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"Iffoetive bzchmg Rates for Iports In'?akiea"- I~ 
A Comet Center for Research on 

Economic Development 
By Charles 1. $tseli .506 East Lib:rty Street 

Ann Arbor, Mich. 48108 USA 

Walter Becox in his article "Effective Rzchanse Rates for izports In 

Pakistan" has incorrectly Implied that atte rraking of esport sectors by 

their not foreign ezchange earnings yelU. a measure of their ezport 

efficiency. This -te argues that the proper measure for wtport ranking 

is the domestic resource cost criterom, and that rankings by the two 

measures differ substantislly. 
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e "infftectve Sewsge Rae for bxporte in ?akisen

A Comnmt 

By Charles P. Stae110n 

in a recent issue of this Journal, Walter Becox [19721 attempts to 

evaluate the rationality and efficacy of 

Pakistan's export incentive system through the calculation and comparison 

of the net foreign exchange earnings of various export sectors. It is 

in this coment that,the net foreign exchange earnings criterionargued 

is an improper indicator of the relative efficiency of different export 

products in earnin3 foreign exchange. Moreover, rankings based on this 

criterion may differ substantially from rankings based on the Domestic 

Resource Cost (DRC) criterioa, the criterion most suitable for the 

ef fic~ency ranking of exports. 

decox defines the net foreign exchange earnings criterion as 

Vj -  (1) 

where 3 equals "the export value (f.o.b.) in rupees (at the official
 

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

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

enbodied in one unit of final demand for the output of industry J..." 

V is then the net foreign exchange earned per rupee of export (measured 

at domestic prices) of industry J.
 

1
Assuming perfectly elastic import supply end export demand curves , 

Recoz quite rightly argues that if foreign =change earnings are to be 

mmsiased, those eports with the highest levels of Vj should be promoted. 

Yet what kind of oal is the mazimiaatlon of net foreign echange 

eszadmim The poal of e=ports, as of inemnational trade in semral, is 
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to save domestic resources by trading what can be produced efficiently 

for what can be produced les eff itient1y. Not foreign exchange earnings

which my be translated a Imports- are the benefits of exports. But 

there are also costs, nasely the domestic resources used to produce thin, 

and to speak of maximizing benefits without considering costs is meaningless. 

As Recox points out (p. 234), the naxinization of net foreign exchange 

earnings Implies the equality of all V . What he fails to point out i 

that the equality suat come when all V are driven down to zero if a true 

maxima is to be achieved. Every product produced in the economy =at be 

exported as long as its f.o.b. price exceeds its import content, no matter 

what the cost, no matter how inefficient. For foreign exchange is given 

an infinite shadow price by this criterion. 

Clearly, net foreign exchange earnings should not be maxiized, but 

rather jptimized at a level where the benefits to society equal the coats. 

A esure of the price of the foreign exchange earned through the export 

of individual products is needed for such an excercise, and such a easure 

of price has been knocking rbout the literature Zor some tim. Called

with som confusion- the Domestic Resource Cost (DKC) or the Effective 
2 

Rate of Protection (IP), itmasures the domestic resource cost per unit 

of net foreign exchange earned through the export of a given product and 

is therefore the opportunity cost (shadow price) of net 

foreign exchange earnings. It Is the DC, not as lecox claim the V , 

which yield "... 'shadow prices' which can be used in planning resource 

allocation end Investment." (p. 239) V is simply a wure of benefits 

per unit value of an expo; since it ignc'-es costs it can certainly not 

be regarded s a shadow price- ie. a measure of opportunity costs. 



-3-


Although Beco does worry about what he calls "domestic value added," 

Ratherhis concern is vItkN something quite different from resource costs. 

be seem to equate "domestic value added" with V , net foreign exchange 

esrning4 which can also be thought of as domestic value added measured at 

world prices. On page 236 he states, "if the goal is maximm net foreign 

echange earnings then the export incentive structure met either be neutral 

in term of domestic value added between Industries or encourage thos 

industries with relatively high levels of domestic value added." This 

statent is certainly true if net foreign exchange earnings is substituted 

of resource costs'for domestic value added; it sakes no sense If a measmir 

is subetituted instead. 

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

written a 

DICe " j
D j A 

N MA (2) 

where A is the domestic resource cost (direct plus indirect) of one rupee
 

of final demand (measured at domestic prices) of industry J. Hecox's V is
 

only the denominator of DRC sd is thus an Imperfect proxy for DCj. A
 

large V will, ceteris paribus, lead to a mall DIC . However,large V 

may also be associated with relatively larger A1 , while industries with 

high import contents and low V1 may still be efficient exporters if they 

process or combine those imports efficiently. Thus many counties, such 

as Japan, are efficient exporters of very high Import content goods (goods 

with low per unit domestic value added) while their low inFort content 

goods, agricultural products in particular, arevery inefficient exports. 

Unfortunately, it was not possible to use ecox'a mn data, as presented, 

to calculate the DRCj for his industries =I to compare the ranking by DEC1 

with the ranking by V . booer, a study by this author [Stsela.1972] 



of the Indian export sector yields a rather poor correspondence between 

DmC and V ranking@ at the sectoral level. Forty-two traditionai and 

and a
nontraditional Indian export sectors were ranked by each measure 

a Spearman's Rank Correlationcomparison of the two rankings yielded 

of only 0.31. Asming chat the situations of India aMCoefficient (s 2 ) 


Pakistan are somehat similar, it would sern that Hecox's V measure is
 

3
 

poor proxy indicator of efficient 
exports.


a 

The investigation and determination of E, the ratio of the f.o.b. 

export price to 	the dom&3tic price, is of course of nor2 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 exports (although when the export or domestic
 

markets fre imperfectly c apetitive problems may arise from price
 

discrimination). Alternatively,when it is constructed from various
 

can afford an easy measure of their additive
subsidies as Hecox does, E 


as an Indicator 	of thae econoicefisct. Yet E£ 	 alone has no value 

efficiency of individual exports, neither does it when incorporated
 

-ith MiKin measuring net foreign exchange earnings. 

The "perfect" exort incentive system then should not seek to equate 

unit of domestic resources expendedthe net foreign 	aschange earniags per 

the DRC5) of all exports vith the (inverse of the) shados(the inverse of 


price of foreign exr henge. 4 Only then will society pursue its proper
 

goal of export optimization rather then export maximization. 
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Research Associate, Center for Research on Iconic Developmet, 

University of )ichig8n. 

curves the relevant1. Without such perfectly elastic supply and dmnd 


ueaure would be in terms of ea.:inal net foreign exchange earnings.
 

2. 	 These two measures are discussed at length by Balass andSchydlowsky 

The concensus seame to be that(19721, Krueger (19721 and Bruno (1972). 

other and for clarity we shall here use the
DRC and E3P are variants of each 

DRC variant. 

similar products, Vj and
3. 	 On the product level and within a group of 

:n ranking fifty-eibhta better correspondence.DEC rankings may have 

Indian engineering goods export3 by both neasures, this author tStaelin, 

1972) found an s2 of 0.87. 

Imports tco should be4. 	 Of course society should not stop here. 


of all Imports and exports equated with each other

examined and the DRC 


aud with the shadow price of foreign exchange.
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