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Abstract

The basic conundrum of Latin American economié growth arises
out of the foreign exchange using nature of its industry, Unless the
industrial sector becomes foreign exchange producing, it can no longer
function as a leading sector and act as the enginé of growth for the
vhole economy,

Similarly, the industrial sector has not provided the solution
to the unemployment problem expected of it due In large measure to the
low level of capacity utilization which 1s prevalent in Latin America.

The foreign exchange using nature of industry is largely the
result of policy. The exchange rate system-ié-structured in such a
way as to Implicitly tax industrial exports while creating at the
same time aﬁ industrial inefficiency illusion:

The low level of capacity utilization is policy induced as well.
Government policy has gencrated distortions by creating deviations be-
tween the market price and the corrésponding shadow price of production
for export, and by legislating higher effective corporate rates on pro-
fits from the second and third shifts of operation. At the samé time,
Government hés tolerated discrimination of lending in favor of fixed

investment and against working capital,



The basic policy conundruﬁ drastically limits the possibility
of success in obtaining the major policy targets of increased growth,
increased employment, greater price stability and more ecquitable dis-
tribution. Whereas conventional devaluation is inappropriate to deal
with the conundrum, either s compensated devaluation or export subsgidies
are likely to be effective. These policies will at the same tiwe make
it possible to place the output from additional capacity utilization in
industry and earn foreign exchange neaded to pay for the imported inputs
required to sustain such higher levels of utilization. Full capacity
utilization requires additional policies as well, however, centering
nainly on en increase in the price of capital goods imports, the lending
for capacity utilization, and the equal taxation of profits from differ-
ent shifts of operation.

International trade policy thus can be said to lie at the
heart of the development prospects for the fegion. One must now look
to policy makers to increasingly recognize the conundrum as well as
the quasi-Keynesian situation in the labor market. Once adequately

recornized and diagnosed, the appropriate policies can follow.
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Table 1

Manufacturinz in felected Latin
Amarican Countries
195052 to 1954-6H

Country
Argentina

Brazil
Chila
Colombia

Dominican Republic

. Guatemala
Honduras
Jezaica
Mexico
Ricaragua
Panana
Paraguay
Urusuay

Venezuela

SOURCE: OECD, National Accounts of Less Developed Countries

GDP
3.2%
5.3
4.0
4.6
5.1
4.8
3.6
7.4
6.1
5.8
6.4
3.1
1.5
6.4

Manufacturing
GDP

447
7.8
5.0
6.4
-5.9
6.3
6.8
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would have imposed an early slowdown invindustry's rate of growth had
1t not been possible to free foreign exchange from existing uses
through import substitution in industry., Such import substitution
Sehind ever increasing protective bafriers managed for some time to
bring into balance the disparate rate of growth of production and use
of foreign exchange, Table 2 shows this proéess at work in Brazil and
Chile,

In the early seventies, the process of import substitution is
virtually exhausted for the large Latin American economies and will
very soon be for the medium and small ones, At this point a continued
high rate of growth of industry is only possible if either (a) increa-
sed foreign exchange is forthcoming for the primary industries, (b) new
sources and ways of import substituting are devised, or (c) industry
becomes a foreign exchange generator, not only a foreign exchange user,
It is tempting to add foreign aid and foreign private investment to
this list of options; hoever, this would not be strictly correct. Foreign
ajid by itself is likely to delay the reduction in the industrial rate
of growth for some time; however, for repayment to take place, a very
large contraction of industrial activity would be required to {ree the
foreign exchange from other uses, Only 1f the public foreign debt
arising from aid were to increase continuously at a compound rate of
growth, a situation unlikely to be tolerated by either aid givers or
receivers, could repayment be postponéd forever. Foreilgn private investment
is on balance only slightly more helpful., If it is in new industrial

products, it will be foreign exchange using; indeed, it is likely to be
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Table 2
THE DECLINING SHARE OF

IMPORTS IN TOTAL SUPPLY

razrit/ :
1949 - 1964
Imports as Percentage of Total Supply of Manufactured Products by Use
Year 1942 1955 1959 1964

Consumer Goods

Durable © 60,1 10.0 6.3 1.6
Non-Durable 3.7 2,2 1.1 1.2
Producer Goods :
Intermediate 25.9 17.9 11.7 6.6
Capital 59.0 43,2 34,5 9.8
All Manufactures 19.0 11.1 9.7 4.2
CHILEZ/

1914/15 - 1963/64 -
Share of Imports in Domestic Supply
1914-15 1927 1937-38 1952-53  1963-64

‘'Food, beverages and tobacco 22.5 11.4 7.2 11.6 12.2
Textiles, clothing and shoes  57.6. 50.3 35.5 6.1 6.6
Wood products 23.2 4.9 3.2 1.5 2.0
Paper and printed matter "40.0 42.0 23.9 29,6 13,9
Leather and rubber products 24.6 36.5 16.3 31.1 17.3
Chemical products 91.3 71.3 60.6 51.8 38.5
Nonmetallic products 81.0 75.5 29.5. 14.3 11.1
Metallic products 87.0 85.0 - 71.1 53.3 46.9

Total 51.5 43.8 29.9 26,0 24,6

L/ Joel Bergeman and Pedro S. Malan, '"Th2 Structure of Protcction in
Brazil", in Balassa et al, The Structure of Protection in Developing
Countrics, Johns lopkins Press, 1971, Table 6.1,

0. Munoz, "Long-run Trends in tuc Manufacturing Industry in Chila since
1914", as quoted in T. Jeanneret, "The Structure of Protection in Chile",

in Balassa et al, op.cit., Table 7.4,






1/

even more import intensive than most existing industry.~ Ouly if
foreign private investment directs itsclf to the export oriented
industries will it contribute in some measure to alleviate the
conundrum,

The employment problem is also connected very closely to
industrial development. 1In the early postwar period, industry was
chosen as a leading sector in part because of the promlsé it seemed
to hold of solving the uncmployment problem then existing. FExamination
of the current situation shows that such hopes were not fulfilled.
Instead, there is now considerable disillusionment with industry's
potential for provfding emplovment (Zaer and Herve 1966). Ixplanations
for the lack of success In this regard focus mostly on the.relative
prices of capital and labor, it being argued that capital goods have
been tco cheap and lubor too dear to produce an adequate factor mix
for leading to full employment. Such an anqusis, while a natural
outsrowth of the economic theory of factor use, leaves out a very
important element, namely that installed capital is {tself also sub-
stantially underemployed in Latin America. Thos mncmployed labor
coexists with uhempluyud capital and there is o guasi-Neynesian
situation (Schyvdlowsky 1971). With capital utiijzed on the average
at approximately one shift per day rather than the technical maxinum
of three, it would appear that the employment giving potential of
industry has been utilized approximately to a third of its recal potential,

/ . ,
L Por a discussion of tw effuct of changes in the compositlion of
desand, cf . Felix JUus.
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point of view the output is worth (potentially) the foreign exchange ft
would earn if exported multiplied by the shadow price of foreign exchauge,
This value is without exception a multiple of the privately percetved
marginal revenue.

(b) the price of capital goods: Most Latin American tariif
structures and industrial premotion laws provide for the duty-free
import of capital good. Such a procedure implies charging tho
private buyer of these capital goods too little both for the scarce
foreign exchange which he is using and for the scarce investment funds
that he is allocating. On this count, ounc would expect oporation to
be overly capital intensive.

(c) Market wage rate: In most Latin American cconomics, the wape
rate in the industrial sector is set by a cowbination of Institutlional
rrocesses involving government wage sctting and untfons. In all cases,
the result is substantially above what a free lebor market would
produce. As a result, the market wage J1es above the soclal wmarginal
cost of labor, i.e., 1abor'; shadow prlce., On this accomt, private
decisions would tend towards underutilizing labor in their operations.,
The impact of the wage rate goes further, howeover; many times the
legislation requires overtime pay for night lagor which dintorts the

. ] . .
market wage from its shadow price even further.m/ Finaliy, =soclal

Note that thie premium for night labor may be cxactly "right",
i.c. may accurately reflect the social disutility of nipht work.
Nonetheless, night pav may exceed the nipht shadow wage (just

as the day wage exceeds its shadow wage) .
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sccurity legislation and other fringe benefits,i/ severance pay, and
firing regulationsg/ may increase the cost of employing labor beyond
its take-home pay and further widen the differential between the market cost
of labor and its social cost -

(d) credit structure: 1In most Latin Amecrican economies, credit
to finance installation of fixed capital is available on considerably
easier terms and in larger quantities than is credit for working capital.
Yet it is precisely the latter which is necessary for multiple shift
working of plant since inventories of goods in process as a ratio of
total capital investment increases substantially in thcse»plénts. As
a result once again, the private production decision is biased towards
e¢zcess [ixed capital intensity.

(e) tax structure: In most Latin Amerfcan tax legislations,
the depreciation deductable from corporate income tax is based on the
rurber of vears of the life of the equipment, with no allowance made for
intensity of use. As a result, second and third shift originated profits
are taxed at an effectively higher corporate income tax rate than are
first shift profits. This progressive corporate income tax by level of
utjlianioﬁ of course is a disinceutive for private decision makers to
install capital intensive wultiple shifting oprrations.

(f) unavailability of skilled and supervisory personnel: Skilled

1/ The magnitude of the frinpe benefits 1s considerable. Ferrero (1957)
found them to be 457 of wapes iu Peru, while Gregory (1967) found them
to be about 1007 of on-the-job earnings,

2 . . . .

- For a discussion of labor Tovee hiring as a Fixed

fovestoe ol Cry Vereon (1070,
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on the import side requires a fall in final demand, i.e. a reduction in
real income. On the other hand, on the export sidce, a fall in real
income can contribute to export revenue through reduction

in the domestic consumption of exportables.

If industrial exports cxisted in the cconony, the balance of pay-
ments adjustment process could rely much more than at present on the
price effect since in that case the supply of exports would bo sub-
stantially more elastic duc to the greater ease with which existing
industrial products are converted into new export products.

(b) price stabilization: Traditionally, Latin American stabili-
zations emphasize adjustments on the demand side of the market. It is
argued that if derand is reduced sufficicntly, prices can no lourer
risc, As a result, the main policy tools traditicenally used are tight
money and a reduction in the government deficit. In fact, this appreach
is often self-defeating since lower demand may»well lead to & lower level
of activity with the concomitant reduction in povernment revenue both

1/
divectly and through a Jower level of trade taxcs.~ The only clear
success vhich thin approach can guarantec is an improverent in the
balauce of puyﬂontr throuch the real income coffect on imports,

More recently, some attention has been paid to cost push inflation
oripinating in wopes and attempts have been made to stabilize through
Phaawe-Two type wage and price agreements, This approach has beon follored

in Chile (Couas 1970) and Argpentina (IDES 1967, 19038) . In the latter

1 o . . . .
) Por an cepirical cotimate of tax multiplicrs in a quasi-Nevnesian
shiuation soe Scelbdlownhy 1971a.
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case, due consideration was not given to the impact of the conundrum since
the possibility of cost increases originating from changes in the exchange
rate were not built into the policy framework and as a result not enough
emphasis was given to the need to increase export earnings in order to
prevent devaluation and the consequent break-up of the price-wage agreciment.

The underlying problem arises from the difficulty, in the face of
a balance of = pavments contraint, of increasing domestic production
in order to dampen price increases from the supply side of the market.
Under these circumstances, stabilitv at low growth is pessible but an
increased rate of growth cannot be sustained.

In the presence of industrial exports, a policy reducing domestic
cemand can be effectively supplemented by one increasing export dermand
through selective or general devaluation, thus crecating a stabilization
in total demand and improving the balance of p;yments by diverting supplies
from the domestic market to the foreign market. At the same time, the
ensueing availability of foreign exchange would allow maintenance and cven
expansion of domestic proddction with the consequent anti-inflatiounry
impact of increascd supply. Furthermore, economic gruwth could be sccelcer-
ated with increased participation in the export marke! thus creating Lhg
availability of foreign exchange needed for cxpanding supply to the domrstice
market and the further dampening of domestic inflationary situations,

(¢) employment: Three possible routes to raising the level of

employment exist:

(1) increasing the growth of capital stock with a constant capital

labor ratio.
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This alternative is dircctly affected by the conundrum since ir
implies raising the growth vate and hence the required level of imports,

(i1) better use of existiny level of capital formation throupgh
investrent in nmore labor intensive industries, i.e: change in the capltal
labor ratio.

This altcrnative does hold more prowmise of not beina totally inhib-
ited by the basic policy conundrum but it should be noted that it is net
at all certain that labor intensive technologles are also import saving.
Indecd, it may well be that the opposite occurs (e.g. higher raw material
vastage) in which case greater labor intensity would mean an aggravation
of the growth problem.

(iii) more intensive use of the capital stock.

thile the underutilization of lalLor has been recognized dIn Latin
America for a long time, evidence is onlv gradually accumulating on the
“underutilization of capital. Not only do many of the Latin American
economics periodicaliy use installed productive capacity at levels below
their own customary norm, the norm itself is based on utilization of
capital at less than twenty-four hours a day three-hundred-and-sixtyv-five’
days a yoﬁr less maintenance., While detailed informatlon on the amount
of shift work is unavailable, it appcars that multiple shiftine takes place
primarily in the process centerced industries in wvhich twenty-{ovr=hour
operaticon is required for technical reasous. v Colorhia, avalilable data
show that capital is used at about 50% of twenty-four-hour caprcitly on the
average (Thoumi 1972), Available dota from Aregevcina show deviations from the

usual norm of utilization to have fluctuated between 557 and (7. of this norm,



Tackling this problem, however, requircs cominy to prips with
the basic conundrum itself. Expanding capocity utilirzation would
have only minimal furcign exchanpe investnent requirvements, however, and
the resulting expension of the level of industrial outpul means larger
imports of industrizl inputs. Thus a hicher level of employment
through capacity utilization is possible only if the foreipgn exchanpe
availability increases and the most plausible source of such an
increase is in the sale abroad of some of the product arising from
increased capacity utilization itself. Such & solution would, how-
ever, imply making industry foreign exchange generating and therefere

1/
is identical with solving the basic policy conundrum.™

Y For a more complete discussion, cf. Schydlowsky, D.M., "Fiscal Policy
for Full Capacity Industr.al Growth in Latin Amcrica', presented at
the 2lst Annual Latin American Conference, Universitv of TFlorida,
February 1971, Center for International Affalr:s Economic Duvelopment
Report No. 201, Harvord University, 19/1.
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Table 6

Argentina

Utilization of lastalled Capacity

Percentoge of Actual Output
with Nespoct to Mutirnen Cutpuot

Sector

1961 1963 1904 1064
Food and beverages 48.8 53.2 48,9 h1.5
Tobacco §2.7 81.9 88. 91.2
Teztiles ‘83.2 59,2 68.9 7.1
Clothing 88.3 64.2 72.5 8.4
Wood . 72.7 48,6 55.2 70.4
Paper and cardboard 55.1 48.3 52.7 62.4
Pristing and publishing 73.3 58.3 62.4 70.8
Chonicals 73.4 59.9 68,1 73.8
Petreleun derivatives 87.9 . 78.2 84.7 83.06
Roivbor 80.5 54.0 66.2 77.6G
Leather 84,2 66,8 77.8 79.9
Stonex, glass, and ceramlcs 70.2 59.0 . 68.7 71.8
Metals, excluding machinery, 59.4 40.8 5G.3 66.6

Vehicles and machinery (excluding
electrical equipment) 78.6 44,6 56.5 65.6
Electrical machines and equipment 59,2 43.5 47.6 61.0
Weighted average - 87.2 ) 54,6 59.5 66.1

Source s CONADY . Results of the Survey on Production and Tovestnment
Fapoctat fons of ITodustrfal Eoterprfoes (Buenos Aren:
CONADE, Marveh 1Y0d), table 3,
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Pre-Compensated Devaluation A - Post-Compensated Devaluation
Total Tax/Subsidy Basic ‘Rate Basic Tax/Subsidy Total
Agricultural
200 - 107 220 Exports - 330 - 40% 200
220 0 220 Financial 330 0] 330
Non~traditional B

260 + 187 220 Exports 330 + 18% 390

Raw Material

330 + 507 - 220 Imports 330 0 330
Semi-Manufactured

460 +120% 220 Imports 330 + 477 460

Component
600 +175% 220 Imports 330 + 80% 600

Finished Product
700 +220% 220 Imports 330 +115% 700

Inspection will show that with a compensated devaluation, the
exchange rate for nontraditional exports has had a real incrzase of 507%
in comparison with the remajnder of the rates, being much closer now to
the industrial cost rates, and, indeed, exceeding the raw material imports
rate.,

The export subsidy directly affeéts the «commodlty exchange rate
for nontraditional cxports and therefore eliminates the preexisting bias,
1 the export subsidy is glven across the board as a [lixcd peorcentage
of the FOB value of exports, its administration is extremely simple.

The main objection to export subsidies ariscs from the supposcd
fiscal co;t. It is argucd that such subsidies, if successiul, imply
substantial disbursements from the treasury which, under the striucent

fiscal conditions in latin America, are better used c¢lsewhere,  This


http:rceit.aI
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. objection is not generally valid, however. 1f the subsidy program is
indeed successful and exports take a place under it, additional cconomic
activity would result which in itself and through the foreipn trade
multiplier would gener~te a substantial increase in.the tax base. This
increasc in the base would, in turm, gpenerate additional revenue for
the czchequer. This new revenue would then serve to cover in part or
in vhole the subsidy necessary to gencrate the exports in the first place.
Thus through a combined foreign trade and fiscal multiplier, cxport
subsidies generate their own (partial or total) financing. Under the
latin American conditions in which the marginal Import propensitie~ arc
rather low, foreign trade tax multipliers tend to be high and as a resalt
fairly large export subsidies can be supported by thc rcevinue seneratod
in this form, particularly if they arc paid oﬁly to ncw exports. In essence,
such a view of the fiscal impact of export subsildizaticn {mplies the use
"of a full capacity utilizatlon budget. This full capacity utilization
budget is analogous to the full employment budget introduccd recently in
the United States. The difference is that in the United States version
an expenditure by government or a reduction of r .enue will generate
domestic abtivity and additional demestic employment which will In turn
then finance the change in the fiscal situation. TIn lLatin America, it Is
the expenditure of public funds for the creation of exports that penecrates
a higher level of economic activity and thercfore an  Increase in revenuc,
A simple model of the following kind allows the calculation of a full

utilization budzet and specifically the maximal subsidy payable without

net fiscal costs to the exchequer.
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Define:

la~]
n

total expenditure of the private sector

p = marginal propensity to spend of the private sector
M = imports at CIF prices

m = marginal (= average) propensity to import

Y = income at market prices

E = exports at FOI prices

C = government cxpenditure

T = fiscil revenue

a = rate of ad valorem import duties

td = rate ofAdirect taxes on income

ti = rate of taxation on domestic transactions expre;sed

as a percentage of national inceme

Then:
P=po+p(l-td—ti-a’h¥4‘)Y . (1
M(l+a)=m(]-—td—ti—a¥-)Y (2)
E=FE ' (3)
(o]
GC=G (4)
o .
Y =P+ G+ (E - M (5)
T = aM+ (td + ti) Y - (6)

. 1
This system of cquations tells us that gross private disposable iucome—/

detersines the level of final demand for domestic goods and for “mports

1/

Note that thic is defined at factor cost == hencey the torvms for dndireet

tocatbow amd dempoert ant e,



measured in domestic prices (eqqll and 2]), that exports and government
expenditure are exogencusly determined (eqq[3 and 4]), that income must
equal expenditure (eg 5) anJ that fiscal revenue comes from several
kinds of taxes.

The total differential of fiscal revenue with regard to income
from cxports will show luhe rnet increase in fiscal resources per peso

of additional income of exporters.

am(l - tx + (1 + a)(tcd -+ ti) (7
(1 + a)il - (I - tx){p - m (1-+a)l]j

dT =
. , }
wuere tx = td + ti + a;

Incorporating export subsidics explicitly requires substituting
E by E¥ = (1 + s)E, where s = rate of cubsidy on FOB value of exports.

Th2 net fiscal change after export suhsidy pavients can now be written

ag
. a(l - tx) + (1 + =30+ 4 +1) .. s e \
dTn - - ~ — dit¥~ — Gy 8
(1 + &) él S S 1O IRV ) S a)ﬁ 1+« (8)
Applyirg these formulae to Aryentine vith tx = (435 td = 0407,
ti = 07y a = 0247y m = 159, p = I, onc obtains
dfn = .5060 dE* - E—jfjg AL* (9)

To ohtain the maximal subsidy rate, o, which causes no net defllelt,
equation (9) is sct equal to zero and s =~ 1.3 which means that In
Argentina a subsidy rate of up to 1307 of the FOB value of the export

. Co . 1/, :
will not disimprove the fiscal balance.~ Other countrica will surely

1/

= For rore detoail on this wodel dncluding perlod analyels, sectorval
divrrerepation and scensitivity analycis of the paramcters,
Cf. Schydlowsty, 1971z,



have diffcrent and probably lower cutoff points but econemies as closed
as the Lztin Americin cnes cannet fail to have hieh foreiyn trade nul-
tiplicrs and hence room for substantial export subsidirzation without
a nepative net fiscal impact. .

fn estirate of the cxcess of costs of preductisn over prices in

developed countries and hense of the subsidies reguired for export com-

s

*

petitiveness in Brazil, Chile and Mexico on the assunption of fully
competitive markets ull arcund and no excess capacity is shown in
Table 6. These Tigures overestimate the true price/cost gap to the
extent that exports are additional, to rather than substitutes for, domestic
sales and that cexcess capacity exists: marginal cost may then well

be below the average cost for the domestic market. A ecimilar offset
would cove from wonopolistic pricine in the Jdmeﬁtic commodity maorkets
of potential Latin Amcerican export producos, which would also Imply
marginal cost below price. Finally, monopolistic pricing “n developed
countries by producers of potential Latin Anerican export products
would also generate an of fset by »vovid g a hicher price flioor which
must be wndoreut.,

Iy fhc cempensated evaluation and nn export subsidy yielding
precisely the same commodity exchange raters were compared, the following
differenves would emerge:

(1) Under compensated devaluation, the financial exchange rate
has been raised whereas this does not take place under a subsidy program.

This modification jmples a net loss (eavn) dn vealth ror all dindividuals
and firvms in the domestic cconony with net foreien Tiabilities (asscty).

Ao Jmplicd is a reduction in
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precisely because of jte magnitude, i.e. the theoreticallvy desirable
wage subsidies are simply not fiscally feasible. It is therefore neces-
sary to leok to the cthicr coast distorting elements for an improvement.

The cost of capital goods can be affccted rather casily througn
an increas in the impert tariff on these ftemz.  Such a poelicy change
would bring the ratio of the prices of capital goods and labor closer to
the ratio of their shadow prices and thus is likely to lead private
decigions on the scaling and utilization of plant to conform more closely
to the socially ortimal level. Furtherrore, rules governing depreciation
sheuld be arended in order to allow depreciation for the use of capital
cquipaent ro vary as a function of utilization. In this wav, the progres-—
sive taxation by level of utilization existingy at present would be elim-
incted and the incentive to single shift in mu}tiple plonts reduced
a.cordingly,

Finally, special lending programs in which funds wveudd be made
available as working capital for thk2 utilization of plant and equipnent
rather than for its instaliation would provide a substantial anti-diztorting
measure in the capital mavicet.  Such an invovatien of lendinn for capital
tse would, however, constitute an import= dc?arturc from existing prac-
tice in which lending cpainss the real security of the machine is extremely
common and In which borrowers are expected to provide the major part of
their wvorking canital.

It should be neted that a full-fledged capacity utilization progran
requires recognizing the existence of some cxternalities in the
multiple shiftting decisions of diffevent ploants,  These arise throusl

ol 0Tt et iera For osoc il oservieos such as frans-

P

Live roqulinr:
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portation, electricity, restaurants, etc. etc. As a result, a svnchron-
ized plan in which nurorons plants convert to multiple shifting at the
same time may well be socially more efficiont and vasicr to acconplish

than the piccemeal transition to multiple shifting of individual plants.

VITI

Contribution of Trade Policv to Latin Anerican Economic Growth

In the foregoinz it has been argued that the basiec conundrum of
Latin Anerican econcric growth arises out of the fpreign exchange using
nature of its industry. Unless the industrial sector becomes {oreipgn
exchange preducing, it can no longer function as a leading sector and
act as the ecagine of prowth for the wvhols ccoirony,

Sirilarly, the industrial scctor has not provided the solution
to the uncrpleyrment problem expected of it due in ldarie measure to the
low Jaevel of capacity utilization which is provalent in Latin Arerica.

The forcign exchinge usina nature of indastry iu laveely the
result of policy. The exchangs rate system s structured in such a
way au to irplicitly tar industrial exports vhile creating at the
same time an industrial inefficicney illusion.

The Jow level of copacity utollontion is poliey dnduced as well,

Covernment policy has pencrated distortion. by creating deviations between

the nmarket price snd the corrvesnonding shadow price of productioca for

cher ef lective ccanorate ralten oo prolits

cxpori, oud by Jogistatinge b
from the second and third shitis of operation, AL the sawwe Liwe, Goveras
ment hos tolecated dicoric e Jon of Tendios in davor of Fixed invest-

ment and acoinat working capital,
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The basic pelicy conundrum drastically limits the possibility
of success in obtaining the najor policy targets of inerecased growth,
increased euwployment, preater price stability and mere equitable dis-
triltution, Whereas conventional Covaluation s Inanpropriate to den)
with the conundrum, either a compensated devaluation or cxport seubsidies
are likely to be effective. These policies will at the same time make
it possible to place the output from additional capacity utilization in
industry and earn foreign exchonse needed to pay [or the imported inputs
rcquired to sustain such higher levels of utilization. Tull capacity
ttilizaticn requires additional pelicies as well, however, centering
rainly on an increase in the price of capital poods irports, the lending
for capacity utilization, and the equal taxation of profits from differ-

ent shifts of operation.

International trade poliev thus can be said to Jile at the hoart

of the development prospects for the regions One must nov Yook to
policy mukers to increasingly recognize the conundrum as well as the

quasi-keynesian situation ivn the Jabor market., Once adequately recog-

nized and diaguosed, the appropriate policies can follew.
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