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Relative Prices_iPLannin. or Econoomi/ Deveoqn 

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 relationship consists of
 

ensuring optimality in the Pareto sense through the interaction of rela­

tive commodity and factor prices. Given production conditions and con­

sumer preferences, general equilibrium theory aims to show how efficiency 

can be achieved in a 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 relative 

rfactor 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 traditional theory remains. 

how does the market or capitalist system simultaneously bring about an 

efficient horizontal as well as inter-temporal allocation of resources, 

Another extension of our static general equilibrium theory in 

which relative prices play a prominent role is in the space dimension, 

usually called international trade theory. Now f!mis between countries 

are included and another relative price., the exchange rate, becomes rele­

vant. But the basic social problem remains the seme, i.e. to ensure 

maximum global efficiency, as both relative prices w'irhin countries and 

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

additional production opportunity called trade. 
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Thus the most important role of relative prices in the trnditionni
 

literature has been in the achievement ofclassical and neo-classical 

The relevance
efficient resource allocation extended to time and space. 


for practical planning or policy making is relatively meager. In fact, 

can be drawn from the general equilibriumonly one real policy conclusion 

to let the price system function as freely as
model as extended, namely 

*o~sible, 

that the real world, even in the mature economies, doesWe know 

-ot lways meet the implicit conditions which permit the general equilibrium 

ztem to operate to ensure Pareto optimality. Even if we should accept 

":-i efficient utilization of resources as "the" major social problem, cer­

to be ato conditlons must be fulfilled if such a system Is 

P11 relevpnt to a real society and if planning based upon it is to make 

x-y For one, we must assume the existence of a minimal set of sense. 

•ce and profit sern3tive entrepreneurs or other economic agents. For 

,t1r, the Srociety must be politically and ideologically ready to accept 

system as a driving force. In other words, the relevance v-,px;v,ilist 

re­
r.kt, f-icc y:'.tcna ns an essential instrument to ensare optimality 

of scale or
It-.t (-cvexist" no economic necessity. C.; . because 


ether reasons, for government to play a substantial role in the economy S
 

and th3t e.ist over-riding
directly productive areas, moreover, there no 


ideological "necessity" public sector play F
non-economic or to have the 


extensive role. Thirdly, we must assume the relatively full and
 more 


absence pronounced
free flo of information and resources, i.e. the of 

institutional constraints.
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In the developing economy context, to which this paper is primarily 

addressed, the existence of a sufficiently larc number of entrepreneurs 

sensitive to price and profit signals cannot be taken for granted. 

Secondly, there is customarily in evidence a shortage of those many social 

and economic overheads painfully built up over the centuries and taken for 

granted in what are now the mature economies. Moreover, in many of 

these societies, especially in the early stages after emcrgence from 

colonialism, there exist strong ideological reasons for not wanting to 

accept a market-oriented system, which is often identified with imperiolism. 

as the driving force. Finally, neither the mobility of resources nor of 

the flow of information, nor the absence of other major institutional con­

.tpints, can be taken for granted. In fact, perhaps more than anything 

else, it is the absence of these features and the consequent inability to 

use the convenient teris ribus assumptions of traditional theory which 

lies at the heart of the development problem. 

Under these circumstances, it is legitimate to ask whether or no&
 

the efficient utilization of available resources is, in fact, "the" major 

6oc.!2 problem facing the developing society. As it emerges from a fre­

qtantly stagnant colonial agrarian situation, a developing country usually 

dem nds a reallocation of resources and is -nlmos't bound to make some use 

of prices and profits in helping to achieve that reallocation. The role 

of relative prices in this context is, however, very different .ro.m t.at 

envisioned in the dynamic general equilibrium system. While this cystem 

may be valid in the long run, i.e., once an economy is approaching economic 

maturity--with all the caveats we are familiar with even 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

va nt. 

If 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 

how to allocate given resources mvre efficiently, but how to introduce 

,:eehnological change, how to broaden participation, how to create entre­

pDeneurs, how to create institutional change, and how to induce minimum 

nobility. If these issues lie at the heart of the problem, and if they
 

can be addressed with the help of planning and policy making, relative 

- :en b' -i~exed as taking on new quite role. isj','e a and different It 

this role to which this paper is addressed. In Section II we Jescribe 

the ty.ical import substitution phase the newly independent developil4 

.'oronmy is likely to pass through initially. In Section III we seek to 

outline the dimensions of the required transition from import to export 

. :bstitu.on and the role of relative prices in planning for that transi­

tLon. Fi.-illy, i: Stcton IV, we Ulustrate this role for the case of 

1'crca and P.-kistan. 

In traditional theory, relative prices provide the information .nc 

the signals required for efficient static allocation as well as for movin­

the economy in the right d-irection dynamically. Prices serve as stimulants 

and propellants, but they cannot be expected, in any simple fashion, to 

help create the proper environment, or enLrePrcncurial capacity, ab initi.o, 

http:bstitu.on
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If there exists a shortage of entrepreneurs in a developing country, or if 

there exists the impediment of institutional barriers, planners or policy
 

:..kers 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, begin to improve at
 

their task, and once institutions are gradually transformed in directions
 

".'.:h accommodate rather than obstruct change, these extra price rmarins 

c.n be reduced and finally elitainated. 

This idea is not a new and startling one, but it lies at the base
 

o. thne infant industry argument. It is essentially what Smith and List 

.,ere talking about when they recognized the need for government interven­

:oofct relative prices in bhJUf of new industries. The infant
 

entrcnreneurial argument but
is another w;.v of stating the same case--for 

th' use of administered distortions relative prices to permit learning­in 

>y-doing processes to assert themselves.
 

Newly independent developing economy, governrents have, almost with­

. exception, tried to replace traditional colonial patterns of produc­

t.on and trade--orchestrated mainly by the commercial interests of the 

mcther country--by interposing themselves and taking direct action in the
 

import substitutin, 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 sae 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 between Center and Periphery, 

vith anticipation of tinfavornble demand pnfttern for tradiLional exports, 



-6­

coup~ed with a firm belief in the dynamic learning processes associated 

with import substitution. In virtually all cases, this leads to more or 

less clear notions of what the government must do directly and what it 

induce or order the private sector to undertake.
can 


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 

Drivate sectors in the directly productive sphere and least of all on how
 

t, organize or cajole what remains in the private sector. Here, of course,
 

we haive a wide range of choice, almost a continuous spectrum, between 

direct government ownership, on the one extreme, and something approaching 

t.tbcok laissez faire, on the other. Most developing societies have, in 

.act, nartly 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 

:ools most frequently used are exchange controls, the compulso%' !urrender 

m foreipr exchange, and the allocation of import licenses to socially 

Th'iirahle nrojects in overheads and industry. 

This import substitution syndrome usually includes substantial
 

government deficit financing accompanied by inflation and an increasingly 

over-valued exchange rate. Quantitative restrictions are preferred over 

tariffs, credit rationing at low interest rates over an approach to mar­

ket allocation at higher interest rates, and the 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 currency by saving a dollar of imports than by 

earning a dollar of exports.
 

A second major concomitant of nlsh' distortion of relative prices 

consists, very often, of the neglect of agriculture. Typically this sec­

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 speak of freeing workers and providing saving for industrial
 

growth. Food shortages consequently frequently inhibit further industrial
 

growth as industrial wages tend to rise prematurely. 

Thirdly. in the market for capital, the administratively controlled 

interest rate usually is far below the rate of return on investment. In­

terest rotes are often kept at such levels in LDC's mainly because it is 

believed that higher rates would discourage investment, as well as for 

so-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 choice is really one between low interest rates
 

which go to the favored large scale borrower, and high interest rates at 

which all borrowers, large and small, new and oldi have approximately 

equal access at a price. 

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

of virtually every scarce commodity, is thus likely to Ie highly incfficient 



during the import substitution phase, since administered prices drawn up
 

by bureaucrats are asked to bear the burden of determining output as we ll
 

as factor input mixes, The price of industrial goods is usually pegged
 

high relative to that of agricultural goods, not only vi3 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
 

goods both because imports are under-valued and because the interest rate
 

is kept artificially low. For all these reasons industrial production
 

is likely to be capital and inport-intensive, in spite of the presence 

of surplus labor. Efficiency bccomes irrelevant when receipt of an ir.­

port license or of a loan per se best'ows a sizable windfall profit and be­

.c~c,7.sa ivnin objective of entrepreneurial activity, 

The costs of maintaini;g this kind of system are patently large. 

Anne Krueger estimated, for Tukey, that import substituting industries 

used 20-75 lira to save a dollar of im,.ports, while export industries re­
1 

quired 8-16 lira to earn a dollar of exports. Johnson, for Chile, esti­

that about 12 escudos were needed to snve a dollar of imports at nwated 
S 9 

time 'hen the official exchnrge rate was only 2 escudos per dollar.-

Stephen Lewis estimated that Pakistanr... m-nufactures received about /:0 per­

goods in the early 60's.' '2 

per dollar than dicl agricul-t.-'alcent more rupees 

Anne 0. Klrueger, "c-te Ecomomic Cost of Fxchange Lontrol: Ti'e 

Turkish Case," JPE (October 1966), Table 3, :olumn 5. 

2Leland J. Johnson, "Problems of import Substitution: The Chilean 

Automobile Industry," Economic Dvelonment: and Cultural Chan:,e (Jan. L,7), 
p. 209.
 

3Stephen R. Lewis, Jr.., 'T~ffects of .rade Policy on Domestic Rela­

ive Prices: Paistan, 1'51- 96," AWI (.:ir'b ;(.) able 
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Moreover, in spite of its high cc's, imrt cubstLtuion as a way 

of life my be difficult to 7-nduotriil importing interests become 

more and more entrenched and .scd to-i.taing 17-.ge w-ndfcll profits. The 

civil service enjoys not only its absolute power but also its ability to
 

supplement its income as sub-rosa payments grease the wheels of the dis­

equilibrium system. Perhaps mast importantly, any change in policy must
 

. prepared to run the gaun:let of accusations of "g-.ve-away" either to 

foreign or domestic private interests.
 

It should be remembered that this set of policies is basically a
 

reaction to the real or imagined lack of indigenous industrial entrepreniew 

,hip, But it will fulfill its historical mission and thus possibly be 

worth the price only if the system can also be geared to a gradual reduc­

tion of these controls over tinre^ l:i:wneY the self fulfilling prophecy 

-.f the "absent" entrepreneur forcing government into more and more direct 

Zctions may well constitute the r.'t vicious of the mrny vicious circles 

qIeeve heard about. 3n oth-.r words, the imposition of a hothouse industrial 

iector can have the desired effect of crepting sufficient entrepreneuriai 

-:apacity 'or use at a later stage only if thcr,_e r ansured gradual re­

4uctions in the temperature over tja"'. Only in this way will embryonic 

entrepreneurs have a chance to divert their energies from chasing slips 

of poper and subvertir.-g the c enrol system to making some of the finer 

allocative decisions at the m-.'gin. Only if .... :s become-'.77 discouraged 

-from trying to main.-ain the hoto .. , dcT . *.tcly, o u~ing their in­

fluence with tovernment to have it m.i'n.id -and cnly if government in 

turn is willing to recogni-e the p::chibitive costs of continued import 

substitition--can a tran-itiun to a r.-.re cfficient stage of cevelopment 

occur* 

http:m.i'n.id
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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 uncovering additional resources and exploiting slacks 
in
 

the system. In other words, the conventional wisdom about the mainsprings
 

Emphasis must shift to the broadening
of graith undergoes gradual change. 


of the resource base, the attempt to bring the economy closer to its full
 

notential, 	 mainly through the adoption of technological change, and an 

of relative prices is likely to be essential in effecting theadjustment 

necessary adjustments. While under the previous regime public and large­

,cale private enterprise were the beneficiaries in response to the actual 

or assumed shortage of domestic entrepreneurship, a lowering of the hot­

hcufe temperature really requires a restructuring of relative prices; 

sny, the role assigned to relative prices must increasingly be1:Th,,- is to 

actual scarcities rather than facilitating, in a veryone of reflecting 

The goal 	must
nassive sese, government's directly allocative actions. 


now become a broadening of the development base in the attempt to harness 

a much larger proportion of the previously disenfranchised economic 

7,gents to t:rie development effort. Especially if peasants and medium nnd 

sm ll scale industrialists are to be mobilized, this cannot be done 

or by direct horizontal controlneffectively either by government ownership 

over resourc-s allocation in the private sector--if for no other reason
 

all the millions of necessaryt ban the 	 sheer impossibility of making 

on a broad front, and even physically reaching all the agentsdecisions 

concerned. Increasingly, therefore, as the economy mcoves out of its im­

phase of development, theport substitution sub-phase and into the next 

catalytic role' of rovernment, through its influence (in relative price 
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signals., rather than through its direct control of resources captured and
 

allocated, becomes the critical element.
 

I
 

The transition which a successful developin, society must be pro­

pared to negotiate is from a land or raw material based import substitu­

'.:n phase, as described above, to what miy be called a labor and, later, 

s"':..l-based export substitution phase. The role of relative prices in
 

D anning for such a transition 
-,s crucial. it can )erhaps be best summarized 

's .rorotin z growth by -ndoin, .-he distortions 


thi gains of the 


Irtificl -,hl1e preservin<, 

earlier Deri.od. For example, distortions bctween the 

Drice of cattal and of consumer Fgoods wly have led to high saving and low 

c:7iti 1 formation as in the cas;e of Argentina, or to relatively low 

and low capital formntio- n. in the case of Pkistan. Substantivo
 

inefficiencies 
within the industrial sector, characterized by high r-ites
 

nvf excess capicity 
 ,, caipital. nt-ns ty. rresuL from the overvaluation 

of the c::change rate and artificially low interest rates. Stagnation in 

griculture usually accon.--nics the artificial depression of that sector's 

,:erms of trade in the effort to asist the industr.;alizntion drive and 

keep vocal urbart consu,rers under control. 

All this is subject to change by tackling relative prices in the 

context of developmo.rt planning. The termq of trade between agricultuire 

and non-agriculturc may be a prin _ objective. UNith ngricultural activity 

still a preponderant feature of the landscape, the introduction of tech­

nological change in that sector usually remains a orercquiiite for sus­

tained growth--no ,atter 1'o , imnortant the role of the foreign sector. 

http:developmo.rt
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But while new kiowledge on miracle seeds, fertilizer, and other input com­

binations is clearly required for any major change in physical reltion­

,hips to take place, it is likely 1o 'l. relative price adjustments which 

are che sine 9ua no for the adoption of such new technology. As long 

, either because of an overvalued exchange rate or because of forced 

prccurement at artificially low priccs, farmer's terms of trade are 

?tncl;ed against him, the potential bounty made available through the 

courtesy of the International Rice Research Institute or Mexican wheat 

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

:'cvar_ative experience in India and Pakistan, where a time-phased ro!.a­

tionshir between changes in agricultural price policy and in the willing­

nc' tc iont- the burgeoning new technology can be established. Relative 

,'rice ldd:rtments cnn, of course, also be used on the agricultural input 

Ti-e, especially when the new technology is sensitive to the use of a 

T,-1. input, such as fertilizer. Sensible .lannin- which seeks to harness 

v-elative price chnngCs for the promotion of structural change ,nd groith 

111V well call for temporary subsidization of that input, quite in addition 

to overall governmient suinport of the output price as an underpinning, of 

"he market for major food crops. Such relative price roadjustments' 

shoulr3, however, be time constraiLned since one would clearly not wish to 

move away from one set of distortions to perpetuate another. In other 

words, both on the input and output side, the ,rowth promoting role of 

adjusting relative prices away from previous levels of distortions should 

be sensitive to the need to ensure that the overall turning down of the 

temperature is not ne(,glected. i.e that, over time, there i: n return as 

!uic ly as possible to international price., both Ln t'rrs 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 needs to be adjusted 

during this transition period is, of course, the exchange rate, through 

S:hiich an indirect ta.: is levied on exports while importer-industrialioto
 

benefit from incentive-dulling w.!idfpll profits. Devaluations, either 

d:I _i~cto or de .jure, have been a major tool of the restructuring that began 

to take p!Ace in many of the developing countries during the latter half 

f the 1960's, especially where such devaluations were accompanied by im­

'c-: liberalization, i.e,. the partial diqmantling of the import quota
 

:nd licensing system permitting a Gonrrwhat more market-determined alloca­

on of bottleneck inputs. As the economy tries 
to move away from its al­

.cs¢t exclu: vc reliance on traditional exports and seeks to export 
 more
 

of its abundant labor pewer--and, somewhat later, its indigenous skills-­

c ro 
 :ralistic exchange rate permitting increase participation in the
 

"-irnational economy becomes essential.
 

Similarly with rospect to the relative price governing inter­

t:c'poral choices between sav ng and consumption, i.e. the interest rate. 

'I the typical situation, with official rates way below the scarcity price 

,,f capital', and a wide ga-p between it and unofficial curb rates, a move 

tcwards unitary oificial rates at a considerably higher level is likely 

not only to lead to a better allocation of investment, but also, rind more 

importantly, to a substantial rise in the volume of savi ng. 

There are, in oth,,r words, a large number of relative price adjust­

ments which, in the context of planni.ig, can promote growth through a 

restructuriqt. effort. In order to determine, in any particular country 

http:planni.ig
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context, what role to assign to the adjustment of which relative prices, 

and in what sequence, we must first have a clearer picture of the type 

of an economy ve are talking about and in what phase of development it 

inds itself. For example, the grcwth promotion problem may not simply 

be one of enhanced participatiun o" all the factors, but there may be 

'pecial problems of income or ie,.ionai distribution which must be addressed 

- - political explosion ir to be avoJ.dId--also a growth relevint considera­

.ion. For another,. t.he relative importance of the exchange rate is much 

rrvter in the case of a small econior-. than in that of I large one, and 

- terms of trade .ior. •uia: the in the former..tna! mu.,h -.n latter than 


.nTr economy his a ct:ong and d.-varifiod nitural resources base, with
 

" 
,-oo. c~-ctt3ie.s s to the ctu':e, _i2 pressures for restructuring from 

cisn? to ba doeeiopicn: mu-.h In cases,labor v a::e smaller. such e.g. 

;:"ysia, the atte'.!pt may well Ie iade to skip the import substitution 

t c- completely. And if the inheritcd humin resources endowment is 

-'ong, the required !ength )f that phase may be much shorter. In other 

ords. any scn,'ibie assessment of thic 'ole of relative prices in planning 

omotbe "ndlrende-t of the type of caonomry we are talking about, e.a. 

..:s size, its lan1 d-labor ra.io, its infrastructure and its relative 

-'trrnzt> of hur-an and n-tural resources, among others. Without nn under­

standing of these ejements a we-il as sone histo-.-ical perspective on 

w.,here the econor,' h, " been (during its colon.al pec'ol), and where it is 

now, the potential grc.th promoting role of the use of relative prices in 

planning canno be fully reli'.i 

Tht' only rrally gencral st1-teP-nt ih.it c;n v'hu, !'e mide, in sumiary, 

is that there may e:ist a u".iqt'":a-olc for -'o 'tiv'o pr co's in promotin,". 

http:colon.al
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grcwth via a planned restructuring of the developing economy's system-­

!ong before the promotion of efficiency in the more familiar general
 

eQuilibrium context relevant. as distortions are
becomes Then, gradually 

,liminated, these readjustments in relative prices can be the prime 

force in gradually moving the economy out of import and into export sub­

c*titution, with the growth promoting role of relitive prices gradually 

-... ing to the promotion of Pareto efficiency in the fully activated 

nflture economy. Finally, we intend to briefly illustrate this role of'
 

relative prices in the transition process by briefly looking at a cotple 

-:f real world cases, South Korea ind Pakistan. 

iv 

At the time of initial attempted transition to modern growth the 

smnlll dualistic economy of South Korea found itself with a fairly strong 

,-icultura! infrastructure and a fairly well developed indigenous entre­

-eneurial class. Nevertheless, in the aftermatlh of Partition and War, 

m.rea in thn early 50's turned towards a fairly conventional import sub­

i:t.-tuting set of policies, tending to favor industry and services through 
.ereign exchange controls, with an increasin-ly overvalued exchange rte 

as domestic inflation made itself felt. As long as stabilization efforts 

aren't successful and the economy continues ;ubject to rapid inilation 

and inflationary e :pcctations--as was the casc the 50's andin eirly 60','i-­

relative prices are unlikely to be effective either as growth promotin, 

or finely allocetive devices. hen such signals are obs;cured by massive 

overall inflation, and energies are concentrated on making quick profits, 
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rather than on productive investment, there is very little chance to reap
 

the full benefits of import substitution and move beyond it. Durin,g the
 

period under discussion, Korea's growth rate was just about high enough
 

to 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, given
 

tl-, basically strong inherited human resource endowment, the first efforts 

to attempt a developmental transition via changes in relative prices 

becawc possible soon thereafter. In order to shift from what are essen­

:.:'!!y land-based food and raw mnterial exports to the exportation of 

7?',-'and. increasingly with tin, domestic ckiis and ingenuit", Korea 

i. ad to achieve q more realist'c relative price of foreign exchange, 

i.,it could not, especially since it is small continue to live behind 

serious consequences for growth.artificial walls of protection without 

i%-a consequence, in May 1964, Korea substantially devalued her currency 

rd simultaneously unified a complicated multiple exchange system. Hore­

,0er, imports vere liberalized, i.e. the licensing system broadened throu=h 

the w;idening of import quotas, the introduction of export retention 

chemes and, later, a quasi-automatic licensing system to cover an e:-pand­

in,; voluie of imports. The effects of a change in the signals via n 

change in this crucial relative price have been startling. Exports, which 

had grown at annual rates of less than 15 percent during the '58-'62
 

period, have been grcwing at 30-40 percent annual rates since '64. More­

over, this export boom has been especially pronounced in the area of
 

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

increasingly important role. 
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In 1965, relative prices in the sector complementary to the for­

eign trade sector, i.e. the credit sector, were changed dramatically. In­

terest rates, which had been kept at artificially low leveln, were dras­

tically raised in 1965, and the huge gap between the low officinl rntes, 

actually available only to established prime borrowers, and the astro­

nomically high rates facing ordinary people on the curb market wns sub­

:-catial~y narrowed. Interest rates on saving deposits doubled and de-

Posits responded by rising by more than 200 percent between 1964 and the 

nnr.! of 1965, and by more than 700 percent by September 1968. To indicate 

•c:'- this was not just a shift from one form of saving to another, we
 

S!ould note that the overall saving rate which had been negative in the
 

'953-62 period and had 
 stood at only 5.8 percent as late as 1962-6,-., 

rceached 13.6 percent in 1968 and is currently in the 15 percent range. 

It con be said that the changes in these t:o relative prices, the 

c:xchange rate and the interest rnte, more than anything else, have led to 

'-a spe .tacular turn-around in the performance of the Korean economy 

"rworized in Table 1. As a direct consequence, Korea was placed in a 

position to put her abundant high quality human resources to use in an 

cxport-led rather than import substitution dominated industrialization 

effort. Incrcasinwly also., domestic skill and innovative ingenuity 

could be incorporated with unskilled domestic lnor an; medium and small­

scale entrepreneurs hnd an opportunity, really ror 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 PercentapLe
 

Average Annual Rate of Growth of '55-'60 1.6 

Per Capita Income '60-'65 3.7 

'65-'67 8.3
 

Domestic Saving Rate 15C -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
 

. nd Lndustry, has not as yet been suhstantially modified in the case of 

.ores from its distorted earlier levels. It is true that., in 1968, the 

!<eroan Government adopted a price support policy which has tended to 

,:o-,e.-hat imrrove her ngricultural sector's terms of trade. Unfortunately, 

'never, this price is announced at harvest rather than ot planting time 

- thus 	serves more as an income redistribution rather than incentive 

ckw:'ce. Largely as a consequence, the adoption of available better tech­

:-Iogy including double cropping, fertilizer, and lime use, etc. has been
 

_: and substential. agricultural productivity increases still wnit to
 

" harnessed. While many of the distortions of the import substitution
 

i:egime h;'ve, in other words, been corrected through changes in relative 

be done to activate the agricultural sector.prices, 	 much yet needs to 

Pakistan adopted a classic set of import substitution policies 

soon after partition and independence. While inClationary pressures built 

up, rendering the exchange rate increasingly overvalued, traditional raw 

jute and cotton export proceeds, supplemented by foreign aid, were re­

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

overheads and industry. 



The overall economic performance which resulted throughout the 

'50's was little short of dismal. Agricultural production was barely able 

to keep up with population growth; exports were sluggish through the 

-!,cade, actually declining in value., Only large scale industry, much of 

it in the public sector, grew at a fast pace, i.e. in excess of 30% 

--nually. Domestic saving averaged cround 5%, and more than 50% of the 

First 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 

v{a a de facto devaluation of the exchange rate through the establishment 

of on export bonus system. This was followed by additional import liberali­

zation, including an expanding Open General License system and a Free 

List. By 1964 more than 40% of imports was liberalized in one way or 

another. Industrial excess capacity declined from more than 50% in 1960 

to 1K% of a much larger industrial plant in 1965. Non-tradtional eports 

rose by 39% between 1959 and 1964 and accounted for 60% of the total :y 

'.64. 

In 1961, moreover, the policy of forced procurement of major food 

.!rops at low prices was abandoned. Instead, prices were permitted to be 

maret-determined, undergirded by government guaranteed minimum price 

supports, with fluctuations reduced through the operation of buffer 

stocks. This reform, supplemented by fertiliz:er subsidics, constituted a 

marked improvement in agriculture's terms of t-rade. In this fashion 

farmers' incentives were realigned, cul.inating in substntial growth of 

agricultural productivity, especailly in West Pnki;tn, even be fore the 

new miracle seeds beca~rc gencr. 'l¥ rvailnb .e. Onice this more drast c 

change in input-output relations became possible, especially 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
 

tubewells which had mushroomed up by 1965 profitable, while re­
private 

them possible. Food grain produc­
adjustments in the exchange system made 

tion which had been growing at 1-2% annually during 1950-60 spurted ahead 

4% annual clip during '60-'65. By 1970-71 a wheat crop st 1707. z a 

cf '64-'65 levels is expected and agricultural surpluses, rather than the 

'50's, are being contemplated.Dersistent deficits of the 


Moreover, the substantial increase in agricultural productivity
 

to power the tubewells led to the
and the accompanying demand for pumps 

ror~iing development of engineering and other smaller scale industries, 

in West Pakistan. In this mutually self-reinforcing fashion, agricultural 

of decentralized medium and stmll-scalesurpluses financed the growth 

"us tries, many of which in turn provided the physical inputs and incen­

1: .ves for further agricultural productivity increase, Changes in crucial 

growth promoting changes in the economy.
-rc.zltive prices thus effected major 

for Pakistan, from negligible per
2he change in aggregate performance 


of better than 3%

capita income increases in the late '50's to increases 

of war, aid declines, and drought
annua'lly on a sustained basis, in spite 

bear ample testimony to the fact that the economy, in spite of its poli­

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


This is illustrated in Table 2.
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Table 2
 

Growth Performance of Pakistan
 

-. Years Percentage
 

Average Annual Rate of Growth of '55-'60 1.2
 
Per Capite Income '60-'65 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-'67 8.3
 

In summary, the role of relative prices in planning for the transi­

from colonial agrarianism, through import substitution, to a more 

rti'kcL-oriented and broadly based grow;th effort is a central one. In 

C.o typical situation, the attempt is made to achieve economic indepen­

-!cc by cutting the colonial patte'rn and capturing the land-based re-

Source3 .for import substituting industrialization; relative prices are 

3:[.nistered and largely irrelevant, with resources allocated directly 

o 't arc considclrc socially desirable areas. Then, as the crazy­

-- 'It of ndministered pricing and controls begins to take its toll in 

":¢rr: of low efficiency and growth rates, structural change in the direc­

t'o:, of a fuller participation of the society's peasants and medium and 

smaJ!-s-cale entrepreneurs is considered increasingly essential. Such a 

transition, in keeping with the changing entreprcneurial capacity of the 

economy, requires major changes in relative prices. The ability to 

transform the economy so that, first, unskilled labor, and then, domestic 

ingenuity and skills can carry more and more of the essential burdens of 

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

lative prices.
 


