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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 policymakers 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 of market 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 arca 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 carned 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.

Nicolds Ardito-Barletta
General Director
International Center
for Economic Growth
Panama City, Panama
September 1988
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Essays in Development
Strategy

INTRODUCTION

This study of the economic policies of developing conntries focuses
on the desirability of eliminating market distortions caused by gov-
ernment policies.  Its purpose is 1o examine how policy-induced
market distortions—whether in product markets or in factor mar-
kets—impede economic growth,

The firstessay on product markets demonstrates how trade facili-
taies cconomic growth. Rapid export expansion, unencumbered by
distortions in product markets. cneourages econoinice growth both
directly and indirectly by increasing the availability of foreign ex-
change for imports,

While the first essay focuses on distortions in product markets,
the second examines the adverse effects of policy-induced distortions
in factor markets— distortions that are found in both labor and capital
markets. Policy-induced distortions observed in the labor markets of
developing countries include regulations aimed at increasing job
security, social seeurity schemes, minimum wage legislation, taxa-
tion of labor income. and wage and employment pelicies in the pubiic
sector. Policy-induced distortions in capital markets, in turn, may
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originate in financial policies or in tax policies. In both instances, the
measures applied affect the rate of return on alternative investments
in physical and financial assets, including money.

Distortions in one market, whether product or factor, will have
effects on the other. Produc-market distortions will create distor-
tions in factor markets through their effects on tactor prices, whereas
factor-market distortions will cause disiortions in product markets
through their effects on the cost of production.

Fostorical experience suggests that government interventions in
product and factor markets are interrelated and that this relationship
has a bearing on the choice of development strategies. Thus, govern-
ments will be tess inclined to intervene i facter markets if product
markets are relatively undistorted fest export prospects be jeopard-
ized. Inturng there will be Jess resistance 1o measures that distort
factor markets if product-market protection insulates the domestic
cconomy from foreign influcnces,

At the samie time, the existence of factor-market distortions will
alfect the choice of policies applied to preduct markets. Distortions
in factor markets will tend o discourage the adoption o an outward-
oriented development striegy. Contrary to an inward-oriented de-
velopment strategy. which Tavors import substitution and maintains
abias againstexports anoutward-oriented dey elopment strate gy pro-
videssimilar incerives to exports and import substitution. Outward-
oriented developimg countries also mamtain realistic exchange rates.
whereas exchange rates tend 1o be overvalued by inward-oriented
countries, who thereby diserinnmate against the production of traded
goods. The success of an outward-oriented development strategy.,
therefore, depends spon the unhindered operation of tactor markets.
In particular, the impact of trade Hiberalization on exports depends
upon the ability of capital markets o provide funds for export-
oriented mvestments.

Anoutward oriented development strategy thus permits a devel-
oping country to realize the benetits provided by international trade.
This allows for the country 1o improve resource allocation as indi-
cated by the theory off comparative advantage: to overcome the
fimitations of domestic markets in exploiting cconomies of scale and
ensuring full capacity utilization: w generate competition and im-
provements in technology: 1o increase domestic savings and foreign
directinvestment; and to raise employment ievels under conditions of
unemployment,
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The experiences of Latin American and East Asian countries
support these propositions. While inward orientation in Latin Amer-
ica has been eccompanied by considerable distortions in labor and in
capital markets, outward orientation in East Asia has been associated
with free Tabor markets and increased freedom of capital markets,
The choice of cach region’s development strategy has influenced sig-
nificantly the economic performance of the countries.
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THE IMPORTANCE OF TRADE
FOR DEVELOPING COUNTRIES

Participation in international trade provides a variety of benefits to
developing countries. They may benefit from resource allocation
according to comparative advantage. from exploitation of economics
of scale and increased capacity utilization, from improvements in
technology, from increases in domestic savings and foreign direct
investment, and from increased employment.

In the carly stages of development, countries will generally
benefit from specializing in natural resource products. In the process
of industrialization, it will be advantageous to concentrate first on
products utilizing mainly unskilied Libor, with subsequent upgrading
in the product composition ol exports as the country accumulates
physical and human capital. International specialization according to
the changing pattern of comparative advantage will bring important
gains 1o developing countries: conversely, linfiting participation in
the international division of Tabor through high,.mp()rl protection can
entail considerable losses. |

The domeatic markets of even the l;u‘gcslldcvclnping countries
are relatively small. Inregard to manufactured goods. where econo-
mices of scale can be obtained. ndia’s market s smaller than that of
Belgium, a country extensively engaged in international trade; and
Brazil's is only one-sixth of that of Germany, for which trade has been
of considerable importance.

International trade makes it possible for developing countries to
overcome the limitations ot their domestic markets in exploiting
economies of scale and ensuring full capacity utilization, thereby
avoiding the dilemma of building ahead ol demand and operating
with a low degree of capacity atilization or constructing less than
optimal size plants.

But even m cases when o developing country’s market can
provide for the exploitation of cconomices of scale and full capacity
utilization, it may not permit domestic competition, thus Ieading to
the establishment of monopolies and oligopolies. 1t has often been
observed that such firms prefer “quict life™ 1o innovative activity,
which entails risk and uncertainty. In turn, the carrot and the stick of
competition provide inducements for technological change. Export-
ing firms, in particular, try to keep up with modern 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 a higher than average share of incomes generated hy
exports is saved. Also, as export expansion improves the balance of
payments, o country may become more attractive to foreign
investments.

As long as labor is not fully employed, increases in output
resulting from participation in international trade will benefit em-
ployment, when additional gains are obtained to the extent that
exports are more labor intensive than import substitution.  Higher
employment, in turn, will centribute to increases in wages that tend
to improve the distribution of income.,

Having brictly indicated the benefits developing countries may
obtain through international trade, this essay will provide an empiri-
cal and policy analysis of the principal issues involved. 1t will review
past trends in deveioping country exports: present evidence on
exports and oneconomic growth in developing cconomies following
alternative development strategies; evaluate the effects of trade
orientation on economic performance; and indicate the implications
of the findings for trade liberalization in the framework of multilateral
negotiations,

Changes in Trade Flows during the Postwar Period

The expansion of trade in major commodity groups. Table |
provides information on the geographical and commodity COmMposi-
tion of the exports of developed and developing countries in the years
1963, 1973 and 1984, expressed in 1975 prices. ' In the entire
196384 period, the total exports of the developed countries in-
creased nearly fourfold, whereas the developing countries experi-
enced aless than two-and-a-half-fold rise. Closer inspection reveals,
however, that these dilferences are in large part explained by differ-
ences in the commodity composition of exports.

Rapidly growing manufactured exports accounted for only one-
fifteenth of the total exports of the developing countries in the base
year, 1963, while manufactured products had a nearly two-thirds
share in the exports of the developed countries. From this low base,



12

BELA BALASSA

Table 1 The Geographical and Commodity Composition of Exports,
1963, 1973 and 1984 (§ billion, 1975 prices
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Destination Fuels Products [SRSAN Nontuel Produds Toral
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developing country manufactured exports rose fourteenfold between
1963 and 1984, reaching four-tenths of their total exports; in the same
period, the developed countries increased these exports four-and-s-
half times, approaching three-fourths of the total,

The growth of the developing countries” manufactured exports
and their increasing share of total manufacturing exports—those of
both developed and developing countrie ——grew from one-twentieth
in 1963 10 nearly one-seventh in 1984, “his was the most important
change in trade flows during the postwar period. It shows the extent
of transformation in the export structure of the developing countries
and the availability of markets i the developed countries for their
manufactured exports,

At the same time. the developing countries lost market shares in
the exports of nonfuel primary products, Thus. the near doubling of
theseexports between 1963 and 1984 compares with amore than two-
and-a-half-fold increase for the developed countries. The results
reflect the unfavorable commodity compaosition of developing coun-
try exports: they have had amuach farger shaic in industrial materials,
whichexperienced slow increases in world exports, than in foods and
beverages, for which increases exceeded the average for nontuel
primary products.

Finally, vwhereas the fuel exports of the developing countries rose
by less than one-third between 1963 and 1984, the developed coun-
tries increased these exports two-and-a-halfC times, Within this period,
P97 3 represents aturning point. While world fuel exports more than
doubled between 1963 and 1973, they decreased by one-fourth
between 1973 and 1984, Largely because of the energy saving neas-
ures tiken inresponse to the rapid increases in petroleum prices. The
decline was even greaterin the developing countries, whose 1984 fuel
exports were less than three-fifths of the 1973 level, compared with
an increase by one-halt in the developed countries. Petroleum and gas
discoveriesin the United Kingdom, Norway. and the Netherlands and
the substitution of coal for oil importantly contributed to these results,

Excluding fuels, differences in the growth ol exports in devel-
oped and in developing countrics are much reduced and. in the
1973-84 period, reversed. For the 1963--84 period, taken as a whole,
nonfuel exports quadrupted in the developed countries and increased
three-and-a-half times in the developing countries. But, while these
exports rose two-and-a-half times in the developed countries and by
only four-tenths in the developing coratries between 1963 and 1973,
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a two-thirds increase in the former group of countrics was accompa-
nied by a two-and-a-half fold rise in the atter between 1973 and 1984,

Asincreases in primary nonfuel exports were somewhat larger in
the developed than iy the developing countries during the second
period. even though considerably reduced compared to the first, the
observed results reflect differentiol raies of export expansion in
manulactured goods.  The developing countries increased these
exports three-and-a-halt times between 1973 and 1984, while the
developed countries experienced only o two-thirds rise.

With the bulk of the developing country exports of manufactured
goods destined tor developed country markets, access to these mar-
Kets was the majer factor in the observed result. In fact, the share of
the devetoped countries as markets for the exports of the developing
countries rose during the 1963-84 period, and it excecded two-thirds
by 1984 Howcever. developing country exports ol fuels and of
nonfuel primary products increased more rapidly 1o deve'oping
country muthets than tomarkets indeveloped countries. Allinall, the
total exports of the developing countries to other developing coun-
tries nearly tripled between 1963 and 984, while their exports to the
developed countries slightdy more than doubled. These numbers
highlight the growing importance ol trade between developing
countries.

The relationship between trade and economie growth. The
acceleration in the growth of the developing countries”™ nonfuel
exports after 1973 is even more remarkable if account is taken of the
slowdown of economic growth in the developed countries, where an
average rate of GDP orowth of 1.7 percent between 1963 and 1973
declined toa growth rate of 2.5 percent between 1973 and 1984, The
noinfucl exports of developing countries to the developed countries
arew ataverage annual rates of 5.3 and 8.3 percent in the two periods,
respectively. The corresponding growth rates are 2.5 and 4.6 pereent
for nonfuel primary products “and 4.2 and 12.4 percent for manufac-
tured goods (in the case of manufactured goods. the very low base
vear figure raised the growth rate in the first period).

The aelationship between economic growth in the developed
countries and their imports {rom the developing countries has been
analyzed by the use of regression analysis, with the addition of price
variables. © The estimates are reported in Table 2 for the entire
196384 period: the shortness of the time series limited the statistical
significance of the estimates for the two subperiods.
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Table 2 The Effects of Developed Country GDP and Relative Prices on
Their Imports from Developing Countries, 1963-84
(t-values in parentheses)

Gross Domestic Relative

Exports Constant Product Prices R? D.W.
Total exports S35 147 .29 0.897 0.49
(8.00)%* (0.88)»+ (-3.52)+
Nonluel primary exports NA42 0.48 -0.43 0.909 1.27

(56.61)* (14.02)»* (-60.8()%*
Foods and beverages 7.17 0.61 -0.53 0.834 0.96
(26.83)%+ (10.07)4+ (-0.02)**
Industriat materials 8.33 0.27 -0.29 0.626 1.60
(39.73)+* (5.00)* (297
Nonferrous metals 5.00 0.71 0.17 0.767 1.23
(10.01)*+ (0.38)~* (-1.49)
Fuels 284 188 -0.41 0.437 0.36
(142 CL21) 330+
Manufactured exports 740 L8] 0.63 0.9%4 0.54
-1495) (3530 (-0.9K)

Notes: All vanables have been expressed in fogarithmag terms, Relative prices have been defined as the ratio
of the export prices of the particular product groups in the developing countries to the expont prices
of manufactured gwoods in ihe developed conntries ttor explanation, see test),

The symbol ** indicates that the results are statstically stigmficant at the 1 percent level,

Sources Faport values and prves  Unued Natons, Momthly Bullenn of Statistis and Yearbook of
International Prade Statonos. sanous isues. Gross domestic product - Intemational Monetary Fund,
Internotional Financal Statiioy 1O8S veatbook

The results show that a one percent increase in the gross domestic
product of the developed countries was associated with a 1.5 percent
risc in their total imports from the developing countries in the
1963-84 period. The corresponding estimates are (0.5 pereent for
nonfuel primary products, 1.9 percent for fuels, and 3.8 percent for
manufactured goods. Disaggregating nonfuel primary exports, the
results are 0.6 percent for foods and beverages, 0.3 pereent for
industrial materials, and 0.7 percent for nonferrous metals. All the
estimates are statistically significant at the one percent level.

The empirical results further 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 toa 0.3 percent decline
in these imports.  The corresponding estimates are 0.4 percent for
nonfuel primary products, 0.5 for foods and beverages, 0.3 for
industrial materials, and 0.4 for fuels. They are all statistically
significant a the one percent level; however, the relative price
variables are not significant for the imports of nonferrous metals and
manufactured goods.”

It is apparent, then, that economic growth in the developed
countries is associated withmore than proportionate increases in their
imports from the developing countries, with manufactured goods
being much above and nonfuel primary products below the average.
For reasons noted below. the rise in their exports, in tum, contributes
to ecconomic growth i the latter group of courtries,

The latter relationship has been estimated for the 1973-84 period,
with the addition of a relative price variable. The results show that a
one percent increase in the exports of the developing countries to the
develeped countries raises the former’s GDP growth rate by (.73
percentage points. A one pereent improvement in the terms of trade
of the developing countries, measured as the ratio of their export
prices to the manufactured export prices of the developed countries,
adds another 0.47 percentage points to their GDP growth rate.?

oxport performance for groups of developing economies.
Further interestattaches to the export performance of different groups
of'developing economices, Forthis purpose, distinetion has been made
among newly-industrializing cconomies (NICs), newly-exporting
countriecs (NECTs), and less developed countries (LDCs), with a
further breakdown based on geographical location. Table 3 provides
the list of countries in the first two groups and reports the results
obtained for the years 1963, 1973, and 1980."

In an carlier study by the author, newly-industrializing countries
were defined as countries having a share of manutactured value added
of 20 percent or higher in the gross domestic product in 1977 and per
capita incomes of at least $1100 in 1978.7 The same list of countries
is obtained by applying the 20 percent benchmark to 1984 and using
a per capita income figure of $1700 for the year.®
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The newly-exporting countries have been defined by the joint
requiremen. that the share of manufacturing value added in GDP was
at least 15 percent or manufactured goods accounted for at least 30
percent of total exports in 1984 and manutactured exports reached
$250 million, i.c., 0.03 percent of world manufactured exports, and
0.2 percent of manufactured exports by the developing countries. in
1984."

Limiting attention to nonfuel products, the results show that the
market share of the Far Eastern NICs (Hong Kong, Korea, Singapore,
and Taiwan, China) in the combined exports of the developing
countries rose from 9.1 percent in 1963 10 22.9 percent in 1973, and,
again, to 32.3 pereent in 1980, All other groups lost export market
shares during this period. The losses were particularly pronounced in
the South Asian NECs (Bangladesh. India, Pakistan. and Sri Lanka),
the market share of which decreased from 10.7 percent in 196310 5.6
percent in 1980, followed by the North African and Middle Eastern
NECs (Egypt. Jordan, Morocco, and Tunisia) where the decline was
from 4.5 to 2.4 pereent.

Among major product groups, changes in export market shares
were the largest for manufactured goods. Although the Far Eastern
NICs had a relatively high export share of 32.2 percent in these
products already in 1963, they increased this share 1o 55.8 percent by
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 1o 1.9 percent
observed in the North Africa=Middle East eroup.

In turn, the Latin American NICs (Argentina, Brazil. Chile,
Mexico, and Uruguay) and, in particular, the Far Eastern NECs
(Indonesia, Malaysia. Philippines, and Thailand) were gainers, with
increases in manufactured export market shares from 8.6 percent in
1963 10 12.0 percent in 1980 in the first case and trom 2.8 1o 5.8
percentinthe second. But while inthe Latin American NICs the 198()
result represented a deterioration following the progress made be-
tween 1963 and 1973, the growth of the exports of the Far Eastern
NECs accelerated after 1973, Finally. increases between 1963 and
1973 were undone afterwards in the Latin American NECs (Colom-
bia, Costa Rica, Guatemala, Peru, and Venezuela).

The Far Eastern NICs also made the largest gains in nonfuel
primary products, with their export market share rising from 4.8
percentin 1963 10 7.8 percent in 1984, The South Asian NECs again



Essays in Development Strategy 19

experienced the argest Josses in market shares, from 8.5 10 4.8
percent. followed by the North African and Middle Eastern NECs.,
where the decline was from 4.0 10 2.9 percent. Smaller changes
oceurred in the other country groups,

These developments are closely linked to the policies applied by
the vartous countries. The Far Fastern NICS began a policy of
outward orientation™ in the carly 1960s and continued with this
policy afterwards. The South Asian NICs, however, persisted with

highly protectionist mward-oriented policies. In the North Africa—
Middle East arca. the unfavorable results were dominated by Egvpt.
which failed to utilize productively the bonanza provided by in-
creased oil carnings, toll receipts from the Sues Canal, and workers'
remittances from the Middle East.

Durmg the period under consideration. the increased outward
orientation of the Far Eastern NICS accounts Tor the aceeleration of
the growth of their manufactured exports, while changes in the
policies applicd explain the reversal in manutactured export market
shares - Latn America, These ceuntries reformed their economic
policies after the mid- 19005 involving a (partialy shift from inward
to outward orentation. but again wrmed inward alter 1973, with
Brazil providing a partal exception.

The preceding discussion concerned sin developing country
groups, defined according 1o their level of cconomic devctopment
and geographical location, While the remaining group ol fess devel-
oped countries is too heterogencous o derive any firm conclusions.,
it may he observed that increases in their market shares in nonfuel
primary products were more than oftset by declines in manutactured
export shares,

The next secton will consider individual country experiences
with cconomic pohicies and the effects of these policies on exports
and ccononuie growth during the postwar period. As an introduction
to the discussion. the concepts of outwird and inward orientation will
be defined.

Trade Orientation and Fconomic Growth

Defining inward and outward orientation. In examining the post-
war experience of developing cconomies with alternative policies.
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distinction may be made between inward-oriented and outward-
oriented development strategies. Inward-oriented developing coun-
trics have protected their domestic industries by the use of tarifts and
quantitative mmport restrictions without providing commensurate
export subsidies. The application of these measures has biased the
system of incentives i favor of import substitution and against
exports. By contrast. under outward orientation, similar incentives
have been granted 1o import substitution and exports, with export
subsidies offsetting, on the average, the effects of import protection,

Outward-oriented developing countries have also maintained
realistic exchange rates.and avorded variations inreal exchange rates
(mominal exchange rates, adjusted for changes in relative prices at
home and abroady over time. soas o encourage exports. Conversely,
exchange rates have often been overvalued in -eveloping countries
pursuing inward-oriented policies, with the degree of overvaluation
varyimg overume. as internittent devaduations periodicallv caughtup
with domestc ntlation, thereby creating uncertainty for exporters.

Inaddition to tluctuations i the exrent of overvaluation leading
to changes momeentives over tme. there has been considerable
variation i mneentives among manutacturing industries ininward-
oriented developmg countries. which has not eenerally been the case
under outward orientation. Ao inward-oriented, but not outward-
oriented. developing countries have eenerally discriminated against
agriculnure.

The desenbed characteristies of outward-oriented and inward-
oriented development strategies are exemphitied by the experience of
the Last quarter ot accentury. fathe 1960073 period of rapid growth
i the world cconomy Cacontrast may be drasen among three groups
of developmyg countries: those pursuiy outward-oriented policies,
inward-oriented developmy couniries undertaking policy reforms,
and developimg countries characterized by continued inw ard orienta-
tion. The chotee between outward and inward orientation has further
relevance in the pernod of external shocks, owing 1o increases in oil
prices and recessionary conditions i the world cconomy after 1973,
The followimg discussion concentrates on nine developing econo-
mics that estabhishied basic industies and may be considered repre-
sentative of alternative policy regimes.

The period of rapid world economie growth (1960-73). ¥
Among the nine developing countries under consideration, Korea,
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Singapore, and Taiwan adopted outward-oriented policiesinthe carly
1960s. In wurn, India, Chile, and Uruguay continued with inward-
oriented policies throughout the 1960-73 period. An intermediate
position was taken by Brazil, and to a lesser extent, by Argentina and
Mexica, which had followed inward-oriented policies. but undertook
policy reforms in the mid-1960s, reducing the extent of discrimina-
tion against agriculiure and. in particular, against manufactured
CXPOiLs,

At the same time, there were several important differences be-
tween the policies applied by the three Far Eastern and the three Latin
American developing countries. These differences largely reflected
the fact that the Tatter group of countries endeavored to maintain the
high-cost industries, which had carlier been established. following
the policy reform.

Inthe three Far Eastern developing countries, cxporters were free
to choose between domestic and imported inputs; they were ex-
empted from indirect taxes on their output and inputs; and they patd
noduty onimported inputs. The same privileges were extended to the
producers of domestic inputs used i export production, thus provid-
g essentially tree trade treatment 1o the export sectors, With
additional subsidies and low import protection, exports in the manu-
facturing sector received, on the average. similar incentives as import
substitution in these countries. At the samie time, there was little
diserimination against primary exports, and agains| primary activities
in general, and the system of incentives was quite uniform,

In reforming their system ol incentives, the three large Latin
American developing countries reduced the extent of impert protec-
ton. They did not provide, however, exporters with a free choice
between domestic and imported inputs - Rather, in order to safeguard
existing industries. exporters were required to use domestic inpuis
producedunder protection. To compensate exporters for the resulting
excess cost. the three Latine American countries granted export
subsidies, but these were not sufficient to provide producers with
export incentives comparable to the protection of domestic nirkets.
Thus, & bias continued in favor of import substitution and against
exports, in particular traditional primary exports. albeit 1o a lesser
extent than had been previousdy the case,

Among developing countries that continued with a policy of
inward orientation. Chile traditionally had the highestlevelof import
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protection in Latin America and. after bricl experimentation with
import liberalization, reimposed quantitative restrictions in the carly
1970s. Protection levels also remained high in Uruguay, and little
effort was made to promote exports. Finally, the introduction of
selected export subsidies i the mid-1960s was far oy ershadowed by
the continued use of import prohibiticns and investment controls in
India.

The system of incentives applied importantly altecied export
performance in the three groups of developing countries. The share
of exports i manufactured owput rose in Korea from | percent in
1960 to 14 pereent i 1906 and to 4 pereent in 1973 m Singapore
from L1 percent to 20 percent and 1o -3 percent. and i Taiwan from
9 percentto 19 percent and to SO pereent,

Aterslow increases inihe 1960 66 period. the erowth of man-
ulactured exports aceelerated between 1906 and 1973 in the three
Latin American cconomies that reformed their system of incentives
during this perod. In particulan, the share o oy sorts inmanufactured
output rose from b opereent e 1966 1o -4 percent in 1973 in both
Argentinaand Brasl with smaller increases oceurring from a higher
mitial level in Mexico v hich s explained Dy its common border
with the Urored States,

Chife. Urugnay and Indios which contmued with their imward-
oriented developmentstrategies. experienced adecline inthe shiare of
exports i manutacturig output. India fost around intestiles, s
traditional exports. and was slow i developme new manutactured
exports. Asaresalts s share o the combined exports of manutae-
tured goods of the nine countries under consideration declined from
ST percentin 1903 1o 13 pereentin 1973 In the same period. Chile's
share fell from 2 pereent 1o below one hall of one pereent. while
Uruguay s share declined tothe same fevel from one pereent in 1963,

Intarn. the three Far Bastern dev cloping countries increased their
combined market share in the manutactured exports of the nine
developing countries under consideration. from 17 to 60 percent: and
the combined share of the three Lann American countries rose
shightly. from 23 10 20 pereent between 1963 and 1973, The Far
Eastern developing countries also gained market shares in nonfuel
primary exports: gains in Brazil were approximately offset by losses
in Argentina and Mexicorand Indi, Chile. and Uraguay all experi-
enced losses in nonfuel primary exports (Table 4.
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The experience of the nine developing countries provides further
evidence of the favorable effects of outw ard orientation on economic
growth during the period preceding the 1973 ail erisis. The three Far
Eastern countries had by farthe highest GNP growth rates throughout
the period: the three Latink American developing countries that
undertook policy reforms improved their growth performance to a
considerable extent after the reforms were instituted: and Chile,
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Uruguay, and India remained at the bottom on the growth league. For
the 1960-73 period, taken as a whole, per capita incomes rose at rates
ranging between 6 and 8 percent in the first group, between 3 and 4
percent in the second, and between | and 2 percent in the third.

‘The period of external shocks (1973-85). ' Developing coun-
tries experienced substantial external shocks between 1973 and 1983,
In the tirsthalf of the period, the quadrapling of oil prices was accom-
panied by a world recession and followed by a slow recovery. In the
second half, otl prices increased three times: the developed countries
again experienced arecesston, und interest rates increased considera-
bly. At the same time, policy responses 1o these shocks in the indi-
vidual countries varied greatly,

The three Far Eastern developing countries continued with their
outward-oriented devetopment strategy. They were joined by Chile
and Urugoay. which, however, again introduced price distortions
after mid-1979. when their exchange rates became seriously over-
valdued. I tarn alter carlier efforts made 1o reduce the bias of the
incentive system against exports, Argentina and Mexico, and 1o a
lesserextent Brazil, increased the degree of inward orientation, while
India continued with s mward-oriented stance.,

Outward-oriented developig countries maintained realistic ex-
change rates, with hittle variation over time. whereas exchange rates
were generatly overvadued ininward-oriented countries, with the
degree of overvatuation varving during the period. This explains why
outward-oriented countries continued to g export market shares in
nonfuel exports, while mward-oriented countries experienced losses
in foreign markets tas shown in Table 4. in the case of Brazil losses
i nonfuel primary exports offset gains i manufactured goods),

We also find that taore import substitution occurred in outward-
oriented than in inward-oriented developing countries during the
197383 period. Various considerations may explain this result,
which is prima facie surprising. To begin with. the former, but not the
latter, group of developing cconomies maintained realistic exchange
rates. which contributed to export expansion, as well as to import
substitution.  Also. the exploitation of economies of scale in the
exportindustries of outward-oriented developing countries permitted
replacement of imports by domestic production in these industrices,
while import replacement became increasingly costly, and net imiport
savings declined under continued inward orientation. Finally, the
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virtual lack of discrimination in the system of incentives against
agriculture in outward-oriented countries allows import substitution
to oceur mi this sector, which is not the case under inward orientation.

Outward-orented developing countries thus undertook domestic
adjustment through output-increasing policies of CXport expansion
and efficientimport substitution, which wis not the case under inward
orientation. At the same time, the former group generally eschewed
highly capital-intensive projects that in inward-oriented developing
countries were undertahen by the public sector and by the greatly
protected private sector.

While,owing to their greater exposure to forcign markets. exter-
nal shocks were considerably larger in outward-oriented than in
inward-oricnted developing countries, these differences were offsel
several times by differences in cconomic growth rates. Notwith-
standing the external shocks they suffered, average per capita GDP
growth rates remained at' S percent a vear between 1963-73 and
1973-79 I outward-onented develoning countries. while growth
rates dechned from S 10 3 percent ininward-oriented cconomies.
(Apart from the doveloping cconomies reterred 1o above. the latier
group mcludes Israel Portugal, Turkey, and Yugoshnia,)

These resulis obrained despite heayy borrowing abroad by in-
ward-oriented developing countries which, however, venerally failed
to use the borrowed funds etficiently . In particular, slow mcreases in
exports led o substantial rise i the debt export ratios of inward-
oriented countries. while this ratio remained approximately un-
changed in outward- oriented countries.

Correspondingls  mercases inworld interest rates bore arcatly on
inward-oriented descloping countries, necessit: wing the application
ef deflationary policies that led 1o stagnation in their per capita in-
comes inthe 1979 82 period. And while outward-oriented develop-
g countiizs also applicd deti WIONANS measures on a temporary
basis.with incir per capita GDI growth rates dectining to 2 pereent
I 1979 82 hey riehounded again msubsequent vears, Between 1982
and TOSS percapna GDP grow thrates averaged - pereent in outward-
oriented countries, as compared o a slight decrease in inward-
oriented counries. which had (o pay the price for their excessive in-
debiedness,

The overalt conclusions reached in regard 1o the two groups of
developing countries neglect the variety found within cach. Among
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Latin American countries, particular interest attaches to Chile, where
two important policy shifts were undertaken within a short period.
Note may further be taken of the experience of Turkey. where the
adjustment policies applied permitted moving from virtual bank-
ruptey to creditworthiness for commercial bank lending within a
few years.

The Septeniber 1973 military tabeover found Chile with a 500
pereent rate of inflation and cconomic stagnation in a highly regi-
mented cconomy. The situation was further aggravated as the quad-
rupling of oil prices was accompanied by a substantial fall in the price
of copper. The Pinochet government apnhied strong detlationary
measures to cope with the situation, which led to a large dechine in
national income. It subsequently undertook a far-reaching policy
reform, representing o shift from inward o outward orientation, '

Following the tum towards outward onentation, Chile reached
one ol the highest per capita GNP erowth rates. 7 pereent, among
developing cconomies in the 197679 period. although this result
represented inpartareversalatter the carlierdecline. Rapid economic
growth was supported by export expansion s the policies applied led
to considerable increases in nontraditional exports.,

A policy change oceurred in mid-1979. however, when Chile
fixed its exchange rate interms of the ULS. dollar, supposedly torever,
and simultancously reinforced the indexation of wages. Between
June 1979 and October [981, average wages doubled as a result,
while the exchiange rate remained unchanged. compromising the
competitive position of Chitean exporsand import-substituting ac-
tivities i agriculture as webi as i manutacturing. At the sime time,
under the virtual exchange rate guarantee, a large inflow of toreign
capital ensued as domestic inflation rates exceeded foreign interest
rates by aconsiderable marging and the resulting negative real interest
rates provided ‘nducenments for borrowing abroad. Since the produc-
tion of” goods entering into international trade became increasingly
unprofitable. the borrowed funds were used to increase consumption
and to invest in lusury housing and the stock market.

The resulting artificial boom came to an end incarly 1982 as it
became apparent that Chile could no longer continue financing its
growing balance-of-payments deficit. Several devaluations were
undertaken in succession, bat the large burden of the foreign debt and
the greatly weakened condition of domestic financial institutions will
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make it difficult for Chile to return to the growth path of the years
197679 for some time to come.

The moral of the story is summuarized ina recent article on*Policy
Experiments in Chile. 1973-83" by the author. The article concludes
that “liberalization in Chile was perverted by increasing price distor-
tions alter 1979, adding that “it will he inappropriate, however, 1o de-
clare the expertence of the entire decade a failure, when it is a policy
reversal that led 1o the predicament in which Chile now finds itself.”?

Tarkey was practically bankrupt in 1979 and, with increasing
Toreign exchange stringency. it experienced considerable shortages
of energy, raw nuteriais, and spare parts. ndustrial output declined
and inflation accelerated as wresult. This was the consequence of
exvessive borrowing and the use o borrowed funds in inefficient
investment projects in the public sector as well as in the highly
protected private sector,

The January TOSO policy reforms aimed at redressing the situ-
ationand changing the inward-oriented de selopment strategy Turkey
had followed in the previous decades.' While the reform measures
had to be carried out in-a deflationary environment, exports rose
rapidly. leading to the resumption of cconomic growth.!” Rapid
export expansion. in turn, provided a boost to cconomic growth in
Turkey. with per capive GNP rising at an average annual rate of 2
percent between 1980 and 1985, In addition. infltion rates declined
trom 140 1o 40 pereent. although further decreases are desirable.

Turkey provides an example of successtul adjustment through
export expansion. Apart from the resemption of economic growth,
Turkey again became creditworthy for borrowing from commercial
banks. This is the more remarkable since Turkey was one of the most
mward-oriented countries in the developing world. with an export-
GNP share of only 3 percent in 1979, The turn towards outward
orientation meant that this share reached 135 pereent in 1985,

Export Expansion and Ecoromic Performance

Exports and cconomic growth. The experiences of developing
countries discussed in the previous section of the essay indicate the
faverable effects of exports on economic growth. This conclusion has
been contirmed by a statistical analysis of the results obtained for


http:towar.ds
http:CXpllsis.Il

28 BELA BALASSA

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 manutacturing, as well as in the national
cconomy taken as a whole.'™ In the latter case, it has also been shown
thatthe growth of exports is highly corrclated with the growth of GNP
less exports, indicating the indirect effects of exports on the rest of the
cconomy.'”

Estimates made by Anne Krueger® for a partially overlapping
group of developing cconomies™ confirm these results. She has found
that, in the 1954-71 period, Brazil's 25 percent rate of growth of
exports increased its GNP growth rate by 2.75 percentage points
while Korea's 40 percent rate of growth of exports raised its GNP
growthrate by 4.4 percentage points. In turn, for a group of 31 semi-
industrial cconomies Feder has estimated that shifting resource.s from
nonexport to export industries caused a 1.8 pereentage poin. difter-
ence in GNP growth rates in the 1964-73 period.?

Explaining GNP growth in terms of export growth omits the
effects of other cconomic variables. Michalopoulos and Jay have
endeavored to remedy this deficiency by introducing data on labor
and capital. in addition to exports, to explain intercountry differences
in GNP growth rates. Using data for 39 developing cconomies, these
authors have found that intercountry differences in the growth of
labor and in domestic and foreign investment explain 53 pereent of
intercountry variations in GNP growth rate. while adding export
growth increases this ratio to 71 percent.”t Similar results have been
reached by applying this procedure 10 the combined 1960-66 and
196673 data for the developing economies referred o above. 2

The cited estimates referto the period of rapid growth in the world
cconomy.  Further interest attaches to the guestion of how these
resu'ts hold up in the subsequent period of external shocks, Apply-
ing the same procedure to the 1973-78 period, the carlier findings
on the importance of exports for economic growth have again been
confirmed.-?

Data available for 43 developing economies have permitted fur-
ther analyses of the implications for cconomic growth of trade
orientation at the beginning of the period of external shocks and of
policy responses to external shocks in the 1973-78 period. The extent
of trade orientation in the initial year has been defined in terms of
deviations of actual from hypothetical per capita exports. the latter
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having been estimated by reference 10 per capita incomes, population,
and the ratio of mineral exports to GNP. In turn, alternative policy
responses have been defined as export promotion, import substitu-
tion, and additional net external financing.”*

The impactof trade orientation on economic growth is indicated
by the existence of a difference of | pereentage point in GNP growth
rates between developing countries in the upperquartile and the lower
quartile of the distribution in terms of trade orientation, correspond-
ing to the median among outward-oriented and mward-oriented
countries, respectively. Furthermore, a difference of 1.2 pereentage
points in GNP growth is obtained in cemparing the upper and the
lower quartiles of the distribution as regards reliance on export
promotion, as against import substitution and additional external
financing.

The results are cumulative, mdicating that both initial export
orientation and reliance on exports in response 1o external shocks
importantly contributed to cconomic growth in developing econo-
mies during the period under consideration. These factors explain a
large proportion of miercountry differences in GNP growth rates in
ithe 197378 period, with a difference of 3.2 pereentage points
between the upper quartile and the lower quartile of the distribution
in the 43 developing cconomies,

Factors affecting economic growth. The results show that
export expansion favorably affects economic growth in developing
cconomies. As noted in the introduction to this essay, this may be
explained by reference to gains from resouree altocation according to
comparative advantage. the exploitation of economies of scale and
increased capacity utilization, improvements in technology, and
increases indomestic savings and forcign direct investment under an
outward-oriented development strategy. There may be further gains
through increased employment if labor is not Tully employed.

The obverse of gains from specialization is the cost of protection
incurred under inward orientation. For the first half of the 1960s, this
cost, including monopoly profits. has been estimated at 9.5 pereent of
GNP in Brazil, 6.2 pereent in Chile. 6.2 pereent in Pakistan, and 3.7
percentin the Philippines, The estimated cost was 2.5 pereent of GNP
for Mexico, which had relatively low levels of protection in 1960, the
yedi of the estimate.”” Furthermore, Krueger has concluded that the
reallocation of resources from import substitution to exportindustries
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under free trade would lead to a doubling of the world market value
of manufacturing production in Turkey. With manufacturing indus-
tries accounting for one-seventh of GNP, this is >quivaient to a cosl
cf protection of 7 pereeni of Turkey's GNP,

These estimates do not take account of the effects of protection on
the prices of the factors of production. capital, and labor. To do so,
general eguilibrium estimates are needed. Such estimates have first
beein made for Colombia, which had protection levels comparable to
Mexico, for the year 1970, The cost of protection has been estimated
at 3.8 percent of GNP under full employment assumptions and 5.8
percent if labor is available at a constant real wage.”"

There are several more recent estimates derived in a general
equilibrium framework. Grais, de Melo, and Urata have estimated the
cost oi protection for Turkey in 1978 (i.c., prior to the 1980 1¢forms)
at 5.5 pereent of GDP. by taking account of the implications of
Guantitative import restrictions. ™ And while. according to Kevzer.,
tariff reductions would hardly affect GDP in Bangladesh, nis results
are vitiated by neglecting quantitotive import restrictions that are
pervasive in Bangladesh and by excluding changes in production
structure in response 1o tazift reductions—truly, Hamlet without the
Prince. !

None of these estimates consider the gains obtainanle through the
exploitation of ecconomies of scale under outward orientation. which
permits overcoming the limitations of small national markets. These
have been incorporated in a general equilibrium model estimated by
Harris. The results show a 3.6 pereent increase in GNP associated
with the unilateral elimination of Canada’s relativ -1y low tariffs, with
the bulk of the gain attributed to economies of scale. ™

Gains from economies of scale under increased outward orienta-
tion can be expected to be greater indeveloping economies. With the
exception of Brazil. these economies have smaller domestic markets
for manufactured goods, where cconomies of scale are important,
than does Canada: and their protection levels are considerably higher.

Exporting also permits increased capacity wtilization. In fact, in
the small domestic markets of the developing countries, the choice
often is between building ahead of demand and operating with a low
degree of capacity utilization or constructing less than optimal size
plants. This dilemma arises under traditional economices of scale,
which entail reductions in production costs with increases in plant
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size in industries producing standardized products, such as steel,
copper, and newsprint,

Other forms of cconomies of scale include cost reductions obtain-
able through horizontal specialization (involving reductions in prod-
uct variety as in the case of machine tools) and vertical specialization
(involving the manufacture of parts, components, and aceessories in
separate establishments as in the case of awtomobiles) in differenti-
ated products,

At the same time, according to the time-honored infant industry
argument. incurring the cost of protection will be warranted as long
as subsequentimprovements in productivity offset this cost. Buthigh
protectionmay have the opposite eftect by limiting competition in the
small domestic markets of the developing countries. as the resulting
monopolies and oligopolies will often prefer “quict e to innovative
activity, which entails risk and uncertainty. In turn. the carrot and the
stick of competition will provide inducements for technological
change under outward orientation. Fxporting tfirms. in particular, try
to keep up with modern technology i order to maintain or improve
their market position,

Thewe conclusions are supported by emipirical evidence. Thus,
expa o expansion has been shown 1o be positively, and import
substitution negatively, correlated with changes i total factor pro-
ductiviny (e the productivity of the factors of production combined)
i 13 Korean. Turkish. and Yugoskn industries during the period
preceding the quadrupling ol oil prices in 1973,

The resubts obtamed for Turkey confirm the conclusions reached
carticr by Krueger and Tuncer for this country % Adso. India. witich
had a particularly pronounced inward orentation during the postwar
period. experienced o decline intotal Tactor productivity between
195960 and 1979 807 The same result has been obtained in an
unpublished World Bank stady for Mexico Tor the 1970 282 period,
when the cconomy became increasingly outward-oriented.

The advantages of outward oricntation are also apparent from
comparisons ol estinates ol total factor productivity for 20 developing
cconomics covering the postwar period. Thus, Chenery ™ reports that
total factor productivity increased at annual rates of over 3 pereent in
outwiard-ortented cconomies.” while increases were 1 pereent or less
i countries with especially pronounced inward orientation,

In generating higher incomes, outward orientation would raise
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domestic savings. Assume, for example, that the incremental capital-
output ratio (the relationship between anincrement in the capital
stock to that of output) is 4 the average domestic savings ratio is 16
percent; and the marginal savings ratio is 33 percent. Eliminating
protection, taken to represent i loss of 6 percent of GNP, would now
raise the rate of economic growth from 4.0 to 4.5 percent by increas-
ing the amount saved.

This conclusion is supported by estimates of Mercenier and
Waelbroeck, who also include the rise in investment owing to the
increased imports ol capital goods in the event of trade liberaliza-
tion.” According to their results, a unifateral taritt cut by 50 percent
would increase GNP by 0.9 pereent in the low-income., and by 1.9
percent in the middle-income. oil-importing developing economies
excluding, and by 2.1 and 4.3 percent including, savings and invest-
ment effects.

Domestic savings would increase further if a higher than average
share of incomes generated by exports were saved. This proposition
has received support from a cross-section study o 14 developing
cconomies by Weisshopl. who has found a positive correlation
between exports and domestic savings. ' Weisskopf's results have
been confirmed by Papanek in o cross-sectional analysis of 34
developing cconomies for the 19505, and 31 developing countries for
the 1960s.*

A positive correlation between exports and domestic savings has
also been found ina time-series analysis of four developed and eight
developing ceonomies by Muizels for the carly post-World War 11
period extending 1o 196271 Maizels™ sample includes India; for the
siame country Bhagwati and Srinivasan have obtained inconclusive
results in a comparative study of ten industries for the 1930s and
1960s.** Given India’s orientation toward import substitution during
the entire period, however, the lack of ¢lear-cut results in an interin-
dustry framework may not modify the cross-sectional and time-series
results obtained for the developing cconomies cited above.*

Asexportexpansion improves the balance of pavments, a country
may become more attractive to foreign investors. While Weisskop
and Papanck have tound a negative correlation between domestic and
forcign savings. Grinols and Bhagwati have brought into question the
validity of these results.* Furthermore, on the basis of the experience
of the developing cconomies included in the NBER project, Bhagwati
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has concluded in regard to the application of an export p.omotion
(EP) strategy that a “substantial inflow of foretgn capital seems to
atend suchastrategy fand that | this inflow is not exogenous to the EP
strategy, as is sometimes assumed, but can be seriously argued to be
aresultin large part of the EP strategy itself.™

Trade orientation, employment, wages, and income distribu-
tion.  As long as Tabor is not tully emploved. the rapid growth of
output under an outward-oriented strategy benelits employment., and
additional gains are obtained o the extent that exports are more labor
intensive thanimportsubstitwtion. However, these gains are reduced
in the event that outward ortentation leads to more rapid ircreases in
tabor productivity than would otherwise be the case.

Banerp and Riede! have analy zed the effects of these factors on
industrial cmployvment m Tarwan and Indea, Their results indicate that
the favorable effects of rapid output growth on emploviment were
enhanced by the shift towards Libor-imtensive export activities in the
first case, while output rose at a slower rate and a shift occurred
towards refatively capiial-imtensive import-substituting activities in
the second. With higher productiviy growth, industrial emplovment
gresw atan average annual rate of 8 percent between 1954 and 1971
i the former case, and 2 percentanycarbetween 1950and 1969 in the
latter. ™

Furthermore, moa comparative study ol eight inward-oriented
developmg cconomies, Anne Krueger has tound that considerable
cmployment gains may be obtained through a shift from import
substitution to exportorientation. ™ These gains, caleulated by the use
of labor mput coetticients for individual sectors, varied between 21
and 107 pereent. with resalts for Indonesia and Thailand exceeding
100 pereent.™

Fields has examined the employment effects of « atward orienta-
tion in the Far East. He found that, between the carly 1960s and the
carly 19705, unemplovment rates declined from 8 1o 4 pereent in
Korea, and from 610 2 percent in Taiwan: linte change oceurred in
these rates insubsequent vears of outward orientation.” Also, Car-
valho and Haddad have shown that greater outward orientation in
Brazil after the mid- 1900 Ted 1o a 27 percent increase in the labor-
ntensity ol exports relative 1o import substitution in Brazil.™”

Apartfrom its impact on ecconomic grow th and on the interindus-
try allocatior of the factors of production. trade orientation will affec
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employment through changes in factor prices. Under inward orien-
tation capital goods are underpriced both because the exchange rate
is overvalued, and because tanfts on capital goods tend to be Tow or
nonesistent.

Among countries for which estimates have been made. the elim-
mation of protection would reduce capital costs by 30 10 40 pereent
i Chile, Pakistan. and Turkey. and by S percent in Aroenting.™ As
aone pereent change inthe relative prices of capital and Labor has
been shown to be associated with o one pereent change in the use of
Labor relaive to capital,”* climinating this distortion would lead to
mereases i emploviment commensurate with the rise in the relative
cost ol capital,

With the srowth of employment, real wages inereased consider-
ably mounward-oriented ceonomies where exports cxpanded rapidly,
Thisimcrease retlects the et thar the rate of crow th of the demand for
Labor on the part of the manutacturing sector exeecded the rate of
growth et the supply ot Labor o tns sector. Asaresult. betw een 1966
and 1973 real waves i manutacturme doubled in Korea and in-
creased by nearly thiee titths i Tanwan, Ao, real wages in manu-
factiring rose by three tenths e Brazil atter 1is ~hift towards in-
creased outward orientaton. Intrm. real wases declined by one-
tenth i India bhetween 1906 and 1973 which contnued with inw ard-
oriented pohicies dunnge this perod.

The deseribediendencies contmued during the period of external
shocks Between 1973 nd 1983 real wages more than doubled in
Korea and newrhy doubicd m Lowan, while Areentina and Mevico
experinced asdechne and i no o Eann Ameriean developing
ceononies did real wages imcrease by as much as one-halt, ™

Rapidinereases inwages oectherwith the erowth of agricultural
mcomes.contributed wothe tise of imcomes of the poor. Tn Fact, in the
o cises where export promotion began carliest and was the most
L-reachingimcome mequalivies were reduced. Thus, the Gini co-
cHficient, measuring the extent of meome mequahity s dechined from
O37 10 190510 0535 m 1970 m Koreasnd from 0,33 10 1964 10 (.3 ]
m 973 m Fawan, Ao, Kore, between 1964 and 1972, the
mcomes of the poorest 60 pereent of the population erew 40 pereent
faster than the natonal ay erage.”

Myt has turther compared the experiences of Korea and Sri
Lanka which may be considered as archetypes of outward- and
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inward-oriented countries. Based on woick by Surjit Bhalla, Myint
reports that the decline of exports was associated with a one-fifth
percent fall in per capiti incomes in terms of purchasing power
paritics between 1900 and 1977 in Sri Lanka. where the number ot
people living below the poverty line actually increased.  In the
same period, per capitn incomes more than tripled in Korea, lead-
ing to a substantial fadl o the number of people living below the
poverty line.™

Improvements have occurred in SrLanka tollowing the policy
reforms undertahen i 19770 which have involved amove towards
outward oricntation. Betweein 1977 and TOSS per capita meomes rose
by more than one-tourth. emploviment increased to a considerable
extent. and food and other expenditures by the poor surpassed the
fevels reached in 19737

Conclusion

The findings of this analysis demonstrate that outward-oriented
countries suceeeded i rapidly expanding their exports and reaching
higher erowth rates than mward-orented countries - in bdth i penod
of rapid world cconomie growth (1960 73 and a penod ot external
shock (1973 850 A result, outward onented countries hase cap-
tured iy mercased <hare ot the world market from the inward-oriented
countries, These conclusions aie supported by astatistical anghoas of
exports and cconomie vrowth,

The favorable eltects of exports on cconomie aron th are due to
the gans resainng fromimpros ed resouree allocation, as mdicated by
the theory of comparative advantage. the explottation of economies
of scafe and increased capacity utthzation, improveme s i technol-
ogv.and icreases i domesie savimgs and torergn direct investment
undei anoutward-oricnted development strategy - Such astrategy also
brings Luger gains i emplovment. wages, and imcome distribution

than a strategy of inward orientation,
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meisures. with aview to tarming the Turkish cconomy in an ourward direction and giving an
increased role to market torees. Stabilization objectives were pursued by lowcering the rate of
money creation and reducing the public sector deficit. Both stabitization and reform abjectives
were served by large devatustion. Furthermore, the bias against xports wis substantially
reduced through export subsichzation and aimport iberahization. Finally, industrial prices and
mterest rates were treed.

7. Between 1980 and TUSS, the dellin vidue of exports mereased thieefold, Increises
were the largesttor exports to the Meddle Fast but Turhey also gained export market shares in
the OECH countries. Thus, the dollar salue of Turkish exports 1o these countries more than

doubled between 1980 amnd 1985, althoueh total OFCH imports hardly chunged during this
period.

IS T the myestiganon, use fus been made of data tor the 1960 66 and 1966 73 periods
for the countries i question. with the wddition of Isiae! and Yugoshivig however, the
catculations omit Vraguas . Balassa and Assocettes, Development Statesies i Senn-Indis -
ol Countres. Ch, 3

FThe Latter procedure also avords the stanstical problem ot mtercorretation due o the
mnclusion of expoits i production.

200 N0 Kvaeger, Loaeron Drade Recomes \ 1 cionmin Development Liberalization
Attempts amd Connvequences «Cambridee, Masss Ballinger, 1978) p. 282

20 Brazk Chule Colombra, By pt, Glana, India, Istael. Korea, Plulippmes.ane Turkey.

22 G FederOu Bxponts and Foononne Growth, Foa il of 1h velopment fconomics
NIFCIos3) pp, S0 72
23 CoMchatopodtos and K Ly " Growth ot Fxports and Income i the Developing
Waorkd: A Neoclassical Niew . Ihvcussion Paper N 08 N shineton, DO
tternanonal Development. 1973

2B Badassaand Assecnaten, Devs lopicnt Soaterses i Semy Indiost il Conairres, Ch 7.

2308 Balassac Exports, Pobicy Climces, and Feononmie Grow th in bDeselopmy Countries
atter the 197300 Sioch Tew il of P fepeent L cononioy NNHECLOSS) ppo 2333,

20 Extenal shocks reter to the ehiects of the stowdown i the gronth of waorld eaports

Agencs tor

and changes i the terms of trade Amone pobicy responses 1o these shocke, cxpatt promolion
irepresented by changes mexportimarket shares, import substuton reters o decteases i the
meame clastieaty of import demand.and addinonsd et e eemal Binandme s been densed by
extrapolating past tends i such tnanging

2B Balassasand Nssocrates Ll St fure of Puone ot i Developuny Countries
tRalmore, Md - The Johns Hophans Piess, 1975 p 82

INCAO Kruerer, "Somie Baonomie €Costs oF Fschanee Control - The Turkish Cise”
Jowrnal of Podincal Taonems TANIN Clon pp ot st

2l de Melos B simanng the Cost ot Protectioon \ Geaneral Fquilibium \pproach,”
Quarter v donanal o beonem s NCHEOO S0 21 e resudts are THO percent and 15.8
pereent. respechivedy, postalatiny an ool export e tor cottees which s subpedt o an
nternational agreement

30OW Gra 1 de Melocand S Fratas N Genenab Equbibrm Estimation of the Fects
ol Reductions i Pt s and Quanntanne Restictions m furkes e 1980 m b NS Stinn asan
and JoWhalley cedsyc Generad Lehbrien: Draade Podnoy Modlos 1 ambidge, Mass,: M
Press, 1950y p. 77

MU Revser,  Short Run hmpact of Trade ibetahizanon Measares i the I-conomy
of Bangladesh: Baerorses m Comparatin e Statcs 1o the Year 197 i Stiminasan andd Whalley
tedsye General Dayutlibriam Lroade Potios Mosdcloee p 273

AL ROG Hais wity D Cons Liade st iy and Caniadin Munsdae i e
Torontor Economie Couneid, 1985

BLMONBhimzaand S Robison, rade Polces and Prodocnvats Change i Semi-n-
dustriahized Counties.” fowmal of Development Ioomomac s NN ECIOS3), Table 3

MA O Kreger and B Fancer, Ao Finpincal Fest of the Infant Industey Argament,”
Amerrcan Economic Review LXNILOOS2 pp 1142 32

IS L L Ahuwalia st al Groadi or brdica (Dl Oxtord Uiiversity Pross, 1985)

301 B Chenery.Stuctural Change i BB Cheners, S. Robuason and M. Syrguin
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eds., Industrialization and Growly- A Comparative Stdy 1O ord: Oxford Unin ersits 'ress,
1986) Table 2.

37 Hong Kong, Korea, Tavan, Chima and, i carlier penods, Istael and Spam. - An
exception is provided, however, by Simgapore.

IS, Argentina, Chile rprion to 1973 Indue, and N enezucla,

391 M ercemer and 1 Waelbrocck,  FHects of w300 Tandt Cat i e N Maodel”
e Srnivasan and Whalles cedso, Goneral Faudebr i 1rade Polioy Ve le_pp 30103,

A0 These estmates doonot i lude the vans obbanable throweh the chmimanon of
QUANTIEINE TeTICHOn .

AT R Wenshopt e Timpact of Foreren Capital Intow on Domestic Savings
Underdeseloned Countiies. Lol of Dirconasional 1oy 12 ppo2s AN

A2 G Papaneh. Aads Forergn Povare v estnent, Sav e s, and Growth i | ess Devel-
oped Countries. Jownal of Podvcad 1o EANNT (1973 ppol20 30

A3NONes D pors and Foomane Growdoon Doy b porie Comntiios oCambridyge,
Enghmd: Cambiidee Uinveran Press, 19ns Ch

ACENCBhagswanand TN COSvmncasan Lo Dide R i and L conome Devel
opment DadirtNew Yok Columba Uainversity Pross, 105,

ASCAThe sme tmeone s aeree with Bl an tat s Inde there s i b crprinal
cradence nosuppart o L siatstical o tion: hetw een avpatt and savimel there s hithe
evadence sotar torsame o the by potheses that c ol provide ratienade Torsuch an assocnation
miplymea cansal relaonstp canmme from crpettstosavines BN CRhaswate L oneren Drade
Revimes and 1conmmnn i, fopmont Nuaioons aid oo ditettoos o I ovclanee Controd
Rewnes cCambindee, Mase Ballineer, 1950, [N

W b Grnelsand TN Bhaswat Foreign o apital Savine s and Dependence,” Review of
Foomom s and Statidc LAV T 1070y ppHo M

AL Bhagvwan p I Bhuewan s defanton of an Aot prometinge sirateps op. 207y
B practicat h equisatent o e above detmitn ol oatwand onentation

AN RO Banerpand T Riedet idustnal | mployment Expansion ander Altematin e Trade
Straieries Case o Tndraand Farwan, FOSU 007 Ll o 1 velopmicnt Toomm s V1
CIUSO) pp S0 0

A9 N O Kuwever Doade cond Dmpaosoment i ey e Covntrtes SSvithesis and Con
clvion aChicazo Unkversits of Chicaeo Mess, 1980 {able 62

SR apparent exception s Clide but this was due ot apttal mtensity ot s inta
i Amenican exports under the pobires apphedthe Tabos aiensainy o exports mtrade with
developed Countries ainch exceedied that o impent substitution

SGoS BeldsEmplosment, Income Dianbution. ad Fconomi Growih Smatl
Open Bconomies. Foomomn Lowrial NCT (JUS1) pp s

NP Canadhe and € TS Thaddad. Toreen Trde Strategies and Fployment in
Brazd m A 0 Kioesern, MOB Lare, T Monson, and N Ahrsance vedsy drade amd
Loplosmcnt on e cclopon: Conories 1 Indiooidid Stidies hicazo U onneraty of Chivago
Pressc TOST Table 2 1S

SUOKNvoevers brade and Doeplosie s i e P Countrres S Svathoses and Condlu-
sicnss Lable U

SEE B Behman: Countey and Sectond N aritions nn Manuta g Elasticiies ot Sub-
stitunion between Capiad and Tabor o0 A O RKaueeer, wedy, £rade and Lmplosmens in
Developore Cownmies > Dacion Suppls and Substitation Chcazo Tonversiy of Chicago
Press 19820 p Isn

S5 Brelds tanther made Conpansons waith thiee sitall developmy conntnes tBarhados, Fa
i and Trmdad and Tobaeor be conradered ae open ccononnes althoagh, siven thew Ingh
feselor protection, they sy better e chasatied as mward onented Aid. w e he awttribned
the high lesel ot anempleyment o these conntes o the apphaanionola ement wage policy,
compared o the snct ware polices allevediy tollowed bythe Tar Bastern countoes, s
assertion conthcrs st the facr that real wages fose more tapndiy e the Far Bast than i the
Carrthbean countiies withan absolite decime ohaenved m e a

So. B Balassa, G Bueno, PP K svishaand NLCHD Simonsen, foward KRenewaod
Economc Growe o dann Amcrioa i Mesnoo, D L) Colego de Mevico, 1o de Taneiro:
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vundacio Getsho Vargas, Washungton, D. C.: Institute to: International Economics. 1986)
Table 1.6, = Data for India are not available,
57, Balassa and Associates, Developnient Sorateeies in Semi-tndusirial Countrics, p. 58,
S8 H. Myine "Growth Policies and Income Distribution,” Discussion Paper. Develop-
ment Policy Issues Series, Report Noo VPERS T (Washington, D C: World Bank, 1985y,
39058, Bhalla, and P Gleswwe, Growth and Equity in Developing Countries: A Rein-
terpretation of the Sni Laonkan Experience,” World Bank Lconemie Beview 1 (1986) p. o1,
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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 imports and subsidize exports, exchange rate poli-
cies, and price controls—all of which affect relative product prices.
In turn, factor market distortions may result from social policies, fi-
nancial policies. and tax policies—all of which affect the relative
prices of capital and labor.

But distortions in product markets will also have an impact on
factor markets and vice versa. Product market distortions will give
rise to distortions in factor markets through their effects on factor
prices, while factor market distortions will cause distortions in
product markets through their effects on the cost of production,

Experience suggests that interventions in product and in factor
markets are interrelated, and this fuct has a bearing on the choice of
development strategies. Thus, governments will be less inclined to
mtervene in factor markets if product markets are relatively undis-
torted. as is the case under an outwiard- oriented development strategy.,
lest export prospects be jeopardized. In turn. there will be less
resistance to measures that distort factor prices if protection insulates
the domestic cconomy from forcign influences under an inward-
oriented development strategy.

Atthe same time. the existence of policy-imposed Tactor market
distortions will affect the choice of the policies applied in regard to
product markets. Distortions in factor markets will tend to discourage
adoption of an outward-oriented development strategy, whose sue-
cess depends on the operation of these markels. In particular, the
impact ol trade liberalization o exports will depend on the ability of
capital markets to provide funds for export-oriented investments.

The experiences of Latin American and Far Eastern countries
provide support for these propositions. While in Latin America
inward orientation has been accompanied by considerable distortions
in labor and capital narkets, in the Far East outward orientation has
been associated with free labor markets and the increased freedom of
capital markets.”'

In the mid-1960s, reforms of trade and exchange rate policies in
the Far Lastern countries were carried out simultancously  with
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reforms of capital markets. Also.in the carly 1980s, Turkey linked
trade and exchange rate reforms with retorms ol fabor and capital
markets. Finally, an IME study has concluded that “interest rate
repression often coexists with highly protectionist trade policies and
overvaluation of the domestic curreney™  in developing countries.

Effects of Product Market Distortions on Factor Markets

Developig countries tend to protect capital intensiv ¢ industries. The
resulting distortions in product markets engendera flow of resources
from labor-intensive to capital-tensive industries, thereby favering
capital at the expense of Libor, _

Ceteris paribus the protectuon ot capital mtensive industries will
raise the price of capital relative o the price of ibor, But protection
will also reduce demand for nmports cid cause the exchange rte to
appreciate tauntt of domestic carreney witl by more foecign ex-
change). This together with relatively Tow taritis on capital goods,
and the use of taritt exenrptions on these products, will mean fower
prices tor imported capital voods ntenms ol local currency

Take the casetoc exampleowhen the exchange rate s 100 pesos
to the dollar under Tree trade. and e averagee taith of SO pereent
necessiiates a 20 pereent appreciion of the curreney in order to
ensure balance-of payments caulibrinm. Now.under an exchange
rate of 8O pesos 1o the dollar, rdt exempnons on capital goods will
mein that capital goods cost 20 pereent fess ander protection than
under free trade. And the neteftect will be ardechne i capital goods
prices, as long as tandts o these products are fess than 23 pereent,

National Burceau of Eeonomic Rescarch tNBER ) studies carried
outunderthe direction ot Anne Krueeerindicate the combined et tects
ofthe overvaluation of the exchiuanee rate dow mport tarit s on capital
goods. and taritt exeniptions on these coods, The measures applied
are shown to have led to reductions in capital cosis rangmg between
30 and 40 percent i Chile, Pakistan. and Tunista during the period
between the carly 1960s and the canly T970< Silar results have
been obtained m regard o imported capital socds in Areenting, But
in Argentina the protection of the domestic capital-goods sector
reduced the average cost differential for capital goods 1o 8 pereent.
(See Table 3, Column 20 Atthe same time, import licensing favored
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Table § Percentage Distortions in Labor and Capital Costs from
Various Sources

Percentage Reduction in Capital Costs Pereentage Increase in
Owing to Wage-Rental Ratio,
Fuctur Market Distortions due 1o

I-actor aned

Percentage Facton Prodduct
Increimein hade  Crednt [ Market Market
Country Period Labor Costs - Regine - Allocaton Preterenvces Togetiier Total  Distorions Distortions
Argenting tu73 15 K " NA 9 17 26 RE
Braal 1968 27 0 4 NA 4 431 LH
Chile o nx  NA 37 NA NA NA NA NA NA
Hong Kong 1973 0 0 0 0 [§] [}] 0
Ivory Coast o7 Al ] 3 12 15 15 45 45
Pakistan tunl-d 0 K S3 10 5K 76 23K RITY
Kenca [ o 0 8 2 10 10 t [}
Tunisia w72 R i 6 NA O i 2N N7

Sewrce ACQUKracger, Drade and Emplovment i Dedeloprng Countiscy Svathe s and Cone fusion Chicago: University ol
Chicago Press, TOR 3 Tuble 71

capital-intensive, import-substituting industries over relatively labor-
intensive. small- and medium-size industries in Argemina and Paki-
stan, whereas the importation of capital goods was fairly freely
permitted in Chile and in Tunisia.®

Distortions in the prices of capital goods were associated with the
application of an inward-oriented development strategy in the coun-
tries under consideration. In contrast. the effects of trade policies on
the cost ol capitad goods were approximately nil in outward-oriented
countries, such as Hong Kong and Korea. This was also the case in the
Ivory Coast and. after the policy reforms of the mid-1960s, in Brazil
(Table 5).

Reductions in the cost of capital under an inwara-oriented devel-
opment strategy discourage the use of labor. And while the protection
of capital-intensive industries tends 10 raise the price of capital. italso
reduces employment through the shift of resources from labor-
intensive to capital-intensive industries. These effects are aggravated
in cases where relatively copital-intensive industries are Tavored
within both the import-substituting and the export sectors.

Column (4) of Table 6 shows the employment effects of differ-
ences in rates of import protection and of export subsidies among
import substituting and among export industries for nine developing
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countries. In the caleulation, the average labor coefficicnt in import-
substituting industries has been taken as the benchmark for cach
country. The estimates pertain to the late 1960s and the carly 1970s.”

The results reported in Table 6 show further differences in
average labor cocfticients between import-competine and export
industries. 0is apparent that, with two exeeptions. the labor intensity
of exports much exceeds that of import substitution, indicating that
import-competing industries are. on the whole, more capital-inten-
sive thanexportindustries. The exceptions are Korea. which provided
similar incentives (o exports ana import substitution under an out-
ward-oriented development strategv. and Chile, where the incentives
applicd i the 1960s distorted trade patierns to the extent that CXPOrts
became more Tabor intensive than import substitutes.”

The estimates assume that fabor and capital would be reallocated
among industries i response o i move towards free trade. For such
a reallocation o oceur, the treedom of tactor markets would need 1o
be assured. Caleulations by T Paul Schulty. indicating the joint
cltects of product market and factor market distortions on the distri-
bution of incomes i Colombia., provide some relevant information.
Schultz concludes thit “the close relationship found here between
fevels of effective protection and unesplained variation in labor
incomes provides a prima facie case that development and trade
policies have played a role in generating or at least maintaining
mtersectorial differences in factor incomes that look ke quasi rent.”™
He adds that “protection may have increased the returms o both labor
and capital in the more protected sectors, but the proportionate gains
for emplovers exceed those received by emplovees... At the same
time. the resaltmg quasi-rents have stimulated rent-secking activity
that invoives acost to the national cconomy.®

Employmentwill further be affected as cconomic growth tends to
be more rapid under an outward-oriented than under an inward-
ortented development strategy.” However, emplovment will be re-
duced o the extent that labor productivity is rising more rapidly under
the first alternative than under the second. These effects, then, will
modify the impact on emploviment of the sectorial composition of
output,

Banerji and Riedel analyzed the effects of the above factors on
industriad emplovment in India and in Tarwan, which can be taken to
be representative of inward- and outward-oriented  development
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strategies, respectively. The results indicate that the favorable effects
onemployment of a shift towards labor-intensive export industries in
Taiwan were reinforced by rapid output growth while a shift occurred
towards capital-intensive industries in India where output also grew
ata slower rate. With higher productivity growth in Taiwan than in
India, industria) employment rose at an average annual rate of 8
percent during the 195471 period in the first case and at 2 pereent a
year during the 1950-69 period in the second. "

Table 6 Sources of Potential Increase in Labor Coefficients

fnerease (Percentage) with

Obsenved

Dhrect No Domestie No Trade No Within-
Labor Factor Market Strateany Soategy Potental
Coethaient Intersention Distogew tnethaeney Coefficient
Countr Pertod th () [RY} h 5
¥

Enporc-Competng Industries

Argentina 1973 10 16 6 0 10
Brasi 1970 ] 15 NA NA 115
Chile 1966G-08 141} NA 7 NA 107
Colombia 1970 100 NA NA 10 10
ndonesia H971 HAT] NA NA 66 166
lvony Coust 1072 1 25 (] 12 140
Pakitan 196 70 1K) 271 0 NA 7t
Kotea 1968 10 ] 4] 0 108
Lumiseg 1972 1K) 17 R 51 243

Exportable fidusi

Atpenting [073 (R 25 -6 { 149
Branl 1970 07 N NA NA 23K
Chile 1966-08 80 NA 7 [ 144
Coloming 1970 170 NA NA 1 210
Indoniesia 1971 200 NA NA 0 209
[vory Coast 1972 135 25 i 0 164
Pakistan 196970 142 271 0 NA 84
Korea 196N 160 8 0 0 108
Tunisig [ 12X 17 kL i} 19%

Notes The table shows potential mcreases m direct Labor coetticients in the event of the chnunation of Gy
et aaci dtortionss i the acton price etlects of protection; and (o) product mathet distortions witha
import-substitution and exportindusties

Sowrce AOKrueger, Lradeand ! mplonmentin Developing Couatries Synthesis and Con fusion(Chicago:
Umversity of Clucago Press, T8 Table |
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Labor Market Distortions

A variety of policy-induced distortions are observed in the labor
markets of the developing countries. They include regulations aimed
at ensuring job security, social security schemes, minimum wage
legislation. taxation of labor income, and wage and employment
policies in the public sector.

Regulations concerning job security. Developing couitries
have often applicd measures aimed at ensuring job security. In
Argentina, forexample, labor laws bestow job security on employees
after only one year and severance payments increase with the length
of employment. The situation is similar in Venczuela," [n Panama,
labor legislation is estimated to have raised labor costs by 3 percent,
in addition to the cost ol social security charges ang fringe benefits,
1o a total of 59 percent of basic wages.'”

Apartfromreducing mobility, labor regulations aimed at limiting
reductions in employment tend to have the opposiice of the desired
cffect by increasing the cost of Jabor, As noted by David Laidler,
—they discourage workers from quitting voluntarily to search for
other employvment:

—they make it expensive for an otherwise viable firm to close fown
a particularly loss-making operation:

—morcover, they inhibit emplovers from taking on new workers
because of the prospective cost of declaring them redundant at some
time in the future. Such schemes inhibit resource mobility, slow down
the pace of cconomic change. and increase unemploviment. They do
notserve simply to redistribute wealth, but to reduce the total amount
of wealth available for redistribution.”

Social seeurity schemes. According to datacollected by the LS.
Department of Health and Human Services. Social Security Admini-
stration, social charges exceed 20 percent of wages in India and range
between 15 and 45 percent in most Latin American countries. It has
further been reported that employer and employee contributions,
taken together. were in the 55-03 percent range for blue- and white-
collar workers in industry and commeree in 1969 in Uraguav, and the
ratio reached 46 percent for blue-collar workers and 63 percent for
white-collar workers in 1968 in Chile. But. Chile subsequently
privatized its social security svstem.”
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The effects of social security schemes on the cost of labor and on
employment will depend on the elasticity of supply of labor. If the
labor supply was infinitely elastic in terms of the real wages, social
charges would increase the cost of labor by their full amount,
irrespective of whether they are paid by emplovers or by employees,
with adverse effects on emplovment.

Whiic such an extreme case is unlikcdy to be found in reality. in
the domestic cconomy the supply of unskilled Labor may be assumed
to be more elastic than that of skitled. technical. and managerial labor,
so that social security schemes will affect the cost and the cmploy-
ment of the former to a greater extent than of the latter. Also. the
clasticity of the supply ot unskilled Lbor is said to be higher in South
Asia than in other developing arcas. ™

At the same time, according to Canmelo Mesa-1ago, “accumu-
fated evidence in Latin America. indicates that social SCCUTIY SVs-
tems financed by contributions npon wages have a negative effect on
employment.™  Furthermore, 1t has been estimated that, under real-
istic assumptions made about the elasticity of Labor supply. average
social security charges of 27 pereent have reduced employiment in
Brazilian manufacturing by about ¥ percent.

These effects on labor costs of social security charges create a
wedge between the demand price and the supply price of Tabor. In
South Asiat the compulsory provision of various services, including
housing. education and training. have simikar effects,

Minimum wage legistation.” Labor costs may also be raised by
the statutory determination of minimum wages. In this connection,
one needs 1o consider the extent to which raising minimum wages
leads to increases in the entire wage structure as well as the effects of
the resulting wage increases on emplovinent.

The classic study o the etfects of minimam wage legislation on
wages and employmentis Waves, Productiviey, and Indusirialization
i Puerto Rico by Llovd Reynolds and Peter Gregory . They note that
“the closeness ol actual hourly camings inmostindustries to the legal
minimum, the parallelism m the tmmge of upward movements. and
the tendeney for the minimum to encroach gradually on the actual
carnings levelall suggestthat itis minimum wage aw ards which have
been forcing the pace of wage advance in Puerto Rico sinee 1950,
On the basis ol an cconometric estimate, the authors conelude that “a
change in the wage could be expected 1o be associated with an
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approximately equal proportionate change in employment in the
reverse direction. with the wage bill remaining roughly constant,™?

It has been suggested that Puerto Rico is a special case because
of its close association with the United States and its superior
administrative machinery. as well as because of s relatively high
percapita income.its small labor force. and the high share of the labor
foree engaged in nonagriculiural occupations in the mid-1950s.°* But
ttis doubtful whether Puerto Rico s association with the United States
and the superior shills of its administration are relevant to the issue in
question. Morcover, there were o number of developing countries
with urban incomes which exceeded mcomes in Puerto Rico in the
carly 1950s, when minimum wage legislation was introduced there.
and more countries have since surpassed this level,

According oan ILO report, “the evidence. . suggests that condi-
tions i which increases i mmimum wages exert a substantial
mtluence on wages actually paid are widely encountered. This
ntluence is particularly strong where minimum res are the going
rates for faree numbers of workers.which seems to be the case in most
African and inmany other thut notalh developing countries.™ And,
while the evidence provided on this pointin a subsequent 11,0 report
is inconclusive, e should be recognized that minimum wage fegis-
Lation may have adverse cconomic effects even it if does not lead to
proportionate mcreases m the wage structure,

The narrowmy of wage difterences will discourage socially
profitable v estments in human capital by reducing the incentives for
such investment. Also. distortions will be mroduced in the choice
between labor and physical capital. between unskilled Tabor and
skilled labor, as well as between Labor i the formal sector and the
informal sector, where minimum wage regulations are rarely applied.

There is evidence onthe eftects of mimmum wage fegislation in
several countries. In Argentma, nunimum wage legishation is re-
ported to have mercased unshilled wages by 23 percent.” Inthe In ory
Coast.a 20 pereent merease in the wages of unskitled tabor through
minimum wage fegistation s sad o have occurred. ™ While compi-
rable estimates for developing countries are not avaitable, in Canada
the rate of unemployment is shown 1o have increased i the same
proportion as the mimnimum wage. ™

Thisis notto say that minmum wage legislation would have had
i pervasive influence inthe dev eloping countries. In some countries,
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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 750,000 dirhams in 1982, when the
exchange rate was 6 dirhams to the LLS. dollar.™ In turn, the top
marginal tax rates were 65 percent in Thailand, 33 pereent in Korea,
49 pereent in Colombia. and 42 percent in Mexico in the early 1980s,*"

High marginal tax rates and the progressivity of the tax system
create distortions in Labor markets by providing incentives to reduce
the work etfort and to shift from payment in money to payment in
kind. Also. schooling and training, as well as the movement of labor
from lower to higher productivity sectors, are discouraged as difter-
ences in after-tax incomes are reduced.

At the same time. the elasticity of supply of such faboi will be
increased through international migration. And. in Morocco, tax-
induced increases in the cost of foreign technicians and managers are
satid 1o be i factor discouraging the subsidiaries of foreign enterprises
from establishing i the country ** This is because the firms in ques-
tion have to assure particular levels of real income for their techni-
clans and managers. and the high income taxes raise their salary costs.

Wage and employment policies in the public sector.'? Govern-
ments may also atfect the wage structure through public sector
employment and wage policies. Heller and Tait have found that in
thirty-cight developing countries, on the average, public jobs account
for 44 percent ot nonagricultural employment. This ratio is inversely
correlated with per capita incomes. In the sample countries, regional
averages are 59 pereent in Atrica, 30 pereent in Asia, 27 pereent in
Latin America, compared with 24 pereent in the developed countries.
Also, the ratio tends to be higher in the countries that, at one time or
another, adopted a socialist orientation; it is 87 percent in Benin, 81
percentin Zambia, 78 percentin Tanzania, 72 percent in India, and 74
pereent in Ghana.

Asthe authors suggest, “the clear message from these statistics is
the significant impact that government policy on wages and salaries
is likely to have on the overall remuneration of employees in the
nonagricultural sector in developing countries.”™' At the same time,
the ratio of the average central government wage to GDP per capita
tends to be inversely correlated with per capita incomes: itis 6,05 in
Africa, 29010 Asia, 2,94 in Latin America, and 1.74 in the developed
countries.
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According to the same authors, “this situation is not necessarily
SUrprising, as. in poorer countries, the educational requirements of
public sector smplovment are often much higher than tha ol private
sector employment”™ But difterences in educational requirements
provide only o partial explanation tor such public-privite wage
ditferennals. Thus i 1971 average wages were 16 pereent higher
i the covernment and 23 percent higher i parastatals than in the
private sector e tanzania, it adjustment is made for differences in
occupationat composition. Moreover, the scope of fringe benefits
was considerably creater mthe vovernment and m parastatials than in
the private sector

Wages mihe pubhic sector exceed wages i the private sector at
ower althoaehnorathieher ey el ot education in Brazil € ‘olombia,
Greece, Malaysiand Pottueal = vontrtbuting to higher wages for
the Toss educated worker, pablic sector wage policies tend o com-
pross the wage distobuton, thereby agerinvating distortions in fabor
marthets oo some Aincan developimg countries e Mah and
Tanzama the covernment o the parastatals are residual cmployers
tor ugh school and-or ennveran craduates, thereby mtroducing
distertions as between prvate and soctd retums 1o education,

TChas tantiier been reported that m Pakistan mercasds in public
sectorwages sprlled over tothe oy ate sector, Taking account of the
cHects of nmnmnn waye leeslation, the wage policies applied mthe
FYT08 were satd to be responsible tor the major partof the mercase in
real wages during this period.

AT alls recnbanons wmed cisunng job securiy, social
seaurity schemes. mmnmun wage leeislation, tation of labor in-
comes.and wage and emplovment poheies i the pubhic sector tend
toriise wages mdeselopime countries., thereby contributing 1o losses
e efficieney and moenplovment, Also. the progressive tanation of
wages and pubhic policies tend o reduce ditferences m remuneration
betweenhighiv skitled ind unskifled ocetpations inthe formal sector.,
Fnally. distortions are created through ditferences e Labor costs
between the formal and the informal sectors. owang to the tact that
Labortegiskation is varely applicd. oris cvaded. i the mformal seCtor,

Estimates onthe erfects of social sectriy sehemes and minimum
vage legislation mthe tormal sector have been made m the NBER
studies referred 1o above. The estimates show the resulting inereases

i fabor costs 1o have been 27 percent in Brazil, 23 pereent i the
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Ivory Coast, 20 percent in Tunisia, and 15 percent in Argentina in the
late 1960s and carly 1970s (Table S).

Capital Market Distortions

Policy-imposed distortions of capital markets may originate in finan-
cial policies orin tax policies. In all instances, the measuares applied
affect the rate of return on alternative investments in physical and
financial assets, including money,

Financial policies. Highand unstable rates of inflation discrimi-
nate against the holding of financial assets untess they are fully
indexed. In the absence of indexing, nominal interest rites on finan-
cral obligations would need 1o be raised in order to compensate for
mtlation. With variations i the rate of inflation, however, real rotes
of interest corresponding o particular nominal rate vary and will be
subject to uncertainty,

Also. the Tack of indexmyg ol demand deposits in the Tace of
intlation represents o tax on non-iterest-bearing money holdings.
Thisimplicittan and the uncertainty relating to the real rate of interest
on fmancial assets. tend to induce people o reduce their holdings of
such assets. Reductions in the demand for financial assets, in turn,
weaken the capacity of the banking system to fultill its function of
channeling funds to efticient production and iavestment.

Variations i real mterest rates may occur even when financial
assets are indexed. Thusowhile Brazit applicd indexing, real interest
rates varied 1o a considerable extent as o oresuelt ol changes in
macrocconomic policies. Following negative real interest rales in
cariier years, these rates turned slightly positive in the mid-19060s.
Real interest rates again became negative in TOSO while a vear Later
contractionary macrocconomic poticies led to very high real rates, In
T98S, Treasury bills were vielding 15 percent and certificutes of
deposit 20 percent inreal terms, with bank fending rates exceeding 30
percent. Little change occurred inthese rates following the monetary
reform undertaken in February 19806,

The policies applied after 1979 led o high real interest rates in the
countries of the Southern Cone. Real interest rates increased further
as a result of the stabilization efforts undertaken by these countries in
response to the debt erisis. In Argentina, lending rates were set at 6
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percent a month following the application of the Austral Plan. when
the rate of inflation was about 4 percent & month. Real interest rates
are also high in Mexico, with monthly lending rates of 7 percent and
prices rising 5 percent a month. ™"

Excessively high real interest rates have adverse effects on
existing firms and may discourage investments that are socially
profitable. They also engender demands for preferential treatment
on the part of would-be borrowers. Interest preferences, in turn,
introduce distortions in the allocation of siavings among alternative
investments,

While real interest rates have been high inrecent vears in several
developing countries, traditionally they have been low and even
negative.™ The tollowing discussion concentrates on the effects of
this policy on savings, international capital flows, financial interme-
diation, and the allocation of savings among alternative investments.

The effect of interest rates on savings his been subject 1o much
controversy. Ceteris paribus, low interest rates will favor present
consumption over future consumption (savings). However, to the
extent that people have definite savings objectives, for retirement or
bequest. low interest rates nuay give rise 1o igher savings.

Estimines for Asian countries by Fry™* showed a positive corre-
lation between real interest rates and domestic SAVINGS 0 A cross-
country time-series framework. But, for the same countries, Giovan-
nini™* found that the real interest rate loses its statistical significance
if the years 1967 and 1968 for Korea are excluded from the cquation
and if data for longer time periods and multi-year averages are used
for the individual countries. Also. estimates of the mtertemporal
substitutability of consumption indicated that the expected path of
consumption responded to changes in the real rate of inteiest in 5 out
of 18 countries while the results were inconclusive for the rest.

In interpreting these estimates. one should note the possibilities
of error involved in measuring consuniption and savings in develop-
ing countries and in choosing the appropriate rate of interest for the
caleulations.™ Inthe savings equations, an additiona problem is the
inclusion of income growth among the independent variables, The
impact of real interest rates on savings will be underestimated if real
interest rates positively affect the rate of cconomic growth,

The existence of such a relationship has been shown in an IMF
study. whose conclusion deserves full quotation;
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Repression of interest rates produces lower rates of saving, of
investment, and. hence, of economic growth than would result from
equilibrium interest rates, chiefly because domestic financial sav-
ings are discouraged in favor of either the accumulation of goods or
of foreign assets. The experience of a number of countries contirms
the dependence of domestic financial saving on interest rates. Sub-
equilibriumiinterestrates also encourage businesses to undertake in-
vestments with low rates of social return, such as the accumulation
of inventories, rather than using their resources to build new plants
and equipment. Various selective credit arrangements that accom-
pany subequilibrium interest rates are not likely to improve the
overall quality and productivity of investment.™

In fact. the econometric results obtained in intercountry relation-
ships show that high real interest rates significantly increase the rate
of growth of financial assets (the broadly defined money supply) as
wellas that of GDP. The relationships are confirmed if the part of the
rate of growth of GDP (financial assets) uncorrelated with interest
rate policy is introduced in the estimating equation.*

The results support McKinnon® and Shaw®™ who have empha-
sized the adverse effects ol below-equilibrium, in particular negative,
real interest rates on the development of financial markets, But, the
growth of formal financial intermediaries might take place at the
expense of utiorganized money markets. If reserve requirements were
higher in formal than in informal markets, the avatlability of credit
might be reduced rather than increased.™

The McKinnonand Shaw conclusions, however, will obtain if the
shift into financial assets in the formal market comes from physical
assets, suchas consumer durables and gold. McKinnon and Shaw also
suggest that iotal savings will rise in response to a financial reform
that increases real interest rates. This conclusion is confirmed by the
experience of the financial reforms of the 1970s in Uruguay.®

Also, informal credit markets may be less efficient than formal
ones because of market segmentation, and may require substantial
reserves, because of greater risks. Finally, below-equilibrium and, in
particular, negative real interest rates in formal credit markets will
adversely affect the allocation of  savings among alternative
investments,

In such asituation, self-investment at low, and even negative, real
rates of return is encouraged. thus diverting funds from higher-
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yielding investmenis in the national cconomy. At the same time. with
low and negative real interest rates creating an excess demand for
funds, there will be eredit rationing that introduces arbitrariness in the
decision-making process.irrespective of whether rationing is done by
the banks or by the governments.

The IME report cited carlier supports the conelusion that inward
orientation tends to be accompanied by repressed interest rates, But
import-substituting industries will recetve priority in credit allocation
both by the banks. because of the Tow risk involved in producing for
the highly protected domestic mark et and by the governmeit, which
tends to favor such activities.”!

At the same time, sinee the interest rate does not equilibrate the
demand for, and the supply of, investible funds, the claimants for—
and the recipients of - credits will include firms whose investments
are not profitable at market-clearing interest rates. FFurthermore, lend-
ing at below-cquilibriun interest rates will encourage the excessive
tse of capital in those investments which do receive financing.

Policy-imposed differences between fending and borrow ing rates
willintroduce additional distortions by inereasing the wedge between
the demand price and the supply price of credit. In 1982 in Turkey.
such differences were due 1o the existence of non-interest-hearing
hiquidity and reserve requirements, compulsory contributions to the
Differential Interest Rate Rebate Fund. and the financial transac-
tions tax on the revenue-carning operations of the banks. These items
raised the interest rate 1o lenders to 76 pereent. compared with an
mterest rite of 30 percent on six-month deposits,

A further consideration is that interest rates for savings which are
below-cquilibriuny will induce private capital exports in search of
higher returns, From the available evidence, it appears that low
domestic interestrates have contrtbuted to capital flight. in particular
in Mexico whose financial markets are the most closely linked with
U.S. markens

Also, both above-and below-cquilibrivm interest rates to lenders
can be expected to give rise o interventions in eredit markets. When
interestrates are above equilibrium, borrowers will clamor for prefer-
ential ratest when they are Below, credit allocation will be necessary.

A review ol the financial policies ol ten developing countries in
the 197082 period has shown the prevalence of interventions in
[inancial markets among developing countries. Among the countries
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under consideration, interest rate differentials between preferential
and nonpreferential credits were especially high in Peru (69 pereent)
and in Turkey 37 percenty in 1982, The government control of
financial resources extended to one-1ifth of the total in Peru and to
three-fifths in Tuikey: this ratio was 60-70 pereent in Bangladesh
and nearly 100 percent in Nigeria."!

Tax policies.”” As noted above. revisions of the income tax
schedule tend to Tag behind inflation. thereby shifting income recipi-
ents from lower to higher brackets. Delavs in the revaluation of
balance sheets may also increase tan liabilities For business enter-
prises as most developing courtries do not use inflation accounting,

But.ifinvestments are financed frem borrowed funds. the Toss in
the real value of invested capital is compensated by the gain obtained
through the decline in the real value of domestic debt, There is no
compensation, however, it investments are financed trom iternatly
generated funds. Correspondingly, the taxable value ol profits is
overstated, and reliance on loan capital is encouraged at the Cxpense
of the use of retained carnings for mvestnent,

Further problems arise in regard 1o interest income since the
principal loses vidue as aresuitof intlation. In Colombia, forexample,
nominal interest receipts are taxed ar a rate of 18 percent but the
effective tax rate of real (inflation-adjusted) carnings wis 07,5
pereent in [O83""

But even it full adjustment were made for inflation, or intlation
were eliminated. various features of the ax system ol developing
countries will give rise to distortions. To begin with. taxing the
amount saved as well as the return on savings introduces a bias in
favor of present and against future consumption. Yet. this is the cise
in most developing countries where incomes from work os well as
from capital (interest income and dividends) are taved. Only Uiruguay
taxes consumption rather than income.

Morcover, many developing countries follow the LS, practice of
taxing corporate profits as well as dividends paid from these profits.
Atthe same time. the double taxation of corporate profits discourages
corporate savings, investment in shares, and henee the development
ol capital markets. while introducing a bias in tavor of debt and
against equity financing,

Taxing the camings of capital also encourages capital thight. This
conclusion applies. in particular, to the taxation of interest income.


http:rath,.er
http:ii)Cs)1,ah.Id

56 BELA BALLASSA

where the choice is between domestic and foreign portfolio invest-
ments. But it also applies to taxatici on capital gains,

The above considerations favor the use of consumption (indirect)
taxes, which may take the form of cascade-type and value added
taxes. Most developing countries and all developed countries apply
the so-called destination principle, under which indirect taxes are
rebated on exports and imposed on imports at the same rate as on
domestic products.

The application of the destination principle, however, raises
problems in countries using cascade-type indirect taxes. Such taxes
are levied atevery stage of fabrication and their cumulative effects are
difficult to gauge. Also, the burden of taxes on consumption varies
according to the number of stages, thereby encouraging the vertical
integration of” production and discouraging the consumption of
commudities that go through a greater number of stages.,

To escape these difficulties, a number of developing countries,
including Colombia, Korea, and Mexico, have followed the European
example in adopting value added taxation, which equalizes the tax
burden on all consumer goods. Also, exports are exempted from the
value added tax and receive rebates for taxes paid at carlier stages of
fabrication. Nevertheless, insome countries, such as Mexico. the real
vilue ol the rebate is reduced by inflation because of the passage of
time between collection and reimbursement.

Further questions relate to the use of investment incentives that
are widely employed in developing countries. Among the four coun-
tries covered in o World Bank study., tax credits are provided in
Colombia, Korea, and Mexico, tax discounts in Colombia, and tax
certificates (for paying ether taxes) in Mexico. Also, tax holidays are
used in Thailand and special reduced tax rates in Colombia. All four
countries permit accelerated depreciation on new investment.”’

Invesiment incendves tend to offset the tax disincentives for
savings referred to above. They may even overcompensate for these
disincentives. thereby creating a bias in the incentive system in favor
of savings. At the same time, such incentives favor corporate savings
over private savings.

There is a prima facie case for investment incentives to exports
that are discriminated against under import protection. A case may
also be made for providing tax concessions for research and develop-
ment whose effects will often spread from one lirm 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
raedium-scale enterprises in most developing countries. In Pakistan,
forexample, small investors faced capital costs more than twice those
of large-czale firms uimtil 1972.%%

Also, there arc 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-
tion in the 1970s, Korea has practically ceased discrimination among
sectors in the carly 1980s and it limits tax concessions to cxport
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
incentives to export activities. In turn, Thailand provides limited
incentives to projects 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. The use of these
instruments may entail discrimmation between capital-intensive and
labor-intensive projects 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 cace in several of the countries in the NBER
studies. Thus, it has been estimated that the tax nicasures applied
reduced the cost of capital, on the average, by 12 pereent in the fvory
Coast, by 10 percent in Pakistan, and by 2 percent in Korea (Table S,
Column 4).

Ithas furtherbeen shown that initial tax allowances, tax credits on
netinvestment, 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 investmentover and above regular depreciation do not affect the
choice between long-lived and short-lived investments.”®
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Effects of the Policies Applied

Combined effects of factor and product market distortions. Table
5 shows the effects of distortions in product, labor, and capital mar-
kets on the prices of labor and capital in the countries of the NBER
study during the period spanning the carly 1960s and the carly 1970s,
Itis apparent that capital market distortions (credit allocation and tax
preferences) were by far the largest in Pakistan, where the effect was
toreduce the averige costof capital by 58 percent. It was followed by
the Ivory Coast (15 percent), Korea (10 percent), Argentina (9
pereent), Tunisia (6 pereent). and Brazil (4 percent), with no distor-
tions observed in Hong Kong.,

The relative importance of distortions in fabor and in capital
markets also varies among countries. with the former being more
important in Argentina, Brazil. the Ivory Coast, and Tunisia and the
latter in Pakistan and Korea. However, Brazil shifts into the second
group il account is taken of reductions in capital costs due 1o trade
policy.

Further interest attaches to the relative effects of trade policies
and of factor market distortions on wage-rental ratios, Apart from
Chile and Tunisia. factor market distortions predominated during the
period under consideration, often by a large margin, This was the case
also i Pakistan, where both trade policy--induced distortions and
factor market distortions were the largest among the ¢ight countries,
but the latter was much more important than the former.

It follows that the combined effects ol distortions in product ar *
factor markets on the wage-rental ratio were the largest in Pakistan
(316 percent). These distortions increase the wage-rental ratio in all
other countries as well, the exception being Hong Kong, which was
free of product and factor market distortions. The ranking was Tuni-
sia, 87 pereent: the Ivory Coast, 45 pereent: Argentina, 38 percent:
Rrazil. 31 percent: and Korea, 11 percent. (For lack of information,
estimates could not be made for Chile.)

The ranking of countries changes if the employment effects of
product and factor market distortions are considered (Table 6). At
the same time, comparability between the two sets of estimates is
reduced by reason of the fact that for several countries (Brazil, Ivory
Coast, Pakistan. and Korea). the estimates refer to a different year.
And, the effects of distortions on employment 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 largest in Pakistan,
It was followed 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 in labor coeffi-
cients between import substituting and export industries were the
largest in "ndonesia, followed by Brazil, Colombia, and Pakistan.

The effects of factor market distortions on product markets.
Following Goutfried Haberler's pathbreaking contribution (1950, a
large number of articles in economic journals have dealt with the
implications of factor market distortions for product markets. It has
been shown that. under certain conditions, these distortions can lead
to the wrong pattern of specialization, in the sense that the *w ronb
commodity, i.c.. one which does not correspond 1o the country’s
factor uldummnl will be exported and the “wrong™ commodity
imported.

As we have seen. o a greater or a lesser extent, policy- -imposed
factor market distortions in the developing countries will cause the

wage-rental ratio to rise. At the same time, available evidence
suggests that, on the average, this has not led to factor reversal in the
sense that a developing country would import labor-intensive and
export capital-intensive commodities, ™

This does not mean, however, that factor reversal would not have
oceurred in regard to particular commodities. with the country im-
porting some libor-intensive and exporting some capital-intensive
commadities as increases in wage-rental ratios raised the cost of the
former and reduced the cost of the latter. Also. international trade is
discouraged as a result of policy-imposed distortions in factor mar-
Kets, which raise wage-rental ratios.

Another way 1o approach the issue is 1o consider the loss of
exports that may occur, owing to distortions in factor markets. This
possibility has been investigated by Anne Krueger. who has tested for
the existence of a statistical relationship between labor market distor-
tions and exports in i comparative framework.

Krueger has taken the ratio of the United Nations d: tily per diem
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 that of labor—in the country
concerned.  She has subsequently correlated this variable with per
capita exports, taken as an indicator of a country’s success or failure
to exploit its export potential.

The tests for 33 countries in four benchmark vears show a high
degree of statistical significance for the real wage proy while the
coefficient of determumation is in the 0.17-0.24 range. The clasticity
is about 0.5, indicating that a one percent increase i the real Wi
relative to percapita incomes would reduce exports by one-half of one
percent.””

Conclusion. This essay has provided evidence on the untavor-
able effects that factor market distortions have on the cthaenes of
resource allocation and on employment in developme countries. I
has furiher been shown that policy -imposed distortions in product
markets tend o aggravate these adverse etfects i the countries
concerned.

Rationing in the product, Labor, and capital markets also contrib-
utes to inethiciency mresource allocation by generating rent-seckhing
activities. Such activities misdirect productive encraies and tend 1o
lead to excess investments i activities that stand o benefit from
rationing.

Inefliciencies in resource allocation. i turn, will have adyerse
effects oncconomic growth. Forone thing. less is saved and inyested
as the distortions tower income levels. For another thing. the offi-
ciency of investments is reduced as capital is directed into industries
that do not correspond 1o the country s comparatiy e advantage

Itmay be objected that there will also exist endogenous distor-
tions (factor market imperfections) in developing countries that the
policymakers may wishto remedy. Thus. ithad long been argued that
in a number of these countries the margimal productiv ty of labor is
low. and even nil, because of the existence of surplus Labor, and that
the prevalence of informal credit markets provides evidence of
imperfections in capital markets, The validity of these propositions
has increasingly been brought into question. however.

To begin with, drawing on macroeconomic as well as on micro-
economic evidence available by the mid-19705, Berry and Sabot
concluded that “labor markets function ata comparatively high level
of efficiency™ " in developing countries. Also, a subsequent review
of rural labor markets has disproved the contention that the marginal
product of fabor in agriculture would be nil. ™ These and other pieces
of evidence have led Anne Krueger to conclude that =il carnings do
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