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A NOTE ON PROTECTION AND THE
PROCESSING OF PRIMARY COMMODITIES

by e

John H., Power
Abstract N o p

It is well known that "escalated" tariff structures
in more developed countries (MDCs) seérve to irhibit the
ability of less developed coyntries (LDCs) to process”their
own primary commodities for export. - What has not received
attention, however, and what is demonstrated here, is that
tariff structures of the LDCs, themselves, may add an additional
bias against such processing activities. So reform of
protection systems in both groups of countries is important’.
to the success of industrialisation in LDCs. The terms of
trade implications are noted as a possible explanation of the-
UNCTAD emphasis on trade preferences in MDC markets rather
than on LDC tariff.reform. However, it is noted that LDC
tariff reform would tend to remove a bias against trade among
LDCs and that this mitigates the terms of trade argument.
Finally, this also provides a new-argument for trade
preferences among LDCS. 3 \
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L Note om Frotection and the
Frocessiag of Frimary Commodities
by

dohn EH. Fower

Tariff structvres in less developed coumtries (L2Cs) ani more
developed countries (I7)Cs) alike generally exhibit the characteristic
of "cascading'" rates--highest at the finishing stages of production ani
lowvest at the primary stages. It has often been pointed out that the
effect of this kind of tariff structure in M3Cs is to inhibit the abil-
ity of L2Cs to process their own primary precducts for export to the
markets of the 1:3Cs. If, for example, tihe latter z2llow copra to enter
free of duty while coconut c¢il is subject to an import tax, what might
be a natural comparative advantage of LJ}s in the processiag cf copra
would tend to be nullified, keeping them depeandent on the exgort of the
primary product. It should be noted in this comuection that evez a
modest nominal rate of protection can mean very substaztial effective
protection of the processing activity when the primary zroduct is im-
morted free of duty. In these circumstances a 10 per cent nominal rate
on the processed product, for example, would mean & 25 per cent effaet-
ive rate if value added in processing (at world prices) represented

40 per cent of the valuce of the final product (at world prices).

This kind of bias in the protection structurces of the IMICs
represceiats @ seriocus cohstacle tc the deveicpment of =manufoctured exports
in the L3Cs. What has not received attenticn, however, is the fact
that protection systems in the L3Cs often impose an additicnal penality
cn the processing of wprimary commocdities for export. Thaus protection
systems in both groups of countries combine to create a doudble-zized

bias in favour of continued derendence of the L3Cs on primary comzzodity

exports.

The bias against processing of domestic commclities that is
imposed (inazdvertentiy, no Jdoubt) by tze L3Cs, thenselves, coues from
cne c¢r both of twe important conseguences of their protection systems.
First there is the zencral bias against exports in faveur of import
substitutiocn. Jhile the latter is cften heavily protected, euports
generally Lave nzgative net effective protzction. Second is the bias
in Savour of the usz of internationally traded inputs over non-traded
ones that resulte frow the undervaluation of foreign exchange that the

\
syster af protection defends.



If we counsider twe gools, 2 primary ceommodity and the v
I ) e

Auct resultin: from its being precessed, and if we comgider trhat the
primary commodity might e exportcd cor mnot, while the processeld pro-

duct might be export>d or substituted for imports behind protecticrn:,

J

we Lhave four possible combinations. I order to ldetermine the exis

E

[

ence and nature of the bias against the processing cf domestic commeli-

ties that the protection systen imposes, e can compare each combimatica
to zm import subgstituticn industry that is processing importzd inpuls

-

behind protectiomn.

First, if the primary commolity is not exporteld, indusiries
that use it as an input will be at a disadvantage vis a vis import
substitution industries that usc imported inputs because of the under-
valuation of foreiga exchange. (Imported inputs are assumed to have

zero or low duties ia accordance with the "escalated®” protection siruc-
ture.) This would be true =ven if the processed prosduct were 2ige =

protected import substitute. If, however, the processed product is arl

export, there will be a double Zdisadvantage owing te the negative gro-
tection of exporting activities. (lote that evea if there were fully
effective drawbacks of duties on protected inputs, exporting activi-
ties would still have negative net effective protection because of the
undervaluation of foreign exchange.) n the other kand, if the primary
commodity is exported, its price alsc will be lower because of tue

undervaluation of fereign sxzchange, so that its rprocessing is at a

disadvantage only if, and because, it produces = preduct for exgort.
These results are summarised in Table 1, where tk ture of the bias,
if any, is shown in ithe appropriate cell.

anle 1

Biases Ageinst rrocessing of Jemoestic Commeolditics

~

Frocessed Good

Bxrort Import Substitut
negative preotection no bias

Ixport
Primar =P of exports
1134 2
Commodity . .
Mo both biase undervaluation of
imperted imputc
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Ferhaps the mest important case is that in the uppsr laft-

hand corner, w-oere both rrimary and

It might, therefore, prove interesting to lock at this case more close
I preopose to do so within a framewerk of analysis patterned aftzr that
ef Folilis Chenery in his classic article, "Coijparztive Lilvantage and
Devalepment Folicy" (imerican Iconomdc Neview, are:n 1981). The casc

copsidered her:

()

an actual case in the

A

though the numb en sclected for convenience in

ere

Table 2 shows input-cutput relations for three
activities, two exjort activities, ard twe import activities. For
exariple, production activity 3 produces (+) 1.C unit of plywood and
uses (=) 1.C upit of logs and
other inputs). Ixport activity 3
duce (+) 2.C umnits of foreign exchange.

1.0 unit of autos and uses (-) 11.0 units of foreign exchangec.

1.2 units of primary inputs (labour an:

~
b

uses (=) 1.7 unit of plywood to pro-

Production Export Ioport ~3f§§: Imre. _xort Exgort
) 5 A 3 4 1 5 Tbrium SuRe ZEp. T Dxp.II
1 Autos +1.0 +1.G < 11,2 1%.2  12.1  13.2
2 CiDs -1.0 +1.C 1C.¢  10.0 1l.¢  12.C
3 Flywood +1.G ~1.0 . 2.2 2 &ed Pek
4 Logs -1 +1i.0 -1.C 3 1.8 1.8 1.¢C l.2
5 Foreign +2.8 +1.8 -11.0 —10-’§ 1,C 1.G iel 1,
Zxeange .
Labour -0 =D ; .0 1.0 1.C 1.C
Cther -1L -GS =05 1. 1.0 1.C 1.
inputs : .
Frofitability *

Disecui ~ 240

librium
Inp. Sub~ +5.2
stitution
TXpe Bx~ -1.8
pansion I

~1.8

pansion I1

+ 0:-2

-G

-C.2

s}
-

%

tax on =2xzorts

** no tax ox exrerts

processed products would be cxportei.

Import activity 1 preduces (+)



The rate of loggzing is restricted

forests. It i
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assuried that this rave of lozzgin

s
just sufficient to earn tie foreigm exchange necded for the import of

wcwever, auvutos were to be imperied instead of Clle, more
foreiga exchangs would be needed. Hote that export earzinge can be

expanded by diverting logs to lywood manufacture for expert. 4 unit

of logs earns twice as much fereign excheange in the form of plywood,
but the cost of primary insuts reguired to convert logs to plyweed is

o
sucia that it does not pay to 20 so at an exchange rate (price of foreizn’
exchange) of 1.0. The exchange rate wust move at least to 1.1 Lefore
plywood exrports become profitable. (FFrofitable" here means earning at

least the necessary ratura te capital.)

It is assumed imnitially that the official exchange rate is 1.C.
£t this rate auvtos can be imported at a price of 11.C (11.0 uni
foreign exchange multiplied by its price). Likewise, CKDs can be imported
at 2 price cf 1C.C. 2Deomestic production of zutcs would bz at a unit

-

«C; hence their domestic assembly is unprofitable. The prices

]
b
(¥}

cogt Of
cf autes and CXDs will be determined, then, by their imp e

The prices of logs and plywoed, in contrast, will be Zeternimed by the
pigher of domestic costs of preduction (including necessary retura to
carital, given the degree of mcnmoroly) or net export price. The prices
cf labour and other inputs can each be set at 1.C by choosing approp-

1

=
riate units. The prices of logs: and plywood can then be calzsulated as
1.8 and 2.2, regpectively.

£11 of thesz prices are shown in the column headed '"Disequi-
librium." Since only lozs can profitably be exported at these priczesg,
foreign exchange earnings will fall short of the amount recuired by

auto imports. Hence there is balance of payments diseguilibrium.

Two ways of meeting this problen are considered. The first
is to reducec the demand for: foreign exchange by protecting am auto’
asgenbly industry--import substitution. The other is tc increcse the

supply of foreign exchange by promoting plywood exports--export expansicn.

To protect autc assembly a 20 per cent tariff is imposed on
autos (CKDs remaining duty free). The price of autos is now import price
plus tariff, or 13.2. DJomestic productiorn is now profitable. (Compare

the profitability figures in column 1 under the heading, Troduction.)
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Indi:ed, monopcly profits are inficated. Domestic coopetition
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0
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drive the price down to 13.C, leaving z portion of the tariff redundant.
Nothirg else has cianged, except that the balance of payments is now
in eguilibrium--log exports by acsumption beinpg just sufficient to meet

the foreigm exchange requirements of importiag CKDs.

Llternatively, to increasc export earaings sc as to be able
to continue duty-frze inports of autos, the price of foreign exchange
coulld De raised to l.1. HNow a unit of plywood export zarns 2.2 in
domestic currency, ratier tham 2.0; an?d this is just sufficient to
induce plywood exports. (Compare the profitability fizures in ZIxport
column 3.) Note alse that log exports now earn reants. These could be
taxed to prevent the domestic cost of logs from rising. Under the
assurption of such a tax, prices would be as shown in column Expert
Exransion I. If log exports are not taxed, the exchange rate would
have to rise to 1.2, though a subsidy to plywood manufacture is an
alternative. Prices under the assumption of no tax or subsidy zre

shiown in column Zxport Ixpansion IX.

That conclusions can we draw from this? First, rzcall that
egscalated" tariff structures in rich countries can inhibit the devel-
opment in poor countries of export industries based con the processing
of their primary rroducts. 7Te now see how tariff structures imn the
poor countries can be ar additicnal inkibiting facter. The grotection
of import substitution can defend an exchange rate that undervalues
foreign exchange to the extent that naturaily comparatively advantageous
exports, such as plywcod in the present case, cannot develor. The

country remains <ependent con the export of logs.

licraover, the effect of an escalated tariff structure iz
creating exaggerated effective pretection rates is agzcin impertant in
the L3C case. If, for example, the 20 per cent tzriff were imposed oca
both imports, autos would not be rroduced domestically, as tie realer
can verify. It is the combination of a seemingly modest tariff on autes
with duty-free impeorts of CK3s at an undervaluation of foreizn excaangs
that makes import substitutiom profitable here. With uniform tariffs
the rate weuld have to be at least 2CC per cent to induce import sub-
stitution. I wonder-hew wany policy makers who would Lalk at giving
a2n industry 200 per cent protection fail to realise that this is in

affect what taey might be doing when, as ia the precsent case, they



impose a 2C per cent duty on the proluct and allow tae inputs to be

imrorted free of Iuty.

Tnat is the effectiive ratz cof protection for auto assezbly

o
in the case describked above? As wsually calculated it is 227 Ter cemi--
the percentage differcnce between value addel unider rrotection and value
added at world prices (3.2 is 22C per cent greater than 1.0). DBut world

orices under protection are not the same as eguilitrium prices uader

A

vye could

o

free trade, when these are measured in domestic currency. Io

calculate "met effective protecticny which takes intc account the ex-~

change rate adjustrent. 7TJe would cozparzs thz prices of autos amd C¥Ds

not in the first and second price columns, but in the secend and third

or second ani fourth. HNet effective preotection witix the sxport tex om

lore, then, would be about 181 per cent; while without th: exrort tax
£

1
it woull b=z zbout 187 ner cent. [let effective ~rotecticn is less than

effective protaciion becouse a norticn of the latter is offset by the
uniervaluation of foreign exchans
The ey question is, howevzr, which is the La2tter sccial

w i
choice: immort substitution im auto asgsenbly cr curanciocn ¢f plywood

nanufacture for export? DZack auto acquired vie import substitution
costs 13.0 in zrimary inputs--1C.0 te preduce tenm unite cf lo

export se¢ as to be 2ble te import ome CFJ plus 3.0 to assemble it.

If, instead, autos are imporied, one cut of ten units of logs rraovi-
ocusly exported will have to go into plyweod manufacture (since foreipgn
exciange reguirements have risen by tem per cent). £o the average pri-

nary input cost rer car will be 11.2 in this case--1C.C tc produce ten

units cf logs plus 1.2 to convert one of them intc plyweod.

The better social cicice, then, is plywood. This coneclusi

bl

would be further strexgthened if we took intec account tie terwuis of

trale adventaze of cxmorting fewer legs znd if we introduced halow

9]
©

price for labour. The former d2-enls, of course, on a lover world

elasticity of demend for logs than for rplywcood. Tith respect to the
ietter, I 2= agsuming o duclistic wage structure with rates for cemzar-

ng than in nrinarcy activities lilte

o R ) T e~ R e b L R ke T - = e}
. The analysis zbove waog carried ocutl under the assumition that

oy

the expansion of logging was limited by ccncervetion policies. This
restricted the ciicice to the processing of logs versus the ‘assenbly ci

Ci0s. This is a reasonable approximaticr to a situaticn where the
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y of the rrimary commodity is relatively inelastic. If insteaz
it is relatively elastic, there is a choice alsc between investing iz
he expansion of primary nroduction for export versus investing in itc

processing. Here the shadow wage coull be an important factor.

The example set out above is, of course, artificial in the
sense that the numbers were to chosen tc insure the result, as well as
to rake the exposition simple. Nevertheless, it illustrates a real
situation for many less developed ccuntries. If autc assewbly serves
as a proxy for all protected imjort substituticn, and plywood serves
as a proxy for all potential exports based or the processing c¢f domestic
materials, we can see from the example that the protectiocn of the foraer
is at the expense of the latter. This does not depend om the particular
numbers chosen, since the undervaluation of foreign exchange that pro-
tection of import substitution defends will inevitably destroy the
profitability of some comparatively advantageous manufacturing for
export. This, therefeore, may be an important part of the explanation
of why import substitution in manufacturing behind protection has not
reduced the LDCs' dependence on primary exports. The present writer

is convinced that this is surely the case for the Fhilippines.

Finally, let me address myself briefly to the question why
the adverse influeace of IMDC protection on the LICs' ability tc export
manufactures has receivel attention, while tihe additiozal adverse ia-

luence of the L3Cs' cwn protection systems has nct. This imbalance
is particularly evidemt, I thim:, within UNCTiD. Recall that Raul
rrebisch, in his first report in 1864 as Jirector-Gencral of UNCTA
strongly criticised "inward-looking industrialisation' and emphasised
the importance of manufacturing for expert cn the part of LZCs. To
implemcnt this redirection of industrialisation policy, hewever, the
erchasis was entirely on revision of the protection systems in 1TCs--
none on reform within the L2XCs, themselves. This enphasis cannct be
attributed, I think, to a lack of understanding of the [fenalty cn

xperts that protection imposes. Rather I think it is more lilely
tihat Frebisch had in min? the Jdifference with resgrnect to the terms of
trade between Vcenter!" and periphery" that is implied in the alter-

natives of trade preferences granted by 43Cs versus reducei protecticn

4in LDCs. For, while the latter would help to unleash their indust-
i

riel export rotential, for the esatire L2C bloc to attempt this would

surely mean tcrms cof trade losses in the azbgence of simultaneous
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reduction of protection in M2Cs. Iromically, however, the implement-
aticn of UIICTLD trade preferences will benefit most tlhose fow L3XCs
that go z2head with the reform of their protecticn systems, notwith-

standing this argunient.

There is yet ancther consideratiocn that tends to mitigate,
T think, the terizs of trade argument. The UNCTLD view seems to be
premised toc heavily on the assumption of a twe-bloc world, with the
implication tnat increased expoerts from L3Cs must go to il Cs rather
than te other LXs. Hdeinforcing this has been alsc a lack of attextion
te the effect of protection in LICs in biasing against trade with each

other in favour of trade with I">Cs. Since this has not been spelled

out anywhere, so far as I know, I will devote a2 little space to it here.

Tut most simply this bias results from the fact that whea two
countries have similar rates of tariff (or equivalent import restric-
tion) protection they are defending similar rates of overvaluation of
their currencies. (This assumes that the international trade clasti-
cities are also gimzilar for the two countries.) Thus they have over-
valued currencies in relatiom to the world, but nct in relation to each
other. There is, thercefore, no offset tc the tariff ir trade with each
other, while the effect of the tariff is reduced dy the undervaluation
of fcreign exchange im tihe case of imports froom the worid. This means
that the world is given &z competitive advantage 1 '.s a2 vis each in saies

in the cther's market.

Let me put this more precisely in a simple exarmple. Lot E

oy S

()

resrasent the bloc cf countrics with identical levels of protecticn and
rates of cvervaluatior; and let 4 regresent any nmewber ci th: bloc.
Lssuma that with this protection there are still imports from the werld,
though less than there would be with free trade. Irices of imports in
L will be equal te the world price raised by the tariff and converted

at the cxchange rate. Coropared tc prices under free trade, import =rice
will be higher by "net Frotecticn'--the combinel effect of the tariff

and the undervaluztion of foreign exchange. Thug if free trade pr

[
[¢]
[
4]

ere F, prices unier protecticn will be F(1+T)(1-U), where T is the
tariff rate and U is the rete of undervaluation. ¢f course the gpro-
tection will mean that domestic production in . will partially displace
imports, but at the new equilibrium exporters from B to 4 will receive

tie rriez discounted by the tariff, or F (L +7T)(1-U)( 11,“) =F (1-7j,




while exporters from the world to L will receive the saze raised by the

-

overvaluation of ;'s currency, or F (1-U)( 1 U) =F. Imnorts into 4

from the world will, therefore, tend to digplace those froem 5. I“yport-
ers in ., orn thc cther hand, will find their net export price lower
than under free trade by the extent of undervaluation of foreign ex-
change both for sales to the world and te bloc members. The net recult
for each member of adopting these comon protecticaist policies is,
then, to reduce imports and exyorts gencrally and tc bias the scurce

of imports toward the world, away froem bloc memnbers.

The implicaticon is that 2 simultaneous reducticn of protecticn
amecng all bloc B countries would tend to remove this bias and incrsase
trade with each other. This would at least mitigzzte, then, the terms

cf trade =ffect noted above.

My ccnclusion from all of tahe above is that, while o reduc-
tion of protection im MiCs vis a vig the manufacturec of L2Cs is of
great importance, the reform cof rrotecticn systems within LI2Cs should
net wait for this to happen. It seemns also that there ie zn additional
argunent for acconplishing this within the framework of preferemtial
trade awmong those LICs that have found themszlves trapped by iowdrd-

o
o<

leoking indusirialisztion behind protecticn—-namnely the remeoval of

an

c
unnatural bizs against trade with cach other. There is no reasom, of

2
course, for this preferential trade to be raestricted to regiomal groug-
ings. And, finally, such zn arrangement night ' provide the L3Cs with

a stronger bargaining positiom cn tize questicn of M3C protection.



