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Preface

The issues arising from industrial protection in developing

countries command increasing attention in the Bank. Evaluations of the

system of protection have assumed increasing roles in country reports; the

establishment of the Industrial Projects Department indicates growing

emphasis on industrial lending; and IFC is also intensifying its investi-

gations of the amount of appropriate protection for industrial projects.

The Economics Department began research on problems of industrial

protection in 1966 in connection with the Structure of Protection in Develop-

ing Countries project. With the completion of this study, the Department

initiated a project on Development Strategies in Semi-Industrial Countries.

This may be followed by other studies dealing with countries at lower levels

of industrial development.

The present paper, written by Bela Balassa, a Consultant to the

Economics Department and Director of the Structure of Protection in Develop-

ing Countries project, draws on the findings of this project. Its purpose

is to explain the basic concepts used in the study of protection; to evaluate

the effects of high protection observed in many developing countries during

the postwar period; and to provide guidelines for industrial protection in

these countries. It is circulated in the Bank for general information as well

as for use in country and project analysis. It is not necessarily to be

taken as a statement reflecting the views of the Bank Staff.

The author is indebted to his collaborators in the Structure of

Protection in Developing Countries project and to several colleagues for

assistance in the preparation of the paper. Especial thanks are due to

Ravi Gulhati, Henen Hughes, George Kalmanoff, Benjamin King, Moeen Qureshi,

and Alexander Stevenson for helpful comments and advice on earlier drafts.

Andrew M. Kamarck
Director

Economics Department
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1. CONCEPTUAL ISSUES*

Instruments of Protection

1.1 Developing countries use a variety of policy instruments to pro-

tect their manufacturing industries. These include price measures such as

tariffs, specific taxes, import surcharges, advance deposits for imports,

export taxes and subsidies, and multiple exchange rates, as well as non-

price measures such as quotas, licensing, and exchange control. In an in-

direct way, the extent of protection is also affected by other types of

policy measures, such as profit taxes and credit policy. In the following,

however, we will concentrate our attention on the protective measures prop-

er.

1.2 All price measures can be expressed more-or-less easily in terms

of tariffs. Specific taxes or import surcharges are added to tariffs while

the tariff equivalent of advance deposits is calculated at the interest

rate on loans designed to make such deposits. Export subsidies are treated

in the same way as tariffs whereas export taxes (and import subsidies) are

regarded as negative tariffs. Finally, in the case of multiple exchange

rates, the percentage difference between the exchange rate applied in the

particular transaction and the basic rate can be regarded as a tariff (ex-

port subsidy) or import subsidy (export tax), depending on whether the

former is greater or smaller than the latter.

* Numbers in square brackets refer to the formulas and examples shown in
the Annex.
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1.3 While price measures influence resource aLlocation and foreign

trade indirectly by affecting relative prices and the profitability of in-

dividual activities, in the case of nonprice measures permissible levels

of imports are xiet directly in quantitative terms. By restricting the

amount of imporited commodities made available on the home market, these

measures lead to a rise in the dcmestic prices of the commodities in ques-

tion. The excess of domestic oveir world market prices can then be regard-

ed as an "implicit tariff" since imports will be the same irrespective of

whether domestic prices exceed wc,rld market prices by a certain percentage

as a result of the application of tariffs or by rea.son of the imposition

of quotas. In the United States, for example, quantitative restrictions

have given rise to a domestic price of crude oil some 80 percent higher

than the import price. The same result could have been obt:ained by

imposing an 80 percent tariff on petroleum, and the amount of imports

would also be the same under the two alternatives Iil].

Nominal and Effective Protection

1.4 Estimating the tariff equivalent of price and nonprice measures

of protection enables us to rank products according to the percentage ex-

cess of domestic over foreign pr:Lces which iLs taken to represent the nom-

inal rate of protection (product protectionl. From the point of view of

the producer, however, not only tariffs and other protective measures on

the product matter but also tariEfs levied on material inputs, such as in-

dustrial materials, fuels, parts, and components used in the production

process. These tariffs reduce the extent o:E protection accorded to a par-

ticular firm or industry by raising the cos0t of material inputs, and can
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be regarded as a tax on the processing of such inputs. Thus, in the

previous example, U.S. chemical producers are penalized by the high do-

mestic price of petroleum.

1.5 The loint effects on individual industries of tariffs and other

protective measures applied to inputs and outputs are indicated by the so-

called effective rate of protection. This measure expresses the margin of

protection on value added rather than on the product price, and is defined

as the percentage excess of domestic value added, obtainable by reason of

the imposition of tariffs and other protective measures, over foreign or

world market value added [2]. While the effective protection measure is

a relatively new concept in economic discussions, it has long been known

to businessmen whose main concern is how tariffs on the product and on its

inputs affect the protection of their processing activity.

1.6 As an illustration, consider the case of a product (e.g. cloth-

ing), the c.i.f. import price of which is $1.00. Converted at the going ex-

change rate of 100 pesos to the dollar, the price will be 100 pesos, of

which the cost of material inputs (textile fabrics) on the world market is

equivalent to 60 pesos, and the foreign (world market) value added in cloth-

ing manufacturing is 40 pesos. A 20 percent tariff on clothing will raise

the domestic price of the product to 120 pesos (i.e. by 20 pesos) while a

10 percent dutv on textile fabrics increases material costs to the domestic

producer to 66 pesos (i.e. by 6 pesos). Protection will thus enable the

firm to operate with a value added of 54 pesos -- the difference between

the domestic price of clothing of 120 pesos and the material cost of 66

pesos -- as against a value added of 40 pesos abroad. The margin of 14 pe-

sos means that the effective rate of protection of the domestic processing
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activity -- the percentage excess of domestic over world market value added

-- will be 35 percent.

1.7 Apart from tariffs on iniputs and outputs, the effective rate of

protection also depends on the share of value added in the product price.

Consider, for ex=mple, the case of pharmaceutical products which are im-

ported in bulk into Central America duty-free but bear a 15 percent duty

in packaged form. If bulk pharmaceuticals cost 90 percent of the packaged

product on the world market -- i.e. foreign value added is 10 percent of

the product price - and the import price is 100 pesos, domestic value add-

ed will be 25 pesos (the difference between the domestic price of 115 pesos

and the 90 pesos paid for bulk pharmaceuticals). In raising the price of

the product by 15 percent, protection thus enables domestic producers to

operate with a domestic value added two-and-half times higher than value

added in the world market, i.e. the effective rate of protection is 150

percent. Accordingly, relatively Low nominal protection may entail high

effective protection if value added is a small, proportion of the product

price. In the examples, the effective rate of protection is greater on

pharmaceuticals tlhan on the manufacture of clothing although the latter

had higher nominal protection.

Protection and Export Industries

1.8 Consider now the case of an export industry,, e.g. meat, which

has to sell at world market prices but pays for material inputs, such as

fodder, at domestic prices that have been augmented bv a tariff. If fodder

and other material inputs account for 60 percent of the price of meat and

are subject to a 10 percent duty, tlhe effective protection of meat will be



minus 15 percent, i.e. the svstem of protection applied penalizes meat pro-

cessing. Taking the world market price of meat to be 100 pesos, the tariff-

induced increase in the domestic cost of material inputs from 60 to 66 pe-

sos will entail a decline in value added from 40 to 34 pesos, i.e. domestic

beef producers could compete in world markets only if they operated with

a value added 15 percent lower than abroad.

1.9 In order to fully compensate for the increase in costs due to

tariffs on material inputs, an export subsidy of 6 percent would be needed.

This subsidy would raise the price of meat, and domestic value added in

meat processing, by 6 pesos which equals the excess cost of material inputs

due to tariffs. By comparison, a 10 percent export subsidy would more than

offset the increase in material costs, and provide an effective protection

of 10 percent (the difference between domestic value added of 44 pesos and

world market value added of 40 pesos, as a percentage of the latter) to the

industry in question.

1.10 These results indicate that tariffs and export subsidies serve

the same purpose: they provide protection to domestic processing activi-

ties by raising the value added obtainable by the firm or industry. It

is also apparent from the previous example that if the rates of tariffs

(subsidies) were the same on the product itself and on its material inputs,

they would equal the rate of effective protection of the processing activi-

ty. More generally, the effective rate of protection will be higher than,

equal to, or lower than the rate of tariff (export subsidy) on the product,

depending on whether this tariff exceeds, equals, or falls short of tariffs

on material inputs.
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"Net" Effective Protection

1.11 Protection permits domestic industries to operate with a value

added higher thaLn under free trade, and thus induces the movement of do-

mestic resources (land, labor, and capital) into protected industries.

The higher the effective rate of protection, the greater will be this in-

ducement, so that a ranking of protective activities by effective rates

of protection will indicate the r3asource-pull and resource-push effects

of protection. Such a ranking focuses attention on the interdependence

of economic activities and highlilghts the fact that the protection of any

one industry will have to be at the expense of others.

1.12 We can visualize this interdependetnce by considering the effects

of protection on the exchange rate. The imposition of tariffs (or other

protective measures) on imports wILll permit balance-of-payments equilibrium

to be maintained at a lower exchange rate tham under free trade. But the

lower the exchange rate, the lower will be the price of imports and, corre-

spondingly, the protection provided by a given tariff. The exchange rate

that maintains balance-of-payments equilibrium will decline further as the

number of protected industries increases, thereby reducing the extent

of protection accorded to any one of them.

1.13 As an illustration, let us take again the case of the clothing

industry. If the tariff on clothing is 20 percent and no other industries

are protected, the domestic price of clothing will be 20 percent higher

under protection than under free trade since tariffs on a single product

can hardly affeci: the exchange rate. But if all manufactured goods are

protected, the exchange rate will be lower than it would be in a free trade
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situation. Assume, for example, that the free trade exchange rate is 110

pesos to the dollar as compared to a rate of 100 pesos in the case of the

all-round protection of the manufacturing sector. A world market price of

$1.00 will now correspond to a domestic price of 110 pesos under free trade

when the higher exchange rate applies as compared to a price of 120 pesos

under protection. The overall protection of manufacturing industries has

thus raised the domestic price of clothing by 9 percent -- from 110 to 120

pesos -- rather than by 20 percent as a simple observation of the tariff

would indicate.

1.14 In adjusting for the difference between the actual and the free

trade exchange rate, we can also estimate the net effective protection of

the clothing industry. In the event that textile fabrics carry a duty of

10 percent, we will now compare the domestic value added of 54 pesos to a

world market value added of 44 pesos, calculated at the free trade ex-

change rate of 110 pesos to the dollar, rather than to a value added of

40 pesos, calculated at the going exchange rate of 100 pesos to the dollar.

Correspondingly, the net (adjusted) effective rate of protection will be

23 percent instead of 35 percent [3].

"Overvaluation" and Resource Shifts

1.15 It appears, then, that the exchange rate observed under protection

tends to overvalue the domestic currency as compared to the free trade situa-

tion and hence effective rates calculated at this rate will tend to overstate

the extent of protection of individual industries. In turn, the degree of

discrimination against export activities is understated since exports are

penalized by the low (overvalued) exchange rate: producers receive fewer
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pesos per dollar than they would get under ILree trade. In the meat example

with a 6 percent subsidy, the domestic equitralent of world market value

added will be 44 pesos at the frt3e trade exchange rate (the difference

between the product price of 110 pesos and the price of material inputs of

66 pesos under free trade) as corawpred to the 40 pesos domestic value

added (106 less 66 pesos). Thus,, while the effectiLve rate of protection

calculated at the exchange rate prevailing under protection was nil, the

net effective rate will be approximately minus 9 percent.

1.16 More generally, the measures of protection applied and the ex-

change rate are interdependent, and they can be combined in various ways

to ensure balance-of-payments equilibrium. Yet the! effective rate of

protection is rmasured at the going exchange rate, and hence depends on

the particular combination chosen. To estietate net effective protection

(the extent of dliscrimination against imports or exports) it is therefore

necessary to adjust for the ove-valuation of the exchange rate as compared

to the free trade situation.

1.17 The extent of overvaluation as compared to the free trade situa-

tion in turn depends on the ability of the country's industries to expand ex-

ports at constan:t costs and to sell abroad at the going world market prices.

The more elastic is the home supply of, and the foreign demand for, exports,

the greater is the ease of reallocation and hence the lower the degree of

overvaluation [4]. This may be illustrated by taking the extreme case

when exports are produced at constant costs, and carn be sold at the going

world market price. In such an event, the elimination of tariffs and other

protective meassres would lead to a reallocation of resources from import-
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competing to export industries with no change in export prices, and balance-

of-payments equilibrium could be maintained without a devaluation. Effec-

tive rates of protection calculated at existing exchange rates would then

not require an adjustment, since the extent of overvaluation of the ex-

change rate as compared to the free trade situation is nil.

1.18 In most developing countries, however, the shift of resources

from import-competing to export industries would entail increasing costs

in producing exports and/or a lowering of their dollar prices in foreign

markets. Such a resource shift, then, necessitates raising the exchange

rate, i.e. balance-of-payments equilibrium can be maintained only if the

elimination of protection is accompanied by a devaluation of the currency.

It also follows that comparisons of tariff levels will not appropriately

indicate the extent of protection in individual countries and account needs

further be taken of the degree of overvaluation of their currencies as

compared to the free trade situation.

1.19 It should be emphasized that the expression "overvaluation" has

been used here to compare two situations of balance-of-payments equilibrium:

one under protection and another under free trade. A further adjustment

would have to be made if at the existing exchange rate there was an un-

intended loss of foreign exchange reserves because in such a situation im-

ported goods as well as exports would be undervalued, thereby providing an

incentive to import and a disincentive to export. Similar adjustments

would have to be made if there is an expectation that a capital importing

country will shortly experience a decline in the inflow of foreign capital.
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Domestic vs. Export Markets

1.20 We have considered so fair the measurement of protection in particular

industries. It :Ls of further intetrest to analyse the incentives protection

provides to firms in a given industry in favar of producing for the domestic

market (import substitution) as against exporting. In home markets, the

firm can obtain t1he tariff-inclusive domestic price while -- n the absence

of export subsid:Les -- it gets the world market price on export sales. Yet,

unless the firm :Ls reimbursed for tariffs paid on imported materials, it has

to pay the same price on material inputs irrespective of whether these are

used in domestic production or in exports. In the case Df the clothing in-

dustry example, protection raises the domestic price to 120 pesos while the

export price is 1L00 pesos. With uaterial inputs costling 66 pesos domesti-

cally, value added in import substitution is thus 54 pesos; on the other

hand, in order to compete successfully in export markcets, the firm would

have to operate with a value added of 34 pesos 15].

1.21 Discrimination against exports in particular industries could be

reduced if the firm were reimbursed for tariffs levied on imported inputs.

But such drawbacks are rarely given if domestic material inputs are used

although these, too, increase in price as a riesult of protection. In

the absence of drawbacks, the same incentives could be provided to

exports and to inport substitution if export subsidies were applied at the

same rate as tariffs, since the domestic producer w4olLld now get the same

price whether he exports or produces for the protected home market.
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Summarv

1.22 In Section I of this paper, we have presented some concepts that

are useful in discussions on protection in developing countries. We have

first compared the nominal rate of protection (product protection) and the

effective rate of protection (protection of value added). The former is

defined as the tariff equivalent of the protective measures applied and it

equals the percentage excess of domestic over foreign prices due to the im-

position of such measures. Apart from tariffs (and other protective mea-

sures) on the product itself, the effective rate of protection is also af-

fected by tariffs on material inputs and by the share of value added in the

product price. It is defined as the percentage excess of domestic value

added, obtainable under protection, over foreign or world market value

added.

1.23 Rates of nominal and effective protection are calculated at the

existing exchange rate and need to be adjusted for the difference between

this rate and the exchange rate that would obtain in a free trade situa-

tion. Such an adjustment is necessary since the imposition of protective

measures permits balance-of-payments equilibrium to be maintained at an

exchange rate lower than the rate that would prevail under free trade.

The lower exchange rate, in turn, reduces the price of imports and thus

lessens the protection provided by a given tariff. Further adjustments

are required if the existing exchange rate did not ensure equilibrium in

the balance of payments during the period under consideration.



- 12 -

1.24 Net effective rates of protection (i.e. effective rates adjusted

for overvaluation as compared to the free trade situation) indicate the ex-

tent of discrimination against imports or ex7ports while the ranking of domes-

tic industries by effective rates shows the resource-pull and resource-push

effects of protection. In protected industries, we can further analyze the

incentives provided in favor of i£cport substitution and against exporting.

Bias against exporting arises because firms can obtain the tariff-inclusive

price in home markets whereas -- in the absence of export subsidies -- they

get only the world market price on export sales.
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2. EFFECTS OF PROTECTION IN DEVELOPING COUNTRIES

Protection and Industrialization

2.1 Throughout the postwar period, developing countries have employed

a variety of instruments to protect their manufacturing industries. While

protective measures had often been applied initially to remedy balance-of-

payments deficits, industrialization soon emerged as the major reason for

protection. Still, short-term balance-of-payments considerations periodi-

cally come to the fore as deficits threaten with a loss of foreign exchange

reserves.

2.2 The basic argument for industrialization has been that, because

of poor demand prospects, traditional primary exports cannot assure a rap-

id rate of economic growth in the developing countries; hence, reliance

needs to be placed on import substitution in manufacturing industries,

both to provide a stimulus to growth and to ensure equilibrium in the bal-

ance of payments. Additional considerations have been the allegedly high-

er rate of increase of productivity in manufacturing as compared to prima-

ry production and the employment-creating, as well as the "training" ef-

fects of industrial activities. Industrialization has also been regarded

as a symbol of development, and in some instances it has become an end in

itself.

2.3 It has further been claimed that developing countries have

certain disadvantages in manufacturing industries vis-a-vis the developed

nations, which necessitate the protection of their domestic industries and

reduce their chances for exporting manufactured goods. Such disadvantages
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include deficiencies in social and economic overhead capital, absence of

managerial and organizational skills, and lack of experience in manufactur-

ing operations. For any particular industry, the absence of cooperating

industries is said to provide a further disadvantage.

2.4 Whatever the motivation, in the postwar period many developing

countries have expanded their manufacturing industrieEs behind high protec-

tive barriers by substituting domestic product:Lon for imports. The system

of protection itself has emerged as a historical result of actions taken

at different times and on a piecemeal basis. These actions have responded

to the particular circumstances of the situation, anad have been frequently

conditioned by the demands of special interest groups. The authorities

have often taken a permissive attitude toward requests for protection on

the part of firms -- public or private -- without inquiring into the im-

pact of the measures applied on other industries and on the allocation of

resources in the national economy as a whole.

2.5 Developing countries often defend the high protection of their

manufacturing industries by reference to the policies present-day de-

veloped nations followed at the time of their industrialization. Yet,

apart from the United States and Russia, tariffs were relatively low in

the countries in question, and import substitution went hand-in-hand

with the expansion of the exports oi' manufactured goods. It would ap-

pear that medium-size and small countries wished to obtain the benefits

of the international division of labor whereas the two large countries

could better afforld to orient industry toward domestic markets.

2.6 In the post-war period, Nonray and Denmark have been successful

in transforming their export structure from reliance on raw materials and
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simple processed goods to manufactured products in the framework of an

open economy with low protection. Some developing countries, such as

Hong Kong, China (Taiwan), and Korea, have also embarked on an export-based

expansion of manufacturing industry but these are exceptional cases in the

developing world. In the following we will concentrate our attention on

the more prevalent case of industrialization through import substitution in

the protected market.

The Structure of Protection in Developing Countries

2.7 Several Asian countries apply quantitative restrictions to im-

ports while in much of Latin America such restrictions have given place

to tariffs and other price measures. But, irrespective of the measures

applied, in most industrializing countries tariffs and the tariff equiva-

lent of quantitative restrictions on manufactured goods are in the 100-

200 percent range. Effective rates of protection are even higher due to

the "escalation" of the tariff structure, with tariffs rising from lower

to higher levels of fabrication.

2.8 The system of protection applied in these countries involves a

considerable degree of discrimination in favor of manufacturing and against

primary activities, thereby contributing to the shift of resources from the

former to the latter. High levels of protection, together with the bias in

favor of import substitution and against exports, also tend to encourage

the parallel development of a wide range of manufacturing industries. Fi-

nally, the application of protective measures affects the pattern of special-

ization within industries. The virtual exclusion of imports and the bias

against exports give incentives to domestic firms to produce many varieties
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of a given product while in open economies firm8s generally manufacture fewer

products and sell them in home markets as we'Ll as abroad.

2.9 Apart from discouraging the development of manufactured exports,

high levels of protection of domestic manufacturinig penalizes traditional

primary exports. Such exports suffer discrimiiination due to the high prices

of their industrial inputs, the ovrervaluation of the exchange rate and,

in some instances, export taxes. Apart from export taxes, these influ-

ences unfavorably affect the deveLopment of new primary exports, too.

2.10 We will consider here the so-called "statiLc" and the "dynamic"

costs of protection, with attention given to economies of scale and the

relationship bet1ween protection and technological change. We will fur-

ther examine the effects of protection on traditional and nontraditional

exports and on the share of import:s in national income. Finally, the im-

pact of protection on the rate of economic growth will be discussed.

The "Static" Cost of Protection

2.11 High eEfective rates of protection of manufacturing industries

indicate that vaslue added in these activities exceed world market value

added by a considerable margin. This excess, in turn, may be absorbed by

above-average profits or by high manufacturing costs. The former involves

a redistribution of incomes from t:he consumer to the producer while the

latter represents an economic cost that reduces the national income obtain-

able from available resources. It: is often called. the present or "static"

cost of protection.

2.12 An exmLple can serve to illuminate the possible magnitude of

the static cost of protection. Take the case of a. small country which
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can buy and sell on the world market at the going price and it can ex-

pand export industries at constant costs. If there are no excess profits

effective rates of protection of, say, 100 percent on import-competing

goods and nil on exports would mean that domestic processing costs are

double world market: costs in the first case and equal to world market

costs in the second. Protectiorn thus permits the profitable operation

of import-competing industries which recuire -wice aS many domestic re-

sources per dollar saved through iuaport substitutioa than the amount of

resources needed for earning a dollar through exports. Correspondingly,

eliminating protection would lead to the transfer of domestic resources

from import-competing to export industries where their contribution to

foreign exchange earnings and national incomes is twice as high.

2.13 Few countries are able to expand export sales at constant prices

so that the improvement in their terms of trade following the imposition

of tariffs in part compensates for the excess cost of domestic production.

Nevertheless, in developing countries with high protective barriers, this

cost may be of a considerable magnitude. In this connection one should

add that, apart from the high average protection of import-competing in-

dustries, a further cost is Involved In. thlze wide va--§atioa of effective

rates among these industries that encourages the misdirection of resources

towards industries with the highest effective rates of protection.

2.14 There are even cases when protection, and its cost to the na-

tional economy, is so high that value added -In Twerld mizrket prices be-

comes negative. An oft-cited instance is when a country imports parts

and components for domestic assembly at a foreign exchange cost greater

than that of the assembled product. The system of protection may also
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make it profitable for the firm to use materials whose world market value

exceeds that for the product itself.

The "Dynamic" Cost of Protection

2.15 But should the described "static" cost of protection be accepted

for the sake of future, "dynamic", benefits that are obtained as the in-

dustry becomes internationally conpetitive? The infant industry argument

of international trade theory gives an answer to this question by suggest-

ing that an industry be protected if the costs of protection are recouped

after the industry has "grown up". This argument -- to be discussed in

some detail in Part 3 below -- put:s emphasis on the temporary nature of

protection, needed to shelter a f:Ledgling inclustry, that will be removed

as maturity is reached.

2.16 In most developing counl:ries following a policy of import sub-

stitution, however, there are no expectations for the removal of protec-

tion, and governments as well as firms act on the assumption that protec-

tion will be maintained ad infinitum. At the! same time, levels of pro-

tection are generally much higher than could be consiidered acceptable on

infant industry grounds. Such pol.icies, then, bear only a superficial re-

semblance to the infant industry argument that envisages lower and tempo-

rary protection. The long-term inmplications of the policies of continuing

import substitution, too, are different. Rather than catching up with

the industrial nations, the continued sheltering of domestic industry

from foreign competition behind high protective barriers tends to impose

a "dynamic" cost on the national economy in the form. of opportunities

foregone for improvements in productivity.
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2.17 Various factors hinder increases in productivity in countries

that follow a policy of import substitution behind high protective bar-

riers. For one thing, the small size of domestic markets provides limita-

tions to the application of large-scale production methods. For another,

technical change is hindered by reason of the fact that the countries in

question are characterized by sellers' markets; producers have a dominant

position and users have practically no choice between domestic and for-

eign products nor often among domestic products.

2.18 The scale requirements of production represent less of an ob-

stacle in countries of larger size9 hence they can proceed further with

import substitution than smaller nations. Nevertheless, the limitations

of domestic markets are apparent even in large developing countries, and

the absence of foreign competition also hinders improvements in produc-

tion methods. Our conclusions thus apply to Brazil and India, too, al-

though these countries have more leeway in expanding manufacturing in-

dustries that produce only for domestic markets than e.g. Chile or Iran.

Economies of Scale

2.19 As high levels of protection generally lead to the parallel ex-

pansion of a wide range of industries catering exclusively to domestic

markets, limitations of market size do not permit the use of large-scale

production methods in a variety of industries. By contrast, countries

with low levels of protection tend to specialize in conformity with com-

parative advantage, and firms producing for domestic markets as well as

for exports benefit from economies of scale. Economies of scale can be

obtained through the construction of larger plants that produce a single
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product (economies of scale in the traditional sense) , through reducing

product variety in individual plaats (horizontal spe-cialization), and

through the manufacturing of various parts, components and accessories

of a given product or products in separate eitablishments (vertical

specialization).

2.20 Economies of scale in s:iLngle product firms' depend on the

character of the product and the degree of sophistication in produc-

tion techniques. The efficient saale of operations is relatively low

and costs of production on a smalLer scale are only moderately higher,

in some nondurable consumer goods industries which etmploy rather

simple production techniques. Howmever, the efficient scale of output

is large, and costs increase subsitantially al: lower output levels, in

the production of most intermediaite products, capital goods and durable

consumer goods which necessitate the use of sophisticated production

techniques.

2.21 Thus while in textiles ;md shoe manufacturing costs per unit

may decline only 10 percent as output doubles, in most other major in-

dustries substantially larger cosl; differences are observed. For example,

steel production costs are one-third higher in a plant producing 250

thousand tons a year than in a plamt with an annual output of one mil-

lion tons; a doubling of fertilizer output involves a decrease in unit

costs by nearly one-half; and in pulp and paper production unit costs

are about two-thirds higher in a saill with a daily output of 50 tons

than in one with 200 tons. Yet, Ln developinkg countries one hardly

finds plants of efficient size in these industries.
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2.22 Comparisons of unit costs in domestic and foreign plants of

American firms, reported in a National Industrial Conference Board study,

Costs and Competition in American Experience Abroad, covering a wide

range of industries, also provide evidence of scale economies. Accord-

ing to this study, costs in foreign operations are on the average 29 per-

cent higher than in the United States whenever the foreign plant's output

is less than 5 percent of that of the U.S. plant; the percentage ratio

of foreign to domestic costs falls to 106 in the case of output ratios

of 5 to 10 percent, it is 98 in the case of output ratios of 10 to 50

percent, and 85 if the foreign plant produces more than one-half of

the U.S. factory's output.

2.23 Horizontal specialization through reducing product variety in

multi-product plants also results in scale economies. In countries where

protection levels are low, plants can specialize in a narrower range of

commodities for domestic production and for exports, and hence have longer

production runs. The lengthening of production runs, in turn, permits

improvements in manufacturing efficiency through "learning by doing";

reduces the expenses associated with resetting machines and reorganizing

work; and allows for the use of specialized machinery. Textiles, machine

tools and shipbuilding are frequently mentioned examples.

2.24 In countries with high levels of protection and bias against

exporting, however, horizontal specialization is obstructed by the in-

centive system. Production serves only domestic outlets and, in the

absence of imports, firms manufacture many varieties of a particular

product in conformity with the pattern of domestic demand. Thus, in
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countries such as Argentina, Bra2il, and Chile the proportion of imports

in the domestic sales of nondurable consumer goods is practically nil and

exports, too, are negligible.

2.25 In durable consumer goods, machinery, and transport equipment

industries, furt:her gains can be derived fram vertical specialization

through the sepatration in individual plants of various activities leading

to the production of a given commodity. Even in cases when the final

product may be piroduced On an efficieut scalea in a developing country,

this will hardly be possible in the manufactttring of parts, components

and accessories, so that the "bachward integi:ation" of production

involves considerable costs. However, the system of incentives applied

in countries following policies oE import substitution encourages the

home production of parts and comaponents for domestic use while discour-

aging their exportation. In turn, open economies participate in the

international division of the prodluction process by manufacturing parts,

components, and accessories for assembly abroad and also import them for

domestic assembly.

2.26 The Brazilian automobilea industry provides an example of the

cost-raising effects of "backward integration". It has been shown that

the excess cost of domestic car production in Brazil rises from 6 to 71

percent as we move from assembly to 99 percent domestic content of the

automobile. Yet Brazil has required automobile manufacturers to raise

the domestic con'tent of an automobile to 99 percent. Legal requirements

on the minimum p:roportion of nationally fabricated components have also

been progressively increased in Chile: from 27 percent in 1964 to 32

percent in 1965 and again to 45 percent in 1966. By contrast, a country
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such as Norway has no automobile industry although it has five times as

many passenger cars as Chile; rather, it manufactures parts, components,

and accessories of automobiles for assembly abroad.

Protection and Technological Change

2.27 The effects of protection on competition and technical change

should further be noted. In countries with high levels of protection, the

smallness of domestic markets has led to the establishment of monopoly

positions in some industries and there is rarely effective competition in

others because the high profits assured by continuing protection are con-

ducive to a "live and let live" attitude in industry. High profits, then,

absorb part of the excess of domestic over world market value added that is

shown by the rate of effective protection. As noted earlier, these profits

represent a redistribution of income from domestic consumers to producers in

the case of domestic firms. But, if the firms in question are foreign-owned,

protection will involve an additional cost to the national economy since

profits are now transferred abroad. Foreign investment in highly protected

industries, then, may conceivably bring a loss rather than a gain to a

developing country.

2.28 High profits assured by protection will tend to have further

adverse effects, irrespective of whether firms are domestically or

foreign-owned. These effects are related to the motivation of the firm

in the "hothouse" atmosphere of sheltered domestic markets. In such a

situation, firms tend to follow a policy of low turnover and high profit

rates and have little incentive for product improvement and technical change.

In fact, in highly protected industries, product quality has often deteri-

orated and firms have been reluctant to assume the risk associated with
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the introduction of new products, productiont methods, and innovating activity

in general. At the same time, the lack of competition limits the expansion

of domestic markets by maintaining prices at. high levels.

2.29 The continued high protection of domestic industry has thus

often involved a "dynamic" cost in the form of opportunities foregone

for improvements in productivity. Countries where import substitution

extends to intermediate goods, machinery and transport equipment have

built up an industrial structure which entails the use of small-scale

and backward production methods, inadequate specialization, and the

manufacturing of products of low quality. As a resiLLit, in a variety

of industries the distance in terns of productivity levels between in-

dustrial and developing countries has often increased rather than de-

creased.

2.30 Brazil and Chile provide examples of the effects of continuing

protection in long-established inclustries. In both countries. industries

producing nondurable consumer goocls and the intermediate products used

in their manufact-uring were well established by the and of the Second

World War. Nevertheless, the industries in question generally receive

higher protection than the newly-developed machinery and intermediate

products industries. With continuing protection assured to them, high

costs observed in many of the firms in these industries are then often

the result rather than the cause of protection.
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Effects of Protection on Foreign Trade

2.31 A policy of import substitution behind high protective barriers

also tends to adversely affect a country's export performance. As noted

in Paras 2.8 and 2.9, discrimination against the primary sector penalizes

traditional exports and discourages the development of new primary ex-

ports through high prices of manufactured inputs and the overvaluation

of the exchange rate. Furthermore, in the protected manufacturing indus-

tries, production for domestic use is favored over exports.

2.32 The consequences of the unfavorable treatment of traditional

exports are seen in the decline of world market shares in developing coun-

tries characterized by high levels of protection. In fact, poor export

performance is often due not so much to the slow growth of demand as to

the insufficiency of supply. The policies applied have contributed to

the decline in Argentina's share in world markets for example. Between

1934-38 and 1963-66, major Argentine exports rose, on the average, by

only two percent while the world exports of the same commodities more

than doubled. Nor have countries with high levels of protection been

successful in developing new primary exports.

2.33 The cost-raising effects of the protection of inputs, the over-

valuation of the currency, and the favorable treatment provided to pro-

duction for the home market have also hindered the expansion of the ex-

ports of manufactured goods. In most countries engaged in import substi-

tution, industrial exports have risen little during the postwar period

and the share of exports in manufacturing output has remained constant

or even declined. In the mid-sixties, manufactured goods rarely provided
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more than 5 percent of the total exports in these countries and accounted

for only 1-2 percent of their minufacturing output.

2.34 Exceptions are Israel, China (Taiwan), and Korea that have en-

couraged rather than discouraged manufactured exports. Ais a result, the

manufactured exports of these countries rose at an annual rate exceeding

20 percent a year over the last decade, and by the mid-sixties they ex-

ported a substantial portion of their manufacturing output. In the ab-

sence of substiantial discriminat:ion against primary activities, the tra-

ditional export:s of these countries, too, expanded at a rapid rate, so

that increases in their total exports exceeded 15 percent a year. By

contrast, the average rate of increase of exports for all developing

countries, taken together, was approximately 5 percent.

Protection and Economic Growth

2.35 Trade! policies influence economic growth through their impact

on exports and import substitution as well as by af.fecting the cost of

domestic production. Increases in exports and the replacement of imports

will contribute to growth directly by raising national income and indi-

rectly by providing foreign exch.ange for the import needs of the domestic

economy. At the same time, import substitution at high costs will reduce

the contribution of domestic resources to national income. Tne relative

importance of these influences varies at different stages of economic de-

velopment.

2.36 A numiber of developing countries attained rapid rates of growth

of manufacturing output and, to a lesser extent, national income, in the

early stages of import substitution which entails replacing imports of

nondurable consumer goods by domestic production. Nondurable consumer
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goods and their inputs are the prime candidates for import substitution

since they employ chiefly unskilled and skilled labor, do not require the

application of sophisticated technology, and need few inputs from ancillary

industries. At the same time, the efficient scale of operations, and thus

the cost of protection necessary for inducing domestic manufacturing, is

potentially low.

2.37 The expansion of output in these industries necessarily slows down

after all imports have been replaced since domestic production cannot continue

to grow faster than home demand. At the same time, increasing difficulties

are encountered in import substitution in regard to other intermediate pro-

ducts, capital goods, and durable consumer goods that have higher technolog-

ical and skill requirements, need large-scale production for efficient opera-

tions, and require the availability of materials, parts, and components from

other industries.

2.38 The rising cost of import substitution, in turn, necessitates

increased efforts for obtaining an additional increment in output, so that

a deceleration in the rate of economic growth will take place unless there

is a compensating rise in the share of investments in national income. In

fact, despite increases in the rate of investment, countries such as

Argentina and Chile experienced a decline in the rate of growth of GNP

once the early stage of import substitution had come to an end.

2.39 Adverse changes in the balance of payments at higher stages of

import substitution, too, impose a limitation on the rate of economic

growth. Increased discrimination against primary activities tends to

lead to a deterioration of export performance and often necessitates

larger imports of foods and raw materials. At the same time, durable
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goods and intermediate products industries have substantial import re-

quirements in the form of materials, parts, components, and accessories,

as well as machinery. As a combined result of these influences, after a

decline in the share of imports in the early stage of import substitution,

reliance on imports has often risen again.

2.40 The increasing difficulties experienced by countries at higher

stages of import substitution have recently led some governments to re-

consider their economic policies. In Argent:Lna, for example, the extent

of discriminaticn against primary production and agaLinst exports has been

reduced and the protection of manlufacturing industries has been moderated

through a simultaneous devaluationa and a lowering o:E tariffis. In Chile,

an effort has been made to lessen the degree of overvaluation of the cur-

rency while subsidies are used to promote the exports of manufactured

goods.

2.41 Efforts made to reform :he structure of protection, however,

have gone only part of the way and further progress is made difficult by

powerful resistance on the part oi- vested interests. Businessmen are op-

posed to changes in the status quo which ensures comfortable profits, and

demand continuing protection from foreign competition, whether this comes

from industrial countries or from developing nations as the case of LAFTA.

A further problem is that transition to a more open economy would entail

dislocation in particular industries and regions.

2.42 These considerations inclicate the importance of making appropriate

policy choices at an early stage of industrialization because once an in-

dustrial structure geared to import substitution has been established,

change becomes inlcreasingly difficult. By contract, export-orientation
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can permit continuing growth. In fact, countries following such policies

have attained growth rates of GNP of 8-10 percent over the last decade

while the average for all developing countries has hardly exceeded 4 per-

cent.

Summary

2.43 In the second part of this paper, we have considered the effects

of policies of industrial protection on resource allocation and economic

growth. We have noted that high protection in developing countries has

often contributed to a slowdown in the production and exports of primary

commodities and has not been conducive to the expansion of the exports

of manufactured goods. And while import substitution in nondurable con-

sumer goods and their inputs permitted rapid economic growth at an early

stage of import substitution, developing countries encounter considerable

difficulties in embarking on the production of more sophisticated commodities.

The disadvantages of small domestic markets, along with the lack of suffi-

cient incentives for technological improvements under protection, involve

a considerable cost to the national economy and tend to slow down advances

in productivity and the rate of economic growth.

2.44 By contrast, outward-looking policies involve less discrimina-

tion against primary production and do not entail a bias against exports

in manufacturing industries. Countries following such policies have at-

tained a rapid growth of exports by maintaining or increasing their shares

in world markets for their traditional exports and by raising the share

of exports in manufacturing output. Success in exporting, in turn, has

led to a high rate of growth of national income.
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3. GUIDELINES FOR INDUSTRIAL PROTECTION POLICY

Protection and I]ndustrial Policy

3.1 The purpose of the third part of tlhis paper is to provide guide-

lines for industrial protection policy in developing countries. As in the

previous parts cf the paper, we will concentrate on the application of pro-

tective measures in these countries. Thus, ehile noting the desirability

of using direct measures in lieu of protection in certain situations, we

will exclude from our purview such3 instrument's of industrial policy as

taxes, credit, minimum wages, pub:Lic corporations, and incentives to for-

eign investment. This omission can be rationalized on the grounds that

protective measures play a centra]. role in the industrial policy of de-

veloping countries. Nevertheless,! other policy instruments often modify

the effects of protection, and hence their study is of considerable im-

portance. The joint effects of protection and other policy instruments

on industrialization will be examined in the framework of the Bank's re-

search project on "Development Strategies in Semi-Industrial Countries".

3.2 It should be emphasized at the outset that policy recommendations

made in individual cases would have to depend greatly on the particular cir-

cumstances of the situation. In proffering policy advice, one has to take

account of such characteristics of individual countr:Les as the size of do-

mestic markets, geographical location, preferential access to foreign mar-

kets, natural resource endowment, prospects for traditional exports, and

the availability of human and physical capital. Consideration needs also

be given to polit:ical and social conditions in the country in question, and
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to the interactions of political, social and economic factors. Finally,

for countries which have already established some industries, the exist-

ing industrial structure limits the available policy choices.

3.3 A progranm for industrialization is conditioned first of all by

the size of the country's domestic market. Thus, the large home market in

Brazil or India creates opportunities for the establishment of efficient

size firms in a number of industries while there are few such possibilities

in most African cotntries or in the smaller Latin American republics. How-

ever, as the example of Tunisia indicates, a small country may recognize

the disadvantages of import substitution sooner than a medium-size nation,

and accordingly embark on an export-oriented industrial development program.

More generally, developing countries form a continuum with respect to the

size of domestic markets, so that there is need for a spectrum of policies

applicable to countries of different size with varying emphasis on import

substitution and exports.

3.4 Geographical location affects the possibilities for exporting

manufactures as well as the chances for regional integration. Nearby mar-

kets provide an advantage to the countries of Southern Europe, although

Japan and, more recently, Korea, and China (Taiwan) have shown that geo-

graphical distance is not an obstacle to expanding the exports of manufac-

tured goods. In turn, regional integration can be regarded as a way of

increasing the size of the domestic market, and in this respect Colombia

is better situated than e.g. Korea.
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3.5 Preferential access to foreign markets is a related consideration.

Policy advice to Portugal, for :Lnstance, would have to be based on the

availability of a large market in EFTA where Portuguese exports are not

subject to duty. In general, the desirability of alternative policies will

depend on the extent of the preferences ancl the probability of their conti-

nuation. Policy advice would a:Lso have to concern itself with the optimal

exploitation of the advantages offered by preferential arrangements and the

possible scope of obtaining prel-erential access to the markets of developed

nations.

3.6 A favorable natural resource endowment aind good prospects for

traditional exports may make the process of industrialization less painful

by lessening the need for stringent measures to limit the imports of manu-

factured goods. But rapidly rising foreign exchange earnings can also

lead to wasteful spending on prestige projects. Oni the other hand, as the

example of Honig Kong and Singapore indicates, the lack of natural resources

may mean that a country will by necessity avoid costly mistakes in import

substitution. Finally, a high educational Level oi- the labor force may

create the preconditions for rapid industrialization, as in the case of

Korea and Chinal (Taiwan).

Evaluating the Structure of Protection

3.7 Notwithstanding the importance of the lparticular circumstances

which have to be taken into account in individual cases, one may provide

general guidelines for industria;L protection policy in the developing

countries. But, such guidelines cannot be confined to the rmanufacturing

sector since the policies followed in this sector necessarily affect the
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other sectors of the national economy and its growth performance. In other

words, industrial protection policy has to be regarded as part and parcel

of an overall development strategy.

3.8 The first prerequisite of policy formulation is the knowledge of

the existing situation: the structure of protection and its effects on re-

source allocation and economic growth. Such studies have been undertaken

for Brazil, Chile, Mexico, Malaysia, Pakistan, and the Philippines in the

framework of the Bank's "Structure of Protection in Developing Countries"

research project which provides estimates on the effective rates of protec-

tion in these countries. In several countries, including Argentina, Colom-

bia, Venezuela, Korea, and China (Taiwan), the governments themselves have

initiated research on the structure of protection. Further work may be

usefully undertaken in other countries and the Bank can play a role both

by prodding governments to carry out such studies and by examining, in

its economic reports, the structure of protection of individual countries.

3.9 The measurement of effective protection, however, is far from

easy and the possibilities of error are considerable. This is particular-

ly so in cases where the application of quantitative restrictions makes it

necessary to estimate "implicit tariffs" by comparing domestic and world

market prices. Further difficulties arise in the presence of redundant

protection that is associated with prohibitive tariffs on imports. In

such instances, domestic prices are lower than the sum of the c.i.f. im-

port price and the tariff and there is again need for making direct price

comparisons. Problems are also due to the fact that tariff and price ob-

servations relate to individual commodities while data on material inputs

and value added are usually available only on an industry basis. Last but
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not least, the estimation of the degree of overvaluation as compared to

the free trade £situation is subject to error due to uncertainties con-

cerning the magrLitude of the relevant elasticities.

3.10 These considerations point to some of the difficulties involved

in estimating effective rates of protection. In the Bank's economic work

it will often be necessary therefore to concentrate on nominal rates of

protection, making only rough approximations to indicate the structure of

effective rates. But, especially in the analysis of industrial projects,

there is need for examining the interrelationships of tariffs, quotas, and

exchange rates.

Tariffs vs. Quantitative Restrictions

3.11 In advising on industrial protection policies, the choice between

price and nonprice measures of protection needs first be considered. Ab-

solute prohibitions to import, import quotas, and licensing have all been

used in a number of developing cotutries. Such quanLtitative restrictions

were first applied mostly in time of a balance-ofpaynents crisis but have

often been continued thereafter. Also, they may have been originally im-

posed only on a few commodities bu.t were later extended to cover most or

all of imports.

3.12 It has been suggested that quantitative restrictions permit rap-

id action on the part of the government and provide an easy way of transla-

ting economic priorities into concrete decisions. But while the possibili-

ty of rapid action commends itself in the casie of sudden changes in the

balance-of-paymexnts situation, it has little relevance for long-term poli-

cy making. Moreover, although it may appear promising to link import poli-

cy directly to planning, in practice the limitations of planning procedures
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together with the administrative problems of applying quantitative restric-

tions create considerable difficulties in the decision making process.

3.13 The administration of a system of import licensing imposes a

burden on the administrative apparatus of the government and contrib-

utes to the growth of bureaucracy. It also introduces arbitrariness

in decision making since one can hardly devise general rules applicable

to each case. At ithe same time, the system of case-by-case decisions, in

which responsibility ultimately rests with petty bureaucrats, necessarily

creates inequities as well as uncertainty for the would-be quota recipi-

ents.

3.14 Firms -- both public and private -- thus have to make decisions

under uncertainty as regards quota allocations, while applications for

licenses to import equipment, spare parts, and materials generally re-

quire a considerable effort on their part. Such an effort is profitable

from the point of view of the individual firm but it involves a cost for

the national economy. And since licenses have a scarcity value, their re-

cipients will get the difference between the domestic price of the product

and its import price which would accrue to the government if tariffs were

applied.

3.15 The profit obtainable from licenses not only induces a diversion

of productive effort but also provides incentives for bribery which may be

looked upon as a "sharing" in this profit. Accordingly, vested interests

are created to perpetuate the system of quantitative restrictions. Vested

interests militate against changes in this system since quota recipients

try to avoid sharing the spoils with new entrants, thereby creating a con-

servative bias. Finally, the application of quantitative restrictions
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makes the polic,l maker's task of evaluating the effects of these restric-

tions on the naitional economy more difficult. In the absence of detailed

price comparisons, it is impossible to appraise the protective effects of

the quotas and, ultimately, planning may suffer because appropriate crite-

ria for evaluating alternatives are lacking.

3.16 By contrast, the effects of tariffs on domestic prices can be

relatively easily ascertained; also, tariffs permit replacing case-by-case

decision making by automatic rules, reduce uncertainty for the producer

and the user, and contribute to government re-venue. These considerations

explain why several Latin American countries have shifted from quantitative

restrictions to tariffs; such changes are also under way in socialist coun-

tries such as C2:echoslovakia and Hungary. It would also appear desirable

if other developing countries using quantitative restrictions would in-

creasingly replace them by tariffs.

Traditional vs. Nontraditional Primary Products

3.17 Before turning to the question of relative incentives to man-

ufacturing and primary activities we should consider the need for dif-

ferential incentives within the primary sector. Such a need arises be-

cause of differences in the poteni:ial contribution of various primary

products to the growth of the nat:Lonal economy. Accordingly, one should

provide differential incentives to traditional exports where an overly

rapid expansion of supply would engender a fall in prices obtained abroad

and to primary commodities where the country in question can expand pro-

duction and exports without encountering market limitations.
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3.18 Differential incentives to the two groups of primary products

could be provided by applying the basic exchange rate to nontraditional

primary products while converting earnings from traditional exports at a

less favorable exchange rate or -- what amounts to the same - imposing

an export tax on them. Export tax rates on individual commodities should

be ideally set so as to maximize foreign exchange earnings from the sale

of such products, allowing for the elasticity of world demand for the

individual commodities, the country's share in would exports, and the

possible reactions on the part of foreign competitors.

3.19 An extreme case is that of coffee where producing countries

would be advised to set the export tax (differential exchange rate) at a

level calculated to ensure that domestic supply be equal to quota alloca-

tions under the International Coffee Agreement. In this way, profits due

to the price-raising effects of quotas in international markets accrue to

the government and, rather than providing incentives to surplus production,

the proceeds of an export tax can be transferred to other activities where

higher returns are obtained. For other commodities, however, the determi-

nation of the optimum export tax is subject to uncertainty due to the lack

of exact information on foreign demand and supply response.

3.20 The suggested policy measures would take account of market limit-

ations for traditional exports, without discouraging either their production

for domestic use or the development of new primary exports. The question

remains, however, whiether manufacturing industries should be favored over

nontraditional primary production, and if so, to what extent, and by the use
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of what measures. A further queE tion is whetther the incentives provided

should be uniform within the manufacturing sector or should vary from one

industry to another.

The Infant Indusltry Argument

3.21 All economic arguments for the preferential treatment of manufac-

turing find their origin in assumed differences between social and private

benefits or between private and social costs. In the first case, it is as-

sumed that there are some benefits to the national economy that the firm

does not capture in its profit calculations; in the second, the firm's

production cost is said to exceed the cost to society. Needless to say, such

differences may arise in primary activities as well, so that we face the

question if they are more important in manufacturing than in primary pro-

duction.

3.22 In Para 2.15, mention has been made of the infant industry argu-

ment. This argument can be reinterpreted that industries should receive

preferential treatment if otherwise industrial firms would invest less than

socially necessary. This will be the case if the lack of credit facilities,

the overestimation of the risks irLvolved, or simply the desire to exclude

the possibility of bankruptcy provide disincentives for investment, although

eventual cost rediuctions through the learning process or through increases

in the scale of operations would uLake the firm internationally competitive.

Other instances are when the benefits of the firm's activities may in part

be enjoyed by others who would utilize the know-how generated by the firm or

hire away skilled labor and technicians it has trained.



- 39 -

3.23 The infant industry argument provides a rationale for the applica-

tion of special incentives to manufacturing on a temporary basis. But, as

the industry reaches maturity, the need for preferential treatment disap-

pears. At the same time, to ensure that the industry will indeed "grow up",

it appears desirable to provide incentives on a declining scale set in ad-

vance so that producers can plan in full knowledge of future changes in

these incentives.

3.24 It has often been said that the infant industry argument provides

justification for the use of production subsidies rather than tariffs since

the latter limits the size of the domestic market by raising the price of

the commodity. But while tariffs contribute to governmental revenue, pro-

duction subsidies represent a claim on this revenue. Budgetary reasons,

then, may explain that developing countries use tariffs in preference to

production subsidies. In fact, tariffs often account for a large part of

government revenue in these countries, and their replacement by other forms

of taxation often encounters practical difficulties.

Employment Considerations and Provision for Overhead Facilities

3.25 The economic argument against the use of tariffs gain in force,

however, in cases when a particular distortion or cost desirability needs

to be corrected. This will be the case if the cost of industrial labor

to manufacturing enterprises exceeds its social cost in the form of out-

put foregone in primary activities from where labor is drawn. In some

overpopulated countries, such a situation may exist on family-type farms

where the contribution of the marginal worker is said to be less than his
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consumption. There is further the possibility that unemployment will per-

sist at the existing wage rate and the wage cannot be reduced lest it de-

cline below a socially acceptable minimum. The production of minerals,

for example, utilizes relatively Little labor and countries may not be

able to employ their labor force s!ully without providing special incen-

tives for labor use.

3.26 In the cases described, the appropriate measure would be sub-

sidizing the use of labor rather than imposing tariffs. Subsidizing

labor use could take the form of taxing output and rebating the tax on

the basis of the number of employees. This nmethod would encourage the

expansion of labor-intensive indus1tries that use a developing country's

abundant resource, labor, and would also provide incentives for employ-

ing labor-intens:ve production methods. It should be emphasized, however,

that if labor use is subsidized fcor the sake of reaclhing full employment,

there is a trade-off between employment and growth since resources will be

channeled into industries with relatively high costs. And should the

method be applied, there is no reason to restrict its application to

manufacturing industries but it should be extended to all sectors other

than family farming.

3.27 Particular cost disabilities or handicaps of manufacturing industry

in developing countries in the form of inadequate overhead facilities can

also best be corrected by specific action rather than by protection. These

cost disabilitieE are due to the fact that private profitability considerations

may not induce the establishment of service installations subject to large-

scale economies. The appropriate measures would then take the form of
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building roads and ports, and making available electricity and water at a

reasonable cost. The provision of such facilities cannot be restricted to

manufacturing, however. Roads and electricity are needed for agricultural

activities, just as an increase in the educational level of the labor force

would contribute to the development of industry as well as to the moderni-

zation of agriculture.

Further Arguments for Preferential Treatment of Manufacturing

3.28 The question remains if, apart from temporary protection on in-

fant industry grounds, manufacturing should receive preferential treatment.

In support of this proposition, it has been argued that productivity tends

to rise more rapidly in manufacturing than in primary production and that

the expansion of marnufacturing industries provides indirect benefits by in-

ducing investments in other branches of industry and improving the quality

of the labor force. The first claim holds true if we compare manufacturing

with agricultural activities that employ traditional techniques, but modern

advances in agriculture offer possibilities for improvements in productivity.

And while linkages among industries often favor the establishment of related

branches of manufacturing, one should not condone on this basis the establish-

ment of inefficient industries which supply inputs to other industries

at a high cost. Finally, there is some merit to the argument that manufactur-

ing contributes to improvements in the quality of the labor force to a greater

extent than even modern agriculture.

3.29 From the point of view of long-term policy making, consideration

should further be given to possible future changes in supply and demand for

primary products. In some developing countries, either the supply of prima-
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ry commodities or export demand for them would eventually prove to be a

limiting factor for the country's economic growth. In such a situation,

the preferential. treatment of manufacturing industry, where supply and de-

mand limitations are negligible, would be warranted not only vis-a-vis tra-

ditional primary comnodities but also in comparison to the primary sector

as a whole.

3.30 These considerations indicate the difficulties encountered in

appraising the claims made for the superiority of manufacturing over pri-

mary production; the difficulties are compournded if we attempt to quantify

these alleged advantages. Nevertheless, one may argue that manufacturing

offers some advaatages over primary production in the form of labor train-

ing and in encouraging the expansion of other industries which do not en-

ter into the profit calculations cf the firm but benefit the national eco-

nomy. Moreover, manufacturing will improve the growith potential of the

economy whenever supply or demand limitations exist iLn primary activities.

Imtort Substitution and Exports of Manufactur,ed Goodes

3.31 There i.s some presumption, then, in favor of using direct and in-

direct measures to promote manufacturing industry in developing countries.

The word "promote!" is used advised.Ly as it includes the protection of pro-

duction for domestic markets (import substitution) as well as assistance to

firms exporting manufactured goods. This point needs emphasis since in

most developing countries protection is provided for import substitution in

the form of tariffs or quotas while exports rarely receive subsidies.
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3.32 Yet exports of manufactured goods can play an important role in

industrial development by increasing foreign exchange earnings and enabling

firms to use large-scale production methods. Instead of production on a

small scale exclusively for domestic markets, exports make it possible to

specialize according to comparative advantage, to reduce product variety

in individual firms, and to participate in the international division

of the production process by producing parts and components for assembly

abroad. Last, but: not least, familiarity with foreign markets and com-

petition abroad wll provide incentives for technological change and pro-

duct improvement.

3.33 It follows that discrimination against the exports of manufac-

tured goods entails an economic loss and hinders the growth of the develop-

ing countries. To remedy the situation, equal incentives would need to be

provided to production for domestic and for foreign markets. This can be

accomplished by g:Lving a subsidy to the exports of manufactured goods at a

rate equal to the tariff applied to the same commodity or by using differ-

ential exchange rates for the manufacturing sector. Given the cost in-

volved in entering foreign markets, it might even be desirable to provide

additional incentives to exports of manufactured goods on a temporary basis.

Promotion of Manufacturing Activities

3.34 While for each particular manufactured product the equal treat-

ment of import substitution and exporting is desirable, the question re-

mains what are "reasonable" rates of tariffs and export subsidies and

whether all manufactured goods should receive equal treatment. Assuming

that particular measures are used to correct special disabilities and



that the employnent objectives are served by a direct or indirect: subsidy

to the use of labor, ;n.s a Ji.rst z.ppro2diaation one way suggest providing

effective protecticn, al: eql.lal rEteS tCo Pl1 mnmufacturing activities that

have passed the infant industry stage,. fa 'iiiLis way, we would apply the

"market principle"' in ttie sense that firiu.e will be established that are

profitable under such conditions a5md existing; firms would have to improve

their operations, charig thbeir product composition., or disappear altogether.

At the same time, nonessentiu}. imppcc.ts could be restricted by levying excise

taxes that bear also con- dooazzic production.

3.35 The cbhoi1ce of a "zeaso4iawle" rate &cf tarilf'fs and subsidies for

mature industries in the deae &F5oping sounicries will depend o1G the particular

circumstances Gf the si <uat:ion snd o-a the rarge oE other policy measures

available to the countries J.n It1in. Oay be suggested, however,

that since most develc;- rng 1ounieu have sniall domtestic markets,

they should aim at even lually redu,-.ng h-.ie net: effective protection of

manufacturing to levals; obs-ve>7 i'l cOUnt-t.ieC SUCL as IDetnark and Norway,

i.e. 10-15 percenat. As supbonrting enviene, one may cite the conelusions

of a study carrie1d uut by t,_OECt: Develop:- .t C.enter, accordiLng to which

an average level of net efct6ie prot.ection axceeding 20 perceLt could

not possibly be Justifi4.d eves in t.le least developed countries and this

figure declines below I5 perceent ii re assume that a subsidy to the use

of labor is directly proavided.

3.36 if, as a first approximationn we wish to set identical effective

rates of protection for the matLure inchis tries of the developing countries, a

method needs to be dervised for attainLng suelh a result. It will be recall-

ed that effective and nominal rates are identical if tarilffs and export
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subsidies are applied to all inputs and outputs at equal rates. But in

many developing countries raw materials are available at world market

prices either because the country exports them or because they are not

dutiable. This practice corresponds to that followed in developed nations

and it should be maintained in order to avoid penalizing the relatively

simple transformation of raw materials. An equalization of effective rates

of protection would then require slight increases in tariffs with the de-

gree of fabrication.

3.37 Let us take the case, for example, where material inputs account

for 60 percent of the world market price of products at all stages of pro-

cessing. A 5 percent tariff on a product in the first stage would then

provide 12.5 percent effective protection and the same effective protec-

tion could be ensured at the second, third, and fourth stages by imposing

tariffs of 8 percent, 10 percent, and 11 percent respectively. At the

end, we would get a tariff rate of 12.5 percent, i.e. the same as the ef-

fective rate.

3.8 Furthermore, it seems appropriate to set higher tariffs on con-

sumer goods, in part because there is often an irrational preference for

foreign merchandise, and in part because the government may wish to dis-

courage the consumption of a great variety of consumer goods that imports

provide. These considerations do not play a role in the intermediate pro-

ducts category which includes mostly standardized goods, but the irrational

preference arguments might have some applicability to capital goods.
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3.39 Exceptions to the proposed equalit:y of effective rates may be

made if there is evidence that profitability on the firm level greatly

understates (or overstates) the contributiorL of a particular industry

to the national economy. But such exceptions should apply to entire in-

dustries rather than to individual firms and only in cases which are

well-documented so as to avoid a "slippage" in protection. In other

words, the burden of proof should be on those who request favorable treat-

ment. This conclusion also pertaLins to industries that claim injury from

dumping by foreign suppliers.

3.40 In view of our earlier discussion, additional protection would

need to be prov:Lded to infant industries on a temporary basis. But

standard rates of protection should be applied in the case of infant in-

dustries also and one should avoid "tailor-made" tariffs. In this way,

only such industries are established that can compelte with imports if

they receive a rate of protection not exceeding a predetermined ceiling.

Exceptions to this rule should be made only if evidence is provided that

the industry in question promises greater than average cost reductions

through the learning process or scale economies.

3.41 Again it is difficult to judge how much protection could be

justified on infant industry grounds since tihere is little empirical

evidence on the learning process in individual firms. It does not ap-

pear likely, however, that exceptional cases aside, a rate of effective

protection more than double that for mature industries could be warrant-

ed. At the same! time, the additional protecition of infant industries
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should be set on a declining scale so that its eventual disappearance

provides incentiveEs for improvements.

The "Ideal" System of Protection

3.42 The described scheme may be represented by using a basic exchange

rate for nontraditional primary products, export taxes on traditional pri-

mary exports, and a combination of tariffs and subsidies on manufactured

goods. The same result could be achieved by applying differential exchange

rates for the three groups of commodities, with further adjustments made

for differences in the elasticity of demand among traditional primary ex-

ports, and allowing for the traditional protection of infant industries.

Putting it differently, as long as domestic prices are the same, it is im-

material to the ent:repreneur if prices have been raised (lowered) through

the application of tariffs and subsidies (taxes) or through higher (lower)

exchange rates on the product in question. Accordingly, the choice between

the two alternatives, or a combination thereof, would have to be determined

on the basis of considerations of political and administrative feasibility.

3.43 In some cases, howevrer, neither of these alternatives might be

feasible because oi constraints in policy making. In Chile, for example,

the government is said to have obligated itself not to levy special taxes

on copper, the major export commodity. Accordingly, the basic exchange

rate would have to be applied to copper while tariff-subsidy schemes

would need to be used both for nontraditional primary products and for

manufactured goods. The example again indicates that protection has to be

defined in relative terms. TIus, it can be shown that we obtain the same
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result whether there is a 20 percent export taxs on ,copiper and a 10-15 per-

cent tariff-subsidy scheme for manu:Eactured goods but not for nontradition-

al primary goods; or if copper is not subject to taxes, a 25 percent tar-

iff-subsidy scheme applies to nontraditional primary products, and 38-44

percent to manufactured goods. Domtstic prices and incentives to produc-

tion will be identical in the two cases but the! exchange rate will be 25

percent higher in the first case thn in the second.

Real Exchange Rates

3.44 The application of these policy recommendations assumes that the

exchange rate (rates) would be set so as to ensure balance-of-payments

equilibrium. As noted in Para 1.17, in the case of a continuing balance-

of-payments deficit, imported goods as well as exports would be under-

valued, thereby providing an incentive to import and a disincentive to ex-

port. While the deficit may be financed by foreign aid or by the inflow

of foreign capital, in making policy recommendations one should take ac-

count of possible changes in these flows.

3.45 Balance-of-payments equilibrium should be maintained continuously

by avoiding the inflation-devaluation cycle which results if continuous in-

flation is accompanied by periodic devaluations. The existence of such a

cycle, observed in several Latin American countries, provides disincentives

to exports since the domestic currency equivalent of foreign exchange re-

ceipts is subject to uncertainty, ancl profits or losses are made depending

on the phase of the inflation-devaluation cycle. To re.medy this situation,

exchange rates shouLd be changed pari. passu with domestic inflation so as
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to maintain the real exchange rate -- the ratio of an index of nominal ex-

change rates to the domestic price index -- constant. This is in fact

being done in Brazil, Chile and Colombia, and is accepted by the IMF.

Summary

3.46 In conclusion, compared to the policies of industrial protection

followed by most developing countries, the application of these policy

guidelines would entail providing more favorable treatment to nontradition-

al primary commodities, reducing the protection of manufactured products,

and equalizing the incentives for producing manufactured goods for domestic

and for export markets. Also, as a general rule, equal incentives would be

provided to all branches of marLufacturing other than infant industries, and

additional protection to infant: industries on a temporary basis. Finally,

the application of the guidelines would necessitate maintaining the real

value of foreign exchange constant.

3.47 For countries that have already embarked on industrialization be-

hind high protection, the application of the guidelines would entail a re-

vamping of the structure of protection. Needless to say, this could not be

undertaken instantaneously but would require a transitional period, the

length of which would depend on the particular circumstances of the country

in question. There would also be differences in the mode of application of

these guidelines, again dependiLng on political and institutional factors.

Finally, the relative emphasis on direct measures and the tariff-subsidy

scheme may differ anong countr:Les at different levels of industrialization.
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[11

This method requires moclification if quotas are associated with

price control. Under price control, demand amd supply are not brought in-

to balance and we have to inquire at what priLce such a balance would be

established. Further problems ar:Lse if the importer or the domestic pro-

ducer of competing goods has a monopoly position in the home market.

We also need to make price comparisons in cases where tariffs are

prohibitive and there are no imports since domestic competition might now

lead to a price lower than the surm of the world market price and the tariff.

In such instances, a distinction :Ls made between "potential" and "realized"

protection.

[2]

Assuminag that input coefficients are constant in the relevant

range, and the factors of production (land, labor, and capital) are im-

mobile internationally, the effective rate of protection (z) can be ex-

pressed by the use of a simple formula (1), where t and t refer to them

tariff equivalent of protective measures on the product and on its ma-

terial inputs, m and v stand for the share of material inputs and value

added in the worLd market price of the product, and lw is the domestic

value added obtainable by reason cf the application of protective mea-

sures. If there are several material inputs, a weighted average of

their tariffs is calculated, the veights being the share of the indivi-

dual inputs in the world market price.
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w - v I(l+t) - m(l+t ) 7- / l-m / t - mt
(1) z = = 

v 1 - m v

In the clothing example reproduced in the text t equals .20 (20

percent), t is .10, while m and v are, respectively, .60 and .40. The

numerator of the expression can now be calculated by taking the differ-

ence between domestic and world market value added (.54 - .40) or the

difference between the tariff orn the product and the tariff on the mate-

rial input weighted by the latter's share in the product price (.20 -

.06). In the example, the numerator will be .14, while the denominator

is .40, so that we obtain an effective rate of protection of 35 percent.

In the case of an export producl: (meat), the rate of export subsidy (s)

replaces the rate of tariff (t); while the values taken by the other

variables (m, v, and t ) are the same as beforehand. In the absence of

export subsidies, the numerator of the expression will now be negative

(-.06) and so will the effective rate of protection (-15 percent). In

turn, with a 6 percent export subsidy, the numerator and thus the ef-

fective rate of protection will be zero.

In the above formula all variables have been expressed in per-

centage terms, with the world market price of the product taken as unity.

The formula can also be reinterpreted in expressing all magnitudes in ab-

solute terms as has been done in the example of the text. In such an

eventuality, world market values will be multiplied by the exchange rate

to make them comparable to domestic values.
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A different version of the formula is used if the orginal data

are expressed in domestic prices as in the case when. calculations are

made from the input-output tables of developiLng countries. Moreover, ir-

respective of whether free trade or domestic coefficients are used in the

calculations, the effective rate of protection can be estimated for indi-

vidual processing activities or jointly for interdependent activities.

For a detailed discussion of the concept and measurement of effective pro-

tection, see Bela Balassa, The Structure of Protection in Developing Coun-

tries, chs. 1 and 2 (IBRD, 1970, mLimeo).

[31

The adjustment is carried out by the use oiE equation (2) where a

and z' are the unadjusted and adjusted effective rates of protection, r the

exchange rate under protection, and r' that under free trade. Thus, if the

r (1. + z) -
(2) z' r

extent of overvaluation is 10 percent (i.e. r'/r equals 1.1), and the ef-

fective rate of protection calculated at the going exchange rate is 35 per-

cent, the adjusted (net) effective rate will be 22.7 percent. In turn, an

effective rate of protection of -5 percent will be reduced to -13.6 percent.

An alternative procedure is to recalculate the effective rate of

protection by converting world markcet values at the free trade exchange

rate. This is shown in the following example where it is assumed that the

actual exchange rate is 100 pesos l:o the dollalr and tEhe free trade rate 110

pesos. Estimates of net rates of protection -- nominal and effective --

can then be derived by taking the percentage differenc:e between domestic
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values under protection and world market values converted at the free trade

exchange rate.

World Market Values World Market
in domestic values in
prices at domestic
actual Tariff prices at

in foreign exchange or Domestic free exchange
prices rate Subsidy Values rate

dollar pesos pesos pesos

Clothing

Material inputs 0.60 60 10% 66 66

Value added 0.40 40 54 44

Product value 1.00 100 20% 120 110

Meat

Material inputs 0.60 60 10% 66 66

Value added 0.40 40 40 44

Product value 1.00 100 6% 106 110

[41

The results also depend on the elasticities of import demand and

supply. While we can assume that the prices of commodities imported by de-

veloping countries are given (i.e. foreign supply is infinitely elastic),

a highly elastic demand for imports will be associated with a high degree

of overvaluation since even a small net protection would greatly reduce im-

ports.

The relevant relaticnships are shown in equation (3), where X and

M refer to the value of exports and imports, respectively, 9 m is the elas-

ticity of import demand, C x the elasticity of export supply and 9 x the
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foreign demand elasticity for the country's exports; C f, the elasticity of

supply of foreign exchange, is derived from the latter two expressions.

CfX +'mM Ex( x1)

(3) _ X _ _ when Cf
r 9(fM +mM (x+

l+s lqLt

[5]
The rate of discriminat:ion in favor of production for domestic

markets and against exporting (x) in a particular industry is defined as

shown in equatioan (4). If there are no export subsidies, while the other

w-y 1i11+t) - m(1+tmy7 - Kl+s) - m(l+tm] t-s
(4) x ,

y (l4s) - m(l + tm) y

variables ass um the values shown under [2], the value added obtainable

in producing for domestic markets (w) will be .54 and that obtainable in

exporting (y) will be .34 so that the rate of discrimination in favor of

imports and against exports will be 58.8 percent.


