G @ | TOGETHER

!{’\N i D/? L&y

=S~ vears | for a sustainable future
OCCASION

This publication has been made available to the public on the occasion of the 50" anniversary of the
United Nations Industrial Development Organisation.

’-.
Sy
B QNIDQI
s 77

vears | for a sustainable future

DISCLAIMER

This document has been produced without formal United Nations editing. The designations
employed and the presentation of the material in this document do not imply the expression of any
opinion whatsoever on the part of the Secretariat of the United Nations Industrial Development
Organization (UNIDO) concerning the legal status of any country, territory, city or area or of its
authorities, or concerning the delimitation of its frontiers or boundaries, or its economic system or
degree of development. Designations such as “developed”, “industrialized” and “developing” are
intended for statistical convenience and do not necessarily express a judgment about the stage
reached by a particular country or area in the development process. Mention of firm names or
commercial products does not constitute an endorsement by UNIDO.

FAIR USE POLICY
Any part of this publication may be quoted and referenced for educational and research purposes
without additional permission from UNIDO. However, those who make use of quoting and
referencing this publication are requested to follow the Fair Use Policy of giving due credit to
UNIDO.
CONTACT

Please contact publications@unido.org for further information concerning UNIDO publications.

For more information about UNIDO, please visit us at www.unido.org

UNITED NATIONS INDUSTRIAL DEVELOPMENT ORGANIZATION
Vienna International Centre, P.O. Box 300, 1400 Vienna, Austria

Tel: (+43-1) 26026-0 * www.unido.org * unido@unido.org


mailto:publications@unido.org
http://www.unido.org/

Policy Design and Price
Reform in Developing
Countries




Policy Design and
Price Reform in
Developing
Countries

Guidelines with special
reference to industry

John Cody
Richard Kitchen
John Weiss

== HARVESTER
S2E WHEATSHEAF

New York London Toronto Sydney Tokyo Singapore




First published 1990 by

Harvester Wheatsheaf

66 Wood Lane End. Heme! Hempstead
Henfordshire HP2 4RG

A division of

Simon & Schuster infernational Group

& United Nations Industrial Development Osganisation (UNIDO) 1990

All rights reserved. No part of this publication may be
reproduced. stored in a retrieval system. of transmitted,
in any form or by any means, electronic. mechanical.
photocupying. recording or otherwise, without prior
permission, in writing, from the publisher.

Typeset in 10/12 pt Times
by MHL Typesctting. Coventry

Printed and bound in Great Britain by
Bilting and Sons Lid. Worcester

British Library Cataloguing in Publication Data

Cady, John, 1942-
Policy design and price reform in developing countries.
1. Developing countries. Prices. Control. Policies of
govermmens
I. Title 1. Kitchen. Richard II1. Weiss, John
138.526091724

ISBN 0-7450-0793-3
ISBN 0-7450-0796-1 phk

12345 949392919




Acknowledgements

This publication has been prepared for the United Nations Industrial
Development Organization (UNIDO) by John Cody, Richard Kitchen
and John Weiss. John Cody, Industrial Development Officer in UNIDO's
Global Issues and Policy Analysis Branch, co-edited Policies for
Industrial Progress in Developing Countries (Oxford University Press,
1980) and has been involved in the producion of a number of UNIDO
studies and the journal Industry and Development.

Richard Kitchen is a lecturer at the Project Planning Centre for
Developing Countries, University of Bradford. He is the author of
Finance for the Developing Countries (John Wiley, 1986) and has
published several papers, mainly on the subject of development finance.
He has undertaken many consultancy missions in the Third World, and
has for many years worked closely with UNIDO, both in head office
appointments and in the fie._. He is a director of a consultancy firm,
Maxwell Stamp Associates, which specializes in industrial, trade and
financial policy work.

John Weiss is a senior lecturer at the Project Planning Centre for
Developing Countries, University of Bradford. He is the author of
Industry in Developing Countries (Croom Helm, 1988) and has written
extensively on issues relating to cost—benefit analysis, and industrial
policy and performance. He is editor of the journal Project Appraisal,
and has undertaken consultancy assignments in a range of countrics on
behalf of UNIDO, the World Bank, the OECD, the ODA and the British
Council.

It should be noted that Chapter 2 of this book was first published, with
some slight variations, in the UNIDO journal Industry and Development,
no. 20 (February 1987). The designations employed and the presentation
of material in this publication do not imply the expression of any opinion
whatsoever on the part of the Secretariat of the United Nations Industrial
Development Organization (UNIDO), nor do they commit UNIDO to
any particlar course of action. The book has not been formally edited
by the Secretariat of UNIDO.




Contents

Introduction

1 Policies and prices: some basic principles

1.1 Cost—benefit as a basis for policies and prices
1.2 On making policies: some simple guidelines
1.3 The policy hierarchy

1.4 Prices, trade and policy

1.5 Structural adjustment policies

2 Prices and government interventions in developing
countries

2.1 Markets for traded commodities

2.2 Market for foreign exchange

2.3 Market for labour

2.4 Capital markets

2.5 Measures of financial repression

2.6 Subsidies

2.7 Economic significance of distortions

2.8 Empirical studies of capital market controls
2.9 Economy-wide distortions

—

WO N W -

21

24
3
34
38

48
51

63




viii Contents

3 Commodity prices and government objectives.
a five-stage framework

3.1 Public revenue objectives

3.2 Dynamic objectives

3.3 Self-sufficiency objectives
3.4 Income-distribution objectives
3.5 A five-stage framework

1.6 Conclusions

4 Policy alternatives and price reform

4.1 Labour markets

4.2 Capital markets

4.3 Foreign exchange markets

4.4 Industry incentives

4.5 Industry promotion

4.6 Industry protection

4.7 Price policy and income redistribution
4.8 Commodity taxation policies

5 The policy dialogue and implementation of policy
reform

5.1 Administrative constraints

5.2 Financial constraints

5.3 Political constraints

5.4 Economic constraints

5.5 The policy dialogue: the actors

5.6 The policy dialoguc: reform of prices, taxes and
tariffs

5.7 The pricing of factors

5.8 Results of the policy dialoguc

5.9 Implementing the agreed reforms

5.10 Concluding remarks

Bibliography
Index

74

75
76
79

81
91

94

97
104
105
106
109
111
118
120

125

126
129
130
130
132

134
143
145
146
157

160
167




Introduction

Many cconomists, at least those advising governments of developing
countries, have tended over the past decade or so to become somewhat
less sure than previously that they have the right answers to the complex
problems of development. especially in quantitative terms. even though
cconomic methodologies have greatly improved. The authors of this study
continue that trend. taking as a starting point Nicholas Stern’s definition
of the relationship between policy-maker and economic adviser:

The selection of & particular policy ... usually involves the selection of
a particular welfare function, and that selection is the task of policy
makers. The economist may, however, be able to assist in the choice of
the social weltare function, since he can show the policy makers in
simple contexts the consequences of different specifications of that
function. This may help them to make value judgements with respect to
more complicated problems.!

This study puts together a number of known ideas in somewhat novel
ways. Its nurpose is to provide a guide to decision-makers in developing
countrics, and particularly their advisers, on practicable ways to improve
and to reform, but not necessarily to optimize, the set of policies affecting
the development of the manufacturing sector specifically and the economy
in general. The empkasis is on the design of policies which will help
rationalize the structure of prices, (o ensure that prices at least roughly
reflect social costs and benefits. Tt will be argued that to get prices right,
so that they reflect their proper role as a means of providing incentives
and disincentives in production, consumption and trade, is of major
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importance as an ingredient, although of course not the only one. of
development policy.?

The study represents a continuation of thinking reflected in two earlier
booxs sponsored by UNIDO.? In both, the emphasis was on practical
policy alternatives reflecting objectives of and constraints on policy
change which might go beyond the realm of "pure economics’, rather
than theoretical models of optimizing behaviour. Those books could well
be read in conjunction with the present study.

It also reflects a concern with the use of cost—benefit analysis in project
evaluation.* Apart from various theoretical and empirical questions. the
use of “shadow prices, i.e. those thought to reflect social rather than
market value, in making public investment decisions, while using market
prices for other aspects of economic decision-making (such as in project
opcration, and privale investment decisions). raises a problem related
to the theory of ‘second-best’; namely that first-best policy applied to
one aspect of the economy but not to others may lead to a decline in
general economic welfare. In principle, all market prices should reflect
shadow prices, which leads directly to the conclusion that in practice
shadow pricing is likely to be more useful if applied at the overal! policy
level rather than for cvaluating individual projects, i.e. it should be used
directly to improve the actual price structure.®

This study is concerned sp.cifically with the manufacturing sector in
developing countries, but several macro-economic variables are dealt
with as forming an essential aspcct of policy for industrialization. In
particular. the prices of foreign exchange. capital and labour are
considered crucial to the analysis, in that if these are far out of line with
realistic opportunity costs, industrial development will be greatly
hindered.

The focus on manufacturing allows several highly nseful
simplifications. the principle ones being that manufactures can generzlly
be considered as tradeable goods, that for all but the largest developing
countries’ pri-es at the border depend on foreign, not domestic. demand
and supply. and that they are private rather than public goods. Thus we
are able to suggest methods, using actual border prices as a *benchmark’,
which would not be applicabic, for example. to the educational system
(largely a public good), non-tradeables such as many services, or
agriculture (where variations in land tenure systems, etc., make for
special considerations). Furthermore, as noted above, our interest in
macro-cconcmic  policy is limited 1o essential connections with
manufacriring, and our concern with policy is limited by focusing on
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the use of indirect taxes and subsidies on production. consumption and
trade.® On the other hand. the focus on manufactures means that various
dynamic effects and infant industry arguments assume special importance.

The study consists of five chapters. Chapter | provides some
background discussion and a brief description of the methods used in
the study. The cost—benefit-based concept of the “policy hicrarchy ™ as
a means of organizing such thinking on policy problems is introduced.

Chapter 2 examincs the types of government interventions in price
structure and markets of developing countries, the types of market
distortions which may arise and their implications. In particular it covers
traded goods, labour, capital and foreign exchange.

Chapter 3 assesses the alternative types of policies which governments
may use (o achieve national goals relating to efficiency, revenue-raising.
dynamic considerations, self-sufficiency requirements and income
distribution. It is generally recommended. as a starting point for decisions
on price imerventions, that world market prices provide a basis for
comparing the cost-effectiveness of government interventions. It is also
recommended that quantitative restrictions, such as quotas and licences,
on goods and their factor inputs gradually be replaced by indirect taxes
and subsidies, and that revenue taxes on intermediates be replaced by
1axes on final consumer goods, including imports, so as to eliminate
protection on all production activities except those deserving special
incentives. This very important proposal would shift the tax base from
a trade orientation to one focused on final consumption, with policy
intervention in the economy largely taking the form of price ‘wedges’.
The foreign exchange rate would be altered accordingly.

Chapter 4 outlines a five-stage procedure for dctermining cost-
cffectiveness of policy measures and for making made-to-measurc
intecrventions in the price system. The five stages reflect the national goals
mentioned in the preceding paragraph.

Finally, Chapter S introduces institutional considerations. I stresses
the need for a policy dialogue® as a means of allowing coordination
among the various governmental institutions which play a role in the
setting of policics affecting the structure of prices in the industrial sector.
It includes a discussion of non-economic constraiats on policy change.

In short, this is a study of the development impact, particularly in the
manufacturing sector, of government policies, through their influence
on prices and thus on incentives and market decisions of producers,
consumers and traders, i.c. the relationships between policies, prices,
incentives, decisions and development.
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Some major themes of the study are summarized as follows:

1. Governments of developing countries should pay atteniion
o getting market prices “right’, or moving market prices towards
“shadow" prices. Although there are other. perhaps equally important
aspeets of development policy (¢.g. interventions in education, technology
and assets distribution), recent socio-economic problems of a large
nurber of developing countries seem to have arisen to a great extent
through neglect o7 the misguided use of the price structure as a means
of achieving national goals through its impact on incentives.

2. For most developing countries. a gradual replacement of
guantitative restrictions, administrative controls, licenses. efc.. by more
“transparent”. simple and flexible measures. such as indirect commodity
and factor taxes and subsidies. is an essential aspect of price reform.
without wiich prices fail in their role as o mechanism for signalling
market valuations and changes in values.” And such measures should
he seen te be understandable and fair 5, the popuiation they affect.

3. For policy decisions. cost—benefit analysis,  although
generally unable (o generate neat quantitative solutions, provides a highly

useful way of organizing thinking on alternative choices.

4. The policy formulation process needs to be based on methods
which will allow coordinated consideration of the various goals of
decision-makers. particularly those related to economiic efficiency. public
revenue requirements, dy namic externalities (particularly important for
manufacturing). self-sufficiency aims and income distribution. Traditional
cconomic models emphasizing first-best solutions are not suitable for
this purpose, which explains. at least in part. why the reality of actual
policies differs so often from that recommended in cconomic theory.

5. Nevertheless. while ot advocating that policies aim at simply
equating downestic prices with world (i.¢. border) prices, the latter provide
for tradeable goods, a category which generahy includes manutactures.
4 uscful benchmark from which to assess the cost of inferventions
implying deviation of domestic prices from border prices.

6. Institutional arrangements. and the relationships between
“actors” are of critical importance for deciding on national policy goals
and instruments. Governments are nol homogeneous organizations. hut
rather are made up of many, often conflicting, parts. Close coordination
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between those parts (actors). labelled in this study as the policy dialogue.
will allow implemernitation of pelicies most closely reflecting what is
sometimes called the social welfare function. and thus help o improsve
the structure of prices.

7. When dealing with the manutacturing sector of developing
countries @ number of important simplifying assumptions (previously
mentioned) will allow a practical framework for policy formulation and
analysis.

8. I policy interventions can be made to get the price structure
right, the need for shadow pricing in project evaluation disappears ti.c.
becomes redundant). thus greatly simplifving the decision-mahing process
at the project (investment) level.

In these times of sudden and kaigely unpredictable changes in the world
ceononty . more and more countries at all levels of development and of
all political persuasions are finding that to pay atiention to prices to get
them righty. and their role in creating incentives, pavs oft in socio-
economic gains.” Thus itis o be hoped that this study will be seen as
timely . relevant and useful in a changing environment 1as have the
recommendations contained in this book become. so unexpectedlsy . highly
relevant for the countries of Eastern Europe).

Nevertheless. the reader should not expect to find all the relesans
answers here As another analy st says: “Policy analysis will always be
@ process that s at least as intuitive as it is quantitative. To treat it
exclusively as one or the other s to miss both the strength of the
underlying economic models of resource allocation for illuminating
important social choices and the necessity for soctety . rather than analy sis,
1o mike those choices.”

Notes

bON Stern, Oprimam: Tavaron and Tav Policv, International Monetars Fund
Statt Papers «Washington DC: International Monetary Fund, 1984y, vol 31

2 According (o one writer “The evidence of the 1960, and 19708 strongly
suggests that nothing s more critical tor econonue progress than the skilitul
management of [thel interconnected system of prices amnd incentives * See
R. Agarwala, "Planming in deseloping countries™. Finunee and Development.
vol, 220 March 198

Vo Industrial Priortsies in Deselopment Coungries, The selection process i Brazil
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India, Mexico, Republic of Korea and Turkey (United Nations publication,
Sales No. E.78.11.B. 12); and Policies for Industrial Progress in Developing
Countries (Oxford: Oxford University Press, 1980).

4. In addition to P. Dasgupta, J. Marglin and A. Sen. Guidelines for Project
Evaluation (United Nations publication, Sales No. E.72.11.B.11), which
provides a lucid introduction to the application of welfare economics to the
problem of project evaluation in developing countries, and is recommended
to readers of the present study, UNIDO has sponsored numerous other studies
on this subject (see Industry and Development. No. 5 United Nations
publication, Sales No. E80.11.B.4) Addendum.

5. According to one of the founders of project-level cost—henefit analysis for
developing countries: "One of the greatest challenges that faces the economics
profession today and in the coming decades is that of developing the
subdiscipline of cost—benefit analysis to the point whe it can more adequately
guide and inform policy in the macro-economic area.” (A.C. Harberger, *The
cost—benefit approach to development economics’, World Development, vol.
11, no. 10 (1983).) Similar views have been expressed by other authors of
major bouks on project-level cost—benefit analysis: A rigorous analysis of
macro-policy issues is essential and the shadow pricing framework, although
usually confined to project analysis, is the most useful form of applied welfare
economics currently available for the analysis of such issues.” (L. Squire,
1. Little and M. Durdag, ‘Shadow pricing and mcroeconomic analysis: Some
illustrations from Pakistan’. Pakistan Development Review, vol. XVIil,
Summer 1979).

6. Taxes on international trade tend to be a major source of public revenue in
countries at a low level of development, whereas in more developed market
economies income and consumption taxes play the dominant role in raising
revenue. Most member countries of the Organizatin for Economic
Cooperation and Development (OECD) adopted the value added tax (VAT)
in the late 1960s and 1970s — see OECD, Taxing Consumption (Paris. 1988),
Tables 1.1 and 1.2.

7. An indirect tax is defined in the taxation literature as being levied on a
commodity (or factor) rather than an income. Such “indirect’ taxes should
be "direct’, in that they apply directly to the prices of commodities (or factors)
which they are intended to affect (so as to minimize by-product distortions).

8. The World Bank, for example, has argued (see World Development Report
1987 (Washington, DC: World Bank, 1987), Chapter 3 and Figure 3.5) that
a strong positive correlation exists in developing countries between high
economic growth rates and policies designed to achieve market prices based
on real economic costs.

9. C. Peter Trimmer, Getting Prices Right: The scope and limits of agricultural
price policy (Ithaca, New York: Comell University Press, 1986), p. 132.
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Policies and prices:
some basic principles

1.1 Cost—benefit as a basis for policies and
prices

This study should not be construed as a manual, or cookbook, which
would provide definitive answers to any and all problems which policy-
makers may face. Because the policy problems of any one country are
unlikely to be precisely the same as those of other countries, the policy
regime of each country should be designed within the context of the
economic, technological, social and political conditions existing in that
country. Here we are concerned with the more general issues which may
need to be considered when taking policy decisions affecting prices and
industrial development. We would hope that country-specific studies
based on the analysis presented here might be undertaken in the future.
Our concemn is primarily with the manufacturing sector and its linkages
with other sectors rather than with the economy as a whole, and our
analysis is limited to the national policies of developing countries acting
individually. The policies of developing countries acting in groups and
those of developed countries remain outside the scope of this study.
It is important to distinguish between policy objectives, which are
usually determined by the politicai leadership of a country, and policy
measures, i.c. the ways and means by which objectives may be
accomplished. Although objectives must be considered in order to assess
policy measures, it is the measures which are the main concern of this
study. Although certain objectives such as rapid economic growth and

1
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equitable distribution of income are generally accepted goals of industrial
development, prioritics among such objectives should be established by
cach developing country on the basis of its particular needs and socio-
CCONOMIC system.

Although grey areas exist, it will be useful to distinguish between three
general levels of government intervention in the industrial sector:
planning. policy and project evaluation. This book is not about planning
or project evaluation, but a very brief review is provided below.

Planning. which may be for consistent or for ‘optimal’ resource
allocation, usually involves m cro-economic, input—output and lincar
programming madels, often taking a fixed-time horizon of five years.
Command planning, as practised in socialist countries, involves direct
physical allocation of resources, whereas indicative planning, such as
practiscd in France, allows resource allocation through the market
mechanism.' India, in the 1950s, was one of the first developing
countries to introduce planning.

Project evaluation aims at quantifying the net national gain, discounted
to a present value, to be derived from a particular investment project.
A project is acceptable if net gain is positive. Project evaluation is usually
based on cost—benefit unalysis, a type of applied welfare economics.
As will be seen later ir this chapter, much of our analysis of policies
will be based on techniques similar to those developed for project
evaluation in the late 1960s and 1970s.?

Government polic’ - may be seen as providing the linkage between
planning and project evaluation. Moreover, most developing countries
continue to rely on policies, rather than planning and project evaluation,
as the primary method of government control over the incustrial sector.
Thus it is of great importance to examine, as in the present study, the
role of policies in industrial development.’

In this study we distinguish between four broad categories of policy
intervention in the industrial sector. First, there are policy measures
intended to influence commodity and factor prices. Taxes, tanffs and
minimum wage legislation are examples of such measures. Second, there
are those intended to exert quantitative control over levels of inputs and
outputs. Import quotas and investment licensing are important examples.
Third, there arc those intended to provide control through public
ownership of industrial activities. In practice, this means establishment
of public enterprises. Fourth, there are policy measures designed to
influence the general investment climate in industry. Examples might




Cost—benefit as a basis for policies and prces 3

be statememts welcoming foreign investment or the establishment of
institutions promoting transfer of technology.

A major consideration in the study is interdependence between policy
objectives and between policy instruments. Policy instruments which are
*best” 1n terms of goal achievement are often not feasible because of
political. institutional. administrative or information constraints. The
impact of onc instrument may cancel that of another. as when. for
cxample. the protective effect of a tanft s offset by exchange rate
overvaluation.* Such interr~lationships are often complex and difficult
to analyze which is why much ot the previous literature on industrial-
development policy has tended to ignore them. but because they are
clearly of great significance we try to take them into account.

Although rarely made explicit in the literature on policy analysis, the
industrial-development policy-making process reflects the institutional
framework within which decisions are reached.® In practice the political
and economic decision-making framework is vastly more complex than
cvonomic theorists generally care 10 admit. Questions of power and
control, institutional relationships and conflicting objectives matter more,
in terms of their practical significance. than, for example, specification
of the social welfare function or the “optimal” growth path. We argue
that policy decisions must be analyzed in terms of vested interests and
political and cconomic power. as well as social welfare.

The insttutional framework is usually complex. even in small
countrics. Ministries or similar organizations concerned with industry
and development. commerce and trade. finance. the central bank and
regional development banks, small-scale industry, labour. project
evaluation, central planning, ctc.. as well as their many sub-units. all
influcnce the course of industrial-development policy . Prblic enterprises.,
private firms and organizations such as labour unions and chambers of
commerce will also be involved, as will political parties. legislative
committees and foreign aid donors.

Each institution attempts as best as it can to achieve internal objectives
according to its functions within an environment of constraints imposed
by other institutions attempting to achicve conflicting objectives. For
example. the trade ministry may aim at maximizing the trade surplus,
given interest and foreign exchange rates controlied by the finance
ministry which is concerned with public debt and inflation; while the
commerce and agriculture nunistrics aim at maximizing their respective
shares of scarce national resources, and the small scale industries ministry
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secks the development of traditional insustries, given minimum wage
raies in the modern industrial sector set by the labour manistry.

The trouble is that the “public invisible hand” guiding the resolultion
of such institutional conflicts is very imperfect. Usually this is tought
of as a job for the central planning organization under the general
leadership of the political executive, the head of government. In practice,
however, the central planning organization becomes overwhelmed by
the probiems involved. including internal conflicts of its own. so that
guidance is often inconsistent, irrational or lacking. Within this power
vacuum currupling influences may breed, with industrial development
policy decisions coming to reflect the aims of special interest groups
vested with political and economic power. rather than those of the nation
as a2 whole.

Policy analysis must take such institutional factors into account as much
as possible. Only then are recommendations for policy change likely to
prove to be the best possible.

From this discussion it may be scen that policy analysis rests ideally
on the cxistence of two preconditions. that policy-makers (and policy-
making institutions) are bencvolent and that they are powerful. Otherwise,
policy analysis may be misused or useless. Benevolence and power are
of course subjective concepts, but in "analyzing the analysis’ it may be
argued that some asscssment, however personal, of whether policy-
makers are insufficicntly concerned with improving social welfare or
lack control of policy instruments is justified.

The principles of cost—bencfit analysis have been refined considerably
in recent years and now provide the foundation for project evaluation
methodologices (see note 2). These principles are the basis for the approach
to industrial-development policy analysis taken here.

In project evaluation all inputs and outputs, direct and indirect. of an
investment project are “shadow -priced in terms of social costs (in the
case of consumption of inputs) and benefits (in the case of production
of outputs),® with costs and benefits refiecting their contribution to the
atiainment of development goals, such as rapid economic growth and
cquitable income distribution. Projects are accepted if the time stream
of net benefits, discounted to present value using a “shadow’ interest
rate, is positive.’

Quite apart from the difficulty in applying cost—benefit analysis to
all projects, especially those in ihe private sector. an inherent
inconsistency arises because in the course of operation. success or the
lack of it will usually be assessed on the basis of commercial profit
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reflecting market prices. Thus socially. but not commercially. profitable
progects will require subsidies. and operational decisions regarding input
mix and production scale may differ from those upon which the decision
to invest was based.

The problems discussed above lead to the specification of a “second-
best” cost—benefit methodological frame in which there may be a
hicrarchy of policy alternatives, ranging from first-best to nth best. Policy
reform will consist of movement up this hicrarchy towards first-best.
First-best may not be feasible, however, because of the existence of
political. institutional and adm.nistrative constraints on policy change.
In other words. after a point, further progress towards first-best policies
becomes impracticable unless binding constraints are relaxed. either due
to reduction in the costs or increase in the benefits of policy reforms.
In terms of the Corden—Bhagwati —Johnson analysis, policy intervention
should be as direct as possible. 50 as to avoid “by-product” distortions.*
This concept is discussed in more detail in Section 1.3 of this chapter.

1.2 On making policies: some simple guidelines

Economic pulicies. in both developed and developing countries, in both
sector-specific and macro-economic areas, are often made on an ad hoc
basis and are heavily influcnced by lobbying. rent-secking and other
practices which tend to create inconsistencies among them and deviations
from what might generally be considered the best (or near-best) public
choice in terms of national welfare. A few simple rules which might
be applied 1o achieve an improved policy-making framework are briefly
discussed below.

Consider first the institutional framework under which policies are
formulated. The most basic question. apart from that of justice, is power,
1.c. who are to make policies? Who are the decision-makers, the essential
actors, whether they be institutions or individuals? What are their arcas
of policy control and how do they interrelate? In a well-functioning
policy -making system there must be a “dialoguc’ among the actors.
Governments are not monolithic, ail-powerful bodics. The various parts
will tend 10 have different, often conflicting. aims and will effectively
control overlapping arcas of policy. Institutions must be organized in
recognition of these facts, and ways must be found, if not (o entirely
harmonize them. at least to co-ordinate and resolve contlicts within the
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policy-making system; the actors must at least talk to one another, even
though they may not always agree.

A major aspect of this "talking shop® will consist in expressing views
on goals, and particularly on trade-offs between goals, i.e. the relative
importance attached by different actors to possibly conflicting goals.
Typical trade-offs of major policy significance will include, for example.
the relative importance attached to long-run growth and short-term
employment or income distribution (the Kuznets curve) or to short-run
growth and inflation (the Philips curve).

Constraints on policy change need to be identified and. if possible.
removed (which means assessing their root causes). First-best policies
are often considered impracticable for political reasons, because
implementation would mean unacceptably high administrative costs or
revenue losses, or becausc they would require information and
computational facilities which are unavailable or too costly to obtain.
Recognition of irremovable policy constraints implies that only second-
best policies can be implemente!

The policy formulation process will need to be made as consistent as
possible with other aspects «  zovernment economic intervention,
particularly at the overall planning and project investment levels. Clearly,
different methodologies will be used at each of these levels, but the basic
assumption~ regarding economic behaviour, national goals and trade-
offs and possibilities for government control should coincide.

Regarding the types of policy instruments (measures), these should
meet four requirements. First, they should be aimed as directly as possible
at the heart of the problem they are intended to resolve. This will
minimize ‘by-product’ distortions, that is, unintended (and generally
undesired) effects. For example, if a particular industry is considered
worthy of special encouragement. or if industrial employment is to be
increased, a per-unit subsidy on output or on labour usage would be
supcrior to, for example. the imposition in cither case of a tariff or import
quota (a detailed discussion of this is given in Section 1.3).

Second, policies should be “transparent’, i.c. their effects should be
casily identifiable and, to the extent possible, costs and benefits should
be casily quantifiable. For example, the effects of a tariff are more easily
identified and quantificd than those of an import quota, so that its
cconomic impact is more casily assessed. Non-transparent policy
mcasures are often deliberately adopted within policy-making systems
{bascd on lobbying and corrupt practices), as a mecans of disguising the
true naturc of the impact of the policy.
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Third, policies should be flexible, so that they do not hinder economic
adjustments to dynamic changes or reaction to an uncertain environment.
This seems especially important in today s rapidly changing world. Thus
ad valorem indirect taxes (e.g. a tariff) would be considered gencrally
superior to quantitative controls (e.g. an import quota) which physically
restrict adaptatior to changing conditions.

Fourth, policies should be as simple as possible. Simplicity will tend
to minimize administrative and information costs and possibilities for
corruption, as well as make them more understandable (and thus
acceptzble) to those affected by them.

This last point is also significant in terms of “public relations’. A policy
will tend to be successful the more it is seen to be both fair and
understandable by the producers, consumers and traders it affects. Also,
a policy needs to be perceived by the public as having a degree of
‘permanence’; for example. if the general public expects a forsign
exchange rate devaluation to be soon reversed, the expectation is tikely
to become reality. A favourable public response is important.

In this respect policy reform consistent over time, rather than sudden,
uncxpected great shifts in policy, helps to maintain confidence. Those
affected by policy change should be allowed a gradual period of
adjustment, with compensation for major losers.

1.3  The policy hierarchy

In his classic book Trade Policy and Economic Welfare, Max Corden
produced a diagram (see Figure 1.1) and brief discussion of the hierarciry
of policies. The basic idea is simple but potentially very powerful: when
there is something about your ecnnomy (you being the policy-maker)
which you do not like and which you want to change, aim your policy
as directly as possible at that something, so that you do not upset things
(create distortions) in ather aspects of the cconomy. The idea goes back
at lecast as far as Mcade, Tinbergen, Johnson and Bhagwati.
Corden cxplains that

1or any given marginal divergence. or set of divergences, there is a
tiest-hest optimal policy or set of policies. Essentially this policy
involves making the appropriate cosrection as closc as possible to the
point of the divergence. But many policies may he conceivable, and one
should be able to order them in a hierarchy of policies. from first-bet
to second-best, and «o on. This is an interesting exercise. for it bring:
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Private cost of labour to
manufacturing exceeds the  By-peoduct distortions
social opportunsty cost

h

Subsidy to labour cost in None
manufactunng

Carhre ik

y o factuning Labour infensity 100 low
products

(32)
Tanfl plus export subsidy 1. Labour intensity too low
for manufactures 2. Consumption distortion
(3b)

Subsidy 10 import-competing 1. Labour inensity oo low
manufacturing production 2. Home market bias

(42)
1. Labour intensity 100 low
Tanff 2. Consumption distorion
_ 3. Home market buas
(3b)
Expor 1. Labour inteasity 100 low
subsidy 2. Consumption distortion

—— 1. Pro-trade bias

Source: WM. Corden. Trade Policy and Economic Welfare. p. 29
(Clarendon Press Oxford, 1974)

Figure 1.1 Corden’s examplc of the policy hierarchy
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out the logic of the general approach. and especially the effects of
mposin2 constraints on the choce of policies which compel a movement
down the hierarchy .

At each step duwn the hierarchy an addiional by -product distortion 1
imposed. and the welfare l2vel attamable with the appropriate optimal
policy dechines Furthermore. given the appropriate optimai poticy. the
extent of the correction to the byac divergence will pormally dechine
p 28

In Corden’s example. the wage rate in manufacturing exceeds the
opportunity cost of labour. 1.e. its cost when used in actinvities. such as
agriculore. from which the industrial labour force is drawn (plus
additional costs such as those imvolved in providing the industrial labour
force with sovial services). This may be due to a minimum industrial
wage law. trade unionism. et : it creates a bias towards imports rather
than domestic production and a further bias towards capital rather than
labour usage. Assuming that the underlying structural reason for the high
industrial wage cannot be directly eliminated. first-best policy would be
o provide a wage subsidy. since this would eliminate the wage distortion
without creating other distortions sn the economy . In most developing
countnies. however. a wage subsidy may be considered unfeasibl because
of government budgetany constraints Thus we see why policy in :ruments
such as antts «da in Figure 1.1 are in such common usage. even though
they create several 1ypes of economic distortion.

The tarit? also serves to provide protection for domestic industry and
halance of payments gain. as well as government revenue, although. as
shown later 1 this book, there are more dewirable policy instruments
rereating fewer distortions) for achieving cach of these ohjectives.

Although the usefulness of Corden’s approach can be rand 1~ later 1n
Chapter 4) questioned. 1t provides. at least. a systematic way of thinking
about policy alternanses. Tt underbines much of the discussion contained
in this book .

1.4 Prices, trade and policy

In most economic tents the price of & given good i simply defined as
the point of equibbrium between demand and supply 1n compentise
markets. ignonng possibilities for trade and  government pohicy
nterventions.
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When international trade and taxes and subsidics on production. con-
sumption and trade are included. the concept of price becomes less clear.
National policy-makers will need to consider several different definitions
of “price’ in order o make correct decisions. The differences among
these are of great importance for policy analysis. since they reflect a wide
varicty of possible cconomic outcomes and choices. Six definitions of
price besides domestic supply —dent.:nd equilibrium. are specified below.

The existence of middiemen (wholesalers, ete.) and domestic transport
costs will be ignored. The good is homogencous (imports. exports and
the product supplicd or demanded domestically are identical). with zero
cross-clasticities in demand and supply with other goods (no substitution).
Import supply and cxport demand arc infinitely clastic (the small-country
assumption). A moment in time is being considered (prices being time-
dated). Only true ad valorem taxes and subsidies are considered. since
quotas, cte.. cannot be equivalent in all respects. Markets clear. in the
sense that supply equals demand.

The seven prices are defined as follows: *

1. P. = domestic cquilibrium price without trade or policy
interventions.

2. P, = pricc of imports, at border (c.i.f.).

3. P, = price of exports, at border (f.o.b.).

4 P, = P, plus import tarniff.

5. P, = P, minus export tax.

6. BP, = basc price (being one of the previous five prices, to be

cyplained below), adjusted for domestic consumer tax.
7. BP, = basc price, adjusted for domestic supplier tax.

Figure 1 2 illustrates the relanon between P, P, and P, with taxes
ignored. D and X represent domestic and foreign demand clasticities,
S and M the respective supply clasticities. A single good is considered,
and P, is always higher than P, because the export price received must
be adjusted downward from the import price paid by the cost of shipping.
The position of P, relative to P, and P, determines whether the goed
is imported. cxported or nor-traded; f P, is above P, the good is
imported: if it is below P, it is exported: if it is between P, and P,.
itis non-traded. In Figure 1.2(a) the good is non-traded since the cost
of imports exceeds the local supply price, and the price received for

*Subsidy - negative tax
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exports is less than that recened for local sales. Q. i~ the Guanuty
demanded and supplied. and P, is the actwal market price. In Figure
1.2¢by imports are relatively cheap. forcing local suppliers to lower their
price and sales 10 P and Q. respectivels . Consumption increases. with
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Figure 1.2 Relationships between domestic equilibrium prive
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Price|

Good exported (actual price = Py)

Figure 1.2 continucd

0, — Q. being supplicd by imports. In Figure 1.2(¢) the price received
for exports is relatively high, so supply to the local market is reduced
to Q. but, through exports (Q,—Q.). total production increases. It
should be noted that. in cach case given, the actual price is also the static
efficiency price. and that the chances of a good being non-traded are
greater when the differential between P,, and P, is great, indicating high
external transport (shipping) cost.

In Figurc 1.3 trade taxes arc introduced, perhaps for protecting or
promoting industry, for raising government revenuc of improving the
trade balance. In Figure 1.3(a) a tariff raises the price of imports from
P,, 10 P,,. Local consumption drops to Q... local supply increases to
Q. and imports drop to Q, minus Q.. Government revenue cquals
(P, — P, times (Q,,—~Q.). Similarly, an export tax lowers the price
reccived for exports, lowering domestic production and cxports and
increasing local consumption (Figure 1.3(b)). It can be scen that there
is a limit on such taxation possibilitics, fixed by the difference between
P,, (or P,) and P.. For cxample. if the tarift raises P, above P,
imports cease and the good becomes non-traded (as in Figure 1.2(a)),
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Figure 1.3 The impact of trade taxes on price relationships




14 Policies and prices: some basic principles

the part of the tariff above P, becomes redundant and government
revenue ceases. It is therefore important to realize that an increase in
the tariff will, only to a certain point, also increase government revenue
(which is often, especially in the poorest countries, a major reason for
imposing tariffs).

Now consider domestic consumption and production taxes, which affect
BP, and BP,. The case of a negative production tax (i.e. subsidy)
combined with a tariff, shown in Figure 1.4, illustrates the impact on
traded goods. In this case P, is the base price,” which remains the price
faced by consumers. Domestic producers receive this amount plus the
subsidy, so they get BP,,. Consumption is therefore unaffected (at Q,,)
but domestic supply increases (to Q,), thus decreasing imports.

Various other combinations could be worked out, but a2 main point
of the illustration is that domestic taxes on traded goods create a wedge
between the price paid by consumers and that received by producers.
Second, there can be no shifting of the incidence of the tax, e.g. a tax
on producers cannot be shifted to consumers (because of the assumption
that import supply and demand for exports are infinitely elastic). Third,
the government revenue effects may be quite significant. For example,
Figure 1.4 shows that government expenditure rises by the area shaded
in vertical lines, but also revenue (import duty) declines by the cross-
hatched arca, leaving only the area shaded in horizontal lines.

If the base price is P., i.e. the good is non-traded, the impact on
domestic producer and consumer taxes is somewhat different, because
the incidence of such taxes will now be shared between suppliers and
uscrs, depending on the relative clasticity of the supply and demand
curves. Trade no longer separates demand from supply, and taxes on
consumers and producers become equivalent in the sense that it is the
incidence which matters.

This is illustrated ir Figure 1.5, which assumes a production subsidy
equal to s minus P, 5 cannot be the ncw cquilibrium price, however,
since supply would excced demand. Producers will share the subsidy
by lowering the price charged to consumers to BP,; that plus the
subsidy brings the price they actually receive up to BP,,. Supply and
demand are again in cquilibrium, but at the higher level Q.. The share
of the subsidy gained by producers is shown by the vertically fined area,
and the share gaincd by consumers is shown by the cross-hatched arca:
since the two clasticitics have hbeen drawn 1o be equal, so is the division
of gains from the subsidy. The subsidy should be caleulated on @, not
the smailer amount Q.
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Figure 1.4 The impacts of domestic consumption and production
taxes on price relationships

This section has aimed at identifying and showing the relationships
between the seven types of price, and showing how production,
consumption, trade and government revenue may be affected. Further
interesting combinations could be thought of, ways of transforming an
imported good into an export, for example, but this is left to the reader.
The main point to be made is that when considering the concept of “price”.
careful definition is required. These different price levels should be bome
in mind in later discussions.

1.5 Structural adjustment policies

The principles and concepts discusscd in preceding sections may appear
to some readers as being *mere theory”, having no practical relevance.
Governments intent on policy reform require guidelines, however, and
following a scrics of cxogenous shocks reforms aimed primarily at
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promoting structural adjustment have become, in the 1980s, a major issuc
for most developing countrie-.

After the second oil pri.: jump of 1979—80 most developed market
economy countries adopted deflationary monetary and fiscal policies.
These reduced inflation rates, but they also led to the 1982 US recession,
a drop in world trade, a sharp jump in real interest rates and a sudden
drying-up of commercial lending by the international banking system
to the more industrialized developing countries, which had relied heavily
on such loans in the late 1970s. Oil-importing developing countries
became caught in a foreign exchange squeeze. Financial repayments
(capital plus interest) rose while earnings from commodity exports
declined (a result of the recession followed by only weak recovery in
the developed market economy countries plus technological changes
tending to reduce raw material content of final products and to provide
substitutes for traditional materials). Moreover, exports of manufactures
by developing countries stagnated as a result of factors such as the
recession, the related increase (mainly in the United States and the




Structural adjustment policies 17

European Economic Community (EEC)) in selective protection and
threatened protection and increased automation (cost-reducing) in the
developed market economy countries. Also, fluctuations in the value of
the US dollar vis-a-vis the yen and the German mark and the US wrade
and povernment budget deficits contributed towards uncertainty in world
trade. The late 1985 drop in oil prices provided some relief for oil
importers. but further reduced capital inflows as development aid
provided by the Organization of Petroleum Exporting Countries (OPEC)
and commercial bank deposits declined. '

Developing countnics with previously healthy foreign account balances
suddenly went into deficit. and the many with foreign exchange
difficulties found the new situation much worse. Imports had to be sharply
curtailed. and since for many countries there was little “fat" left.
manufacturing industry bore the brunt, with drastic cuts in its ability
to purchase intermediate and capital goods for which they were (and are)
dependent on foreign suppliers; output, employment and capacity
utilization declinec. What was to be done?"'

The World Bank and International Monetary Fund (IMF) stepped up
their lending. offering hard currency to at least temporarily bridge the
foreign exchange gap. but on condition that recipient countries undertake
policy reforms, particularly regarding trade. but also relating to financial
and labour markets. tax systems and government expenditure and
relationships between public and private enterprise.!” The remedies
imposed (e.g. devaluation and exchange rate unification, removal of
quantitative trade restrictions, reduction in average tariff and taciff range.
removal of price controls, interest rate increases. government deficit and
money supply reduction, privatization or liquidation of inefficient public
enterprises) led in some countries to social unrest and. in a few, 1o
withdrawal from agreed reforms.

It is too soon to judge whether the policy reforms under way will
ultimately be successful. We hope so, pantly because the ideas developed
in this book are related to the World Bank approach (although different
in some major respects such as our emphasis on objectives which are
not purely economic. the need to consider comparative advantage in its
dynamic sense, and acceptance of certain constraints on policy reform.
such ax revenuc requirements).’*

The World Rank (1987) proposes an industrial policy reform
programme which contains some of the ¢lements of our programme. The
World Bank proposes as top priority an outward-looking trade strategy.
replacing quotas with tariffs, reducing the level and variation of tariffs
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and ‘adopting realistic exchange rates’. Among complementary policies
it states that °. . _ prices should reflect the true cost of production’. It
then proposes the reduction and eventual elimination of price controls,
and reform of minimum wage legislation so that it acts as a safety net
for only the lowest-paid workers. However, the World Bank appears
10 give scant attention to public revenue cffects, the infant-industry case
for protection, self-sufficiency considerations and income distribution
aims (our stages 2—5, see Chapter 3). Therefore, although the direction
of the proposed reforms is similar, we believe that we offer 2 more
reasoned and realistic approach.

The World Bank’s proposals, and indeed many of our own, are
frequently found in the World Bank s structural adjustment loan packages.
Therefore, some countries have been introducing some of these reforms
since the carly 1980s. The medium- and long-term nature of the reforms
means that some five to eight years may need 1o elapse before any
systematic evaluation of their impact can be made. The World Bank
(1988) gives details of countries in which such reforms are in progress.
and attempts a preliminary assessmenc of their effectiveness. It comes
to fairly optimistic conclusions, arguing that the performance of thirty
countries with adjustment programmes was moderately better than that
of countries without such programmes. However, this optimistic
assessment is qualified by reference 1o a lack of improvement in sub-
Saharan Africa and other highly indebted countries.

More critical surveys of experience with structural adjustment are also
becoming available, for example Taylor (1988). van Arkadie 11986),
Bacha and Feinberg (1986) and Mosley and Smith {1989). Examples of
country studies are Kydd and Hewitt (1986) on Malawi. and Davies
(1986) on Jamaica. Mosley (1989) gives a useful survey of alternative
views on such programmes. Much of the disagreemens relates to timing
and sequencing of reforms, and the extent to which demand deflation
through major reductions in public expenditure is required for the success
of the type of price reforms that are discussed in this book.

This general background should be borne in mind in considering the
subsequent discussion of policy reforms.

Notes

I. On command and indicative planning. see S. Marglin, ‘Information in price
and command systems of planning’. in J. Margolis and H. C .itton (eds.)
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Sce. for example. Little. Scitovsky and Scatt. op. cit.. B. Balassa ef ol
The Sinuture of Pritection in Developing Countries (Balumore and London:
Johas Hopksns University Press. 1971 W.M. Corden. The Theory of
Protection (London: Oxford Univenity Press. 1971) and Trade Policy and
Economic Welfare (Oxtord: Clarendon Prexs. 1974); J. Bhagwati. A.
Krueger o1 al. . Foreign Trade Regimes and Economuc Development. 12 vols.
(Cambndge. Mass.: Ballinger, foc NBER. 1975-8).

Thewe paragraphs draw on evidence contaned in Industrial Prionines in
Developing Countries: The selection process n Bracil, India, Mexico.
Republic of Korea and Turkey (UNIDO. 1979). Ao see A K. Sen. “Control
areas and accounting prices: An approach (o project evaluation”. Ecoromic
Journal (March. 1972).

. "Bad” outputs such as pollution will of course have negative value and should

be regarded ay a cost
The baswe formula

o~ (B - (n
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where B net present value, B and O are the benefits and conts. ¢ s the
divcount rate and 1 represents fime. In practice. non-cconomic costs and
henefits are often ewluded from the calculation because of measurement
difficulties and the fact that they imply value judgements.

Sce W .M. Corden, Trade Policy and Economic Welfare (1974), Chapters
2% Alw ). Bhagwan. “The gencralized theory of distortion and welfare”.
n Bhagwati c1 al_teds). Trade. Balance of Puvments and Growth (1971).
The term base price was used 10 defimng BP, and BP, hecause any one
of the five previously defined prices could provide the basis for adjusting
for domestic 1axes. depending on whether the good i non-traded . imported
tree). imported (taxed). exported (free) or exported tlaved).

For a more detailed analysis see UNTDO (1987)
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11. Chapter 3 of UNIDO (1987) cxamines this question.

12. See World Bank. World Development Report 1987. Box 2.6 (Washington.
DC: 1987).

13. A number of bilaterz] aid agencies have also adopted similar policies.
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Prices and government
interventions in developing
countries

This chapter makes a case for the importance of price reform by
examining both theoretical arguments and empirical evidence on the
functioning of markets in developing countries. After considering
government interventions in markets in general terms, it discusses in
turn theoretical arguments relating to a number of specific types of
markets — those for traded commadities, foreign exchange, labour and
capital. The latter part of the chapter surveys the emipirical evidence on
the significance of the malfunctioning of markets in developing
countrics.!

There is a jommon view in the literature on cconomic development
that prices in developing countries are highly ‘distorted’, and cannot
therefore fulfil their appropriate role as a resource allocation mechanism.
This view has become increasingly influential in recent years. The
consensus of opinion among development economists is now probably
that carlier writings in the 1950s and 1960s, which assumed that demand
and supply conditions in devcloping countrics are so inclastic or
unresponsive to price changes that ‘orices do not matter’, greatly
averstated their case. Before examining this argument it 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 1o the economy of the items concerned.’ Opportunity
costs are defined as the value of a commaodity or resource in its most
likely alternative use and this value in alternative use is what is meant
by an economic value. The term shadow price also arises at several

21
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points. Although first used in the programming literature. it has been
adopted by cost—benefit analysis to refer to a price that reflects
opportunity costs to the cconomy.* Shadow prices may also be defined
in a broader sense, in that they may reflect other factors of a dynamic
or of a “pon-economic” pature {e.g. income distribution); this broader
view is central to much of the present study.

The argument concerning the economic significance of distortions is
that governments intervene in the functioning of markets in developing
countries for a variety of reasons, for example to conserve foreign
exchange. to proteet local producers from foreign competition. (o
fuaraniee 4 MinimMum wage. to encourage investment and to raise
government revenue. These interventions will involve a range of policy
instruments  —  including  quantitative  import  restrictions.  tariffs.
minimum wage legisation, credit subsidies. controlled interest rates and
indirect taxes. In practice, the neat matching of one target (for example.,
the balance of payments position) with one policy variadle or instrument
tfor example. the exchange rate). which is seen as the sole means of
achieving the target concerned. is very rarely present Government
objectives are normally sought through a varicty of instruments. often
with the relative weights placed on the instruments varying over time.*
While the basic objectives of government policy can b taken as given,
the argument is that interventions in the operation of markets will force
prices away from opportunity costs. Thus it is argued that significant
fosses in economic efficiency will be created it producers and consumers
respond to “distorted” rather than "efficient” market prices.® 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 (o remove one
distortion is carricd out in such a way as (o create fresh distortions
clsewhere in the economy. These “by-product distortions”, or side-effects,
may be both unanticipated and undesirable, and. theoretically at least,
could ncgate 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 tariff."
Howcever. the tariff may now make domestic production of the good
commercially profitable. since its doinestic price can be set equal to or
just below the tariff-inclusive world price. If consumption of the good
15 to be discouraged, it will require cither the imposition of a high rate
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of indirect taxation on domestic sales. or the outright prohibition of
domestic production in addition to restraint on imports. The imitial
intervention through the import tariff will not on its own be sutficient
to discourage consumption if domestic production becomes a viable
alternative.

One of the major strands of the argument in favour of overall reform
of the price system in many developing countries is what is seen as the
chaotic set of forces working to determine relative prices in these
cconomies. Often. it is suggested, governments cannot foresee the
implications for prices of various policies. and if they could they would
feel unhappy with the consequences of many of their imterventions in
the functioning of markets. It should be noted that this type of argument
has often been used as a justification for leaving many crucial decisions
10 the outcome of market forces. However, the logic of the argument
does not preclude government intervention. It simply suggests that if
markets do not give the signals that governments wish. intervention will
be necessary. However, the implications of this intervention should be
examined to ensure that desirable effects in one direction are not offset
by undesirable effects in another.

Over the last fifteen years or so a large number of empirical studics
have identified significant divergences between market prices and shadow
prices.” In addition, work on the systems of protection in developing
countries has focused morc narrowly upon the relative incentives which
have been created by various forms of protection, and implications of
these incentives for cconomic efficiency.® For a large number of
countries the general picture is of economics where the price system has
been highly distorted through government intervention. The discussion
here focuses on what have been termed “macro prices’: that is. prices
for the main macro parameters — forcign exchange. labour and
capital.* The discussion is simplified in that it ignores the segmentation
of labour and capital markets and proceeds as if there is a single price
for these factors. Also, cach of the three markets — those for foreign
exchange, labour and capital - is considered in isolation even though
these macro prices are interrelated. These interrelations can be complex,
however. with the direction of causation varying with circumstances.
For example, the exchange rate may influcnce wage rates strongly in
some circumstances, and be influenced by them in others. The exchange
rate is crucial in determining the relative costs of traded and non-traded
goods, and if wages are determined by the cost of labour's consumption,
any change in the exchange rate will alter mo:ncy wages. On the other
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hand. in a sitvation 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 thetr effect on domestic vis-a-
vis international inflation. A similar two-way causation can cust between
the exchange rate and interest rates. If an economy s prone to short-run
capital movements in response to interest rate changes. the latier can
be an important influcnce on the exchange rate. On the other hand. 1
the exchange rate is fixed and monctary policy v used to reduce a trade
imbalance it will be tnterest rates that are determined by the exchange
rate, and not vice versa. Although the discussion that follows i in terms
of markets viewed in isolation, these various interrelations should be
borne in mind.

Prior 1o a discussion of the exchange rate it is aecessary o consider
markets for traded commaodities, since conditions in these markets will
be a key influence on the demand for and supply of foreign exchange.

2.1 Markets for traded commodities

It s well established in the hiterature on shadow pricing that lor
internationally traded commadities. for which an cconomy participates
in world trade. cconomic opportunity costs will be given by the world
prices, il for imports and f.o.b. for exports, of the commodities
concerned. In an cconomy with protection from the world market -
and most cconomies will be profected in some way — domestic and world
prices will not be equal." If import tariffs arc imposed. once an impon
reaches its port of entry ., its price will be raised immediately by the wariff.
Quaotas will also work to raise domestic prices above world levels, even
if no tariffs arc involved, since they restrict the supply of an impaort.
The price of such a good in the domestic market will rise until demand
is cquated with the limited supply available under the quota. The excess
of the domestic selling price above the import price is termed the scarcity
premium arising from the imposition of a quota. The ratio of the scarcity
. premium to the world price is sometimes referred to as the tanifl’
cquivalent premium, since a tarift of this rate would create the same
domestic price as the quota; however. as is discussed further below, the
ceffects of tariffs and quotas neced not be the same.

On the export side similar effects will be at work. An export tax on
a commadity which can be sold domestically as well as abroad will create
a domestic price cqual to the export price minus the export tax. This
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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.'' Export subsidies have the opposite effect. however,
since the domestic price must now egual the export price plus the subsidy.

These trade interventions will normally be introduced for a number
of reasons and. as noted earlier, in practice, one policy instrumeni often
serves more than one purpose. Import tariffs may be imposed for revenue
reasons, for example; however, in many countries they may have an
important role in either restricting the overall demand for imports. or
raising the profitability of local import-competing producers. Import
quotas are often introduced for short-run balance of payments
considerations to restrict demand for the limited amount of foreign
exchange that is available. However, it has been argued that, frequently.
guotas introduced under such circumstances have been retained for
protection after the original foreign exchange crisis has passed. While.
theoretically, quota restrictions and import tariffs can be shown to have
identical effects on resource use, this argument rests on the assumption
of competitive production conditions in the domestic economy.'* Under
monopolistic domestic production, for example. supply and demand
curves may be affected differently by the quota as opposed to a tariff.
Of more practical importance is likely to be the fact that tariffs provide
a known rate of protection given by the percentage tanff rate. The effect
of quotas on domestic prices s more unceriain, however, and will change
with domestic supply and demand conditions. Therefore with tariff
protection. the domestic price is normally set by the worid price plus
the tariff, so that domestic prices alter in response to changes in world
prices, with domestic demand and supply having little or no influence
on domestic prices. With a fixed quota. however, the reverse will hoid
and it will be shifts in domestic demand and supply which determine
domestic prices. The distributional effects of ariffs and quotas will differ
also. Tariffs are a major ~source of government revenue, while the scarcity
premium created by quotas will go to those traders or producers who
obtain import licences under the quota system. Although in principle
governments can auction smport licences and thus capturc this premium
for themselves, in practice this policy is rarely followed."'

Export taxes are used chiefly to raise government revenue and arc
normally applicd to primary or mineral exports. They could be imposed.
for example. to tax windfall gains due to sudden fluctuations in the world
price for a commodity. In theory. export taxes could also be imposed
by an individual country for terms of trade reasons — what is described
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as the ‘optimal tariff” case — the aim being to restrict supply and thus
raise the export prices of goods with inelastic world demang. In practice
this has not been a major motivation for most developing countries. who
are generally price-takers for their exports. especially of manufactures.
In some circumstances, export taxes may also be used to protect domestic
users of the commodity. This follows because. as we have noted. export
taxes work 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 exchange rate. which may provide an unattractive rate
of returi. #r exporters.

The extent to which many developing countries have used these
interventions in markets for traded commodities is now well documented.
and the undesirabie consequences for economic efficiency of many
protective measures are stressed frequently. The three following separate
strands of the argument can be distinguished:

() 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
refative levels of incentive may be unplanned and. in some cases.
undesired:

th) the general encouragement protection from import competition gives
to high-cost domestic production. and the lack of stimulus it provides
10 reduce costs (o international levels:

() the harmful impact of industrial protection on other parts of the
ceonomy ., particularly agriculture snd exports in general.

Consdering the relative impact of protection on different industrial
branches, the essential point is thet the final degree of incentive will
generally not be known n advance. when the protective measures
ivolved are being planned. This may be cither because of the uncertain
impact of quotas. or because of the effect of imposing difterent rates
of tarifts, taxes or subsidies on inputs as compared with outputs. The
observed or aominal rate of protection is given by the ratio of the domestic
price to the world price for a comparable commodity.™* However, the
tull effect of a protective system can only be estimated by comparing
the tarift ¢ ariff equivalents on the output of 4 producer with those on
the inputs he must purchise. The logic of this is that of in absolore terms
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a producer’s input prices are raised above international levels by more
than his output prices. he is being penalized rather than encouraged by
the protective system. even though his own output may have a positine
tariff. A comparison of the output tarift of a producer «with a wesghted
average of the tariffs on his inputs, with the weights deternuned by the
share of inputs in the value of the output. gives what s termed the
“effective rate of protection” (ERP). This measures the exient to which
value added of a producer. or the aggregate of all producers in a branch.
at domestic. 1.¢. protected. prices. exceeds what it would be in a free-
trade situation, where world and domestic prices are assumed o pe
cqualized. '

In other words. to assess the full impact of a protective system it s
necessary to know the degree to which value added. not simply the output
price. is raised above rternational levels. Higher value added will
normally . although notinevitably ., imply higher profiability . and if one
is interested in gauging the impact of the incentives resulung from
protection, one must have some idea of how relative profitability between
industrial branches is affected.'”

t2RP measures have been used cxtensively in applicd work on industrial
development in developing countries, although they are not without hoth
empirical and conceptual problems. Empirically there are difficubties in
obtaining comparable world and domestic price data. and in achieving
a sufficient degree of disaggregation to estimate separate ERPs for o larpe
number of branches, and time series are usually not available. so “RP
estimates are commonly himited to a single year. Coneeptually abso there
are difficulties in the treatment of non-traded goods. 10 the need o assume
fixed input coctficients, and with the appropriate exchange rate to use
in the zalculations. None the less, given these hmitations it s generally
felt that the ERP measure is useful tor analy 2ing the exeent to which
protectionist policies create incentives for resources to shiftin different
directions.

Table 2.1, taken from Krueger (1984), gives both the average lesel
of ERP in manufacturing and the range of ERPS between branches within
manufacturing. for a number ot countries m the 1960« and cirly 19704

While it is acknowledged that ERPs will mive a more accurate picture
of the refative incentives to resource shitts than will nommal rates.
major problem s that ERP estimates are both techmcally compies and
require detailed information. Where they can be produced they wili
normally only be availuble with o lag of several sears, duning which
time cconomic conditions and policies may have changed. Howeser,
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Table 2.1 Mcan and range of ERP for manufacturing in some
developing countries

Average ERP

Country Year manufacturing Range of ERPs
Brazii 1958 106 1710 502
1963 184 60 1o 687
1967 63 40 252
Chile 1967 178 -23 16 1..40
Colombia 1969 19 -8t 1,
Indonessa 1971 i19 - 19 10 5.400
Cite d’Ivoire 1973 41 -25w 278
Pakistan 19634 356 -6t 595
1970~} 200 3610 595
Republic of Korea 1968 -1 -1510 82
Thasiland 1973 byl ~-431 2%
Tunima 1972 250 Lw 737

Source A.O Krueger (1984). Table 3.1

where nominal and effective rates are hignly correlated, and this appears
to be the case in some countries, one can argue that nominal rates alone
will give ar least a rough guide to relative resource-pulls created by
protection.!”

A point of particular concern often raised in discussions of the
unanticipated cffects of protection is that the degree of bias against local
production of capital goods and in favour of consumer goods may be
far greater than indicated by nominal protection. While there is a clear
tendency in many countrics for nominal tarifts to be higher for consumer,
as compared with producer or intermediate, goods, the tariff structure
often magnitics this into a much greater «ffect in terms of vatue added.
The point is simply that while some govermnents may list capital goods
as one of their priority areas, and eacourage their production through
various incentives, the protection system may be creating a major bias
against their domestic production through its iimpact on the relative
profitability of different manufacturing branches.'®

The second str.ad in the attack on the ase of tariffs and quotas in
developing countrics is that they provide a shelter for inefficient domestic
producers who have no incentive to lower their costs to international
levels. It is argued that 1ocal production at costs above world levels
imposes economic losses since. with the abolition of protection, resources
would be reallocated to more internationally competitive activities. The
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ERP measure discussed above must be scen primarily as an indicator
of the relative degree of incentive received by producers in rarticular
activities from the protective system. It is not strictly a measure of the
efficiency with which resources are employed. A measure often used
to indicate the relative etficiency of difterent branches or sectors is the
domestic resource cost (DRC)Y ratio. which compares the value of
domestic resources used per umit of foreign exchange earned if output
is exported. or saved if it is an import substitute.' Large numbers of
studies have estimated DRC ratios for developing countries ™ A
common finding i that for many activities:

1. The DRC ratio is substantially above the official exchange rate, so
that the costs of earning or saving foreign exchange exceed the official
price at which foreign currency is bought and sold.

2. There is a significunt variation in DRC ratios betaeen ditterent
branches 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. domesiic costs at shadow prices must be
compared with the economic cost of foreign exchange, not with the
official exchange rate wiiere there s o divergence between the actual
exchange rate and the value of additional forcign exchange 1o the
cconomy. In other words, if :ne iy to use the DRC ratio for either ex-
ante decision taking. or for ev-post reapprasals. one must compare the
DRC for the investment concerned with the shadow exchange rate.”!
Investments with DRCs ubove the shadow exchange rate are interpreted
as economically unjustifisble, unless they involve dynzmic or external
benefits which have not been atlowad for in the caleulations.

The wide variations, between DRCs for ditferent activities s often
interpreted as evidence of resource misallocation ~ the case is stronger
where the DRCs are above the shadow exchange rate. but even where
they are not it can still be argued that efficiency in resource use would
be improved by expanding activities with low DRCs at the expense of
those with high DRCs. The common sense of this is that it 11 costs 1
per cent more o save toreign o change in activity i as compared with
activity j, it will be desirable to expand j relative to 7. Theoretically
the case is not as clear as this but, in general, wide variations in DRC
between different activities can be taken as evidence of a misallocation
of resources, which is likely to have been made possible by the differential
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set of incentives created by the import protection system.” Protection
thercfore allows firms with high costs in both economic and commercial
terms to survive, and in the absence of reforms to the protective system
they will have little incentive to lower these costs.

Tumning to the effect of trade controls on sectors of the economy other
than import-substituting manufacturing. two important biases may be
created by a protective system. one relating to exports, and the other
to agriculture. It is argued 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 2 lower exchange
rate would prevail. Further biases against exports can arise from the effect
of import controls in raising the price of tradeable goods sold in the home
market, refative 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 prices for these
goods are an implicit tax on exporters. It is recognized that subsidies
to exporters, for example in the form of access to low-cost credit, or
reductions in tax. can be used to oftset these biases, and in theory there
will be a rate of uniform import tariffs and export subsidies which can
create the same incentive effect as any level of the exchange rate. The
argument is. howcever, that in many of the countries which adopted
inward-looking industrialization strategics in the 1960s and 1970s, export
subsidics 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 ceffective rate of subsidy (ERS). The ERS allows for the fact that
profitability can be effected by subsidies, as well as tariffs and quotas,
and incorporates their impact on domestic value added.”* A bias against
exports can be said to exist when the ERS on domestic sales exceeds
that on exports. However. Balassa (1982) has also shown that in some
countries which adopted an export-orientated growth strategy the bias
swung in the other direction, with exports having a higher ERS than
domestic sales.™

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
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bias. However. it is also suggested that this stems from the lack of
protection afforded agriculture refative to other sectors. Cases of negative
ERP for agriculture can arise if domestic prices for crops and livestock
are broadly comparable with world levels. while the locally produced
or imported inputs used in agriculture are protected or taxed. and thus
have domestic prices above world levels. In some instances ths
discrimination against agriculture may have been the unanticipated result
of the separate policies of keeping down food prices for urban consumers.
while at the same time protecting local manufacturing.*

To summarize, therefore. in many countries where interventions in
the market for traded commadities are still widespread, it is frequently
suggested that a number of harmful side-effects have been created. Thewe
include unanticipated effective levels of protection and profit incentives
to particular sectors. a shelter 1o high-cost producers. a bias against
exporting in general. and in some countries, a bias against agriculture
in particular. Thercfore. while there may be 2 strong theoretical cane
for protection of manutacturing n developing countries, there s 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 cconomy .

2.2 Market for foreign exchange

The type of trade control policy summarized above wi'l have significant
implications for the market for foreign exchange. Both imports and
exports will be at lower levels than 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 levei. In
other words. when there is a suppressed demand for foreign exchange
(dollars) the local currency (e.g. rupece) price of a doliar will be below
the free-market level. and with the removal of trade controls and the
frecing of the exchange rate. the rupee price of dollars will rise, implying
a rupee devaluation.

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 2 shadow exchange rate. However, it should
be noted that the concept of a shadow cexchange rate is not free from
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ambiguity. since it must be defined in the context of a given level of
domestic expenditure and set of trade coatrol 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 controls >

Overvaluation of domestic relative o foreign currency is generally
undesirabie because of the distorted set of relative prices that it creates.
This s another vanant 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 producers to set prices well above world levels. often more than
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 the trade
controls system is seen as the remedy for this situation, and this policy
prescription is in line with many of the recommendations of this study.
The argument is that reform of the trade control system 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 tikely to be necessary to lower the exchange rate. Devaluation
is seen as essential as follows:

1. 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.

2. To protect import competing production for which wariffs will be
lowered and quotas relaxed. Thus while the prices of imports in the
domestic market will be reduced by trade reforms, devaluation will
work in the opposite direction to raise all domestic prices for goods
priced 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
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immediate ccopomic panacea for developing countries, and that its
success depends upon certain key conditions being met.”” Several points
should be stressed. as follows:

(1) 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 minimum. the size of which will depend
upon the initial trade deficit. However. there seems to be agreement that.
beyond the short term. for most developing countries the size of their
trade elasticities 1s not itself a problem.

(2) Much more critical appears to be the extent to which the
relative price effect of devaluation is eroded by an increase in the domestic
price of noa-traded goods. I¢ is for this reason that most dis- ussions of
devaiuation 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 generally require a fall in real expenditure,
or absorption as it is termed in the trade literature, and in particular a
fall in real wages. The response of money wages to the immediate
inflationary impact of devaluation where cost-plus pricing is used will
be a critical parameter. At one extreme. if money wages rise by the same
ratc as domestic prices — the case of real wage rigidity — the relatve
price effect of devaluation will be removed completely.

(3) 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 for its trading partners. In other
words, international competitiveness is determined not just by nominal
exchange rates. but also by differential rates of inflation. Devaluations
incvitably have an inflationary tmpact 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 perhaps offscting the imtial real
devaluation.

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

expenditure has alrcady been noted. However, devaluation itself can have
a significant short-run deflationary impact. This can arise through a
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number of mechanisms. For example, if the demand for imports is
inclastic a rise in their domestic currency prices following devaiuation
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
one’s view of export supply responses. If exports grow rapidly, rising
expenditure from the export sector may counterbalance the short-run
deflationary consequences noted above. ™

To summarize, therefore, devaluation must be seen as part of a macro-
ceonomic package that aims at both expenditure-switching and restraint,
and attempts to control wages and counter the undesirable short-run
distributional consequences of devaluation. 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.

2.3 Market for labour

The third market intervention which will be considered concerns the
functioning of markets for lzbour in developing countries. A common
pattern is for there to be a major divergence between rural wages for
unskilled workers, and wages paid to unskilled or semi-skilled workers
on new development projects in urban areas. In so far as these wages
simply reflect differences in quality of labour or costs of training. no
market imperfection need be present. However, where these factors
account for only a small part of observed wage differences, the latter
are normally put down to interventions in the operation of labour markets.
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In other words, in a smooth-functioning labour market. workers could
shift from rural to urban areas until the wage rates for similar skills are
equalized. Nominal differences mught remain due to variations in the
costof living in different areas. or to costs of movement, but afier money
wages have 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 competitive rural labour markets for unskilled labour. so
that daily wages for hired agricultural labour can be taken as broadly
cqua: o the productivity of the workers concerned. The competitive
nature of these rural markets can be taken 1o stem frem their possession
of the following characteristios: large numbers of employers (chiefly
small farmers). large numbers of potential workers aormally poorly
organized in terms of trade union activity . reasonably good information
on prevailing wage rates. and geographical mobility of labour, at least
on a regional basis.

On the other hand. it is often argued that in urban labour markets for
umskilled or semi-skilled workers cenditions are non-competitive due
particularly to trade union organization and government intervention in
the form of minimum wage legislation. These factors, it is suggested.
raise urban wages in the formal or organized sector significantly above
rural wage rates. However, it 1s the latter which are normally taken to
define the cconomic cost of unskilled labour. In other words, if one adopts
a view of the rural arcas of developing countries as characterized by
a surplus of underemployed workers, and assumes that the creation of
new urban-based jobs draws additional workers out of agriculture. the
opportunity cost of employing these workers on new projects will be
measured by a1 drop in agricultural output. This is the output forgone.
of the opportunity cost, associated with their new employment. If one
further assumes that rural labour markets are competitive, the productivity
of agricultural labour can be approximated by their carnings from wage
employment.

The divergence between market wages paid to unskilled worhkers on
new projects and their cconomic cost or shadow wage is often found
1o be substantial. A common result of shadow price studies, for example,
is that the output forgone in agriculture may be less than half the urban
wage.™ The point of central importance for the present discussion
relates 1o the role of covernment intervention. Governments  may
intervene in the functioning of labour markets to establish miniimum
wages, (o guarantee a certain minimum income fevel. or to support trade
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union activity to prevemt the exploitation of workers by powerful
employers. 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 right,
but none the less argue that they introduce major distortions in urban
labour markets. and create a number of serious side-effects.

The three following arguments are normally put forward in discussions
of the harmiul impact of labour market distortions:

(1) If the market wage paid to unskilled labour s substantially
above the cconomic cost of employing these workers, the commercial
profitability of new investment will be understated relative 1o its economic
profitability. In other words. firms will pay a wage bill determined by
market wage rates and. other things being equal. their commercial or
private profitability will be less than the economic retums they pencrate.
to the extent that the shadow wage v below the market wage. If
investment decisions are based on commercial criteria, wo linle
investment will be made. In addition, labour-intensive activities will be
particularly pepalized, so that the composition of output in the cconomy
will contain a lower share of labour-intensive commaodities than if market
and shadow wages were equal. This argument. concerning the divergence
between market wages and the cconomic costs of employing unskilled
labour, provided 3 major part of the initial theoretical rationale for
protection of new industrial activity in developing countries, and was
the clearest example of the need W introduce shadow price estimates into
calculations of investment viability. ¥

(2) In addition to a problem of insufficient investment, it is
suggested that fabour market distortions 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 la. wr, it is
argucd that urban wages above the economic cost of labour will encourage
a shift in factor micnsity in a labour-saving, rather than a labour-using
dizection. This will have undesirable effects in terms of both income

distribution  —  since it is pow recognized tha the provision of
cmployment is the moat effective means of raising the living standards
of low-income groups in developing countries ~  ard cconomic

cfficiency. In economic terms the argument is that there will be i loss

of efficiency. since specialization on the basis of developing countries’
. . 1 .

abundant resource. labour, will not be carried far enough. ' The impact
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of labour market distortions on technological choice will be compounded
by additional factors operative in capital markets. which work to lower
the market cost of capital below its economic level. These capital market
distortions will be discussed in the next section. However. the important
point to stress is that the overall significance of both sets of distortions
for the technology used in developing countries depends critically on
the possibility of significant substitution between factors in the production
of differemt commodities in response to changes in factor prices. This
is an issue on which much has been written. In general there is now
agreement that in a wide range of industries there is significant scope
for factor substitution. What is more in dispute is the importance of the
relative prices of facors as an influence 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 influences will include the
availability and cost of information on alternative technologies. market
siz¢ and concentration. product quality and the availability of
complementary inputs.

(3) Finally. the third argument regarding the harmful effects
of distorted urban wages refers to their impact on rural—-urban migration.
It is suggested that the creation of new urban-based jobs can lead to an
outflow of migrants from rural areas in excess of the number of new
jobs available. Such a situation can arise if migrants balance expected
carnings in the formal urban sector against their present average income
in the countryside. Where the wage differential between urban and rural
areas is both significant and fixed. it is suggested that the level of urban
cmployment will act as the equilibrating mechanism in the labour market.
When excessive numbers of migrants leave the rural areas, urban
uncmployment will rise until the expectation of obtasning a job is reduced
(o the extent required to cquate expected urban carnings with average
rural incomes. In this view. institutionally fixed high urban wages
comprise the key factor inducing high migration. and are scen as creating
problems. not only because of the excessive loss of agricultural output
involved. but also because of the growth of unemployment or
underemployment in the casual or informal urban sectors, as migrants
who fail to obtain permanent jobs none the less remain in urban arcas.

In terms of the functioning of urban markets. the arguments discussed
above focus primarily on the markets for unskilled labour. A common
assumption is that for skilled workers demand in many developing
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countries is high relative to their availability. and that it is this demand
rather than minimum wage legislation or trade union bargaining strength
which determines market wages. If such excess demand in fact exists,
it 1s likely that most skilled workers will be able to find employment
at roughly comparable levels of earnings and productivity. should they
lcave their existing activity. This is the justification for the assumption,
common in many empirical studies of shadow prices, that for skilled
workers the market and the shadow wage are roughly equal.’ In the
case of unskilled labour. however, the basic argument is that government
interventions cither directly through minimum-wage legislation, or
indirectly through their support for trade union activism or wage-setting
policy withia the public sector itself. create institutional rigidities in the
functioning of urban labour markets which prevent wages from falling
to their market-clearing levels. The distorted urban wages in turn. itis
argued. create the undesirable side-cifects discussed above — chiefly
excessive capital-intensity. reductions in invesiment and employment
growth, and excessive rurai—urban migration.

However, before ending the discussion of labour markets it is important
1o stress that despite the frequent repetition of the view of government
intervention in urban labour markets set out above. it has now come to
be challenged as a generalization valid for all developing countries. Squire
(1981). for cxample, in a survey of evidence on the operation of labour
markets in developing countries argues that government intervention is
often not in support of a high-wage policy; minimum-wage legislation
is scen as ineffective in many countries, and in others government
intervention is to keep down urban wages rather than to increase them.
A number of countries where a high-wage policy has been pursued are
identified, but Squire suggests that not only is experience varied, but
that only a limited number of countries would have much to gain from
a major change in government policy towards the labour market. * This
type of argument does not necessarily invalidate the view that market
and shadow wage rates can differ substantially for many categorics of
workers, hut it does guestion the economic significance of govermment-
induced labour market distortions.

2.4 Capital markets

Many developing countries do not have free capital markets. Rather.
they are characterized by what has become knowi as “financial
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repression’. which is generally equated with controls which result in
negative or very low real interest rates on deposits. These controls are
normally imposed by the government. although they can occasionally
arise from agreements between private sector financial institutions to
restrict interest rates. The main consequences are that 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 corrupuion.
Repression may also be extended o refer to government restrictions
which discourage the development of financial institutions and
instruments. leading 10 incomplete. or fragmented. itnancial markets.
Repression theories originated with McKinnon (1973) and Shaw (1973).,
based on the carlier work of Gurley and Shaw (1960) and Goldsmith
(1969). Subscquent theoretical refinements have been conveniently
summarized by Fry (1982). Numcrous attempts have been made 1o
estimate the impact of financial repression on growth, and the major
studies are summarized later in the chapter. In both the theoretical and
cmpirical review of repression theory. we have drawn extensively on
Kitchen (1986).

The importance of the banking sector is central to theories of financial
repression. In most developing countries, bank deposits (or deposits in
quasi-hbanks. such as post office savings banks. savings and loan
associations and credit unions) provide by far the most important vehicle
for savings. Other savings instruments, such as marketable securities
(share and bonds). life insurance policies and pensions schemes. tend
to be limited in availability. On the other side of the coin we see that
banks and quasi-banks dominate the sources of funds for investment.
Firms or individuals may save and invest their own funds. but apart from
that the main source of capital will be bank loans (from commercial or
development banks). They are unlikely to be able o issue equity capital
or debentures as the stock market, if there is one. is likely to be narrow.
Nor can they turn to pension funds, insurance companices or venture
capital companies for loans or equity . Therefore, investors are dependent
on the banking system. In a country with underdeveloped financial
institutions and instruments. the willingness of savers to hold money in
the form of bank deposits is therefore crucial 1o the saviag-—
intermediation—investment  process  (sometimes called  debt
intermediation}. Repression theories have identified the fevel of real
interest rates as beine the crucial determinant of the willingness of savers
to hold moncey in the torm of bank deposits
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2.5 Instruments of financial repression

The main instrument of repression is generally interest rate controls,
although exchange rate controls and high reserve requirements of
commercial banks can also play a significant role. The literature tends
to concentrate on the impact of interest rate controls, often referring to
them as a proxy for financial repression. As price reform is concerned
with the level of interest rates as representing the price of capital. we
will concentrate here on interest rate controls.

Interest rate controls

Three main forms of administered interest rate control may be identified:
ceilings on deposit rates; cetlings on foan rates: and ceilings onr both
deposit and loan rates. ™

Interest rate floors on deposit and loan rates are also possible. but as
they appear to be much less commonly found. we will concentrate on
the other contvols.

Interest rate controls generally seem to be imposed with the worthy
atm of encouraging investment. If interest rates 1o borrowers arc kept
low, the authorities believe that this will increase the number of projects
which have a positive net present value (NPV) when discounted at the
borrowing rate, and will therefore increase the rate of investment.
Ceilings on loan rates will produce this effect directly. while ceilings
on deposit rates are thought to produce the same effect indirectly. for
banks which obtain their funds cheaply will be able to lend them cheaply.
Ceilings on both together may climinate any possibility of anything going
wrong with the above analysis. '

This line of argument, though, assumes that adequate funds will still
be torthcoming from savers to meet the demands of investors, in spite
of the ceilings (direct or indirecty on the deposit rate. However. sf the
supply of savings and the Jemind for investible funds are both functions
of the real rate of interest, the effect may be to raise the demand for
funds above, and (o depress the supply of funds below, the equilibrium
level

Figure 2.1 idlustrates the savings ) and investment (/) functions, both
heing determined by the real rate of interest (r).

In the absence of interest rate controls, the market is in cquilibrium
at ¢, where [, = S, and r, is the equilibrium rate of interest which clears
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Figure 2.1 Savings and mvestment under controlled mterest rates

the market. . Now . if the deposit rate of interest s fived by government
below rosity at 7 L then the amount of savings deposited 10 mstitations
will fall 10 S, Thus the amount avatlable tor investment s £ und the
rate of interest charged o borrowers which clears the market s 7, The
effect of the control is o lower both savings and insvestiwent by an amount
o= 10 As investment s an important determimant of the rate of
growth. the ctfect of the controlled interest rate s 1o restrict the raie
of growth. The difterence between lending and borrowing rates. r-— v
will resolt i higher nuargins 1o the linancial it wdiaries. atthough
the volume of their business will be lower than it would be i cquilibriun,

I in addition the lending rate s controlled ata fevel v, below 7 then
the financial intermedunies will have insufticient deposits 1o meet the
borrowaing demand at anterest vite #; Demand 1or borrowine 1or
imvestment will be foand unsatistied derand of /o The evtnem
case s that the dending rate should be fived o thal st e o gaal o e
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borrowing rate, r, (or, in practice, slightly above to cover banks’
administration costs). Under these circemstances the unsatisfied demand
for investible funds would be I, — I.. With controlled lending rates,
financial intermediaries must ration credit by means other than the interest
ratc. They wili therefore tend to favour borrowers with substantial
security or an established reputation. which may mean projects with
foreign capital, technology or management. Second. they will tend to
favour low-risk projects, with refatively 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, higher-risk projects,
projects promoted by younger {and possibly more enterprising)
entreprencurs and small projects may be starved of capital. In short, the
venture capital clement 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 cconomic growth, 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 on investment in fixed assets.
I credit is scarce or rationed. then a firm’s level of capital utilization
may be restricted. for example because it cannot obtain credit w finance
its working capital, which may restrict its output and sales. Liberalization
of interest rates, leading to greater availability of short-term credit, may
have the effect of increasing the utilization of the existing capital stock.

Figure 2.1 represents a static equilibrium anatysis of saving, investment
and the interest rate. §t. in period 1. 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 liberalizing the interest rate will have the effect of moving
a country into a virtuous circie of increasing saving, investment and
growth,

Other measures of financial repression

Bank deposit requirements

1t is normal for central banks to impose reserve requirements on commer-
cial banks. Historically, reserve requirements were intended to provide
some stability to the banking system. Typically, in industrialized
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countries, total reserve requirements may be of the order of 10—15 per
cent of bank deposits. However, in some developing countries, the figure
may become as high as 50 per cent. These reserves are placed with the
central bank at low (or even zero) rates of interest, or are invested in
low-interest 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 twofold. First, a substantial amount
of the available funds is directed away from potential borrowers. Second,
the bank’s interest rate structure will be distorted. If banks are to make
profits, they must maintain 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
otnerwise be the equilibrium rate.

Direction of investment

Some governments order their financial institutions to direct a cenain
proportion of their loans to a specific sector, often agriculture, at low
rates of interest. An alternative practice is for governments to sct up
specialized lending agencies, financed by taxation or cheap government
borrowing. to lend to specific sectors. Again, agriculture 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 intention is usually to correct a bias among
lenders which favours industrial rather than agriculturai borrowers. This
bias is itsclf often a consequence of financial repression, which curuails
the volume of lending and the charging of risk premiums for high-risk
projects, such as agricultural loans.

Assessment of repression theories

The assumptions underlying repression theorics, 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 story. The keystone of the theory
is a presentation of the relationship between saving, investment and real
interest rates. However, in any economy, this is likely to be a substantial
simplification of determinants of saving and investment. First, the theory
starts with the relationships




44 Prices and government interventions
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 cquate

Investmen. = 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 mobilized resources.
Government investinent 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 government
on the domestic capital market may be a function of the rate on interest.
but in many developing countries the issue of government bonds provides
only a small proportion of government income. Therefore government
mvestment, which usually provides a substanual proportion of total
investment (even in industrialized countries) can be excluded from
repression theory . ™

Likewise, much private sector investment which is financed from
abroad can also be excluded. The volume of direct foreign investment
and export credits i not a function of domestic interest rates. On the
other hand. shortages of domestic credit may foree the local private sector
to seck foreign capital. The availability of forcign capital. whether to
government or the private sector, may also discourage domestic
saving. "

Repression theories tend to assume, at least implicitly. that investiment
‘we arc now down to domestically financed private sector investment)
is financed entirety by borrowing. This, of course, 1n a substantial
simplification. In any country, however well-developed its financial
sector, a substantial proportion of investment is tinanced by retarned
carnings. which are not dependent on the intermediation mechanism.
In many instances, the constraint on new mvestiment may not be the
unavailability (or the cost) of credit, but, rather, the unavallability of
equity capital. whether retained carnings or tunds raised by issuing new
shares. The debt-sharcholders™ tunds 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
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of investment which is financed by borrowing on the domestic market
and this, in some countrics. may be a fairly small proportion of total
investment, even at “liberalized” interest rates.

Although the impact of financial repression on total investment may
be less than indicated by the simplified nieoclassical model. it may still
reduce the quality of investment. First, tinancial repression is still likely
to encourage self-financed investment at the expense of intermediation
and borrowing. Second. the credit rationing process will still tend to
discriminate against new entreprencurs. 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. but more risky. ventures. However. this problem is
encountered also in industrialized 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. given liberalized interest rates. maturity
transformation (borrowing short and lending long) by financial institutions
will permit the medium- and long-term borrowing needed for investment
purposes. If institutions are reluctant to lend long term. then an increase
in deposits may not have the beneficial effects on investment and growth
that arc presumed. unless both fenders and borrowers are prepared 1o
use short-term funds to finance fong-term assets. In some countries
governments may need to encourage longer-term lending, for example
by partially guaranteeing or re-discounting the more distant debt service
payments.

Galbis (1982) has further pointed out that the effects of financial
repression on investment may be mitigated by the development of
alternative channels of intermediation, at least to some extent.
Unorganized money markets will be encouraged. foreign finance may
be substituted for domestic finance, and self-financing may substitute
for borrowing in enterprises which are squeezed out of financial markets.
These mechanisms may be less efficient and more expensive than the
alternative of liberalized money markets, but none the less they may
compensate 10 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 justitied in many countries, others with a wider range
of financial instruments and institutions offer investment opporturitics
in which capital gain, rather than interest on deposits, provides the
incentive to save, Furthermore, the theory appears to assume that if funds
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are availabl: for investment, then there will be a demand for it, assuming
that the price (that is, the interest rate) is right. It is likely that investment
is determined by a range of factors, of which the interest rate is but one.
Orher loan conditions, notably the maturity of the loan and the security
required, are another. Businessmen, at least in the industrialized
countries. would place considerable emphasis on the elusive but none
the less important “confidence’, which to some extent depends on macro-
economic expectations (see also note 36).

A further cause of criticism lies in the assumption which repression
theory makes about the credit allocation procedures of lenders (generally
banks) Fry (1978b) stated that under repression, *. . . non-price rationing
of investible funds must occur. This typically takes place on the basis
of quality of collateral, political pressures, “name ™, loan size and covent
benefits to responsible loan officers. These criteria can be counted on
to discriminate inefficiently between investment opportunities.

Of course. ali this takes place to some extent whether or not interest
rates are controlled by government. In countries where no such controls
exist, banks stil! rely heavily on their assessment of the creditworthiness
of the borrowers, and the sccurity available, and charging risk premiums
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 itsIf 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 smalil-scale enterprises, or others who
may be identified as priority borrowers. Concessions do not necessarily
imply interest rate “subsidies ", they may come in the form of funds tied
to certain specific uses, of 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 theory has emphasized 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 mainienance of artificially jow rates of interest means that
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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 effect is distributional.
since savers (1.¢. lenders) are implicitly subsidizing borrowens, a subsidy
which becomes more apparent when real interest rates are negative. 4
priori. there appears to be no justification for such a subsidization of
borrowens by lenders. and the onus is on the supporters of tinancial
repression to justify it In some cases (for example. when saving s
cxcessive) it may be readily justifiable. but these cases probably arise
in only a small number of developing countries.

The cane tor liberalization of financial markets. theretore, appears fairly
strong generally. However, in some countries we recognize that it may
not be feasible to remove interest rate controls, at east in the short run,
for institutional. political or legal reasons. In such cases, the quesion
arises as o whether there exists a feasible “second-best” policy which
alles 1ates many | if eyt all, the undesirable effects of interest rate controls.
Nellor (3983) has looked at tax policy options which might reduce the
distortions to savings in repressed financial markets. He comes o the
conclusion that consumiption {or sales) taxes car be designed o make
saving relatively more attractive. and can be adjusted so that the real
return on saving approximates to the free-market interest rate. In order
o implement such a “second-best” policy . it is necessary 1o have a broadly
hased consumption tax. Many developing countries do not have such
4 system of taxation, of course. but its introduction is one of the principal
recommendations of this study.

This concludes our summary of the theoretical impact of linancial
repression on saving. investment and growth. While we find in tavour
of liberalized interest rates, it seems that interest rate liberalization is
not likely to be asutticient condition for the development of the financial
sector o the extent that it exerts & substanuial influence oninvestment
and cconomic growth. In particular. it needs to be accompanied by
institutional des clopment and strengtheming so that alternative competitine
marhets for savings. such as equitics. unit trusts, lile assurance and
pension funds, are created [ois important, oo, that financial institutions
should perform the function ol maturity transtormation, imshing long-
term creditavalable for capital inv estment. The theoretical conclusions,
theretore. tend o give quabiticd support to what s cuerently regarded
as the aceepted position succictly put by van Winbergen (19582, p. 1),
“Estabhisinng bigh tune deposit rates thigh compared o anboipated
inflations has become o standard part of the policy wdvice wiven o



——“
48 Prices and government interventions

(developing countries) by external experts, ranging from the visiting
academic cconomist 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 subsidize
borrowers? The case needs to be made before repressed interest rates
are accepted.

2.6 Subsidies

To conclude our review of distortions, we add a brief review of subsidies
not already discussed under traded goods. The definition of a subsidy
is not straightforward. At the simplest level it is a cash 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
government encouragement to industry through tax concessions, special
depreciation allowances or physcial facilities such as rent-free premises
arc. in fact. subsidies. The provision of frece educational or medical
services are subsidies. Permitting a manufacturer to obtain higher prices
on e domestic market because he is protected from imports is a subsidy.
At another level, governments which absorb the losses of state enterprises
are subsidizing cither the consumer of the output or the resources
employed by the enterprises. often labour. The control of investment
licenses can cnable existing manufacturers to cam a rent because capacity
or production is restricted. Thus a subsiddy may be described as any device
which permits consumers to purchase goods at a price below that which
would obtain in a competitive market. or which enables producers to
obtain an cconomic rent. A subsidy has the effect of transferring resources
trom one group to another. The key point to remember is that one group
must pay for another’s subsidy.

At the level of resource allocation, the presence of subsidies affects
the prices used in investment appraisal and leads therefore to different
decisions than would be made if competitive marke: prices were used.
The use of shadow prices in principle can correct the use of “distorted”
market prices. However, in practice the extent to which world prices
are used ininvestment appraisal is limsted. Morcover. even when used
in appraisals, shadow prices may pot be able to catch and offset all the
cffects of subsidies. especially in countries where subsidies are
widespread.

Although the prescnce of subsidies may “distort’ prices and resource
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allocation, none the less they reflect government policies. The subsidized
price. given perfect government decision-taking. is the price which the
government wants to exist. In particular. subsidies are an important device
for transterring resources to the poor. The provision of subsidized health,
cducation and food are obvious examples. Likewise, governments may
protect or subsidize infant industries because of their growth potential.
Similarly, governments may subsidize state enterprises or private sector
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 4. However,
our concern is that in practice in many countries subsidies may not have
been applied logically and consistenily. leading in some instances to
undesired prices and other ctfects which no longer reflect government
polictes and which may lead to significant misallocation of resources.

Apart trom protection from competing imports and low interest rates.,
which have already been discussed, most industrial subsidies come in
the torm of ancennives. Public sector industrial enterprises may, in
addition. have losses financed by the government. However, cases of
cash subsidies. especially to the private sector, are not plentiful. The
most widespread form of incentive is the tax concession. which may take
the form of tax holidays. accelerated depreciation allowances, tax
deduction for expansion, reinvestmient and tax caciiipiton on imported
capital equipmient. In several instances. the object of these subsidies is
to compensate manufacturers for the anti-export bias of import tarifls.
However | they also bave the effect of Jowering the after-tax cost ot capital
relative to the cost of fabour and may thercfore introduce a further
distortion in that the use of capital is encouraged at the expense of labour.
That distortion will intluence both the sclection of industry fe.g. oil-
relimng may appear relatively more attractive than shoe-making), and
the chowee of technology within an industry .

The cffects of the provision of indirect subsidies through protective
tarifis and capital market controls have already been discussed. A few
words should be sand about three other speaitic types of subsidy. namely
cxport subsidies, consumer subsidies and subsidies provided by losses
ol SEIC corporations:

1y Export subsidies. Direct subsidies on exports are contrary
0 GATT regulations. However, the prevalence of high antts in many
countries means that prices of some inputs of exporting industries are
well above world prices. and some torm ol export subsidy v peeded
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to compensate exporters for the anti-export bias of tariffs. Therefore,
it is not uncommon 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 incentives, or even direct cash payments.
Alternatively . the exchange rate may be held down to assist exporters.
These “subsidies’ are generally not 1n themselves distortionary; rather
they are intended to correct for other distortions.

(2) Consumer subsidies. Subsidics to consumers usually apply
to foodstuffs and. in some countries, to petroleum products and other
consumer products such as textile goods. They are generally introduced
for welfare reasons. The distortionary impact of such subsidies depends
upon how they are operated. The least distortionary method would be
a cash hand-out to consumers, such as a welfare payment. A price
subsidized by the government may lead to “excessive’ consumption (e.g.
of petroleum products) leading to effects such as a diversion of exports
and a preference for private transport rather than public transport. A
subsidy to producers, with the intention of keeping prices low, may
encourage 2xcess production of the subsidized pood rather than other
goods. Finally . subsidized imports (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).

(3) Losses of state corporations. The extent o which losses
incurred by state corporations arise from deliberate subsidics rather than
bad planning or management is largely a matter for conjecture. None
the less, losses of state corporations in some countries are substantial
and represent a notable drain on the government budget. Ghana. Seacgal.
United Republic of Tanzania and Zambia are four countries for which
the extent of losses has been documented (Killick. 1983). But subsidies
1o state enterprises are not restricted to absorbing losses. The provision
of low-cost finance. including development aid, freedom from taxation
and the ability to sell its output or provide services at artificially high
prices because of protection or monopoly are advantages which state
CPLCPPrises May receive.

The rationale for subsidizing state enterprises is that they have “social”
as well as financial objectives. To the extent that these objectives conflict,
pursuit of an objcctive of maximizing nct social benefits may cntail
financial losses. which would justify a subsidy . However. the widespread
suspicion that statc cnterprises. particularly those in a monopoly or
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protected position, generate *X-inefficiency” (production inefficiencies
due 10 lack of competition) suggests that subsidies provided on the
grounds of maximizing net social benefits should be justified carefully.

The notion of subsidizing 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 none the less be undesirable. It is also important
to bear in mind that subsidy schemes may be very expensive to
administer, a point of particular relevance 1o 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 generalization,
therefore, we find that subsidies need to be used carefully. Where
necessary, they should be simple to implement. and governments should
ensure that the expected benefits exceed the expected costs.

2.7 Economic significance of distortions
Traded goods

The preceding sections have discussed the major distortions which, it
is often argued, exist in many developing countrics. It is clear that a
large number of applied studies on both shadow pricing and broader
measures of economic efficiency provide cevidence of the existence of
many distortions. However, cstablishing their existence is not the same
as proving the validity of arguments which assert that such distortions
have a critical role in holding back the long-run development of many
countries. The question of the economic significance of these distortions
must be considered: for example, are there 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 nced not accept ail the arguments noted in
the preceding sections. Most controversial is the implication that tiade
cortrols are always undesirable. For example, it might be argucd that
notwithstanding the distortionary cffects of a system of import quotas
and tariffs, given the foreign exchange constraint faced by a particular
cconomy, such trade controls provide the most effective and lcast harmful
means of managing the balance of payments. Of course, it must be
recognized that specific elements of a system of controls can always be
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improved. but for many countries there is no justification for
automatically accepting the view that full trade liberalization is a feasible
and more effective option. in terms of long-run growth, than some forms
of protection.

Given the frequent statements of the desirability 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
that one of the leading researchers in this area has commented in Krueger
{1984) that: "Despite the importance of distortions in theory relatively
little empirical work has been undertaken to estimate their magnitude
or their effects.” (p. 5550

Most work on the quantitative impact of distortions has been devoted
1o the costs of protection and general interventions in international trade.
Two broad anproaches can be identified: the first involves what is terned
‘partial equilibrium’ analysis. since it does not rest on some consistent
macro-model of an economy © the second, however, uses such a model.
and can be seen as a “general equilibrium’ approach. It is significant
that carly attempts to estimate the cost of protection in a partial framework
found this cost to be only a small proportion of current national income.
The approach was basically to estimate the production and consumption
cont for goods produced domestically under protection, but which would
be imported it the protective system were abolished. The production costs
are defined as the ditference between domestic costs for the importable
items. which would be imported under free trade. and their import value.

Consumption costs are the ditference between what consumers are
willing 10 pay for the importable products under protection, and the price
that would be established once free trade was introduced. ™' In
combination these two effects were described as the Callocative
inefficiency ™ associated with protection, and. as we hive noted. were
generally found to be rather small. However, partial cquilibrium
approaches to the cost of protection were extended significantly by
incorporating - X-inefficiency ™ effects into the calculations.*' X-
inefficiency implies that firms are not producing at their nunimum
possible unit costs. and it can arise. it s argued. due to a lack of
competitive  pressure in an eaviconment  protected  from world
competition. Bergsman's extension of the carlier approach allowed for
the possibility that many protected commaodities nught still be produced
domestically after the move to free trade, but that in the new competitive
cnvironment X-inefficiency would fall. thus bringing production costs
down to international levels. The existence of X-inefficiency creates an
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additional cost of protection not captured by the earlier production and
consumption costs. The economy as a whole would gain from the
reduction of X-inefficiency due to the resources treed for use elsewhere.
while consumers of the producis affected would gain through lower
prices. A major limitation of the approach, however. s that it cannot
distinguish between high costs due to a relaxation of cost-reducing efforts.
defined as X-inefficiency. and monopoly profits. In other words, with
protection. domestic prices may be above world prices either because
production costs are higher than they nced be — X-inefticiency — or
because a monopoly position in a sheliered market is being exploited.
However. bearing this limitation in mind. the major point of interest for
the present discussion is that by allowing for a combination of X-
inefticiency and monopoly returns, Bergsman produced cost-of-protection
estimates substantially above those found by others. His maor effort
was directed at estimates for Brazil, but he also applied his method 10
other cconomies; his results are summarnized in Table 2.2.
The important points to note are as follows:

1. For all economies the allocative costs of protection. arising from
allocative inefticiency . are either very small or negative. Negative
results imply that countries lose from the move to free trade. chiefly
because of the terms of trade effect.

. While the X-inefficiency —monopoly returns effect is always more
significant. in only two of the six countries studied 1s it more than
5 per cent of national income.

9

What 1s a high cost in this context is not clear. Bergsman himself argues
that the figures for Brazil and Pakistan are high enough 1o matter. Others
may feel that, given the emphasis often placed on the irrationality of
the protective system in many developing countries, results of this order

Table 2.2 Costs of protection in six economies (data from the 1960)
tpercentage of GDP)

Brazil Malaysta Moo Pakistan - Philippines . Norway

Net allocative vost (U] -2 01 04 1o 02
Xoiethicienes phus ‘

mwnopols return 68 04 22 sS4 26 20
Total cont of protection 71 -OR 28 $9 ih ]

Source Bergsman (1974). Tabic |
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of magnitude are hardly convincing evidence that distortions arising from
protection really are significant.®

The general equilibrium approach to estimates of the cost of protection
has also been employed in recent years. Krueger (1984) summarizes the
types of models which have been used. stressing their demanding data
requirements and pointing out the econometric technigues involved. The
work of De Mclo (1978) on Colombia is frequently cited as an important
cxample of this approach. What 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 per cent of GNP. assuming a quota on coftec
exports and an upward-stoping labour supply curve 1o 11 per cent with
an optimal tax on cotfee exports. and the same labour market conditions.
11 a perfectly clastic labour supply curve is assumied. the cost of protection
becomes 5.8 per cent with the same coffee quota. and 15.8 per cent
with the export tax.** This is a very wide range. and illustrates the
uncertainty attached to exercises of this type.

The World Bank (1987) cites other studies that use this approach. One
study estimated the gain in GDP in Turkey in the fate 1970s from the
removal of its import quotas scheme as 5.4 per cent of GDP: another
tor the Philippines for the same period estimated thuat full liberalization
of foreign trade would increase GNP by just over S per cent.

The major point to stress regarding any attempt to capture the macro-
cconomic costs arising from an import protection system is that for most
countrics experiencing relatively high protection, free trade is no more
than a hypothetical situation, and little confidence can be placed in
projections for an cconomy which moves from a highly protected 10 an
open trading policy. It is significant that only by incorporating dynamic
factors, such as cost reductions due to lower X-inefficiency, can
quantitatively significant cost of protection estimates be derived, at least
in a partial equilibrium framework. However, these improvements are
only one possible scenario resulting from the removal of trade controls.
Thaose less optimistic concerning the benefits associated with freer trade
could construct an alternative with high-cost domestic producers closing
down, and the resources freed by their closure not finding their way into
dynamic export activities. In these circumstances it would be free trade
which introduces the costs, in terms of a loss of potential national income,
not protection. The difficulty is that once one allows for the central
importance of dynamic rather than static considerations, estimates of costs
will depend largely upon judgements concerning the viability of
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alternative growth strategies. Naturally. opintons differ on such broad
questions, and those sceptical of the merits of free trade are unlikely
to b¢ convinced by cost-of-protection calculations.

A more fruitful approach to the question of the impact of trade
distortions 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 fonger
limited to the home market. Exports can be held back in g number of
ways: twn of these — the high cost of non-traded inputs arising from
protection and the relatively higher incentives for domestic market ~ales
— 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 penalized the export sector.
through its effect on the domestic price of non-tradeables. As we have
noted earlier. higher prices of non-traded inputs imply an imphit tay
on the export sector which may more than offset any subsidies it recerves.
Greenaway and Milner (1985) provide data on the shift cocfficient in
a number of countries, where this can be secie as the proportion of the
growth of protection to importers that is passed on to exporters as higher
prices of non-traded goods. The simple average for the Latin American
countries for which they provide data is 67 per cent.*™ An important
point the authors bring out is that while 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 substitutability between non-traded and traded
sectors. In other words, governments cannot influence the shift coefficient
and thus cannot determine ex ante the real 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 exports
have responaded to the taxes on expurts that are implied. However, it
provides further evidence of anti-export bias.

There is evidence from a number of countries. much of which
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summarized in Krueger (1978), that non-traditional exports respond to
both export incentives and real exchange rate changes. Krueger stresses,
however, that the critical determinant of performince appears to be the
trade bias of a protective system, rather than the level of the exchange
rate; in other words what is of central concern is the relative levels of
incentives for sale in the domestic and export markets. Krueger argues
that what is required for successful export growth is the removal of a
bias against exports, and a zubstantial government commitment to prevent
the re-emergence of any such bias in future. This involves granting
incentives to exports equivalent to those afforded to domestic sales, but
does not, it should be noted, necessariiy imply a need to move to a free-
trade policy. Several of the successful expuert economies of the 1960s,
for example Japan, the Republic of Korea a:.d Brazil, maintained various
forms of import protection, while export growth was taking place. The
important point was that the incentives created by import protection were
offset by various combinations of export incentives and exchange rate
changes. Furthermore, discussions such as that of Krueger, and the earlier
work of Little, Scitovsky and Scott (1970) fail to allow for a possible
link between an initial stage of import-substitution-biased
industrialization, and later export success. Although the case still needs
10 be proved conclusively, it is possible that some of the successful export
economies were able to achieve rapid export growth as a consequence
of the production cxperience acquired initially in selling in a protected
domestic market. If this is the case the stark dichotomy between inward-
and outward-looking industrialization which is still present in many
discussions of trade strategy may prove to be a misleading oversimplifica-
tion ¥

Foreign exchange markets

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
preceding section. However, given the limitations of these models in
cc.nsidering the cost of intervention ir the foreign exchange market, 1t
is more appropriate to focus on the disincentive to exports implied by
exchange rate overvaluation. There is evidence from a number of studies
that implies that overvaluation and its associated policies held back exports
and thus tightened the balance-of-payments constraint on overall growth.
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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 required for 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. However a number of
qualifications must be made, as follows:

1. In many countrics the period over which the real exchange rate is
devalued is relatively brief. Often this follows in pant from the
inflationary consequences of devaluation itself ¥

. 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. ™

3. The depression of cconomic activity following devaluation varies

between countries, from periods of a few months to over a year.®
There are difficultics. 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
18 largely short-term, although it may still be a useful impetus for future
growth. There are none the less short-run costs likely to be involved
1o set against favourable trade and allocation cffects. These are chiefly
a higher rate of domestic inflation and some reduction in real expenditure
and activity. The type of economy in which these costs will be highest
will be where the propensity to import is high, import demand and export
supply are inclastic, and where labour’s resistance to real wage cuts is
greatest. These are clearly the cconomies where the favourable effects
of devaluation are likely to be weakest, or even negative.

Labour markets

Turning to the question of labour market distortions. some estimates exist
of the magnitude of labour and capital market distortions, in terms of
raising labour and lowering capital costs. Krueger (1984) reports data
from cight countrics in the 1960s and carly 1970s which show the degree
to which labour costs were raised relative to capital for the modern
protecters sector of the economy. Those data are given in Table 2.3. The
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Table 2.3 Percentage estimated distortion in capital and labour costs from
various sources’

% reduction in capital . .
% increase in

. costs due ©
% increase in wage/ rental
Country or area Year labour costs  Trade Credit  Othens ratio
Argentina 1973 15 8 9 na 33
Brazil 1968 27 0 4 na 3
Chile 1966—8 na 37 na na 37
Hong Kong 1973 0 0 0 0 0
Cite d'lvoire 1971 23 0 3 12 15
Pakintan 1961 -4 0 38 s3 10 316
Republic of Korea 1969 0 0 8 2 1
Tumsia 1972 20 30 6 na 87

Note: ‘Percentage changes refer 1o cosis in the “distorted” or protected modern sector
relative to costs 1 the rest of the economy.
Source: Krueger (1983), Table 7.1.

key figures are in the last column, and show the increase in the wage—
capital cost or wage—capital rental ratio for the protected modern sector
relative to the same ratio in the rest of the economy. It is difficult to
generalize on the basis of data from only eight countries, but it appears
that in only two. Brazil and Cote d’Ivoire, were the percentage distortions
in labour costs greater than those in capital costs. In two countries,
Pakistan and Tunisia. the combined effect of wage and capital distortions
appears to have been substantial. However, again it is unclear what
constitutes a significant level of distortion in cases such as this. Krueger
reports that efforts to estimate the level of employment in the absence
of distortions produced a 10 per cent increase for Argentina. 15 per cent
for Brazil, and as much as 271 per cent for Pakistan. The realism of
such projections is unclear, but even allowing for the fact that they refer
to once-for-all increase, and disregarding the Pakistan result as extreme,
the results for the other two countries are still substantial. *

As noted carlier there is now general agreement that scope for
technology choice. 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 arising from
the use of more labour-intensive techniques can be substantial. One of
the most comprehensive of these is by Pack (1980). and his results are
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worth noting. Pack examined the range of technologies in use in nine
manufacturing branches. and contrasted the characteristics of what he
identifies as the most economically apnropriate 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. This result depends upon the branches sclected for study.
but the nine chosen are all likely to be important. particularly for the
low-income developing countries.*'

However. this evidence on the scope for technology choice does not
demonstrate that particular labour or capital market distortions will be
sufficient 10 block the adoption of cconomically efficient technologics.
Squire (1981). for example. judges labour market distortions in many
developing countries to be a relatively weak influence on the level of
employment.

Squire tests for the effect of reductions in the minimum wage on
employment in both the formal and informal sectors, and in particular
on productivity in the iatter. 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 through a rise
in productivity. as workers leave to find formal sector cmployment.
Furthermore, simulations of his model for different demand and supply
clasticitics for labour show reduction in minimum wages to have relatively
little impact on total employment. although they can increase formal
sector employment substantially., if relatively high demand clasticiues
are assumed. ™

This type of evidence does not mean that in combination the cffect
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
oceur 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 availability of cheap credit to farmers may have a
significant negative effect on agnicultural employment in many countrics.,
duc to excessive mechanization.
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2.8 Empirical studies of capital market controls

Most empirical work has focused on attempts to estimate the impact of
interest rate controls on economic growth. Interest rates are generally
taken as a proxy for financial repression. and have the virtue. from a
research point of view, of being readily measurable. Various models
have been tested by their various suthors. Work has concentrated on
specifying a model 1 a testable form where data are available for the
variables used and then estimating the values of the coeffic. 2nts in order
to evaluate the impact of the rate of interest on savings, investment and
growth. The method of estimation used is invariably a form of least
squares regression analysis. Tests have been performed on a number
of countries over substantial periods of time. The main econometric
studies are summanzed brictly below . It should be noted, however. that
the regressions produce variable results in their correlation coefficient
and ¢-statistics and in the magnitude of their cocfficients. However, it
i difficult o do full justice to the studies in the hmited space available,
and interested readers are referred to the original texts, or o Kitchen
t1986). Fry (1988 and Gonsales Arricta (1988).

Fischer (198 1) estimated an investment function for forty developing
countries aver the penod 1960--72. He found that "domestic savings
transterred within the respective country had a greater influence upon
capital formation in countrics with low and stable inflation rates than
in vountries where rates of inflaton were h'gh and stable”.

The posttive ~ign of the cocflicient of the nomenal nterest rate and
the negative sign for the expedted inflation rate confirm repression
theories. Fischer estimated that the interest rate and the inflation rate
cach account for about 20 per cent of the change in the private domestic
investment tanio, but the bigeest influence s the inverse refationship
hetween public -cotor investment and private dJomestic investment. His
results support the notion that public sector insestment crowds out private
domestic iy estment.

Ery (1974 found that in Afghanisian changes in the real rate of interest
had a definite impact on growth. Abe ool (1977) found a positive but
aot very substantial relationship between savings and the real deposit
rate in s Astan countries. Fry (19784 looked at fourteen developing
countries i the ESCAP region and found that an increase in the real
rate of mterest did increase financial savings. The effect may not be o
ncrease fefal savings, rather, it niay divert savings from inflation hedges
to Ninancial savings. The effect, nevertheless i 1o increase the availability
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of loanable funds for invesiment. Fry (1978b) found that the real interest
rate had a positive effect on domestic savings and economic growth in
seven Asian developing countries over the period 196272 Fry
(1980) extended the analysis to cover sixty-one developing countries and
found that saving is affected positively by the real deposit rate of interest
and that credit availability is an important determinant of not only new
investment. but also of capacity utiiization of the entire capital stock.
He further estimated the cost of financial repression o be around | per
cent in economic growth lost for cach | per cent by which the real deposit
rate of interest iy set below its market equilibrium rate. Hanson (1980)
studied the impact of the change from positive to negative real interest
rates in Colombia in 1967 on savings. mvestment and growth and found
that they all declined as a result. In a fairly broad study of ten West
Alrican countrics. Leite (19821 came to the general conclusion that the
prevailing policies of low and stable interest rates are mappropriate.

Not all studies have obtained positive results. though. Galbis (1979b
in a study of nineteen Latin American countries. produced tnconclusive
rosalts. Brodersohn 11981) found a positive relationship between
liberalization of interest rates and savings in the Southern Cone countries,
but found that the impact on the demand for investment funds was
inconclusive or acgative. Vogel and Buser (1976) looked at the
relationship between real interest rates, savings and imvestmient in Latin
America; the results were again inconclusive,

Few empirical studies have been carried out o estimate the impact
of liberalizing interest rates atter such a reform has been implemented.
Sri Lanka, where interest rates were raised considerably after the ¢lection
in 1977, has produced two studies. Roc 11982) found that:

a large part of total investment s pot governed etther as o its Wtal

quantity or s allovation by locad interest rate conditions. Undesd present

imstitutional arrangements. the adnunistered interest rates could be set st
almost any level without atfecting the pattern of ivestment. Thus so
long as these arrangements persist 16 s impossible (o say what is the

correct” level of these rates. or whether “high” rates are preterable o

low” ones. (p 221

Khatkhate (1982), although only concerned with the pre-1977
liberalization in Sr1 Lanka. was of the opinion that negative real interest
ratcs had resulted in a shrinking of the supply of real loanable tunds.
leaving the demand for investment finance unsatisficd. However, in a
later, more comprehensive survey, Khatkhate (1988) finds that the real
interest rate has little or no impact on selected macro-cconomic variables
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such as growth of GDP. real financial assets, and savings and investment
ratios.

In Latin America, Galbis (1979a) found that liberalizing interest rates
ir the 1970s has been generally successful in Brazil. Uruguay and
Argentina, but not in Chile.

The Repulbic of 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 increased mobilization of cash savings. The effect was to
tighten 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 controls. Tight credit controls, if a
permanent feature of bank regutation, would self-evidently restrict
investment. and be contrary to the objective of interest rate liberalization.

In short. the bulk of the empirical evidence supports the main tenet
of repression theory, that hberalizing interest rates tends to increase
savings and investment. The significant number of inconclusive and
negative studics gives some weight to the qualifications we made in the
carlicr discussion of repression theory | that interest rate liberalization
may not be a sufficient condition for increased savings and investment,
and in seme countries it may simply not work. Gonzales Arrieta (1988)
adds further reservations, by highlighting data and methodological
shortcomings in the empirical rescarch.

Financial sector reform

In recent years an increasing body of ancedotal, or circumstantial,
evidence has arisen concerning the performance of the financial sector
in developing countries in financial mobilization and intermediation. This
issue was discussed by Kitchen (1986) and brought into sharp relicf by
the World Bank (1989). The performance of the financial sector has a
direct impact on the industrial scctor. However. detailed discussion of
the reform of financial institutions is beyond the scope of this book. But
there is little evidence that liberalization is harmful, and we would repeat
our carlier assertion, that the onus is on the supporters of repression to
justity the policy. and to justify the implication of repression, that savers
should subsidize borrowers.
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2.9 Economy-wide distortions

The preceding discussion has focused upon individual distortions more
or less in isolation from one another. However, it can be argued that
in a highly distorted economy a number nf important market signals will
be functioning wrongly and thzt in total the combined effect of these
distortions may excced the individual effects viewed in isolation. The
World Bank (1983c) attempted to meet this point by relating estimates
of the overall level of distortions in a sample of thirty-one developing
countries to their growth performance. on a cross-country basis.™ Since
this is one of the few attempts to quantity the overall effect of distortions.
it is worth discussing in some detail. There are major difficulties in
quantifying the degree of distortion in different markets. since one
requires a norm with which to compare actual prices. The World Bank
study was not able to compare market prices with accurate estimates of
shadow prices. The approach is 1o derive rough proxy estimates for
shadow prices in different markets. In all, seven distortions are considered
relating to the exchange rate, effective protection for manufacturing and
agriculwre, respectively, unskilled labour and capital, the rate of inflation
and public utility pricing. Using data from the 1970s countries are
grouped in high-, medium- or low-distortion categories, on the basis of
their distortion measure in cach market.

The growth performance of the thirty-one developing countries during
the 1970s can be considered in relation to their rating by degree of
distortion. The basic results of the study are summarized in Table 2.4;
countries are grouped on the basis of an overall distortion index into
high, medium or low categorics. 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-
distortion group had an annual average growth of about 7 per cent per
year during the 1970s, which is 2 percentage points above the average
for all countries in the sample. and 4 percentage points above the average
for high-distortion countries. 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 under
7 per cent per year, and the latter a growth of below 1 per cent.

Cross-sectional regression analysis relating GDP growth to the
composite distortion index was also applicd to allow for variations
between countries in the three separate groups shown in Table 2.4. This
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Table 2.4 Indices of price distortions and growth performance in

the 19705

Countrics by Annual  Domestic Annuai Annual Annual
ditortion GDP savigps—  growth of - growth of  growth of
group growth mwome ratio  agriculture  industny exports
Laow 68 214 44 91 67
Modm s7 178 29 638 iy
High 11 (K% 3 IR 32 07
Overall average 5.0 174 3o 6.1 3s

Note Al measures of performamce are simple averages tor the groups of
vountries involved
Source: World Bank (19830, Table 6 |

showed a significant negative correlation between the distortion index
and growth. On the basis of this evidence the World Bank (1983¢)
concludes that “in short the statistical analysis clearly suggests that prices
matter for growth™ (p. 63).

However, @ number of qualifications should be made as follows:

(D) There are several problems in quantifying the various
distortions across countries. The measures of distortion used do not
compare market prices with shadow prices, but only with proxies for
the latter. which in some cases are very crude; for example, market wages
arc not compared with shadow wages, nor are actual rates compared
with shadow cxchange rates. One can also add that measures of ERP
can vary substantally with the methodology adopted. and it is not clear
how directly comparable across countries are the ERPs for agriculture
«nd manufacturing 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 strength of the conclusions
of the study must be weakened.

(2) The regression results show the distortion index to be a
significant expianatory variable. explaining about one-third of the
variation in growth performance between countries. However, certain
countries grew more rapidly than predicted by the equation — including
the Republic of Korea, Brazil, Indonesia, Cote d'Iv ‘re, Egypt and
Nigeria — while others performed markedly worse than predicted —
includ’ng Ethiopia, Jamaica, Ghana and India. The World Bank (1983¢)
acknowledged that ‘many other elements. not least natural resource
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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).
This is quite clearly a reasonable conclusion, but once the importance
of other factors is allowed for. the primacy of price distortions becomes
open o question.

(3) Finally. perhaps the most important point s that a statistical
association between measures of distortion in an economy ., and growth,
obviously says nothing about causation. E-rlier sections of this chapter
have summanized many of the arguments which suggcest that distortions
will reduce both allocative efficiency and long-term growth. Protection.
for example, may shelter high-cost producers and create a bias against
exports. Similarly . technology choice may be biased in ar inappropriate
direction due to factor market distortions, snd specialization along the
lines of existing resnurce endowments may be hindered. Such arguments
suggest that causation runs directly from high distortions to low growth
However. the evidence is open to another interpretation. Some would
argue that in many developing countries growth is held back by various
structural nigidities. For example, lack of domestic entreprencurs and
skilled workers may make it difficult to increase domestic supply of many
commaodities in the short run; the inability of the government to raise
revenue may restrict the level of investment:. and export carnings may
be held back by external constraints ** In this view distortions can be
the symptom of structural problems rather than the fundamental cause
of low growth. It is interesting that the World Bank (1983c¢) finds the
exchange rate 1o e the single most significant individual distortion.
However, one would expect 7o ceonomy with what may be termed a
structural balance-of-payments prosiem — a small non-traditional expon
sector and a high propensity ¢ v_p.rt - to experience low growth, since
whenever incomes risc significantly the absolute increase in imports will
exceed the foreign exchange that the export sector can generate. Growth
may be curtailed for balance-of-payments reasons. To conserve foreign
exchange. such an cconomy may have to establish an import controls
system — incvitably raising the ERP granted to many producers — and
it may also experience a real exchange rate appreciation if structural
botticnecks create a higher rate of domestic inflation than in its trading
competitors. In such circumstances, low growth will be accompanied
by distortions, as measured by high ERPs and exchange ratc appreciation:
however, such distortions are not necessarily the underlying causes of




66 Prices and government interventions

low growth, which in this view lie in the structural characteristics of
the economy . One need not generalize this argument too far, since the
interpretation of the relation between distortions aini growth will be
determined by a reading of the constraints faced by particular economies.
There is no reason, however. why causation shocld always lie in a single
direction. In some countries, at some time. distortions as defined here
may contribute directly to poor economic performance. In other
circumstances, however. they may simply reflect more fundamental
structural problems so that removal of the distortions alone would not
be a long-term solution.

In terms of trade strategy there is evidence that several export-orientated
cconomics have performed more successfully than inward-looking
ceonomies over the last twenty-five years or so. The World Bank (1987),
for example. categorizes developing countries into the following four
groups:

(a) strongly outward orientated:
(b) moderately outward oricntated;
(¢) moderately inward oricntated:
(d) strongly inward orientated.

Data are given on aspects of average performance in cach group. and

Table 2.8 summarizes some of these for the two periods, 1963—73 and
1973—85.

Table 2.5 Performance of developing countries and arcas grouped by
trade oricatation”

Average annual growth Average annual growth
of real manufactuning of GNP per capita %
value added %

(963-73)  (1973--85)  (1963-73)  (1973-85)

Strongly outwand oriented 5.6 10.0 6.9 59
Muderately outward -oriented 94 3.0 5.0 20
Maoderately inward-onented 9.6 5.1 4.0 2.0
Strongly inward-orieated 5.3 RN I.6 -0.1

Neste: 4See source for countrics and arcas covered. Group figures are averages
weighted by cach country’s share in group total
Source: World Bank (1987, Table 5.1 and Figure S.2
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It can be seen that the first group of more outward-looking countrics
have clearly been the most successful economically. However. it is worth
remembering that this is a small group of only three countries and areas
~ Hong Kong, Singapore and the Republic of Korea — whose
achievements are well known, but whose comparabiiity with other
developing countries can be questioned. At the other extreme. the group
of strongly inward-looking countries have done poorly in both periods.
This group contains countries like Argentina, Ethiopia. Ghana and
Nigeria. with major economic difficulties. What is less clear. however.
is the conclusion to be drawn from the comparison between the two
moderate groups. Here performance is much closer between the inward-
and outward-orientated countries, and in the later period the former have
cven achieved a higher rate of manufacturing growth. Since the
moderately outward-looking group have made less use of direct controls
than the moderately inward-looking countries, this is not evidence that
supports the general case that controls inevitably result in lower growth
than policies based on prices as a means of resource allocation. None
the less. what emerges clearly from Table 2.5 is that the inward-looking
countries that discriminated most against exports have done poorly in
growth terms since 1963.

As a quabification to the analysis in World Bank (1987). it is significant
10 note that in the groupings of Table 2.5, outward-orientated economies
on average have significantly higher income per capita than inward-
oricntated cconomies. Higher growth in the former group could therefore
simply reflect the fact that poorer countries find it more difficult to grow
than do countries at a higher income level: the famihar vicious circle
of poverty and cumulative causation arguments (Singer 1988).

In addition, there is evidence from several econometric studies that
in the poorer developing countries, particularly in sub-Saharan Africa.
the degree of export orientation is not a significant variable in explaining
growth performance (for example, Michacly 1977, and Helleiner 1987).
In other words, while measures of export orientation gencrally prove
significant for samples of middle-income developing countries, this is
not the case for those below some minimum threshold level. This evidence
questions the universal applicability of arguments relating to the efficiency
and growth-promoting cffects of an outward trade orientation.

This scction has gone in some detail into the empirical evidence on
the significance of price distortions, and it is necessary to draw together
some conclusions from the, often ambiguous, data considered. The most
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important gencral point is that the economic consequences of the sets
of market prices prevailing in developing countries do appear to matter.
although getting prices right is clearly not the only issue. There is
cvidence that the relative prices prevailing in many developing countrics
often bear no clear relation to government objectives. and that in some
circumstances the eftects of prices may operate 1n direct contradiction
to certain objectives. In terms of the specitic comequences of market
distortions, it appears that protection of import substitute industries has
sheltered high-cost producers, and in some instances pulled resources
into non-prionty arcas. Perhaps most sericusly | incentives for domestic
production have otten not been matched by incentives for export. which
has hindered the growth of exports. Regarding the etfect of labour market
distortions, their impact on employment growth is unclear, although in
certain sectors emplovment may have been negatively aftected to
substantial degree. Finally, domestic savings in several countries do
appear to he responsive o 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 tactor which
can explain the wide variation in growth experience between developing
countries. However. there are strong grounds for arguing that prices have
asufticiently important role to warrant consideration of ways of reforming
preee-setting provedures. It resource mobilization and allocation decisions
are responsive to price changes. then one can argue that decision-takers
should be forced to cxamine whether prices currently ruling in key
markets of their economies are appropriate, in the sense that the eftects
created by these prices, in terms of either resource use or income
distribution, are in hne with government cbjectives and priorities. The
rest of this study considers how to reform policies in order to improve
the structure of prices specifically in the manufacturing sector,

Notes

. This chapter draws on mates al from R. Kitchen and J. Weiss (1987) “Prices
and  government interventions in developing countries’, Industry and
Development. no. 200 and Weiss (1988).

2. One can also distinguish between distottions created by government policies,
and those resulting from market conditions, tor example monopoly . Corden
(1974 uses the term distortion to refer to the effeats of government
intervention, describing the effect of market conditons as a “divergence”
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There is a substantial literature on the definition and estimation of shadow
prices: see, for example. UNIDO (1972), (1978). (1980). Little and Mirriees
(1974) and Squire and van der Tak (1975). Where governmeats are interested
in objectives other than allocative efficiency the measurement of opportunity
costs will have t be hbroadened to cover the effects on these wider objectives.
See Litle (1982) r . .. 1ssion of the onigins of cost—benefit methodology
as applied to dew - countries.

In terms of the prev... s examiple. this implies that the balance of payments
may be controlied by a mixture of the exchange rate. guota restrictions,
tariffs and internal demand management.

The term efficiency is ambiguous, since it must be refated to the achievement
of particular objectives. In this section, efficiency s used in the sense of
allocative efficiency: that is. the extent to which income is maxumized from
the utilization «f existing resources. Dynamic and  distributional
considerations are introduced in later chapters.

Here the initial distortion will be the difference between the valuation of
the commodity by the government and the valuation by private consumers.
Major empirical works on shadow pricing include Lal (1980) on India. Scott.
MacArthur and Newbery (1976) on Kenya, and Powers (1981) on several
Central and Latin American economies.

Balassa has been the pioneer in this area: see. for example, Balassa (1971)
and Balassa (1982).

The term comes from Timmer er al. (1983).

In this statement and elsewhere in the discussion the deviation of domestic
from world prices due to domestic transport and distribution costs 18 ignored.
Strictly, this assumes that export demand is perfectly elastic (the small-
country assumption), so that exporters have no problem selling more: at the
prevailing price, and that competitive production conditions prevail
domestically.

See, for example, Bhugwati (1978). This point of the relative effects of
tariffs and quotas is explored further in the discussion of policy alterpatives.
Krueger (1974) points out that real economic resources may be wasted by
firms or traders wishing to obtain access to licenses or other documents
necessary under a system of direct cconomic controls (rent-sceking).
We have already seen how market interventions through tariffs, taxes and
subsidies will influence this ratio.

The ERP formula for branch j is

. r/ - T:'“l]
KR,

"

where 7, and 7, are the noninal rates of protection on output ;7 and input
1 rg\pccn_\d): ay,, gives the input of 1 per unit of  at world prices. and world
prices of y and i are normalized to equal unity.

It can be shown that FRP, can be rewritten to gine the ratio ot the
additional value added arising from protection o value added under free
trade o that
VADP, - VA wp,

FRP, VAWP,
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16.

20.
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where VADP, and VAWP are value added at domestic and world prices
respectively.

Corden (1971) provides a comprehensive study of the theory of protection.
A simple numerical example may illustrate the extent to which nominal and
cffective protection rates can differ. There are three goods produced under
protection - 8 and C. Nominal rates of tariff are 40 per cent for A,
20 per cent . and 10 per cent for C. For simpiicity it is assumed that
cach goud rey res only one produced input B. and that B is 50 per cent
of the value of output at world prices in each case. With these assumptions
the ERP measures will be 60 per cent for A, 20 per cent for B and zero for C.

In comparison with the nominal rates the ranking of products has remained
unchanged. but the relative degree of incentive has widened substantially .
C recerves no net protection and A’s effective protection is 50 per cent greater
than its nominai rate.

. Balassa (1982) finds the rankings of branches by nominal and effective rates

of protection to be significantly correlated in some countries. He argues.
however. that ERP measures will be much more effective in predicting the
absolute size of resource shifts arising from protection. The implication is
that in some countrics nominal rates may be useful in predicting the direction.
as opposed to the magnitude of resource shifts.

. Little, Scitovsky and Scott £1970) pointed to the bias within manufacturing

against production of capital goods.

. Formally the DRC ratio for activity j is

C = SIVU
DRC, = IVA,

where s, is the shadow price of domestic factor i; V,, is the amount of factor
i required per unit of output j; and /VA, is the international value added
in j. From this definition it follows that ERP and DRC measures will be
cquivalent i market prices rather than shadow prices are used in the DRC
measure.

Bhagwati (1978) surveys some of the evidence on DRCs: see Chapter S.
pp. 82-126.

Estimating the appropriate exchange rate for an economy is by no means
straightforward, however. For various theoretical approaches see. for
example. the papers in the symposium Oxford Economic Papers (1974).
Bhagwati (1978) points out that, theoretically, a wide range of DRCs need
not inevitably imply resource misallocation. A producer with a low DRC
at present may fun into increasing costs, for example. or alternatively face
4 falhing output price if his production is expanded. Both effects would raise
mix DRC ratio. Also Wart (1983) points to the limitations of ranking by
DRC ratios.

Balassa (1982) uses the definition of

‘ VADP, - VAWP,

ERS, - -l o
1 VA W/)’

where VADP, i+ the value added 1n j at domestic prices adjusted for
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subsidies and, as before, VAWP, is value added at world prices.

The subsidies included in the estimates are for credit and tax payments.
The incidence of the subsidy has to be estimated fairly crudely however:
see Balassa (1982), pp. 9—19.

This appears to have been the case in Taiwan Province, and to a lesser extent
in the Republic of Korea.

Agarwala (1983) surveys ERP estimates for agriculture and manufacturing
for a number of countrics. and finds twelve where the average ERP for
agriculture was negative during the 1970s.

Balassa (1974) provides formulae for the calculation of the shadow 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 part on the view that export responses
will be slow to emerge: see Taylor (1981) and Krugman and Taylor (1978).
For an example of this approach in Jamaica. sece Weiss (1985).

For example. it figures in the article setting out the famous *Lewis-model”
for a labour surplus economy; see Lewis (1954).

The argument must be qualified. however, since under certain circumstances
long-run growth of both employment and income could be greater with
capital-intensive rather than labour-intensive techniques. Sen (1968) provides
the classic discussion of these issues.

Sce Stewart (1977). White (1978), Pack (1980) and Fransman (1985) for
surveys of the literature.

This abstracts from differences between market and shadow wages due t6
differences between domestic and international prices; see. for example,
the discussion of skilled labour in Powers (1981).

High-wage economics where government stervention has been important
are listed as the East African countrics, plus Nigeria, Puerto Rico, Colombia,
Sri Lanka and Pakistan. It is noted that in many mining-based economies
the initial impetus towards high urban wages comes from the foreign mining
companics; see Squire (1981), pp. 129-30.

Interest rate floors on deposit and loan rates arc also encountcred
occasionally, but they have not been taken into account in the analysis here.
As an illustration of methods of interest rate controls, Galbis (1979a) found
that seventeen out of nincteen Latin American countrics studied had imposed
interest rate controls at some time during the period 1967 —76. Interest rate
ceilings on deposits were encountered in fourteen countries, of which five
were comprehensive ceilings and nine partial ceilings. Thre : 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 financial assets
and liabilities.

The argument assumes that the interest rate is the main determinant of the
investment rate 1 a given period. This, of course, is questionable and other
important determinants include the expected rates of growth and inflation,
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the level of excess capacity at the beginning of the period, and ali the other
factors which make up that elusive concept. business confidence.

Of course there will always be a margin between bank borrowing and tending
rates. but this is ignored for ease of exposition.

None the less. 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.
The literature on the impact of foreign capital inflows on domestic saving
efforts has been summarized recently by Dowling and Hiemenz (1983). for
example.

For a brief exposition of the approach, see Corden (1975). I should be
noted that a number of qualifications may have to be made to the simple
definition of producer and consumer costs given above. In particular, the
expansion of exports associated with 2 move to free trade must be allowed
for. This expansion may have a negative terms-of-trade effect if international
prices for exports fall, and may also encounter rising production costs if
there are diminishing returns to scale. On the consumption side. if domestic
prices of exportables rise with the move to free trade. this will create
consumption costs of free trade to offset the removal of the consumption
costs associated with protection.

Bergsman (1974). X-inefficiency refers to production at costs above the
minimum attainable due to lack of competitive pressures: see Leibenstein
(1978).

Itshould be noted that Balassa amended Bergsman's calculations to produce
somewhat higher figures, including 3.7 per cent for the Philippines. 6.2
per cent for Pakistan and 9.5 per cent for Brazil. Balassa (1975). p. 156.
These results are cited by both Krueger (1984) and Balassa (1982).
Bias can be expressed simply in quantitative terms as the ratio of domestic
to world prices for importablcs over the same ratio for exportables; therefore
bias exists where

B = 1.

DP,, | WP,,

~ DP WP,

wherc B s the measure of bias; DP,, and DP, are the domestic prices of
importables and exportables respectively: and WP, and WP, are the world
prices for importables and exportables respectively. Anti-export bias implies
B> 1. and pro-export bias B<|.
The shift coefficient is derived tfrom the equation

P!‘ SARTURLN ,_,'ﬂ-.

Y P,
where 3 denotes changes. and Py, P, and P, are the prices of non-
tradeables. exportables and importables respectively: and w iy the shift
coefficient. See also Greenaway and Milner (1987).
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This possibility is touched on by Diaz-Alejandro (1975) and Findlay 11975).
Sce abo Weass (1988).

The briet peniod of real depreciation s tliustrated tor several countries
Krueger (1978).

Warr (1984) survess this evidence and contrasts 2 with the Indonesian
experience.

See Couper (1971,

The percentage increases i employment reter to the protected sector oniv
e Krueger (1988 p 857 Barlier esimates tor Pakistan by Guisinger s 191
put the possible additions! employnient anising from the removai of
distortions at rather less. However exervees of this tpe are pencralls highly
sensitine o assumed demand and suppis clasticities

Pack (1980) detines coonomically appropriate as the technoiogy which
generates the highest net benetit e apatad ratio af market prices His nine
branches cover a range of industrial processes and represent a variets of
technical nigsdiies  see Forssth er al (19%2) tor o clasaitication of
nnutgctunme activatics by ther technicad propertics

Squire CEOXDy pp 1260 80 High demana chasticties are detined here as
wreater than 2 0 Squire notes that cmpinical extimaces ot unsbaied labour
demand elisticities are trequently tound to he 1.0 or less. and it this s the
cane. the employment citect of the remosal of nunimum wage legislation
s small even o the tormal sector. Berry and Sabhot (197%) abso take the
view that the cost ot Tahour market impestections s not great

Guovannt (1983 re estimated Fry s equations tor the same countries over
adifterent peniod troughly the 19701 i order 1o try 1o test the robusiness
of Fry’s results He tound an insigmficant relatonship between demestic
savings and the real inferest rate, concluding: “Senous doubts are cast on
the view that the interest elasticty of savings s sigmibicanthy positive and
casy 1o detect i deseloping countries. ™ ip. 603 )

The detinled research upon which the analysis in the World Development
Report TOK3 o based v i Agarwala (1983 which gives detabs of the
procedure adopted

Werss (198K) surveys structuralist and  competing perspectises on
industriaiization
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Commodity prices and
government objectives:
a five-stage framework

The preceding chapter considered in detail the evidence on prices ina
number of markets across a range of developing countries. The general
conclusion is that prices very often fail to reflect the economic value
of resources or commaodities. In other words, the market prices at which
transactions take place do not capture the economic benefits of producing
outputs. or the cconomic cost of using inputs. Given this situation, two
important and complex questions are: at what levels should actual prices
be. and what mechanisms shouid 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 cconomic 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 the
type of government interventions discussed in the preceding chapter are
generally  undesirable, this does not mean that all government
interventions in the price system are incvitably so. Following the
distinction of Agarwala (1983) onc can have interventionist price policies
that arc not distortionary.

The question of the set of relative prices that a government should
aim for cannot be answered in isolation from knowledge of government
objectives, relevant resources 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 consudered in chapters 2 and 4. If what is conventionally termed
“allocative efficiency” is the only objective — in other words if the only

74
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aim is to maximize the national income that can be obtained from a given
level of resources — there are a number of weli-established guidelines
from the cost—benefit literature that can be used to determine economic
values.' The normal policy recommendation 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 commaodities and
resources. The guidelines can be summarized briefly. as follows:

1. Prices in the markets for capital, labour and foreign exchange should
cqual the opportunity costs of these resources to the cconomy.

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.’

It 1s obvious, however, that most governments are concerned with more
objectives than the pursait of allocative efficiency alone. These additional
objectives will have to be allowed for if one is to devise an appropriate
framework for price reform. It s important to consider what type of
objectives could lead to recommendations that market prices should
diverge from the cconomic values noted above. Some or all of four
objectives. in addition 1o allocative etficiency. are likely to be important
tor most governients. These can be listed as: public revenue objectives:
dynamic  cconomic  objectives:  selfsufficiency  objectives: and
distributional objectives.

3.1 Public revenue objectives

A key concern of most governments is o faise revenue to cover their
vapital and recurrent expenditures. A major source of tax revenue in
developing countries is commaodity taxation and, in general, developing
countries obtain a significantly higher proportion of their taxation revenue
trom such taxes. and a significantly lower proportion from taxes on
incomes and profits, as compared with industrialized cconomices. Further,
there is a clear trend that the poorer the developing country the greater
the share of commadity 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 cconomies, and the
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weakness of the administrative system of tax collection, that make it easier
1o 1ax commodities as they enter or leave the country. For example. in
1982, from World Bank figures, low-income developing countries
collected 20 per cent of total government revenue in the form of income
and profits taxes, as compared with 28 per cent for middle-income
developing countries. and 38 per cent for industrialized developed
economies. Further, tor commodity taxation, taxes on international trade
were 25 per cent of total government revenue in low-income as compared
with 12 per cent in middle-income developing countries, and only 1 per
cent in industrialized economies.’

Most governments will have a target amount of taxation they wish to
raise from taxes on commodities. 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 the scope for borrowing
and the greater 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 commaoditios to raise revenuce.
market prices and economic values must diverge by the rate of taxation.
This divergence need not apply in relative terms. however, if a unitorm
rate of taxation s applicd to all commaoditi-s, and initial pre-tax prices
cqual economic values. 1t s the refative price of commoditics that matters
tor resource allocation decisions, and the merit of & uniform tax system
18 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.

3.2 Dynamic objectives

Some governments may not wish to accept the pattern of output
determined by considerations of allocative efficiency. The latter can be
scen as short-term, reflecting the extent to which domestic production
s currently internationally competitive. However, some governments
may have a fairly long-term planning horizon, and may wish to identity
and support industries which, although currently uncompetitive, have
the potential for long-term productivity growth, through learning effects
and technical progress. This 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
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competitive.* The case for selective protection has alwo been made in
terms of the external benefits generated by intant producers that sumualate
activity in other branches of the economy and thus add to the econonuc
profitability of protection. It should be noted. however. that a fall in
costs of production over time. or even the achicvement of international
cost competitiveness, is not a sufficient condition for supporing infant
industries. Support tor these industries can be viewed as a form of scial
investment with short-run costs — when domestic output is more
expensive o produce than the price of competing imports — to be oftset
against longer term benefits. when costs fall below import prices.
Justification of support tor 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 tull discounted
value of benefits relative e costs i the fong 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 never reached tull matunty and become cost-
compentive.* On the other hand, however, there is lizle doubt that some
povernments have intervened successtully in their econonuies, have been
able 1o “pick winners’. and have encouraged infant industries with
considerable success. The two most notable examples are Japan and the
Republic of Korea, although in both the speed at which different industries
have reached maturity, and therefore the time required for protection
tave varied considerably.® The well-known statement on Japanese
medustrial strategy n the 19508 from the then Vice-Minister of the
Ministry of International Trade and Industry (MIT) is worth repeating
here, since it expresses very clearly the dynamic objectives inherent in
government policy at that ume.

MITI decided o establish 1o Japan industnies which require intensive
cmployment of capital and technology . mdustries that in consideration of
comparative costs of production should be most iappropriate for Japan
From a short run static vicwpont, encouragement of such industrics
would seem o conthict with cconomie rabionahism But trom a long.
range siewpoint these are precisely the industries where income

clasticnty of demand s high, technologicil progress i rapid and Labour

productiviy rises tast (OFCD (9721 p 1S)

This is not to sugpest that Japan and the Republic of Korea provide a
dircct model tor all descloping countries to follow . but sumply that well-
planned, selective protectionist interventions based on dynamic con-
siderations have successtully fostered competiive industries in these
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countries. With this experience in mind, it is wholly rational in economic
terms for governments to consider selective interventions based on
dynamic objectives.

An aim of industrial policy, then, 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” while choosing industries for special
support is clearly complex and cannot be discussed here in detail.
However, it is worth noting that in the context of devcloping countries
such dynamic industries are likely to have the following three main
characteristics:

1. Their initial cost disadvantage in relation to imports is not too high.

. They are not too dissimilar technologically from some existing
industries. so that experience gained in other activities can be used
cffectively in the new industries, and technological similarity will
allow experimentation and technical progress.

3. The international technological frontier in these industries is not
moving too rapidly, so that technical progress abroad does not make
it impossible for new industries in developing countries to catch up.
This requirement will probably limit these industries to relatively
traditional activitics or to those based on newer mechanized
engineering technology as opposed to more complex electrical,
chemical and electronic technologies.’

t3

Once a choice has been made, there are alternative ways of supporting
dynamic infant industries. Economists” normal recommendation has been
to subsidize where possible — described as industry promotion — as
opposcd to protection from import competition, through tariffs or quota
restrictions. The merits of these alternatives are discussed in Chapter
4. 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 lewer such
divergences.

Use of import controls to protect selected industries implies that
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domestic prices for those traded goods will diverge from world prices.
Where import tariffs are used domestic and world prices will differ by
the extent of the tariff. However, as noted earlier, 2 uniform rate of tariff
wiil 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 bear little relation to prices on the world
market. It should be noted that where industries are supported through
producer subsidics. the degree of divergence of domestic from world
prices for traded goods will be determined by the way i which the
subsidies are financed. Again, a uniform tax on all commodities will
allow relative domestic prices to be determined by world prices.

3.3 Self-sufficiency objectives

Just as governments may wish to encourage key industries on the basis
of the potentizd they ofter for such factors as productivity growth.
learning, technical progress and cxternalitics, so there may be other
industries judged important for national economic or political security.
The essential or strategic characteristics of the goods produced by these
industries are such that governments may feel that domestic production
is justified regardless of cost considerations. In other words the goods
concerned are too important for their supply to be left to the vagaries
of an uncertain world market, where availability and pricc may vary
considerably. In this view any higher costs incurred in producing the
goads domestically more than offset the risk of dependency on imports,
and production becomes justificd on grounds of self-sufficiency.

Many cconomists have a natural suspicion of self-sufficiency
arguments, and argue that in many instances they can lead to not only
high-cost semi-autarkic strategics, but also a 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 sces self-
sufficiency in various types of farm equipment as an important objective,
this can create another, perhaps more serious, form of dependence on
the world market, if the local cquipment is not sufficiently productive
to ensure adequate domestic food supplics.
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None the less, for many governments self-sufficiency in a particular
line of activity can be an important objective. If this is the case it is clear
that the sont 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 divergences
between domestic market prices and economic values which can arise
from the treatment of dynamic industries will also apply for industries
supported on self-sufficiency grounds.

3.4 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. nationalization and appropriations, denationalization,
income and wealth taxes and welfare payments. The manipulation of the
price system can also play a role, since prices of particular goods can
be ser 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
patierns 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 goads or to have more to spend on other things. Such a pricieg
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 cconomic values. On the other hand, on
distributional grounds governments may wish to imposc higher than
average indirect taxation on those goods consumed predominantly by
the rich. This implies differential rates of indirect taxation of commaoditics
on the basis of the income levels of their main consumers. The implication
of using the price system as a means of affecting real incomes is that
it will clearly he necessary to create a further wedge between market
prices and cconomic values and this will involve differential rates of both
subsidies and taxes.

It is worth noting thai income-distribution measures aimed at helping
the poor may also be achieved by means of welfare payments. Such
payments do not directly influence the prices of goods and services, but
only the capacity of individuals to purchase them. Welfare payments are
less dircetly targeted in that they leave the choice of how to spend the
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payment to individuals. whereas a subsidy system is targeted at a narrow
range of goods only. and individuals can only reap the benefit of the
subsidies by purchasing these goods.

3.5 A five-stage framework

Given this range of government objectives and the possibility of using
the price system as a means of meeting these objectives. what guidehines
can be identificd it one is to attempt to establish a set of domestic prices
that broadly reflect government objectives? The discussion in this chapter
s concerned with mterventions that affect the prices of commaodities.,
primarily domestically produced tradcable goods — that 1s. goods that
are cither import-competing or potentially exportable. The majority of
manufactures fall within this category for most countries. For these
goods, where the quality of domestic and foreign products are
comparabie. and where imports are not subject to quantitative restrictions.,
domestic prices will be determined by world prices plus the effect of
domestic taxes or subsidies on trade.* The question regarding domestic
price determinaton for these goods therefore becomes one of how to
intervene most eftectively with taxes and svbsidies on foreign trade.
Alternative interventions to influence the prices of domestic tactors of
proxduction and foreign exchange pose somewhat differeni problems and
are considered separately in the following chapter.

There s a vast and often complex literature on the theory of optimal
pricing and taxation, and the discussion here oversimplifies some issues
to derive the sort of relatively simple framework necessary as a guide
to policy. The aim is 1o 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.

[tis important to stress that the framework is sufficiently flexible to
allow differing degrees of intervention depending upon government
abjectives. It is clear. for example, that governments wishing to promote
large numbers of dynamic industries and having strong income
redistributional goals would intervene far more than governments wishing
to follow existing comparative advantage and having only a limited desire
to influence income distribution.

In this chapter the discussion is of an “idealized’ set of interventions:
it is idealized in assuming that one starts from scratch in designing
interventions in an cconomy hetfore all the real world distortions
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considered in Chapter 2 have been introduced. One moves from a non-
distorted starting position through a sequence of stages. with each stage
representing a different government objective. Furthermore. while there
will always be different ways of meceting 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 opposcd to desirable, policies is pursued in the following chapter.

This framework should be helpful. both in iilumiuating the theoretical
issues involved in designing a set of tax-subsidy interventions and also
in distinguishing between differeni objectives and their consequences for
price policy. However, given its stylized nature, the framework can only
be a starting point for a discussion on policy reform. In the real world
one cannot abolish the status quo overnight, and one must design policy
changes in the light of the circumstances in which one hegins the reform
process. The five-stage framework should help to clarify what a
government wishes 1o achieve in terms of price policy: however. the
precise route one takes to reach this goal cannot be discussed in isolation
from the starting position and the constraints on reform operative in the
cconomy concerned. The question of the implementation of price reforms
is discussed in Chapter 5.

The five-stage framework linking prices and objectives can be
summarized bricfly as follows:

Stage 1. Allocative efficiency pricing. Here prices should cqual
cconomic values, deffned as the opportunity costs to the
cconomy of the commodities or resources concerned.

Siage 2. Public revenue adjustments. Here taxes are added to economic
values 10 cover revenue requirements,

Stage 3. Dynamic adjustments. Here it will be necessary to pro.moie,
or if this is not possible, to protect. key industries with dynamic
potential. Where promotion is used this will involve differential
subsidies, or, with protection. differential import dutics.
Self-sufficiency adjustments. Here industries are singled out
for special treatment — promotion or protection - on self-
sufticiency rather than dynamic grounds. The policy
intesventions will be similar to those at stage 3.

Stage S, 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 invoived.
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It is necessary to consider the tax-subsidy interventions at these different
stages in some detail, in order to illustrate the principles involved. The
discussion will move through the different stages in sequerce.’

Stage 1. Allocative efficiency pricing

The principle here is that domestic market prices should be such that
they reflect the economic opportunity costs of all resources and
commedities. Following the guidelines noted earlier from the literature
on cost-benefit analysis, this implies the following:

. The official exchange rate equals the shadow exchange rate.

. The interest rate equals the opportunity cost of capital.

. The market wage for labour equals the shadow wage.

. Domestic prices for traded goods equal their world prices converted
at the new exchange rate.

5. Domestic prices for non-traded goods equal their long-run marginal

opportunity costs of production.

w19 -

Some of these prices can be established by frecing markets and allowing
market-clearing prices to emerge. However, with goods where there is
a monopely of production. import, export or distribution, the process
of “frecing prices’ may noi be adequate to equate domestic prices with
world prices. Also. for wages this scenario may be both unlikely and
undesirable, since it would often 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 chapter. '
For manufactures, being tradcable goods, therefore, the recommendation
at stage | 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 2. Public revenue adjustments

Given that governments have 1o impose indirect taxation, what principles
should govern the rate at which it is levied? From an allocative efficiency
viewpoint the two following propositions are normally stressed:
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1. Domestically produced goods and imported goods should be treated
equally.

2. A uniform rate of indirect taxation should be imposed on all
commodities.

Proposition 1 is to allow consumers access 10 imports on equal terms
with domestic procuction. Under competitive conditions this will ensure
that domestic production of import-competing goods is expanded only
to the point at which the domestic marginal cost equals the world price.
Proposition 2 is to avoid discrimination between difterent branches and
producers so that all have equal incentives to expand production.'! The
conditions required by | and 2 are met if government revenue from
commaodity taxation is raised by an indirect 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 tarift, but ensures that domestic producers do
not receive this price rise. since they are subject to an indirect tax. at
the same rate as the import tariff. This system is equivalent to a uniform
sales tax on consumers imposed equally on all goods, both imports and
domestic 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
trom commadity taxation and the projected impact of higher tax-inclusive
prices on consumer demand.

This non-discriminatory uniform system has significant implications
for the protection granted to domestic producers in relation to foreign
competition. The nominal rate of protection will be zero. since the
protective effect of the tariff on imports will he fully offset by the indirect
tax on import-competing domestic production. However. under this
system producers who use imported or domestically produced importable
inputs or capual goods would face prices above world levels o the extent
«f the import tariff. Thev would therefore experience negative etfective
protection. To avoid this penalization of tradeable goods production by
the tariff system one would have to exempt all intermediate and capital
voods from the eniform tanft. For equabity of treatment domestic
producers of import-competing intermedsates and capital goods would
also have to be exempt from the domestic indirect taxes.

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
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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 taniff or tax rate which would
be determined by government revenue objectives — both by its total
requirement and by how much it wished to raise from commaodity. as
opposed to otl-cr. 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.

Taxing domestically produced consumer goods at equal rates with
imports can be done in various ways. The main possibilities are as
follows:

(1Y A manufacturing level sales tax (or producer tax) is a tax
raised at the producer level, and acts as a tax on consumption; it is no:
uncommon in developing countries. It should be accompanied by a
paraile! and equal sales tax or tariff on imports. if domestically produced
and imported goods are to be treated cqually. When the tax is imposed
on manufacturers of consumption goods it acts as a tax on final
consumers. and no distortions are created. But when it is imposed on
manufacturers of intermediate goods it will, like turnover taxes, “cascade’
through subsequent users to the final consumer, resulting in accumulated
taxes on the final consumption good, with distortionary effects. unless
the intermediaries are able to draw back the tax. Therefore if the cascade
effect is to be avoided. drawbacks {or rebates) should be available. The
alternative of making intermediaries exempt from tax runs into difficultics
with products which are both intermediates and final consumption goods.

{2) A retail level sales tax is generally broader in scope than
a manufacturers’ tax, as it also covers services and distribution. It captures
all the valuc added in the final sale. and captures imported goods.
However, if domestically produced and imported goods are to be treated
cqually, the retail level sales tax would replace tariffs.

(3) A value added 1ax (VAT) is a general sales tax with drawback
available on all transactions hefore the final sale to the consumer. The
drawback avoids the cascading cffect of taxes which one gets, for
example. with the manufacturers” level sales tax. Goods destined for
domestic sale, whether locally produced or imported are subject to VAT,
goods destined for exports arc not. A VAT, thercfore, automatically
offers drawbacks on purchases of intermediates, and on exports. In
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principle, therefore. a value added tax acts as a tax on final consumption.
with complete exemption for intermediates and exports. It avoids ail the
distorting effects created by other taxes which do not have tull drawback
systems.

From our standpoint. the major impact of using a retail level sales
tax or VAT as the major source of revenue from commadity taxes means
that tariffs would no longer be regarded as major revenue producers.
They could then perform the single function of ol to provide protection
and incentives.

Stage 3. Dynamic adjustments

A system of zero effective protection gives no special encouragement
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
taxction. However. governments will not be satisfied with an equitable
treatment for all industries, it some are to he encouraged on dynamic
grounds. Theoreticatly. all interventions to support such industrics should
be “made to measure”. ' In other words, policies should aim to provide
the dynamic activities with sufficient support to generate a4 minimum
acceptable rate of return. Since the degree of support required will vary
with the extent of the current cost disadvantage of the industries
concerned, interventions 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 level.

As we have noted carlier the gencral theoretical recommiendation is
that. where feasible. dynamic industries should be promoted by subsidics
— which will have to be at differential rates — rather than protected
by import tariffs.'* The merits of these alternatives are considered in
more detail in Chapter 4. Here it should be noted briefly that subsidics
are recommended chiefly on the grounds that: they do not differentiate
between domestic and export s2ics, and therefore have no anti-cxport
bias; and 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
burcaucracy. |

If. for the purpose of the present discussion, we assume instizlly that
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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 o have
dynamic long-run effects. and these can be financed without the need
for extra commodity taxation. domestic prices for traded goods will
remain unchanged trom those set at stage 2. However. if the subsidy
scheme affects a significant number of producers, additional revenue
from commaodity taxation may be required. This would necessitate an
increase o the uniform rate of import tariff and excise duty on consumer
gouds. The key dificrence between stage 3 and stage 2 is that production
incentives offered to traded goods industries are now o longer uniform.
The cffective rate of subsidy (ERS) rather than the effective rate of
protection (ERP) becomes the relevant measure of net incentive. for
industries given special treatment.'® However. since the prices of inter-
mediate and capital good inputs remain unaffected by the adjustments
in stage 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 option. '
However i Targe numbers of dynamic industries are identified for special
support it may not be possible to either finance or administer the system
of made-to-measure subsidies required for their promotion. In these
circumstances an alternative which could involve fewer subsidies would
be to introduce ditferential import tariff protection to raise the profitability
of the industries to be supported on dynamic grounds. However, it must
be noted that these antfs would create by-product eftects on users of
the protected goods. which should be oftset by subsidies if possible. As
is the case of the promotional subsidies, theoretically the protective tarifts
required would be "made to measure” for individual industries to ensure
that only the mimmum necessary level of profic is established.

Where tariffs are used to give special support to dynamie: consumer
goods industries, the import tariff can be seen as the sum of wo
components. The first will be the basic uniform rate set at stage 2 on
resenue grounds. The second. determined at stage 3. will be g
supplementary rate o ensure that the final @nff is sufficient to allow
producers to charge o domesne price that generates the minimum profit
necessary o maimtan or establish domestic production in the industry .
Since the whole objective of the differential tarift scheme s to raise
profitability above what it would be in the absence of protection, the
supplementary ditferential tarift introduced at stage 3 should not be
matched by an equal addiional rate of excise duty on domestic




88 Commodity prices and government objectives

production. The uniform rate of sales tax set at stage 2 should bhe
maintained. however., since it is needed for revenue purposes. The net
price that producers can charge, therefore, is the c.i.t. import price plus
the supplementary taniff added at stage 3.7

For protected dynamic industries producing intermediate and capitat
souds. however. the complication of two components of the final import
tarift does not arise. These goads are not subject to the uniform import
taritt 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 tanitt is to raise domestic profitability
should not be matched by an excise duty on domestic production.

The selective introduction of import tarift protection at ditferent rates
has the tollowing two important by-product effects:

1. It creates an anti-export 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 work! prices. This bias
can be offset if a system of diftereatiai export subsidies v also
introduced. Full removal of the anti-export bias requires that the rate
of export subsidy tor cach industry should be the same as that of the
import tarift tor that industry.

2. e ereates difterential ERPs for different indusiries. and in particular
will create negative ERPs for those non-protected industrses that use
as inputs poods produced by protected dynamic industries. This
tollows since the output prices of the non-protected industries remain
cqual to world prices, but if these industries use some newly protected
goods as inputs, some of the iaput prices they face will have risen
above world levels.

In principle, this negative ERP. which clearly penalizes non-protected
mdustries. could be oftset by a subsidy system that compensated users
of domestically produced. protected intermediate and capital goods. These
subsidics would be: (i) rebates of tariffs paid on imports of the goods
concerned; and an the equivalent of tar? rebates to users purchasing
such goods trom domestic producers.

The aim of (1) would be to ensure that producers received the protected
domestic price, but that the net price gaid by users would be no more
than the cquivalent of the world price. as a result of the subsidy.

The second variant of stage 3 intervention in support of dynamic
industrics is therefore a combination of tariffs and subsidics, with the
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Stage 5 Income distribution adjustments

Here the relevant question is the extent to which governments wish 1o
tax or subsidize particular types of commodity because of the
characteristics of the consumers who provide the bulk of demand for
those goods. Three cases can be considered. as follows:™

(2) where governments wish to tax consumer goods at a rate above the
uniform tax set at stage 2;

{b) where they wish to tax them at a lower rate than the uniform rage.

(¢) where they wish to subsidize their sale at prices below world prices.

The first and second possibilities imply non-uniform excise dutics and
import taniffs between commaodities. However, unless the goods are
produced by industries singled out for special import protection on the
grounds discussed carlier. 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 o maintain
the producer price either equal to the world price or to the adjusted stage
3 and 4 price if the industry 15 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 optimal
taxation literature on how e set stage S consumer prices. Where the
objective is to raise a given revenue from taxes on consumer goods the
standard recommendation is that commadity taxes should be inversely
proportional to the price clasticity of demand for the commaditics. Goods
with inclastic demand for which demand responds relatively litle 1o price
changes should have higher rates of taxation.™ This rule will minimize
the losy of consumer surplus or consumption cost in the cconomy on
the assumption that governments place an cqual weight on all consumers,
regardless of income level or status. Once one allows for the tact that
governments may implicitly view a giver consumer gain or loss as having
a different social value depending on the group affected, the validity of
the simple rule breaks down. At stage S. onc is 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 cxplicit. employed by the government.”' Naturally this is a
subjective arca, and the role of economic advisors in these circumstances
is to provide data on the extent to which goads are consumed by different
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classes or groups. and to assess the distnbutional consequences of the
slternative taxation or subsidy rates that governments may select for tese
poods.

The implication of the stage 5 adjustment is that a further departure
trom the principle of unifornuty of taxation i created. However., these
adjustments refer only to prices paid by consumers. Prices received by
producers will be either the world price — it they are not industries
receiving special treatment — or in the case of such industries the stage
Jor 4 adjusted prices. Producer price incentives. theretore. should not
be affected by these consumer taxes. although clearly the demand for
the output of the taxed or subsidized consumer goods will be aftected.

3.6 Conclusions

Table 3.1 sets out in a summary form the diftferent objectives and
interventions envisaged at the various stages. The aim of the framework
is first to establish a uniform system of tax mterventions that applics
only to consumer goods. This has the effect of raising the necessary
government revenue, but without creating any effective protection.
Production incentives for traded geods are theretore both uniform and
rero. The framework then atlows for departures trom this uniform system

Table 3.1 Five stage tramenork for commadities - obhjectives
amd intersentions

Stape Objeciine Policy intersention

One Allovaine ethcicnc s Fraded vouds prices cquat world prices
Non teaded pond s prices equad loryg run
Connonie vests ot producion

Two Public revenue Unitorm doaestic exwcine duts and
HIPOIE Lanutl st cqual pates
Three  Pyvnamin Made to measure prisducer subadies Ok

ket micasure Gt protection, plis
caportand ser subsidies and tant
rebates for protected sitermediate and
capitsl gownds

Fout Selt sulficwnos As tor three
ingludimy employment
Five Income distiibution Ihttesentasd indir 1 tany and subsidy

rates tor consitict voods
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on a case-by -case hasis. Therefore. it industries are to receive special
support this must be justiticd by their contribution to either dy namic or
self-sufficiency objectives, and the extent to which such industries need
promution or protection must be considered individually . Similarly . tor
Jepartures from uniformity on Jistributional grounds, rates of consumer
taxation or subsidy wiil have te be jusiitied by reference to the consumer
groups of classes whose real incones are most directiy attected. and
by reference to the importance of these groups or Classes tor governiment
distribution policy - it ~should be noted aiso that in the pricing framework
set owt here mdirect taves for revenue puiposes are fevied oniy on
comsamier zoods. [ntermediate and capital goods are subject to import
ranits ondy 1f their domestic impori-competing producers fall under the
heading of industries requining special support and rebates are envisaged
o avoud penatizing their users.

Thes framework attempts o apply the main conclusions of the
theoretical lrerature on trade and Givation i a manner that can generate
relatively stragghttorsard policy advice on tay and subsidy iterventions.
ft should be clear. howeser. that at greatly simplities a number of
gaportant practical tsues regarding policy alternatives. These will be
comsidered m the fotlow ing chapter. Furthermore. the tramework is put
torward as o means of linhing policy interventions with government
abjectives and not as a seguence of price reform measures to be
mtroduced by stayes. The discussion here can e iterpreted as identity mg
where one might want o end ap. it instally one started from i tree:
trade posttion of zero effective protection. Few governments i the eal
world are hels toostart trom s postiion, and so their policy retorm
patchage st be desised i the ight ot the speed at which it desirable
and feable o move to g relativedy more open, although perhaps sull

solevtivedy paotertonst irading svsio

Notes

iosees o cvample. ENIDO cfs Ay

Nep traded coveds can be detined s e tiose whose phs acal characierntios

e out torcin rade o0 oy those whose oy sun ccomnomie costs ot

producton are below i toprices of competnzg amports, b ahove toh

CAPOE Prives

VoSee World Bank 01085, Table 27op 2200 227

1oSee Conden 9740 tor example tor o discisaon of the intant industry
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4

Policy alternatives and price
reform

Chapier 2 discussed the case for reformung the operation ot markets in
many developing countries, and Chapter 3 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 constder the feasibility and ctfectiveness of the alterpative policies
that are discussed trequently in refution to market retorms in developing
countries. However. since the focus of the chapter is on policy alternatives
it 1s necessany fiest to survey briefly how the question of policy choice
has been considered in the theoretical literature. Two broad approaches
can be identified.

First, there is an attempt at quantification of the costs and benefits
associated with particular policy alternatives. This obviously has a clear
intuitive appeal since rational choce imphics an assessment of relative
costs and benefits. The mager obstacle is, of course, firstly obtaining
a clear view of the likely results of implementing specitic policies. and
secondly placing meaningful numerical values on these etfects. Tinbergen
(1967). for cxample. provides a clear discussion of the problem, focusing
upon what he calls the efficieney of coonomice pohicy . Distinguishing
between objectives (which he weems target variables) and policy measures
(which he terms instrument variables), the efficiency of a particular policy
instrument will hbe determined by the ratio between the change in the
target variable for a given change in the instrument variable.' Even
setting aside the quantification probiem of estimating the full eftects of
changes in instruments on the relevant target, if one is to make

94
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comparisors between alternative policy instruments., some form of
valuation of the relevant effecis must be found. Tinbergen (1967)
illustrates the problem by reference 10 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,
he hypothesizes a situation in which one million extra man-years of
employment can cither be obtained by raising the level of public
expenditure by US$ 3 million, or by devaluating the currency by 5 per
cent.” 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 or she wishes to value the relative costs of alternative policies.

It goes without sayving that the most natural valuation is the one to be
taken from the policy-maker’s welfare function. If § per cent
devaluation is believed to be twice as burdensome as the spenading of
USS 3 inillion, then evidently the efficiency of devaluation (in refation
1o the employment objective) is half that of public spending. (p. 58)

The problem for practical policy analysis is. of course, that the
numerical weights placed by decision-takers on either e attainment of
particular objectives or the costs arising from particular instruments will
simply not be known. Practical numerical cost—bencefit calculations of
this type appear unpromising for this reason, even assuming that the
necessary quantitative analysis of the impact of various policies can be
carried out.'

The second broad approach to policy choice rejects the possibility of
precise cost=benefit calculation. It suggests in its place a means of
ranking alternative policy instruments, with the criteria (introduced in
Chapter 1) used for ranking the side-effects. or. in the terminology of
this literature, “the by-product distortions’, created by various policy
instruments. Corden (1980) provides a clear statement of this position.*
The argument is bricfly that in general terms the most cfficient policy
instrument is likcly to be the most direct: that is, the one which operates
most directly on the target variable. Use of dircct instruments, it is
argued, will minimize the side-ceffects 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
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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
15 a direct producer subsidy . for example through lower tax payments
in the carly years of production. Another alternative would be to impose
a protective tant! which allows firms to charge more than the international
price tor 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 o others. It is argued. therefore, that their
chaice will be distorted by the imposition of the tarift and its eftect upon
relative prices.

Alternative policies. 1t is suggested, can be ranked in terms of the
number of distortions they create. The top poliey in the hicrarchy —
which is described as “first-hbest” = is one which meets the desired
objective without imposing any by -product distortions. This framework
lor viewing policy choice is useful in the senase that it allows an analysis
of the consequences of different policy instruments in arcas not
necessarily related direetly to the instrument concerned. Furthermore,
administrative or other constraints on freedom of cnoice in policy
sefection can be allowed for, since, 1f the so-called first-best policy 18
not feasible, one can move down the ranking until the most desirable
teasible policy is reached. Since this framework allows consideration
of the secondary or indirect consequences of particular policy instruments,
1t will be drawn upon in the discussion which follows. However. 1t 18
only a partial substitute tor a full cost—benefit assessment of alternative
policies.

The major problem is that ranking policics by the number of distortions
they create wili only be strictly valid (a) where one is sure that the effect
on the relevant policy s the samie; and (b) where the importance of cach
individual distortion 1s broadly cqual. If these conditions do not hold
one could, for example, have @ more distortionary but more effective
policy which is not necessarily inferior to a less distortionary but less
cttective policy . Also. the analysis stresses the argument that subsidies
are less distortionary than other policy measures, 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 minimizes the distortionary effects of
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financing subsidies. However. the practical difficelty of identifving this
minimum-distortion tax package must be acknowledged.

The gosition 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 discussion of the likely costs and benefits involved.
As part of this discussion. the central concern of the policy hierarchy
approach. that is. the indirect consequences of particular measures on
other parts of the cconomy. will be of importance. However. the policy
hierarchy framework cannot alone provide a definitise choice between
altermatives. For example. the revenue-raising effects of alternative types
of taxes may be a mejor issue, and administrative costs of collection.
potential for avoidance and accountanc: burden on tax pavers reed to
be comsidered.

The rest of this chapter considers aiternative policies to reform the
markets for izhour, capital anu *oreign 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 he identified.

4.1 Labour markets

As we have seen in Chapter 2. on allocative cefficiency grounds there
is a strong case for encouraging greater use of unskitied labour in many
countries, especially developing ones. The carlier discussion noted the
frequent discrepancy between estimates of the cconomic cost of fabour,
the shadow wage, and the market wage that workers are actually paid.
with the latter often being substantially greater than the former for urban
worke i adncouraging greater use of unskilled labour in this situation
implies cither compensating employers in some way or reducing the
wages workers actually receive. For skilled workers it is argued that
for many developing countrics 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 implics the
need for cither higher market wages or an employment tax on skilled
labour.

It should be recalled that the discussion in Chapter 2 identificd the
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following three possible negative effects arising trom urban labour market
distorions for unskilled labour:

. Insufficient investment due t low private profitability.

. Bias i technology choice against labour intensity .

. Excessive migration from rural arcas.

‘ot N

It i important to bear this distincticn in mind since policies which
can counteract the negative effects of a2 distortion in one arca may not
be able to do so in another. For example. a number of policies can be
comidered o sobve 1. 2. and 3. above. which do not involve an actual
cut in urban wages. However, if excess migration of the type discussed
in Chapter 2 is 3 major problem, its solution appears 1o require a fall
in urban wages relative to carnings in agniculture. I real wage cuts are
nof feasible politically . and in many cases they may not be desirable on
grounds of sovial justice. it may not be possible to cure the migraton
aspect of the problems associated with fabour market distortions.* Most
dixcussions of these issues tend to tfocus on the first two problems. and
the treatment of gnskilled labour is often cited as the clearest example
of how the policy hicrarchy tramework can be employed to rank
alternative policy imtruments. Figure 1.1 (Chapter 1) taken from Corden
(19741 illustrates the approach.

If one assumes that reductions in nominal wages are  cither
mpracticable or undesirable. or both. the aim must be to bring the cost
o employers into equaliy. with the economic ¢osts of additional
cmployment. The tirst-best policy in the hicrarchy is a labour subsidy
directly to emplosers. This creates no by -product distortions, since it
s assumied that the subsidy can be financed with a minimum-distortion
tax package. This i foliowed n the ranking by a general production
subsidy  — this, however, raises profitability in general and does a0l
cacourage a shift to the use of more labour per unit of output. Jt s a
“second-best” policy, Third- and fourth-best policies are also shown
mvolving various import Girifts and subsidies. and an increasing number
of by -product distortions.

Corden’s onginal oxample of the use of policy hicrarciny in the case
of Labour market distortions contained some indeterminacy since centain
policies generated an equal number of distortions, and were therefore
ranked at the same level I s possible to remove this indeterminacy.
however, by considering the practical seope for introducing the alternative
policies. 1 a general subsidy to production is ruled out. subsidies alone
will be unlikely, particularly it one s considering manufacturing. where
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a high proportion of production will be of importables. Similarly | it seems
unlikely that export subsidies would be used on their own n place of
tanffs. *f only because. unlike tariffs. they are a use not a source of
government revenue. If policy measures (3b) and (4b) in the Corden
hicrarchy are unicasible. therefore. on practical grounds the ranking of
the hicratchy in this example becomes unambiguous.

The most direct measure is o subsidize employ meat so that employers
are reimbuned for a proportion of their wages bill. Ideally. this sum
should equal the difference between actual wage costs and wages
calculated using the shadow wage as the cost per emplosee. This is the
“finst-best” policy alternative since all other measures in the table invobve
vanous forms of distortion. These alternatives are simply wavs of raising
protitability through ditterent combinations of tarifis and subsidies. None
of thexe alternative measures. in other words. go directly to the problem
atmsue. which is the level of wage cost per worker. An increase in profits
wili meet problem 1. poted above and should raise employment in so
tar as expansion plans of firms change duc to higher profitability . Without
a change in relative wage cost, however, there will be no incentive to
change production technigues.

It should be noted that the case for tantl protection o offset the
divergence between the market and the ceonomic cost of unskilled labour
on its own can only provide a justification for relatively moderate fevels
of protection, of perhaps 10 per cent to |5 per cent in nominal terms.
This is on the grounds that in manufacturing. the sector most aftected
by the distorted urban labour markets which are being considered. wages
are normally a relatively small proportien of fotal costs. s that even
a very low shadow wage may not justify vers high protection.”

Protection of a particular producer will not solve problem 2. however.
sinee it will not directly affect the costs of his labour vis-a-vis capital
cquipment or raw materials. and will therefore not influence the labour
intensity of production. If one belicves in the possiility of significant
factor substitution. in many industrial branches this will be a crucial
OMmisaIon.

Alternatively. one could focus on the better growth prospects for
labour-intensive acitvities of sectors if some form of labour subsidy
wheme were implemented. In this view additional employment would
come from a shift in the composition of output 1in a more lubour-intensive
direction rather than through factor-substitution within cxisting activitics,
Of the measures listed 1n Corden’s example, only labour subsidics appear
to meet the problem for Factor-intensity . so that if this is scen as central
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to the growth of employment, the real issue becomes how to implement
an effective and widespread subsidy scheme.” A number of possibilities
can be considered. as follows.

(1) The mast direct form of subsicization of wage costs. and
almost certainly the least practical. would be (o institute a system of cash
payments from the government to producers: the payments would be
a proportion of firms” unskilled labour wage bills and would be intended
1o ensure that the {abour cost 1o firms approximately equalied the number
of unskilled workers employed multiplied by their estimated economic
cost of employment. In practice. where precise shadow wage estimates
may not be known, only crude estimates *vould be used. Such a scheme
would undoubtedly encounter a number of major problems. It would be
ditficult to administer — what Corden terms the “subsidy disbursement
costs” would be high — and it would encourage corrupt practices. Firms,
for cxample. would have 2 clear incentive to inflate their bills for unskilled
labour costs. cither by reclassifving skilled workers as unskilled. or by
falsifying their employment records. Furthermore. it would be difficult
to evtend the scheme to all producers paying distorted urban wages and
incquitable treatment could arise. Finally. the scheme would depend
critically upon the ability of the government to raise the revenue from
taxation required (o finance the scheme. In general. such a system of
direct cash payn..atis unlikely to be a serous policy option for a revenue-
constrained developing country.

(2) Subsidization of wage costs is obviously casicr where
producers already make payments to the government linked directly to
their numbers of employees. In such a situation a subsidy can be paid
wimply by reducing the producens” existing payments. Such considerations
led tor the suggestion, for example by Balassa (1977). that a labour subsidy
scheme could be implemented by reducing employers’ sacial security
contributions and financing a higher proportion of these from the gencral
budget. However, the administrative atiractiveness of such a proposal
should not divert anention from its limited practicability. I[n the first
insfance. 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 10 give a labour
subsidy which was a high proportion of total wages, more than simply
a partial refund of sacial security contributions would be required.
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(3) Perhaps more promising is the possibility of devising a tax
credit schen.." 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 problem 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 would
naturally be limited to tax-paying producers only.*

(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 wage
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 subsidized to maintain real wages. Apart
from the administrative and financial difficultics involved, this option
is less certain since the exact impact of such m.. .ures on the money
wage bill for producers will be difficult to pred; .t and may not accord
with estimates of the relevant economic costs «+ employmg unskilled
workers.

(5) Finally, a possibility which has been discussed is to link
general protective measures for irdustry with the degree of labour-
intensity in production, in particular industrial branches.’ 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 thu- a hoost in their
profitability relative to the industrial average. There are a number of
problems with this approach, however. which are likely to make it
moperable. It would require a substantial data base with detailed
information on the cost structure 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
strategsc 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 cffect on technology choice will be only indirect. since the incentive
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to shift resources i a labour-intensive direction weald 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 1o be a practicable possibility .

From this discussion of the substdization of unshilied labour it appears
that there are only a linuted number of alternatives tor developing
countries and that of these. tax credits. as an offset against profits or
safes taxation, appear (o be the most practicable option. The nmagor
objection would bz a tiscal one since it the scheme were spread widels
to cover all employers in the urban sector, vers substantial amounts ot
twes would be forgone, which would have o be covered by addiional
revenue from other sources.

it i worth pointing out that despite the tact that labour subsidies. as
a mwans of promoting industrial development. have been advovated over
avonsiderable period of tme by several prominent economusts, pechaps
mostinfluentially by Little. Scaovaky and Scott (1970 very few govern-
ments hase adopted them. ™' The main explanation appears (o be not an
unawareness of the argument. but the tiscal constraint noted carlier. It
w generally difficuls to raise tax revenue in most cconomies and. as will
be discussed fusther i a fater section. the great attraction ot tarift’
protection as a means of encouraging idustries for many governments
i thata tanift provides the equivalent of a subsidy (o producers financed
by the higher price pad by consumers of the product concerned. '’ This
clearly may nat be the most equitable means of financing the subsidy-
cquivalent but it 1s the simplest and most direct. Subsidies to labour or
10 production in general must be financed out of the general revenue
and will require the imposition of additional taxes, some of which may
include tantts. The ditficulties involved lead some cconomists to discount
totally the practicality of & 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 (T981) dismisses the practicality of wage subsidies
in one sentence: “The alternative approach of wage subsidies is not
considered explicitly on the grounds that it is administratively and fiscally
unfeasible.” (p. 127.)

It this seepticism concerning the feasibility of a labour subsidy scheme
18 Justified, what alternatives are available to cope with the undesirable
consequences of Tabour market distortions? Two possibilities can be
noted. as follows,
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(1) As we pointed out earlier, one can make a case for moderate
levels of protection to offset the effect of the excess of market over
shadow wages on the profitability of domestic producers. All producers
paying distorted urban wages should be cligible for this protection.
However, where production is in the form of non-tradeables. no import
competition will be involved and anff policy cannat be used to allow
an increase in domestic prices. This means that manufacturing. which
produces tradeable goods. is the main sector for which this policy will
be relevant.

In principle. within manufacturing. protection could be differem rted
on the basis of the share of wages in cither value added or total costs.
However. as we pointed out above. i practice the government is unlikely
to have access to the detailed cost data to make this possible. Thesefore
a relatively low general tarit on output of 10 per cent to 1S per cemt
on all manufacturing might be justificd 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 casier (o work in terms of uniform nominal
rates. Where rates are low this is unlikely to create major variations in
ERPs between branches. However, there may be other cases where one
would wish to grant significantly higher rates of protection to particular
producers on dynamic or self-sufficiency grounds and one must collect
the data to allow this. These types of situations will be discussed further
below.

(2) The first proposal has not touched upon the issue of factor-
intensity. The problem here is to lower the cost of labour relative to that
of other inputs. chicfly capital equipment. but also intermediates such
as raw materials and energy. Since this problem relates to relative, and
not absolute. labour costs. 1f the option of lowering labour costs proves
difficult. one can try to raise the costs of the other items. Considering
a simple two-factor model with substitution between labour and capital
as an example. estimated cconomic values of these factors ~iight suggest
that the market price of the former needs 1o be lowered and the latter
to be raised. Other things being equal, the factor substitution arising from
these combined price movements would e grester than that resulting
from an increase in capital costs alone. However, if reductions in labour
costs are difficult for the reasons considered, and if increases in capital
¢nsts prove o be more feasible, these lutter on their own could provide
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a2 movement in the night direction. The suggestion, theretore, 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 means of dealing with
the factor-intensity issue. Alternative ways of raising the cost of capital
are concidered in the following section. '’

4.2 Capital markets

Another measure discussed in Chapter 2 was the desirability of raising
real interest rates to the level of the economic value of investment; in
other words. the cconomic return obtainable on additional productive
investments. As we have just noted, increases in market inter-st rates
to this ecopomic level may be the most effective means of shifting factor-
intensity in a more labour-using direction.

Increases in the capital costs of investments can be affected in two
main ways: first by increasing the cost of the initial investment. and
second by increasing the principal amount borrowed (and therefore the
interest costs).

There are also a number of other ways of raising the initial investment
outlays on any particular project. These include increases in tariffs on
cquipment imports and reduced rates of tax credits against investment
expenditure, for cxample shorter tax holidays or less 1avourable
depreciation allowances. Such measures will often have a less direct ind
more uncertain impact upon the cost of capital. Furthermore, in the case
of taniffs, a number of different considerations will govarn tariff policy
and the objective of raising capital costs may be simply one of several
which have to be borre in mind in cstablishing tariff Ievels. Itis probably
simpler 1o aim at using 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.

Considering increitses ininterest rates. the most obvious and most direct
policy would be o free interest rates and allow them to settle at i market-
clearing fevel. Credit in this case would be allocated by the market rate,
not by somme administrative rationing system run cither by the government
or commercial banks.

However, it is possible thata marhet-clearing rate sull does not reflect
the cconomic returns avaslable on praductive investment. Theorctically.
in fact, i an cconomy in which market prices diverge from shadow
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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. None the less.
insofar as a price reform programme succeeds in moving market prices
closer to economic values this will lessen the likelihood of a major
divergence hetween a market-clearing interest rate and the opportunity
cost of investment. In the absence of information to th contrary the
former can thus be taken as a proxy for the latier.

4.3 Foreign exchange markets

As noted carlier the types of price and trade reforms considered here
arc likely to have significant implications for balance-of-pay ments
management. The aaim is 10 set domestic prices for traded goods on a
rational basis that reflects government objectives and prionities. This is
in contrast with the current situation in many countrics where relative
prices for these goods are determined largely by the unanticipated effects
of the system of tariffs and controls often introduced for balance-of-
payment reasons. The approach to taritts and quotas is likely to imply
a lower overall level of import protection than is present in many
developing countries, although it does not necessarily mean a free-trade
framework. None the less. a reduction of protection. even if phased over
a lengthy period, is likely to require a depreciation of the exchange rate
for reasons outlined carlier. However. in the post- 1971 world of flexible
exchange rates there are a number of alternative ways of devaluing. In
general there are three broad alternatives. as follows:'’

(a) a free float of the exchange rate;

(b) devaluation followed by pgging the exchange rate to either one
major currency or a basket of currencies;

(¢) devaluation followed by a “crawling peg™ sysiem wherchy the
cxchange rate gradually depreciates against the currency to which
it is pegged.

This is not the place to go into detail on the merits of these alternative
approaches. but two general points can be made.
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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. It such markets do not exist. as they 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.

Sccord. the crawling peg s normally recommended for countries
cxpericncing inflation ahove the world rate. A steady depreciation of
the currency s thus & means of maintaining a constant real exchange
rate. With high domestic inflation a pegged currency is liable to
speculative movements, and in the period before the shift in the
pegged rate the competitiveness of the tradeable goods sector will he
weakened.

The choice appears to be between a form of pegging or a crawling
peg. Factors such as the inflation rate. and the concentration of trade
with main trading partners are likely to be relevant considerations in the
choice of approach. It must be stressed. kowever, that governments are
not indifferent to the level of the exchange rate. This may be partly for
‘non-economic’ prestige reasons, but in addition, as we have argued.
there may bhe real costs that can be involved with devaluation — a
combination of inflationary and deflationary tendencies. For these
reasons. governments may not wish to have devatuation beyond a certain
rate. If this is 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 not ne cessitate
an unacceptable shift in the exchange rate. with what is acceptable
determined by the impact of devaluation on domestic prices. output and
cmployment.

4.4 Industry incentives

In any reform programme allowance should be made for the possibility
of granting different activitics. different rates of protection or promotion,
As we have argued this is because governments may wish to encourage
particular branches for several reasons not related to short-run allocative
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ctticiency. 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 o cover domestic costs with an acceptable
return on capital. The poticy hierarchy  has been drawn upon 1n
discassions of the alternative wass of providing this encouragement and
for this reason ity conclusions should be noted. Table 4.1 ranks
alternatives in this area in the policy hierarchy framework.

In this case indeterminacy  remains between  the second-leved
alternatives — cither import tarifts combined wath export subisidies. or
a tormy of mput subsidy — since both create a single distortion Chaonee
between these two policies. assuming they are equally effective n
promotional terms. would theretore 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 4.1 assumes that the problem
of labour market distortions has already been resobved. so that the need
i solely to encourage production in particular indistrics.

The conchusions of the pohicy hierarchy analy sis in this case are similar
to those i that of unshalled fabour. For industry incentives. diredt
subsidies to producers are show nas the first-best policy since they raise
profitability without the need o INCrease Prices 10 users or Consumers
above world levels, so that no consumption distortion is ilvolved. Unlike
the labour case discussed carlier. there s no need to encourage the use
ol a particular input, so that the subwidy ¢ be a general one on total
production rather than being linked specilically with an input. A
combination of import taritts and exvport subsidies s the second best
policy . since 1t does not diseriminate between sales tor the export and
the home market. However, it does introduce o wedge between domestic
and world prices for the commaodities imvolved. arising from the eftects
of the taritfs and subsidies.

The alternativ e second-best measure is 4 form ot input subsidy . such
as accelerated depreciation allowances and credit subsidies that lower
the cost of capital, or subsidize snput prices, such as energy sales at fess
than world prices. Labour subsidies would also come under this gencral
poiicy of input subsidies. Thewe measures rase profitability, and thus
encourage production, but at the same time also create incentives for
a shift i factor or commaodity use that miy not be in line with relative

CLCONOIMIL CONN
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Table 4.1 The policy hierarchy: industry incentives

Rank  Policy measures By -product distortions

L Production subsidy None

2a. Impont tanff plus export subsidy (1)  Consumption distortion

2b. Subsidy to inputs (1 Factor-intensity distortion

3 Import tariff 1y Consumption distortion
() Home market bias

3. Import quotas (1) Consumption distortion

uy Fome market bias
(1) Public revenue effect

Note: Items a and b at level 2 are equivalent since they involve the same
number of by-product distortions.

Tariffs and cxport subsidies taken individually are seen as third-best
policies since each creates a bias in favour of a particular market. either
the home or the export market. in addition to consumption distortions.
However, export subsidies would be unlikely to be used in the absence
of some protection, so that export subsidies alone, as a single policy.
are left out of the listing in Table 4.1. Finally, import quotas are viewed
as the least satisfactory alternative on the grounds that they not only
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 captured 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.

Some problems associated with the policy hicrarchy approach have
already been referred 0. In some circumstances. for example quotas.,
the least attractive altemnative 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
protection. This follows since i is often difficult to predict how a given
tariff will affect the demand for imponts. Furthermore, while quotas
insulate the domestic market from international price movements, this
is not the case with tariffs cxpressed on a price percentage (ad valorem)
basis. With tariff protection of this type a fall in world prices will lead
to a fzli in the domestic price of imports and thus, perhaps, a cut in the
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share of local producers in the domestic market. One can argue that the
fact that tariffs do not fully isolate domestic producers from developments
on the world market is a good thing, providing a spur to greater
efficiency. However, much is likely {0 depend upon the stage of
development of domestic industry. At later stages the impact of foreign
competition may be highly beneficial, while 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 form 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. Even in such
cases, however, the negative aspects of quotas tend to make them policy
instruments of last resort.

4.5 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 »f particular
goads is desired, this should be encouraged by subsidizing local firms
so that they can earn a normal return on capital while competing with
imports in the domestic market by selling at roughly equivalent prices
to world levels. In this way no consumption distortion 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. However, a prior question that must be resolved before
considering the form of subsidies is whether equal subsidies should be
given to all producers that are eligible. or whether the made-to-measure
schemes, discussed in Chapter 3, are to be used. [t 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
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individual producers. For these reasons it is likely that. at least within
industries, there would have to be uniformity of treatment for different
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 value added, in an industry. The most direct form would
be cash payment from the government, hut this can be taken as
administratively impracticable in the context of developing countries.
A more feasible alternative would be a tax credit scheme that reduced
liabililty 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. input 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 common
forms of support for favoured industries, but they clearly conflict with
the objective of raising capital relative to labour costs discussed carlicr.
A tax credit scheme linked with the level of production is clearly the
most practicable method of production subsidy. However, it also runs
into administrative and fiscal objections consigered 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 benefitindirectly
from import protection, would find that if protection were removed there
would be little or no compensating boost to their profitability through
lower profits tax payments.'

Even setting aside administrative difficulties, there will be some
developing countries where even the sclective use 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 1o raisc this revenue in the feast-
cost manner, allowing for the various costs associated with taxation, such
as distortions and collection costs. We have seen in chapter 3 that,
theoretically, forcign and domestically produced goods should be taxed
at the same rate. However, if it is cither administratively or politically
more difficult to tax domestic production than trade, cqual 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 implics (a) the use of uniform tariffs for revenue purposes,;
and (h) the use of selective subsidics to promote the industries to be given
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special incentives. The cxistence of a constraint on the ability w tax
domestic production ts therefore an argument for relatively high import
tariffs that do not discriminate significantly between industries.

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 <upport for industries are followed
the extent to which it will be possible to use subsidies — either on
production or input use — will depend chiefly upon the following:

(2) the number of industries to be promoted;

tb) the tax base of the economy and the scope for raising revenue to
finance subsidies:

() the competence of the government burcaucracy 1n administering
subsidies.

It is clear that selective use of subsidies is less difficult than a general
luhour subsidy scheme that would involve large sums of money and would
cover large numbers of employees, particularly in the organized
manufacturing sector .nd perhaps in other sectors as well. However,
in some cconomics. particularly those where governments wish (o
promote a significant number of industries, it may be difficult to use
subsidies as the main policy instrument to provide this support.

4.6 Industry protection

Where subsidics on a large sale are ruled out as impracticable. one is
left with import protection — cither through taniff:. v giotas — as the
major alternative for giving special encouragement to indusrics. We have
alrcady 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 cconomic cost of employing workers. However,
industry protection can imply the need for differentiai rates. As has been
stressed in Chapter 2. the number of industries to reccive special
protection will vary with the policy emphasis of governments. A
government following a relatively open export-orientated policy may wish
(o give extra protection on dynamic or self-sufficiency grounds. As was
pomnted out in the discussion of labour subsidics. many ccononmists accept
that a large-scale system of producer subsidies would be administratively
and tiscally very difficalt to implement. Balassa, for example, focuses
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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."*

It should be noted, however, that subsidies on production or on the
use of inputs are in practice used much more widely than labour subsidics.
They tend to be used cither 1o compensate for the effects of other policies
which discriminate against particular sectors or activities. or (o provide
assistance to particularly depressed industries. Examples in the first
category might be the subsidies — in the form of cheap inputs such as
fertilizers or credits — received by agricultural producers in part to offset
the low protection granted to agriculture relative, for example. to
manufacturing; export subsidies may 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, however, 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 rates of subsidy as a proportion of export value are not high
in relation to total manufacturing output. Also, in few, if any cases are
these subsidies seen as a means of replacing the existing system of impost
prutection — which is. of coursc, the rationale for the schemes discussed
ahove. The existence of a range of subsidies in practice should thus not
be imerpreted as evidence that total removal of import tariffs and quotas,
and their replacement with broadly based producer subsidy measures,
is feasible in many countries.

However, a government placing more emphasis on the home market
and wishing to establish a closcly intcgrated industrial structure is likely
to wish to grant protection to a much larger number of industrial activitics.
The establishment of priositics in these areas is a matter for cconomic
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 limited
circumstances quota protection may not be inferior to the use of taniffs,
However, to simplify the discussion, alternative tariff measures alone
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are considered oa the grounds that quotas will generally be an inferior
policy mstrument. The discussion also considers manufactunng alone.

In discussions of tanft policy for manufacturing four alternative
approaches are possible. as follows, cach implying a different goal for
trade policy:

(3) zero effectine protection:
thy umform ponitive ctfective protection;
(<) uniform positine nominal protection:
td) made-to-measure tarntes.

A svstem of zero ERP s one where producers make the same profit
as they would i a free-trade situation. Where 1t s pursued as a poal.
governments do not wish to give special encouragement to key industries,
and plan o allow only ndustries that are currenthy competitine
internationally o be established. Zero ERP will arise under tree trade
-~ that s with the total absence of trade controls. However. as Chapter
3 points out, zero ERP s compatible with import tantts provided these
are unform, imposed only on comumier goods. and that ali Jomestic
producers of these goods are subject 1o an excise tax at the same rale
as the import tantt.

Unitorm pusitive ctfective protection cun be iterpreted as a policy
of giving geacral support o all manufacturing in comparison with other
sectors. but aot discominating between specific manutacturing branches
As we have seen. one argument tor a low posiive ERP for manutactunng
i» to compensate for the divergence between the shadow and the market
wages for the unshilled workers cmployed n the sector. Another s to
compensate manutactunng as asector for the external etfects it generates
i other parts of the cconomy - A umiform ERP will ginve cqual incentives
to expand to all producers within the sector, regardless of the commodities
they praduce The growth of particular branches can be deteranned by
the refative competitiveness of the various praducers. In this view,
therctore. the government should not attempr to influence the patiern
of cxpansion within manufacturing "

A number of probicms are associated with this approach. howeser
Faest, as was pointed out in Chapter 2. ERPs can be exdremely difticuli
to calculate ance accurate rates require detailed branch input coetlicients,
along with ponunal antts and tartt equivalents where quotas are
imolved. They will often only be hnown with o substantial time fag
Scecond, where market and shadow prices difter substantiasbly . o policy
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of allowing the pattern of growth within manufacturing to be determined
by the private decisions of producers based on commercial profitability
may lead 10 an economically inefficient partem of growth.!” In so far
as a reform programme reduces the divergence between market and
shadow 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. This assumes that there are some non-traded inputs
into the production of traded gouds. If all inputs are traded. uniform
ERPs will also mean uniform nominal protection at the same rate. In
practice such a situation s most unlikely.

The third alternative of aiming for uniform nominal rates of protection
approaches the problem from the consumption viewpoint. Uniform
nominal rates will result in vaned ERPs — and thus a varied set of
production incentives — but they will ensure that consumers” decisions
are aut 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 ERPs.

It must be recognized that there are two conflicting goals behind the
policies of uniform ERP and uniform nominal protection. Unsform ERP
implics uniform incentises to producers in their output and investment
decisions, and uniform nomiaal protection implics uniform incentives
to consumers 10 their expenditure decisions. Corden (1980) notes this
incompanibility and suggests that in practice some form of compromise
i~ needed: one possibility s to start with uniform nominal @ariff rates
as a goal and to adjust these to a mild non-uniformity it they are found
1o have caused very wide divergences in ERPs. '

However, none of the two uniform approaches (o protection attempt
1o distinguish between different branches and to ask whether the prionity
branches. in terms of government planning. have the protection they need.
That 1s the concern of 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 branches. It aims to set a tanff rate which will
be just sufficient to give the producers concerned a normal return on
capital. In principle. such made-to-measure taniffs can be in either
nominal or cffective terms but. given the complexity of calculating ERPs,
most practical apphcations of this approach are likely to focus upon
nominal rates.
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The logic of the made-to-measure approach is appealing in that it aims
1o avoid unnecessary costs to consumen 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 vniform
ratc 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
i established in other higher-cost but priority areas.

The practical problems associated with the application of made-to-
measure tariffs to industries which it is felt desirable 1o protect should
not be mimmized. however. and have been stressed. by many, including
Corden (1974) and Corden (1980). Several points should be noted. as
tollows.

(1) One nceds some technique or mechanism for justifying
protection and for identitying the key industries to be protected. It is
clear that in few countries will it be felt desirable to protect all domestic
activities which 1t is technically possible 10 establish. Government
preferences need to be articulated. eitner through direct policy guidelines
or through the use of some form of cost-benefit technique reflecting the
ceonomic case for protection of various activities. Chapter 3 has
considered bricfly ways in which special protection might be justified.

(2) A mgjor objection raised frequently in discussions of the
made-to-measure approach is that it requires considerable data on the
cont posttion of domestic producers. It one is to attempt 1o set a tariff
which generates a certain rate of return. one quite clearly needs accurate
current and projected cost information. This problem may perhaps be
less serious than is sometimes suggested if one can institute a mechanism
whereby producers requiring protection make accurate cost data available
to the relesant planning authonties. More difficult is the conceptual
problem of whose costs should be considered. In a simple case of one
producer and a single commaodity there is no problem However, with
several producers and several products a number of issues arise. For
cxample. should the made-to-measure tariff be based on the costs of the
average producer or the marginal producer? If the former is chosen, the
less efficient producers might be forced out of the industry . while if the
latter are used. non-marginal producers are likely to make excessive
profits. Funthermore, should the tarifi-setting authority attempt to estimate
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the wariff which is required to establish efficient levels of production in
the industry and ignore the current costs of existing producers, cither
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 commodity-by-commodity basis rather than at the industry
fevel."

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 maimaining 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 made-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 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 greatcr the more integrated
the industrial structure : 1d 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 profit-conscious
firms may strive to raise profits. However, if the reaction to this greater
cost efficiency is a lower tariff the nexq time the tari’f lzvel for the industry
is considered. one can argue that the incentive to reduce costs will be
very weak. The proposal 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 producers should not be allowed
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It is likely that in at least some developing countries tariffs will for
some time remain an important element of economic strategy for
protective as 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 3, 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 (drawback).

4.7 Price policy and income redistribution

It is clear that governments may wish to alter the prices of particular
comumoditics on equity grounds: to lower those consumed by the poor
and raise those consumed largely by the rich. The discussion here focuses
primarily on changes to consumer prices 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 instrucied to offer small farmers prices higher than
warranted by purely economic considerations if the government wished
10 raise farmers’ incomes.

For altering consumer goods prices there are two main policy
alternatives. Indirect taxes, either tariffs or taxes on domestically
produced goods, can be raised or lowered in line with distributional
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
waould be government sales of essential goods from government retail
outlets at below cost-price; alternatively the government could control
retail prices. for example for urban transport or electricity, and covcr
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
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likely to have on producer supply decisions. which are often responsive
to price changes.

In discussing food price policy. Timmer ez al. (1983) point to a number
of ways in which food prices to consumers czn be subsidized.”" These
include the following:

1. Direct subsidies to private marketing operations to reduce the margin
between producer and consumer prices fo less than the full marketing
costs involved.

. 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.

3. Food stamps which give holders of the stamps the right to obtain

specific foodstutfs.

4. Sales of food consumed solely or primanily by the poor — “puor

people’s foods™ — at retail prices below those pawd to the producers.
with the difference covered by a government subsidy.

[ )

Timmer er al. (1983) stress the danger of hinking 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
1o 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
rare in developing countries because of the administrative complexities
involved.

A case can thus be made for introducing various subsidy payments
on distributional grounds. Where these subsidics are for public scctor
enterprises. the administrative or dishbursement problems will be less.
However, the revenue consequences considered carlier in the cases of
labour ar.d genceral production subsidies will remain. It appears that onc
must distinguish hetween fairly limited subsidy schemes for individual
commaodities and relatively small numbers of producers. which are
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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, manufacturing production.
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.

48 Commodity taxation policies

In enumerating some principles of indirect taxation, one can start with
the following principles listed by Adam Smith:

e People should be taxed in accordance with their ability to pay.
e Taxation should be certain, not arbitrary.

o Tax should be cheap to collect.

{Wealth of Nations, Book V., Chapter I, Part II).

In addition. one can take into account the modem developmental
objectives of governments and, following Lewis (1984), list the following
principles:

@ Taxation should not be detrimental to economic growth.

o Taxes should create as few economic distortions as possible.

& Taxation should conform to the government’s income distribution
objectives.

e Taxes should produce stable revenues.

While these principles may conflict from time to time in framing
individual taxes. they none the less provide a framework whereby a
government can compare conflicts, and assess the trade-offs between
different principles.

Turning more directly to indirect tax policy, we shall discuss the extent
to which tariffs, sales taxes and value added taxes meet these principles.
These taxes were introduced in Chapter 2. Before discussing each in
turn, though, we have to point out that indirect taxes tend to be regressive.,
in that they are not levied in proportion to people’s ability to pay.
Therefore, they differ from income taxes, which are generally structured
so that they are progressive, with the rate of ax rising as income rises.”
However, as suggested in Chapter 3. rates for luxury goods can be (and
often are) set higher than those for basic consumer goods.
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all value added. Therefore, it avoids the distortion of taxing goods rather
than services, which would tend to encourage the development of services
at the expense of manufacturing. and widens the revenue base. However.
unless drawbacks are available, the tax will catch intermediates. thereby
triggering a cascade effect again. This may be avoided, though. if the
tax is really levied on retail sales to final consumers only. and wholesale
or inter-firm sales are not subject to the tax. On the other hand. such
cxemptions may give rise to widespread tax evasion.

Unlike the manufacturers” level sales tax, a retail sales tax would catch
imports. Therefore. it needs to be closely co-ordinated with tariffs. It
a price distortion is to be avoided. then tariffs should be replaced by
retail sales taxes. Of course, tariffs may be imposed over and above the
sales tax with a view to providing protection. in which case the tarniff
becomes a marginal tax for revenue purposes, principally to encourage
domestic manufacturers.

Value added tax (VAT)

A VAT is a comprehensive sales tax with drawbacks on all transactions
before the sale to the final consumer. Goods destined for domestic sale,
whether locally produced or imported. are subject to VAT goods destined
for export are not. Thus a VAT automatically confers drawbacks on
purchases of intermediates, and on exports. and therefore acts as a tax
on final consumption only. It avoids all the price distortion effects created
by other taxes which do not have full drawback systems. is applicd at
all levels. and applies in principle to all goods and services. A
comprehensive VAT would act as the main source of revenue from
commaodity taxes and tariffs would again become marginal sources of
revenue, imposed for reasons of protection only. VAT, as with other
commaodity taxes, can be applied at differing rates for “luxuries” and
‘necessities”, thus acting as a tool for income-disiiibution policy. The
chief drawtack of VAT is the cost of administcring it, which we shall
turn to in Chapter 5. For an extensive discussion of VAT sce OECD
(1988).

The introduction of such measures as those discussed above may imply
a major shift in policy for some economies. Such a shift may be neither
costless nor casy, and would have 1o be phased gradually to avoid harmtul
side-cffects of the reforms. The question of the phasing of such reforms
and the constraints on the ability of governments to move in this direction
are the subject of the final chapter.
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Notes

tJ

10.

Symbolically this will be Av/Ar, where v is the target variable and 2 is the
instrument. [ one assu.nes that all other factors apart trom the instrument
vanable are held constant. mathematically the ratio becomes 2 parual
denvative (6v6:).

Tinbergen (1967) p. 58.

It must be stressed that Tinbergen (19671 himself is doubtful of the practical
value of cost—benefit calculations of various policies. While he argues that
“the most complete investigation of efticiency should also reckon with the
nfluence of the instruments on the soctal welfare function”, he also
comments. i practice. however. it wall often be on incomplete information
only that decisions have to be taken® p. 52.

This general approach to policy analysis has a relatively long history. starting
itially trom the nternational trade iterature. Corden (19734) has a detailed
hibliography .

One can consider alternative measures to curb rural —urban migration. For
example. it it i, impossible to check the growth of urban wages, it may
he possible 1o raise agricultural incomes and employment prospects as a
part of a longer-term investment programme for the agricultural sector.
Latle. Sctovsky and Scott (1970) make this point and suggest that even
assuming a zero shadow wage. it would be difficult to justify an ERP of
ahove 1S per cent, pp. 147 -8,

Some would wish to qualify this view by arguing that employment growth
may be hest served by maintaining a high level of investment in the cconomy
rather than by alterations in e factor-intensity of production. See Weiss
(1984b) for a survey of some of these neo-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 duc to sts effect on internsl demand.

It may be of interest to note that a imited scheme of tax credits agains
profits tax hinked with the employment effect of new investment was
imtroduced in Mexico 10 the late 19705, see Weiss (1984a).

Corden (1980), pp. 75-6. refers (o this possibility, for exarmple suggesting
a uniform rate of protection for unskilfed lsbour conts

The case of Mexico referred to ahove is an exception. However, there the
main purpose of granting labour subsidies appears to have been defeated
by granting even greater subsudies to the use of capital. Little (1982), clearly
unaware of the Mexican case, commients that. “so far as [ am aware only
the UK has used lasbour subsidies to encourage employrient, although
training subsidies are 10 use 1n some fdeveloping countries| p. 143
Tanzi (1982) gives data on the fiscal deficit in a sample of twents -three
developing countries. In addition he attempts to explain revenue shortfalls.,
The most common tactor cited s “administrative difficulties” in tax coliection
procedures,

Means of raising intermediate costs relative 1o labour are not considered
expheitly When mosi are tradeables o devaluation s one way of achieving
this.
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13.
14.

15.

I8.
19.
20.

21

3.

Wickham ¢1984) surveys the literature in this area.

Corden (1974), p. 48, comments that just as some sectors may be untaxable,
the same producers may be unsubsidizable.

*The advocates of production subsidies disregard budgetary considerations
on the assumption “that government intervention is a costless operation;
in other words there i1s no cost attached to the choice hetween 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.” (Balassa. 1982,
p-67.)

See, for exampic. Balassa (1982). pp. 66—70. Balassa argues that a moderate
level of effective protection for manufacturing as a whole can be justified
in most developing countries on the grounds of external effects.

. This assumes that planners can estimate economic costs and benefits from

different branches. Balassa recognizes 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 inuustries, but that this should be no more
than double the rate for manufactu.ing in general. He also suggests that
infant-industry protection should be temporary. perhaps for 5—8 years; see
Balassa (1982). p. 69.

Sec Corden (1980), p. 75.

See the discussion in Corden (1974), pp. 201 -23.

Ax Little. Scitovsky and Scott (1970) put it: *Apart from the argument in
favour of simplicity ... all the theoretical arguments .. . suggest that
didterent industries should be encouraged by different amounts.” (p. 160).)
Timmer ¢f al. (1983), pp. 189-211.

It is beyond the scope of this study to discuss the arguments for and against
raising revenue from taxes on income, wealth and rents rather than
commodity taxes. This is obviously a major area of fiscal policy, though
a qualification must also be added. Bird (1987) argues that indirect taxes
in developing countries, “while not =, regressive as most people seem to
think. do continue to impinge upon the fives of many poor people in limited,
but potentially important ways”. However. he found that the effects were
complex and subtle, “and hinge very much on the detailed structure and
admimistration of the tax in question”
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by reference 1o the reform measures described in Chapter 4. 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 recognize that the extent, pace and emphasis of reform will
have to vary from couniry to country. What we provide is a framework
and direction for reform, not a rigid prescription to be followed by ail.

5.1 Administrative constraints

Any policy of reform requires administrative efforts to design the
reforms. which we discuss under the policy dialogue. plus continuing
effort 1o implement and to operate them.

In most developing countries, the capacity of administrative staff in
the civil service is still limited. Moreover, administrative procedures in
many countries are still relatively young. Therefore. in designing a reform
programme, it is importamt 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 programme 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 expensc of capital. or development expenditure, or by increased
borrowing. As we believe that both of these methods of providing
additional resources are often undusirable, we are looking for proposals
for reform which will not result in increased government expenditure,
and which may even result in savings. The emphasis, therefore, is on
reform programmes which are simple to implement and to operate.
Administrative constraints should thus be seen as major considerations
in the design and speed of any reform programme. In this respect our
recommendations have a different emphasis from earlier reform proposals
such as those of Little, Scitovsky and Scott (1970), Corden (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 arca where the administrative
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constraint may be felt. In an ideal world. a government would collect
information 10 make estimates such as the cffective rates of protection
for individual industrics, and price and income clasticities of demand
for individual products. Such estimates are technically difficult 10 make,
the data expensive to obtain. and continuous effort is needed to keep
them up to date. The experience of the United Republic of Tanzania,
which attempied a price fixing regime based largely on costs of domestic
production, but which encountered severe difficulties with the policy.
is a case in point (Whitworth, 1982). The adminisirative costs of operating
a price fixing organization such as the United Republic of Tanzania’s
National Price Conmission also indicate that administratively simpler
methods of pricing are gencrally desirable.

Under the reform programme proposed the government has to decide
which industries merit support for reasons of industrial dynamism, sclf-
sufficiency and employment generation and what the degree of support
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 industries which do not need protection. However, the owners
and managers of industries which do qualify for support have different
objectives from government. They are likely to want to maximize their
protection (and profits) and. therefore, to exaggerate their costs of
production. Government may not possess administrations with sufficient
knowledge of specialized industrial costs to be able 1o assess the requests
for protection from a variety of different producers adequately.

One type of protection discussed in Chapter 4 is the payment of labour
subsidies and production subsidics to certain industries. Government
needs the administrative procedure for assessing claims for subsidics and
paying out the subsidics. Again, scope for dishonest and corrupt practice
is considerable. A firm may be tempted to exaggerate its labour force
in order 1o receive an increased labour subsidy. The procedure 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 abusc. Government should not enter
into subsidy schemes unless it is sure it can administrate them cificiently
and honestly.

Consumer subsidies may present less of a problem: indced. some
governments have substantial experience of administering consumer
subsidies for agricultural and food products. and also products such as
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petrol and diesel. None the less, any significant extension of subsidies
to industrial goods would increase government administration. and
administrative costs.

A further area of strain 01 government administration may arise should
the government decide on a policy of widespread reduction in industrial
taniffs and their replacement by taxes on final corsumer goods. As we
have seen in Chapter 3. 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 industrialized countries.
Taxing final consumption through a sales tax or a value added tax on
all goods may lead to a less efficient system of axation in that the ratio
of tax due to tax collected will possibly be lower than with wrniffs. and
the collection of tax will be administratively more expensive and difficult.
Both these considerations thus imply a need for a higher nominal rate
of taxation than would be needed under the conventional tanff on imports.
everything clse being cqual. This in itself may encourage further tax
evasion

Administrative constraints may also be encountered with a proposal
for Srawbacks (that is, retunds) of taxes or tariffs on intermediate goods.
A drawback or refund system. such as operates under 2 value added tax
regime. tor example. requires extensive book-keeping and accurate
invoicing by businesses and organizations. It also requires a considerable
force of inspectors. and detailed checking of all business records. Such
a system requires a fairly skilled administration, and 15 probably
practicable on a substantial scale only 1n the more advanced developing
countries (Mexico, Argentina. the Republic of Korea and Cote d'Ivoire.,
for example, have value added tax systems).

Any ctficient tax and tarniff system requires considerable administrative
capacity. In many countries. it s likely to be the “capacity problem” which
15 the most difficult to overcome. Bremer (1984) has recognized the
capacity problem in policy analysis and has proposed that third world
governments should consider relying on outside agencies. such as local
accountancy firms. consultants, and universities tfor work in policy
analysis rather than trying to do all the work themselves. ' In the context
of price reform. this would mean subcontracting much of the technical
work.* 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 [eave a substantial part of the analysis.
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decision-taking and administration to be done by the government staff
itself.

5.2 Financial constraints

Although provision should be made for consideration of the impact of
price reform on government revenue. the reform package may stll have
a significant negative impact of tax revenue. This may be offset by
compensatory increases in revenue from inconie or CoOrporation taxes.
Failing that, the tax shonfall will have to be met by additional borrowing.
cither 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. None the less, 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
movements, at a ime when it is likely to be devaluing anyway ., and to
the risk of an exogenous downturn in either the price or the volume of
its exports. Designing a reform package which 1s revenue-neutral may
be an ideal. but one which is difficult 1o achieve in practice.

A further 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 cach good it proposes to tax and can select
the tax rate for that good accordingly. We suggested in Chapter 4 that
the maximum number of rates for import tarifts which could be casily
handled administratively would be three or four and the government
would merely be left with the task of allocating an individual good 1o
one of these categories.” A similar constraint would operate with
levying domestic sales taxes. and the number of tax rates should be no
more than four. Made-to-measure tarifts for goods selected under stages
-4 require that in principle every good be given its own tanft. In
practice. such detamled differentiation may not be necessary, and it will
probably be adequate 1o round the taritt to the nearest § per cent (e,
a made-to-measure tanft of 28 per cent would be classed as 30 per cent
rather than 25 per cent). A similar system would be to have one tariff
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 tariff ncarest to the degree
of protection the industry s felt to need.




130 The policy dialogue and pcelicy reform
5.3 Political constraints

All governments face political constraints on their policies. The
constraints may be more apparent in countries where governments have
1o 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 particularly
sensitive to political constraints, and we are conscious that as our reform
proposals fali into this sensitive area, governments will (and should)
consider the popularity of a reform package with the population before
implementing it. It is unly sensible to recognize 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.®

5.4 Economic constraints
(a) Macro-ecoromic constraints

There is a risk that the procedure of policy reform, as described in
Chapter 4, may result in short-term macro-economic difficulties. One
of the immediate effects of reducing tariffs and removing quotas may
be a substantial balance-of-payments deficit to be follewed by devaluation.
A devaluation is generally acceptable if it is effective in restoring external
cquilibrium. As we have scen in Chapter 2, this requires that the sum
of the price elasticities of imports and exports should be greater than
1, which may not hold in practice, combined with internal price stability.
In the absence of these conditions, devaluation may simply lead to a
continued external deficit. The available evidence. though, suggests that
in most developing countries the elasticities at Icast are such that
devaluation will have the required effect on the current account (Bird,
1982). Of course, this external constraint may not exist for all countries;
some will be stable enough to withstand the balance-of-payments cffect
of the reform package because of surpluses from agricultural or mineral
exports, or service income such as tourism. 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
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tlexibility . in some countries 1t may not be economically or politically
teasible. We return to the guestion of alternative methods of exchange
rate adjustment below .

The second major conseguence of the removal or reduction of industrial
tanifis is that several industrial firms may beconie loss-making and close
down. Any static allocative etficiency thereby gained will be at the cost
of signiticant industrial dislocation. and unempioy ment of plant and
people will i rn hine negatne muloplier eftects throughout the
coonony . resulung in @ cumulative loss of national income. On the other
hand. some firms may be sumulated 1f they can purchase inputs at hower
prices than previousty . Clearls - a programme of reform must be sensitive
to ity impact on the manufacturing sector. and the structural adjustment
ol industry through tarit! reform must be undertahen eradually.

A shitt towards g untform tardf. and an accompanying devaluation,
will hit highly protected industries more than others. To the exeent that
lower profitability in the sndustral sector or igher percerved rish tollows
trom the imple:nentation of these policies, imvestment may be switched
to the pon-traded sector, especially services. The service sedtor s fess
evposed to the forees of international competition. however. there is a
view that the service sector Lacks the “econonue dy nanusin” and potential
tor productivity  growth of manutaciured industries. and  that an
overdeveloped servive sector teads. an the long run. o reduce the rate
ol yrowth (Kaldor. 1966).

Few decinion-tahers would be prepared o implemient with equaninuty
pobcres which would result in the dechine of the industrial sector. For
most developing countries the grow th of the industrial sector s graduad
and dutticult process as it was for the industriahized countriesy. and
therciore the exposure of parts of the industrial sector o amternational
competiion is itsell something which can be undertahen only gradually.
None the Jess. the development ot anoandustrial sector which s
ternationalls competiive must for most countries renminn one of the
long-term objectives of mdustezal polics . and i some instances protection
may merely prolong monopoly and inctficiencs . Proponents of tanill
reductions, such as Balassi e 1982y, argoe thatin the fong runatwill Teind
o a sl an resowces from amport substtution industries 1o cxport
industries. which is one of the principal objectives of retorm. A necessarn
condition, though. is that the export sector should be willing and able
to expand in the hight of s improved oppertunities. Expansion depends
heas sy on the motis ations of owners and managers of industrial firms.
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{b) International trade negotiations

Any reform programme which effectively subsidizes export runs the risk
of contravening the rules 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 he more acceptable than others. For example, devaluation (or
maintaining an undervalued exchange rate. which. from time to time.
Japan has been accused of doing) seems more acceptable to trading
partners than providing a direct export subsidy . which risks the pejorative
Iabel 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 cxamined by Balassa (1982) in
a similar context.

Finally. the proposals for taritf rationalization must be considered in
the context of global trade negotiations. We would not wish to suggest
that the developing nations should gradually reduce their tanffs on imports
in the absence of similar steps to reduce protection in the industrialized
countrics. Developing countries alreadv have limited access to some
markets because of pon-price restrictions. When this is the case,
increasing competitiveness of exports, which is one of the aims of the
reform programme, will not have the desired effect. Morcover, unilateral
tanft reductions may result in the developing countries throwing away
what bargaining power they have in international negotiations. Tarift
reductions would generally result in increased imports by the south from
the north, but for these (o be sustained. the south must have improved
opportunities to export to the north. Gains from trade will accrue only
if both sides are prepared to contribute cqually to the relaxation of trade
resraints.

5.5 The policy dialogue: the actors

Our suggestions for policy reform fall mainly in the macro-cconomic
arena, but also have implications for planning at the micro-level. The
principal macro-cconomic variables which are likely to be affected are
government revenue, tanffs and protection, employment and income
distnibution, the exchange rate. and interest rates. At the micro-level,
there will be @ requirement to examine the economics of individuat
industrics and cven firms which are considered for protection or subsidics
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() the decision to reform prices of industnial goods. chiefly through
changes in taxes and tariffs on industrial goods;

(b) the implementation of the char-es in prices. through tantls and taxes.
on these goods.

Another consideration which will certainly arise from the first two is:
() the pricing of the factors foreign exchange. capital and labour.

We will discuss the two main functions in section 5.6, and subsequently
discuss the pricing of factors in section §5.7.

5.6 The poli% dialogue: reform of prices, taxes
and tari

In Chapter 3 we presented a tive-stage framework within which proposals
for reforming prices. taxes and tariffs can be viewed. The five stages
can also te 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 3. 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 4.

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 lubour. 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 magmitude and causes of
divergences between efficiency prices and existing prices for industrial
goads 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
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by tariffs, the reduction in the number of different tariff rates and the
narrowing of the gap between the highest and lowest tariffs. Consideration
may also be given to imposing tariffs on goods which are at present
imported duty-free. The object would be te move towards similar and
more uniform tariff structures. For domestically produced goods.
consideration may be given to the possibility of introducing (or
cxpanding) 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 atter
stage 5. However, it may be necessary to formulate an exchange rate
policy at an early stage. as substantial tariff reductions. if introduced.
would in many countries imply a reduction of the exchange rate. For
reasons of presentation, though, it is casicer to discuss the prices of labour
and capital outside the five-stage framework, and we will therefore return
to the subject of the pricing of factors after stage S.

Discussions at stage | would probably be cruciai to determining the
overall direction and pace of policy reform, as the extent of divergences
between domestic and international  prices became  apparent. The
Committee is likely to come to a position on the extent to which it
considers reform desirable, and the extent to which it favours a free
market, or less interventionist policy. The conclusion may be liable to
revision though, as overall policy cannot be finally determined until all
the subsequent stages have been considered. Even in a stylized logical
framework such as the five stages. determination of policy is necessarily
a gradual and an iterative process.

Stage 2. Public revenue adjustments

The need to raise government revenue through taxes on industrial goods
iv essentially a constraint on policy reform, but not necessarily an
inflexible constraint. While governments in developing countries tend
to rely quite heavily on tariffs for revenue purposes, the evidence
presented in Chapter 3 suggests that this dependence tends to decline
as economic development progresses. Therefore, many governments will
expect to take a dechining proportion of their revenue from trade taxes
as the cconomy develops and as the administration becomes more capable
of collecting other taxes, such as taxes on income and sales taxes. But
even ina static context, the revenue “take” from trade taxes can be varied
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by increasing tevenue 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 cach year. However, this is a figure which is
ncgotiable 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. Of
particular relevance is the possibility of introducing alternative taxes on
commodities such as sales taxes or value added taxes to raise revenue.

At a more detailed fevel. reform of tariff structures is likely to be an
important area of discussion. How can the tariff system be simplificd,
and the number of tariff rates gradually reduced. while still meeting an
agreed revenue target from tarifts? The objective of these simplifications
would be to move towards a lower, more uniform, tariff structure (with
exceptions arising at stages 3. 4 and 5), aiming ultimately at a low or
even zero uniform tariff. While the main target of reform in many
countries 1s likely to be import tariffs. attention might also be given 0
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 revenuc.) Another matier
for consideration would be the possibility of introducing import subsidies,
or wriff drawbacks. to industrics whose inputs are subject to tariffs or
other taxes. All these reforms have revenue implications which need to
be considered at stage 2.

Stage 3. Dyriamic adjustments

The discussion at stages 3 and 4 will be concerned with identifying
industries which qualify for special 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 10 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 and cconomies
of scale, or above average linkages. externalitics or learning cffects, but
whose development would be threatened it exposed 10 the general
treatment of industry agreed at stage 2. The proce - of identifying
qualifying industries. and estimating the type and level of incentive is




The pohc, dialogue reform of puices 12ves and tarifte 137

fikely tomvolve the staf? ot the nunnty o ndustrs an e wistderable data
eollection and analy s

A~ we have ~een i Chapter 3 the possible existerics o dy nutiie Lactors
sugrests that valuing poods acconting the prncplos of st voonaiih
ctticienay sy motbe sufbicient Goven Bt dynamie et aty thought
to by sipmficant, ana gien that thes are asuatly diticul o esumate
quantitativ ey how can they he tahen it account i the safuation of

vonnds” The startig peints tor traded voods areas tollows

G the workd prive ot the 2o,
Thy e resouroe sty of domestiic prodietion, valied al evohonit.

GOPOTTHITY Gt

VEy B drcrton to prodice S s dess than e thenoat s
clearty beneticnsd Trone static cihiviened constderattons tar the countes
o proaduee the good s undoss dyamne discoonanies are thouvht to he
Conandorahic However, the ditiomdt case arises i dh s greated than ta
AR g Lt are thouehit to be serpiticant The probiens can then
boe adibiosso 0 usae an example

A Csuniny s thinkine of settae up diesch engine production tor the
e e o rephice mmports The ort price of desel engaes s fo
Pt Gt Ban g sy shov s resource ot ol provuction. salied at sidos
prices. b be {20 per unit Cleariy . im erms of sabic cticreney ondy,
e Lonntey shouhd not produee diesed cngines Howesers there ate
oaeh o be s ant QY pati covnopies whnchowilbarse trom thee
dottiestn prenfucion Lhe question s whether o oot the countre o
promared o pay 20 per cent more o Jiesct enigines nn ters ol stati
ST el v ondet G reap the henetits o the dynanue coonoiie factors
restine iron dorestie prodacto

Do amair s Tvpe ol grestion. o fecds ospectiication o the
Ayt clies T i e estinnate of therr fikeh neenituds Howeser, the
et cE Tty 8 it cHects et that they are dithondt or o
Htos e 1ty I DINCIES ks e quontihied
it T e redse of derease i vadie added i upphedanmd e
it DEacTe e s i el e evenat i b

TOT e W LT e co ol Rt R H I LITO { SRR data
VTt S Dl o ofiofies sich e i ethecb oot the bene it
et et deseionment Boand Despembitnres are cven hander
fooopnants Brosvever ke fnado onoavctane Donetits trom Ko

ol et ont Bhegnte crnds o g oireetT e




138 The policy dialogue and policy reform

be examined systematically. The firm’s output can be expected to grow
over time. resulting in falling unit 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 eome o its own conclusions.

Although the technical statt may be able to present some quantitative
indications of the dynamic tenefits or costs arising from: domestic
manufacturing, there i likely to be considerable uncertainty surrounding
these estimates, and the IPCC will have to exercise judgement in many
cases. Limitations of data, tme. technical staff and even of methodology
to estimate dynamic effects mean that the Committee in some instances
will have little more than & “hunch” to fall back on. Does the intuitive
pereeption of dvnamic benefits overcome an estimated 20 per cent anitial
cost disadvantage or not? Reference to experience in other industries,
and even other countries, might help, but such referernces can only be
a partial guide.

(2) Pricing the product. 1f the diesel engine company has to price
its products at c.i.l. prices then clearly it will make a loss, at least to
siart 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 sutficient to allow the company to charge
120 per unit, as the figure of 1200 arrived at using shadow prices rather
than financial costs. A low shadow price of labour, for example. would
have the effect of producing resource costs below the financial costs.
Morcover, the company will have to be compensated for its pereeption
risk. Therefore the company may have to receive, say. 130 per unit for
ils diesel engines. There are a vanety 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 per cent of the ¢.i.1, price. The Committee has to ask itself whether
or not it is prepared o do this.” The figure of 130 per unit can only
be agreed upon by the Committee after an examination of the cost data
of the company.

The examination of cost data gencerally is hikely 1o form a significant
part of the Commutiee’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
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auditors.'® As we have noted in Chapter 4. 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 diff:cult a» -.ch will generally have different custs. 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
Commitiee 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 (perhaps
because they are labour intensive). In such cases there would be a strong
argument for protecting them.

In an industry with multiple producers. who cach nave different costs,
the pricing devision will depend on the extent to which government wishes
to protect the industry. Three possible cases are as follows:

1. I the government wants 0 ensure no plamt closures (for example,
because of the stage 4 consideration of avoiding  further
uncmployment). then it will set the price at the average cost of the
least efficient producer.

2. It the government wants to keep only the most efficient local
producers. then it will set a price which will equal their average costs.

3. The government may set the price somewhere between the prices
under 1. and 2. depending on the extent to which it wishes to climinate
high-cost praducers. 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, which would have the effect of raising the overall level
of ¢fficiency.

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 price-fixing organizations, such as the United Republic
of Tanzania’s National Price Commission (NPC), whaose difficultics in
this regard are discussed in Whitworth (1982). Esscatially, the NPC
worked on the basis dhat a “firm’s profit margins, and hence its prices,
should be fixed so that it can carn a “*fair” return on capital employed
if 1t operates “etficiently ™ during the pricing period. usually | year'.
A “fair” profit is one that enables a firm to carn 30 per cent pre-tax on
capital employed. Since the rate of corporation tax is 50 per cent, this
means | S per cent after tax. There are considerable difficulties in defining
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*capital employed’, and in estimating operating costs, ex ante, some of
which Whitworth discusses. The NPC had considerable difficulties when
there were multinle producers of a given good, with ditferent operating
costs. Accrrding to Whitworth, the NPC took the average of all the
plants, while acknowledging that there is no satisfactory solution to the
probiem.

The NPC of the United Republic 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 definitions.
What is accepted in one country may not be acceptable to another. For
example, the United Republic of Tanzania's NPC priced domestic goods
on the basis of manufacturers” cost-plus without reference to world prices.
Other countrics. for example Cote d’Ivoire (World Bank, 1978) and
Morocco (World Bank, 1981), chose to give rather more attention to
world prices; indeed the procedure recommended in Chapter 3 suggests
that world prices should be used as the starting point.

The second pricing consideration is to detemine what the domestic
consumer should pay. In the diesel engine example, the following three
prices appear possible:

1. The consumer pays the world price (i.c. 100 per unit).

2. The consumer pays the price which will give the producer his desired
return on capital (i.c. 130 per unit).

3. The consumer pays the resource costs (i.¢. 120 per unit) or some other
price between 100 and 130.

Clearly. the producer wiil need to receive at least 130 per unit, otherwise
he will not produce. This could be arranged by setting a 30 per cent
tariff on imports, or by paying him a subsidy of 30 so that his goods
arc competitive with imports. It may not be considered desirable that
buyers of diescl engines. for example a tractor manufacturer, should pay
130, as they would suffer negative ctfective protection. Such a price
would mean the tractors would cost more than the world price to produce.
The tractors would need protection from competing imports or a subsidy.
and tractors would not be exportable unless subsidized. Unless the tractor
manufacturer received a subsidy or a drawback of 30, domestic sales
would be lower than if the diesel engines cost 100, which may result
in even higher unit costs of tractor production and lower employment.
Tne Committee should consider these points carefully 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 sutter negative
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effective protection. However. in practice a government might find a
subsidy scheme ditficult to administer. In the absence of subsidies to
either the diesel engine producer or the tractor producer. a uniforn: rate
of protection may partially reduce the difficulty. This type of problem
15 likely to arise with any industrial intermediate which is given special
protection, and also with agricultural inputs such as fertilizer. unless a
subsidy scheme can be administered.

Throughout the discussion at stage 3. 1t will be apparent that there
is likely to be contlict between producer and consumer interests, and
perhaps with government interests also. Morceover, the IPCC s likely
to be subjected to special pleading and other pressures from interested
parties. Naturally . firmy manufacturing for the domestic market are likely
to argue for protection. and they will bave an incentive to exaggerate
some of their costs or otherwise understate their profits. In some cases
firms may even resort o corrupt practices to increase their protection
or subsidy. This type of problem only increases the commiitee’s
difficulties, and puts increased emphasis on the cost analysis to be done
by the civil service. Providing special protection is clearly going to give
rise to many difficulties. and we emphasize that it should be the exception
rather than the rule. The tewer industries the government has to protect.
the casier it will be to implement.

The discussion has been conducted in terms of setting prices of goods
which are already manufactured 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 costs 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. Howeser, the Commitice should emphasize
to potential manufacturers that it does not intend to protect incfficiencies
in operations, and should review subsidized or protected industries
frequently.

Finally. the point nceds to be emphasized that special protection or
subsudies for dynamic industries are, by definition. to be seen as
temporary palliatives. A dynamic industry should be able o increase
output and reduce costs to g point where it becomes internationally
competitive. at which point the special incentives are no longer required.
Theretore, when an initial incentive is agreed. a timetable should also
he agreed for ats phased reduction leading to eventual elimination. This
timetable should only be departed from subsequently if the firms a’fected
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can make a convincing case for its modification. If protected “dynamic’
firms do not appear to be progressing towards international
competitiveness. the incentives should be withdrawn anyway. as the firms
have turned out not to be “dynamic’ after all.

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. Conversely. 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 sclf-sufficiency. It must then assess whether or not the higher
costs are outweighed by the risks avoided. If they are not, the Committee
will recommend dependence on trade in preference to sclf-sufficiency.
Such decisions are essentially ones of judgement; 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 question 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 proposals to reduce or withdraw a tariff may
result in the eventual closure of an enterprise and subsequent job losses.
In some countries, cmployment effects may be a major determinant of
tariff policies. and tariffs may be imposcd at stage 4 for this reason. There
is at least a case for establishing a tarift which will cover the difference
between labour costs at market prices and fabour costs at shadow prices.
The uniform tariff discussed in Chapter 4 may generally fulfil this
purpose.

Stage 5. Income-distribution adjustments

For a good whose consumption has a significant distributional impact
for fow-income groups the government may want to set low prices to
encourage consumption and to alleviate poverty. The agreed price for
consumers to pay will depend in part upon a technical discussion of
incomes of the poorer groups, houschold budget surveys and autritional
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or other basic needs. If the agreed price is below the free-market price
af produced locally) or the c.i f. price plus distribution costs it
imported). then some form of subsidy will be needed. Alternativels . the
government may consider increasing (or establishingy welfare payments
to increase the disposable incomes of the poor. rather than directly
subsidizing goods or services.

Disteibutional considerations are likely 1o anise manby in connection
with the price of foodstuffs. and perhaps other basic needs such as
clothing and housing."' To take the example of rice w illustrate a
practical application, the IPCC will adeally need estimates of the
tollowing:

® How many grams of rice per person per day are nutritionally
desirable?

o How much does this cost at the existing market price?

o What proportion of cuasting poverty line incomes does this cost
represent”?

o What change in real incomes v considered desirable?

® What change in the price of rice s needed 1o bring this about?

o How will the change in price affect consumption?

A technical study will be needed o answer these guestions. which again
cmiphasizes the role 10 be plaved by civil servants or by outside
consultants.

The level of any subsidy or tanff change may not be finally agrecd
At stage S, as ot imposes a demand on public revenue. and if the cost
ol 4 subsidy on the good s substantial. then it may be necessary o refer
hack o stage 2. The Mimstry of Finance would naturally nced to consder
the impact of the change on government financing and niay request some
modification o the proposed price. The possibility of introducing a sales
v or g value added tay s relevant 1o stage S, as these tives permnt
differential. low rates to be applicd o goods identitied as necessities”,
and high rates 10 be apphied o “lusury ™ goods

5.7 The pricing of factors

As we mentioned carbier. the hiberalizing of the Lactor prices interest
rates. exchancorates and wage rates also come into the cguation. We
witl discuss ¢, homnoturn
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Interest rate adjustments

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 cannat
pass on increases. Therefore, as with other prices. the move towards
frec-market rates may need to be gradual.

Exchange rate adjustments

For many countrics, a gradual reduction in tariffs is likely to lead to
a balance-of-payments deficit. which in 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, recommended by Little,
Scitovsky and Scott (1970). a “crawling peg” devaluation or allowing
the exchange rate to float. 4 priori, it is impossible to say which would
be preferable. as much would depend on the magnitude and speed of
tariff reductions, the structurc of the cconomy and the possibilities of
currency speculation, which could be destabilizing.'> However. a
government 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 carlier. However, any attempt to reduce real wages
so that they become ¢qual to the opportunity  ost is likely 10 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 teasible. Nor is the alternative policy of a labour subsidy,
discussed in Chapter 4, 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
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on imports. As an cconomy develops, and eventually approaches [ull
cmployment and international competitiveness. the opportunity cost of
labour will tend wwards the market wage. allowing a gradual reduction
in the uniform tantt. This may be a slow process, though. and o
may be many years before a country can dispense with ity umiform
tarift.

5.8 Results of the policy dialogue

At the conclusion of stage 4, the IPCC should arnive atan agreed policy
tor the retorm of antts, taves and subsidies on manutactured zoods
The general theme of vur argument s that pohey should tend owards
the chinunation of gquotas and a reduction i the 1 amber ot anfis, with
the mm of at vaag eventually at o umtorm tantt. which may then be
reduced over nme. A number ot exceptions o the snitorm tantt will
arne. however, as a result of hang into socount dy namie self-sutficiencs
and income -dintribution conmiderations. The number ot the goods talling
into these categories. and the degree ot protection given to them will
o course vary from country to country . Goods which are thus protected
will be subject to special tanfis which are higher than the untorm tanitt.
Rather than devisimg a systein of made to-measure taritts tor cach good,
we stuggest that two or three higher bands of ant! be chosen

At the same tme. changes o subsidies may be introduced Export
mdustries which. because o taritts on imported ainputs. sutler from
acgatng ctiectne protection, will need o drawback scheme it the negative
slicing protection is o be removed A subsids would be a second best
solution This probicm should diminish over aime. however, as taritts
are reduced mndas g paraliel reduction in the exchaenge rate also asssts
caporters. As noted carlier, though. substdy sehemies are not casy to
operate, and adnimistratve ditticulies are avorded it they are not needed

Five probable lossin revenue resulting from a reduction in tatis 1
bkels to require changes i domestic tavaton Fhis may be done n .
VATICTS ob wat s DUl assuiing that resenae from commodins taves s -
be heid roughls constant, then some Torm of dJomeshie sgics of exis,
s needed, as discussed in Chapters 3 and 40 The rate of sales tas
wotthd rise s taritts tail Bxports would, generalty . oc exempt trom sale .
taves. althougt, as mentioned betore, specil export taves maght be
retaned i exceptional circumstances A system ot drawbacks s desirabie
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so that domestic manufacturers do not pay the domestic sales tax on
intermediate inputs. whether they are imported or domestically produced.
Eventually a system of drawbacks might be widened 1o become a fully
fledged value added tax. We discuss the introduction of alternative forms
of commaodity taxation in greater detail below.

The aim of policy reform. as suggested here. will be to move owards
a system which provides uniform effective protection. which diminishes
over time, but which allows for flexibility in protecting or subsidizing
particular industries which the government wishes 1o encourage for
reasons of dynamism. self-sufficiency or employment creation. Even it
reform is only carried out to a limited extent. the government should
at least recognize the effects of its policies, and should at least end up
with fewer unintended protection effects. A modest improvement is better
than no improvement at all.

The Committee should consider also the pricing of the factors of labour,
capital and foreign exchange. We are not inclined 1o suggest any
reductions in real wages, nor wage subsidies. Rather. labour-intensive
industrics might he protected under stage 4. selt-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
bhkely 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 o which we now
turn.

5.9 Implementing the agreed reforms

A major ditficulty in discussing the implementation of a reform package
generatlly s that every country will start from a different point. One is
renunded of the traveller asking the way o his destination. The reply
"Well il T were you. T wouldn’t start trom 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, s that a discussion of the
implementation of a reform package becomes highly gencralized. even
platitudinous. in the absence of any well-defined starting point. We hope
developing-country readers will accept this severe limitation on what
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follows, but that they will be able none the less to apply the general
remarks to their own countries.

The reform programme outlined 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 to
maintain a relatively closed economy) or administrative constraints. ©
introduce a full programme of reforms.

Sequence of the reform

At the outset, the government should envisage reforms 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:

. Replacement of quotas by tarniffs.

. Reduction of the number of tariff rates to three or four.

. Move towards a uniform tariff. with systematic introduction of special
protection to selected industries under stages 3—4. On occasion, it
may be possible o offer subsidies to industries rather than protection.
Madification of consumer subsidies under stage 5.

4. Gradual reduction of the standard uniform tariff.

S. A paraliel reduction in the exchange rate. and liberalization 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 using 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. Sclective support for qualifying
industries would still be available.

9. The uniform sales tax and the tax drawhack system may he combined

in a single value added tax (VAT) system. Simultancously . differential

td -

‘o
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rates of VAT may be introduced, if required. We discuss the
mechanisms of VAT later.

The sequence may be varied to some extent, and some steps may be
implemented simultaneously. It may also be simplified. in that some steps
may be omitted. For example, a country may prefer to introduce a sales
tax (or even a vajue 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 imported goods until the uniform taniff had fallen to a low level
or even zero, as the sales tax would then add to protection. There is
clearly a phasing problem in moving from import duties to sales tax on
all goods, and transitional and administrative difficulties may be expected
whatever route is adopted.

Speed and timing of the reforms

The process of introducing the agreed policy reforms may present some
difficulties. notably 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 335 ycar
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 lcast, the
first stage) as soon as they are agreed.

The main argument in favour of gradual reform is that large price
changes may have too violent an impact, especially if several are
imroduced simultancously, leading possibly to high inflation, industrial
dislocation or social discontent. Earlier advocates of price reform —
Little. Scitovsky and Scott (19703, Corden (1974) and Balassa (1982)
~ all advocated a gradual approach to overall tariff reduction. In most
casces, 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 in
steps over a period of, say, 3-S5 ycars. However, the process may take
much longer in countries which have complex taniff structures, many
quotas, and which lack a sales tax and an efficient tax collection system.
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protective quotas. Obviously, though, the removal of quotas may be a
delicate operation, and governments will have to be sensitive to the eftects
of the operation.

Reform of tariffs

(1) Types of tanff structure

The two principal types of tritt are ad valorem 1anfts whereby a
percentage mark-up is added to the c.i.t. value of imports. and specitic
tarifts. whereby a fixed sum is added to cach unit of import, regardless
of value. The ad valorem tarift is in general more suitable for the
following reasons:

o Specific tariffs are regressive, n that consumers of poorer quality
goods pay relatively more tax than consumers of better yuality similar
goods.

@ Specific wniffs provide higher pereentage nominal protection to lower-
priced, lower-quality goods than they do to higher-priced. bigher-
quality similar goods.

@ Specific uties may causc problemas in inflationary times. Unless the
tariffs are raised regularly, government revenue from specitic tariffs
will fall in real terms.

Ad valorem tasifts do not have these disadvantages, but do require a
valuation of the goods imported, whereas specific taniffs depend only
on physical measures such as weight or fength. Valuation is open to
Judgement, underinvoicing and  possible corruption, and  therefore
requires wound customs administration.'’ Sometimes specific or ad
valorem tariffs are used together, with the duty applicable being the one
which yiclds the higher revenuc. However, ad valorem taniffs are
penerally preterable, especially as they result in prices in the market being
more responsive to world prices than if specific tariffs are charged.
Morcover, from the point of view of reform, it is casier to simplify a
tariff strucrure to three or four ad valorem tariffs than it is to apply only
three or four specific duties, which could lead to some observed anomalics
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 gencrally be replaced by ad valorem tariffs. More-
comprehensive discussions of types of tarifts are piven by Duc (1970)
and Lewis (1984).
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(2) Moving to a uniform tariff

What route should be taken to reduce a large number of disparate tariffs
to a lower or zero uniform 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 first 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 highly
protected industries suffer the most rapid reductions in protection. In
order to avoid severe distress, these industries may 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
wariffs are reduced by an equal percentage, say 10 per cent, until the
target uniform tariff has been reached. Under this scheme, all effective
rates of protection experience the same across-the-board reductions as
the nominal tariffs and therefore relative effective protection remains
the same. The highly protected industries are given more time to adjust.

(3) 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 one or 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 efficiencies should
eventually allow many industries to become internationally competitive.
The protection »fforded them should be reduced accordingly, perhaps
even in anticipation of increased competitiveness, rather than in response
to it. It is important that protected industries should be encouraged to
become more efficient. Likewise, economic growth and administrative
improvements may eventually make stage S, the subsidy to consumers
for distributional reasons, much less important. Economic growth will,
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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.

Reform of 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 they have a part to play in price reforms.

(1) A manufacturers’ level sales 1ax is the easiest to introduce,
as the tax is levied at far fewer points of sale than the retail level sales
tax or the VAT. It would operate alongside a tariff system for revenue
purposcs. Initially, it would be easier to introduce it without drawbacks,
but as a cascade effect would be produced, a drawback system would
be desirable sooner or later. Drawbacks and exemptions (for example.
on ‘necessities’) require detailed documentation and an efficient and
honest administration to check that all claims are legitimate. It will also
require a registration system for all manufacturing firms which wish to
claim drawbacks. Drawbacks or exemptions must also apply to taxes
on exports and imports, although imports which are subject to a uniform
1ariff equal to or greater than the rate of producer tax should be exempt
from further taxation."

(2) A retail level sales 1ax is an alternative to a manufacturers’
level sales tax and, as described in Chapters 3 and 4, is more
comprehensive. It may be introduced as an ‘improved’ manufacturers’
sales tax; alternatively governments may go straight to a reiail sales tax
without a manufacturers’ sales tax as an intermediate step. The retail
level tax, though, is administratively the more complex of the two by
a large margin. In principle it is levied on all retail outlets, but in practice
tax would only be levied on retailers with annual turnover above a
minimum level, who would have to register. Small and informal retailers
would therefore be exempt from the system for administrative
convenience and economy and their sales would therefore avoid the tax.
The sales tax would be levied equally on domestically produced and
imported goods, and would largely replace tariffs as a source of revenue
(although not as a form of protection). Exports would be automatically
cxempt as they do not pass through retail outlets. A major administrative
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Otherwise the tax will be sharply regressive. For further discussion of
VAT in developing countries see Gillis, Shoup and Sicat (1987),
Casanegra de Jantscher (1987), Sicat (1987). and Tait (1988) who has
produced a comprehensive review of VAT.

Although we broadly favour a move towards a comprehensive VAT,
we recognize that for many countries it will be a long-term objective
only. On the general subject of indirect tax reform, Bird writes:

Both the literature cited in this paper and extensive experience with
indirect taxes in 2 number of developing countries suggest that what is
generally needed is the reform. not the replacement. of the existing
structure. and not least of its administration. More use of microdata sets
for incidence studies, more explicit modelling of the effects of tax
substitutions in a general equilibrium setting, more thought on the
importance of the considerable horizontal inequities characterizing most
indirect tax systems, and much closer attention to administrative realities
— all these offer better guides to what is needed to improve policy
recommendations in this area than does the search for some unique. all-
encompassing solution (such as a value-added tax) to the problems with
most existing indirect tax systems. (Bird, 1987)

The introduction of VAT should be gradual. starting with large
manufacturing and trading companics that have the resources (o
administer it. The turnover of a firm is a suitable criterion, and the VAT
can subsequently be widened by gradually reducing the turnover
threshold. Certainly. the experience of Niger. when VAT was initially
introduced in 1986 on a widcespread basis, covering almost all economic
activity except agriculture, was that too many enterprises were included
and many of the smaller enterprises did not understand it. This should
tcach tax authoritics to proceed cautiously.

Implementing devaluation

The objective of devaluation is to try to maintain cquilibrium on the
current account during the taniff reform programme. Tariff reductions.
by reducing the final cost of imports, will tend to increase demand for
them. A devaluation will have the offsetting cffect of making them more
expensive. and at the same time will make exports priced in local currency
cheaper to foreign buyers, thereby encouraging them. It is unlikely that
a government will be able to estimate accurately the devaluation required
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to maintain equilibrium on the current account following a round of wriff
reductions. Import and export price elasticities can be estimated. but these
change. and also the tme-lag betore devaluation becomes effective is
difficult 1o estimate.

While the above may make a “crawling peg” approach with devaluation
in step with tarift reductions sound logical. such a policy may be ditficult
to implement in practice. partly because speculators may anticipate
devaluations, thereby disrupting the foreign exchange market. The once
and for all devaluation passibility assumes that the government knows
what the final exchange rate should be. It was proposed by Litde,
Scitovsky and Scott (1970). but during an cra of fixed 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 chminate the possit:lity of other currencies rising against it It is
not possible nowadays to determine an appropriate tixed exchange rate.
and adhere to i, Simply . there is no such thing as a fixed exchange rate.
The third possibility, a floating cxchange rate. also creates ditficultics.
s perhaps more vulnerable to destabilizing currency speculation than
the other possibilities. where threat of government intervention in the
toreign exchange market may deter speculators. This is especially true
when the government has 2 known policy of trade liberalization. "Dirty”
floating. with some government intervention to maintain order in the
toreign exchange market. may be preferable to “clean’ floating. Clearly .
all methods have drawbacks, and the choice s likely to be a difficult
unc.l‘

The problem s magnitied by the possiility that devaluation will
produce inflation. particularly if real wage rates are inflexible. Theretore
parallel policies may be needed to control intlation. If inflation 18 not
controlled. then rising prices will put up the price of exports and make
imports cheaper than before in real terms. In other words. inflation will
have the effect of reducing the real devaluation made, and may elimmate
it altogether. thereby requiring a further nominal devaluation.

[t s hikely to be preterable that trade hiberalization and exchange rate
devaluation should be conducted against the background ot an unchanged
exchange control regime. whatever it may be. Trying to hiberalize
cvchange controls at the same timie as trade runs the risk of stimulating
destabilizing capital lows an whatever directiony, which miy mean that
the planned coordination between tantt reduction and exchange rate
devaluation is lost, The subject has been discussed 10 detail by Edwards
(1984, who concludes that there s strong presumption in fasour of
sheralizing the current sccount before liberaiizing the capital account.
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Co-ordinating reforms

We have already noted difficuities which may arise with the coordination
of tariff reductions and the introduction of domestic taxes on goods and
services. But perhaps a more serious difficulty anises with the
coordination 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 retform attempts in Argentina. Chile and Uruguay (Corbo
and de Mclo, 1985) highlight these difficultics. Policy inconsistencies
were identified as the main cause of the difficulties. In all three countries.
tariff reductions were accompanied by increasing. rather than falling,
real exchange rates as the rate of inflation outstripped the rate of
devaluation. The implementation of interest rate liberalization, oo, led
to problems, with the switch trom negative to high posiuve (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 to try
to present any generalized prescription for overcoming these difficulties:
any country attempting a liberalization programme will need to adapt
the reforms 1o their own particular circumstances.

Two further points should be made concerning exchange rate
adjustiments. Finst. 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 o an appropriate tall in the eachange rate. but it may be more
likely 1o produce capital flight. forcign exchange shortages and cven
“dollarization”"™ of the domestic cconomy. which may be destabilizing.
Argentina, tor example. attempted to pre-cmipt these reactions by pre-
announcing devaluations, but ambiguities and inconsistencies in the
announcements tended to aullity the advantages of the scheme. In
Uruguay, the pre-announced tate of devaluation led to destabilizing
behaviour such as consumer hoarding of imported durable goods. and
capital tlight st in when confidence ¢bbed in the adherence to the pre-
anpnounced devaluation programme (Corbo and de Mclo. 1985).

The second point concerning exchange rate (and interest rate)
adjustment s the potential conflict which arises between long-run
adjusimenis as part ol a reform programme. and short-run adjustments
which miay be needed as part of a stabilization programme. So far, we
have implicitly assutned that reform would take place in an cconomy
in internal and external equilibrium. but the reality 1s that cither high
internal inflation or substantial external deficits (and sometimes both
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together) will require short-run stabilization programmes which interfere
with, or even reverse, changes envisageu under a long-run reform
programme. This applies to interest rates. exchange rates and tariff
adjustments. Chile, for example, in 1983, reversed its tariff reduction
programme by increasing its uniform tanff from 10 per cent to 20 per
cent, in response to the impact of the recession. In any economy suffering
from instability, the coordination of taniff and tax changes to adjust prices
becomes doubly difficult.

5.10 Concluding remarks

We do not pretend that these comments on implementing policy reform
have done more than outline the difticukhties likely to be encountered by
countries pursuing such a programme. The only thing we feel reasonably
contident about is that generalized prescriptions for implementation for
all countries can only serve as a starting point. Therefore we have avoided
trying to do more than outline possible procedures. leaving those
responsible in individual countries (who know much better than us) to
develop the details of their own reform programmes, according to their
own ambitions, circumstances and constraints.

Notes

. Inseveral countries. poor administrative capacity is a major obstacle to the
implementation of structusal adjustment programmes. Some governments
and cxternal financing agencies have begun to appreciate the need for
admunistrative reformis as part of the procass of ecconomic adjustment.
Admimistrative reform programmes are under way in Jamaica. Dominica,
Trinidad. Venczuela and several sub-Saharan African countries. See Kitchen
(1989).

2. Stern (1984), tor example. in a discussion of tax reforms, states that: “Jn
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 stabilization policy
and, as yet. have not been directed towards consideration of growth. Second.,
administrative costs have been ignored.” Balassa (1982) does not mention
administrative constraints.

3. This practice is in fact followed by governments of industrialized countrics
and by international agencies.

4. The type of technical work has been referred to on several different
occasions. The main subjects for the study arc as follows:
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10.

o 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:

o mintmum cconomic scale of production:

o world market trends for various goods.

The practicability of three or four rates of domestic taxes as a maximum
is based on practice in European countries (see OECD. 1988). which usually
have a maximum of three rates of value added tax. Some have only one rate.

. The precipitated increase in the price of basic fooastuffs in Zambia in 1986.

ay part of the price reform programme. led to riots and the subsequent
muderation of the price increases.

Although this study is concerned with industrial policy and we therefore
propose an IPCC. we do not preclude it being a sub-committer of a wider
Economic Policy Co-ordinating Commitiee. concerned with policy reform
in all sectors of the cconomy.

. The method of assessing the benefits of education by estimating the present

value of ncreased future carnings lacks conviction in the case of industrial
training because it is unlikely that the whole of the benefit would accrue
to the ranees. In any case, the method is tfraught with difficulties.
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
distinet. 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 financial subsidy may sull be
acceptable. but the resource cost of the project may now be considered too
high.

We have avoided detailed discussion of many practical problems here. One
s the problem of allocating joint costs when an enierprise produces more
than onc product. Anather is the problem of annual or seasonal variations
of costs which may arise. Even identifying the costs in enterprises which
do not have adequate management accounting systems may be a conswderable
problem. Evenf the systems are adequate, the cost data included in them
may be questionable. Just the issue of which overhead costs to include
requires considerable thought

We have deali rather briefly with the dialogue on distributional objectives
as stis bikely to apply to only a few industrial products, which are our main
concern.

Krueger (1978) concluded that, “it seems a tair conclusion that one of the
policy mistakes of the two decades covered by the country studies was using
devaluation to a new, tixed exchange rate as an instrument designed to attain
both domestic price stabilization and a liberalized trade regime. The adoption
of 4 sliding-peg cxchange rate policy would have freed the fortunes of the
trade sector from their dependence upon successful price stabilisation.”
(p. 297.) Experience n Argenting and Chile, though, suggests that a sliding-
peg exchange rate policy does not provide all the answers (Corbo and de
Mclo, 19RS)




16.

19.

Notes 159

. Some countrics in recemt years have adopted the practice of employing

international trade surveillance firms to provide independent valuation and
authorization of imports and xports. and 1o speed procedures and reduce
consumplion. While this is superficially an attractive scheme. and one which
has often worked well. some countries (e.g Jamaica) have devided that
the benefits do not justify the costs.

. We assume here that nominal and effective rates of protection roughly

coincide. If 2 country has estimates of effective protection rates available.
it can then attack high effective rates of protection firs.

. This opens up a further tax problem for imports subject (o a tanif lower

than the sales tax. If the sales tax i 20 per cent. and an imported good
is subject to an import tarift of 15 per cent, then impusitior. of the 20 per
cent sales tax would provide excessive protection (o domestic producers,
whereas an exemption from sales tax would leave negative nominal and
effective protection to domestic prodocers. ldeally . the good woukd he subgect
to a sales 1ax of only 5 per cent (20% minus 15%).

Gillis, Shoup and Sicat (1987) found that: "By October 1986, nearly sixty
nations used one or another form of VAT, 30 of which are classed as
developing countries (L.DCs) in the 1986 World Development Report ol
the World Bank.” (p. 1)

Exemptions, where there is no right to a refund of the prior stage tax on
inputs. are casicr o administer than zero rating. which carries the right
10 a refund of prior stage tax paid on inputs.

In the 19808, a number of countries introduced auction systems for foreign
exchange markets. often under the acgis of an IMF stabilization programme
or it World Bank structural adjustment programme. Ghana. Jamawa. Nigera,
Uganda and Zambia are cases in point. Essentially. a twice weekly auction
allows the price of foreign exchange to be determined by supply and demand,
but subject 10 the important qualification that supply is fixed by the
government or central bank. which announces in ads amce how much foreign
cxchange will be made available at the auction. It s really a relatvely
transparent form of a dirty float.

Dollarization is the process whereby goods and services 1n the domestic
market tend to be priced informally in US dollars rather than local currency
It occurs when people find that because of high ntlation and non-
convertibility of the local currency. the US dollar obfers a more constant
maisure of values and s a safer currency (o hold.




Bibliography

Abe. S.. M.J. Fry. Byoung Kyun Min. Pairoj Vongvipanond and Teh-Pei Yu
(1977) "Financial liberalisation and domestic saving in economic development:
An empirical test for six countries”. Pakistan Development Review . vol. 16,
no. 3.

Agarwala. R. (1983) "Price distortions and growth in developing countries’. World
Bank Staff Working Paper No. 575 (World Bank).

Amdt. H.W. (1988) *Two kinds of credit rationing ., Banca Nazionale del Lavoro
Quarterly Review, vol. XXXV, no 143.

Bacha. E. and R. Feinberg (1986) ‘World Bank and structural adjustment in
Latin America’. World Development, vol. 14, no. 3.

Balassa, B. (1971) The Structure of Protection in Developing Countries
(Baltimore: Johns Hopkins University Press).

Balassa, B. (1974) "Estimating the shadow price of foreign exchange in project
appraisal”, Oxford Economic Papers. vol. 26, no. 2.

Balassa. B. (1975) "Trade. protection and domestic production: A comment’
in P. Kenen (cd.). International Trade and Finance (Cambridge: Cambridge
University Press).

Balassa. B. (1977) Policy Reform in Developing Countries (Oxford: Pergamon
Press).

Balassa. B. (1982) Development Strategies in Semi-Indusirial Economies
(Baltimore: Johns Hopkins University Press).

Bauer. P.T. and B.S. Yamey (1968) Markets, Market Control and Marketing
Reform (London: Weidenfeld and Nicolson).

Baumol, W. and D. Bradford (1970) *Optimal depantures from marginal cost
pricing’. American Economic Review, June.

Bell. M., B. Ross Larsen and L. Westphal (1984) *Assessing the performance
of infant industries’. Journal of Development and Economics, no. 16.
Bergsman. J. (1973) *Commercial policy, allocative efficiency and X-efficiency ',

Quarterly Journal of Economics, vol. 87.

160




Bibliography 161

Berry, A and R. Sabot (1978) “Labour market performance in developing
countries: A survey', World Development, vol. 6, nos 11-12.

Bhagwati, J. (1978) Foreign Trude Regimes und Economic Development: Anatomy
and consequences (Cambridge. Mass.: Ballinger).

Bhagwati. J. er al. (eds) (1971) Trade. Balunce of Payments and Growth: Papers
in honor of Charles P. Kindleberger (Amsterdam: North-Holland).

Bird. G. (1983) "Should developing countries use currency depreciation as a
tool of balance of payments adjustment? A review of the theory and evidence.
and a guide for the policy maker™. Journal of Development Studies. vol. 19,
no. 3.

Bird. R M. (1987) "A new look at indirect taxation in developing countries’.
World Development. vol. 15, no. 9. pp. 115162,

Bolnick. B. (1982) "Concessional credit for small scale enterprise”. Builetin of
Indonesian Economic Studies, vol. XVIII, no. 2.

Bremer. 1A, (1984) "Building institutional capacity for policy analysis: an
alternative  approach 1o sustainability’. Public  Adminnstration and
Development. vol. 3. no. 1.

Brodersohn, M.S. (UNIDO. 1981) “Financing of industrial enterprises amd
tinancial repression in Latin America’

Casancgra de Jantseher, M. (1987) “Problems in administering a value added
tax in developing countries: An overview', World Bask Discussion Paper
no. 246, (Washington).

Cooper. RN 971 "Currency devaluation in deseloping countrres . in - Ranis
(ed). Government and Economic Development (New Haven: Yale University
Press).

Cooper. C.(1980) "Policy imtervention tor technological innovation i descloping
countries’. World Bank Staff Working Paper. no 341

Corbo, V_oand J. de Melo (1985) "Overview and summary ™ World Development.
val. 13, no. 8. Special Issue on Liberalisation with Stabilisation in the Southern
Cone of Latin America.

Corden. W M. (1970 The Theory of Prowecnion. (London: Oxtord Uanersity
Press)

Corden. W M (19738) Trude Policy and Econoniie Weltare ¢Oxtord: Clarendon
Press).

Corden, WM. (1975) “The costs and conseqguences of protection: A sursey o
copirical work” an P Kenen tedo, Itcrnational Trade and Finane e
(Cambridge Cambridpe University Presa

Corden, W M 1980y “Trade policies™ i J. Cody eral . Polictes for Indusinat
Progress i Developing Countries (London: Oxdord Eniversity Press)

Davies. O (1986) “An analysis of the managenient of the Jamaican ceonony
1972 -1988°, Social and Foonomic Studies, vol 38, no 1

Diaz-Alejandro, C (1975 " Trade policies and economie deselopment”. in P
Kenen cedo, International Trade and Finance (Cambridge Cambrulec
Uiniversity Press)

ick. Hoand D.P Vipcent (1983 “Export taxation by marketung boards
developing countries: Some macrocconomic and distaibutional aspects with
reference to the Ivory Coast’, in Recent German Research in International
Economies. (Tubingen: Institute for Scientfic Co-operation)




162 Bibliography

Dowling, J.M. Jr and U. Hiemenz (1983) "Aid. savings and growth in the Asia
region’. The Developing Economies, vol. XXI, no. 1.

Due. J.F. (1970. revised 1988) Indirect Taxation in Developing Economies
(Baltimore: Johns Hopkins University Press).

Edwards, S. (1984) "The order of liberalisation and the balance of payments’.
World Bank Staff Working Papers. no. 710.

Findlay. R. (1975), "Trade policies and economic development: A comment’.
In P. Kenen. (ed.), International Trade und Finunce (Cambridge: Cambridge
University Press).

Fischer. B. (1981) “Interest rate ceilings. inflation and ¢conomic growth in
developing countries”. Economics. vol. 23.

Forsyth, D.. M. McBain and R. Solomon (1982) “Technical rigidity and
appropriate technology in developing countries’. in F. Stewart and J. James
teds. ), The Fconomics of New Technology in Developing Countries (London:
Frances Pinter).

Fransman, M. (1985) "Conceptualizing technical change in the third world in
the 1980s: An interpretive survey ', Journal of Development Studies. vol. 21.
no. 4.

Fry. M.J. (1974) The Afghan Economy: Money, finance and the critical
constraints fo economic development (1eiden, Brill),

Fry. M.} (1978a) "Monetary policy and domestic saving in developing ESCAP
countries”, Economic Bulletin for Asia and the Pacific, vol. 29, no. 1.
Fry. M.J. (1978b) "Money and capital or financial deepening in economic
development?” Journal of Money, Credit and Banking, vol. 10, no. 4.
Fry. M.J. (1980; "Saving, investment, growth and the cost of financial

repression’, World Development, vol. 10, no. 9.

Fry. M.J. (1982) "Madels of financially repressed developing economies’, World
Development, vol. 10, no. 9.

Fry. M.J. (1988) Money. Investment and Banking in Economic Development
(Baltimore: Johns Hopkins University Press).

Galbis. V. (1977) “Financial intermediation and economic gre wih in less
developed countries: A theoretical approach’, Journal of Developnent Studies,
ol 13 no. 2

Galbis. V. (19793) “Inflation and interest rate policies in Lain America,
1967-76". IMF Staff Papers. vol. 26. no. 2.

Galbis, V. (1979b) "Money . investment and growth in Latin America. 1961-73°,
Economic Development and Cultural Change, vol. 27, no. 3.

Galbis, V. (1982) “Analytcal aspects of interest rate policies in less developed
countries’, Savings and Development, vol. 6, no. 2.

Gillis, M., C.S. Shoup and S.P. Sicat (1987) *Lessons from value-added taxation
tor developing countries’, World Bank  Discussion Paper No. 238
(Washington).

Giovanni, A. (1983) “The interest elasticity of savings in developing countries:
The existing evidence'. World Development, vol. 11, no. 7.

Goldsmith, R W. (1969) Financial Structure and Development (New Haven:
Yale University Presy).

Gonzales Arricta, G H. (1988) “Interest rates, savings and growth in LDCs: An




Bibliography 163

assessment of recent empirical research”™. World Development. vol. 16, no. S,
pp. 589—-605.

Greenaway. D. and C. Milner (1985) " Estimating the shifting of protection across
sectors: Application 10 Mauntus™. Indusinn and Development. no. 16
Greenaway. D. and C. Milner (1987) “True protection concepts and ther role
in evaluanng trade policies in LDCS'. Journal of Development Studies. vol.

23 no. 2.

Guisinger. S. (1981) "Trade policies and employment: The case of Pakistan™.
in A, Krueger (ed.y. Trade and Emplosment in Developing Countries
tChicago: University of Chicago Pressy.

Gurley. J.S. and E.S. Shaw (1960) Mones in a Theon of Finance (Brookings
Institute: Washington DC)H.

Henson, JLA. t1980) “The Colombian experience with financial repression and
incomplete liberalisation: Stagnation. growth and instabihty . 1950-1978".
Prvﬁ(’t'c'(liny\ uf the First International C:nﬁ're'n('c' on the Financal
Development of Latin America and the Caribbean (Caracas: Interamerican
Insutute of Capital Markets)

Helleiner. G. (1987) "Outward onentation. import instabihty and  Atrnican
ceonomic growth: an empincal investigation”. i S. Lall and F. Stewart eds ).
Theors and Realits in Development. Exsavs in honour of Paul Sireeten
tLondon: MacMillan).

Hirschman. A1 1958) The Strategy of Economic Development tNew Haven' Yale
University Press).

Ikram. K. 1980y Eevpr: Economic management in o period of transition
tBalumore: Johns Hopkins Universits Press. for the World Bank).

Jackson, T. and D. Eade (1982y Against the Grain (Oxtord: Oxfam).

Kaldor. N. (1966) Causes of the Slow Rate of Economic Growth of the United
Kingdom: an Inaugural Lecture (London: Cambridge University Press).

Khatkhate. D.R. (1982) "Anatomy of financial retardation in less developed
vountries: The case of Sri Lanka, 195119767, World Development. vol.
10, no. 10.

Khatkhate. D.R. 11988) *Assessing the impact of interest rates in less developed
countries". World Development. sol. 16, no S, pp. 5§77 -88.

Killick. T. (UNIDO. 1983) “The role of the public sector i the industrialization
of Afrnican developing countries’. Industn and Development. no. 7.

Kitchen, R.L. (1986) Finar:ce for the Developing Countries (Chechester: John
Wiley).

Kichen, R L. (1989 "Administrative retorm an Jamaica: & component of
structural adjustment’, Public 4dministration and Development. vol 9. no 4

Kitchen. R.L. and Weiss, J. (1987 "Prices and gosernment interventions in
developing countries’. Industry and Development. no. 20,

Krueger. A.O. 11974) "The pohiical economy of the rent-seeking society ',
American Fconomic Review. vol. 64

Krueger. A.O. (1978) Foreign Trade Recimes and Economic Deselopment
Liberalization attempts and consequences (Cambndge, Mass. Ballinger)

Krueger. A O, and B. Tuncer (1982) "An empirical test of the intat industry
argumerit’, American Economic Review. vol. 72, no. §.




164 Bibliography

Krueger, A.O. (1983) Alternative Trade Strategies and Employment. vol. 3
(Chicago: Chicago University Press).

Krueger. A_O. (1984) *Trade policies in developing countries’. in R. Jones and
P. Kenen (eds.). Handbook of International Economics (Amsterdam: Elsevier
Science).

Krugman, P. and L. Taylor (1978) *Contradictory effects of devaluation’. Journal
of International Economics, November.

Kydd. J. and A. Hewitt (1986) "The effectiveness of structural adjustment lending:
Initial evidence from Malawi', World Development. vol. 14, no. 3.

Lal, D. (1980) Prices for Planning (London: Heinemann).

Leibenstein. H. (1978) Genera! ..~ +»nev Theory and Economic Development
(New York: Oxford Unive - ¢ ess).

Leite. S.P. (1982) "Interest rate ;. - ._.es in West Africa’, IMF Stuff Papers, vol.
29 no. 1.

Lewis, W. (1959 "Economic development with unlimited supplies of labour’.
Manchester School, May.

Lewis. S.R. (1984) Taxation for Development (Oxford: Oxford University Press).
Lim, D. (1980) "Taxation policies”, in J. Cody er al.. Policies for Indusirial
Progress in Developing Ceiuntries (Oxford: Oxford University Press).
Lintle, 1. (1982) Economic Developmeni: Theory, policy and international relations

(New York: Basic Books).

Little, LM.D. and J.A. Mirrlees (1973) Projec: Appraisal and Planning for
Developing Countries (London: Heinemann).

Litle, 1., T. Scitovsky and M. Scott (1970) Industry and Trade in Some
Developing Countries (Oxford: Oxford University Press).

Low, P. (1982) "Export subsidies and trade policy: The experience of Kenya®,
World Development, vol. 10, no. 4,

McKinnon, R.1. (1973) Monev and Capital in Economic Development
(Waskington DC: Brookings Institute).

de Melo, J. (1978) "Estisnating the costs of protection: A general equilibrium
approach’, Quarterly Journal of Economics, vol. 92.

Michaely M. (1977) ‘Exports and growth: An empirical investigation®, Journal
of Development Economics, vol. 4, no. |.

Mosley, P. (1989) “Effective stabilization policy in less developed countries’,
Journal of International Develnpment, vol. 1, no. 3, July.

Mosley. P. and L. Smith (1989) °Structural adjustment and agricultura:
performance in sub-Saharan Africa 1980—1988°, Journal of International
Development, vol. 1, no. 2.

Neillor, D.C.L. (1985) ‘Tax policy, regulated interest rates and saving', World
Development, vol. 13, no. 6.

OECD (1972) Industrial Policy of Japan (Paris: OECD).

OECD (1988) Taxing Consumption (Paris: OECD).

Oxford Economic Papers (1974) *Symposium on shadow exchange rates’, vol.
26. no. 2, July.

Pack, H. (1980) ‘Macroeconomic implications for factor substitution in industrial
processes’, World Bank Staff Working Paper No. 377.

Powers, T.A. (ed.) (1981) Estimating Accounting Prices for Project Appraisal
(Washington: Inter-American Development Bank).

Rice. R.C. (1976) ‘The Tanzanian price control system: Theory, practice and




Bihitography 165

wme possihle uprovements’ Foononti Researcit Bureaw Paper "6 3
(Universits of Dar es Salaam, 19761 Reprinted in K Kun, R Mabele and
M Schubters (eds 1 Papers on the Political Foonoro ot Lancani ondon

Hememamn
Roc. A R (1982 “High anterest rates A niew comventional windom tor
development polics * Some . fusions from Sei Lankan expenence’ . Workd

Development. vol 10, w0

Seott. M1 MacArthur and | whery (1970 Project Appravsal i Pracice
itondon  Hememanm

Ser. A 196X The Chowce of Techngues (hondon Bluackwelh

Shaw_ E S (1973 Fanan nad Deepernuny o Feonomee Development iNew York
Oxdord University Press

Seeal. S P 1987 T Adopting i vatue added tavation e developing country 7
World Bank Dovcasvion Paper Soo 230 eWashington)

Singer. H (1988 " The Warld Development Report i9%7 on the blessings ol
otward onentation A necessany correcton’. Journal of Development Snudtes,
vol :J. no

Squire. b (1981 Emplovment Policy i Developing Countries A sunes of ey
and evidence 1New York: Oxtord Unpsersity Press tor the World Eank)

Squire. 1and H Vander Tak (1975) Economie Analvsis of Projects (Balumore
Johns Hophins Universaty Press)

stern. N 1984 Opumom teation and tay policy . IME Stajf Papers. vol. 3L,

ne 2

Stewart, I 11977 Technology and Underdevelopment tLondon Macoullany.

Tat. A A (1988) Value Added Tax  Internanonal Practice und Problems
(Washingtoa IMb)

Tans, Vo (1982) Fiscal disequibbrium in developing countries’, World
Developrient, December.

Tavlor, L. c1981) °IS LM in the Tropics. Diagrammatics of the new structuraling
macro crnique’, e WoR Chine and S Weintruub teds 1. Economu
Strabihsation in Developing Countries (Washington, Brookings Institution)

Taylor, L. (1988) Vurienes of Stabiliation Experience (Oxtord Clarendon Press).

Thirtwall, A P (1980) Balunce of Pavments Theory (London Macmtllan)

Tunmer, C P . W P Falcon and $.R. Peanson (1983 Food Policy Analvsis
(Balumore Johns Hophins University Press)

Tinbergen, b (1967) Feonomic Policv: Principles and design (Amsterdam: North
Hollandy

UNIDO (19720 Guadelines for Progect Evaltation (New York United Nations)

UNIDO (1980 Guide 10 Practical Project Appransal (New York. Umted Nations

UNIDO (1980) Pracrical Apprasal of Indestrial Projects (New York. United
Nations)

UNIDO (1987) Industrs and Development. Global Report 1987 (Vienna
UNIDO)

van Arkadie. B. red 1 (1986) " External finance and policy adistment m Alrica’,
Development and Change. vol. 17, 00 1, spectal issue

van Winbergen, S CT9R2) Interest rate management in Jevelopimg countries
Theors and sisnulation results tor Korea' . World Bunk Saff Working Papers.
No 91

Vogel R C and § A Buser (1976) “Inflation. tinancs il repression an b capital




166 Bibliography

formation in Latin America, in R.1. McKinnon (ed.), Money and Finance
in Economic Development, (New York: Marcel Dekker).

Warr, P. (1983) ‘Domestic resource costs as an investment criterion’, Oxford
Economic Papers, vol. 35, no. 2.

Warr, P. (1984) "Exchange rate protection in Indonesia’. Bulletin of Indonesian
Economic Studies, Auvgust.

Weiss. J. (1984a) *Alliance for production: Mexico's incentives for private sector
industrial development’. World Development, July.

Weiss, J. (1984b) ‘Manufacturing as an engine of growth revisited’. Industry
and Development. no. 13.

Weiss, J. (1985) *National economic parameters for Jamaica’, Project Planning
Centre Occasional Paper No. 7 (Bradford University).

Weiss, J. (1986) “Japan's post-war protection policy: Some implications for
developing countries’, Journal of Development Studies. vol. 22, no. 2.
Weiss, J. (1988) Industry in Developing Countries Theory: Policy and evidence

(London: Croom Helm).

Westphal, L. (1981) *Empirical justification for infant industry protection®. World
Bank Working Paper No. 445.

White, L. (1978) "The evidence on appropriate factor proportions for
manufacturing in less developed countries: A survey”, Economic Development
and Cultural Change. vol. 27, no. 1.

Whitworth, A. (1982) *Price control techniques in poor countries: The Tanzanian
case’, World Development, vol. 10, no. 6.

Wickham, P. (1985) "The choice of exchange rate regime in developing
countries’, IMF Staff Papers, vol. 32, no. 2, June,

Williamson, J. (1982) "On the characterisation of good economic policy: Is there
a concensus’, World Developmeni. September.

World Bank (1978) nvory Coast. The Challenge of Success (Baltimore and
London: Johns Hopkins University Press).

World Bank (1981) Morocco: Economic and Social Development Report
(Washington).

World Bank (1983a) Reporr and Recommendation of the President of the IBRD
on a Proposed Loun to the Republic of the Philippines (World Bank Report
No. P-3389-PH, unpublished).

World Bank (1983b) Arab Republic of Egypt: Issues of trade sirategy and
investment planning (World Bank Report No. 4136 EGT, unpublished).

World Bank (1983¢) World Development Report (Washington).

World Bank (1984a) World Development Report (Washington).

World Bank (1984b) Indonesia: Policies and prospects for economic growth and
transformation (World Bank Report No. 5066-IND, unpublished).

World Bank (1985) World Development Report (Washington).

World Bank (1987) World Development Report (Washington).

World Bank (i988) "Adjustment lending: An evaluation of ten years of
experience’, Policy and Research Series No. | (Washington).

World Bank (1989) World Development (Washington).




Index

A\be. S .60

acfine the board tantt reductions, 151

actors tpolicy dualogue. 13 3

ud sadorem, antts, 70100 150

dnunistraive construnts, 12009

azsiculiure, 30013, 402

Aowative etficiency. 65, 73 b R2 i
FYTRC D R Y O R S

anti export bus S0, S8 6 nSONR

Arndt, HW L 36

balance of pasments, 32- 356 -
TG (L AR R U B

Balases, B 301000 (260 131 2 148

hanking sector, W, 4203

Bergaman, 1823

Rird. 8 . 97, 154

Rolnh. B . 46

Bromer. J AL 18

by product distortions. $ 6. o9 2L
RS AR w98 T N

Capaats probleny, 128
L apital
s, 870
conde, I8, 83, 8092 1IN 149
itensise indusiry . i, v)
market. R0 ) 20T 8
Casade eftedt, RA, 21 182183
Catsation, 2368 607
Sl service, 12609 132 4
Lo opdinating retorms, 156

Compenadities. fraded. 14031

omanadity
Livation, ThLRSORT 900 120- 2
135 6, 152 3
e tll\r'
Ceneerting method, 131
consumer

aonnds, 2XORS N9 02N
subnidies, S0, 127 -8

consumption. 14, 15,22 -3 ERE MR

Couper, €87

Corbo, V156

Corden, M 7 9 95 -6 9% o0
11315 126 138151

conl benefit anglysis, 180 TS N 03

cont push imlation. 24

cont dats, 13840, i4l

Cceawhing pep’ 1S, 1A, 115, 185

credin, 44§36 62 1 S 0H0

De Melo, ], 53,156
debt mtermedistion, W9
decraon to prduce. 117 %
detlation, 3V 4
devalugtion, 7. 32 4 ST 0S40 A
144, 154 -5, 180
Adisifcentive cttect, IR T 124
Aistortins. 21
by product, S R oM S
FTIIRIL I S (T
coonomie sigmficanee. SE9
coonomy wide, plo X

167




168 Index

dollarization process. 156
domestic resousce cost ratio, 29
drawback system, 85-6. {52, 153
Due. TJ.F., 150
‘dumping’. 132
dynamic
adjustments. 82, 86-9. 136—42
objectives, 76-9. 91-2

economic
constraints, 130-2
efficiency. 51
effective rate
of production, 27-31, 64-5. 87-8,
103, 113-14
of subsidy, 30, 87
employment objective, 95
cxchange rate, 23—4. 30
adjustiments, 130—1. 144, 155-7
appreciation, 65
floating. 105-6. 155
overvaluation, 32. 56
shadow, 29. 3i-2
exports, 12, 13
anti-expornt bias, 49, 50, 55—-6. 65, 88
subsidics. 25. 30. 4950, 88, 1078,
132
taxation. 24—6

factor-intensity, 1034
financial
constraints, 129
repression, 38-48. 6]
sector reform. 62
Fischer, B.. 60
food
aid, 50
prices, 119, 143
foreign exchange, 7, 29-34, 567,
105-6
free trade, 52, 54—6. 92. 105
Fry. M.J.. 39, 46, 60—1

Galbis, V., 45, 61
general equilibrium approach, 52, 54-6
Gonzales Arrieta, G.H., 60, 62
government intervention, 2—3, 21-~3
capital markets, 38-9, 60-2
distortions, $1-9, 63-8
market for foreign exchange, 31-4
market for labour, 34-8
market for traded commoditics, 24-31
measures of financial repression, 408

government objectives, commodity
prices and. 74. 92
dymamic objectives, 76—9
five-stage framework. 81-91
income distribution objectives, 80— 1|
public revenue objectives. 75-6
self-sufficiency objectives. 79—80
government policy
see policy entiics
Greenaway. D.. 30. 55

protection. 55—6
substitution, 29-30. 56. 68, 79, 131
‘¢ also quotas; tariffs
incentives, 26—31. 4851, 106—9
income-distribution
adjustiments, 82. 901, 142-3
objectives, 80-1, 91
redistribution, 118-20
industrial devclopment, 2—4, 769
Industrial Policy Coordinating
Committee. 133-5, 138-43, 145-6,
151
industry
incentives, 106—9
promotion. 107, 109-11
protection, 49, 76~8. 107, 11118,
137-8, 151
infant industry, 49, 76-8, 137-8, 15}
inflation, 24, 33, 60, 155
instrument varizbles, 945
interest rate, 43-4, 46-7, 1045
adjustment, 144, 156-7
controls, 3942, 48, 60-2
intermediate goods, 88, 92, 118, 128,
149
International Monetary Fund, 17, 48
imernational (rade negotiations, 132
investment, 45, 36, 37-47, 60-2

Khatkhate, D.R.. 6!

Kitchen. R., 39, 60, 62

Krueger. A.O., 27-8, 52, 54, 36-8
Kuznets, curve, 6

Iabour

market, 348, 57-9, 97-104

opportunity cost, 144—5

subsidy, 98--102, 107, 127
Jabour-intensive sector, 58, 99, 101-2
Lewis. S.R.. 120, 126, 150, 152-3




vl 'lu.mldnl.\‘\.)p (KT TR N
19 % Xy S0l uorsasdag
G TRY s iy sy saond asnwpa

Yy 6] Uty

vl o1
CE T TN TR S Ll

16 "9y sastaigo
PEESY RO IR R LE NI
RUUEERYRRIYI]
G Jy s
TN ‘o apesd
y ot T Cunenge sy palosd
of v 11 O1F "0y % LT snpgrigoad
o) sl yy mend
LOE T 1L 6] 7L Toprsyns
1ot ol
R B B SRR ARy LI ER VBRI T A
P I 4 “eon) npeosd
Oyl CKp 1 anpesd oygi duond
UOUI AU UIIUIIAOT 62810 208
si 6 pur apry
YL OEE RY Oy T[S Ry T aanr
o1 01 “suomugap
sand
LIFILT AP
asad pue o Onod oyp e
6 utl uonruamaydun
(X 2 B ROAL ST |
wopas ooad
aud mopegs oagre o
X TOX s
07 sl
TUHOTNY ISP o pas \'““‘]
aad
T B CIUS TR R T aptewd
[T IR L L FRXHIER wouped
st 0vg e
60 ] TSINEINIOY (rowgruy

wetp 4 jed
RS BRAY L TAYFILASRUTHL FIT AR
S6 sl NWRIIDL SWmpnpue
6 UZ] SMBRINGOY Sanensnaungee
T1 aenrmoutadnin ey ipd
PEER S IR
[ s S IS L B
PRl B DAL RSP
t v sty
OE ey T mdopegp aped
ug -8t
UonngiI s smens par O joed avd
01 - J6 NI anoyry
N1 111 uonsead snpul

691 xspuj

11 o) venowssd sapsopu
G W11 SaAnua U Lapsnput
U0 Sepran aduey o wilag
O] uonrERr) Ajpongo
TR L EER IO L
Y tvh
Wogas I pur soanruse A opod
16 pue apes)
A T ‘LAl alge
Loy dunyrw
R It MMM
WOL0] 6 X6 G Syarian
A qend
(S e L]
TR B TR T [ T RLUFTAY
PRVEREURITTEUTRCRTITS
o Cdurge Swgod
[ N TR Rt L
cond pue sorapod
¢ dwuuepd
G A sdipyyg
£ Ty seaprur wnugipnbs prnad
[ T T I It |

L

L

[ 2 AL LY

WO TR Tyl Mouns
SRR PO VR AL apunpaedid
o1 u) sand pe
[ O B R (3]

WUl T T 0] N ped papen e
RTINS (R TTE VR TR RN R
G angEes masnd o
NIRRT EENIAN
or ml
_:I lll‘l\\llllllll'A) .‘l\l].' ]l'lll‘l]"\

ty A ped rouow
S AN LAY
Nt N Ly urQIn rang uemradin
t1 a1 r. N9 TsMORE Oy
Jusauryoum
Xty Ay
t oy CORuryMa uliongy
1y
st
TITT AR NFL AN §A0) S0 wnuri
[SS I B T A B
ST uN CYOroadde sansesas o) apri
yo soud eew
1 Oy “SIUITSHION SIIHAIND o) W

[SNTH

oo osad

NS IS I 2 I IR B S B DS |



170 Index

reserve requirements, 42-3

resource-pulls, 28

resource aflocation. 28-9, S1-2. 65. 68
see also aliocative efficiency

retail ievel sales tax. 85, 121-2, 15823

sk premiums, 42, 43, 36

Roe. A.R._ 61

sales tax. B4-5. 121-2. 128, 143,
147-8. 152-3
savings. 39-42, 47-8. 62
Scitovsky. T.. $6. 102, 126, 144, 148,
155
Scott. Mo, 56, 102, 126, 144, 148, iS55
seltf-sufficiency
adjusiments. 82, 89, 142
objective. 79-80. 91-2
shadow price, 2§ -4, 35-6. 38, 4%, Si.
63. 105, 11314
shadow wages, 35. 36, 38. 99
shift analysis. 55
Smith, Adam. 120
sacial
benefits, 501
security, 100
welfare. 3. 95
specific taniffs, 150
Squire, L., 38, 59. 102
stabilization programme. 156-7
state corporations (losses). $0-1
structural adjustment policies, 15~ I8
subsidies, 10. 14
commadity prices framework, 81-91
distorting effect, 48—51, RO
effective rate, 30, 87
export. 25, 30, 49-50, 88, 107-8.
133
labour, 98102, 107, 127
made-to-measure. 86, 87, 117--18
production, 87, 109-12, 127
reform, 145-6, 1489
substitution cffect. 36-7

target variables, 94, 95

tanifts
anti-cxport bias, 49, 8. 55-6, 65. 88
GATT. 49. 132
made-to-measure, 867, 109
policy alternatises, 99, 107-8,
110-18. 121
policy hicrarchs . 8—9, 12-14
prices and, 22-—-8. 30 869
reform, 1301, 134-43, 147-52,
154-7
taxation, 47, 49, 89, 9§
commoding . 76, 85, 87, 90, 120-2,
145-6. 152-4
credit schemes, 101, 102, 110
on exports. 24-6, 1567
indirect, 80, 83-4, 92, 118. 120-2
reform. 134-43. 147-9. 1567
sales, 84-5, 12120 128, 143,
1478, 152-3
subsidy. 823
VAT, 85-6. 122, 128. 143, 147-8,
153-4
technology, 36-7. 49, 58-9.77. 78
Timmer. C.P.. 119
Tmbergen. J.. 94. 95
trade, Y—15, 132
traded goods. 14—15. 24-31, 51-6, 91,
137

underemployment, 35, 17
uncmployment, 37, 131

value added tax, 85--6, 122, 128, 143,
147-8, 153-4
van Winbergen. S.. 47, 62

wages, S8, 59
labour subsidy, 98-102, 107, 127
shadow. 35, 36, 18, 9%

wellare payments, 80—

Whitworth, A, 127, 139~-40

World Bank. 17~18, 48, 54, 627, 76

X-ncfficiency, 51, 82-13. 54






