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Relative Prices in Planninn for Economic De e lopment

- - -—

Gustav Ranis

The social significance of relative prices in traditional economic
theory is closely related to the efficiency of resource allocation in a
general equilibrium context. The heart of that relationghip consiste of
ensuring optimelity in the Pareto sense through the interaction of rela=
tive commodity and factor prices. Given production conditions and con-
surer preferences, general equilibrium theory aims to show how efficiency
can be achieved in 2 market-related or capitalist system.

When a time dimension is added to the above we obtain the so-called
dynamic general equilibrium model in which relative prices once again
play an important role. The problem of resource allocation now takes on

inter-temporal as well as horizontal dimensions. In addition to reletive

factor and commodity prices, we have an additioral price to deal with, i.e.
the rate of interest, which affects the crucial decisions as between con-
sumption and saving. The central interest of traditionsl theory remains,
how does the market or capitalist system simultaneously bring about an
cfficient horizontal as well as inter-temporal allecation of resources,
Another extension of our static general equilibrium theory in
which relative prices play 2 prominent role is in the space dimension,
usually called international trade thcory. Now flows between countries
are included and another relative price, the exchange rate, becomes rele-
vant. But the basic social problem remains the same, i.e. to ensurc
maximum global efficiency, as both relative prices within countries and

exchange rates between them are adjusted to take maximum advantage of the

additional production opportunity cailed trade,
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Thus the most important role of relative prices in the traditionnl
classical and neo-classical literature has been in the achievement of
cfficient resource allocation extended to time and space. The relevance
for practical planning or policy making is relatively meager. In fact,
only one real policy conclusion can be drawn from the general equilibrium
model as extended, namely to let the price system function as freely as
23sible,

Ye know that the real world, even in the mature economies, does
~ot always meet the implicit conditions which permit the general equilibyium
gyztem to operate to ensure Pareto optimality. Even if we should accept
w2 efficient ntilization of resources as "the" major soclal problem, cer-

.y age.mmial conditions must be fulfilled i€ such a system is to be at
211 relevant to o real society and 1f planning based upon it is to make
~wy sense, For ome, we must assume the existence of a minimal set of
~=iee and profit sensitive entrepreneurs or other economic agents, For

rorhier, the society must be politically and ideologically ready to acecept
. eapitalist system as a driving force. In other words, the relevance

© ihe price vystem ag an essential instrument to easure optimality re-
s o0 that theve exist no economic nccessity, e.;. because af scalc or
ather reasons, for government to play a substantial role in the econamy‘s
divectly productive arcas, and moreover, that there exist no over-viding
non-economic or ideological "necessity" to have the public sector play &
more extensive role. Thirdly, we must assume the relatively full and
free flow of information and resources, i.c. the absence of pronounced

{nstitutional constraints.
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In the developing economy context, to which this paper is primarily
addressed, the existence of a sufficiently larrc number of entreprencurs
sansitive to price and profit signals cannot be taken for granted,
Secondly, there is custowmarily in evidence a shortage of those many social
and economic overheads painfully built up over the centuries and tal:en for
granted in what are now the mature economies., Morcover, in many of
these societies, especially in the early stages after emergence from
colonialism, there exist strong ideoclogical reasons for not wanting to
accept a market-oriented system, which is often identified with impericalism.
as the driving force. Finally, neither the mobility of resources nor of
the flow of information, nor the absence of other major institutional con-
ctxPints, cap be taken for granted. In fact, perhaps more than anything
zlce, it is the absence of these features and the consequent inability ¢o
use the corvenient ceteris paribus assumptions of traditional theory which
lies at the heart of the development problem,

Under these circumstances, it is legitimate to ask whether or not
the efficient utilization of available resources is, in fact, "the" major
soelal problem facing the developing society. As it emerges from a fre-
quantly stagnant colonial agrarian situation, a developing country usually
demands & reallocation of resources and is almost bound to make some use
of prices and profits in helping to achieve that rcallecation. The vole
of relative prices in this context is, however, very different from that
envisioned in the dynamic general equilibrium system, While this systen
may be valid in the long run, i.e., once an cconomy is approaching economic
maturity=--with all the caveats we are familiar with cven in those con-

texts--it does not capture the essence of the problem of development;
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consequently the simple policy advice flowing from it is not really rele-
vant.

1f resource allocation across time and space is not 'the'" problem
of major relevance for the developing economy, what is? Basically, it is
t he achievement of structural change via a broadening of the resources
base, both human and material. The basic question, in other words, is not
hou to allocate given resources mure cfficiently, but how to introduce
technological change, how to broaden participation, how to create entre-
preneurs, how £o create institutional change, and how to induce minimum
mobility. If these issues lie at the heart of the problem, and if they
can be addressed with the help of planning and policy meking, relative
a7'nes cén be wisved as taking on a new and quite different role. It is
this role to which this paper is addressed. In Section II we Jescribe
the tyoical import substitution phasc the newly independent developing
ceonomy is likely to pass through initially. In Section IIXI we seek to
outline the dimensions of the required transition from import to export
3:hstitutfon and the rele of relative prices in planning for that transi-
tion, Finally, iy Soction IV, we illustrate this role for the case of

Forea aad Pakistan.

IL
In traditional theory, relative prices provide the information anc
the signals required for efficient static allocation as well as for moving
the cconomy in the right direction dynamically. Prices serve as stimulanis
and propellants, but they cannot be expected, in any simple fashion, ‘o

help create the proner enviromment, or enireprcneurial capacity, ab initio,
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If there cxists a shortage of entrepreneurs in a developing country, or if
there exists the impediment of institutional barriers, planners or policy
»akers may well set shadow prices in such a way as to provide larger than
normal profits to offset larger than normal risks, Over timc, once such
decision makers, given the benefit of experience, beéiﬁ to improve at
their task, and once institutions are gradually transformed in directions
“.x7h accommodate rather than obstruct change, these extra price mareins
can be reduced and finally eliminated.

This idea is not a new and startling one, but it lies at the base
of the infant industry argument. It is essentially what Smith and List
were talking about when they recognized the need for government interven-
tiop %o affect reiative prices in bechalf of new industries. The infant
encyeeoreneurial argument is but another way of stating the same case--for
tac use of administered distortions in relativc prices to permit learning-
hy-~doing processes to assert themse lves,

Newly independent developing economy governments have, almost with-
~uh o exeeption, tried to repiace traditional colonial patterns of produc~
“Zon and srade--orchestrated meinly by the commercial interests of the
mcther country--by interposing themselves and taking direct action in the
import substituting direction. Typically, they first move to gain full
control of the critical raw material export flows in order to prevent
their continued reinvestment for the exclusive benefit of that same sector,
or for repatriation abroad--and to channel them into the domestic indus~
trial and service sectors. Typically also, they see the world through
early Prebisch eyes, as an unequal partnership betwcen Center and Periphery,

with anticipation of infavornble demond patterns for traditional exports,
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coupled with a firm belief in the dynamic learning processes associated
with import substitution, In virtually all cases, this leads to morc or
Jess clear notions of what the government must do directly snd what it
can induce or order the private sector tco undertake,

Most import substitution efforts reflect a consensus that govern-
ment must provide social and economic overheads, but there is much less
consensus concerning the ideal division of labor between the public and
nrivate sectors in the directly productive sphere and least of all on how
to organize or cajole what remains in the private sector. Here, of course,
we have a wide range of choice, almost a continuous spectrum, between
direct povernment ownership, on the one extreme, and something approaching
toxtbook laissez faire, on the other. Most developing societies have, in
fact, partly for economic and partly for ideological reasons, opted for
a relatively expansive definition of what should be in the public sector=--
as well as for substantial direct controls over the private sector. The
Lools most frequently used are exchange controls, the compulsoi’ ~urrender
A% foreien cxchanpe, and the allocation of import licenses to socially
desirable nrojects in overheads and industry.

This import substitution syndrome usually includes substantial
covernment deficit financing accompanied by inflation and an increasingly
over-valued exchange rate., Quantitative restrictions are preferred over
tariffs, credit rationing at low intcrest rates over an approach to mar-
ket allocation at higher interest rates, and thec rationing of any critical
materials, like cement, over excise taxes. In fact, the policy choice
can often by characterized as one of trying to displace markets rather

than attempting to work through them.
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The system described obviously provides windfall profits for im-
porters and tends to discriminate against exports since a local producer
can acquire more local curremcy by saving a dollar of imports than by
earning a dollar of exports.

A second major concomitant of iﬁiéfdistortion of relative prices
consists, very often, of the negiect of ;griculture. Typically this scc-
tor, instead of becoming a major propellant of overall development, turns
out to be a drag, incapable of even keeping up with population growth,
not to speadk of frecing workers and providing saving for industrial
growth, Food shortages consecquently frequently inhibit further industrial
growth as industrial wages tend to risc prematurely.

Thirdly, in the market for capital, the administratively controlled
interest rate usuvally is far below the rate of return on investment. In-
terest rates are often kept at such levels in LDC's mainly because it is
believed that higher rates would discourage investment, as well as for
fo~called equity reasons, i.e., to help the small investor. Both argu-
ments are defective. Most developing countries chronically suffer from an
excess of intended investment relative to available savings; higher in-
terest rates would not only improve the allocation of a given amount of
savings, but more importantly, increase the total volume of savings. On
the equity issue, the choicc is really one hetween low interest rates
which go to the favored larpe scale borrower, and high interest rates at
which all borrowers, large and small, new and old; have approximately
equal access at a price.

The allocation of imports, of investment funds, for that matter

of virtually cvery scarce commodity, is thus llkely to be highly inc(ficient
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during the import substitution phace, sincc administered prices draun up
by bureaucrats are asked to bear the burden of determining output as well
as factor input mixes., The price of industrial goods is usually peyred
high relative to that of agricultural goods, not only via the exchange
rate, but also via taxes and subsidies intended to protect the urban con-
sumer; capital goods are often priced low relative to other industrial
noods both because imports arc under-valued and because the interest rate
is kept artificially low, For all those reasons industrial production
is likely to be capital and import-intcnsive, in spite of the presence
of surplus labor. Efficiency becomes irrelevant when receipt of an in~-
port license or éf a loan per sc bestows a sizable windfall profit and be-
romrs o main objective of entrepreneurial activity.

The costs of maintaining this kind of system are patently large.
Anne Krueger estimated, for Tuzkey, that import substituting industries
used 20-75 lira to save a dollar of imports, while export industries re-
quired 8-1¢ lira to carn a dollar of cxports..1 Johnson, for Chile, esti-
mated that about 12 escudos were needrd te save a dollar of imports at n

.

time vhen the official exchnrge rate was only 2 escudos per dollar.2
Stephen Lewis estimated that Pakistarn! mznufactuves received about 4C pex-

2
cent more rupces per dollar than did agrlcul=ziral goods in the early 60's.”

1 - . Ty .
Anne 0. Krueger, "Scme Icoromic Costs of Fuchange Control: Tie
Turkish Case," JPE (Cctober 1966), Tablie 3, Column 5.

21eland J. Johnson, "Problems of Import Substitution: The Chilean
Automobile Industry," Economic Dovelopment and Cultural Chanse (Jan. 1v07),
p. 209.

3 . s P .
Stephen R. Lewis, Jr., "Lffects of Wrade Policy on Domestic Rela-
rive Prices: Pakistan, 1051-196%4," &} Caweh Lioe), “able 1,

4\
—y



Moreover, in spite cf its high cests, impart cubstitulion as a way
of life may be difficult to ru==7-u. Industrial importing interests become
more and more entrenched and used t9 making lewge windfoll profits, The
civil service enjoys not cnly its absolute power but also its ablility to
supplemxent its income as sub-rnsa paymants zrease the wheeltc of the dis-
equilibrium system. Perhaps most importantly, any change in policy must
"2 prepared to run the gaun:let of zccusaticns of "give-away" either to
foreign or domestic private interests,

It should be remembered thet this set of policies is basically a
waaction to the real or imaginod lack of indigonous industrial entrepreneure
chip. But it will fulfill its historical micsion and thus possibly he
wexth the price only if the system can also be gearcd to a gradual reduc-
tion of thece controls over time. I'hiczwine, the self fulfilling prophecy
of the "absent" entreprencur forcing governmont into mere and more direct
2oticns may well constitute the mzet vicious of the many vicious circles
we've heard about. 7In othnr words, the imposition of a hothouse industrial
scctor can have tﬁc desired offect of crerting sufficiert entrepreneurial
wapacity for usc a2t a later stagz only if thare ore acsured gradunl re-
ductlions in the temperature over time. Only in this way will embryonic
entrepreneurs have a chance to diveri fneiv cnergies from chasing alips
of papar and subvertirg the c-ontrol system to making some of the finer
allocative decisions at the mrvgin, Only if ~ . 2-—--n s become discouraged
from trying to main*ain the hothouss, Indefinitely, or vsing their in-~
fluence with ‘government to have it mrin s nnd -and enly if government in
turn 48 willing to recogni~a the puchibitive costs of contipued import

substititicn--can a tran-iticn to a move cfficiznt stagz of development

occur,
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The use of relative prices in planning for such a transition re-
lates much less to the efficient allocation of known and given resources,
and much more to unmcovering addirional resources and exploiting slacks in
the system. In other worés, the conventional wisdom about the mainsprings
nf growth undergoes aradual change. Emphasis must shift to the brocdening
of the resource base, the attempt to bring the economy closer to its full
notential, mainly through the adoption of technological change, and an
adjustment of relative prices is likely to be essential in effecting the
~ecessary adjustments. While under the previous regime public and large-
ncale private enterprise were the beneficiaries in response to the actual
o+ assumed shortage of domestic entreprencurship, a lowering of the hot~
heuge temperature really requires a restructuring of relative prices;

«hat 15 to say, the role assigned to relative prices must increasingly be
ane of reflecting actual scarcities rather than facilitating, in a very
nassive seuse, government's directly allocative actions., The goal must
now become a broadening of the development base in the attempt to harness
2 much larger proportion of the previously disenfranchised economilc
sgents to the development effort. Especiaily if peasants and medium and
smll scale industrialists are to be mobilized, this cannot be dome
effectively either by government ownership or by dircct horizontal controls
over resourc~s allocation in the private sector--if for no dther reason
t han the sheer impossibility of making 21l the millions of necessary
decisions on a broad front, and even physically reachirg all the agents
concerned, Increasingly, therefore, as the economy moves out of its im-
port substitution sub-phase and into the next phasc of development, the

catalytic role’ of poverument, through its influence on relative price
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signals, rather than throurh its direct control of resources captured and

allocated, becomes the critical element,

III
The transition which a successful developing sccicty must be pre-
pared to negotiate is from a land or raw material based impoxt substitu-
“.on phase, as described above, to what may be called a labor and, later,

still-based export substitution phase. The role of relative prices in

pianning for such & fransition is crucial. Tt can nerhape he best summarized

Ts aromoting growth by vndainn che artific<al distortions while preserving
tha pains of the earlier period. For example, distortions bhetween the
nrice of canltal and of consurer poods may have led to high saving and low
eapital formation as ip the case of Arcentina, or to relatively low

soviny and low capital formation 24 in the case of Pakistan, Substantive
inefficiencies within the industrial sector, characterized by hipgh rates
~f excess capacity and capital intensity, vasult [rom the overvaluation

of the exchange rate and artificially low interest rates. Stagnation in

+ griculture vsually accorninies the artificicl depression of that sector’s
terms of trade in the ecffort to assist the industrialization drive and
keep vocal urban consuners under control,

All this is subject to change by tackling relative prices in the
context of developmert planning., The terms of trade between apriculture
and non-agriculturc may be @ prime objective. ith apricultural activivy
still a prependerant feature of the landscape, thie introduction of tech-

nological change in that sector usually remains 2 nrercquisite for cus-

tained growth--no watter hov imnortant the role of the foreign sector.
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But. while new knowledge on miracle sceds, fertilizer, and other input com
binations is clearly required for amy major chance in physical relation-
chips to take place, it is likely fo hn relative price adjustments vhich
are che sine qua nen for the adoption of such new technology. As long

7a, either because ol an overvalued cxchamge rate or because of forced
procurement at artificially low prices, farmer's terms of trade are
ztacked against him, the potential bounty made available through the
sourtesy of the International Rice Rescarch Institute or Mexican wheat

researchers is not likely to be recalized. This certainly has been the

rernarative experience in India and Pakistan, where a time-phased rela-

g

tionship between changes ivn agricultural price policy and in the willing-
nc~e te adont the bureeoning new technology can be established. Relative
gvice adiurtments coan, of course, alsc be used on the agricultural input

cide, cspecially when the new technology is sensitive to the use of a

M
n~y input, such as fertilizer, Sensible planning which seeks to harmess
vnlative price changes for the promotion of structural change end crouth
=3y well call for temporary subsidization of that input, quite in addition
“o overail govermment support of the output price as an underpinning of
*he market for major food crops, Such relative price recadjustments
should, howover, be time constralned since one would clearly not wish to
move away from one set of distortions to perpctuate another, In other
words, both on the input and output side, the rrowth promoting role of
adjusting relative prices away from previous levels of distortions should
be scnsitivé to the need to ensure that the overall turning down of the

temperature is not neglected, i.2. that, over time, there i¢ 2 return as

auickly as possiblie to international prices, hoth in terms of the support
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levels on major food crops and the return of input prices, such as fer-
tilizer, to competitive levels, after the period of introduction.

Perhaps the most important relative price which nceds to be adjuated
during this transition period is, of course, the exchange rate, through
vhich an indirect ta: is levied on exports vhile importer-industrialistag
venefit from incentive-dulling windfnrll profits. Devaluations, either
€i Lictg or de jure, have been a major tool of the restructuring that began
to take place in many of the developing countries during the latter haif
~f the 1960's, especially vhere such devaluations were accompanied by im-
~efeo lideralization, i.e,, the partial dismantling of the import guota

:nd licensing system permitting a gomewhat more market-determined alloca=

.

© of bottlencck inputs. As the economy tries to move away from its al-

Q

mest exclur lve reliance on traditional exports and secks to export more
of its abundant labor pcwer--and, somewhat later, its indigenous slillg-~
@ core sedlistic exchange rate permitting increase participation in the
‘yarnational cconomy becomes essential,

Similarly with respect to the relative pricce governing inter~
temporal choices between saving and consumption, i.e. the interest rate,
‘1 the typical situation, with official rates way below the scarcity price
of capital, and a wide cap between it and unofficial curb rates, a move
towards unitary official rates at a considerably hicher level is likely
not only to lead to a better allocation of investment, but also, and more
importantly, tec a substantial rise in the volume of saving.

There are, in othrr words, a large number of relative price adjust-

ments which, ir the context of planni.g, can promote growth throuph a

restructuring cffort., In order to determine, in any particular country
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context, what role to assign to the adjustment of which relative prices,
and in what sequence, we must first have 2 clearer picture of the type

nf an economy we ave talliing about and In what phace of development it
finds itself, For example, the growth promotion problem may not simply

ba one of enhanced pavticipation ol 211l the {nctors, but there may be
special problems of income or rnoional distribution which must gc addressed

a political explosion ir to be avoidad-~also a rrowth relevant considera-

on. For another, the relative importance of the exchange rate 1s much

e

reoter in the case of @ small ecosomr than in that of a large one, and
pternal terms of trade muchh wore - wuainl in the latter than in the formerx,

20 an economy has a ctrong and dlversificd natural resources base, uith

. e

3

~eo! pxonctati ous

19

as to the frtuve, *ho pressures for restructuring from
Ten® te labor bas-¢ developmeni awe puth smaller, In such cases, e.p,
Vrlnyeia, the attempt may well le rade to skip the import substitution
~t-mn completely, And if the inheritcd humin resources endowment is

“ong, the required length of that phase may be much shorter, In other
sovds, any sensible assessment of the »ole of relative prices in planning
1ot be “nderendert of the type of cconomy we are talking about, c.z.
Lcs size, its land-labor racio, ites infrastructure ard its relative
~irength of hurman and n2tural resources, among others. Without an under-
stancing of these clements an well as some historical perspective on
where the ccomomy hin been fQuring its colonial per.cl), and where it is
now, the potential greuih promoting role of the use of relative prices in
planning canno: be [ully reilired.

The only really gencral staterant (hat con thus be made, in sumpary,

is that therc may cxist a uwiique ole for welntive prices in promotin:

o
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growth via a planned restructuring of the developing economy's system--
long before the promotion of efficlency in the more familiar general
2quilibrium context becomes relevant. Then, as distortions are gradually
~liminated, these readjustments in relative prices can be the prime

force in gradually moving the economy out of import and into export sub-
stitution, with the growth promoting role of relative prices gradually
vizlding to the promotion of Pareto cfficiency in the fully activated
miture economy. Finally, we intend to briefly illustrate this role of
relative prices in the transition process by briefly looking at a couvple

»f real world cases, South Xorea and Pakistan,
’

IV
At the time of initial attempted transition to modern growth the
small dualistic economy of South Korca found itself with a fair ly stronp
ogvicultural infrastructure and a fairl: well developed indigenous entre-
~vencurial class.  Nevertheiess, in the aftermath of Partition and War,
Unrea in the early 50's turned towards a fairly conventional import sub-

stltuting set of policies, tending to favor industry and services through

reipn exchange controls, with an increasingly overvalued exchange rate

o)

as domestic inflation made itself felt., As lonp as stabilization ef{orts
aren't successful and the economy continues subject to rapid inrlation

and inflationary cxpectations--as was the case in the 50's and early 60'a~-
relative prices are unlikely to be effective either as growth promoting

or finely allocetive devices. Vhen such sipnals are obscured by masaive

overall inflation, and cnerpies are concentrated on making quick profits,
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rather than on productive investment, there is very little chance to rcap
the full benefits of import substitution and move beyond it. Durin, the
period under discussion, Korea's growth rate was just about high enough
#o keep up with population growth, while saving rates were negligible,
for some years even negative,

By 1963 the back of the inflation was finally broken and, pgiven
th~ basically strong inherited human resource endowment, the {irst cfforts
tc attempt a developmental transition via changes in relative prices
Jecame possible soon thercafter. In order to shift {rom what are essen~
-7r1ly land-based food and raw meterial exports to the exportation of
ionor apd, inereasingly with time, domestic ckilis and ingenuitv, Korea
“jwut had to ~chicve 2 morc realistic relative price of foreign exchange,
:.0, it could not, especially since it is small continue to live behind
artificial walls of protection without serjous consequences for growth,

A 2 comsequence, in May 1964, Korea substantially devalued her currency
rd simultaneously unified a complicated multiple exchange system. liore~
cvey, imports vere liberalized, i.c. the licensing system broadened throuch

rhe videning of import quotas, the introduction of export retention

chemes and, later, a quasi-automatic licensing system to cover an expand-
ing volume of imports. The effects of a change in the signals via 2
change in this cruclal relative price have been startling. Exports, which
had grown at annual rates of less than 15 percent during the '55-'62
period, have been growing at 30-40 percent annual rates since '64., More-
over, this export boom has becen especialiy pronounced in the area of

light industry where value added in the form of pure lebor could play an

increasingly important role,
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In 1965, relative prices in the sector complementary to the for-
2ign trade sector, i.e, the credit sector, were changed dramatically, In-
terest rates, which had been kept at artificially low levels, were dras-
tically raised in 1965, and the hupe pap between the low officinil rates,
actually available only to established prime borrowers, and the astro-
ﬁbmically high rates facing ordinary people on the curb market was sube
s*ootially narrowed. Interest rates on saving deposits doubled and de-
rosits respended by rising by more than 200 percent between 1964 and the
enrd of 1965, and by more than 700 percent by Scptember 1968. To indicate
ko this was not just a shift from onc form of saving to another, we
s~ould note that the overall saving rate which had been negative in the

iod and had stood at only 5.8 percent as late as 1962-64,

3
s
A
<>
[
o
3
[
-o‘

percent in 1963 and is currently in the 15 percent range.

It con be said that the changes in these two relative prices, the
cxchange rate and the interest rate, more than anything clse, have Jled to
“he spectacular turn-around in the performance of the Korean economy
curmarized in Table 1. As 2 direct consequence, Korea was placed in a
pnsition to put her abundant high quality human resources to use in an
rxport-led rather than import substitution dominated industrialization
cifort. Increasingly also, domestic skill and innovative inpenulty
coulé be incorporated with unskilled domestic lalor as medium and small-
scale entreprencurs had an opportunity, really for the first time, to

gain access to resources and participate broadly in the development

process,
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Table 1

Growth Performance of Korea

Years Percentape
Average Annual Rate of Growth of '55-'6C 1.6
Per Capita Income '60-'65 3.7
'65~'67 8.3
Domestic Saving Rate '5E -2.5
'66 9.2
Average Annual Rate of Growth '55-'60 -0.8
of Exports '65-'67 39.3

That other relative price, the terms of trade between agriculture
zné¢ industry, has not as yet been suhbstantially modified in the case of
lores from its distorted earlier levels. It is truc that, in 1963, the
“arnan Covernment adopted a price support policy which has tended to
corewhst improve her agricultural sector's terms of trade. Unfortumitely,
nruever, this price is announced a2t harvest rather than at planting time
:~d rhus servet morc as an income redistribution rather than incentive
dnuvice, Largely as a consequence, the adoption of available hetter tech-
-~logy including double croppirng, fertilizer, and lime use, etc. has been

~ow, and substential agricultural productivity increascs still wolt to

- hornessed, While many of the distertions of the import substitution
vegime heve, in other words, been corrected through changes in rclative
priccs, much yet nceds to be done to activate the anricultural sector,

Pakistar adopted a classic set of iLmport substitution policies
soon after partition and independence. While inf(lationary pressures buiit
up, rendering the exchang= rate increasingly overvalued, traditional raw
jute and cotton export proceeds, supplemented by foreiyn aid, were re-

allocated, via exchange controls and licensing, to the construction of

overheads and industry.
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The overall economic performance which resulted throughout the
*50's was little short of dismal. Agricultural production was barely able
tc keep up with population growth; exports were slugpish through the
iecade, actually declining in value. Only lorge scale industry, much of
it in the public sector, grew at a fast pace, i.c, in excess of 30%
zmrvally, Domestic saving averaged zround 5%, and more than 50% of the
Tirst Five Year Plan's ('55~'60) investment expenditures consequently had
to be financed from abroad,

In 1959 the first restructuring of relative prices was undertaken

via a de facto devaluation of the exchange rate throuph the establishment

7

nf on export bonus system. This was followed by additional import iiberali~
zation, including an expanding Open General License system and a Frece

List, By 1964 morc than 407% of imports was liberalized in one way or
another. Industrial excess capacity declined from more than 507% in 1960

o 1% of a much larger industrial plant in 1905, Non~trad:ftional exports
rese by §9% between 165¢ and 1964 and accounted for GO0% of the total hy
o004,

In 1961, morcover, the policy of forced procurement of major Iood
<rops At low prices was abandoned. Instead, prices were permitted to be
marlet-determined, undergirded by government guarantced minimum price
supports, with fluctuations reduced through the opevation of buffer
stocks. This reform, supplemented by fertilizer subsidics, constituied a
marked improvement in arriculture'’s terms of trade. 1In this fashion
farmers' incentives were realigned, culminating in substantial prowth of
agricultural productivity, cspecailly in West Palkiston, cven before the
new miracle sceds becairc generclily ovallable. Cnce this more drastic

change in input-output relations became possible, cspecially in wheat,
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farmers were ready to respond and, moreover, able to increase vital water
inputs through the free importation of pig iron needed for the construction
of tubewells., The realignment of the terms of trade thus made the 32,000
private tubewells which had mushroomed up by 1965 profitable, while re-
adjustments in the exchange system made them possible. Food grain produc-
tion which had been growing at 1-2% annually during 195060 spurted ahead
o+ a 4% annual clip during '60-'65, By 1970-71 a wheat crop at 170%

of '64-'65 levels is expected and agricultural surpluses, rather than the
persistent deficits of the '50's, are being contemp lated,

Moreover, the substantial increase in agricultural productivity
and the accompanying demind for pumps to power the tubewells led to the
surnrising developrent of engineering and other smaller scale industries,
in West Pakistan, In this mutually self-reinforcing fashion, agricultural
surpluses financed the growth of decentralized medium and small-scale
swndustries, many of which in turn provided the physical inputs and incen-
+1ves for further agricultural productivity increase. Changes in crucial
»ziative prices thus effected major provth promoting changes in the economy-.
e change in agpregate performance for Palkistan, from ne;ligible per
capita income increases in the late '50's to increases of better than 37%
annually on a sustained basis, in spite of war, aid declines, and drought
bear ample testimony to the fact that the economy, in spite of its poli-

tical problems, nov scems to be moving on entirely different tracks.

This is illustrated in Table 2.



Growth Performance of Pakistan

~~. Years Percentage
Average Annual Rate of Growth of '55-'60 1.2
Per Capite Income '60-165 2.9
'65"67 3-4
Domestic Saving Rate '58 5.5
'66 9.0
Average Annual Rate of Growth '55-'60 2.5
of Exports '65-'167 8.3

In summary, the role of relative prices in planning for the transi-
“'an from colonial agrarianism, ihrough import substitution, to a more
merxel-oriented and broadly based growth effort is a central one., In
»he typical situation, the attempt is made to achieve cconomic indepen-
rnee by cutting the colonial pattern and capturing the land-based re-
sources for import substituting industrialization; relative prices arc
adrinistered and largely irrelevant, with resources allocated directly
.0 waat arc considered socially desirable arcas, Then, as the crazy-
nu31t of administered pricing and controls begins to take its toll in
wrrrms of low efficiency and growth rates, structural change in the direc-
tion of a fuller participation of the society's peasants and medium and
swpall-scale entreprencurs is considered increasingly essential, Such a
transition, in-keeping with the changing entrcprcuéurial capacity ol the
economy, requires major ghangeé in relative prices. The ability to
trans form the economy so that, first, unskilled labor, an& then, domestic
ingenuity and skills can carry more and more of the cssential burdens of

growth is heavily dependent on the timely, well-planned adjustment of re-

lative prices.



