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CHAPTER II. Prices and Government Interventions in 

Developing Countries 

This chapter makes a case for the j_mportance of price reform by 

examining both theoretical arguments and empirical evidence on 

the functioning of markets in developing countries. After 

considering government interventions in mackets in general terms, 

it discusses in turn theoretical ~rguments relating to a number 

of specific types of market - these for traded conunodities, 

foreign exchange, labour and capital. The latter part of the 

chapter surveys the empirical Ev:_dence on the significance of 

the mal-f;.mctionin9 of markets in developing countries. 

There is a coltUTIOn view in the literature on economic development 

that prices in developing countries are highly "distorted", and 

cannot ther•;!fore fulfill their appropriate role as a resource 

allocation mechanism. This view has become increasingly 

influential in recent years. The consensus of opinion amon~st 

developl~q economists is now probably that earlier writings in 

the 1950's and 1960's, which assumed that demand and supply 

conditions in LDCs are so inelastic or unresponsive to price 

changes that "prices do not matter" greatly overstated their 

case 1 • Before examining this argument :Lt may be helpful. to 

clarify the meaning of some of the terms used. 

Here a distortion refers to the deviation between actual prices 

and opportunity costs to the economy of the items concerned:. 

Opportunity costs ar~ defined as the value of a commodity or 

resource in its most likely alternative use and this value in 

alternative use is what is meant by an economic value. The 

te~m shadow price also arises at several points. Although first 

used in the progranuning literature it has teen adapted by cost 

benefit analysis to refer to a price that reflects opportunity 

cost~ to the economy3. 

The argument' concerning the economic significance of distortions 

is that governments intervene in the functioning of markets in 

developing countries for a variety of r.easons; for example to 



conserve foreign exchange, to protect local producers from 

foreign competition, to guarantee a minimum wage, to encourage 

investment and to raise govern~ent revenue. These interventions 

will involve a range of policy instruments - including quantitative 

import restrictions, tariffs, minimum wage legislation, credit 

subsidies, controlled i~terest rates and indirect taxes. In 

practice, the neat matching of one target (for example the 

balance of payments position) with one policy variable or instrument 

(for example the exchange rat~), which is seen as the sole means 

of achieviDg the target concerned, is very rarely present. 

Government objeccives are normally sought through a variety of 

instrumen~s, often with the relative weights placed on the 

instruments varying over time 4 • Whilst the basic objectives 

of government policy can be taken as given, the argument is that 

interventions in the operation of markets will force market prices 

away from opportunity costs. Thus it is argued that significant 

lo3ses in economic efficiency will be created if producers and 

consumers respond to "distorted" rather than "efficient" market 

price~~- Initially many market prices may not themselves 

reflect economic values, so that this original distortion is 

the reason for government intervention. However, it is argued 

that, in many cases, intervention to remove one distortion is 

carried out in such a way as to create fresh distortions elsewhere 

in the economy. These "by-product distortions" or side effects, 

may be both unanti=ipated, and undesirable, and theoretically at 

least, could negate the beneficial effect of the removal of the 

initial distortion. This argument will be explored further 

below, but a simple and obvious example can be given at this 

point. Consumption of certain luxury goods may be judged to be 

socially undesirable and therefore their import may be severely 

restricted by the imposition of a high import tariff6 • However, 

the tariff may now make domestic production of the good 

commercially profitable, since its domestic price can be set 

equal to or just below the tariff-inclusive world price. If 

consumption of the good is to be discouraged it will require 

either the im~osition of a r.igh rate of indirect taxation on 

domestic sales, or the outright prohibition of domestic production 

in addition to restraint on imports. The initial intervention 

.... 
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thrcugh the import tariff will not on its own be sufficient to 

discourage consumption if domestic production becomes a viable 

alternative. 

One of the major strands of the argument 5.n favour of overall 

reform of the price syste.n in many developing -=ountries i::; what 

is seen as the chaotic set of forces working to determine 

relaLive pri~es in these economies. Often, it is suggested, 

governments do not foresee the implications for prices of various 

policies, and if they could they would often feel unhappy with 

the consequences of many of their interventions in the functioning 

of markets. It should be noted ~hat this type of argument has 

often been used as a justification for leaving many crucial 

decisions to the outcome of market forces. However, the logic 

of the argument does not preC'lude government intervention. It 

simply suggests that if markets oo not give the signals governments 

wish intervention will be necessary. However, the implications 

of this intervention should be examined to ensure that desirable 

effects ~n one 1irection are not offset by undesirable effects 

in another. 

Over the last 15 years or so a large number of empirical studies 

have identified significant divergences between market prices 

and shadow prices 7 • In addition.work on the systems of 
' 

protection in developing countries has focussed more narrowly 

upon the relative incentives which have been created by various 

forms of protection, and implications of these incentives for 

economic .:?fficiency 8 • For a large number of countries the 

general picture is of economies where th~ price system has been 

highly distorted through govarnment intervention. The discussion 

here focusses on wh~t have been termed 'macro prices' 9 : that is 

prices for the mai~ macro parameters - foreign exchange, labour 

and capital. The discussion is simplified in that it ignores ti1e 

segmentation of labour arid capital markets anc proceeds as if 

there is a single price for these tactors. Al3o each of the 

three markets - those for foreign exchar1ge, labour and capital, 

are considered in isolation even though these macro prices are 

inter-related. These inter-relations can be complex, however, 

.. 
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wi ti~ the direction of causation varying with circumstances. For 

example, the exchai1ge rate may influenc1~ wage !:'ates strongly in 

some circumstances, and be influenced by them in others. The 

exchange rate is crucial in determinin~ the relative costs of 

traded and non-traded goods, and if wages are determined by the 

cost of labour's conswnption, any change in the exchange rate will 

alter ~oney wages. On the other hand, i.n a situation of cost-push 

inflation arising from an independent growth in money wages, it 

will be wage increases that determine the market-clearing exchange 

rate through their effect on domestic vis-a-vis international 

inflation. A similar two-way causation can exist between the 

exchange rate and interest rates. If an economy is prone to 

short-run capital movements in response to interest rate changes, 

the latter can be an important influence on the exchange rate. 

On the other hand, if the exchange rate is fixed and monetary 

policy is used to reduce a trade isbalance it will be interest 

rates that are determined by the exchange rate, and not vice-versa. 

Although the discussion that follows is in terms of markets viewed 

in isolation, these various inter-r·~lationships should be borne 

in mind. 

Prior to a discussion of the exchange rate it is necessary to 

consider markets for traded commodities, since conditions in these 

markets will be a key influence on the demand for and supply of 

foreign exchange. 

Markets fer Traded Commodities 

It is well established in the literature on shadow pricing that 

for internationally traded commodities, for which an economy 

participates in world trade, economic efficiency prices or 

opportunity costs will be given by the world prices, CIF for 

imports and FOB for exports, of the commodities concerned. Iri. 

an economy with protection from the world market - and most 

economies will be protec·ted in some way - domestic and world prices 

will not be equa1 10. If import tariffs are imposed, once an 

import reaches its port of entry, its price will be raised immedi­

ately by the tariff. Quotas will alsc work to raise domestic 

prices above world levels, even if n0 taiiffs are involved, sin=e 



they restrict the supply of an import. The price of such a good 

in the domestic market would rise until demand is equated with the 

limited supply availablP. under the quota. The excess of the 

domestic selling price above the import price is termed the scarcity 

premium arisir.g from the imposition of a quota. The ratio of the 

scarcity premium to the world price is sometimes referred to as 

the tariff equivalent premium, since a tariff of this rate would 

create the same domestic price as the quota; however, as is 

discussed further below the effects of tariffs and quotas need not 

be the same. 

On the export side ~imilar effects will be at work. An export 

tax on a commodity whtch can be sold domestically as well as abroad 

will create a domestic price equal to the export price minus the 

export tax. This follows since, other things being equal, 

producers will only sell abroad if they can obtain a net price, 

after tax payments, equal to that in the domestic market 11
• 

Export subsidies have the opposite effect however, since the 

domestic price must now equal the export p~ice plus the subsidy. 

These trade interventions will normally be introduced for a nUJ:lber of reasons, 

and as noted earlier, in practice, one policy instrument often serves more than 

one purpose. Import tariffs ~ay be imposed for revenue reasons, for example; 

however in many countries they rnay have an important role in either restrictin0 

the overall cemand for imports, or raising the profitability of local import-

corapeting producers. Import quotas are often introduced for short-run balance of 

payments considerations to restrict demand for the lirr.i ted amount of foreign exchange 

that is available. However it has been argued that frequently quotas introduced 

under such circumstances have been retained for protection after the original 

foreign exchange crisis has passed. ~hilst theoretically quota restrictior.s and 

import tariffs can be shovm to have identical effects on resource use, this 

argument rests on the assumption of competitive production conditions in the 

domestic economy 12 Under monopolistic domestic prod~ction, for example, supply 



and demand curves may be affected differently by ~ quota as opposed to a tariff. 

Cf more practical importance is likely to be the fact that tariffs provide a knovm 

rate cf protec~ion given by the percentase tariff.rate. The effect of quotas on 

domestic prices is more uncertain however. and will change with dorr:estic supply 

and· decar.d conditions. Therefo~e ~ith tariff prot~c~ion, the do~estic price is 

ncrm~lly set by the world price plus the tariff, so that domestic prices alter 

in respons~ to changes in world prices, with domestic dan:and and supply having 

little or no influenc~ on domestic prices. With a fixed quota however, the 

reverse will hold and it will be shifts in domestic demand and supply which 

determine domestic prices. The distributional effects of tariffs and quotas 

will differ also. Tariffs are a major source of government revenue, whilst 

the scarcity premium created by quotas ~ill go to those traders or producers 

who obtain import licences under the quota system. Although in principle 

governments can auction import licences and thus capture this premium for 

13 themselves, in practice this policy is rarely fol!owed 

Export taxes are used chiefly to raise government revenue and are normally 

applied to pri~ary or mineral exports. They could be imposed, ior example, to 

tax windfall gains due to sudden fluctuations in the world price for a commodity. 

In theory expc-"t taxes Cc:.Jld also be imposed by an individual country for tez-nis 

of trade reasons - what is described as the "optimal tariff" case; - the aim ceing 

to restrict SUp?ly and thus raise the export prices of goods vlith inel~stic world 

.demand. In practice this has not been a major motivation for most de\~loping 

coun!ries, who are generally price-takers for their exports •. ' In some 
circumstances export truces may also t-e used to protect domestic users 

of the commodity. This follows because as we have noted export taxes 

wol·k to lower the domestic prices at which exportable goods are sold. 

Finally, it should be noted that export subsidies can take various forms, 

which will be discussed in more detail below. They are a means of 

raising the profitability of exporting, often as a counter to the level 

of the official e~change rate which may provide an unattractive rate 
of return for exporters. 



The extent to which many developing countries have used these interventions 

in ciarkets for traded coi!'Jno~i ties is now v1ell doccmented, anci the undesirable 

consequences fer econc:dc efficiency of many protective measures are stressed 

frequently. Thr~e separate strands of the argument can be distinguished. 

(a) The varied and often unanticipated effect of protective measures 

in terms of the incentives created for different branches of the industrial 

sector; in other words not all branches will benefit equally and the relative 

levels of incentive may be unplanned ar.d,in some cases, undesired. 

(b) The general encouragement protection from import competition 

givP.s to high cost domestic production, and the lack of stimulus it provides 

to reduce costs to international levels. 

(c) The harmful impact of industrial protection on other parts of 

the economy, particularly agriculture and exports in general. 

Considering the relative impact of protection on different industrial 

branches the essential point is that the final degree of incentive 

will generally not be known in advance, when the protective measures 

involved are being planned. This may be either because of uncertain 

impact of quotas, or because of the effect of imposing different rates 

of tariffs, taxes or subsidies, on inputs as compared with outputs. 

The observed or nominal rate of protection is given by the ratio of 

the domestic price to the world price for a comparable comrnodity 1 ~ 

However the full effect of a protective system can only be estimated 

by comparing the tariff or tariff equivalents on the output of a 

·producer, with those on the inputs he must purchase. The logic of 

this is that if in percentage terms a producer's input prices are 

·raised above international levels, by more than his output prices, he 

is ~eing penalised rather than encouraged by the protective system, 

even though his own output may have a positive tariff. A comparison 

7 

of the output tariff of a producer with a weighted average of the tariffs 

on his inputs, with the weights determined by the share of inputs in 

the value of the output gives what is termed the "effective rate of 

production" (ERP) • This measures the extent to which value-added of 



a producer, or the aggregate of all producers in a branch, at domestic, 

that is protect~d prices, exceeds what it would be in a free trade 

situation, where world and domestic prices are assumed to be 
equalizedl5. 

In othe• words to assess the full impact of a protective system it is 

necessary to know the degree to which value-added, not simply the output price, 

is raised above international levels. Higher value-added will normally, although 

not inevitably, imply higher profitability, and if one is interested in gauging 

the impact of the incentives resulting from protection one must ha~e some idea 

of how relative profitability between industrial branches is affected 16• 

ERP measures have been used extensively in applied work on industrial 

development in developing countries, although they are not without both empirical 

and conceptual problems. Empirically there are difficulties in obtaining 

_comparable world and domestic price da·.:a, and in achieving a sufficient degree of 

disaggregation to estimate separate ERPs for a large number of branches. 

Conceptually also there are difficulties in the treatment of non-traded good st ~.n 

the need to assu~e fixed input coefficients, and with the appropriate exchange 

rate to use in tho calculation~. Nonetheless given these li~itations it ·s 

generally felt that the ERP measure is useful for analysing t~e extent to which 

protectionist policies create incentives for resources to shift in different 

directions. 

Table 1,taken from Krueger (1933),gives both the average level of ERP in 

manufacturing and cf the range of ERPs between brar.ches vdthin r.iar.ufactu:ring, for 

a number of countries in the 1960's and early l970's 

Whilst it is acknowledged that ERPs will give a more accurate picture of the 

relative incentives to resource shifts than will noQinal rates, a major problem 

·is that ERP estimates are both technically complex and require detailed information. 

Where they can be produced they will normally only be available with a lag of 

several years, during which time economic conditions and pol' ies ~ay have chansed. 

However ~~ere nominal and effective rates are highly correlated, and this appears 
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to be the case in some countries, one can arg~e that nominal rates alone 

will give at least a rough guide to relative resource-pulls created by 

protection 1 7 • 

Table 1 

Country 

Brazil 

Chile 

Colombia 

Indonesia 

Ivory Coast 

Pakistan 

S. Korea 

Thailand 

Tunisia 

Uruquay 

r.lean and range of ERP for manufacturing in 
some ceveloninc countries 

Year 

1958 

1963 

1967 

1967 

!969 

1971 

1973 

1963-64 

1970-71 

1966 

1973 

1972 

1965 

Average ERP in 
manufacturino 

106 

164 

63 

17 5 

19 

119 

41 

356 

200 

1 

27 

250 

334 

Source; Krueger (1983) table 3.1. 

Range of ERPs 

17 to 502 

60 to 687 

4 to 252 

- 23 to 1140 

8 to 140 

- 19 to 5400 

- 25 to 278 

6 ti) 595 

36 to 595 

- 15 to 82 

- 43 to 236 

1 to 737 

17 to 1014 

I 



A point of particular concern often raised in discussions of the 

unanticipated effects of orotection is that the degree of bi2s against local 

production of capital goods and in favour of consumer goods may be far greater 

than indicated by nominal protection. Whilst there is a clear tendency in many 

countries ior nominal tariffs to be higher for con~umer, as compared with 

producer or intermediate goods, the tariff struct~re often magnifies this into 

a much greater effect in terms of value-added. The point is simply that whilst 

some governments may list capital goods as one of their priority areas, and 

encourage their production through various incentives, the protection system may 

be creating a major bias against their domestic production through its impact 

18 -on the relative profit~bility of different manufacturing branches 

/0 

The second strand in the attack on the use of tariffs and quotas in developing 

countries is that they provide a shelter for inefficient domestic producers who 

have no incent~ve to lower their costs to ~nternational levels. Local prod~cti~n 

at costs above world levels imposes economic losses, it is argued, since with the 

abolition of protection resources would be reallocated to more internationally 

competitive activities. The l::i\P measure discussed above must be seen primarily 

as an indica!or of the relative degree of incentive received by producers in 

particular activities from the protective ~ystem. It is not strictly a measure 

of the efficiency with which resources are employed. A measure often used to 

indicate the relative efficiency of different branches or sectors is the Do~estic 

Resource Cost (DRC) ratio, which compares the value of domestic resources per 

unit of foreign exchange earned, if output is exported, or saved, if it is an 

·import substitute 
19

• Large numbers of studies ~ave estimated tRC ratios for 

developing countries 
20• A common finding is that for many activities; 

(a) the DRC ratio is substantially above the official exchan~~ rate -

so that the costs of earning or saving foreign exchange exceed the official price 

at which for~i~n curre~cy is to~~ht and ~ol~. 



{b) there is a significant variation in DRC ratios between different 

brc.nches and sectors. 

The DRC ratio can be interpreted as an exchange rate for particular 

investments. However if it is to be used as a measure of the economic 

desirability of an investment, domestic costs at shadow prices, must be compared 

with the economic cost of foreign exch~nge, not with the official exchange rate. 

In other words if one is to use the rac ratio for either ex-ante decision taking, 

or f.Jr ex-post re-appraisals, one must compare the DRC for the investment concerned 

with the shadow exchange rate. 21 Investments with tRCs above the shadow exchar:se 

rate are interpreted as econcmically unjustifiable, unless they involve dynamic 

or external benefits which have not been allowed for in the calculations. 

T!1e wide variations between mes for different activities is often iriterprete~ 

as evidence of resource misallocation: - the case is stronger where the CRCs are 

c.bove the sl. ... dow exchange rate, l:xJt even where they are not it can still be 

argued that efficiency ir. resource use would be improved by expanding activities 

with low DRCs - at the expense of those with high DRCs. The commonsense of t:iis 

is that if it costs x% more to save foreign exchange in activity i as co~pared 

with activity j, it will be desirable to expand j relative to 1. Theoretically 

the case is not as clear as this, but in general wide variations in tRC between 

different activities can be taken as evidence of a misallocation of resources, 

which is likely to have been made possible by the differential set of incentives 

created by the impor~ protection system 22• Protection therefore allows firms with 

high costs in both economic and commercial terms to survive, and in the absence of 

refoTms to the protective system they will have" little incentive to lower these 

costs. 

Turning to the effect of trade controls on sertors of the economy other than 

import substitute rnanufacturi no two imnortant biase~ rnav b" crt?ilti:>~ t-y a n!'o't~ct: ·:~ 

11 



system; one relating to exports, and the other to agriculture. 

It is acgued that by restricting the demand for imports, tariffs 

and quotas allow the maintenance of an exchange rate well above 

that which would obtain in the absence of such controls. This 

means that exporters receive less local currency for every unit 

of foreign exchange earned than in a free trade situation, where 

a lower excha~ge rate would prevail. Further biases against 

exports can arise from the effect of import controls in raising 

the price of trad.eable goods sold in the home market, relative 

P-

to those sold abroad, and in requiring exporters to use domestically 

produced inputs more expensive than and perhaps inferior to the 

alternatives available on the world market. Also recent work 

by Greenaway and Milner (1985) has drawn attention to the impact 

of import protection on the prices of non-traded goods, since 

higher i~puts of prices for these good~ are an implicit tax on 

exporters. It is recognised that subsidies to exporters, for 

exa.IT'~le in the form of access to l~w cost credit, or r~ductions 

in tax, can be used to offset these biases, and in theory there 

will be a rate of uniform i~port tariffs and export subsidies, 

which can create the same incentive effect as any level of the 

exchange rate. The argument is however, that in many of the 

countries which adopted inward-looking industrialization 

strategies in the 1960's and 1970's, export subsidies were no 

more than a partial offset to the biases against exports created 

by the protective system. Some empirical attempts to substantiate 

this view have used an extension of the ERP measure - what is termed 

the effective rate of subsidy (ERS). The ERS allows for the fact 

that profitability can be effected by subsidies, as well ?~ tariffs 

and quotas, and incorporates their impact on domestic value-added23 . 

A bias against exports can be said to exist when the ERS on domesLic 

sales exceeds that on exports. However, Balassa (1982) has also 

shown that in some countries which adopted an export oriented growth 

strat ·:gy the bias swung in the other direction, with exports having 

a higher ERS than domestic sales2 4 • 

Finally, considering the case of a bias against agriculture, this 

may arise from the fact that agriculture is still the major export 

sector in many developing countries, so that it naturally suffers 

most from any anti-export bias. However, it is also suggested 



that this stems from the lack of protection afforded agriculture 

relative to other sectors. Cc.ses of negative ERP for agriculture 

can arise if domestic prices for crops and livestock are broadly 

comparable with world levels, whilst the locally produced or 

imported inputs used in agriculture are prctected or taxed, and 

thus have domestic prices above world levels. In some instances 

this discrimination against agriculture may have been the 

unanticipated result of the separate policies of keepi~g down 

food prices for urban consumers, whilst at the same time protecting 

local ~anufacturingZS_ 

To swnmarize, therefore, in many countries where interventions in 

the market for traded commodities are still widespread, it is 

frequently suggested that a number of harmful side-effects have 

been created; these include unanticipated effective levels of 

protection and profit incentives to particular sectors, a shelter 

to high cost producers, a bias against exporting in general, and 

in some countries, a bias against agriculture in particular. 

Therefore whilst there may be a strong theoretical case for 

protection of manufacturing in developing countries, there is 

a substantial amount of evidence from a range of countries, that 

in practice the way in which protection has been implemented has 

created a number of significant negative effects both within 

manufacturing itself and in other parts of the economy. 

Market for Foreign Exchange 

The type of trade control policy swnmarized above will have 

significant implications for the market for foreign exchange. 

Both imports and exports will be at lower levels ~han in the 

absence of controls, and any excess demand for foreign exchange 

will be suppressed. Where, as is common in such situations, 

the government maintains a fixed value for the official exchange 

rate this will be above a market-clearing level. In other words, 

when there is a suppressed demand for foreign exchange {dollars) 

the local currency (rupee) price of a dollar will be below the 

free market level, and with the removal of trade controls and 

the freezing of the exchange ra~e, the rupee price of collars 

will rise, implying a rupee devaluatior.. 



A number of shadow pricing studies have illustrated the magnitude 

of divergence between official exchange rates and market-clearing 

rates, where the latter are termed a shadow exchange rate. 

However, it should be noted that the concept of a shadow 

exchange rate is not free from ambiguity, since it must be defined 

in the context of a given level of domes~ic expenditure and set 

of trade control policies. The approach to the measurement of 

the shadow exchange rate will differ, for example, whether one 

assumes the introduction of free trade or the continuation of the 
existing controls26. 

Over-valuation of domestic relative to foreign currency is 

generally undesirable because of the distorted set of relative 

prices that it creates. This is another variant of the anti-

export bias argument referred to above. Overvaluation, however, 

penalizes the production of tradeable goods in general in 

comparison with non-tradeables, since all goods whose domestic 

prices are determined by world prices will receive less domestic 

currency per unit of output when the exchange rate is overvalued .. 

As we have seen the protection of tradeables in the home market 

normally allows produce~s to set prices well above world levels, 

often more ~han compensating for overvaluation. However, exporters 

often receive only limited compensation through export subsidies, so 

that in these circumstances the chief burden of overvaluation falls 

on exportables, not on the production of traded goods in general. 

Devaluation of the local currency combined with reform of trade 

controls system is seen as the remedy for this situation, and this 

policy prescription is in line with much of the recommendations 

of thi:; study. The argument is that reform of the trade control s:,ste 

is desirable because of the differential and often unanticipated 

incentives and biases the system creates. However, to allow even 

a gradual reform of the system, it is likely to be necessary to 

lower the exchange rate. Devaluation is seen as essential -

(a) to remove any underlying deficit in the balance of payments: 

this it is argued will occur through a switching effect as the 

prices of tradeables rise relative to non-tradeables, and as 

production for the export market expands in response to this price 

incentive; 



(b) to protect import competing production for »Jhich tariffs will 

be lowered and quotas relaxed; thus whilst the prices of imports 

I~ 

in the domestic market will be reduced by trade reforms, devaluation 

will work in the opposite direction to raise all domestic prices 

for goods pr.iced originally in foreign currency; unlike tariffs 

and quotas, however, in its effect on prices devaluation does 

not distinguish between traded goods. 

It must be stressed, however, that devaluation per se is not 

an immediate economic panacea for developing countries, and that 

its success depends upon certain key conditions being met2 7 • 

Several points should be stressed. 

(i) For the relative price effect of a devaluation to improve the 

trade balance requires that the price elasticities for a country's 

traded goods be greater than a certain minimun:. the size of which 

will depend upon the initial trade deficit. However, there 

seems agreement that beyond the short-term for most developing 

countries the size of their trade elasticities is not itself a 

problem. 

(ii) Much more critical appears to be the extent to which the 

relatire price effect of devaluation is eroded by an increase in 

the domestic price of non-traded goods. It is for this reason 

that most discussions of devaluation stress the need to combine 

the switching policy of devaluation with general restraint of 

internal demand to prevent excess demand for non-traded goods 

emerging, and thus putting up their prices, until the original 

pre-devaluation relative prices are restored. 

Successful devaluations generallyrequire a fall in ~eal expenditure, 

or absorbtion as it is termed in the trade literature, and in 

particular a fall in real wages. The response of money wages to 

the immediate inflationery impact of devaluation where cost-plus 

pricing is used will be a critical parameter. At one extreme, 

if money wages rise by the same rate as domestic prices - the 

case of real wage rigidity - the relative price effect of 

devaluation will be removed completely. 



(iii) An improvement in an underlying balance of payments 

deficit requires devaluation of the real as opposed to the 

nominal exchange rate, where the former is the nominal rate 

adjusted by the ratio of a price index for the country concerned 

to that fo~ its trading partners. In other words, international 

competitiveness is determined not just by nominal exchange rates, 

but also by differential rates of inflation. Devaluations 

inevitably have an inflationary impact through the rise in import 

prices they create, and if this initial impetus is built on by 

wage settlements, credit expansion or inflationary expectations, 

the inflation rate can accelerate, thus weakening and p~rhaps 

offsetting the initial real devaluation. 

(iv) The need for devaluation to be accompanied by a fall in 

real expenditure has already been noted. However, devaluation 

itself can have a significant short-run deflationary impact. 

This can arise through a number of mechanisms. For example, if 

the demandfor imports is inelastic a rise in their domestic 

currency prices following devaluation will lead to a higher 

expenditure in domestic currency on imports: if the level of 

overall expenditure is constrained by monetary policy this will 

leave a smaller expenditure for all home produced goods. This 

deflationary effect will be greater, the higher the average 

propensity to import, and the lower the price elasticity of demand 

for imports. Another possibility, important for highly indebted 

countries, arises through the increase in the domestic currency 

value of external debt servicing. However, whether or not 

devaluation on its own is sufficiently deflationary to permit 

the required resource shifts into tradeables and out of 

non-tradeables clearly varies with circumstances. The assessment 

of the overall deflationary consequences of devaluation rests 

largely on ones view of export supply responses. If exports 

~row rapidly, risiLg expenditure from the export sector may 
counter-balance the short-run deflationary consequences noted 

above. 

To summarize, therefore, devaluation must be seen as part of a 

macro-economic package that aims at both expenditure-switching 

and restraint, and attempts to control wages and counter the 

tb 



ur..desirable short-run distributional consequences of devc-.luation. 

Some of the empirical evidence on devaluation will be surveyed 

briefly in a later section. It must be stressed however that 

devaluation is likely to be essential for the trade and price 

reform strategy considered here. The issue is one of identifying 

and applying appropriate macro-economic policies that will allow 

devaluation to work effectively, and limit the short-run costs 

in terms of output loss, inflation and redistribution, that may 

be involved. 

Markot for labour 

The third mar~et interver.tion which dll be c;:insidered concerns the 

functicr.ir.g of markets for Iab.,ur in devdo;:iir.t; co:;r.t:::i1;s. A co.-:-.;::on pattern is 

for there to be a majo::: diversence betwee~ rural ~ages for unskilled workers, 

and wages paic to unskilled or s.;;mi.-skilled wor!•ers Oi: r:ew development projects 

in urban areas. Insofar as these wages si::-.ply reflect differances in quality 

of labcur ol" costs of train::ng no mar~~et in perfection neec be present. However 

~here these factors account for only a small part of observed wage differences 

mar~:ets. !n other \·;orcls, ir; a srncoth-functicnir.g L:ibO!Jr o~uket workers could 

shift fro;;, rural to urban areas until the wage rates for siniilar skills were 

eq\Jalized. Nor.;inal differences mic;ht remain due to variaticns in the cost of 

living 1~ different areas, or to costs of mo~~ment, but after money wages had 

been deflated by the relevant cost indices real differences should be removed. 

The picture which is normally painted in shadow price studies is one of 

. relatively co~petitive rural labour markets for unskilled labour, so that daily 

wages for hired agricultural labour can be taken as broadly equal to the 

productivity of the workers concerned. The co~petitive nature of these rural 

markets can be taken to stem from their possession of the following characteristics; 

- large numbers of employers chiefly small farmers, large numbers of potential 

workers normally poorly organized in terms of trade union activity, reasonably 
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good information on prevailing wage rates, and geographical mobility of labour, 

at least on a regional basis. 

On the othe= hand it is often ar;ued that in urban labour markets for unskilled 

or se~i-skilleci workers conditions are non-coopetitive due particularly to trade 

union organization, and government intervention in the form of mini~um wage 

legislation. These factors i~ is suggested raise urban wages in the formal 

or organized sector significantly above rural wage rates. However it is the 

latter which arc nor~ally taken to define the ecor.o~ic cost of unskilled labour. 

In other words, if one adopts a view of the rural areas of developing co;.intries 

as characterized by a surplus of ·underemployed workers, and ass•mes that the 

creatiori of ne\·1 urt:an-based jobs draws additional workers o;.it of agriculture, 

the opportunity cost of employing these workers en new projects will be measured 

by a drop in aqricultural output. This is the output foregone, or the opportunity 

cost, as~ociated with their new employment. If one further assumes that rural 

labour markets are comp~titive the productivity of ag=ic;.iltural labour can be 

approximated by their earninss from wage employrne~t. 

The divergence between market wages paid to unskilled workers on new 

projects, and their economic cost or shadow wage is often found to be substantial; 

a co~mon result of shadow price studies, for example, i$ that the output foregone 
ia --~ 

:~ agriculture may be less than half the urban wage The point of central 

importance for the present discussion however, relates to the role of governoent 

intervention. Governments may intervene in the functioning of labour markets to 

establish minimum wages, to guarantee a certain mini~um income level, or to support 

trade union activity to prevent the exploitation of workers by powerful er:;ployers. 

In some countries these interventions may be significant in raising urban wages 

above the levels they would otherwise reach. Many would accept these interventions 

as highly'desirable in their own risht, but nonetheless argue that they introduce 

major distortions in urban labour markets, and create a number of serious side-

effects. 



Three arguments are normally put forward in discussions of the harmful impact 

of labour market distcrtions. 

(i) If the market wage ;Jaid to unskilled labou1· is substantially above 

the economic cost of employing these workers tt;e coc.mercial profitability of nevi 

investment will be understated :elative to its economic profitability. In other 

words firms vlill pay a wage bill determined by market Ytage rates, and other things 

being equal, their cor.r.,ercial or private profitability will be less tha~ the 

econocic returns they generate, to the extent that the shadow wage is below the 

market wa9e. If ir.vestr.cnt dE:cisions are based on cor.ll-::ercial criteria too little 

invest~ent will be m~de. In addition labour-intensive activities will be 

particularly penalized, so that th~ composition ~f output in th~ economy will 

cor.tain a lower share of labour-intensive commodities than if market and shadow 

wages were equal. This arsument, concerning the divergence between market wages 

ar.d the economic costs of employing unskilled labour provided a major part of the 

developing countries, aLJd was the clearest example of the need to introduce shadow 

price estimates into calculations of investment viability
30
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(ii) In addition to a problem of insufficient investment, it is suggP.sted 

that labour market distortion5 will have a harmful effect on the technology 

embodied in new investment. Therefore provided there is the possibility of 

substitution of capital or materials for labour, it is ~rgued that urban wages 

above the economic cost of labour will encour~ge a shift in factor intensity in 

a labour-saving, rather than a labour-using direction. This will have undesirable 

effects in terms of both distribJtion, since it is now recognized that the provision 

- of employment is the most effective means of raising the living standards of low 

income groups in developing countries, and economic efficiency. In economic terms 

the argument is that there will be a loss of efficiency, since specialization on 

the basis of developing countries abundant resource, labour, will not be carried 



far enough 31_ The impact of labour market distortio~s on technology choice will 

be co:::poL11ded by additio:1al factor!. operative in capital n:arkets, which work to 

lower the market cost of capital below its economic level. These capital market 

distortfons will be discussed in the n~xt section. However the important point 

to stress is that the overall significance of both sets of distortions for the 

technolcgy usec ir. developing countries depends critically on the possibility of 

significant substitution between factors in the production of different commodities 

in response to changes in fdctor orices. This is an issue on which much has 

been written. In general there is now agree~ent that in a wide range of industries 

th~re is significant scope for factor substitution. What is more in dispute is 

the importance of the relative prices of factors as an infl11ence on technology 

choice. It must be recognized that they are likely to be a more significant 

influence in some branches than in others, and that other influenr.es will include 

the availability and cost of information on al~ernative technologies, market size 

and concentrati0n, product quality and the availability of complementary inputs 32 . 

(iii) Fincllly the third argl.!r.ient regarding the harmful effects of distorted 

urban wagP.s refers to their impact on rural-urbar. migration. It is suggested that 

the creation of new urban-based jobs can lead to an outflow of migrants from ru:::-al 

areas in e:-:ce~s of the number of new jobs available. Such a situation can arise 

if migrants balar1ce expected earnlngs in the formal ur~an sec:or asd.ir.si: c;1..:.:...::-

present averasE- income in the ccun~ry- ~ide. \/her~ the wase differential betv1e.:in 

urban and rural a::-eas is both significant anC: fixed, it is suggested that the 

le..,cl of urt:an encmployment will act as the eqt.:ilibrat:ng mechanism in the 

labour market; v:hen excessive numb~rs of migrants leave the.rural areas urban 

unemployment will rise ur.til the expectation of obtaining a job is reduced to 

the extent required to equate expected urban earnings with average rural incomes. 

In this vieVI institutionally fixed high rJrban Vlages are the key factor inducing 

high migration, and are seen as creating problems, not only because of the 

excessive loss of agricultural output involved, but also because of the growth 

20 



of unemployment or underempl~yrnent in the casual or informal urban sectors, as 

migrant~ who fail to o~tain per::nanent jobs nonetheless re~ain in urban areas. 

In terms of the functioning of u~ban labour markets, the arguments discuss~d 

above focus primarily on the markets for unskilled labour. A common assumption 

is that for skilled wo:-kers demand in many developing countr~es is hish relative 

to their availability, and th<'t it is this der.and :-ather than minimum wage 

lesislation or trace union bargair.ing strength which cieter:.iines market wages. If 

such excess de!!:.and in fact exists, it is likely that most skilled workers ··1ill be 

able to find employment at roushly comparable levels of earnings ano productivity, 

should they leave their existing activity. This is the justification for the 

assumption co::mon in many empirical studies of shadow prices, that for skilled 
33 

workers the market and thP shadow wage are ro:.:ghly eq•Jal In the case of 

U0$killed labour however, the basic ar;u~ent is that governr.ient interventions 

either directly through minicun wage legislation, or indirectly through their 

sup~ort for trade union activism, create institutional rigidities ir. the 

functioning of urban labour markets which prevent wages from falling to their 

market clearins levels; the distorted u~ban wages in turn, it is argued~ crente 

the undesirable side-effects discussed above - chiefly excessive capital-int~nsity, 

reductions in invest;nent and employment growth, and excess rural-ur~an migration. 

stress that despite the frequer:t r<:peti ti on of the vi~m of gove:nrr.c~nt i ntervcnt.i on 

in urt:an labour r.:arkets set out atove, it has now co:cE- to be challenged as a 

qenerulization valid for all developins countries. Squire (1981), for exa~pl~, 

· in a survey of evic!er.ce on the operation of labour markets in developing Coltntr- i2s 

argue~ that go·.1ernr.1cnt intervention is often not in support of a high wage policy; 

minirn~rn wage legislation is seen as ineffective in many countries, and in others 

governr.'!ent intervention is to keep down urban wages rather than to increase 

thel!l. A n•Jmber of countries where a high-wage policy has been pursued are 



identified, but Squire su~gests that not only is experience varied, but that 

only a li~ited number of countries would have much to gain from a major chanse 

34 
in goverru:ient policy towards the labour market This type of argument does 

not necessarily invalidate the view ti ... t market and shadow wa9e rates can 

differ substantially for many categories of workers, but it does question 

the ec0no~ic signifance of governr.;ent induced labour market distortions. 



Capital Markets 

Man~· developing countries do not hav·.:? free capi:tal markets. 

Rather they are characterised by ~hat has become known a~ 

"financial repression", which is generally equated with controls 

on interest rates, and particularly with controls which result 

in negative real interest rates on deposits. These controls 

are normally imposed by the government, although they c~n occa­

sionally arise from agreements between private .sector financial 

institutions to restrict interest rates. The main 

consequences are th~t actual interest rates are distorted from 

the equilibrium interest rates which would prevail in a competitive 

market for money, wide interest rate differentials arise, and 

funds may be rationed, leading to delays and possible ccrruption. 

Repression may also be extended-to refer to gover:unent restric­

tions which discourage the development of financial institutions 

and instruments, leading to incomplete, or fragmented, financial 

markets. Repression theories originated with McKinnon (1973) 

and Shaw (1973), based on the earlier work of Gurley and Shaw 

(1960) and Goldsmith (1969). Subsequent theoretical refinements 

have been conveniently summRrised by ~ry (1982). Numerous 

attempts have been made to estimate the impact of financial 

re~ression on growth, and the major studies are summarised later 

in the chapter. 

The importance of the banking sector is central to theories of 

financial repression. In most developing countries, bank 

deposits (or deposits in quasi-banks, ·such as post office savings 

banks, savings and loan associations and credit unions) proviee 

by far the most important vehicle for savings. Other savings 

instruments, such as marketable securities (shares and bonds), 

life insurance p~licies and pensions schemes, tend to be lioitcd 

in availability. On the other side of t~e coin we se~ that banks 

and quasi-banks dcminate the sources of funds for in~estment. An 



investor may save and invest his own funds, but apart from that 

the main source of capital will be bank loans (from commercial 

or develcpment banks). He is unlikely to be able to issue 

equity capital or debentures as the stock market, if there is 

one, is likely tc be narrow. He cannot turn to pension funds, 

insurance companies or venture capit~l comp~nies for loans or 

equity. Therefore he is dependent on the banking system. In 

a country with under-developed financial institutions and instru-

ments, the willingness of savers to hold money in the form of 

bank deposits is therefore ~rucial to the saving-intermediation-

investment process (sometimes called debt-intermediation) • 

Repression theories have identified the level of real interest 

rates as being the crucial determinant of the willingness of 

savers to hold money in the form of bank deposits. 

Measures of Financial R~pression 

The main measure of repression is generally interest rate con-

tr0ls, although exchange rate controls and high reserve require-

ments of commercial banks can also play a significant role. The 

literature tends to concentrate on the impact of interest rate 

cwntrols, often referring to them as a proxy for financial 

~· .pression. As price reform is concerned with the level of 

interest rates as representing the price of capital, we will 

concentrate here m1 interest rate controls. 

·. 
Interest Rate Controls 

35 Three main forms of administered interest rate control may be 

identified: 

- ceilings on deposit rates 

- ceilings on loan rates 

- ceilings on both deposit and loan rates 
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(Interest rate floors on deposit and loan rat~j are also 

possible, but as they appear to be much less commonly found, 

we will concentrate on the other controls.) 

Interest rate controls gener~lly seem to be imposed with the 

aim of encouraging invest.~ent. If interest rates to borrowers 

are kept low, it is thoug~t this will increase the number of 

projects which have a positive NPV when discounted at the 

borrowing rate, and will therefore increase the rate of invest-

ment. Ceilings on loan rates will produce this effect directly, 

it is thought. Ceilings on deposit rates are thought to produce 

the same effect indirectly, for banks wLich obtain their funds 

cheaply will be able to lend them cheaply. Callings on both 

together may eliminate ony possibility of anything going wrong 

"th h b 1 . 36 
wi t e a ove ana ysis. 

This line of argument, though, assumes that adequate funds will 

still be forthcoming from savers to meet the demands of inves-

tors, in spite of the ceilings (direct or indirect) on the 

deposit rate. However, if th~ supply vf savings, and the demand 

for investible funds are both functions of the real rate of 

interest, the effect may be to r3ise demand for funds above the 

equilibrium level, and to depress the supply of funds below the 

equilibrium level. 

The diagram below iilustrates the savi~gs tSl and investment (I) 

functions, both being determined by the real rate of interest (r). 
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Figure 1: Savings and Investment under Controlled Interest Rates 

In the absence of interest rate controls, the market is in 

equilibrium at e, where I = S and r is the equilibrium rate e e e 
of interest which clears the market. 37 Now if the deposit rate 

of interest is fixed by gcvernment below r , say at r , then the e c 

amount of savings deposited in institutions will fall to Sc. 

Thus the amount available for investment is I and the rate of c 

interest charged to borrowers which clears the market is r .. 
J. 

The effect of the controJ.. is to lower both savings and invest-

rnant by an amount (I - I). As investment is an important 
e c 

determinant of the rate of growth, the effect of the controlled 

7..b 



interest rate is to restrict the rate of growth. The difference 

between lending and borrowing rates, ri ~ re, will result in 

higher margins to the financial intermediaries, although the 

volume of their business will be lower than it would be in 

equilibrium. 

If in addition the lending rate is controlled at a level r~, 

below r., then the financial intermediaries will have insuffi-
l. 

cient deposits to meet the borrowing demand at interest rate re· 

Demand for b·orrowing for investment will be Il and unsatisfied 

demand trl - Ic). The extreme case is that the lending rate 

should be fixed so that it is equal to the borrowing rate, r c 

(or, in practice, slightly above to cover banks' administration 

costs). Under these circumstances the unsatisfied demand for 

investible funds would be Ia - Ic. With con~rolled lendirJ 

rates, financial intermediaries must ration credit by means 

other than the interest rate. They will therefore tend to 

favour borrowers with substantial security or an established 

reputation, which may mean projects with foreign capital, 

technology or management. Secondly, they will tend to favour 

low risk projects, with relatively low rates of return, as they 

will not be able to charge a risk premium commensurate with the 

risk of the project. The consequence is that higher return, 

t..7 

higher risk projects and projects promoted by younger (and poc::;sibl~' ~~or( 

t:.nter;;,risL;g) entre~rer.eurs, a11<.l small ?rC'l::iP~ts :-:ay be starved of 

capital. In short, the venture capital element of financing 

may have disappeared and the overall quality of investment may 

have been reduced. Again, the effect may be to restrict the 

rate of econcmic grohth, because the quality of investment may 

be reduced, as well as the quantity. 



It should be noted that a repressed interest rate system impinges 

on the current assets of enterprises. as well as an investment in 

fixed assets. If credit is scarce or rationed, then a firm's 

level of capital utilisation may be restricted, for example 

because it cannot obtain credit to finance its working capital, 

which may restrict its output and sales. L:Ll::erc.lisation of interest 

rates, leading to greater availability of short-term credit, may 

have the effect of increasing the utilisation of the existing 

capital stock. 

Figure i represents a static equilibrium analysis of saving, 

in~estment and the interest rate. If, in period l, the interest 

rate on deposits is raised to the equilibrium level, saving and 

investment will increase. This will increase growth in the next 

period, which in turn will increase saving and investment in that 

period. Therefore the implication of repression theory is that 

libE:ralisinc.; the interest rate will have the effect of moving a 

country into a virtuous circle of increasing saving, investment 

and growth. 

Other Measures of Financial Repression 

Bank De~osit Reouirements It is normal for central banks to 

impose reserve requirements on commercial banks. Historically, 

reserve requirements were intended to provide some stability to 

the bankiI".g system. Typically, in indust.rialised countries, 

total reserve requirements may be of the order of 10-15% of bank 

deposits. However, in several developing countries, the figure 

may become as high as 50%. These reserves are placed with the 

cen·..::.-.:il b.J;-.;·. c.t. lt..:·.: (or even zero) rates of interest, or arc 

invested in low coupon government bonds. Thus the government 



uses the banking system as a source of finance, and becomes the 

principal borrower, pre-empting other potential borrowers. 

The effect on the banking system is t.wo-fold. First, a substan­

tial amount of the available funds is directed away from poten­

tial borrowers. Secondly, the bank's interest rate structure 

will be distorted. If banks are to make profits, they must main­

tain a wide margin between borrowing and lending rates in order 

to compensate themselves for the low income they receive on their 

reserves. This is done by depressing interest on deposits, or 

by raising the rate charged to borrowers, (or both .. relative to 

what would otherwise be the equilibrium rate. 

The Direction of Investment Several governments order their 

financial institutions to direct a certain proportion of their 

loans to a specified sector, often agriculture, at low rates of 

interest. An alternative practice is for governments to set up 

specialised lending agencies, financed b taxation or cheap 

government borrowing, to lend to specific sectors. Again, agri­

culture is often a beneficiary. Such policies may restrict the 

funds available to the industrial sector, and at the same time 

raise the cost of those funds which are available. However, the 

inten~ion is usually to correct a bias among lenders which favours 

industrial rather than agricultural borrowers. This bias is itself 

often a consequence of financial repression, which curtails the volume 

of lending and the charging of risk premia for high risk projects, 

such as agricultural loans. 

Assessment of Repression Theories The assumptions underlying repression 

theories, outlined above, together with the heavy emphasis in the 

literature on the role of real interest rates, suggests that it might 

not tell the whole stoiy. The keystone of the theory is a presentation 

~- ~~---------------------'---~-
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of the relationship between saving, investment and real interest rates. 

However, in any economy, this is likely to be a substantidl simplification 

of determinants of saving and investment. First, the theory starts 

with the relationships:-

Demand for money = private sector financial savings 

= bank + quasi-bank deposits 

= credit availability + reserve requirements 

Private sector financial savings is a function of the real rate 

of interest. 

The next step is to equate 

Investrnen~ credit availability, which is a 

function of the real rate of interest. 

This, of course, even if correct, explains only private sector 

investment and only that part which is financed by domestically 

mobilised resources. Government investment is, in the main in 

developing countries, financed by taxation, and aid and borrowings 

from abroad, neither of which is dependent upon the domestic rate 

of interest. Borrowing by goverrunent on the domes~ic capj ·:al 

market may be a function of the rate on interest, but in many 

developi~g countries the issue of government bonds provides only 

a small proportion of government income. Therefore government 

investment, which usually provides a substantial proportion of 

total investment (even in industrialised countries} can be 

excluded from repression theory.
38 

Likewise, wuch private sector investment which is financed from 

abroad can also· be excluded. The volume of direct foreign 

investment and export credits are not a function of domestic 

interest rates. On the other hand, shortages of domestic credit 

may force the local private sector to seek foreign capital. 

Also the availability of foreign capital, whether to gover"lI!lent 

or the private sector, may discourage the domestic saving 



Repression theories tend to assume, at least implicitly, that 

investment (we are now down to domestically financed private 

sector investment) is financed entirely by borrowing. This, of 

course, is a substantial simplificatiou. In any country, however 

well-developed its financial sector, a substantial proportion of 

investment is financed by retained earnings, which are not depen-

dent on the intermediation mechanism. In many instances, the 

constraint on new investment may not be the unavailability (or 

the cost) of credit, but rather the unavailability of equity 

capital, whether retained earnings or funds raised by issuing 

new shares. The cebt/shareholders' funds ratio and security 

requirements may in many cases be the restraint on lending, 

rather than the availability of credit. Therefore financial 

repression can only restrict that proportion of investment which 

is financed by borrowing on the domestic market and this, in 

some countries, may be a fairly small proportion of total invest-

ment, even with "liberalised" interest rates. 

Although the impact of financial repression on total investment 

may be less than indicated by the simplified neoclassical model, 

it may still reduce the quality of investment. First, financial 

repression is still likely to encourage self-financed investment 

at the expense of intermediation and borrowing. Secondly, the 

credit rationing process will still tend to discriminate against 

new entrepreneurs, new technologies and products not previously 

produced in the country. Lenders will-. tend to favour borrowers 

with security and a track record. This may squeeze out some 

highly profitable, cut more risky, ventures. (However, this 

problem is encountered also in industrialised countries with 

advanced financial sectors. Most lenders like to have good 

security.} These arguments have been presented formally by 

Galbis (1977 and 1982). Repression theories further assume that, 
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given liberalised interest rates, maturity transformation by 

financial institutions will permit the medium and long term 

borrowing needed for investment purposes. If institutions are 

reluctant to lend long tern1, then an increase in deposits may not 

have the beneficial effects on investment and growth that are 

presumed, unless both lenders and borrowers are preoared to use 

short term funds to finance long term assets. 
In some countries 
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governments may need to encourage longer term lending, for example by 

partially guaranta8ing or re-discounting the more distant debt service 

payments. 

Galbis (1982) has further pointed out that the effects of finan­

cial repression on investment may anyway be mitigated by the 

development of alternative channels of intermediation, at least 

to some extent. Unorganised money markets will be encouraged, 

foreign finance may be substituted for domestic finance and 

self-financing may substitute for borrowing in enterprises which 

are squc~zcc out of finan~ial markets. These mechanisms may be 

less efficient and more expensive than the alternative of liberal­

ised money markets, but nonetheless they may compensate to some 

extent. 

Repression theory also places great stress on the banking system 

as an essential financial intermediary in the saving-investment 

process. While this may be justified in many countries, others 

with a wider range of financial instruments and institutions offer 

investment opportunities in which capital gain, rather than 

interest on deposits, provides the incentive to save. Secondly, 

the theory appears to assume that if funds are available for invest­

ment, then there will be a demand for it, assuming thQt the price 

(that is the interest rate) is right. It is likely that invest­

ment is determined by a range of factors, of which the interest 

rate is but one. Other loan conditions, notably the maturity of 



the loan and the security required, are others. Businessmen, at 

least in the industrialised countries, would place considerable 

emphasis on the elusive but nonetheless important "confidence", 

which to some extent depends on macro-economic expectations. 

(See also footn0te 36.) 

A further cause of criticism lies in the assumptions which 

repression theory makes about the credit allocation procedu~es 

of lenders (generally banks). Fry (1978 b) stated that under 

repression, " •••• nonprice rationing of investible funds must 

occur. This typically takes place on the basis of quality of 

collateral, political pressures, "name", loan size and covert 

benefits to responsible loan officers. The~e criteria can be 

counted on to discriminate inefficiently between investment 

opportt:r. i. ties. " 
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Of course, all this takes place to some extent whether or not interest 

rates are controlled by government. In countries where no such con-

trols exist, banks still rely heavily on their assessment of 

the creditworthiness of the borrowers, and the security available, 

and charging risk premia on higher risk loans may be a secondary 

rather than a primary rationing device. Such credit rationing 

by banks has the effect of restraining the demand for funds, 

and in itself helps to maintain equilibrium interest rates below 

what they would otherwise be in the absence of credit rationing. 
·. 

Arndt (1982) has pointed out that credit rationing by banks tends 

to exclude the less privileged loan applicants, and may justify 

government inspired concessional credit schemes, for example for 

small farmers, for house purchase, for small scale enterprises, 

or others who may be identified as priority borrowers. Conces-

sions do not necessarily imply interest rate 'subsidies'; they 



may come in the form of funds tied to certain specific uses, or 

in the guarantee or refinancing of commercial bank credit to certain 

categories of borrowers. A case for a government concessional credit 

scheme is made by Bolnick (1982), in the context of Indonesia's 

special concessional credit programmes designed to promote the 

development of indigenous small-scale enterprises. 

Although repression thsory has emphasised the effects of interest rate 

controls on investment, there are also further possible effects on 

technology choice and distribution. The relative cheapening of 

capital through controlled interest rates will tend to encourage 

the use of capital intensive technologies and the selection of capital 

intensive industries, while the maintenance of artificially low 

rates of interest means that borrowers pay less, and savers receive 

less than they would in a freely competitive market. One economic 

effect is to encourage consumption at the expense of saving. 

However, the major effec~ is distributional, since savers (i.e.lenders) 

are implicitly subsidizing borrowers, a subsidy which becomes mere 

apparent when real interest rates are negative. A priori, there 

appears to be no justification for such a sub~idization of borrowers 

by lenders, and the onus is on the supporters of financial repression 

to justify it. In some cases (for example when saving is excessive) 

it may be readily justifiable, but these cases probably arise in only 

a small number of develo?ing countries. 

The case for liberalisation of financial markets, therefore, appears 

fairly strong generally. However, in some countries we recognise 

that it may not be feasible to remove interest rate controls, at 

lE?ast in the short run, for institutional, political or legal reasons. 

In such cases, the question arises as to whether there exists a 

feasible "second-best" policy which alleviates many, if not all, 

the undesirable effects of interest rate controls. Nellor (1985) 

has looked at tax policy options which might reduce the distortions 

to savings in repressed financial markets. He comes to the 

conclusion that consumption (or sales) taxes can be designed to make 

saving relatively more attractive, and can be adjusted so that the 

real return to saving approximates to the free market interest rate. 

In order to implement such a "second-best" policy, it is necessary 

to have a broadly based consumption tax. t-'an~· developing countries 

do not have such a system of taxation, of course, but its introduction 



is one of the principal recommendations of this study. It is important, too, that 

financial. institutions should perform the function of maturity transformation, making 

long term credit available for capital investment. 

This concludes our summary of the theoretical impact of financial repression on 

saving, investment and growth. While we find in favour of liberalised interest 

rates, it seems that interest rate liberalisation is not likely to be a sufficient 

condition for the development of the financial sector to the extent that it exerts 

a substantial influence on investment and economic growth. In particular, it needs 

to be accompanied by institutional development and strengthening so that 

alternative competitive markets for savings, such as equities, unit trusts, life 

assurance and pension funds, are created. It is important, too, that financial 

institutions should perform the function of maturity transformation, making long term 

3 5 

credit available for capital investment. The theoretical conclusions, therefore, tend 

to give qualified support to what is currently regarded as the accepted position 

succinctly put by Van Wijnbergen (1982, p.3}. "Establishing high time deposit rates 

(high compared to anticipated inflation} has become a standar~ part of the policy 

advice given to LDCs by external experts, ranging from the visiting academic economist 

via the World Bank to emissaries of the IMF." However, in our view the strongest 

argument against repressed interest rates remains intact: why should savers be expected 

to subsidise borrowers? The case needs to be made before re9ressed interest rates are 

accepted. 

Subsidies 

To conclude our review of distortions, we add a brief review of 

subsidies not already discussed under traded goods. The defi­

nition of a subsidy is not straightfonrard. At the simplest 

level it is a cost payment by the government to a consumer or 

producer. However, many subsidies do not take the form of cash 

payments. For example, "incentives" such as goverl".ment encourage­

ment to industry through tax concessions, special depreciation 

allowances or physical facilities such as rent-free premises 

are, in f.act, subsidies. The provi~ion of free educational or 

medical services are subsidies; permitting a manufacturer to 

obtain higher prices on the domestic market because he is pro­

tected from imports is a subsidy. At another level, governments 

which absorb the losses of state enterprises are subsidising 

either the consumer of the output or the resources employed by 

the enterprises, often labour. The control of investment licences 



can enable existing manufacturers to earn a rent because capacity 

or production is restricted. Thus a subsidy may be described as 

any device which permits consumers to ?Urchase goods at a price 

below that which would obtain in a competitive market, or which 

enables producers to obtain an economic rent. A subsidy has the 

effect of transferring resources from one group to another. The 

key point to remember is that one group must pay for another's subsidy; 
there is no such thing as a free lunch. 

At the level of resource allocation, the presence of subsidies affects 

the prices used in investment appraisal and leads therefore to 

different decisions that would be made if competitive market prices 

were used. The use of world prices (and shadow prices for factor~ 

and non-traded goods) in principle corrects for the use of tlistorted' 

market prices. However, practice may not be as good as the 

principle; the extent to which world prices are used in investment 

appraisal is limited. Governments and different government 

departmentsuse them to differing degrees (if at all) and the private 

sector does not use them. Moreover, even when used in appraisals, 

shadow prices may not be able to catch and offset all the effects 

of subsidies, especially in countries where subsidies are widespread. 

Although the presence of subsidies may "distort" prices and 

resource allocation superficially, their use is intended to 

reflect government policies. The subsidised price, given per-

feet government decision-taking, is the price which the govern-

ment wants to exist. In particular, subsidies are an important 

device for transferring resources to the poor. Th~ provision 

of subsidised health, education and food are obvious examples. 

Likewide, governments may protect infant industries because of 

their growth potential. Similarly, governments may subsidise 

state enterprises or private sec~or enterprises because they 

are assisting government policies of employment creation or 

regional development, for example. There is undoubtedly a 

rational basis for subsidies, which we discuss in Chapter IV. 

However, our concern is that in practice in many countries 

subsidies may not have been applied logically and consiste~tly, 

leading in some instances to undesired prices and other eff~r,t~ 

]b 



which no longer reflect goverrunent policies and which may lead 

to significant misallocation of resources. 

Apart from protection from competing imports and low interest 

rates, which have already beEndiscussed, most industrial subsi-

dies come in the form of "incentives". Public sector indu~trial 

er.terprises may, in addi -tion, have losses f inanccd by the 

goverrunent. However, cases of cash subsidies,. especially to 

the private sector, are -not plentiful. The mos"C widespread form 

of incentive is the tax concession, which may take the form of 

tax holidays, accelerated depreciation allowances, tax deduction 

for expansion reinvestment and tax exemption on imported capital 

~quipment. In several instances, the object of these subsidies 

is to comnensate manufacturers for the anti-export bias of . 
import tariffs. However, they also have the effect of lowering 

the after tax cost of capital relative to the cost of labour 

and may therefore introduce a further distortion in that the use 

of capital is encouraged at the expense of labour. The distortion 

will influence both the selection of industry (e.g. oil-·refining may 

appear relatively more attractive than shoe-making), and the choice of 

technology within ~n industrY. 

The effects of the provision of indirect·subsidies through pro­

tective tariffs and capital market controls have already been 

discussed. A few words should be said though about three speci­

fic types of subsidy, namely export subsidies, consumer subsidies 

and s1.1bsi .~ies provided by losses of state corporations. 

(i) Export Subsidies Direct subsidies on exports are, 

of course, contrary to GATT regulations. However, the prevalence 

of high tariff~ in many countries means that prices of some inputs 

of exporting inf•·c;tries are well above world prices, and some 

form of export subsidy is needed t~ compensate exporters for 
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the anti-export bias of tariffs. Therefore it is not uncomr. n 

for governments to offer some form of incentives package to 

exporters. This may take the form of rebates on import duties, 

tax credits or other fiscal inceutives, or even direct cash 

payments. Alternatively, the exchange rate may be held down to 

assist exporters. These "subsidies" are generally not in them­

selves distortionary; rather they are intended to correct for 

other distortions. 

(ii) Consumer Subsidies Subsidies to consumers usually apply 

to foodstuffs ar.d, in some countries, to petroleum products and 

ether constuner products such as textile goods. They are generally 

introduced for welfare reasons. The distortionary impuct of such 

sub$idies depends upon how they are operated. The least cistor­

tionary method would be a cash hand-out to consumers, such as a 

welfare payment. However, constr.ters might not then spend it in the 

way intended. A price subsidised by the government may lead to 

"excessive" consumption (e.g. of petroleum products) leading to 

effects such as a diversion of ~xports and a preference for pri­

vate transport rather than public transport. A subsidy to pro­

ducers .(with the intention of keeping prices low) may encourage 

excess production of the subsidised good rather than other goods. 

Finall.y, subsidised ~nrorts (for example, of foodstuffs) may 

lower domestic prices and thereby discourage local production; 

this problem has been experienced as a result of low priced 

food aid. (Jackson and Eade, 1982.) 

(iii) Losses of State Corporations The extent to which losses 

incurred by state corporations arise from deliberate subsidies 

rather than bad planning or management is largely a matter for 

conjecture. Nonetheless, losses of state corporations in some 

countries are substantial and represent a notable drain on the 



government budget. Ghana, Senegal, Tanzania and Zambia are four 

countries for which the extent of losses has been documented 

(Killick, 1983). But subsidies to state enterprises are not 

restricted to absorbing losses. 'The pr0vision of low cost 

finaRce, including development aid, freedom from taxation and 

the ability to sell its output or provide services at artifi­

cially high prices because of protection or monopoly are advan-

tages which st3~~ ent8rprises may receive. 

The rationale for subsidising state enterprises is that they 

have "social" as well a~ financial objectives. To the extent 

that these objectives conflict, pursuit of an objective of maxi-

mising net social benefits may entail financial losses, which 

would justify a subsidy. However, the widespread suspicion that 

state enterprises, particularly those in a monopoly or protec-

ted position, generate "X-inefficiency" suggests that subsidies 

provided on the grounds of maximising net social benefits 

should be justified carefully. 

Further Aspects of Subsidies 

The notion of subsidising deserving cases may appear to be superficially 

attractive. However, we have seen that subsidies may have a number of 

important side-effects, notably in resource allocation, which although 

unintended, may nonetheless be undesirable. It is also important to 

bear in mind that subsidy schemes may be very expensive to administrate, 

a point of particular relevance to countries where administrative staff 

and skills are scarce,and they open possibilities for corruption. 

Costs of administration and corruption need to be borne in mind as 

well as the financial costs of subsidies. As a generalisation, therefore 

we find that subsidies need to be used sparingly. Where necessary, 

they should be simple to implement, and governments should ensure that 

the expected benefits exceed the expected costs. 



Econo".'.ic sicnificance of di stor~ 

Traded ocods 

The preceding sections have discussed the major distortions which it is 

often argued exist in many developing countries. It is clear that a large 

number of applied studies on both shadow pricing, and broader measures of 

econ~rnic efficiency, provide evidence of the existence of many distortions. 

Howeve. establishing their existence is not the same as proving the validity 

of arguments which assert that such distortions i1ave a critical role in 

holding back the lonc;-run development of many countries. The question of the 

econoi:-dc significance of these distortions must be considered; for example, are 

they in some instances short-run costs which have to be borne as part of a 

desirable and viable long-run strategy? It is clear that one need not accept 

all of the arc;:.ir.ients noted in the pre':"ious sections. ~.:ost controversial is 

the ir.::::ilir.ation that trade cor.trols are always undesirable. For exar..:-ile, i::. 

might be arguecl that notwi thstauding the C.:istortionary effects of a syster.i of 

import quota~ and tariffs, given the foreign exchange constraint faced oy a 

particular econor.1y, $UCh trade control!. provide the most effective and least 

harmful means of managing the balance of payments. Of course, it must be 

recogr.ised that specific eh:~!lcnts of a system of controls can ah:ays be ir.:::-roved, 

but for mar.y countries there is no justification for automatically accepti~g 

the view that full trade liberalization is a feasible and ~ore effective option, 

in terms of long-run srov:th, ~han some form of protection. 

Given the frequent statements of the de~irability of removing distortions 

from the key markets of developing countries it is necessary to consider some 

of the evidence to substantiate such claims. It is interesting to note th~t 

one of the leading researchers in this area has cor.:.:cnted recently in Krues~r (1~34) 

":espite t~c icp:::irtancc cf distcrt5ons in ttcory rclativ~!y little 

work has been uncJerta:~en to estiwate ti:c!r r.iagni tuc.ic er their effects". p.SC:5. 



Most \'JOrk on the quantitative iir.pact of distortio11s has been devctC'd 

to the costs of protection and general interventions in intern~tioncl trade. 

Two broad approaches can be icientified; the first involves what is ter~ed 

"partial equilibrium" analysis, since it does not rest on some ~onsistent 

macro-~odel of an economy; the second, however uses such a model, and can 

be seen as a "general equilibrium" approach. It is significant that early 

attempts to estiwAte the cost of protection in a partial framework found 

this cost to be only a small proportion of current national income. The 

approach \·1as basically to estimate the production and consumption cost for goads 

procuced cior..estically under protection, but which would be iffiported if the 

protec~ive syste~ uere abolished. The production costs are defined as the 

difference betvieen domestic costs for the irr.portai::.le ite;;;s, which would be 

imported under free trade, and their import value. 

Consumption costs are the difference between what consumers are willing 

to pay fo: the "i.rr.porta'.,le products under protectior., an:: t!"'.c p:ricc that 

would be established once free trade is introduced 
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. In combination tr.€se 

two effects were descritcd as the "allocative inefficiency" associated with 

p:rote.:t~on, anci as we have noted, \';ere generally found to be rather small. 

However partial equilibrium approaches to the cc..:.t of protection were extended 

significantly by incorporatir.g'X-inefficiency' effects into the calculations 
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X-inefficiency iffiplies that firms ar~ not producing at their winimum pcssible 

unit ~osts, and can arise, it is argued, due to a lack of competitive pressure 

in an environ:::~nt ;:>rotecteci from world competition. Bergsman's extensii::n o~ 

the e.::.rlier approach alloweci for the possibility that many protected co~.-.:.1ocii ties 

might still be produced domestically after the move to free trade, but that in 

the new competitive environment X-inefficiency would fall thus bringir.g production 

costs down to international levels. The existence of X-inefficiency creates an 

additional cost of protection not coptured by the earlier production and 

cor.:.•m'.)tion c:::c.ts· e:e ccor~r::·. r ;is <: •·:hole viould cain from the r<>c:ucticn of 



X-inefficiency d~e to the resources freed for use elsewhere, whilst consumers 

of the products affected would gain through lower prices. A major limitation 

of the approach however, is that it cannot distinguish between high costs due 

to a relaxation of cost-reducing efforts, d~fined as X-inefficiency, and mor:opoly 

profits. In other words with protection, domestic prices may be above world 

prices, either because production costs are higher than they need be -

X-inefficiency - er because a monopoly position in a sheltered market is being 

exploited. However bearing this limitation in mind the major point of interest 

for the present discussion is that by allov;ing for a combination of X-inefficiency 

and monopoly returns Bergsman produced cost of protection estimates substantially 

above those found by others. His major effort was directed at estimates for 

Brazil, but he also applied his method to other economies; his results are 

summarized in table 2. 

The important points to note are; 

(i) that for all economies the allocative costs of protection, 

arising from allocative inefficiency, are either very s~all or negative. 

Hegative results imply that countries lose frcm the m~ve to free trade, 

chiefly beca~se of the terms of tr~de effect. 

(ii) whilst the X-inefficier:cy-n:onopoly returns effect is always 

more significant, in only two of the six countries studied is it more than 5;~ 

of national income. 

Of course v.het is a high cost in tr.is context is not clear. Bergsman 

himself argues that the figures for Brazil and Pakistan are high enoush to 
·. 

matter. Others may feel that given the e~phasis often placed on the 

irrationality of the protective system in many developing countries results of 

this orcer of r.~gnitude are hurdly convincing evidence that distortions arising 
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T:ode 2 

Net Allocative 
C'JSt 

X-inetficiency 
plus r:'lOl'OPOly 

return 

-
Total cost of 

protection 

Source: 

Costs of Protection in Six Econonies (data from 1960's) 

(% of Gl~P) 

Brazil ~ialaysia l·!exicv Paldstan Philippines 

o.3 - 1.2 o.3 Q.5 1.0 

6.8 Q.4 2.2 5.4 2.6 

7.1 - 0.8 2.5 5.9 3.6 

Bergsman (1~74) table 1 

'• 

Norv:ay 

- 0.2 

2.0 

1.8 



The general equilibrium approac~ to esti~ates of the cost of protection 

has also been employed in recent years. Y.rueger (1984) suir.marises the types 

of models which have been useci, stressing their demanding data requirements 

and pointing out the aconometric techniques involved. The work of De Melo (1978) 

on Colombia is frequently cited as an important example of this approach. Hhat 

is significant is that although his results generally produce higher cost of 

protection estimates than the partial approach, they appear highly sensitive 

to key assumptions. The cost of protection ranges from 3.8~ of GNP assuming 

a quota on coffee exports, and an upward sloping labour supply curve, to 11.0C~ 

with an .optimal tax on coffee exports, and the same labour market conditions. 

If a perfectly elastic labour supply curve is assumed the cost of protection 

beco:nes 5-~~ with the same coffee quota, ana 15.87~ with the export tax 
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This is of course a very wide range, and illustrates the uncertainty attached 

to exercises of this ty~e. 

The ~ajor point to stress regarding any attempt to capture the macro­

economic costs arisins from an irr.port protection system is that for most 

countries ex~erier.cins relatively high protection, free trade is no more than 

a hypothetical situation, and little confidence can be placed in projections 

for an eco~or.iy VJhich r.10·1es from a hi9hly prot~cted to ari open traciir.g policy. 

It is significant that only by incorporating dynaffiic factors, such as cost 

reductions due to lower X-inefficiency, can quantitatively sigr.ificant cost of 

~rotection estimates be derived, at least in a partial equilibrium framework. 

P.owever these i~prove~ents are only one possible scenario resulting frcm the 

removal of trade controls. Those less optimisti~ concerning the benefits 

associated v:ith freer trade could construct an alternative with high cost 

domestic producers closing-dovrn, and the resources freed by their closure not 

finding their way into dynamic export activities. In these ci~cumstances it 

national incorr.e, not pntectior,, The difficulty is that once one allows f~r '.:he 



cent=~l i~~ort~nce of dynaoic rather than static considerations, estimates of 

costs will derend largely upon judgements concerning the viability of alternative 

growth strategies. Naturally opinions differ on such broad questions, an~ those 

sceptical of thi= merits of free-trade are unlikely to be convinced by cost of 

protection calculations. \ 

A rrore fruitful approach to the question of the impact of trade dist')rtions on 

growth is likely to be through reductions in exports due to the anti­

export bias of protection. If exports are held back this is likely 

to have important implications for long-run growth, since rising 

exports should help to ease the foreign exchange constraint and 

may allow the attainment of greater economies of scale, when production 

is no longer limited to the home market. Exports can be held back 

in a number of ways: two of these - the high cost of non-traded 

inputs arising from protection and the relatively higher incentives 

for domestic market sales - will be referred to in this section. A 

third, a high exchange rate maintained by protection will be considered 

in the following section. 

Recent work using what is termed "shift analysis" has estimated the 

extent to which protection of importables has penalised the export 

sector, through its effect on the domestic price of non-tradeables. 

As we have noted earlier, higher prices of non-traded im..,orts imply 

an implicit ta~ on the export sector which may more than offset any 

subsidies it receives. Greenaway and Milner (1985) provide data on 

the shift coefficient in a number of countries, where this can be 

seen as the proportion of the growth of protection to importers 

that is passed on to exporters as higher non-traded good prices. 

The simple average for the Latin-American countries for which they 

provide data is 67% 45 • An important point the authors bring out is 

that whilst governments can set nominal rates of import duty and 

export subsidies, unless they operate a very comprehensive set of 

price controls for the non-traded sector they cannot influence prices 

of non-traded goods in relation to importables and exportables. The 

final outcome of relative prices will be determined by the 

technological characteristics and consumer preferences that 

determined the degree of substiuutability between non-traded and 

traded sectors. In other words, governments cannot influence the 

shift coefficient and thus cannot determine ex-ante the real 
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protection or real subsidy they are granting. This is another 

way of expressing the argument regarding the unco-ordinated 

nature of the incentive structure under a trade control system. 

The exact empirical significance of the findings of shift analysis 

is unclear since one would need to know how imports have responded 

to the negative subsidies that are implied. 

further evidence of anti-export bias. 

However it provides 

There is evidence from a nurrber of countries, ItUCh of which is sumrarize.d i 

Krueger (1973) that non-traditional exports respond to toth export incentives 

and real exchar.ge rate changes. Krueser stresses, ho~ever, that the critical 

determinant of performance, appears to be the trade-bias of a protective system, 

rat!-.er t!":an the level of the exchanc;e rate: in other v:ords \·1hat is of central 

concern is the relative levels of incentives for sale in the domestic and 

export markets· Krue9er arques that what is required for successful expert 

g:-c\·,1:h is t:-,e rer::o·1al of a bias a~airist ex;:iorts, and a substantial c:;overrn:;ent 

co~'ilitruent to i)rever.t the re-emergence of any such bias in future. This ir:vclves 

;ranting exports equivale~t ince~tives to those afforded tc domestic sales, ~u: c~ 

not, it should be notec, necessarily imply a need to move to a free trade 

policy. Sev~ral cf the successful export economies of the 1960's, for exanp!~ 

Jaoan, S. Korea and Brazil, ~aintained various forms of import protection, whilst 

export grcwth ·::a!> tJ~ing place. The important point .-:a~ i;hc::t "'cr1e i1:ct:ntives 

created by import protection were off~e! by Vdriou~ combinations of export 

incentives and exchange rate chanses. Furthermore discussions such as that 

of Krueger, ar.d the earl ie:r work of Little, Scitovsky and Scott (1970) norn:ally 

fail to allow for a po5SL)le link between an initial sta~e of import-

substi tution-biased incust:~ialization, and later export success. Althoush the 

case still needs to be pro·1ed conclusively it is possible that some of the 

successful export economies were able to achieve rapid export gro~~h, as a 

consequence of the production experience acquired jnitially in selling in a 

protected dor.iestic market. If this is the cas_e th~ stark dichotomy between 

inward and outward-looking industriali=ation which is still present in many 

discussions of trade strategy rr.ay prove to bP. a misleading oversimplification '
1
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Foreign Exchange Market3 

Many studies have estimated the divergence between controlled 

official exchange rates, and market clearing rates. These 

estimates can be incorporated into the type of cost-of-protection 

models discussed in the previous section. However, given the 

limitations of these models ·in considering ths cost of inter­

vention in the foreign exchange market, it is more appropriate to 

focus on the disincentive to exports implied by exchange rate 

overvaluation. There is evidence from a number of studies that 

devaluations do generally improve the trade balance, which 

implies that overvaluations and its associated policies, held 

back exports and thus tightened the balance of payments constraint 

on overall growth. Bird (1982) for example argues that in 

general trade elasticities in most developing countries, at 

least in the longer term, are sufficiently high for exports and 

imports to move in the direction requiredfor balance of payments 

improvement. His survey of the evidence follows the earlier 

work of Cooper (1971), in concluding that in a majority of 

cases the trade balance improved following devaluation. 

a number of qualifications must be made: 

However 

(i) in many countries the pericd over which the real exchan~e 

rate is devalued is relatively brief. Often this follows in part 

from the inflationary consequences of devaluation itself47
• 

(ii) the internal relative price effect on traded and non-traded 

goods is also normally transitory. Evidence from a number of 

countries suggests that the price advantage for tradeables is 

largely eroded within a period of up to three years 48
• 

(iii) the depression of economic activity following devaluation 

varies between countries, from periods of a few months to over a 

year49 • There are difficulties however in disentangling the 

direct effects of devaluation from those of other policy changes. 

These findings suggest that the effect of devaluation on the trade 

balance is largely short-term, although it may still be a 

useful impetus for future growth. There are nonetheless short-run 

costs likely to be involved to set against favourable trade and 

allocation effects. These are essentially a higher rate of 

domestic inflation and some reduction in real expenditure 
'ThP hmP nf Pl'TlTV'mlT in whi rli t-hPSP m~t-s will be hiahest 



will be where the propensity to import is high, import demand 

and export supply are inelastic, and where labour's resistance to real 

wage cats is greatest. These are clearly the economies where the 

favo1.1:i.:able effects of devaluation are likely to be weakest. 

Labour markets 

Turning to the question of labour market distortions, some 

estimates exist of the magniture of labour and capital market 

distortions, in terms of raising labour and lowering capital costs. 

K:ue;er (1963) reports data fro~ eight countries in the 1~60's a~d early 1970'~ 

which sl"i-;;v the degree to which labour costs were raised relative to capital for 

the ~odcrn protected sectc= of the economy. Those cata are given in table 3. 

The key figures a=e in the last column, and show the increase in the wage-

capital cost or wage-capital rental ratio for the p~otected modern sector 

relative to the same ratio in the rest of the economy. It is difficult to 

generalize on the ba~is of d2ta from only eight countries, but it appears t~at 

in only two! i'.razil and the I·1ory Coast, were the percentage distortions in 

labour costs greater than those in capital costs. In two countries, Pakistan 

and Tunisia, the combined effect cf wage and capital distortions a~9ears to 

have been substantial. However, again it is unclear what constitutes a 

elforts to simulate th~ level of employ.nent in the absence of distortions 

produced a 105~ increase fer Argentina, 15;: for Brazil, and as much as 271~~ 

for Pakista~. The realism of such projections is unclear, but even allowinc "' 

for the fact that they refer to or.ce-f or-all increases, and disregarding the 

Pakistan result as extrei.1e, the results for the other two countries are still 

substantia is A. 



Table 3 

iuntry 

·gentine 

azil 

cile 

:ig Kong 

:;ry Coast 

:.:istan 

~:or ea 

1isia 

tfote a) 

$ource: 

Year 

1973 

1968 

1966-68 

1973 

19 l 

1961-64 

io·a ,0. 

1972 

Percentace estimated di5tortion in capital and labour 
costs fr~~ various sources a) 

% increase % reduction in capital cost~ 
in due to 

labour costs Trade Crec!it Others 

15 a 9 n.~. 

27 0 4 n.a. 

n.a. 37 n.a. n.a. 

0 0 0 0 

23 0 3 12 

0 38 53 10 

0 0 8 2 

20 30 6 n.a. 

% increase 
in 

wage-rental 
ratio 

38 

31 

37 

0 

t15 

316 

11 

87 

Percentage c~anges refer to costs in the 'distorted' or protected 
modern sector relative to costs in the rest of the economy. 

Kruege= (1983) table 7.1 
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As noted earlier there is now general agreement that scope for 

technology ~hoice, in terms of degrees of labour-intensity, exists 

in a fairly wide range of industrial activities. Several 

firm-level studies have indicated that for particular branches the 

gain in employment ari~ing from use of more labour-intensive 

techniques can be substantial. One of the most comprehensive of 

these is by Pack (1980), and his results are worth noting. Pack 

examined the range of tecr.nologies in use in nine manufacturing 

branches, and contrasted the characteristics of what he identifies 

as the most economically appropriate and the most capital intensive 

technologies. In total for an equal investment in each branch 

use of the economically appropriate technologies generated 

approximately four times the number of jobs associated with the 

most capital-intensive technologies. Naturally this result 

depends upon the branches selected for study but the nine chosen 

are all likely to be important, particularly for the less 

industrialized developing countries5 1 • 

However, this ~vidence on the scope for technology choice does 

demonstrate that particular labour or capital market distortions 

will be sufficient to block the adoption of economically efficient 

technologies. Squire (1981) for example judges labour market 

distortions in many developing countries to be a relatively weak 

influence on the level of employment. 

He tests for the effects of reductions in the minimum wage on 

employment in both the formal and informal sectors, and in 

particular on productivity in the latter. His conclusion is 

that the removal of distortions in the form of minimum wage legislation 

is unlikely to have a significant impact on incomes in the informal 

sector thr.ough a rise in productivity, as workers leave to find 

formal sector employment. Furthermore, simulations of his model 

for different demand and suppl elasticities for labour show 

reductions in minimum wages to have relatively little impact on 

total employment, although they can increase substantially formal 

sector employment, if relatively high demand elasticities are 

assumed 52 • 



This type of evidence does not mean that in combination the effect 

of labour and capital market distortions may not still be a 

significant influence on employment and capital use in many 

countries. Relative factor prices will be among a number of 

influences on technology choice, and clearly if some technologies 

are judged more economically efficient than others, prices facing 

producers should be such as to encourage shifts in the desired 

direction_ The extent to which such shifts will actually fall 

in response to relative factor price changes will vary both 

between branches,and between economies. 

Squire does also suggest, however, that capital market distortions 

in the form of the av~ilability of cheap credit to farmers may 

~ave a significant negative effect on agricultural employment in 

many countries, due to excessive mechanisation. 

Empirical Studies of Capital Market Controls 

Most empirical work has f ocusscd on attempts to estimate the 

impact of interes~ rate controls on economic growth. Interest 

rates ar.e generally taken as a proxy for financial repression, 

and have the virtue, from a research point of view, of being 

readily measurable. Vari· d 1 h b ous mo e s ave een tested by their 

various authors. Work has 

concentrated on specifying a model in a testable form (data are 

available for the variables used) and then es~imating the values 

of the caeff icients in order to evaluate the impact of the 

rate of interest oh savings, investr:lent and growth. The method 

of estimation used is invariably a form of least squares regres­

sion analysis. Tests have been performed on a substantial number 

of countries over substantial periods of time. The main econo-



metric studies are summarised b=iefly below. It should be noted, 

however, that the regressions produce variable results in their 

correlation coefficient and t-statistics and in the magnitude of 

their coefficients. However, it is difficul~ to do full justice 

to the studies in the limited space available, and interested 

reade~s are referred tc the original texts. 

Fischer (1981) esti:nated an investment function for forty develop­

ing countries over 1960-1972. He found that "domestic savings 

transfer~ed within the respective country had a greater influence 

upon capital formation in countries with low and stable inflation 

rates than in countries where rates of inflation were high and 

stable". 

The positive sign of the coefficient of the nominal interest 

rate and the negative sign for the expected inflation rate con­

f irrn repression theories. Fischer estimated that the interest 

rate and the inflation rate each account for about 20% of the 

change in the private domestic investment ratio, but the biggest 

influence is the inverse relationsl1ip between public sector 

investment and private domestic investment His results support 

the notion that public sector investment crowds out private 

sector investment. 



Fry (1974) found that in Afghanistan changes in the real rate 

of interest had a definite .impact on growth. Abe et al (.1977) 

found a positive (but not very substantial) relationship between 

saving and the real deposit rate in six Asian countries. Fry 

(1978a) look at fourteen developing countries in the ESCAP region 

and found that increases in the real rate of interest did increase 

financial savings. The effect may not be to increase total savings, 

rather it may divert savings from inflation hedges to financial 

savings. The effect, nevertheless, is to increase the availabi­

lity of loanable funds available for investment. Fry (1978b) 

- found that the real interest rate has a positive effect on domestic 

saving and economic growth in seven Asian LDCs over the period 

1962-1972. 49 Fry (1980) extended the analysis to cover 61 

developing countries and found that saving is affected positively 

by the re~l deposit rate of interest and that credit availability 

is an important determinant of not only new investment, but also 

of capacity utilisation of the entire capital stock. He further 

estimated the cost of financial repression to be around ~% in 

economic growth lost for each 1% by which the real deposit rate 

of interest is set below its market equilibrium rate. Hanson 

(1979) studied the impact of the change from positive to negative 

real interest rates in Colombia in 1967 on saving, investment and 

growth and found.that they all declined as a result. In a fairly 

broad study of ten West African countries, Leite (1982) came to 

the general conclusion that the prevailing policies of low and 

stable interest rates are inappropriate. 

Not all studies have obta1ned positive results, though. Galbis 

(1979b) in a study of nineteen Latin American countries, produced 

inconclusive results. Brodersohn (1981) found a positive relation 



between liberalisation of interest rates and saving in the Southern 

Cone countries, but found that the impact on the demand for invest­

ment funds was inconclusive or negative. Vogel and Buser (1976) 

looked at the relationship between real interest rates, saving 

and investment in Latin America and the results were again 

inconclusive. 

Few empirical studies have been carried out to estimate the ~mpact 

of liberalising interest rates after such a reform has been 

implemented. Sri Lanka, where interest rates were raised con­

siderably after the election in 1977, has produced two stvdies. 

Roe (1982) found that 

" a large part of total investment is not governed either as 

to its total quantity or its allrcation by local interest rate 

conditions. Under present institutional arrangements, ~he admin­

istered intere~t rates could be set at almost any level without 

affecting the pattern of investment. Thus so long as these 

arrangements persist it is impossible to say what is the 'correct' 

level of these rates, or whether 'high' rates are preferable to 

'low' ones." (p.221) 

Khatkhate (1982) , although only concerned with the pre-1977 

liberalisation .in Sri Lanka, was of the opinion that negative 

real interest rates had resulted in a shrinking of the supply 

of real 101~able funds, leaving the demand for investment finance 

unsatisfied. 

In Latin Ameria, Galbis (1979a) found that liberalising interest 

rates in the 1970s had been generally successful in Brazil, 

Uruguay and Argentina, but not in Chile. 

Korea reformed its interest rates in 1965. This was followed by 



an enormous increase in time deposits. Van Wijnbergen (1982) has 

estimated that this growth came from switching money from the kerb, 

or parallel, market to time deposits, rather than from increased 

savings or i.11creased mobilisation of cash savings. The effect 

was to tighte.n credit on the kerb market, which many smaller 

businesses depend on, and the reform was therefore contractionary 

in the short run. Van Wijnbergen considered that the contraction 

would persist if bank lending were restricted by government con­

trols. Tight credit controls, if a permanent feature of bank 

regulat~on, would self-evidently r~strict investment, and be 

contrary to the objective of interest rate liberalisation. 

Conclusions The bulk of the empirical evidence supports the main 

tenet of repression theory, that liberalising interest rates tends 

to increase savings and investments. The significant number of 

inconclusive and negative studies gives some weight to the 

qualifications we made in the earlier discussion of repression 

theory, that interest rate liberalisation may not be a sufficient 

condition for increased saving and investment, and in some countries 

it may simply not work. However, there is little evidence that 

liberalisation is harmful, and we would repeat our earlier assertion, 

that the onus is on the supporters of repression to justify the 

policy, and to justify the implication o~ repression, that savers 

should subsidise borrowers. 



The preceding discu$si:;n bas focussed upon individual distortions more or 

less in isolation from one another. HoNever it can be ar£ued that in a highly 

distcrted economy a number of impo~tant r.~rket signals will be functioning 

wrongly and that in total the combined effect of these distortions may exceed 

the individual effects viewed in isolation. The World Bank (1983) attempted 

to meet this point by relating estimates of the overall level ~f nistortions 

in a sample of 31 developing countries to their growth performance, on a cross-

b 
• 50 country as1s • Since this one of the few attempts to quantify the overall 

effect of distortions it is worth discussing in soce detail. There are '.or 

difficulties in quantifying the degree of distortion in different markets, since 

one requires a norm with which to coi:pare actual prices. The i·:orld Bank study 

is not atle to compare mar!~et prices d th accurate estina~es c:Z 

shadow prices. The approach is to derive roush proxy estimates for shadow prices 

in different markets. In all,seven distortions are considered relating to the 

exchan~e rate, effective protecticn fer ·Janufacturing and agriculture respectively, 

unsY.illed labo~r and capital, the rate of inflation and public utility pricing. 

Using data from the 1970's countries are grouped in hi5h, ~ediu~ or low distcrtion 

categories, on the basis of their distortion measure: in ea~h i:arket. 

The grovrth pe1formance of the 31 cev~loping countries during the 1970's 

can be considered in relation to their rating by degree of distortion. The basic 

resuits of the study ar~ sumr.1arized in table 5; countries are grouped on the 

basis of· an overall distortion index into hish, medium or low categories, 

and the simple averages of various performance indicators are calculated 

for each group. It is clear that the low distortion group has a superior 

growth performance on the basis of all the indicators shown. For example, in 

terms of GDP growth the low castortiori group haC: an annual average growth of 

about 7~ per year during the 1970's, which is 2 percentage points above the 



average for all countries in the sample, and 4 percentage points above the 

average for high distortion cou~tries. The divergence in performance between 

the low and high distortion groups is particularly marked in the case of exports, 

with the former showing an average growth of just ender 7% per year, and latter 

a growth of below 1%. 

Cross-sectional regression analysis relating G~P 9rovrth to the composite 

distortion index was also applied to allow for variations between cour.tries 

in the three separate ~roups shov.n in tatle 5. Thi~ showed a signiticdnt 

negative correlation between the distortion index and growth. On the basis of 

this evidence the ~orld Bank (1983) concludes that 

"in short the statistical analysis clearly suggests that prices 

matter for grov:th". p.63 .. 

However, a number of qualifications should be made. 

)7 

(i} There are severe problems in quantifying the various distortions 

across countries. TLe measures of distortion used do not compare 

market prices with shadow prices, but only with proxies for the latter, 

wh~ch in some cases are very crude; for example, market wages are 

not compared with shadow wages, and nor are actual rates with exchange 

rates. One can also add that measures of ERP can vary substantially 

with the methodology adopted, and it is not clear how directly 

comparable across countries are the ERPs for agriculture and manufact­

uring used in the construction of the composite index. Therefore 

insofar as the overall distortion index is constructed, at least in 

part, with data of questionable validity the s ·.rength of the' 

conclusions of the study must be weakened. 

(ii) The regression results show the distortion index to be a 

significant explanatory variable, explaining about one-third of the 

variation in growth performance between countries 54 • However, 

certain countries grew more rapidly than predicted by the equation -

including s. Korea, Brazil, Indonesia, Ivory Coast, Egy?t and 

Nigeria - whilst others performed markedly worse than predicted -

including Ethiopia, Jamaica, Ghana and India. World Bank (1983) 

acknowledged that "many other elements, not Jieast natural resource 

endowment as well as other economic, social and political , and 

institutional factors would need to be considered in a more complete 

explanation to account fully for the variation in growth rates".p.63. 

.. 



able ~-

our.tries by 
istortion 
roup 

::di um 

InC:icC'S of price distortions ar.d growth performance 

Annual 
GDP 

growth 

6.8 

5.7 

3.1 

Domestic 
Savings­
Income 
ratio 

21.4 

17.8 

13.8 

Annual 
growth 

of 
agriculture 

4.4 

1.8 

a) 
in th<? 1970's 

Annual 
growth 

of 
industry 

9.1 

6.8 

3.2 

verall average 5.0 17.4 3.0 6.1 

·otes a) 

Jurce: 

All ~easures of perforreance are sim?le averases for the groups of 
countries involved. 

World 3ank (1983) table 6.1 

·. 

S& 

Annual 
growth 

of 
experts 

6.7 

3.9 

0.7 

3.5 



This is quite clearly a reasonable conclusion, but once the importance 

of other factors is allowed for, the primacy of price distortions 

becomes open to question. 

(iii) fi01ally perhaps the most important point is that a statistical 

association bet~een measures of distortion in an econoray, and growth, obviously 

says nothi~g about causation. Earlier sections of this chapter have surn~arized 

many of the arguments which suggest that distortions will reduce both alloc;;tivc 

efficiency anc long-terr.. growth. Protection, for example, r:.ay shelter high cc st 

producers and create a bias against exports. Similarly technology choice may 

be biased in an inap?ro8riate direction due to factor rr.arket d:stortio~s and 

specializatio~ along the lines of eY.isting resource endo~~1ents ffiay be hindered. 

Such arguments suggest that causation runs directly from high distortions to 

low gro\·rth. However the evidence is open to another interpretation. Some 

would argue that in m<lny developing countri~s growth is held back by various 

workers rr.z.y ::i"ke it difficult to increase dor.iestic ~uppl y of ma:iy co:~.rnodi ti<:-5 

in the short-run; the inability of the government to raise revenue kay restrict 

the level of investment, and export earnings may be held back by external 

ccn~traints 55 • In this view distortions can be the syr..ptom of structural 

problems rather th<in the fundaffiental cause of low grovrth. It is interesting that 

the World Bank (1983) finds the exchange rate to be the single most significant 

individual distortion. However one would expect ari economy, with what may be 

termed a structural balance of payments problem· - a small non-tradit~onal 

export sector and a high propensity to import - to experience low growth, 

since whenever inco~es rise significantly the absolute increase in imports will 

exceed the foreign exchange that the eY.port sector can generate. Growth may be 

curtailed fer balance of payments reasons. To conserve foreign exchange 

such an economy ir.ay have to establish an import controls system - inevitably 

. 



raising the ERP granted to many procucers - and it w.ay also experience a real 

exchange rate appreciation, if structural bottlenecks create a higher rate of 

domestic bflation tl:c.n in its tracing cor.:petitors. In such circunstances, 10~1 

growth \'till be accoo::panied cy distortions, as measured by high ERPs and exchange 

rate appreciation; however such distortions are not necessarily the underlying 

causes of low growth, which in this view lie in the structl!ral c~aracte!"istics 

of the economy. One need not generalize t~is argu~ent too far, since the 

intercretation of the relation l::etv:een distortions and srcwth will be deterr:iined 

by a readi~g of t~e constraints faced by particular econo~ies. There is no 

reason however, why causation should always lie in a single direction In some 

count1 ies, at sor..e. tir.:es, distortions as defined here may contri!::ute c!irE:ctly 

to poor econo::.ic perf eirrr.ance. In other circu1:istar.ces however they may sirr.pl y 

reflect m~re funda~ental structural problems'. so th~t removal of the distortions 

alone would not be a long-term solution. 

This section has gone in sc~e detail into the empirical evidence on the 

conclusions from the often ambiguous data considered. The most 

important general point is that the economic consequences of the sets 

of market prices prevailing in developing countries do appear to matter, 

although getting ?rices right is clearly not the only issue. 

There is evidence that the relative prices prevailing in many 

developing countries often bear no clear relation to government 

objectives, and that in some circumstances the effects of prices 

may operate in direct contradiction to certain objectives. In terms of 

the specific consequences of market distortions, it appears that 

protection of import substitute industries has sheltered high cost 

producers, and in some instances pulled resources into non-priority 

areas. Perhaps most seriously incentives for domestic production have 

often not been matched by incentives for export, which has hindered 



the growth of exports • Regarding the effect of labour market 

distortions, their impact on employment growth is unclear, although 

in certain sectors employment may have been negatively affected to 

a substantial degree. Finally domestic savings do appear to be 

responsive to real interest rates, suggesting that capital market 

distortions may have held down savings and investment. 

The evidence on the overall consequences of distortions for growth 

clearly does not demonstrate that price policy is the only factor 

which can explain the wide variation in growth experience between 

developing countries. However, there are clearly grounds for 

arguing that prices have a sufficiently important role to warrant 

consideration of ways of reforming price-setting procedures. If 

resource mobilization and allocation decisions are reponsive to price 

changes, then one can argue that decision-takers should be forced 

to examine whether Prices currently ruling in key markets of their 

economies are appropriate, in the sense that the effects created by 

these prices, in terms of either resource use or income distribution, 

are in line with government objectives and priorities. 



l. Ian Little in a recent book, Little (1982), catesorizes development 
economists as either "structuralist" or "neo-clas5ical" on the basis 
of the extent to which they believe prices to be an important factor 
in resource allocation; the latter clearly do, ard he defines the 
former as all those who do not. 

2. One can also distinguish between distortions created by government 
policies, and those resulting from market conditions; for example, 
monopoly. Corden (1974) uses the term disto~tion to refer to the 
effects of governrr.ent interver.tion, descri!:ling the effect of market 
conditions as a "diversence~. 

3. There is a substantial literature on the definition and 
estimation of shadow prices: see for example UNIDO (1972), 
(1979), (1980), Little and Mirlees (1974) and Squire and 
van der Tak (1975). Where governments are interested in 
objectives other than allocative efficiency the measurement 
of opportunity costs will have to be broadened to cover the 
effects on these wider objectives. 

4. In terms of the previous example, this implies that tl:.e balance of 
payments may be controlled by a mixture of the exchan~e rate, quota 
restrictions, tariffs and inte=nal demand management. 

5. The term efficiency is ambiguous, since it must be related 
to the achievement of particular objectives. In this section, 
efficiency is used in the sense of allocative efficiency: 
tha.: is the extent to which income is maximised from the 
utilisation of existing resources. Dynamic and distributional 
considerations are introduced in later chapters. 

6. Here the initial distortion will be the differ~nce betv1een the val•Jation 
of the cor.modity by the govern~ent anc the valuation of private consumers. 

7. ~iajor er.ipirical works on shaco\·1 pricing inc1'Jce Lal ( 1980) on Inc!ia, Scott, 
t.;acArt!-.:.Jr and Newbury (1976) on Kenya, and Po'llcrs (1981) on s~veral Central 
and Latin A.meric~n economies 

8. Dalassa has been th~ pioneer in this area; see,for exa~ple, Ealassa (1971) 
and more recently Oalassa (1982). 

9. The term comes from Tinuner et al (1983). 

10. In this statement and elsewhere in the discussion the deviation of domestic 
f ror.i world prices du~ to domestic transport and distribution costs is 
ignored. 

11. Strictly this assum~s that export demand is perfectly elastic, so that 
exporters have no problem selling more at the prevaiiing price, and that 
competitive production conditions prevail domestically 



12. See, for example, Bhagwati {1973). This point of the relative effects 
of tariffs and quotas is explored further in the discussion of policy 
alternatives. 

13. Krueger (1974) points out that real economic resources may be wasted by 
firms or traders wishir.9 to obtain access to licences or other documents 
necessary under a system of direct economic controls. 

14. We have already seen how market interventions through tariffs, taxes and 
subsidies will influence this ratio. 

-15. The ER.P formula for branch j is 

ERP. 
J = T. 

J 
a .. 
lJ 

i 

1 l..:ij 
i 

where Tj and Ti are the no~ir.al rate~ of protection on out~u~ j and input i 

respectively 
aij gives the ir.put of i per unit of j at world prices, and world 

prices of j and i are nor~alized to equal unity. 

It can be shc'l.TI H1~t ERPj can be re~".Titten to c;ive the ratio of the 
additional value-a~cied arising froQ protection to value acded under free 
trade so that 

ERP. 
J 

= VADP 
j 

v;..~·rp. 
J 

v ;..•;jp. 
J 

where VA.DP, and VA',·:p are value-added at domestic and wcrld prices respectiveiy. 

Gorden (1971) provides a cocprehensive study of the theory of protection 

16. A si~ple nu~erical example ~ay illustrate the extent to which nominal and 
effective protection rates can differ. There are three goc~s pro~uced ur.~cr 
protection - A, B and C: no~inal rates of tariff are 40% for A, 2G;~ for E 
and la~ for C. For si:r.plicity it is assumed that each good requires only 
one produced input B, and that B is SQ, of the valu~ of output at world 
pdces in each cas?. With these assumptions the ERP measures will be 60),, 
for A, 2~; for B and zero .~or C. 

In co~parison with the nor.inal rates the ranking of products has re~ained 
unchanged, but the relative dE'9ree of incentive has widened substantially. 
~ ~~~~iv~~ no ~~~ r=ot~ctio~ ~nd A's eff~ctiv~ ~r0tPct4rn is ~a: 9reatcr 
t~an its nc~~~tl rate. 



17. Salassa (1982) fines the rankings of branches by nominal and effective 
rates of protccticr. to ce significantly correlated in some countries. 
He argues however tt-.ut E.i1P r::easu!"CS will be much more effective in 
pre(.!icitins the nbsolute size of re!;ource shifts arising from protection. 
The ir.:plicc;tion is that in some countries no:ninal rates ir.ay be useful 
in predicting the direction, as opposed to the magnitude of resource 
shifts. 

18. Little, Scitovsky and Scott (1970) pointed to the bias within manufacturing 
against domestic production of capital goods. 

19. Formally the DRC ratio for activity i is 

\. s. V .. ;IVA. L J Jl i 

where 

= 
j 

is the shadow price of domestic factor j 

Vji is the amount of factor j required per unit of output i 

IVAi is the international value added in i 

From this definition it follows that ERP and DRC measures will be equivalent 
if market prices rather than shadow prices are used in the CR.C measure. ' 

20. Bh=ig\'lati (1978) siJrveys so=e of the evidence on J:RCs; see chapter 5 
pp 82-126 

21. Eztimatins the ap~ropriate exchan~e rate fer an e:ono~y is by no rr:eans 
straightfor~ard, however; for various theoretical approaches see for 
exarr.ple the papers in the syrr.posium O::cfo::::-d Economic Pap~rs (1974) 

22. Bhacy:1ati (1978) points out that theoretically a wide rari9e of !:RCs need 
not inevitably i~?lY resource ~isallocaticn. A producer with a low 
CRC at present ~ay run into increasins ~~:ts for example, or alternatively 
face a falling output price if hi~ production is expanci€d. Both effects 
v•ould raise his DRC ratio. Also Warr (1982) points to the 
limitations of ranking by DRC ratios. 

23. Balassa (1;82) uses the 

Ens1 

v:herc VA:P. 
1 

. 
1 

c:ef ini ti on of 
1 

= VADP. - VAWP. 
l l 

VA~·;p. 
1 

is the value-added in i at domestic prices 

adjusted for subsidies, and as before V/..~'lP. is value-added 
l 

at world prices. .. 

The subsidies included in the estimates are for credit and tax payments, 
The incid~nce of the subsiGy has to be estimated fairly crudely however; 
see Balassa (1992) p. 9-19. 

24. This appears to have been the case in Taiwan, and to a lesser extent 
in S. Korea 



25. 

26. 

27. 

28. 

29. 

30. 

31. 

Agan-:ala (l<_>j3) ~urvevs [f.? estimates for agriculture and manufacturing 
f::::r a nur.:ber of count~ies, and fir1:;s 12 where the averase ERP for 
agriculture was negative durins the l970's. 

Balassa (1974) provides formulae for the calculation of the 
sh~dow exchange rate under these alternative policy scenarios. 

Thirlwall (1980) gives a good introduction to devaluation and 
competing theories of the balance of payments. 

The 'new structuralist' critique of devaluation as a policy 
measure for developing countries is that it is 'stagflationary' 
- creating both inflation and domestic recession. This rests 
in pa.rt on the view that exp0rt responses will be slow to 
emerge; see Taylor ( 1981) a.·1d Kangman and Taylor ( 1976). 

For an exacple of this approach in Jamaica, see Weiss (1985) · It must 
be remembered thut the extent of underemployment must be lllowed for,so 
that a worker's anr.ual productivity will be measured by days worked 
per year r.:ultiplied by the daily vtage rate. This sirr.ple view of 
migration patterns, \01h~re a~ricul ture provides the labour for all ne\~ 
projects in the economy, can be mocified in various ways. However, it 
st~ll provides the basis for many e~pirical studies or. shaGow wages 

F 1 it fioures in the article setting out the famous "Lew1s-or exa~p e, ~ 

model" for a labour surplus economy; see Lewis (1954). 

The argument r.:ust be qualified, h~'\'tever since under certain circur.:staricez 
long-run sro.,.rth of both eraployraent and ir.cor::e coulci be greater \·:i th capital­
intensive rather than labour-intensive techniqu~s. Sen (1%8) provic.es 
the classic discussion of these issues. 

32. See Stewart (1977), White \1978) and Pack (1980) for surveys 
of the literature. 

33. This abstracts from differences between market and shadm·: wages due to 
differences between domestic and international prices; S€E, for exa~ple, 
the discussion of skille~ labour in Powers (lGBl). 

34. Hi5h wage econo~ies ~here govern~ent intervention has been important ere 
listed as the East African countries, plus ~igeria, ~uerto Rico, Cclo~bia, 
Sri Lanka and Fakistan. It is noted that in many mining-based econor.iies 
the initial impetus towards high urban·wages comes from the foreign rnir.inq 
co~p~nies; see Squir~ (1931) p.12~-120 

35. Interest rate floors on deposit and loan rates are also 
encountered occasionally, but they have not been taken into 
account in the analysis here. As an illustration of methcds 
of interest rate controls, Galbis (1979a) found that 17 out 
of 19 Latin American countries studied had imposed interest 
rate control~ at some time during the period 1967-76. Inter­
est rate ceilings on deposits were encountered in 14 countries 
of which five were comprehensive ceilings and nine partial ' 
ceilings. Three countries had interest rate floors. In 
seven countries, interest rates were pegged to some form of 
index, usually as part of a much wider indexation of finan­
cial assets and liabilities. 



36. The argument assumes that the interest rate is the main 
determinant of the investment rate in a given period. This, 
of ·course, is questionable and other important determinants 
include the .expected rates of growth and inflation, the 
level of excess capacity at the beginning of the period, 
and all the other factors which make up that elusive concept, 

business confidence. 

37. Of course there will always be a margir1 between bank borrowing 
and lending rates, but this is ignored for ease of expositiu~. 

38. Nonetheless, government borrowing, by offering increasingly 
higher risk free rates of return to lenders, may "crowd out" 
private sector borrowing. To the extent that crowding out 
occurs, government borrowing, if used for current expenditure, 
may be at the expense of private sector investment. 

39. Th<? lit~rature on the impact of foreign capital inflows on 
domestic saving efforts has been summarised recently by 
Dowling and Hiemenz (1983), for example. 

40. Fr::- a !..:rid e>:posi ti on of thF. ;ic.proach, see Gorden ( 1975}. It should 
be note~ th~t a number of qualifications ~ay have to be made to the 
simple definition of pro~ucer and consumer costs given above. In 
particuiar the expa~sion of exports as~ociated with a raove to free trade 
must be allowed for. This expansion may have a nesative terms of tr<ide 
effcrt, if international prices for exports fa)l, and may also encounter 
risirg producti~n co$tS, ~f there are diminishing returns to scale. On 
the ~onsumption side, if domestic prices of exportables rise with the move 
to free trade this \•::.11 create consum;:>tion costs of free trade to offset 
the removal of the consumption costs associated with protection. 

41. Bergsman (1974) 

42. It should be noted that Balassa amended Bergsman's calculations to produce 
somewh<it higher figures i:lcluding 3.7%for the Philippines, 6.2~v for Pa~istan 
and 9.5~., for Brazil. Balassa (1975) p.E-6 

43. These results are c!ted by both Krue9er (1984).and Balassa (1982) 

~4. Bias can be expressed simply in quantitative terms as the ratio of domestic 
to world prices for irnportables over the sa~e ratio for exportables; there-
fore bias exists where 

B if. 1, and DPm/~IPm 
B • 

[ip_/;·1p 
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where B is the measure of bias 

and \"IP m and ~·:p 
x 

are the domestic prices of importables 
and exportables respectively; 

are the v~rld prices for irnportahles 
and exportables respectively 

Anti-export bias implies B / 1, ar.d pro-export bias B (1 



45. The shift coefficient is derived from the equation 

46. 

47. 

ti (Ph) 
lPx 

where ti denotes changes, and Ph, Px and Pm are the prices of 
non-tradeables, exportables and importables respectively; and 
w is the shift coefficient. 
This possibility·is touched en by riaz-~lejar.~ro (1975) and Fin~lay (1?75). 
Soce e~pirical evider.ce is considered by Kirkpatrick and ~ixson (19S3) 

The brief period of real depreciation is illustrated for several 
countries in Krueger 1978. 

48. Warr (1984) surveys this evidence and contrasts it with the 
Indonesian experience. 

49. 

50. 

51. 

52. 

53. 

54. 

55. 

See Cooper (1971) 

"!"he percentage increases in er .. ployr.-.cmt refer to the protected sector or.ly, 
see Kru~ger (1954) p.557. Earlier esti~ates for Pakistan, by t~e s.:~e author, 
(Guisin~er (1981) ) put the possible accitior.al e~ploYT"ent arisin~ fro~ 
the rer.:oval of distortions at ratl".t=r less. P.o\·:ever exercises of this type 
are generally highly sensitive to assurr.ed demar.d and supply elasticities 

Pack defines economically appropriate as the technology which 
generates the highest net benefit to capital ratio, at market 
prices. His nine branches cover a range of industrial processes 
and represent a variety of technical rigidities: see Forsyth et al 
( 19 82) for a classificatio.1 of manufacturing activities by their 
technical properties. 

Sq 1_1~ri: (!':':Jl) p.126-123. l'.is;h dl'.'rr.and el?5ticitiE·S are defined here as 
0ru."'::<>r thar. 2.0. Squir<· r.c':es th3t e'.;,iJiric.:l e~tir::atcs of unskilled 
labour ~c~an~ elastici~ics ~r~ f=cqucntly foJr.d to be 1.0 or less, and if 
this is the ca~e, the e~plc~~ent effect of the reraoval of minimum wage 
legi!:.l.:tion is s1·.all ever. in the for::-.Jl sector. Berry ancl Sabot (1978) 
also take th..: vi.e·•1 that the cost of labour r:iarket irr;perfections is not 
great. 

Giovanni (1983) re-estimated Fry's equations for the same 
countries over a different period (roughly the 1970s) in 
order to try to test the robustness of Fry's results. He 
found an insignificant relationship between domestic savings 
and the real interest rate, co:lcluding, "Serious doubts are 
cast on the view that the interest elasticity of savings is 
significantly positive and easy to detect in developing 
countries." p.603 

The detailed research upon which the analysis in the World 
Development Theory 1983 is based is in Agarwala (1983) which 
gives details of the procedure adopted. ' 

Kirkpatrick and Nixson (1983) give a summary of what they term 
the "structuralist-dependency perspective" on industrialization. 
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CHAPTER III. Conunodity Prices and Government Obje..:tives 

A Five -stage Framework. 

The previous chapter has considered in detail the evidence on 

prices in a number of markets across a range of developing 

countries. The ganeral conclusion is that prices very often 

fail to reflect the economic value of resources or conunodities. 

In othar words, the market prices at which transactions take 

place do not capture the economic benefits of producing outputs, 

or the economic cost of using inputs. Given this situ2tion an 

important and complex question is at what levels should actual 

prices be set, and what mechanism should governments use to 

ensure that these prices prevail in the market. Here the 

view is taken that prices can be a major policy instrument for 

economic change. However, to play this role they must operate 

in a way that produces results compatible with broad government 

objectives. If the distortionary consequences of th~ type of 

government interventions discussed in the previous chapter. are 

generally undesirable, this does not mean that all government 

interventions with the price system are inevitably so. 

Following the distinction of Agarwala (1983) one can have 

interventionist price policies that are not distortionary. 

The question of the set of relative prices that a government 

should aim for cannot be answered in isolation from knowledge 

t6 

of government objectives, relevant resource and other constraints, 

and the other policy instruments available to implement objectives. 

In this chapter the discussion is concerned primarily with 

government objectives. The other issues are considered in 

chapters III and J:V. If what is conventionally termed 

'allocative ef~iciency' is the only objective - in other words 

if the only aim is to maximize the national income that can be 

obtained from a given level of resources - there are a number 

of well established guidelines from the cost-benefit literature 

that can be used to determine economic values 1 • The normal 

policy reconunendation is that to achieve efficiency in this 

sense, market prices should be equated with economic values, 

where the latter are the economic opportunity costs of 

conunoditi.es and resources. The guidelines can be 

I 
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summarized briefly: 

(1) prices in the markets for capital, labour and foreign 

exchange should equal the opportunity costs of these 

resources to the economy. 

(2) prices of traded goods should equal their world prices 

converted into local currency at an exchange rate that 

reflects the opportunity costs of foreign exchange. 

(3) prices of non-traded goods should equal their long-run 

marginal opportunity costs of production 2
• 

It is obvious however that most governments are concerned 

with more objectives than the pursuit of allocative efficiency 

alone. These additional objectives will have to be allowed 

for if one is to devise an appropriate framework for price 

refo:::-m. It is important to consider what type of objectives 

could lead to recommendations that market prices should 

diverge from the economic values noted above. Some or all 

of four objectives, in addition to allocative efficiency, are 

likely to be important for most governments. These can be 

listed as 

- public revenue objectives 

- dyr.aJ'1.ic objectives 

- self-sufficiency objectives 

- distributional objectives 

Public Revenue Objectives 

A key concern of most governments is to raise revenue to cover 

their capitdl and recurrent expenditures. A major source of 

tax revenue in developing countries is commodity taxation, and in 

general developing countries obtain a significantly higher 

proportion of their taxation revenue from such taxes, and a 

significantly lower proportion from taxes on incomes and 

profits, as compared with industrialised economies. Further, 

.. 



there is a clear trend that the poorer the developing country 

the greater the share of commodity tax revenue that will be 

collected on imports and exports, as compared with domestically 

produced goods. This reflects both the importance of trade 

in many of these economies, and the weakness of the administrative 

system of tax collection, that makes it easier to tax commodities 

as they eneter or leave the county. For example, in 1981 from 

World Bank figures low-income developing countries collected 

20% of total government revenue in the form of income and profits 

taxes, as compared with 43% for middle-income developing countries, 

and 41% for industrialized developed economies. Further, for 

commodity taxation, taxes on international trade were 25% of 

total government revenue in low-income as compared with 12% in 

middle-income developing countries and only 2% in industrialized 

economies 3. 

Most governments will have a target amount of taxation they wish 

to raise from taxes on conunodities. This will be determined 

by the difference between planned government expenditure and 

anticipated income from other types of taxation and additional 

sources such as government borrowing. Clearly the smaller 

is the scope for borrowing and the greater is the administrative 

or political difficulty of taxing incomes, profits and wealth, 

the more important will be commodity taxation as a source of 

revenue. Given the need to tax commodities to raise revenue, 

market prices and economic values must diverge by the rate of 

taxation. This divergence will only apply in abs~ . .lte not 

relative terms, however, if a uniform rate of taxation is applied 

to all commodities, and initial pre-tax prices equal economic 

values. It is the relative price of commodities that matters 

for resource aLlocation decisions, and the merit of a uniform tax 

system is that relative prices will not be disturbed by commodity 

taxation. The policy of uniform taxes is discussed further 

below and forms the starting point for the analysis of price 

adjustments. 

Dynamic Objectives 

These reflect the fact that some governments may not wish to 

accept the pattern of output determined by considerations 0£ 

/o 



allocative efficiency. The latter can be seen as short-term, 

reflecting the extent to which domestic production is currently 

internationally competitive. However, some governments may 

have a fairly long-term planning horizon, and may wish to 

identify and support industries, which although currently 

uncompetitive, have the potential for long-term productivity 

growth, through learning eff~cts and technical progress. 

~his is the familiar infant industry case for protection which 

has been discussed extensively and implies that through learning 

current infants can reach maturity and later become fully 

competitive 4 • The case for selective protection has also been 

made in terms of the external benefits generated by infant 

producers that stimulate activity in other branches of the 

eco~omy and thus add to the economic profitability of protection. 

It should be noted, however, that a fall in costs of production 

over time, or even the achievement of international cost 

competitiveness, do not in themselves prove the economic 

desirability of supporting infant industries. Support for 

these industries can be viewed as a form of social investment 

with short-run costs - when domestic output is more expensive 

to produce than the price of competing imports - to be offset 

against longer-term benefits, when costs fall below import 

prices. Justification of support for infant industries requires 

that net benefits exceed costs over the working lives of the 

plants in the industry. Competitiveness at a point in time 

says nothing about the full discounted value of benefits relative 

to costs in the long run. 

Economists have often been sceptical of the validity of the 

infant industry argument, and there is evidence that many infant 

producers in developing countries have not reached full maturity 

'7/ 

and become cost-competitive 5 • On the other hand, however, there is 

little Goubt that the ~overn.~ents that have intervened successfully 

in their economies, have been able to 'pick winners', and 

encourage infant industries with considerable success. The 

two most notable examples are Japan and s. Korea, although in 

both the speed at which different industries have reached 

maturity, and therefore the time required for protection has 

varied considerablyb. The well known statement on Japanese 



industrial strategy in the 1950's fran the then Vice-Minister 

of the Ministry of International Trade and Industry (MITI) is 

worth repeating here, since it expresses very clearly the 

dynamic objectives inherent in government policy at that time. 

"MITI decided to establish in Japan industries which require 

intensive employment of capital and technology, industries 

that in consideration of comparative costs of production 

should be most inappropriate for Japan. From a short-run 

static viewpoint, encouragement of such industries would seem 

to conflict with economic rationalism. But from a long-rang~ 

viewpoint these are precisely the industries where income 

elasticity of demand is high, technological progress is rapid 

and labour productivity rises fast". OECD (1972) p.15. 

This is not to suggest that Japan and S. Korea provide a direct 

model for all developing countries to follow, but simply that 

well planned selective protectionist interventions based on 

dynamic considerations have successfully fostered competitive 

industries in these countries. With this experience in mind, 

it is wholly rational in economic terms for governments to 

consider selective interventions based on dynamic objectives 

The aim is to identify and promote industries where domestic 

costs of production, allowing for any external effects, can 

fall to international levels over time; in other words 

industries in which an economy has a dynamic as opposed to a 

static comparative advantage. The chief mechanisms for this 

emerging cost competitiveness will be learning as experience 

in production accumulates, and domestic technical progress, 

as modifications and adaptations in the light of local 

conditions are introduced to the international technology 

of the industry. The process of 'picking winners' whilst 

choosing industries for special support is clearly complex 

and cannot be dis~ussed here in detail. However, it is 

worth noting that in the context of developing countries 



such dynamic industries are likely to have three main 

characteristics: 

(i) their initial cost disadvantage in relation to 

imports is not too high. 

(ii) they are not too dissimilar technologically from 

some existing industries, so that experience 

learnt in other activities can be used effectively 

in the new industries, and technological 

similarity will allow experimentation and technical 

progress. 

(iii) the international technological frontier in these 

industries is not moving too rapidly, so that 

technical progress abroad does not maV.~ it impossible 

for new industries in developing cou~1tries to 

catch up. This requirement will probably limit 

these industries to relatively tracUtional 

activities or to those based on ne~er mechanised 

engineering technology as opposed to more complex 

electrical, chemical and electro~ic technologies 7 • 

Once a choice has been made, there are alternative ways of 

supporting dynamic infant industries. Economists' normal 

recommend :i.tion has been to subsidise where possibJ.e -

described as industry promotion - as opposed to protection 

from import competition, through tariffs or quota restrictions. 

The merits of these alternatives are discussed at a later 

stage. Here it is important to note only that both can 

imply divergences between domestic prices and economic values, 

although the attraction of the subsidy alternative is that it 

is likely to create fewer such divergences. 

Use of import controls to protect selected industries implies 

that domestic prices for those traded goods will diverge from 

world prices. Where import tariffs are used domestic and 

world prices will alter by the extent of the tariff, however 

7?, 

.. 



as noted earlier a uniform rate of tariff will ensure that in 

the domestic market relative prices for traded goods will be 

determined by world prices. Where protection is through 

import quotas, however, domestic market-clearing prices will 

be determined by the strength of domestic demand relative 

to total supply available, and relative domestic prices 

need bearlittle relation to prices on the world market. It 

should be noted that where promotional policies of industrial 

support through producer subsidies are employed, the degree 

of divergence of domestic from world prices for traded goods 

will be determined by the way in which the subsidies are 

financed. Again, a uniform tax on al: commodities will 

allow relative domestic prices to be determined by world 

prices. 

Self-sufficiency Objectives 

Just as governments may wish to encourage key industries on 

the basis of the potential they offer for factors like 

productivity growth, learning, technical progress and 

extern?1ities, so there may be other industries judged 

in~ortant for national economic or po:itical security. The 

essential or strategic characteristics of the goods produced 

by these industries are such that governments may feel 

domestic production is justified regardless of cost consider­

ations. In other words the goods concerned are too important 

for their supply to be left to the vagaries of an uncertain 

world market, where supply availability and price may vary 

considerably. In this view risk of dependency on imports 

more than offsets any higher costs incurred in producing the 

goods domestically, and production becomes justified on 

grounds of self-sufficiency. 

Many eco~omists have a natural suspicion of self-sufficiency 

arguments and argue that in many inst~ces they can imply 

not only very high costs semi-autarchic strategies, 

but also a very confused view of the causes of dependence. 

Efforts to become self-sufficient in one sector may cause a 

dependence on imports in another if the locally produced 



goods are inferior substitutes for the imports they replace, 

thus causing production shortfalls in user sectors. For 

example, if a government sees self-sufficiency in various 

farm equipment as an important objective, this can create 

another perhaps more serious form of dependence on the 

world market, if the local equipment is not sufficiently 

productive to ensure adequate domestic food supplies. 

Nonetheless for many governments salf-sufficiency in a 

particular line of activity can be an important objective. 

If this is the case it is clear that the sort of policies 

required to encourage industries on dynamic grounds will also 

be relevant here, although the motives for promotion or 

protection will be different. Therefore the same potential 

d:! vergencies between domestic market ?rice~ ane 
economic values which can arise from the treatment of 

dynamic industries will also apply for industries supported 

on self-sufficiency grounds. 

Income 

Distribution Objectives 

All governments have explicit or implicit policies on income 

distribution. Measures to influence distribution can take 

a number of forms including land reforms, nationalizations 

and appropriations, de~nationalizations, and income and 

wealth taxras. The manipulation of the price system can 

also play a role, since prices of particular goods can be 

set with the effect of these prices on the real income of 

particular groups of consumers explicitly in mind. The 

most obvious example would be basic consumer or wage goods, 

which bulk large in the expenditure patterns of low income 

groups. Income distribution objectives might mean that 

governments wish to set a low price for these goods that 

is one below their economic value - to allow the poor to 

consume more of such goods or to have more to spend on 

other things. S11ch a pricing policy will involve some 

form of subsidy, and as we have noted, the taxes necessary 

to finance the subsidy may themselves create divergences 



between market prices and economic values. On the other hand, 

on distributional grounds governments may wish to impose 

higher than average indirect taxation on those goods consumed 

predominantly by the rich. This implies differential rates 

of indirect taxation of commodities on the basis of the income 

levels of their main consumers. The implication of using 

the prir.e system as a means of affecting real incomes is that 

it will clearly be necessary to create a further wedge between 

market prices and economic values arrl this will involve 

differential rates of both subsidies and taxes. 

A Five Stage Framework 

Given this range of government objectives an<l the possibility 

of using the price system as a means of meeting these 

objectives, what guidelines can be identified if one is to 

attempt to establish a set of domestic prices that reflect 

bro.ldly government objectives? The discussion in this 

chapter is concerned with interventions that affect the prices 

of c0:amodities, primarily domestically produced tradeable 

goods - that is goods that are either import-competing or 

potentially exportable. The majority of manufactures fall 

within this category for most countries. For these goods, 

wher~ the quality of domestic and foreign products are com­

parable, and where imports are not subject to quantitative 

restrictions, domestic prices will be determined by world 

prices plus the effec~ of domestic taxes or subsidies on 

trade 8 • The question regarding domestic price determination 

for these goods therefore becomes one of how to intervene 

most effectively with taxes and subsidies on foreign trade. 

Alternative interventions to influence the prices of 

domestic factors of production and foreign excl;ange pose 

somewhat different problems and are considered separa~ely 

in the following chapter . 
• 

There is a vast and often complex literature on the theory 

of optimal pricing and taxation, and the discussions here 

oversimplifies some issues to derive the sort of relatively 

simple framework necessary as a guide to policy. The aim 



is to set out a system of price interventions through taxes 

and subsidies that will take account of both government 

objectives and the economic consequences of various forms of 

intervention. 

It is important to stress that the framework is sufficiently 

flexible to allow differing degrees of intervention depending 

upon government objectives: it is clear for example that 

governments wishing to promote large numbers of dynamic 

industries and having strong income redistributional goals 

would intervene for more than governments wishing to follow 

existing comparative advantage and having only mild views on 

redistribution. 

In this chapter the discussion is of an 'idealised' set of 

interventions: it is idealised in the sense that the 

assumption is that one starts from scratch in designing inter­

ventions in a situation in which aLl of the real world dis­

tortions considered in chapter II have been removed. One moves 

from a non-distorted starting position through a sequence of 

stages, with each stage representing a different government 

objective. Furthermore, whilst there will always be 

different ways of meeting objectives, in this chapter the 

alternatives considered are largely those considered by 

economists as being the most efficient for meeting a given 

objective at the minimum cost elsewhere in the economy. The 

issue of what constitutes feasible as opposed to desirable 

policies is pursued in the following chapter. 

It is hoped that this framework will be helpful, both in 

illuminating the theoretical issues involved in designing a 

set of tax-subsidy interventions and also in distinguishing 

between different objectives and their consequences for price 

policy. However, given its idealised nature the framework 

can only be a starting point for a discussion on policy reform. 

In the real world one cannot abolish situations overnight., and 

one must design policy changes in the light of the situation 

at which one begins the reform process. The five-stage 

framework should help clarify where one wishes to reach in 

terms of price policy; however the precise route one takes to 



this goal cannot be discussed in isolation from the starting 

position and the constraints on reform operative in the 

economy concerned. The question of the phasing of price 

reforms is discussed in chapter 5. 

The five-stage framework linking pri~es and objectives 

can be summarized briefly as follows: 

Stage 1 : Allocative Efficiency Pricing 

These prices should be set equal to economic values, 

defined as the opportunity costs to the economy of the 

commodities or resources concerned. 

Stage 2 : Public Revenue Adjustments 

Here taxes must be added to economic values to cover 

revenue requirements 

Stage 3 : Dynamic Adjustments 

Here it will be necessary to promote, or if this is not 

possible to protect key industries with dynamic potential. 

Where promotion is used this will involve differential 

subsidies, and with protection, differential import duties. 

Stage 4 : Self-sufficiency adjustments 

Here industries are singled out for special treatment -

promotion or protection - on self-sufficiency rather than 

dynamic grounds. The policy interventions will be similar 

to those at stage 3. 

Stage 5 : Income-distribution adjustments 

Here prices of certain goods will be subsidized, and those 

of others will be raised by indirect taxation. Differential 

rates of subsidy and indirect taxation will be involved. 

It is necessary to consider the tax-sl.lbsidy interventions 

at these different stages in some detail, in order to 

illustrate the principles involved. The discussion will 

move through the different stages in sequence. 

Stage One : Allocative Efficiency Pricing 

The principle here is that domestic market prices should be 

such that they reflect ':he economic opportunity costs of all 
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resources and commodities. Following the guidelines noted 

earlier from the literature on cost benefit analysis, this 

implies the following 

a) that the official exchange rate equals the 

shadow exchange rate; 

bl that the interest rate equals the opportunity 

cost of capital; 

cl that the market wage for labour be equated to the 

shadow wage; 

d) that domestic prices for traded goods equal their 

world prices converted at the new exchange rate; 

e) that domestic prices for non-traded goods equal their 

long-runmarginal opportur.ity costs of production. 

Sorreof these ?rices can be established by freeing markets 

and allowing market-clearing prices to emerge. However, for 

labour this scenario would be both unlikely and undesirable, 

since it would almost certainly imply a significant drop in 

real income for some groups of workers. Given this position 

a labour subsidy scheme would be required to equate the 

effective cost of employment to firms, with the estimated 

opportunity cost of labour to the economy. The question of 

the means of financing this subsidy is not considered in 

this five-stage framework, but will be taken up in the following 

chapter10 • For manufacturing traded goods, therefore, the 

recommendation at stage one is clear - domestic prices 

should equal world prices, with the absolute value of prices 

determined by the prevailing exchange rate, and relative 

values determined by relative prices on the world market. 

Stage Two : Public Revenue Adjustments 

Given that governments have to impose indirect taxation, 

what principles should govern the rate at which it .i.s levied 

From an allocative efficiency viewpoint two propos:.tions are 

normally stressed: 

(i) that domestically produced goods and imported 

goods should be tre<Lted equally. 



(ii) that a uniform rate of indirect taxation should 

be imposed on all commodities. 

Proposition (i) is to allow consumers access to imports on 

equal terms with domestic production. Under competitive 

conditions this will ensure that domestic production of 

import competing goods is expanded only to the point at 

which domestic marginal cost equals the world price of 

competing imports, which is a requirement for efficiency in 

resource allocation. Proposition (ii) is to avoid 

djscrimination between different branches and producers so 

that all have equal incentives to expand production 11 • 

The conditions required by (i) and (ii) are met if government 

revenue from commodity taxation is raised by an excise tax 

on all domestic producers, and an import tariff on all imports 

set at equal rates. This set of taxes raises domestic 

consumer prices for tradeables above import prices by the extent 

of the uniform tariff, but ensures that domestic producers do 

not receive this price rise, since they are subject to an 

excise tax on production, at the same rate as the import tariff. 

This sytem is equivalent to a uniform sales tax on consumers 

imposed equally on all goods, both imports and domes tic output. 

Under both tax systems therefore, domestic producers receive 

only the world price for their output. The rate of uniform 

taxation will be determined by government revenue requirements 

from commodity taxation and the projected impact of higher 

tax-inclusive prices on consumer demand. 

This non-discriminatory uniform system has significant impli­

cations for the protection granted domestic producers in 

relation to foreigr competition. The nominal rate of 

protection will be zero, since the protective effect of the 

tariff on imports will be fully offset by the excise duty on 

import-competing domestic production. However under this 

system producers who use imported or domestically produced 

importable inputs or capital goods would face prices above 

world levels to the extent of the import tariff. They 

would therefore experience negative effective protection. 

To avoid this penalization of tradeable goods production by 

the tariff system one would have to exempt all intermediate 



and capital goods from the uniform tariff. Also for equality 

of treatment domestic producers of import-competing inter­

mediates and capital goods would have to be exempt from the 

domestic excise duties. 

This set of exemptions would grant all producers zero effective 

protection, since producers would receive world prices for 

their outputs and pay world prices for their traded inputs. It 

would also create a commodity tax system based solely on 

consumer goods. The only divergence between world and domestic 

prices would be for consumer goods, where domestic prices would 

equal world prices converted at the prevailing exchange rate plus 

the uniform rat€ of tariff or tax. As has been stressed the 

uniform tariff or tax rate would be determined by government 

revenue objectives - both its total requirement and how much 

it wished to raise from commodity as opposed to other forms of 

taxation. The uniform rate would naturally be higher under 

this system than under one which widened the tax base beyond the 

taxation of consumer goods. 

Stage Three : Dynamic Adjustments 

A system of zero effective protection gives no special encourage­

ment to any particular traded good activity. All are treated 

equally and have the same level of profit as they would in the 

absence of any indirect taxation. However, governments will 

not be satisfied with an equitable treatment for all industries, 

if some are to be encouraged on dynamic grounds Theoreti­

cally all interventions to support such industries should be 

'made to measure• 1 3. In other words policies should aim 

to provide the dynamic activities with sufficient support 

to generate a minimum acceptable rate of return. Since the 

degree of support required will vary with the extent of 

cost uncompetitiveness of the industries concerned, inter­

ventions should be tailored to the needs of individual cases. 

This implies that the profit created by government support 

should be the minimum necessary to ensure production with as 

little as possible surplus profit above this minimum ]evel. 

As we have noted earlier the general theoretical rec0mrnendation 

is that where feasible dynamic industries should be promoted 



by subsidies - which will have to be at differential rates -

rather than protected by import tariffs 14 • The merits of 

these alternatives a.re considered in more detail in chapter 4. 

Here it should be noted briefly that subsidies are reconunended 

chiefly on the grounds that a) they do not differentiate 

betwee~ domestic and export sales, and therefore have no 

anti-export bias, and b) they do not penalize the consumers 

or users of the products to be supported. Their drawback is 

the fact that they have to be both financed through extra 

taxation, and administered through extra bureaucracy. 

If we assumz initially for the purpose of the present discussion 

that subsidies are feasible in both financial and administrative 

terms, what does this mean for the pricing-framework? 

If differential rates of subsidy are granted to industries 

judged to have dynamic long-run effects, and these can be 

financed without the need for extra commodity tax2tion, domestic 

prices for traded goods will remain unchanged from those set at 

stage 2. However if the subsidy scheme affects a significant 

number of producers extra commodity taxation may be required. 

This would necessitate an increase in the uniform rate of import 

tariff and excise duty on consumer goods. The key difference 

between stages 3 and 2 is that production incentives for traded 

goods industries are now no longer uniform. The effective 

rate of subsidy (ERS) rather than the effective rate of 

protection (ERP) becomes the relevant measure of net incentive, 

and the ERS will be greater than zero for all dynamic industries 

given special treatment 15 • However since the prices of 

intermediate and capital good inputs remain unaffected by the 

adjustments in sta~e 3, ERPs for all non-dynamic sectors, do 

not become negative. 

This scenario with a system of differential production subsidies 

for dynamic industries has been described as the 'first-best' 

policy optionl6. However if large numbers of dynamic 

industries are identified for special support it may not be 

possib~e to either finance or admini3ter the system of made~to-

measure subsidies required for their promotion. In these 

circumstances an alternative which could involve less subsidies 

would be to introduce differential import tariff protection 



to raise the profitability of the industries to be supported 

on dynamic grounds. However, it must be noted that these 

tariffs would create by-product effects that if possible should 

themselves be offset ~y appropriate subsidies. As is the case 

of the promotional subsidies, theoretically, the protective 

tariffs required would be 'made to measure' for individual 

industries to ensure that only the minimum necessary level 

of profit is established. 

Where tariffs are used to give special support to dynamic 

consumer goods industries, the import tariff can be seen as 

the sum of two components. The first will be the basic 

uniform rate set at stage 2 on revenue grounds. The second 

determined at :~tage 3 will be a supplementary rate to ensure 

that the final tariff is sufficient to allow producers to 

charge a domestic price that generates the ~inimum profit 

necessary to maintain or establish domestic production in the 

industry. Since the whole objective of the differential 

tariff scheme is to raise profitability above what it would 

be in the absence of protection, the supplementary differential 

tariff introduced at stage 3, should not be matched by an equal 

additional rate of excise duty on domestic production. The 

uniform rate of excise duty set at stage 2 should be maintained 

however since it is needed for revenue purposes. The net 

price that producers can charge, therefore, if the CIF import 

price plus the supplementary tariff added at stage 3 17 • 

For protected dynamic industries producing intermediate and 

capital goods, however, the complication of two components 

of the final import tariff does not arise. These goods are not 

subject to the uniform import tariff and excise duty set at 

stage 2, so that for these industries there is only one import 

tariff - that set at stage 3 on protective grounds. Again 

as the objective of the tariff is to raise domestic profit­

ability it should not be matched by an excise duty on domestic 

production. 

The selective introduction of import tariff protection at different 

rates has two important consequences or by-prod1!~~ effects; 



(i} It creates an anti-expozt bias in the protected 

domestic industries, since sales in the home 

market would be more profitable than sales abroad, 

due to the divergence between domestic and world 

prices. This bias can be offset if a system of 

differential export subsidies is also introduced. 

Full removal of the anti-export bias requires that 

the rate of export subsidy for each industry should 

be the same as that of the import tariff for that 

industry. 

(ii) It creates differential ERPs for different industries, 

and in particular will create negative ERPs for those 

non-protected industries that use as inputs goods 

produced by protected dynamic industries. This follows 

since the output prices of the non-protected industries 

remain equal to world prices, but if these industries 

use some newly protected goods as inputs, some of the 

input prices they face will have risen above world 

levels. 

In principle this negative ERP, which clearly penalises non­

protected industries could be offset by a subsidy system that 

compensated users of domestically produced protected intermediate 

and capital goods. These subsidies would be 

(i) rebates of tariffs paid on imports of the goods 

concerned, and 

(ii) the equivalent of tariff rebates to users purchasing 

such goods from domestic producers. 

The aim of (ii) would be to ensure that producers received 

the protectnd domestic price, but that the ne~ price paid by 

users would be no more than the equivalent of the world price, 

after allowing for the effect 0f the subsidy. 

The second variant of the stage 3 intervention in support of 

dynamic industries is therefore a combination of tariffs and 

subsidies, with the latter used to offset the by-product effects 

of the former. It will involve less direct subsidies than 



the first variant, where promotion is through subsidies 

alone, to the extent thar. the dynamic industries that are 

identified produce consumer goods for the domestic market. 

It will be recalled that all exports from dynamic industries 

and all domestic sales of intermed~ates and capital goods 

are to be subsidized. Where no consumer goods industries 

are to be supported the second approach will involve the 

same amount of subsidies as the first, although the admini­

stration of the subsidies will differ and in the second case 

they will be given chiefly to domestic users rather than 

domestic producers 18 • 

To sununarize the discussion of interventions at stage 3 

two variants have been discussed. In one a differential set 

of producer subsidies are added to the uniform rate 

of import tariff and excise duty. This uniform rate may have 

to be increased above that set at stage 2 to finance the 

subsidies. In the other, differential import tariffs are 

introduced, which for consumer goods, are in addition to the 

uniform import tariff sec at stage 2. However, to avoid 

undesirable side effects these addi~ional impo~t tariffs should 

bP. matched by equal percentage export subsidies, and subsidies 

to users of protected domestic intermediate and capital goods. 

Stage 4 : Self-sufficiency Adjustments 

The extent to which it is desired to give special support or 

encouragement to particular industries will clearly vary 

between governments. Stage 3 considers industries promoted 

or protected for dynamic reasons. Stage 4 broadens the 

criteria for qualification for special support to include 

industries judged important on self-sufficiency grounds. 

The conceptual treatment of special case industries is identical 

at stages 3 and 4, since it is only the reason for their 

identification as special that differs between the stages. 

Therefore, the points on tax and subsidy interventions made 

in relation to the previous stage hold also for stage 4. 



At Stage 4, support to industries for employment purposes 

may be considered. Although the maintenance or creation 

of employment is ~ot a price considerativn, and therefore 

does not fit comfortably into the five stage framework for 

price reform, it is likely to be an important consideration 

in many governments' economic policies, and also one whi~h 

is likely to be affected by tariff reform. We therefore 

include employment as a special case of self-sufficiency 

under stage 4, although the conceptual treatment of specific 

industries is again identical to that at stage 3. 

Stage 5 : Income Distribution Adjustments 

Here the relevant question is the extent to which governments 

wish to tax or subsidize particular types of commodity because 



of the characteristics of the consumers who provide the bulk 

of demand for those goods. Three alternative cases can be 

considered 1 9 

(i) where governments wish to tax consumer goods 

at a rate above the uniform one set at stage 2. 

(ii) where they wish to tax them at a lower rate than 

the uniform rate. 

(iii) . ."-.ere they wish to ~ubsidize their sale at prices 

below world prices. 

The first and second possibilities imply non-uniform excise 

duties and import tariffs bet~een commodities. However, 
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unless the qoods are produced by industries singled out for special 

import protection taxation on domestic output and imports of the 

same commodity should be equal. The third possibility implies 

a subsidy to consumers, so that retail prices are below world 

prices. However, to avoid production disincentives it is 

necessary to maintain the producer price either equal to the 

world price or to the adjusted stage 3 and 4 price if the 

industry is one that receives special support. The producer 

price will therefore exceed the consumer retail price by the 

extent of the subsidy. 

It should be noted that there is little direct guidance from 

the opti~al taxation literature on how to set stage 5 consumer 

prices. Where the objective is to raise a given revenue 

from taxes on consumer goods the standard recommendation is 

that commodity taxes should be inversely proportional to the 

price elasticity of demand for the commodities. Goods with 

inelastic demand for whom demand responds relatively little 

to price changes should have higher rates of taxation 20 • This 

rule will minil?Li.ze the loss of consumer surpl11s or consumption cost 

in the economy on t~e assumption tha~ governments place an equal 

weight on all consumers, regardless of income level or status. 

Once one allows for the fact that governments may implicity view 

a given cons .mer gain or loss as having a different social value 

depending on the grcup affected, the validity of the simple rule 

breaks down. At stage 5 one i~ considering precisely such a 

situation, so that tax or subsidy rates on individual consumer 



goods will be determined by the weighting system, normally 

implicit rather than explicit, employed by the government 2 1. 

Naturally this is a subjective area, and the role of economic 

advisors in these circumstances is to provide data on the 

extent to which goods are Cjnsumed by different classes or 

groapsr and to assess the distributional consequences of the 

alternative taxation or subsidy rates that governments may 

select for these goods. 

The implication of the stage 5 adjustment is that a further 

departure from the uniformity of taxation principle is created. 

However, these adjustments refer only to prices paid by 

consumers. Prices received by producers will be either the 

world price - if they are non-protected industri8s - or in 

the case of protected industries the stage 3 or 4 adjusted 

prices. Producer price incentives therefore should not be 

affected by these consumer taxes, although clearly the demand 

for the output of the taxed or subsidised cons:.uner goods will 

be affected. 

Table 3.1 sets out in a sununary form the different objectives 

and interventions envisaged at the various stages. The aim 

of the framework is to first establish a uniform system of tax 

interventions that applies only to consumer goods. This has 

the effect of raising the necessary government revenue, but 

without creating any effective protection. Production 

incentives for traded goods are therefore both uniform and 

zero. The framework then ~llows for departures from this 

uniform system on a case by case basis. Therefore if 

industries are to receive special support this must be justified 

by their contribution to either dynamic or self-sufficiency 

objectives and the extent to which s11ch industries need 

promotion or protection must be considered individually. 

Similarly for departures from uniformity on distributional 

grounds rates of consumer taxation or subsidy will have to be 

justified by refer~nce to the consumer groups or classes whose 

real incomes are most direcT.ly affected, and by reference to the 

i~portance of these groups or classes for government distribution 

policy. It should be noted also that in the pricing framework 

set out here indirec~ taxes for revenue purposes are levied only 



on consumer goods. Intermediate and capital 9oods are subject 

to import tariffs only if their domestic import~competing 

producers fall under the heading of industries requiring 

special support and rebates are envisaged to avoid penalising 

their users. 

This framework attempts to apply the main conclusions of the 

theoretical literature on trade and taxation in a manner that 

can generate relatively straightforward policy advice on tax 

and subsidy interventions. It should be clear however that 

it greatly simplifies a nwnber of important 9ractical issues 

regarding policy alternatives. These will be considered in 

the following chapter. Furthermor··, the framework is ?Ut forward 

as a means of linking policy interventions with government 

objectives and not as a sequence of price reform measures to be 

introduced by stages. The discussion here can be interpreted 

as identifying where one might want to end up, if initially one 

started from a free trade position of zerio effective protection. 

Few real world governments are likely to start from this position, 

and so their packdge of policy reform:mu3t be devised in the 

light of the speec ~t which it is desirable and feasible to move 

to a relatively more open, although perhaps still selectively 

protectionist trading ~ystern. 



Table 3.1 

Stage 

One 

Two 

Three 

Four 

Five 

Five-stage Framework for Commodities 

- Objectives and Interventions 

Objective 

Allocative Efficiency 

Public P.evenue 

Dynamic 

Self-sufficiency 

Income-diatribution 

Policv Intervention 

Traded goods prices equal 
world prices. 

None -traded goods prices 
equal long-run economic 
costs of production. 

Uniform domestic excise duty 
and import tariff at equal 
rates. 

Made to measure producer 
subsidies OR 
made to measure tariff 
protection, plus export 
subsidies and tariff rebates 
for protected intermediate 
and capital goods. 

As tot' three. 

Differential tax and subsidy 
measures for consumer goods. 
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FOOTNOTES 

1. See for example UNIDO (1978) 

2. Non-traded goods can be defined as a) those whose physical 
characteristics rule out foreign trade, or b) those whose 
long-run economic costs of production are below CIF prices 
of competing imports, but above FOB export prices. 

3. See World Bank (1984), table 27. p.270. 

4. See Corden (1974) for example. 

5. See :or example Bell et al (1984) and Krueger and Tuncer 
(1982). 

6. For Japan, see Weiss (1986), and for S. Korea, Westphal (1981). 
Westphal stresses the selective nature of S.Korea infant industry 
protectionism, as well as its early export orientation. 

7. For this distinction between technologies and a discussion of 
the scope for innovation in developing countries, see Cooper 
(1980). 

8. The 'natural' protection which arises when domestic transport 
costs from ports to domestic consumers are high in relation to 
output value has been ignored in this discussion. 

9. This discussion makes a 11•.unber oi simplifying assumptions: 

(i) 

(ii) 

(iii) 

(iv) 

that all labour is homogeneous. 

that there are no non-traded costs in the form of 
transport and distribution - associated with traded 
goods sectors. 

that there is a unified capital market. 

that balance of payments policy allows the 
establishment of an exchange rate that gives adequate 
general protection to domestic industry, viz-a-viz 
imports. 

10. One can assume for the present ·;:hat the revenue required is 
financed through income not commodity taxation. 

11. Strictly this holds only for the production side. Theoreti­
cally there is ~o reason why from the point of view of consumers 
that indirect taxes should be set at uniform rates~ see Stern 
(1984). Here the effects of indirect taxes on consumers are 
considered at a later stage. 

12. For a diagramatic explanation of the equivalence of these 
tax systems see Lewis (1984) pp 220-225. 

13. Carden (1974) and (1980) criticizes the made to measure case 
on a number of practical grounds. His arguments are consider~d 
in the following chapter. 

14. The option of protection through quotas is not considered here. 

15. See Chapter 2 for a definition of tha ERS. 



16. For example Corden (1974). 

17. This assumes that the additional revenue raised by the 
import duties introduced at stage 3 has only a small impact 
on total government revenue, so that there is no need to 
adjust the uniform tax rates set for revenue purposes at 
stage 2. There is no reason why such an adjustment could 
not be made, however, if it were necessary. 

18. The only differences between the two approaches arise where 
consumer goods are protected on dynamic grounds, since with the 
use of import tariffs, not only will less subsidies be needed, 
but relative domestic consumer prices will now diverge from 
relative world prices. 

19. This discussion assumes away distribution, retail and transport 
costs, so that consumer and producer prices are equal in the 
absence of a subsidy. 

20. See for example 9aunol and Bradford (1970) and Stern (1984). 

2:_. UNIDO (1972) and Squire and von der Tak (1975) discuss 
alternative ways of deriving q11antitative consurnotion weights 
for different groups. 



CHAPTER IV. Policy Alternat.Lves a;."ld Price Reforms 

Chapter II has discussed the c.ise for reforming the operation 

of markets in many developing countries, and chapter III has 

considered a systematic framework for decision-taking in 

relation to the market prices for traded goods. This 

chapter moves from the level of the theoretically desirable 

to consider the feasibility and effectiveness of the 

alternative policies that are discussed frequently in 

relation to market reforms in developing countries. However, 

since the focus of the chapter is on policy alternatives it 

is necessary fLC'st to survey briefly how the question of 

policy choice has been considered in the theoretical 

literature. '!"'No broad approaches can be identified. 

First there is an attempt at ~uantification of the costs and 

benefits associated with particular policy alternatives. 

This obviously has a clear intuitive appeal since rational 

choice implies an assessment cf relative costs and benefits. 

The major obstacle is, of cou1·se, firstly ~btaining a clear 

view of the likely results of implementing specific policies, 

and secondly placing meaningfi..l numerical values on these 

effects. Tinbergen (1967), for example, provides a clear 

discussion of the problem focussing upon what he calls the 

efficiency of economic policy. Distinguishing between 

objectives (what he terms target variables) and polir.y 

measures (what he terms instrument variables) , the efficiency 

of a particular policy instrument will be determined by the 

ratio between the change in the target variable for a given 

change in the instrument variable 1 • Even setting aside the 

quantification problem of estimating the full effects of 

changes in z on y, if one is to make comparisons between 

alternative policy instruments, some form of evaluation of 

the relevant effects must be found. Tinbergen (1967) 

illustrates the problem by reference to a situation where 

two instruments have the same effect on a particular objective 

so that the valuation problem on the benefit side is removed. 

In relation to an employment objective, ha hypothesises a 

situation in which one million extra man-years of employment 
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I 
can either be obtained by raising the level of public 

expenditure by US$3 million, or by devaluing the currency by 

5% 2 • For a meaningful comparison of the efficiency of the 

two policy instruments, the alternative changes in the 

instrument variables have to be converted to some common 

denominator - in other words the costs involved have to be 

valued in relation to some overall norm or unit of account. 

Tinbergen suggests that it is up to the policy-maker to 

decide how he wishes to value the relative costs of 

alternative policies. 

"It goes without saying that the most natural valuation is 

the one to be taken from the policy-maker's welfare function. 

If 5% devaluation is believed to be twice as burdensome as 

the spending of US$3nillion, then evidently the efficiency 

of devaluation (in relation to the employment objective) is 

half that of public spending." 

The problem for practical policy analysis is, of course, that 

the numerical weights placed by decision-takers on either the 

attainment of particular objectives or the costs arising from 

particular instruments will simply not be known. Practical 

numerical cost-benefit calculations of this type appear 

unpromising for this reason, even assuming that the necessary 

quantitative analysis of the i~nact of various policieE can 

be carried out3. 

The second broad approach to policy choice rejects the 

possibillty of precise cost-benefit calculation. It suggests 

in its place a means of ranking alternative policy instruments, 

with the criteria used for ranking the side-effects, or, in 

the terminology of this literature, "the by-product distortions", 

created by various policy instruments. Carden (1980) provides 

a clear statement of this position4 • The argument is briefly 

that in general terms the most efficient policy instrument is 

likely to be the most direct; that is, the one which 

operates most directly on thd target variable. Use of 

direct instruments, it is argued, will minimize the side-effects 
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in other parts of the economy, which, in this view, will 

normally be undesirable. The basic premise is therefore 

that government interventions should be limited to the 

particular objectives to be achieved and that the 

consequences of these interventions in other areas should 

be minimized. To give a specific example, the government 

may wish to promote a particular industry - for either 

dynamic or self-sufficiency reasons. One way of doing this 

is a direct producer subsidy, for example, through lower 

tax payments in the early years of production. Another 

alternative would be to impose a protective tariff which 

allows firms to charge more than the international price 

for the output concerned. Following the logic of this 

approach - assuming both measures to be equally effective -

the tariff would be an inferior policy since it would create 

a by-product distortion in the sense that consumers or 

users of the product concerned would now pay more for this 

product relative to others. It is argued, therefore, that 

their choice will be distorted by the imposition of the 

tariff and its effect upon relative prices. 

Alternative policies, it is suggested, can be ranked in 

terms of the number of distortions they create. The top 

policy in the hierarchy - which is described as "first-best" 

- is one which meets the desired objective without imposing 

any by-product distortions. This framework for viewing 

policy choice is useful in the sense that it allows an 

analysis of the consequences of different policy instruments 

in areas not necessarily relat8d directly to the instrument 

conlarned. Furthermore, administrative or other constraints 

on freedom of choice in policy selection can be allowed for, 

since, if the so-called first-best policy is not feasible, 

one can move down the ranking until the most desirable 

feasible policy is reached. Since this framework allows 

consideration of the secondary or indirect consequences of 

particular policy instruments, it will be drawn upon in the 

discussion which follows. Howeverr it is only a partial 

substitute for a full cost-benefit assessment of alternative 

policies. 



The major problem is that ranking policies by the number of 

distortions they create will only be strictly valid 

a) where one is sure that the effect on the relevant 

goverr.ment objective of all policies under consiQeration 

is the same, and b) where the importance of each 

individual distortion is broadly equal. If these conditions 

do not hold one could, for example, have a more distortionary 

but more effective policy which is not necessarily inferior 

to a less distortionary but less effective policy. Also 

the analysis stresses the argument that subsidies are less 

distortionary than other policy m~asures, and are therefore 

preferable where they can be financed and administered. 

However, in this context the distortionary effect of the 

taxes raised to finance such subsidies cannot be ignored. 

Corden (1974) points out that in principle there will be a 

tax package that minimises the distortionary effects of 

financing subsidies. However the practical difficulty of 

identifying this minimum-distortion tax packa·ge must be 

acknowledged. 

The position taken here is that precise cost-benefit 

calculations of the merits of policy alternatives are not 

realistic and that all that is practicable is a general 

dis~ussion of the likely costs and benefits involved. As 

oart of this discussion, the central concern of the policy 

hierarchy approach, th~t is the indirect consequences of 

particular measures on other parts of the economy, will be 

of importance. However, the policy hierarchy framework 

cannot alone provide a definitive choice between alternatives. 

The rest of this chapter considers alternative policies 

to reform the markets for labour, capital and foregn exchange. 

In addition alternative ways of promoting dynamic or strategic 

industries, and taxing or subsidizing consumer goods are 

examined. The discussion cannot be conclusive since what are 

both desirable and feasible policies will differ between 

countries However, it is hoped that the main issues involved 

can be :i..dentified. 
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Labour Markets 

As we have seen in ch~pter 2, on allocative efficiency 

grcunds there is a strong case for encouraging greater use 

of unskilled labour in many countries. The earlier 

discussion noted the frequent discrepancy between estimates 

of the economic cost of labour, the shadow wage, and the 

market wage workers are actually paid, with the latter often 

substantially greater than the former for urban workers. 

Encouraging greater use of unskilled labour in this situatio.1 

implies either compensating employers in some way or recucin~ 

the wages workers act~ally receive. For skilled workers it 

is argued for some countries that market wages are below 

shadow wages. This possibility is not considered here in 

detail since the focus is on unskilled labour. However, 

where such a situation exists it implies the need for either 

higher market wages or an employment tdX on skilled labour. 

It should be recalled that the discussion in Chapter II 

identified four possible negative effects arising from urban 

labour market distortions for unskilled labour: 

(i) insufficient investment due to low private 

profitability; 

(ii) bias in technology choice against labour 

intensity; 

(iii) bias in output composition against labour­

intensive activities; 

(iv) excessive migration from rural areas. 

It is important to bear this distinction in mind since it 

is not always made clear that policies which can counteract 

the negative effects of a distortion in one area may not be 

able to do so in another. For example, a number of 

policies can be considered to solve (i), (ii) and (iii) above, 

which do not involve an actual cut in urban wages. However, 

if excess migration of the type discussed in Chapter II is 

a major problem. lts solution appears to require a fall in 
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urban wages relative to earnings in agriculture. If real 

wage cuts are not feasible politically, and in many cases 

they may not be desirable on grounds of social justice, it 

may not be possible to cure the migration aspect of the 

problems assoc~ated with labour market distortionss. Most 

discussions of these issues tend to focus on the first two 

problems, and the treatment of unskilled labour i3 ~ften 

cited as the clearest example of how the policy hiera=chy 

framework can be employed to rank alternative policy 

instruments. Table 4.1 taken from Carden (1974) illustrates 

the approach. 

If one assumes that reductions in nominal wages are either 

impracticable or undesirable, or both, the aim must be to 

bring the cost to employers into equality with the economic 

costs of additional employment. 

Corden's original example of the use of the policy hierarchy 

in the case of labour market distortions contained some 

indeterminacy since certain policies generated an equal 

number of distortions, and were therefore ranked at the same 

level. It is possible to remove this indeterminacy, however, 

by considering the practical sco~e for introducing the 

alternative policies. If a general subsidy to production 

is ruled out, subsidies to importables alone will be 

unlikely, particu:arly if one is considering manufacturing, 

where a high proportion of production will be of importables. 

Similarly it seems unlikely that export subsi.lies would be 

used on their own in place of tariffs, if only because 

unlike tariffs they are a use, not a source of government 

revenue. If policy measures 3b and 4b are unfeasible there­

fore on practical grounds the ranking of ~he hierarchy in 

this example becomes ur.ambi~uous. An amended form of the 

hierarchy taking account of these points is also given in 

table 4 .1. 

The ~ost direct measure is to subsidize employment so that 

employers are reimb·1:sed for a proportion of their wages 

Lill. Ideally this sum should equal the difference between 



Rank 

1. 

2. 

3a. 

3b. 

4a. 

4b. 

Tab.Le 4.1 

The Policy Hierarchy Labour Market Distortions 

Original 
Carden hierarchy 

Policy 
Measures 

Subsidy tc 
labour 

Subsidy to 
production 

Import 
tariff plus 
export 
subsidy 

Production 
subsidy ta 
importables 

Import 
tariff 

Export 
Subsidy 

By-product 
Distortions 

None 

(i) Labour 
ir.tensity 
too 1-:iw 

(·i) Labour 
intensity 
too low 

(ii) Consumption 
distortion 

(i) Lahour 
intensity 
too low 

(ii) Ho:ne 
I:arket bias 

(i) Labour 
intensity 
too low 

(ii) Consumption 
distortion 

(iii) Home 
market bias 

(i) Labour 
in~ensity 

too low 

(ii) Consumption 
distortior. 

(iii) Pro-trade 
bias. 

Rank 

1. 

2. 

3. 

4. 

Aro ended 
Corden hierarchy 

Policy 
Measures 

Subsidy to 
labour 

Subsidy to 
product~on 

Import 
tariff plus 
export 
subsidy 

Import 
tariff 

By-product 
Distortions 

None 

(i) Labour 
intensity 
too low 

(i) Labour 
intensity 
too low 

(ii) Consumption 
distortion 

(i) Labour 
intensity 
too low 

(ii) Consumption 
distortion 

(iii) Home 
market bias. 

Note: Items a and b at different levels in the original hierarchy are 
equivalent since they involve the same number of by-product 
distortions. 



actual wages costs and wages costs calculated using the 

shadow wage as the cost per employee. This is the 

"first-best" policy alternative since all. other measures 

in the table involve various forms of distortion. These 

alternatives are simply wa:rs of raising profitability 

through different combinations of tariffs and subsidies. 

None of these alternative measures, in other words, go 

directly to the problem at issue which is the level of 

wage cost per worker. An increase in profits will meet 

problem (i) noted above and should raise employment 

insofar as expansion plans of firms change due to higher 

profitability. Without a change in relative wage costs, 

however, there will be no incentive to change production 
techniques. 

It should be noted that th~ case for tariff protection to 

offset the divergence between the market and the econorni· 

cost of unskilled labour, on its own can only provide a 

justification for relatively moderate levels of protection, 

of 10% to 15% in nominal terms. This is on the grounds 
that in manufacturing, the sector most affected by the 

distorted urban labour markets which are being considered 

wages are normally a relatively small proportion of total 

costs, so that even a very low shaC.cM wage may not justify 

very high protection6 • 

Protection of a particular producer will not solve 

problems (ii) and (iii) however, since it will not affect 

directly the costs of his labour viz-a-viz capital equipment 

or raw materials, and will therefore not influence the 

labour intensity of production. If one believes in the 

possibility of significant factor substitution, in many 

industrial branches this will be a crucial omiasion. 

Alternatively one could focus on the better growth prospects 

for labour-intensive activities or sectors if some form of 

labour subsidy scheme were implemented. In this view 

additional employment would come from a shift in th3 

I~ 
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composition of output in a more labour intensive direction 

rather than through factor-substitution within existing 

activities. Of the measures listed in Table 4.1, only labour 

subsidies appear to meet the problem of factor-intensity, 

so that if this is seen as central to the growth of employment, 

the real issue becomes how to implement an effective and 

widespread subsidy scheme 7 • 

be considered. 

A number of possibilities can 

(1) The most direct form of subsidization of wage costs, and 

almost certainly the least practical, would be to institute 

a system of cash payments from the government to producers: 

the payments would be a proportion of firms' unskilled 

labour wages bill and wou~d he intended to ensure that rhe 

labour cost to firms approximately equalled the number of 

unskilled workers employed IBultiplied by their estimated 

economic cost of employment. In practice, where precise 

shadow wage estimates ~ay not be known, only crude estimates 

would be used. Such a schelT'.e would undoubtedly encounter 

a number of major problems. It would be difficult to 

administer - what Carden terms the "subsidy disbursement 

costs" would be high - and it would encourage corrupt 

practices. Firms, for example, would have a clear incentive 

to inflate their bill for unskilled labour costs, either by 

reclassifying skilled workers as unskilled, or by falsifying 

their employment records. Furthermore, it would be difficult 

to axtend the scheme to all producers paying distorted :..:rban 

wages and inequitable treatment could arise. Finally, the 

scheme would depend critically upon the ability of the 

government to raise the revenue from t~xation required to 

finance the scheme. In general 3uch a system of direct 

cash payments is unlikely to be a ~eri0us policy option. 

(2) Subsidization of wage costs is obviously easier where 

producers already make payments to the government linked 

directly to their number of employees. In such a situation 

a subsidy can be paid simply by reducing the producers' 

existing payments. Such considerations led to the suggestion, 

for example by Balassa (1977), that a labour-subsidy scheme 

I :JI 



could be implemented by reducing employers' social security 

contributions and financing a higher proportion of these 

from the general budget. However, the administrative 

attractiveness of such a pror>esal should not divert attention 

from its limited practicability. In the first instance, in 

most developing countries the social security system is very 

limited in scope affecting only the larger firms and their 

employees, and, in the second, where it does operate, social 

security contributions will not be a major part of wage costs. 

If one wished to give a labour subsidy which was a high 

proportion of total wages, more than simply a partial refund of 

social security contributions would be required. 

(3) Perhaps more promising is the possibility of devising a 

tax credit scheme so that producers paying profits or 

corporation tax, or indirect taxes on their sales, have a 

proportion of their annual wages bill for unskilled labour 

offset against their annual tax liability. Such a scheme 

would have fewer administrative costs than a system of cash 

payments and the main problems would be the financial one 

of generating the tax revenue from other sources to offset 

lower profits or sales taxation, combined with the possibility 

of abuse of the system by producers with an incentive to 

exaggerate their unskilled wages costs. Coverage naturally 

would be limited to tax-paying producers only. 8 

(4) A less direct form of labour subsidy could be introduced 

through measures to keep down future increases in money wage 

rates. This, in turn, could be attempted in a number of ways: 

policies of war,e restraint could be introduced in sectors 

where the government is a major employer, minimum wage levels 

might not be raised, and the prices of basic consumer goods 

might be subsidised to maintain real wages. Apar~ from the 

administrative and financial difficulties involved, this 

option is less certain in that the exact impact of sucn 

measures on the money wage bill for producers will be difficult 

to predict and may not accord with P.Stimates of the relevant 

economic costs of 1?rnploying unskilled workers. 
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(5) Finally, a possibility which has been discussed, i~ to 

link general protective measures for industry with the 

degree of labour-intensity in production in particular 

industrial branches. 9 This would involve differentiating 

either nominal or effective protection rates by the share 

of unskilled labour in production costs; branches with 

higher labour-intensity would receive higher protection and 

thus a boost in their profitability relative to the 

industrial average. There are a number of problems with 

this approach, however, which are likely to make it inoperable. 

It would require a substantial data base with detailed 

information on the cost ~tructure of all industrial branches. 

Such information is required, of course, for all attempts 

to set tariffs with domestic production objectives in mind. 

However, the recommendations on levels of protection derived 

from this approach might conflict directly with the objectives 

of supporting industries with dynamic effects or strategic 

importance. Labour-intensive activities might not warrant 

special treatment on these grounds. Finally this means of 

determining rates of protection will encourage existing 

labour-intensive producers. However, its effect on 

technology choice will be only indirect, since the incentive 

to shift resources in a labour-intensive direction would be 

simply the prospect of higher levels of protection in the 

future. This option of differentiating protection levels 

in line with labour-intensity does not appear a practicable 

possibility. 

From this discussion of the subsidization of unskilled labour 

it appears that there are only a limited number of alternatives 

and that of these tax credits, as an offset against profits 

to] 

or sales taxation, appear to be the most practical option. The 

major objection would be a fiscal one since, if the scheme 

were spread widely to cover all employers in the urban sector, 

very substantial amounts of taxes would be foregone, which 

would have to be covered by additional revenue from other 

sources. 

It is worth pointing out that despite the fact that labour 

subsidies, as a means of promoting industrial dev~~o~ment, 



have been advocated over a considerable period of time by 

several prominent economists, perhaps most influentially by 

Little, Scitovsky and Scott (1970), very few governments have 

adopted them. l'O The main explanation appears to be not an 

unawareness of the argument, but the fiscal constraint noted 

earlier. It is generally difficult to raise tax revenue in 

most economies and, as will be discussed further in a later 

section, the great attraction of tariff protection as a 

means of encouraging industries for many governments is that 

a tariff provides the equivalent of a subsidy to producers 

financed by the higher price paid by consumers of the product 

concerned. 1 1 This clearly may not be the most equitable 

means of fi~ancing the subsidy-equivalent but it is the 

simplest and most direct. Subsidies to labour or to 

production in general must be financed out of the general 

revenue and will require the imp0sition of additional taxes 

some of which may, of course, include tariffs. The 

difficulties involved lead some economists to discount totally 

the practicality of a widespread labour-subsidy scheme and, 

in the context of developing countries at least, one must 

remain sceptical about its feasibility on a large scale. 

For example, Squire (1981) dismisses the practicality of 

wage subsidies in one sentence. 

"The alternative approach wage subsidies is not 

considered explicitly on the grounds that it is 

administratively and fiscally unfeasible." p.127. 

If this scepticism concerning the feasibility of a 

labour-subsidy scheme is justified what alternatives aie 

available to cope with the undesirable consequences of 

labour market distortions? Two possibilities with some 

practical applicability can be noted. 

(i) As was pointed out earlier, one can ma"<e a :ase for 

moderate levels of protection to offset the effe•:t of the 

excess of market over shadow wages on the profitability of 

domestic producers. All producers paying distorted urban 

wages should be eligible for this protection. However, 

( o't-
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where production is in the form of non-tradeables, no 

import competition will be involved and tariff policy cannot 

be used to allow an increase in domestic prices. This means 

that manufacturing is the main sector for which this p~licy 

will be relevant. 

In principle within manufacturing protection should be 

differentiated on the basis of the share of wages in either 

value-added or total costs. However, as was pointed out 

above, in practice the government is unlikely to have access 

to the detailed cost data to make this possible. Therefore 

a relatively low general tariff on output of 10% to 15% on 

all manufacturing could be justified as an offset to labour 

market distortions. Setting uniform ERPs for different 

manufacturing branches can be very complex and demanding in 

terms of data requirements. For simplicity. therefore, it 

is far easier to work in terms of uniform nominal rates. 

Where rates are low this is unlikely to create major 

variations in ERPs between branches. However, having stated 

that it is not likely to be possible to differentiate rates 

of protection where these are to allow for labour market 

distortions, there may be other cases where one would wish 

to grant significantly higner rates of protection to 

particular prod~cers and where one must collect the data to 

allow this. These type~ of situations will be discussed 

further below. 

(ii) T~e first proposal has not to~ched upon the issue of 

factor-intensity. The problem here is to lower the cost 

of labour relative to that of other inputs, chiefly capital 

equipment, but also intermediates like raw materials and 

energy. Since this problem relates to relative not 

absolute labour costs, if the option of lowering labour costs 

proves difficult, one can try to raise the c~sts of the 

other items. Considering a simple two-factor model with 

substitutio~ between labour and capital as an example, 

estimated economic values of these factors might suggest 

that the market price of the ~orrner ne&ds to be lowered and 

the latter to be raised. Other things being equal, the 

/ 
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factor substitution arising from these combined price 

movements would be greater than that resulting from an 

increase in capital costs alone. However, if reductions 

in labour ~osts are difficult for the reasons considered, 

and if increases in capital costs prove to be more feasible, 

these latter on their own could provide a movement in the 

right direction. The suggestion therefore is that it may 

often be easier to raise the cost of capital than to lower 

that of labour and that this may provide the most practicable 

me.IDs of dealing with the factor-intensity issue. Alternative 

ways of raising the cost of capital areconsidererlin the follow­

ing section. 1 2 

Capital Markets 

Another measure discussed in chapter II was the desirability 

of r:.tising real interest rates to the level of the economic 

value of investment~ in other words, the economic return 

obtainable on additional productive investments. As we 

have just noted, increases in market interest rates to this 

economic level may be the most effective means of shifting 

factor-intensity in a more labour-using direction. 

Capital costs can be increased in two main ways: first 

by increasing the initial investment cost or the principal 

borrowed. Considering increases in interest rates, the 

most obvious and most direct policy would be to free interest 

rates and allow them to settle at a market-clearing level. 

Credit in this case would be allocated by the market rate 

not by some administrative rationing system run either by 

the government or commercial banks. 

However it is possible that a market-clearing rate still does 

not reflect the economic returns available on productive 

investment. Theoretically, in fact, in an economy in which 

market prices diverge from shadow prices, there is no reason 

why equilibrium prices in any particular market should equal 
economic values. The market demand for loanable funds, for 

example, will be based on firms' expected returns at market 



prices and will include an allowance for risk and distortions 

in particular markets. The economic opportunity cost of 

investment, however, is defined strictly as the return on 

the marginal project in the economy with this return 

expressed at shadow not market prices. Nonetheless, insofar 

as a price reform programme succeeds in moving market prices 

closer to economic values this will lessen the likelihood of 

a major divergence between a market-clearing interest rate and 

the opportunity cost of investment. In the absence of 

information to the contrary the former can thus be taken as a 

proxy for the latter. 

There are also a number of ways of raising the initial 

investment outlays on any particular project. These include 

increases in tariffs on equipment imports and reduced rates 

of tax credits against investment expenditure; for example, 

shorter tax holidays or less favourable depreciation 

allowances. Such measures wili often have a less direct 

and often more uncertain impact upon the cost of capital. 

Furthermore, in the case of tariffs, a number of different 

considerations will govern tariff policy and the objective 

of raising capital costs may be simply one of several which 

have to be borne in mind in establishing tariff levels. It 

is probably simpler to aim to use one policy - interest rate 

policy - as the major means of increasing capital charges and 

merely attempt to ensure that the other factors which can 

affect capital costs do not work in an opposing direction to 

interest rate changes. 

Foreign Exchange Markets 

As noted earlier the type price and trade reforms considered 

here are likely to have significant implications for balance 

of payments management. The aim is to set domestic prices 

for traded goods on a rational basis that reflects government 

objectives and priorities. This is in contrast with the 

current situation in many countries where relative prices 

for these goods are determined largely by the unanticipated 

effects of the system of tariffs and controls introduced 

often for balance of payment reasons. Tr~ approach to tariffs 
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and quotas is likely to imply a lo.,,.er overall level of 

import protection than is present in many developing countries, 

although it is by no means a free trade framework. Nonethelesg 

a reduction of protection even if phased over a lengthy ~eriod, 

is likely to require a depreciation of the exchange rate for 

reasons outlined earlier. However, in the post-1971 world 

of flexible exchange rates there are a number of alternative 

ways of devaluing. 
alternatives l 3: 

In general there are three broad 

(a) a free float of the exchange rate: 

{b) devaluation followed by pegging the exchange rate 

to either one major currency or a basket of currencies: 

{c) devaluation followed by a "crawling peg" system 

whereby the exchange rate gradually · depl.eciates against 

the currency to which it is pegged. 

This is not the place to go into detail en the merits of 

these alternative approaches, but two general points can be 

made. 

First, a free float is not normally suggested for developing 

countries, since it is argued that the stability of the 

exchange rate in such a system requires a country to have 

financial asset markets that are integrated into the 

international system. If such markets do not exist, as tr.ey 

do not in most developing countries, in a floating system 

the exchange rate will be determined by the demand and supply 

for foreign exchange from the goods market, which can lead 

to instability. 

Secondly, the crawling peg is normally reconunended for 

countries experiencing inflation above the wor.ld rate. A 

steady depreciation of the currency is thus a means of 

maintaining a constant real exchange rate. With high 

domestic inflation a pegged cur~ency is liable to speculative 

movements, and in the period before the shi:".t in the pegged 

rate the competitiveness of the tradeable goods sector will 

be weakened. 



The choice appears to be between a form of pegging or a 

crawling peg. Factors like the inflation rate, and the 

concentration of trade with main trading partners are likely 

to be relevant considerati.ons in the choice of approach. 

It must be stressed, however, that governments are not 

indifferent to the level of the exchange rate. This may 

(off-

be partly for 'non-economic' prestiqe reasons, but in addition, 

as we have argued, there may be real costs that can be involved 

with deva~uation - a combination of inflationary and deflationary 

tendencies. For these reasons governments may not wish to 

have devaluation beyond a certain rate. If this ~s the case 

it clearly imposes a constraint on any reform programme of 

the type discussed here. However, that is something that 

must be faced and allowed for. The implication is that the 

timing of any trade and price reform proposals must be such 

that it does ~ot necessitate an unacceptable shift in the 

exchange rate,with what is acceptable determined by the impact 

of devaluation on domestic prices, output and employment. 

Industry Incentives 

In any reform programme allowance should be made for the 

possibility of granting different activities different rates 

of protection or promotion. This is on the grounds that 

governments may wish to encourage particular branches for 

either dynamic, self-sufficiency or strategic reasons. If 

domestic production in such branches is to be commercially 

viable, it may require some form of industrial promotion or 

protection to allow local firms to receive a market price 

sufficiently above comparable international prices to cover 

domestic costs with an acceptable return on capital. The 

policy hierarchy has been drawn upon in discussions of the 

alternative ways of providing this encouragement and for this 

reason itsconclusi~ns should be noted. Table 4.2 ranks 

alternatives in this area in the policy hierarchy framework. 

As in the case of labour markets one can rule out the use 

of certain policies on their own: for example export subsid.ies. 

fJ0•.,ever in this case of industry promotion indeterminacy 
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remains between the second-level alternatives - either import 

tariffs combined with export subsidies, or a form of lr.?ut 

subsidy - since both create a single distortion. Choice 

between these two policies, assuming they are equally effective 

in promotio~al terms, would therefore have to be based on a 

view of the importance of the distortions associated with the 

alternatives. It should be pointed out that the framework 

in table 4.2 assumes that the problem of labour market 
distortioris has already been resolved, so that the need is 

solely to encourage production in particular industries. 

The conclusions of the polL:y hierarchy analysis in this case 

are similar to those in that of unskilled labour. For industry 

incentives direct subsidies to producers are shown as the 
first-best policy since they raise profitability without the 

need to increase prices to users or consumers above world levels 

so that no consumption distortion is involved. Unlike the 

labour case discussed earlier, there is no need to encourage 

the use of a particular input so that the subsidy can be a 

general one on total production rather than being linked 

specifically with an input. A combination of import tariffs 

and export subsidies is the second-best policy since it does 

/IO 

not discriminate between sales for the export and the home market. 

However it does introduce a wedge between domestic and world 

prices for the commodities involved arising from the effects 

of the tariffs and subsidies. 

The alternative second-best measure is a form of input subsidy, 

such as accelerated depreciation allowances and credit subsidies 

that lower the cost of capital, or subsidized input prices, 

such as energy sales at less than world prices. Labour 

subsidies would also come under this general policy of input 
subsidies. These measures will raise profitability, and thus 

encourage production, but at the same time will also create 

inc~ntives for a shift in factor or commodity use that may not 

be in line with relative economic costs. 

Tariffs and export subsidies taken individually are seen as 

third-best policies since each creates a bias in favour of a 
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Table 4.2 

The Policy Hierarchy Industry Incentives 

Rank 

1. 

2a. 

2b. 

3. 

4 • 

Policy Measures. 

Production Subsidy 

Import tariff plus 
export subsidy 

Subsidy to inputs 

Import tariff 

Import quotas 

By-oroduct. distortions 

None 

(i) Consumption distortion 

(i) Factor-intensity distortion 

(i) Consumption distortion 

(ii) Horn( market bias 

(i) Consumption distortion 

(ii) Home market bias 

(iii) Public revenue effect 

Note: Items a and b at level 2 are equiva:ent since they 
involve the same number of by-product distortions. 
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particular market, either the home or the export market, in 

addition to ~onsumption distortions. Finally, import quotas 

are viewed as the least satisfactory alternative on the grounds 

that they notonly introduce consumer distortions and a bias 

against exports - as do import tariffs - but, in addition, 

their distributional effect is in favour of import licence 

holders rather than the government. With tariffs the margin 

between domestic and world prices of imported goods is captur.ed 

by the government through tariff revenue. Under a licensing 

system, however, this margin goes to the importer who can 

charge a price reflecting the scarcity created by the quota. 

1 rz...... 

Some problems associated with the ~olicy hierarchy approach have 

already been referred to. In som~ circumstances, for example, 

quotas, the least attractive alternative in this framework, may 

be the most effective means of protecting new industry. Quotas 

act directly to reduce the level of imports - which is likely to 

be important in short-term balance of payments crises. In 

addition they give domestic producers greater certainty regarding 

the future size of the domestic market than does tariff pro­

tection. This follows since it is often difficult to predict 

how a given tariff will affect the demand for imports. 

Furthermore, whilst quotas insulate the domestic market from 

international price movements, this is not the case wi t.1 tariffs 

expressed on a percentage basis. With tarifi protection of 

this type a fall in world prices will lead to a fall in the 

domestic price of imports and thus perhaps a cut in the share 

of local producers in the domestic market. One can argue that 

the fact that tariffs do not ·isolate fully domestic producers 

from developments on the world market is a good thing6 providing 

a spur to greater efficiency. However, much is likely to 

depend upon the stage of development of domestic industry. 

At later stages the impact of foreign competition may be highly 

beneficial, whilst earlier it may have a destructive impact 

pushing local producers out of the home market and setting back 

the prospects for industrial expansion in the economy concerned. 

The case for the use of import quotas as a fern of protection 

is likely to be much stronger therefore in the early stages of 

a developing country's industrialization programme, and where 

domestic production is encouraged particularly for self-sufficiency 

reasons. 



Industry Promotion 

Producer subsidies, the first-best policy in the hierarchy 

framework, face the same objections considered in the case of 

labour subsidies. The rationale for such a scheme is that 

if domestic production of particular goods is desired, this 

should be encouraged by subsidizing local firms so that they 

can earn a normal return on capital whilst competing with 

imports in the domestic market by selling at roughly equivalent 

prices to world levels. In this way ~o consumption distortion 

11> 

is involved since domestic prices are broadly equal to world prices 

and there is no bias against exports since all production, 

regardless of whether it is sold at home or abroad, qualifies 

for the subsidy. As with the treatment of labour, a number of 

alternatives can be considered for implementing such a subsidy 

scheme. A prior question that must be reso~ved before 

considering the form of subsidies, is whether equal subsidies 

should be given to all producers that are eligible for them, 

or whether the made to measure schemes, discussed in Chapter III 

are to be used. It ought to be acknowledged that made to 

measure subsidies are difficult to introduce, since they imply 

that subsidies should be given only to the extent that they allow 

a normal rate of profit in the industry to be promoted. This 

requires not only detailed information on the current cost 

position of producers, but also since costs are likely to vary 

with the scale of output, assumptions about future demand trends 

and the market share of individual producers. For these reasons 

it is likely that at least within industries there would have to 

be uniformity of treatment for differer.t firms, and in some 

circumstances uniform subsidies between industries might also be 

necessary. 

Production subsidies are linked specifically with the level of 

output, or preferably va: ·1e added, in an industry. The most 

direct form would be cash payments from the government, but this 

can be taken as administratively impractical in the context of 

developing countries. A more feasible alternative would be a 

tax credit scheme that reduced liability for profits taxation, 

with the tax credit set as a percentage of value-added, thus 



giving an incentive to expand production. We have already seen 

that other things being equal in~ut subsidies are inferior to 

general production subsidies, even when they lead to the same 

growth in value-added. For example, credit subsidies are one 

of the most conunon forms of support for favoured industries, but 

they clearly conflict with the objective of raising capital 

relative to labour costs discuss~~ earlier. A tax credit scheme 

linked with the level of production is clearly the most practical 

method of production subsidy. However it also runs into 

administrative and fiscal objections considered above in the 

case of labour subsidies. 

The administrative problems lie largely in the fact that only 

the taxable large-scale production sector could be reached by a 

tax credit scheme. Small-scale producers, largely outside the 

tax net, who benefit indirectly from import pro~ection, would 

find that if protection were removed there would be little or no 

compensating boost to their profitability through lower profits 
tax payments.1 4 

Even setting aside administrative difficulties, there will be 

some developing countries wh(.;re even the selective 'l.:Lse of 

subsidies to producers will create fiscal problems. Subsidies 

must be matched by higher revenue from other sources if total 

government expenditure is not to fall. The theoretical solution 

is to raise this revenue in the least-cost manner, allowing for 

the various costs associated with taxation, such as distortions 
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and collection costs. We have seen in chapter III that 

theoretically foreign and domestically produced goods should be 

taxed at the same rate. However, if i~ is either administratively 

or politically more difficult to tax domestic prod1Jction than 

trade, equal rates of domestic excise taxes and import tariffs 

will be ruled out, and it will be necessary to rely heavily on 

tariffs as a means of financing producer subsidies. This implies 

a) the use of uniform tariffs for revenue purposes, and b) the use 

of selective subsidies to promote the industries to be given 

special incentives. The existence of a constraint on the ability 

to tax domestic production .is therefore an argument for relatively 

high import tariffs that do not discriminate significantly 

between industries. 



Its 

The extensive use of subsidies is likely to be difficult in all 

but a limited number of countries for the fiscal and administrative 

reasons outlined above. Where policies of selective support 

for industries are followea the ex ..... cnt to which it will be possible 

to use subsidies 

chiefly upon 

either on production or input use - will depend 

(i) the number of industries to be promoted; 

(ii) the tax base of the economy CL1d the scope for 

raising revenue to finance subsidies; 

(iii) the competence of the government bureaucracy in 

administering subsidies. 

It is clear that selective use of subsidies is less difficult than 

a general labour subsidy scheme that would involve large sums of 

money and would cover large numbers of employees, particularly 

in the organized manufacturing sector, and perhaps in other sectors 

as well. Howev~r, in some economies, particularly those where 

governments wish to promote a significant number of industries it 

rr . .=:· y be difficult to use subsidies as the main policy instrument 

to provide this support, 

Industry Protection 

Where subsidies are ruled out as impractical on a large scale, 

one is left with import protection - either through tariffs or 

quotas ~ as the major alt~rnative for giving special encouragement 

to industries. We have already noted two possible justifications 

for setting positive uniform import tariffs - one for revenue 

purposes and the other as a means of compensating domestic 

producers of tradeable goods for the excess of urban wages above 

the economic cost of employing workers. However, industry 

protection can imply the need for differential rates. As has 

been stressed in chapter II the number of industries to receive 

special protection will vary with the policy emphasis of governments. 

A government following a relatively open export-oriented policy 

may wish to give extra protection on dynamic or strategic grounds 



As was pointed out in the discussion of labour subsidies, many 

economists accept that a large-scale system of producer subsidies 

would be administratively and fiscally very difficult to implement. 

Balassa, for example, one of the foremost advocates of policy 

reform in developing countries, focuses on the second-best' 

policy of import tariffs combined with export subsidies as a 

means of encouraging industrialization because of its lower 

budgetary consequences than a system of producer subsidies. 15 

It should be noted however that subsidies, on production or on the 

use of inputs are in practice used much more widely than labour 

subsidies. They tend to be used either to compensate for the 

effects of other policies which discriminate against particular 

sectors or activities, or to provide assistance to particularly 

de?ressed industries. Examples in the first category might be 

the subsidies - in the form of cheap inputs like fertilizers or 

credits ~ received by agricultural producers in part to offset the 

low protection granted to agriculture relative, for example, to 

manufacturing; export subsidies m~y also be used partly to 

compensate for the level of the exchange rate and the level of 

incentive afforded by import protection for sales in the home 

market. An example of subsidies to depressed industries would 

be the financial support received by the steel industry in many 

developed economies. 

Such subsidies differ, r1owever, from widespread producer or labour 

subsidies. Their coverage is relatively narrow; for example, 

although many developing countries now use export subsidies, 

exports are typically only a relatively small proportion of 

total manufacturing output, so that even high rat~s of subsidy 

as a proportion of export value are not nign iu relation to total 

manufacturing output. Also, in few, if any, cases are these 

subsidies seen as a means of replacing the existing system of 

import protection - which is, of course, the rationale for the 

schemes discussed above. The existence of a range of subsidies 

in practice should not be interpreted therefore as evidence that 

total removal of import tariffs and quotas, and their replacement 

with broadly~based producer subsidy measures, is feasible in 

many countries. 



to only a small mumber of priority industries. However, a 
government placing more emphasis on the home market and wishing 

to ~stablish a closely integrated industrial structure, is likely 

to wish to grant such protection to a much larger number of 

industrial activities. The establishment of priorities in 

these areas is a matter for economic judgement and broad strategy 

and discussion of policy alternatives given here is intended to 

be sufficiently flexible to allow for different approaches. 

In what follows when protection is discussed it is normally 
tariff protection which is being considered. As we have seen, 
in certain circumstances quota protection may not be inferior to 

the use of tariffs. However, to simplify the discussion, 

alternative tariff measures alone are considered on the grounds 

that quotas will be more effective, only under a limited number 
of circumstances, not in general. 
manufacturing alone. 

The discussion also considers 

In discussionsof tariff policy for manufacturing four alternative 

appr0aches are possible, each implying a different goal for trade 
policy. 

(1) Zero effective protection 

(2) Uniform positive effective protection 

(3) Uniform positive nominal protection 

(4) Made to measure tariffs 

A system of zero ERP is one where producers make the same profit 

as they would in a free trade situation. Where it is pursued 

as a goal governments do not wish to give special encouragement 

to dynamic or strategic industries, and plan to allow only 

industries that are currently competitive internationally to be 

established. Zero ERP will arise under free trade - that is, 

with the total absence of trade controls. However as chapter 

III points out zero ERP is compatible with import tariffs provided 

these are unifonn, imposed only on consumer goods, and that all 

domestic producers of these protected goods are subject to an 

excise tax at the same rate as the import tariff. 

tn 



Unifon .. positive effective protection can be interpreted as a 

policy of giving general s~pport to all manufacturing in 

comparisc. .• with other sectors, but not discriminating between 

specific manufacturing branches. As w~ have seen one argument 

for a low positive ERP for manufacturing is to compensate for 

the divergence between the shadow and the market wages for the 

unskilled workers emplo~ed in the sector. Another is to 

compensate manufacturing as a sector for the external effects 

it generates in other parts of the economy. A uniform ERP will 

give equal incentives to expand to all producers within the 

sector, regardless of the commodities they produce. The growth 

of particular branches can be determined by the relative 

competitiveness of the various producers. In this view therefore 

the government should not attempt to influence the pattern of 

expansion within manufacturingl 6 • 

A number of problems are associatP-d with t~is approach however. 

First, ERPs, as was pointed out in chapter II, can be extremely 

difficult to calculate since accurate rates require detailed 

branch input coefficients, along with nominal tariffs and tariff 

equivalents where quotas are involved. They will often only be 

known with a substantial time-lag. Second, whexe market and 

shadow prices differ substantially, a policy of allowing the 

pattern of growth within manufacturing to be determined by the 

private decisions of producers based on commercial profitability 

may lead to an economically inefficent pattE:!rn of growth 17 • 

Insofar as a reform programme reduces the divergence between 

market and s~adow prices this objection will be weakened, although 

the potential importance of external effects will remain. Finally, 

uniform ERPs provide equal production incentives but they do not 

remove the problem of consumption distortions, since uniform ERPs 

will result in a varied set of nominal tariffs. 

The third alternative of aiming for uniform nominal rates of 

protection approaches the problem from the consumption viewpoint. 

Uniform nominal rates will result in varied ERPs - and therefore 

a varied set of production incentives - butthey will ensure that 

consumers' decisions are not distorted by the set of relative 

tariffs. The other major advantage of working with uniform 



nominal rates is that it side-steps the difficulty of calculating 

ERFs. 

It must be recognised that there are two conflicting goals 

behind the policies of uniform ERP and uniform nominal protection. 

Uniform ERP implies uniform incentive~ to producers in their 

output and investment decisions, and uniform nominal protection 

implies uniform incentives t~ consumers in t~eir expenditure 

decisions. Carden (1980) notes this incompatibility and suggest 

that in practice some form cf compro~ise is needed: one possibility 

is to start with uniform l"'ominal tarj_ff rates as a goal and to 

adjust these to a mild non-uniformity if they are found to have 

caused very wide divergences in ERPs 18 • 

However, none of the two uniform approaches to protection attempt 

to distinguish between different branches and to ask whether the 

priority branches, in terms of government planning, have the 

protection they need. That is the conce~:n uf the made-to-measure 

approach to tariff policy. The made-to-measure approach accepts 

that the ratio of domestic costs to world prices will vary 

substantially between different branches and may also vary within 

br.::illches. It aims to set a tariff rate which will be just 

sufficient to give the producers concerned a norrn3l return on 

capital. In principle, such made-to-measure t~riffs can be in 

either nominal or effective term~ but, given the complexity of 

calculating ERPs, most practical applications of this approach 

are likely to focus upon nominal rates. 

The logic of the made-to-measure approach is appealing in that 

it aims to avoid unnecessary costs to consumers or monopoly 

profits by granting producers only the protection they need to 

earn a normal rate of profit. This is clearly a different 

approach to, for example, setting a uniform rate of protection, 

either nominal or effective, and allowing the establishment of 

all domestic producers who feel that production will be commercially 

viable at this rate. This latter procedure may create monopoly 

profits in some branches, yet still not ensure that production 

is established in other higher cost but priority areas. 
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The practical problems associated with the application of made­

to-measure tariffs to industries which it is felt desirable to 

protect should not be minimized, however, and have been stressed, 

by ~any, including Corden (1974). Several points should be 

noted. 

(1) One needs some technique or mechanism for justifying 

protection and for identifying the key industries to be protected. 

It is clear that in few countries will it be felt desirable to 

protect all domestic activities which it is technically possible 

to establish. Government preferences need to be articulated, 

either through direct policy guideliI!es or througJ:-, the use of 

some form rf cost-benefit technique, which examines the economic 

case for protection of various activities. Chapter III has 

considered briefly ways in which special protection might be 

justified. 

(2) A major objection raised frequently in discussion of the 

made-to-measure approach is that it requires considerable data 

on the cost position of domestic producers. If one is to 

attempt to set a tariff which generates a certain rate of return, 

one quite clearly needs accurate current and projected cost 

information. This problem may be perhaps less serious than is 

sometimes suggested if one can institute a mechanism whereby 

producers requiring protection make available to the relevant 

planning authorities accurate cost data, More difficult is the 

conceptudl pro~lem of whose costs should be considered. In a 

simple case of one producer and a single conunodity t~ere is no 

problem. However, with several pr0ducers and several products 

a number of issues arise. For example, should the made-to-measure 

tai·iff be based on the costs of the average producer or the 

marginal producer? If the former are chosen, the less efficient 

producers might be fo~ced out of the industry, whilst if the latter 

are used, non-marginal producers are likely to make excessive 

profits. Furthermor.e, should the tariff-setting authority 

attempt to estimate the tariff which is required to establish 

efficient levels of production in the industry and ignore the 

current costs of existing producers, either average or marginal? 



Also, where there are significant quality differences between 

the output of different producers, it may be necessary to set 

tariffs on a firm by firm or conunodity by conunodity basis, 

rather than at the industry levell 9 • 

These are all complex issues which in practice will involve 

various compromises. If domestic production is to be protected, 

most governments will want to do this in a manner which minimizes 

the avoidable economic costs involved but which protects local 

jobs and encourages further domestic expansion in the industry. 

In many cases there is likely to be a balance to be struck 

between maintaining too many high cost domestic producers and 

preventing the closure of too many firms or the emergence of 

strong domestic monopolists. 

(3} A characteristic of a tariff structure based on rnade-to­

measure tariffs is its non-uniformity. Different activities and 

different branches will require different nominal rates of 

protection and this can create a complex set of incentives the 

full impact of which may not always be known. Furthermore, 

there will be the possibility of interdependence between the 

IU 

rates of protection granted to different activities. If protection 

is granted to newly established producers in industry A, for 

example, which sells its output to industry B, the imposition of 

a tariff on A will raise B's costs. If B itself is receiving 

protection from a made-to-measure tariff and A's output is a 
major component of its costs, there will be a need to review the 

level of B's tariff. Interdependence such as this will be 

greater the more integrated the industrial structure and the 

greater the proportion of domestic output that is protected. 

(4} Finally, on its own, made-to-measure protection provides no 

direct incentive to lower costs. If firms are granted the 

protection they need to earn a normal profit, further cost 

reductions will create extra-normal or monopoly profits, and 

the more efficient and profi~-conscious firms may strive to raise 

prcfits. However, if the reaction to this greater cost efficiency 

13 a lower tariff the next time the tariff level for industry is 

considered, one can argue that the incentive to reduce costs 



will be very weak. The pronosal normally made to overcome this 

lack of incentive to reduce costs is some form of timetable for 

reductions in made-to-measure tariffs, the idea being that 

produ~ers should not be allowed to assur.ethat they can shelter 

behind their current level of protection on a permanent basis. 

All of these problems are clearly substantial but nonetheless 

they must be faced if a government is to come to terms with the 

need to grant economically justified levels of protection to 

particular activities, in contrast with the chaotic and often 

excessive forms of protection still existing in many countries 

at present. The uniform proposals, for either equal nominal or 

effective protection, have a clear administrative appeal due to 

their simplicity but their theoretical rationale is weak 20 • 

The argument put forward here is that differential incentives 

will be required if it is the objective of governments to 

selectively encourage particular industries. This implies 

therefore either made-to-measure tariffs or made-to-measure 

subsidies. Of these two alternatives differential subsidies 

are generally seen as preferable on the grounds of the by-product 

distortions referred to above. However, where such subsidies 

cannot be implemented for either fiscal or administrative reasons, 

differential tariff protection will be necessary. It must be 

recogr.ized that there are major problems in implementing a policy 

of fully made-to-measure promotion or protection, for the reasons 

noted above. A relatively simple way around some of these 

difficulties, which still re~ains some element of selectivity, 

is to work with a relatively smalJ. number of rates of tariff or 

subsidy for those activities that are to receive special encourage­

ment. Three or four rates would probably be sufficient. 

Theoretically there is a stronger case for setting these rates 

as a proportion of value-added rather tha~ of gross output: in 

other words, where it is practicable, rates of protection or subsidy 

should be set in effective rather than nominal terms. The particular 

rate applicable to individual industries would be determined by 

discussions between planners and producers taking into account 

current and projected world prices, and domestic production co~ts. 



Detailed information would be required to justify the level of 

support given to particular industries, but the scheme would 

recognize that the identification of individual rates of 

subsidy or tariff su==icient to qenerate a norn:al rate of profit 

would be beyond the scope of most planning authorities. Rates 

of promotion or pro-tection would have to be reviewed periodically, 

both to allow for changes in international and domestic conditions, 

and to encourage reductions in domestic costs. 

It is likely that in at :i..east sorr.e developing countries tariffs 

will remain an important element of economic strategy for 

protectuveas well as public revenue reasons. This implies 

that tariff schedules must be devised in the light of both their 

effect on revenue and the incentives to domestic production 

that tariffs create. However as was suggested in chapter III 

where differential tariffs are used for protection it is 

desirable to offset their side-effects - on exporters and users 

of protected intermediate and capital goods - through subsidies 

and possibly tariff refunds. 

Price Policy and Income Redistribution 

It is clear that governments may wish to alter the prices of 

particular commodities on equity grounds: to lower those 

consumed by the poor and raise those consumed la.i:gely by the 

rich. The discussion here focuses primarily on changes to 

consumer pcices since these are the most obvious commodities to 

influence if one wishes to use price policy for distributional 

reasons. However, prices offered to producers could also be 

influenced by such considerations: for example agricultural 

marketing boards might be instructed to of fer small farmers 

prices higher than warranted by purely economic considerations 

if the government wished to raise farmers' incomes. 

For altering consumer goods prices there are two main policy 

alternatives. Indirect taxes, either tariffs or taxes on ,. 
domestically producea goods, can be raised or lowered in line 

with distribution~! policy. The chief problem here is that 

where taxes are not already imposed, and for most goods purchased 



by the poor this will often be the case, it will not be 

possible to cheapen prices by tax reductions. The second 

approach involves lowering retail prices for particular items 

consumed by the poor and will normally need subsidy payments 

to cover commercial losses elsewhere in the economy. Examples 

of such controls would be government sales of essential goods 

from government retail outlets at below cost-price; alternat­

ively the government could control retail prices, for example 

for urban ~ransport or electricity, and cover any commercial 

losses incurred by public sector enterprises in the transport 

and power sectors by budgetary transfers. It is now generally 

recognized that subsidizing consumption by holding down 

producer prices in the private sector is undesirable due to the 

disincentive effect this is likely to have on producer supply 

decisions, which are often responsive to price changes. 

In discussing food price policy 7ir.mer et al (1983) point to 

a number of ways in which food prices to consumers can be 
subsidized2 I. These include: 

(a) direct subsidies to private market'ng operations to reduce 

the margin between producer and consumer prices to less than the 

full marketing costs involved: 

(b) a dual price system whereby foodstuffs are sold to the poor 

in government ration shops at a price below the free market price. 

If the ration shop stock can be obtained by a tax in kind on 

farmers no direct subsidy payments by the government will be 

required, although implicitly farmers will be subsidizing 

consumers who use ration shops: 

(c) food stamps which give holders of the stamps the right to 

obtain specified foodstuffs: 

(d) sales of food consumed solely or primarily by the pc0r -

'poor peoples foods' - at retail prices bela.+11 those paid to the 

producers, with the difference covered by a government ~ubsidy. 

Tirmtler et al stress the danger of linking policies that reduce 

prices to consumers with lower prices for producers. For 

example, they point out that it is often the poorest farmers 



who grow'poor people's foods' and that attempts to hold down 

producer prices of these foods need not imply an improvement 

in income distribution, apart from their disincentive effect 

on supply. They also stress some of the difficulties of 

implementing many of these policies, for example in restricting 

access to ration shops to the very needy, and ensuring that 

ration shop foodstuffs are not resold again on the open market. 

Food stamp systems are also relatively rare in developing 

countries because of the administrative complexities involved. 

A case can be made therefore for introducing various subsidy 

payments on distributional grounds. Where these subsidies 

are for public sector enterprises, the administrative or 

disbursement problems will be less. However the revenue 

consequences considered earlier in the cases of labour and 

general production subsidies will remain. The answer is that 

one must distinguish between fairly limited subsidy schemes for 

individual commodities and relatively small numbers of producers, 

which are implemented in many developing countries at present, 

and schemes of much wider coverage, for example subsidizing 

the use of all unskilled labour in the modern sector, or all or 

most of production in manufacturing. As has been stressed the 

latter schemes are clearly far more demanding in terms of their 

revenue and administrative consequences. However more limited 

selective subsidies cannot be ruled out for administrative or 

fiscal reasons. 



Conclusions 

To conclude the discussion of this chapter we have surveyed 

a range of policies to introduce important economic reforms 

relating to the markets for unskilled labour, capital, foreign 

exchange and commodities. 

here envisages: 

In broad terms the scheme considered 

(i) a reform of the protective system reducing the use of 

import quotas and wide dispersions in tariff rates: 

(ii) liberalization of controls over domestic capital markets 

to allow interest rates to rise to market determined levels: 

(iii) continued use of import tariffs to raise public revenue, 

with as far as possible uniformity in tariff rates: 

(iv) selective encouragement to a number of dynamic and 

strategic industries, either through subsidies, or where this 

is not possible, through tariff protection: 

(v) selective taxation or subsidization of particular consumer 

goods on income distribution grounds. 

Introduction of such measures may imply a major shift in policy 

for some economies. Such a shift may be neither costless nor 

easy, and would have to be phased gradually to avoid harmful 
The question of the phasing of side-effects of the reforms. 

such reforms and the constraints on the ability of governments 

to move in this direction are the subject of the final chapter. 



FOOTNOTES 

1. Symbolically this will be ~y/~z where y is the target 
variable and z is the instrument. If one assumes that all 
other factors apart from the instrument variable are held 
constant, mathematically the ratio becomes a partial 
derivative (oy/oz). 

2. Tinbergen (1967) p. 58. 

3. It must be stressed that Tinbergen (1967) himself is 
doubtful of the practical value of cost-benefit calculations 
of various policies. Whilst he argues that "the most 
complete investigation of efficiency should also reckon 
with the influence of the instruments on the social welfare 
function", he also conunents, "in practice, however, it will 
often be on incomplete information only that decisions have 
to be taken." p.52. 

4. This general approach to policy analysis has a relatively 
long history starting initially from the international trade 
literature. Carden (1974) has a detailed bibliography. 

5. One can consider alternative measures to curb rural-urban 
migration. For example, if it is impossible to check the 
growth of urban wages, it may be possible to raise agri­
cultural incomes and employment prospects as a part of a 
longer term investment programme for the agricultural 
sector. 

6. Little, Scitovsky and Scott (1970) make this point and 
suggest that even assuming a zero shadow wage, it would be 
difficult to justify an ERP of above 15%. pp 147-148. 

7. Some would wish to qualify this view by arguing that 
employment growth may be best served by maintaining a high 
level of investment in the economy rather than by alter­
ations in the factor-intensity of production. See Weiss 
(1984b) for a survey of some of these nee-Keynesian arguments. 
From this perspective a policy of reducing real wages in 
manufacturing, which is one of the alternatives considered 
below, will have a negative impact on employment due to its 
effect on internal demand. 

8. It may be of interest to note that a limited scheme of tax 
credits against profits tax linked with the employment effect 
of new investment was introduced in Mexico in the late 1970s; 
see Weiss (1984). 

9. Corden (1980) pp 75-76 refers to this possibility, for 
example, suggesting a uniform rate of protection for unskilled 
labour costs. 

10. The case of Mexico referred to above is an exception. However 
there the main purpose of granting labour subsidies appears to 
have been defeated by granting even greater subsidies to the 
use of capital. Little (1982), clearly unaware of the 
Mexican case, conunents that "so far as I am aware only the 

Jz.7 

U.K. has used labour subsidies to encourage employment, although 
training subsidies are in u.se in some LDCs." p.143. 



11. Tanzi (1982) gives data on the fiscal deficit in a sample 
of 23 developing countries. In addition he attempts to 
explain revenue shortfalls. The most common factor cited 
is 'administrative difficulties' in tax collection procedures. 

12. Means of raising intermediate costs relative to labour are 
not considered explicitly. Since most are tradeables a 
devaluation is one way of achieving this. 

13. Wickham (1984) surveys the literature in this area. 

14. Carden (1974) comments that just as some sectors may be 
untaxable, the same producers may be unsubsidizable. p. 48. 

15. "The advocates of production subsidies disregard budgetary 
considerations on the assumption 'that government interven­
tion is a costless operation; in other words there is no 
cost attached to the choice between a tax and a subsidy.' 
But while such an assumption is 'in accordance with the 
conventions of theoretical analysis of these problems' it 
does not conform to the conditions existing in most developing 
countries.n Balassa {1982) p.67. 

16. See for example Balassa (1982) pp 66-70. Balassa argues that 
a moderate level of effective proportion for manufacturing as 
a whole can be justified in most developing countries on the 
grounds of external effects. 

17. This assumes that planners can estimate economic costs and 
benefits from different branches. Balassa recognises the 
potential case for granting differential rates of protection 
to infant industry branches. He tries to maintain a degree 
of uniformity however by arguing that it is desirable to set 
one standard rate for infant industries but that this should 
be no more than double the rate for manufacturing in general. 
He also suggests that infant industry protection should be 
temporary, perhaps for 5 to 8 years; see Balassa (1982) p.69. 

18. See Carden (1980) p.75. 

19. See the discussion in Carden (1974) pp. 201-223. 

20. As Little, Scitovsky and Scott (1970) put it, "Apart from 
the argument in favour of simplicity ..... all the theoretical 
arguments ..... suggest that different industries should be 
encouraged by different amounts." p.160. 

21. Timmer et al (1983) pp. 189-211. 
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CHAPTER V 

-_._._,_.__._ .... .._..__._..._._,_,.........,---.. ... ., ___ ........ __________ ._._, ___ ,_ _._ -

The Policy Dialogue and Implementation of 

Policy Reform 

The discussion so far has been concentrated on the economic arguments 

for reform of prices and markets in developing countries. In this 

final chapter, we will concentrate on the mechanisms for arriving 

~t policy reform decisions, and for their implementation. The 

first subject for discussion will be the administrative and political 

constraints which inevitably place costs and difficulties in the way 

of reform, but which are generally given little rrominence in 

· theoretical discussions of the subject. We then move on to what 

we call t!E "policy dialogue", through which the economic and finance 

departments of government determine the country's policy direction, 

and which of course must take account of political and administrative 

constraints as well as the economic arguments. The final pages 

consider some of the general problems cf implementing policy 

reforms. 

The framework for the policy dialogue will be the five stages 

outlined in Chapter III. However, the use of the five stages 

described here will be rather different. In chapter III they 

were used as a theoretical framework for policy reform, but 

in this chapter they will be used to provide a basis for systematic 

discussion of a reforr~ programme. The five stages, though, refer 

only tc the pricing of goods,and the pricing of factors such as 

foreign exchange, capital (whose price is the interest rate) and 

labour do not fit neatly into the five-stage framework. It is 

likely that in practice discussion of the prices of these factors 

would arise when going through the five stages, but for clarity 

of exposition we have kept them separate. A f,1rther link with 

what has gone before wtll be provided by reference to the reform 

measures described in Chapter IV, and particularly those 

mentioned in the conclusions to that chapter. This reform package 

is seen as indicating the direction that reform should take, but 

we recognise that the extent, pace and emphasis of reform will 

have to vary from country to country. What we provide is a 

framework and directio~ for reform, not a rigid prescription to 

be followed by all. 



..•... _ ... ._. __ .... _....._ .. ~ .... ---------------- ....... 

Administrative Constraints 

Any policy of reform requires administrative effort to design 

the reforms, which we discuss under the policy dialogue, plus 

continuing effort to implement and to operate them. 

In most developing countries, the capacity of administrative 

staff in the Civil Service is still limite~. Moreover, 

administrative procedures in many countries are still relatively 

young. Therefore, in designing a reform programme, it is 

important to take account of the capacity of the administration 

to carry out the reforms. A further point to be considered 

is that reform can be costly. A progranune which requires 

considerable effort to implement and operate is one which will 

require additional resources of manpower? offices and overheads, 

and perhaps computers. These can only be provided by diverting 

resources from other uses, or by increased current expenditure 

by government. As most developing countries' governments have 

severe budgetary constraints, it is likely that any increase in 

current expenditure can only be met at the expense of capital, 

or development expenditure, or by increased borrowing. As we 

believe that both of these methods of ?roviding additional 

resources are often undesirable, we are looking for proposals for 

reform which will net ~esult in increased government expenditure, 

ar.d which may even result in savings. The emphasis, therefore, 

is on reform programmes which are simple to implement and to 

operate. Administrative constraints therefore should be seen 

as major considerations in the design and speed of any reform 

programme. In this respect our recommendations have a different 

emphasis to earlier reform proposals such as Little, Scitovsky 

and Scott (1970), Carden (1974) and Balassa (1977 and 1982), 

which at best treated the administrative constraint as a minor 

consideration, if at all. However, Lewis (1984) does give some 

attention to the administrative difficulties of taxation. 

The collection of data is an important area where the administrative 

constraint may be felt. In an ideal world, a government would 

collect information to make estimates such as the effective rates 

of protection for individual industries, and price and income 



elasticities of demand for individual products. Such estimates 

are technically difficult to make, the data expensive to obtain, 

and continuous effort is needed to keep them up to date. The 

experience of Tanzania, which attempted a price fixing regime 

based largely on costs of domestic production, but which 

encountered sever di£ficulties with the policy, is a case in 

point (Whitworth) l982. The administrative costs of operating 

a price fixing organisation such as Tanzania's National Price 

Co'llillission also indicate that administratively simpler methods 

of pricing are generally desirable. 

Under the reform programme proposed the government has to decide 

which industries merit Frotection for reasons of industrial 

dynamism, self-sufficiency and employment generation and what the 

degree of protection should be; it has to undertake discussions 

with the managers of those industries and withstand the lobbying 

and possibility of corruption, not only from the industries to 

be protected, but perhaps more importantly from those indu3tries 

which do not need protection. However, the owners and 

managers of industries "which do qualify for protection have 

different objectives from government. They are likely to want 

to maximise their protection (and profits) and are likely, 

therefore, to exaggerate their costs of production. Government 

may not possess administrations with sufficient knowledge of 

specialized industrial costs to be able to assess adequately 

the requests for protection frcm a variety of different producers. 

One type of protection discussed in Chapter IV is the payment 

of labour subsidies and production subsidies to certain 

induS"t.ries. Government needs the administrative procedure for 

assessing claims for subsidies and paying out the subsidies. 

Again, scope for dishonest and corrupt practice is considerable. 

A firm may be terr.~tedto exaggerate its labour force in order 

to receive an increased labo...r subsidy. The procedures of 

government for checking the labour force may not be adequate. 

Likewise, other forms of producer subsidy (for example, on the 

consumption of raw materials) may again be open to abuse. 

Government should not enter into subsidy schemes unless it is 

sure it can administrate them efficiently and honestly. 
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Consumer subsidies may present less of a problem; indeed, 

some governments have substantial experience of administering 

consumer subsidies for agricultural and food products, and 

also products such as petrol and diesel. Nonetheless, any 

significant extension of subsidies to industrial goods would 

increase government administration, and administrative costs. 

A further area of strain on government administration may 

arise should the government decide on a policy of widespread 

reduction in industrial tariffs and their replacement by taxes 

on final consumer goods. As we have seen in chapter III, 

import tariffs are relatively cheap and easy to collect and 

account for a much higher proportion of government revenue 

and tax revenue in developing countries than in industrialised 

co1.!ntries. Taxing final consumption through a sales tax or a 

value added tax on all goods is likely to lead to a less efficient 

system of taxation in that the ratio of tax due to tax collected 

will possibly be lower than with tariffs, and the collection of 

tax will be administratively more expensive and difficult. 

13?-

Both these considerations imply therefore a need for a higher nominal 

rate of taxation that would be needed under the conventional tariff 
on imports, everything else being equal. 
encourage further tax evasion. 

This in itself may 

Administrative constraints may also be encountered with a 

proposal for drawbacks (that is, refunds) of taxes or tariffs 
on intermediate goods. A drawback or refund system, such as 
operates under a value added tax regime, for example, req~ires 
extensive book-keeping and accurate invoicing by businesses 

and organisations. It also requires a considerable force of 

inspectors, and detailed checking of all business records. 

Such a system requires a fairly skilled administration, and is 

probably practicable on a substantial scale only in the more 

advanced developing countries (Mexico, Argentina, South Korea 

and the Ivory Coast, for example, have value added tax systems). 

Any efficient tax and tariff system requires considerable 
administrative capacity. In many countries, it is likely to 
be the "capacity problem", which is the most difficult to overcome. 



Bremer (1984) has recognised the capacity problem in policy 

analysis and has proposed that third world governments should con­

sider relying on outside agencies, such as local accountancy firms, 

consultants, and universities for work in policy analysis rather 

than trying to do all the work themselves 2 • In the context of 

price reform, this would mean sub-contracting much of the 

technical work3, with ministers concerning themselves with 

defining the policy problems and civil servants deciding the work 

to be done outside, drawing up terms of reference and later 

interpreting the results. While this approach may reduce the 

burden of technical work (such as examining detailed industry 

costs}, it will still leave a substantial part of the analysis, 

decision-takin9 and administration to be done by the government 

staff itself. 

Financial Constraints 

Although prQvision will be made for consideration of the impact 

of price reform on government revenue, the reform package may 

still have a significant negative impact on tax revenue. This 

may be offset by compensatory increases in revenue from ·in~ome 

or corporation taxes. Failing that, ti:te tax shortfall will have 

to be met by additional borrowing, either domestically or abroad. 

The extent to which a government can do this will depend on its 

present levels of borrowing and on its external creditworthiness. 

Nonetheless, there exists the real danger that in some countries 

additional government borrowing may be inflationary, or may further 

distort capital markets, or both. Increased foreign indebtedness 

exposes the country to the risk of adverse currency and interest 

rate rnovernents,at a time when it is likely to be devaluing 

anyway, to the risk of an exogenously determined down-turn in 

either the price or the volume of its exports. 

A constraint may arise with the number of different tax rates 

which can be levied. In an ideal world the government will know 

the price elasticity of demand for each good it proposes to tax 

and can select the tax rate for that good accordingly. It 

was suggested in Chapter IV that the maximum number. of rates for 

import tariffs which could be easily handled administratively 



(a) 

would be three or four and the Government will merely be left 

with the task of allocating an individ·..ial good to one of the 

three categories. A similar constraint would operate with 

levying domestic sales taxes, and the number of tax rates should 

be limited to four. Made-to-measure tariffs for goods selected 

under stages 3-4 require that in principle every good be given 

its own tariff. In practice, such detailed differentiation 

may not be necessary and it will probably be adequate to round 

the tariff to the nearest 5% (i.e. a made-to-measure tariff of 

28% would be classed as 30% rather than 25%). A similar system 

would be to have onetariff rate for those goods not afforded 

special consideration under stages 3-5, and perhaps two or three 

other rates for goods afforded special protection. An individual 

good would be given the rate of ~ariff which is nearest to the 

degree of protection the industry is felt to need. 

Political Constraints 

All governments face political constraints on their policies. 

The constraints may be more apparent in countries where 

governments have to submit themselves for re-election, but they 

are always present, even under the most totalitarian regimes. 

Essentially, there will be a limit to the extent that governments 

can impose unpopular measures on the population, for fear of 

rejection at the ballot box. or through riot, coup or revolution. 

Policies which raise prices or taxes appear particular sensitive 

to political constraints, and we are conscious that as our reform 

proposals fall into this sensitive area, governments will 

(and should) consider the.popularity of a reform package with 

the population before implementing it. It is only sensible to 

recognise that the structure of a reform package will be 

significantly affected by a government's political constraints; 

so too will the speed of implementation of the package. 

Economic Constraints 

Macro-economic Constraints There is a risk that the procedure 

of policy reforM, as described in Chapter IV, may result in 

short-termm~cro-economic difficulties. One of the immediate 

-·---------~---------~--------



effects of reducing tariffs and removing quotas may be a 

substantial balance of payments deficit to be followed by 

devaluation. A deval~ation is generally acceptable if it is 

effective in restoring external equilibrium. As we have seen 

in Chapter II, this requires a certain combination of values of 

the price elasticities of imports and exports, which may not 

exist in practice, combined with other internal conditions, and, 

in rhe absence of these, devaluation may simply lead to a 

continued external deficit. The available evidence, though, 

suggests that in most developing countries the elasticities are 

so that devaluation will have the required effect (Bird, 1982). 

Of course, this constraint may not exist for all countries; 

some will be stable enough to withstand the balance of payments 

effect of the reform package because of surpluses from 

ag:ciculturaJ. or mineral exports, service income such as tourism 

and repatriated earnings. For some countries, though, widespread 

reduction of industrial tariffs will lead to external deficits, 

and devaluation may largely serve to increase inflation. 

Although there is in principle a case for exchange rate flexibility, 

in some countries it may not be economically or politically 

feasible. We return to the question of alternative methods 

of exchange rate adjustment below. 

The second major consequence of the removal or reduction of 

industrial tariffs is that several industrial firms may become 

loss-making and close down. Any static allocative efficiency 

thereby gained will be at the cost of significant industrial 

dislocation, and unemployment of plant and people will in turn 

have negative multiplier effects throughout the economy, 

resulting in a cumulative loss of national income. On the 

other hand, some firms may be stimulated if they can purchase 

inputs at lower prices than previously. Clearly, a programme 

of reform must be sensitive to its impac~ on the manufacturing 

sector. 

A shift towards a uniform tariff, and an accompanying devaluation, 

will hit highly protected industries more than others. lo the 

extent that lower profitability in the industrial sector or 

higher perceived risk follows from the implementation of these 



(b) 

policies, investment may be switched to the non-traded sector, 

especially services. The service sector is less exposed to 

the forces of international competition; however, there is a 

view that the service sector lacks the "economic dynamism" and 

potential for productivity growth of manufactured industries, 

and that an over-developed service sector tends, in the long 

run, to reduce the rate of growth. (Kaldor, 1966). 

Few decision-takers would be prepared to implement with equanimity 

policies which wo~ld result in the decline of the industrial 

sector. For most developing countries the development of 

the industrial sector is a gradual and difficult process (as 

it was for the industrialised countries), and therefore the 

exposure of parts of the industrial sector to international 

competition is itself something which can be undertaken only 

gradually. Nonetheless, the development of an industrial sector 

which is internationally competitive must for most countries 

remain one cf the long-term objectives of industrial policy, 

and in some instances protection may merely prolong monopoly 

and inefficiency. Proponents of tariff reductions, such as 

Balassa (1982), argue that in the long run it will lead to a 

shift in resources from import substitution industries to export 

industries, which is one of the principle objectives of reforM.. 

International Trade Conventions Any reform programme which 

effectively subsidises exports runs the risk of contravening 

the rule~ of the General Agreement on Tariffs and Trade (GATT) 

and possibly encountering countervailing action in export markets. 

Some methods of reducing the dollar price of exports appear 

to be more acceptable than others. For example, devaluation 

(or maintaining an under-valued exchange rate, which, from 

time to time, Japan is accused of doing) seems more acceptable 

to trading partn~rs than providing a direct export subsidy, 

which risks the perjorative label of dumping. It is beyond 

the scope of this study to do more than mention the constraint, 

but the likelihood of retaliatory action to alternative export 

incentives has been examined by Balassa (1982) in a similar 

context. 



Finally, the proposals for tariff rationalisation must be 

considered in the context of global trade negotiations. We 

would not wish to suggest that the developing nations should 

reduce gradually their tariffs on imports in the absence of 

similar steps to reduce protection in the industrialised 

countries. Developing countries already have limited access 

to some markets because of non-price restrictions. When 

this is the case, increasing competitiveness of exports, which 

is one of the &irns of the reform programme, will not have the 

desired effect. Moreover, unilateral tariff reductions may 

result in the developing countries throwing away what bargaining 

power they have in international negotiations. Tariff 

reductions would generally result in increased exports by the 

South from the North but for these to be sustained, the 

South must have improved opportunities to export to the North. 

Gains from t~ade will accrue only if both sides are prepared to 

contribute equally to the relaxation of trade restraints. 

The Policy Dialogue : The Actors 

tH 

Our suggestions for policy reform fall mainly in the macro-economic 

arena, but also have implications for planning at the micro-level. 

The principal macro-economic variables which are likely to be 

affected are government revenue, tariffs and protection, 

employment and income distribution, the exchange rate, and 

interest rates. At the micro-level, there will be a requirement 

to examine the e~onomics of individual industries and even firms 

which are considered for protection or subsidies under stages 3, 

4 and 5. The reforms therefore embrace the major areas of 

government involvement in the economy, and require close collabor­

ation between those concerned with designing and implementing 

government economic policy. In order to encourage this 

collaboration, we propose the establishment of an Industrial 

Policy Co-ordinating Conunittee 5 , IPCC ("The Conunittee"). 

As policy is largely political in nature, the Committee would 

hav~ as its permanent members the ministers responsible for 

industry and trade and the minister of finance, together with 

the most senior civil servant from each ministry. As the exchange 



rate ~na interest rates will frequently come under scrutiny, the 

governor of the central bank, together with a senior staff 

member,should also be permanent members. Additionally, the 

head of the inland revenue service, and possibly ministers respons­

ible for economic planning, employment or consumer affairs, and 

a member of the President's Office, if they exist, may also be 

permanent, or possibly co-opted members, Essentially the IPPC 

will be a high level conunittee for discussing industrial policy 

reform. 

In keeping with the spirit of minimising the costs and complexities 

of administration, the IPCC would not have its own secretariat. 

Instead, it would make use of the existing secretariats of its 

members, when more detailed work is needed. Thus, for ex~mple, 

if the IPCC were worried about the impact of a reduction in tariff 

on a given industry, it might request that the civil serva.~ts of 

the ministry of industry should undertake a detaiied study of the 

impact of this change. The senior civil servant of the ministry 

of industry would then be responsible for seeing that the work was 

done. In effect, he would be acting as a link between the 

political and administrative levels of government. 

The essential role of the Committee is to bring co-ordination to 

government industrial policy (and perhaps even all economic 

policy). We believe that regular meetings and discussions at 

a high level will lead to at least a modest improvement in 

industrial policy. However, it would be naive to pretend that 

meetings would be without difficulties, tensions and disagreements. 

Nonetheless, they should lead to greater consistency and unity 

of policy, which would represent an improvement in many countries. 

The IPCC would have two distinct functions: 

(i) The reform of prices of industrial goods, chiefly through 

changes in taxes and tariffs on industrial goods. 

(ii) The implementation of the introduction of c:hanges in 

prices, through tariffs and taxes, on these goods ... 



Another consideration which will certainly arise from the fi~st 

two is: 

(iii) The pricing of the factors foreign exchange, capital and labour. 

We will discuss the two main factors in turn, and bring in the 

pricing of factors when they become relevant. 

The Policy Dialogue : Reform of Prices, Taxes and Tariffs 

In Chapter III we presented a five-stage framework within which 

proposals for reforming prices, taxes and tariffs can be viewed. 

The five stages can also be used as a systematic framework for 

the IPCC to use in its deliberations. While we do not wish to 

repeat what has already been written in Chapter III, it may be 

helpful to give an outline of how the IPCC might draw on the 

five-stage approach to its deliberations, in combination with 

the policy reform suggestions in Chapter IV. 

Stage 1: Allocative efficiency pricing At the beginning, the 

IPCC will examine the overall relationship between domestic 

prices and world prices for manufactured goods, the divergences 

which exist, and the reason for these divergences. In many 

countries, it is likely that such comparisons will reveal a 

complexity of tariffs, quotas and outright prohibition of import 

of some goods, resulting in widely differing nominal and effective 

rates of protection. A further study may reveal differences 

between market prices and the opportunity costs of foreign 

exchange, capital and labour. Again, an examination of the 

causes of such divergences would be instructive. The outcome 

of discussions at Stage 1 would be an understanding of the 

magnitude and causes of divergences between efficiency prices 

and existing prices for industrial goods and for the factors of 

production. 

Preliminary discussion of reforms at Stage 1 would be concerned 

with ways of reducing the divergences. Several possibilities 

exist, depending on the circumstances in the individual country. 

Among them would be the replacement of quotas by tariffs, the 

reduction in the number of different tariff rates and the 



r-arrowing of the gap betwe~n the nig~est and lowest tariffs. 

Consideration may also be given to imposing tariffs on goods 

which are at present imported duty-free. The object would 

be to move towards similar and more uniform tariff structures. 

For domestically produced goods, consideration may be given to 

the possibility of introducing (or extending) excise or sales 

taxes. 

It is quite likely that discussion of the pricing of the factors 

of production would arise at this stage, although we prefer to 

keep them separate from the pricing of goods, and reserve our 

discussion until after Stage 5. However, it would be convenient 

to formulate an exchange rate policy at Stage 1, as substantial 

tariff reductions, if introduced, would in many countries imply 

a reduction of the exchange rate. It is preferable though to 

discuss the prices of labour and capital outside the five-stage 

framework, and we will hold over more detailed discussion of the 

pricing of facto~s until after Stage 5. 

Discussions at Stage l would probably be crucial to determining 

the overall direction and pace of policy reform, as the extent 

of divergences between domestic and international prices become 

apparent. The Committee is likely to come to a position on 

the extent to which it considers raform desirable, and the 

extent to which it favours a more open, or less interventionist 

policy. The discussions would be necessarily inconclusive, 

though, as overall policy cannot be finally determined until all 

the subsequent stages have been considered. Even in a logical 

framework such as the five stages, determination of policy is 

necessarily a gradual and an iteritive process. 

Stage 2: Public Revenue Adjustments The need to raise 

/r.,.o 

government revenue through taxes on industrial goods is essentially 

a constraint on policy reform, but notnecessarily an inflexible 

constraint. While governments in developing countries tend 

to rely quite heavily on tariffs for revenue purposes, the 

evidence presented in Chapter III suggests that this dependence 

tends to decline as economic development progresses. Therefore 
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many governments will expect to take a declining proportion 

of their revenue from trade taxes as the economy develops and as 

the administration becomes more capable of collecting other taxes, 

such as taxes on income and sales taxes. But even in a static 

context, the revenue "take" from trade taxes can be varierl by 

increasing revenue from other taxes, by increased government 

borrowing or by reduced government expenditure. 

The Ministry of Finance can be expected to be concerned about 

the level of revenue to be obtained from taxes on commodities, 

and should give a target figure for each year. However, this 

is a figure which is negotiable within government, and one which 

other parties to the policy dialogue may wish to discuss. Proposals 

for general tax reform, and shifting the burden of taxation, are 

legitimate areas for discussion. 

At a more detailed level, reform of tariff structures is likely 

to be an important area of discussion. How can the tariff system 

be simplified, and the number of tariff rates gradually reduced, 

while still meeting an agreed revenue target from tariffs? The 

object of these simplifications would be to move towards a lower, 
nore uniform tariff strJC't'..ire, with exceptions arising- at Stages 3, 4 anc 5, and 

perhaps on i.rrports, aiming ultimately at a lcw or eve.'1 ze...""O unifom. tari::f.ihlle t.re 

main target of refonn in many countries is likely to be i.rrport tariffs, 

attention might also be given to reducing export taxes where they are 

likely to act as a disincentive. (Caution is needed, though, when 

export taxes on one or two commodities provide a substantial 

proportion of government revenue) • Other matters for consider­

ation wonld be the possibility of introducing import subsidies, 

or tariff drawbacks, to industries whose inputs are subject to 

tariffs or other taxes. Also, all these reforms have revenue 

implications which need to be considered at Stage 2. 

Stage 3: Dynamic Adjustments· The discussion at Stages 3 and 4 

will be concerned with identifying industries which qualify for 

spec:'.al treatment. The special treatment will consist of 

measures designed to assist specific industries, through selective 

tariffs, subsidies or other incentives which differ from those 

generally applicable to the industrial sector, and which have been 

determined at Stage 2. The second part of the discussion will 

be to agree on the amount of special assistance to be granted. 



At Stage 3, the task will be to identify industries which have 

above average growth prospects, or above average linkages 

externalities ".lr learning effects, but whose development would 

be Li1rea tenea it exposed to the general treatment of industry 

agreed at Stage 2. The process of identifying qualifying 

industries, and estimating the type and level of incentive is 

likely to involve the staff of the ministry of industry in 

considerable data collection and analysis. 

As we have seen in Chapter III, the possible existence of 

dynamic factors suggests that valuing goods according to the 

principles of static economic efficiency may not be sufficient.­

Given that dynamic effects are thought to be significant (either 

positive or negative), and given that they are often difficult 

to estimate quantitatively, how can they be taken into account 

in the valuation of goods? The starting points for traded 

goods are -

( i) 

a) the world price of the good; 

b) the resource costs of domestic production, 

valued at economic opportunity costs. 

The decision to produce If (b) is less than (a), 

then it is clearly beneficial from static efficiency consider­

ations for the country to produce the good, unless dynamic 

diseconomies are though to be considerable. However, the 

difficult case arises if (b) is greater than (a), and dynamic 

factors are thought to be significant. 

addressed using an example. 

The problem can then be 

A country is thinking of setting up diesel engine production for 

the first time, to replace imports. The C.I.F. price of diesel 

engines is 100/unit, but a study shows resource costs of produc­

tion, valued at shadow prices, to be 120/unit. Clearly in 

terms of static efficiency only, the country should not produce 

diesel engines. However, there are thought to be significant 

dynamic economies which will arise from their domestic production. 

The question is whether or not the country is prepared to pay20% 

more for diesel engines (in terms of static efficiency) in order 

14-/Q_ 



to reap the benefits of the dynamic economic factors resulting 

from domesti~ production. 

To answer this type of question, one needs a specification of the 

dynamic effects and an estimate of their likely magnitude. 

However, the nature of many dynamic effects means that they are 

difficult or even impossible to quantify. In principle, linkages 

may be quanti£ied by estimating the increase or decrease in value 

added in supplier and user enterprises; in practice, this may 

be difficult to do, even i£ the linked enterprises are willing 

to co-operate in supplying the necessary data. Internal dynamic 

economies, such as learning effects, or the benefits of research 

and development (R and D) expenditures, are even harder to 

quantify 6 • However, it is likely that on average benefits 

from R and D expenditure will exceed costs. The infant industry 

argument too can be examined systematically. The firm can be 

expected to grow over time, resulting in falling 1mit costs of 

production. Its initial unit costs of production can form the 

basis for establishing a special protective tariff. However, 

as with all the considerations at Stage 3, the ministry of 

industry needs to examine critically cost data obtained from 

firms, and to come to its own conclusions. 

Although the technical staff may be able to present some 

quantitative indications of the dynamic benefits or costs 

arising from domestic manufacturing, there is likely to be 

considerable uncertainty surrounding these estimates, and the 

IPPC will have to exercise judgement in many cases. Limitations 

of data, time, technical staff and even of methodology to estimate 

dynamic effects mean that the Committee in some instances wiJl have 

little more than a "hunch" to fall back on. Does the intuitive 

perception of dynamic benefits overcome an estimated 20% cost 

disadvantage or not? Reference to experiance in other industries, 

and even other countries, might help, but such references can 

only be a partial guide. 

(ii) ?~icing the product If the diesel engine company has 

to price its products at C.I.F. prices then clearly it will make 



a loss, at least to start with. Assuming it needs to make a 

certain rate of return on its capital, it needs incentives of one 

form or another so that it can achieve such a rate of return. 

It may not be sufficient to allow the company to charge 120/unit, 

as the figure of 120 is arrived at using shadow prices rather 

than financial costs. A shadow price of labour, for example, 

would have the effect of producing resource costs below the 

financial costs. Moreover, the company will have to be 

compensated for its perception risk. Therefore the company may 

have to receive, say 130/unit for its diesel engines. There 

are a variety of price policy mechanisms which the government 

could introduce to achieve this effect which are discussed below. 

Essentially, they all involve giving the producer an incentive 

equal to 30% of the C.I.F. price. The Committee has to ask 

itself whether or not it is prepared to do this 7·• The figure 

of 130/unit can only be agreed to by the Committee after an 

examination of the cost data of the company. 

The examination of cost data generally is likely to form a signifi-

cant part of the Committee's work. Companies themselves may 

present accounts and cost data and the Committee may, if it chooses, 

have these checked by government technical staff, or independent 

consultants or auditorsB. 'As we have noted inChapter IV, for 

products where there is just one existing (or putative) manufacturer, 

the problem is relatively straightforward. For products with 

several manufacturers, the problem becomes more difficult as each 

will generally have different costs. Should the Committee assess 

the incentive on the basis of the least cost, the average, or the 

highest cost manufacturer, or on some other basis? The Committee 

should consider the costs at shadow prices before arriving at its 

decision; cases may arise where companies with relatively high 

costs at market prices have relatively low costs at shadow prices, 

in which case there would be a strong argu.~ent for protecting 

them. 

In an industry with multiple producers, who each have different 

costs, the pricing decision will depend on the extent to which 

government wishes to pro~ect the industry. Three possible 



ca>es are 

(a) If the government wants to ensure no plant closures (for 

example, because of the Stage 4 consideration of avoiding further 

une~ployment), then it will set the price at the average cost of 

the least efficient product. 

(b) If it wants to keep only the most efficient local producers, 

then it will set a price which will equal their average costs. 

(c) It may set the price somewhere between the prices under (a) 

and (b) , depending on the extent to which it wishes to eliminate 

high cost producers, and the extent to which it is p~epared to 

risk plant closures and create unemployment. An alternative to 

closures may be takeovers or mergers between the prices under (a) 

and (b) , depending on the extent tv which it wishes to eliminate 

high cost producers, and the extent to which it is prepared to 

risk plant closures and create unemployment. An alternative to 

closures may be takeovers or mergers between efficient and 

inefficient producers. 

The problem of defining "average cost" is considerable and beyond 

the scope of this study to discuss in detail. The problem has 

been encountered by ~rice fixing organisations, such as Tanzania's 

National Price Commission (NPC), whose difficulties in this regard 

are discussed in Whitworth (1982). Essentially, the NPC worked 

on the basis that a "firm's profit margins, and hence its prices, 

should be fixed so that it can earn a "fair" return on capital 

employed if it operates "efficiently" during the pricing period, 

usually l year." A "fair" profit is one that enables a firm 

to earn 30% pre-tax on capital employed. Since the rate of 

corporation tax is 50%, this means 15% after tax. Of course 

there are considerable difficulties in defining "capital employed", 

and in estimating operating costs, ex-ante, some of which Whitworth 

discusses. The NPC had considerable difficulties when there were 

multiple producers of a given good, with different operating costs. 

According to Whitworth, the NPC took the average of all the plants, 

while acknowledging that there is no satisfactory solution to the 

problem. 

The NPC of Tanzania is quoted merely as an illustrative example, 

rather than as a model to be followed. Other countries will 

have to set their own criteria and their own ce£initions. 



What is accepted in one country may not be acceptable to another. 

For example, Tanzania's NPC priced domestic goods on the basis 

of manufacturers' cost-plus without reference to world prices. 

Other countries, for exarr.'.")le Ivory Coast anc r-:orocco, chose 

to give rather more attention to world prices; indeed the procedure 

recorrunended in Chapter III suggests that world prices should be 

used as a starting point. 

The second pricing consideration is to determine what the domestic 

consumer should pay. 

appear possible: 

In the diesel engine example, three prices 

a) the consumer pays the world price (i.e. 100/unit) 

b) the consumer pays the price which will give the 

producer his desired return on capital (i.e. 130/unit). 

c) the consumer pays the resource costs (i.e. 120/unit) 

or some other price between 100 and 130. 

Clearly the producer will r.eed to receive at least 130/unit, other­

wise he will not produce. This could be arranged by setting a 30% 

tariff on imports, or by paying him a subsidy of 30 so that his 

goods are competitive with imports. It may not be considered 

desirable that buyers of diesel engines, for example a tractor 

manufacturer, should pay 130. Such a price would mean that the 

tractors would cost more thdil the world price to produce, assuming 

all other costs are at world prices; ; the tractors would need 

protection from competing imports or a subsidy; tractors would 

not be exportable unless subsidised. Unless the tractor manufact­

urer received a subsidy er a drawback of 30, domestic sales would 

be lower than if the diesel engines cost lCO, which may result in even 

higher unit costs of production and lower employment. The 

Committee should consider carefully these points before deciding 

what the tractor firm should pay for diesels. In an ideal world, 

it should pay 130, and receive a subsidy of 30, so that it does 

not suffer negative effective protection. However, in practice 

several countries might find a subsidy scheme difficult to 

administer. In the absence of subsidies, a uniform rate of 

protection may partially reduce the difficulty. This type of 

problem is likely to arise with any industrial intermediate, which 



is given special protection, and also with agricultural inputs 

such as fertiliser, unless a subsidy scheme can be administered. 

Throughout the discussion at Stage 3, it will be apparent that 

there is likely to be conflict between producer and consumer 

interests, and perhaps with the government also. Moreover, the 

IPCC is likely to be subjected to special pleading and other 

pressures from interested parties. Naturally, firms manufacturing 

for the domestic market are likely to argue for protection and 

they will have an incentive to exaggerate some of their costs. In 

some cases firms may even resort to corrupt practices to increase 

thelr p~nt~ction or subsidy. This type of problem only increases 

the Committee's difficulties, and puts increased emphasis or• the 

cost analysis to be done by the civil service. Providing special 

protection is clearly going to give rise to many difficulti.es, 

and we emphasise that it should be the exception rather th:m the 

rule. The fewer industries the government has to protect, the 

better. 

The discussion has been conducted in terms of setting prices of 

goods which are already manuiacturP.d locally. However, similar 

considerations apply to setting prices for products when an 

enterprise proposes local manufacture for the first time. The 

major difference is that the IPCC will need to work on the basis 

of production co~ts estimated in a feasibility study, rather than 

with historical cost data. Once the enterprise is operating, 

then the costs will have to be reviewed as actual costs often 

differ from estimated costs. However, the Committee should 

emphasise to potential manufacturers that it does not intend to 

protect inefficiencies in operations. 

Stage 4: Self-sufficiency Adjustments 

At this stage the government will identify industries that it 

wishes to protect on the grounds of national self-sufficiency, 

although downstream consumers may also be concerned about the 

risks involved in relying on imported supplies. Conyersely, 

consumers may be concerned about the possibility of having to 

buy at a higher price from a protected domestic industry. 

The comparison of production costs of such goods at shadow prices 



with world prices can show the committee the resource costs of 

pursuing policies of self-sufficiency. It must then assess 

whether or not the higher costs are outweighed by the risks 

lt(7 

avoided. If they do not, the Committee will recommend dependence 

on trade to self-sufficiency. Such decisions are essentially 

ones of judgemer.t; it is difficult to put a quantitative value 

on self-sufficiency which will enable it to be compared directly 

with the higher costs implied. The ~uestion of the level and 

method of incentive to be offered will be resolved in just the same 

way as described for dynamic industries. 

The Committee will also need to consider the dependence of 

existing enterprises on tariffs. Any proposal to reduce or 

withdraw a tariff may result in the eventual closure of an enter­

prise and subsequent job losses. In some countries, employment 

effects may be a major determinant of tariff policies, and tariffs 

may be imposed at Stage 4 for this reason. There is at least a 

case for establishing a tariff which will cover the differenc~ 

between labour costs at market prices and labour costs at shadow 

prices. The uniform tariff discussed in Chapter IV may generally 

fulfil this purpose. 

Stage 5 : Income distribution adjustments 

For a good whose consumption has a significant distributional impact 

for low-income groups the ~overnreent may want to set low prices to 
encourage consunpticn and to alleviate poverty. 'Ihe agreed price for ccnsurrers to !?' 

will depend in part upon a technical discussion of incomes of the 

poorer groups, household budget surveys and nutritional or other 

basic needs. If the agreed price is below the free market price 

(if produced locally} or the CIF pri~e plus distribution costs 

(if imported), then some form of subsidy will be needed. 

Alternatively , the government may consider increasing (or 

establishing) welfare payments to increase the disposable incomes 

of the poor, rather than directly subsidising goods or services. 

Distributional considerations are likely to arise mainly in 

connection with the price of foodstuffs, and perhaps other basic 

needs such as clothing and housing 9 • To take the example of 

rice to illustrate a practical applicat~on, the IPCC will ideally 



need estimates of 

how many kgs. of rice per day are nutritionally 

desirable? 

how must does this cost at the existing market 

price? 

what proportion of existing poverty line incoMes 

does this cost represent? 

what change in real incomes is considered desjrable? 

what change in the price of rice is needed to bring 

this about? 

how will the change in price affect consumption? 

A technical study will be needed to answer these questions, 

which again emphasises the role to be played by civil servants 

or by outsice consultants. 

The level of any subsidy or tariff change may not be finally 

agreed at Stage 5, as it imposes a demand on public revenue, 

and if the cost of a subsidy on the good is substantial, then 

it may be necessary to refer back to Stage 2. The Ministry of 

Finance would naturally need to consider the impact of the change 

on gover0£1ent financing and may request some modification to the 

proposed pric.:e. 

Interest Rate Adjust~ents 

As with tariff and subsidy adjustments, a gradual adjustment and 

eventual freeing of interest rates is to be recommended. A sharp 

upward adjustment may dislocate financial markets, and may also 

result in a degree of financial distress for some variable rate 

borrowers. Alternatively, a sharp increase in deposit rates may 

cause banks some difficulties if they have many fixed rate 

borrowers, to whom they cannot ?ass on increases. 
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Exchange Rate Adjustments 

For ~any countries, a gradual reduction in tariffs is likely to 

lead to a balance of ?ayments deficit, which iR turn is likely 

to require a devaluation of the exchange rate. A country would 

face the possibilities of a substantial once and for all devaluation, 

reconunended by Little, Scitovsky and Scott (1970), a "crawling peg" 

devaluation or allowing the echange rate to float. A priori, it 

is impossible to say which would be preferable, as much would 

depend on the magnitude and speed of tariff reductions, the 

structure of the economy and the possibilities of cornering 

speculation which could be destabilising 1P. However, a govern-

ment will have to choose its preferred method of devaluation, so 

we will attempt to give a few general guidelines in the section on 

Implementing the Agreed Reforms. 

Wage Rates 

The divergence between market wage rates and the opportunity cost 

of labour has been noted earlier. However, any attem9t to reduce 

real wages so that they become equal to the opportunity cost is 

likely to cause hardship and to meet with resistance. In many 

countries it will also run counter to the government's income 

distribution policies, and concern for the poor. In general, 

therefore, we do not consider a reduction in real wages to be 

feasible. Nor is the alternative policy of a labour subsidy, 

discussed in Chapter IV, likely to be feasible, because of the 

difficulties of implementing it. To some extent, domestic 

manufacturers may be compensated for the labour cost distortion 

by means of a uniform tariff on imports. As an economy develops, 

and eventually approaches fully employment and international 

competitiveness, the opportunity cost of labour will tend towards 

the market wage, allowing a gradual reduction in the uniform 

tariff. This may be a slow process, though, and it may be many 

years before a country can dispense with its uniform tariff. 

Results of the Policy Dialogue 

At the conclusion of Stage 5, the IPCC s.hould arrive at an agreed 

policy for the reform of tariffs, taxes and subsidies on manufactured 

goods. The ger:eral theme of our argument is that policy should 
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tend towards the elimination of quotas and a reduction in the 

number of tariffs, with the aim of arriving eventually at a 

uniform tariff, which may then be reduced over time. A number 

of exceptions to the uniform tariff will arise, however, as a 

result of taking into account dynamic self-sufficiency and income 

distribution considerations. The number of the goods falling into 

the categories, and the degree of protection given to them will of 

course vary from country to c0untry. Goods which are thus protected 

will be subject to special tariffs which are higher than the uniform 

tariff. Rather than devising a system of made-to-measure tariffs 

for each good, we suggest that two or three higher bands of tariff 

be used, into which individual goods will be slotted. The band 

chosen for an individual good will depend on the degree of 

protection which it is thought to need. 

At the same time, changes in subsidies may be introduced. Export 

industries which, because of tariffs on imported inputs suffer 

from negative effective protection, will need compensating 

subsidies if the negative effective protection is to be removed. 

The subsidy should be just sufficient to offset the tariff. This 

problem should diminish over time, however, as tariffs are reduced, 

and as a parallel re~uction in the exchange rate also assists 

exporters. If a low uniform tariff is set 8qual to the difference 

between m3rket wages and the opportunity cost of labour, then 

manufacturers will then have zero effective protection and a compensa­

ting subsidy will no longer be necessary. As noted earlier, though, 

subsidy schemes are not easy to operate. 

The probable loss in revenue resulting from a reduction in tariffs 

is likely to require changes in domestic taxation. This may be 

done in a variety of ways, but assuming that revenue from commodity 

taxes is to be held roughly constant, then soma form of domestic 

sales or excise tax is needed, as discussed in ChaptersIII and IV. 

The rate of salestax would rise as tariffs fall. Exports would, 

generally, be exempt from sales taxes, although as noted above 

special expert taxes might be retained in excep~ional circumstances. 

A system of drawbacks should be introduced so that domestic 

manufacturers do not pay the domestic sales tax on intermediate 



inputs, whether they are imported or domestically produced. 

Eventually this system of drawbacks might be widened to 

become a fully-fledged value added tax. 

The aim of policy reform, as suggested here, will be more towards 

a system which provides uniform effective protection, which 

diminishes over time, but which allows for flexibility in 

protecting or subsidising particular industries which the government 

wishes to encourage for reasons of dynamism, self-sufficiency 

or employment creation. Even if reform is only carried out to 

a limited extent, the government should at least recognise the 

effects of its policies, and should at least end up with less 

unintended protection. A modest improvement is better than 

no improvement at all. 

The Corrunittee will consider also the pricing of the factors 

of labour, capital and foreign exchange. ~'1e are not in.:::l ined 

to suggest any reductions in real wages, nor wage subsidies. 

Rather, labour intensive industries might be protected under 

Stage 4,self-sufficiency adjustments. We also suggest that the 

relative prices of labour and capital should be adjusted by raising 

interest rates. The suggested reform programme is likely to imply 

a devaluation of the currency in many countries, as protection falls 

and imports rise. Exchange rate adjustment and the impact of the 

reforms on existing industries, are likely to be constraints on 

the implementation of the reform programme, a subject to which we 

now turn. 

Implementing the Agreed Price Reforms 

A major difficulty in discussing generally the implementation of 

a reform package is that every country will start from a different 

point. One is reminded of the traveller asking the way to 

his destination. The reply "Well, if I were you, I wouldn't start 

from here" was no doubt well meaning, but not very helpful. 

It would be simple, though unrealistic, to give the same advice 

to developing countries contemplating a reform package. The 

consequence, though, is that a discussion of the implementation 

of a reform package becomes highly generalised, even platitudinous, 

in the absence of any well defined starting point. We hope 



developing country readers will accept this severe limitation 

on what follows, but that they will be able nonetheless to 

apply the general remarks to their own countries. 

The reform programme outlines below is not intended as an "all 

or nothing" option. Some countries may prefer to go only part 

of the way, and may feel unable, for reasons of policy (for example, 

preferring "o maintain a relatively closed economy) or administrative 

constraints, to introduce a full programme of refor~s. 

Seouence of the Reforms 

At the outset, the government should envisage reform as a sequential 

process, to take place over a number of years. It is not a process 

which ever comes to an end, though, as goods specially protected 

under Stages 3 - 5 may have their protection gradually removed, 

and new industries can be expected to develop with claims for 

protection in their initial stages. However, for discussion 

purposes it is convenient to view the reform process as a sequential 

one, and a typical sequence might be as follows. 

1. Replacement of quotas by tarifis. 

2. Reduction of the number of tariffs. 

3. Move towards a uniform tariff, with systematic introduction 

of s~ecial protection to selected industries under Stages 

3 - 4. On occasion, it may be possible to o=fer subsidies 

to industries rather than protection. Introduction of consumer 
subsidies under Stage 5. 

4. Gradual reduction of the uniform t~riff. 

5. A parallel reduction in the exchange rate, and liberalisation 

of interest rates. Reduction of export subsidies. 

6. Introduction of a uniform tax on domestic production equal 

to the uniform tariff. Exports would be exempt. 

7. Introduction of a system of drawbacks for industries which 

use imports which carry tariffs or production taxes. 



8. As the uniform tariff falls to zero, or to its intended 

floor level, the production tax may be replaced by a uniform 

sales tax on imported and domestically produced goods. 

9. The uniform sales tax and the tax drawback system may be 

combine~ in a single value added tax (VAT) system. 

Subsequently, differential rates of VAT may be introduced, 

if required. 

The sequence may be varied to some extent, and some steps may be 

implemented simultaneously. It may also be simplified, in that 

some steps m1y be omitted. For example, a country may prefer 

to introduce a sales tax (or even a value added tax) directly, 

rather than going through the intermediate step of a domestic 

production tax. The advantage of a production tax is that it 

may be difficult to restrict a sales tax to domestically produced 

goods only, and it would not be desirable to apply it to irnportec 

goods until the uniform tariff had fallen to a low level or even 

zero, as the sales tax would then add to protection. There is 

cearly a phasing problem in moving from import duties to sales 

tax on all goods, and transitional and administrative difficulties 

may be expected w~atever route is adopted. 

Speed and Timing of the Reform~ 

The process of introducing the agreed policy reforms may 

present some difficulties, notable the speed at which 

reforms are implemented, and the timing of the 

reforms. Much depends, of course, on the circumstances of 

individual countries. The question of the speed of reforms is 

whether to spread tariff and tax changes gradually, for example 

over a 3 • 5 year period, or to introduce the whole change at 

once. The question of timing is whether to introduce a package 

of changes together on a given day in the year, or whether to 

introduce specific changes (or, at least, the first stage) as 

soon as they are agreed. 

The main argument in favour of gradual reform is that large orice 

changes may have too violent an impact, especially if several 

are introduced simultaneously, leading possibly to high inflation, 

industrial dislocation or social discontent. Earlier advocates 

10 



of price reform, Little, Scitovsky and Scott (1970), Carden (1974) 

and Balassa (1982) all advocated a gradual approach to overall 

tariff reduction. In most cases, a gradual approach is clearly 

advisable, especially if reforms are to be substantial. Minor 

changes can, of course, be introduced in their entirety. Major 

tariff, tax or subsidy reforms should be introduced gradually over 

a period of say, 3 - 5 years. However, the process may take much 

longer in countries w~ich have complex tariff structures, many 

quotas, and which lack a sales tax and an efficient tax collection 
system. 

The timing of the introduction of changes also needs careful 

thought. A tariff 0r tax change (or, at least, the first stage 

of a change) could be introduced shortly after it is agreed. 

Alternatively, the government could wait until a specific day in 

the year (such as Budget Day in the U.K.) and announce a package 

of tariff, subsidy and tax changes, together with exemptions. 

This procedure would have the logical advantage of relating the 

reforms to announcements concerning the government budget, to 

which they are closely related. It would also help to avoid the 

transitional difficulties of temporary distortions to the desired 

relative prices which may arise if reforms are introduced 

piecemeal. On the other hand, a large number of simultaneous 

changes may lead to confusion among mant•facturers, importers and 

consumers, and may lead to problems for the customs and tax 

collectors in implementing a substantial number of changes 

simultaneously. It may also lead to hoarding, overstocking 

and speculation. This is a ~atter on which governments have to 

use their discretion, bearing in mind their existing procedures 

The Elimination of Quotas 

If a country has import quotas on many goods, then there may be 

concern that the replacement of quotas may lead to a flood of i~ports, 

which may harm existing local producers. This may seem at first 

sight to be an argument for setting a relatively high tariff 

initially, and subsequently reducing the tariff along with other tariffs. 

Qi the other hand, replacing qootas with high tariffs will EXJSh up the cost of the 

g~~ns substantially. If the goods concerned are intermediate 

or capital goods, then the effect will be to increase manufacturers' 
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COSts considerably, which in turn May reduce sales and profits. 

It has been suggested that the solution to this problem is to 

admit goods duty free to the extent of the previous quota, and 

to apply the tariff only to imports in excess of the quota. 

This may be difficult to implement, though, and runs the risk of 

discriminating between different users. For intermediate and 

capital goods, it would seem preferable to impose a relatively 

low tariff, perhaps about the same as the "final" low uniform 

tariff is expected to be. This will not hit user firms as hard, 

and may even encourage them, if the quotas had been imposed to 

protect high cost local producers. In some cases. though, it may 

be justifiable to provide transitional help to local producers 

who suffer from the removal of protective quotas. Obviously, 

though, the removal of quotas may be a delicate operation, and 

governments will have to be sensitive to effects o= the operation. 

The Reform of Tariffs 

Types of Tariff Structure The two principle types of tariff are 

ad valorern tariffs,whereby a percentage mark-up is added to the 

CIF value of import, and a specific tariff, whereby a fixed sum 

is added to each unit of import, regardless of value. The 

ad valorem tariff is in general more suitable for the following 

reasons. 

Specific tariffs are regressive, in that consumers of 

poorer quality goods pay relatively more tax than consumers of 

better quality goods. 

Specific tariffs provide higher percentage r.ominal 

protection to lower priced, lower quality goods than they do to 

higher priced, higher quality goods. 

Specific duties may cause problems in inflationary times. 

Unless the tariffs are raised regularly, government revenue from 

specific tariffs will fall in real terms. 

Ad valorem tariffs do not have these disadvantages, but do require 



a valuation of the goods imported, whereas specific tariffs 

depend only on physical measures such as weight or length. 

Valuation is open to judgement, under-invoicing and possible 

corruption, and therefore requires sound administration. 

Sometimes specific or ad valorem tariffs are used together, 

with the duty applicable being the one which yields the higher 

revenue. However, ad valorem tariffs are generally preferable, 

especially as they result in prices in the market being more 

responsible to world prices than if specific tariffs are charged. 

Moreover, from the point of view of reform, it is easier to 

simplify a tariff structure to three or four ad valorem tariffs 

than it is to apply only three or four specific duties, which 

could lead to some observed ano~olies in ad valorem rates on 

goods. Therefore, whenever we discuss tariff reform, we will 

assume that ad valorem tariffs are to be used, and that specific 

tariffs will generally be replaced by ad valorern tariffs. Fuller 

discussions of types of tariffs are given by Lewis (1984) and 

Due (1970}. 

(ii) Moving to a Uniform Tariff What route should be taken to reduce 

a large number of disparate tariffs to a low or zero uniforr.. tariff? 

The process will require tariff cuts for many goods, and tariff 

increases for some, notably goods which are free of tariffs before 

the reform. Two possible methods have been described in detail 

by Corden (1974). The firs~ is the concertina method by which 

the higher tariffs are first reduced to a medium level, then all the 

medium level tariffs are pushed down to a lower level, and so on, 

until the low uniform tariff is reached. By reducing the nominal 

higher tariffs first, the method will by and large, remove the 

" large distortions before the smaller ones". 

The disadvantage of the concertina method is that the more hiyhly 

protected industries suffer the most rapid reductions in protection. 

In order to avoid bankruptcies, these industries..stay need rather 

longer to adjust than the concertina method allows. The alternative 

is to use an across-the-board tariff reduction approach. Each 

year, all nominal tariffs are reduced by an equal percentage, say 

10%, until the target uniform tariff has been reached. Under 



this scheme, all effective rates of protection experience the 

same across-the-board reductions as ~he norn~nal tariffs and 

therefore relative effective protection remains the same. 

The highly protected industries are given more time to adjust. 

(iii) Goods given special protection In addition to the initial reform 

programme outlined above, prices of the goods given special protection 

under Stages 3 - 4 should be subjected to periodic review by the 

Committee, say every two years. This will enable changes in 

world prices to be taken into account, as well as changes in local 

manufacturing costs. It is not the intention to suggest that 

the prices and protection agreed initially should thereafter be 

regarded as rigid; far from it. Infant industries are expected 

to grow up (and to be replaced by new infant industries) and 

internal efficiences should eventually allow many industries to 

become internationally competitive. The protection afforded 

them should be reduced accordingly, perhaps in anticipation of 

increased competitiveness, rather than in response to it. 

It is important that protected industries should be encouraged 

to become more efficier.t. Likewise, economic growth and admini­

strative improvements may eventually make Stage 5,the subsidy to 

consumers for distribution reasons, much less important. Economic 

growth will, it is hoped, increase the incomes of the poor, and 

administrative improvements may enable distribution objectives to 

be met increasingly from tax and social welfare reforms rather 

than through price subsidies. 

The Reform of Commodity Taxes 

(i) Some Domestic Commodity Taxes We shall now turn to the discussion 

of the mechanics of the domestic commodity taxes such as producer 

taxes, sales taxes and value added taxes, as we suggest that they 

have a part to play in price reforms. Lewis (1984) discusses 

the subject in greater detail. 

(ii) A manufacturers' level sales tax (or producer tax) is not uncommon 

in developing countries, and should be accompanied by a tariff or 

sales tax on imports, if distortions are to be avoided. When the 

tax is imposed on manufacturers of consur.1ption goods, it acts as 

a consumer tax, and no distortions are created. But when it is 

.. 



imposed on manufactuters of intermediate goods, it will, like 

turnover taxes, "cascade". with distorting effects, unless the 

buyer is able to drawback the tax. Therefore, if a cascade 

effect is to be avoided, drawbacks (or rebates) should be available. 

(The alternative of making intermediates exempt from tax runs into 

difficulties with products which are both intermediates and final 

consumption goods). Drawbacks or exemptions require a good 

administrative system, though, to check that all claims are 

legitimate, and will require a registration system for all manu­

facturing firms who wish to claim. Drawbacks or exemptions must 

also apply to exports and to imports, although imports which are 

subject to a low uniform tariff equal to the rate of producer tax 

should be exempt from further taxation. 

(iii) A retail level sales tax (a term which embraces excise taxes) is 

generally broader in scope than a producer's tax, as it covers service~ 

and distribution as well. It captures all the value added in the 

final consumption sale, but means that the tax must ~e collected 

at all retail points, wh~ch is administratively much more complex 

than a producers' tax. Again, unless drawbacks are available, 

the tax will have a cascade effect, and therefore create price 

distortions. The sales tax wi.1..l ha·1e to apply also to imports, 

but it is easier to apply than is a producers' tax. Again, imports 

which are subject to a low uniform tariff equal to the rate of sales 

tax would be excepted. Exports would be automatically excepted 

as they do not pass through a retail outlet. (Sales to foreign 

touri.sts above a certain amount may be made subject to a tax 

drawback at the point of departure from the country) . In practice, 

tax would only be levied on retailers with annual turnover above a 

minimum level, who would have to register. Smaller retailers 

would be excluded from the system. This is done for reasons of 

administrative convenience and economy. Lewis (1984) states that 

there are few retail level sales taxes imposed in developing 

countries, because of administrative difficulties and because 

political pressures to exempt a range of basic commodities from 

tax dilutes the tax base substantially. 



(iv) A Value Added Tax (VAT) is a general sales tax with drawbacks 

available on all transactions before the final sale to the 

consumer. The drawback avoids the cascading effect of taxes 

which one gets, for example, with a turnover tax. Goods 

destined for domestic sale, whether locally produced or imported 

are subject to VAT; goods destined for export are not. A VAT, 

therefore, automatically offers drawbacks on purchases of inter-

mediates, and on exports. In principle, therefore, a value added 

tax acts as a tax on final consumption, with complete exemption for 

intermediates and exports. It avc:i 'ls all the distorting eff8cts 

created by other taxes which do not have full drawback systems. 

The chief disadvantage of the tax for developing countries (apart 

from its unpopularity) is the difficulty of administering it. 

It requires detailed record-keeping by firms, and efficient (and 

even harsh) checking and collection by the government. Again, 

it requires registration, although firms below a certain minimum 

turnover are generally exempted. VAT is used in many developed 

countries, but, as Lewis (1984) comments, "the disadvantages of 

the value added tax have outweighed its advantages relative to 

some other forms of sales taxes in the developing countries, and 

the manufacturer/importer level sa.1 es tax, in particular, seems 

to be preferred. Several develo~in~ countries, though, have 

introduced a VAT (notably the Ivory Coast, South Korea, 

Mexico and Argentina), and others can be expected to do so in the 

future. 

Implementing Devaluation 
The object of devaluation is to try to maintain equilibrium on the 

current account during the tariff reform programme. Tariff 

reductions,by reducing the final cost of imports, will tend to 

increase demand for them. A devaluation will have the offsetting 

effect of making them more expensive, and at the ~ame time will 

make exports cheaper to foreign buyers, thereby encouraging them. 

It is unlikely that a government will be able to estimate 

accurately the devaluation required to maintain equilibrium on the 

current account following a round of tariff reductions. Impcrt 

and export price elasticities can be calculated, but these change, 



and also the time lag before devaluation becomes effective is 

difficult to estimate. 

While the above may make a "crawling peg" approach with 

devaluation in step with tariff reductions, sound logical, such 

a policy may be difficult to implement in practice. The once 

and for all devaluation possibility assumes that the government 

knows what the final exchange rate should be. Moreover, it was 

proposed by Little, Sci tovsky and Scott (1970) during an era of :ixed 

exchange rates. Since 1972, exchange rates have floated, and 

while a country may be able to devalue against one currency or 

a basket of currencies, this will not eliminate the possibility 

of other currencies rising against it. It is not possible 

nowadays to determine an approp~iate fixed exchange rate, and 
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adhere to it. Simply, there is no ~~~h thing as a fixed exchange 

rate. The third possibility, a floating exchange rate, also creates 

difficulties. It is perhaps more vulnerable to destabilizing 

currency speculation than the others, where threat of government 

intervention may disc0urage speculators. This is especially 

true when the government has a known policy of trade liberalisation. 

"Dirty" floating, with some government intervention to maintain 

order in the foreign exchange market, may be preferable to "clean" 

floating. Clearly, all methods have drawbaGks, and the choice 

is likely to be a difficult one. 

Th8 problem is magnified by the possibility that devaluation will 

produce inflation, particularly if real wage rates are inflexible. 

Therefore parallel policies may be needed to control inflation. 

If inflation is not controlled then rising prices will put up the 

pr~~e of exports, and rr4ke imports cheaper than before in real terms. 

In other words, inflation will have the effect of reducing the real 

devaluation made, and may eliminate it altogether, thereby requiring 

a further nominal devaluation. 

It is also likely to be preferable that trade liberalisation and 

exchange rate devaluation should bo condccted against the background 

of an unchang~d exchange control regime, whatever it may be. Tryi~g 

to liberalise exchange controls at the same time as trade runs the 



risk of stimulating destabilising capital flews (in whatever 

direction), which may mean that the planned co-ordination between 

tariff reduction and exchange rate devaluation is lost. The 

subject has been discussed in detail by Edward~ (1984), who 

concludes that there is a strong presumption in favour of 

liberalising the current account before liberalising the capital 

account. 

Co-ordinating Reforms 

We have already noted difficulties which may arise 

with the co-ordination of tariff reductions and the 

introduction of domestic taxes on goods and services. But 

perhaps a more seri~us difficulty arises with the co-ordination of 

tariff and tax changes on the one hand, and factor price changes 

on the other, especially the exchange rate and the interest rate. 

Experience of reform attempts in Argentina, Chile and Uruguay 

Corbo and de Melo, 1985) highlight these diffic11lties. Policy 

inconsistencies were identified as the main cause of the diffi­

culties. In all three countries, tariff reductions were 

accompanied by increasing real exchange rates as the rate of 

inflation outstripped the rate of devaluation. The implementation 

of interest rate liberalisation too, led to problems, with the 

switch from negative to high positive (40-50% at times) real rates 

of interest. The high real interest rates hit firms hard at a 

time when they were also suffering from the combination of tariff 

reduction and increasing real exchange rates. It would be facile 
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to try to present any generalised prescription for overcoming th8se 

difficulties; any country attempting a liberalisation programme will 

need to adopt the reforms to their own particular circumstances. 

Two further points should be made concern.:_ng exchange rate adjustments 

Any pre-announcement of a policy of tariff reduction is likely to lead 

to speculation against the currency. It would be convenient if this 

led to an appropriate fall in the exchange rate, but it may be more 

likely to produce capital flight, foreign exchange shortages and 

even 'dollarisation" of the domestic economy, which may be 

destabilising. Argentina, for example, attempted to pre-empt these 

reactions by pre-announcing devaluations, but ambiguities and 



inconsistencies in the announcements tended to nullify the 

advantages of the scheme. In Uruguay, the pre-announced rate 

of devaluation led to destabilising behaviour such as consumer 

hoarding of imported durable goods, and capital flight set in 

when confidence ebbed in the adherence to the pre-announced 

devaluation programme (Corbo and de Melo, 1985). 

The second point concerning exchange rate (·and interest rate) 

adjustment is the potential conflict which arises between the long 

run adjustments as part of a reform programme, and short run 

adjustments which may be needed as part of a stabilisation 

programme. So far, we have implicitly assumed that reform would 

take place in an economy in internal and external equilibrium, 

but the reality is that either high internal inflation or 

substantial external deficits (and sometimes both together) will 

require short run stabilisation programmes which interfere with, 

or even reverse, that changes envisaged under a long run reform 

programme. This applies to interest rates, exchange rate and 

tariff adjustments. Chile, for example, in 1983, reversed 

its tariff reduction programme by increasing its uniform tariff 

from 10% to 20%, in response to the impact of the recession. 

In an economy suffering from instabil:i.ty, the co-ordination of 

tariff and tax changes, and further price changes became doubly 

difficult. 

Concluding Remarks 

We do not oretend that these comments on implementing policy 

reform havedone more than outline the difficulties likely to be 

encountered by countries pursuing such a programme. The only 

thing we feel reasonably confident about is that generalised 

prescriptions for implementation for all countries can only serve 

as a starting point. Therefore we have avoided trying to do 

more than outline potential difficulties, leaving those responsible 

in indivi~ual countries (who know much better than us) to develop 

the details of their own reform programmes, according to their own 

ambitions, circumstances and constraints. 

.. 



Footnotes 

1. Stern (1984), for example, in a discussion of tax reforms, states 
that "In conclusion, however, it is desirable to indicate important 
aspects of the theories that have been left out, at least up to now. 
First, the theories are medium term in scope. They do not refer 
to short-run stabilisation policy and, as yet, have not been 
directed towards consideration of growth. Second, administrative 
costs have been ignored. Balassa, B. (1982) does not mention 
administrative constraints 

2. This practice is in fact followed by governments of industrialised 
countries and by international agencies. 

3. The type of technical work has been referred to on several different 
occasions. The main subjects for study are 

- domestic resource costs and effective rates 
of protection; 

- price elasticities of demand for imports, exports 
and non-traded goods; 

- resource cost estimates at shadow prices; 

- production cost estimates at market prices; 

- minimum economic scale of production; 

- world market trends for various goods. 

4. The practicability of three or four rates of domestic taxes as a 
maximum is based on practice in European countries, which usually 
have a maximum of three rates of value added tax. Some have 
only one rate. 

5. Although this study is concerned with industrial policy and we 
therefore propose an IPCC, we do not preclude it being a 
sub-committee of a wider Economic Policy Co-ordinating Committee, 
concerned with policy reform in all sectors of the economy. 

6. The method of assessing the benefits of education by 
estimating the present value of increased future earnings 
lacks conviction in the case of industrial training because 
it is unlikely that the whole of the benefit would accrue 
t~ the tr~inees. In any case, the method is fraught with 
difficulties. 

7. Decisions on the acceptability of the resource costs (an 
economic decision) and on the acceptability of the subsidy 
(a financial decision) need to be kept distinct. In our 
example, resource costs of 120 and a producer market 
price of 130 may both be acceptable. However, were the 
resource.costs 140 and the producer market price 130, then 
the subsidy may still be acceptable, but the resource cost 
of the project may now be considered too high. 



G. We have avoided detailed discussion of many practical 
problems here. One is th~ problem of allocating joint 
costs when an enterprise produces more than one product. 
Another is the problem of annual or seasonal variations of 
costs which may arise. Even identifying the costs in ~nter­
prises which do not have adequate management accountin~ 
systems may be a considerable problem. Even if the systems 
are adequate, the costs data included in them may be 
questionable. Just the issue of which overhead costs to 
include requires considerable thought. 

9. We have dealt rather briefly with the dialogue on distri­
butional objectives as it is likely to apply to only a few 
industrial products, which are our main concarn. 

10. Krueger (1977) concluded that "it seems a fair conclusion that 
one of the policy mistakes of the two decades covered hy the 
country studies was using devaluation to a new, fixed exchange 
rate as an instrument designed to attain both domestic price 
stabilization and a liberalized trade regime. The adoption of 
a sliding-peg exchange rate policy would have freed the fortunes 
of the trade sector from their dependence upon successful price 
stabilization" (p.297). Experience in Argentina and Chile, 
though, suggests that a sliding-peg exchange rate policy does 
not provide all the answers (Corbo and de Melo, 1985). 

11. We assume here that nominal and.effective rates of protection 
roughly coincide. If a country has estimates of effective 
protection rates available, it can then attack high effective 
rates of protection first. 
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