports were severely curtailed as a result
of short supply and shipping difficulties, that
there was the first real spurt in the rate of
industrial growth. This gained further momen-
tum after independence. The experience of
many other colonies, before and after inde-
‘pendence, would tell 2 somewhat similar tale.

Yet another way of making an objective
evaluation of the impact of trade policies on
the pace of industrial development would be
to look at the historical experience of
developed countries. Was the emergence of
the United States as the leading industrial
economy the result of outward-oriented trade
policies or of other factors? Then, again,
what about Japan? A 1972 OECD study, The
Industrial Policy of Japan, has a very different
story to tell It says:

“should japan have entrusted its futire,
according to the theory of comparative
advantage, to these industries [toys or other
miscellaneous merchandise and low-quality
textile products) characterized by intensive
use of labour? That would perhaps be a
rational choice for a country with a small
population of 5 to 10 million. But Japan has a
large population. If the Japanese economy had
adopted the simple doctrine of free trade and
had chosen to specialize in this kind of
industry, it would almost permanently have
been unable to break away from the Asian
pattern of stagnation and poverty, and would
have remained the weakest link in the free.
world, thereby becoming a problem area in
the Far East.

“The Ministry of International Trade and
Industry decided to establish in Japan indus-
tries which require intensive employment of

capital and technology, industries that in -

consideration of comparative cost of produc-
tion should be the rmost inappropriate for

Japan, industries such as steel, oil refining,

petro-chemicals, automobiles, aircraft, indus-
trial machinery of all sorts, .and electronics
including electronic computers. From a short-
run, static viewpoint, encouragement of such
industries would seem to conflict with econo-
mic rationalism. But, from a long-range point
of view, these are precisely the industries
+where income elasticity of demand is high,*®
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technological progress is rapid, and labour
productivity rises fast. It was clear that
without these industries it would be difficult
to employ a population of 100 million and raise
their standard of living to that of Eirope and
America with light industries alone; whether
right or wrong, Japan had to have these heavy
and chemical industries,”

Turning once again to the area covered by
the 1987 World Development Report, a careful
study of the data presented can lead to very
different conclusions f'om those drawn in it.
Thus, Figure 5.3 on page 86 furnishes
information on the performance of individual
countries with different trade orientation over
1963~73 and 1973-85. A closer study of the
information presented shows that the rate of
increase of real GNP per capita for Bangla-
desh jumped up from about minus 2 percent
in the first period to above 4 percent in the
second period. Likewise, for India, the rate
went up from a fittle above zero to just below
4 percent. Against this, the corresponding
rate in Singapore and the Republic of Korea
registered a fall of 2 percent or more per
annum. Considering that the rate of popula-
tion growth in Bangladesh and India was so
much higher—a very important point when
assessing per capita growth rates—surely
their performance cannot be judged to be too
poor, even though they pursued inward-
looking policies.

Similarly, the average annual percentage
growth of “real manufacturing value-added”
shot up from near zero to about 10 percent
in the case of Bangladesh, and from around 3
‘percent to around 7 percent in the case of
India, The percentage rate of growth in
“employment in mnutacturing" between the
two periods went up in the case of Bangladesh
and India, while it recorded a sharp decline
in the case of the Republic of Korea,
Singapore, and Hong Kong.

Another point which emerges from a study
of the Report's data on the performance of
individual countries is that Pakistan's rate of
per capita income growth was higher between
1963 and 1973, when it was classified as
strongly inward-oriented, than between 1973
and 1985, when it had moved into the
category of moderately inward-oriented. In

“real manufacturing value added” too, Paki--

stan did not improve its performance by going
in for more liberalized policies. Moreover,
“employment in manufacturing” in Pakistan,
which showed an average annual growth of
around 2 percent over 196373, had a growth
rate of minus 3 percent over 1973-84.

Thus, the data presented in the WDR could
well be used to argue that most of the poorer
people of the earth have fared better with
inward-looking trade policies. This is not the
conclusion reached by the authors of the
World Development Report 1987.
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:.Saralh Ra;apalwzw. lmder of the World

Bank teaw: that produced the World Develop-
menit Report 1987, replies: '

- As Mr. Jha states, many factors influence
the growth performance of a country. Indeed,
the first paragraph of the Report states precisely
that. The discussion in Chapler 5 concenlrated
on the ralationship between trade strategies and
economic performance. Il was based upon
evidence from 41 developing economies that the

better perfomxancc of oulward-oriented eco-
nomies is the result of trede and industrial

policies that do mot discriminale betueen
Droduction for the domestic market and exports
nor between domestic and foreign goods. These
Dolicies lead to neulral incentives. Conversely,
countries that actively discriminate aguinst
Joreign trade, by giving greater incenlives (o
production Jor the domestic market, forgo the
benefils of efficiency, permit poor macroecono-
mic policies to persist withoul correction, and
incur cosls associated with rent-seeking by

those in economsic aclivities prolected by qualas,
From his detailed comments, it apy .e7s that

My. Jha either may not have read the Report
in its entirely or that he has misinlerpreled
some of the dala conlained in it I skall,
however, altempt to answer each of his major
points, in the order that he raises them:

® Can we compare island with contingntal
economies? Wheiher a country is an island or
a continental economy has no relevance to the
definitions of oulward- or inward-orienled
trade stralegies. These definilions relale lo the

structu ntives. A continental economty
muﬁ:fﬁ's"»fa:zsm :}"Iomgn frade in ils

national income and skill rech the bensfils of
neutral incentives,. We did not include the
island ecomomies that My, Jha ciles because
we did not have adequate data on their trade
regimes and economic peformance” lo.maich
those of the other countries in our sample.

. @ India may well have had an open
economy and even neulral incenlives under
British rule. But the fact that it did not grow
rapidly cannol be ascribed lo the neutral
incentives. These incentives would have led to
efficiency but could not have made up for low
investment, poor literacy or lack of technology.

® In discussing the Repudlic of Korea, Mr.
Jha implies that outward-orienlation is equiy-
alent 1o free trade. This is not correct. In our
sample, Korea is classified as .outward-
orienled because it provides nearly meuiral
incentives for the domestic and foreign markel.
Providing ingéntitgs to some domestic indus-
tries does.not conflict with outward orienta-

| sample countries were “carefully selected and

grouped,” the group was nol al all pre-selected.
These uere the developing counlries on which
sufficient data were avarkavle. 1he two cae-

. gories—strongly outward-orienied and strongly

inward-oriented—correlale respectively with
relatively good and poor performance. No clear
relationship emerged for those in the “moder-
ale” groupings. Our conclusions were based
on the robust resulls of the strongly outward-
and inward-oriented economies in the sample.

® The reason we did not dewle extensive
discussion o the performance of individual
countries with different trade policy orienta-
tions over time is that we did not wish to repeat
the findings of numerous other studies, cited
in the Report ilself and elsewhere, of individual
counlyy experiences. Sec, for example, Little,
Scilousky and Scott (1970), Juergen Donges
(1976), Bhagwati (1978), and Krueger (1978).
Those findings show thal, over lime, countries
that move loward neutral incentives improwe
theiy economic performance. The sample used
by our Report, which is 34 lismes larger thun
each of the sels of countrics analyzed in these
studies, confirms their findirs.

® On Japan, Myr. Jha g .vi2s @ 15-weur-old
OECD study. Firsl, a} tne visk of rcpelition,
one must not equate free trade with outward-
orienlation. Second, mor: recent OECD
studies (e.g., Costs and Benefits of Pre-
tection, 1985, Paris) acknowledge the hi i
costs of prolection,

® Finally Mr. Jha aitsmpts to reinterhnt
our data in analyzing Figure 5.3 of the Roport.
He may have misread the bar charts. Each
vertical bar covers the range of individual
country performances for each group of coun-
tries. The location of the country name on the
chart does not indicale ils posilion on the scale.
Bangladesh, for eanple, did not reach a 4
percent growth rale in per capita GNP owr
1973-85, as stated by Mr. Jha. It was within

.the range that peaked at 2 percent, as clearly

marked by the vertical bar in the chan.
Similarly, for the growth rate of real manufac-
luring value added, Bangladesh and Indiz
increased by 7.5 percent and 4.6 percent
respectively over 1973-85, not by 10 percent
and 7 percent, as Mr. Jha states.

® Contrary to Mr. Jha's interprelation of
our dala, Pakistan's per capila income wus
not higher under inward-orientation. Again,
he appears to have misread the bar chart. Even
if his point were corvecl, it does nol demonstraic
that high growth is associoted with inward
orienlation. It is well known that countries
may be able to grow faster with increased
Dprolection, bul they cannot sustain such growth
over lime,

o Conlyary lo Mr. Jha's assertion that our

ECONOMIC REVIEW DECEMBER 1987

. 3




