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PREFACE 

These essays by Bela Balassa constitute the fifth of the Center's 
Occasional Papers. The series features broad reflections by senior 
scholars and policyrnakers on major issues of economic development 
and policy application experiences. 

Bela Balassa makes an important contribution to this series with 
his essays on the adverse effects ofmarket distortions on the economic 
growth of developing countries, citing the experiences of both Latin 
America and Asia in relation to trade policy and factor markets. His 
work in the area of international trade, international finance, and 
economic development has produced twelve books and some 250 
publications in professional journals. His contributions to the eco
nomics profession has earned him the presidency of two professional 
associations and several distinguished awards. 

We believe these essays will make a timely and important contri
bution to our understanding of the problems that market distortions 
currently pose to developing countries. 

Nicolis Ardito-Barletta 
General Director 
International Center 
for Economic Growth 

Panama City, Panama 
September 1988 
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INTRODUCTION 

This study of the eColoilic policies or developing cointries focuses 
on the desirability of elii intiug market distortions caused by gov
ernment policies. Its purpose is to examine how policy-induced
market distortions-vdiether in product markets or in factor mar
kets--inpede ctonomic .erowth. 

lhe first e'ssay oil product marktis demonstrates how trade fIcili
ta.|ts ecoloilnic urowth. Rapid export expansion, ulnencumtlered by
distortions in product markets, encourages ecoloilnic growth both 
dlirectlv and indirectlv by increasine tfie availability of foreign cx
change Ifor iilll1orts. 

While the first Cssay\ focuses on di+0tort lls in p)roduclt markets, 
tlie second examines the ad verse cfCcts orI' pol icy-i idIced (Iistort ions 
in factor niarkets-distortionls that ae found in both labor and capital
markets. Policy-induccd distortions o served in the labor markets of 
developing count rie inclide rCguItiots ai med at iurCasinug job
security, social securi tyv schemCs, in iimtm wage legislati',n. taxa
lion ol'lahor income, and wage and Cmployment pel icies in the pubilic 
sector. Policy-i nduce( distortions in capital markets, in turn, may 
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originate in financial policies or in tax policies. In both instances, tile 
measures applied Acci the rate of return on alternative investments 
in physical and linallCial assets, inluding niorCy. 

Distortions illone market, whether prodLict or f;ctor, will have 
eltects on the other. lI-odUt -market distortiton.s 'ill ctrCate distor
tions in factor markets through their effects on [actor prices, whereas 
factor-market distortions Will cause distortions in product markets 
through their effects on the cost of production. 

Ii,.,torical experience suggests INthgovernment interventis in
 
product and factor markets are interrclated and ,hat this relationship
 
has a bearing on the hoice of develtopment siatgis. lhus, goverm
teants will be less inclined to intc vene infaictor maritkcts ifproduct
 
markets are refati\clv ulltLlistortcd IleI C\port prospects b .j.opard
itCd. iln tfrn, there ill he ICY, rcsistance to I1leastrs that
'Il distort
 
factor markelts if produict-luarkeiprotection illstilates the domestic
 
c'conlllll\v frontl f.i~ll inflces.
 

\t the sic tille. the c\is,tcnlu: ,ffctor-lmiket distortions will
 
affect thle choice f p0licios applied to ploduIlct ilatrkets. l)istortiois 
in faco r markets \vilIcn toti t',Crlcnra thie ado0ptinl ofli OtMartl
oliented d,]\ tI+lllcllt sl"ltqo.\. ('0tlar\ to IllilV a,inf-ttilItICt dC

v.hlopiliCllt lrlt,.! v. ..hich favors inpol Stil),Iitultllm land maintains 
a bias a aillst CN lOt1S. tll atital'd-orienctd dc\ elopilietlt strltcg'y pro( , 

vides silillar incer Ve. t emprts and inlmrt substitution. Ourtward
oieltcd developing'collf Ills 1Mo ,ill i.ealistic ratl'es.alo a CllI 

' 
whereas cxhiall-' ratetlend to h O\, \ altlc'd h\ illafl-d-oililled 

colillfiries. %khOth Clb\ d1stp.l atel;ih. lill, lie hrolfCtiOll of IrdCd 
goods. The "uckc',of otlltll. -oliellted t]'\clIoplllcl stralte y, 

thCrCforC dpnlldS 1upO tihe lllhindered oler',tioll of lthor imarkets. 
In paltic'lllal, the illIlet of thtlcd li)Clahi/atioli Ol eXlOltS elCpends 
upoi tile abilit\ of capital markcts to pro\ idc fund, for expoit
orilltd illV Unellllits. 

All (tlit\ aI (I iiteh C de\\IC1hlldC iI stiatZe \ flli PClllits A devCl

opil uc tmvtlt\ bci'fits ilmllidCd Ib\illtc'to lcali/c lh ,lliollal tnatdC. 
This all,m s lI tile cOltllltl\ I1 illlll\ lIllluec'I allocatolio.1s ildi
cat d by tile Iicll\ t l i1llalti\c a, tac: tati.r) e'll e liete 
liiIitations (ofd(oiti Illatr i exgltille coliolilies of scale an! 
ellSring1 full caalcty Ultili/atioll: t .2Ctllflt'COllmltitiOll and im
provements in tc1hnology: il0 inircase dolmieslic savitms and foreign 
direct investmnit; autd to rais etiploynleit levels under conditions of 

unemp yment.
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The experiences of Latin American and East Asian countries 
support these propositions. While inward ori,:ntation in Latin Amer
ica has been iccompamied by considerable distortiolls in labor and in 
capital markets, outward orientation in East Asia has been associated 
with free labor markets and increased frecdom of' capital markets. 
The choice of'each regioN's development strategy has inIfluenccd sig
ni ficantly the economic perfornlllce of' the countries. 
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THE IMPORTANCE OF TRADE 
FOR DEVELOPING COUNTRIES 

Participation in international trade provides a variety ol enefits to
 
developing Countries. They may hefit from resource allocation
 
according to comparative advantage. 'rom exploitation of economies
 
of* scale and inIcreased capacity utilization, from improvements in
 
technology, from increases in domestic savings and fore ign direct
 
investllell, and I'oIn increased eiploVment.
 

Illtile? couttries Ceeally
carly staes of, development, will 

beneit from spccializing i natur'l resource In tile
irodlicts. process 
of inu(fLrtrial izatiM1, it will bC advantalgCOUs to concentrate first on 
prodtlcts lUtilizirrg Irainlv uniskilied lahor, with subsequent upgrading 
in the produtc corriI)sitior of eXpolrts as tilecounrly accumulates 
physical a11drifhla catpital. Iternational SlpCcialiatito according to 
the changig patternt of comparative advatage will hring illpllortatll 
gtins to0 deCloTpiriu couIIntriCs conversely, linfiting participation in 
the intCrnational livision of lalbor thrtoug1,h hihL .riport protcction c0n 
entail corisiderallIc losses. I 

The dl1met.,tic markets of, evenl tile larcest 'deCelopinL countriCs 
arc relativel srIrall. Inl rega'uitrd to IrIInuaiactuurcJf g.'oodfs. where econlo
linies of scale cal he otainled. India's market !s slrijler thanl that of 
Belgit., tc0u tryvextensively engaged ililnret'lational tra'de:; and 
Brazil's is only oee-sixth oflthat ofGel marny, for which trade has heen 
of considlerable irniport . 

International tradc imkes it po0ssihle I'ordcvehlping cotntries to 
overcome trhe limittiorns of their donieslic markets inl exploiting 
economnics of c',lC ensuring therebyand full capacity utilization, 
avoiding the dilerIrra of building ahead ofldemiand and operating 
with a low degreec of capacity utilization or* cOstriIcting less than 
optirnlf si/c plants. 

13urt even] inlcaSCs when a devCelopl in, cotuntr"s market can 
provide for the exploitaion of,"ccollo ies ol scale arid full capacity 
utilization, it imrav riot pert dorillestic compel itiorn, thus leading to 
the establiIriient ol monopolics anrd oliglopoleis. In has oftlel been 
observed that such firis pre!Cr "tluiel ilnlnovive activity,Iife'" to 
which entails risk and uncertaintiy. In tun., tile carrt anid the stick of' 
conpetitiIrn providte inidurcennerits for technological change. Ii.Xlport
ing firms, in pirticular, try to keep tip vit Iil odernm technology in 
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order to maintain or improve their market position. 
In generating higher incomes, participation in international trade 

will also lead to higher domestic savings, which will increase further 
to the extent that i higher than average shai of incomes generated by 
exports is saved. Also, as export expansion improves the balance of 
paymntslill, a counitiry may becone more attractive to foreign 
investments. 

As long as Ilbor is not fully cinpoye)'d, incrcasc in OutLput 
resulting froml palti~iliatiol in nlternational trade will benefit enl
ploynlienl, when additional eainus are obtained to the extent that 
exporis aie inore labor intensive than im)ort suhstitution. Higher 
employmentill in Rnm. will c'iiLbuLte to increases in wages that tenl 
to improve the distrib)ulion of inioinLC. 

Ilaving bricfly Indicated the bnCefits dCvclOping cotIntries may 
obtain thlough ilri.eialioial lradc, this essay will provide all ellipiri
cal and policy analysis ofth'lc pri ncipall issue.'s iivolved. Itwill review 

Iast treCds in dcxpil)l l Ciigc n exports: present evidence on 
exports and oil ecoionmic rowlh ill developing ecolloillis following 
alternative development stralcgics: evaluate tihe effects of trade 
oricnlation on oil inomic prfkrlll inanc: and indicate the Implications 
oflthe fiildngs fo0r trade liberalization in tihe framework ofniiultilateral 
ie otiatioiis. 

Changes in Trade Flows during the Postwiar Period 

The expansion of' trade in iai'jor coniniodity groups. Table I 
provides information on tile geographical and commodity comiposi
lion oftle exl)orts of dcxc lopled and dcvcloping couniitries in the years 
1963, 1973 and 1984, expressed in 1975 prices. I tilhe entire 
1963-84 period, the total cx ports of tle dCVClo)Cd countries iin
ci'eased nearihv IoirfkOld, whcrcas tile x'vc~lopinrig countries cxper
enced a lCss than Iwo-andl-a-half-fold rise. Closer inspection reveals, 
however,.,hat these diiferences are ini large part explained by differ
clices in tile conmiodity conmposition of exports. 

Rapidly' grOWill laill.factUred exports accoitlled for only one
fifteenth mfthe total exports of tle developing counitri s in the base 
year, 1963, While InianlfacturCd proIltictS had i nearly two-thirds 
share il tihe exports of the leveloped countries. From this low base, 
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developing country nmnufactIurcd exports rose fourteenfold between 
1963 and 1984, reaching l'otir-teniths of their total exports, in the same 
period, the developed countries increased these exports four-and-a
half times, approachin threC-foLurh.ths of the total. 

The growth of the (levelhping colnlris immanufactlured expoirsand their increasing share 0)1 I01,al In eili.lirin."exports-those of 
both developed and develolp ig countlie - grew from one-twentieth 
in 1963 to ieall)' one-svtlh in I984. 'lis was the most important
change ini trade flows dtiring the post war period. It shows the extent 
of trallsfritaliol in the export sircture o l IhC developing countries 
and the availability of marWlkets in tihe developed coi itres for their 
llaIn 'aCtiredeXltprts. 

At tile Sailin61. We tlevhping cotmuries lost market shares inthe expotlIs of 1lon fuel Piliy )()LtictS. ',lin . t.near doubling of 
theseexports betmccin 9 ali -i c)lipaies,\vithlaitiore thanlto
and-a-hall'-old iicriC fI r t e(iled Vl.. el cO<uirLiit ,S. The res'ults 
reflect the ulflfavrbihlC cOiiodit co ii.Siti(ll (IO'nClopilg cLuin
trY Cxpor0ts: theyv have htad a itiuci Il.r sliha in iindustirial inateialS, 
which experieicetl 'h, i()icreases in world exports, thall in foods and 
beverages. for v hi ch increascs exceeded thle aver Ocfr nonfiuel
 
priimary prtduicts.
 

Finall, v.lIeras he fuel Cxptsi- 0tlt' develoCiiie ciiltnies rose
 
by less than oic-tlhird hlt.I 193 and 198-I1, the dcv eloped coIun
tries increased]hese export, t\\tt-ieitl-W-hilftne. ,Vitlhin this period,
1973 represens a tuniiing pint. \Vhile world fuel exports imiore than
doubledhCt .3ndvCCi I 9 I973. ty lcrased by oe-fotlh 
bet wecen 1973 and I 8,4- liiCr ly becauseof the iirer ayilnic illeas

responseures taken i ii to the ialj)itl increalsesC -_,tLIII prieces. Thein ii)I 
decline was even greater in the developing Countries, w\hose I984 fucl 
exports were less Ohthre-f'ifths thelith 1973 level, compared with
al increase h oie-hlll il the developed countries. Petroleum aid giS
discoveries in the t iued Kingdom. Norway. and the Netherlands and 
the substitution of coal oltil illlp rtaltlly triithilbuti to these results. 

lFxC!Ludiii fuels. differeinces il tihe gronwth of exports in devel
oped and in developing coUliMrL Muchare rCd,-Cd ild, in the 
1973-84 periold, iversed. For the 1963-84 period., tken as a whole,

I1onf1tiel Cxports qlladrIuple d in Ihe developedcolutries and iiriteased 
three-and-a-half limnes in the developing cotiutrieCS. 131ut, While these 
exports rose two-and-a-hal l inue,, in tle developed ctuiltries and by
only flouri-CiitlIs in Iew developingtcoimtris htween 16963 and 1973, 
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a two-third.. increase in the forer IrOtIL) of cOuLntrieS Was acCOlIIpa
nied by a two-and-a-half foM rise in the latter between 1973 and 1984. 

AN increases in priinary nontiel cxlorts wevre soiewiat larger in 
the developed than il tile de y,,Lping colunties du ring tile second 
period, even tlh.I.h considerably reduced coin parel to tile first, tile 
observed results reflect di fercntil rmes of export ex paision in 
inaiuil.tuied good.,. 'lhe devehopi countries inIci-Vascd these 
exports three-and-a-ialf tinies hc\\,.cn 1973 and I )84. \wi0Ie the 
developed countries ex perienced only ;, I\o-thirds rise. 

With tile bulk Jfthe dcveloping comitry exports ofInlalIifacLured 
god (s cOLIitiV markets,desined for de velop)ed access to these mar
kets was the majer fIaclor in the observed result. Ili act, the share of 
the developed colutnes as uarkets r the exports of Mie developing 
countries rose during die 1903-84 period, and it exceCdel two-thirds 
by 1984 tlowcver. dcvclopit co itrv exports of fuels and of 
nonfuel prillary productS inlcrCasCd 1o1 .' rapidly to (evc .pig 
co)iItry rn,, keis than to markets ill dCVeOped counitries. All in all tie 
total export, of the dePV.Tlopiic countries to other ICvClOinb, couln
tries nearl , triplcd betm eei 1963 and I9T4. while their exports to the 
developed countries, slitl morlle than dolubled. These ntumbers 
highliht the t'towiigi inportalice of trade betwecn developing 

CoLlitries. 

The relatioiship 11btwevetn ltde and ecoimic grosvh. The 
acceleration in the rwMth olf the develop'iuc countries' nonfuel 

exports after 1973 is even more remarkable if accotnt is taken ot the 
slovdown of ecomionlic 2rowth ill tl developed coUntries, \vhere an 

average rate of ( ilI)l rm Ih of 1.7 percent between I96.3 and 1973 
declined to a grovIll te of 25 pieit htween 1Q73 and 1984. The 
noafutlel expotsI of def'ehloing CoUlntries to the levelped countries 
grew at average annual rates of5.3 and 8.3 perceiit in the two leriods, 

respectivelv. The correpoimdimg 'rowth rates are 2.5 and 4.6 percent 
for noluel prinary liodUci- 'and 14.2 and 12.4 percent for tnanufac

lured goods (in the case of MatIufacturcd 'goods. tile v.ry low base 
year figure ruised the growth rate in the first pTiod). 

The lelalionship btweccn econmomic crowth ii the developed 
countries and their imports fromim tile developing comntries has been 

analy,ed by t1e ise of recression analysis. with tile addition of' price 

variables. The estimates are reported in Table 2 for tile entire 
1963-84 peliod: tWe shtness of the time series limited tIle statistical 

significance oft lie estimates for tile two sublperiods. 

http:hc\\,.cn
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Table 2 The Effects of Developed Country GDIP and Relative Prices on 
Their Imports from )eveloping Countries, 1963-84 
(t-values in parentheses) 

Domes~tic 

Exports Constant iroduct Price, 


(Oro,,s kelatike
 

R D.W. 

Ttal expots 535 1.47 -0.29) 0.897 0.49 
(X,06* (9.X8)* (-3,52)** 

Nonfuel primary cxpori N.42 0).48 -0.43 (19()9 1.27 
(56.h611* (14.012)
* (-6.8(;'** 

Foods and beverages 7.17 (.6 1 -0.53 0.834 0.96 
(26.83)** 10.07) * (-6.(2"** 

Industrial
inateriakl 8.33 (.27 -0.29 0.626 1.60(39.73)** (5.00)'* (-2.97)-" 

Nnu.rrous retals 5.(00 1.71 -0.17 0.767 1.23 
( I1)1 * (6.38)' - 1.49) 

Fuels 2.84 I.88 (.41 (.437 0.36
(L-.12) (.1.21 ( -3;.3i)1** 

Manul actured exports 7.(0 3.8. (.63 0()84 0.54 
- 1.'5('*35.40i)* 

Note.: Allsarjablc, c( ,pc.',cd illha% ' c ogm hiun,'i,. v.ci

Of the CupOrl (rLc th11 i il.irLc). preduL I PtrOtIps io tle veoipivp c'unrer 


h' lt Rclaisc ilices hcis .e dcfined asfie ratio 
s ii theexport prices

of iI ullUitiiirc( -_-od( iinhliedochylj tnirw ifor \c(i.lt nili. w ic 5 i. 
"'11' ri.\ ' ' ise" 111,1hit tIe 1it, ir01re1111 ( sin flit a tirile I perc tlc-tIevel. 

Sill-,-t li\phr l .al115)pil 'S I( rld Nauiii1 , ((ia /i/i l 1)/uIhi,- 8hILMz A jinlld Ye/hook o

hirl,-rrI lllon,l lI a1, tlItih . .\1111M N It" ( rus domliestic iii(pluc lItemationatiiii l i ry Fiuin , 

The results show that a one percent increase in the gross domestic 
product of thC deveo)ped Countries was associated with a 1.5 percent
rise in their toal imports from the developing Countries in the 
1963-84 period. The corresponding 'stimates are 0.5 percent for 
nonluel primary products, 1.9 percent for fuels, andl 3.8 percent for 
manufactured goods. Disaggregating nonfuel primary exports, the 
results are 0.6 percent for foods and beverages, 0.3 percent for 
industrial materials, and 0.7 percent for non ferrous metals. All the 
estimates are statistically sigmilicant at tile one percent level. 

The empirical results l'urther indicate the effects of changes in 
relative prices on the imports of the developed countries from the 
developing countries. This has been done by relating price indices for 
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developing country exports of various product groups to the price 
index of the developed countries' manufactured exports. 

The estimates reported in Table 2 show that a one percent increase 
in developing country export prices, relative to the manufactured 
export prices of the developed countries, leads to a0.3 percent decline 
in these imports. The corresponding estimates are 0,4 percent for 
nonfuel primary products, 0.5 for floods and beverages, 0.3 for 
industrial materials, and 0.4 for fuels. They are all statistically 
significant at the one percent level, however, the relative price 
variables are not significant for the imports of nonfferrous metals and 
manufactured good.,. 

It is apparent, then, that economic growth in the developed 
countries is associated with more Ihan proportionate increases in their 
imports from the developing countries, with maln 'actured goods 
being much above and nontfuel pri mary products below the average. 
For reasons noted below, the rise in their exports. 'itturn, coltributes 
to ecolionlic orowtlh i the latter group of coui ries. 

The latter relationship has bee- estimated for the 1973-84 period, 
with the addition of a relative price variable. The results show thlat a 
one percent increase in the exports of the developing couLtries to the 
developed countries raises the former's G)IP growth rate by 0.73 
percentage points. A one percent Imlrovenent in the terms of trade 
of the developing countries. measured as tihe ratio of their export 
prices t the mannufactured export prices of the developed countries, 
adds another 0.47 percentage points t) their GDP growth rate.' 

Export performance for groups of developing economies. 
Further interest attaches to the cxport pCrfomlance of different groups 
ofdeveloping economics. lor this purpose, distinct ion has been made 
among newly-industrialCiing economies (NICs). newly-exporting 
countries (NECs), and less developed countries (I,DCs), with a 
further breakdown based on geographical location. Table 3 provides 
the list of countries in the first two, g7ups anid reports the results 
obtained for the years 1903, 1973, and I980." 

In an earlier sLudy by the author. newly-indCstrializing countries 
were defined as countries having ashare oflflalIfacItlred valte added 
of 20 percent or higher in the gross domncslic l)roduct in 1977 and per 
capita incomes of at least $1100 in 1978. " The same list of countries 
is obtained by applying the 20 percent benchmark to 1984 and using 
a per capita income figure of $ I -0( for the year.' 
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The newly-exporting countries have been defined by tile joint 
requiremen, that the share of nlanuficturing value added in GDP was 
at least 15 percent or manultCLurcd goo(ls accountcd f0r at least 30 
percent of total exports in 1984 and Manufactured exports reached 
$250 million, i.e., 0.03 percent of world manu fact ured exports, and 
0.2 percent of manufactured exports hy the developing coutries, in 
1984." 

Limiting attention to nonlfuel products, the results show that the 
market share of the Far Eastern NICs (I long Kone, Korea, Singapore, 
and Taiwan, China) in the combined exports of the developing 
countries rose from 9.1 percent in 1903 to 22.9 percent in 1973, and, 
again, to 32.3 percent in I98t). All other groups lost export market 
shares dItui lg this period. The losses were particflrlh pronounced in 
the South Asian NFECs (Bal gladesh. India. Pakistan, and Sri Lanka), 
the market shine of wh ich decreased from 110.7 percent in 1963 to 5.6 
percent in 1980, fol1owed hy the North A fican and Middle Eastern 
NECs (Egypt, Jordan, Morocco, an1d Tunisia) where tile decIie was 

from 4.5 to 2.4 percent. 
Among major product groups, changes in export market shares 

were the lareest fbr manlfactL tred goods. Althoutfli the Far Eastern 
NICs had a relativcly high export share of 32.2 percenl in these 
products a Hready 55.8 percent byin I 963. thcy increased this share to 
1980. In the same period, the market share of the South Asian NECs 
fell from 23.(0 to 6.4 percent, with a decline from 3.6 to 1.9 percent 
observed in the North Africa-Middle East group. 

Il 1turnl, the Latin Americaii Nl('s {Argentina, irail, Chile, 
Mexico, and a)nMid, particular, the Fkar NECsLrnuay in lEastern 
(Indonesia, Malavsia. IPhilippines. anM c gainers, withdIThailand were 
increases in nfac.tUred export market shares fr-om 8.6 percet ill 
1963 to 12.0 percent in 198(0{ in the lirst case and from 2.8 to 5.8 
percent in the second. But while in the l.atin American NICs the 198() 
result represented atdeterioratiom following the progress made he
tween 1963 and 1973. the growth oI the exports ()', the Far Eastern 
NECs accelerated after 1973. Finally, increases between 1963 and 
1973 were undone aftera,;rds in the Iltlin ,\nierican NEC's (Coom
bia, Costa Rica, GliatelIala,PCeru. and Vene:uCLa . 

The Far Fastern NIC's also made tihe iarCest gai ns in non fuel 
primary products, WithI their ex port market share rising I from 4.8 
percent in 1963 to 7.8 percent in 1984. The South Asian NECs again 
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experienced tlie largest lo>.se'N inmarket shares, Iril 8.5 to 4.8 
percent, flol lhm, hd Ieh North A rican and Middle Eastern NECs, 

Shere the decline , lorn 4.0 to 2. ) percent. Smaller chatngt's 
OccUrCed Inthell tihe cortr. grlltlp. 

clnpitntcisThese de elo\ closelv linked to the p)olicies applied by 
the vaiilS coI'tuntries. Ilie allraF.,t,rn NIC, helin, itpolicy of' 
ottatrd Oriettllltio '' th eal', arid tilltit il lthe")s c d .withlhis 
policy afterv,;ard,. The SoItlI Asian NICs, lin\,ever, persisted w'ith 
hir.lyiv prttchtioit, itrad-oriented plicie,. In tie North Africa-
Middle a,,t retilh,area, the urnltvolrable ,,crcdominated by PEypt. 
which ltijlCd to utiliie pr'odn1cliel' the bOrarn/, provided hy in
creas ed oil earititg, tIoll receipt,, [rot the uc (anial, and workers' 
re ittaiuce ,, lrit the Middle lat. 

lI~ritrg the lrio.d tider ct.'sIid,_rattio, the inceaSed Otwlvard 
orientation of, the llt l+itirn ( * ac.ontititsl Ion the acceleration of' 
tle lro,,tir o1 their lll'ttlau~tel ,.\r,.\hile chanCe, it the 
Po0liCiS ,J)j)litl C\l)hlin thI rC' lr,,tl ill ltlltItrl ttt II'dc\l ort market 
Shars HinI L airt irtllr'iCi. Ilth,ctitlieC toilted their CCoIIIiC 
policie', alteCr tltW Mid- I t il ill ,ka trtilall ) 'inrall inwmard 
to out\,,ard ortrltllttiot . bitt ,taj-rn tturIre(l itt\\trdtlalter I1973, with 
Hra/il pto idirt aIrtilapnt C\t ltiot. 

Thlre Irclil dic,,tion Ci terIledl ',i\deelhpirnl country
actdtirue. no t el o£roups.' tefirned h.'] .emleectorlitlic dluc ltIopnett 

1OL.t ioo. Cand geoirt4icl \Whil tIe rniltiiteI 2rimp-0l less devCl
liti hn+t'lop d cir ,i, iih eliir.in- t0 d,_i\ e arl litrll cIlt.'lS,c iOt 

itrrra. be i,'.,,et thaheincretases, iltthlir rnarket , .iitis, in non titel 

i Orta eer IvI)r ll.' t't-,, tot thanll INI et dlcline, inn r111lll'anuIrNrd 
export shlre,, 

The t' sll lecttoll%ill ,',iiderii( LIdul c ttr\ e.\perietnces 
with ecoinfitc pii0LiC, Ard the elltfeC )Ithese p)olicies Onl exports 
and CCo11Illi,' llth dtt'rilg the ,t\\ ar perid..\s an inltroduction 
to the .iscussitn. the concepts olttm, id and iii ard orientation will 
he dehined. 

Trade ()lielntation lid Economic (Growth 

Defining inward and ou vard nrierlat ion. In cxatrninirig the post
war experience oI devcloping ecoroitics %ith alternative policies, 
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distinction may he made between ii ward-oriented anid otulward
oriented deelopment strategies. Inward-oriltecd devcloping coun
tries have protected their doitmest iidtliSireCS by the us c t l'uitsf~s and 
quantitative import rcstrictliol, w\ithout pIritliiIg tn'tenslCluralle 
export subsidiCS. The a1lplication o1 thelc mesures has biased tile 
system of incentive iII fax o of impor .ubtitMti and aulilnst 
exports. B C:olltlstlt. LlldC lt\airld oriCiLtatioi. sillilar incenti\e'.S 
have been ratl e to ilipot ublstlitill lld Cxportls. \,ilh export 
subsidic, off setlin, On the A\C',Ic'athe cffcCt,. of* import prtotectitln. 

Otlw,',ard1-orieteHCd dlCxhoing coLntries heLC alSo nUiinIZiinCd2 

realistic CXChIIInC rItN. aid I\0idCd \ arialoiMMs illreal e neI' ratCS 
(1no1hMInal c\C'haiigC rates,, adjuStCL o0,r ch1aige., il rClalive prices at 
home aiid lbrold o%cl. tile. so a to Clcol ale Cxp trl,. Cl Coersel . 
exchanle L raIt"hl\ (tllten bcell ox\Clralud ill plin COutrLtli. 

x Iolicies tIc C 0 
VZuai*\tx2 I i iItrlMiItCtrItd\ICI lINIt,it )peritlOdiC'illVcalught up 

[+ttr,11uinidZ- orientd .\xith wCof oC rv'aluatitoII 
tM1 mm, 

\%ilh tllcieti+ ui, \ Ctim+mL tm ,.mmllli tlIcmc liiccrtiintx cIttr\ 
Ill 1tltl11i0lnI 11 1,, Illthet c'\rC'lI ofl Mt l\ l lltliallll Icazdilit1() 1li 1[u~LK 

t eI 11mto c.hlt.c, ill ill ix C ItiIe. tlcre , ta been e.tsitlltl.rable 
k;triatitltl Itll .cl i,', 111l,11H A111ulIll-' il\%ztttlLI 1cttilltll,IFrlC,, Ill 

tmlictld dcx Clhiig t~i itLllll,.xxhi has,llitl heel tilecase\ gcterall.x 
LIIltdt.+-t)111\%,ttA ldW illl (II~l. .\l',+ Ilm\ ihldt-tlIt..CIt[,t,1)1ll110 tl Ml',''ld-

tlricHIM,(IC\ ,~t-MIIIIiC', h1\ C' 1-ICIRT'llk di,,L 'riu 1Cl tc i m ,t 

ii It ILC 
lhctlc";+'cl (i~c'~~',tU ;111t1 ill\k.alldc'l'il+ , tl  

outt\\ aldt (!ic'litedt 


toricittcd dc\ clel~lwollt R,r uWHflifit h\ th \lci of 

thc Iltt III C I r\ ie th of ilitd IroxvtllluIartcr f a I I!I. I t))t7) CHm Ar) 
itltile \,oild _coiotmi\. I t , iii i II a t11 . cl2OLIIst be dra\ r110!1e2 

tof dc, clopilm g ctl ilitriCe,,: thit)I,[ 4trs , m %t,ird-trcithlllc policies. 
inxx rtt-trtmieiitel thex0inpimiC tiri1mi i ll ,akimtiptli\ r'foritt,. 
atid dteltp~im_ ctitmies,,chiaraicleri/cd h\ c iitiitiiCd il , aid riilia
tiotl. lMd ehtomee txlccii itdd Iitxx% t11iitiliilito hlIs 'tlhCr 
rClexalcc illi tepciod of e\teitil ,iock,. xx in,, It icrca,,cs iMioil 

,amid lltii ill 
The ftll \ili, t Oll d Celt 0Co imo-

I tlcc mcc"s i ii . itIilIi\Ie"\irld cctiomi\M lter 1)71. 
dicisitlt ci)ic 'illlC', liic 'OtitLI 

nelics that cstablish't itrill Aii i\ he CtuisilcreCd rcpreh sIic amid, 

.Cltative olofllc rtitip\c licx teeiiliC. 

Tho period lf' erow(1960-73).rapid \oreld ectnei tih 
Amiont ile []tile devchkiill, c'ounties'Ulidcr con ldcit ln.l Korea2, 
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Singapore, and Ta iwan ado)ted 0thutward-oriente i policies in the early 
196(Is. In turn, India. Chile. and LIrQuIay continued with1 inward
orien'ed policies throughotut the 1960-73 period. An intermed [ate 
position was taken b,Bra/il. and to a lesser extent, by Argentina and 
Mexico. which had Ilollowed inward-oriented policies, hot Undertook 
policy reforms in the mid- I9(s, reducing the extent of discrirnina
lon a.it arInue anid, illpartir., against ialacturLtClled 
expoi Is. 

At the sane linte, there were several important differences be
tween the policies applied by the three Far Easernl and the three Latin 
American developling countries. These di ftferences largelv retlected 
the fact that thhe latter group of coUllr ics endeavored to maintain the 
high-cost industries, which had earlier been established, ollowingl 

the policy icforms. 

Ill E-astern developing coutries, exporter,, %,eretreethe three Fr 
to choose between domlleSic and iptorted inpt tShey were ex
ernpted Iromt indirect taxes ol their oltplt antd inptLUs: an1d they paid 
no dlty oil Imported inputs. The same privileges \were extended to the 
producers of domestic iptls used ill Cxpot0 productlion, thus provid
inc esselially tree trade ireatrlieil to the expol't sectors. With 
additional subsidies and low impot prtitc'tiOi, exPOrt's in the Imlantn
'actn iri g sector iecCei\'ed, on theILavcraCe. sirilar Incentives as import 

suhstitnthioi in these cOUltri'C. At the sanile tie, there was little 
discriili
at nt riiliaagainst primaryriitm activities 
ill stein o fliriecives as lunite tir01i.general, andI tie s 

In reltrniri their swsem of incentives, the three large Latin 
Anicricari devchopirgCOUliies reduced tIre CXtelt of' irpirt protwc
liori. They did [or proide, hl ekC.er, expellrs with a frete Choice 
betweell donresliC aid inrported ilputs Rather. iniorder to safeguard 
existirrg itRdustries, exporters reuiired to0 use doirestic inptlls\cr2 

produced unerl"protc'l il. ' copisare cx p~rter\, fI tie resulting 
excess cost, tIhe ihlc1 I attill\lliilcai co ntllllries granted export
sLbsidies, bI these v,crc Iot 'uTfficiCnt ito pto ide prtMLiceCs with 
expl inlentives coilpatable to thc pl-oltClCrtll of doiilestic lniarkels. 
Thus. a bias continued in fao\,r oI inport substilutio and agailist 
exports. illparticular Iraditioial prilar> c\prtl. albeit ti a lesse 
extent thal had beenl prc\ iishy te case. 

Arnolng developing coLutri'ies thaiceintiirued w ilh a policy of' 
inward orientation. ('hilC traditronially had the highcst le.vel (It inport 
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protection iln Latitn Amcrica and. alter brie' explillcltation wilh
 
import lieraltization. reiiposed quamnttaive lerictiolls in the carly
 
S71)s. Protecltion level, alsot reltiaid hilh in riitna\ and little
 

iladt Cp()'tS.
elot ,as to pi()tlllt litall,, te iiitrtodutci'tii l'
 
,,as tar 


the cotntii tise o 1lr ix'e"ttiirt c'llrrols in
 

selected export ,n,,idis ill th1e m1id-I a() t erhadoed hy 
iiport hilitiirs arid 

lii di al.
 
"Ilie s,",tci1 of iiLce.iti,,,. a', i ilf',_ it'd ep.\ lorl
ipplied MljNtrt 

et..itirl ill the threC Iorll'O, (l e uirit c'.t r',. The sIare 
01' ex+t)t, ill lllltacl;ltCir,.d o itput row+c ill Ira I percet' iKmrea hm 

190t) 1) l]ce(i(t I-i; 1h)tn -Ird enCi', l97 l. itI l)OrC
41 Il ill iii 

'loll I I lrcilt I( 2() peaceii and to atridl'ai,,lairmot
lo.+ llit. ill 

t) CIc't 10 IN9J)pcIi Miid k 3) pWcCIII.
.\l'lei slnx inc rics, iii iecIt'iedlI ( tpeiiiod, hre' uxxt ihoFlIranl

Ill()\\liltctC\ r,,, ic' lc'~ hl w l','cl 0I0()p l itl t11C il I Ihrall" 
aitiril epi-r\ AClciUictlU he hcciiIo9 .iiid ,, h e eaIcll m ili ilit 

ld tll ,tilIl,',cp lll d .ll] paIli'tl Ilil . lilt')(',1,1' 0 ;icl n ill I i , I hI't'A 
ou)Etput 1()e tl.(i i I pencci iil in00l -1pci cv tiii I 1973 Ii I tlh 
.: l2('lii~ii ant la/iI. x\ iii l ir ' nc'tlrriie (ii)lIcrhicherlltii 

initihal l:xe I l ci' \, ilich i, c\ lliii d :)\ its c inlilloll b)dei 
x ith1the II.Iat!*-.i,'d 

('h Ih.' tltl i lit d ill;.\ h c o lilillitc'd \kiihI illc'l i i\ ir 

titC'tll tl dx",c,hlnpiniti is ,nic'mie , e \ r le ctldcli ll i lt,Ih arc oll 
i ilitll i, lldi i , ite.\lu() lt iir til ila,"r itlpill. hoI llrlrill Ic\1iIle,. its 

II ti\l , ailit i ill c.\c, )i lle llll tlL l l . sllt ' t t 1i1C\\ l l lllc 
C'\porl,,.. \,, ,I rt,,,ill Ik 1,,,ll li t ' ctL(III llic,t (,\)I,Ill litlI';lC.-

LicIl tl i1 ' i IIIrIC', ij ) I Itl t IIL 0til I tleI c IlI',ItleI;IlIrI I tlcC I tC'( 

57 lcricc'it ill 11)(t.( itI pcniccti Ii73 In lie slile period. ('hl's 
,hiriieli'ttll 2 pcelnCtii hi t ; Oll J)erceil.flIl eltx 1iili (l ttiie MlrilC 

'haril irttlir nille' p'litil-ltlcilax. s' dec'lirned'tl hih.ilinie Ih'xcl iil I 963L. 
I'-mr ,,milii Itlii. lilt. IhuL' I']lierir tlic lhtiinnu: tttiiiiri.',,iilc'i tl threii 

co.rlln ithn iarket ,hi;iic ill ihcimiiil turted \till o l Itre illie 
til hir,, LUiii rti ullitiir e isilt rtiii Ciliitt it')i,, ni(tir. I 7 (I l-rt 
thctlr n iiiiem ,,hiry ot l n i reI'e at.llii \niicrie",ii toluri ,,e ituse' 

sliuhIl mIrt i ccii .. I 73.lli-i 2) -1 llrc'ciii lcix l( i' tl Th e Far
 
lasiern d\chlnpiiu coiiiiirics a 'lso cd i ,arket hiare iii iriil'l
 

ltiuriaxUc\poits: c-iri iii Bra,i/il xxchc ip iritlx nlset L\ losses' 
in Aeillina; 1ii1d1xic:.'aidlndia. (Chile. and ii aall CXpleri

1ellced losse, Ill ioiliel piriielli.,\ t(o ahilc. 
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Table 4 	 Exporls by Seleuted Developing Econonies
 
($ million, 1975 prices)
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evideieo 	 il.'llllrl le effect ll• Ilil~ l JI2l~li 0! c~llOillietI i!,1 I1 11.11f1 0t 

(hlase coilIie il I i 1 f thI lileies (i' U It.\ [i iute tiirontzi7o 
The e'x]pericill,:c' (f it' illic 1 lc%C'loptillu, L:(tiill[iic provides,1lurlher 

C'vild ",\%M'Ii" lC' C'T OHMlll, 

CrOwVli tL1111'il icitl 1973 ()'1 crisis. The lhrve Far 

llCC' 01t'1 'Ih f L' Of''l ;llt lllicllllil ONI tCCllO ll0lic. 
IlhC'IC~ iic~~lCTli<Ic' l1 

Itic pCillod: lie ircc Iili Al.\iicrical tiC\.Cl)iii 7 clluntries [hatl 
-0Lunto1k 1110iC\ lfili iillrlti, tiear 2rn\hIIpCrol-ni.llce to .I 

Coll"itteraieeenlifter [ie reforlits '.\e'rei iVsliiilteci; and Chile, 
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Uruguay, and India remained at the bttom onmthe growth league. For 
the 1960-73 per-iod, taken as a wlhole, per capita incomes rose at rates 
ranging between 6 and Mpercent in the first group, htcen 3 and 4 
percent in the second, and between I and 2 percent inI the hird. 

The period of external shocks (1973-85). 'i Developing coun
tries experienced substamial external snocks betweci 1973 and 1983. 
In the first hullfofthe period, 1hC quadruplilg o, Oil priceS was accom
panied by a world recessioni and followed Ivy a slow recovery. In the 
second hall, oil prices increased thrce limes: the developed countries 
again experietced a recession. and interest rates increased considera
bly. At the same tnle, policy rcsponses to these Shocks in the indi
vidual countries varied reall. 

The three Far Iastern dcvClopilig cMlrics continued with their 
outward-oricnled developnent Stratcg\ . They werc.oinred by Chile 
and Uruguay. which, howvc\cr, again introduced price distortions 
after mid-I 979, Mhen their eschlanc rates bcaie seriously over
valued. In tull. alfter Carlier Cl't0t nulde to redluce the hias of the 
incentive svemi aalmt exporlS. Argeutitm and Mexico, and to a 
lesser extint Brail. increased the decree of inward orientation, while 
India continued sk ith !I"invard-oricnlcd Stance. 

Outward-oriCllCd &LCVChOpiin countriCs inaintlaiCd realistic ex
chanc rale. ,a ilh liihil variatioll ovc linie. whecas exclanoc rates 
wCrC Cenerallv oAvcr\alucl in inward-oriCnlcd coMntrics., Wilh the 
degree oflveraliiici varyin u during tie peri ld.TIis explains why 
oultward-orielilctl coutlrics coilinicd to _,ain export market shares in 
nonfuel exports. \k Inile inwaid-olricnled collunlrics experienced losses 
in ftreign inlrkels as shmn in [able -. in the case of Briil losses 
in nolfliel prilllir exports oliset gains ill llailufaclured goods). 

We also find that ollorc import sulbstiluliol occurred in outward
orienled tlhan in invaiard-orielted devclopirw7 countries during the 
1973-83 period. VarioLus CollsidCratioll, llla' ex plain this result. 
which is prila lciC SUrlpising. 'o becgin with. li formter, but not tIle 
latter, glo.ip of devClpinl, CC0101iic ifiainlailled realistic exchlllge 
rates, which colltribiled to Cxp0r CxpIiisioll, as \\ell as o import 
substitution. ,\1SO. t1e e.X\ploiitiol ol economies of scale in ihe 
export induslriCs o1lMlutard-orieitCd develping couiiCs peiMnield 
replacenmelnt oh impotrs by doinIestic production in these industries, 
while inport replacement becarnic increasingly costly, and net imnport 
savings declined uinder continued inward orientation. Finally, the 
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virtual lack (l discrimilnatioll in the system of incentives agoainst 
agricltur l oulw,;rd-orinCICd counatrics a0llows import substitution 
1t occur li th1is sector, which is n0 tile CIse under inward orientation. 

()ttwar l-orInteCL dCvClping countriCs thus tIiCritnok dohmestic 
idjustilCIt throu01gh otplut-increasiirg plicices of' export expansion 
and eIThjent ilirpori subsitii)tll.c'fl which wts iot the case under illward 
orieitatlion.. Al thc same lim li hwrier group genelrally eschewed 
hi.ghly lpitil-iilclnsive piloccs that ili ilwirl-doriellcd developing 
coLutiiCs wereV Iiiitcitakeir h\ thC pi)lic seclor and by the greatly 
protected privilc sccloi. 

\Vhil-. (%kIll,-, to thilir 1I:rIICr e\po. tIrc to lkricigril illarke s. Cxter
iial shocks %crc' crlsid'railvlw r in1rotilw rld-orienteld iall in 
illwirt l- Wrililc, l (ic\Cvl( iIr cOtiliiijes, rthese Li ICrerc es were ollset 
scveral !iliiCs h\ dillererres ll Cc llloillic e \,th rt',elCs. No with
staiuL, Ihcic\tcllrr! iocks lcscaCpit, IV" aiClil'GC (1)

1o\vlhi r'arc', rcrillilc,e il 5 pcel L a1 beteeni 1903-73 andi 
1)73- 7) i11 ni l-riciri C'OliiCs. W 1vh(tnllr dCkC hiMiil igmw Ih 
ra tc.is c li r limi I 3'oh)crceil nn il ir --rieritCe c'olinonlies. 
,\h iril fr i tiIC 'lCopIi,_ COOitllis e'nIe Lt() aOOW,. In' liltier 

g l'nt1ln inclt I C,lsrA l.l'ornnc I tirkc\. ini! Yrosl:i Iai.) 
hies "Cellsobt i-d de pite, hri Ibr irig abroad hy ill

wari€_-orinrred de elo.' rn OiMrilie , Ilch. hrocx eL. QcITrilal failed 
1tn i ILirrrlCeholro %dhrtl.Iildl, . Ill pllrticiar. ]ho\k iincrissC it, 
e orl~rs ltIch to sill)"stnim i l I c ill tre (l(I)[ c\Port i;lios ohIiilrl--
Oiircd doniini.d. Milk tinO Xitirrrdire-wIririint,,Hur- rlxd 0rrrrp, 

chrarre,_Cd innotirxx aid or1Ciente conirrines.
 

(oricporliini, innL as ill c' '
kOIrld i tl irlet o 'rs reat lv oni
 
ilwaird-licillc d eclop' riL Icollilliri cs , I illil 
 1iltheapplicaitioll 
n'hIe alliiiliA\ 1u dic I h IIn t ,idii ll inntheir ' rHiiI ili-I~ I ilirn III tal 


cO's in rInd nitul \17(kiirlltl
I()7t) ,<, t o l xlhille'lldecvtiIii lop0)
ile I ils i oncount.'5al; nil led dleIli rr i C'astlics a rem r aryl).r 
basis. iill aiicdir ip : C':pira ( iD) Ln ri"la lccliunii-
ii1I97) S2. Ihc'\ re'onrnrihed alniirr iseqtierri IClWCCi 1982 

l' 1 1 t to 2 Ip rcctll 
. ears. 

and II)S5. jncpl rl (i )1' i x tIn a C, ilk CM;nged-1 i) rcr, i ili o1u.iard
oricillte co nllri,,. i, c;Is haidhlc, t soi i cr'sC ill inwiard
orrieitd chllirilcs. \\ hich hild tire priice' Imri i ln their excessiVe ill
telb tedliress. 

The' x alil! coliclusiOlls idic'hied 1 reCgd 1t tile w' (1 .oti)S0l 
developiil cOtiri inic1cct tie variety h rild withini each. Alliong 
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Latin American countries, puticular interest attaches to Chile, where 
two important policy shifts were undertaken within a short period. 
Note may further he t aken of the experience of Turkey. where the 
adjustment policies appleid permitted moving from virtual hank
ruptC)' to crcditVorthincss for commercial hank lending within a 
few years. 

The SepMnibet 1973 milital tle.ovr found Chile with a 50)0 
percnlt r.:e of inflation and economic slanation iii t higll ' rei-
Iented CconoImy. 'The sittlatioll Was fIurthcr Ig ,..rava.td as tIle quad
rupling olfoil prices Was aconiariCd Iha suhstUnftial fall in the price 
of copper. The !inloch.t gtovernment applied strong, dcflationar) 
measures to cope with the situation, which led to a argce dec_.line in 
national inuOnetC. ItSoLobC(LClltlV Undetook a far-reaching policy 

reform, representigu, a shift fromt ill'ard to OtLwrd orintailioll. 
fOlowin1g thle tardus otItWard orientation. ICachCdtlrn'll (hile 

one of the Iglicst per capita (iNtl growth rates. 7 percent, ainong 
dveltoping cconomies illthe 1976-7 )period. although this result 
represetnted in iii a Ieversal atllct the arl icr declinc. Rapid economic 
growth \\,as Slpportcd by esmrt expansiot a', the policies applied led 
to consideral e increases in nturaditimtal exports. 

A policy chge occturCd in mid-I,979. however, when Chile 
fixed its exchatge rtc in terut , o1the '...dolldr trupo.,Cdly forever, 
and simultanolusl rcinforcd tile indexation of ,age,s leleen 
June I)7) and ()ciobher I - I. t\ tacg \\ a,+Ces double.d t, a result. 

while the C\Clinc rate. reImained tumchtiitgef, cotupiriomisilng the 

comtllpetitive position of Chilean Cxpw:i and it1)or-s itilt tinil ac

tivities ill a2ricuLtIre it,\\Cli tsinmanufacturing. At the satc time. 

under the \'irtual Cxchtatc tte guaratetc. tlargce inflow of' foreicig 

capital CnsuCd aS dtuIeslic inflation rates exceeded forei,i interest 

rates by a considerable tuarcitn. and ithe resti t gat ive real interest 
rates providedf ;tlducclllcnts fltw SincC the protduchor'owing abroad. 
lion of1 goofs entling into inlcrnlatiotlal trade became increasingly 
unprofitable, the hotrto Ctl Iuds \,crC used to inICrCaSe cOtItSLIttplion 
and to invest itt luxury housittg and tle siock markel. 

The resulliltc artificial boomi cale to llend ill ca.II 1982 as it 
became apparent that Chile could 1t hotcr continoC finCilatici its 
growitg halance-of-pavtltItis lCelicit. S'Cvral devatutations were 
undertaken it successio. but the larce hurden of lhe foreict debt and 
the greatly weakened coiditiot flotestic Iiuancial instillitions will 
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make it difIliCuIt for Chile to ret urn to the growth path of the years 
1970-79 fof Somi liime to come. 

The moral of the story is stumflilarize( in a recent article on "Policy 
Experiments in Chile. !973-83'" by the amthor. The article concludes 
that "libelrali/ation in ('hilC was perverted by increasing price distor
tions alter 1979, " addiiw that "'itw\,ill be inappropriate, however, tode
clare the CxprienceCl tllhC CntiC decade a failure, w,.hCn it is a policy 
reversal Ihtt led to the prcdicamcll in which Chile nlow finds itself.'' 

Turkey v ai, practically Iankrupt inl 1979 and, with increasing 
foreign exclhange ,ltin-ertic.it cxpericriced considerable shorta.tgCs 
of eielrgy, raw ntalerials, alid SpartC parts. Inlustrial output declined 

', a1d inflatioM ac_'clertCd a a rCsult. This wa the cOmlLCtI.lICC of
 
excessive bolro\\,ir alld the useCol
0I' rr\,,,d funLds I incfl'icicnt
 
investment proje,'cts in the pnblic s.cto s well as inl the highly
 
p[ltected privatil "Ctor'. 

The .laInarK 1980,')(i ici r aimedIIIrCL at redresiieg the situ
atiol and chminIir the illad-rm-iented dc .'o loplniclit strategy Turkey 

'had folhowCd in the ijrviot, dcaelCs." WIlel the relof measures 
hatd 1t he Carried tll ill it delationa1N Cl',io I'Osel()mllllcllt. exports 
rapidl ., leadirt to the ,csuirptir l Cc-'orunnic growth.' + Rapid 
export CXpllsis.Il i illuII, providcd a boosl to C(omlollrlic t-'o tt ill 
'l'nrk 5 \. w1 per Lialpirl (;NP > risiir at an averag. n'Ul rate of 2ith 

percent ,t', ccii ,(1) ,trrd I')5. I ,litdd iioi. inflttion rates declined 
fIromil 14(1 t -I) lwrcemt. atlhhowh further d,.,.rctse ',are dcsirable. 

Turkcy Wv idC , ir[ cxauildC of SUccess.'Lful ad.jnstnueCt through 
export e.pallsitl. Apaltl ltutl the rep'llplo of e,cotlolllic grfowth, 
Turkey awain ,biecamerdiwrlltlr\ rIborrowliire lront commercial 
banks. [his is the more imark.hle s'.ince Ilrke\ wst,,one olfthe most 
iMiarld-oritited countFie', ii thre devcloiIntg world. with 1ir exp)ort-
GNP share of only 3 percent ili 1979. The tulrn1 towar.ds ouitward 
orientation 1acnt thal this share reached 15 percent in 1985. 

Eporl l1xlpansion and Economic Per'rtInaice 

Exports and economic growth. Tile experiences of developing 
coLutriCs discussed ill tihe prC)ius sectitoln of the," essay indicate the 
favorable etcCts ofexporlts Ott cConomic growth. Tb is conc lusiomn has 
been confi rmfled by a statistical analysis of the results obtained fo 

http:towar.ds
http:CXpllsis.Il
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these countries. The estimates, made in an intercountry framework, 
show a high correlation between the growth of exports and that of 
production in agriculture and manufacturing, as well as in tie national 
econlmy taken as a whole.' In the latter case, it has also been shown 
that the growth ofexpoitIs is highly coirc lated with the growth of GNP 
less exports, indicating Ihe indirect effects of exports on the rest of tile 
economy. I
 

2
Estimates made by Anne Krueger for a part iallv overlapping 
group of developh;g cconomies : conf irm these results. She has found 
that, in tile 1954-7 1 period, Brazil's 25 percent rate of growth of 
exports increased its (i NP growth rate by 2.75 percentage points 
while Korea's 4(0 percent rate of growth of exports raised its GNP 
growth rate by 4.4 percentage pOi rts. Inlun, for atgroup o 31 semi
industrial economies Fcder has estimaled that shilt ing resiee,...; from 
nonexport to export industries caused 1.8 perceiitag poin. dIiff1er
ence in GNP growth rates ili the 1964-73 period.-

Explaining (NP growth illlerslls of export growth oni its the 
effects of other econ ornlic variblles. Michalopouhos and Jay have 
endeavored to relmedv this deficiency linltroducing data oil labor 
and capital, in addition to expo.rts, to e.xplain intercountry differences 
in GNP growth rates. Lising data for 31) developing econoniies, these 
authors have IoMd that inercoutrvMl differences in the growth of 
labor and in domnestic and loreign invesitnenl explain 53 percent of 
intercountry Valianions in (iNP growth rate, while addig export 
growth incrac.ses this ratio to 71 percent.-' Similar results have been 
reached by applying this procedu-m re 1o the combined 1960-66 and 
1966-73 data for the developing econornlies referred to above .21 

The cited estimates refer to the period otfrapid growth illthe world 
economy..urt her interest attaches tile questionto of how these 
resuLts hold up in the subseqLent period of external shocks. Apply
ing Ahe same procedure to the 1973-78 period, the earlier findings 
on the importance of exports for econorn ic growth have agai n been 
con firmied.2 

Data available for 43 developing economies liave permitted fur
ther analyses of the implications for ecoonomic growth of trade 
orientation at the begimling of*tile period of external shocks and of' 
policy responses to external shocks in the 1973-78 period. The extent 
of' trade orientation inithe initial year has been defined in terms of' 
deviatiolls of actual f'rorn hypothetical per capita exports, the latter 
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havin, been estimated by reference to per capita incomes, population,
and the ratio of mineral exports to GNP. Inl turn, alternative policy 
responses have been defined as export promotion, import substitlu
tion, aind additional net external financing." 

The impact of trade orieltation Ol eCOnlOiIIc growth Is indicated 
by the existence of a difference of I percentage point in GNP growth
rates between developing countries in the tipper quartile and tile lower 

rilnle of the distrilh)1t in)il ill terms of trade orientalion, correspond
ing to tile median among oulwatrd-oriented and inward-oriented 
countries, respectively. Furtherniore, a difference of' 1.2 percentage
points in (NP rowlh is oblained in cc:!paring the upper Il1d the 
lower quartilCs of the disLibution is regards reliance on export 
prolotion, Isagatinst Import sulstill:ion and additional external 
financing. 

Thlrersta ctmulklVC. Jndciattint that both initial export
oriellatioll and reliance on exports inlrespoiise to external shocks 
importantly comiuibited to economic growth in developing econo-
Illies durinithe period n(Ier coisI(Feration. These factors explain a 
large proportion of' inlercomntrv differeices in GNP growth rates in 
rhe 1973-78 period, with a dilffe'rence of 3.2 percentage points

between the 
 i per Lfiamtile and tie lower quartile of the distribution 
in tile 43 develop)ing ecomlo fOlies. 

Factors afTectling ecoromic groi-vIt. The results show that 
export expansion favorably affects econolic growth in developing
eCCoimomimis. .',s noted in PTKin1trtoductiol to this essay, this; may he 
explained by rerencc to gains from resource allocation according to 
conlparat;ve advaita'e, the exploitation of ecolnomlies of scale and 
increased capacity ilifizatti on, ill)[roelllel s in technology, arid 
increases in domestic savin,, and foreign direct investlmerit underan 
out ward-oriented developrnent st ratC,,v. There may he further eainriS 
thlrough increased enill ment if' Iabor is not fully employed. 

The obverse of gainus frnmm specialization is tile cost olprotection
incuried under inward orieltation. Forthe first half'of the I 960s, this 
cost, including monopoly proflits, has heen estinated at 9.5 percent of 
GNP in lrazii, 6.2 percent in ('hile. 6.2 percenl in Pakistan, and 3.7 
percent ill tile Philippines. The estimated cost was 2.5 percent of G NPll'or Mexico, which had relatively low levels of protect ion in 1960, tile 
yeii of' tile estilate. l' lithermore, Krueger las conIClided that ti1e
realhocation of'csources frol import substitution to export ind ustries 
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under free trade would lead to a doubling of the world market value
of manufacturing productioo in Turkey. With ianufacLuoi1g indus

tries accounting for one-seventh of GNP,this is xlui'vaient to a cost 
s
cf protection ot7 percni of Turkey's GNP."

These estimates do not take iaccoullt of the effects of protection on 
the prices of the factors of prodLctioi1, capital, and labor. TO o sO, 
general equilibrium estimates :are needed. Such ..,Ostimatushave first 
beeT made for Colombia, which had protection leveIs comparable to 
Mexico, for the year 197). The cost of protecti'm has been estimated 
at 3.8 percent of GNP unader fIll employment assunytions and 5.8 
percent if labor is available at a constant real wage.-'" 

There arc several more recent estimates derived in a,- lceral 
eliibri tIm framework. C;rais. dC Mclo,and Urata have estiliated the 
cost of protection for Turke\ in I978 (i.e., prior to the I98 ( eforms) 
at percent of GDI, by taking account of the implicatios of 
quanlitativci inpott rict ions. ' " And while IC.accorI'in to IezIer. 
tariff reductions would hardly affectcGDP in Banglcadesh, irisiesults 
are vitiated by neglecting qtlUatltit,'ive import restrictions that are 

perasivxe iinBangladCsh and hv CXCIlIdiIg changes in pr)duction 
structure in response to ta;ifl reducliCos-truly, 1ai1let without the 
Prince. " 

None of these Cstimtes consider tlie 1ainus obtaiaMtle through the 
exploitation of economies of scale unrder otMward orientation. which 
permits ovcl coming the limitations ofsnall national nmarkets. These 
have been incorp tratlcd in a general Cquilibrium model estimated by 
Harris. The results show 13.6 percent increase in GiNP associated 
with the unilatCral elinmination olCanada's relatix ly low tariffs, with 

-
the bulk of the gain attribulCd to ectononics of scale. 2 
Gains froml economies of scale Lilnder increased outLward oricnla

tion can be expected to be greater in dcvelopinrg ecoiom ies. With the 
exccpt ion of Brazil. these economies have simaller domestic niarket., 
for lannufactlred oodls, Where CCOn1Omllies of sCIlC are iIllorta"tnl 
than does Canatla: and their prolection levels arc considerably higher. 

Exporting also permits increased capacity utilizalion. Illfact, in 
the small donestic markets of tile developiring cout! ries, the choice 
often is between bililItl i wv ith a fowahead of deiiaild and operaititllg 
degree of capacity utilization or const rutcti rig less than optimal size 
plants. This dilemma arises under traditional economies of scale, 
which cntail reductions in prtoducLtio Costs With increases in plant 
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size in indtustries plrodiucine staiidardized products, such as steel, 
copper, and newsprint. 

Other forms oflec(lonies ol'scale include Cost reductions obtain
able throth hori/ontal sjeciali/aion (iivolving reductions in prod
uct variety a, in the casc of ilahiie tools) and vertical spccializatiol 
(involvine the IlailIIlacture Of iparts, COmponcnts, andtl accessories in 
separate estali"illients a's in the case ol" aihifl(ohile,) in diflereiti
atcl product . 

At the Saiiu till, accO.l'tliih to Iiilie-hoillored infant iidutstry 
aruieni, iicurriing, the cal I as longolrotectioll will he warralied 
as stiIISeCiIeIt_il nV\ I0 lcti\ iit ' o lSCet hi, Cost. l.t t hitthin)riIicuitls il 

roLtt' oilWi have thC 0ppositc 'lfccl
111\ ff he ilei in,- coipetition ill the 

sIlll d thi ic' mllrktl,,of h' ic\ clopiit coU llric,. as1,the rC'sutille 
lll0i10polic', a d i ll cl iic'lc "([fuel hlo.." to ifeovat'ive 
activit\. ich cntail, ii,,k aid 1nnctaint,. Intui.n. tC carrot and the 

,stick of copt. i'ltioii will t i (ihCe i!i(hIlclIlet ollr Ic''liioloL2iCal 
chLIlilc' titder o11M ait OiriciiU llii . i Iplll!, IiHiP,. ill I)a.iLicUular. try 
to keel) ill) \\ ith Modllern tAc'1111c0\ii (1C h or improveto Ilmimitai 

their m ct p ,,ilho . 
The',.e cillcltlil l . emnilirici C '\ idC M e. Thus,,te imll~l)1itIL h l 

CXI) , cxlp.si,ion i, his el ,tImlm\i to he, am! importaniti\ehl. 
Slt litili l l1t_,Meli\ lI\ c' rl'ltld \ ith c i ,,c,, il lotal factor )ro
(hictivil\ (i.e.. mhme ilum of prlmutiii cumihiimedpmhlmic'i\ i,1 of 

ini 13 lo cani,. lirki,-l. mi 'il itie<ol) \ i dmitu,ijC, thiiiMmi tih txCuiOit 
- ic , , eLrcctlii h l l h jiui ii mlil t iI 73. 

IliL IusIlli,, Aihliinic I u lurkl'\ c'ouli ii i fe 'uiucht miLe'ch'd 
and lF.i co<Ulilr\.earlier h \ Kim,i c l cl r 1111hi, 'I A.l,,o. Iniai~. which 

hahd a arlic'lthial\v plrutllillc.'dt duriing ImCe poslwariI\, id (aremutdt1,ihul 
lI-riod. C'Xl iiuC cetl a dCclilne! ii Otl 1Ai10i jIrOtuctiivil , htweeil 
l)5) -(00 aMI 1i)7L) 'I. lhe sallic rmill lii, hecii o iulild in ani 
illnlilishIed \\Inmld Bliank stud\' I*0l \ICXiL') lrm tihe 197 I- ,82 period, 
\vheiel the ic(mu()ii\Icauume uimCrcasmiil\ out\k aid--uicitcdl. 

The ,d\ailiacs olf o t\ rii ouicilmltioil are Also appailcn fronm 
collilpaiismI" olscliililuultsmllhal Icid'hl0rdItitivit\ I i 2I1)dCVtChel)iimg 
eculll liies cu!\criiig the ilpos\,,ar ieriod. l . ('lu nc,,.ry.. reports Ihat 
totAl ictor protilit\iiicct at aiiMIl atelc", of over 3 elCilt ill 
0tlIlWlrL-o0riitCd ecCOi)lllics. \vhilc iucrcases wece I I)erntC ofr less 
in counilriCs \\ith espcially UitiiCCd il aid oriCltation. " 

In gcenealing higher incomcs. otl\\ ard oricitation would iaise 
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domestic savings. Assume, for example, that the incremental capital
output ratio (the relationship between an. increment in tie capital 
stock to that of outpult) is 4: the average domestic savings ratio is 16 
percent; and the rnarginal savilgs ratio is 33 percent. Eliminating 
protection, taken to represent i loss of 6 percent ol G NlP, would now 
raise the rate of'economnic growth f'roi 4.() to 4.5 percent by ilncreas
ing the aimounL ,.tSaved. 

This conclisioi is supporl'td 1)v Cstiiiates of Niercenier and 
Waelbroeck, who also inclIdC !he isc In invesmilient owilg to ihe 
increased imports of capital goods in the event ofI tradc libcraliza
tion." Accordine to their restiuhs. ,i unilateral tariff cut by 5(0 percent 
would increase (INP by ().) percent il the low-income, and by 1.9 
percent iII the I oil-iiipotrin! dCvelopinie econom0iICsmiddle-i clOtiiC, 
excluding, and tw 2.1 and 4.3 pcCCl il1clutdill, saviucs and invest
icnt Cllects. 

DOmelst.ic saiils2, \, Mild increase fiurthct i1alihigher thin average 
share of incomes geicraled r\uts wCre savcd. Tlhis )roposition 
his received support 1'rti itcros,,-sect lon study f1'14 developing 
economics hy Weisskopf. \ho has found a positive correlation 
between exports anid testit saycics. \Visskop'ls restills have 
beCn oCllineld h\ Patimck il i cross-sectional analysis of 34 
developing ecOllOli.c's fIor the IQSO(,, and 51 deveClpiig countrIJS Ieo 
the 196 )s.'-' 

A positive cOITClilatiir between ')lnI, tlianddollilic savings has 
also been fould ill ii ui-sces anilsl\,si of luir t\hevelopetd and eight 
developing econoielics 1w N~ils for the Carly post World War If 
period CextCdin to I962.' Maicls' sample iinclues Indlia; for the 
same coulltrv lhllilal-'ii and SriiliviSiln have obtainCd inconclusive 
results in a ('mparative stdy of te' i tlhriCes ICoir- the 9 50s and 
S960s. " Given India', orie'illtilioin tOward iimpotr sibslitutin during 

the entire period, however. he lack ol clear-cut r'sulls in an iiCrin
dutLry f'ramcwork may not modlfy the cross-sectional antI tic-series 
results obtailnetd Ir the developing ecoloilics cilted above. 5 

As export expansion iliproves the balanc of payments, acountry 
may become more attract ivc to ol'igin investors. While Weisskop 
and Papanek have oulld atnecgalive collrrllllti between domestic and 
foreign savi ngs. ( irinols an ll hagwatii have broughlt into tlLestion the 
validity olthesc results.4"' Furtherimore, on the basis ollhe experience 
ol'the developing economrtics included ill the NBER project, Bhagwali 

http:DOmelst.ic


33 Essai'. in I)e ih punt Sirat'gy 

has conClude( iiiregard to the applicatiion of an export p.omoltion 
(IT) siraIe'v that a "ubsiantial inflow of foreign capital seems to 
atlnd scl.h a ',tratcQ\ Iand that 1this inflow iS1not eXOcInous 1t the EP 

, bul Call 

a reSult in lalT piro t0 h 1:1 '4',aitCV itself." ''
 

.trat , a, i,, ,ometic , assi ., anbe sCriouslyV allnULt to be 

Trade orientation, tlllphl)*ilCint, wages, and income distribu
lion. A" loll, iu i ctd,
lab, is notl fully elntrp! lie rapid growth of 
otutl dtell.r aI Mtl ard-oriCltlCd trat beniC em'loellnl, alld 
additiOlIal aill,, lc Oba1iiitthteile CX1Ct mlthat export.,,are more labor 
ilitnsis c thai illmport substqitulitoll. r.h.,,c iisns ar,: relucedI losc th 

ill the e%ci1i tht 011 ii iillall ol lds t iiiorC rapid i'creases i.
 
.labor r)rdluc'.l\ it0 than s\\ ole1d ISe be tile case.
 

lincrji alld Riedc ha' , anl' icL tile Cfcts of1 thCC factOr' on
 
iimdustral ci1rpl 11tiila'a aiid dia. Iliciricstsk ilndicatC that
'i llI 
lie f. orablclIfects fl ripld 0tpt rill h onllenmlllmilloient \%cre 

CelhaJlrcCd b\ the hift to'.. aids, labr-illtclsi c export activitics inIhc 
e, Ml ile al lateliCIirst ca o!tlMl [rsC aa ' . cm alm] a siftl occlred 

toss a .d l\ c iiimport-uhIttitii1 activiticS inirt lt ii caipial-i1!tlcl'i 
lt 1econd. With hlic'r produci'.I mr\e1ro\ Ill. indtustrial cimlplOVIIvi11 
orc' '.l all 1i\craLc ;imnmal ralc ofI X teccUt hcs ecu I )54 and 1)7 1 
in the forit casc' aid 2 pclc ciI a \ car hts%cci I I mid Iad9)(9 in the 

" lauter. 
Furlhcmlllorc'. iInI colmipaalai, esud' of eirh in', aida-oriented 

dcsCle il t.'clommml. :\lil'C Kru.g_ lhir,,Itould that con',elCrablC 
:liipllir'lilt Cimi it\ be otalilld thlug211 a shil't rou01 illport
substitutioli to esplort oricumt~itioi. IliThese' calculahtd by the uset..zaiiis. 


iflabor iput1 cOCfiicIsit, r iniis idlual sccth1,,, %ailed cisveen 21 
and I07 lci-clil. iCl'tsl r IllllCisia lnl 'hailalld cCCClingsk11 I 

"' ' I100 Ipcr-cenl. 

Ficlds Il,s ,ilimcdt the cimi ) limt't effect, olI , iard oricilta
iiln iil ile :ar Flst. IIc oUlld lhat, bt.'. ccii e carls 1-960s and the 
early 1970N, l1.'ie)umploviniCu declinedlate, fom 8 'o4 perceiit in 
Korea., and f1rom(0 t 2 eceirCFt laisM' a:litle challngeill occirrCd in 
theCe rates' ill subeueLnCtl C arl 1' urvalrd olricuitation. Akls, Car-
Valhmi an lldiddad ha\C ,,sllos. i that gratCr ouls.ard oriCntaliiln in 
Brazil al'r tIe mnid- IMO)(Ol o i.rccirt increasc in the lahorled 7 
litclstly ofexport, relative I iipor01t sub',lutilll inira i. 

Apart i lli it' iimipact oh ecomoilic u1os. lh ald on tileillteriids-
Iry allocatior' f ,torslaci of' prodctiloll. Irade oriellal tiol will AfTect 
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Ce1I)N 111211mentLH'l ea finldl Inward onienlthotlIM- III price', I'ider. 

[a1lioll Cap1ital good, 11rC
IInder)i-LCed b011thCbecatISe flIe.Cha rate
 
ill (WervAined. Midi OH'its (CliId 10 he 10\\trisilCap1ital t2(1(i M'
 
ll) ilc\ Sicr it.
 

A\11011" Lcidlitrie IC',fol \\ Itiel CetiliatC ILI\ LCbeen Miiade tIre Chli
miltittol()Ite tji \\oiild educe ijpital t.Ot\I) 
 3() it) -M) itccit
 
Iii (hile. I~ksAnr d 'Inrjke-\ . amid h1\ X'fpeitii in Ar\i-etrtirra.' A"
 
,I Otie rr c hlranie ill tire ieliil\CeprICes 01 CiI)ItL1 arid laorhS
 
bei shrO\\ il 1) be Vsoci~id \\ till J 1riC pereerui LIU11iifl11C I111C ,:of 

CLstof.I 111\ lo cl ld do \AO I 1ap t iil im l l 

ltsillit CIIItleO. l 111i 11"c~lrel theiiHCl 1!11ier~t i ai co 

l \ih 111 it'I ll1e iIrIIaI11CIIIji i 1C t raeIi !)lih eli eleIl llre o 

Ilol WHIC itt 0tIr th lil C.iitI1) 7)e \%itid C.M aI Ctru\\rrz IOr I', Korea~ IaltIk . 

Hl~s' iiti \\, tulW t 111Clttuit.' thlt tutu. rea[l '-I\ \ 1etI IlLCtti tte 

plith osiiei tehtlet-~ ctttuehil(Al1t CIrtiC theccd' Ofeteiapeu title 

itittltesuutttl~u~tthuutuIN tuu iititiiisut A"eluuiIli.."t1 hcclll . t9lt 

It7 tin iand ii ,h Ill 111 tt111. tILd htIC(.3 Ill OICi to111Il 
itt I ',Cd h\i liCt1 ki \1 1s1t1.tillto~. 'I imu I A ().[ .ill~ Ill2 ti 

tasiet than(MIlrt1rttitr,il.11mtrace.llh\011Ill 
co1ipa7t
I> H: hasi tMurir1P(( tr e\peiirrce11 k ~ ai r 

Lanka. \\ Inc mbe coni dda. rle\pso ti.ad nill,- 1I 
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inwar'd-oricilled Counlitries. B~ased onl woi-k by Sinjit Bliallai. N'Iyint 
reports that tile dCclineI ol, Cxports Will ass1cliatcd with atoiic-fifth 

perCotCII ftlinIIerCI LarI~lt IIC)mIeN InI tcrnIS 0I' pnrcliasiin povcr 
paritIics hemwccn it1900 and IN) 7 1inSrI Lanka. %Iicrce ItIlher oInin 
People livinig helo% tIN l')\LCit1 linc actually 1O.iieced. Ill thle 
Same p".iiod. pIm' neo10ie\IM' ltn tliletCi lin Koiea.cap)ia il ICAd-
Iim- to fall th iiiC loIII)0 e1'C\Il H H tilea Sub~t:iiti;1l ii 1 e ii elowC0\ 

lIIIpI)\IieIC~l lIa\Ci2oCUTCie inl Sri Lanika fllo\\ii tile podR\ 
rcloriii undei i~ lii (7, llia\ C I ii aitll) ot IQ7 IILuIl l\ ed c1(% aid S 
(LI itaid 0 IIi i I P)77 and( 1018.4. pkeicapia Iieic' Io I IalIt II. Iti MO. IIC0ISRSC 
11NnoneI~ thal l Wton-loih.CnIIplo\ iiiciIt IIICFCiSCa a eISIL~idcrabC 
c\tciIt. and d nd tli1Ci C\p)CIndI1L1ie h\ thle 1))oo-tl Irased tile 
IC\CI Ick 117'ic hid Inl 

Thc hldilu, (d t11Naiilx, (IHIMIoNtIate that1 ouIt \iI'l-iCIctcd 
ConlineN NuieCCCedlcl Mi)I hI~IIC ad icachineLiail~C\pI~di(hiIig' \Iit 

lIITl~i ICY\I'MI Ai,u( i11;111 iii\;nld ouii-iuitl colitic\ iii1littl aC 
cculnoziunic e - Iof rid \%Ido ' I ll I ')) * )IItiil J h)C11iuu)OlC\lICII 1 

ttiil *i ick'oo h ii hk-%\w muIlii~ukeiiiomii limii\ ui-oiIiicd 

Ilic Ialooiahlk.c l lck i ol o-\p1iI1 ~ i aii h Iio ( comi~iI oO\\ (uI. o 

fie01tlcol. (11 I o lr 11C C\ii c it imla Id nl icated l 

olhcalc ail Il-itilc' k~ c jad tol11il lioii. lliIJ)io \kililC It', Ill 1CChIiiil

il-W ICIIutCd dC%C10oinii a iat 
l~rngkn2glnunni Ill C1inl)Io\ iiuCIut. \% '.CSIland iiICoiiiC dkiibntionIII 

IIIn)lci 3 iI mnI t I( I I II ateII2\ . SUCh tcL\ ilSO 

t~tn~tate\ ohiii\\aid kolilitatnol. 
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Notes 

I. 1963 has been chosen as the initial year because the United Nations statislics do notprovide trade data inthe necessary commodity and geographical breakdown for earlier years.On data sources, the classification scheme utilized, and the method used inexpressing data in1975 prices see the notes to Table 1.
2. The estimates are 2.1 and 5.9 percent for foods and beverages, 2.9 aitd 2.8 percent forindustrial materials, and 3,5'and 3.9 percent for nonferrous metals for tie !63-73 and the9734p ,, pt,' y. 'h ula been caltulated by regressing exports on time.3. Tie statistical formulation assumes that the causation goes from economic growth inthe developed countries to their imports from the developing countries. In view of the smallshare of trade with the developing countries indeveloped country GDP (2percent in 1984). we 

may neglect the possibility of a reverse causation.
4. In the former case fixed input coefficients in the short in the latter case therun.intercorrelation between the prices ofdeveloped and developing country manufactured exports

may account for the observed results.
5. Both regression coefficients are statistically significant at the I percent level; the

adjusted R-' is0.95.
6. Data for most recent years are not available for several developing countries included

in these groups,
7. B. Balassa, *Tie Newly-Industrializing Developing Countries after the Oil Crisis.'WelthI.whlcht'lixhsAr(.hi. CXVII (1981) pp, 142-94. and Essay 2 itt Bela Balassa. The NewlyIht.d.strializing Couttriesin etWorld Economn (New Yolk: Pergattion Press, 1981) pp.

29-8I. 
8. 'This is the lower limit tr upper middle-incote co,.ntries in World Bank. lI'orld

Development Report /986 (Washington. D.C.. 1986) Table I.
9. Alternative definitions of the newly-exporting countries are provided in 0. Ilavrylyshyn and I. Alikhani. 'Is There Cause for Export Optimism'? An Inquiry into tite Existenceof aSecond Generation of Successful Exporters.' Weltn'hswhaiti/..sAre/hi', CXVIII (1982)pp. 651.63, and G.Ii. Ilughes and 1). M.G.Newbery. 'Protection and Developing Countries'Exports of Manufacturcs,' Eo,,njtii Polic'. I (1986) pp. 409-41. The former include countrieswith nianufactured export growth rates inexcess of.average growth rates by ile NICs duringthe 1970s; the latter include countries with populations inexcess of t0 million and per capitaincomes of at least $750 in 1983. Both of these definitions have the disadvantage of excludingIndia, whose manufactured exports exceed that of any newly-exporting country under the twodefinitions, and Pakistan which also surpassed the majority of tile NECs.
10. For definitions, see section ot "T'radeOrientation and Economic Growtlh.I . This section draws on B. Balassa and Associates, Developmeni Strategies in Semi.ndtustrial Contries (Baltimore, Md.: 'riTe Johns I lopkits University Press, 1182).
12. As inTable 3.tile data refer to 1963. 1973, and 1980.
13. 'rhis section utilizes inpart the results reported in B.Balassa. 'Policy Responses toExogenous Shocks in Developing Countries.' Anterican Economic Review, Papers and

Proceedings LYXVI (1986) pp. 75-78.
14. Quantitative import restrictions were abolished and tariffs reduced to 10 percent overafive-year period, the only exception being tile automobile industry. These measures were partofa package of economic reforms tlat included alarge devaluation in real terms, tile abolitionof price control, the establishment of realistic prices for public utilities, the elimination ofbudget deficits, tile establishment of positive interest rates, and the liberalization of financial 

markets. 
15. B. Balassa. 'Policy Experiments in Chile, 1973-83' in G. M. Walton (ed), TheNational E'onomic Policie, of Chile (Greenwich. Conn.: JAI Press. 1985) pp. 203-38, andEssay 8 inB. Balassa, Change and Chalh'nge in the Worhli Economny (London: Macmillan,

1985) pp. 157-84.
16. hltepolicy chantges comprised stabilization measures, with the twin objectives ofreducing the rate of inflation and improving the balance of payments, as well as refomt 

http:WelthI.whlcht'lixhsAr(.hi
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OIleiedIellN. %%h i Ittio tl lk I tit kijh ecolom N ilMlan tl\11;Ilt nlidhIIi dh,1ctin gilvng an 
,
ilc a,e+d role ItlllinLl Ioic,+ . Stahihliiioi 0ic'teit pirstked h. ilo%%Ietrc cringithe rate of
 

m 'leationrlI. and redttcin t punhh,+i,: deli .+l iott
ll .iti lu hahil/alon and reholl ohjectives 
,
.,re scsl d ztiuictutree talul i. elil,,ltb. a l d li, +lillle Il, .\Prt, \%as ,lihstaltiaily

1111101.1 and 1t11Ipoll I l'~ . indlutire,.duced I ,' \pl1 S11,t£1+,,+i/allolnll~+rh a - l\+ al price,, anld 

llt' t "rle[ ,\ hleteed. 
\\%c l midL .litedi lrt%.title'(1C l.I, I4'I11hlCO01t, [1I I SCSD,'1'7.[l L".II )S 1910t, )111 I~IIt+ 

tite tile)lrg "1+ I- e pt, t Oi hill i': t; Illk kcy iI' ltied IItl\IMtMin 1 101Ct11hat'l 1i 

l+em\\
thuhl,,ed c+il19SO andlIOS5. '111ltllhu~ lol.1 (lt)1 (1 11lltt, hatltll.,Lhlnuicll diurmltis. 

peritd.
,illlH.ll, .11 I ILI~ l l the. lilt)()18. Ill tle 11%Ct+' I 11tIx II hlt+I' I'tt W IMLltItJ)(h '73;[I iods 

,

lo1 tile ci)(11lllt.cill tlklt."l l. %,L111 lht+I., l~tc.! ,! ,,),!,tIdl , tile
tI lltt k~I jld l : lu,\\c",+e 


caIctllaw mH,, olH ll Al0!~~.'. dl '.N l S''l-
~ll~\ lp . ./) I'll)I+]IIII l ' h l 

ii i' llt+ il I I ' Ii2P).iI l t' t aldI-lk 11'J., I i t'1jl i- ll ll' l ll It)l htileIl titi 
iltl lhIIIl(tHC.\110ll'+IN 1)114 110 L l 

21 .\.()Kituc r I lk",Ni l '",+t/lll0 t 1k ii R, 1 I, , )k,,k WII I e,11liltl'. ('h 1 'lt'kllhll Ii ll,'III'mpIl\aol,/( "Ill, pt , 11it ",11ullrld?,,, H,.11lm1"cl ll', M",l' .19 71'S". 1+ 

2I 'ha. d.<"hd,inv,<I?,pt.( hl tcl. Kow.1t. P I )ML-h1m,."1 lkey.( ,,I il~ma m.l, ;111" 

22 i I I" III \poll, '11d I" m,ll ., 

lhIl.l, I2h. i oabt .lllm 1 r,,%. i ; I /l I ilid Ir(t0111 Ill the 'hp g 

u

fillt1,llhlldl~lI )tL'%Chg Iltn . ,
 

id c,,,,I / w:,i,if ,+, it q 

B5B j 1.1"jl,, I 'I ' it 1, , 11 l l (1111 11111)L-'t% ('m ut~I
 

2.1It li'thal, , t.'.II, , , /i,h,Indi , ,,;o ,'s( h.7. 
I" , ',t .t' I t , tt ctop lll! ll 

lu7 "()if ,|.. , W1t,,,,1;,,"Ill,III I", 2 ilI Ilthle Sli~t 1 to+) ,,1/ '1 , I ,,/,,,1,I,n \ I I pp +
 
lit FlCIrn lI 1111' Ilt.Iho,,tilIl OWe ,'mltl ',%m ld
11h100.1Ich'l1,1 Clh~ l, rt01 +,td III V\1101t1 

.11111L+lla,11t+'nIll 11ltCI illt,(tdt Att+11IIll " h . IL-111,11 c. 101 1it+,..C.\111-l1 I ll,Illth tItlt0li0 

,
l, I' ltCN.tllld ll i. 1l1.llW ll l 1 KO' h1AICS. Imlp I I 'tlI Ill[I-Ill l It dI tile+CN I11t'p 1,1l ILA''l (I 'lC Ill 

,
' llL,\ o l Ill tllnk-olll ' it ])'('I lll ,,111t1 d1111111 111,1 lit'[ L" t'AHA IllH.111 11I-1, h.\lJIV hIA ) td lI%,,.d 
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("'tIlllul1]q, ; 

\1.N i~llltlimidLi Ik,,lm . , I1,11. w I'1,,d1 ll+ h'11 Il S,.'lmnl11,1",11ro ,tz\ (+ I l 
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,cd'*., Il tli ilz,,ut i . l (;Jn .1 ("i p,, l i,l' h.'€i~ I{()\lold: ( )xhid [llii\Cli li\ Iex. 
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THE INTERACTION OF FACTOR
 
AND PRODUCT MARKET DISTORTIONS
 

IN DEVELOPING COUNTRIES
 

The principal forms of product market distortions include trade poli
cies that protect inrlports ;lld subsidize exports, exchange rate poli
cies, and price controls--all of which affect relative product prices. 
In turn, factor market distortions rrrav result I'roillsocial policies, fi
naricial policies, and tax policies--all of which affect tile relative 
prices of capital ald labor. 

But distortions inproduct markets will also have an impact on
 
factor markets and \'ice versa. IP:oduct market distortions will give
 
rise to distortions in Fa1clor markets 
 through their effects on factor 
prices, while f'actor market distortions will cause distortions ill 
1)10(lct rt1; ,t,,011r0u their effects (M tlhe cost of piroducioLi .

-xperience sug2ests ihtt ilterveintions ilprdtuct an1d illfacto>r 
markets are irterrelateld. aInd this Fauct hats I hearing on tile choice of 
developonrIt stratewie. Ihu,. g1ovcen11111lis \will he less inclined to 
intervene illIactor inarkets if produclt i, rkers are relatiely undis
loted. Isis the case urdfr arll
out\ward-oienled dCvchpre1rt stralteg., 
lest export l)r.osrccts he .copardiied. In turr.l there will be less 
rcsistance to mCaSurle', that distort [tor't0 prices ifprolection inlsul;ates 
the doiriestic economy from e n irflterrces under an inward
orienltd levhelopmnrent strale\'. 

At the same tlle, t1e1tec.\itece of i),licy-inposed factor market 
distortions ,will ffectCI rIte choice f t0hpolicies applied ilregard to 
prOdUct markets. [)istortiorrs in factor rinarkets will teid to discotage 
adoptiol of an outward-oricirned development stratet.v. wollse sic
cess depends oM the operatioro1f these mrkers. In particular, the 
impact of trade liberaliation 01oexports will depend on tlre abilily of* 
capital mirkets to provIde ulds F,r export-oriented I1vetrllents. 

The experienecs of Ialin \rnerican ald Far E1'astein coiitt'ies 
provide support Ior these propositions. While illLatinai lerici
inward orienalion has becn ;icconrnnaiied h\ considerable distortions 
in labor and capital markets, inlthe Far Lat otilt,.ard orientatioll has 
been aSsociaLed with fCC la r markets arId tie increasCd freedoill of 
capital markets.' 

In the mid-I 9 0.,reforms of tradetilld exch.irlge ratle policies in 
tile 'ar l-astern coutlries \,crc cTrriCd out simlltarmeosly With 
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relfornms ol*capital ni rkcis.\AISO. ill tile aI ()I(S TSUs.'rkc\ linked 
trad~e and excehanoe rate icIlI \ ith JI-clhlINl )I' labor and capital 
miarkets. IJinll I . I IIit' ItIaIr 'iiIIIcntrs IIatev an I NIlM',tL l C.II LIIRlCd 
repreionn often coexist " Atll hlighlI pi()tctiiist Iade J)OhIiLies, aind 
OVCI-VaIliltioii 01' 11W ihiiinC'i C CIii I'eCll. ill (h\ ehlhllill ICc nLll iieS. 

Ef~iects of' Prfoduct MIarket I istori ions on Factor \Iairkels 

DCV~'lOjpine1- 011111ii, Ic ihi lo Ph)IC~Lt cilpitill illielsi c tint"rics. The 

reSt1ilni" LiSkItI'iol15 inl 11Kihiutniii 1t2CMICtIe A INM\~0Iii'C.SiitiCe 
1'1'011 lh0Ih-iItteil:,i\C 0ill il illicilsi\kC iltiles. thilCh\ IAVorillh2 

capital atl [lie cylu1l"c o if hm 

i',IiSe tht [IFiCC. 0I C(Ah)it.I1l . III biut i) itelilI~t\C koth HI I 1) t 
wvill illsu I.C'lucc uir tIH i 1t1k (,\chl lc r; te totheiliutd Im ol its:utt cit e 

apri atl it)iai liii (i)I t.lli i '11l K,\t \il l huil 1c lI ,Vtie\ 
lakeC) \\1111. lViiij kc the llI li \\ \c llilk (ta ti lk5ood 

andte i ihnIe tetmii c I h ~ii,m tl \~etacee ( i I mcaI7 pe cnt 

pri~ces lot Impo1i IScd ills iil li JIll ii 1IitshSSuth .lI i' t. 

i) ll Mehtc k1i11iteittoleh ovn idlick idt ii tll I l )Iwt~ VClII 

3Oliuu1 I iiiac itit( p i(Jul.1I', 0iti. (11tCIWI ll Itiii~ttthe hltC1 0I~ 

he\\it he alh\(I p)rl) mcitl t~iil eat I )7fl1Siuill)entsl~~ill .\ 
an huwte1,ii s eeiiu llulicio tie i Ikdil 1 l ptlI( ll lii\t l o~ i 

piclte i theIoqavt, costil"(illik-tttio frmlital 211 1 i 2 pcileiti. 

(Seeti 5.rvl c :\-'cj th ! tll. l I ile ([li t il (I i *An Itit11hi icti 0 fa lutiell 

l 
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'Cable 5 	 Percentage )istortions in ILal)or and Capital Costs frmn 
Various Sources 

I'trt,nhge Ittducjiui il ('apital ( '-1, P'errmtageIncreat,in 
( )'ing It, ,agv-Rvnlal Rai. 

I .hor Malk,.t Ib.ortions (duteIl 

JoLhlr .1,1,1
PerenteLIag, IlL ItI IdU, I 
J r in kI a,' 
 \IkelCounth,) Pm -]o R !m,- Al+lh- I'mcccnc 	 NI'IelJkq!(' ,s mi Iovcllw I"Id D[) l ol,~l J I ,olll 

ArVemi.nm 1 1 i I NA II 17 26 3 

Iir.1,/, 196S 27 I 4 NA 4 431 11 
('hIl l'hhhs NA ;7 NA NA NA NA NA NA 

11< K n p1 IJ II II 0I i) I 
1 ot, ( " 7 	 7 II 12 15 15 45 45 

a -ll m lI 3 SI Jl 58 7(' 2.AX 31 , 
K I j lnI Il II 6 2 IO) I(W I I I I 
I IA 21 III W<., €. NA < ,, 11 7 

Ill"11.0 hHl I 

capital-intensive. inil)t)rt-sUlbStitultin industries over relatiVel\' labor
intensive. si1all- and iMeditlnI-siie indunstries in Arg.entina and Paki
stall, w+herclas the ilnipolitatioll of capital goods wasi fairly freely 
permitted in Chile and in Tinisia. 

l)istortiolPn in the prices oflcapital goods w+vere associated with the 
applicatinm ofdan inward-oriented development stratCUV in the coun
tiles tnder colnsiderati on. Inl conralti. tile eflCcts of trade policies on 
the cost of capjital 'oods w%'ere appro.\ imatelv nil in outward-oriented 
countries. sncfI as I lono Kom-, and Korea. This was also the case in tle 
Ivory Coast and, after the policy rel'orms of the mid-I 960s, in Brazil 
(Table 5). 

Reductions i the cott of capital under an iIwaro-()rienIted devel
o)llenlt strategy discourage the use Flabor. And while tile protect ion 
of capital-intenIsive industries lelds to raise the price of capital, it also 
reduces enIl)ymeiNt throitcgh the shift of' resoiices fioll labor
ilteilsive to capital-iniensive industries. These effects are aggravated 
in cases where relatively capital-intCnsive industries are favored 
within both 	tileillni)Ort-sUbstlitntin1g and the export sectors. 

Column (4) of Table 6 shows the employment effects of difTfer
etices in rates of Import protection and of export sulbsidies an1ion 
imp)rt substitutling and alnrlorg export industries for nine developing 

http:ArVemi.nm
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coUnItries. In the Calculation. the averC labor coefficient in import-
SLIh tit iII. in iudu.t ries ias been taken as the benchmark for each 
COUIIII'n. The etinaMteS pertain to tile late 19t00s and the early 1970s.' 

Tihe results Iported inI Table C6 show I'Lrtlher difelernceS in 
averace lbor coeficient, betwee irrrport-compe,I) and eXport 
indlustries. It is apJarell that,. willl wo eceptions. the labor inlensity 
Of expor'ts nlch eTed tha oI io't "ubs-tittitutio, indicating that 
inl)ort()tlletii1Ig induStries are,eo the whole. llltre capital-intlens<ive thaun e,,por~tt inrlnt rie,,."l're excep'tions,ate Korea. which providled 

Similar incentive, to expotsI, t6 iItIl)Ott subiltitMo tinder an OItl
var -oiented tleveh~loinent s.,tr',itee. aild C(hile. \ here the incentives 

applied in the I (ed), listortel trade pattrns to tire e.,tetit that exports 
becallc ne labor inen.ive than imporit nb-it es..

'lille estinratten at,,irile that latbor aid capqital woutld b:e reallocated 

'ii1011 i td tie, ill r n se to a III 'C t\,ild', tree ta.lle, l:or snLlII 
a.Irealloc.ationto occur.e itiet, onld reed to, fr.eodwilo l.ator w 

asn (Calula tisl, S hulIi/. jointbe , tretl. b\ I. Paul iildicatir, tl1he 
effects ofl plroulct rir ltid factor nrarkl distortli Oil tre disri
btinl,f irrllillrr il (ooriii. protiM releh.vante soICeC. irIforrirationR.
 
SClUI ,.on,,.lude, tin "lt. close tIrtisrhilC ltorrd hrere ,...tween
bel 
levels of llft .'ti\' lrrtetn rr.tirul urr \ linirr d \iri.t ll i lmlb r 
ilICrrlCS lIrtW ie , ,t lprirrilt ftt.ie ease thainI dC\Clo lrnri alrl trade 

lnc i.dlFolilicl Ira', p a rod in cerlirailr or at let,,t rriailIairiireLilters,,etotrilil ifitlT,.'iic.:u in fatctor thi,r ~i t ,furiiiicoilens th i l k , rit.'" 

Ile adds Illat "prteVtion' he I Iu'll', 1t h laborinIreaed tre 11th 
lIrd capi+,il ill t1re lIire pot et.,e'd ector,,. but tile ]wt ,l~tiorlate ualt]l 

I'or Cilohers, e ,._'et\Lroe eiloh"een..." \t the ,ailcccih, _c \ eti b 
time, the rIle fu stitnIlIw reil-sekilg activitRl lti-ient,., rave 
that il a\tvesa t t o.,Iti e tiol al eco rl v.' 

lniplthN lenil ,\ ill Inrler be a fecled ;as ecCotltliiC 1_t'o Ill feuds to 
Ile niore- ra1pid Ulder air ti\-,I.ard -(+rieriledl thall Ullder all inward
orieIted dev"ehoirierit strate ." Ihlowever". eiiipf\lncll will be re

•duced Ito the extent that labor+i tot i\'it\ is lt-,~ rir,-ore rapidly uIder' 
the first alternative than tradler the ,ecnld. Telie efflects. then. w'ill 
ntrodik tie inrpatt oir eirl)O\1ineiii of tie ',Ci_'nIl o.'ihloSlitioni of 
(mutlt.Jtt 

B.lialii and Riedel alrlved tire effecLs od Ilr abve ,faclorsoil 
induistrial eml)ylonleit iii India and ill TaMi ,,ai. hich call he taken tor 
be representative ()f invard- and otward-oricited deveClopieillt 
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strategies, respectively. The restilts indicate that the favorable effects 
on employment of a shift towards labor-intensive export indulstries in 
Taiwan weicereinfforced by rapid outplt gi(owthI while a shift occurred 
towards capital-intensive industries in hIdia where output also grew
at a slower rate. Willh higher producti vitt' roWth in Taiw an ha in 
India, ildustrial CniploInelit rose at an average annual rate of 8 
percent during the 1954-7 1period in the firist case and at 2 percent a 
year during the 1950-69 period in tlie seconld." 

Table 6 Sources of Potential Increase in Labor Coefficients 

Iitcri-a, I IPtrctinha ltz iIli 

I )l+,c \ tcd 
l i l Ni' i)irilcqti' N,,+I ,,(c' %., \\Itlii

lii/m (1(1 15No7 N.\ NA 1 11 

I'(7(( L(imlIt, N,,\ NA I11 11l(IO
lI Itc~ lth fICIliIIli II '()I ltIW 


hl((.'lt 171 (f((( NA\ NA 
 (i6 166I I 72 ((HI will 25 0) 12 14(1 
(I''kr) I 271Ierio 71 IIO 0 NA 371
 

A I cInII. 197 25 0
I 1 11 I11 

Iiia/ll 19711 21(7 15 NA NA 235 
(I'h1tC IQ66 (Is 10 NA 7 N A 144
 
( 'lliill'I'l 17(1 17(1 NA NA 24 
 2110
 
I ,l 1171 2((I NA 
 NA 66 21)

l1ix (', l172 135 25 I 1 14'0
 
I'tPak.n I 1',(111 1.42 271 1) NA 34
 
IS1tIid I 1 , II(tl II
5 II 108
 
1IIIIIla I2M Nlll'lhll//~~ttfllll'+lll,NAfh~ ' ll~l(hca.
 

B1.1111 197tl 207( 5lt Allvll,l17 17 , lill 23838( 51 243
CIlI,-r~t 106i~ -61 SOi NAc 7li 09 144~b 

,\',lii* Ihc IIl i m llt~'idinlil Iinniclic' bti llticlciiil t'Iiii lt'tc i t in (Ic c ciii ilihc t'hnlni lliln ill (.11 

Int liI- IIII )li lt \Inc 1 It)6).'ini,,i .\ilI, I , ,nici~lll ,AnIh nI t t 1,,n 'aill 1.9c illhnpcl int 1 ,1I l pil Sunilnlu'l Inulil dii l ( ll I.c lill. 
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Labor Market Distortions 

A variety or polhcy-induced distortions are observed in the labor 
markets of the deve!oping countries. They inlmude regulations aimed 
at enstriilg job security, social secutrity schemes, minimum wage 
legislation, taxation of labor income, and vage and enployment 
policies in the public sector. 

Regulations concerning job security. Dcelopinlg cou t ries 
have often applied measures aimed at ensuring job ,ecurity. In 
Ai gcnina,for example, labor laws bestow job sCcuritly on employees 
after only one year and severance payments increase with the leingh 
of employment. The situation is similar in Venciuela. I InlPanama, 
labor legislation is estiniated to have raised labor cost b,3(1 pcrcent., 
in addition to the cost o!social security charges all; frliuee benefits, 
to a total of 59 percent of basic wacs. I -

Apart from reducing mobility, labor i'gtlatiouis aimed at limiting 
rductions in emlployment tend to have thethoppt)s;C of t le desired 
effect by increasing the cost ot labhr. As noted hv David laillcr. 
-- they discourgCe workers Irom quitlting voluntarilv to search for 
other employment, 
-they make it expensive f*Or an othe'wise viable firn to close ,'own 
a paticularl loss-making operation 
-moreover, tihe inhibit employers from takine Olloie\ workers 
bCcatusC of the irospective cost of'declaring t1ei ,clduidatll at solle 
time in the fltlutrC. Such schemes inhibit resource mobility, slow do\'n 
the pace of, ecollomic change. aiid increase iicillplovmcli. Thev do 
not scrve simply 1t redistribute wCalltl, but1to reduceIhCtie totl0 aMiloullt 
of wealth available for redistrihutionl., 

Social security schemes. According to data cl lected 1v tlie 1 S. 
Department of Ilcth and I UItmant Services. Social Security Adlnini
stration, social charges CxcCd 20 percent of x,aces illIndia and rang 
between 15 and 45 percent in illos latin i\lerican countries., ' It has 
further been reported that employer and employee co1niribulions. 
taken together. were in (lie 55-65 Pcrcellt rallc ftor blue- and wlhitc
collar workers ill induItry and commceV In 1969 In U rueuav. and tlhe 
ratio reached 46 percent for blue-collar \vorkers and 65 percent I'or 
white-collar workers in 1968' in Cli le. Blut, Chile StlhSCtltcnll 
privatized its social security system.' 
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The effects of social securi t schelies on tile cost of labor and on1 
employment will depend on the elasticI" of supply of labor. If the 
labor supply was infinitely elastic in terms of the real eage,social
 
charges would increase the cost of labor b\ their full aiontnt.
 
irrespective of whether they are paid 1w elplo ers or hy employees.
 
with adverse effect.s oi elilploillieilt.
 

While snch an extreme case isunlik Il\
tobe found in reality. in 
tile domestic econolnt'thC supply of unskilled labor nia be ILulIed 
to hemore eastictha.n that(fskilef, teclCllicial. adlillanagle'riallabor,
 
so that social scourit\ scheiC, % ill affect the cost and the elploy
lent of tile forier to a creater e\teilt thal o tlhe laler. .\lso. the
 

elasticitV ofthe SupplY ofl
tun.skilled lablr is said to he Iigher inSOtlh
 
Asia than in other leveloling area,.''
 

AI tile samllie "iinc, according to ('ariaclo Mesa-I .aC. Leuinl" 
fated evidence illLatina .lllerica... ildicates Ihalt sssocial ,,ecurit 

temlls financed b\ colntri tiOlls p!])on
\ aLes have a lle ati\e effect Oil
 
eilllliill."' Furtlern re. it has been estlilatd that. under real
islic assuilliplions made ahtml tile cla,,ticil of labor suppl\, average
 
social ,ecrit\ chiarges of 27 percenit hla, e rediuced cttpriii enII in
 

-
BraZilian niatiufalclurinc bI\l about ' ipecr..el. ,

'IlIese effects Oilabor cl:' of 'social s'l'ilrt\ cllaces CVate a
 
wedCe b.etC.en tile(leiiiali' of labor, In
price and tile ,,pll price 
SmtIh Asia. the collplsorl' provisiot of Varilou. ,er\ ices. ilcIlIding 
housiig. education and traittiuc". have similar effects. 

Minillim ,age legislationl. I abor cost, may alsI be raised hV 
the statutorv deterination if iniii %i.,aces,. In this Connlection. 
one needs to CMiiiler the c.Ielt to \MIlich raisitg lliiluil \vaes
 
leads to increas,,es inthle eire.lce ltuClture ais ell as tile effects of'
 
tl'leSltill- \tage illCrCases o, eilIph .illeII.
 

The classic stLI( Of effecto,tile (I nimu m i.nc:..e lecisIi tion on 
wag.es and elllpl o\ Inelt isI ,t i)/I(/ 1 iv, iI Imh u.\l''1l,/i'r'lu l 
i lPuero, Ri lotyd Re\ nolds and Pleter (recor\. thatbh\ Ihey nloel 
"ite closeness Of acual llIl' earnincs, ill mot1,ildutrie's to the lecal 
tuinitnln, the parallelism in the tii, o tHIM.aid ItICvetents, and 
tile tendency oI ite i'ti ni to cictoachi raduall On Ihe actual1 t 
earn ics let el all ,ucest thal it is nI iti" .ace ax.. ards \licol have 
been forcing the pace to",age advance i I uerto ico, since 1ti511" 
Oil the basi, ofal ecltlOMietMiCtiniate. the athlhtor, conclude that "a 
chail,,e illlieWa,C cUIld be expected to be assm.'iated with an 
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approximately equal proportiolate changc illelploynllet intie
 
reverse direction. v+ith the hare
bill remainirre roucghl'.constant. 

ithas been suggcested that PutCrto Rico is a special case because
 
of its close association \\ith tile nitted State, and its superior
 
administrative riiciiirv. a,,s \ell as ()cI,.ts relatively high
& 

all li
percalpitainC0oie. its',sian kirc'. andLltile higlrlareof [he labor
 
dil i rioia.ricutillual o~cirforce en11gl. lioir,,illtilerid- 1950,.1.s.iult
 

it is dtitil''ul %N
hClhCitliCult Rico*" aslsociation .ilhlie I niled States
 
and the skills (Udio'o is' dilill ilrt
iliol are relevant l')the istie in
 
IuCtiOll. MMICO\ IrC. C \tc c ailrtillacr oI dc,,lopiir7 countries
ree , he 

. illurbal illcm .hich eC\cdeCd icllC',illPuCo Rico illtire
 

early 1 5)1,, V.he ulnimniail . ac lcilinjr V.a, illtrodtuced there,
 
and mrore cointric,, hie\ ce si ed ills IC\ Cl.
iralrL 


Accordil,_, to a11II ) rpiniu. *tlie \ideicCs.., tsC,, that colrdi
tiols ill \Vlinch ii.[eie, lii iiiiiiitili V .ce exert antial
a subst 

influence om cIc lillpaiilid alC \\icl encoiunered. This,
 
inlcllCc i,I1iilicUlarl.\ strc hCC riiririrUri rl:'r, are Ihecome
H 
raCS for lartc iririr v urr. bheCasc ill\vric'h se0li hIto lllosl
 
Africal ard iIllill\ oilicr li r i ll i eeChl iri, cIniiri ,,."' :\lld.
 
while tie C"jiecR C irltidCd on flln', ill it
point(l IA)report
 
is irncliclui C'. should e'rcc riiceci that iiriiiuiri ) ice is" 

lalioll HIM ia\ C ad\ uRe c'Clollilc effcC, C\eell it if doteiot lead t) 
Jroiportioiate ilw clc inl ie ce i st',llrLtlil .
 

The irli \\ i l , di, -lMc ill di,culac' sMCiallV
c 
tlrofitaihec iii estrrrlitiniriiriian.i ciilia th reduiriri ire incntliVes, flii 

suich ill\cstrllui...\ ,o dht, ituli sll,ill he iitr1 dIcCd iiltile cliCilCi 
Ibtwelel labor aiid pli. ,ical c'1t;ill.bet'l'culiskilled aidla llor 
skilled labor, as V.el itas b c'm' i libor illtiheirilal Cclr allid tire
inlorlir.ll setr. . hcriiiriiiiiliir '.' _crculatio~ns, are" rareR'l applie'd. 

ThCu'C is iicCcC'on!tueleffectk of 1rrnr ci ',H cislatioll ill 
Several cotllrliC . In \r'c itiln ii iiirriltil. lci,,Iilioil is re.- ace 
portedl Iha'. e ricnca'.ed iiikillcd ,,ae 25 pcuccnt. Il ti' o\r'.l\wc',,h ' 
Coast. i2ff ipceCCut icreasC i Ilte. aileoI ui,,killed labor throuih 
illiiiilr lc isiltiori aidtl c curred.l.llc is Ir'i ell W hil' c 1inIpa
rable ctiiratc,,for deceloir,_, countriC are ("Caiadai t ita'ilable. ill 
tIre rat oI' t i , ,i i. t1rrrilo) mrii hi iiae' ilicracCtil in irie salic 
plopoltirt i a,IheIh iiillillV. ;ice. 

This is liol to ,i\ftat lliiiillili .ai.elc'islaliol 'AolIul have had 
a pervasive iliIlucrCC illtied C'lel\ iin i. Ill Sirllie couLtrorits, 
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such as Brazil, its effects have been largely eroded by inflation?0 At 
the same time, minimum wages are particularly high in socialist
oriented developing countries?' The Economist reports in regard to 
Tanzania that "in the towns minimum wages in some industries were 
set three timesas high as India's, whose labor productivity was three 

Stimes higher.",.. 
According to the recent ILO report, "the problem [of setting 

minimum wagesl is essentially viewed as one of striking a balance 
between the social gains to be made, in the f .m of improvement in 
the relative wage position of the lowest paid, and any costs these 
might entail in the form of reduced employment, slower growth and 
increased inflation.""-At the same time, with minimum wage legis
lation generally benefiting a privileged urban labor group, the social 
gains themselves may be open to question. 4 

As expressed by one observer, "this is directly contrary to the 
initial objective of minimum wage legislation, i.e., the protection of 
mnorganized workers whose wages are exceptionally low.""1 Yet, as 

noted in an ILO report. "for Latin America it has been estimated that 
80 percent of the urban workers receiving incomes below the legal 
minimum wage belong to the infornal sector" and "the enforcement 
of minimum wages in developing countries encounters its most 
serious obstacles in traditional agriculture outside the larger planta
tions and modernized farms."'lt Minimum wages are also said to have 
contribute(] to the sizable differenes between fornal and informal 
sector wages in Africa and the Middle East. 

Taxation of labor incomes. Tax rates on labor incomes tend to 
be high in developing countries with rapid inflation. Apart from 
Brazil where tax rates were indexed prior to the February 1986 
monetary reform, income recipients are shifted t" ,;!gher tax biackets 
as inflation proceeds. While this can be Undone through periodical 
revisions of the tax schedule, such revisions tend to be delayed. 

lin Turkey, for example, minimum wage income became subject 
to atax of"28 percent in 1980 as a result of inflation during the 1970s. 
Under the new tax schedule introduced on January I. 198 I. the mill
iim wage is not subject to tax but the marginal tax rate is 40 percent 
on incomes immediately above this level." 

Tax progressivity means that income tax rates are higher for 
skilled, technical, and managerial labor than for unskilled labor. In 
Morocco. for example, the marginal tax rate, including the National 
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Security Contribution and the supplementary tax, rose from 13 
percent at an annual income of 6,000 dirhams to 50 percent at 100,000 
dirhams. and to 75 percent at 750,00)0 dirhamns in 1982, when the 
exchange rate was 6 dirhanms to the U.S. dollar." Inrturn, tile lop 
marginal tax rates were 65 percent in 'hailand. 55 percent in Korea, 
49 percent in Colombia. and 42 percent in Mexico in the early 19X(s. " ' 

Hi,,h marg inal tax rates and the progressiviv of the lax system 
create distortions in labor markets by providing incentives to reduce 
the work effort and to shift fron payment in money to payment in 
kind. Also. schotuing and tning,as ",ell as the movement of labor 
from lower to higher prodnetiilv sectors. are discouraged as differ
ences illafer-tax ineonlres ae reduced. 

At tile same tine. the elaslicity of supply of such Iaboi will be 
increased through inltrlalional nnigration. And. inMorocco, tax
induced increases in tie Cost of foren technicians and rnan:gers are 
sai( to te a 'aChOr iscourging the slbsidiarieS of foreign enterprises 
fron esrablishinue in thC COntlllx. T[his is ccau:sc the firms inquLes
lion ive to assluMt1e real inconne for their techniparticular cxeS of 
cians and rnnaagers, and the high irn.olne taxes raise their salary costs. 

Wage and enployment policies in the public seeht. " Govern
ments rnnav also affect tile .'agCe struCtture through pubLlic sector 
eMphCnernt and xage policiCs. Ifeller aid Tait have found that ill 
thirty-eight dc' eloping countries,on the averagc. public jobs account 
for 4-1 percent of nomagricuhural ernphlvmnit. Thi, ratio is irnx'ersely 
correlated w ith per capita irroCrris. In tilesample countries, regional 
averages are 59)pcrcnt in:\frica. 30 percent in Asia. 27 percent in 
Latin Anerica. cOMIpalred xw ith 24 percent inthe dCvcloped countries. 
Also, the ratio tends to be higher in the countries that. at orre lime or 
another, adopted a socialist orientaion: it is 87 percent in Benin. 81 
percent in Zambia. 78 percent in Ian/ania. 72 percent in India. ard 74 
percent in Ghana.' 

As thle utllors sugCest. he clear message fron these statistics is't 
tile sigrnificant impact that gxernient policy onit wages arid salaries 
is likelx to have on the overall rerilurner.atiol of enployees in the 

"
nonagricultural sector inldevlTping COtrll'es. A ttire Samllle linle. 
tile ratio of tire average cenrral goxvemncnti wage to CHI) per capita 
tends to be inversel' correlated with per capila inceous: itis 6.05 in 
Africa. 2.9(0 inAsia, 2.94 inlatiin America. and 1.74 in tire developed 
countries. " 
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Ivory Coast, 20 percent in 'l"nisia. and 15 percent in Argentina in the 
late 1960s and early I970s (Table 5). 

Capital Market )istortions 

Policy-imlposed distortions otcapital markets nmay originate in l'inan
cial policies or in tax policics. In all instances, the measures applied 
afdect tile of alternalive investnents in physical andrae rclurn ol 
filnacial assets. inclnding moneyCn. 

liiancialpoliciis. I IiLh uld tmable rates of'linllation discrimi
natc againt tihe Iltldin of filnalcial ,hey 'ullIssCls ulesls ar 
indxCt(l. Il the absCLtC of indeC\iiig., twielnital intcrct rate's onIt finan
cial obli'ttiotlls \\m hl iced to be rakied in order lo enat, for 
inlation. \\,ilh varitions ilthe late of inlalItion. h ,c cr, teal 'Ztes 
Of' intere"st c0IorrsptjIditt to a IarLtiLrItontill rat vary td will be 
stibhject to tll,'tai inl\. 

..\ls,.1 lack of itntlesibp 4 tleCtILtiddeposits ill the l'tC of' 
iiil']latoll r I'C'ClIll'- I\ u.I-~'lil. olil~lllc\ hldtilngs.J MII Im 

This ittlllicit Lx. tMt ltl the tnt liil\ rllalitte to the tal tate of itnterest 
Oln litaticial IssCs. iCti c lhcir holdits 01to iitlItICC peopl to redceltl' 
such ,assets.RMLICttiolt, ill thte tICntld 'ot fitaiMIcial asset.,, in ttni, 
weaken lthe capacity of the btikin \sl'Ill to fulfill it, ltioiCliIn 'f' 
c1halnnefl n,_, l)1rthLlction antIllds loCllicient il cll ctlll. 

Variatiols iil nter\st r iaes tttocll CVen \\li Iilancial 
assets are idllxcd. l1nts. \s lile lra/ilapplicd indexit. te'al iilerest 
riles valricd i0 l c0nsidCralc c\tcitl as a1resuilt (olchatt'es in 
nlmacrocconomltiic !1iCIC . :ollo ilil tte,'iti\C rCal initrcsi its in 
earier vs'll,. ilrctes tnilcd slight l positive inthe mid-I t (fs,. 
Real interest rates apaill bcaiic nca'live ill It)S() Mhile a \ear later 
conltractliollar llacroeollllliC.c )olicies led 1t e[\ hitehrCal rates. In 
1985, "l'Treasurv hills V.cc yicldine 15 percCnl itl certil'icates tl' 
depo sit 2()i rt ll in rt l tertis k ICntlildItiatCs ill-,itlt batih - C.t. 3(1 
percent. Little chaligc occurlctd ill these rales l lhlin, tilte illonltarv 
reform underlaken illI980t I 

The policiCs apilied l'er I17) theled to hi_,h teal in ersct rates ini 
CotlnriCs ittihe SoulherinCl ('ottie. Real intcrest rates iireasctl Iurther 
as i result of the stahilization clTorts utidlertakei thesecoLunri's in 
response to tihe dcht crisis. In Arentin , lendintn tales were set at 6 
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percent a month following the application of the Austral Plan. w.,hen
the rate of inflation was about 4 percent a nonti. Real interest rates 
are also high in Mexico, with monthlv lending rates of 7 percent and 
prices rising 5 percent a month.Ct 

Excessively high real interest rates have adverse effects ol 
existing firms and mIlay discourage investments that ilre socially
profitable. They also engender demands for preferential treatlilent 
Onl the part of' would--be borrovers. IlltClCst preflrcncCs, illturn, 
iltrolUce distortions in the allocation of savings among alternative 
investments. 

While real interest rates have ben high in recent \ears in several 
developilg countries, titdilionallv tley+ have ben low\ and even 
nega tive." The followi il discussion concentratcs oil the effects of 
this policy on sai gsi,intcrnationral capital llov ,,financial interine
diation, and the allocation fosa\ilg's ailong alternative in\Cstmcnts. 

The effect of' interest rate, ol Sa ings has been subject to ituch 
controversy. (ctcs parihus. low interest rales will favor present
ConSUIllptioll over future COlsum11.ptiol (Sa\'ings). \lever. toci the 
extent that people have definite S\ainlgs ob-jectives, for retirement or 
bequest, low interest rates llly giC rise lo !1iiglcr sayings.
 

Estimatcs for Asian countrics 
 ,,Fry': Sho% cd a positive corre
lation between real intercs rates and domestic Savitgs in a cross
cottllltr' tie-series frllme\ ork. 
 But, for Ile samlle countries. (;iovall
ninti found thalt tire real 
 illltrcst rate loses its statistiCal significance 
ifthe years 1967 lind I ),8 for Korca are excluded from the equation
and if d.:ta for longr title period',and mnnUlli-ve'ar avCrageCs are used 
fot the individual cout11riCs. Also. eslillatCs of the intertemporal 
substitutabilitv of' COVsumption indicated thatl the expected path of 
consurrption responded to changes ii the real rate of inteiest in 5 out 
of 18 Countries while the resu ltswere inconclusive for tlie rest. 

In interpreting these Cstimtets, one should note tilepossibilities 
of error involved iin measuring consaurptior and savings in develop
ing countries and in choosing the appropriate rate of intemest for the 
calculations. Il tile savilgs CLLlations, all additional problem is the 
inclusion of income groth allong the independet variables. le 
impact of real interest rates onIt savimngs will be uldcrCstimnated if real 
interest rates positi vely affect tile rate of econom ic growth. 

le existrence of such a relationship has been shown in atn IMF 
study, whose conclusion deserves full quoation: 

http:month.Ct
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Repression of interest rates produces lower rates of saving, of 
investnent, and. hence, of economic growti than would result from 
equilibrium interest rates, chiefly because domestic financial sav
ings are discouraged ill IworofeiIIier Iic tCIl 1Iat ion of'goods or 
offoreign assets. The experience ol'l n1mber of countriCs conlirms 
the dependence of domestic financial saving on interest rates. Sub-
Celilibriull] interest ratte also ClncoUrac bItincsCs t0 undertakc in
vestments with low rales of social return, Such as the aICCUilItfation 
of inventories, rather than tisiiiI their rCsoutrcCs to build new plants
and CtuimllCnt. Variouts sClc:tivC credit trranmeCCts thai accom
pany sIbeCqLifblihrium intCrest notraes arc likely to improve the 
overall quality and productivit\ of insvestnleiit." 

In fact. the CconomCtric results obtainCd ililercouIntry relation
ships show that high teal interest rates significantly increase the rate 
of growth of financial asscs (the broadly de fited moneye suIply) as 
well its The relationships alrc confirmed if the part of thethat ofc;GDP. 
rate of .growth of (lDP (finatcial assets) ticorClatCed With interest 
tate policy is introducCd ilthe CstiMiII-g eqLtation. 

The results Slpport ,IcKtin oW ' and Shim"sv who have eipha
siZed the advCSe effCts L)l'eClosv-eqtLilibtito, iin tticnlar-negative, 
real inlerest Iteis on ilthle deClo)mnt ol'financ'ial lmarkets. Bit, the
 
growth of formal financial intermediaries might take place at the
 
expense oftinotati/cl itonev ttmarkets. If'cscrvC requiLeetItCIls sere
 
higher ill
10wmatl than,11in itfortal iarkcis, the availability of credit 
might be reCdLtIcd Irthf than iucresCd.' 

The McKinnontand Shalw conclusions, owever,will obtain ifthe 
shift into financial assets inl the formal market comes from physical 
assets, such IScOlSLmelCr ttLrablc,; ald golod. McKinnon and Shaw also 
suggest that iotal savings will rise in response to a fitiancial reform 
that increases rcal it Nietestrates. ThiS cOIclusitil is cotifi,1ed by the 
experience of the financial tefoitos of the I970s in l y.evi
 

Also, informal credit markets may be le.s efficient lhatl formal 
Ones5 becaluSe )f'market sego lentaliol, anIlIV CttLi rC StIbSItan iaIma 
reserves, because oforeater risks. Fitally, bCoW-Cquilibritin an1d, in 
particular, ICalive real itterest i ales in formal credit markets will 
adversely alfct the allocatitt of savitngs among allernati\vC 
investments. 

In such a.sit ation, sel f-inestment alt low, and even negative, real 
rates of return is etcouraged, thus diverting flds f'rotn higher
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yielding investments in the national economy. At the same time, with 
loW and leait ive real interest rates creating an excess demand for 
funds, there will be credit rationing that introduces arbitrariness in the 
decision-making process. irrespective of wlether rationirg isdone by 
the banks or by the g'Ceniecinls. 

'he IMF report cited earlier sipporlIs tie concilision that illward 
orientation lends to be accompanied hy repressed illtcrest raIes. IlI 

lport-stlbstitlrtire indunstries will receive prioit i il credit allocation 
both y tihe banks. becaunse oflthc low risk involved ii prodtucing for 
the highly protected doicelsic iln'rrb cl. all by thewoverrirrreirl. which 
tends to fal.or such activilic., 

At the san linre. since thie intcrc,,t atic does, rot CtlililrIatc the 
de.Cmland ltr. arald tile Slppl.,, tl . \ e.stilel finds, tie clairriait,, for
and [ile recipients, t credit:- \n ill include ins, \\lrOc iiCstierits 
ale ilot profiI)tble at liar ket-cla'rrile itellest. ratC."nrlirhcrrOr. lend
iIg at bClO\ -CqtLilitrihinr intersct rates ,\ ill Ilrlourrag2 Ire excessive 
use of capital iln thoIs irrvestllrlnt, \ hich do rccciveCfinarrriri'. 

l'oli. y-irrposwd dillcrcnrc, bct ccii lilhdirli arnd toiron ir' rate.s 
will iniroliic'additional di-toritiollb\ nIrerI'I lil.' tire nCdLCe ICCII 
the dCllIIaIdl priWe alid tile 'itl\ll price ol credit. Il 982, ill TLrIke\'. 
sLChl dilTlerceI.s \\,crc ditl tIr 'hi ii-C ii iio'r-iiic tcics-beaitrir 
liLlidi'l a d Ir(I,r I \ C 'CqlIil'CiluCici ,. Co l -Otl'.ltIrlllrilbtllliits It)lhe 
Diff'crential InIt'rsCt l<RaC IebatC Ptld. and tire financial trarsac
trirs tax otiheire eriuIe-eaIiIrre opeatio eof the banks. 'teh&Mitems 
raised tIre inlcresl rate to Indcr, t) 7( pciernt, coipartcd wih an 
iIntere"sI r te of 31) InCrIC (l'I si\-i dcp)sits." 

A furthCr co.'sidCratinI is th': int'rest ralc for savings wnvhich are 
behw-,e.uilibI~nri \ill induce private capital exports ill search of 
higher r,-trurIrS. Iroini the available Cvid.IIL'C. it appears that low 
dorl estic interest rate,, la \ COntrib t l to ca,1pital li hIt. ill particnla+tr 
in Mexico , wc l'inacial iriket, are the most clo,sly linked with 
I.S. marke,,.' 

Also, both ahO\ C-arid bhhlO,-elililriUIii inlcrc,t rates I) lenders 
can be expected to 'ine rise 10 iollervertioisll I.:rcdit m.iarLets. When 
interest rates are abovC etl [Iilib',riu. bl),,orrow.. \, ill clatior or ptler
ential rates, wherr they arc helow, credit allocatior will he necessary. 

A review of tire financial policies of telr developing COtIIIICs in 
the 1970--,82 period has shrowir the pre\'alence olf interventionrs in 
financial markets arriong devClopiIg cI intries. A11m1i1g the COLItries 
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under consideration, interest rate differentials between preferctltial 
and nonprelerent al credits were esplecially high in Peru (69 percent) 
and in Turkey 37 percent) in I982. The oovernment control of 
financial resourL >'sCX\tCeled to oie-flt,ifh of, the tola] iu Pcitl and to 
three-fifths inlnl key: this ratio was (0- 7() percent illBlangladesh 
and nearly I(0 percent in Nigeria." 

Tax policies." As noted abovc. revisions ofl ile iiCoiC lax 
schedule tend to lag behind inflation, thereby sliltii inclC recipi
enls from lower to higliler brackets. I' lav itlhe reCvalMtion of 
balance sheets may also intcrease ta\ liabilities for buisiiicss enler
prises as most develoPiiw co0111rie'.. do 1t use inflationl aceotiiliiiC. 

11ut, if incsiiilents arc finanevd fr iii borrom d funds, the loss ill 
the real value ofl iveted C:Io)itial isln ii)Cs)1,ah.Id v ilie 2amil obtained 
throu hll211 value o1' doiiestieW dht. lhre i,nOthle dcine il the r.Al 
Compensation, hwevCl, if i ,vetInts- finatle,,_d lotlare internally 
gencrated l'uids. ('orlespol ilgl , the taxable valte ofI profits is 
overstated, and cli-aie o(itloan capital i,,e'oiiFtCd at the expeInse 
of the use of retaijied caniis for ive,stililil. 

ltler pobletiS ;1i-e, it) re-,ai It inte,,,lre iu oie since tihe 
l1riiicilaIl l.s valUe ,r,aa esut i' Ifl atitia. Ill Co oillia. otexmiulide,
 
noitinal iiteicst receipts ar' taxed at a te of I0 piceiti but the
 
elfctive tax rate of rea_l Hiflatio-adjteItd ) C '1n s was 07.5
 
percent illI (13.''
 

But even if full adjutsilliel \,ere iiiad ltr iliflatilih or il0tion
 
were CliinateMd. 
 vaiious features of the taix ,vt,.il ol de\clopinig 
countries Will 1i,' risC to distortion, . lTO ii ,ilh. tatxii tile 
am1oun1lt S'itV.Iswell as the ICtUir-ii lL' a bias ill1 'noa\s 1itRollt'cs 

favor of present and agaiiisi lture coiisnutiii. Yt.wl,this .5 the case
 

ill
m11ost developing Cotlltries where ilcoillie. ro l kork S well ias, 
from Capital (ilterest income and dividlids) are taxed. ( )1v 1irttutav 
taxes c()lstlllll)ioll rath,.er tan ioll .. 

Moreover, many developiltne countries flh,1m the I .. practice of, 
taxing corporate profits as well as divideids paid from these proh'its. 
At the same time, the dloable taxation Of corporate. prlits diseouracIs 
corporate savings, inI\'stiiiciI illshale.., aid liece the development 
of capital markets, while introducing a bias III falIv()r )Ofdebt and 
against equity finatIine. 

Taxing thecarnings ofCapital also CliCOnrauCs capital flight. This 
conclusion applies, in particular., 1t IlW taxaUttion of interest iIIcoIme. 

http:rath,.er
http:ii)Cs)1,ah.Id
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where the choice is between domestic and foreign portfolio invest
ments. But it also applies to taxatio:r on capital gains. 

The above con;iderations favor the use ofconsulption (indirect) 
taxes, which may take the form of cascade-ty pe and value added 
taxes. Most develhping countries and all developed countries apply 
the so-called destination prinicilple, Under which indirect taxes are 
rebated on exports and imposed on imports at tile same rate as on 
domestic products. 

The application of the destination principle, however, raises 
problems in countries using cascade-type indirect taxes. Such taxes 
arelev led at every stage of fabrication and their cum UlaitIVe effects are 
difficult to gauge. Also, the burden of taxes on coisunIlption varies 
accor-difl to the nuIblcr of staeCs, therebv encouraginge the vertical 
intecration of' producLtiol ald tLiscOutrai ng tile coInsumpjtion of 
conli,)fditics thlIt 0( thlrouh al glreatcr iLlmnbr of stages. 

To escape these di fficu tics, a ritLn hcr of developi ng countries, 
includioding Colombia. Korea, and Mexico, have followed the European 
example in adloptII' value (tded taxatlion, which equalizes the tax 
burden on aIll consumcr go(ods. Also, exports are exempted f'rom the 
value added tax Md IrcCice rebates for taxes paid at carlier stages of 
fabrication. Nevertheless, in some countries, such as Mexlco. the real 
value o1 the rebatC is reduced h inltLion becausfe ofthe passage of 
tinle bCtweecCllection andLtrCi InbursCIrcnlt. 

Further tlUCstioIs relate 1t the use of investment incentives that 
are widely cimploycd in developing countries. Arilong the four Lm
tries covered in a World Bank study, ax credits are provided in 
Colombia, Korea, aLd MCxico, tax discournts in Colombia, and tax 
certificales (for paving other taxes) ;n Me, ico. Also, tax holidays are 
used in Thailand and special reduced tMx rates inColombia. All four 
countries permit accelerated depreciation or new investrnliti, 

livm,,init rncemnives tcnd to offset the tax disincentives for 
savnTls ievTheyeven overcompensate for thesereferred to above. May 
disincentives, thercby creatine a hias illthe incentive system in favor 
of savings. At tihe sailit' iie. suich incentives favor corporate savings 

over private saviimgs. 
There is Iprinia facie case for inuvestnent incentives to exports 

that are discriil natcd agairnst Under import protection. A case may 
also be made for providi~g tax concessions for research and develop
ment whose ,ffects will often spread fromi one firm to another. 
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Incentives favoring particular activities will, however, distort the 
system of incentives, unless there is evidence of external economies. 

Investment incentives tend to favor large-scale over small- and 
medium-scale enterprises in most developing countries. In Pakistan, 
for examne, small investors faced capital costs more than twice those 

'of large-s,ale lirmis itil 1972."
Also, there are considerable differences in regard to the sectorial 

pattern of investment incentives among the four countries covered by
the World Bank study referred to earlier. Following selective promo
tioa in the 1970s, Korea has practically ceased discrimination among 
sectors in the early 1980s and it limits tax concessions to export 
activities and to research and development expenditures. Having
earlier promoted the steel and automobile industries, Colombia has 
also moved towards neutrality across sectors while granting tax 
incentivcs to export activities. In turn, Thailand provides limited 
incentives to project; that are considered desirable from the national 
point of view but may not be financed without tax incentives. Finally,
Mexico has a complicated system of investment incentives, under 
which the extent of incentives depends on the sector as well as on the 
location of the investment.(" 

At the same time, developing countries employ a variety of 
instruments to provide investment incentives. Tile use of these 
instruments may entail discrimination between capital-inlensive and 
labor-intensive pro-jects as well as between long-lived and short-lived 
projects. 

Tax incentives that reduce the cost of capital will discriminate in 
favor of capital-intensive and against labor-intensive projects. This 
has been shown to be the caL;e in several of the countries in the NBER 
studies. Thus, it has been estimated that the tax measures applied 
reduced the cost of capital, on the average, by 12 percent in the Ivory 
Coast, by 10 percent in Pakistan, and by 2 percent in Korea (Table 5, 
Column 4). 

It has further been shown tilat initial tax allowances, tax credits on 
net investment, tax credits on gross investments which are set against 
depreciation, as well as interest subsidies distort incentives in favor 
of long-lived investment. Accelerated depreciation rates generally 
have similar effects. In turn, investment allowances and tax credits on 
gross investment over and above regular depreciation do not affect the 
choice between long-lived and short-lived investments.7'( 
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Effects of the Policies Applied 

Coin hined effects offactor and product market distortions. Table 
5 shows the effects of distortions ill product, labor, and capital mar
kets on the prices of labor and capital in the count ries of the NBER 
study during the period spanning the early 1960s and the early I 9 70s. 
It is apparent that capital market distortions (credit allocation and tax 
preferences) were bv far he larest in Pakistan, where the effect was 
to reduce the average cost of capital by 58 percent. It was lollowed by 
the Ivory Coast (15 percent), Korea (1() percent). Argentina (9 
percent), Tuntisia (6 percent). and Brazil (4 percent), with no distor

olins observed ini I lon, Kong. 
The relative importance of (istortionis in la.bor and in capital 

markets also varies amIng contrl'iCs, with the former I-rhen More 
important in Argcnlina. lBrauI. the Ivory Coast. and Tunisia and the 
latter in Pakistan and Korei. I lowever, Bratil shifts into the second 
group it' accout1 is taken of reductions in capital costs due to trade 
policy. 

Further interest attaches to the relative effects of trade policies 
ald of' factor market distorti s on v.ge-rtal ratios. \part from 
Chile and Tunisia.lactor market distortions plCdmiinatCd dnring the 
period uder considerat ion, often 1\. atlarge inargin. ''llis w as the case 
also in Pakistan, where both trade policy--induced dIs1toitions and 
factor market distortions were the largest anomo the eight conltries, 
but the latter wZvasmnuch more imllpor-tant than the formcr. 

It follws lhat the combined Cffects ofldistortions in product ar 
f'actor narkets on the wa.e-rental raio \were the lareest inl Pakistan 
(316 percenti. These distortions inlcreasc the wage-rental ratio in all 
other countries as veil. the exception being Ihong Kong, which was 
free oIf produtl and factor Market distortions. Tie rankilg was Tuni
sia, 87 percent: the Ivory Coast, 45 percent: Argentina. 38 percent: 
Brazil, 31 percent: al Korea, I I percent. (For lack of information, 
estimates could 11o bC made lInr Chile.) 

The ranking of cotntries changes if' the emplovment effects of' 
product and factor market distortiols mre coMsidered (Table 6). At 
the same time. comparahility betv,ecu the two sets of estimates is 
reduced by reason of' the fact that fol' several conmtries lBrazil, Ivory 
Coast, Pakistan. and Korea). tile estimates refer to a different year. 
And, the effects of distortions on employmenit have also been esti
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mated for Colombia and Indonesia (no estimates are provided for 
Hong Kong, where there are no policy-imposed product or factor 
market distortions). 

In both import-competing and export industries the impact of 
factor market distortions on employment was the larest in Pakistan. 
It was fo!llowed by' Tunisia. Indonesia, and the Ivory Coast as far as 
the first, and by Brazil, Colombia, and Indonesia as far as the second, 
group of industries is concerned. Finally, differences inl labor coeffi
cients between import substituting and export indlustries were the 
largest in 'ndonesia. followed by Brazil, Colombia, and Pakistan. 

The efTects of factor market distortions on product markets. 
Following Gotflried Haberler's pathbreakin g c.ontribution (I 950), a 
large num ber of articles in economic journals have dealt with the 
impl icat ions of factor market di,tort ions for product markets. It has 
been shown that, under certain conditions, these distortions can lead 
to the wrong pattern of speciali/ation, in tile sense that the "wrong" 
commoditv. i.e.. olle which does not correspond to the country's 
factor endownIen , will be exported and tile "wrong'" comnmiodity 
imported. 

As we have seen, io a greater or a lesser extent. policy-imposed 
factor market distoI tions in the developing countries will cause the wac -rental ratio rise. At [le same time. available evidence 
stgest s thIat, on tile averae, this has not led to factor reversal in tie
 
sense that I developing c labor-intensive and
CitItry Wonlld import 
export capital-iiitiisvC CenmuoLdiltis. 

This does not ican.lhowever. thal factlor rever.,aI would not have 
occurred in regard to particular comioditic., with tlie counltry im1l
porting sOmrle labor- intensiVe 1nd exporting olmle2capital-intensive 
commodities as increases in wage-rental ratios raised tile cost of tile 
fonier and reduced the cost of the latter. Also. internatinal trade is 
discouraged its it result of policy-imposed distortions in factor mar
kets, which raise wage-renial ratios. 

Another way to approach tile issue is to coIIsider tile loss of 
exports that may occur, owing to distortims in Iactor markets. Thispossibility has been investigated by Aine Krucger. who has tested for 
the existence of a statistical relationship between lahor market distor
tions and exports in a coinparativc framework. 

Krueger has taken tile ratio if the United Nations daily per diei 
allowance to per capita incomes as a proxy for the realism of the real 
wage, on the grounds that the former reflects largely the cost of labor
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intensive nontraded goods-and hence thai of labor--in tihe counliry 
concerned. She has subsequently correlated IllS variaile ,Cillper 
capita exports, taken as an indicator olra countilr\ ( Iailuirc 
to exploit its export potential.
 

The tests for 33 countries in iour i f ,
benchmark \ car" s a hil 
degree of statistical significunce Ir the real \k agc P)1\.\ hilthe 
coefficient of deternmination is inthe (1. (I.24 rartnuc.17 [he claslicit\ 
is about (1.5. indicating that a one percent increasc if the rCll \v.ac-e 
relative to percapita incormes, would rcduc espits b\ 1l 1 OalfOne 
percent. -


Conclusion. This esa\ 
has pro1 idcd c\ idrice' on lOIiila\ Or
able effects that factor market disrorrior hl,a\c t the cllicicric\ t1l 
resource allocation Iid Oil ernphl\ rirll it) dc\clOii,, cLOutllllie". It 
has urltlfher been Sl(\li that pOlic'-iripOsCd diltotios, in prlduct 
market, tend acgravarlc ad\C",ic lects II tIc uili..csto thC', Ul 

concerned.
 

Rationiic in he product. Ianr id capital akc.l, nibin ,, 

Ites to inllrciericv inrSOUICC allocatlion b .crain ,-s.kir.c
 
activitie'. Such activitiC, ilislircLi prtiucri,,c crIncic,, and cRl tol
 
lead to excess iii\L liCrts III itci\ ilICs tha illt
1 to herrelit Iorln
 
rationing.
 

IlefficilClen is rI'OLlrcC alhkc'tilln.!11111. \\ ill ha\C ad.\ClsC
iii Il 

eflects oileconoiic gol\\ l.:0r o-0C fll[)hi. Ic,, is sa\ cd aid ii\ cstcd
 
isthe distortions, ho\er income lc\ els,. thinr-. tihc cTti-
Ior airhihcr 
ciency of invesrrnerr is rethced as capiral is directed it[( indusIrie, 
that do not corre,pond to Ihe crtr\ s coril)Aliii\ c aI\aria c. 

It lliav be objectCd rhat hlere \\ill alo C\ilr cnidcr'rolli, distor
tions (factor mairker iiipcrlectioI) ill dc\chllpii- C1nlric,,Ihat tlhe 
policyinakers may \ish itor.rlCd\ Thus.ithad Iloric_, IbcrI ill'lr'Cudthial
 
in a number o1 these couLtries te rlhiariiial frucri\
iOf labor is 
low. and even nil, becaLse ot rhC eXistece o1 surp]lu labor, and that 
the prevalence of irrfornal credit nrrkets prmividcs ciderce ol" 
imperfections in capital marke s. The validit\ oI rhcw priopOsitioris 
has increasingly been brougii inltlquesrioi. ]lmo\\cver.
 

To begin with. drawing ol IlracrloeconOrl iCas %ell As oil
niicl
economic evidence available hy the rind-l11 7 (is. lBCri\ and .Sabot 
concluded that "labor iarkts funclion al icorilparalixc] Inch level 
of efficiency' in devetopig couritrics..\I,, o,a sirellCiil review 
of rural labor markets has disprovCd thC contenlion ihai ac inallire 
product of labor in agriculture \olId be nill. These aid othcr pieces 
of evidence have led Anne Krlcler to conclde that 'if Carnings do 
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not more-or-less appropriately reflect tradeoffs and relative scarcity
values of different types of labor, the observed distortion is more 
likely to be a consequence of government intervention than it is of 
inherent 'market failure'."7" 

In fact, to the extent that wages overstate the opportunity cost of 
labor. as has been alleged, government interventions which raise the 
price of labor have aggravated these imperfections. Public interven
tions in labor markets thus have had the opposite of the desired effect. 

Finally, it should be understood that informal credit markets in 
the de'eloping countries are often the result of policy distoidons that 
limit the scope of financial intermediation. And, where this was not 
the case, informal credit markets should be regarded as a normal 
phase of the development of financial intermediation, which permit
bringing together lenders and borrowers in cases when the cost of 
doing so through formal channels would be overly, high because of 
lack of information, distance, and other factors. 
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