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PROTECTION AND EMPLOYMENT*
A Macroeconomic Approach

by

JOHN H. POWER

| INTRODUCTION

Disappointing growth of employment in the “modern” sector has
lwen 0 common experience of less developed countries (LDCs) over
e pust two decades of more or less conscious planning for
development. Most attempts to explain- this phenomenon have
fusused on factor substitution within the framework of neo-classical
production theory. While this approach has been rewarding, it leaves
sume Important questions outside the analysis. What determines, or
punatining, the rate of investment for the whole economy? What is
e offoct of generally rising productivity on employment? These

weslions can best be answered, I think, in a macroeconomic
mework of analysis. Moreover, the importance of factor substitu-
Mon and its relation to other elements in the determination of
sployment growth can be further illuminated in such an analytical
mmework. A macroeconomic approach is suggested, therefore, as a
pumplement to the essentially microeconomic analysis of employ-
MmNt growth based on production theory.
With this in mind, I will set forth a very simple macroeconomic
ywih model designed to bring out the importance of diagnosing
proctly the ruling constraint on investment, and to clarify the roles
ul hoth productivity growth and international trade and payments
pollolon in  influencing employment creation. While the model
psemblos Harrod-Domar models, the focus is on the relation of
~ papltal formation to the growth of employment rather than to the
uwih of output; and disequilibrium rather than steady-state growth
glmplmuizcd.

#'1%10 oarlior draft of this paper was written while the author was a Rockefeller °
unidatlon Visiting Research Professor at the Institute for Development Studies
Nalrobl, The author gratefully acknowledges support from both the Founda-
i and the Institute.



- II. THE CLOSED ECONOMY MODEL"

Let the “natural stock of capital” be defined as

Kn, = keLy (1)

_ where L is the labor force and k is the aggregate capital-labor ratil
The latter depends on the state of knowledge and the structure ¢
the economy, both of which are assumed to be functions of time,
well as on factor prices, which are reserved as policy variables ang
therefore, are taken as given. This last assumption is in sharp contra$
to that made in so-called “neo-classical” growth models in whi
growth equilibrium is assured through automatic adjustments @
factor prices. The view here, which I think is more realistic, is tha
while factor prices do affect factor proportions, they do not adjus
automatically in an equilibrating fashion. Moreover, they are ve
much influenced by government policies.

Differentiating equation (1) with respect to time yields th
“natural rate of capital formation”

Kn=kL+ Lk (2)

where a variable with a dot over it is the derivative of that variabl
with respect to time, and the t subscripts have been omitted fo
convenience. Substituting I (investment) for K and re-arranging
equation (2), it can be rewritten as b

=k (EL+L) (2a)

The expression in parentheses I call the “rate of emergence of fre_
labor”, its two components being the time rate of growth of the

labor force (L) and the time rate of laborsaving (%L), Thus, there is}

both a Malthusian and a Marxian source of the free labor supply. The!
affinity of the free labor supply, itself, to Marx’s “reserve army
the unemployed” should be evident. '

"This model is esseritially the same as that in the writer’s earlier work,
“Economic Framework of a Theory of Growth”, Economic Journal, March
1958.
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"o rate of labor saving can be interpreted in the following way. A
givin (value of) capital may require less labor over time as knowledge

jugromses and the structure of the economy changes. That is,
rwlmh'nl progress may be biased in favor of the use of capital against
fhor and structural change may involve the shifting of employment
Mwird more capital-intensive sectors. The labor “saved”, together
with 1., will simply swell the reserve army of unemployed unless
fapital formation is at a sufficiently high rate (given k) to absorb it.
'ﬂw nntural rate of capital formation is, then, the rate that would

wyont the reserve army from growing — i.e., one that implies a rate
ul whworption of free labor that just matches the rate of emergence of

fiwon lnhor,

| wim passing over difficult problems of measurement and aggrega-
Mo hecause T have nothing to contribute to their solution. I can
gastime that a single commodity is produced with different tech-
Hhijhien in “{raditional” and “modern” sectors; and that it is exported
I #xchange for machines at given world prices. I do not think that
s helps very much, however. One either believes that simple
Mo gative models of this sort are useful in suggesting implications
fut the real world or one does not. The questions posed in the

broduction, I think, can be answered by this idea.

Iere is one element of additional realism that should be added,
Nuwover, In general we cannot assume that the capital-labor ratio at
whioh new investment is taking place — call it k* —is equal to k, the

ptuge for the economy. Insofar as new machines are more

hir saving than older vintages and the modern sector is growing
Mure rapidly than the traditional, k* will be greater than k. Hence,
we shiould rewrite (2a) to read
I =k* EL+1L) (2b)
n k
lJp to this point the analysis is classical, or Marxian, in that

floloncy of aggregate demand as a cause of unemployment has
i ignored. “The demand for labor is not the demand for
pummodities” but is,” rather, capital formation. Since Keynes’
ﬁmimf Theory we no longer accept John Stuart Mill’s famous
(i, But introducing the demand for labor via the demand for

Summodities does not supplant the classical demand via capital
Jurmation. Rather another equilibrium condition is added. Not only
Wal oapital formation create jobs, but it must also be at the
“Bppropriate level (given the saving function) to create an aggregate
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demand for goods equal to the supply of goods those jobs
capable of providing. This gives us a “warranted rate of capi
formation” equal to saving at full capacity output.

L=t (3) .

w

If we let S* =sY*, where Y* is full capacity output; and if we def]

%
y as -Yf_’ then (3) can be rewritten as

I, =syL (3a)

I am avoiding the term, “full employment”, for obvious reasol
“Full capacity” is not much better, but what is meant is that po
(or range) beyond which excess demand inflation becomes seriol
Admittedly that is not very precise, but the lack of precision is
important for the discussion that follows. At full capacity in LDi
there could be considerable unemployment and underemployment
labor. '

Growth equilibrium requires, then, that the actual rate of capi
formation (I,) be equal both to the natural rate and to the warranti
rate.

I,=k* EL + L) =syL (4)

The parallel to the Harrod-Domar model is obvious. There inve
ment plays a dual role as a critical element in aggregate demand an
as a creator of productive capacity. Here, similarly, it is a criti¢
element of demand and a creator of jobs. This way of looking at
emphasizes that employment requires two conditions to be met: (1
that the job has been created, and (2) that there is a demand for tk
job. The distinction between the classical (and Marxian) demand f{
labor and the Keynesian demand for labor is important, as we sha
see shortly, in distinguishing the problem of unemployment in LDC
from that in industrialized countries.

Finally, the close relation of my natural and warranted rates |
capital formation to Harrod’s natural and warranted rates of outpg
growth is also obvious. However, the model set forth here has;
think, three advantages for the purpose at hand. First, the focus is @
employment. Second, it is more convenient for differentiatit
various disequilibrium cases. Third, it helps to clarify the role
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puductivity growth. In the Harrod model the latter is a proxy for
lirwaving, which is legitimate only if the capital-output ratio is, in
hii, vonstant.

Heturming to equation (4), if we divide through by L, we can state
snme condition for a given labor force and also show the
#lionships conveniently in Figure 1.

1 . .
By B
Pk (4 2y =gy (42)

@1 i ropresent the expression in parentheses — the proportional time
e of emergence of free labor (the flow into the reserve army) — so
@l the natural rate of capital formation is simply k*g. The
gaiiielors k* g s and y are represented in Figure 1 by the slopes of
0 lines so identified.

Figure 1
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Figure 2

The particular case represented in the diagram has L,> L, If§
actual rate of investment, L,, were held at I the Keyneman cnte i
would be satisfied (aggregate demand would equal full capaci
aggregate supply); but I, would fall short of I, implying that
rate of job creation was madequate for the rate of emergence of fi
labor. The reserve army of unemployed would grow. On the ot 1
hand, to raise I, in an attempt to speed up the creation of jobs wou
open an inflationary gap between aggregate supply and demand.

This makes very explicit Joan Robinson’s distinction bet
Marxian and Keynesian unemployment. When Ia | I
former is growing while the latter is absent. This is the typical L i'
case, where population growth is relatively rapid, opportunities fi
laborsaving through structural change are seemingly endless, and
vast backlog of labor saving techniques is still largely untapped. |
contrast, more developed countries, are nearer to the frontiers |
technology. The generally have slower rates of population growt

26



il have largely completed the transformation from a traditional
SgHeultural economy to a modern industrial one. This means that the
imeter g, the rate of emergence of free labor, will vary greatly
kwoon less and more developed countries. On the other hand, one
W4 ot find capital-output ratios (k/y) greatly lower nor saving
Mlos (n) greatly higher in LDCs. Yet it is one or both of these that is

ulred Lo offset the difference in g if the two sets of countries were
W In similar positions relative to growth equilibrium.

I this is right, it provides a very good reason for not using
gullihrium growth models. I have already indicated my belief that
Wy typically fall in the Marxian case of disequilibrium. I believe
I that most developed countries, at least when they are not
filing great sums on armaments, fall in the Keynesian case —
i that judgment has no relevance for the present discussion.
# distinction between the two kinds of unemployment is very
ﬂwunl. however, and its importance becomes evident when one
n“hl““ remedies. When I > I, what is needed are higher values
b and y, or lower values for k* and g. That is, a higher saving
pwnnity, greater productivity, slower population growth, and
Wit capital intensity, represent ways of curing Marxian unemploy-
L, When 1, > I, exactly opposite changes are called for (though
i population growth and lower productivity would represent
tiilarly bad remedies on virtually all other grounds).

Nute particularly the role of y — labor productivity. In the LDC
M8 i rise in y, per se, is helpful in solving the problem of
Mhsmployment. The reason is that it means an increase in output and
. Iy Of course, this holds only if the other parameters do not

Millancously move adversely to offset the favorable effect. In
Marbicular, what we assumed about k is important, for we often think
# rse In k as being responsible for a rise in y. When this is the case
ming “well-behaved production functions”) the change is

fa0 Lo employment, since —1;— will rise. It is these cases that are

wlly wmsumed when y is used as a proxy for k to measure
ahusaving. There are, however, many opportunities for raising y
Mhout raising k in the same proportion and it is unfortunate,
Bielore, that productivity increase is sometimes equated with
imaving. Indeed, this could tend to bias employment policies
il the idea of raising labor productivity when some productivity-
ining measures might be very helpful to employment creation.
particularly that a rise in y, cet, par., raises saving.
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Yet another implicit assumption that often lies behind the B
against productivity increase is that there is a demand limit
output. The higher productivity automatically means less empl¢
ment. The model shows clearly, however, that a demand limitat
should not prevail for countries with Marxian unemployment. A
in productivity, cet. par., raises the level of the constrain
warranted rate of investment, permitting a rise in actual investmé
just to the level needed to maintain aggregate demand equal to §
capacity aggregate supply. So Keynesian equilibrium is preserv
while the growth of Marxian unemployment is reduced. In contra
when the natural rate of investment is the constraint as in |
Keynesian case a rise in productivity does nothing to ease '
constraint, but simply puts the warranted rate further out of rea
(Of course, there are ideal measures that could be implemented;
take advantage of the productivity increase, but these are the sai
measures that were inadequately implemented before to consign
country to the Keynesian case of disequilibrium.) Having said all
this, I recognize, nonetheless, that LDCs often appear to fac
pseudo-Keynesian situation where deficiency of aggregate demd
limits employment and output. Analysis of this situation requ
extending the model to the case of an open economy.

Before doing that, we should note that parallel to the distincti
between Marxian and Keynesian unemployment is the distinc i
between excess demand inflation and wage-price inflation. In f
example depicted in Figure 1 (I, <.L.); let the planning authoriti
attempt to reduce Marxian unemployment by raising investme
above 1. There will be an excess of investment over full-capac
saving — i.e., an inflationary gap. It seems reasonable to call ti
result “excess demand inflation”.

In the opposite case (I, > 1)), raising I, to I will just fulfill
Keynesian condition (no inflationary gap), but the rate of capi
accumulation will imply a classical demand for labor to staff the (:
.plant and equipment that is growing faster than the emergence}
free labor. The reserve army will dwindle and, like classical (a
Marxian) theory, our modern “Phillipps’ curve’ analysis tells us t
the rate of increase of wages will respond so as to create (¢
intensify) ‘“wage-price inflation”. Of course an important differeng
is that the classical and Marxian theories assumed that wages wou
squeeze profits, so that an adjustment mechanism could operatq
Wage-price inflation precludes this, however, and eventually th
monetary authority acts to reduce investment by letting interes
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fles rise (a perverse price movement as can be seen from the
fndel),? thus, insuring that the Keynesian adjustment mechanism
pvession, is the operative one. !

Nummarizing the closed economy model, there are thirteen
imible combinations of relationships among I,, I, and I. Six of
hom, however, represent situations where I, is either greater or less
hin cach of the others. These would be cases of pure inflation and
deflation not caused by any constraint from I, or I, and can,
Whorefore, be put aside as less interesting. This leaves the following
{4 LTAY

| I, > I,, wage-price inflation

Iy =~ I, > I, Keynesian unemployment plus wage-price inflation

w
ly > = I,, Keynesian unemployment
ly = 1;=1, Golden age equilibrium
Iy = L <I, Marxian unemployment
by <L,<L, Marxian unemployment plus excess demand inflation
Iy < I, = I, excess demand inflation

Il In assumed in what follows that countries are typically in some
kind of disequilibrium rather than in golden age equilibrium; and it is
further assumed that LDCs tend to fall on the side of Marxian
Wnemployment and excess demand inflation.

I1l, THE OPEN ECONOMY MODEL

The model cannot begin to be useful for our purposes, however,
Until we extend it to the open economy case. The natural rate of
wipital formation remains unchanged, but the warranted rate must be
modified and a new rate added — the balance of payments
tonstrained rate of capital formation, Iy.

1o keep the model as simple as possible, I simply add exogenously
fotermined levels of exports (X) and foreign capital inflow (F), as

L ——

' toeall Keynes’ strictures on this point (The General Theory of Employment,
Interent and Money, p. 322).
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well as an import propensity (m). Then Iy» which is still the rate
investment that meets the Keynesian condition of aggregate demg
equal to full-capacity aggregate supply, becomes

I,=(s+m)yL—X (5)

That is, the warranted rate of investment is equal to the sum
saving and imports at full capacity less exports. The balance
payments constrained rate of investment, in turn, is .

e S vl
Ib—S m +F

(6)

’ X+ F
Since s

is the balance of payments constrained level of outp
I, is simply domestic saving at that level of output plus the forei
capital inflow. These can easily be interpreted also with the aid of
familiar diagram which is incorporated in Figure 2 (p. 5) in the upg
right-hand quadrant. I, is seen as that level of investment whig
given s, will determine a line, I, — sY, which will intersect mY _
at Y = Y*, I, is that level of investment which, given s, W
determine a line, I, —sY, which will intersect mY — X where §
latter (the trade deficit) just equals F, the given foreign capit
inflow., |

Note particularly that F influences only I}, while a change in
trade balance (via a change in m or X) will affect both Iy and I,
in opposite directions. An improvement in the trade balance, f
example, will lower I, and raise I ; and the two will coincide if m!
— X intersects FF where Y = Y*, {

The case depicted in the diagram is one where L, < I To pi
investment at the warranted rate would mean a balance of paymen
deficit. To avoid the deficit, investment must be held below
Keynesian equilibrium level. This implies unemployment due |
deficiency of demand. I prefer not to call this Keynesian unemplot
ment, however, because it is not amenable to Keynesian remedié
(taking the balance of payments as a constraint). It is I}, not I, thé
constrains I, below I . Hence I call this “balance of payments (BOE
unemployment”’.

Y

investment, the government tightens import controls and a shorta ;'
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ol Imported inputs reduces output capacity and employment by a
#ipply multiplier. This could be shown by a shift to the left of Y*,

To complete the picture in Figure 2 for the LDC case, I have
shown I, > I.. The implication is that a balance of payments
ponutraint means LDCs can suffer simultaneously form Marxian
Wnemployment and unemployment that is due to deficiency of
lemnnd — in this case, BOP unemployment.

With no change in the other parameters, I}, could be raised to I
Wy Increasing F. This would permit a rise in I, to reduce both
Marxian and BOP unemployment. Beyond that a further increase in
F vould raise I, to I, A rise in actual investment to I would no
langer be constraineci1 by balance of payments considerations, but
fiow only by the inflation barrier. To remove the latter, mY — X
Ml be shifted upward — i.e., some combination of reduced exports
#hil Increased imports is required. (I rule out an increase in s as an
slernative since, if that were possible, the country would not
Lirupurly fall in the LDC category for the purpose of the discussion

Bie),

In contrast, an improvement in the trade balance (downward shift
#l mY — X) can bring I to equality with I, only at a lower level of
Mo lntter. As noted above, the two will coincide when mY — X
Wleriects FF at Y = Y*. Beyond that an improvement in the trade
Ilunce is simply inflationary. The difference in the two cases is, of
dinirse, that the only additional real resources made available for
Wweslment by improving the trade balance are represented by the
mlditional domestic saving from the expansion of output to full
#apncity, while the increased F adds to this the availability of more
fsources from abroad. In this context, it is evident that trade is not
A #ubstitute for aid. But, of course, in this context the other
prameters are fixed. In fairness to the proponents of trade as a
Mibatitute for aid, it must be noted that this is just what they do not

MRsme,

I will refrain from pursuing this case any further at this point since
the main purpose here is to establish an analytical framework. There
M0, Indeed, 75 cases of different relationships among I, I, I, and
I, only one of which represents equilibrium. Thus, there are 74
Oglau ol growth disequilibrium involving different combinations of
r)i' deficit or surplus, three kinds of unemployment (BOP,

synesian and Marxian) and three kinds of inflation (BOP, wage-
e and excess demand). (For precise definitions of these, see
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Appendix I.) This is clearly unmanageable, but fortunately th
number can be reduced substantially by omitting cases whet
remedies are relatively simple (such as pure inflation and deflatio
cases similar to those omitted in the closed economy context). Thi
plus the fact that less than half of the cases are relevant to LDCs ar
the assumption that LDCs find it easy to avoid BOP inflation b
raising imports (at least in the long run), makes it possible to narro
down to six cases that are of primary interest here. (See Appendi
IL.) I should add, however, that many of the LDC cases that I ha /
suggested could be omitted and would be of great interest for othé
purposes.

In any case, my aim here is not to present a number of cases but
first, to emphasize the variety of kinds of structural disequilibriun
that are possible and the contrasting remedies they require; and
second, to provide a theoretical framework that can be applied on a1
ad hoc basis to questions about the relation of protection g
employment. For that the diagram in Figure 2 is useful. It is the
same, of course, as that in Figure I except that the upper right-hang
quadrant has been modified to allow for the influences of exports
imports and the inflow of foreign capital.

IV. PROTECTION IN THEORY AND PRACTICE

domestic industries at the expense of rival foreign suppliers in both
home and world markets. Japan stands out among the countr.es who
appear to give as much attention in protecting their industries i
export markets as at home. The typical LDC, in contrast, protects its
industries only in the home market through tariffs and import
restrictions without balancing subsidies to exports. Accordingly,
LDC protection is usually associated with an import substitution bias!
in industrialization strategy. It is this typical kind of protection that
is considered here.

Since I have described this kind of protection and discussed its}
shortcomings at some length elsewhere,® I shall not dwell on that
here. Before turning to the application of the model to the question
of the effects of protection on employment, however, I would like to;
comment briefly on the meaning of protection and on the origins
and character of typical LDC protection systems.

2 “Import Substitution as an Industrialization Strategy”, Philippine Economic
Journal, 1966; and “The Role of Protection in Industrialization Policy: with:
Particular Reference to Kenya,” Eastern A frica Economic Review, June 1972.
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The most important point to emphasize about protection is that it
I relative. It is impossible to protect every activity equally. To
Altempt to do so would result in no protection at all. Suppose, for
oxumple, that a ten per cent duty were imposed on all imports (in a
sluation of initial free trade equilibrium), and a matching ten per
tent subsidy is awarded to all exports. Even invisibles would be
Included so that there is equal protection for each activity.
Immediately prices and values added would be higher for all traded
§oods, but as they did so, a surplus would arise in the balance of
phyments. Assuming that the country does not want to provide
linrequited exports to the world, the value of its currency must rise.
Kquilibrium would be attained only when the appreciation reached
len per cent — i.e., when it has nullified the effects of the tariffs and
Mibsidies. “Net protection”, defined as the rate of protection less the
proportion by which the equilibrium value of the currency is raised
hy the whole protection system, would be zero for all activities, as in
the case of free trade.

Consider now the case where the ten per cent tariff is not matched
hy equivalent subsidies to exports. Again the currency must
Appreciate, but in this case the appreciation will normally fall short
ol the tariff percentage, leaving a residual of net protection. The
fonson is that export earnings will normally decline as the currency
Wppreciates so that the appreciation need not fully erase the incentive
ko Import substitution.

l.ooking at this under less normal circumstances, suppose that the
slanticity of supply of exports were zero, or the elasticity of demand
for exports were unity. Then, the currency would have to appreciate
hy the full percentage of the tariff rate, erasing completely any
protective effect. Under these circumstances net protection for
Import substitutes would be zero for any level of tariffs! And if the
#lanticity of demand for exports were less than unity, net protection
for import substitutes would be negative nc matter how high the
(iniform) tariff was set. In general, the proportion by which the
Appreciation reduces protection is greater the less responsive are
#xporl earnings, since more of the adjustment is left to imports.
lronically, however, a low export response is sometimes used as an
Argument for protection.

In a normal case, however, there would be some positive net
protection for import substitutes. If we now consider, more
Malistically, that we do not usually have uniform tariffs — that rates
Mnge from very high to zero — we can discover cases of negative net

33



protection with out regard to penalties from protection on inputs. An|

‘export good, for example, or duty-free materials or machinery,:
would have negative net protection (both nominal and effective) just:
to the extent of the undervaluation of foreign exchange.

ause it dramatizes the peﬁalty

I have dwelt on this point, first, bec
tic substitutes for low-duty’

on exports, or on potential domes
imports that protection systems usually impose. Moreover, it helps to
explain why protection systems often give greater encouragement to/
the processing of foreign primary and intermediate inputs than to the

processing of domestic materials. It is common, indeed, for foreign
rices, owing to

supplies to enter at less than free-trade equilibrium p ]
the combination of low duty plus (more than matching) under:
valuation of foreign exchange that the higher duties on finished!
products defend. Finally, it is especially important to note that, for
the same reason, capital equipment typically also enters at prices thab
are kept artificially below free trade levels by the system of

protection.

Another important implic

treat the whole economy as$
every industry is an «infant” vis @ vis the developed world. The mo g
broadly (equal) protection is extended, the more it is diluted fot

if it is decided to accord

each activity. In practice this means that, 1
protection for infant industry reasons, the policy will be more
effective if selectively applied to a few most deserving of the status

rather than broadly extended to every “pioneer” industry.

Turning from protection in theory to protection in practice, Wi
should note that it is very common for an LDC protection system b
have had its genesis in 2 balance of payments crisis. Typically, impot

or exchange controls were
the reasonable assumption that these would have an immediate effe

on foreign exchange use,
could be expected to take longer to be eff i
measures very often have evolved into a strate
however, for at least three reasons. First, they tend to be hi
effective in controlling the balance of payments in the short ruk
their deficiencies becoming apparent only after the system hé
become well entrenched. Second, even if the government has ever
intention of employing import controls solely as an emergene
measure until more fundamental remedies can be implemented, th
disappearance of the crisis makes it easy to neglect long-run solutior
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in favor of more immediately pressing problems in other areas of
policy. Third, vested interests soon develop behind the protection
offered by the controls.

The pattern of industrialization that follows carries the stamp of
{he priorities determined in the balance of payments crisis. It is
natural, in such an emergency, to ration foreign exchange in
accordance with use priorities. “Essentials” are liberally imported
and “non-essentials” are restricted without regard for the protective
offect. Increasingly, as domestic manufacture of consumption goods
expands, the essential category comes to mean largely the com-
ponents, materials and equipment needed as inputs in the con-
sumption goods industries. So there develops the familiar pattern of
“pscalating rates of protection”, highest on consumption goods
(especially high on the least essential ones), lower on intermediate
goods, and usually lowest on raw materials and capital equipment.
I'he result is that consumption goods may enjoy extremely high rates
of effective protection, while exports, capital goods and raw
muterials suffer negative protection. The pattern of use priorities is
oxactly reversed so far as protection of domestic production is
voncerned,

V. PROTECTION AND EMPLOYMENT

We should not, of course, expect protection systems of the kind
described above to be designed in favoring employment. What is
lronic, however, is that unemployment can be a long continuing
problem and nothing drastic is done — no drastic population policy,
no drastic factor proportions policy. But a balance of payments
problem gets immediate attention and often decisive — if crude —
action. The emergency balance of payments policies then eventually
hecomes rationalized as industrialization and employment policies
tome with consequences that are often detrimental to employment
prowth.

To see why this might be so, let us return to the growth model
thut was described in section III above. Consider first just the effect
ol n balance of payments constraint, as pictured in Figure 2. Suppose
that the remedy adopted is to hold I, to the level of I, — the
¢lussical medicine of restricting aggregate demand. The result would
lw BOP unemployment from the deficiency of.aggregate demand
plus growing Marxian unemployment owing to the gap between In
und Iy, This means that, because of the foreign exchange constraint,
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saving potential must be underutilized so that the rate of creation o
new ‘jobs is also below potential. (Even without a balance of
payments constraint, of course, the potential for new job creation
would be only Lo which is below In, the rate needed to keep the
reserve army from growing.)

A better alternative might appear to be a reduction of con-
sumption — i.e., a rise in s. While this would not eliminate BOP.
unemployment,” I could be conceivably raised to the level
of I, eliminating the growth of Marxian unemployment. (The
slope of the line, I}, —sY, would be increased until I, coincided with
L) Of course this would simultaneously raise I, above 98 taking
the country out of the defined realm of LDC cases. While this might
be possible in a poor country with an extremely powerful authori-
tarian regime, I prefer to rule it out as a practical option here. |

It seems, in any case, that there should be a strong incentive to
seek alternatives to depressing investment or forcing down con-
sumption. A rise in F, as was indicated earlier, would permit
investment to rise to I, and beyond to I ; but such an amount off
foreign capital may not be available on acceptable terms. f

What are left are trade policies. Shifting mY — X sufficiently
downward could eliminate BOP unemployment and somewhat
reduce the growth of Marxian unemployment, given the other
parameters. But there are many ways to influence mY — X and the
other parameters are not likely to remain fixed. Rather they are
likely to respond in different ways to alternative trade policies.

The evaluation of a particular form of trade policy, such as typical
LDC protection with its import substitution bias, should accordingly
be made in terms of its effects on saving, productivity and capital
intensity, as well as its effect on the balance of payments. The
common argument that, while tariffs or import restrictions involve
loss of allocative efficiency, they are at least employment-creating, is,
therefore, not necessarily correct. It is not simply a matter of trading
efficiency for employment. What happens to the parameters, y, s and |
k*, will determine the growth of Marxian unemployment even if the
trade balance is improved enough to permit the elimination of BOP
unemployment. Moreover, there is a question whether such protec-
tion policies are efféctive in the long run even in improving the trade
balance. Accordingly, I shall try to assess some of the implications
for employment of typical LDC protection under four headings: the
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sffect on y, the effect on s, the effect on k* and the effect on the
lmlance of payments constraint. The model indicates that lavorable
s employment for LDCs would be higher values for y and s, a lower
yalue for k* and a level of Iy at least equal to I.

The effect on y is straight-forward, I think. Empirical studies of
LD protection systems almost invariably indicate a very wide range
ul olfective rates of protection, implying that some import substitu-
Won industries require far more resources to save a unit of foreign
pxchange at the margin than do others, or than do exports to earn a
unit of foreign exchange even when terms of trade effects are
sounted. The resource cost of balancing the foreign exchange budget
W likely, therefore, to be much greater than it need be and this waste
ol resources means a lower y.

It is likely that y is lower also as a result of the blunting of the
furces of competition that protection allows. In most LDCs the size
ul markets is not sufficient to support a number of firms of
#onomical size great enough to ensure vigorous domestic competi-
Hon, Hence, without foreign competition, the drive for efficiency
unil progress is likely to be weaker.

Moreover, the bias toward many small consumption goods
Wustries, horizontally balanced in relation to consumer demand,
mither than more specialized, more vertically integrated, larger-scale
duntries that would be producing for both domestic and world
markoels, means that potential gains from economies of scale and
ffom learning-by-doing in the context of more rapid and more
guncentrated growth have been sacrificed.

Hince all of these adverse effects on y are independent of k, there
# no labor-using element in them to compensate for the loss in
pilput and, therefore, iu saving. Hence, they mean simply a
pecluction in I and an intensification of the problem of Marxian

M D ™~

E mimnpluyment‘.v I stress this because inefficiency is sometimes
1 B Mought to imply “make-work”. Here again the importance of a
a goriect diagnosis of the ruling constraint on investment is em-
p phasized. In the Keynesian case (I, > 1)), a lower y would mean
o more employment; in the Marxian case, it means more rapidly
e owing unemployment. As I have suggested above, when there is a
& lance of payments constraint we have a “pseudo-Keynesian” case.
P HOP unemployment, like Keynesian unemployment, can be reduced

hrough lower productivity. It is true then that if typical LDC
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protection were indeed successful in removing the balance

payments constraint, the combination of import substitution an
reduced efficiency would diminish BOP unemployment. (The slop
of y would become steeper, while the slope of mY — X wo ':
become less steep.) The lower y, by itself, however, would worse
the problem of Marxian unemployment. Any method of improvin
the trade balance which does not involve a reduction (or as great
reduction) in productivity would be just as effective in curing BO
unemployment and would be superior with respect to Marxia
unemployment. In this case, then, less efficiency from trade polici

does not “make work”.

I turn now to saving. A few years ago it was popular to argue thi
creating profits through protection was a means of raising saving. E
turning the terms of trade against the non-protected sectors, inco 1
would be shifted to profits in manufacturing where there was alleg :
to be a higher propensity to save. This theory is little heard of tods
because of the dearth of evidence to support it. Instead it seems thi
protection often means inefficiency, high wages and salaries in
protected sector, and a rapid rise in urban consumption rather t!
higher saving. Inefficiency has meant that, although income
transformed from agriculture and other less protected sectors, m ¢
of it was dissipated in higher costs. Workers, at all levels, have be
able to capture a substantial portion of the transfer to support hi
urban consumption standards. The emphasis on consumption go o]
production — especially of non-essentials — that is induced by
structure of protection has meant that the government is unable |
take strong measures to curb non-essential consumption withol
creating unemployment and excess capacity. Finally, the savit

propensity in the model, s, may also be a function of y (where
serves as a proxy for per capita income). If this is so, adverse effec
on y would have a double effect in reducing saving.

In some LDCs a considerable portion of saving must come froi
foreign private companies. Here, the typical system of protection hi
an especially unfortunate effect. For the system invites foreig
companies to invest for profits that come from the protecti
offered, not from using local resources efficiently enough to compe
with the world. This purely import substitution kind of investmen
likely to be a one-shot affair with initial investment just enough {
meet local market demand. The natural avenues for reinvestme;
would be backward integration and exports; but since these have 1o
or negative effective protection it is not surprising that profits a
repatriated instead. This could have a very substantial effect on ti
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sount of saving that remains in the country. An obvious
plication is that foreign investment which promise exports should
strongly favored.

| should add that the bias in protection systems against backward
fogration and exports tends to create a poor investment climate (at
Ie stage) for all — domestic and foreign capital alike. The
jplication is that I, the actual rate of investment, may be held
lluw nny of the otﬁer constrained rates by the constraint of the
Miveslment climate.

Tuming now to factor proportions, we can identify a number of
yu In which protection adversely affects k*. First, and perhaps
sl obvious is the effect of the structure of protection on the

Mnentic prices of imported capital goods. Typically they enter, even
I modest duties, at below free trade equilibrium prices because of
iindervaluation of foreign exchange that the system of protection
ilu,

In nddition, there is the discouragement to the development of a
il cnpital goods industry. This may be adverse to employment in
4 respects, First, many capital goods industries are economical at
Al scnle with labor-intensive methods (though the skill require-
#iln may be relatively high). Second, there is some evidence to
#l that a local machinery industry may produce machines that
loms lnborsaving in use, i.e., more in tune with local factor
urtions.

Protection tends to bias k* in the wrong direction also by, in

il, underwriting — or even intensifying — factor price disequi-
fum. Permitting via protection a rise in the price of the
i fnctured product to offset high urban wages may only invite
i wage increases. These, in turn, provide a rationale for more,
“ul lonst continuing, protection, and so on. Therefore, while
etion may neutralize the effect of a dualistic wage structure
@lur in competition in the domestic market is concerned, it may at
piine time intensify the bias against the use of labor in
fueturing,

ulher adverse effect on employment through capital intensity
duime from the bias protection creates in favor of manufacturing
I un Imported inputs over the processing of domestic materials.*

# fullowing argument is based on the writer’s **A Note on Protection and
Puvsming of Primary Commodities,” Working Paper No. 60, Institute for
fiijimant Htudies, University of Nairobi, August 1972.
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This bias stems from one or both of two important consequences
typical LDC protection systems. First, there is the general penalty |
exports that protection of import substitution creates. Because
wage dualism this is especially harmful to manufactured expor
Primary exports, in contrast, often survive the effects of the penal
because of lower wages and more flexibility in factor p i
generally. Thus, many LDCs can successfully export prim
products at an exchange rate that precludes the export of manuf
tures and permits manufacturing for the domestic market ol
behind substantial protection — this despite the fact that correcti
for wage dualism might indicate a real comparative advantage
some manufacturing industries.

The second source of bias against processing is the effect of
undervaluation of foreign exchange that protection defends on
relative prices of imported inputs and domestic materials. With Zi
or low duties the former can enter below free trade equilibri
prices. This bias depends on the assumption that the domes
materials are not exported, however, since if they were they wol
also be undervalued to the same extent.

To generalize the analysis of the bias against processing, let
consider two goods, a primary commodity and the product resulti
from processing it. The primary commodity might be exported
not, while the processed product might also be exported
substituted for imports behind protection. We have, then, f
possible combinations, each of which can be compared to an imp
substitution industry that is processing imported inputs behi
protection.

First, if the primary commodity is not exported, industries b
use it as an input will be at a disadvantage vis a vis impg
substitution industries that use imported inputs because of }
undervaluation of foreign exchange. This would be true even if |
processed product were also a protected import substitute.
however, the processed product is an export, there is a doul
disadvantage owing to the negative protection of exporting activiti
(Note that even if there were fully effective drawbacks of duties
protected inputs, exporting activities would still have negative &
effective protection because of the undervaluation of fore]
exchange.) On the other hand, if the primary commodity:
exported, its price will also be lower because of the undervaluat
of foreign exchange, so that its processing is at a disadvantage onl '
and because, it produces a product for export. These results |
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inirize in Table I, where the nature of the bias, if any, is shown
e nppropriate cell.

Table I
Biases Against Processing of Domestic Commodities

Processed Good

Export Import Substitute
[
Ty Export o negative protection no bias
o of exports
o}
modity No g both biases " undervaluation of
Export o imported inputs
o}

¢ most important case might be in the upper left-hand corner
s il a country has a surplus for export of a primary
modity, it is likely also to have a potential surplus of the
od product. However, one can imagine of cases where both
Wre present — e.g., a raw material supply that would remain
loveloped without an export market for a manufacturing
bty that uses it. In any case, the bias against exports that is
Nl In protection of import substitutes is likely to inhibit the
Hupment of manufacturing based on domestic raw materials. Too
this point is missed because attention is focused on the choice
o1 oxporting the raw material and exporting the processed
it The raw material will be exported, however, in either form.
Bportant choice is whether to allocate labor and capital to the
ing of imported inputs in protected import substitution
lon or to the processing of domestic raw products for export.

Ironic that many LDCs are adding this discrimination against
iwmning of their own primary products to that which comes
o hoavy protection of processing in the developed countries.
wo idd wage dualism we see that there is a triple bias against
Ming and a favor towards continued dependence on primary

ure the implications for employment from this bias against
Mlng? In general we cannot be sure since they turn on the
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relative factor intensities of the alternative industrial I
Nevertheless, it seems likely that, from the standpoint of bo
of industry and location, the processing industries might ten
more labor-intensive than the import-dependent import subs
industries. The latter tend to concentrate in large urban cen 8}
convenient access to ocean transport. It is in these “import en
(as Hirschman has called them) that was rates are highe
imported capital equipment cheapest. Moreover, since
predominantly industries producing locally the same manuf
goods that were formerly imported, often by foreign capital o
foreign licensing, there may be a strong bias toward the (
intensive techniques of the developed countries. In contraj
processing industries would tend to be more disperse¢
supply-influenced pattern throughout rural and semi-rurs
where wage rates are lower and where there: would be
participation of local entrepreneurship in the various stagel
primary production to finished manufacture.

Still another adverse influence on k* may come from the e
within which firms make their investment decisions under ¢
tion. If a firm feels constrained by the size of the market, rathe
by the amount of capital at its disposal, it will maximize prof ;
greater capital intensity than it would under as assumed §
constraint. A bias toward import substitution, behind protee
certainly more likely to create a market constraint bias in inve
decisions than is an outward-looking industrialization sty
Therefore, this may be another reason to expect slower grog
employment under protection. :

I turn, finally, to the balance of payments constraint, itself,
noted above that protection is an inefficient means of attempt
improve the trade balance. Indeed, it may turn out in the lon
merely to prolong the balance of payments constraint. One :
simply point to the many countries that have had this experie
evidence. In addition, however, I think one could argue that it
really surprising. What the system does is to raise steadil
domestic resource cost of saving foreign exchange through i
substitution. Because ‘of the biases against exports and bacl
integration, the system must move on to less and less compara
advantageous consumption goods industries. It should not
us, then, if the process ends in both chronic balance of payj

S Differences in productivity and saving are also relevant, of course, b :
are perhaps less predictable. '
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Willles and industrial stagnation. It would take a complete
0f the system to open the way for industrial exports and
Wi Integration; and yet, at some point, it is only these that can
Milve the balance of payments problem and permit continuing
il Industrial output and employment.

TOWARD MORE RATIONAL PROTECTION

Mg LDCs there is a general commitment to industrial
Hon ns a means of stimulating economic development. Yet the
lng unalysis of protection and employment suggests a very
Wlslic conclusion: protection, as it is commonly practiced in
ILDCy, appears to be strongly biased against the growth of
Wment. Does this imply that the commitment to protection is
i that free trade would represent a better development
! Or does it mean that employment growth must be sacrificed
it growth?

B unswer is, I think, that neither of these implications should be
B, With the right kinds of policies there should be no serious
Wl bolween output and employment goals. And there are
Mhly vilid reasons for including protection as an element of
Iment policy. What is at fault is the typical form that LDC
Hon wystems have taken. In particular, LDC protection systems
Wken an almost exclusive concern for protection of the home
il wlich has tended to promote what, years ago in his first
#n Director General of UNCTAD, Raul Prebisch indicted as
Ilooking industrialization”.® Since then, an accumulation of
¥ from the experiences of LDCs with protection of the home
hae underlined Prebisch’s indictment.

MMl |n the alternative? Prebisch urged preferences in the rich
#ee' markets for the manufactures of the poor countries.
I8 hinve urged trade preferences among LDCs, themselves. While
| Wi desirable, both also require difficult international political
#hls, It is not surprising that such arrangements have been
W materialize. What an individual country might accomplish
| ilokly is the reform of its own protection system. While it is
mible here to give more than a very brief indication of what I
i Muggest as guidelines for such reform, these have been spelled

ils n New Trade Policy for Developing Countries (U.N., 1964).
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out in greater detail in an article cited above.”

Principally, what is required is to find ways of meet
legitimate aims of protection — such as encouraging infant ind
rewarding for external economies, offsetting wage dualig
correcting for terms of trade effects — that avoid the biases
exports, backward integration, and the use of labor, that are in
in the protection systems typically found in LDCs. The |
accomplishing this is the use of subsidies to provide protect
place of tariffs of other import restriction. This is not
argument, of course. It has long been recognized that subsidie;
provide protection superior to tariff protection if some re
neutral means of financing the subsidies could be found. He
given the weaknesses of tax systems in LDCs and their
dependence on tariffs for revenue, it has seemed easy to defent
protection on practical grounds.

are two reasons why I am no longer willing to accept this defé
tariff protection. First, I have become convinced from the §
studies in many countries of protection in relation to develg
that the disadvantages of tariff protection have been §
underestimated in the past. Second, I now think that then
relatively simple means open to LDCs of financing the sul
required for more effective protection. It depends on using taril
revenue, but not for protection. This is accomplished by neutn
the protective effect with domestic sales taxes — ideally a
added tax. The latter, in turn, would augment the generatil
revenue and help to avoid the common problem of a low in
elasticity of tax revenue that plagues LDCs heavily depend
tariffs. Protection, then, comes not from tariffs, but from subf

A capsule description of such a scheme would be somethin
the following. First, there should be a uniform tariff, partly offs
a uniform value added tax. The difference between the two §
represent a level of protection justified by general terms of
considerations. These exclude the effects from major exports,
would be subject to export taxes to remedy such disparities bet
world prices and marginal revenue as are judged to existy
absolute levels of tariff and value added tax would depend o

‘revenue needs of the government, though another considerat

7“The Role of Protection in Industrialization Policy”, op. cit,
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‘wment. An exception to the uniformity rule could be higher
M and domestic taxes on luxury consumption goods. Exports
il he exempt from the value added tax and, therefore, treated on
with import substitutes, except for the slight terms of trade
fontinl, Subsidies would be used to protect “infants” for a
inl period, as well as to reward for external economies where
b vould be clearly diagnosed. Subsidies to employment would be
o correct the effects of wage dualism. A single exchange rate
I e ndjusted to provide balance of payments equilibrium.

W nbove description is a very simple system, much easier to

i than most existing systems in LDCs. The combination of
1 tariff with uniform value added tax would not only be easy
fiminister, it could also raise the revenue needed to provide for
¥arous subsidies without any of the distorting effects of tariff
‘llon. In particular, it could eliminate the various biases against
lyment identified above.
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APPENDIX I

Some Definitions

Natural rate of capital formation is I =k ( L+ %—L) =kgL

Warranted rate of capital formation is I, = (s + m) pL — X |

X+ F)i
m 4

BOP constrained rate of capital formation is Iy=s(
Marxian unemployment occurs when L<l
Wage-price inflation occurs when L>I,

BOP unemployment occurs when IipIh> L2 1,
Keynesian unemployment occurs when L= L=1,
Both Keynesian and BOP unemployment when Iy> 1,2
BOP inflation occurs when L, > Ia > In, Iy

Excess demand inflation occurs when L,z Ia > Ib, Iw
Both BOP and excess demand inflation when I, ,7, > &
Pure deflation occurs when Ia < Iw, L, Ib
Pure inflation occurs when L > Iw’ In, Ib
BOP surplus occurs when I <I

BOP deficit occurs when Ia > Ib
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APPENDIX II

Six Interesting LDC Cases

e these are all LDC cases, all are characterized by I, > I,.But
I ambiguous unless we specify the trade balance at full capacity
Ul So, I definer LDC cases as those where I > I, when the

bulance is zero at full capacity. This avoids the anomaly of
Ny us ‘“‘developed” a poor country that could achieve full
Ity output only with a large trade deficit.

#re are 31 such cases of growth disequilibrium characterized by
Iy Ten of these, however, are cases of pure inflation or pure
Hon (as defined in Appendix I). Of the 21 remaining, 13 have I,
. While these would be interesting for some studies — e.g., the
la of short-run fluctuations in exports — tkey have been omitted
on the ground that, at least in the long run, LDCs have an
\ate appetite for imports. Finally, I have merged cases where

loms are identical, reducing the remaining eight to the six
Hified below.

| =1 <L Marxian unemployment
I. “1,<Iy<I, Marxian and BOP unemployment

Iy < 1, < I Mal"xian and BOP unemployment plus BOP
deficit

Ih R L,=1;< L, Marxian unemployment plus BOP deficit

lh ~ I, <L, <I, Marxian unemployment, excess demand
inflation, BOP deficit

Ih < I, <I,=I,  Excessdemand inflation plus BOP deficit
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