AGENC/ POR INTEMNATIONA,. DEVELOPMENT AID USE ONLY
SAMMINGTON, O. C el
SIBLIOGRAPHIC INPUT SHEET

A, PAMRANY

. :t'.":z' Development and econoaics DK00-0000-67 30
FICATION 6, SECONDARY
Trade and cosmerce--Padistan
o 117 3 T AR
Effective exchange rates for exports in Pakistan

3. AUTHOMS
Staelin,C.F.

& DOCUNENT DATE 3. NUNBER OF PAGES . AR NUWBER
1,72 Bpo ARMC

T REFERENCE ORGANIZATION NARE AND ADDRESS
Mich.

U SUPPLEMENTARY MOTTS (Sponsering Organissiion, Publishara, Avelliability)

9, ABSTRACY

W, SONTHOL NUKBSER 11, PRICE OF DOCUMENT
PN-AAE-983
", oucun‘m 13, PROJLCT NUNMBER
m:g.nnuchnm 18, CONTRACT NUNMSER
_cgo-a- 4
15, TYPR OF COCUNENT

AD s90= 4 t0oYRR



csD-2547 2))El)
wch. 1972

"Effective Exchange Rates for Exports in Pakistan“— [A-AAE-Q £

A Comment Center for Research on

Econcmic Development

By Charles P. Staelin 5G4 East Libarty Street
Ann Arbor, Mich. 48108 USA

Summary

Walter Hacox in his article "Effective Rxchange Retes for Exvorts in
Pakistan" has incorrectly implied that the zarking of export sectors by
their net foreign exchange sarnings yeild s measure of their upott.
efficiency. This zste argues that the proper measure for wxport ranking
is the domestic resource cost criterion, and that rankings by ths two

measures differ substantially.
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"g¢fective Exchange Rates for Exports in Pakiscan"—
A Comment

By Charles P. Staslin®

In a recent issue of this Journal, Walter Hecox [1972] attempts to
evaluate the ratiovality and efficacy of .
Pakistan's axport incentive system through the calculation and comparison
of the net foreign exchange earnings of various export sectors. It is
argued in this comment that the net foreign exchange earnings criterion
is an improper indicator of the ralative efficiency of different export
products in carning foreign exchange. Moreover, ravkings based on this
criterion may differ substantially from rankings bassd on the Domestic
Resource Cost (DRC) criterion, the criterion most suitable for the
ot.ucx‘cacy vanking of sxports.

fdecox defines the net foreign exchange earnings criterion as

Vy = By - M )

vhere E 3 equals "the axport valus (f.o.h.) in rupees (at the official

exchange rate) of one rupee (at domestic market prices) worth of output

from industry j," and llj equals "the total imports (direct and indirect)

embodied in one unit of finsl demsnd for the output of industry j..."

vj is then the net foreign exchange earned par rupee of export (messured

at domestic prices) of industry j.

Assuming perfectly elastic import supply and export demand cntvul,
HBacox quite rightly argues that if foreign exchange earnings are to be
saxinised, those exports with the highest levels of vj should be promoted.

Yot what kind of goal is the maximization of net foreign exchange

earnings?! The goal of exports, as of iaiernstionsl trads in genersl, is
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to save domestic resources by trading what can be produced efficiently

for vhat can be produced less efficientiy. MNet foreign exchange earnings-—-
vhich may be translated as imports-- are the benefits of exports. Mut

there are also costs, namely the domestic resources used to produce them,

and to speak of maximizing benefits without considering costs is meaningless.
As Hecox points out (p. 234), the maximization of net foreign exchange
earnings implies the equaliry of all Vj. What he fails to point out 1is

that the equality must come when all lero driven down to zero if a true
naximom is to be achieved. Every product produced in the economy must be
exported as long as its f.0.b. price exceeds its import content, no matter
what the cost, no matter how inefficient. PFor foreign exchange is given
an infinite shadow price by this criterion.

Clearly, net foreign exchange earnings should not be maximized, but
rather sptimized at a level vhere the benefits to socicty equal the costs.
A measure of the price of the foreign exchange earned through the export
of individual productes is needed for such an excercise, and such a measure
of price has been knocking rbout the literature lor some time. Called--
vith some confusion-—— the Domestic Resource Cost (DRC) or the Effective
Rate of Protection (lll’).2 it measures the domestic resource cost per unit
of net foreign exchange earred through the export of a given product and
is therefore . the opportunity cost (shadow price) of net
foreign exchange earnings. It is the DRC, not as Hecox claims the V_,
vhich yield "... "shadow prices' which can be utad in planning resource
sllocation and investment.” (p. 239) Vj is simply s measure of benefits
per unit valus of an expor”; since it ignores costs it can certainly not

be regarded as & shadov price-- i.e¢. a measure of opportunity coate.
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Although Becox does worry about what he calls “domestic value added,"
his concern is witl something quite different from resource costs. Rather
he seems to equate "domestic value added" with Vj. net foreigu exchange
earnings, which can also be thought of as domestic value added measured at
world prices. On page 236 he states, "if the gosl is maximum net foreign
exchange earnings then the export incentive structure must sither be neutral
in terms of domsstic value sdded between industries or encourage those
industries with relatively high levels of domestic value added." This
statement is certainly true if net foreign exchange earnings is substituted
for domestic value added; it makes no sense if a measure of resource costs

is substituted instead.

The relationship between DRC, and V, can easily be seen when DICJ is

b b
written as
Aj A
DRC, » o——— =
1 BN V} (2)
vhere AJ is the domestic resource cost (direct plus indirect) of one rupee

of final demand (measured at domestic prices) of industry j. Hecox's Vj is
only the denominator of chj a:d is thus an imperfect proxy for chj. A
large V, will, ceteris paribus, lead to a small DRC

b b
may also be associated with relatively larger A , while industries with

. However,large VJ

high import contents and low vj may still be efficient exporters if they
process or combine thoss imports efficiently. Thus many counties, such

as Japan, are cfficient exporters of very high import content goods (goods
with low per unit domestic value added) while their low import content
goods, agricultural products in particular, arevery inefficient exports.

Unfortunately, it was not possible to use Hecox's own data, as prclcntod;

to calculate the l!ll:.1 for his industries ani to compare the ranking by chJ

with the ranking by !5. Bowever, a study by this author [8tselin,1972]
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of the Indian export sector yields a rather poor corresponderce between
chj and Vj rankings at the sectoral level. Forty-two traditionai and
nontraditional Indian export sectors were ranked by each measure ;nd e
comparison of the two rankings yielded a Spearman's Rark Correlation
Coefficient (lz) of only 0.31. Assuming that the situations of India and
Pakistan are somevhat similar, it would seem that Hecox's Vj measure is
a poor proxy indicator of efficient c:port'.3

The investigation and determination of Bj’ the ratio of the f.o.b.
export price to the domestic price, is of course of mor2 than passing
interest in itself. If it is measured directly (i.e. through a direct
comparison of f.o.b. and domestic prices) it yields an indication of the
implicit subsidy given exporte (although when the export or domestic
markets gre imperfectly conpetitive problems may arise from price
discrimination). Alternatively,yhen it is constructed from various
subsidies as Hecox does, E, can afford an easy measure of their additive

3

efrect. Yet E, alone has no value as an indicator of tlie econowic

3
efficiency of individual exports, neither does it wvhen incorporated

with “j in meacsuring net foreign excharge sarnings.

The "perfect" export incentive system then should not seek to equate
the net foreign ~xchange earnirgs per unit of domestic resources expended

(the inverse of the DRC,) of all exports with the (inverse of the) shadoe

3
price of foreign cxmhan;c.‘ Only then will society puraue its proper

goal of export optimisation rather than expert maximization.
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% Reaearch Associate, Ceater for Research on Economic Development,

University of Michigan.

1. Without such perfectly elastic supply and demand curves the relevant

seasure would be in terms of me:ginal nat foreign exchange earnings.

2. _Thase tvo measures are discussed at length by Balassé and Schydlowsky
(1972}, Krueger [1972] and Bruno {1972]. The concensus sewms to be that
DRC and ERP are varisnts of each other and for clarity ve shall here use the

DRC variant.

3. On the product lavel and within a group of similar products, Vj and
chj rankings may have a better correspondence. :-n rankirg fifcy-eight
Indian engineering goods exports by botk measures, this suthor Staelin,

1972) found an 2 of 0.87.

4. Of course sociaty should not stop here. Imports tco should be
examined and the DRC of all imports and exports equated with each other

and with the shadow price of foreign axchaunge.



b=
References

Balassa, Bela and Schydlowsky, Daniel, 1972, "Domestic Resource Costs and
Effective Protection Once Again", Journal of Political Economy, Vol. 80,
No. 1.

Bruno, Michael, 1972, "Domestic Resource Costs and Effective Protection:

Clarification and Synthesis", Journal of Political Economy, Vol. 80,

No. 1.

Hecox, Walter, 1972, "Effect:ive Exchange Rates for Exports in Pakisten",
Journal of Development Studiecs, Vol. 8 , No. 2.

Krueger, Ann 0., 1972, "zvnlﬁnting Restrictionist Trade Regimes: Theory

and Measuresant", Journal of Political Economy, Vol. 80, No. 1.

Staelin, Charles P., 1972, "The Cost and Composition of Indian Exports",
Ann Arbor, Discussion Paper No. 22, Center for Resesrch on Economic

Developmentc, University of Michigan.



