
6 Pricing for efficiency

In the industrial market economies prices play a
pivotal role in the allocation of resources. The cen-
trally planned economies have also started to move
in that direction, and in developing countries there
is a growing body of evidence on the benefits of
using prices to reflect scarcities and encourage
growth. Remunerative prices helped foster South
Asia's agricultural development in the 1960s, and
competitive exchange rates contributed to the ex-
port successes of several East Asian countries in
the 1970s.

Yet government development programs often
still concentrate more on the quantity of saving,
investment, and output than on prices. Where
governments have intervened directly in prices,
they have often produced unintended results. Price
controls to improve income distribution, for ex-
ample, have sometimes ended up hurting the
poorestas when low food prices, intended to
benefit the urban poor, reduce the incomes of the
(more numerous) rural poor. Similarly, import
controls designed to save imports and improve the
balance of trade have often harmed exports and
home production and ended up worsening the
trade balance. Controlled low interest rates in-
tended to help investors and farmers often ended
up reducing the pool of savings available and forc-
ing small investors and farmers to rely on high
interest rates in black or informal markets. Pricing
policy became increasingly critical in the 1970s be-
cause of the international upheavals in energy
prices, interest rates, and exchange rates.

This chapter reviews the extent of price distor-
tions in developing countries in the 1970s and
assesses their impact on growth. The main con-
clusion is that during the 1970s price distortions
were serious in many developing countries. Those
countries with the worst distortions experienced
significantly lower domestic saving and lower out-
put per unit of investment, thus leading to slower
growth.

Price distortions

The issue of price distortions has been widely re-
searched and debated in recent years and has been
reviewed in several earlier World Development Re-
ports . Distortions exist when the prices of goods
and services, as well as of capital and labor, do
not correctly reflect their scarcity. For goods that
are internationally traded, scarcity is generally in-
dicated by international prices (a fuller discussion
is given in Box 4.1).

Price distortions may be caused by monopolistic
tendencies in the private sector or by government
intervention. It is possible for government inter-
ventions, if properly designed, to correct distor-
tions. In most instances, however, price distor-
tions are introduced by government directly or
indirectly in pursuit of some social or economic
objective, sometimes deliberately, sometimes in-
cidentally.

In most cases, these price-distorting policies have
their origin in a complex set of political and eco-
nomic factors. In the 1950s the dominant theories
of economic development played down the power
of prices and the degree of flexibility in resource
allocation. Instead, inward-looking trade policies
were favored by governments in many newly in-
dependent countries, partly in reaction to the co-
lonial power's keenness to export their agricultural
products and to import industrial products from
the metropolitan country. In other countries, par-
ticularly in Latin America, governments wanted
to be less dependent economically on the domi-
nant industrial powers. Many of the controls lead-
ing to distortions were imposed in response to
scarcities of foreign exchange, or capital, or certain
goods (particularly during and after World War
II); but the controls were often continued even
after their rationale had vanished. Often distor-
tions have arisen as the unintended by-product of
inflation under a regime of fixed exchange rates.
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As background research for this Report, the
available facts on price distortions have been col-
lated for thirty-one developing countries, repre-
senting more than 75 percent of the population of
the developing world excluding China. The analy-
sis concentrates on distortions in the prices of for-
eign exchange, capital, labor, and infrastructure
services (particularly power). Distortions are not
measured against some theoretical ideal, but are
practical approximations commonly used in policy
analysis. For example, to measure distortions in
the pricing of foreign exchange, one should ideally
measure the effective exchange rates for imports
and exports as they deviate from the "equilib-
rium" rate. In practice, it is difficult to calculate
equilibrium exchange rates; policy discussions
generally focus on changes in real effective ex-
change rates from a base period, together with the
effective protection or taxation of traded goods.
Similarly, distortions in interest rates are judged
by how far interest rates were negative in real
terms; in wages, by movements in real wages rel-
ative to productivity adjusted for changes in the
terms of trade; in the value of money, by high
and accelerating inflation; and in infrastructure
prices, by the rates of return in utilities. The es-
timated price distortions are found to be inversely
related to growth and efficiency, but there is no
strong evidence of such distortions leading to any
gain in equity.

Exchange rates

Changing the real exchange rate can be a powerful
tool for balancing trade without burdening the ad-
ministrative system and without distorting do-
mestic incentives. Yet in the 1970s in many coun-
tries with a large balance of payments deficit, the
exchange rate was allowed to become overvalued
in relation to the purchasing power of the cur-
rency. This lack of competitiveness became par-
ticularly serious in sub-Saharan Africa, where the
average real effective exchange rate appreciated by
44 percent between 1973 and 1981. (The real ef-
fective exchange rate is here defined as the import-
weighted exchange rate adjusted by the ratio of
the domestic consumer price index to the import-
weighted combination of consumer price indices
in the trading partners.) Several African countries
now find that producers of traditional export crops
cannot be paid enough to cover their costs of pro-
duction, even though these are the crops for which
they have a strong comparative advantage. (Cocoa
in Ghana is an obvious example and is discussed
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in Chapter 8, Box 8.1.) While the problem was
generally less severe for other regions, in several
countries an overvalued exchange rate harmed not
only the balance of payments but also their growth.
Even in such countries as Argentina, Chile, Sri
Lanka, and Uruguay, which initiated programs of
economic reform during the 1970s, the real ex-
change rate was subsequently allowed to appre-
ciate and thus weakened their reform programs.

Trade restrictions

Trade restrictions have often led to high and var-
iable rates of protection between different manu-
facturing industries. By contributing to an over-
valued exchange rate, such restrictions have
inadvertently discriminated against both exports
and agriculture. In several countries (such as Cam-
eroon, Ghana, Senegal, Tanzania, and Turkey),
this bias against exports has been supplemented
by export taxes or even outright restrictions, some-
times leading to increased agricultural imports at
the expense of domestic production.

When import controls are intended to protect
infant industries, they are rarely geared to pro-
mote an industry's long-run growth potential; nor
are they reduced even after the industry has reached
adolescence. The loss of efficiency resulting from
such policies can be considerable. In extreme
casessteel in Bangladesh, tin cans in Kenya, and
cars in Thailandthe foreign exchange cost of im-
porting raw materials and capital significantly ex-
ceeds the foreign exchange cost of importing the
finished products. Apart from these losses, the
system of protection in many developing countries
has become a serious administrative burden and,
by giving windfall gains to those who obtain im-
port licenses, often makes the distribution of in-
come more unequal as well.

Interest rates

Overvalued exchange rates and low tariffs on im-
ported capital goods encourage capital-intensive
techniques at the expense of creating jobs. These
tendencies are strengthened when interest rates
charged to borrowers (and paid to savers) fall short
of the inflation rate. At various times in the 1970s,
negative real interest rates were almost a world-
wide phenomenon. But they were particularly se-
vere and persistent in countries such as Argentina,
Brazil, Ghana, Jamaica, Nigeria, Peru, and Turkey,
frequently reaching double figures. Such negative
real interest rates not only penalize savers and



stimulate capital outflows but also encourage ex-
cess demand for creditwhich is then suppressed
by rationing loans, causing more administrative
burdens.

Costs of labor

Capital-intensive investment has also been en-
couraged where the price of labor has been in-
creased by unrealistic minimum wage laws and
social security taxes. In many mineral-based
economies, especially in Africa and Latin America,
the drive for higher mining wages has spread to
other sectors. This has pushed labor costs far above
those of competitors, and encouraged rural people
to leave the land in pursuit of the high wages paid
to those lucky enough to find jobs in the urban
sector. In some Latin American countries in the
1970s, social security contributions have added up
to 20 percent to the cost of labor. In the 1970s
wage negotiations in several countries (such as
Ivory Coast and Sri Lanka) failed to allow for de-
terioration in the country's terms of trade. As a
result, real wages grew significantly faster than
productivity adjusted for changes in terms of trade.

Infrastructural services

The rapid increases in international costs of energy
and capital in the 1970s required correspondingly
higher prices for infrastructural services, which are
generally both energy and capital intensive. With
the exception of some oil-exporting countries and
some energy products, most developing countries
have adjusted domestic energy prices to interna-
tional levels. However, infrastructure prices have
been raised too slowly to judge by the low rate of
return on capital achieved by power utilities. A
review of sixty countries conducted by the World
Bank in 1980 showed that about half had low (less
than 4 percent) rates of return, while several in-
curred losses. In transport and water supply, rates
of return are not available for any sizable sample
of countries, but the indications are that most
countries fail to recover the full costs of these
services. Such underpricing not only increases
demand for these capital- and energy-intensive
services but also undermines the financial viability
of the agencies supplying them.

Inflation

The 1970s was a decade of rising inflation the world
over, with most developing countries experiencing

double-digit rates. Nearly all the countries that
had high-15 percent a year or moreinflation in
the 1960s (such as Brazil, Chile, Republic of Korea,
and Uruguay) continued in that category in the
1970s, and many others joined their ranks. In sev-
eral countries (such as Argentina, Bolivia, Chile,
Ghana, Mexico, Nigeria, and Turkey), the rate of
inflation in the 1970s was high, and several times
that in the 1960s. Rapid and accelerating inflation
undermines allocative efficiency because it in-
creases uncertainty and induces savers to invest
in unproductive "inflation hedges" such as real
estate, consumer durables, gems, and foreign cur-
rency deposits. Some countries have developed
complex systems for indexing wages and prices to
compensate for inflation, though this is adminis-
tratively costly and tends to penalize those (mostly
poor) people outside the indexation system. Where
indexation does not exist, the "inflation tax" con-
tributes to a growing sense of social and economic
injustice.

Linkages among distortions

Most price distortions are connected: some coun-
teract each other, others are reinforcing. For ex-
ample, an overvalued exchange rate tends to offset
the degree of protection given by tariffs, but it
increases the bias against exports caused by export
taxes. Consumer subsidies may moderate the
pressures for raising wages but exacerbate infla-
tionary pressures through increasing budgetary
deficits. Low interest rates and transport prices for
farmers, along with subsidized inputs, may coun-
terbalance the losses they suffer from an overval-
ued exchange rate. Similarly, agricultural protec-
tion works not only through its effects on agriculture
but also through its effects on wages and industrial
efficiency.

It is therefore not enough to judge the efficiency
of allocation on the basis of individual distor-
tionsas is done, for example, when growth is
related just to inflation or just to interest rates.
Some composite measure of price distortions is
needed. Nor is it enough to analyze only static
efficiency. Price distortions that produce a loss of
static efficiency might nevertheless increase dy-
namic efficiency, or they might produce cumula-
tive dynamic losses. Finally, it is hard to know at
what point investment encouraged by protection
or subsidized interest rates becomes profligate. The
answers to these questions must be sought from
empirical evidence.

That evidence is set out in Figure 6.1. For each
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TABLE 6.1
Indices of price distortions and various components of growth in the 1970s
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of the major prices, distortions are classified as
high, medium, or low on the basis of available
figures and the qualitative judgments of Bank staff.
For a particular country the degree of distortion
may be widely different for different prices. A
composite index was therefore obtained by cal-
culating an average of price distortions (see Box
6.1). Figure 6.1 ranks countries in order of increas-
ing distortion in the 1970s: Malawi, Thailand,
Cameroon, the Republic of Korea, and Malaysia
have the lowest distortion, while Argentina, Chile,
Tanzania, Bangladesh, Nigeria, and Ghana are in

Not available.
Increase in real GDP valued at current prices divided by investment at current prices. This is the reciprocal of the incremental-capital-output

ratio, adjusted for differential rates of inflation in investment goods and GDP. It is thus equivalent to income rate of return on revalued
capital.

GDP growth rates were negative.
Source: World Development Report 1982.

the "high" category. It is interesting to note that
these groups contain a mixture of countries, un-
connected by geography, natural resources, or de-
gree of government activism.

Price distortions and growth

A large body of theoretical literature has demon-
strated how price distortions result in a loss of
efficiency. At an empirical level, studies of Brazil,
Chile, Pakistan, Philippines, and Turkey relating
to the 1960s estimated that the costs of distorted

Country

Simple
Distortion group

index average

Annual GDP Simple
growth rate group

(percent) average

Domestic
savings Simple

income ratio group
(percent) average

Malawi 1.14 6.3 14
Thailand 1.43 7.2 21

Cameroon 1.57 5.6 18

Korea, Rep. of 1.57 9.5 22
Malaysia 1.57 1.56 7.8 6.8 20 21.4
Philippines 1.57 6.3 24
Tunisia 1.57 7.5 27
Kenya 1.71 6.5 19
Yugoslavia 1.71 5.8 27
Colombia 1.71 5.9 22

Ethiopia 1.86 2.0 8

Indonesia 1.86 7.6 22
India 1.86 3.6 20
Sri Lanka 1.86 4.1 13

Brazil 1.86 1.95 8.4 5.7 22 17.8
Mexico 1.86 5.2 22
Ivory Coast 2.14 6.7 24
Egypt 2.14 7.4 12

Turkey 2.14 5.9 17

Senegal 2.29 2.5
Pakistan 2.29 4.7 7

Jamaica 2.29 -1.1 16

Uruguay 2.29 3.5 14

Bolivia 2.29 4.8 20

Peru 2.29 2.44 3.0 3.1 21 13.8
Argentina 2.43 2.2 22
Chile 2.43 2.4 14

Tanzania 2.57 4.9 12

Bangladesh 2.57 3.9 2

Nigeria 2.71 6.5 21

Ghana 2.86 -0.1 9

Overall average 2.01 5.0 17.4



prices due to trade restrictions alone could have
amounted to 4 to 10 percent of their GNP. Those
countries that embarked on programs of correcting
prices in the 1960s (for example, Brazil, Colombia,
and the Republic of Korea) also showed significant
gains in output (and employment) resulting from
these liberalization efforts. More recently, as re-
counted in the 1981 World Development Report, it
has been found that countries which avoided dis-
torting trade policies were typically more success-
ful in adjusting to external shocks in the 1970s
than those with distorted prices.

Statistical analysis of the relationship between
the price distortion index and growth in the 1970s
confirms these earlier findings. The average growth
rate of those developing countries with low dis-
tortions in the 1970s was about 7 percent a year-
2 percentage points higher than the overall aver-
age. Countries with high distortions averaged
growth of about 3 percent a year, 2 percentage
points lower than the overall average.

The relation between price distortions and the
various components of growth is presented in Table,
6.1. High distortions are associated with low do-
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Additional output
per unit of Simple
investment group

(percent) average

Annual growth
rate of Simple

agriculture group
(percent) average

Annual growth
rate of Simple

industry group
(percent) average

Annual growth
rate of Simple

export volume group
(percent) average

25.3
27.6
26.3
31.1

4.1
4.7
3.8
3.2

7.0
10.0
8.6

15.4

5.7
11.8
2.5

23.0
32.6 27.6 5.1 4.4 9.7 9.1 7.4 6.7
23.1 4.9 8.7 7.0
31.4 4.9 9.0 4.8
32.7 5.4 10.2 -1.0
18.4 2.8 7.1 3.9
27.4 4.9 4.9 1.9

30.7 0.7 1.4 -1.7
40.1 3.8 11.1 8.7
15.6 1.9 4.5 3.7
22.2 2.8 4.0 -2.4
35.5 26.9 4.9 2.9 9.3 6.8 7.5 3.9
23.4 2.3 6.6 13.4
25.5 3.4 10.5 4.6
24.2 2.7 6.8 -0.7
24.5 3.4 6.6 1.7

12.8 3.7 3.7 1.2
28.1 2.3 5.2 1.2

0.7 -3.5 -6.8
20.9 0.2 5.2 4.8
22.7 3.1 4.3 -1.6
21.5 16.8 0.0 1.8 3.7 3.2 3.9 0.7
10.7 2.6 1.8 9.3
15.1 2.3 0.2 10.9
23.9 4.9 1.9 -7.3
22.3 2.2 9.5 -1.9
23.8 0.8 8.1 2.6

-1.2 -1.2 -8.4

23.2 3.0 6.1 3.5



FIGURE 6.1

Price distortions and growth in the 1970sI High
distortion

aMediumdistortion

Low
distortion

Malawi

Thailand

Cameroon

Korea, Rep.

Malaysia

Philippines

Tunisia

Kenya

Yugoslavia

Colombia

Ethiopia

Indonesia

India

Sri Lanka

Brazil

Mexico

Ivory Coast

Egypt

Turkey

Senegal

Pakistan

Jamaica

Uruguay

Bolivia

Peru

Argentina

Chile

Tanzania

Bangladesh

Nigeria

Ghana

In this figure countries are l'sted in order of increasing degree
of distortion in prices. In the first section, the color of the
squares indicates the degree of distortion in the principal cat-
egories of prices. The middle section is a composite index of
price distortion for each country: as a country's distortion index

I...III.
increases, the color of the circle changes from yellow to red. In
the right hand section, the blue circles show the actual annual
rate of growth of GDP; the green circles are estimates of GDP
growth obtained by a regression relating growth to the distor-
tion index.
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Box 6.1 Price distortions and growth: a statistical analysis
In Figure 6.1 the distortion indices in ma-
jor prices are classified as low, medium,
and high. For statistical analysis, these
categories were replaced by numbers 1,
2, and 3 respectively. For the panel of
thirty-one countries, the degree of dis-
tortion in each price, thus defined, was
found to be negatively correlated with
the GDP growth rates during the 1970s,
with the exchange rate distortion being
the most significant.

These distortions are interrelated
among themselves and each distortion
affects growth through a complicated set
of interactions on various elements of the
economy. There are therefore major con-
ceptual and statistical problems in any
attempt to identify simultaneously the
effects of individual distortions on over-
all growths or the relative importance of
different distortions in the total mix. In

these circumstances the composite dis-
tortion index in Figure 6.1 is obtained as
a simple unweighted average of the in-
dividual distortions.

The figures on growth rates and dis-
tortion indices show that the relatively
high (top one-third) distortion countries
had growth rates about 2 percentage
points lower than the average (which is
about 5 percent a year) and the low (bot-
tom one-third) distortion countries, were
about 2 percentage points higher than
average.

The regression equation relating growth
to the composite distortion index shows
that price distortions can explain about
one-third of the variation in growth per-
formance. Many other elements, not least
natural resource endowment as well as
other economic, social, political, and in-
stitutional factors, would need to be con-

sidered in a more complete explanation
to account fully for the variation in growth
rates. Thus as shown in Figure 6.1, Bra-
zil, Egypt, Indonesia, Nigeria, Republic
of Korea, and Ivory Coast did much bet-
ter than would have been predicted by
the regression equation, and Ethiopia,
Ghana, and Jamaica considerably worse.

While the degree of distortions in prices
has a significant association with growth,
the analysis indicated virtually no cor-
relation with the distribution of income.
For twenty-seven countries for which
figures are available on income distri-
bution, the analysis shows that the dis-
tortion index explains hardly 3 percent
of the variation in equity, when the latter
is measured by the proportion of income
going to the bottom 40 percent of the
population.

mestic savings in relation to GDP and with low
value added per unit of investment (this latter
association being statistically stronger). Distor-
tions also affect growth rates in agriculture and
industry, with a marked influence on exports. In
short, the statistical analysis clearly suggests that
prices do matter for growth.

However, price distortions alone can explain less
than half the variation in growth among countries;

the rest is the result of other economic, social,
political, and institutional factors. So a country
well endowed with natural resources (such as
Nigeria) or with an active and mobilized labor force
(such as China) could still grow relatively fast even
if its price structure is distorted. With fewer price
distortions, however, its growth would be signif-
icantly faster.
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