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FOREWORD 

The Asian Development Bank and the National Bureau of Economic 
Research co.sponsored a Seminar on "Trade Strategies for Economic 
Development: The Asian Experience" at the Bank's Headquarters in Manila 
from 14 to 16 December 1974. 

The Seminar discussed the results of the research project on 
"Foreign Trade Regimes and Economic Development" which had been 
sponsored by the NBER with funding from the US/AID. 

The research project was co-directed by Professor Jagdish N. 
Bhagwati (Massachusetts Institute of Technology) and Professor Anne 0. 
Krueger (University of Minnesota). Ten country studies were undertaken 
within the project: 

Brazil Albert Fishlow 
University of California, Berkeley 

Chile Jere R. Behrman 
University of Pennsylvania 

Colombia Carlos F. Dias-Alejandro 
Yale University 

Egypt Bent Hansen 
University of California, Berkeley 

Karim Nashashibi 
International Monetary Fund 

Ghana J. Clark Leith 
University of Western Ontario 

India Jagdish N. Bhagwati 
Massachusetts Institute of Technology 

T. N. Srinivasan 
Indian Statistical Institute 

Israel Michael Michaely 
Hebrew University of Jerusalem 



Korea, Rep. of Charles R. Frank, Jr. 
Princeton University 

Kwang Suk Kim 
Korea Development Institute 

Larry E. Westphal 
Northwestern University 

Philippines Robert E. Baldwin 
University of Wisconsin 

Turkey Anne 0. Krueger 
University of Minnesota 

The principal results of the individual country studies have been brought
together in the overall syntheses authored by the Co-Directors. 

The Seminar was attended by 38 participants from 11 Asian 
countries, IBRD, IMF, UN/ESCAP, NBER and ADB. 

As Indicated in the Table of Contents, the topics discussed at the
Seminar Included the two syntheses, the Individual country studies on Egypt, 
India, Republic of Korea and the Philippines, and the two general back. 
ground papers. 

All participants attended in their personal capacities and the views 
expressed do not necessarily reflect the views of the institutions with which 
they are attached nor the views of the National Bureau of Economic 
Research or the Asian Development Bank. 

The proceedings of the Seminar were edited for publication,
in consultation with the contributors concerned, by Mohandas K. Samuel 
of the Economic Office of the Asian Development Bank. The summaries 
of the General Discussions do not represent the conclusions or the con. 
census of opinion at the Seminar but are representative of the comments 
and suggestions made on major issues In the analysis of foreign trade 
regimes and economic development. 

The ten country studies and the two syntheses are being published
by the National Bureau of Economic Research and distributed by the 
Columbia University Press. 
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OPENING ADDRESS 

by 

Mr. Shiro Inoue
 
President
 

Asian Development Bank
 

Distinguished Participants, Ladies and Gentlemen: 

It is, indeed, a great pleasure for me to extend to all of you 
a cordial welcome to the Philippines and to the Bank. 

The National Bureau of Economic Research is to be congratulated 
on having sponsored such an important research project. I am sure that the 
technical excellence of the research already conducted and the deliberations 
of this distinguished group will provide incisive insights into this important 
field in development. 

International trade has generally been an 'engine of growth' in this 
region and trade policies and practices have been a major base on which 
most other domestic economic policies have been founded. 

This crucial role of international trade has also meant that world 
economic forces have come to have direct relevance to the acceleration 
of social and economic development in the region. 

I hardly need, therefore, to stress the importance of the subject 
of this Seminar to the developing member countries of the Bank. 

But, we meet today in a rapidly changing world. The orderly 
development of trade is threatened by the disruptive forces of inflation, 
slower growth in the world economy and balance of payments' difficulties 
in many countries. Meanwhile, international capital movements, which are 
needed to finance both trade and long.term development, are being hindered 
by the sudden shift in the direction of flow and the uncertainties about the 
economic future. 

The developing countries are, undoubtedly, hardest hit by these 
changes. Not only must they manage to meet the immediate requirements 
for trade but also they must, even under m~ich more difficult circumstances, 
continue to deal with the long-term problems of development. 

7 



In the past, many countries in the region have made considerabe 
progress in social and economic development. However, the prospects
of sustained growth appear to be very much in doubt; some countries are 
even facing the prospect of stagnation and deterioration. Where the per capita
income is already low, the viability of their economies is further threatened 
by inflation and food shortages. 

In addition, in order to meet the changing needs, it is necessary
for these countries to restructure their economies. This includes, among
other things, the development of locally available energy resources and 
making even greater efforts for export promotion. 

The Bank does not have the resources - nor the mandate 
to provide the kind of balance of payments support that today's world
economic situation calls for. But, it will continue to play its part in providing
the technical and financial resources needed for social and economic 
development in its member countries. 

sevenIn almost years of operations the Asian Development Bank 
has provided nearly $2 billion of loan and technical assistance to 22 
developing countries in Asia and the Pacific. 

Apart from capital and technical assistance, the Bank has, from the 
very outset, recognized the important role that research could play In a 
better understanding of the problems and in developing new techniques 
and policies. 

Of the many such activities sponsored or assisted by the Bank,
I suppose that the projects most familiar to you would be the Asian 
Agricultural Survey; the Regional Transport Survey; the Coconut Industry
Survey; the Asian Industrial Survey and the Study of Southeast Asia's 
Economy in the 1970s. 

The Bank has also assisted the ILO Employment Strategy Missions 
to the Philippines and Sri Lanka. 

It is very gratifying to note these activities havethat all made
significant contributions to a better understanding of complex problems.
As a result, new institutions have been developed: many new projects have 
been Identified, and more effective policies developed. 

In the light of the current conditions, it appears that the promotion
of social and economic development In the region will become an even more 
challenging task. We need new ideas, and bold approaches, to tackle the 
increasingly difficult problems. 
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I have no doubt that the deliberations of this Seminar will make 
a significant contribution. 

I will follow your deliberations and conclusions with great interest 
and wish the Seminar every success. 
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SEC7ION I:
 

THE PROJECT
 



EXCHANGE CONTROL, LIBERALIZATION,
 
AND ECONOIC DEVELOPMENT
 

By Jagdish N. Bhagwatl and Anne 0. Krueger* 

For the past three years, the National Bureau of Economic Research 
(NBER) has been sponsoring a research project on exchange control,
liberalization, and economic development. In this project, ofa number 
country studies have been undertaken, focusing upon the quantification 
and analysis of individual developing countries' experiences with exchange
control regimes and attempts at liberalizing those regimes, focusing equally 
on the interaction between the country's trade and payments regime
and its economic development. 

The countries studied have included Brazil (A. Fishlow), Chile
(J. Behrman), Colombia (C. Diaz-Alejandro), Egypt (B. Hansen), Ghana 
(C. Leith), India (J. Bhagwati and T.N. Srinivasan), Israel (M. Michaely),
South Korea (C. Frank, Jr.), the Philippines (R. Baldwin), and Turkey
(A. Krueger). Each study has been undertaken within an analytical frame
work devised by 's and agreed upon in advance by all participants. These 
studies are now completed or nearly so, and they are to be published by the 
National Bureau of Economic Research through 1973 and 1974. They
should be of interest to students of the individual countries as well as to 
those concerned with trade and development issues more generally. When all 
the studies are final, we shall have a great deal of material for analysis on a 
comparable basis of different countries' experiences. 

The final stage of the NBER project consists of our attempt 
to synthesize results individual studies in overallthe of the an volume. 
This paper represents a preliminary report on some of these results. We 
therefore present an overview of some of the major topics in Section I. 
In Section 1I, some of the more detailed results pertaining to the effects 
of exchange control regimes are presented. 

1. An Overview 

For each country covered by the Bureau project, individual 
researchers were asked to trace their country's experience with a view to 
identifying: (I) when and why exchange control was adopted, and how the 

* Professors of economics at Massachusetts Institute of Technology and the University
of Minnesota, respectively. 

Reprinted from the American Economic Review, Vol. LXIII, No. 2, May. 1978with the permission of the authon and the American Economic Association. 
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control regime was intended to relate to the country's domestic economic 
goals; (2) the evolution of quantitative restrictions after their initial 
imposition; (3) efforts, if any, to ameliorate the undesired results of the 
payments regime; (4) experiences with attempts at liberalization and the 
timing of the economy's response to those attempts; and (5) the resource
allocational, income-distribuional, and growth effects of the country's 
experience. Within that framework, each country's author singled out 
for in-depth analysis a particular point in time during which the detailed 
working of the exchange-control regime was analyzed, and selected one 
Jiberalization effort for intensive analysis. 

On the basis of the results from idlvidual studies to date, 
we have been surprised at the degree of similarity among seemingly diverse 
countries. On each topic, certain broad conclusions have emerged. 

Motivation for Quantitative Restrictions 
(QR)-Reglmes 

Initial adoption of exchange controls was generally an ad hoc 
response to external events. Rapidly, however, quantitative restrictions 
were perceived as a means of furthering domestic industrialization policies. 
Whether it was the rapid shift in international market conditions during the 
1952-1954 period or memories of the Great Depression, most policy makers 
were pessimistic - probably to an objectively unwarranted degree - about 
prospects for growth through industrialization based upon export growth 
and diversification. The optimal resource allocation dictum - that the 
marginal cost of earning foreign exchange should be equated with the 
marginal cost of saving foreign exchange - was generally abandoned in favor 
of saving foreign exchange at all costs. 

In the process of using exchange control to foster the growth 
of domestic industry, however, the internal working of the QR systems 
generally frustrated, at least partially, the very domestic goals they were 
designed to achieve. Bureaucratic allocational procedures, political pressures
surrounding the administration of controls, and the private sector response 
to the unintended incentives created by the regimes led to frustration 
of the goals the QR regimes were designed to serve. We shall return to more 
detailed examination of the logic of QR systems in Section 11. 

Export Promotion Versus Import Substitution 

Among the more interesting results that appear to emerge from our 
preliminary analysis of individual countries' experience is that countries 
which have had export-oriented development strategies appear, by and large, 
to have intervened virtually as much and as "chaotically" on the side 
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of promoting new exports as other countries have on the side of import
substitution. Yet, the economic cost of incentives distorted toward export
promotion appears been less the of thoseto have than cost distorted 
toward import substitution, and the growth performance of the countries
oriented toward export promotion appears to have been more satisfactory
than that of the import-substitution oriented countries. If that conclusion 
is valid, the lesson is that policy should err on the side of allowing a higher
marginal cost for earning than for saving foreign exchange. 

There are several theoretical reasons which would explain such 
an asymmetry in outcomes, and the empirical evidence does point in their
direction. In theory, there four why export promotion may beare reasons 

the superior strategy.
 

(1) Generally speaking, the costs of excess export promotion are 
more visible to policymakers than are th',se of import substitution. If there 
are departures from unified exchange rates, export-promoting growth can be
sustained only by subsidies or other incentives costly to the government
budget. Thus, there are built-in forces within the government against
excessive export subsidization and promotion. The equivalent costs of import
substitution are borne by firms and consumers and, hence, no obvious
intragovernmental pressure group emerges as rapidly when incentives are 
biased toward import substitution. 

(2) An export-oriented development strategy generally entails
relatively greater use of indirect, rather than direct, interventions. There is 
considerable evidence from the individual country studies that direct
intervention may be considerably more costly than is generally recognized
(see Section 11 below). When policy makers are concerned with export
promotion, direct controls cannot be as pervasive as they can be under
import substitution. Price controls, distribution controls, and a host of 
other detailed interventions make little sense, even to bureaucrats, when
firms' outputs are intended largely for overseas markets, but appear attractive
when prouuction is oriented toward the home market under import
substitution. The fact that, under import substitution, government officials 
have power to remove or enhance domestic monopoly pos;'ions of import
competing firms implies that those firms can be induced to accept otherwise 
intolerable (and socially unprofitable) interventions with their decisions. 
By contrast, officials simply do not have the same degree of power ove" 
firms engaged primarily in the export market. 

(3) Exporting firms, however much they may be sheltered on the
domestic market, must face price and quality competition in international 
markets. Import-substituting producer, with no competition for domestic 
markets, are a pervasive fact of life in the developing countries where import 

15 



substitution has been stressed. While there is little hard evidence on thesubject, there is considerable reason to believe that sheltered monopoly
positions may be important explanations of low productivity growth in the
newly established manufacturing industries in developing countries. Insofar 
as the adverse side effects of inadequate competition are less severe under
the export.oriented strategy, it may be that export promotion is superior
simply because it reduces the incidence of the problem. 

(4) If there are significant indivisibilities or economies of scale, 
an export-oriented strategy will enable firms of adequate size to realize
them. When import-substituting incentives dominate the domestic market,
import-substituting finns generally are confronted with powerful incentives
for expansion through diversification; each new product line provides one 
more domestic monopoly position. If indivisibilities and/or economies to
scale are important, an export-oriented strategy will provide better incentives
for expansion of capacity in existing lines. As such, an export-oriented
growth strategy is better suited to achieving whatever economies of scale 
are present than is an import-substitution strategy where firms are generally
limited in their horizons by the size domesticof the market. 

These and other arguments supporting the case for an asymmetrical
behavior of the export-promoting versus import-substituting economies 
appear to be borne out by the contrast in the success of South Korea and
the relative failure of India, for example, in the countries studied in the
project. Since approximately 1960, the economic policies of South Korea
have been heavily oriented toward growth through exporting. The rate
of growth of exports has been almost double that of real GNP. Close
inspection of South Korean policies indicates that the kinds of detailed

and chaotic interventions which we have 
 found in other countries are
abundantly present in Korea's case as numerouswell: QR's, high tariffs,
and physical targeting of exports and imports. The striking difference,
however, is in the remarkable degree to which the government has been 
willing to use exchange-rate changes and to lean in favor of export
promotion via preferential allocation of import licenses, etc. Thus, aside
from other special factors, such as the high inflow of foreign resources

(official and private), the one striking aspect of Korean success has clearly

been the significantly less discrimination against exports than in other

developing countries, and not (it would appear) the presence of a neo
classically efficient allocation mechanism inin tow the system. 

Whether this asymmetry between export promotion and import
substitution is important or not awaits further exploration as the final results
of the country studies emerge. What is clear is that, of the countries which 
have stressed export promotion, none have been free from interventions 
of the type that economists generally identify with QR regimes and import. 
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substitution strategies, and that the export-promotion strategies generally 

appear to have higher payoffs. 

Nominal Versus Effective Devaluation 

Export rebates, tariffs, surcharges, import entitlement schemes, and 
a host of other devices are generally employed under QR regimes, and they
lead to a wide dispersion in effective exchange rates (the amount of domestic 
currency paid when a good is landed per dollar of cl.f. value) by commodity
categories. Moreover, the increasing resort to changes in surcharges and 
export subsidies and to alterations in effective exchange rates means that, 
even without a formal devaluation, there are many degrees of partial
devaluation in QR regimes. 

Usually, formal devaluation is accompanied by the partial or total
removal of export incentives and surcharges upon imports. The result ir 
that changes in the parity, as reported by the International Monetary Fund.
do not necessarily provide a good indication of the economically relevant 
magnitude of the devaluation. Thus, in Egypt, Bent Hansen's study shows 
that the 1962 devaluation was little thanmore a tidying up operation:
complicated export bonuses and import charges were replaced by across-the. 
board measures, so that the average local currency payments and receipts 
per dollar of international transactions increased by only one-fourth the 
amount of nominal devaluation. For Chile, Jere Behrman's study shows 
effective devaluations to be about two.thirds the nominal in 1959ones 
and 1963. By contrast, when Chile adopted frequent exchange-rate adjust
ments in the late 1960's, the effective devaluations slightly exceeded the 
nominal, although real devaluation was much smaller. 

Determinants of Success of Liberalization 

Because of the significant differences in practice between nominal 
and effective devaluation, we believe that it is Important, under QR-regimes,
to distinguish between devaluation and liberalization. 

Liberalization may be said to occur when the official price of 
foreign exchange assumes an increased role in the allocation of resources,
whereas devaluation occurs whenever nominal exchange rates are altered. 
Thus, as illustrated by Egypt's 1962 episode, it is possible to have a
devaluation in which the altered nominal price of foreign exchange has little 
or no effect on resource allocation, and quantitative restrictions and other 
direct interventions maintain their importance as allocative instruments. 
In olher cases, such as the Turkish devaluation of 1958 and the Indian 
devaluation of 1966, the devaluations more than offset the reductions and 
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removals of surcharges, taxes, and export premia. In those circumstances,
the official price of foreign exchange increased in importance as an allocator 
of scarce foreign exchange, at least in the short run. 

The difference between nominal and effective devaluations has the
important effect that, as happened with the 1966 Indian devaluation, the
criteria by which the devaluation is judged are typically confused; and the
"rationalization" implicit in shifting from a de facto to a de/uredevaluation
(resulting in no effective devaluation) isignored and the nominal devaluation 
is assessed as though it was also the effective devaluation. 

The studies also point up a number of interesting conclusions
regarding the likelihood of effective devaluations leading to continued 
increases in the allocative function of the price of foreign exchange. A few
vignettes are worth pointing out here. (1) Starting from the long exposure
to automatic protection under the QR-regime, few industries will accept
the consequence of effective devaluation and reduced reliance on QR's;
namely, the need to compete or contract. As Michaely's study of Israel and 
the Bhagwati-Srinivasan analysis of the 1966 Indian episode show clearly,
liberalization works only insofar as imports of noncompetitive goods are 
involved, and the degree of protection to import-using industries may even
increase as imported intermediates get liberalized. (2) The effect of liberali. 
zation is often to induce a recessionary tendency rather than the traditionally
feared inflationary impact. The recessionary impact follows from govern. 
ments typically trying to contract monetary and fiscal policy, while ignoring
the fact that the devaluation itself sets up endogenous recessionary
tendencies. These come from several sources: (a) the excess of imports over 
exports, thanks to influx of aid and private capital, itself implies deflation 
with devaluation; (b) the increased imports of materials cpn lead to increased 
output and lowered profit margins and may adversely 'ffect investment 
in the import-competing activities whereas the exporters may not push up
investment in time because #hey expect the increased export incentives 
to be neutralized or the system remains loaded against exports thatso 
exporters find it difficult to increase their investments sufficiently; and 
(c) as in Turkey, the initial effect of an effective devaluation seems at times 
to be to reduce construction activity, with adverse effects (at least in the 
short run) on employment and income. 

Payments Regimes and Economic Growth 

The determinants of a developing country's overall growth rate 
are numerous, and the payments regime is only one such factor. The
interaction between the payments regime and economic growth is complex
and depends upon a host of other factors in individual countries. 
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That the effects of the payments regime on growth cannot be 
analyzed without regard to other aspects of the domestic economy cannot 
be stressed enough. Clark Leith's findings on Ghana provide a good 
illustration. Its major export, cocoa, is almost unaffected by the payments 
regime directly. The price paid to producers Is determined by the Cocoa 
Board and Is independent of the exchange rate. On the import side, 
government control over credit allocation under credit rationing, combined 
with severe capital market imperfections, means that the demand for imports 
is more a function of government policies in the credit market than it is 
of the price of foreign exchange. All new investment projects must be 
approved by the government, which has power to grant or withhold 
subsidies and other privileges large enough to make the difference between 
profit and loss on virtually all investment projects. Under such circumstances, 
it would be folly to analyze the payments regime as if entrepreneurs were 
responding in perfect markets to price signals alone. This is not to say 
that the payments regime goes not have its own effects upon resource 
allocation and growth, but rather that analysis of those effects is con
siderably more complex than is generally assumed. The individual country 
studies and our forthcoming synthesis explore these interactions in some 
detail. 

1I. The Anatomy of Quantitative Restrictions 

Tariffs Versus Quotas 

It Isalways true that every quota has anonnegative tariff equivalent 
at each point in time for every recipient of an Import license. However, 
it is not always the case that there is a single tariff-equivalent for a 
quota for a given homogeneous import commodity, and it is generally false 
that the resource-allocational effects of a quota are the same as those of 
the tariff-equivalent even when there is a single tariff-equivalent. 

The reason why there may not be a single tariff-equivalent for the 
import of a homogeneous commodity is that resale of imports is often 
illegal. in that case, there is no reason to expect a common implicit 
domestic price in the absence of a perfect and costless black market. Thus, 
the criteria for allocation and the actual detailed bureaucratic decisions 
as to who should receive an import license, and how much each should 
receive, will in general affect resource allocation. 

Even when there is a single domestic price for the imported good, 
the method of license allocation makes an important difference to resource 
allocation and Income distribution. It is useful to think of the differences 
between the c.i.f. price of the good (at the nominal exchange rate) and 
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the domestic price as consisting of two parts: (1) the duties, surcharges,
and other costs of landing paid by the actual importer, including his 
normal costs of foregone interest, handling, and so on; and (2) the premium 
accruing to the recipient of the import license. The local currency cost 
of the c.i.f. import plus the first item equals landed cost. Landed cost 
in local currency divided by the c.i.f. price in foreign currency equals the 
effective exchange rate. Landed cost is then the price that would prevail 
in the domestic market if there were no QR's upon the import. The 
premium, therefore, is the windfall gain accruing to the recipient of an 
import license. 

The precise allocation of import licenses makes for important
differences because it determines who will receive the premium; we note 
two here. (I) If licenses for intermediate goods imports are allocated 
directly to producers, these producers are implicitly being subsidized in 
their production process. A devaluation would increase the costs of the 
manufacturers using the intermediate good. If, however, licenses are allocated 
to importers who then resell to the manufacturers, the premium accrues 
to the importers. If devaluation is then carried out, there will be no effect 
on manufacturers' costs unless the size of the devaluation exceeds the size 
of the premium. (2) The calculation of effective protection again must 
allow for the fact that some imports would be obtained directly by
producers at premium.exclusive prices and others at premium-inclusive 
prices. The resulting estimates of protection can be significantly different 
than if no adjustment was made for the indirect allocation of imports of 
intermediates to producers, as illustrated for example by the Bhagwati. 
Srinivasan study of India. 

That the distinction between premium and landed cost is important 
can be seen by inspection of Turkish data for 1968 presented in Krueger's 
study. At an official exchange rate of TL 9=$1, it appeared that the 
average landed cost of $1 of imports TL 23.8 and thewas premium 
was TL 23.1. 

Logic of QR's 

Once a QR regime is established, it seems to have an internal, 
self-contradictory logic all its own. The tariff equivalent of existing quotas
tends to fluctuate widely and the unintended side effects of QR's tend 
to force other changes. Decision makers do not receive visible feedbacks 
as to the effects of their actions. Thus, one finds quota categories where 
the quotas are redundant and there is a zero premium side by side with 
quota applications exceeding the amount of the quota by exorbitant 
multiples. Yet these multiples provide little information to those allocating 
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quotas, because the amount of applications is Itself influenced by expecta
tions as to the probable disparity between the amount applied for and 
the amount received. 

But that is only a small part of the story. For, once a QR regime
is established, quotas inevitably become a tool seized upon by governments 
to accomplish a host of purposes other than the initial one of restraining 
ex ante payments imbalances. Thus, "priorities" are established and 
preferential treatment is given to applicants willing to further an officially
desired goal. For example, efforts are generally made to encourage capital 
goods imports at the expense of consumer goods imports, in the hope of 
accelerating the rate of investment. In turn, the newly established manu
facturing capacity often has intermediate goods import "requirements"
which can be met only at the cost of reducting capital goods imports, thus 
defeating the initial purpose of the priority. Moreover, in increasing capital 
goods imports, consumer good, imports are the first go go, and the 
production structure of the domestic economy becomes increasingly oriented 
toward consumer goods. 

Once that happens, growth in investment becomes increasingly 
dependent upon expansion of imports, itself a function of export growth. 
Yet the protection afforded to producers in domestic markets by QR's 
is so great that profitability lies in expanding domestic sales and disincentives 
to export increase. By this point, governments are t-apped: if they devalue 
the currency (which could have been done in the first place as an alternative 
to QR's), they fear that the rate of capital formation will decline as 
capital goods become more expensive. If they do not devalue the currency, 
they must resort to ad hoc measures such as export rebates, import
entitlement schemes for exporters, and the like in order to stimulate 
export growth. As these "incentives" grow over time, the regime becomes 
increasingly piecemeal. In virtually all the countries studied in the project 
which have had QR systems, governments themselves have reacted against 
these undesired side effects and proliferation of special regulations that seem 
to result from QR systems. 

The tendency toward increasingly detailed, often internally incon
sistent, controls and the resulting frustration of initial intentions shows up 
in numerous ways. In India, a major goal was the reduction of concentration 
in economic power, which presumably meant reducing the share of the 
large industrial concerns in industrial output. Yet the regulations and 
procedures surrounding licensing applications (for investment and for 
imports) became so complex that the large firms had a strong competitive 
advantage in satisfying license requirements: their share actually increased. 
In Turkey, import licenses were granted to establish assembly industries 
in the expectation that #hose (import-substitution) industries would save 
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foreign exchange and provide incentives for domestic production of parts
and components. Instead, people invested in the assembly industries in order 
to earn import licenses, and the value of licenses for assembly industry
requirements of intermediate goods increased, rather than decreased, during
the 1960's, while domestic content requirements had to be employed to 
induce investments in parts-and-components producing activities. 

Wide Variations in Economic Costs 

When producers know that they will benefit from complete
protection from imports once domestic productive capacity is established,
there are powerful profitability incentives to establish capacity regardless
of the social opportunity costs of so doing. The drive to industrialize has 
been such an important goal that few of the countries covered in the
Project have been able to resist using QR's to provide those incentives. 
In India and Turkey, goods have simply become ineligible for importation 
once domestic productive capacity was established. In Egypt and Ghana,
the same thing happened de facto. In Brazil, the Law of Similars, combined
with domestic content requirements, and a provision that tariff rates be
doubled once domestic production started, achieved the same result. 

It is easily predictable that under such systems the variation in
domestic resource cost among and within industries will be great. One of the 
purposes of the country studies was to quantify the extent of this variation, 
and the results show remarkably wide differences. We do not find that all
Import-substitution firms are inefficient. On the contrary, some appear
to have very low costs while others require a large multiple of all resources 
in order to save an equal amount of foreign exchange. 

In view of this, a major defect of the QR system seems to be 
its inevitably indiscriminate nature. If, within such a system, low-cost
activities could be differentially encouraged, the excess costs of the system
should be significantly lower. Yet, the workings of the system seem 
invariably to result in an inability to reflect differentials in social profitability 
to individual decision makers. 

Actual User Licensing 

We have already shown that the allocation of Import licenses 
to firms using imported goods in their production process has different
resource-allocational implications from those that arise when premla on 
licenses accrue to individuals who then resell to actual users. One feature
of most QR systems is that they have tended to become increasingly
actual-user oriented, and the fraction of import licenses allocated directly 
to user firms has increased over time. 
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The motive for this method of allocation seems reasonable enough:
it is designed to avoid allowing large windfall gains to accrue to persons
who apparently do nothing but apply for import licenses and, in addition,
it rewards those individuals who have contributed toward the industriali
zation goal, as well as providing an implicit subsidy for recipient firms. 

Difficulty, however, arises from the fact that criteria for allocation
of licenses among actual users are needed in the presence of excess demand. 
Without such criteria, the allocating officials are naturally accused of
favoritism. The most frequently adopted criterion has been to allocate 
licenses to recip,..nts in proportion to different firms' capacities, although
almost all countries have made provisions whereby new entrants would be 
entitled to an initial allocation. 

This allocational criterion has had two closely interrelated and
deleterious side effects: (1) it has, predictably enough, encouraged the
development of excess capacity, and (2) it has resulted in roughly propor
tionate expansion of all firms in a given industry with little competition
between them. 

Turning to excess capacity first, in many newly establishedindustries, firms' output levels determined, within fairly narroware limits,
by the volume of imports they obtain. Hence, summing over firms within 
an industry, the industry's output is closely tied to the imports of
intermediate goods allocated to it. The fact that there are excess profits
to most firms at that level of output is reflected by the premium on import
licenses: any individual firm could increase its total piofit if it obtained 
more imports. 

The only way to get more imports, however, is to expand capacity,
since one's import rights are a function of his share in total capacity of the
industry. Thus, even with existing excess capacity, it may pay to build 
more, since the return on the investment is the premium to be earned 
per unit of imports times the expected increment in import licenses. 

When policy makers perceive this result, a natural response is to 
attempt to control the expansion of capacity. Then, investment licensing
follows import licensing. Again, criteria are needed and the circle has one 
more twist: profitability cannot be used as a criterion, since it emanates
from import-licensing procedures, and also is regarded with suspicion (the
bureaucrats are rewarding the already rich large firms). Thus, the natural 
temptation is to allow expansion proportionately over all applicants or 
over all firms. Decisions about the relative rates at which different industries 
shall be expanded must then be made and private profitability departs
further and further from social profitability. 
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This brings us to the effect of import, and investment, licensing 
upon competition. For those industries where a firm's imports determine 
its output, the firm-specific allocation of imports determines market shares. 
With output fixed in the short run, there is little competition among firms. 
If there were no investment licensing, it might be that more profitable firms 
would expand more, with higher equilibrium levels of excess capacity 
in the long run. In general, however, investment licensing rules out even 
that form of competition, perhaps diminishing excess capacity, but insuring 
the growth of efficient and inefficient firms alike. We spoke earlier of the 
asymmetries of export promotion and import substitution. It may well be 
that, in dynamic terms, the inability of QR systems to foster relatively 
more rapid growth of more efficient firms is one of the gravest drawbacks 
of the QR-import-substitution development pattern. 

III. Concluding Remarks 

We have only been able to scratch the surface of the results of the 
NBER project. Many of the statements we have made require, and indeeq 
have, careful documentation and elaboration. Moreover, there are numerous 
topics on which we have been unable to touch due to space limitations 
evidence on export responses to altered real exchange rates, macroeconomic 
considerations in exchange-rate policy, many of the factors (such as effect 
on R&D) involved in the trade-regime-growth interaction, and the limits 
to QR regimes resulting from illicit transactions. 
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INTRODUCTION 

Jagdish N. Bhagwati and Anne 0. Krueger 

The idea of a conference on the experiences of various countries 
in exchange rate management originated sometime in 1968. Thereafter,
at the suggestion of the National Bureau of Economic Research and with
the assistance of the US Agency for International Development, the idea 
was developed into a comprehensive research project to cover a number 
of countries. 

Initially, the co-Directors of the Project had formulated an analytical
framework to detail the main concepts which would be generally relevant 
for empirical quantification in the research studies. 

Three essential - and inter-related - issues were identified in
consultation with the authors of the individual country studies as requiring
basic attention: 

1. The Anatomy of Exchange Control Regimes 

What sort of logic was there in a particular exchange
control regime? What were the circumstances under which 
a particular regime had emerged? What particular instruments 
of policy and implementation had been used? How had 
these measures interacted with other domestic policies and 
objectives? What had happened over time to such regimes? 

2. The Experience of Devaluation 

To what extent had countries attempted to alter the 
nature of trade and payments regimes by recourse to policies
of devaluation? Why had countries resotted to such policies?
What were the reasons for the success or failure of such
policies? What factors were involved in the operation of the 
complex policy instrument of devaluation? What had the 
final outcome been? 

3. The Effects on Economic Development and Growth 

What real effects on the rate of economic growth and 
other desired goals had resulted in the course of the
Interaction of policies of devaluation and/or exchange controls 
with other domestic policies? 
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The intent of the two Syntheses was to bring together, in a 
systematic manner, the common aspects of individual country experiences 
into a general framework. Basically, the Exchange-Control Synthesis' 
consisted of an evaluation of the arguments for, and the evidence available 
on, the dynamic effects of quantitative restrictions and controls. The 
Devaluation-Aftermath Synthesis 2 focussed on the exchange-rate changes 
that had occurred and their aftermath. 

It was emphasized that the Project had not intended a cross
sectional analysis but had rather attempted to analyze the specific functioning 
of individual economies. However, the overall approach in the individual 
country studies had been to identify common sets of problems which 
could be examined in relation to a common analytical framework. But, 
as was expected, the individual country studies had brought up many 
interesting issues and problems which were often of particular relevance 
only to a specific country. 

There were three fundamental differences between the approach 
of the Project and the OECD project:3 firstly, the Project had focussed, 
in sharper detail, on the anatomy, evolution and the consequences of 
exchange control regimes in individual countries whereas the OECD project 
had focussed on the more general issues of import substitution and export 
promotion; secondly, whereas the OECD project had largely investigated 
only the static inefficiencies of import-substitution strategies, the present 
Project had intended to go beyond that by investigating the long-run, 
dynamic effects of exchange control regimes and import-substitution 
strategies on rates of growth, savings, innovation, etc., and thirdly, while 
the OECD project had tentatively concluded that a more liberal regime 
was preferable, the present Project had also focussed on the processes, 
problems and the effects of the transition through regimes of differing 
degrees of liberalization, thus examining both the feasibility and efficiency 
of the transition to more liberalized foreign trade regimes. 

The most fundamental problem left unanswered by the OECD 
project was whether the better growth performance of certain countries 
was due to the adoption of neo-classical policies of not unduly interfering 
with the market mechanism and, conversely, whether exchange control 
mechanisms which had made the market mechanism inoperative under 
strategies of Import-substitution were crucial determining variables in 
explaining unsatisfactory perl'ornance in those countries which relied heavily 
on such strategies. 
I Section 2 A Anatomy and Consequences of Exchange-Control Regimes 
2 Section 2 B Liberalization Attempts and Consequences 
3 A series on industry and trade in some developing countries - Brazil. Republic of 

Chine, India. Mexico. Pakistan and the Philippines - edited by Ian Little, Tibor 
8citovsky and Maurice Scott under the auspices of the Development Center of the 
Organization for Economic Co-operation and Development (OECD). Paris. 
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The Devaluation-Aftermath Synthesis had suggested that the majorfactor explaining lower growth performance could be the "bias" introducedby policy frameworks which had discriminated against exports. Thus, the
lack of neo-classical attention to the pattern of import substitution seemed 
to be less important than the excessive degree of import-substitution that
restrictive exchange control regimes seemed to imply. 

Developing countries had, since the Second World War, generallyused exchange controls to regulate the balance of payments. Important
attention had been paid in the Project to investigating how exactly the mixof policy instruments to implement the control measures had affected the
allocative efficiency of the system. Apart from the static effects of control 
measures, the Project had sought systematic conclusions on the effects 
on savings, entrepreneurship, investment, growth, etc. 

The different ways in which exchange control systems have beenadministered and the differential effects observed in the individual country
studies have been systematized in the Project in a schematic representation
wherein trade and payments regimes were categorized into different Phases. 4 
These Phases were a framework to examine particular balance of payments
situations and particular methods of handling trade and payments problems:
it was not suggested that all countries would fall into these Phases in any 
necessary sequence. 

Phase I was basically the immediate post-War situation whereforeign exchange management sought to alleviate balance of payments
difficulties by quantitative restrictions rather than by adjusting the exchange
rate. It came at different dates in different countries. 

Phase II represented a more developed exchange control manage
ment where priorities were further defined and where the control mechanismbegan to perform other functions as well. Phase II was defined to include
also the introduction of other policy instruments such as tariffs, premiums
and subsidies to promote exports which had been discriminated against
in the quota system of Phase I. Under Phase ii, the discrimination against
exports was tooften sought be alleviated but was not eliminated. 

The Syntheses had largely cxamined the effects of Phase IIregimes as several countries in the Project had sustained periods in that Phase.
In many countries, too, there had been sustained periods of cyclical
movements around attempts at liberalization (categorized as Phase IIIepisodes) which had failed and which had necessitated a return to the 
Phase II regime. 

4 See Appendix A: Delineation of Phas 
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GENERAL SYNTHESES 

A. 	 Anatomy and Consequences of Exchange Control Regimes 

Introduction: Jagdish N. Bhagwati 

The Exchange.Control Synthesis had mainly focussed on two 
major aspects of Phase 11 regimes: 

1. 	 The allocative efficiency of the regime. That mainly referred 
to the effects of Phase !1 regimes, In a static sense, on the 
allocation of investment, the utilization of capacity, the 
holding of inventories and the like. These effects have 
been discussed in the traditional literature and the OECD 
project as well. 

1I. 	 The dynamic effects on savings. The results of the Project 
indicated that tile effect of Phase 1i regimes on savings was 
complex. There was no conclusive evidence either that the 
static inefficiencies of Phase 1I regimes led to better long-run 
effects on savings or that more liberal regimes had produced 
better results. 

Within Phase 11 episodes there were different regimes which produced 

basically different results. An example was the process of allocation of 
import licences. Where import licences were allocated to producers rather 
than to traders greater incentives were provided to the producers by the 

premium obtainable through imports. Consequently, too, the incentive 
effect of adevaluation or an adjusted exchange rate varied greatly depending 

on whether producers or traders had been the agents in the earlier control 
system. 

Even where import licences were allocated to producers, there 
were important differences in the incentives provided depending on the 
criteria of allocation. Differential allocative criteria such as "actual user" 
licences or allocations based on installed capacity produced varying incentive 
effects. 

Such allocative criteria were part of strategies of import substitution 
but the specific anatomy of the control regime in operation provided 

meaningful insights than a co isideration of the "import substitutingmore 
strategy" in general terms. Thus, for example, the use of quotas to grant 

automatic protection to domestic industry - and not purely to regulate 
the 	 balance of payments - produced efficiency results which were very 
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different from that of quota systems which would allow additional imports 
when the differential between domestic costs and import prices exceeded 
given margins. 

it was, thus, not the quota system as such which the analyst 
needed to focus upon but rather the exact form of operation of the 
system since differential effects resulted. 

The concept of domestic resource cost (DRC) I had been used 
to analyze the pattern of import substitution and the allocative efficiency 
of control regimes. DRCs had been computed for across-section of activities 
at a given time and the dispersion in DRCs had, where present, been linked 
with the entire domestic and international pattern of incentives established 
by the total regime The analyses had suggested that the variations noted 
in DRCs were largely, if not wholly, attributable to the total pattern of 
incentives that restrictive regimes had generated. 

Situations of excess capacity had invariably arisen under conditions 
of sheltered markets with controlled (licensed) entry into industrial sectors. 
Many Phase II regimes had provided incentives for the greater utilization 
of existing industrial capacity. However, even where excess capacity existed, 
the economic regime provided sufficient incentive to invest in new capacity 
as the protected market provided automatic access to scarce imports. 

There was some evidence to suggest that the liberalization of 
controls tended to reduce excess capacities with the increased competition 
for resources and for the market. 

Evidence in the country studies had also suggested that the effective 
under-pricing of imported capital goods and raw materials in restrictive 
regimes had, given the wide range of possible substitution in production 
functions, led to an increase in import dependence and to a tendency to 
hold excess inventories. 

The Project also provided further evidence on the reduced com
petition that resulted from sheltered markets and the delays that arose from 
institutional and other bottlenecks: very little quantitative evidence was, 
however, available on the other ingfficiencies that resulted from sheltered 
markets. 

1 See Appendix B Definition of Concept. 
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COMMENTS 

by Rehman Sobhan 

There appeared to be an implied enthusiasm in the Project for 
liberal regimes. The indicators used in the analyses seemed selective and 
had assisted in reinforcing the implied thesis that liberal regimes had been 
more efficient than restrictionist regimes. However, the results obtained 
from the quantitative analyses had been inconclusive or highly qualified
and the supposed efficiency of liberal regimes had been implied largely 
on a priori grounds and on the basis of questionable links in the data. 
Restrictionist regimes had been characterized as being less efficient even 
though the causal links between liberalization and the indices of performance
had not been conclusively established. 

The indicators of allocative efficiency used in the Project had 
not reflected the circumstances under which countries had to resort to 
quantitative restrictions. In an extreme case, for example, where foreign 
exchange earnings were pre-empted by a i 'w essential imports, the policy 
option of a liberal regime would not even exist. 

The impact of many key policy variables had not been adequately
isolated and analyzed. The specific role of foreign assistance, for example,
required much greater attention than had been given in the Project.
Foreign assistance had played an important role in the effectiveness of many
Phase Ill regimes and its availability had often been linked to the ideological
pre-conceptions of donors about the virtues of more liberal regimes. 

On an analysis of DRCs the Syntheses and many country studies 
had concluded that restrictionist regimes had disregarded opportunity costs 
and had, therefore, been less efficient in resource allocation. The operational
relevance of the analyses was, however, minimal as high DRCs not,were 
in themselves, evidence of resource misallocation as low DRCs could well 
arise in socially undesirable or low.priority sectors. The effects of par
ticular patterns of resource allocation on the desired composition of GNP 
were a more important consideration for policy formulation than the 
optimization of growth of GNP. 

The administrative allocation of resources in restrictionist regimes
had been characterized as being inefficient because of the disregard for 
opportunity costs. Distortions in resource allocation arose even with the 
allocative mechanism of market forces in liberal regimes and, with given
social objectives, such distortions in liberal regimes were of more serious 
consequence than the distortions that arose from administrative allocations. 
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Resource misallocations in restrictionist regimes also arose from distortions 
in the optimality of decisions made during plan targetting and from the 
particular administrative procedures adopted: misallocation was not an 
inevitable consequence of restrictionist regimes or of administrative allo
cation. 

The important role of the politico-economic circumstances within 
which trade and exchange regimes had to function had not been considered 
in the analyses. Basic distortions in factor markets, unequal distribution 
of income and the interplay of political and economic power were decisive
in both restrictionist and liberal regimes - in determining the extent of 
command and control over resources. Such factors also made for the relative 
immobility of resources in developing econondes and resources could not, 
even after liberalization, be expected to necessarily move into low DRC 
sectors. 

The Project results had suggested that there had been a tendency 
for a compositional shift of investment in restrictionist regimes to the 
more capital-intensive sectors. That phenomenon was not an inherent 
feature of restrictionist regimes. Greater capital-intensity in production couid 
arise from varied circumstances as even in liberal regimes, for example, 
a major motivating factor for capital-intensity in investment had been 
the managerial problems of organizing and controlling large work-forces. 

The Project results had indicated that the tariff structure in 
restrictionist regimes had provided incentives for investment in the non
essential sectors and had discouraged investment in the intermediate 
and capital goods industries. The causal relationship observed was, in 
fact, a post facto rationalization as tariff protection could have been 
obtained even after the establishment of intermediate and capital goods 
industries: the nominal tariff structure was, consequently, hardly a dis
incentive to investment in such sectors. 

The observed under-utilization of industrial capacity in restrictionist 
regimes was not due to the policy instrument of administrative allocation 
but rather to deficiencies in administration and to basic distortions in the 
politico-economic structure which inevitably warped the process of adminis
trative allocations. 

Liberal regimes had been characterized as inducing more efficient 
resource use by also reallocating foreign exchange resources from the less 
efficient to the more efficient firms. Such a process of reallocation had 
not necessarily resulted in a fuller utilization of capacity but rather In a 
reallocation of capacity utilization. Such short-run reallocations of capacity 
utilization that followed on a process of liberalization had undesirable 
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social effects as it benefitted the larger firms with greater control over 
the market and with easier access to credit. The total availability of 
foreign resources was, probably, of greater importance than the type of 
regime. In liberal regimes, too, a temporary shortfall in foreign resource 
availability due to export price declines or crop failures could affect the 
smaller firms and intensify the monopoly control of the larger firms. 

The Synthesis had concluded that the phenomenon of excessive 
inventory holdings in restrictionist regimes had been due to the uncer
tainties which had arisen from frequent changes in the criteria for, and 
the procedures for, the administrative allocation of industrial inputs. That 
was only a partial explanation as, in any type of regime, the levels of 
inventory holding were also determined by the regular availability of 
adequate supplies, the timing of deliveries, expectations about future 
prices and anticipated uncertainties in the flow of aid.financed imports. 

The conclusion that the lack of foreign competition had induced 
Inefficiencies in restrictionist regimes by not providing incentives to reduce 
costs of production was also questionable. The most important factor in all 
regimes was the domestic structure of production and marketing. Monopoly 
control, foreign collaboration or the marketing of well-known brands, 
anyway, reduced competition while, except in the case of inelastic demand, 
the competition for the domestic market and the availability of substi
tutes tempered the tendency for high selling prices. Imperfect factor 
markets were common to liberal and restrictionist regimes alike and large 
numbers of inefficient firms continued to operate irrespective of the type of 
policy regime: the supposed reallocative effects of liberal regimes, con
sequently, were neither automatic nor complete. 

COMMENTS 

by Augustine H. H. Tan 

The Project had lucidly presented the hypotheses and theories 
about protectionist regimes along with a wealth of information. 

The main conclusion of the Syntheses was that the static effects 
of protectionist regimes were generally adverse and significant while the 
dynamic effects were either insignificant or both positive and negative. 
The inconclusive results of the analyses of the dynamic effects of pro
tectionist regimes could have arise from the general problem in empirical 
research of tracing causation in historical data. Existing theories of dynamic 
analysis Ineconomics were also highly inadequate. 
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Protectionist regimes could generally be justified only under three 
exceptional circumstances: firstly, in the case of optimum tariffan 
where, too, the effects of possible retaliation and a distinction between 
the short- and long.run monopoly position would need to be considered; 
secondly, where count'ies sought to reduce import-dependence for strategic 
reasons and, thirdly, to raise revenues in countries where the tax machinery 
was primitive or for the taxation of specific non-import-substitutable 
products like petroleum. 

Four general propositions could be made about protectionist 
regimes: 

I. 	 Protectionist regimes provided a margin for inefficiency and, 
as detailed in the Project, even induced a definite bias 
towards inefficiency. A tariff or quota incentive normally 
provided by protectionist regimes gave the domestic producer 
a price differential which could be reflected either in 
increased costs or in increased profits. On the contrary,
the incentive of a corporate tax exemption induced the 
efficiency to generate profits so that the incentive could 
be availed of; 

2. 	 Protectionist regimes tended to create an inward (domestic 
market) orientation which inhibited continued expansion and 
imposed severe costs on production for export; 

3. 	 Protectionist regimes tended to generate effects on resource 
allocation different from that originally intended by the 
policies; 

4. 	 Protectionist regimes tended to create new bottlenecks rather 
than alleviate existing bottlenecks and distortins. 

The analyses of the effective rate of protection and the domestic 
resource cost of foreign exchange had clearly indicated that protec
tionist regimes had resulted in a very wide margin of inefficiency which 
had also varied as between industries. The wider that margin the greater
wi.s the potential loss in productivity and output. In addition, protectionist
regimes tended to further widen the margin for inefficiency by restricting 
competition and encouraging monopolies. There was also a bias towards 
smaller-scale consumer goods industries and against the specialized,more 
vertically-integrated, large export industries which could generate economies 
of scale. 
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The Syntheses had analyzed the effects of protectionist regimes 
on the allocation of investments and on the choice of techniques. The
effects of protectionist regimes on employment were particularly important
and severe. The maintenance of an over-valued currency effectively under
priced imported capital goods and encouraged more capital-intensive pro
duction to the detriment of employment. The domestic capital goods
industry was also adversely affected while the development of a domestic 
machine industry more compatible with the factor proportions suited to the 
economy was inhibited. 

The Syntheses had drawn attention to the effect of protectionist
regimes in encouraging wage increases in the favored sectors. That tendency 
was exarcebated where entry into the favored sectors in the urban 
areas was controlled. 

Other employment-inhibiting effects of protectionist regimes arose 
from the bias towards the processing of relatively under-priced imported
inputs and the disincentive for the use of domer Ic raw materials. The 
processing of domestic raw materials was also dis uraged by increasing 
wages and cost of living while, concurrently, imported inputs became 
relatively cheaper as the effective protection through import duties was 
generally negative. 

Employment was also inhibited as production based on imported
raw materials was generally less labor-intensive than production based on 
domestic raw materials. In addition, protected industries tended to be 
more urban-based while domestic raw material processing industries had 
greater employment repercussions in the rural areas as well. 

The Syntheses had concluded that the effect of protectionist
regimes on savings was inconclusive. However, it was likely that the margin
for savings would be reduced in protectionist regimes because of the high
margin for inefficiency; for high wages, salaries and urban consumption
and by the encouragement given to the domestic production of luxury
goods. Even available savings often had not resulted in productive investment 
as the inward market orientation provided only a limited market and 
profits tended to be repatriated because of the disincentives to backward 
integration and to export industry. 

The investment horizons in protectionist regimes were shortened
because of the fear of frequent changes in regulations and entrepreneurs
largely sought to maximize the returns on corruption and to circumvent 
regulations. The tendency to seek quick profits by the acquiring of foreign
franchises rather than by developing indigenous products was a particularly
serious indictment of the effects of protectionist regimes on the time 
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horizons and the innovativeness of entrepreneurs in such regimes. Industrial 
entrepreneurial talent was generally in short supply in developing countries 
and the misallocation and misdirection of available talent in protectionist 
regimes could result in costly repercussions in the long-run. 

The Syntheses had noted that administrative bottlenecks tended 
to widen the margin for inefficiency. The administrative capacity in most 
developing countries had, probably, been seriously over-rated and more 
specific attention should be given to the serious constraint that had con. 
sequently developed. 

Important attention needed to be paid to the effects of govern
mental ownership and control over enterprises which characterized most 
protectionist regimes. A further margin for inefficiency arose under those 
circumstances by the management function being undertaken by political 
appointees or government bureaucrats. There was also the tendency for 
government enterprises to become monopolies or to obtain preferential 
treatment. 

The various hypotheses tested by the Project could have usefully 
differentiated the effects of protectionist regimes in small and large countries. 
The circumstances of protectionist regimes could be more damaging to 
future growth and employment creation in smaller countries where agreater 
incidence of excess capacity was to be expected. 

The Project had implicitly assumed a stable international economic 
system. In the context of an unstable international system any move 
towards liberalization would also have to take account of international 
constraints such as declining export markets, increased trad' restrictions, 
smaller foreign assistance and capital flows and fluctuating exchange rates. 

General Discussion: 

Restrictive and control regimes had been resorted to by countries 
which were heavily dependent on the export of primary commodities as 
a means of stabilizing the domestic economy from externally-induced 
fluctuations. Thus, even if control regimes had resulted in economic 
inefficiencies, there was an important trade-off between the achievement 
of greater economic efficiency and the objective of domestic economic 
stability which merited greater attention in the analyses of control regimes. 

The misallocative inefficiencies of control regimes had not been 
conclusively established in the Synthesis. The results obtained by regressing 
total savings on national income, for example, needed to be interpreted 
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with caution as the results did not necessarily suggest the efficiency of
either restrictionist or liberal regimes. The conclusions of the Synthesis had,
however, to be carefully qualified partly because of inadequacies in data
but more so because causal relationships were difficult to establish as 
between economic phenomena. 

It was noted that restrictionist policies were not per se inefficient.
Selective protection of industry had proved useful and effective when 
carefully applied and efficiently managed. A sheltered domestic market
did not necessarily imply the absence of competition nor necessarily
of grave inefficiencies in resource allocation and competitive ability.
There was an essential difference between sheltered domestic markets
wherein there was competition for the market and situations where industrial
licensing and allocative policies which sheltered the domestic market from 
both domestic and foreign competition. 

The Republic of China had, for example, adopted restrictionist
economic policies throughout the 1950s but the industrial structure 
developed during that era proved to be highly competitive in export
markets as well immediately following the liberalization of the early
1960s. 

The Synthesis had suggested that restrictionist regimes had tended
to make imported capital and intermediate goods relatively cheap and
that this had led to relatively high capital:labor ratios ,nd the creation
of less employment opportunities. There were, however, situations in
developing countries where cost of laborthe was so low as to offset the
effects of relatively cheapened imports of capital and intermediate goods. 

In a historical sense, the judgement of the effects of restrictionist
regimes was, probably, been undertaken too soon and, consequently,
there appeared to be less sympathy for the objectives and the effects ofsuch regimes. Restrictionist regimes were a particular method of management
of national resources through the policy instruments of exchange control,
quantitative restrictions, industrial licensing etc. By their very nature
these policy instruments were strongly conditioned and affected by the 
socio-political circumstances whichwithin they operated. Much greater
attention should, therefore, have been paid to the concommitant role
of institutional factors, the socio-political structure and the efficiency in 
management of the regime. 

Rigidities in economic and institutional structure also needed 
to be analyzed more carefully as such rigidities also impaired the allocative
efficiency and the distribution of income in restrictionist regimes. There 
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was also the important question of whether the presence of suchi rigidities 
could frustrate the success of attempts at liberalization. The effects of 
transition to more liberal regimes were not immediate and the changed 
structure of economic incentives invariably faced immediatr, social and 
political reactions and often led to apremature reversion to Paase 11 policies. 

It was noted in this connection that because of governmental
policies and other institutional and social factors the premium afforded 
by the sheltered market had, in some countries, resulted in greater invest. 
rnent while, in other countries, had only increased conspicuous consumption.
Various other factors such as fiscal and monetary policies also deserved 
greater consideration as they too affected the impact of restrictionist 
regimes on savings, entrepreneurship and investment. 

The effects of protectionist regimes on the distribution of personal
incomes required further analysis for, while the increase of total savings 
was important from the point of view of growth, many developing countries 
have placed greater priority on a more egalitarian distribution of personal 
incomes even at the cost of aslower growth in total output. The implications
for income distribution had also affected the manner in which devaluation 
or liberal policies had been undertaken. 

The policy options open to developing countries were not either 
that of developing export-oriented industry or that of encouraging import
substituting industry. The industrial structure could contain industries 
of both types and a possible strategy was to develop import-substituting 
industry within sheltered markets and to gradually phase out the protection 
granted so that the industries could become export-competitive. Such a 
strategy, however, required very selective control over imports and in the 
degree of protection granted and, consequently, depended crucially on 
extremely good management. A more fruitful approach was, probably, 
to undertake an export promotion strategy of exchange rate flexibility
and subsidies for a selected range of exportable products rather than 
to attempt to make the entire industrial sector competitive in export
markets. 

The concept of "restrictionist regimes", as analyzed in the Project,
,,as more comprehensive than that of an "import-control regime". The 
analyses had attempted to quantify the effects of many and varied ftors 
within resti.-tionist regimes which affected the allocation of resources,
savings, entrepreneurship, efficiency of resource use etc. In the analysis of 
effective rates of protection, for example, the impact of tariffs as such 
had been disentangled from the premium granted by a large number of 
non-tariff factors. More detailed quantification of such various non-tariff 
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factors was, however, not possible due to the inadequacy of data. The re. 
suits of the quantitative analyses had, therefore, to be qualified in the 
light of this constraint as well. 

B. Liberalization Attempts and Consequences 

Introduction: Anne 0. Krueger 

The major focus of attention in the Devaluation-Aftermath Syn. 
thesis was the analysis of the processes of transition in Phase III regimes 
to Phase IV. This had been considered in terms of three basic issues: 

1. ChangSs in Exchange Rates 

Had changes in exchange rates occurred inevitably 
or by conscious policy decision? What were the circumstances 
under which changes in exchange rates had occurred? What 
sort of policies had accompanied changes in exchange rates? 
What particular policy packages had led to success or failure? 

2. The Policies of Transition 

What policy packages had facilitated the desired tran
sition to a more liberal trade and exchange regime? What 
policy packages had made the transition difficult? 

3. The Effects of the Transition 

What had been the effects of a successful transition to 
a liberal trade and payments regime? What circumstances 
and policies had determined the success of the transition? 
How could the probability of success be increased? What 
had been the benefits from liberalization? 

The analytical framework adopted in the individual country studies 
and in the Syntheses had paid detailed attention to the quantification, 
wherever possible, of the varied components and implications of exchange 
rates. In Phase 1I regimes, in particular, and at the beginning of Phase III 
episodes, the exact implications of exchange rate changes were important 
because of the variance in real exchange rates and the consequent differential 
actual effects that parity changes had on individual sectors of the economy. 
Systematic analyses had, therefore, been undertaken of a wide variety of 
exchange rates, regimes and sets of policies and some of the gross price 
effects had been netted out. 
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There had been twenty-two Phase III episodes in the ten countries 
stu'died In the Project. It was striking that in thirteen such Phase III episodes 
the real exchange rates had fallen back to, or below, pro-devaluation levels 
within 6 months to two years of the devaluation. The major causative 
factor had been inappropriate aggregate demand management policies 
which had brought pressure to bear on the foreign exchanges. That pheno
menon had occurred irrespective of whether there had been a liberal 
trade and payments regime or a restrictionist regime prior to the devaluation. 
In such instances, too, the effects of the demand management policies 
had effectively rendered very difficult any systematic evaluation of the 
effects of the devaluation itself. 

Some of the countries studied in the Project had followed aggregate 
demand management policies which had a regular cyclical pattern of rapid 
increases in aggregate demand and price increases being followed by sharp 
changes in exchange rates. No real response in terms of resource reallocation 
and other economic indicators had resulted from such a policy-induced 
pattern of economic activity and change as the system had adjusted to 
the expectation of change. 

Apart from quantitative restrictions it was noted that protection 
could be offered through very many other means including that possible 
through the price and fiscal mechanisms as well. It was, thus, necessary 
to draw a basic distinction between processes of liberalization which 
essentially implied the elimination of quantitative restrictions and pro. 
cesses of bias reduction which narrowed the differential in the incentives 
offered for import substitution and for exports. Reduction in the variance 
of incentives was itself an important part of the process of liberalization 
and, while that distinction was important to proper analysis, the close 
relationship between the two processes had made it very difficult to 
quantitatively disentangle the effects attributable to liberalization as distinct 
from the bias reduction which had followed from devaluation and liberaliza. 
tion. 

Devaluation had often been associated with foreign borrowings 
which had assisted in sustaining import levels. The resort to foreign borrow. 
ings had frequently been the only alternative if import levels were to be 
maintained without recession and a reduction in aggregate demand - as 
devaluation had been undertaken generally in foreign exchange crisis 
situations with inadequate foreign reserves and minimal borrowing oppor
tunities. With a devaluation, time was required for resources to adjust 
and for the transition from an import-substituting orientation to an export 
orientation to be completed. The real exchange rate, in effect, had to be 
maintained till exports responded. For, since exports could not respond 
immediately, the absence of foreign credit or reduced import demand 

42 



could mean that import controls would again be required to support the
balance of payments. (Domestic demand management policies had also
affected the process of sustaining the real exchange rate but such problems
had to be treated apart from developments in the balance of payments.)
Foreign borrowings, under such circumstances, increased the possibilities
that resource re-allocation and export growth would occur and, thereby,
also provide the resources for repayment of the foreign debts. The process 
was essentially different from foreign borrowings which had been utilized 
to sustain present import levels at the expense of future imports since no
basic change in the economic structure then resulted. 

An alternative strategy to achieve resource reallocation after
liberalization had been to induce domestic recession and reduce aggregate
and import demands: the cut-back in import demand, thereby, obviated 
the need for foreign borrowings to sustain import levels. Such a strategy,
however, had a very high social cost in terms of reduced incomes and employ.
ment which resulted from the general depression in economic activity:
quantitative estimates in country studies had suggested that the output
foregone had been very considerable. 

The analyses had shown that non-traditional exports had beenhighly responsive to changes in the real exchange rate. More surprisingly,
traditional exports had also responded to changes in real exchange rates.
On average (for the commodities and countries studied), a one per cent
increase in the effective rate of exchange for traditional exports had led 
to a one per cent Increase in foreign exchange earnings from those commo
dities. 

As regards export response, the differences had been significant 
as between Phase 1/Il regimes and Phase IV/V regimes even after making
allowance for the effects of more appropriate effective exchange rates in
the Phase IV/V regimes. A probable reason for the significant differences 
in export response between these regimes was the reduced variance 
In the structure of incentives in phase IV/V. 

Data from individual country analyses had suggested that the impact
of export earnings on real national product and the rate of growth of output
had been greater under Phase IV/V regimes. For all the countries, on average,
one per cent growth of export earnings had increased the rate of growth
of real GNP by about six-tenth of one per cent. Even after allowing for 
the effects of growth in export earnings real GNP had grown by about four
tenths of one per cent faster in these Phases. 

Overall, the results from the Devaluation-Aftermath Synthesis had
suggested that export performance had been affected by the effective rate 
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of exchange and that the differential in growth of real GNP that had resulted 
from export performance was linked to particular types of trade and exchange
regimes (the Phases of the Project): there had been an eight-tenths
of one per cent differential in the growth rate of real GNP arising from 
the nature of the regime. 

However, the causative factors in the better performance observed
in different Phases could include many other important contributory
factors which the quantitative analyses could not subsume. Liberalized 
export-oriented regimes also, for example, were distinguished by greater
competition, more efficiency, better economies of scale, the advantages
of competition on the world market and reduced scope for administrative 
mistakes. Equally well, there many important but non-observablewere 
and non-quantifiable - factors which could be significant in the compara
tively poor performance of restrictionist import-substituting regimes. Such
factors did partly qualify the conclusions of the quantitative analyses
but did not negate the major conclusions. 

COMMENTS 

by Jose Encarnacioh, Jr. 

The conclusion that the inflationary impact of devaluation was
practically negligible had not been warranted by the analysis. While 
the needed distinction between the once-and-for-all increase in the price
level and the continuing price increase resulting from a devaluation 
had been noted, the analysis had not distinguished between the actual
price level change arising from the devaluation and other concommitant 
policies and the price level impact of the devaluation alone. The actual 
price level change of the total policy-mix could have been observed 
where the impact of the devaluation alone - as given by the coefficient
of the devaluation variable in a reduced form equation which had the
price level as the dependent variable - was clearly positive. 

The Synthesis has mistakenly tended to treat equilibrium situations 
as optimal. More generally, too, given the numerous constraints within
economies, the relaxation of some constraints such as exchange controls 
and quantitative restrictions towards the equilibria could, probably, also 
reduce social welfare. 
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COMMENTS 

by Kiyoshi Kojima 

The term "exchange control regimes" often connoted the control 
of capital movements and the wider connotation of trade and payments
regimes in the Project was better indicated by the term "protectionist
regimes". 

The Project had analyzed the effects of restrictive trade and pay
ments regimes and their liberalization on the economic development of
developing countries. Such policies were, however, only part of the totality
of development strategies and the relative importance of trade and pay.
ments policies in individual developing economies should have been carefully
evaluated in the Project. Also, import controls on trade and exchange
had been the main focus of analyses in the Project while the greater
contribution to development of export promotion measures had received
comparatively less attention. whileAnd, the general conclusion had been
that freer trade based on comparative advantage would be more desirable,
it remained unclear to what extent such policies could solve the varied 
difficulties and problems in developing countries. 

In spite of the many concepts used to analyze exchange rates
and the degree of bias in the economy the results had often been disappoint.
ing. The Synthesis had concluded that the ideal measure of the "equilibrium"
rate of exchange could not be meaningfully measured and had, therefore,
relied on analyses of the "real" exchange rate. However, the crucial deter. 
minant of the transition through the different Phases was the ur.der
valuation of the effective exchange rate and the "equilibrium" exchange
rate would have provided a yardstick of judgement. Alternatively, the
"real" exchange rate appropriate to realizing the desired balance of
trade consequent to liberalization should have been estimated. Such an
exercise was an essential pre.requisite to the contention in the Synthesis
that the optimal strategy would be to devalue by slightly less than the 
amount deemed necessary. The transition to greater liberalization could,
in fact, be easier and more successful if the devaluation was somewhat 
more than deemed necessary. 

It was worth recounting Japan's experience in some detail. In
the immediate post-war period of reconstruction Japan had a severe
stabilization program that was partly supported by U.S. assistance. By
April 1949, the trade and payments regime had moved from Phase I
to Phase lII with the introduction of a single exchange rate of V360 
to a dollar (which remained urchanged till December 1971). Assisted 
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also by the Korean War boom industry and export earnings had rapidly 
developed and, by the early 1960s, partial liberalization of trade and pay
ments had been effected. That move to Phase IV had been realized witbout 
an accompanying devaluation. 

During 1963/64 the trade and payments regime attained de lure 
Phase V status consequent on accepting Article XI status vith GAiT and 
Article VIII status with the IMF. However, de facto full liberalization 
had been achieved later between 1969 and 1973. 

The exchange -ate had become progressively under-valued with the 
rapid growth of export earnings during the 1960s. The under-valued 
exchange rate had, in effect, afforded an important incentive to the rapid 
increase in exports and enabled improved competitiveness by the incentive 
also for greater investment in the diversification of production and export. 
With a surplus being achieved in the current account balance, the liberaliza
tion of 1969 to 1973 had been undertaken: a decision often characterized 
as having been too cautious and unduly delayed. 

Development strategy in Japan had been consciously built around 
an export.oriented policy supported by (an initially) under-valued exchange 
rate with only marginal reliance nn foreign assistance and foreign capital. 
The administration of the trade and exchange regimes had also remained 
flexible enough to progressively liberalize imports along with the growth 
of export earnings. The under-valued exchange rate had itself been a dis
incentive to imports. 

As against the Japanese experience of export-oriented development 
with minimal reliance on foreign assistance, most developing countries had 
adopted policies dependent on foreign assistance flows and on the main
tenance of over.valued exchange rates. Over-valued exchange rates stimulated 
imports and import restrictions had become necessary to protect the 
balance of payments: it was not that import restrictions enabled the main. 
tenance of an over-valued exchange rate. Such restrictive import policies 
had also increased the domestic price of imports to levels higher than in 
other countries. 

Over-valued exchange rates had, probably, been maintained to 
more efficiently utilize foreign assistance and other capital flows as the 
domestic currency price of imports was kept low. Debt service payments 
in domestic currency terms were also smaller although the export earnings 
required to meet foreign obligations had been constrained by the over-valued 
currency. As a general rule, it had appeared that the inflow of foreign 
assistance and other capital flows had tended to over-value the exchange 
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rate to a level higher than what the equilibrium rate would have been 
Inthe absence of such flows. 

Thus, in broad perspective, an under-valued rate of exchange
had generally stimulated selective import-substitution and growth in export
earnings while an over-valued exchange rate had enabled the more efficient 
utilization of foreign assistance and had facilitated capital-intensive 
investment. 

That policy dilemma had been compounded in basically primary
commodity exporting economies which had sought to encourage non
traditional exports. With inelasticities of both supply and demand charac
terizing the traditional primary commodity exports, an over-valved rate 
of exchange had enabled the maximization of foreign exchange earnings
from those commodities: an under-valued rate of exchange could have 
reduced foreign exchange earnings. An under-valued rate of exchange
would have, on the other hand, provided incentive for export diversification 
into non-traditional and, especially, manufactured exports. Given the 
importance of the traditional primary commodity exports both the nominal 
and the effective exchange rates in such countries had tended to remain 
close to that required by the traditional exports and were, consequently, 
over-valued. 

Even under such circumstances, devaluation could be undertaken 
to provide incentives for non-traditional exports provided that export
taxes were also levied on the traditional exports to prevent any reduction 
In foreign exchange earnings. Such a policy-mix deserved greater con
sideration as, while an over-valued rate had permitted the more efficient 
utilization of foreign assistance, continued over.valuation of the exchange
rate would inhibit the structural changes required for more rapid economic 
growth. Foreign assistance flows could also be affected if no structural 
change conducive to more rapid economic growth was achieved. Continued 
over-valuation of the exchange rate would also diminish other capital
hiflows as there would be a greater incentive to increase exports of mer
chandise from the capital-exporting countries than to export capital for 
productive purposes in the developing country. Any adjustments in thp
exchange rate should, therefore, take account not only of the direct 
requirements of the trade sector but also of the impact on inflows of 
foreign assistance and other capital. 

Foreign assistance had, while providing immediately required food
and other essential commodities, often had undesirable long-term effects 
on development in many developing countries. With over-valued exchange 
rates, such imports were available at relatively low prices on the domestic 
market and had serious disincentive effects on import-substituting pro
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duction. Furthermore, foreign capital flows had often skewed the desirable 
pattern of development by enabling import substitution of luxury and 
non-essential outputs which had catered to small rich and privileged 
groups in the urban areas. 

Developing countries should, therefore, seek to stabilize and 
improve the future balance of payments position through an appropriately 
under-valued rate of exchange supplemented by the marginal and selective 
utilization of foreign assistance and capital flows for the purpose of 
gradual liberalization of trade restrictions. Where administrative capacity 
was limited, an undervalued exchange rate could also be more efficient 
in restraining imports and in encouraging exports. 

The important role of export promotion policies in trade and 
development needed greater emphasis in the Project. The Japanese experience 
had demonstrated the inportant role in export expansion of a wide 
range of effective incentives provided through tax concessions, subsidized 
interest rates, long-term credit and other subsidies provided for export and 
export-oriented production. The institutional structure of export marketing 
also merited closer attention: in Japan, for instance, the unique institution 
of the general trading firm had played a major role. The availability 
of export credits had been another significant factor and exporters of 
non-traditional products from the developing countries would, in par
ticular, need to be assisted to provide export credits on terms competitive 
with that available from exporters in the more developed countries. 

General Discussion: 

A better allocation of resources and the removal of distortions 
in relative prices were not automatic phenomena which followed from a 
process of liberalization since the economic systems in developing countries 
generally did not enable the price mechanism to operate adequately. 

A more liberal regime did, probably, achieve a relatively better 
allocation of resources -- as concluded in the Synthesis. However, the 
question remained whether it was the particular strategy adopted which 
was responsible for the success or failure noted or whether the maj.r 
factor was the quality of management of the strategy. 

There was an important distinction between policies of liberalization 
and policies which reduced the bias against the export sector. Governmental 
intervention in, or direction of, economic activities was not always un
desirable nor did it always adversely affect the export sector. It was noted 
that gov.-mmental intervention was equally great in many successful export 
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economies as in many other developing economies which had failed toachieve similar success in exports. Governmental intervention, in the formercase, was positively biased in favor of exports while, in the latter case,such intervention was a negative form of control which biased againstexports even though the stated aim of policy was to increase exports. 

Import substitution and export promotion were not alternatestrategies. The important requirement for economic policies was that theyshould be neutral in bias or, preferably, be biased in favor of exports..Given the uncertainties and the difficulties of export marketing as comparedto production for a sheltered domestic market, subsidies and otherincentives for exports could remove the divergence between the private
and the social evaluation of production for export. 

Exchange rate policies had been considered in the Project notpurely in their ameliorative effect on the balance of payments but intheir effects on growth, the allocation of resources etc. Demand manage.ment policies alone could be used to influence the balance of paymentsposition but that was normally at the expense A reviewof growth. ofdevaluations during 1960sthe suggested that where devaluations wereallowed to be reflected in prices and were adequately supported bydemand management policies, a significant increase in exports resulted.Any evaluation of episodes of liberalization had, from the point of viewof timing of the evaluation, take important cognizance of the fact thatthe effects of devaluation and liberalization were not immediate. 

The countries analyzed in the Project had a basic industrialstructure and sufficient economic flexibility to undertake devaluation
and liberalization in 
 order to spur the faster growth of exports and totaloutput. Economic conditions were, however, considerably different inmany other developing countries and viable non-restrictive economic policieswere difficult to design under conditioils of high export dependence ona narrow range of primary commodities subject to wide price fluctuationsand inelastic export demand. The constraints evenwere greater whereforeign reserves were limited and additional foreign resources were not
readily available. 

Japan had achieved high rates of growth in total output througha vigorous strategy of export expansion. However, the experience ofJapan was not fully relevant to the developing countries. It was also notedthat, while Japan had a minimal reliance on foreign assistance, there hadbeen an implicit foreign resource flow because the defence agreementwith the US made for minimal defence expenditures by Japan. 
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It was suggested that many developing countries had chosen theoption of maintaining over-valued exchange rates through restrictive policies 
as a means of maximizing the utilization of foreign assistance rather thanto adopt export-oriented strategies which would have required devaluationand liberalization, it was, however, noted that many developing countrieswith successful export performance had also relied greatly on foreign
assistance. The maintenance of over-valued exchange rates and restrictivercgimes might, therefore, have been induced not by the availability offoreign assistance but rather by the insufficiency of foreign resource 
flows. 

The tendency for liberal regimes to revert back to Phase IIpolicies was not evidence, in itself, of the mismanagement or failureof the policies adopted but was, pc.ibly, necessitated by social and politicalpressures. The experience of the Republic of China suggested also thatPhase If policies need not necessarily imply that the industrial structure was inappropriate or non-competitive for export purposes. 

The effective exchange rates u6d in the analyses should havebeen obtained by deflating the implicit exchange rates by the specificcommodity price index rather than by the wholesale price index: it wasnoted that the results obtained by using the wholesale price indexwere close enough approximations for the purposes of the analyses. 

The analyses had also mainly examined the effective exchangerates on industrial inputs. It was suggested that, as investment andproduction decisions were made on an evaluation of both input costs andoutput prices, the analyses of effective exchange rates could also have 
both these elements. 

In the context of the present international economic situationof recession, inflation, floating exchange rates and adverse price trendsfor the exports of developing countries, it was noted that the adoption ofpolicies of devaluation and liberalization would be all the more difficultInthe absence of large and continued foreign resource support. 
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Country Study: Synopsis 

Foreip Trade Regimes ad Economic Development 

PHILIPPINES 

by Robert E. Baldwin 

1. INTRODUCTION 

like wo many other developing countries, the Philippines has
relied upon fl,,ign trade and exchange rate policies as key tools in
promoting economic development since World War I. The purpose of 
this paper is to evaluate the growth, resource.allocation, and income. 
distribution effects of these policies from 1946-1971 with special attention 
being devoted to assessing the efforts to liberalize exchange controls. 
The fiscal and monetary measures that accompanied trade and payments
policies are also examined in order to place these latter policies in proper 
perspective. 

The growth pattern of Philippine net domestic product and its 
components, as well as gross domestic product, is indicated for various 
sub-periods in Table 1. As this table shows, the average annual growth 
rate of gross domestic product was very rapid during the reconstruction 
period in the latter part of the 1940's, and also was quite high during
the early period of import-substitution policies in the first half of the 
1950's. A slow-down to a 5 per cent annual growth rate occurred in the 
last part of the decade, but this was reversed in the 1960's as the average
rate rose to 5.6 per cent and 6.0 per cent annually in the next two
periods. Manufacturing activity also expanded very quickly during the 
reconstruction period, and this growth continued .'i a more than 12 per cent 
annual rate from 1951-1955. The pace of development in this sector not
only declined to 7.7 per cent annually in the 1956-1960 period, but 
continued to decline to an average annual growth rate of 4.0 per cent 
in the next five.year period. However, the average annual growth rate 
from 1966-1971 rose to 5.9 per cent. 

The rapid rate of growth in manufacturing increased this sector's 
share of net domestic product from 10.7 per cent in 1948 to 17.9 
per cent by 1960. Between 1960 and 1971, however, the relative impor
tance of manufacturing activity In net domestic product failed to increase
further and stood at 17.6 per cent in 1971. One result of the increase
in the relative importance of the manufacturing sector has been a sharp 
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decline between the end of the 1940's and the early 1970's in the shares 
of imports consisting of simple manufactures and food stuffs. These declined, 
respectively, from 37.6 per cent to 16.5 per cent and 25.3 per cent to 
12.3 per cent. On the other hand, the import share of such items as 
machinery and transportation equipment as well as various raw materials 
expanded significantly in order to facilitate the Philippines' industrialization 
efforts. 

The share of agricultural, fishing and forestry' activity in net 
domestic product behaved during the postwar period in a roughly inverse 
manner to that for manufacturing. The share of this sector full from 38.2 
per cent in 1948 to 31.4 per cent in 1960, and was 30.6 per cent in 1971. 
As is typical in developing countries, the share of the labor force employed 
in agriculture is much larger than this sector's contribution to net domestic 
product. In 1948 the figure was 71.5 per cent, whereas in 1971 it was 
56.0 per cent. Manufacturing absorbed 6.6 per cent of the labor force in 
1948 and 11 percent in 1971. 

The importance of the agricultural sector in the Philippine economy 
is reflected in the composition of the country's exports. Seven of the ten 
leading exports (accounting for 44 per cent of total'exports in 1971) 
are crude or simply-processed agricultural commodities, namely, copra, 
sugar, desiccated coconut, coconut oil, copra meal, canned pineappl'.s, 
and bananas. The other three items (accounting for 38 per cent of 1971 
exports) are forest or mineral products, namely, logs and lumber, plywood, 
and copper concentrates. These latter exports reflect the rich endowment 
of forest and mineral resources in the country. In the mid-1950's more 
than 60 per cent of the total land area was covered by forests, and logs 
and lumber have been the fastest growing export during the period covered 
by this study. Copper mining is by far the most significant activity in 
mining and quarrying, contributing 75 per cent to the net value-added 
in this sector, but gold mining, iron-ore mining, and chromlum-ore mining 
also are moderately important. 

In terms of the sub-periods used in Table 1, the average annual 
rate of exports in real terms was 7.4 per cent between 1950 and 1955, 
4.5 per cent between 1955 and 1960, 7.1 per cent between 1960 and 
1965, and 4.7 per cent between 1965 and 1971. The share of exports 
of goods and services in real gross national product was 14.5 per cent 
as of 1971, a figure that was about the same as in 1952. The openness 
of the economy in terms of exports is roughly comparable to that of 
Thailand, but considerably less thaii either Malaysia or the Republic of 
China. 
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Table 1: Net Domestic Prduct by Industrial Sector, Gross Domestic Product, 

AUicluaure. FsheKy and 

Minin ard Qmuanyia 

Manulactuiq 

Coastructio 

All other Sectos 

Net Domestic Product 

Gross Domtestic Pnxdu-t 

Population 

Per Capita GDP 

Population and per capita GDP: 1946-1971
 

1t46.1"O 1"141" ISM1.lNS los-l 1o"8411/1 

Forestry Value 1619 2.407 2,981 3,574 4.774
 
Growth Rate 12.4 7.2 3.0 4.2 5.7
 
Value 41 100 148 176 365
 
Growth Rae 70.3 12.0 84 4.5 19.9
 
Value 440 100 1.609 2,05 2,672
 
Growth Rate SO.S 12.1 7.7 4.0 5.9
 
Value 323 346 370 422 489
 
Growth 	Rate 38.1 -2.7 0.3 8.0 -1.9 
Value 1.760 2.92A 4.46 5407 7.138 
Growth 	 Rate 16.9 9.1 5.9 S.S 5.2 
Value 4.194 6.776 9.25 11,637 15.399 
Growth 	Rate 18.9 8.1 5.0 5.0 SA 
Value 4.700 7.619 10.420 13.39 18.207 
Growth 	 Rate 19.9 8.1 5.0 S.6 6.0 
Number (1000) 19044 21.886 25.435 29,526 34941
 
Growth 	 Rate 2.3 3.1. 3.1 30 3.0 
ftsosYear 246 347 409 453 522
 
Growth 	 Rate 17.1 4.9 1.9 2.1 2.9 

NoWS: 	 Vdue: aveng. anual alue (for the specified peuted) in mUlions of pa d 115, pies. 
Gowth RAWe:aernge annud pewentase rn of growth durt the spedifi period. 

Soune: 	 Income Data: 1948-19i7. Nation Economic Council. Te Staflticl Repoitev. JanuamT-.Mseb 1369. Pp. 1 13 mad It:
 
1970. Naionad Economic Councl. "The bhilippine Economy In 1170." mlmeogmPbd: 1171. Nalioad eoeomic Council
Popudalion: J1946-1959. Bur au of Cenas and SUiUUcs. Handbook of Phtitpp4e BtIsffa, 1960 and 1363; 10-197L 
amour of Census and lakUms. 



11.TRADE AND PAYMENTS POLICIES IN THE 1940's AND 1950's 

The various foreign trade regimes utilized in the Philippines canbe examined conveniently in terms of the five phases of exchange controlsuggested by Bhagwati and Krueger. The first two of these, namely,the period in which exchange controls are introduced and graduallyintensified and then the period in which the government aduapts variousadl hoc measures to offset some of the unfavorable aspects of exchangecontrols, cover the 1940's and 1950's. This section gives a brief descriptionof the main development policies adopted in these years. 

A. The Introduction of Exchange Controls 

The nature of Philippine economicpostwar years policy in the Immediatewas greatly influenced by the extensive destruction ofcapital during the war and by the special trading arrangements establishedbetween the Philippines and the United States the timeat the countrygained its independence in 1946. Fortunately, large disbursements bythe U. S. Government in the form of w,r damage payments,penditures, veterans' pensions, and 
relief ex

militahy expenditures as well asremarkably rapid expansion of export 
a 

proceeds permitted the countryto ease the shortage of domestically produced goods by means of substantialpostwar importation. For the two years 1945 and 1946, for example,total U. S. Government expenditures of $393 million more than coveredcombined Imports of $364 million 1 . Policy-makers were, however, concernedat the time by the high consumption component of imports. In 1947consumption goods made up 68 per cent of all imports (one-quarter ofthese were textiles), and capital goods averaged about 10 per cent of imports.Although the 10 per cent share for imports of capital goods was nottoo different from the 14 per cent figure of 1937-1940, top governmentofficials believed that this waslevel insufficient to meet the country'sreconstruction and development requirements. Most Philippine leadersbelieved that the country needed both additional export-oriented andImport-replacing production in order to meet the adjustment problemassociated with the gradual phasing out of reciprocal preferential relationswith the United States.2 Achieving these increases in production in turnrequired additional imports of capital equipment. The concern of government authorities was further heightened by the steady depletion of theinternational reserves which had been built up 1945in from large U. S.Government expeaditures. 

I In 1945 the country's exports amounted to less than 81 million and Its importsto $29 million. See R. Garcia, "Exchange Rate Policy in the Phillppines,Central Bank News Letter, 26 July 1966. 
2 See Revised PhilippineEconomic Development Program, 1950. Phuippine Economic 

Survey Mission (dittoed). 
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The policy options available to the Philippine Government to 
achieve its import-substitution goals and meet the growing deficit problem 
were severely constrained by the provisions of the Philippine Trade Act 
of 1946 (the Bell Trade Act). This Act provided for an eight.year period
(until July, 1954) of free trade between the United States and the 
Philippines. For the rest of 1954 each country was to apply 5 per cent of 
their tariffs on each import item. As of 1955, 10 per cent of the tariffs 
on Imports was to be charged. Thereafter this level was to be raised by
5 percentage points per year until full duties would apply as of January,
1973. The Act also stipulated that until 1973 the Philippine Government 
could not change the established exchange rate of F2.00 per U. S. dollar,
impose exchange inconvertibility, or restrict capital transfers without 
explicit agreement from President United Sincethe of the States. the 
United States supplied 80 per cent of Philippine imports in this period, the 
effect of the free trade agreement between the countries was to rule 
out tariff increases as a means of reducing imports. Likewise it was evident 
that permission to devalue the currency or impose exchange control was 
likely to be given by the United States only if a severe exchange crisis 
developed. Two other features of the Act that infringed upon Philippine
sovereignty were the commitment not to levy export taxes and the agree.
ment to accord Americans equal rights with Filipinos in the exploitation 
and development of natural resources and public utilities in the Phiilippines.
As Golay points out, the reason that Act was accepted by the Filipinos 
was that it was accompanied by another piece of legislation providing for 
U. S. compensation for war damages suffered in the country.3 

Despite the constraints imposed by the Bell Act, it was not 
long before the Government found means other than tariffs to restrain 
imports. One method adopted in June 1948 to raisewas the sales tax 
on luxury and semi-luxury items - most of which were imported - from 
20 to 30 per cent and from 10 to 15 per cent, respectively. The measure 
also stipulated that the sales tax be paid in advance on imported articles,
i.e., prior to release by customs officials. More important as a means of 
limiting imports, however, was the approval of the Import Control 
Act (Republic Act- R.A. - No. 330) in July of the same year. This law,
which was not .ansidered to be inconsistent with the Bell Trade Act,
but was not implemented until January, 1949, because of the opposition
of foreign importers, authorized President Quirino to establish a system
of import control by regulating imports of non-essential and luxury
articles and Import Controlto create an Board for the purpose of issuing
the necessary rules and regulations. The intent of the Act was not so 

3 	 Frank H. Golay, The Philippines: Public Policy and National Economic D#elop.
ment, (Ithaca, Cornell Univerlty Pom 1961). p. 64. This U. S. legislation
provided the Philippines with $620 million for war danages. 
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much to encourage the domestic production of non.essential items, but, 
by restricting imports of luxury goods, to permit the importation of a 
sufficient volume of esseutial consumer goods for lower income groups and 
of essential capital goods for basic reconstruction and development needs. 

Despite increases both in the range of items brought under 
control and in the percentage cutbacks during the second half of the year, 
the volume of imports actually was slightly larger in 1949 than in 1948. 
Only imports of tobacco products declined significantly. One reason 
for this failure was a shifting from high.priced to low.priced imports 
of a particular commodity. Import controls applied, for example, only to 
automobiles costing more than $3,500. By purchasing more inexpensive 
cars, importers were able to increase the value of imported cars from 
$7 million to $8 million in the first half of 1949. More fundamentally, 
however, the poor performance in cutting imports was due to an unwilling
ness of the Government to impose the harsh monetary and fiscal measures 
needed. The year 1949 was a Presidential election year, and one can observe 
at this early date the pattern of deficit spending, increases in the money 
supply, and a tendency to eose controls that characterizes election years 
up to the present time. 

The failure to reduce imports in 1949 probably would not have 
resulted in the full scale exchange crisis which developed near the end 
of the year had it not been accompanied by a sharp drop in both exports 
and U. S. Government expenditures. The value of exports dropped from 
$327 million in 1948 to $261 million in 1949, even though in volume terms 
exports rose somewhat. The drop in international reserves from $420 
million in 1948 to $260 million in 1949 led the Central Bank, which had 
only opened for business on 3 January, 1949, to intervene in the exchange 
market immediately after the election. First, on 17 November, the Bank 
issued Cihcular 19 which imposed an 80 per cent margin requirement 
on all letters of credit cove,-ing various luxury and non-essential items. 
Commercial banks were also prohibited from granting credit facilities 
either directly or indirectly for the purpose of providing the margin 
requirements. Next, on 9 December, !949, the Central Bank instituted 
foreign exchange controls by issuing Circular 20 under the authority 
vested in the Bank by the act (R.A. No. 265) establishing the institution. 
Before doing so, however, the consent of the President of the United 
States was obtained, as required by the Philippine Trade Act of 1946. 
The Circular stipulated that all transactions in gold and foreign exchange 
required licenses from the Central Bank -rnd all receipts of foreign exchange 
must be sold to the Bark. On 29 December the Central Bank also raised 
its rediscount rate from the very low rate of 1.5 per cent to 3.0 per cent.4 

4 The reserve requirement for demand deposits remained unchanged at 18 per cent 
from 1949 to 1959. Uittle use has been made of open-market operations in 
the Philippines because of the absence of a significant bond market. 
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Thus, the Immediate reason for the imposition of exchange
controls was an exchange crisis touched off by liberal spending and credit 
policies related to the 1949 election. However, more basic reasons for the 
underlying weakness in the country's balance-of-payments conditions were 
pent-up consumption and capital-goods demands coupled with unan 

realistically low price for foreign exchange.
 

Although the promotion of domestic industnal development does 
not appear to have been the main purpose of the early import controls, 
the Government, soon after gaining its independence, did utilize special 
tax and financing privileges for the specific purpose of fostering "new 
and necessary" industries. The Act (R.A. No. 35, September 1946)
that was passed exempted new industries from all internal (but not import)
taxes for a period of four years from the time the industry was organized.
While "new and necessary" industries were not defined in the Act, the 
Secretary of Finance in an implementing order specified these industries 
to be ones that "had not been commercially exploited in the Philippines
before the war" and that "contribute to industrial and economic develop
ment". The latter phrase was regarded by the Finance Secretary as being
general enough to cover a very wide variety of manufacturing activities. 
Ilkwever, despite this broad interpretation plus the fact that aliens 
as well as Filipinos could enjoy the tax benefits, only one new manufacturing
corporation was receiving the tax exemption as of March 1948. 5 It was not 
until import controls were introduced in 1949 that the number of firms 
applying for the privilege became significant. This poor response to tax 
incentives seems to have been due to absence of tariffs onthe 	 imports
of manufactures from the United States coupled with the abundance of 
U. S. aid 

6 
and the profitability of reconstructing previously established 

Industries. 

Another governmental measure that should be mentioned as 
contributing to the import-substitution efforts initiated in the reconstruction 
period was the 1946 Act establishing the Rehabilitation Finance Corporation
(RFC). This organization, with its initial authorized capital of P300 million 
and below-the-free-narket lending rates, became the major source of 
industrial credit in the economy. In 	the 1947-49 period the RFC approved
loans averaged about $45 million annually. Real estate construction and 
repair absorbed 51 per cent of this sum (a share that rapidly decreased 
as war-damaged buildings were repaired or replaced), the industrial sector 
28 per cent, and agricultural activities and the government the renaining 
21 per cent. 

5 	 Vincent* B. Vaidepeflas. Jr.. The Protection and Deuslopment of Philippine
Manufacturing (Manis. Ateneo Univenity Prew. 1970). p. 29. 

6 	 Ibid.. p. 29. 

S9
 



R 1950-1952: The Early Yean of Exchange Controls 

The first few years of the 1950's are noteworthy with respect 
to exchange-control experience for two main reasons. First, after exchange 
controls were introduced by the Central Bank in December 1949, govern
ment controls rapidly spread to all types of international transactions 
and became increasingly complex. Second, prices of imported goods 
increased sharply, in part because of the Korean War but mainly because 
of the restrictive import controls. The Government responded to the price 
Increases by adopting tax measures designed to capture the windfall gains 
associated with exchange controls and also by liberalizing import controls 
over the more essential consumer goods and raw materials. It was during 
this period that the pattern -- so typical in many developing nations - was 
firmly established of protecting commodities generally classified as luxury 
items compared to capital goods, essential raw materials, and basic con
sumption goods. Table 2 summarizes the main pllicy changes in the 
1950-1952 period. 

C 1953-1959: Further Efforts to Promote Import-Substitution 

The year 1953 is an important one in any survey of Philippine 
experience with trade controls because the Congress, in response to 
continued charges of favoritism and excessive delays on the part of the 
authorities administering import controls,7 failed to ixtend the Import 
Control Act when it expired in June of that year. The Executive branch 
responded by placing the entire control mechanism in the hands of the 
Central Bank. This shift reduced the number of charges of favoritism 
and excess delays in the allocation of foreign exchange but did not change 
the general goal of import.substitution. This objective was vigorously 
pursued by the Central Bank and other agencies throughout the rest of the 
fifties. By 1959 protective rates of 400 per cent or more were not 
uncommon in the non.essential consumer goods category. The effect 
of the controls in shifting the composition of imports can be seen 
from Table 3. 

Besides holding the belief that exchange controls were helpful 
in fostering industrialization while still providing low-priced essential con
sumer goods for lower income groups, Central Bank authorities found 

7 	 For an elaboration of these charges, see Cadad Carreon Semana, Borne Political 
Aspects of Philippine Economic Development, Ph.D. Thesis. Harvard Univezlty, 
June 1965.
 

Apparently payments to government officials amounted in some cases to as much 
as 50 per cent of the value of foreign exchange licenses. See A.V.H. Hartendorp,
History of Industry and Trade of the Philippines, (Manila: Philippine Education 
Press, 1962). pp. 300-301. 
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Table 2: Major Trade, Payments and Related Economic Policies, 1950-1952 

1950 (May) 

1950 (June) 

1950 (Sept.) 

1950 (Dec.) 

1951 (Feb.) 

1951 (Mar.) 

1951 (May) 

1951 (June) 

1951 (Aug.) 

1952 (May) 

1952 (Aug.) -

A new Import Control Act requiring import licenses 
for all imports, stressing the import-substitution ob
jective, and giving preference to Filipino citizens. 

Price controls Instituted covering essential consumer 
goods, raw materials and machinery. 

Increases in sales taxes with the greatest rise occurring 
in luxury consumer items. 

Issuance of an Executive Order that permitted certain 
highly essential consumer goods and raw materials 
to be imported without quota limitations in order to 
hold prices down. 

Increases in the base on which the sales tax calculation 
is made for Imported goods. Again, the greatest increase 
occurred for luxury consumer goods. 

Imposition of a 17 per cent excise tax on the peso 
value of foreign exchange sold by the banking system. 

Adolptation of still another Import Control Act that 
completely decontrolled a number of essential consumer 
Items but also extended the import-substitution goal 
by stating as an objective that non-essential commodity 
imports be reduced or banned. The reexport of certain 
essential goods was also banned. 

Fufrther easing through an Executive Order of the 
importation of additional essential commodities in 
order to stem the increase in domestic prices. 

A retrenchment of the liberalization policy by reducing 
the number of decontrolled items and establishing 
a list of banned items. 

Introduction of measures designed to make it more 
difficult to undervalue exports. 

Reduction of the rediscount rate from 3 per cent to 
2 per cent. 
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Table 3: Imports (]asified by -Official" Categories, 1954-1963 
(as per cent of total imports) 

Sem- Non- Semi- Non-Year 
 EssentialProducer Essential EssuntwProducer Producer Essential EssntialConsumer Essential Unclasl-Consumer Consumer fled Decontroled 

1954 40.2 16.5 7.9 2.1 1.1 6.8 12.6 12.71955 46.5 11.6 8.4 39 0.7 5.3 9.5 14.01956 54.8 12.1 6.8 2.5 0.5 3.2 5.6 14.41957 52.0 12.2 6.9 3.4 0.7 3.5 8.0
50A 12.4 4.9 4.9 

13.21958 
0.5 0.8 7.1 1891959 61.3 119 3.7 1.1 0.6 1.1 7.1 13.11960 59.4 10.2 4.8 2.0 0.4 1.1 6.7 15.31961 60.2 9.4 6.2 1.6 0.5 1.6 

11.9 69 13 
6.8 13.71962 64.0 0.5 1.8 5.4 8.21963 S9.7 11.3 7.5 1.4 0.6 2.7 .8.3 8.5 

Souee: Central Bank,. Statitien Bulletin, voL 16. March 1964 as cited by Gerazdo p. Sicat. "Industzal Policy and the Development 

of Manufactuzlns in the PhMflppines., institute of Economic Development and Reseach School ofof the Phlippines Discussion Paper No. 65-1 (January 6.1965). 
nomee Unlpmty 



exchange controls desirable from the viewpoint of their responsibilities"to maintain monetary stability" and "to preserve the international valueof the peso". Fear of inflation and a resulting exchange crisis and depreciationshould controls be removed was frequently expressed by these authoritiesduring the 1950's. However, there were growing pressures from exportersto be permitted to trade at a more favorable exchange rate. They pointedout that the overvaluation of the peso acted to discourage productionfor export purposes. Finally, in 1955 a "no-dollar import law"passed that enabled certain exports 
was 

to be bartered for imports outsideof the exchange system.8 Largely because of this law, the second phaseof the Bhagwati-Krueger schema, namely, the adoption of ad hoc measuresto offset some of the unfavorable aspects of exchange control, can bedated as beginning in 1955. Table 4 summarizes the main trade-related
policies adopted between 1953 and 1959. 

Monetary and Fiscal Policies: The same year (1953) in whichthe Central Bank assumed full authority for quantitatively controllingimports was analso election year. The BankCentral responded to theconsequent pressures for easy exchange-control and credit policies byrepealing the 80 per cent cash-deposit requirement for imports of specifiedluxury and nvn-essential items and by reducing the required ratio of netforeign exchange holdings, cash in bank vaults, excess reserves, etc., toletters of credit from 70 to 50 per cent. Furthermore, governmentspending was significantly increased and the internal government debt 
rose 45 per cent. 

These expansionary policies wer.c continued after the electionof President Magsaysay, who immediateiy recommended that the NationalEconomic Council plan put intoand effect a truly integrated development program.9 In order to finance the governmental portion of theresulting plan, Congressthe authorized the President to borrow up toI billion pesos. As part of the general expansionary program, the rediscountrate was lowered in January 1954 from 2 per cent to 1-1/2 per cent per
year. 

Central Bank authorities were, however, concerned aboutpotential inflationary theeffect of the monetary and expenditure expansionand did succeed in obtaining a credit tightening in 1957. The rediscountrate was raised from 1-1/2 to 2 per cent in March and to 4-1/2 per centin September. The rate of interest paid on savings deposits was also 
8 Imports under "no-dolls, remittance" referred to commodlUes for which noforeiln exchange allocatljn was made by the Central Bank. 

The function of the Z'atlonal Economic Council was to coordinate govemmenteconomic policiee. 
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Table 4: Major Trade, Payments and Related Economic Policies, 1953.1959 

1953 (June) 

1953 (Oct.) 

1953 (June) 

1954 (Jan.) 

1955 (Sept.) 

1955 (Sept.) 

1955 (Sept.) 

1957 

1957 (June) 

1958 (Feb.) 

1959 (Feb.) 

1959 (Jul.) 

64 

Expiration of the 1951 Import Control Act and the 
placing of the entire import control mechanism under 
the control of the Central Bank. 

Repeal of the 80 per cent cash-deposit requirement for 
specified luxury and non-essential items. 

Enactment of a new tax-exemption law for "new and 
necessary" industries covering import taxes as well 
as internal taxes. 

Reduction of the rediscount rate from 2 per cent to 
1-1/2 per cent. 

Revision of the U.S.-Philippines Trade Agreement which 
included accelerating the rate at which Philippine 
duties would be levied on imports from the United 
States and eliminating statutory U.S. influence over 
the management of foreign-exchange matters. 

Replacement of the 17 per cent excise tax on foreign 
exchange by a gradually declining (1.7 percentage 
points per annum) tax on imports. 
Enactment of a "no-dollar import law" permitting 
certain exports to be bartered for imports outside of 
the exchange system. 
Tightening of monetary policies by means of a two-step 
(March and September) rise in the rediscount rate to 
4-1/2 per cent, establishment of ceilings on various 
categories of loans, and reintroduction in September 
and December of differential cash-deposit requirements 
on letters of credit for the importation of various 
types of goods. 
Introduction of a new tatiff schedule which provided 
for low rates on essential consumer and producer 
goods and high rates on items classified as nonessential. 
Easing of the cash-deposit requirements on letters of 
credit. 
Further tightening of monetary controls by increasing 
the rediscount rate to 6-1/2 per cent (but establishing 
lower preferential rates for crop loans and export 
bills) and raising the reserve requirement against demand 
deposits. 
Imposition of a 25 per cent margin fee levied by the 
Central Bank on sales of foreign exchange. 



raised from 2 per cent to 3 per cent in September. Furthermore, inApril 1957 the Central Bank adopted a system of priorities on credits
to commercial and imposedbanks ceilings on the various categoriesestablished. 10 But it was not until after the Presidential election inNovember that the pressures on the trade balance could be eased bysignificantly tightening import controls. The deficit on trade account
reached $182 million, the highest since 1949. 

The main restraining measure adopted was the reintroduction ofmargin requirements on of creditletters in September of 1957. A 100per cent cash-deposit was established for imports of goods classified 
as non-essential items. In December, imports of decontrolled items,essential consumer and producer goods and semi-essential producer goods
were also made subject to a 100 per cent margin requirement and importsof semi-essential consumer non-essentialand producer goods to a 200 
per cent margin requirement. Also at that time the opening of letters ofcredit for non-essential consumer goods, including those purchased through

barter, was prohibited. 1 1
 

As the balance of payments quickly improved, most of these measures were relaxed. In February 1958, margin requirements were liftedfor imports of decontrolled items and for imports by essential and semiessential producers. In October the margin requirement was reduced
from 200 per cent to 100 per cent for semi-essential consumer goodsand non-essential producer goods. in early 1959, non-essential consumer
goods imports were permitted, first only on a barter basis and thenon a normal payment basis. However, a 100 per cent margin requirement 
was established for such imports. 

At the same time that the Central Bank moved to ease its verystringent import controls, it also took various actions to curtail excessdemand and reduce windfalls. The rediscount rate was raised in February1959, from 4-1/2 per cent to 6-1/2 per cent with preferential ratesof 4-1/2 per cent given to agricultural crop loans and 5 per cent onexport bills. In addition, the reserve requirement against demand deposits 
10 In order of priority the categories were: Priority I - industrial loans; Priority II -public utility loans; Priority III - real estate loans; and Priority IV - consumption

loans. 

11 Imports of essential producer raw materials for industrial plants approved bythe Central Bank and National Economic Council plus essential industries establishedbefore 9 1949.December required only a 50 per cent margin requirement.and capital-goods imports under deferred payment arrangements only a 25 per centrequirement. Another important feature of this restraining measure was the clausestating that Imports "by the Philippine Government, its subdivisions. instrumentalities. government-owned and controlled corporations and all other governmentasenides and Importations under U. i. Public Law 480 and all ICA importsshall os given the same treatment as ordinar,-y imports". 
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was raised in stages from 18 per cent to 21 per cent. Most important, 
however, was the imposition in July 1959, under R.A. 2609 of a 25 per cent 
"margin fee" levied by the Central Bank op sales of foreign exchange. 
The fee was not a tax in that it accrued to the Central Bank rather than the 
Government. The level of this fee was reduced to 20 per cent in November 
1960, 15 per cent in March 1961, and finally abolished on 31 December 1965. 

The 25 per cent levy on foreign exchange was designed not merely 
to curtail the excess demand problem of the period but also to serve 
as a significant but uniform cushioning measure for the exchange decontrol 
that the Government had finally decided to undertake. 12 

Toward this end, the Act establishing the margin fee permitted the 
Central Bank to set the rate as high as 40 per cent and stipulated that 
it must be uniform. There were a number of exemptions from the fee, 
e.g., drugs and medicines, medical and hospital supplies, canned milk, 
and fertilizers, but significantly they did not include "new and necessary" 
industries. This move away from preferential treatment for these industries 
as well as other long-favored groups was further extended by two other 
laws approved in June 1959 (R.A. 2351 and R.A. 2352) that eliminated 
the exemptions of "new and necessary" industries from the special import 
tax in force since 1955 as well as from the income tax. 

As the preceding description indicates, during the 1950's (and also 
the 1960's) the Government did not hesitate to employ deficit spending 
and easy credit policies either to improve the reelection probabilities 
of the party in power or to implement a particular development program. 
Consequently, the Central Bank alternately pursued liberal and strict 
monetary policies. At the outset of a new administration, for example, 
it would be required to provide credit on a liberal basis inorder to stimulate 
economic growth. However, when this overly liberal monetary policy 
resulted in strong inflationary pressures as well as serious balance-of-payments 
problems, the Central Bank would atten:pt to solve these problems by 
quickly applying the brakes to this monetary expansion. 

Increases in Tariff Levels: As the expiration date (1954) for 
the period of mutual free trade under the U.S.-Philippine Trade Agreement 
of 1946 approached, the Philippine Government requested a reexamination 
and adjustment of various provisions of the Agreement. The Agreement 
was widely criticized in the Philippines on the grounds that it prevented 
the Philippines from exercising control over its own exchange rate, 

12 President Garcia stated in a speech on 2 July 1959. that over a three or tour year 
period there would be a substantial relaxation of controls. Reported in Central 
Bwisk News Digest, 14 July 1959, pp. 4-5. 



resulted in a sizable loss of potential tariff revenue, and granted the countrya considerably smaller margin of preference in U.S. markets than Initiallybecause of subsequent U.S. tariff cuts. The result of the ensuing negotiationsand after the free trade period had been extended to the end of 1955was the Revised Trade Agreement, better known theas Laurel-Langley
Agreement. This agreementnew accelerated the rate at which importsfrom the U.S. would be subject to the full amount of Philippine tariffs,while slowing down the initial rise in the application of U. S. tariffs to
Imports from the Philippines. 

In addition to accelerating the rate at which the full height ofPhilippine tariffs applywould against U. S. imports, the Governmentalso took steps to raise the level of these duties. The tariff schedulethat went into effect after the war was essentially that which had prevailedsince 1909. This schedule had been constructed mainly with revenueconsiderations in mind and aimed at an ad valorem tariff level of about23 per cent on dutiable imports from countries other than the UnitedStates. Under the 1957 Act, duties were lowered on essential consumergoods (e.g., canned milk) and on essential raw materials and producergoods (e.g., tractor fuels and machinery) that were not likely to beproduced h. adequate supply domestically in the foreseeable future.On the othec hand, they were raised on non-essentials and goods forwhich import substitution possibilities were regarded as favorabh (e.g.,textile products and paper and paperboard manufactures). Valdepefiascalculated the following 1957 nominal tariff averages for a sample of 111commodities classified by the essentiality categories of the Central Bank:highly essential goods, 15 per cent; essential consumer goods, 18 per cent;non-essential consumer goods, 51 per cent; essential producer goods,25 per cent; non-essential producer goods, 30 per cent. 1 3 On balance,the simple average of duties rose from 23 per cent in 1949 to 36 per cent
in 1957. A consideration of tariff changes by major commodity categories
from 1949 to 
1957 brings out that duties for such simple manufactures astextiles and prepared foodstuffs, tariffs were sharply increased, whereasfor raw-material asgroups such chem-'als or capital-goods categoriessuch as mechanical and electrical equipment, they were reduced on 
many items 

Tax and Financial Assistance to Industry: The policy of importsubstitution was further strengthened in the early 1950's by the enactmentin 1953 of a new tax-exemption law (R.A. 901) for "new and necessary"
industries. The new coveredlaw not only internal taxes but, unlike theold 1946 law, it also covered external taxes (i.e., import duties, the sales 

1a Valdepeofa, op. oft., p. H. 
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tax, and the 17 per cent excise tax on foreign exchange). The extent of 
tax exemption was 100 per cent through 1958, 90 per cent in 1959; 
75 per cent in 1960; 50 per cent in 1961, and 10 per cent in 1962, after 
which the privilege expired. Not only did firms covered by the old act 
automatically receive the new benefits, but also firms whose exemption
period had expired could apply anew for the privileges The qualifications
for "new" and "necessary" industries were similar to tnose of the previous
law. A "new" industry was not in existence on a commercial basis before 
1 January 1945, and a "necessary" industry was one that would: (I)"contri
bute to the attainment of a stable and balanced national economy", 1 4 

(i) "operate in conformity with up-to-date practices" and give promle
of "a reasonable degree of permanency", and (iii) use imported raw 
materials that "do not exceed 60 per cent of manufacturing cost plus
reasonable selling and administrative expenses". Under the previous law 
a 50 per cent import-content ceiling had been imposed for raw materials.' 5 

During the six years (1953-1958) when the exemption rate was 100 per
cent, the tax-exemption law of 1953 resulted in tax savings equivalent
to 12.1 per cent of the annual sale of the firms involved. 16 This figure
gradually decreased thereafter, e.g., to 9.1 per cent ir,1960, until firms were 
liable to the full tax rate in 1963. 

As already noted, the early response to the 1946 tax-exemption
law was disappointing; and it was not until tight import controls began 
in 1950 that any significant number of entrepreneurs took advantage
of the law. In 1950, 13 firms were granted tax exemptions, and by 1952, 
the number had risen to 48. After the revisions in 1953, the number rose 
to 321 in 1955 and 900 in 1958. The output of these 900 firms was 650 
million pesos, or 21 per cent of the gross output of all manufacturing firms 
in 1958.17 

14 Industries listed in the appendix attached to the Act as being conducive to its 
objective of attaining a "stable and balanced" economy were: iron and steel 
products; processed local fuels; chemicals; copper and copper alloy products;
refractors; processed foods; textiles and fibers frommanufactured local raw
materials; fertiizers; agricultural equipment; refrigeration and air-conditioning
equipment; raw plastic materials; porcelain products; paper paper products;and 
medical and pharmaceutical products; rubber manufactures; electric motors; office 
and school equipment and supplies. 

15 John H. Power and Gerardo P. Slcat. The Philippines: IndutriaUzation and Trade 
Policies (London: Oxford University Press. 1971). p. 80. 

16 	Philippine Chamber of Industries. Official Proceedings, Fifth National Gonventlon 
of Manufacturers and Producers, Volume VIII, 1958. 

17 Calculated from Official Proceedings, Philippine Chamber of Industries. Oth 
National Convention of Manufacturers and Produce. 14-15 March 19581 and
Departmant of Commerce and Industry. Preliminary Report on BC8 AnnUlW 
Survey of Manufactures. 1958. Table 1.2. 
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Still another impetus to economic development during this period 
stemmed from the easy long-term credit policies of various Philippine and 
International financing organizations. The Rehabilitation Finance Corporation 
(RFC), 1 a for example, made loans totaling $788 million (1,576 million 
pesos) between 1947 and 1957 - of which 55 per cent was to agriculture, 
19 per cent to industry, 23 per cent for real estate construction and repair, 
2 per cent for self-liquidating government projects, and I per cent for 
miscellaneous purposes.1 9 The lending rate of the RFC was about 2 per cent 
below that prevailing in private markets. 

Encourgng Exports: Few specific measures were taken in 
the 1950's to stimulate exports, and it was the pressure of traditional 
exporters that played a large role n finally bringing about the devaluation 
of the early 1960's. As will be shown later, during the 1950's exporters 
suffered a significant decline in domestic purchasing power. The main 
policy taken to offset in part the penalty on exporters of an over-valued 
exchange rate was the enactment of the so-called No-Dollar Import Law 
of 1955 (R.A. 1410). This law permitted certain exports to be bartered 
for imports outsidc the exchange control system. The first set of rules 
limited varter transactions to "minor" exports, to any excess over the U. S. 
quotas for goods covered by the trade agreement between the two countries, 
and to any excess over the preceding five-year export average for all other 
goods. Presumably, the effective exchange rate for these barter transactions 
was around the black market exchange rate of 3 pesos = $1. Permitted 
imports were mainly restricted to producer goods and esscntial raw materials. 
In 1957, barter exports amounted to 10 per cent of total exports. 
After considerable oscillation in the rules covering allowable transactions 
and because of the strong opposition of both protected importers and 
the Central Bank, the law was repealed in 1959. However, a new law 
(ItA. 2261) entitled "An Act to Promote Ecov'omic Development by 
Giving Incentives to Marginal and Submarginal hiustries" was passed 
in its place and specified a list of items as eligible foi 'arter trade (subject 
to the condition that they could not be sold profitably for dollars and 
were in adequate supply to meet local requirements). 20  in addition, 
the National Economic Council was directed to recommend annually 
to the Congress any additional industries that should be covered by 
the Act. 

18 	In 1958, the name of this ornanization was changed to the Development Bank 
of the Philippines and its lending resources were increased. 

19 Rehabilitation Finance Corporation. Ten Yearw of the RFC, Manila. 1957. 

30 	Ore and concentrates of copper. iron, chrome, manganese, quick-silver, coal, 
musecovado sugar, embroidery, pearly buttons, low-grade hemp. aw-togs, low-grade 
vonos and lumber. railway tits, industrial salt, cassava and products made 
thereof, snake and crocodile skins, and peanuts made up the list of specified 
itema. 
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II. TRADE AND PAYMENTS POUCIES, 1960-1965
 

Continuing pressure from export producers, dissatisfaction with 
the way In which exchange controls were being administered, and a 
general disillusionment with the system because of its failure to maintain 
the high growth rates of the early 1950's finally led to a gradual easing 
of exchange controls and depreciation of the peso. This section covers 
Phases III and IV of the Bhagwati-Krueger schema of exchange-control 
stages, namely, the introduction of exchange control liberalization and the 
continued liberalization of exchange controls. 

A. Decontrol Measures 

Table 5 summarizes the major steps taken in the first two years 
of this liberalization period, i.e., Phase III in the Bhagwati-Krueger 
schema of exchange-control stages. 

With the inauguration of President Macapagal, the liberalization 
timetable of the previous Administration was scrapped and full exchange 
decontrol decreed on 21 January 1962, under Circular 133 of the Central 
Bank. This continued liberalization marks the beginning of Phase TV in 
the Phagwati-Krueger schema. Table 6 indicates the major policy changes 
that oczurred in this period. 

B. Economic Effects of Exchange-Control Liberalization 

In undertaking. the decontrol efforts between 1960 and 1965 
the main objectives of the Government were to satisfy the persistent demands 
of exporters for a more favorable exchange rate and, by relying more on free 
market forces, to meet charges of favoritism and poor administration in 
allocating foreign exchange. There was no intent to bring about a significant 
contraction in the industrial sector that had been fostered by exchange 
controls. It is for this reason that decontrol measures were coupled with 
such actions as tariff increases, the extension of especially favorable cre
dit terms to certain industries, and the granting of tax exemptions to 
so-called basic industries. The discriminatory sales taxes and the highly 
protectionist tariff system, which became effective as quantitative controls 
were eliminated, also did much to continue to shelter domestic Industry 
from foreign competition. In short, exchange-controls were removed, 
but liberalization in the sense of a significant easing of all controls over 
imports did not occur. 
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Table S: Major Trade, Payments and Related Economic Policies, 
1960.1961 

1960 (April) - Establishment of a multiple-rate system in which the 
exchange rate on the dollar, including the margin fee, 
ranged between P2.5 for imports of essential goods 
to N for non-essential imports. The exchange rate 
for exports was set at P2.3 = $I. 

1960 (Sept.) - Modification of the "free market" rate so that the 
most depreciated rate (i.e., that for non-essential imports)
including the margin fee was reduced to P3.75 = $I. 
The export rate remained unchanged. 

1960 (Nov.) - An increase in the proportion of transactions taking 
place at the "free market" rate plus a reduction of 
the margin fee from 25 per cent to 20 per cent. 
The exchange rate on the dollar including the margin
fee ranged from P2.4 for imports of highly essential 
goods 3nd P2.5 for exports to P3.6 for imports of 
non-essential commodities. 

1960 (June, - Reduction of the rediscount rate in three stages from 
Sept. and 6.1/2 per cent to 5 per cent. The reserve requirement 
Nov.) - was also decreased. 

1961 (Mar.) - Further increases in the share of transactions taking 
place at P3 = $1. The margin fee was reduced to 15 
per cent. Thus, the rate on the dollar, including the 
margin, ranged from P2.75 for exports and P2.87 for 
Imports of highly essential goods to P3.45 for most 
transactions. 

1961 (May) - Additional easing of credit conditions by decreasing 
the rediscount rate to 3 per cent and further reductions 
in the required reserve ratio. 

1961 (June) - Passage of a new tax-exemption law permitting many 
major domestic manufacturing industries to waive import 
taxes on imports of machinery and equipment. 
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Table 6: Major Trade, Payments and Related Economic Policies, 
1962-1965 

1962 (Jan.) - Removal of most exchange controls and elimination 
of the margin fee. The peso was floated in the free 
market. However, special time-deposit requirements 
were imposed on imports, and exporters were required 
to surrender 20 per cent of their foreign exchange
receipts at the old P2 = $1. Import duties on 
many items were raised at the same time that exchange 
controls were lifted. 

1962 (June) - Free market rate stabilized at P3.90 = $1. With the 20 
per cent surrender requirement, the rate for exporters 
became P3.52 = $1. 

1962 (Jan.) - Both the rediscount rate and reserve requirement were 
raised (the former to 6 per cent) 

1962-64 - Some easing of the special time-deposit requirement. 

1965 (Nov.) - Elimination of penalty rate for exporters and formal 
move to a unified exchange rate of P3.90 = $1. 

Import Prices and Quantities: From 1959 to 1962, when the
exchange rate per dollar including the margin fee rose from P2.50 to P3.90, 
or by 56 per cent, the wholesale price index of imported products
increased only 22 per cent. If the rise in the dollar price of imports istaken 
into account, the net rise in import prices associated with the increase 
in the price of foreign exchange was only 15 per cent. In view of the very
high windfall profits that existed on most imported goods, this much smaller 
rise in the peso prices of imported goods than the peso price of a dollar 
is not surprising. Permitting unlimited imports of most items at the same 
time that the currency was depreciated meant that these windfall gains
absorbed most of the price-increasing effects of the depreciation. 2 1 

Further information on price behavior can be obtained by grouping
the imported goods included in the wholesale price index according to
exchange control classes. Classifying on this basis indicates the following 

21 it is theoretically possible for import prices to either rise fall whenor a currency
is depreciated and exchange controls ae abandoned. 
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pnce rises from 1959 to 1962: essential consumer goods, 46 per cent;
essential producer goods, 20 per cent; semi-essential producer goods,
I1 per cent; and non-essential consumer goods 9 per cent; 22 and higher 
price rise for more essential goods conforms to what would be expected,
since these were already being imported quite liberally in 1959 and importers
did not, therefore, reap large windfall gains. Thus, a larger share of the 
increased peso cost of foreign goods had to be passed on to wholesalers. 

This larger price rise in essential goods alsu meant, of course,
that the dccontrol efforts were successful in narrowing somewhat the 
differences in the degree of protection among non-essential consumer 
goods, essential producer goods, and essential consumer goods. In 1959 
the price indices (1949=100) for non-essential consumer goods and 
producer goods were 2.25 and 1.25 times higher, respectively, than 
the price index for essential consumer goods. In 1962 these ratios were 
only 1.69 and 1.03. However, the decontrol effort was only a partial 
one in terms of equalizing incentives among manufacturing sectors. Removing 
the windfall gains associated with exchange controls still left the highly
protective system that resulted from the 1957 'rariff Code and the dis
crintinatory system of sales taxes. Furthermore, as noted earlier, tariff 
rates for many import-substitution industries were sharply raised at the time 
of the 1962 exchange-rate depreciation. The explicit tariff rate for a 
sample of non-essential consumer goods analyzed by Valdepefias increased 
from 51 per cent in 1957 to 83 per cent in 1962-1967 period. 23 Com
parable changes in import duties on essential consumer and producer
goods were from 18 to 38 per cent and 25 to 47 per cent, respectively. 

Some information on the behavior of import quantities during
the decontrol episode can be obtained by grouping imports according to 
exchange-control categories and then constructing quantity indices for 
these categories. However, because of the well-known serious deficiencies 
with unit values even at the most detailed level at which import statistics are 
reported, the results of this exercise must be regarded with some skepticism.
They show the following changes in import quantities between 1959 
and 1962: essential consumer goods, .13; essential producer goods,-3.0;
semi-essential producer goods, -18; and non-essential consumer goods, +19 
per cent. 24 The rise in imports of non-essential consumer goods relative 

22 Table 15 presents price information for these groups of com.-itties from 1951 

to 1970. 

2a Vadepeflu, op. cit., p. 81. 

24 The number of items included In the Indies are 9 for emential consumer goods,
42 for esentlal producer goods, 14 for saemi-essential producer goods, and 26
for non-esmential consumer Unit for were asgoods. values 1962 used weights
for the various quantities. 
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to essential consumer and producer goods is what one would expect from 

the decontrol program unless there were offsetting tariff changes. Although 
apparently thesetariffs on non-essential consumer goods were 	 raised, 

the effect of easing theincreases were not enough to counter entirely 
previously severe restrictions on importing non-essential consumer goods. 

the significant decline in imports of semi-essential producerPresumably 

goods is related to the rise in imports of non-essential consumer goods,
 

since the former set of goods are used in part to produce the latter goods
 

domestically.
 

and Export Activities: Many import-competingManufacturing 
manufacturing activities were, of course, adversely affected by the liberaliza

raw materials andtion because manufacturers who had directly imported 

capital goods at the P2 = $1 exchange rate and thus reaped the windfall 

gain themselves now were faced with higher input costs. Import prices 
but by less than the priceof competitive final outputs also increased 

rate of growthincrease for imported producer goods. The average annual 

in the manufacturing sector declined from 7.7 per cent between 1957 

and 1959 (a rate already considerably less than that during the early 1950's) 

to 3.8 per cent from 1960-1962, and 3.7 per cent for the entire 1960-1965 

period. The unfavorable impact of decontrol on non-export-oriented 
rates before andmanufacturing is confirmed by Castro's study of profit 

during the liberalization period. 26 Its figure shows that the ratio of net 

profits (after taxes) to total assets for manufacturing firms (excluding 

sugar mills, lumber and plywood, and cordage) fell from 11.8 per cent 

for 1957-1959 to 6.4 per cen'.for 1960-1962. 

The main test of the success of a liberalization effort is whether 

or not resources are pulled into export activities. Export values did 

indeed rise significantly during the decontrol period. From a level of 

about $550 million between 1959-1962, exports rose after the 1962 

depreciation to around $750 million between 1963-1965. With the removal 

in 1965 of the penalty rate against exporters, the value again jumped In 

the next year to about $850 million. 26 Hicks has shown that there was 
1960 andconsiderable understatement of the value of exports between 

1962, whereas exports were slightly overvalued in 1963.27 After 1965, 

25 Amado A. Castro. "Philippine Export Performance." in T. Morgan and N. 
UniveaitySpoelsitra (Os.),Economic Interdependence In Southeast Asia (Madison: 


of Wisconsin Press. 1969). pp. 189-192.
 

26 In volume terms, the increase between 1962 and 1968 was 24 per cent and between 
1966 and 1966. 6 per cent. 

27 George L. Hick. "Philippine Foreign Trade, 1960-1965: Basic Data and Major 
Supplementary DataCharacteristics" and "Philippine Foreign Trade Statisties: 

National Planning Association,and Interpretations. 1954-1966" (Washington: 

Center for Development Planning. 1967). mimeographed.
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declared export values again were too low. Thus, the export rise associatedwith the devaluation actually consisted more of a fairly steady increasebetween 1959 and 1966 than spectacular increases in a few years. Afteradjusting the declared values by Hick's corrective factors, the increasein export values between these two years still turns out to be an impressive57 per cent. Even deducting the $20 million increase in the value of sugarexports between 1959 and 1966, which was due to the U. S.quota increase,still gives a 53 per cent increase in the value of exports between these 
years. 

The increase in the growth rate of exports covered manufacturedas well as non-manufactured commodities. Between 1956-1961 and 1962-1966the average yearly growth rate of manufactured exports increased from6.0 per cent to 7.9 per cent.28 If traditional manufactured exports,namely coconut oil and sugar, are excluded from these exports, the exportgrowth rates for these two periods are 8.5 per cent and 14.6 per cent,respectively. Although these are impressive increases in growth rates, therise between these periods in the growth rate for exports of non-manufac. 
tured commod'ties was even larger.29 

Not only was the shift in resources toward export activitiesreflected directly in the value of exports, but also in profit rates, savings,and levels of productive activity in the export sector. Castro found, forexample, that contrastin to the decline for his sample of manufacturingfirms, profit rates for mining and agricultural corporations rose, respectivelyfrom 11.2 per cent and 4.7 per cent for 1956-1959 to 16.2 per cent and4.9 per cent, respectively, for 1960.1962.3 o Another manifestation of thisshift in income is the findings by Paauw and Tryon that, after a decade of
dissaving, agricultural 
 savings turned positive in 1961 and grew rapidlythrough 1964 last(the year for which they have dhta on savings). a 
The most significant shift in production in the agricultural sector occurredwith respect to that area devoted to commercial export crops andused in producing food crops for domestic 

that 
consumption. As Treadgoldand Hooley pointed out in their excellent analysis of the redistributiveeffects of the decontrol effort; the proportions in which the supply 

28 OGerardo P. Sicat, Economic Policy and Philippine Development (Quezon City: 
University of Philippines Press. 1972). p. 69. 

29 Seet. Ibid., p. 71. 

50 Catro, op. cit., p. 190. 

al Douglas S. Psauw and Joseph Tryon,L. "Agdculture-Industry Interrelationshipsin an Open DualsiUc Economy: The Phfilippines, 1949-1964." in Growth ofOutput In the Philippire, papers presented at a Conterence of the IntemationalRice InsUtute, 9.10 December 1966, pp. 7-34 and Table X 
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of cultivatable land Is divided between these two types of productiveactivities are quite responsive (with a time lag) to the relative prices ofagricultural export products and agriculture products for home consumption.3 2 Thus, when export prices (in pesos) rose relative to the pricesof locally consumed foods during the early phases of the liberalizationperiod, there was a sizable shift towards the production of export crops.
Specifically, the harvested area of commercial crops, which had risen onlyabout 3 per cent between 1955 and 1960, increased over 40 per cent from1960 to 1965, whereas the harvested area of food crops increased nearly30 per cent in the first period but remained unchanged in the second.Similarly, the output of commercial crops increased an annual averagerate of 1.9 per cent from 1955 to 1960 and 6.1 

at 
per cent annually from1960 to 1965 in contrast to an annual rate for food output of 4.4 per

cent in the 1955.1960 period and 3.1 in the 1960-1965 years. 

Not only did the shift away from cultivating food crops in favorof export crops tend to cause a supply-induced rise in food prices,but the redistribution of income toward the rural sector tended to rein.force this fromrise tile demand side, since the expenditure elasticityin the Philippines for food products has been found to be 0.76 for ruralfamilies compared to only 0.41 for urban families.33 The net effectof these forces was that the food component of the consumer price indexrose 58 per cent between 1959 and 1965, most of the rise occurring inthe second half of that period. The other components of the cost ofliving Index increased between these years as follows: clothing, 27 per cent;rent and repairs, 7 per cent; fuel, light and water, 18 per cent; and miscel.laneous items, 15 per cent. The rise in the composite index was 33 per 
cent. 

The rise in the absolute price level during the early 1960's wasrelated to the easy credit policies pursued by the monetary authorities.As previously noted, the rediscount rate was cut from 6.5 per cent in1959 to 3 per cent by 1961, and the reserve requirement for commercialbanks was reduced from 21 per cent in 1959 to 15 pet cent by 1961. The
result was that the money supply increased at an annual average rate of
nearly 16 per cent between 1960 and 1963 as compared to an annual average rate of only 6.5 per cent between 1953 and 1960. 

L2 M. Treadgold and R. W. ilooley. "Decontrol and the Reduction of IncomeFlows: A Second Look," Philippine Economic Journal, Second Semester, 1967,Vol. VI. No. 2, pp. 109-128. 

33 From an unpublished study by J. Wiliamson and A. Kelley. 
84 For a more detailed snalysis of the manner in which various items on the Indexbehaved as well as to f general discussion of the food Inflation, see"Undestanding the A. C. Ross,hUilppine Inflation," The Philippine Economic Journal, So.cond Semester. 1966. Vol. V. No. 2. pp. 228-269. 
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The burden of the rise in food prices fell to a considerable extent 
upon industrial workers, since their money wage rates rose only modestly
in response to incteasing prices. From 1959 to 1964, money wage rates
for skilled and unskilled workers rose 6 and 12 per cent, respectively,
whereas the consumer price index increased 28 per cent in these years.
However, in 1965 a P2 per day increase in the minimum wage
helped to restore part 

rate 
of the real wage loss for unskilled workers, so

that as of 1965 real wage rates for these workers were 8 per cent below 
the 1959 level.8 5 Of course, the increase in money wages placed still
further pressures, in addition to those resulting from the increased costs
of imported inputs, on profit rates in the industrial sector. 

Conclusions: As mentioned at the outset of this section, the
Government dismantled exchange controls mainly because of the corruption
and maladministration connected with these controls and the pressures
of exporters for a more favorable exchange rate. President Macapagal
took special care in his 1962 Address on the State of the Nation to inform
the business community that the Government, in removing controls,
wished merely to substitute tariff protection in place of the protection
provided by the control system. a6 Protection of domestic industry was
in itself regarded as a legitimate and desirable goal. Consequently, the
fact that the decontrol effort did not significantly reduce the size of the
import-substitution sector built up during the period of quantitative
controls is not surprising. Actually what must have surprised government
officials was the extent of the economic difficulties that the import
substitution sector did face. They did not seem to appreciate that, by
providing the export sector with more favorable trading terms and increasing
the import costs of raw materials and capital goods, resources would be
pulled out of the new industrial sector even if the level of protection on
final consumption goods was maintained. In a sense, the decontrol episode
was partly successful in changing the production incentives built, into
the economy during the 1950's despite the intentions of the Government. 
But the resulting situation was not very satisfactory from an economic 
standpoint, since a significant liberalization effort that could have established
the basis for a new type of export-oriented growth was not achieved
and the Import-substituting manufacturing sector left inwas a relatively 
stagnant state. 

16 The increase In the minimum wage &1so probably increased unemployment 
among unskilled wozkem. 

86 President Dlosdado Macapagal, Plus-Year Intgrated oclo.Rconomlc Program 
for the Philippines, 1962, p. 31. 
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IV. RENEWED ECONOMIC EXPANSION AND NEW BALANCE-OF.
PAYMENTS PROBLEM, 1966-1971 

The period from late 1965 to mid-1967 is one of complete exchangeliberalization, i.e., Phase V of the Bhagwati-Krueger schema. Thereafter,however, there is a return to moderate exchange controls (Phase I)until 1970 when liberalization (Phase 111) Is again introduced with thepeso being floated. The period studied ends In 1971 with a furtherrelaxation of exchange controls. 

A. The First Marcos Administration: 1966-1969 

Immediately upon its assumption of power in 1966, the MarcosAdministration initiated vigorous efforts to accelerate development in boththe agricultural and industrial sectors. In the first month of the year,the monetary authorities pursued a policy which they described as one"of massive credit relaxation". 7 The basic rediscount rate of 6 per centwas lowered to 4-3/4 per cent; rediscount ceilings on commercial. bankswere raised; reserve requirements against savings and time deposits werereduced; and the reserve requirement on timespecial deposits was cutfrom 100 per cent to 50 per cent. 

Another important financial operation aimed at restoring fullutilization of the economy's productive capacity the so-calledwas rehabilitation program of the Development Bank of the Philippines (DBr,).This refinancing program for distressed firms consisted of three parts,namely: (i) refinancing through suci conventional methodsextensions, deferments, and revision of 
as loan 

loan terms; (ii) conversion ofDBP industrial loan accounts into preferred stock of the assisted firmswhich later could be converted into common stock; (iii) foreign exchangefinancing of imports of machinery and raw materials through creditlines and guarantees arranged by DBP with bankirg institutions and government export.import agencies abroad. 

In addition to providing easier credit !onditions, the new administration embarked upon ,i large scale program of economic development
which emphasized rural infrastructure investments such 
as roads, irrigationprojects, schools, telecommunicatIons, etc. The administration apparently
chose to focus upon rural development on the grounds that it was the
rural sector which was constraining efforts to restore the high growth rates
of the 1950's. In particular, the most influential economic advisorsof that time believed that the inflatioi: of about 25 per cent in food 
37 Centra] Bank of the Philippines, Annual Report, 1966 (Manila, 1967). p. 1. 
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prices between 1962 and 1965 was the major factor in preventing the 
earlier decontrol and currency depreciation efforts from restoring high
growth rates. Expanding the rural growth rate would supposedly provide
larger amounts of foreign exchange for imports of capital goods and raw 
materials by increasing traditional exports and reducing food imports, 
would increase the supplies of wage-goods for the industrial sector, and 
would increase the market for domestic manufactures. However, although
the volume of capital output rose significantly in the 1966-1969 period, 
the distribution of expenditures between social and economic development 
remained essentially unchanged. 

In order to finance the capital formation activities of the 
national and local governments as well as those of such government cor
porations as the DBP, and also provide funds for expanded current 
expenditures on developmental services, it was necessary for the Govern
ment to engage in extensive borrowing both internally and externally.
The internal debt increased from P3.1 billion at the end of 1965, or 14.7 
per cent of GNP, to P5.8 billion by the end of 1969, or 18.4 per cent 
of GNP; and the external public debt rose from $491 million to $828 
million between these years. The Central Bank, the commercial banks, 
and various government entities ended up as the main holders of out
standing internal debt. Specifically, about P2.4 million of the P2.7 million 
total increase in intemal.Uebt was absorbed by these institutions. 

The monetary authorities continued their easy money policies
through the first half of 1967. However, the significant expansion of 
domestic credit and the rise in government investment expenditures
brought about an upward movement in prices as well as a deterioretion 
in the balance of trade. Wholesale prices rose 6.6 per cent between 
1965 and 1966 and 7.4 per cent between 1966 and 1967. More important 
to policy-makers than the price rise was the worsening of the country's
trade balance. From a trade account surplus of $24 million in 196" 
and a deficit of $9 million in 1966, the merchandise trade deficit rose 
to $224 million in 1967. To help finance these additional net imports,
the country drew on its gold tranche of $27.5 million at the International 
Monetary Fund. Table 7 summarizes other important policies tllat were 
undertaken by the Central Bank in the period from mid-1967 through 1968. 

The balance-of-payments situation continued to worsen as the
Government purused deficit-spending activities. The trade deficit was 
$274 million in 1968 and finally reached crisis proportions near the end of 
1969, Table 8 indicates the major actions of the Central Bank in that year. 
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Table 7: Major Trade, Payments and Related Economic Policies, 1967-1968 

1967 (June) 	 Central Bank initiated staged increase in reserve require. 
ments from 12 to 16 per cent; raised rediscount rate 
from 4-3/4 to 6 per cent and required commercial 
banks to maintain a one-to-one ratio between actual 
foreign exchange assets and foreign exchange liabilities. 

1967 (June) - Reimposition of cash margin deposits on the opening 
of letters of credit. 

1968 (Feb.) - Further increase in the rediscount rate to 7.5 per 
cent. 

1968 (Mar.) - Imposition of absolute limit on foreign exchange lia
bilities of commercial banks. 

1968 (June) - Replacement of cash margin requirement with special 
time-deposit requirement against letters of credit. The 
less essential the imported goods, the higher the per. 
centage requirement. 

1968 (Oct.) - Imposition on commercial banks of ceilings on domestic 
loans and on foreign currency letters of credit. 

1968 (Oct.) - Announcement of a staged reduction in the time
deposit requirement against letters of credit for essential 
producer goods. Imposition of ceilings on credit for 
import financing and on domestic loan portfolios. 

B. 7he 1970 Exchange Crsis And Its Aftermath 

The balance-of-payments situation continued to worsen in 1970. 
President Marcos underscored the seriousness of the problem when he 
told a business group in early January, "We have unfortunately financed 
the foreign exchange requirements of our developmen: with credits of 
short maturities. I am told by my adviseas that because of the increase 
in short-term debts, the total payment for interest and amortization of 
foreign obligations of the country this fiscal year ending June 30 will 
take over one-half of our export earning." 38 More specifically, outstanding 
38 Speech by Presiden; Mucos to Rotary Club of Manis, 8 January 1970. se 

rported in Central Balk News Digest, 10 February 1970. p. 6. 
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Table 8: Major Trade, Payments and Related Economic Polides, 1969 

1969 (Apr.) - Reduction in the length of the period that the special
time-deposit must be held, and exclusion of domestic 
loans to certain export industries- from previously
instituted credit ceilings. 

1969 (Apr.) - Lifting of the ceiling on foreign-exchange liabilities 
of commercial banks. 

1969 (Apr.) - Increase in the rediscount rate from 7.5 to 8.0 
per cent. 

1969 (June) - Introduction of a 2 per cent levy on all Central Bank 
loans and advances. Loans to the government and 
high-priority export industries were excluded from 
this charge. 

1969(June) Opening of import letters of credit permitted only
for essential consumer and producer goods, semi
essential producer goods, ard non-essential producer
goods. The ceiling for the permitted letters of credit 
in these categories was also reduced. 

1969 (Nov.) Further reduction, In the ceiling on import letters 
of credit. 

public and private foreign debts amounted to more than $1.6 billionby the end of 1969, of which over $450 million was due in 1970 and two
thirds within four years. Of the debt maturing in one year, $196 million 
was owed by the Central Bank, $58 million by the Government and 
$198 million by the private sector.39 

The only realistic method of coping wih the exchange crisis was to request again financial assistance from the International Monetary
Fund and to ask foreign banks to agree to longer repayment terms.
An IMF consultative group arrived in the Philippines on 10 January
1970. Foreign creditors took the position that they would accept a re
strucluring of their debt provided the Government agreed to the Fund's 

39 0. V. Soliven, "Management of Debt."ExtemaI reported In Central BankNewa Digeat, 13 July 1971, p. 3. 
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stabilization recommendations for correcting the country's weak financial 
condition and thereby obtained its third credit tranche from the Fund.4 ° 

The advice of the Fund on exchange-rate policy was either to devalue 
significantly or float the peso. The Government chose to float the peso
rather titan devalue sharply, and freed the peso on 21 February 1970. 
This action together with the other major policies followed in 1970 
and 1971 are summarized in Table 9. 

C Economic Effects of the Currency Depreciation 

As indicated, the dollar price of the peso increased significantly
immediately after it was permitted to seek its free market level on 
21 February 1970. The rate thereafter continued to rise gradually,
and in December 1970, it was fixed by agreement among the commercial 
banks. There was a slight decline in August and September 1971, but 
by December 1971, the rate had returned to its December 1970 level of 
P6.4 = SI. 

The fear of further intensification of the social unrest that was 
triggered by price rises associated with the currency depreciation apparently 
accounts for the decision to fix the dollar value of the peso. Since excess 
demand conditions developed soon after the peso was stabilized, bankers 
again began rationing foreign exchange among established customers. 
They also began bidding among themselves for exporters' dollars, using
such devices as offering exporters lower lending rates than prevailed in
the general market. Of course, in effect this depreciated the peso still further. 

Exports quickly increased after the currency depreciation. Their 
value had remained at around $850 million from 1966 through 1969, but 
rose 24 per cent to $1,062 million in 1970. In volume terms, exports,
which had actually fallen about 5 per cent between 1966 and 1969, rose 
14 per cent between 1969 and 1970. These favorable performances in 
value and volume terms continued in 1971. The value of exports rose 
5 per cent to $1,122 million, while the volu'ne of exports increased 13 
per cent. l'he balance of trade also improed dramatically. Because of 
the Government's policies of monetary and fiscal constraint as well 
as its continued controls over some foreign ,xchange payments, the 
value of imports declined over $40 million between 1969 and 1970. 
The deficit on the trade account fell from $276 million in 1969 to 
$28 million in 1970. In 1971, the result was not quite as satisfactory 
as imports rose to $1,186 milion, but the trade deficit was still only
$64 million. 

40 	0. S. Ucaros. Speech before Rotary Club. i6 February 1970, e,i reported In 
Central ank News Digest, 10 March 1970, p. 2. 
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Table 9: Major Trade, Payments and Related Economic Policies, 1970.1971 

1970 (Feb.) - pesoThe was floated in foreign exchange maikets,
and the peso/dollar rate rose to P6.4 by the end ofthe year. Some exchange controls removed, butwere 
exporters of major products were required to convert80 per cent of their receipts at the old P3.90 per
dollar rate. 

1970 (May) - Aspecial export tax of 8 or 10 per cent was substituted
for the dual exchange.rate arrangement for exporters. 

1970 (May) - Beginning of a gradual 2 percentage point rise in the 
reserve requirement for commercial banks. 

1970 (Jul.) - Issuance of circular requiring most imports to be
covered by letters of credit. Commercial banks vol.untarily accepted a 30 per cent (later raised to 50per cent) marginal deposit against letters of credit. 

1970 (Nov.) - Passage of a law limiting the power of the Government 
to borrow abroad, 

1971 (Aug.) - Central Bank imposed a 15 per cent reserve requirement
against the marginal deposit required for letters of 
credit. 

1971 (Nov.) - Reserve requirement on marginal deposit against letters 
of credit raised to 50 per cent. 

Among individual items, the coconut products exhibited anespecially Impressive export performance over the two-year period,1970.1971. The export quantities of these products from 1969 to 1971rose as follows: copra, 34 per cent; desiccated coconut,coconut oil, 35 per cent;96 per cent; and copra meal or cake, 63 per cent. Thevolume of exports of copper concentrates continued their 'pward trendby increasing 40 per cent over the two-year period. Banana.one also becameof the ten leading exports by expanding in volume nearlyper cent. Sugar exports also performed well by rising 37 per cent 
900

inthe period. Exports of logs and lumber, pineappleF, and plywood didnot change significantly. Another favorable development on the exportside was the 26 per cent increase in the value of manufactured goods 
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other than the processing of such products as sugar and coconuts. However, 
these exports still amounted to less than 0.7 per cent of all commodity 
exports. 

D. Export Incentives 
One merit of the development efforts of the Marcos administration 

was the greater Rttention paid to expanding exports, especially of industrial 
products, than in previous administrations. The Investment Incentives Act
of 1967, which was aimed at stimulating production in key domestic 
industries as well as in export activities, is another example of this concern 
for increasing exports. The Act established a Board of Investment (BOI) 
which determines the industries that qualify for special aid. Firms are 
registered as eithei "preferred" or "pioneer", the latter being those that 
produce new products or processes in the economy. The BOI determines 
the list of activities that fit these two categories of investment. The main 
forms of assistance to registered firms are: (i) exemption for seven years
from import duties and compensating taxes on imports of capital goods
or a tax credit equivalent to these taxes if the capital goods are purchased 
from domestic firms; (ii) deduction from taxable income of all capitalized
preoperating e.cpenses; (iii) accelerated depreciation of fixed assets;
(iv) liberal cary-over features for operating losses; and (v) deduction 
from taxable income of reinvested earnings. In addition to these forms 
of assistance, piw:ieer firms are exempted from paying a certain proportion 
(which declines over time) of all national taxes except tile income tax41 

and are given special tariff protection against competing imports. 

The Export Incentives Act of 1970 expands the aids to export
firms (defined as firms with at least 50 per cent of their sales to foreign
countries) in the form of: (i) a tax credit equivalent to all sales, specific,
and import taxes on the raw materials and supplies used in export production
(this replaces (iiil above); (ii) a deduction of part of the firm's export 
revenue from taxable items for five years; and (iii) an exemption from 
export taxes. The rule set forth for (ii) above is that for five years, taxable 
income can be reduced by the product of the proportion of direct labor 
costs in total costs, the proportion of local raw materials in total costs, 
the number 5, and export sales. 4 2 

41 	 An analysis by the BOl staff of selected income statements of proposed firms 
with respect to the extent of the aid the Act gives theprovided by 	 following
percentages for the ratio of the increase in profits due to tax assstance to the 
firm's total costs: mechanical grain driers. 3; globe and gate valves, 3; hand pump
manufacturing. 0.6; malleable iron pipe fittins. 5; rolling bearing units, 3;
files, 7; and small gasoline engines, 7. 

4-	 If one assumes all the revenue of the firms in the BOI sample was export 
revenue, the combined effect of the Investment Incentives and Export Incentives 
Acts gives the following percentages for the increase in profit to the firm's total 
costs: mechanical grain driers, 8; globe and gate valves, 9; hand pump manufacturing,
2; malleable iron pipe fittinp, a; rolling bearing units, 6; files, 7 (unchaged since 
no raw materials); and small gasoline engines. 8. 
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V. MEASURES OF PROTECTION IN THE PHILIPPINES, 19S0-1971 

As has been brought out in the preceding sections, the Philippine 
Government employed a wide variety of trade and payments measures 
as wel as fiscal and monetary policies to attract resources to the manufac
turing sector and to assist agriculture. These included such devices as 
exchange controls, protective tariffs, differential sales and compensating 
taxes, and exemptions from the payment of both domestic taxes and tayes 
imposed on imported inputs. Although the overall picture of special 
incentives provided to the industrial sector is obvious, it is difficult to 
gain a clear view of the magnitude and relative differences among sectors 
of these incentives merely from an enumeration of the various policies. 
The purpose of this section, consequently, is to analyze quantitatively 
the combined incentive effects of the different policies in terms of various 
measures tf." atre useful for this purpose. These include effective exchange 
rates of protection, and effective protective rates.48 

A. Effective Exchange Rates' 

One very useful measure of intersectoral differences in the incentives 
provided by an industrialization program is the effective exchange rate 
(EER) for various types of transactions, i.e., the number of units of local 
currency actually paid or received per dollar of a given international 
transaction. In addition to taking account of the different exchange 
rates applicable to various types of transactions, the EERs calculated 
here include the differential impact on these transactions of tariffs, 
discrininatory sales or compensating taxes, special foreign exchange taxes, 
exemptions from various domestic taxes, subsidized borrowhig rates, and 
marginal deposit requirements on imports. What the concept of EERs does 
not includt, however, is any estimation of protective effects over and 
above these measures that are caused by quantitative restrictions on 
the volume of foreign exchange available for rrticular imports. But, 
if both c.i.f. and domestic prices are available, 'he ratio of the domestic 
price (net of normal distribution costs) ot an imported commodity 
minus its c.i.f. import price (in local currency) to the c.i.f. Import price, 
i.e., the implicit rate of protection, can be used to indicate the impact 

48 Estimates of domestic resource costs - a concept that measures the value of 
domestic resources (valued at opportunity cost prices) employed in earning or 
saving a dollar of foreign exchange (in the value-added sense) when producing a 
good domestically - are not included in this study, although such estimates are 
made for other country studies in the series of which this study is a part.
Philippine data did not seem sufficiently extensive or accurate ko try to include 
these estimates. 

a 8 Appendix I 
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of either qusntitative restrictions or explicitly protective measures. This 
section will present Information on EERs, while the next 3ection will 
analyze the pattern of implicit protection among exchange-control categories. 

Tables 10, 11, and 12 present sets of EERs between 1949 and 
1971 for various commodity groups classified according to their degree of 
essentiality as determined by the exchange-control authorities (the Central 
Bank). 4 Table II presents price-level-deflated effective exchange rates 
(PLD EERs), which are obtained by dividing the EERs in Table 10 
by the Philippine wholesale price index. The purchasing-power-parity 
adjusted exchange rates (PPP EERs) shown in Table 12 are calculated, 
except for exports, by multiplying the EERs in Table 10 by the ratio 
of the U. S. wholesale price index to the Philippine wholesale price index. 
The export figures are estimated by multiplying the export EERs in Table 
10 by the ratio of the index of unit values (in dollars) for Philippine exports 
to the Philippine wholesale price index. 

Only from 1960 to November 1965 and again from February 
to May in 1970 were there differences in the nominal exchange rates 
applicable to different categories of commodities. These differences are 
summarized in Appendix 1 together with the unified rates that applied in 
the other years. Appendix 1 also specifies the tariffs and other taxes 
or subsidies employed in calculating the effective exchange rates shown 
in Table 10. 

As Table 10 brings out very clearly, the Philippine Government 
empkied exchange-rate, fiscal, and monetary policies to increasc Sharply
the peso costs of importing so-called non-essential consumer and producer
goods. In the late 1940's and early 1950's non-essential consumer goods 
tended to consist of items consumed only by the higher income groups,
while non-essential producer goods tended to be the raw materials and 
capital goods needed to produce these non-essential consumer goods. 
As the 1950's progressed, however, these categories were used more and 
more to protect from import competition those commodities that govern
ment officials decided could be produced domestically without unreasonably 
high costs or poor quality. One exchange control category, i.e., unclassified 
items, consisted of commodities whose local supplies in the opinion of 
government officials were adequate and, therefore, whose importation was 
virtually banned. Many items in the non-essential groups were given even 
greater protection by shifting them into this unclassified group. 

44 Since imports from the United States were so significant, especially during the 
years when tariff preferences were substantial, the tariff rates used in calculating
effective exchange rates in these tables are those applicable to Imports from the
United States. i.e., they take account of the tariff preferences extended toAmerican goods. In 1950. for example, imports from the United States amounted 
to 75 per cent of all Philippine imports. This percentage fell to 42 per cent by
1960 and 29 per cent by 1970. 
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Table 10: Effective Exchange Rates, 1949-71 
(pesos per US. dollar) 
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Table 11: Effective Exchange Rates Deflated by the Wholesale Price Index, 1949-71 
(pesos per U.S. dollar; 1955 = 100 for the wholesale price index) 
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MAIle 12 Effective Exchange Rates Adjusted for Purdming Fower paity, 1949-71 
(pesos per US. dollar; 1955 = 100 for underlying price indices) 
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Table 13 clearly indicates that between 1950 and 1960 the EERs 
among exchange-control categories changed in such a manner that there 
was a strong incentive to shift resources from the production of essential 
Items and export products to the production of non-essential and semi.
essential goods, The most important point to be made about the decontrol 
efforts in the early 1960's and developments during the rest of the 1960's 
is that they did not restore EI-Rs for the various groups of imports to 
their relationships prior to the exchange-control period. However, the
incentives favoring the production of non-essential and semi-essential 
consumer goods relative to essential consumer goods and exports were 
generally weaker in 1970 than in 1960. 

The price-level-deflated effective exchange rates (PLD EERS) in 
Table I I as well as the purchasing-power-parity adjusted effective exchange
rates (PPP EERs) in Table 12 also bring out the protective aspects of
Philippine trade policy as well as the adverse effects of this policy on 
exporters. 

When one takes an overview of the more than 20-year period, the
main point that emerges from Table 12, for example, is the very sig
nificant increase in the real costs of importing commodities, especially
non-essential goods. The PPP EER for non-essential consumer goods
in 1971 was more than six times as high as in 1949, while the PPP EER 
for non-essential producer goods over times aswas four high in 1971 
as in 1949. The domestic purchasing power of traditional exports in 1971, 
on the other hand, was only 2.2 times as high as in 1950. The widening
of the gap between the real costs of importing non-essentials and the 
domestic purchasing power of traditional exports occurred during the 
period of exchange controls in the 1950's. For example, the ratio of the 
PPP EER for non-essential consumer goods to the PPP EER for traditional 
exports rose from 0.7 in 1950 to 2.3 in 1959. Even the disparity in 1959
underestimates the consumerratio of the costs of importing to the realrewards of exporters since importers were able to add on a scarcity 
windfall gain to their import costs due to the existence of exchange controls.
The 1960 level of 2.7 for this ratio more accurately reflects the true differ
ential, since the exchange rate on non-essentials was raised in that year

to eliminate much 
 of the windfall gain accruing to importers. During
the rest of the 1960's and into the early 1970's, the gap between real 
Importing costs and rewards Thereal export narrowed. ratio of the PPP 
EERs for non-essential consumer goods to traditional exports was only
2.2 in 1965 and 2.0 in 1971. Hlowever, the fact that this ratio is still 
much higher than its level during the immediate postwar period indicates 
the continued existence of a pattern of incentives strongly favoring
import-substituting investments In non-essential lines relative to the ex
pansion of traditional (and even new ) exports. 

90 



Table 13: RelatiomhIps among Effective Exchange Rates 
for varou Exchage-Control Categodel," 

1950-1970 

1950 1955 1960 1965 1970 
Ratio of: NEC to EC 

SEC to EC 
NEC to TX 
SEC to TX 
NEC to NX 
EC to NX 

1.02 
1.00 
1.02 
1.02 
0.92 
0.89 

1.80 
1.55 
1.84 
1.19 
1.59 
0.88 

3.12 
1.87 
3.14 
1.93 
2.78 
0.89 

2.78 
1.32 
3.06 
1.45 
2.80 
1.04 

2.72 
1.28 
3.43 
1.62 
2.70 
0.99 

c C 
8EC 
NEC 

esential consumer goods
semi-esenual cons,,mer goods
non-esenUsl consumer goods 

TX 
NX 

traditional exports 
new exports 

Souice Table 10 

B. Implicit Rates of Protection 

Although EERs after 1962 provide agood indication of the relativeincentives provided to different types of manufacturing activity, as alreadynoted, such rates prior to that time underestimate the levels of protectionbecause of the existence of exchange controls. What isneeded for estimatingincentive effects of import controls when quantitative restrictions arebinding is a comparison of domestic and import prices. Unfortunately,in the case of the Philippines unit-value import prices for individualcommodities computed from the most detailed import data availablefrom the Central Bank so muchvary over time as to cast serious doubton the validity of the quantity figures for particular items. However,adequate c.i.f. and domestic comparisons for certain commodities doexist for the years 1950 and 1951 because special studies of this relationshipwere made by the Government in connection with price control effortsof that time. The implicit protective rates obtained from this data can then be tied in with time-series information on price changes to
indicate changes in the pattern of implicit tariffs over time. 

Table 14 gives price comparisons for a selected list of itemsas of December 1951. As the table indicates, the range of implicit protectionwas very large, going from nearly 400 per cent to almost 700 per cent on 
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Table 14: Implicit Protection on Selected Commodities, 
December 1951 

111al 
Pftm 

#Poo*) 

Essential Consume CGoods 

Corned beef (12 az.) 0.90 
Salmon (I lb.) 1.13 
Sardines (14 oz.) 0.53 
Milk. evapuirated (can) 0.39 
Milk. condensed (can) 0.65 
Flour, wheat (kilo) 0.59 

Averageb 

No-lEamential Comnumer 
Good, 

Cocoa, Peter's (112 lb.) 0.96 
Oranges
Coffee, rasted 

(doz.)
(I lb.) 

1.93 
4.00 

Cotton cloth, dyed (yd.) 1.65 
Cotton cloth, printed (yd.) 1.50 
cigarettes (pkg.) 0.85 
Apples (doz.) 1.40 
Salt, refined (I lb.) 0.65 

Averageb 

Essntial Produr Goods 

G.I. shets, con. (Sheet) 10.55 
Kerosene (can) 4.13 
Diesel fuel oil (liter) 0.19 
Gsoline (liter) 0.24 

Nm-Ementli Producer 
Goods 

Cocoa seeds 6.00 
Starch (kilo) 0.75 

Avengb 
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such luxury items as oranges, cigarettes, and salt to quite moderate levels 
on evaporated and condensed milk. On the other hand, as cal be seen from 
Table 10 the protection afforded a given import bundle of non-essential 
consumer goods by explicit fiscal and monetary measures in 1951 was only 
70 per cent, i.e., (3.39/2.00. I) x 100.45 The comparable figure for 
essentlaI consumer goods was 21 per cent. 

Domestic price behavior of the imported commodities included 
in the wholesale price index isshown in Table 15 on the basis of "essentiality" 
categories. As this table indicates, after the Korean War boom the Govern. 
ment permitted prices of both essential consumer goods and essential 
producer goods to drop from their 1951 peak levels. But .he less-essential 
consumer and producer goods were held at their high levels. In a sense 
the Government was able to use the temporarily high prices of the early
1950's as an umbrella under which to carry out its discrimination among 
commodity groups without facing consumer complaints that prices were 
actually being increased. After 1955, however, all prices again rose so 
that by 1959 prices of essential goods were again at their 1951 levels. 
Prices of non-essential consumer and producer goods continued to rise to 
new highs with the degree of discrimination between non-essential and 
essential consumer goods widening from 56 in 1955 to 156 in 1959. 
Moreover, since the Central Bank's index of c.i.f. import unit values 
for total imports actually declined about 2 per cent between 1951 and 
1959, it seems that the increases in wholesale prices of imported goods 
in the Philippines between 1951 and 1959 reflect changes in the dejree 
of implicit protection rather than increases in c.i.f. costs.4 

It is difficult to estimate average levels of implicit protection by
exchange-control groups because of the wide variations in the degree of 
protection among commodities and the small sample size in Table 14. How
ever, if this sample is representative, implicit rates of 200 per cent or 
more in 1951 were not unusual for non-essential consumer goods. Since, as 
Table 15 indicates, - ,ices of this group of items rose about 80 per cent 
between 1951 and 1959, levels of implicit protection of 400 per cent or 
more at this time apparently existed for some items. 47 Since the protection 

45 	"he explicit rate of protection is taker, to be the percentage by which the HER 
for a particular category exceeds the HER for producer goods for "new and 
neceury" industries. 

46 	"he fMontral Bank stopped publishing import unit-values by detailed commodity 
groups after 1955. 

47 	 Let x be the 1951 c.i.f. prices of non-essential goods. 2x the implicit protection 
on these goods, and 3.Ox the 1951 domestic pice. Since this price Increased 0.6
between 1951 and 1959. the 1959 price is 5.4x. Dividing this by x. the 1959 cif. 
price, gives 5.4 or 440 1(5.4 -1) x 100J per cent as the rate of protection in 1959. 
Changes in c.i.f. import unit values am not taken Into accout in the calculation. 
since this index actuAlly declined slightly between 1951 and 1959. 
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Table IS: Wholesale Price Indices for Imported Commodities
 
Casified by Degreeb of "Euentlualty". 1949.70
 

(949 - 100)
 

1351 11155 1950 1942 IM5 1116 1370 

Essential Consumer 
Goods (EC) 128 307 125 183 208 214 322 

Non.Essential Consumer 
Goods (NEC) 155 163 281 306 325 348 488 

Unclassified Consumer 
Goods (UC) 134 127 188 212 211 234 312 

Essentil Producer 
Goods (EP) 160 136 156 188 197 205 257 

Sei, i.Essentlu Producer 
Goodb (SEP) 130 132 201 222 241 252 328 

Unclassifned Producer 
Goods (UP) 173 106 142 158 165 160 183 

8 	 The numbt of Items used to compute te simple means in each group an. as foUows: 
KC, It Items for 1951 and 1965 and 16 thereafter; NEC. 26 Items for 1951 and 1906 and 
59 Items tbereafter; UC. 6 Items for 1951 and 1955 and 17 Item. thereafter. RP. 16 Items 
got the entire period; SEP, 4 items for 1901 and 1956 and 16 items thereafter; U., 1 Items 
for 1961 and 1955 and 26 Iems thereafter. semi-owntual goods and bemJanueisedd 
producer goods ase not'ineiuded becaeue the sample se for i be" Items was too small. 

b 	 The 1970 "emenUilit" cinastiffeaton of the Central Bak was used to divide the Item 
incuded in the wboldeae price Indes Into the various groupe. 

aource, Centra Bank 

from explicit fiscal measures on this category of goods was 149 per cent, 
this Implies that windfall gains of over 200 per cent were being made 
on those commodities. 

Another method of estimating levels of implicit protection in the 
1950's is to compare wholesale prices of comparable items in the Philip. 
pines and the U. S. The results for a selected list of goods where this 
comparison is possible are presented in Table 16. If it is assumed that 
costs of suipping from U. S. wholesalers to Philippine wholesalers equals 
25 per ctnt of the U. S. price, the protection on evaporated milks in 
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Table 16: Sdected U. S. Wholesale Pdmc and Wholesale Prce of 
Compazabi. Imported Goods in the Philippines, 1949.1965 

(In U. S. Dollars)" 

UsiI INIP lM INl IM3 INl 

Evaporated nilk (EC) ce of 48 
Phil. price 14.5 oz. 7.20 7.96 9.24 7A7 806 
U.S. price tin - 6.00 6.52 6.07 6.31 

Canned chermes (NEC) doz.m 
Phil price - - 12.00 7.14 7.66 
U.S pre - - 1.82 1.81 1.86 

Canned peaches (NEC) doz.cane 
Phil. price - - 8.75 4.97 5.26 
U.S. pnce - - 2.70 2M2 3,07. 

Canned .-aragus (NEC) doLCaeR 
Phid., 'cc - 10.62 13.88 8.10 8.74 
U.S. price - 2.42 2.34 2.50 2.62 

Coffee (NEC) 1 Ib.tin 
Phil. price - 2.34 2.64 1.41 1.44 
U.S. price - 1.00 0.71 0.64 0.80 

Coo bers (EEP) lb. 
fPh. prie 0,44 0.75 1.08 0.53 0.55 
U.S. Prc 0.21 0.7 0.31 021 0.22 

Mim (UP) yd.
F. Pric OM 0.52 0.60 0.40 0.51 
UL& prle 0.31 0.36 0.37 0.38 0.35 

Standard Anics apetni (El) ton 
Phil.price - 171.00 194.00 136.00 168.00 
U.S. price 200.00 130.00 134.00 134.00 132.00 

Sodium bichiomate (EP) lb. 
Phi. price - 0.20 0.21 0.14 0.18 
U.S. price 0.10 0.13 0.13 0.13 0.13 

Poish muriate, basiS.60%K20(E) ton 
Mil. price - 93.00 106.00 64.00 86.00 
U.S. price 29.00 23.00 20.00 23.00 24.00 

astian& caps, ordinary (EP) 1000 
Phil. price - 32.00 48.00 45.00 30.00 
U.S. price - 20.00 22.00 23.00 24.00 

lb. e.oe a. wasI pooe 11 from 1146.1159 and .O0po - I foe INlss166..

dte COetrneuto.1 ftiip" am MonkiU., datetrm Sure of Labor iteoi4es 

95 



1959 amounts to 14 per cent, a figure comparable to that in Table 14.48 

For such non-essential consumer goods as canned cherries, canned asparagus, 
canned peaches, and coffee, the implicit protective rates on the basis 
of the same kind of calculation were 429, 374, 159, and 197 per cent 
respectively in 1959. On the other hand, in the essential producer-goods 
group, the 1959 protective rate on standard American newsprint was 
only 16 per cent and the rates for sodium bichromate and blasting caps 
31 and 77 per cent, respectively. 

It is clear from these two estimates that exchange controls added 
greatly to the degree of protection provided by explicit fiscal and monetary 
measures. In 1')59, for example, implicit protective rates of 400 per cent 
were not unc)mmon for non-essential consumer goods, whereas the average 
explicit degree of protection in 1959 for this category was around 150 
per cent. For the essential consumer-goods group, average implicit and 
explicit protective rates in the same years were roughly 30 and 5 per 
cent, respectively. 

C Ffective Protection 

A time series of effective rates of protection (ERPs) by exchange
control categories, which uses tariff data and input coefficients collected 
by Valdepefias49 and also includes the effect of the other non-tariff 
measures included in Table 10, is shown in Table 17. In these calcu
lations, the nomi,,ivd protection on import-competing production is taken 
to be the percentage by which the EER in any year (Table 10) exceeds 
the EER for producer goods used by "new and necessary" industries 
In that year. The nominal subsidy on new exports is equal to the percentage 
by which the FER for this category exceeds the EER for traditional 
exports. Biween 1949 and 1959, the lowest EER rate was generally 
the official rate of P2.00 = $1.50 Since the EER equals what one must 
pay for a dollar's worth of goods rather than what o.ie can sell these 
goods for - the latter figure exceeding the former if imports are quanti. 
tatively restricted - the nominal protection on output underestimates 
the actual (implicit) level of protection during the period of import 
controls from 1949 to 1960. 

48 	This figure would be the implicit rate in 1959 .,ecause the wholesale pice of the 
product was the same in 1959 - in 1951. 

49 Vaidepehui, op. cit. 

50 In 1958 and 1959 the lowest rate for Imports was P2.08 a 81. 
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Table 17: Effective Rates of Protection, 1949-1971 

(per cent) 
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The calculation of ERPs over time highlights the biases previously 
pointed out against the production of export commodities and essential 
goods and in favor of non-essential goods. In 1961, for example, the 
effective protection afforded domestic producers of non.essential consumer 
goods was 230 per cent whereas it was 39 per cent for firms specializing 
on essential producer goods. Discrimination against traditional exporters 
and protection on inputs used by exporters caused this EER to be sig
nificantly negative. Moreover, the discrepancies in effective rates of 
protection remain very large even after the decontrol effort and throughout 
the rest of the 1960's and early 1970's. 

D. Summary 

All the measures of protection analyzed in this section bring out 
essentially the same story. Beginning in 1950 and 1951 the Philippines 
Government undertook a policy of sharply curtailing imports of consumption 
goods in order to favor the imporation of the raw materials and capital 
goods needed for industrial development. This is very apparent from the 
behavior of the various EERs as well as the ERPs, all of which indicate 
a sharp increase in the protection of non-essential goods relative to 
essential goods and exports in 1951. The import-cutback program coupled 
with the economic prosperity associated with the Korean War caused 
the implicit protection on essential consumption goods to rise more than 
the Government wished, but by 1953 the Government seemed to have 
mastered the technique of highly protecting non-essential goods while still 
permitting liberal imports of essential consumer and producer goods. 

After the Central Bank became the sole manager of the system of 
import and exchange controls in 1953, the protection and subsidization 
provided to domestic industries producing non-essential consumer and 
producer goods continued to widen relative to the production of essential 
commodities and export products for the rest of the 1950's. Protective 
rates for a number of non-essential consumer goods seem to have doubled 
during the 1950's. Of particular significance is that the domestic pur
chasing power of a given quantity of exports declined steadily in the 1950's. 

The dismantling of the exchange-control system during the early 
1960's did not represent a significant liberalization in the sense of sharply 
reducing the differences in production incentives among the various 
import sectors. For example, the real effective exchange rate (purchasing
power-parity adjusted EER) of imported non-essential consumer items 
in 1963 was 2.65 times as large as that for imported essential cunsumer 
goods, and that for non-essential producer goods in 1963 was 1.52 times 
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as large as that for essential producer goods. These figures are higher
than the same ratios in 1959, although the 1959 figures do not include 
any varcity premia due to exchange controls. The incentives gap between 
traditional exports and import-competing sectors also remained high. 

From 1963 through 1969 the relative protection between essential 
and non-essential consumei goods as well as between essential and non
essential producer goods remained the same. However, the real cost of 
imports declined in absolute terms somewhat between 1963 and 1969. 
Nevertheless, this cost was still between 1.7 and 5.0 times larger than in 
1949. One encouraging development after 1963 was the shift in incentives 
in favor of firms producing new exports. Between 1963 and 1969 the 
PPP EER for new exports increased in contrast to the general decline 
for import transactions. However, this rate still remained low compared 
to those in the import-competing sectors. 

The 1970 exchange crises brought about not only further substantial 
increases in nominal effective exchange rates but also in real effective 
exchange rates. These rates declined somewhat in 1971 but still were at 
record heights. The cost of sustamni- an economic expansion by foreign
borrowing, much of it of a short-te:,.a, limited nature, was the eventual 
need to raise the real domestic costs of importing and to shift production 
incentives again in favor of exporters. 

VI. RESOURCE-ALLOCATION AND GROWTH EFFECTS OF 
PHILIPPINE IMPORT-SUBSTITUTION AND
 

EXPORT-PROMOTION POLICIES
 

This section concludes the paper by analyzing the effects of the 
different exchange-contrel regimes and other development policies on 
the industrial allocation of resources, the distribution of income, and the 
rate ofgrowth in the economy. 

A. Resource-Allocation Effects 

Evidence on changes in the pattern of production within the 
Philippines is consistent with the hypothesis that the differential incentives 
associated with the exchange-control and other protective policies pursued
by the Government did contribute to an acceleration of the industrailization 
process during the 1950's, as well as to a diversification of manufacturing
activities. Export activities, on the other hand, tended to be penalized 
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during this period in terms of their ability to attract productive resources, 
thereby undermining the possibility ofcontinuing the kind of industrialization 
program that had been undertaken. 

Manufacturing: As is evident from Table 18, which presents
calculations of output composition and growth rates from the turn of 
the century to 1961, the shift towards manufacturing and other non
agricultural activities during the 1950's should be regarded as the continuation 
of an established trend rather than as an entirely new development. 
Indeed, it seems reasonable that a significant share of the rapid growth
in manufacturing during the 1950's was part of the kind of "catch-up"
growth that one would expect in view of the stagnation and destruction 
during the wartime years. For example, not only was gross value added 
in manufacturing output in 1948 still 21 per cent below its pre-war
level, but the population of the country was 20 per cent greater in 1948 
than 1939. Nevertheless, the fact that the manufacturing growth rate 
between 1948 and 1961 was 2.3 times as great as the best deca!c of manu
facturing growth of the 1902-1948 period does suggest that the strong
economic incentives offered to most industrial sectors after World War 11 
contributed to aquickening of industrial growth. 

What is more evident than the impact of trade and payments
policies on the overall growth rate in manufacturing is the effect that 
these policies had on increasing the degree of diversification in manu
facturing. This diversification is brought out by Table 19 which presents
estimates of the distribution of activities within the manufacturing sector 
from 1902 to 1970. From 1918 to 1948, the food, beverages, and tobacco 
sector accounted for between 60 and 65 per cent of all value added 
in the manufacturing sector. However, between 1948 and 1956, the share 
of this sector dropped to 44 per cent with such industries as textiles, 
chemicals, basic metals, machinery, transportation, and miscellaneous manu
factures showing significant increases. From 1956 to 1965, the food,
beverages, and tobacco share declined only moderately to 40 per cent,
although there were important shifts within the rest of manufacturing.
The machinery and transport equipment industries, for example, grew
from 4.3 per cent of all manufacturing activity in 1956 to 7.6 per cent 
in 1965. Between 1965 and 1970 the food, beverages, and tobacco share 
again dropped significantly to 34.7 per cent, while the machinery and 
transport equipment share rose to 10.4 per cent. 

The main means of stimulating domestic production in both new 
and old manufacturing lines was to protect local industries from import
competition and thus shift domestic demand away from foreign goods and 
towards domestically produced substitutes. That import-substitution occurred 
on a widespread basis, especially between 1948 and 1956, is evident from 
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Table 18: 	 Gross Value Added in Agriculture, Manufacturing
and Other Non-Agricultural Activities, 1902-1961 

ANNUAL
 
iZRCENTAGE DISTRIBUTION GROWTH RATES (Compounded)a 

OTHER 	 OTHER

YEAR AGR. MrG.NON-AGR. AGR. MFG. NON.AGR. TOTAL 

1902 55.0 13.0 32.0 - -. 

1918 60.4 12.3 27.3 5.4 3.8 3.5 4.7 
1928 53.7 16.3b 0.7 4.73 0 .0 b 2.7 1.9 
1938 46.6 21.2 32.2 0.5 4.6 2.7 1.9 
1948 49.1 17.5 33.4 0 -2.3 .0.2 .0.5 
1961 33.6 28.0 38.4 3.8 10.9 8.1 6.8 

a The growth rates refer to the period between the year for which the rate listed 
and the previously listed year.

b Since for 1928 Hooley does not breakdown the share of non-agricultural 
activities in grow value added into its manufacturing and non-manufacturing
components, the averages in 1918 and 1938 of these components are applied to 
the 1928 share of all non-agricultural activitiesin gross value added. 

Source: Richard W. Hooley. "Long-Term Economic Growth in the Philippines.
1902-1981." Tables 1 & 3, in Growth of Output in the Philippines, Papers
presented at a Conference of the International Rice Research Institute. 9-10 
December 1966. 

Table 20. The ratio of imports of all manufactures to the gross value 
of manufacturing output fell from 1.13 to 0.55 between 1948 and 1956, 
and then declined more slowly to 0.42 by 1968. 

The Government's protection policy was guided throughout the 
two decades by the principle that importation of basic necessities con
sumed by low income groups and essential intermediate and producer
goods should be as liberal as possible, provided they could not be 
produced domestically except at very high costs. Industries involving
relatively simple processing activities that gave son'e promise of being
able to produce on a reasonably efficient basis were given tax assistance 
as "new and necessary" industries and were also aided by very tight 
Import restrictions. Many production lines that could not be regarded as
"new and necessary" even under a very liberal interpretation of this 
phrase did, nevertheless, benefit from high levels of protection designed 
to free foreign exchange tor imports of essential consumer and producer
goods. To this extent, the regime thus tended to divert scarce resources 
Into non-essential uses. 
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Table 19: Distribution of Value Added of Philippine Manufacturing 
by 	 Industry Groupsa 

(percentages) 

SIC 
Code
 

1938 1956 1960 1961 1970
No. Iadostry 1902 318 1948 

20.22 	Food Manufacturing, 
Beveragesand Tobacco 
Products 62.6 65.8 64.0 60.6 43.8 41.2 40.1 84.7 

0.5 0.5 0.8 2.6 3.7 4.6 4.7 8.623 	 Textile Products 

24 	 Footwear and Other 
Wearing Apparel 5.9 3.5 7.8 6.6 3.1 3.0 7.0 4.3 

4.0 4.6 4.425 	 Wood and Cork Products 8.0 5.4 5.3 9.7 5.0 

26 	 Furiture and 
1.9 1.8 1.3 0.9 1.4 09Fixtures 2.3 1.3 

27 	 Paper and Paper 
Products 0.0 0.0 0.0 0.0 1.7 2.3 2.1 2.9 

28 	 Printing and 

4.9 1.7 3.6 3.7 3.3 3.2 4.1 2.7Printed Products 

29 	 Leather Products 0.7 0.3 0.1 0.0 0.2 0.3 0.3 0.3 

3.2 2.9 4.0SO 	 Rubber Products 0.0 0.0 0.0 0.6 0.9 

S1 hernical ind htemical
 
Products 1.9 10.9 
 6.9 2.9 9.9 10.0 9.1 9.9 

32 	 Products of Coal md 
a 0S SPetroleum .. 

33 	 Non.,Miallic Mineral
 
Products 3.9 
 0.7 3.3 2.1 4.7 .? 4.4 3.7 

54,35 	 Basic Metal and
 
Metallic Products 
 0.9 0.8 0.7 1.9 4.7 8.0 6.5 8.9 

36.57 Machinery 3.6 0.8 0.2 0.5 2.1 4.2 4. 6.9 

38 	 Trasponlton 
... 1.3 0.4 1.0 2.2 2.2 2. 3.3Equipment 

391 	 Miscellaneoua 
5.7 1.2 8.2 5.2 7.3Manufacture, 4.2 5.9 3.9 

Total 	 Manufacturing 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 

a 1002-1960 at 1938 pie,: HS and 1970at cumnt prices. 

Nigiligible. 

Included in iaeealaneou manufsturni. 

Souse".: 1902-1960: Salvador C. Unafa "A Study of PhUippiln Iiaaufaetotuif, from 1902 to 1960," 
in S. C. Umanta.Growth of Output of PhtWppinsManuf•turing: 19031111,11' i Glowth of OsdiPr 
it In. PSlhepplna. Paper; presented t a confermnce asVia lutanmationd Rice Reseab ltmtutw. IN 
Samos.Laguna. December 9.10. t06; 1961 and 1970: NatUonalEconomte Council, Ths 9atbkfW 
Report. XIII, No.1 Jmssuan.lMarh 1969) midXV. No. 2 (AplAI-Juns.1971). 
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Table 20: Import Substitution in Manufacturing 
Grm DomeSic Imports (fob. RoIo or Vale .'mpocts 

No. b? by Sector to Value of
 
(.m) 
 (ee cnot) 	 Pi.ude -.

1943 is" 1960 1368 1S 1956 1960 168 '9"3 1956 19o 19, 
20 Food. Mamafacteed 26.4 	 2. W17 25.3 17.4 14.0 11.5 
21 ew GaIg 7.3 6.5 58 1 0.47 0.24 0.16 0.15 
22 Tobacco Products 8 LLO 3S 3.4 1.4 0.1 0.8
 
23 Testile 1.. 
 S3 3.0 7.1 19.2 1i.8 5.0 3.3 6.32 1.11 0.27 0.22 
24 	 Footwe r Cer
 

wearing A 6.5 3.3 1.7 
 2.4 	 0.3 0.2 0.1 0.45 0.0d0 0 2d 
25 Wood and Cosk Pmducb ! .6 4.5 5.3 0.3 .04 0.1 0.04
 
26 Frnitnure and Fixuwes 
 L 0.9 0.6 0.4 0.03 0.02 0.01 0.1,j 0.05 0.01 0.01 0.01 
27 Paper and Paper hoducts 0.1 2.0 33 2 3.0 3.6 2.5 2.4 43.79 0.98 0.33 0.35
23 Printed Material 2.6: 2.8 2.3 1.9 0.9 n.a. n.. na. 0.35 hn. 2,. un.J
29 Leather and Leather Products 0. 0.3 0.4 0.3 0.9 0.7 0.4 O.03 11.60 1.22 0.33 0.07 
30 Rubber Products c 0.9 3.3 .4 2.0 2.9 0.6 0.6 ukn. 1.65 0.07 0.11 
31-32 Cheidals and Fetroirum

Products 1.5 2.3 12.4 14.4 1.9 7.7 9.0 9.5 3.76 0.34 0.33 0.28
33 Non-mcetalic &InerA Product I.4 	 3.9 3.1 3.6 2.2 3.0 .1 1.0 1.73 0.22 0.15 0.12 
34 Basi ietal Products nn. 0.8 1.6 2.9 Vn. 15.2 L.3 2.8 u6n. 10.26 212 0.61 
35 Fabricated Metal Products 3.9 3.8 4.9 4.7 3.0 2.3 3.7 10.41 0.17 0.32 
36 Machinery. except Electrical 2.8 0.3 0.8 1.3 5.0 15.2 14.3 20.7 6 10.26 7.65 6.76
37 Electrical Machinery 0.8 2.7 .1 2.9 3.8 3, S.3 [2A65 0.36 0.71 
38 Trmsporation Equrpmnwn 2.5 2.9 3.2 4.9 5.7 38.2 12.S 1.12 2.66 3.01 
39 Miscellaneous lanufactures 1.4 7.7 6.6 7.9 5.5 3.1 3.1 3.7 4.33 0.22 0.19 0.20 

All ndisris: Total (per crnt) 100.0 300.0 	 100.0 100.0 100.0 100.0 100.0 100.0 1.13 0.55 0.42 0.42 
Total Valur 
(current P orn) 3,040 1.842 3.244 10.723 1.172 1.012 1.371 4.486 

a 	 1949 tnds data n usuedwith 1948 production data. since the Central Bank'. un: Not anltable. 
iseson imports does not bejn until 1949. Sine Imports in 1949
wrt almost the um* as in 1945. I.e. 8586 million "ant, 393 mllion. loeaes: Central Bank. Stsbtical Bulletin. Dacembar. 
 1969: Unlted Natl..oand the Import contrUl progra was not effective until 1960, thi should Yearook of lunsmatfiofl fude Statistics; buSam of Ceanout bin thetvapontSsutxutttirstnmults. 	 and miatkties

Annual Servr of nbansactsres: 1950. Vol. I (blella: bureau of PisUons&
1958); Annual Burner of Mautactur s: 1960. Vol V (1962); Ainfod

b 	 Inclu induste24 md 30. Sure, or' Aenafecfuresa1965. Preliminary Report. Uetad Natiom. The 
Growth of Work Iltfdsi . J938-1961: National T bis (1963).• 	 Ineluded in Industr 24. 

d 	 The rao of Imports to wm aue of prodweUonfur Indsties 34 and 30 
eombined m0.2 In 1986. 0.22 In 1960 and0.07 to 1943. 



Two other important features of the industrial structure developed 

In the 1950's are that manufacturing production became both increasingly 

capital-intensive and more dependent on imports of producer goods. The 

upward trend in the capital/labor ratio is evident from the figures in 

Table 21. Between 1950 and 1959 both the output/capital and output/labor 

ratios rose. However, the latter ratio increased considerably faster than 

the former, so that the capital/labor ratio rose 74 per cent between 

these years. After 1959 the output/labor ratio continued to rise, though 

much less rapidly, but the output/capital ratio fell. Thus, both of these 

changes operated to increase the capital/labor ratio. Since by 1968 the 
output/capital ratio had declined to its 1950 level, the more-than-doubling 

of the capital/labor ratio in manufacturing between these years can be 

attributed entirely to the increase in the output/labor ratio, i.e., to the 

failure of employment in manufacturing to rise commensurately with 
production. 

The increase in the degree of import dependence of the industrial 
sector during the 1950's is shown in Table 22 by the fact that both 
the ratio of imported intermediates to industrial value added and that 
of imported investment goods to industrial value added rose between 

1949 and 1960. However, by 1964 the-ratio of imported investment goods 
to value added had declined to its former level, presumably because of 

the slowdown in growth of industrial capacity that was associated with 

the decontrol period. 51 

These resource shifts during the period of exchange control are 

consistent with what one would predict based on a knowledge of the pro

tective pattern of the exchange regime. The economic subsidies granted 
on imports of raw materials and capital goods coupled with the protection 
given to the final output of previously imported, non-essential goods 
pulled resources into capital-using and import-dependent industries. The 
use of capital-intensive methods of production was also thereby en
couragedt in any given industry. 

Employment: in countries with a high rate of population 
growth such as the Philippines, an especially important economic goal 
is to create enough new jobs to match the increase in the labor force. 
Fortunately, although the labor force growth rate has averaged 3 per cent 
between 1956 and 1970, employment has increased at a 3.3 per cent 

51 The decline from 0.25 to O.1i between 1960 and 1964 makes one view this 

figure with some suspicion, however. Table 23, for example, indicates that the 
capital-goods share of imports declined only fron 19.7 per cent in the 1959-1961 
period to 17.4 per cent in the 1963-1965 period. 
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Table 21: Manufacturing Sector Indices, 1950.1968a 
(1955 - 100) 

CAPITAL/ OUTPUT/ OUTPUT/ 
LABOR CAPITAL LABOR 

1950 	 61 106 65 
1951 	 76 103 78 
1952 	 87 100 88
 
1953 96 97 92
 
1954 99 100 99
 
1955 100 100 100
 
1956 97 108 105
 
1957 92 117 108
 
1958 103 120 123
 
1959 106 124 131
 
1960 118 114 136
 
1961 121 113 137
 
1962 118 117 139
 
1963 124 119 147
 
1964 127 112 142
 
1965 	 126 109 138
 
1966 	 132 108 142
 
1967 	 139 106 147 
1968 	 142 107 151 

a 	 Data refer to manufacturing establishments employing five or more persons. 

Output is measured in value-added terms at constant prices. Capital consists 
of fixed assets and inventories and is also measured in constant prices. 

Source: George L. Hicks and Geoffrey McNicol. Trade and Growth In the 
Philippines(Ithaca: Cornell University Press. 1971) P. 68. 

rate. 52  Unemployment, however, has been significant over this entire 
period. Between 1956 and 1971 it averaged 7.7 per cent of the labor 
force in May and 6.8 per cent in October and exhibited no clear-cut 
trend. On an urban-rural breakdown (available only since 1965) the data 

52 	Mahar Mangahs, "A Broad View of the Philippine Employment Problem." 
Paper presented at SEADAG Seminar in "Employment Creation Strategies for 
Southeast Asian Economies." Atlanta. 7-10 December 1972. The data In the rest 
of the paragraph are from the paper. 
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Table 22: Imported Industrial Inputs Relative to Industrial 
Value Added, 1949-1964 

(in constant prices) 

Ratio of Ratio of Ratio of 
Imported Inter. 

mediate goods to 
Imported Invest-
ment Goods to 

Imported Inter. 
mediate and Investment 

Year 
Industrial Value 

Addeda 
Industrial Value 

Addeda 
Goods to industjlil 

Value Added 

1949 0.36 0.13 0.49 

1953 0.46 0.16 0.61 

1960 0.60 0.25 0.85 

1964 0.59 0.15 0.74 

a Industrial value added equals the sum of value added in the manufacturing, 
mining, construction and transportation sectors. 

Source: D. S. Paauw and J. L. Tryon. "Agriculture-Industry Interrelationships
in an Open Dualistic Economy: The Philippines, 1949-1964." in Growth of Output

Philippines, presented of thein the Papers at a Conference International Rice 
Research Institute. 9-10 December 1966. 

show a rate of around 9 or 10 per cent in urban areas in contrast with 
4 to 7 per cent in rura! areas. Needless to say, these figures do not 
begin 'iotell the story of the extent of underemployment. 5' 

The various trade, monetary, and fiscal policies designed to increase 
the relative importance of the manufacturing sector have not been the 
most desirable policies in terms of increasing employment. The elasticity
of employment with respect to value added in manufacturing is the lowest 
of all the productive sectors. For example, studies by Mangahas, Meyers, 
and Barker and by Oshima place this elasticity at 0.5 in manufacturing
in contrast to 2.5 for mining, 1.2 for transportation, 1.3 for commerce,
1.1 for services, 0.7 for agriculture, and 1.0 for construction.64 The 

53 Mangahas, IbId.. p. 7. 

54 Mahar Mangahas. William H. Meyer and R. Barker. Labor Absorption In Philippine
Agriculture (Paris: Organization for Economic Cooperation and Development, 1972)
and Harry T. Oshima, "Labor Absorption in East and Southeast Asia," Malayan
Economic Review, 16: (October, 1972). as reported by Mangahas, Op. cit., p. 9. 
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comparatively low employment-creating nature of the industrialization 
process can also be brought out by noting that, although the real stock 
of capital utilized in manufacturing increased 428 per cent and real output
in manufacturing rose 430 per cent between 1950 and 1968, employment 
in this sector increased only 128 per cent. 55 

Export: As industrial production in the Philippines has become 
highly import-dependent, the ability to earn foreign exchange through
exporting has become increasingly important for continued growth of the 
economy. The average annual increase in the volume of exports over the 
entire 1950-1970 period was 5.5 per cent. This can be demarcated 
into an annual rate of 5.9 per cent from 1950 to 1960 and a 5.0 per cent 
rate between 1960 and 1970. 

Although one usually thinks of the Philippines as a primary
product exporter, actually six of the ten leading exports as of 1969 
were classified as manufactured products in the Census of Manufactures: 
namely, sugar, coconut oil, desiccated coconut, canned pineapples, veneer 
and plywood. These six items accounted for 36 per cent of total exports 
in 1949 and 32 per cent in 1970. The other four major exports products,
accounting for around 50 per cent of the value of exports in both 1949 
and 1950, are copra (dried coconut meal from which coconut oil is 
extracted), abaca (the source of Manila hemp), logs and lumber, and copper 
concentrates. Although the total export contribution of these four primary
products has remained roughly the same between 1949 and 1970, there 
has been a sharp shift within the group. The two agricultural goods, 
copra and abaca, constituted 48 per cent of the total export value in 
1949, whereas logs and lumber and copper concentrates amounted to 
only 2 per cent. By 1970 copra and abaca had dropped to 9 per cent and 
logs and lumber and copper concentrates had risen to 41 per cent. 
Minor exports accounted for 24 per cent of all exports in 1949 and 17 
per cent in 1970. 

Exports of sugar have been almost entirely a function of the 
U. S. quota, since the U. S. has been an extremely profitable market 
for foreign producers. Except for a few short periods, the U. S. price
has always been above the world price in postwar years. In early 1970,
for example, the U. S. price for raw sugar was 6.88 cents per pound,
whereas the world price was only 3.27 cents per pound. Aquota of 980,000 
short tons (raw value) was first granted to the Philippines in 1934.56 

55 George L. Hicks and Geoffrey McNicol, Trade and Growth In the Philippines 
(Ithaca: Comell University Press, 1971), p. 68. 

56 Philippine Sugar Handbooh. 1970. pp. 13-14. The following data on the quota 
system are also from this source. 
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(The Virgin Islands, Cuban and Puerto Rican as well as U. S. producers 
also were allocated quotas.) This was not changed until 1960 when 

the quota was increased by 70,000 short tons. Shortly thereafter, an 
embargo was placed on Cuban sugar and additional imports from other 

foreign producers were permitted. Between 1960 and 1962 the Philippines 
was able to sell to the U. S. almost 800,000 tons more than its regular 

quota. Although the supplementary allocations due to the Cuban embargo 

were graduaUy reduced, a further 76,000 short tons of sugar imports 
were allowed each year under the Sugar Act of 1965, bringing the quota 

to 1,126,000 tons. Subsequently, 47 per cent of any short-fall in the 
quota exports of Puerto Rico and the Virgin Islands was added to the 

permissible imports from the Philippines. Except for the drought year 
of 1957 as well as in 1961 and 1963, the U. S. quota has in effect been 
filled since 1954, when the industry first regained its prewar capacity. 

The other major food export of the Philippines, namely, coconut 
products (mainly in the form of copra, desiccated coconut, copra meal 
and coconut oil) has declined significantly in relative importance since 
the early 1950's. In 1950, for example, the export value of these four 
products amounted to 54 per cent of the value of all exports; by 1970 
this had fallen to 20 per cent. However, despite this decline in coconut 
products as a whole, the export share of coconut oil actually rose from 
about 4 per cent in 1950 to 9 per cent in 1970. A major reason for 
this seems to have been the fall in ocean freight rates for coconut oil 
due to the introduction of bulk tankers.5 7 The export share attributable 
to copra meal or cake also increased slightly. 

The coconut oil and desiccated coconut industries have been 
helped by tax preferences in the U. S. market. A study of the effect of 
preferential treatment on the Philippine economy between 1900 and 
1940 indicates that the degress of processing in the coconut industry 
as well as the sugar and abaca industries was increased significantly 
as a result of the preferences granted by the U. S.58 Until 1974, imports 
of Philippine coconut oil into the U. S. will pay only a one cent per pound 
duty, whereas imports from other foreign producers will pay 3 or 4 
cents, depending upon whether or not they are members of GATT.59 

Similarly, imports of desiccated coconut from the Philippines are subject 
to only 60 per cent of the 1.75 cents per pound tariff. In 1974, when 

U. S. - Phi~lppine preferential arrangements end, coconut oil from the 

57 George L. Hicks and Geoffrey McNicoil, Op. cit., pp. 194-195. 

58 Lee Douglas Badgett, The Response of Processing Activity to Preferential Tariff 
Reductions: The Philippine Case, 1900 to 1940, Yale Ph.D. Dissertation. 1971. 
p. 182. 

59 National Economic Council. Four-Year Development Plan, FY 1971-74. p. 58. 
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Philippines will be subject to the full 4 cents per pound and the desiccated 
coconut to the full 1.75 cents per pound. The view seems to be that the 
elimination of preferential treatment will not significantly affect these 
two industries.60 

The slow growth of exports during the latter part of the 1950's 
and again in the latter part of the 1960's (periods when industrialization 
was vigorously pursued) and the rapid export growth of the early 1960's 
and 1970's (periods when the exchange rate was permitted to seek its 
market level) demonstrate clearly the sensitivity of the export sector 
to price incentives. This sensitivity is confirmed in more detail in a study 
of' export supply equations by Bautista and Encamaci6n.6 1 If one 
hypothesizes that the Philippines had followed an equilibrium exchange-rate 
policy between 1950 and 1967 and, furthermote, that this resulted in 
a rate equal to the effective exchange rate applicable to essential producer 
goods (a seemingly reasonable assumption), then on the basis of their supply 
elasticities annual exports in this period would have been 20 per cent 
above their actual levels. 

B. Growth Effects 

There seems no doubt that the Philippine exchange-control system 
played a significant part in the industrialization activities of the country 
during the early 1950's. The emergence of exchange controls as a sig
nificant allocating device was related generally to the immediate postwar 
consumption boom, but more specifically to the election year exchange 
crisis oi 1949. By greatly restricting imports of non-essential consumption 
goods and non-essential producer goods while adopting a liberal import 
policy with respect to intermediate inputs and capital goods, the Govern
ment's actions led to high profit rates in many import-competing manu
facturing lines and, as pointed out earlier, thereby brought about a major 
shift of resources into the manufacturing sector. Various other fiscal and 
monetary policies re-enforced this pattern of development, but the 
scarcity-creating effects of restricting imports of so-called "non-essential" 
manufactures through exchange controls was the major means of promoting 
industrialization. 

From the beginning of the exchange control period in 1950 to 
1956, growth in the manufacturing sector proceeded at an average 

60 	National Economic Council, Op. cit., pp. 58-59; also based on conversations 
with officials of the Development Bank of the Philippines. 

61 	 Romer M. Bautista and Josi Encamaci6n. Jr.. "A Foreign Trade Submodel of 
the Philippine Economy. 1950-1969." Discussion Paper. No. 71-28, Institute of 
Development and Research. School of Economics, University of the Philppines. 
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annual rate of 13.5 per cent, whereas growth in the agricultural sector 
took place at an average annual rate of about 6.4 per cent. Real net 
domestic product rose on the average 8.0 per cent per year. By most 
standards, all of these growth rates would be judged to be highly satis
factory. Moreover, these growth rates were achieved with a ratio of gross 
domestic capital formation to GNP that averaged only about 13 per cent. 
After 1956, however, growth rates in the Philippine economy slackened, 
especially in the manufacturing sector. The real growth rate in this sector 
dropped to an annual average of 6.3 per cent from 1957 to 1960 and to 
only 4.0 per cent from 1961 to 1965. Net domestic product rose at an 
average annual rate of 4.6 per cent from 1957 to 1960 and at 5.0 per cent 
from 1961 to 1965. Thereafter, growth rates accelerated somewhat to 5.2 
per cent for manufacturing and to 5.6 per cent for net domestic product
from 1966 to 1969. In 1970, manufacturing growth fell to only 2.0 
per cent but increased to 7.4 per cent in 1971. Net domestic product 
increased at rates of 4.5 per cent and 3.3 per cent, respectively, in 1970 
and 1971. 

As many countries have discovered, during the early period of 
an Import-substitution program it is relatively easy to maintain a high 
growth rate in the manufacturing sector by diverting consumer demands 
for simple manufactures from foreign to domestic producers. But, it 
becomes increasingly difficult to maintain growth rates in this sector 
above those in the rest of the economy as the ability to capture established 
market-demands narrows and local manufacturers are forced to enter 
mr':e technologically complex or capital-intensive product lines. Since 
import-substituting production relies heavily on imports of raw materials 
and capital goods, the growth rate may also be constrained by a shortage 
of foreign exchange. 

The narrowing of import-substitution opportunities for simple 
consumer goods appears to have been the most important factor in 
accounting for the slow-down in manufacturing growth after the mid. 
1950'.. As Table 23 indicates, the extent to which consumption demand 
was diverted from the foreign sector to domestic producers was very 
impressive in the early 1950's. The share of consumption goods in imports 
was reduced from 37 per cent in 1949 to 18 per cent for 1955-1957. 
The capital-goods' share rose somewhat between these years but the greatest
increase occurred in the intermediate-goods sector. As already pointed
with respect to Table 20, the extent of import substitution in these early 
years was very significant in many industries. 

The Government had no wish to limit Industrialization to the 
easily captured markets for very simply processed manufactures. It con
tinued to tighten controls over the mportation of those consumers 
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Table 23: Distribution of Imports: 1949-1968 
(Per cent)
 

1949 1951-53 1955-57 1959-61 1963-65 196749' 

Producer Goods 62.7 76.8 81.7 86.1 83.9 87.9 

Machinery and 9.9 9.1 11.0 19.7 17.4 19.9 
equipment 

Unprocessed raw 
materials 1.0 1.6 4.2 10.4 15.4 13.1 

Semi-processed 
raw materials 41.6 48.0 51.3 45.8 45.9 50.2 

Supplies 10.1 18.0 15.2 10.2 5.1 4.5 

Consumer Goods 37.3 23.2 18.3 13.9 16.4 12.1 

Durable goods 2.5 1.6 1.3 0.8 1.0 1.1 

Non-durable goods 34.8 21.6 17.0 13.1 15.4 11.1 

'Firt half of 1969 only. 

Source: 	 John H. Power and Gerardo P. Slcat. The Philippines: Industrialization and 
Trade Policies (London. Oxford University Press. 1971). p. 39. 

and producer goods that seemed capable of being produced at not
 
"unreasonable" costs within the Philippines. By 1959, non-essential 
 con
sumer and producer goods constituted only 1.1 per cent and 3.7 per cent
 
respectively of total imports, while essential producer goods reached
 
61.3 per cent. 

One of 	the most interesting aspects of Philippine growth that 
first becomes noticeable during the mid-1950's and continued until the 
mld-1960's is the general increase in the ratio of gross domestic capital 
formation to gross national product. This was not due to a relative increase 
in the inflow of foreign funds, but rather to a sharp increase in personal 
and corporate savings (especially the former). In 1953-1954 these two 
categories of savings constituted 80 per cent of total net savings (general 
government and net borrowing from abroad making up the rest), whereas 
in 1958-1959 they amounted to 91 per cent of net savings. It is tempt
ing to 	 argue that the import-substitution program helped to increase 
domestic savings by creating very attractive profit opportunities in manu
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facturing, thereby encouraging own-savings. Sicat and Hooley in a study 
of investment demand for 200 firms found, for example, that profits 
were by far the major determinant of gross investment. 62  However, 
since the investment ratio continued to rise during and after the liberalization 
period and there was no significant change in the rate of this increase, 
it does not seem possible to say that the exchange-control system (or the 
liberalization program) had any significant effect on the investment ratio. 
A detailed study of savings patterns in the country is very much needed 
and perhaps, after this is made, some relationship between the nature of the 
exchange-control regime and savings propensities may be found. 

The rise in the ratio of gross domestic capital formation to GNP 
implies that given increments in the capital stock of the Philippines 
resulted in successively smaller increments in output, i.e., the incremental 
capital-output ratio increased. This trend can be observed from the be
havior of the ratio of the annual volume 6f gross domestic capital formation 
to the yearly change in gross domestic product (GDP). The average 
yearly level of this ratio during various sub-periods from 1946 to 1971 
is as follows: 1946-1950, 1.03; 1951-1955; 1.62; 1956-1960, 3.08; 
1961-1965, 3.67; 1966-1971, 3.8.63 The rise in this figure after 1955 
is especially remarkable and confirms that the system of incentives 
established by the Government increasingly shifted production into highly 
capital-using forms after this date. The upward trend also occurred in 
the manufacturing sector. In this sector the ratio of the change in the real 
value of fixed assets to the change in real value added is as follows: 1958, 
0.55; 1960, 0.63; 1962, 0.99; 1964, 0.99; 1966 and 1968 (average), 
0.85.64 

An important complement to the increased savings response 
has been the emergence of an active entrepreneurial group within the 

62 Richard W. Hooley and Gerardo P. Sicat, "Investment Demand In Philippine 
Manufacturing." Institute of Economic Development and Research, School of 
Economics. University of the Philippines. Discussion Paper 67-2 (1967). 

63 The yearly figures are obtained by dividing the difference in GDP between 
two successive years into the volume of gross domestic formation in the latter 
year. Because of abnormally high figures, the ratios for 1948-1949. 1951-1952. and 
1966-1967 are combined with those for one year later. The source of the data. 
which are in real terms, is the national accounts of the Philippines as given
by the Office of Statistical Coordination and Standards in the National Economic 
Council and reported in various issues of the Statistical Reporter. 

64 The ratios refer to the changes in the real value of fixed assets and real value added 
between the given date and two years prior to the given date. The years 1966 
and 1968 are combined because of unusually high and low ratios, i.e., 3.27 and 
0.50. respectively. The source of the data is: Bureau of Census and Statistics, 
Preliminary Report on the BCS Annual Survey of Manufactures, 1968 (Manila: 
1970). The eadlest survey in manufacturing is 1956. 

112 



Philippines. As has been documented by others,6 5 vigorous anda eco. 
nomically bold group quickly moved Into manufacturing from such activities 
as commerce, finance, and traditional exports. Thus, in terms of helping
to create an entrepreneurial group, the industrialization program was success
ful, even though this accomplishment might have been achieved at lower 
resource costs. 

As noted in discussions of several economic variables, e.g., growth
rates and incremental capital-output ratios, the nature of post-World War II
economic growth in the Philippines prior to around 1955 or 1956 seems quite
different than after these years. A study of the sources of economic growth
between 1947 and 1965 by Jeffrey Williamson analyzes this difference in 
some detail. 66 In the 1947-1955 period he finds that the sources of the 
average annual aggregate growth rate of 7.3 per cent can be attributed 
te the following factors: increase in the labor force, 1.93 per cent;
increase in the stock of land, 0.30 per cent; increase in the capital stock 
0.99 per cent; and technical improvements, 4.08 per cent.6 7 The average
annual growth rate for 1955-1965 was only 4.5 per cent and can be 
broken down as follows: labor, 1.93 per cent; land, 0.36 per cent; capital
1.68 per cent; and technical change, 0.53 per cent. The sharp increase 
in the relative importance o.' capital's growth contribution in the second 
period and the significant decline in the contribution made by technical 
change in this period underscore the basic differences in the nature of 
growth prior and after the mid-1950's. 

Williamson suggests that the high contribution of technological
improvements in the first period is related to the fact that this period
is one of revival following war-time destruction.68 He notes, however,
that in the 1955-1965 reriod increasing the productivity of traditional 
inputs has been unimpressive, not only with respect to the earlier period,
but also in comparison with such countries as Taiwan or Japan. The 
analysis here seems to indicate that the rapid growth rate for 1947-1955 
also was partly due to an initially successful import-substitution program
that diverted purchases of simple manufactured goods from abroad to 
the Philippine's domestic sector. After the mid-1950's it became much more 

65 	See John J. Carrol. The Filipino Manufacturing Entrepreneur (Ithaca: Cornell 
University Press, 1965), and Golay, Op. cit., pp. 408-409. 

66 Jeffrey G. Wiilamson. "Economic Growth in the Philippines, 1947-65: The Role 
of Traditional Inputs. Education and Technical Change" (Institute of Economic
Development and Research, School of Economics, University of the Philipplne.
Discussion Paper No. 67-8, 1967). 

67 These figures and the following figures are from Willianson. Ibid., p. 25. 
His assumption Bdata are reported. 

68 Willamson, Op. cit., p. 21. 
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difficult to raise growth rates by import-substitution. However, the pattern of 
protection and subsidization still made investment in capital-intensive
industries and the use of capital-intensive methods in general appear to be 
potentially profitable. Thus, the rate of growth in the capital stock 
increased, even though the overall growth rate declined. 

Another aspect of the difference in the nature of growth after the 
mid-1950's is the creation of excess capacity in manufacturing. Unfor
tunately, no comprehensive time series on the degree of capacity utilization 
exists, but the fact that there is a little discussion of the problem during 
the first part of the 1950's suggests that excess capacity did not become 
a significant problem until the last part of the decade. In a 1959 questionnaire 
sent out by the American Chamber of Commerce of the Philippines,
28 of the 50 responding manufacturing firms stated that they were 
operating below capacity." The median level of capacity utilization was 
50 per cent. More recent surveys indicate that the problem still exists. 

Another factor that, in addition to the constraints imposed by the 
size of domestic markets, increasingly acted to limit the Philippine growth 
rate after the liberalization episode was the low growth rate of 
export earnings. During the first part of the 1950's insufficient foreign 
exchange with which to purchase producer goods from abroad was not 
a significant problem. The sharp rise in exports at the time of the Korean War 
boom in 1950-1951, the considerable room that then existed for cutting
back on non-essential consumption goods, the large reserves built up
from U. S. aid, and the comparatively low import-requiring nature of the 
early industrialization all prevented this. In the last half of the 1950's 
the problem was also not serious, largely because the value of exports rose 
at an average annual rate of about 10 per cent, due in part to an increase 
in export prices. An expansion of foreign borrowing also helped the foreign 
exchange problem. 

Even though non-agricultural production had become highly import
dependent by the early 1960's, severe pressures on the supplies of foreign
exchange needed for intermediate and investment goods still continued 
to be offset in the first part of the 1960's by the favorable effects of the 
Jecontrol program on exports. However, with the expansion of manufac
turing and infrastructure activities after this period and the consequent 
growing overvaluation of the exchange rate, the constraint imposed on 
growth by the need to import producer goods became more and more 
obvious. The significant rise in imports that was associated with economic 
grovh after 1966 was not financed by growing exports, but instead 

69 	As reported in A.V.H. Hartendorp, Hiatory of Industry and Trade in the 
Philippines (ManUa: Phlippine Education Company. 1961). pp. 444-445. 
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by short-term foreign borrowmg. When sources of this type of borrowing 
became exhausted and exports continued to stagnate, the foreign exchange 
crisis of 1969-1970 brought about a dramatic end to the expansion phase 
and again forced a devaluation in order to generate additional foreign 
exchange. 

C Distributional Effects 

A useful way of gaining insights into the pattern of economic 
development in countries such as the Philippines is to analyze the economic 
interrelationships between the agricultural and industrial sectors during 
the growth process.7 0 The focus of this analysis is the manner in which 
the agricultural surplus required both to feed a growing labor force in 
the industrial sector and to purchase additional producer goods from 
abroad is made available to the industrial sector in exchange for manu
factured goods, and then how this two-way exchange behaves over time 
in response to various development policies and such basic factors as 
population growth and technical progress. 

The Philippines is fortunate in possessing an agricultural sector that 
has long been capable of producing a sizable surplus over and above the 
basic needs of the rural population. This rural population is divided into 
two main groups: (i) those who grow food crops (principally rice and corn) 
for domestic consumption and have a surplus above their own needs, and 
(H) those who produce traditional export commodities. Prior to the deli
berate industrialization efforts of the postwar period, foreign exchange 
earned by the latter group provided the economy with its machinery and 
equipment needs, certain essential intermediate-goods requirements such as 
mineral fuels and lubricants, plus a wide variety of manufactured con
sumption goods, many of which would be considered non-essential in 
terms of basic needs. However, the agricultural surplus was not entirely 
used in importing manufactured goods. A portion was used not only to 
provide the urban services needed to undertake the export and import 
activities but also to purchase some domestically manufactured goods. 
Before World War IIthese local manufacturing activities, which had developed 
as a result of agricultural growth, mainly involved processing food, 
making cigarettes and cigars, and distilling or blending liquors. 71 

In the early 1950's the Government effectively re-channeled a sig
nificant part of the agricultural surplus by introducing exchange controls and 

70 	For an application of this ftamework to the Philippines, see George L. Hicks 
and Geoffrey MoNicoli. Op. cit. 

71 	Marvin C. Goodstein, The Pace and Pattern of Philippine Economic Growth 
(Cornell University, Department of Asian Studies: Data Paper No. 48). July. 1962. 
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greatly limiting imports of so-called non-essential goods. This turned the 
market demand for these products inward and imposed greater demands 
on the uses of the surplus for importing capital goods and intermediate 
production inputs. 

There are several potential obstacles to continued growth under 
these import-substituting conditions. One of the most important of these 
is a failure of the agricultural surplus to grow at a rate sufficient to sustain 
the high import requirements of the industrialization process. Producers of 
traditional export commodities tend to decrease their output levels because 
of the adverse income effects brought about by the higher prices for 
manufactured goods as well as the increasing extent of currency over
valuation that is used to subsidize the industrialization process. As already 
pointed out, a failure of this sort halted the growth efforts of the Marcos 
Administration from 1966-1969. The Govemment shaped a development 
strategy that not only imposed import demands far above reasonable 
expectations of export earnings, but also produced repercussions which 
halted the growth of the surplus. 

A second form in which a decline of the agricultural surplus may
take place is through a shortage of basic domestic foodstuffs that causes 
food prices to rise. During the period of vigorous Philippine industrialization 
efforts in the 1950's, this does not seem to have been a problem. In part, 
the lack of any significant rise in food prices was due to, the fact that, 
at least until recently, the country had displayed features of a land-surplus

7 2economy. Adequate new land and technical knowledge were available 
for the growing rural population to expand food production sufficiently 
to prevent any major pressures on food prices during the 1950's. The 
wholesale price index for domestically produced food (1955=100) was 
104 in t950 and 108 in 1960. However, the Government also used a 
part of the surplus for importing basic foodstuffs, especially rice, In 
order to assure adequate food supplies to the industrialization efforts. 
Actually, as previously noted, the period in which rising food prices
threatened the industrialization process through a rise in money wages 
and a cut in manufacturers' profits was during the decontrol period in the 
early 1960's. 

In terms of the effects of relative price changes in products
sold versus products bought, the agricultural sector was penalized during 
the early period of industrialization. Between the periods 1949-1959, 
average prices of agricultural products for home consumption fell over by
9 per cent and average export prices of agricultural goods by nearly 
6 per cent. On the other hand, between these same periods, domestic 

72 See HMcks and MeNicoll, Op. elf.. pp. 76-87. 
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prices of imported goods rose nearly 10 per cent and prices of domestically 
produced non.agricultural goods remained unchanged. 

The liberalization episode from 1960 to 1965 brought a marked 
improvement in the terms of trade to agricultural producers. Between 
1960 and 1965, prices of agricultural goods for home consumption and 
those for export both increased 38 and 50 per cent, respectively, whereas 
prices of imported goods and non-agricultural domestic goods rose only
25 per cent and 18 per cent, respectively. The terms of trade continued 
to improve somewhat between 1966 and 1969 as the Government's 
borrowing policy was able to hold down the prices of imports. The 
1970 devaluation temporarily worsened the trading terms for agricultural 
producers of domestically consumed items, but by 1971 they had essentially 
regained their 1969 relative position. Traditional exporters, however, gained 
moderately as a result of the peso depreciation. 

As a consequence of the country's ability throughout most of the 
industrialization episode to provide the foodstuffs to feed the expanding 
urban population without encountering significant increasing real costs in 
agriculture, it has been possible to attract labor to the cities without 
bidding up real wages. Indeed, one of the remarkable facts about the 
postwar development period is that real wages have not improved for the 
industrial labor force. The behavior of money and real wages for industrial 
workers together with employment changes isshown in Table 24. During the 
phase of rapid growth between 1949 and 1956 labor held its own, or as in 
the case of unskilled workers, improved its real wage position somewhat. 
The inflation of 1950-1951 reduced real wages sharply, but the Government 
at this time was much concerned about the real income position of lower 
Income groups. Consequently, special efforts were made to keep the prices 
of "essentials" from rising in 1950.1951, and liberal foreign exchange 
allotments continued for this category of commodities after the Korean 
War period. However, in the last half of the decade, real wages fell, 
as they continued to do throughout the decontrol period. Near the end 
of the 1960's when the country engaged in the experience of living
beyond-its-means, real wages began to rise, but this upward movement was 
sharply reversed with the currency depreciation of 1970. 

It should not be concluded from the absence of an increase in 
real wages that labor has not benefitted at all from the country's indus
trializatlon. Real wages in industry have remained about twice73 as high 
in agriculture throughout the entire period, and the transference of 
labor from agriculture to industry has thus resulted in an increase in 
labor's absolute income share. The share of the labor force employed 

73 Hicks and McNicoil, Op. cit., p. 91. 
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Table 24: Wages and Employment in the Non-Agricultural Sector, 1949-71 
(1955 = 100) 

Money Wages Real Wages Zmployment 

Transp. 
un. Un- Com- & 

Skilled skilled Skilled skilled Mir. Constr. mere Comm. Govt. 

1949 102.3 94.6 100.7 93.1 86.2 251.1 97.9 101.4 76.3 
1950 102.2 82.8 97.6 79.1 84.4 175.1 91.5 99.6 78.4 
1951 95.8 89.4 84.5 78.8 85.3 110.3 88.6 94.9 82.8 
1952 97.4 95.6 91.8 90.1 X5.4 127.9 93.1 98.0 H7.7 
1953 99.5 98.3 97.1 95.9 94.0 I 16.8 91.7 9').6 Q".0 
1954 100.0 97.1 99.0 96.1 ()99.6 138.) 95.1 100.1 '12.0 
1955 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 
1956 100.3 101.5 97.7 98.8 100.5 114.9 106.8 106.5 111.4 
1957 100.0 100.4 95.7 96.1 106.2 135.8 119.1 112.1 117.8 
1958 103.5 101.0 95.8 93.5 106.5 151.1 122.3 116.2 121.8
 
1959 105.3 101.8 98.4 95.1 111.6 157.5 121.2 115.5 130.7
 
1960 105.1 101.9 
 94.3 91.4 115.3 167.4 119.7 123.4 133.0
 
1961 104.8 104.4 92.6 92.2 117.0 177.3 119.8 135.0 138.3 
1962 106.1 107.5 88.6 89.7 
 118.8 161.2 125.8 143.8 145.0
 
1963 109.3 113.4 86.4 
 89.6 121.3 161.5 131.1 143.4 152.8
 
1964 111.2 114.4 81.2 83.6 123.3 165.2 135.9 143.5 160.3 
1965 114.4 122.5 81.5 87.3 127.0 173.7 145.0 141.2 164.3
 
1966 120.1 131.4 80.6 88.2 125.6 191.4 141.3 139.6 163.3 
1967 125.7 137.6 79.8 87.3 127.2 185.3 137.9 141.5 164.4 
1968 135.8 153.1 86.0 96.9 130.6 199.9 141.8 146.6 166.6 
1969 143.0 160.3 89.2 100.0 132.5 193.3 140.8 149.7 170.7 
1970 151.9 177.9 80.9 94.5 132A 191.8 140.1 157.3 172.1 
1971 159.9 189.9 71.5 85.1 132.6 193.5 142.6 161.1 174.5 

Source: Central Bank of the Philippines.Statistical Bulletin. December 1971. 

in agriculture declined from 72 per cent in 1952 to 57 per cent by
1967.74 Furthermore, within the urban labor force many have benefitted 
from the relatively greater use of skilled and technical labor as manufacturing
and tertiary (especially government services) have expanded. 

74 VaIdepefla. Op. cit., p. 14. 
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The major beneficiaries of the Government's development policies 
have been those who own or control businesses in the industrial sector. 
Exchange-control as well as related import-substitution policies created 
enormous windfall gains and profit opportunities in the industrial sector 
which were then exploited by a vigorous Philippine entrepreneurial group. 
In response to the incentives devised by the Government, a large share of 
these profits was, of course, plowed back into the economy in the form of 
additional capital, much of which unfortunately merely added to excess 
capacity in the economy. Purchases of such equipment provided jobs 
for foreign workers but ended up in the Philippines as industrial monuments. 

D. An Evaluation of Philippine Development Policies 

In judging a country's development performance, four economic 
criteria are relevant. How well did the country succeed in raising its 
growth rate? To what extent was the country successful in solving the 
problems of open unemployment and underemployment? Did the develop
ment effort help to distribute income more equitably? Were resources 
allocated more efficiently because of the development programs? When 
these criteria are applied to the Philippines, it would appear that the 
country does not receive very high marks. 

The main objective of trade, fiscal and monetary policies in the 
1950's was to accelerate the rate of industrial growth. As already mentioned, 
while it is not easy to separate the type of "catch-up" growth that would 
be expected after World War II from development that occurred in response 
to deliverate policies, a reasonable conclusion is that industrial growth 
was significantly accelerated during this decade by the import-substitution 
policies of the Government. However, once the relatively easy type of 
import-substitution was completed by the latter part of the 1950's, 
the development rate in the manufacturing sector as well as for the economy 
as a whole declined quite sharply. During the decontrol period from 1960 
to 1965 that followed this slow-down, the growth rates for manufacturing 
and real gross national product fell even lower. Not until the 1966-1969 
period did these development rates return to the level of the late 1950's. 
But even the growth rates in this period could not be maintained for long. 
Thus the question arises as to whether different sorts of development 
policies would have brought about higher rates of growth. 

One study throwing some light on this subject is the investigation 
by Gonzalo Jurado into the production cost of exchange controls in 1961.75 

75 Gonzalo M. Jurado. "The Production Cost of Exchange Control in the Philippines. 
1961" (Institute of Development and Research. School of Economics, University 
of the Philippines. Discussion Paper No. 71-16. 1971). Also Gonzalo M. Jurado. 
A Linear Programming Analysis of the Economic Cost of Exchange Control: 
The Philippine Case, unpublished Ph.D. dissertation. University of Wisconsin. 
1970. 
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Using linear programming techniques and comparing actual production
levels with those that would exist under free trade, Jurado estimated 
the production cost of exchange controls in 1961 to be between 0.18 
per cent and 1.65 per cent of gross national product. Presumably one would 
wish to balance the dynamic benefits from import-substitution, especially
in the early 1950's, against this static allocation loss, which became 
relatively more important after the reduction in growth rates in the latter 
part of the 1950's. While any assessment of the net balance of these 
factors can be no more than an educated guess, the present author's
opinion is that it is not obvious that the Government's development
policies, as compared with free trade, increased the growth rate over the 
entire 1949.1971 period. 

A more relevant assessment, however, would involve a comparison
of the Government's import-substitution policies with a set of policies
designed to stimulate more export growth, particularly in the manufacturing 
area. In other words, the Government might have tried to adopt at least 
some of the export-oriented policies of Korea and Taiwan. This does 
not mean that no import-substitution should have occurred. Undoubtedly,
the Government's action of protecting and subsidizing some industries
did help to overcome various market imperfections and correct for various 
technological externalities in ways that improved the dynamic allocation 
of resources. Yet these policies were pushed too far, and it is now
difficult politically and economically to dismantle the inefficient parts
of the industrial system. These parts of the industrial system also retard
potential export growth in manufacturing by being able to bid away
scarce resources from this sector. A more selective use of import-substituting
and export-promoting policies might have resulted in faster growth in
the past and almost certainly would have set the basis for a higher
development rate in the future than the inward-looking policy of import
substitution. Fortunately, within recent years more emphasis has been 
placed on stimulating exports, though probably not yet enough to establish 
a firm foundation for future growth. 

While one's judgement of the Philippine economy between 1949
and 1971 on the basis of the growth criterion is likely to be uncertain, 
an assessment of the country's performance according to the other three 
criteria seems quite straightforward. The economy has not done well 
on the basis of any of these criteria. The distortions in resource allocation 
were examined in detail earlier. The bias produced by the trading regimes
toward capital-intensive production and thus the low employment creation
associated with the country's growth has also been discussed in this section. 
Finally, the failure of the real wages of labor to be any higher currently
than at the beginning of the development efforts and the high profits
fostered by import controls have been analyzed in the preceding section 
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and in this section. Consequently, considering all the criteria and viewing 
the 1949-1971 period as a whole, it seems necessary to conclude that 
the economic policies pursued by the Government were not very successful. 

Appendix I 

Data Used In Calculating Effective Exchange Rates, 
by Exchange-Control Category, 1949.1971 

Exchange Rates 

The EER for a particular exchange-control category and year is 
obtained by increasing (decreasing) the applicable official exchange rate 
by the various trade taxes (subsidies) that must be paid on transactions 
of this type. The exchange rates (in terms of number of pesos per U.S. 
dollar) used in the calculations are as follows: 1949-1959, P2.00 for 
all groups; 1960, essential consumer goods and essential producer goods, 
including those for "new and necessary" industries, P2.08; semi-essential. 
producer goods, P2.10; traditional and new exports, P2.22; non-essential 
consumer goods, semi-essential consumer goods, and non-essential producer 
goods, P2.83; 1961, essential consumer goods and essential prrducer 
goods, including those for "new and necessary" industries, P.92; semi
essential producer goods, P2.93; non-essential consumer goods, semi-essential 
consumer goods, and non-essential producer goods, P3.0; traditional and 
new exports, P2.68; 1962, all groups except traditional and new exports, 
P3.44; traditional and new exports, P3.15; 1963-1969, all groups except 
traditional exports and new exports, P3.90; 1963-1964, traditional and 
new exports, P3.52; 1965-1969, traditional and new exports, P3.90; 
1970, all groups except traditional exports, P5.89; traditional exports 
(taking account of the 80-20 split between the old and new exchange rate), 
P5.57; 1971, all groups P6.40. 

Tariffs 

Because of the fiee trade arrangement between the U. S. and 
the Philippines from 1946 through 1955, no duty is included in the 
EERs during this period.- From 1956-1971, the nominal duty levels in 
the Philippines were multiplied by the following percentages in order to 
reflect the increasing proportion of the nominal duty that was applicable 
against U.S. goods: 1956-1958, 25 per cent; 1959-1961, 50 per cent; 
1962-1964, 75 per cent; 1965-1973, 90 per cent. The nominal tariff 
rates used for the various categories are as follows. Non-essential consumer 
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goods: 1956, 18 per cent; 1957-1971, 51 per cent; 1962-1971, 83 per cent; 
semi-essential consumer goods: 1956, 35 per cent; 1957-1971, 40 per cent;
essential consumer goods: 1956, 15 per cent; 1957-1961, 12 per cent;
1962-1971, 9 per cent; non-essential producer goods: 1956, 20 per cent; 
1957-1961, 25 per cent; 1962-1971, 100 per cent; semi-essential producer
goods: 1956, 15 per cent; 1957-1961, 22 per cent; 1962-1971, 25 per
cent; essential producer goods: 1956, 1957-1961, 22 per cent; 1962-1971, 
25 per cent; producer goods for "new and necessary industries: same 
rates as for essential producer goods. 

Excise Tax and Margin Fee on Sale of Foreign Exchange 
For all groups except essential consumer goods and producer

goods for new industries (both of which were exempted from these charges):
1951-1954, 17 per cent; 1955-1958, 0 per cent; 1959 25 per cent, 
1960, 24 per cent, 1961, 16 per cent; 1962-1971,0 per cent. 

Special Import Tax 

1949-1954, 0 per cent; 1955-1956, 17 per cent; 1957, 15.3 
per cent; 1958, 13.6 per cent; 1959, 11.9 per cent; 1960, 10.2 per cent,
1961, 8.5 per cent; Ic,62, 6.8 per cent; 1963, 5.1 per cent; 1964, 3.4 per
1965, 1.7 per cent; 1966-1971,0 per cent. 

Protective Effect of Sales or Compensating Tax 

The discriminatory aspect of the sales tax on imports arises because 
the base on which the tax is levied is greater than that for domestically
produced commodities and also because the sales tax was levied not only 
on the import duty, but also on the special import tax in effect from 
1955-1965. The protective effect of the sales tax was determined by mul
tiplying the sales tax rate by one plus the special import tax rate and the 
tariff rate on U.S. imports, and then multiplying this product by one plus
the rate by which the import valuation base exceeded that for comparable
domestic goods. sales rate was then deductedThe tax from this result 
to obtain the net discriminatory effect. 

The sales tax rates for the various commodity groups are as
follows: Non-essential consumer goods: 1949, 30 per cent; 1950-1971,
50%; semi-essential consumer goods, essential goods, nonconsumer 
essential producer goods, semi-essential producer goods, and essential 
producer goods: 1949-1950, 0 per cent; 1951-1971, 7 per cent. The 
special import tax rate and the relevant tariff rates have already been given
in this appendix. The size of the valuation base for imports as compared to 
domestically produced goods is as follows. Non-essential consumer goods:
1949.1950, 1; 1951-1971, 2; semi-essential consumer goods: 1949-1950 
i; 1951-1971, 1.24; essential consumer goods: 1949-1971, i; non-essential 
producer goods: 1949-1950, 1; 1951-1971, 1.25; essential producer goods: 
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1949.1950, 1; 1951.1971, 1.25; essential producer goods for "new and 

necessary" industries: 1949-1971, 1. 

Marginal Deposit Requirements 

The protective effect of the various margin requirements for 
importing was estimated to be as follows. Non-essential consumer goods:
1949-1953, 2.4 per cent; 1954-1957, 0 per cent; 1958, 3 per cent;
1960-1961, 0 per cent; 1962-1965, 4 per cent; 1966, 0 per cent; 1967,
2.25 per cent; 1968, 5.7 per cent; 1969, 6.5 per cent; 1970, 6 per cent;
1971, 1.5 per cent; semi-essential co.,sumer goods: 1949-1953, 2.4 per cent;
1954-1957, 0 per cent; 1958, 6 per cent; 1959, 3 per cent; 1960-1961,
0 per cent; 1962-1965, 2.25 per cent; 1966, 0 per cent; 1967, 1.1 per cent; 
1968, 3.1 per cent; 1969, 3.25 per cent; 1970, 6 per cent; 1971, 1.5 per cent;
essential consumer goods: 1949-1971, 0 per cent; non-essential producer
goods: 1959-1953, 2.4 per cent; 1954-1957, 0 per cent; 1958-1959, 
3 per cent; 1960.1961, 0 per cent; 1962-1965, 2.25 per cent; 1966,
0 per cent; 1967, 1.12 per cent; 1968, 2.25 per cent; 1969, 3.25 per cent;
1970, 0.6 per cent; 1971, 1.5 per cent; semi-essential producer goods:
1949-1957, 0 per cent; 1958-1959, 3 per cent; 1960-1965, 0.75 per cent;
1968, 2.25 per cent; 1969, 2.44 per cent; 1970, 0.6 per cent; 1971, 1.5 
per cent; essential producer goods: 1959-1957, 0 per cent; 1958-1959, 
3 per cent; 1960-1966, 0 per cent; 1967, 0.37 per cent; 1968, 1.32 per
cent; 1969, 0.78 per cent; 1970-1971, 0 per cent; producer goods for
"new and necessary" industries: 1949-1957, 0 per cent; 1958-1959, 
1.5 per cent; 1960-1971,0 per cent. 

Subsidy on New Exports 

in estimating the net subsidy for producing new export commodi
ties, it was assumed that such industries could borrow from government
organizations such as the Development Bank of the Philippines at 2 
per cent below the market rate. Assuming an incremental capital/output
ratio of 2, this implies a 4 per cent subsidy on output. The subsidy
effect of the various tax-exemptions for these industries was taken for the 
1949-1962 period from a study by the Philippine Chamber of Commerce 
reported in Official Proceedings, 5th Annual Convention of Manufacturers 
and Producers, Volume VIII, 1958, and for the period thereafter was
estimated from a sample of firms analyzed by the Board of Investment. 
The percentages used are as follows: 1949-1952, 8.2 per cent; 1953-1958, 
12.1 per cent; 1959, 10.9 per cent; 1960, 9.1 per cent; 1962, 3 per cent;
1963-1966, 2 per cent; 1967-1969, 3 per cent; 1970-1971, 7 per cent. 

Tax on Traditional Exports 

An export tax of 10 per cent was levied on traditional exports 
in May, 1970. The tax was continued in 1971. 
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PHILIPPINES
 

Introduction: Robert E.Baldwin 

In terms of the Phases outlined in the Project, Phase I began In 
the Philippines in December 1949 when exchange controls had been 
imposed in reaction to a balance of payments crisis which had arisen 
from a sharp fall in export earnings, a significant decline in US assistance 
and overly liberal monetary and fiscal policies during the 1949 Presidential 
election. Although the need for reform had been evident before the election, 
the controls were imposed only after the election. 

The exchange controls provided liberal allocations for essential 
consumer and producer goods; dissuaded most non-essential imports and 
provided significant incentive for import substitution of those items. 
Domestic production was further encouraged by fiscal and monetary 
measures including tax exemptions, import tax relief and concessionary loans 
for "new and necessary" industries. 

While some incentive measures had been enacted prior to the 
imposition of controls, industrial growth resulted only after the introduction 
of the exchange controls. 

Phase 11was more difficult to date - it was probably around 
1955 that measures were taken to rectify some of the misallocations 
that had arisen. The disincentive effect on exports of the over-valued 
exchange rate was, then, lessened by permitting exporters to barter part
of exports for imports. 

Concurrently, too, exchange controls were further tightened and 
rates of protection continued to increase. Import allocations were also 
adjusted to encourage more complex manufacturing industry. The 1957 
Tariff Act also attempted to replace most quantitative restrictions with 
appropriate tariff rates. 

Phase Ill liberalization began around 1960 with a multiple exchange 
rate system that gradually depreciated with more imports being moved 
into the higher exchange rates. In 1962 imports came under a unified 
exchange rate of P3.9 to a $ while export earnings received V'3.52: the 
unified exchange rate had remained at P2 per $ throughout the 1950s. 
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Phase IV began about 1965 when the exchange rate was unifiedat P3.9 and exchange controls were progressively removed. The purpose
of those reforms was not "to reduce the degree of bias in the system"
but rather to substitute quantitative restrictions with a system of tariffs. The
degree of bias was reduced somewhat and there wab an immediate
increase in exports and export earnings and in the production of some 
foodstuffs for domestic consumption. 

1965 to mid-1967 was a period of almost complete liberalization -
Phase V. The industrial sector revived with increased demand which followed
easier credit policies and rapid increases in government expenditures.
Industrial expansion stimulated imports and the import surplus was sustained 
ll 1967 - along with liberal policies - by recourse, for the first time 
to a significant extent, to foreign borrowings. 

The controls introduced in 1967 were not as severe as in the1950s and relied mainly on credit ceilings and marginal deposit requirements.
With external debt service estimated to reach 50 per cent of export
earnings by 1970, IMF assistance wRs sought and foreign debts reiegotiated. With the floating of the Peso in early 1970 and the retention 
f controls particularly over non-essential imports the trade and exchange
egime moved back almost to Phase III again. 

The Peso immediately depreciated from 3.9 to 5.5 hasand
ince progressively depreciated to around 7.0. Exports, which had
alien in real terms during
he 

the late 1960s, increased substantially sincefloating (and progressive depredation) of the Peso while the terms of
rade also improved greatly. 

The effects of these policies on growth had been reasonably
itisfactory. From 1950 to 1970, gross domestic product grew at an
nnual rate of about 6 per cent while manufacturing output increased at 
n annual rate of about 7 per cent: there had been considerable variations
i the annual rates of growth particularly in manufacturing. During the
arly 1950s import substitution in simple manufactured goods made for
rowth rates in manufacturing of around 12 per cent annually. The
rwth rate in manufacturing slowed to around an znnual 7 per cent during
ie late 1950s; fell further to about 4 per cent during the period of
Jeralization in the early 1960s and increased to around 6 per cent during
ielatter half of the 1960s. 

The policies adopted had provided significant incentives for Indus.lalizatlon which had increasingly become capital-Intensive and import.
ipendent. The experience of the late 1960s, in particular, had demon. 
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strated the need for continued expansion of export earnings in order 
to hustain that type of industrialization. However, when exports were 
discouraged and the payments deficit increased, borrowing limits were 
exhausted and further depreciation of the currency became necessary. It was 
noted that both traditional and non-traditional exports had responded 
very quickly to depreciation. 

The analyses of effective exchange rates and effective rates of 
protection indicated that there had been a substantial and deliberate 
distortion in order to encourage industrialization based largely on the 
production of non-essential consumer goods. Concurrently, liberal import 
policies for essential capital and consumer goods discouraged domestic 
production of these items while traditional exports were also discouraged 
during periods of over-valued exchange rates. 

The policies followed had not been too successful in providing 
greater urban employment opportunities. After the period of simple import 
substitution in the early 1950s, the capital: labor ratio appeared to have 
increased. Between 1950 and 1968 the capital stock and output in 
manufacturing had increased by about 430 per cent while employment 
had increased by about 130 per cent. 

That had been partly due to the ready availability of artificially
cheap imported raw materials and capital goods. In addition, there had 
been the conscious encouragement of greater capital-intensive production 
which had increased the ratio of imported intermediate inputs without 
increasing employment significantly. 

The income distribution effects of the policies had not been 
significant. Real wages of skilled and unskilled workers were in 1970 
the same as in 1949 and had declined by 1972. While the real wages
of the urban worker had remained the same, there had been a marked 
improvement in the real incomes of the migrants from the rural areas. 
Additional evidence had been provided in other studies that the process 
of industrialization had made income distribution more unequal. 

Industrial development through import substitution seemed, 
politically, to have been a more attractive policy as the redl costs of the 
process appeared only indirectly in the fo"rm of increased prices. The burden 
could also be shifted on to particulb, groups or sectors through foreign
exchange policies. The traditional exporter, for example, paid much 
of the price of the industrial import-substitution policies followed. While 
the problems in following those policies had been even vaguely apparent 
at that time, the expectation that benefits would be better distributed 
had not been realized. On the other hand, a broader-based policy of 
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industrialization or an export-promotion policy would have required a 
monetary and fiscal discipline that was not only more difficult but also 
less politically acceptable. 

Recent moves towards export promotion faced real difficulties 
with an inefficient import-substitution system entrenchod in the rtlitical 
and economic spheres. With the available natural and human resources, 
the outlook for the future was bright provided policies of selective import. 
substitution and greater export promotion were implemented. 

COMMENTS
 

by 

Amado A. Castro 

The Study had provided original analyses of the effects of economic 
policies in the Philippines in terms of effective rates of protection and 
effective exchange rates. 

The implicit protection on imports in 1951 as calculated in 
the Study had to be interpreted with caution. Since distribution costs 
were generally about 50 p1i cent of the retail price, an apparent protection 
ratio of 100 per cent was not unusual. The very low rates of implicit 
protection for some essential consumer goods arose from governmental
importation and at asale subsidy while the very large implicit protection 
noted for some items were on clearly non-essential or unnecessary imports 
like salt and oranges. 

The contention of the Study that exporters had suffered an 
important decline in domestic purchasing power during the 1950s was 
not valid. Export prices had been, during the 1950s, significantly higher 
than in the pre-war periods and had increased faster than increases in the 
consumer price index. 

While the problems of the sugar exporters had been greatly 
publicized, it was noted that the 1955 Barter Trade (no-dollar) import 
facility was contrary to the economic policy-mix of that period and was 
piloted through Congress by the sugar interests. That facility was also 
administered by the Department of Commerce and Industry rather than 
5y the Central Bank. 
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The decontrol of 1962 was not, as suggested, purely to eliminate 
corruption. Domestic industry was deliberately exposed to competition
and some industries had suffered considerably as a result. 

The Study had concluded that easy credit policies had been 
responsible for the price inflation of the 1960s. However, price increases 
after 1964/65 had been due mainly to the slow rise in food production
and the consequent increase in the food component of the price index. 

The rapid growth in industrial output after the War was due to 
a basic and dramatic shift in the scope of the industrial sector rather than 
purely to post-war rehabilitation or the continuation of the pre-war
long-term trend. The slowdown in industrial growth noted in the late 
1950s was not due only, as concluded by the Study, to the exhaustion 
of the easier phase of industrialization but also to the constraint of the 
complete exhaustion of foreign exchange reserves following the 1957 
elections. 

The Study had concluded that the economic policies followed 
by the government had not been too successful from the point of view
of the classical criteria of growth, employment, equity and resource 
allocation. The Study had not considered the fact that there were other
equally legitimate national objectives which also changed over time. 
Such objectives included the modernization of the economy; the creation 
of an indigenous entrepreneurial class; economic nationalism and increased 
productivity. While the time period was relatively short, the Study could 
have usefully investigated the impact of policies on such individual goals
within the given time period. Thus, for example, while industrialization
might not have significantly increased employment opportunities, other 
important objectives such as the modernization of the economy and the
development of a large indigenous entrepreneurial class had been achieved. 
Due consideration had not also been given to the constraints imposed by 
a political democracy on the effectiveness of governmental actions. 

The Study had not examined the role of tbreign investment 
and the related attitudes and policies. Foreign domination of manufacturing
and commerce had steadily declined during the period under review 
and was, at present, at a considerably lower level than even in many 
developed countries. 

The Study had analyzed events only up to 1971. Since then 
there have been significant changes which had also resulted in marked 
improvements in the classical objectives of growth of income and employ. 
ment as well: it appeared that the results of the policies followed for 
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20 years were being realized. There had been a real growth in national 
product of 10 per cent during 1973 and the real growth of 6 per cent 
during 1974 contrasted vividly with the negative growth recorded during 
that year by many other countries. 

Exports had, during the post-War years, grown at an annual rate 
of 5.4 per cent - i.e., at double the pre-War rate of increase. In recent 
years, the annual growth rate of exports had risen to an annual 30-50 
per cent although there had not been any appreciable improvement in 
the terms of trade. Also, manufactured exports (excluding sugLr) had 
grown to 30 per cent of total exports. 

Industrialization itself could not be expected to solve all the 
unemployment problems of the country. Apart from the employment
opportunities which had been provided by industrialization, development 
and modernization of the agricultural sector had to be a much greater
factor in that respect. Open unemployment was, anyway, estimated at 
4.3 per cent in early 1974: that was significantly below the rate in the 
U.S. and much below the former rate of 7 per cent. 

The Study had noted that, in the pattern of income distribution, 
the shares of both the lowest 20 per cent as well as that of the top 20 
per cent had declined over time. The significant fact that should have been 
noted was that the incomes of the middle 60 per cent had increased. 

COMMENTS 

by 

Suhadi Mangkusuwondo 

The basic issue in the Philippine country study was whether 
the pattern and rate of growth of industrial and total output had been 
significantly affected by the incentives provided by the trade and exchange
regimes of the 1950s and 1960s. The Study had indicated that the share 
of manufacturing in GNP had been increasing even before the War. Con. 
sequently, the rapid growth In manufacturing output after the War could 
be mainly the recovery to the longer.term trend. The Study had noted 
that the growth of manufacturing output from 1948 to 1961 had been 
2.3 times greater than the highest rate recorded in any decade between 
1902 and 1948. The extent to which the Incentives offered had contributed 
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to that growth could have been better illustrated by comparing the actual 
performance with aprojection of the long-term trend. 

The Study had concluded that the policy of import substitution 
had led to agreater import-dependence as the ratio of imported intermediate 
and investment goods to industrial value-added had increased. However, 
since the intermediate and capital goods required were not available 
from domestic production, rapid increases in investment would have, 
even in the absence of quantitative restrictions, made for a greater initial 
import-dependence. The increase in the ratio was, then, an indicator of 
accelerated investment and growth rather than an increased import
dependence that followed from policies of import substitution. 

The Study had concluded that policies of import substitution 
had affected the ability of the export sectors to attract productive resources, 
However, it was noted that exports had grown at the relatively satisfactory 
rate of 5.9 per cent from 1950 to 1960 and at 5 per cent from 1960 to 1970. 

There was no evidence in the Study to support the conclusion 
that the import restrictions on non-essential producer and consumer goods 
had led to higher profits in many import-competing manufacturing sectors. 
If industrial growth had occurred largely in the production of non-essential 
commodities, it would be difficult to sustain the conclusion that manu
facturing output slowed down after the mid-1950s due to a narrowing of 
import substituting opportunities for simple consumer goods. 

The Study had not given sufficient emphasis to the very important
long-term effect of the economic policies followed during the 1950s 
and 1960s in the development of a large and vigorous entrepreneurial 
class. 

General Discussion 

Capital-intensity in the industrial sector would tend to increase 
with changes in industrial structure and was not the result only of exchange 
controls and quantitative restrictions. More capital-intensive methods were 
also deliberately resorted to in some industries and in some industrial 
processes for reasons of efficiency and for technical factors. The analysis 
in the Study, however, suggested that the compositional shift to more 
capital-intensive industry had not been significant. The restrictive regime 
had clearly encouraged greater capital-intensity and it was also likely that 
the remarkable increase noted in the savings ratio might have been due 
also to the increased capital-intensity of production. 
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Increased exports did not, by itself, indicate that there had been 
no penalization of exports as exporters could have been penalized relative 
to other groups. The analyses of EERs and ERPs, however, demonstrated 
that traditional exporters had been penalized by the exchange rate and tariff 
policies adopted. It was noted that, apart from domestic factors, trade 
policies in the Philippines were also influenced by international factors 
such as the Sugar Agreemeit with the U.S. and the important trade relation
ships with the U.S. and Japan. 

Exports had definitely responded to more liberal policies but, 
in spite of large export promotion schemes, there had been no significant
change in the structure of exports. While the quantity of exports had 
increased after the liberalizations of 1962 and 1970, it was noted that 
exports also benefitted from increased world market prices for the main 
export commodities and from larger outputs from newer investments in 
the mining sector. 

Such periodic liberalization had also been of importance to the 
import-substituting sector as the additional export earnings enabled the 
continuance and expansion of import-substituting industry as well. It 
was suggested that import-substituting activities had led to inefficiencies 
in resource allocation and to inappropriate factor use by the very fact 
of producing identical substitutes for imported products. Liberalization, 
consequently, could be expected to lead to a better allocation of resources 
and to a lower capitallabor ratio by encouraging export-oriented industry. 

Industrial growth in the Philippines was not the continuation 
of the long-term trend from before the War. The pattern of industrial 
production had significantly changed and many new types of industries 
had been established. It was noted that tax incentives, subsidized loans 
and other such concessions had failed to stimulate investment in industry. 
The imposition of exchange control and quantitative restrictions (basically
for balance of payments reasons) had provided the most significant stimulus 
to industrial investment by the promise of large windfall profits through 
access to scarce foreign resources. 

Industrial investment had, at the outset, been largely in the simpler 
manufactures of non-essential consumer goods; thereafter, investment had 
expanded into the more complex industrial activities. It was noted that 
the classification of "non-essential" industrial activities had been derived 
from the Central Bank classification of imports; the classification was, 
thus, not indicative of the social essentiality of the products but only 
of import priorities. 
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It was noted that the Philippines had reverted back to Phase II 
regimes after episodes of devaluation and liberalization rather than maintain 
Phase Ill policies with further devaluation. That had been due not to 
the failure of, or dissatisfaction with, the liberal policies followed but 
rather to the political nee.' to provide immediate relief against rising prices. 

Liberal policies !ad also led to a shift in land-use from food crops 
to export crops. That had, in turn, led to increased food prices and demands 
for higher wages just at the stage when the industrial sector was adjusting 
to the loss of mcst of the protection that it had earlier enjoyed. 

It was suggested that the era of import-substituting industry had 
developed a financial infrastructure and a large and vigorous entrepreneurial 
class which could be distinct assets in export expansion as well. It was, 
however, also noted that the type of entrepreneurs normally produced in 
import-substituting regimes tended to be inward-looking through catering 
to sheltered markets and had developed expertise largely in handling 
politicians and bureaucrats within restrictive regimes. 

The era of import-substituting industrialization had also led to 
greater corruption, increased social discontent and wider inequalities in 
incomes: these factors had also contributed to the change in political 
institutions in the country. 
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Country Study: Synopsis 

Foreign Trade Regimes and Economic Development 

REPUBLIC OF KOREA 

by Charles R. Frank, Jr. 

I. INTRODUCTION 

The GNP of the Republic of Korea grew at an average annual rate 
of 10.3 per cent between 1963 and 1973, a rather impressive economic 
performance. Over that same period, exports in current dollar terms grew
at 43.7 percent per annum, reaching $3.25 billion in 1973. Between 1963 
and 1970, domestic savings increased from 4.3 to 16.5 per cent of GNP,
declining somewhat 13.9 per centto of GNP in 1972. During the decade 
from 1963 to 1973, labor was absorbed rapidly into urban sector industrial 
and service activities. The unemployment rate dropped almost steadily, and
there is evidence of not only a relative but an absolute decline in the rural
population in the early seventies. Although there exists an obviously very
affluent and conspicuous class of industrial entrepreneurs, the overall 
distribution of income in Korea is among the most equal for less developed
countries and compares favorably with that of many advanced industrialized 
nations.' Extreme poverty and starvation, prevalent in the fifties, hardly
exist any more. The adult population is now 95 per cent literate. 

Unfortunately, these important economic gains have been accom
panied by a great deal of political repression. Labor unions have been 
strongly discouraged, and there exist many cases of employer abuse of
unskilled workers, reminiscent of 19th century sweatshops in Western nations. 
On the whole, however, employer-employee relations are tempered by a 
tradition of paternalism on the part of employers, very similar to the
Japanese approach. This tradition has given many workers a high degree
of economic security and social welfare benefits normally provided by the 
government in welfaremodern states. 

The purpose of this paper is to examine the role of economic 
policies, particularly trade and foreign exchange policies, in promoting 
Korea's rapid development. Korea has made two attempts to liberalize trade 
and exchange rate policies, the first in 1961-62 and the second in 1964-65. 

Hollis Chenery, John Duloy and Richard Jolly. Redistribution with Growth: AnApproach to Policy, Mimeographed, Washington. D.C.: International Bank forReconstruction and Development, Chapter 2. 
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These two periods can be characterized as Bhagwati-Krueger Phase III 

episodes. Prior to the 1961-62 liberalization attempt, the Korean economy 

went through a fairly standard Phase I period from the end of World War II 
to the end of the Korean War and a Phase II episode from 1953 to 1960. 
The first liberalization attempt was abortive and led to a relapse to Phase 1I 

in 1963. The second liberalization effort followed shortly and was much 

more successful, leading to a Phase IV period from 1966 to 1972, with 

various attempts to move into a Phase V, completely liberal regime. In late 

1972, another set of reforms were announced. This paper, however, does not 

contain a detailed analysis of this final liberalization episode. 

In the first section of this paper, we give a brief economic history 
from World War 11 until 1960. In section II we discuss the 1961-62 
liberalization episode, the policies that led up to it, and its immediate 
economic effects. In sections III and IV, we analyze the 1964-65 liberali
zation efforts and the period of rapid economic growth and fairly liberal 
trade policy which followed. 

In section V we analyze growth and employment, and in section VI, 

income distribution. In section VII we discuss the various factors responsible 

for rapid growth in Korea, emphasizing the high level of investment demand. 
In the four following sections, we examine some of the key factors 

in detail - the various sources of savings; the components of foreign 
exchange earnings, particularly exports and foreign capital; the demand for 

foreign exchange; and the efficiency of resource allocation. In section XII 
we assess the role of the liberalization efforts and exchange rate policies 

in Korea's growth. We follow this with a brief concluding section. 

i. A BRIEF ECONOMIC HISTORY: 1945 TO 1960 

The Japanese occupation of Korea ended on August 15, 1945, 
when a U.S. military government was established. The immediate postwar 
period was characterized by extreme economic disorganization and stagnation 
caused by the sudden separation of the Korean economy from the Japanese 
economic bloc, and by the partition of the country along the 38th parallel. 

After the initial economic chaos following the Second World War, 
recovery was rapid, although marked by a high rate of inflation. In August 
1948, the United States military government gave way to an indigenously 
controlled government. The Korean War, begun in June 1950, brought 
a sharp drop in industrial production. In 1952 economic activity picked up 
again after the fighting stabilized along the present demilitarized zone. 
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Although hostilities did not cease until 1953, by that time the recovery 
of industrial production was virtually complete, although production in some 
sectors, particularly coal and cotton cloth, lagged behind 1949 levels. 

After the Korean War, real GNP grew rapidly from 1953 to 1957, 
averaging about 5 per cent per annum. The only relatively bad year was 
1956 when agricultural production declined almost 6 per cent (see Table 1). 
Mining and manufacturing output grew by about 15 per cent per annum. 
By contrast, the period 1958 to 1960 was one of declining GNP growth, 
averaging less than 4 per cent. Since population increased about 2.9 per cent 
per annum, per capita income barely changed. The growth of mining and 
manufacturing averaged oily about 9 per cent per annum from 1958 
to 1960, less than two-thirds of the rate in the preceding four-year period. 
One of the causes in the slowdown from 1958 to 1960 was a financial 
stabilization program that was forcefully applied in 1957 and 1958. 

The bulk of Korea's import requirements during the period 1953 
to 1960 was financed by foreign aid grants from two sources: the United 
Nations Korea Reconstruction Agency (UNKRA), which had be( providing 
war relief goods through the United Nations Civil Assistance Command 
in Korea (UNCACK) during the war, and the United States bilateral 
assistance program. Total UNKRA assistance from 1953 to 1960 was 
approximately $120 million, and official U.S. aid received during the same 
period amounted to $1,745 million, including $158 million of PL 480 goods. 
Foreign aid from both UNKRA and the U.S. was used for importing foods 
and essential industrial raw materials as well as capital goods. Between 1954 
and 1960, foreign assistance, excluding donations by foreign voluntary 
organizations, financed more than 70 per cent of total imports. In the 
period 1956-58, United States aid-financed imports exceeded 80 per cent 
of total imports. About 74 per cent of Korean investment was financed 
by foreign aid from 1953 to 1960. 

The rapid economic growth from 1953 to 1957, largely induced 
by substantial injections of foreign assistance, was accompanied by rapid 
inflation (see Table 2). The wholesale price index increased more than 
three and one-half times between 1953 and 1957, an average annual rate 
of inflation of almost 40 per cent. Concern with inflation led to an agreement 
between the Korean government and the Office of the Economic Coordinator 
(the U.S. ICA Mission to Korea) on a financial stabilization program 
which was implemented from 1957. The annual rate of domestic inflation 
started to decline from that year. Price stabilization was achieved in 1958-59 
(wholesale prices even declined slightly in 1958). After the Student 
Revolution in April, 1960, the new government abandoned the stabilization 
program in its first months in office. Wholesale prices rose by about II per 
cent in 1960. 
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Table I: Annual Growth of GNP and Major Sectors, 1954-1972 
(per cent change in terms of 1970 constant prices) 

Year GNP 

1954 5.5 
1955 5.4 
1956 0.4 
1957 7.7 
1958 5.2 
1959 3.9 
1960 1.9 
1961 4.8 
1962 3.1 
1963 8.8 
1964 8.6 
1965 6.1 
1966 12.4 
1967 7.8 
1968 12.6 
1969 15.0 
1970 7.9 
1971 9.2 
1972 7.0 

Sources Bank of Korea. 

Agriculture, 
Forestry
& Fishery 

7.6 
2.6 

-5.9 
9.1 
6.2 
-1.2 
-1.3 
11.9 

-5.8 

8.1 

15.5 

-1.9 

10.8 

-5.0 

2.4 

12.5 
-0.9 
3.3 
1.7 

Economic Statistics 

Social 
Mining & Overhead & 
Manufacturing Services 

11.2 2.5 
21.6 5.7 
16.2 4.0 
9.7 5.8 
8.2 3.5 
9.7 7.5 

10.4 2.8 
3.6 -1.1 

14.1 8.9 
15.7 7A 
6.9 3.0 

18.7 9.9 
15.6 12.6 
21.6 13.8 
24.8 15.4 
19.9 14.6 
18.2 8.9 
16.9 8.9 
15.0 5.8 

Yearbook, 1973. pp. 298-99. 

Exports declined substantially durinb the period of rapid economic 
growth in the fifties. By 1957 they were less than one-half the 1953 level. 
During the stabilization period, exports began to recover but did not reach 
the 1953 level until 1961. In any case, during the whole period 1953-60, 
exports were negligible, ranging from 1.1 to 2.4 per cent of GNP (see 
Table 3). Exports continued to be primarily mining, agricultural, and fishing 
products. Imports, however, were substantial, ranging from 8.8 to 14.3 
per cent of GNP, or on the average, almost seven times export earnings. 
Food grains and manufactured goods were the most important imports. 
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Table 2: Major Price Indices: 1953.19 72 a 
(1970 = 100) 

Wholesale 
GNP Price 

Year Deflator Index 

1953 5.7 8.2 
1954 7.5 10.5 
1955 12.4 19.1 
1956 16.2 25.1 
1957 19.5 29.2 
1958 19.4 27.3 
1959 19.9 28.0 
1960 21.8 31.0 
1961 25.1 35.1 
1962 28.6 38.4 
1963 36.8 46.3 
1964 48.6 62.3 
1965 52.6 68.5 
1966 60.1 74.6 
1967 68.5 79.4 
1968 76.6 85.8 
1969 86.7 91.6 
1970 100.0 100.0 
1971 111.5 108.6 
1972 127.7 123.8 

a Middle of year 

Wholesale 
Price Index 
of Foods 

8.1 
6.5 

15.4 
24.7 
28.4 
23.3 
20A 
24.4 
28.9 
32.6 
44.8 
61.4 
60.4 
65.3 
70.9 
79.7 
89.3 

100.0 
115.0 
137.5 

Wholesale 
Price Index Seoul 
excluding Consuner 
Foodsc Price Index 

8.3 7.5 
13.9 10.2 
21.5 17.3 
26.2 21.2 
30.6 26.1 
30.3 25.3 
32.5 26.4 
35.2 28.6 
39.0 30.9 
41.9 32.9 
46.3 39.7 
61.5 51.4 
73.0 58.4 
79.8 65.4 
84.1 72.5 
89.3 80.6 
93.0 88.7 

100.0 100.0 
105.7 112.3 
117.5 125.6 

b 	 From 1953 to 1959 the wholesale price index of grains on a 1965 base converted 
to a 1970 L: ,v. 

c 	 From 1953 to 1959. the wholesale price Index excluding grains on a 1965 base 
converted to a 1970 base. 

Sources: 	 Bank of Korea, Economic Statistics Yearbook, 1973, pp. 4. 262-265 and 
Economic Statistics Yearbook, 1970. pp. 828-329. 
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Table 3: GNP, Exports and Imports: 1953-1972 
(1970 constant Won billion) 

Exports 	 Imports Exports 
as per cent as per cent less 

Year GNP Exportsa of GNP Importsa of GNP Imports 

1953 844 17.0 2.0 109.4 12.9 -92.4 
1954 890 10.3 1.1 78.1 8.8 .67.8 
1955 938 12.9 1.4 104.8 11.2 -91.9 
1956 942 11.5 1.2 122.4 13.0 -110.9 
1957 1014 15.6 1.5 144.8 14.3 -129.2 
1958 1067 19.7 1.9 125.3 11.7 -105.6 
1959 1108 22.9 2.1 102.6 9.3 -79.7 
1960 1130 27.4 2.4 117.5 10.4 -90.1 
1961 1184 38.2 3.2 106.6 9.0 -68.4 
1962 1221 43.0 3.5 141.2 11.6 -98.2 
1963 1328 46.2 3.5 179.2 13.5 -133.0 
1964 1442 57.1 4.0 133.3 9.2 -76.2 
1965 1530 80.3 5.2 149.6 9.8 -69.3 
1966 1719 122.3 7.1 237.9 13.8 .115.6 
1967 1853 166.0 8.9 320.7 17.3 •154.7 
1968 2087 235.0 11.3 468.0 22.4 -233.0 
1969 2400 310.1 12.9 583.8 24.3 -273.7 
1970 2589 381.2 14.7 642.4 24.8 .261.2 
1971 2827 459.4 16.3 773.6 27.4 -314.2 
1972 3024 643.3 21.3 801.2 26.5 -157.9 

a 	 Export and import figures are taken from Korea's national accounts data at 1970 
constant prices. Both exports and imports Include goods and services. 

Source: Bank of Korea, Economic Statftics Yearbook, 1973, pp. 260-61. 

I1. THE 1961-62 LIBERALIZATION EFFORT 

In the Phase I episode from World War II to the end of the 
Korean War, private foreign trade was almost non-existent. A limited amount 
of private barter trade existed. The government was the major exporter 
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of a limited range of primary product exports, and imports were strictly 
controlled. Nearly all imports were financed by grant assistance or won 
redemption by the United Nations Command during the Korean War, 
and the government itself was the major importer both before and during 
the war. As Table 4 indicates, a multiplicity of exchange rates applied 
to a variety of transactions, and there was -i flourishing black market 
in United States currency and military payment certificates. From Table 5, 
we can see that by the end of the Korean War, the official exchange rate 
represented a serious over-valuation of the won despite six major devaluations 
between 1945 and the end of the Korean War. The official rate applied 
to a very limited range of transactions and was less than one-quarter 
of the free market rate on export dollars. 

The Phase 11 period began after the war when multiplicity of 
exchange rates increased. Rates on foreign exchange loans varied by type 
of commodity imported. Foreign exchange certificates issued for earning 
exchange through exports were traded on the free market and resulted 
in separate rates for a variety of types of export, the most important 
distinction being drawn between Japanese export dollars and other export 
dollars. Foreign exchange was allocated by various auction and bidding 
procedures, by lottery, and by an exchange tax system. Advance deposits 
were required for certain imports. 

A number of different export promotion schemes was used during 
this period: a deposit system to avoid exchange risk, an export-import link 
system, direct export subsidies, a variety of preferential loans for exporters 
and export producers, and tariff exemptions. An increasingly complex system 
for import quotas evolved and tariffs were raised in 1957. 

By 1960, foreign trade and economic institutions had developed 
substantially from the complete state of disarray of the early fifties. 
The foreign exchange regime, however, had become increasingly complex 
and cumbersome. The Korean economy had fully recovered from the 
Korean War. The economy had begun to stagnate, however. Political 
repression led to increasing disenchantment with the Rhee regime. The stage 
was set for the April 1960 student revolution and the economic changes 
which followed. 

Both the Chang Myon Civilian Government that came into power 
after the student revolution of April 1960 and the Military Government 
brought into power by the May 1961 military coup were basically reform 
oriented. Just prior to the military coup, the Civilian Government attempted 
to unify the exchange rate system and devalued the won very substantially 
in both January 1961 from won 65 to 100 to the dollar and in February 
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Table 4: Nominal Exchange Rates of Won to U.S. Dollar: 1945-1970 
(In current Won to one U.S. dollar) 

Free Market RateobAgreedRates 
Effective Date Official Counter- UN Japan Other Other Us MPC Wholesles 

INhe pet rinn Export Export Dollar, oge- PriceInde 
Rate Depoasit Office Dollars Dollars on port backs (1966-100)

Rlit 	 AICy" 

(A) (B) (C) (D) tE) (F) (0) (33) (3) (J)
 
Oat. 1. 1045 0.016 . . . . . 0.016
 
July 16. 1947 0.05 . . . . .
 0.171
 
Ot. 1. 1946 0.44 . . . . . 0.74 0.6 0.297
 
Dec. 16. 1948 0.46 0.45 - .ne n 0.27
 
June 14. 1949 0.9 0.41 - 2.17 1.64 0.357
 
Nov. 3. 1949 0.9 0.6 . . . . 2.55 1.93 0.476
 
Dee. 1. 1949 0.9 0.6 . . . . 2.83 2.31 0.611
 
Jaon. 1. 1010 0.9 0.8.- -0 - 3.48 2.67 0.565
 
Apr. 1. 1960 0.9 - 9 2.3 0.697
0.9 2.08 

May 1. 1910 1.8 1.1 . . . - 3.1 2.03 0.592
 
May 16, 190 1.6 1.1 .2.2 2.03 0.092
 
June 10. 1960 1.6 1.4 . . . . 2.42 1.79 0.610
 
June 16. 1960 1.8 1.4 . . . . 2.42 1.79 0.616
 
June 26. 19r,0 1.8 1.8 - - - - .42 1.79 0.616
 
Oct. 3. 9150 1.6 2.1 2.6 - - - 2.68 2.27 1.11

Nov. 1. 1960 2.6 3.6 2.6 - - - 3.43 3.32 1.27

Der. 1. 3960 2.5 4.0 2.5 -. -2 - 6. 4.32 1.47
 
Mar, 31, 1951 2.1 4.0 6.0 - - - na n 2.77
 
May 1. 1961 2.6 6.0 6.0 - - - 9.63 6.38 2.74

Nov. 10. 1951 6.0 6.0 6.0 - -1 - 3.2 22.66 4.5

Average 1062 6.0 6.0 6.0 - -a n- r8 8.41
 
Aug. 31. 195! 6.0 18.0 18.0 - - 26.4 17.6 10.6 
Dee. 15. 1963 15.0 16.0 16.0 - - - 6.7 29.3 11.6
Nov. 30. 1954 18.0 18.0 190 77.7 74.0 51.6 65.6 13.0 17.2 
Dec. 13. 1964 16.0 1. 31.0 60.9 78.0 65.4 71.1 67.6 17.1
Jan. 10. 1966 16.0 6.0 43.0 92.3 62.5 59.8 77.2 62.9 23.6 
Apr. 18. 196 18.0 36.0 60.0 76.6 46.6 46.6 74.6 60.6 24.1
June 27. 1956 1.0 31.0 49.0 90.2 66.3 69.0 71.3 57.7 27.7
Aug. 6. 1956 18.0 36.0 61.0 91.0 61.0 76.0 80.2 66.2 32.3 
Aug. 16. 1916 60.0 60.0 60.0 95.0 82.0 75.0 00.2 66.2 32.3
Average 1916 60.0 60.0 - 107.0 100.8 64.7 96.6 61.0 36.6 
Average 1957 50.0 90.0 - 112.3 10.7 84.5 103.3 84.6 42.6
Average 1958 50.0 10.0 - 3.6 103.1 69.2 31. 102.9 30.9 
Average 319 60.0 10.0 - 39.9 1324.7 113.5 125.5 114.9 40.4 
Jan. 21). 1960 511.0 61.0 164.1 132.0 119.0 132.0 122.3 42.4 
Feb. 23. 1960 65.0 65.0 - 171.6 18.7 129.3 144.9 129.2 43.2 
Jan. . 1961 100.0 100.0 - 66.3 141.6 132.0 139.8 13206 48.2
Feb. 2. 1061 130.0 130.0 - 147.0 145.4 - 148.3 132.9 06 
Average 1962 130.0 130.0 - NT NT - 134.0 126.5 96.0 
Average 1963 1330.0 20.0 - 16.6 - 174.6 147.6 67.5 
May 3. 3964 216.6 256.1 -3 14.0 - 385.6 236.2 96.0 
Mar. 22. 1965 256.5 256.5 - 279.0 - 316.0 263.0 97.0 
Average 1966 271.3 273. - - - 602.7 277.3 111.0 
Avrrage 1967 270.7 270.7 - - - 301.8 276.3 116.8
Averae 3968 276.6 276.6 - -  04.1 2781 125.2 
Averil. 91969 288.2 288.2 - - - 823,6 302.1 133.7 
Average 1970 31G 7 310.7 - - - 342.8 333.2 145.9 

a Tile exchangerate wo appliedonly from Oct. 1. 1960 The export dollar rate from 3163 reproesets the 
to Aug. 36. 1165. On November10. 1964, the rate 	 effective hree market rate (i.e. official rate pIus export
paid to U.N. aoldiess wasrmed to 60 won to the 	 premium). 7%e eport premium market exusteduntil 
dollar and on December 13. 1954, the rate for other 	 the eachangerate refoer1n .March196b. 
lr@Aaa"tIOl was raled to 31 won to the doUu. On 
January 10. 1955. the rate to U.N. eoldlem md the d 	 Indicates the rate on misaionary and saervicedoLL. 
rate for U.N. la.aron were again made 	 The aeparatemt# exiated from Sept.1954 3o Jon. 1961.all ,ther "a 
synonymous. • Seoul wholesale price index for the period 1946-1954 

b Free market rates represent the average rates for the and thereafter the national wholesale price ades.
month idi:ated. except where inuicatlon is madeas 	 The pr ce Index repemenuethe averagelndex for the 
an annual average.. 	 month Indicated. except where indication ia made 

s an 8aual arreege. (u a. - not aval~ahl; NT notransanlOnal).t Indicates non-preerential eport dollar rate up to 
195. export dollar rate on I/C base between Dec.
 
19656 and January 1961; and the ae on esport Source: Bankol Xoraa. Koran Tradem Association. a24
dollar eertficates beteven Feb. 1961 and May 3961. 	 United States Agency for lnternational Development 

Misaion to Kom. 

from won 100 to 130 to the dollar. The Military Government continued 
to pursue the exchange rate reform and was successful in completely 
unifying the exchange rate by June 1961. Other elements of reform 
included the institution in 1961 of a system of special tariffs to help soak up 
margins on restricted imports, a currency reform in 1961 and an easing 
of import restrictions in 1962. 
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Table 5: Price-Level-Deflated Exchange Rates of Won to U.S. Dollar: 
1945.1 970a 

(In 1965 constant Won to one U.S. dollar) 

Apnd Rage Pt , mutes 3.1. 

Vii.i 0. . 
(A 

Ott. I. 1946Jul1 16. 1341
0.1. 0, 3343 

Official 
X lango

Rot. 

top 

31
23.2

3433 

Counter. 
partn 
Deposit 
Rte 

1 

-
. 

-. 

UN 
riftne 
Offie 

1D1 

-
. 

-. 

JPo 
I[111oll
Dolla. 

11 

.. 

. 

0ter. 
Bpon
Doia 

1r 

066el 
Dollar$ 
am Import 
Ag 
141(a) 

-

U.S. 
0... 
back# 

(Ht 

-
34.2 

14111.4 

363.4 
Dec. I6. I43 137.6 137.6 - -
June 34. 1949 262.3 
N.. 3. 1941619 
0. I.1949 1761 
Jan. I. 3960 693 
Aprul I, 360 150 
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In line with the liberalization efforts, the Military Government 
made a number of attempts to increase export incentives. Asystem of export
subsidies was introduced in September 1961. The preferential interest 
on export credits was gradually lowered and a number of tax breaks 
was given to exporters beginning in 1961. Full-scale export targets were
instituted in 1962. The Ministry of Commerce and Industry used moral
suasion on both individual firms and industrial associations to meet annual 
export targets set at the beginning of the year. 
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The Military Government also initiated a number of domestic 
reforms. The budgetary process was revised, the system for collection 
of taxes was overhauled to increase revenues, and the currency system 
was reformed. 

The 1961-62 reforms, however, were not successfully implemented. 
The currency reform was a largely unsuccessful attempt to sterilize what 
were thought to be currency hoards. Each family was permitted to exchange
old currency for new only up to a limited amount. The reform was expensive,
caused massive confusion and did not accomplish the stated objectives. 

A major factor in the demise of the 1961-62 reforms was the 
economic stagnation that developed in the Korean economy from the spring
of 1960 to the early part of 1962, due mainly to the political and social 
instability caused by two revolutions in a little over a year's time. The 
Military Government, anxious to reactivate the economy after the takeover,
began in early 1962 to follow expansionary fiscal and monetary policies 
which increased imports and began to put pressure on the balance of 
payments. 

Another element causing pressure on the balance of payments 
was the decline in United States grant aid from 1960 (see Table 6). 
At this point in time, there was no easy supply of foreign loans, either official 
or private, which could compensate for the loss in grant aid. 

The coup de grace to the reforms was the bad agricultural harvest 
in the fall of 1962 which promised to put further strain on the balance 
of payments in 1963 because of the need to import large quantities of grain. 

The Military Government became increasingly concerned about 
the deteriorating balance of payments situation. Foreign exchange reserves, 
which had been increasing until 1960, declined precipitously in 1961. 
Although export growth in percentage terms was rapid, exports were far 
outweighed by other items in the balance of payments (see Table 6). 

The concern with a deteriorating balance of payments system 
brought a return to a multiple exchange rate system in W63 through the 
institution of a full-scale export-import link and the emergence of an 
import-right premium market. The trade program for imports was made 
greatly more restrictive in the first half of 1963 as automatic approval 
items were nearly eliminated, restricted items increased eightfold, and 
total importable items were reduced by 50 per cent. 

Under the link system, exporters were given the right go use 
100 per cent of their export earnings for imports. The free market premium 
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Table 6: Balance of Payments: 1953.1972 
(S mlflion) 

Gold & 
Not Net Forein 

Year Commodity Commodity Net Goods & Official Capithl Exchang1Expus Imports Services Services Grant Aid Inflows Holdinlu 

1953 40 347 28 -279 193 12 1091954 24 
 241 37 -180 139 28 
 108
1955 
 18 327 43 .266 240 .3 96
1956 25 380 24 
 -331 298 14 
 99
1957 19 
 390 -17 .388 355 
 18 116
1958 
 17 344 16 .311 319 
 .7 146
1959 
 20 273 25 -228 229 .17 147
1960 33 
 305 10 .262 256 
 .1 157
1961 41 
 283 44 .198 207 19 207
1962 55 390 43 -292 200 19 1691963 87 497 7 .403 208 208 1311964 119 
 365 25 .221 141 
 27 136
1965 175 
 420 46 -199 135 -17 1461966 250 
 680 107 -323 122 196 245
1967 335 909 157 .417 135 293 3561968 486 1,322 170 -666 121 476 391

1969 6S8 
 2650 198 .794 98 717 5531970 882 1,804 119 -803 82 626 6101971 1,32 2.178 28 .1,018 64 834 5681972 1,676 2.250 33 .541 52 330 740 

a Cutom eleuaaee da&aon f.o.b. badL InJuda epOt to VetnMmLrough U.S.procurment. 
b ad ae, flhweof u.
 
omw: bank of 
Kog. Eeonomic Stfatifti Yearook. 1971. pp. 266-267 and p. 271. and Economic Sfafties

I'eormook, 1073. pp. 2s-22A and p. 219. 

rate on import-rights gradually rose from won 32 per dollar in January 1963 
to won 65 in April 1964. The effective exchange rates on both exports
and imports became much higher than the official exchange rate. 

The return to restrictive trade and exchange rate policies arrested
the rate of decline in foreign exchange reserve holdings in 1963 (see Table
r)), despite a rapid increase in imports due largely to the rapid rate of
industrial growth in 1963. Increased exports and capital inflows helped
rinance the surge In imports. 

143 



IV. THE 19644S LIBERALIZATION EPISODE 

The motivation for many of the 1961-62 reforms was a concern 
that Korea would have to begin to be more self-sufficient. Reliance 
on United States economic and military assistance would have to come 
to an end. Yet export revenues covered only a tiny fraction of import needs 
(see Table 6). Domestic savings averaged only about 4 per cent of GNP 
in the period 1961 to 1963 (see Table 7). Yet investment, financed largely
by service earnings resulting from the presence of U.N. (mostly U.S.) 
troops and foreign aid, was almost 12 per cent of GNP over the same 
period. 

After the general election in early 1964, the nominally elected
Civilian Government instituted a substantial set of reforms. In May 1964,
the Won was devalued by almost 50 per cent from Won 130 to Won 257 
to the dollar. This move was a prelude to the adoption of a unitary
fluctuating exchange rate system. The system was actually implemented
in March of 1965. The exchange rate gradually stabilized at about Won
270 per dollar in August, the same year as the Exchange Bank intervened 
in the market. Quantitative restrictions were also eased. Between the last
half of 1964 and the first half of 1965, the number of importable items 
were increased from about 500 to 1500, and the number of prohibited
items was reduced. The special tariffs were increased to help soak up margins 
on restricted imports and import pre-deposit requirements were strengthened. 

A second major reform instituted during the period was (ie interest 
rate reform of September 1965. The ceiling on commercial bank lending
rates was raised from 16 to 26 per cent. This had a number of effects on the
balance of payments. The interest rate subsidies for exports became 
increasingly valuable. The domestic supply of loanable funds available 
through the banking system increased rapidly. Additional investment demand 
spilled over into demand for foreign loans, resulting in a great increase 
in private capital imports. 

A third element of the liberalization package was a substantial 
stabilization program beginning in late 1964. Collection of direct taxes 
was improved and rates were adjusted upward. The expansion of the 
money supply was strictly limited. Beginning in 1964, the Government 
eliminated all deficits from the general budget. The Government constrained 
itself to limited and sporadic short-term borrowing. 

A fourth element of the reform was an intensification of the degree
and number of subsidization programs for exports. Subsidized credit for 
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Table 7: GNP, Domestic Savings, and Gron Investment: 1953-1972 

ONP Domestic Savingsa Gross Investmentb 

(1970 constant (1970 constant (Per Cent (1970 constant (Per Cent 
Year Won billion) Won billion) of GNP) Won billion) of GNP) 

1958 843.5 4.2 0.5 49.2 5.8 
1954 890.2 54.0 6.1 83.2 9.3 
1955 938.2 45.3 4.8 92.0 9.8 
1956 942.2 15.0 1.6 98.4 10.4 
1957 1,014.4 18.9 1.9 103.9 10.2 
1958 1,067.2 34.7 3.3 101.1 9.5 
1959 1.108.3 49.1 4.4 96.9 8.7 
1960 1,129.7 30.3 2.7 100.5 8.5 
1961 1,184.5 40.0 3.4 108.5 9.2 
1962 1,221.0 55.2 4.5 149.2 12.2 
1963 1,328.3 57.3 4.3 181.0 13.6 
1964 1,442.0 60.4 4.2 151.2 10.5 
1965 1,529.7 134.0 8.8 199.5 13.0 
1966 1,719.2 213.6 12.4 302.1 17.6 
1967 1,853.0 268.7 14.5 387.1 20.9 
1968 2,087.1 341.4 16.4 533.2 25.5 
1969 2,400.5 392.5 16.4 655.6 27.3 
1970 2,589.3 427.9 16.5 677.2 26.2 
1971 2.826.8 378.4 13.4 721.6 25.5 
1972 3,023.6 421.4 13.9 775.0 25.6 

a Domestic savings exclude transfers from abroad, and changes in grain inventories 
which are more a function of the level of the fall harvest than of desired savings
in the form of inventories, but include statistical discrepancy. 

b Excluding grain inventory changes. 

Source: Bank of Korea. 

exports became particularly attractive in contrast to the new and higher 
Interest rates which were part of the interest rate reform. 

The period of the reforms and immediately thereafter was one 
of rapid growth, averaging about 9 per cent from 1964 to 1966. The rate 
of inflation in the wholesale price index increased to almost 35 per cent 
In 1964, the steepest increase since 1956, but declined to 10 per cent in 1965 
and to 9 per cent in 1966. The rate of growth of industrial production 
slowed considerably in 1964 (see Table 1), but o'icrall growth in GNP 
was aided by a boom in agiiculture. Industrial growth dropped off in 1964 
partly because of the devaluation and partly due to the stabilization program. 
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The interest rate reform caused bank time and savings deposits 
to increase rapidly, thus stimulating the supply of loanable funds from 
banking institutions. The government tax reforms caused government tax 
revenues to expand gradually from 7.3 per cent of GNP in 1964 to 10.8 
per cent in 1966. Domestic revenues, which had been less than half of 
total central government revenues until 1958 and about 65 per cent in 1964,
financed about 75 per cent of total central government expenditures 
in 1966 while counterpart funds originating from U.S. assistance financed 
the balance. 

The ratio of domestic savings to GNP increased rapidly from 4.2 
per cent in 1964 to 12.4 per cent in 1966. Both private and government
savings expanded, the one because of the interest rate reform of 1965 and 
the other because of the tax drive 1965 and 1966.in The proportion 
of gross domestic investment financed by domestic saving expanded from 32 
per cent in 1963 to 70 per cent in 1966. The trade balance was greatly
improved since e:cports increased ,,ontinuously by more than 40 per cent 
a year while the rate of increase in imports substantially declined after 
the devaluation in 1964. The improvement in the trade balance together
with the increased inflow of foreign capital brought about a gradual increase 
in foreign exchange holdings over the period. 

The 1964/65 reforms were accompanied by very successful eco
nomic performance across the board, but it would be a mistake to attribute 
all of the good performance directly to the liberalization efforts. Industrial 
growth was actually very rapid in 1962 and 1963, before the liberalization 
efforts. In 1964, in fact, growth of manufacturing and mining slowed to 
5.4 per cent, down from 16.5 per cent the year before (see Table 1).
GNP growth in 1964 was a healthy 8.3 per cent, only because of a parti
cularly good agricultural harvest. 

The impressive part of the liberalization episode was that it was 
accompanied by such a rapid decline in the rate of inflation. The May 1964 
devaluation of about 50 per cent (from Won 130 to Won 257 to the dollar) 
was not inflationary largely because of the monetary and fiscal stabilization 
program. Another fact is important here also: the devaluation was more 
de jure than de facto, at least with respect to exports. The multiple exchange 
rate system and the various taxes and subsidies on exports resulted 
in an effective exchange rate for exports which little changedwas after 
the 1964.65 devaluation. Consolidation of exchange rates since the 1964
65 liberalization eliminated the multiple exchange rate premia and was 
accompanied by suspension of payments of direct export subsidies. Since 
the devaluation was not really a de facto one, there was relatively little 
upward pressure on prices of export goods. 
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The sharp rise in the bank deposit rate in 1965 also helped to curb 
inflationary pressures. The great rise in savings and bank deposits substantial
ly reduced the velocity of circulation of the money supply. 

V. THE PERIOD FOLLOWING LIBERALIZATION 

Rapid growth of the economy was maintained from 1967 to 1971 
with considerably more price stability than throughout most of the period 
since World War I!.Basic economic policy was guided by the second five-year 
plan and the Overall Resources Buds .t for annual implementation of the 
plan. 

A follow-up trade liberalization program launched in 1967 switched 
the positive-list approach to trade controls to a negative-list approach. 
The tariff system was also revised in 1967 to eliminate some of the very 
high tariff rates. The exchange rate which had been stabilized at Won 270 
to the dollar in August 1965 was allowed to float gradually. The rate 
reached Won 326 to the dollar by June 1971, an annual rate of increase 
close to 9 per cent when an abrupt devaluation of 13 per cent brought 
the rate to 370. Export incentives were intensified from 1966 until 1972. 
Table 8 gives a list of the major export incentives instituted prior to 1971. 
The restrictiveness of the trade program waxed and waned, depending 
on the balance of payments situation. 

The actual performance of the economy from 1967 to 1971 
far exceeded the original plan targets in almost all major sectors. The 
government revised the original margets almost every year through the 
annual Overall Resources Budget on the basis of actual performance 
in earlier years and new forecasts. 

Korean real GNP attained an average annual growth rate of more 
than 10 per cent in the period 1967 to 1971, exceeding the planned growth 
rate by a wide margin. Exports of goods and services overshot the original 
plan target by 1968, since both commodity and service exports expanded 
rapidly owing to an intensified government export drive and an increase 
in service earnings from construction workers and troops in Vietnam. The 
commodity export target which had been set at $500 million for 1971 
was actually exceeded by 1969. Commodity exports in 1971 reached 
$1,132 million or about 21 per cent of GNP. By 1971, exports of manu
factures reached 86.0 per cent of total commodity exports. Plywood, 
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Table 8: Major Export Incentives 

Description of Incentives 	 Dates AppUcable 
e 

I. 	 Tariff exemptions on imports of raw materials 1959-1971
 
and spare parts
 

2. 	 Domestic indirect and direct tax exemptions 1961-1971 
3. 	 Accelerated depreciation 1966-1971 
4. 	 Tariff and tax exemptions granted to domestic 1965-1971
 

suppliers of ek.,nrting firms
 
1965-19715. 	 Wastage allowance subsidies 
1951-1955. 
1963-1965. and 
1966-1971 

6. 	 Import entitlement linked to exports 

7. 	 Reduced rates on public utilities 1967-1971 
8. 	 Registration as an Importer conditional on export 1957-1971
 

performancea
 
9. 	 Dollar-denominate, deposits held in Bank of Korea 1950-1961
 

by private traders
 

10. Korean Trade Promotion Corporation 	 1964-1971 
11. Monopoly rights granted in new export marketsC 	 1967-1971 
12. 	 Direct export subsidies 1955-1956 and 

1961-1964 

13. Export targets by industry 	 1962-1971 
14. 	 Credit subsidies d 

a) export credits 1950-1971 
b) foreign exchange loans 1950-1954 
c) production loans 1959-1971 
d) Bank of Korea discount of export bills 1950-1971 
a) import credits 1964-1971 
f) capital loans by medium industry bank 1964-1971 
g) offshore procurement loans 1964-1971 
h) credits for overseas marketing activities 1965-1971 

a 	 Minimum export by trader wishing to register as an importer increased from 
810,000 in 1958 to $300.000 in 1970. 

b 	 From December 1957 to 1961. these deposits could be sold legally. Black markets. 
however, were well developed long before 1957. 

Authority existed from 1962. but was not widely used until 1967. 

d 	 The rate on export credits was gradually lowered over the whole period. 

e 	 Many of the incentives applied after 1971. but this table is up to date only to 1971. 

woven cotton fabrics, iron and steel, and clothing continued to be major 
export items. In addition, electrical machinery, footwear, and wigs became 
important. 

Despite the rapid increase in commodity exports, the trade balance 
was not significantly improved in the period due to an expansion in imports. 
The growth of imports reflected the gradual over-valuation of the won 
as domestic prices rose, enlarged inflows of foreign loans, trade liberalization, 
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and increased imports of raw materials for exports. However, Korea's 
foreign exchange holdings continued to accumulate rapidly after 1966, 
because of inflows of both short-term and long-term foreign loans including 
cash loans beginning in 1965. The rapid accumulation of foreign exchange 
holdings generated a large expansion in the money supply. A major problem 
in the annual stabilization programs during this period was the neutralization 
of the additions in bank reserves brought about by the inflow of foreign 
exchange. The major instruments used to sterilize reserves were increases 
in bank reserve requirements, compulsory deposits into the Bank of Korea 
Stabilization Account, and sales of Bank of Korea stabilization bonds. 

In the latter half of 1971 and the first half of 1972, industrial 
production and construction activity slowed considerably. The growth 
of GNP in 1972 was reduced to 7.0 per cent compared to 9.2 per cent 
in 1971, despite a recovery in the latter part of 1972. Gross domestic 
investment declined from 26.5 per cent of GNP in 1971 to 22 per cent 
in 1972 and fell by an absolute amount of about 11 per cent. 

The 1972 slowdown can be attributed, in part, to a financial squeeze 
on a number of Korean firms. Many who produced primarily for 
domestic markets had borrowed heavily abroad to finance imported capital
goods for expansion of capacity. As the official rate for the Won went 
from Won 317 to the dollar in December 1970 to about 400 won by June 
1972 and as the Japanese yen and other key currencies devalued in relation 
to the dollar in late 1971 and early 1972, the won value of foreign debts 
held by domestic firms increased substantially by much more than any 
inflation in profits between the end of 1970 and the middle of 1972. Also, 
many domestic firms had borrowed heavily in the unorganized money 
markets in which rates of interest approached 50 to 60 per cent per annum. 
Much of the unorganized money-market borrowing was on a very short-term 
basis. 

The Government responded to the economic slowdown with a set 
of reforms, announced in August 1972. These reforms marked the beginning 
of a radically different approach to economic policy-making in Korea. 
From 1964 until 1972, wholesale price inflation averaged more than 10 
per cent a year. In the face of this inflation, a number of measures 
were taken to stimulate savings and use of the banking systems and to 
maintain the international competitiveness of the economy. Most significant 
of these measures was the maintenance of very high bank deposit rates and 
frequent devaluations. The new philosophy stressed price stabilization, low 
interest rates and a stable exchange rate. It was recognized, however, 
that to switch from a regime of rapid inflation, high interest rates and 
frequent devaluations to a more stable regime could only be accomplished 
at the cost of financial disaster for most industrial firms in Korea, which 
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weic heavily indebted, unless special measures were taken. Thus the 
Government sponsored a massive debt rollover, not only of loans in the 
nationalized banking sector but of private, unorganized money.market loans. 

The basic plan was to concentrate as much of foreseen price
increases In 1972 and pursue a rigid stabilization program in 1973. In 1972 
utility prices and fuel prices were raised substantially so that government 
monopolies in these areas would not require future subsidy. As of August
1972, however, the Government announced that utility prices would be 
frozen indefinitely. The money supply increased sharply in the last half 
of 1972 as credit was expanded to accommodate the internal debt rollover, 
but the Government announced a price stabilization plan for 1973 which 
included limited increases in the money supply and a reduction in the rate 
of growth of government expenditures. The Government pledged its efforts 
to maintain the rate of inflation of wholesale prices to 3 per cent or less. 
Many of the Government pronouncements were aimed at cutting expecta
tions of future price increases which, if successful, were expected to help 
in the stabilization efforts. 

Changes were also initiated in the foreign exchange regime. Another 
tariff reform discussed through much of 1972 was instituted in early 1973. 
The exchange rate, which had been allowed to devalue gradually from Won 
370 in the beginning of 1972 was stabilized at Won 400 to the dollar 
in June 1972. Some export incentives were reduced and import controls 
were liberalized. 

Although 1972 was one of relatively slow growth in GNP, exports
increased sharply, by 48 per cent, from $1,132 million in 1971 to $1,676 
million in 1972. Imports, however, grew only 3.5 per cent in 1972, compared 
to a 21 per cent increase in the previous year. Since service receipts also 
expanded rapidly due to increased tourism, the overall balance of payments
deficit on current account (net goods and services) was reduced significantly
from $1,018 million in 1971 to $541 million in 1972. Gold and foreign
exchange reserves reached $740 million at the end of the year, an increase 
of about $170 million over 1971. 

This improvement in the balance of payments was made possible
by the combination of two factors: (I) the improvement in the international 
competitiveness of Korean industries due to the gradual devaluation of 
Won from Won 317 to the dollar to about Won 400 between December 1970 
and June 1972, and the relative appreciation of the Japanese yen and other 
key currencies based on Smithsonian Agreement; and (ii) the slowdown 
In domestic economic activities which not only reduced the demand for 
Imports but also induced domestic industries to expand into foreign markets. 
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In 1973, the growth of GNP reached a high 16.9 per cent. The
mining and manufacturing sectors grew by about 24 per cent during the 
year. Commodity exports almost doubled the level of the previous year,
mainly due to the effective devaluation of won and favorable international
economic conditions. The price stabilization plan, however, was endangered
by very high prices for imported fuels, grains, and industrial raw materials. 

VI. GROWTH AND EMPLOYMENT 

The rapid rate of growth of output in the sixties was accompaniedby a steady decline in the rate of unemployment, particularly in the
non-farm sector (see Table 9). In addition, the non-farm population was a
steadily rising proportion of total population. By 1970 it had exceeded 
50 per cent. At the same time, farm population underwent not only
relative but an absolute decline 

a 
between 1967, when farm population

reached a peak of 16.1 1970, whenmillion, and it attained a low of 14.4 
million. 

The decline in unemployment was due to a rapid increase inemploy.
ment opportunities in the non-agricultural sectors. As indicated in Table 10,
the rate of growth of population declined steadily throughout the sixties. 
From a high 3.2 per cent per annum in 1961, it declined to 1.8 per centby 1970. The growth of the labor force, however, showed a steady
increase, particularly during the latter half of the decade, although there 
were variations up and down due to moderate changes in participation rates.
The farm labor force has declined since 1965, decreasing at a rate of 2.1 
per cent in 1971. 

Job opportunities expanded rapidly, particularly in the manu
facturing sector, the leading sector of the economy (see Table 11). Growth
in manufacturing, however, stimulated rapid increases in output and 
employment in other non-agricultural sectors. 

The rapid growth in employment opportunities in manufacturing
was due mainly to large increases in investment and output, creating a demand
for workers. The growth in output occurred using relatively labor Intensive 
methods. Unlike trends in many other countries, where rapid growth In
manufacturing output is accompanied by a rapid increase in labor productivity
because of a trend toward more capital intensive methods, in Korea
manufacturing employment grew very rapidly between 1957 and 1967,at 9.6 per cent per annum, while labor productivity increased at about 2.6 per cent per annum. From 1967 to 1972, however, productivity increased 
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Table 9: Fann and Non-Farm Population and Unemployment: 1957-1972 

Non-Farm 
Population 	 Non-Farm 

Farm Non.Farm as per cent 	 Household 
Population Population of Total Unemployment Unemployment 

Year (millions) (millions) Population Rate (per cent) Rate (per cent) 

1957 13.6 9.4 40.8 5.9 n.a. 
1958 18.8 9.9 41.8 6.2 n.m. 
1959 14.1 10.2 41.8 5.8 n.e. 
1960 14.6 10.5 42.0 7.5 n.a. 
1961 14.5 11.4 43.9 7.9 n.a. 
1962 15.1 11.5 43.3 8.8 n.a. 
1968 15.3 12.0 44.1 8.2 16.4 
1964 15.6 12.4 44.5 7.7 14.4 
1965 16.8 12.8 44.8 7.4 13.5 
1966 15.8 18.5 46.0 7.1 12.8 
1967 16.1 18.8 46.1 6.2 11.1 
1968 15.9 14.5 47.8 5.1 8.9 
1969 15.6 15.4 49.7 4.8 7.8 
1970 14.4 17.1 54.3 4.5 7.4 
1971 14.7 17.4 54.2 4.5 7.4 
1972 14.7 18.0 55.1 4.5 7.5 

Note: 	 Since the coverage and method of labor force survey changed in 1963, the 
labor force statistics available for the period prior to 1963 were not consistent 
with those for the later period. Al data other than total population given 
In this table for 1960-62 were therefore estimated by linking the old 
survey data with the new data (two different survey results were available 
for 1963). 

Source: 	 Bank of Korea, Economic Saiailtics Yearbook. 1973, p. 6; Economic Planning 
Board, Major Economic Indivators, July 1973, p. 96; Economic Planning. 
Board. Korea Statialical Yearbook, various issues prior to 1964. 

much more, at an average of 11.9 per cent per annum. The changes 
in productivity were a function of variations in the growth in real wages. 
In I9M9, real monthly earnings of manufacturing workers reached a peak 
of Won 8,902 in terms of 1970 prices (see Table 11). By 1964 real monthly 
earnings began to grow beginning in 1965, and, after surpassing the 1959 
level in 1967, showed spectacular growth until 1970 and continued to 
grow substantially until 1972. By 1971 the 1964 level of earnings had 
doubled. The rapid growth in real wages since 1967 was the result of growing 
tightness in the labor market and shortages in certain skill categories and 
was correlated with much more rapid increases in labor productivity and 
slower growth in employment compared to the period 1957 to 1967. 
Between 1967 and 1972, the growth rate of employment dropped to 7.2 
per cent a year. 
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Table 10: Population and Labor Force Growth: 1960-1972 

Growth 	 Growth 
Growth Rate of Growth Growth 	 Rate of 
Rate of Popu- Popu-	 Rate of Rate of Non- Non-

Total Total lation lation Total Total Farm Farm Farm Farm 
PopE- Popu- 14 Yrs. 14 Yrs. Labor Labor Labor Labor Labor Labor 
lation lation & Older & Older Force Force Force Force Force Force 

Year (millions) (percent) (millions) (percent) (millions) (percent) (millions) (percent) (millions) (percent) 

1960 24.70 2.9 14.16 - 7.74 - 4.93 - 2.82 
1961 25.50 3.2 14.50 2.4 7.94 2.6 4.85 -1.6 3.11 10.3 
1962 26.23 2.9 14.85 2.4 8.15 2.7 5.06 4.4 3.10 -0.3 
1963 26.99 2.9 15.09 1.6 8.34 2.3 5.09 0.6 3.25 5.0 
1964 27.68 2.6 15.50 2.7 8.45 1.3 5.17 1.6 3.28 0.9 
1965 28.33 2.4 15.94 2.8 8.86 4.9 5.23 1.2 3.63 10.7 
1966 28.96 2.2 16.37 2.7 9.07 2.4 5.28 0.1 3.79 4.4 
1967 29.54 2.0 16.76 2.4 9.30 2.5 5.20 -1.5 4.10 8.2 
1968 30.17 2.1 17.17 2.5 9.65 3.8 5.26 1.2 4.39 7.1 
1969 30.74 1.9 17.64 2.7 9.88 2.4 5.26 0.0 4.63 5.5 
1970 31.30 1.8 18.25 3.5 10.20 3.2 5.20 -1.1 5.00 8.0 
1971 31.85 1.8 18.98 4.0 10.54 3.3 5.09 -2.1 5.45 9.0 
1972 32.42 1.8 19.72 8.9 11.06 4.9 5.41 6.3 5.65 3.7 

Sources: 	 Economic Planning Board. Annual Report on the Economically Active Population. 1972; Mador Economic Indicators.
 
July 1973. p. 96; and Korea Statistical Yearbook, various issues.
 



M Table 11: Employment, Earnings and Output in Non-Agricultural Sectors: 1957-1972 

Year Monthly Seoul Price Rate of Employ- RateEarnings Consumer Deflated Growth 	
ofa Value Growth Non-a Rate ofa Non-menta Growth 	 Rate ofAddedof Pro- Price 	 in of Value Agricul-Earnings of Price 	 Growth Agricul-

duction Index in Manu- of Employ- Manufac- Added in 	
Growth 

(1970 Deflated facturing ment In 	
tural of Non- tural of Non-Workers (1970 = prices) 	

turing Manufac- Employ- Agricul- ValueEarnings (thou-	 Agricul-Manufac- (billions turing ment tural AddedIn Manu- 100) 	 turalfacturing 	 (percent) sands of turing of won)persons) (percent) (constant 	 Employ- (billions Valuement(won) 1970 	
of won) Added 
(constant) (percent) 

prices) 	 1970 

prices)
1957 2.030 26.1 7.778 - 409 1958 2,170 25.3 	 94.65 - 2,0868,577 10.3 	 - 564.29413 0.9 	 1959 2.350 26.4 8902 	 103.25 9.1 1.946 -6.73.8 	 589.03 4.4456 10.5 112.781960 2.330 28.6 	 9.2 1,938 -0.48.147 8.5 	 635.80 7.91961 2.610 	 438 -4.0 122.0030.9 8.447 	 8.2 2,1493.7 446 1.8 	 10.9 663.15 4.31962 2.780 	 125.79 3.1 2.54732.9 8,450 0 511 14.5 18.5 662.28 	 -0.11963 3.180 	 142.34 13.239.7 8.010 	 2,580 1.3-5.2 610 	 728.81 10.119.31964 3.880 51.4 	 166.96 17.3 2.8257,549 -5.8 	 9.5 796.26 9.3637 4.41965 4,600 	 177.8658.4 7,877 	 6.5 2,9744.3 	 5.3 827.40772 21.2 213.35 	 3.91966 5.420 65.4 	 20.0 3,3968.287 5.2 833 	 14.2 927.05 12.01967 6.640 	 7.9 249.8772.5 9,159 	 17.1 3.547 
1968 	 10.5 1.021 22.6 306.77 22.8 

4.5 1.051.27 13.48,400 80.6 10.422 	 3.906 10.113.8 1.170 14.6 	 1.218.23 15.91969 	 389.6711,270 88.7 12.706 27.0 4.354 11.5 	 1,437.0421.9 1.232 5.3 	 18.04711.031970 14,561 100.0 14.561 	 21.4 4.589 5.4 1.669.0114.6 1.284 	 16.11971 17,349 	 4.2 560.01112.3 15,449 6.1 1.336 	 18.4 4.829 5.2 1.864.67 11.71972 20,104 	 4.1 659.21125.6 16,006 3.6 1,445 	 17.7 5.190 7.5 2,078.36 11.58.2 762.79 15.7 5.213 0.4 2,262.70 8.9 

a See note to Table 9.
 
Source: 
 Bank of Korea. EconomicStatistics Yearbook, various issues, and Economic Planning Board, Korea StatisticalYearbook,various issues. 
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Even though employment In manufacturing grew at a less rapid
rate from 1967, the rate of growth was still substantial. Overall from 1957 
to 1972, manufacturing employment grew on the average of 8.8 per cent 
per annum and total non-agricultural employment at 6.3 per cent per annum. 
One of the reasons for this performance was the willingness of the Government 
to allow wage rates to be set by competitive forces. Labor was not well 
organized into unions and the Government did not press for minimum wage
legislation. Wages in the non-agricultural sector more pccurately reflected 
the opportunity cost of labor in the traditional agricultural sector than in the 
typical less developed country in which wages in the modern sector are kept
at artificially high levels by a combination of government policies and 
pressures from organized labor. Furthermore, as we have shown above,
government policies did not substantially distort the Korean price structure 
away from world prices, so that incentives were provided to concentrate 
production in labor-intensive exports and home goods and to import
capital-intensive goods rather than to substitute for imports. Labor absorp
tion was rapid, at least until the very late sixties when labor shortages
began to appear and wages started to grow very rapidly. 

VII. GROWTH AND INCOME DISTRIBUTION 

It Is difficult to determine the effect of rapid growth on income 
distribution in Korea. There are only bits and pieces of evidence which 
indicate that income in Korea has been relatively evenly distributed. 

Surveys of consumption expenditure reveal a distribution of con
sumption expenditure among Korean households which is among the 
most equal in the world. Furthermore, the distribution of consumption
expenditure between 1964 and 1970 seems to be getting somewhat better

2
rather than worse. 

Farm incomes seem to be relatively evenly distributed. After
World War II, the United States Military Government took possession
of large Japanese land holdings. The land was redistributed to Korean 
smallholders in 1947. Further redistribution of lands from larger farms 
to smaller farmers occurred in 1949. The net result was a very equal
distribution of land and a relatively even distribution of farm income. 

Chengry, Redlatributlon with Orowth: An Approach to Policy, op. cit 2 
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Furthermore, there is very little disparity between farm and non
farm income. Wage levels in agriculture and manufacturing are not far apart. 
The following table provides a comparison:8 

Averag
for 

Monthly Wage 
arm Workers 

Average Monthly Wage
for Manufacturing

Production Workers 
(Won) (Won) 

1961 1,978 2,610 
1964 3,657 3,880 
1968 
1971 

7,383 
13,432 

8,400 
17,349 

Manufacturing wages have generally been higher than farm wages, but 
the cost of living is probably considerably less in rural areas and farm 
workers also often have access to income in kind from their own vegetable 
gardens. On the other hand, farm work is usually seasonal. In 1964, 
a particularly good year for agriculture, the two wage levels were especially 
dose. All things considered, there do not seem to be the large differences 
between rural and urban income levels typical of other less developed 
countries. 

This impression is reinforced by data which are available concerning 
average farm household income.4 Farm income and manufacturing wages 
can be compared as follows: 5 

Average Total Farm Household Annual 
Farm Household Income per Manufacturing

Income Worker Wage Income 
1961 125,692 56,618 45,560 
1968 178,959 87,297 100,800 
1971 356,382 179,990 208,128 

3 Econond Planning Board, Major Economic Indicators, May 1972. pp. 88-89. Farm 
wages an reported in terms of a daily wage rate. To let monthly earning, the 
daily wage rate was multiplied by 23. 

Bank of Korea. Economic Statistics Yearbook, various Issues. 

6 Averagri total farm household income as from Ministry of Agriculture and Forestry,
Report on the Resulits of Farm Economy Survey and Production Cost Survey of 
Agricultural Products (1972). Average total farm household Income Is divided by 
2.22 workers per household In 1964. 2.05 workers per household In 1968, and 
1.98 workers in 1971. These figures were estimated from the farm labor force 
estimates given in Table 10 and the total number of farm households given In Bank 
of Korea, Economic V.tatistics Yearbook. 1973, p. 104. Manufacturing wages are 
from p. 254 of t same publication. 
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Total farm income including income in kind, substantially exceeds annual 
wage income of production workers in manufacturing, but farm income 
per worker was somewhat greater than non-farm income per worker in 1964, 
a good agricultural year. In 1968 and 1971 farm income per worker was
probably a bit less than the average manufacturing wage. These calculations 
are only very rough indicators, but they also lead to the conclusion of 
no great rural-urban disparities. 

Wage levels in other non-agricultural sectors have tended to move 
very closely with manufacturing wages. The evidence is preponderant that 
wage rates are set largely by market forces and that there are no great
market imperfections which allow sectoral disparities to arise. There have
been in Korea no massive pools of unemployed and underemployed workers.
Among the working class, both urban and rural, which forms the great
bulk of the population In Korea, the distribution of income has probably
been relatively equal. On the other hand, even the casual observer of the
Korean scene is impressed with the vast wealth of a number of top urban 
entrepreneurs. As a percentage of the population, they are relatively small,
but concentrated in the city of Seoul they are relatively conspicuous.
If data on income distribution were available they would probably show
relatively little overall variance in income distribution, but very great
skewness caused by a small number of wealthy industrialists. 

Vill. FACTORS IN THE RAPID GROWTH 

The Korean economy has not suffered from any chronic deficiency
in effective demand. Except for 1958-1961 and 1964 when effective demand 
was restrained by either deflationary monetary and fiscal policy or political
turmoil, investment demand has tended to be excessive relative to the supply
of savings since the Korean War, and there has been a chronic tendency
toward inflation. The rate of return on investment has tended to be high.
The high rate of return on investment may be inferred from the high level
of demand for loanable funds even though commercial bank interest rates 
were very high after the 1965 interest rate reform, and rates of interest 
in the unorganized money market were probably twice the commercial
bank rates. Borrowing at these high interest rates increased continually
throughout most of the period from 1963 to and finder's fees for1971 
high interest loans were common. Although many bank loans were subsidized
in one way or another and the average interest paid on bank loans was
probably only about two-thirds the official bank lending rate, marginal
borrowing had to be done at the high rates which indicates that the rate 
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of return on marginal investments was at least as great. The inference 
concerning high rates of return is corroborated by direct measurements 
of rates of return. For example, Gilbert Brown has estimated from national 
accounts data that the average rate of return on new investment was 
between 20 and 30 per cent. Brown also cites direct estimates based on data 
from eleven individual firms that the average rate of return was about 28 
per cent in late 1965.6 

The Korean economy has exhibited the characteristics that eco
nomic theory would predict for an underdeveloped, relatively labor
abundant, and capital poor economy - a high rate of return to capital, 
a high level of investment demand, and a limited supply of inv-.stable 
resources. The main constraints on growth are limited savings and foreign
exchange availability. The factors responsible for growth in the case of 
Korea can be characterized as: (1) those which sustain and complement
the high level of investment demand, (2) those which increase the supply
of savings to meet investment demand, (3) those which increase the 
availability of foreign exchange to satisfy the derived demand for foreign
exchange which arises from the high level of effective demand, and (4)
those that foster efficient resource allocation as evidenced by a very low 
capital-output ratio. What, then, were some of these factors which were 
responsible for the rapid growth of the Korean economy throughout much 
of the 20 years since the Korean War? 

One thing to keep in mind is that rapid growth breeds rapid growth. 
Rapid and sustained growth stimulates demand in nearly all sectors of the 
economy and contributes to the profitability of investment. A type of 
accelerator effect tends to operate. Rapid economic growth generates high
rates of return, high levels of investment, and consequently more rapid
growth. In this type of economy, recovery from temporary reductions in the 
rate of growth can be rapid because of the belief among entrepreneurs
that rapid growth would be resumed. 

There was also a number of factors specific to Korea which we 
have not analyzed in any detail but which clearly ought to be mentioned. 
These factors provided a favorable environment for investors and helped
sustain high levels of investment demand. The work force in Korea ishighly
educated compared to most less developed countries. In 1970 the adult 
literacy rate wa. 88 per cent.7 The proportion of primary school age children 

o Gilbert T. Brown. Korean PricintPolicies and Economic Development In the 1960', 
Baltimore: Johns Hopkins Press, 1978. p. 205. 

7 Uteracy rate for population aged 13 and over from Economic Planning Board,
"Briefing Materials to the President," June 11, 1978. 
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attending primary school was 97 per cent.8 The highly educated work 
force, it might be argued, made training much easier and was a factor 
in achieving high levels of efficiency and productivity. 

Korea seems to have an abundant supply of entrepreneurial and 
managerial expertise. Although there were very few Korean managers
during the Japanese occupation, it did not take long for a Korean managerial 
class to develop after the liberation. A large proportion of the Republic 
of Korea's entrepreneurs are immigrants from North Korea, but many of the 
most successful entrepreneurs are of southern origin. There are no significant
numbers of foreign managers and entrepreneurs. The level of foreign 
direct investment has been exceedingly low, only about 7.4 per cent of 
total foreign investments and loans between 1959 and 1971. 9 

Korean economic development has also been aided by relative 
political stability during the most rapid period of economic growth. 
The government of Park Chung Hee has made economic development the 
symbol of its political legitimacy. 10 Maintenance of a stable political regime 
has been aided by a high degree of cultural homogeneity in Korea. Disputes 
over language and political cleavages among ethnic groups have not been 
important factors in the South Korean political scene. 

Another factor in Korean development has been the weakness 
of the labor movement. There are fcw powerful, organized labor unions. 
The Korean system of industrial organization is similar in many ways 
to that of the Japanese. Employees tend to remain with firms for very 
long periods and employers are paternalistic in their attitudes towards 
their workers. There is an absence of labor strife and little upward pressure 
on wages except for that due to labor shortages rather than union bargaining 
power. The tendency for real wage rates to remain stable through most 
of the sixtees helped keep profits high and stimulated investment demands. 

Finally, ties with Japan were an important element in the growth 
process. Although the Japanese occupation before and during World War 1I 
was extremely unpopular, the Japanese did manage to build a strong 
industrial base in Korea before the war. Much of this industrial base 
disappeared during and after the war, due both to war damages and to the 

8 Ministry of EduaUon, ICtatistical Yearbook of Education, 1970, pp. 138-39. 

9 Major Economic Indicators 1961.1971, Seoul, Economic Planning Board, May 197Z 

p. 81 

10 See David Cole and Princeton Lyman. Korean Development: The Interplay of 
Politics, Cambridge: Harvard University Press. 1971. 
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departure of the Japanese managers and entrepreneurs. The Japanese showed,
nevertheless, that industrialization was possible in Korea and provided
an example which could be imitated by the Koreans. Further, Korean 
entrepreneurs followed the example provided by Japan in its post-war
growth. Technology was transferred from Japan. The system of !aboi
relation in South Korea, as noted above, closely resembles the Japanese
pattern. Korean entrepreneurs are affected by the same expansionary psycho
logy demonstrated by the Japanese. Government economic policies in Japan
are often emulated in Korea. Policy choices are often evaluated in terms
of the degree of similarity with successful Japanese economic policies.
The emphasis on export promotion, the system of trade and foreign exchange
controls, and the high degree of cooperation between the Government 
and the private sectors are characteristic of both Korea and Japan. 

High levels of investment demand, however, are not enough.
The rate of savings must be sufficiently high to finance desired levels
of investment. Shortages of foreign exchange can restrict realized investment
by limiting the availability of imports of raw materials and capital goods.
An economy can also bog down because of increasingly debilitating 
inefficiencies in production. 

IX. THE SUPPLY OF SAVINGS 

The supply of savings, both domestic and foreign, was substantialin the sixties although not enough to satisfy total investment demand 
as there has been a persistent inflationary gap throughout most of the 
period since 1963. 

A. Foreign Savings 

Foreign savings have been about 10 per cent of GNP since 1960.
The nature of the foreign savings, however, changed substantially over the
sixties. In the post-Korean War period, the bulk of foreign savings wasprovided by foreign aid grants, either through the United Nations or
through United States bilateral assistance programs. In the early sixties,foreign aid loans became more important relative to grants. Beginning
about 1966, however, commercial loans from a variety of countries became 
the dominant factor. 

We estimate that foreign savings could have been responsible
for about four percentage points of growth, using the average capital-output 
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ratio between 1960 and 1970 of about 2.5. That is, instead of 10 per cent 
growth per year, growth might have averaged about 6 per cent per year. 

The role of foreign savings declined In the late sixties and early 
seventies for two reasons. First, domestic sources of savings became relatively 
more important. Second, the capital-output ratio has tended to increase, 
resulting apparently in less growth per dollar of imported capital. 

The large importation of foreign capital began to cause a heavy 
debt service burden In 1970 and 1971. Since then, however, the debt 
service ratio has become more reasonable. 

Foreign commercial borrowing probably was a bit excessive in the 
late sixties. There was a divergence between social opportunity costs and 
private costs of foreign capital which made foreign borrowing more attractive 
than was justified. The Government originally encouraged all forms of foreign
borrowing, but had to discourage short-term foreign borrowing as of 1970 
as part of an IMF standby agreement. 

There is little evidence that foreign aid was relied upon unduly. 
Much of the aid was on a grant basis, especialy in the early sixties. Thus 
the cost to Korea is low and rates of return on investment were high. 
It is true that much of the grant aid may have discouraged domestic savings, 
but at the time grant aid was received in large quantities, Korea was 
desperately poor and needed additional resources for both consumption 
and investment. 

B. Domestic Private Savings 

Although foreign capital was an important factor in the growth 
performance of the Korean economy, domestic savings played an increasingly 
important role. In 1960 domestic savings financed only about 20 per cent 
of total gross investment. By 1972 this proportion had risen to about 75 
per cent. 

Business savings (in constant 1970 prices) grew rather slowly 
after the Korean War, but since 1957, they increased quite rapidly, at an 
average rate of 11.8 per cent per year between 1957 and 1972 (see Table 12). 
As Table 12 shows, household savings have been very erratic. Household 
savings were substantial during the period of relative price stability in the 
late fifties and even more so in the last half of the sixties after the interest 
rate reform of September 1965 which substantially raised interest rates. 
During periods of low interest iates and high inflation, such as the first 
half of the sixties, household savizvgs were very low and at times substantially 
negative. 
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Table 12: Sources of Domestic Savings: 1953.1972 
(Won billion, constant 1970 prices) 

Government 
Year Savings 

1953 19.47 
1954 4.67 
1955 10.65 
1956 52.47 
1957 41.95 
1958 39A3 
1959 36.08 
1960 54.63 
1961 66.33 
1962 67.03 
1963 66.41 
1964 71.50 
1965 94.38 
1966 103.48 
1967 128.83 
1968 174.90 
1969 183.98 
1970 206.43 
1971 190.45 
1972 132.69 

Business 

Savings 


39.30 
44.13 
40.32 
40.56 
45.38 
52.58 
62.06 
59.91 
68.69 
88.29 
96.77 
96.07 

119.24 
128.57 
145.39 
161.81 
174.89 
182.85 
191.82 
241.24 

Household 
Savings Total 

-15.09 43.68 
36.93 85.73 
30.40 81.37 

8.77 101.80 
12.05 99.38 
22.42 114.43 
21.16 119.30 

0.55 115.09 
5.18 140.20 
0.59 155.91 

-17.50 145.68 
-18.02 149.55 
22.62 236.24 
80.65 312.70 
83.37 357.59 
86.24 422.95 

115.34 474.21 
92.67 481.95 
49.36 431.63 
99.73 473.66 

Notes 	 The estimates of savings Include savings from transfers from abroad. 
Household savings include errors and omissions and exclude grain inventory 
changes. 

Sowees 	 Charles Frank. Kwang Suk Kim, and Larr, Westpha. Foreign Trade Regimes 
and Economic Development: South Korea, National Bureau of Economic 
Reearch. Chapter VIII, Table 9.11.A. 

The responsiveness of domestic savings to rates of interest, rates 
of inflation, and economic aggregates can be determined by regression 
analysis.11 Household savings SH is expected to be a function of the 

For a description of data and methodology see Charles Frank. Kwsng Sisk Kim, 
and Larry Wstphal, Foreign Trade Regimes and Economic Developdient: South 
Korea. National Bureau of Economic Research. 
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expected real rate of interest on local savings deposits RRD* and disposable 

income of households YDP. The basic specification is: 

(1) SH = ao + alYDP + a2RRD* . 

Of course, the expected real rate of interest RRD* is not an observable 
variable. We assume, however, that the expected real rate of interest is a 
function of the current nominal rate of interest RD less the expected 
rate of inflation. The expected rate of inflation RRD* is assumed to be 
a function of current and past rates of inflation RINF. 

(2) RRD* = RD - boRINF - blRINF.l. 

If (2) is substituted back into (1), we obtain the following result:
 

.
(3) SH a 	ao + alYDP + a2RD - boa2 RINF . bla2RINF.l 

This is the equation which was estimated with the following result: 

(4) 	 SH = -71.5504 + 0.08578YDP + 193.0218RD .44.7071 RINF 
(.4.47) (4.23) (2.94) (.2.48) 

-35.0608RINF. I . 
(.2.87) 

Estimation Technique: Cochrane.Orcutt Iterative Te Oque 

Sample Period: 1955 to 1970 

R2 0.9550
 

d - 3.0033
 

where d is the Durbin-Watson statistic.
 

The results were only somewhat different for other sample periods, but all 
sample periods reveal a high degree of significance for the real interest 
rate. The average Interest rate elasticity over the sample period is 1.82, 
a very high interest rate elasticity. 

Business savings SC, which forms the bulk of private savings
in Korea, was assumed to be a function of non-agricultural value added, 
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the expected real rate of interest on savings deposits,12 the average 
rate of protection on imports and the average rate of subsidy on exports.
The rationale for including rates of protection or subsidy was that high
levels of protection and subsidy should increase profits and lead to higher
savings. The level of tariffs and tariff equivalents and subsidies per dollar 
of export did not seem to affect savings in any consistent or significant
fashion. Furthermore, rates of inflation did not seem to possess much
explanatory power and frequently carried the wrong sign in the regression.
The best results were obtained using only two variables, non-agricultural
value added YNA and the rate of interest ci savings deposits RD. 

(5) 	 SC = -0.5689 + 0.0730YNA + 115.2640RD
 
(.0.16) (10.51) (4.13)
 

Regression Technique: Ordinary Least Squares 

Sample: 1960 to 1970 

R2
 = 0.9827 

d = 1.6131 

Both non-agricultural value added and the rate of interest were highly
significant for all sample periods and various specifications. For corporate
savings, the average interest rate elasticity is 0.34 over the same period.
Household savings seem to be substantially more interest rate elastic,
but the significance of deposit rates for corporate savings is nonetheless 
substantial (a 	t-ratio of 4.13). The rate of inflation was not a significant
explanatory variable. Thus it seems that in Korea, business savings depend 
on the nominal rate of interest rather than on the expected real rate of
interest (in contrast to household savings). The reason may be that although
inflation reduces real interest costs, it also may be associated with increased 
profit rates which have a positive effect on corporate savings and investment. 
The two effects tend to cancel each other so that corporate savings show 
little sensitivity to the rate of inflation. 

12 One could argue that given that corporations save only to invest in productive 
capacity, marginal efficiency of investment is the relevant variable. This is a common 
fallacy and represents a failure to understand the concept of reservation demand.Self-financed investment by a tightly controlled corporation, typical in Korea,represents a decision not to distribute profits for the purpose of increasedconsumption and a decision not to seek outside financing, but rather to retainProfits for financing investment. As for the substitution effect, a higher interest rate 
makes self-financing more attractive than outside financing for both working andfixed capital and saving a better choice than consumption. Of course the incomeeffect works in the opposite direction so that the coefficient of the interest rate has 
no a priorisign and must be determined empirically. 

164 



C. Govenment Savings 

Government savings and business savings have been about equally 
important in total savings since the Korean War (see Table 12). Between 
1953 and 1970, government savings grew quite rapidly, at an average annual 
rate of 15.7 per cent. The growth was most substantial, however, after 
the 1964 tax reforms. From 1964 to 1970 government savings increased 
at a rate of 20.6 per cent per annum. 

Government savings grew both because of rapid growth in tax 
revenues and because of a slow rate of increase in current expenditures. 
Tax revenues increased sharply during the Korean War recovery, from about 
S per cent of GNP in 1953 to more than 10 per cent in 1959. By 1964, 
however, they had declined to 7.3 per cent. After the 1964 tax reforms, 
revenues reached a peak of more than 16 per cent of GNP in 1971 before 
declining slightly in 1972.13 In addition, government-owned monopoly 
enterprises contributed rapidly growing net surpluses which constituted 
almost II per cent of central government revenues in 1972.14 

Government current expenditures grew less rapidly than total 
government revenues from 1962 to 1970, when current expenditures 
declined from 78 per cent of current revenues to about 62 per cent. 
Between 1970 and 1972, current expenditures rose more rapidly than 
revenues. Much of the government non-recurrent expenditures was on 
directly productive assets. Between 1963 and 1971, about 14 per cent 
of total government loans and investments went into mining and manu
facturing, 39 per cent into electricity, transport, and communications, 
anu 25 per cent into agriculture, forestry, and fisheries. 15 The remainder 
was Invested in housing, education, and other services. Some Government 
savings were channeled to the private sector through government-financed 
loan funds of development banking institutions such as the Korea Develop. 
ment Bank and the Medium Industry Bank. In 1963, government funds 
accounted for more than one-half of all outstanding loans of the banking 
sector. After the interest rate reform of 1965 the commercial banks greatly 
expanded their loan portfolios, but even in 1970, government funds 

18 Bank of Korea. Economic Statiatics Yearbook 1973, pp. 258-59 and 28-89. 

14 Bank of Korea. Economic Statistics Yearbook 1973, pp. 290-91. 

15 Economic Planning Board, Major Economic Indicators, 1981.1971, p. 83. 
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accounted for more than one-quarter of total outstanding loans by banking 
institutions.1 B In 1972, about one.sixth of total government savings were 
allocated to capital transfers of this type.17 

X. THE SUPPLY OF FOREIGN EXCHANGE 

One of the most striking features of the performance of the 
Korean economy has been the rapid growth of foreign exchange earnings. 
Foreign exchange receipts on current account grew at an average annual rate 
of 26.2 per cent between 1963 and 1972 (see Table 13). 

A. Invisible Earnings 

In the early sixties, a high proportion of total foreign exchange 
receipts were invisibles and derived directly from the presence of a large 
contingent of U.N. (mostly US.) forces stationed in Korea. Sales of local 
currency to U.N. forces, military procurement, and provision of electricity, 
transport, water and other public utilities to U.N. installations accounted 
for almost one-half and total invisibles about three-quarters of all foreign 
exchange earnings in 1961. Receipts from U.N. forces and other invisibles 
were relatively stagnant between 1961 and 1965, however, so that by 1965 
invisibles accounted for about one-third of total earnings. The escalation 
of the U.S. effort in Viet-Nain after 1965 brought more troops to Korea 
and an increase In military procurement, both for troops ir. Korea and 
for those in Viet-Nam. Korean goods were exported to Viet-Nam under 
military procurement contracts beginning in 1967 and anumber of Korean 
construction firms became involved in military projects in South Viet-Nam. 
Receipts from U.N. forces increased rapidly between 1965 and 1969, but 
other foreign exchange receipts grew even more quickly. After 1969, 
receipts from U.N. forces declined, and by 1971, only 36 per cent of 
invisible eamings and II per cent of total foreign exchange receipts 
could be attributed to U.N. military procuremen and other earnings 
generated by the presence of U.N. forces in Korea. 

16 Ibid.. p. 35. 

17 Bank of Kora, conomic8tatitli Yearbook 1975, pp. 26.-8. 
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Table 13: Foreign Exchange 	 Receipts on Current Account: 1961-1972 
(millions of dollars) 

Receipts from U.N. ForcesForeign Exchange Receipts a and U.S. Procurementb 

Merchan. Other 
dim Current Won. Procure.

Year Total Exports Receipts Total sales mert Utilities 

1961 166.2 42.6 128.6 79.7 85.7 38.4 5.6
1962 179.0 66.7 122.8 86.1 47.2 84.1 4.8 
196A 177.2 85.2 91.8 58.8 80.5 22.1 5.7
1964 212.2 115.1 97.1 68.7 26.4 3.2 4.1
1965 298.0 172.2 	 125.8 74.0 34.1 85.7 4.2 
1966 486.8 248.4 288.4 100.9 80.4 65.5 5.0
1967 695.4 320.2 875.2 147.1 35.8 106.7 5.1
1968 889.4 464.9 424.5 177.6 49.3 122.3 6.0 
1969 1.102.0 604.9 497.1 207.0 43.1 155.7 8.2
1970 1,306.7 816.0 	 490.7 52.3190.8 131.4 7.1
 
1971 1.523.4 1,036.8 486.6 173.5 61.3 
 106.0 6.2

1972 2,159.2 1,580.0 579.2 192.8 97.6 
 90.6 4.6 

a 	 These include only fozei:n exchange transactions conducted through banking
channels. Thus, they are an underestimate of total receipts. For example, totalexport receipts in were million on a1971 $1.132 	 customs clearance basis. 

b 	 Includes receipts from U.S. procurement and construction contracts for Vietnam. 

Sourceas 	 Bank of Korea, EcoAnomic Statilstfcs Yearbook 1973, p. 216, Economic 
Statistics Yearbook 1970, p. 282; and Economic Planning Board, Korea 
Statistical Yearbook 1972, p. 406. 

B. 	 Exports 

The major reason for the very rapid growth In foreign exchange
earnings was the growth performance of exports. In the fifties, exports 
were negligible and followed an erratic pattern, ranging from a high of 
$40 million in 1953 to a low of $17 million in 1958 (see Table 14).
After 1958 exports began a pattern of uninterrupted growth, exceeding
the 1953 level by 1961. From 1962 until 1973, the growth rate of exports 
averaged 44.8 per cent per annum every year and reached a high of 98 
per cent in 1973. Exports increased from less than a third of total 
current foreign exchange receipts, about one-eighth of the total value 
of imports in 1962, to three-quarters of all current foreign exchange receipts 
and almost 65 per cent of 	the value of imports in 1972. 
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Table 14: Export Gowth: 1953-1972 

Year 

Total 
Exports 
(S millions) 

Growth 
Rate 
(per cent) Year 

Total 
Exports 
(S millions) 

Growth 
Rate 
(per cent) 

Exports Net 
of Sales to 
Viet-Nam 
(S millions) 

Growth 
Rate 
(per cent) 

1953 40 - 1963 87 58 87 58 
1954 24 -40 1964 119 37 119 37 
1955 18 -25 1965 175 47 175 47 
1956 25 39 1966 250 43 250 43 
1957 19 -24 1967 335 34 320 28 
1958 17 -11 1968 486 45 455 42 
1959 20 18 1969 658 35 622 37 
1960 33 65 1970 882 34 835 34 
1961 41 24 1971 1,132 28 1,068 28 
1962 55 34 1972 1,676 48 1,624 52 

am.: Bnk of Noa. BCOUomIM stnuatis Ym-book. unnan isse. 



Exports of Korea are relatively import intensive so that the net 
foreign exchange earnings are substantially less than the gross earnings.
Even if a correction Is made for this fact, the ratio of exports to GNP and 
the rate of growth of exports are exceptionally high by international 
standards. Furthermore, the import intensity of Korean exports has been 
declining; the direct import content was 43.9 per cent in 1969 and 36.8 
per cent in 1972. 

The data in Table 14 demonstrate the relative unimportance of U.S. 
procurement exports to Viet-Nam which began only in 1967. The growth
rate of exports exclusive of exports to South Viet.Nam was even more rapid
than growth in total exports, except in 1967 and 1968. Nevertheless 
exports - net of sales to Viet-Nam - grew at rates of 28 and 42 per cent,
respectively In 1967 and 1968 a very creditable performance by any
standard. In 1972, exports to Viet-Nam accounted for le3s than 3 per cent 
of total exports. 

As shown in Table 15, in 1961, 78 per cent of Korean exports 
were primary products - mainly tungsten, coal, dried laver (seaweed) and 
fish. By 1971, 86 per cent were manufactured products and only 14 per cent 
were primary products. Total exports expanded more than 40 times between
1961 and 1972. Manufactured exports, however, expanded almost 170 
times between those atwo years, rate of growth averaging more than 60 
per cent per annum. Although the growth started from a very small base,
it continued even after exports reached a substantial nercentage of GNP.
From 1967 - when exports were almost 9 per cent of GNP - to 1972,
the growth rate of total exports averaged 38.2 per cent and manufactured 
exports 44.5 ver cent. 

In 1961, the major manufactured exports were plywood, cotton 
fabrics, and plates and sheets of iron and steel. The growth of exports
of these products was rapid over the next decade and they remained 
important in 1972. Electrical machinery and apparatus, clothing, footwear,
and wigs were not exported at all in 1961. By 1972 they were major
exports, together accounting for 39 per cent of total exports and 45 
per cent of manufactured exports. 

The largest market for Korean exports in the early sixties was
Japan, but since 1965, the United States has been the most important.
In the fifties and very early sixties, the United States was of very little 
significance as a.i export market. The U.S. was responsible for more than
50 per cent of Korea's exports In 1968, but since then has declined somewhat 
in Importance. Since 1965, Japan has taken about one-quarter, with about 
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Table IS: Stucture and Growth Rates of Exports: 1961-1972 

Total Export Transactionsa himazy Product Epots Manufactured Epot 

Annual Annual AnnualGrowth GrowthAmount GrowthRate Amount Per Cent RateYear Amount Per Cent Rate(S muiion) (per cent) (iS million) of Total (per cent) (8 million) of Total (per cent) 

1961 42.9 32.5 33.5 78.01962 - 9.4 22.0 60.856.7 32.2 41.4 73.0 23.6 15.3 27.01963 84.4 4&8 62.240.8 48.3 - 1.4 43.6 51.7 184.81964 120.9 43.2 58.6 48.4 43.6 62.3 51.6 42.91965 180.5 49.3 68.1 37.7 16.2 112.4 62.31966 225.8 41.7 80.396.1 37.6 26.4 159.7 62.4 42.11967 358.6 40.2 107.4 29.9 11.8 251.2 70.11968 500.4 39.5 113.5 22.7 55.4 
1969 5.7 386.9 77.3 54.1702.8 40.4 147.7 21.0 30.1 555.1 79.01970 1,003.8 43.442.8 164.4 16.4 11.31971 839.4 83.61,352.0 34.7 189.1 14.0 51.2

15.0 1,162.9 86.01972 1,807.0 38.533.7 222.7 12.3 14.1 1,584.3 87.7 36.2 

a These export figures are based on records of settlements of export transactions kept by the Ministry of Commerce and Industry.They usually exceed other export figures cited in this volume (e.g.basi. see Table 2.7) which are determined on a customs clearance
Export figures for 1970 througL 1972 in this table are much larger than customs clearance figures because of the particularly
rad growth of exports in absolute terms in those years. 
Souee, Economic Planning Board. Major Economic Indicators. Seoul. Korea. various Imues. 



anothei one-quarter, split between other Asian -countries and Europe.In 1973, exports to Japan increised substantially. The several revaluationsof the yen vis-a.vis the dollar and the gradual devaluation of the wonwith respect to the dollar from December 1970 to June 1972 left the wonin a very favorable position with respect to the yen and stimulated exports
from Kore# to Japan. 

The rapid growth of exports explains a considerable amount ofKorea's growth. For the period 1955 to 1968, we decomposed the growthof the Korean economy into three factors: growth in domestic demand,import substitutions, and export expansion. The most striking result of thisanalysis is the predominance of export expansion over import substitution.Over the period 1955 to 1968, 20.2 per cent of total growth was attributabledirectly and Indirectly to export expansion while -0.6 per cent was dueto import substitution. Thus, on balance, there was negative importsubstitution but substantial export expansion. As beis to expected,expansion of domestic demand w.s the most important factor, accountingfor more than 80 per cent of total growth. During the period 1960 to 1968,export expansion was even relatively more important, accounting for 22.4per cent of growth compared to -1.4 per cent for import substitution. 

Another striking con,:lusion which may be drawn from the analysiss that export expansion generated considerable domestic backward linkageswhile import substitution did not. The average contribution of exportxpansion for either the 1955.1968 or 1960-1968 period is almost doublevhen indirect effects are taken into account. That is, growth of exports,enerates substantial demand for domestically produced intermediate goods. 

We attempted to explain the growth in exports by estimating theensitivity of exports to exchange

4ere 

rates and export subsidies. Statistically,
were a number of problems. The main difficulty stems from the factlat over the entire period !955 to 1970, the effective exchange rate forKports has exhibited remarkably little variation (see Table 16). This isarticularly true since 1964. Although the effective official exchange rateas varied dramatically from year to year, subsidies and export premiaave changed also in such a way as to keep the effective exchange
)rexports relatively constant. 

rate 

Another factor has been the very low level of exports after theorean War for a country of Korea's size and GNP per capita. Much ofore,.'; export growth in the, late fifties and early sixties can be regardedcatching up after the devastation of two major wars in a little moredecade. The extraordinarily rapid rate 
than 

of growth of exports indicatesat exporting was extremely profitable at existing exchange rates. Aausible hypothesis Is that Korean exports were more constrained by 
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Table 16: Effective 

Official 
Exchange

Year Rate 

1955 99.7 
1956 132.1 
1957 118.1 
1958 121.8 
1959 119.7 
1960 135.4 
1961 244.8 
1962 226.6 
1963 189.3 
1964 232.2 
1965 265.4 
1966 256.3 
1967 243.1 
1968 233.3 
1969 234.5 
1970 240.2 

Excbn Rate on Exports, Purchwft4PowerFmity 
Bu& 1955.1970 
(Won per dollar) 

Premia Due 

to Multiple 


Exchange Rates 


159.9 
139.8 
139.1 
155.9 
202.8 
181.7 
28.0 
0.0 

58.0 
43.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 

Export Subsidies Effective 
per Dollar Exchange Rate 
of Exports on Exports 

0.0 259.6 
0.0 271.9 
0.0 257.2 
2.3 280.0 
3.0 325.5 
2.4 319.5 

15.0 287.8 
35.3 261.9 
27.6 274.9 
28.8 304.0 
38.1 303.5 
46.9 303.2 
54.3 297.4 
63.2 296.5 
58.4 292.9 
64.1 304.3 

IoeCs Ministry of Finance, Korea; Bank of Korea; U.S. Agency for International
Development, Korea; and Charles R. Frank. Kwang Suk Kim. and Larry
Westphal, Forelg, Trade Regimes and Economic Development, South Kora;
National Bureau of Economic Rearch. Tables 6. and 5.9. 

capacity to produce export goods than by the relative profitability of 
producing for export markets as opposed to domestic markets. 

The sensitivity of exports was tested using exports of manufactured 
goods (XGM) as the dependent variable, and non-agricultural output (YNA),
the official exchange rate on a purchaslng-power.parity basis (ORD), and all 
other export incentives (i.e., a combination of multiple exchange rate 
premia and subsidies denoted by SUBX) as explanatory variables. If the 
whole period 1955 to 1970 is used, the results are very poor. Using the 
period 1957 to 1970, we obtain the following result: 
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(6) 	 XGM = -241.4847 + 0.3323YNA + 0.26290RD + 0.147SUBX 
(-3.92) (11.29) (1.70) (1.27) 

Estimation Technique: Cochrane-Orcutt Iterative Technique 

R2 0.9900 

d * 1.3742 

The coefficient of YNA is highly significant, indicating that general capacity
in non-agriculture 	was the most significant factor explaining exports. That is,
the general capacity of the economy to produce was probably an important
determinant of exports. The elasticity of manufactured exports with respect
to changes In the 	exchange rate (ORD) is 2.14 and with respect to export
subsidies is 0.95. 	 The coefficients of the official exchange rate ORD and 
the subsidy level 	 for exports SUBX, however, are not 	significant. 

This result can be greatly modified, however, if the time period
Is changed from 1957-1970 to 1963-1970. The results for the latter period 
are: 

(7) 	 XGM = -651.5 + 0.3357YNA + i.7130RD + 1.305SUBX 
(.17.0) (61.7) (13.8) (10.9) 

Estimation Technique: Cochrane.Orcutt 

R2 • 0.9997 

The implied elasticities for the exchange rate and subsidy variables for the
period 1963-1970 are enormous, equal to 6.16 for ORD and 4.69 for SUBX. 
With such a short time period, however, the degrees of freedom are limited. 
The exchange rate variable ORD and the subsidy variable SUBX are almost 
constant and show fairly limited variation in the period 1963 to 197n. 
further making the results suspect. 

It seems reasonable to infer that the responsiveness of exports
changed sharply after about 1963, but the period is too short to allow 
for accurate estimation of parameters. We may infer that prior to 1963,
the lack of sensitivity to exchange rate policy occurred because exports,
particularly manufactured exports, were insignificant, and the system of 
multiple exchange rates used in that period was very inefficient. After 1963,
the system of multiple exchange rates gave way to a system which relied 
more heavily on high official exchange rates combined with export subsidies,
particularly in the form of tax and tariff relief. Exports became very much 
more sensitive to exchange rate policies. The effective exchange rate on 
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exports was maintained at a high level after the exchange rate reforms 
of 1964, despite rapid inflation, by a combination of official devaluations 
and growing export subsidies. 

Another factor which may have been responsible for the increased 
responsiveness of exports after 1963, was the reduction of the risk and 
uncertainty associated with exporting since the price-level-deflated effective 
exchange rate for exports was so stable from 1964 on. The reduction 
In uncertainty reduced the variance in expected export earnings and made it 
more reasonable for individual entrepreneurs to cancentrate efforts on 
exports. 

Recent experience confirms the impression that Korean exports 
are highly sensitive to the exchange rate. The purchasing-power-parity
exchange rate adjusted for realignments in Japanese and European currency 
revaluations against the dollar, increased about 10 per cent in 1972 and 
another 10 per cent in 1973. This was the result of a float of the won 
in the first half of 1972, the dollar devaluation in early 1972 and 1973 
and the float of other currencies against the dollar. Exports increased 52 
per cent in 1972 and 98 per cent in 1973. 

The increased sensitivity of exports to exchange rates and subsidies 
may be due to the unification of exchange rates and the relative stability
of the purchasing-power-parity effective exchange rate from 1964 to 1970. 
The elimination of multiple rates removes the uncertainties and adminis
trative costs to the private entrepreneur in dealing with an unstable, 
multiple rate system. 

The rapid growth of Korea's exports, however, cannot be explained
simply in terms of those incentives subject to quantitative measurement. 
Other very important factors, perhaps even more important, are the 
Government's attitudes and methods of operating. For example, government 
officials used moral and political suasion to urge private entrepreneurs 
to meet export targets. Firms who are successful in promoting exports 
receive favorabl,, treatment by tax officials, an important incentive in a 
country where ffective tax rates are set more by administrative procedures
than by low. Entrepreneurs who are successful exporters are publicly
acclaimed and feted by the President and other high officials. 

With an atmosphere in which businessmen are certain that govern
ment will reward efforts to export, it is relatively easy to take the substantial 
risks of expanding production and capacity for export markets. A business
man cannot only expect tangible rewards for export performance, but 
knows that if he runs into finan'iai difficulties, the Government will provide 
some form of special treatment to help him out of his troubles. 
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C. Earnings on Capital Account 

The other major sources of foreign exchange were on capital
account. Official grant aid plus net capital inflows were many times greater
than export earnings for some time after the Korean War. Capital imports
reached $373 million or almost twenty times the level of exports in 1957 
(see Table 17). By 1964, however, export earnings exceeded capital account 
earnings for the first time since the Korean War. The growth of foreign
borrowing in the latter part of the sixties, however, exceeded the growth
of exports so that until 1969, capital imports exceeded export earnings.
In 1970, restrictions on capital imports again reduced them below the 
level of exports. By 1972, exports were three times as large as capital imports. 

Foreign capital imports provide both a source of foreign exchange
and a source of savings. We discussed the role of foreign capital in the section 
above on savings. 

XI. THE DEMAND FOR FOREIGN EXCHANGE 

Gold and foreign exchange holdings of Korea have been relatively
ample compared to total imports. In 1960 they were more than 50 per cent 
of the total import bill. Despite the rapid growth of the economy from 1963 
to 1972, end-of-the.year foreign exchange reserves were less thannever 
one-quarter of the annual import bill and were as high as 37 per cent 
of imports in 1964, the year of the exchange rate reforms (see Table 17). 

During the same period, substantial liberalization of the import
regime took p!ace. The average tariff level declined and quantitative
restrictions were much less important than before 1963. The demand 
for imports was held in check, mainly by exchange rate policy. The large
devaluatio, of 1964 substantially raised the effective exchange rate on 
imports which went from 207.39 won to the dollar on a purchasing-power
parity basis in 1963 to 282.79 wozi to the dollar in 1965 (see Table 18).
From 1965 to 1970, although the average effective rate declined, it remained 
higher than at any time during the earlier period 1955 to 1963 - except
for 1961 when there was a sharp devaluation. 

Imports into Korea are very sensitive to exchange rate changes.
This is vividly illustrated by even a cursory look at the data in Table 18. 
In 1958 and 1959, imports dropped sharply, even though GNP grew at 5.5 
and 4.4 per cent, respectively, in those years. In 1958, there was no 
devaluation of the official exchange rate, but a foreign exchange tax 
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Table 17: Capital Account Transactions and Foreign Exchange Holdings: 
1953-1972 

Ratio of 
Gold and Foreign

Exchange Holdings b 
Net Capital 

Y& 

Official 
Grant Aid 
(8 million) 

Net Loan 
Capital 
Inflows a 

Net Capital 
Imports
(8 million) 

Imports to 
Merchandise 
Exports (S million) 

Per Cent 
of 

Imports 

1953 193 112 305 7.62 109 -
1954 139 28 167 6.96 108 -
1955 240 -3 237 13.17 96 29 
1956 298 14 312 12.48 99 26 
1957 365 18 373 19.58 116 80 
1958 319 -7 312 18.35 146 42 
1959 229 -17 212 10.60 147 54 
1960 256 .1 255 7.28 157 51 
1961 207 19 226 5.51 207 73 
1962 200 -16 184 3.35 169 48 
1963 208 -104 204 2.34 131 26 
1964 141 -26 115 .97 136 37 
1965 135 9 134 .77 146 35 
1966 122 218 340 1.36 245 36 
1967 135 299 334 1.00 856 89 
1968 121 422 543 1.10 391 30 
1969 104 631 735 1.12 553 84 
1970 85 52 667 .76 610 34 
1971 64 662 726 .64 568 27 
1972 51 580 581 .35 740 83 

a Loan 	 capital, both private and government, short term and long term, net of 

amortization payments. 

b Includes reserve position in IMF and special drawing ights. 

Sources 	 Bank of Korea, Economic Statistics Yearbook. 1973, pp. 222-228 and 
various issues prior to 1973. 

was Instituted and a price stabilization program implemented, both of 
which raised the effective exchange rate on imports (on apur!hasing-power. 
parity basis) about 15 per cent. Thu imposition of the foreign exchange tax 
was equivalent to a devaluation for imports. Imports fell by 12 per cent 
in 1958. Part of the reduction in imports was due to a fall in grain imports 
as domestic grain production increased sharply, but imports of consumer 
goods fell by 25 per cent and imports of capital and intermediate goods 
were also reduced. In 1959, foreign exchange tax receipts quadrupled
and the effective exchange rate was increased by another 23 per cent. 
Imports fell by 21 per cent. Although grain imports continued to fall, 
consumption goods imports fell by almost 50 per cent and intermediate 
goods by almost 10 per cent. 
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Table 18: Effective Exchange Rate on Imports on Purchaslng-Power.Parjty 
Bads and Growth of Imports: 1955.1970 

Purchasing. 
Power-Parity 

You 

Official 
Exchange 
Rate a 
(won/dollar) 

Tariffs and 
Tariff 
Equivalents a 
(won/dollar) 

Effective 
Exchange Rate 
on Imports a 
(won/dollar) 

Imports 
(S million) 

Growth 
Rate of 
Imports 
(per cent) 

1956 99.71 11.67 111.38 827 
1956 182.10 10.43 142.53 Sao 16.2 
1957 118.12 12.74 130.86 890 2.6 
1958 121.80 28.42 150.22 844 -11.8 
1959 119.73 65.84 185.57 278 -20.6 
1960 135.37 64.86 200.2" 805 11.7 
1961 244.79 34.42 279.21 288 -7.2 
1962 226.57 28.89 254.96 890 37.8 
1968 189.32 18.07 207.39 497 27.4 
1964 232.22 23.35 256.67 365 .26.6 
1965 265.40 28.39 283.79 420 15.1 
1966 256.34 23.40 279.74 680 61.9 
1967 243.12 23.48 266.60 909 33.7 
1968 233.80 22.62 255.92 1,322 45.4 
1969 234.53 20.60 255.13 1.650 24.8
 
1970 240.21 20.29 260.50 1,804 9.3
 

a 	 The first three columns are on a purchasing-power-parity basis, i.e.. won/dollar
rates deflated by a purchasing-powerparity index, and represent averages over the 
year. The third column is the sum of the first two columns. 

Source: Same as Table 16. 

In 	January and February of 1961 a sharp devaluation took place,
reducing the value of the won from Won 65 to 130 to the dollar. Grain 
imports Increased by 50 per cent, but there were sharp reductions in 
consumer and intermediate goods imports. The ret result was a 7 per cent 
decline in total imports despite the fact that the growth of GNP was 4.2 
per cent.
 

In 1964, there was a very sharp reduction in imports of 27 per cent. 
The official exchange rate was devalued almost 50 per cent. The growth
of GNP was 8.3 per cent, but there were very substantial reductions 
in nearly all categories of imports, including a 50 per cent decrease 
in consumer goods imports. 

The evidence on the sensitivity of imports to exchange rates 
is corroborated by regression analysis. The regressions dealt with imports
of consumption goods, capital goods and intermediate goods. The regressions 
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stable, regardless of the time period used. Linear regressions providedwere 
very good fits. The elasticities of Imports with respect to the official 

exchange rate (ORD) and the level of tariffs and tariff equivalents on imports 
(SUBM) are shown in Table 19. 

Consumption goods are by far the most elastic with respect to 
changes in exchange rates and tariffs. Imports of capital and intermediate 
goods are generally less than unit elastic with respect to the exchange rate, 
but imports of intermediate goods are fairly sensitive to changes in tariff 
rates. Since the supply of imports to Korea is probably close to infinitely 
elastic, it can be assumed that exchange rate changes have a substantial 
effect in reducing the dollar value of imports. 

In the last half of the sixties, the demand for foreign exchange 
was augmented by requirements to service foreign debt. Beginning in 1970 
attempts were made to restrict the import of foreign capital. By 1971, 
debt service payments reached $326.6 million on debt of maturity greater 
than one year. But debt service payments were still only a small fraction 
of the total use of foreign exchange before 1971. 

Korea has been relatively successful in restraining the demand 
for foreign exchange during the period of rapid growth from 1963 to 1972. 
A less developed economy, growing at more than 10 per cent per annum, 
can be expected to run into foreign exchange difficulties because of the 
rising demand for imports. Although imports rose rapidly through much 
of this period, import growth would have been much greater had it not been 
for frequent devaluations and maintenance of the purchasing-power-parity 
effective exchange rate for imports at a constant level. Furthermore, 
as described above, the stable exchange rate helped stimulate export receipts 
which were used to finance an increasingly large share of the total import 
bill. 

XII. ECONOMIC EFFICIENCY 

There is no conclusive way in which to determine whether the 
Korean economy has operated in an efficient manner. The various empirical 
measures used in the literature all have their faults, It is necessary, therefore, 
to introduce considerable caveats in discussing measures of efficiency. 
One thing is clear, however, as far as Korea is concerned. The level 
of inefficiency has not been sufficient to stifle the very rapid growth over 
the decade beginning in 1963. Furthermore, most of the conventional 
measures point in the direction of a relatively low level of inefficiency. 
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Table 19: Elasticity of Imports 

Commercial
 
Import Policy

Variable a Variable b 
 Time Period
(Dependent (ExplanatoryVariable) Variable) 1956-1959 1960-1964 1966-1970 1956-1970 

Imports of Effective -2.09 -6.48 -1.42 -2.11

Consumption Exchange

Goods (MC) Rate on
 

Imports 
(ORD & 
8UBM) 

Imports of Official 0.86 0.99 .0.21 0.86Capital Exchange

Goods (MK) Rate (ORD)
 

(Official -0.57 0.80 -0.88 0.47 
(Pxchange

Imports of (Rate (ORD

Intermediate
 
Goods (Mi) (Tariffs and 0.97 -1.86 0.57 .0.79
 

(Tariff Equiv.
 
(alents (SUBM)
 

a Import variable in constant 1965 prices. 

b Commercial policy variables on a purchasing power parity bads. 
Notes Elasticities based on regresslon equations and computed as the means of thevariables. For details on method, data, and results see Charles Frank, KwangSuk Kim. and Larry Westphal, Foreign Trade Regime# and Economic Develop.mnt: South Korea. National Bureau of Economic Research. forthcoming.

Chapter ViII. 

Prior to the 1964 exchange rate unification and liberalizing reforms,
the system of exchange rates and trade policy probably fostered substantial 
Inefficiencies. Quantitative restrictions were very important and there were 
a variety of widely divergent exchange rates. 

From 1964 to the present, however, the Government followed 
a substantially different set of policy prescriptions. Although liberalizing
trends waxed and waned, the fluctuations were relatively minor and there 
was never any close approximation to the chaotic regime of the late fifties. 

The average level of nominal protection is relatively low in Korea.
The level of nominal protection was measured in 1968 based on a price
survey to determine the excess of domestic prices over International prices. 

179 



For manufacturing, the level of nominal protection estimated from in
formation on comparative prices was about 10.7 per cent and is probably 
much less today as aveiage tariff levels have declined steadily. Quantitative 
restrictions are relatively unimportant in terms of giving rise to large 
differences in international and domestic prices. Quantitative restrictions 
In 1968 were found to give rise to significant protection over and above 
that afforded by tariffs to 77 commodity groups accounting for only
i per cent of total domestic sales of commodities sampled in the 
International domestic survey of price comparisons for 1968. 

Unlike in many other countries, there are not large differences 
in nominal protection levels between industry and agriculture. Average 
nominal protection was 16.6 per cent in agriculture compared to 10.7 
per cent in manufacturing. The general variability of protection among 
sectors in Korea is quite low. When the growth of the economy ismeasured 
in terms of constant international prices rather than constant domestic 
prices, the overall rate of growth and rates of growth by sectors do not 
differ significantly. Korea has emphasized an export promotion strategy
which has resulted in rapid growth of the most labor-intensive sectors. 

All of these observations indicate a relatively efficient pattern
of growth. If anything, the inefficiencies that arise come from an emphasis 
on protection of agricultural and import-competing manufacturing seeors. 
The level of effective subsidy (taking into account taxes and subsidies 
n a measure of effective protection) was 21.3 per cent (Corden definition)' 8 

in agriculture and -4.7 per cent in manufacturing in 1968. Effective 
protection is also much higher for import-competing industries than for 
export industries and for domestic sales as opposed to export sales 
in Industries which sell in both export and domestic markets. 

Policies which affect the incentive to import foreign capital can 
have substantial effects on efficiency just as do policies affecting exports 
and Import substitutes. In the case of Korea, there was probably a somewhat 
excessive incentive provided to the importation of short.term foreign capital
in the middle and late sixties. Domestic inflation, high repl and nominal 
domestic interest rates, and a failuie to devalue smoothly and adequately 
were all contributing factors to a slightly excessive demand for foreign 
loan capital. 

Government policies with respect to credit, interest rates, pricing,
subsidization and management of government enterprises and taxation also 

sW. . Conron, The Theory ofProtection, Ozxfrdi Clurndon Pre, 1971. 
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can have substantial efficiency implications. 19 These were taken into accountonly partially in our estimates of effective subsidy. It is clear, however,
that when taxes, credit subsidies, and other forms of subsidy are taken
into account, both the total level and variability of total effective subsidies 
increase. 

XIII. THE ROLE OF LIBERALIZATION AND THE EXCHANGE RATE 

The maor liberalization effort in Korea took place in 1964 and1965. A liberalization attempt in 1961 and 1962 failed of full imple
mentation and there a returnwas to the multiple exchange rate system
in 1963. 

There is no clear correlation between the 1964-65 liberalizationand the start of the period of rapid growth. In fact, mining and manufacturing output in constant 1970 prices grew 14.1 per cent in 1962 and15.7 per cent in 1963, the two years before the liberalization took place,
and at only 6.9 per cent in 1964, the first year of the liberalization.
1962 was a poor year overall, only because of a poor harvest, and 1964was a good year overall, only because of an e.cellent harvest. The good
performance in 1962 and 1963 was due largely to expansionary governmentfiscal policies and the poor industrial performance in 1964 was caused
by the fiscal and monetary stabilization measures which were rigidly
enforced in that year along with the liberalization efforts. 

The rapid growth of exports certainly cannot be attributed entirely
to the liberalization efforts. Rapid export growth actually began in 1959.In 1960 exports incre.sed from 20 to 33 million and have been undiminihed 
to the present time. Various export incentives were intensified and theeffective exchange rate on exports increased by about II per cent between
1963 and 1964, but this did not spur a noticeable increase in the rate ofgrowth of exports. The best that can be said is that the liberalization efforts
probably laid the groundwork for continued rapid growth of exports 
over the following decade and that withut the liberalization efforts, such
phenomenally rapid export growth could not have continued. Likewi,.
the exchange liberalization, the interest rate reform, and the fiscal reforr.
probably laid the basis for a decade of rapid growth in GNF which would 
not have been possible otherwise. 

19See Oilbert Brown, Korean PricinE PoUcie and Economic Development in the 
1960's, Baltimore: Johns Hopkins Prees, 1978 for an analysis of the efficieney
upects of a number of these poUcies. 
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The period since- the liberalization was one in which the effective 

exchange rate on exports and imports remained high and one in which 

foreign exchange was never a severe constraint on growth. The 1964 

devaluation was followed by numerous other devaluations, both floating 

devaluations and discontinuous changes in the value of the won over the 

next eight or n:,e years. The basic engine of growth after the reforms 

was exports. The effective exchange rate on exports has been somewhat 
higher than on imports (see Tables 16 and 18). The growth of exports 
was the dominant factor in the growth of the economy. Furthermore, 
exchange rates had a very substantial effect on export performance, 

of 1964. We can concludeparticularly after the exchange rate reforms 
that the unification of exchange rates and the relatively stable effective 
exchange rate was a substantial stimulus to the decade of growth after 
the 1964-65 reforms. 

The interest rate reform of September 1965 was probably even 
more important in affecting the rate of growth. The interest rate reform 
greatly stimulated household savings which were negative in 1964 but 
about one-quarter total domestic savings in 1969. Business savings, which 
had been relatively stagnant from 1962 to 1964, more than doubled 
between 1964 and 1970. Even more important than the stimulus to savings 
was the effect of the interest rate reform on incentives to hold different 
forms of assets. Commercial bank time deposits became the more favored 
way in which to hold savings; the increase in commercial bank deposits 
far exceeded the overall increase in savings. 20 A relatively greater proportion 
of loanable funds was controlled by the commercial banking sector. While 
some commercial bank lending was done at subsidized interest rates, thus 
encouraging inefficient use of resources, the commercial banking sector 
could lend in much greater volume than the unorganized money markets 
and operate with much lower administrative costs. The cost to large 
borrowers was also substantially less when dealing with the commercial 
banking sector compared to the cost of arranging for many smaller loans 
through a myriad of operators in the unorganized money market. 

The August 1972 reforms involve a very different approach. After 
the 1964-65 reforms, there were no further substantial attempts to reduce 
the rate of inflation. Rather, high nominal interest rates and frequent 
devaluations were used to compensate for the high rate of inflation. 
With the August 1972 reforms, low nominal Interest rates, stability of 

20 Commercial bank deposits increased from 28 billion won in 1964 to 686 billion 

won In 1971; time and savings deposits Increased from 9 to 467 billion won over 
the same period. See Economic Planning Board, Major Economic Indicators, 1961. 
1971, p. 85. 
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the exchange rate, and less rapid price inflation were to be the basic elements 
of policy. It has been contended that there are important flaws in this new 
policy approach. A major factor in increasing the money supply in Korea 
is the discount of export bills at very low rates of discount and low rates 
of interest on the bills themselves to exporters. The low rate of interest 
on the bills increases exporters' demand for this form oi credit and the 
even lower discount rate encourages commercial banks to discount the 
bills at the Bank of Korea, thus increasing commercial bank reserves. 
In fact, in the first six months of 1973, the discount of export bills exceeded 
the increase in commercial bank reserves, the other sources of reserve 
creation having undergone a net decline. Because of the discount of export
bills, which has become the main source of reserve creation, the Bank of 
Korea has lost effectivL ontrol of the money supply. Under such conditions, 
it is unlikely that inflation ,:an be held within reasonable bonds. Added 
to the inflationary difficulties is the rapid increase in prices of petroleum 
products and grains, both of which Korea imports in large amounts. 
The success of the new policies in the long run, however, will depend 
on finding ways to bring the money supply back under control. 

The effect of the exchange rate, export subsidies, tariffs and 
tariff equivalents was analyzed quantitatively through the use of a simulation 
model over the period 1960 to 1970. The model was estimated econo
metrically and different values of the trade policy values were substituted 
for actual ones to see if Korean policies were optimal. 

The results of these simulation experiments show that only minor 
improvements in growth of output and consumption could have been 
achieved with different policies. At best, the discounted value of output 
over the sixties could have exceeded the actual value by about 4 per cent 
while the discounted value of consumption could have been improved 
by about I per cent. 

The optimal exchange rate was just about the samc as the actual 
value over the sixties. A higher exchange rate would have generated 
excessive foreign exchange revenues and the real constraint would have been 
savings. A lower exchange rate would have done almost as well but would 
require a substantial increase in export subsidies and a quadrupling 
of tariff ievels to keep the foreign exchange constraint from being binding. 

Improvements could be made, however, in the relative balance 
between export subsidies and tariffs given the actual level of the exchat:ge 
rate. Korea has attempted to promote exports through subsidies of various 
sorts. Tariffs have been set at relatively low levels and export industries 
have been granted many tariff exemptions. This has resulted in sacrifices 
of government revenues and less than optimal growth. This assumes that 
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increased government revenues would have resulted in increased government 
savings and that these savings would have been channeled into directly 
productive investments. The Korean government has maintained a good 
performance in keeping the growth of current expenditures low and in 
channeling government funds into productive investments. Whether they 
could have achieved the same degree of success with further increases 
in revenues is not certain. 

XIV. CONCLUDING REMARKS 

The Korean experience over the decade since 1963, remarkable 
as it seems to have been, does not necessarily provide a model for other 
less developed countries. There have been a number of special factors 
operating which are not likely to be replicated in other countries. It 
is the confluence of these factors, no one of them separately, which has 
led to the successful growth performance. First, high levels of foreign 
;.ssistance, particularly during the Korean War reconstruction period, helped
build the infrastructural base for subsequent growth, although the periods 
of high levels of foreign aid are not the same as the periods of most rapid 
growti.. Only a fev other countries, having a special relationship with the 
United States because of U.S. foreign policy goals, have had such high lcvela 
of per capita foreign aid. 

Second, Korea was able to maintain high and growing levels of 
government savings. Levels of taxation and public enterprise profits rose 
substantially. The growth of current expenditures was extremely moderate. 
This kind of government savings performance is probably possible only
in countries where political leaders are relatively powerful and secure. 
In many less developed countries political power is fragmented, the political 
process is highly competitive, and ethnic and regional differences are acute. 
Policy-makers in such countries are unlikely to be able to control revenues 
and expenditures to the same degree. In order to maintain political hegemony 
at all, those in control must use government expenditures as a means 
of gaining support of particular interest group.. Public enterprises are rarely 
profitable. Jobs in public enterprises become a form of dispensing political 
patronage. High-level management posts are filed on the basis of political 
criteria. Costs are high and productivity low. Prices tend to be maintained 
at unrealistically low levels in the fear of injuring powerful interest 
groups by higher prices. Higher levels of taxation are feasible only if they 
are accompanied by ,,reater expenditures directed at particular interest 
groups. 
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Third, frequent devaluations, either of the discontinuous type 
or of the gliding peg variety, are not always feasible in many countries 
because of the resistance of political interest groups. Discontinuous de
valuations typically raise prices sharply for many imported goods, particularly
for non-luxury items which have not been subject to stringent import
controls. Consumer groups and industrial end.users who suffer appreciably 
may offer considerable resistance to efforts to devalue. Even gliding
devaluations, which raise prices of imported goods more gradually, are not 
always popular. The Allende regime in Chile abolished the gliding exchange
value of the domestic currency when it came into power, partly because 
of the political unpopularity of the gliding peg. Even in Korea, the gliding 
peg was abandoned in the August 1972 reforms. Considerable resistance 
to devaluations had gathered from a wide variety of industrialists. Many
of the Korean firms had accumulated large amounts of foreign debt and 
were financially precarious. Continuous devaluations increased the amount 
of their dollar-specified liabilities in terms of won. Other firms producing
mainly for the domestic market saw the costs of imported inputs rising
and joined the resistance. Exporters, always favored by subsidies of various 
sorts as well as frequent devaluations, have not offered an effective 
counterforce, possibly because they felt they could always count on enough 
subsidization to make up for losses due to failure to devalue. 

Fourth, government policies toward labor in Korea were such that 
real wages did not rise except in response to labor shortages in the 
late sixties. This had two main effects in terms of growth. Profit rates and 
returns to capital were high, stimulating high levels of investment. Wage
disparities did not arise among sectors; labor was efficiently allocated 
among sectors; and there were no large and growing pools of wasted labor 
in th-. form of unemployed workers. On the contrary, unemployment rates 
declined throughout much of the sixties. 

The lack of organized labor pressures in Korea is partly historical 
accident. During the industrialization phase under the Japanese occupation
prior to and during World War 1I, labor organization:i were suppressed.
This suppression continued under the indigenous political regimes since 
World War ii to the present day. In many other less developed countries,
organized labor is a powerful political interest group and political regimes 
are dependent on the support of organized labor. The demands of labor 
groups cannot be ignored in such cases and it would be foolish on the part
of the government to insist that wages be set by market forces. 

Fifth, Korea underwent a substantial land reform under the United 
States military government, which held power vfter World War I!. Japanese
land owners were expropriated. The relatively equal distribution of land 
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meant that there were no large number of landless laborers streaming into 
the urban areas in response to slight differences in urban and rural wage 
rates. No doubt there has been a substantial migration of workers from rural 
areas to urban areas in Korea, but the migration did not overburden the 
system in the sense that more jobs were available in the urban areas 
than there were migrants into these areas. This is evidenced by the decline 
in urban unemployment rates. The even distribution of land also meant 
that agricultural production could be easily organized along labor intensive 
lines, resting in efficient resources use in the context of land and capital 
scarcity and labor surplus. 

A land reform of the type experienced in Korea is not possible 
to duplicate in many other countries. Large land holdings were in the 
hands of foreigners, the Japanese, and the initial expropriations were done 
by another group of foreigners, the Americans. When an indigenously
controlled government attempts to expropriate land and the major land
holders are politically powerful local citizens, the reforms are likelynot 
to be so sweeping. The implementation of the reforms may be done by
regional and local governments rather than at the national government level. 
At the local and regional level, the large landholders frequently hold 
substantially political powers and are able to subvert or block the imple
mentation of the reforms. 

Sixth, the Korean culture is one in which a very high value is 
placed on education. Parents are willing to spend large amounts of their 
own funds on educating their children. Consequently, a vigorous system 
of high quality, private schools has evolved at all levels. Thus, despite the 
faci that public expenditires on education in Korea are low by international 
standards, Korea has one ef the highest literacy rates in the world. Korea 
also has a very high proportion of secondary school anC aniversity graduates. 
The large investment in human capital has not required a large expenditure
of public resources which were channeled instead into economic overhead: 
and directly productive investments. 

These special factors are not operative in many other less developed
countries and the combination of a number of them is found in very few 
indeed. The Republic of China is the only country where there are strong 
similarities on most of these counts. 

These special factors, however, are not sufficient in themselves 
to explain the successful performance of the Korean economy. Economic 
policies made a substantial contribution. The tax and government expen
diture reforms, the interest rate reforms, the exchange rate reforms, and 
the general emphasis on export promotion and reliance on internstional 
prices were some of the most critical of these policies. There is sormn evidence 
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that the emphasis on export promotion was a bit overdone - more reliance 
on tariffs particularly as a revenue device may have generated slightly moregrowth - but the bias toward exports was far preferable to a strong bias
in the direction of import substitution. The export bias allowed efficient
industries to become established which were not limited in size by thedomestic market. The export bias led to an increasingly open economy
and generated an increasingly larger share of the supply of foreign exchange
which enabled the Korean economy to become less dependent on foreign
capital imports. The subsiJization of exports, while it led to some inefficient 
resource allocation, did not result in the same distortion of incentives which
often occurs as the result of a strategy of Import substitution. Quotas 
on imports or prohibitive tariffs can distort the structure of product prices
much more than the instruments typically used to promnte exports. Exports
are subsidized by tax exemptions and rebates, subsidization of credit, and
subsidization of inputs. The effects of these instruments on costs and prices
are limited. For example, income tax exemptions can be applied only if a firm is profitable and only to the extent that profits are made. Subsidized
electricity and transportation rates typically affect only a small proportion
of costs. In theory a direct export subsidy could be made to have as large
a distorting effect as any tariff or import quota. In fact, direct subsidies
have been rarely used. There has always been a reluctance, however, to use
direct subsidies, partly because they must be appropriated as a specificgovernment expenditure item and the effect on the government budget

is obvious and direct. A tax exemption, however, does not appear directly

in the budget either as an expenditure or as a negative revenue item.

An import quota has 
 no obvious impact on the government budget. An
import tariff except at a prohibitive level makes a positive contribution 
to the revenue side of the budget. 

The Korean experience illustrates the effectiveness of price-oriented
economic policies iii initiating and sustaining rapid economic growth. Therelevance of the Korean experience for other less developed economies,
however, is questionable at best since the combination of political, historical,
and cultural circumstances found only in Korea probably made the
lmplementation of these policies feasible while implemej.:ation in another 
set of circumstances may well be impossible. 
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REPUBILIC OF KOREA 

Intrduction. LArry E. Wcstphal 

Between 1963 and 1973 real GNP in the Republic of Korea had 
grown at an annual rate of 10.3 per cent. Korea's rapid growth was clearly
associated with the dynamic export sector with exports growing at 43.7 
per cent per annum during this period. Employment expanded at an
annual rate of 9.6 per cent from 1957 to 1967. With increasing tightness
in the labor market annual growth in employment declined to 7.2 per
cent from 1967 to 1972. Real wages had fallen somewhat in the first
half of the 1960s but, by 1967, had recovered to the levels of 1957.
Thereafter, with Korea moving out of the "labor surplus" phase, appreciable 
wage increases have accompanied the slower growth in employment.
Income distribution has been comparatively more equitable than in most 
other developing countries. 

The relevance of Korea's remarkable development experience
to other developing countries was, however, unclear. Largely due to her
special relationship with the U.S., foreign savings had constituted about
10 per cent of GNP since 1960 and were responsible for about 4 percentage
points of the 10 per cent rate of growth. The foreign capital inflow 
was largely composed of U.S. foreign aid at the beginning of the period
and of commercial credits at the end, with direct foreign investment 
having been only 7.4 per cent of the total foreign capital inflow from 1959 
to 1971. However, little of the rapid growth of Korea's exports could be 
attributed to U.S. military procurement or the war in Vietnam. 

The very strong government in Korea was a special factor whichhad enabled the imposition of far-reaching economic policies including
frequent devaluations which had maintained the effective exchange ratefairly constant. Tax collections had also expanded over time and, with 
government expenditures growing at a relatively slow rate, government
savings had grown to 40 per cent of total domestic savings. 

Land reform had been initiated by the U.S. occupation governrment
after World War If and was completed by the Korean government in 1952.
Along with the aftermath of the economic dislocation caused by two 
wars and the departure of the Japanese, land reform produced a relatively
egalitarian distribution of assets throughout the society. 
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The level of education in the Korean labor force is very high.The adult literacy rate in 1972 was 88 percent and 97 per cent of primaryschool age children were in school. Additional special factors include thecultural homegeneity of the population, the absence of a large or polit.ically potent minority group, and the colonial experience under Japan. 

In terms of the Phases suggested by the Project, Korea was inPhases I and I1up to about 1961. There was a brief period of liberalization
thereafter associated with a devaluation, but differentiated trade controls 
were re-imposed within two years. 

Major and lasting reforms were initiated in 1964/65 when theexchange rate was unified and floated, interest wererates increased, theadministration of taxation strengthened to greatly increase tax collections,and inflation was successfully reduced. The devaluation itself was largely
a change in the nominal rate of exchange. The effective rate of exchangefor both exports and imports changed only slightly as differentiated
controls, subsidies, and other policies were concurrently withdrawn.increase in the commercial bank interest rate ceiling from 

The 
16 to 25per cent channeled more of the rapidly growing private savings throughformal financial sector institutions. With government savings increasing

rapidly at the same time, an increasing share of investment was financed 
from domestic sources. 

As of 1968, quantitative controls afforded very little additionalprotection to that given by tariffs. Nominal rates of protection (basedon price comparisons rather than tariff rates) were low, with the uniquefeature that nominal rates of protection for pritary commodities, averaging16 per cent, were highcr than those for manufactures, averaging II per cent.Effective rates of protection for primary commodities, averaging 17 per
cent, were also significantly greater than the 
 average negative effective
protection of one per cent for manufactures. Manufactured export 
 saleswere granted a clear incentive with an effective rate of protection,adjusted to include interest rate and direct tax subsidies, of 12 per cent,as against negative protection, measured on comparable basis, of 9 per
cent for sales on the domestic market. 

Much of the Korean growth in industry and exports may beInterpreted as a return to after"normalcy" the dislocation of the war.In 1955 exports were less than 2 per cent of GNP when, in terms of percapita income and population, Chenery's estimates of average developmentpatterns suggest that 10 per cent of GNP should have been exported.
Likewise, Industry contribut-.d only 13 per cent of GNP as against anorm, also derived irom Chenery's cross country comparisons, of 14 percent. By 1972 the export share in GNP was 21 per cent compared with 
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a norm of 12 per cent, indicating that the growth of exports was dearly 
in excess of what would be expected on the basis of crou country com
parative analysis. The pace of industrialization was similarly extremely 
rapid. 

Export subsidies were initiated in the early 19SOs and increased 
In magnitude and variety throughout the 1960s. The major subsidies offered 
were tariff and indirect tax exemptions on imported intermediate inputs, 
direct tax exemptions, and interest rate subsidies. The combined value of all 
export subsidies in 1968 amounted to about 30 per cent of the gross 
value of exports, with direct tax and interest rate subsidies forming about 
one-fifth of the total subsidy. 

The incentive bias in favor of exports and against sales on the 
domestic market was further strengthened by active government inter
vention in, and efficacioa administration of, a vigorous export promotion 
program. Export targets were allocated by the government in consultation 
with producers; there is evidence for a number of products that the targeting 
procedure sustained the cross-subsidization of export sales through higher 
prices on the domestic market. Considerable marketing advice and assistance 
was also provided to exporters. 

From 1955 to 1968 the rapid growth of exports contributed about 
20 per cent of the total growth in output and about 30 per cent of the 
growth in cinployment. There was also a substantial diversification of 
export commodities and markets. 

The study concluded that relatively efficient overall growth had 
been achieved through the dynamic expansion of the export sector. 
Import substitution had played a very minor role in fostering industrial 
development. 

COMMENTS 

by 

Narongchal Akmlunee 

The methodology used to calculate the contribution of exports 
to Industrial growth would always suggest that growing exports made a 
positive contribution. Similarly, too, increased Imports led to a negative
conclusion about import substitution even when the domestic production 
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of import replacements had increased. The measurement of import substitution by the constant import-demand ratio had limited analytical meaningand the growth of both exports and imports could beenhave betteranalyzed in relation to deviation from an average rate of growth of. say,
GNP. 

Th calculation of the domestic resource cost would have providedthe Study with a better basis for the analysis of comparative advantageand economic efficiency and also enabled an analysis of the relationshipbetween the total factor intensity of trade and protection. The relationshipbetween the structure of incentives and the choice of techniques should
also have been expiored in the Study. 

largely on 
The Study had concluded that the economy had operated efficientlythe basis of the low average effective rate of protection and ofthe export of labor-intensive products. While the average effective rateof protection was !ow, the evluation of economic efficiency should haveconsidered the great variation in effective rates as between industries.The measurement of effective rates of protection had included only thedirect costs and the use of the Leontief factirr intensity measure and thedomestic resource cost which also included indirect costs would have beenmore revealing. Thus, in analyzing efficiency through the factor-intensityof trade, the Study should have taken into account the domestic resourcecost. The econometric study included had also suggested that the economyhad achieved less than an optimum growth performance. 

The conclusion of equitable income distribution hadsatisfactorily substantiated in the Study. With 
not been 

low wages, income distri.bution should have become more inequitable particularly when the system
of incentives continued to increase the non-wage component in value-added
 
output.
 

The Study had stressed the special circumstances of the Koreanexperience. However, other developing ,ountries could benefit fromexperience in thethe use of the interest rate to increase savings andeconomize on capital; in the importance attached 
to 

to human and physicalinfrastructuro and in the important
The 

role played by strong government.experience had also demonstrated that industrialization could beundertaken in a developing country along with outwaid-looking policiesand with comparative advantage. The more basic lesson was that industrialization could be achieved through various approaches provided thatthe criterion of economic efficiency was met. 

The Korean experience had also demonstrated that liberalizationalone was Insufficient to induce industrial growth. Biases In the entire 
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structure of Incentives had also to be removed. Thailand. for example, 
had liberalized during the early 1950s but the incentives granted during 
the 1960s biased the system towards import substitutlon rather than 
remaining neutral in effect. 

An elaborate system of export subsidies had been identified as one 
of the more important instruments in the success of Korean exports. 
Export subsidies had become so high that exports were effectively being
dumped on the world markets at below cost. With the comparatively 
high price on domestic market sales the economy was effectively subsidizing 
consumption in the markets of more developed economies. That also 
meant that other developing countrii would have to subsidize at least 
as much in order to compete with Korean exports and such competition 
would benefit the more developed consumer markets further. The extreme 
concentration on export promotion was, thus, not entirely a desirable 
policy. 

COMMENTS 

by 

Wontack Hong 

The estimates of effective rates of protection wer- underestimated 
as subsidies arising from direct and indirect government investment in 
selected industrial sectors had not been included. Furthermore, since 
real interest rates in the 'curb' market exceeded 50 per cent per annum 
In the 1960s, the true opportunity cost of capital in Korea was, possibly, 
much higher than the non-preferential bank inteiest rate which had been 
used as the shadow price of capital in estimating the interest rate subsidies. 

The Study had concluded that, from 1955 to 1968, about 20 
per cent of GNP growth was attributable to exporl expansion and that 
the contribution of import substitution was negative. The contribution 
of exports was exaggerated by the assumption that the import content 
of export production was zero while the actual impo)rt content of Korean 
exports was about 40 per cent. 

The aggregated import substitution index as used in the Study
also had limited value as the analysis had concluded that there had been 
negative Import substitution in spite of reduced imports of many com
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modities and no absolute declines in domestic output. According to that 
,,ntthod of analysis, a balanced growth in import and output Implies zero
irport substitution regardless of the changes in fact'n endowment of an 
economy. That is, the method ignored the aspect of changing factor 
endowment ad comparative advantage of an economy in the growth process 
and, consequently, yielded misleading implications. 

The simulation model used in the Study had suggested that less 
export ;ubsidies and higher import tariffs could have increased tariff 
revenues and government savings and, thereby, generated greater growth. 
However, policies of tax-cum-subsidy would be mire effective in correcting 
distortions while higher tariffs and greater protection would create more 
distortions. The model had not adequately taken into account the probable 
impact of increas.-d distortions on resource allocation and the possibility 
that investment funds could be raised through more efficient means. 

The Study had oncluded that income levels in agriculture and 
In manufacturing were not too different, and also concluded that there 
were no great market imperfections that could have led to large sectoral 
wage disparities. The average farm household incone data in the Study
had been obtained from the Farm lousehold Economy Survey, but 
the data on the number of workers in farm household had been obtained 
from another source. However, the Survey itself had data suggesting that 
the number of workers in the average farm household was about 50 per 
cent larger than the estimate used in the Study. Consequently, per worker 
farm household income was only about one-half that of the average income 
in the manufacturing sector. 

The Farm Household Economy Survey data of labor input on 
man-hour basis suggested employment in agriculture of 1.9 million man-years 
in 1970 as against 4.9 million persons obtained from the population 
census. An alternate computation combining the labor: output ratio of 
the Study with the agricultural output data in the Input-Output Tables 
suggested employment in agriculture of about 2.8 million man-years in 
1970. The large differwoces between the employment data obtained from 
the population census and the alternate computations given above suggest
the existence of a large amount of 5easonal and disguised unemployment 
in the agricultural sector, which would have grave implications for industrial 
and trade policies in the future. This aspect was also ignored in the Study. 

The Study had concluded that efficient resource allocation, as 
evidenced also by a very tow capital:output ratio, had led to rapid
growth. A comparison with the capital coefficients of Japanese manufacturing 
Industry, however, showed that Korean industry used 1.7 times more 
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fxW capital and 4.4 times more labor per given output. While corn

perative (rather than absolute) advantage was of relevance to comptitiveneu 
in trade, the comparison suggested definite inefficiencies within the Indus

trial sector in Korea. 

General D scuon: 

The circumstances of the Korean experience were considerably 
different from that of countries like India where a ;arge domestic market 
and large areas of unsatisfied domestic demand had enabled and en
couraged a greater bias towards import-substituting industry. In Korea, 
the limited size of the domestic market, a relatively stagnant agricultural 
sector, a limited resource endowment and growing strains on the balance 
of payments appeared to have compelled the move to export-oriented 
industrialii.ation. The Study should have considered these factors in greater 
detail as the circumstances of the Korean case provided only limited scope 
for import-substituting industrialization and, thereby, had effectively reduced 
the policy options available as between these two alternate strategies of 
industrialization. 

Development strategies and trade regimes had been basically 
similar in the Republic of China and the Republic of Korea. The results 
had, however, been considerably different. China had maintained exchange
rate stability since 19O and had progressively achieved a surplus in the 
trade account with relative stability in the domestic price level. Korea, 
on the other hand, had continued deficits in the trade account, large foreign 
borrowings, periodic devaluations and significant increases in the domestic 
price level. The main reason for these differences was, probably, that 
China had a high!y developed agricultural sector with an export surplus 
while Korea continued to be food-deficient. It was, thus, litt'ly that the 
availability of an agricultural surplus - which was the classical pie-condition 
for industrialization - may be one of the most important conditions 
also for the successful maintenance of viable liberalized trade and payments 
regimes. 

It was noted that the resource endowments of Korea and (ina 
were considerably different. Korea had a very small land:man ratio and a 
short cultivating season because of geographical and climatic factors: the 
possibilities for agricultural self-sufficiency were, conisequently, very limited. 
It was suggested that the special circumstances of Korea and the economic 
policies followed might be better elucidated by comparison with the markedly 
different economic policies which had achieved outstanding economic 
performance in the Democratic People's Republic of KoreL 
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There had been a large unorganized money market prior to the 
interest-rate reforms 1965. large increase noted,of The thereafter, in 
household savings might, consequently, be ,mnr: apparent than real because 
of the diversion of savings from the unorganized market and the possble
under-estimation of savings in the unorganized sector. 

Estimates of unemployment, underemployment and the labor
force were subject to considerable error 1i countries like Korea which had 
large agricultural populations. However, even other supplementary data 
indicated a level of underemployment in Korea which was significantly 
small for adeveloping country. 

The 1964/65 episode of devaluation and the floating exchange 
rate had removed large differentials in export incentives. The devalued 
rate of exchange wts, however, about 10 per cent over-valued in relation 
to the equilibrium rate of exchange and the aggregate export subsidies 
had, on an effective basis, roughly offset that overvaluation. 

The effective rate of exchange (adjusted for purchasing.power
priorities) had, for exports, remained almost constant for over 10 years
while that for imports had, with somewhat greater fluctuations, r.nved 
around aconstant value. 

Exports had increased rapidly during this period when the effective 
rate of exchange for exports had remained almost constant. The genvrt.
conclusion was that export expansion required a realistic effeu:;ve rate of 
exchange rather than that the effective exchange rate on exports had neces
sarily to continue to increase. 

Interest rate subsidies had been included in the calculation of 
effective exchange rates although the export subsidies were somewhat 
underestimated by the non-inclusion of government overhead investments. 

There had been significant import-substitution in some industries. 
Six separate measures had been used to estimate the contribution of 
exports and of import-substitution and the conclusions were that, overall,
there had been negative import-substitution and a very large contribution 
by exports. 

Effective rates of protection had been calculated for about 150 
industries. Variance in effective rates of protection were the proper
Indicator of the relative efficiency of the industries concerned but there 
were no adequate quantitative techniques to measure this variance. In 
general, it appeared that effective rate! of protection had not been too 
diverse. While effective rates of protection had been generally low, that, 
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in itself, was not necessarily an indicator of the relative efficiency of the 
industries concerned. 

While it was suggested that Korean industry had used more capital 
and more labor per unit of output than comparable industry in Japan, 
it was noted that there were many difficulties in comparing the available 
data. The more striking indicator was that the Korean incremental 
capital :output ratio of 2.0 to 2.3 was one of the lowest among the developing 
economies. 
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Country Study: Synopsis 

INDIA 

by 

T. N. Srinivasan 

1. INTRODUCTION 

The synopsis summarizes and, to a limited extent, brings up.to-date 
the Country Study on India in the NBER Project. The Study is, in some 
ways, a sequel to an earlier study1 which had been completed when the 
initial effects of the 1966 devaluation were being experienced. The present 
Study analyzes, in greater detail, the policies which accompanied the 1966 
episode of devaluation and liberalization and the effects on India's foreign 
trade and payments regim-, largely within the common framework suggested 
by the Project scheme. 

Section II of the synopsis contains an overview of the Indian 
economy since the beginning of the Five Year Plans in 1950: Section 
III describes the Anatomy of Exchange Control in India; Section IV 
deals with the 1966 episode of devaluation and liberalization; Section V 
analyzes the effects of the trade and payments regime on economic growth 
while Section VI brings together some concluding remarks. 

i. THE INDIAN ECONOMY, 19S0-1970: AN OVERVIEW 

India became an independent dominion of the then British 
Commonwealth on August 15, 1947, and constituted the major part of 
British India that was partitioned into the dominions of India and Pakistan. 
The attainment of independence was preceded by extensive clashes between 
the two major religious communities - Hindus and Muslims- and followed 
by the migration of millions of refugees to India and to Pakistan. The 
resettlement of the refugees, the political integration of large number 
of princely states (that were outside British India at the time of independence) 

1 	 Jsdish N. BhagwaU and Padma Des-' India: Planning for Industriation, 
Oxford Univeuety Press, 1970. 
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into the Indian Union and the drafting of a republican constitution for the 
country took three years. India was proclaimed a republic within the 

urgentCommonwealth on January 26, 1950. With the immediate and 
tasks following independence successfully completed,, the nation and its 

leaders turned their attention to economic matters. 

The notion that the economic development of the country 
should be ushered in through national planning with central direction 

had been accepted even before independence by private business interests 
as well as by the then leaders of the Indian National Congress which 
was spearheading the fight for independence. In fact, a National Planning 
Committee headed by Jawaharlal Nehru - who later became the Prime 
Minister - produced a number of studies while prominent Indian business
men had, in 1943, also produced the so-called Bombay Plan as a blue
print for national development. Some of the objectives of planned economic 
development such as universal free and compulsory primary education, 
the right of all citizens to an adequate means of livelihood and to social, 
economic and political justice were enshrined in the constitution as 
Directive Principles of State Policy. These principles, though not enforceable 
through the courts of law, were regarded as fundamental in the governance 
of the country. Soon after the proclamation of the Indian Republic 
under the new constitution, the Government of India set up the Planning 
Commission in March 1950 under the chairmanship of the Prime Minister 
and assigned to it the task of preparing a plan for the "most effective and 
balanced utilization of the country's resources". 

The First Five Year Plan, covering the period April 1, 1950 to 
March 31, 1956 was, after public discussion and debate, presented to 
Parliament in December 1952. In many ways, this Plan was essentially 
a compendium of on-going projects partly to rehabilitate productive 
capacity that had been over-worked and ill-maintained during the War. 
Nevertheless, there was an attempt to expand the infrastructure by invest
ment in irrigation, power and transport. The analytical model implied in 
the Plan was the Harrod-Domar type with an emphasis at raising domestic 
savings to the degree required to match the investment levels derived from 
planned real income growth and an assumed marginal capital-output ratio. 

The Second Five Year Plan, based on the Plan Frame authored 
by the late Professor P.C. Mahalanobis, set the economy on a course 
of industrialization with a strong emphasis on the establishment of domestic 
capacity in the public sector for the production of capital goods and heavy 
industrial raw materials. The investment priorities indicated in the Second 
Plan have effectively continued to date with only minor changes in 
emphasis. The analytical core of the Plan was the Two-sector (later 
elaborated into Four Sectors) Mahalanobis model that was remarkably 
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similar .to the Feldman model of Soviet planning.2 The basic assumption 
was that any investment plan that was physically feasible could be
financed; this ignored the institutional and political constraints that could,
and did, prevent the formulation and implementation of the policies
that would have made the assumption valid. The control of investment,
both in respect of allocation between the public and private sectors and 
in respect of its sectoral pattern, was to be exercised through an adminis
trative (rather than market-cum.fiscal) mechanism. This, together with the 
response to the severe foreign exchange crisis that beset the early years of the 
Plan, determined the initiation and subsequent intensification of two basic 
pillars of economic policy: (I) industrial targeting and licensing and 
(ii) exchange control over all current transactions, resulting in the licensing
of imports of capital goods, intermediates and consumer goods. The 
severity and coverage of these two controls have varied over time but the 
basic tenets of the policy continue to hold sway to date. And, the
economic performance of India under the Plans was strongly influenced, 
if not completely determined, by this policy. The subsequent Five Year 
Plans adhered broadly to the economic philosophy as enunciated in the 
Second Plan while changing emphasis, very often in rhetoric but sometimes
in fact as well, to reflect the changing economic environment and other 
factors. 

Certain institutional features of the Indian economy of some 
importance should be noted: (I) significant growth of public sector
investment in areas outside of infrastructure; (ii) significant growth of 
trade with Soviet Union, Eastern Europe and Egypt under bilateral 
agreements; (iiI) increasing canalization of profitable imports, and partial
handling cum subsidization of exports, by the public sector enterprise,
the State Trading Corporation; (i') a strict (ex ante) regulation, on a 
case.by-case basis of the inflow of private foreign capital and technology;
and (v) the availability of an efficient administrative service, entrepreneurial
talent, and educated and skilled personnel for manning the projected
investments - though both administrative and managerial talent came 
to be stretched thin in later years. 

A. Review of Economic Performance 

Some major features of India's economic performance are briefly
reviewed below: 

National Income: The Indian economy grew, in real terms,
at 3.5 to 4 per cent per annum on the average during the first decade of 
2 For a detailed discussion of the economic theory and techniques underlying the

successive Plans. see: Jesdlsh N. BhagwaU and S. Chakravart, Contributions toIndian Economic Analysis: A Burvey, American Economic Review, Special Sup
plement. 1970. 
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planning (i.e., from 1950-51- to 1960-61) and then experienced a decline 
during the Third Five-Year Plan to an average annual rati. of growth 
of about 2.5 per cent (Table 1). It is important to note that the end of 
the Third Five-Year Plan was attended by serious drought which led to an 
unprecedented decline in agricultural production, thus reducing the rate 
of growth for 1966-67 and overall for the Third Five-Year Plan period. 
A recovery in agricultural output brought a sharp rise in national income 
in the following year, followed by moderate though sustained rates of 
growth until pronounced slowdown again came with still another fall in 
agricultural production in 1971-72 and 1972-73. Agricultural output re
covered in 1973-74 though not attaining the peak level of 1970-71 but 
industrial production showed only a modest rise. 

Population and Per Capita Income: The 1951 census revealed a 
population of 361 million of which 84 per cent lived in the rural areas. 
The corresponding figures in the 1961 and 1971 censuses were 439 
million (82 per cent rural) and 547 million (80 per cent rural), respectively. 
The rapid growth of population with an average annual rate of increase 
of 1.98 per cent in the 50's and 2.25 per cent in the 60's resulted in 
lowering the rate of growth of per capita income below that of the rate 
of growth of national product (Table 1). 

Domestic Savings: As noted earlier, a continuing objective of all 
the Plans had been to increase domestic savings. As a proportion of net 
national product, domestic savings rose from a level of 5.27 per cent in 
1951-52 to a peak of 13.24 per cent in 1965-66. Since then there has 
been a decline and as of 1972-73 this peak has not been surpassed. While 
public savings was to provide an increasing share of domestic savings, and 
tax revenue as a proportion of national product increased from 7.76 per 
cent in 1951-52 to a peak of 14.41 per cent in 1965-66, the "hare of public 
savings in total dornestic savings has declined substanlially from a peak
of 29.3 per cent in 1964-65: this decline contrasts sharply with the 
considerably more modest decline in tax revenues as a proportion of 
NNP since 1965-66. 

External Resources: The inflow of external assistance to India 
has been low both as a proportion of GNP -- d as a proportinn of gross
domestic capital formation: external assistance reached a peak of 3.67 
per cent of GNP in 1965-66. The role of private foreign investment has 
been even less important both because of the official reluctance to entertain 
such investment uncritically and because of the outflow of foreign capital 
from older industries such as tea.' 

3 . Kidron. Foreign Investments inIndia, Oxford Univenlty Press.,1965. 
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Table I: Selected Economic Indicators: 19S0-1973 

lracd Yer 8ad a Calendar Year Srm 

Whole Net Nip Agr
ade tional culturd Indus. 

trice roduct Annuai hadtn, trial Net Foreign 
Index (billig Growth (195040 ?odtn. Exchage 

(1950451 f 196142 ratu t 196162 (1960- Exports Rcsuzvee 
Year 0100) Is.) (per cent) 0 100) 100) (US S man) (US m) 

1950-51 100.0 90.9 68.9 1.146 2.000 
1951-82 105.5 93.1 70.8 58.7 1.611 1.892 
1952-43 69.4 96.4 74.1 60.8 1.295 1.724 
1953-64 93.6 102.6 8.7 83.9 62.0 1,116 1.790 
1954-55 87.0 106.3 84.8 66.3 1.182 1,841 
1955.56 82.7 108.9 84.4 71.9 1.276 1.881 

1956-57 94.2 11.1 89.5 77.9 1.300 1.463 
1957-58 97.0 113.2 83.7 80.7 1,379 769 
1958-49 101.0 122.3 4.0 96.6 82.1 1.221 545 
1959-60 104.7 124.5 94.8 89.2 1.308 682 
1960-61 111.7 132.8 102.7 100.0 1.331 607 

1961-62 111.9 137.3 103.0 109.2 1,387 477 
196263 114.4 189.9 101.4 119.8 1,403 220 
1963-64 121.0 147.7 2. 103.9 129.7 1.631 309 
1964-65 136.6 158.8 11.0 140.8 1.749 344 
196566 147.0 150.8 95.8 153.8 1,686 312 

1966-67 171.1 152.3 1.0 95.9 152.6 1.606 247 
1967-68 190.2 166.1 9.0 116.6 151.4 1,612 206 

1968-69 188.0 171 6 8.8 114.8 161.1 1.760 808 

1969-70 195.0 180.9 5.6 122.5 172.5 1,8385 686 

1970-71 20.9 188.6 4.8 131.4 180.8 2.026 975 

1971-72 214.1 191.7 1.7 180.4 186.1 2.034 1.124 

1972-78 285.4 188.5 1.7 118.5 199.4 2.404 1.098 

a Yeas beginning April 1. 

Prices: The Indian economy was . somewhat atypical in that 
price increases from 1950 to 1956 were moderate: the wholesale price 
Index had, by 1965-66 increased at an annual (simple) rate of only 3 
per cent. The remarkable stability in prices was, in reality, only till 1962-63. 
With the increase in defence expenditures folowing the Sino-Indian border 
war of 1962 and the Indo-Pakistan war of 1965 prices increased more 
rapidly also due to the severe impact of the droughts of 1965-66 and 
1966-67. During the recessionary period thereafter, price increases moderated 
to trend level but have, since 1972-1973 accelerated sharply partly due 
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to the added defence and refugee burdens following the Bangladesh
crisis and the bad harvest of 1972-73; price increases exceeded 20 per cent 
in 1973-74 and are likely to exceed 30 per cent in 1974-75. 

Structure of Production: Agriculture and allied activities con
tinued, during the 1970s, to provide, as in the 1950s, approximately one-half 
of net domestic product (at current pr!c.). There has, however, been a 
greater increase in the prices of agricultural products than in the products 
of other sectors. At c3nstant (1960.61) prices the shares in net domestic 
product in 1972-73 were 41.0 per cent for agriculture and allied activities, 
23.7 per cent for industry, 16.6 per cent for trade and transport and 18.8 
per cent for services as against the corresponding percentages of 47.7, 
20.4, 15.9 and 16.0 at current prices. The continued importance of the 
agricultural sector in the economy, thus, makes the course of agricultural 
production a major factor in explaining the post-devaluation export 
performance and movements in the price level. 

The agricultural sector has been the dominant supplier of wage
goods and of raw materials for wage goods; has provided more than 
one-third of exports and, according to the 1971 Census, employs nearly 
70 per cent of the work-force. 

In analyzing the trends in agricultural production, the period after 
1964-65 has to be considered separately because of the spread of the "Green 
Revolution" thereafter and the two unprecedented droughts of 1965-66 
and 1966-67. The effects of the droughts on agricultural output clearly 
dominate the effects of the "Green Revolution". The annual compound 
(semi-log trend) rate of growth of agricultural output was 3.2 per cent for 
the period from 1949-50 to 1964-65; the rate of growth falls drastically 
if the droughts years are also included. For the period from 1949-50 to 
1969-70 the annual compound rate of agricultural output falls to 2.9 
per cent (with the exclusion of the drought years). 

Output of foodgrains increased at an annual compound rate 
of 3.0 per cent from 1949-50 to 1969-70 and at 2.9 per cent for the 
period up to 1969-70 (with the exclusion of the drought years). Thus, 
the Green Revolution (which affected the output of foodgrains) appears 
to have arrested a possible decline in foodgrain production but could 
not prevent a slight decline in the overall trend growth rate of agricultural 
production. 

Increased outputs of foodgralns had arisen, in equal measure, 
from an expansion In cultivated area and from increased yields per 
hectare. The rate of growth of output, however, diverged considerably 
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as between commodities. The new technologies had their impact primarily 
on wheat. Wheat output increased at an estimated 4.0 per cent per 
annum from 1949-50 to 1969-70 and at 5.1 per cent per annum in the 
period up to 1969-70. Increased yields contributed 1.3 per cent in the annual 
rate of growth up to 1969-70 and about 2.4 per cent in the annual rate of 
growth up to 1969-70. The introduction of the new technology had, thus, 
Increased total outputs of wheat by accelerating increases in yields per 
hectare.4 Since 1971-72, however, there has been a decline in the pro
duction of wheat that isexplained only in part by unfavorable weather and 
shortages of fertilizer. 

Industrial production, during the same period, was characterized 
by two main features: first, growth of industrial output exceeded that of 
agricultural output and steadily increased during successive Plan periods. 
The index of industrial production grew at a compound annual rate of 
5.75 per cent in die First Plan, at nearly 7.5 per cent in the Second 
Plan and at almost 8 per cent during the Third Plan. Industrial output 
was affected by the recession from 1966-67 to 1969.70 and, since 1972-73, 
by the shortages in the power and transport sectors. 

Second, the structure of industrial output has gradually shifted 
away from the production of consumer goods to that of capital goods
and intermediates. During the period from 1951 to 1963, in terms of 
gross value added, gross output at factor cost and gross output at market 
prices, the relative share of consumer goods in total industrial output 
declined steadily: the relative share of raw materials and intermediates 
remained steady at around 35.40 per cent while that of capital goods 
rose steadily. 

The First Plan was characterized by substantial import-substitution
in the consumer goods sector while, during the Second Plan, the emphasis 
on investment in heavy industries resulted in relatively little import. 
substitution in consumer goods with the greatest contribution being from 
the capital goods sector. Through the period 1951 to 1963 the capital 
goods sector had made the largest contribution to import substitution. 
The process had continued up to 1972 as well with the index of production 
(1960=100) being 243.5 for capital goods industry, 171.2 for intermediate 
goods industry and 168.2 for consumer goods industry in that year. 

4 	 T. N. Srinivasan. "The Green Revolution or the Wheat Revolution?" in Comparative 
Experience of Agricultural Development in Developing Countries of South East 
Asia since World War II. Indian Society of Agricultural Economics. Thacker & Co., 
Bombay. 1972. 

r) 	 Padma Desail, Import Substitution in the Indian Economy. Hindustan Publishing 
Corporation, New Delhi, 1972. 
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External Trade: India has a relatively low ratio of external trade 
to national income. The share In world trade had also fallen since the 
post-War years and, in 1970, was (at 0.72 per cent) less than one-third 
that of the post-War years. 

The composition of exports has remained heavily biased towards 
the "traditional" commodities such as tea, jute manufactures and cotton 
textiles which accounted for one-quarter of export earnings even by 1970-71. 
"Non-traditional" exports increased during the 1960s and engineering goods,
chemicals and allied products now contribute over 10 per cent of export 
earnings. 

With import licensing, the structure of imports has shifted almost 
exclusively towards capital goods, intermediates and raw materials. Food. 
grains are the only consumer good imported in any significant quantities
while the other consumer goods were only 5-8 per cent of total Import 
in the late 1960s. 

The balance of trade has remained in continuous deficit of 
from $700 to 1,300 million annually. The balance on invisibles has also 
been in small deficit. The total current account deficit was between $750 
to 1,500 million between 1961-62 and 1967-68 but has declined thereafter 
to between $437 to 767 million in the period up to 1971-72. The deficit 
in the balance of trade has varied largely dependent on the availability
of external resources in the form of foreign assistance and long-term
investments. In a restrictionist regime, however, the trade balance is, in 
itself, of less intrinsic significance than the potential trade deficit (which
has been supressed) and the premia on imports that has consequently
resulted. 

B. Key Institutional Features 

The more important aspects of the economic and political structure 
of India are briefly surveyed below to provide the relevant background 
within which the analyses have been made. 

Industrial targeting began with the Second Plan and subsequent
Plans have continued to set detailed targets for capacity and output
in the organized industrial sector. Comprehensive industrial licensing has 
been wider in scope than industrial targeting with finer product classification,
the determination of regional industrial development and in handling
industrial sectors and products not anticipated in the Plans. Industrial 
licensing has, in fact, been comprehensive except for some exemptions
granted during the latter part of the period under study in respect of size 
of investment and industrial classification. 
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Any expansion of industrial capacity or new industrial investment 
required both the necessary industrial license as well as the required 
Import license. This dual control over industrial investment primarily 
explains the conclusion of the Study that the relaxation of industrial 
licensing policies in the late 1960s did not change the degree of res
trictiveness of the economic regime because import licensing did not change 
in substance. 

The principal objective of the industrial licensing system was to 
prevent the further concentration of economic power in the large concerns. 
The administration of the licensing system, however, precluded even 
marginal additions of equipment (even to achieve balance among the various 
branches of a plant), product diversification and other such responses 
to changing market conditions that would have been normal in an efficient 
industrial environment. 

In practice, too, the bureaucratic system of administered allo
cations became as disproportionately accessible to the larger business 
houses as the market system was in view of their greater access to finance. 
The smaller entrepreneurs could not, generally, invest as much in the 
targetted industries - as envisaged by the Plans. 

In the late 1960s investment by designated Large Industrial Houses 
were restricted to the "core" (generally heavy) industries. The nationalized 
banking system was to encourage the expansion of the small-scale sector 
and a Monopolies and Restrictive Practices Commission was to examine 
and check the expansion of monopoly and concentration in the industrial 
sector. These policy changes were intended to increase total investment 
by permitting and encouraging investments by the Large Industrial Houses 
in the "core" industrial sectors. However, in practice, the policies were 
unsuccessful and, for other reasons as well, industrial investments were 
slack during the late 1960s. 

A more important institutional feature of the economy was the 
large share and continuing expansion of the public sector in total, as 
well as industrial investment. The particular importance of this phenomenon 
lay in the fact that the impact of trade and exchange rate policies on 
allocation and production decisions within the public sector could not be 
totally decisive. Public sector irvestments could also survive market con
ditions through implicit subsidies such as not having to make "normal" 
profits. In practice, the difference between performance in the public 
and the private sectors did not particularly go beyond this as the policy 
of automatic protection for all domestic investments, whether public or 
private, made market conditions mostly irrelevant in weeding-out inefficient 
firms. 
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In addition to public sector enterprises which export their own 
outputs, the State Trading Corporation (established in 1956) handles an 
Important proportion of the export-import trade. Although by 1965, 
the STC handled only about 5 per cent of total external trade, the role 
of the STC is particularly important in the channelling of the Qucrative) 
Imports of some scarce commodities and in subsidizing the exports of 
some other commodities. Of relatively minor importance in external 
trade are the Minerals and Metals Trading Corporation (eitablished in 1963) 
and the Metal Scrap Trading Corporation (established in 1964). 

External trade is also conducted under bilateral trade agreements 
with the Soviet bloc and some developing countries. Trade with the Soviet 
bloc, in particular, has steadily increased from about 5 per cent of total 
exports during the Second Plan to nearly 16 per cent during the Third Plan.. 
However, since the overwhelming volume of external trade is undertaken 
outside such agreements and, as international prices appear to govern even 
bilateral trade agreements, the analyses of the Study are not complicated 
by such trading arrangements. 

The political structure of India - since independence in 1947 
has been a parliamentary democracy with remarkable political stability. 
With only three Prime Ministers in more than twenty-five years, the 
government has been characterized by long periods of firm leadership. 
Political stability was also engendered by the dominance in government
of a single party (the Congress party) throughout the bulk of the period 
under review. Only in the late 1960s was there major dissension within 
the Congress party which ultimately led to a consolidation of Prime Minister 
Mrs. Indira Gandhi's leadership. 

The economic and political philosophy of the ruling Congress 
party has been fairly etatist and centrist with the ideological orientation 
largely identified with that nebulous word "socialism". Necessary attention 
to objectives such as the prevention of the concentration of economic 
power and land reform have, however, not been pursued with the same 
keenness that attends the affirmation of the objectives. 

Opposition political parties range from the laissez-faire Swatantra 
party and the backward-looking Jan Sangh to varying shades of revisionist 
and non-revisionist Communist parties. With regular splintering within, 
and bickering among, the opposition parties there has not been any 
sustained or serious challenge to the ruling Congress party. 

The country is governed under a federal constitution. The Congress 
party has always controlled the central government which now oversees 

206 



the state governments in seventeen states. The Congress party has generally 
controlled the state governments as well but less so in recent years. But, 
even with the Congress party controlling the state governments, center-state 
frictions have not been reduced with regional loyalties tending to cut 
across party affiliations. 

Internationally, there have been continuing problems on the 
borders with China and Pakistan resulting in one war with the former country 
and three wars with the latter country. Defence expenditures have been 
estimated at 3 per cent ofGNP since the 1962 war with China. 

C. The Economy, 1950 to 1970 

The economy from 1950 to 1970 is delineated below in terms 
of the different Phases in the Project schema: 1950 to 1956 (Phase IV): 
This period roughly corresponds to the period of the First Plan. It was 
characterized by good harvests with agricultural output increasing by nearly 
5 per cent per annum. The index of agricultural production (1949-50=100) 
increased from 90.5 in 1950-51 to 120.8 in 1956-56 for foodgrains and 
from 95.6 in 1950-51 to 124.3 in 1956-57 for all agricultural commodities. 

Although exports remained stagnant in absolute value after the 
Korean-war peak and fell as a percentage of world exports, it was balanced 
by import demands which resulted in a roughly equilibrated exchange 
rate which put little pressure on the QR framework inherited from the 
Second World War. Foreign exchange reserves remained close to $1.8 
billion throughout the period and there was no evidence of high import 
premias, systematic allocation of imports, industrial licensing and associated 
policies which followed in later periods. 

As convertibility was not total and the QR regime still existed, 
this period did not correspond to Phase V of the Project schema. The QRs 
were not, however, systematically designed to adjust the international 
accounts and their scope was severely limited: they had been left over 
from the Second World War period but the administrative machinery had not 
been dismantled. In a predominant sense, tho 1950 to 1956 period could 
be characterized as corresponding to Phase IV of the Project schema. 

1956 to 1962 (Phase 1): A severe balance of payments crisis 
in early 1957 led to the imposition of a strong QR regime. This period 
(broadly that of the Second Plan) also saw a shift in investment to 
manufacturing (and heavy) industry, the imposition of strict industrial 
licensing, significant foreign assistance flows, an increased rate of domestic 
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savings, a drastic fall in foreign exchange reserves and continuing stagnation 
in exports (i.e., a falling ratio of exports both to GNP and to total world 
exports). 

With the extensive and intensive use of QR regime policies to adjust 
the international account, this period clearly fell into Phase I of the Project 
schema. Concident with the objective of protecting the balance of 
payments, the introduction of industrial licensing and targetting implied 
also the objective of selective industrialization which was buttressed by 
the automatic protection generated by the QR regime. 

1962 to 1966 (Phase i): The difficult balance of payments 
situation described above continued into this period as well. The significant 
difference - which characterizes this period as Phase II - was that 
export subsidization began in earnest around 1962 and was further in
tensifled through the period on a wide range of exports. Exports increased 
significantly until 1965 when the drought affected the traditional exports 
adversely. 

Foreign assistance flows remained stable up to 1964-65 while 
foreign reserves remained under pressure. 

Industrial licensing continued to be severe but, towards the end 
of the Period, it eased somewhat. QRs remained severe and the premla 
on imports increased to unprecedented levels in late 1965 and early 
1966 consequent .on the suspension of foreign assistance following the 
Indo.Pakistan war in late 1965. Towards the end of the period, import 
duties were increasingly used to reduce the premla afforded by QRs. 

This period could be broadly characterized as one of "partial 
liberalization" with the halting moves towards more liberal industrial 
licensing procedures and the de facto devaluation that resulted from the 
export subsidies and import duties. The policies of this Phase H period 
were to culminate in the June 1966 devaluation and the accompanying 
episode of liberalization. 

1966 to 1968 (Phase HI): Phase Ill begins with the devaluation of 
June 1966 and the liberalization of imports based on increased flows 
of foreign assistance. Along with the devaluation, export subsidies were 
eliminated and import duties reduced. 

A second disastrous harvest, however, led to price increases, adverse 
effects on traditional exports and to an industrial recession. These difficulties 
were further compounded by the acute political pressure brought to bear 
by the aid donors for the change in economic policies. For various 
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reasons, consequently, this Phase Ill era did not result in further liberalization 
leading to a Phase IV regime but relapsed, by 1968-69, into Phase !1 
again. 

1968 (Phase fl): By 1969.70, the situation had reverted back 
almost to that of 1962 to 1965. The premia on imports had increased 
to 30-50 per cent on average while export subsidies had been reintroduced 
and had reached high levels. Attempts at industrial de-licensing had little 
effect because of the severity of the QRs which also continued to provide 
automatic protection. 

The relapse into Phase 11 meant that the episode of liberalization 
had effectively failed. Exogenous factors (such as the price increases due 
to the drought) and the foreign pressures for the adoption of the liberal 
policies (erroneously) discredited the liberal policies in the political and 
the public sphere and appears to have effectively diminished the possibility 
that such policies could be attempted inthe future. 

It is striking that, even during the December 1971 episode of 
worldwide exchange-rate realignments, the political preference in India 
was to maintain the gold-parity of the currency. It was only the ingenious 
strategy of a link to the pound sterling (which did not appreciate to the full 
extent of the dollar devaluation) that held the exchange rate to Rs. 7.28 
to a dollar rather than at Rs. 6.90 to a dollar had the gold-parity have been 
maintained. 

III. THE ANATOMY OF EXCHANGE CONTROL 

The First Five Year Plan period (April 1, 1951 to March 31, 1956) 
was one of relatively easy availability of foreign exchange. The machinery 
of exchange control was put together following the severe exchange 
crisis during the first year of the Second Five Year Plan. The organizational 
features and the allocation procedures of the exchange control authorities 
during the period 1956-1966, that is up to -the Period ending with the 
devaluation of June 1966 are described below: 

A. Organization and Procedures 

The import and exchange policy regimes, throughout this period, 
aimed at direct and comprehensive control over the utilization of foreign 
exchange. Thus, administrative decisions had to be made over the allocation 
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of foreign exchange for practically all uses in the economy. For the over
whelming bulk of imports, the Government did not explicitly aim at 
using tariffs (except for a beginning in this direction after the budget in 
1965) either to siphon off the resulting import premia or to regulate
imports via the price mechanism - with the exceptions of crude rubber, 
pulp and waste paper, cotton, and kerosene. 

The allocation of permissible imports was, broadly, by two 
administrative categories: private sector and public sector. Further, there 
was an important operational distinction between imports of raw materials, 
spares, and components as against imports of capital goods and equipment. 
The allocation ef different permissible imports by these categories among 
industries, and further still by firms and plants, was carried out by an ela
borate administrative machinery which evolved through the period. Since 
the details of this evolution are of little economic significance, the 
system is described as it was at its peak (around 1965) when it began to 
be gradually "liberalized" into the somewhat major changes that accompanied 
the devaluation of June 1966. 

The procedure of administrative allocation began with six-monthly 
(April to September and October to March) estimates of foreign resource 
availability as prepared by the Foreign Exchange Budget Branch of the 
Department of Economic Affairs in the Ministry of Finance. Foreign 
debt repayments and embassy expenditures had first call on available 
foreign resources while, thereafter, required imports of food, fertlizers, 
petroleum, oil and lubricants (POL) and defence needs were normally 
given priority. 

The balance available was, thereafter, allocated for three main 
purposes: (i) to the ministries concerned for the raw material and equipment 
needs of public sector undertakings; (ii) to the Economic Adviser, Ministry 
of Commerce for the private sector's requirements of raw materials, 
spares and components; and (iII) to the Iron and Steel Controller. 

Industry and unit-wise allocations normally involved a number 
of these administrative authorities. For example, an industrial unit could 
receive import allocations for iron and steel from the Iron and Steel 
Controller; for non-ferrous metals from the ministry concerned and for 
other inputs from the bulk allocation granted to the Directorate-General 
of Technical Development (DGTD) in the Ministry of Industries. 

Three license-issuing authorities were involved: (I) the Iron and 
Steel Controller (I & SC); (ii) the Development Officer (DO), Tools, 
Development Wing, Ministry of Commerce and Industry; and (iii) the Chief 
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Controller of Imports and Exports (CCI & E) who issued all licences 
except for iron and steel and certain types of machine tools. 

The bulk of the import licences were issued by the CCI & E 
and were divided into: (I) established importers (El); (ii) actual users (AU); 
(iii) new-comers (not El or AU); (iv) ad hoc (such as STC imports); 
(v) capital goods (CG); (vi) heavy electrical plant (HEP); (vii) export
promotion (import entitlements for exporters); (viii) miscellaneous categories
such as Railway Contracts, Replacement licences (for defective or unsuitable 
imports) and Blanket licences (mainly for POL). 

The procedures followed for each category of licenses, and the 
authorities involved in the process, reflected two major criteria: (i) the 
principle of "essentiality"; and (ii) the principle of "indigenous non
availability". Thus imports, in terms of both magnitude and composition, 
were permitted under each category only if the designated agency of the 
Government certified that they were "essential" (as inputs or equipment
for production). At the same time, another designated agency had to clear 
the imports from the viewpoint of indigenous availability; if there was 
domestic production of the imports demanded, then the imports were not 
permitted (regardless of cost and quality considerations). Thus, in addition 
to the license-issuing authc.rity, there was a "sponsoring" agency certifying
"essentiality" and a "clearing" agency for "indigenous clearance". 

For public sector applications, the procedures were basically similar. 
Paradoxically, the procedures were even more complex at times - as when 
the sanction of the Department of Economic Affairs had to be obtained 
for raw material imports in addition to indigenous clearance and essentiality 
certification. Besides, in certain cases, the project authorities themselves 
had the authority to grant "indigenous" clearance and "essentiality" 
certificates. 

Principles and Criteria of Allocation: The allocation of foreign
exchange among alternative claimants and uses in a direct control system
such as that described above would have been .expected to work within a 
well-defined set of principles and of criteria based on a system of priorities. 
In point of fact, however, there were few such criteria, if any, followed 
in practice. 

There are basically two questions of economic significance which 
need to be asked here: (I) how were industry-wise allocations decided? 
and (Hi)how were these allocations further divided up among the constituent 
firms or units? 
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Industry-wise Allocations: As far as the Industry-wise allocations 
were concerned, the sheer numbers involved made any meaningful listing 
of priorities extremely difficult. The problem was Orwellian: all industries 
had priority and how was each "sponsoring" authority to argue that some 
industries had more priority than others? 

It is not surprising, therefore, that the agencies involved in 
determining industry-wise allocations fell back on vague notions of "fairness", 
implying pro rata allocations with reference to capacity installed or 
employment, or shares defined by past import allocations or other similar 
rules of thumb. 

Unit-wise Allocations: The principles and criteria adopted for 
further subdividing industrial allocations among constituent firms or units 
were equally without any rationale other than the spreading-out evenly 
of a scarce resource on a "fair" and "equitable" basis. There were a great 
variety of norms used but the overwhelming bias of the system was 
towards some form of "equitable" allocation. This conclusion holds, not 
merely for the DGTD but also for small-scale sector allocations, the 
scheduled industries not on the books of the- DGTD and the other classes 
of import applicants. 

Quality of Information for Assigning Priorities: As we have 
already noted, numerous authorities were involved in the licensing procedure: 
sponsoring bodies, authorities granting indigenous clearance and actual 
license-issuing authorities. While, in principle, each such authority was 
presumed to act on some set of priorities, and, therefore, had to have 
reasonable information so as to enable it to exercise its functions meaning
fully, in practice it was impossible to have a meaningful, well-defined set 
of priorities at any level in this bureaucratic machine, except in relation to 
overriding matters such as defense. However, no allocations were ever made 
without intensive scrutiny and examination of individual applications at each 
stage in the bureaucracy. For instance, the State Directorates of Industries 
were the authorities which were supposed to process the import applications 
in the first instance and to attach Essentiality Certificates (ECs). While 
considerable time was indeed taken in granting these ECs, the quality of the 
information on which the relevant decisions had to be made was poor. 
The case of the DGTD was hardly any better, despite its obvious advantages 
over the Directates in charge of the small-scale sector. It is well known, 
for example, that capacity as well as capacity utilization data, both of which 
were taken ostensibly into account in making unit-wise allocations, were 
inaccurate and lacking. Similarly, with respect to those units which had to 
seek "indigenous clearance" from the DGTD, the DGTD directorates 
frequently maintained incomplete records of the indigenous suppliers; did 
not have sufficient information in adequate detail on what these suppliers 
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could produce and of what quality; did not distinguish adequately between 
the mere fact of the existence of an indigenous supplier and the availability
of the supply in time to an individual purchaser, and thus ended up
occasionally by withholding sanction even for critical imports. 

The DGTD tried not only to determine "indigenous clearance" 
prior to permitting imports but also often to determine the quantitative
mix of permissible imports. Clearly the DGTD had very little capacity 
to form reasonable judgments on such issues in the absence of very detailed 
information on plant conditions - which was almost impossible since the 
DGTD carried over 5,000 units on its books in 1965. 

The rationale for the exchange control system has been rarely
argued on the basis of the existence of a clear and rational set of criteria 
for allocation and of the flow of information required to sustain it. 
More generally, it was believed that the exc. ange control system served 
the following socially ends:desirable (i) the small-scale sector could be 
assured of imported inputs, and (ii) foreign resources could be directed 
for investment and denied for inessential consumption. 

Neither of these objectives, desirable though they may be from 
a social point of view, were necessarily best served by the exchange control 
system. Firstly, in its day-to-day operation, the system implicitly, if not 
explicitly, favored the larger firms who morewere likely to have the 
requisite resources to maintain frequent contact with the bureaucracy and 
to obtain the clearances and certificates for foreign exchange allocations. 
Secondly, even if the system did provide foreign exchange to the small 
entrepreneur it is by no means certain that this method was the most 
economical and efficient way of subsidizing the small entrepreneur. 

Furthermore, while the control system no doubt drastically reduced
 
imports of manufactured consumer goods, domestic industrial 
 capacity 
was established for the production of the same goods and the import
demands for raw materials and spares have been significant. 

The large premia on imports generated by the control system also 
encouraged corrupt practices and various illegalities such as (I) innumerable 
bogus claims to import licences under the existing rules of allocation and 
(Hl)the illegal trading of imports and import licences whose transferability 
was governed by numerous official restrictions. 

Such illegal transactions existed widely but cannot be quantified 
in any meaningful manner. It is, however, noted that these illegal transfers 
of imports and import licences could have served to increase economic 
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efficiency by reducing the irrational inflexibility that was brought about 
by the official restrictions on transfers. 

B. Economic Effects of Import Controls 

Among the many undesirable economic effects of import controls, 
the following seem to be worth elaborating on: 

Delays: The working of any system of allocation takes a certain 
amount of time. Even if a free foreign exchange market were to operate, 
the participants in the market would have to expend time, for example, 
in acquiring information abot the availabilities of different kinds of foreign 
exchange. In principle, an administrative system of allocation should involve 
no significant increase in time, and hence in "delay", over a price system 
in which scarce foreign exchange is rationed out in the market: the deter
mrination of priorities would, in principle, be equally time-consuming in both 
cases, though the procedure would be different, since the price system 
would involve administrative decisions as to tax and subsidy incentives 
whereas the control system would involve administrative decisions as to 
quotas. 

In practice, however, the exchange control system seems to 
degenerate into an inordinately time-consuming allocational device. There 
are essentially three reasons for this: (i) in a situation of general scarcity 
of foreign exchange, the definition of priorities becomes exceptionally 
difficult, and the system then attempts to accommodate all conceivable 
demands on some "equitable" basis, while making a pretense of adminis
tering priorities. This pretense frequently takes the form of collection 
of yet more information from applicants and with more time taken in 
"scrutinizing" the extra information and "arriving at an informed decision". 
Delays become, sociologically, the "conspicuous" substitute for exercise 
of priorities by the bureaucracy. (ii) Equally important, the multiplication 
of the bureaucratic apparatus leads inevitably to files failing to move 
quickly and decisions being delayed because procedures are time-consuming. 
Most of the delays in the Indian import-control system arose from the 
inefficiency of administrative procedures. For example, where "indigenous 
clearance" had to be obtained by the DGTD from two or more other 
directorates, these were sought sequentially rather than simultaneously. 
(iii) Some significance must also be attached in explaining delays to the 
fact that relevant papers are not processed and forwarded till lower-level 
employees are bribed. If all such corrupt payments were paid promptly, 
no delays should result. However, newcomers who are unaware of the 
workings of the system and honest applicants who do not conform to this 
widespread practice, In particular, face considerable delays. 
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Administrative and Other Costs: While it is difficult to disentangle and quantify the expansion in the governmental bureaucracy
that has been necessitated by the licensing machinery, it is very likely that
much of the enormous expansion in current governmental expenditures
since 1956 is a direct result of this regime. The indirect costs of the licensing
mechanisms also include the added expenditures incurred by entrepreneurs
in conforming with the multifarious requirements and the costs involved 
in maintaining elaborate and frequent 'contact' with the licensing authorities. 
Alternative allocative mechanisms would, no doubt, also necessitate adminis
trative and information-gathering expenditures. But, the specific type of the
Indian QR and industrial licensing regime further increased costs by the 
payments required to lower-level employees who were in a position to delay
applications from reaching the decision-making levels of the bureaucracy. 

Inflexibility: The dual requirements of "essentiality" and "indi
genous non-availability" have resulted in considerable inflexibility in the 
pattern of utilization of imports. This has happened mainly because of the
rigid itemization of permissible imports often by specified value for different 
items (for AU and El licenses alike). 

The transfer of AU licences among different industries and even 
among units within the same industry was prohibited. Imports under AU
licences could not also be legally resold (though they were occasionally 
resold illegally). 

This rigid administration of permissible imports (which onlywasoccasionally varied by discretionary action to change the contents of the
 
lists) and the requirements of non-transferability created inflexibility and

resultant economic inefficiency because: 
 (i) the total AU allocations to
individual units were based neither on well-defined priorities nor on an
 
assessment of reasonably accurate information. Allocative decisions appear

to have been largely based on notions of "fair 
 sharing", "pragmatism",
and the "judgment of cases on merit"; (ii) the itemized breakdown of
allocations was based on the certification of "indigenous non-availability"

which was prone to serious error and on an assessment of the mix of

imported inputs which was determined on an administrative and ad hoc
basis rather than on any recognizable criterion of economic efficiency;
and (ii!) the considerable uncertainty and unpredictability about the
availability of foreign resources and the economic situation in general 
was such that no mix of inputs however well determined (which it wasn't)
could have been expected to be optimal ex post. 

Another result of the inflexibility caused by the restrictions on the
transfer of import licenses could have been an excessive holding ofinventories. However, inventories - though high compared to other countries 
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- had declined during the period under study. Inefficiencies in transport 
and the availability of low-interest credit should also have encouraged 
the holding of large inventories. Thus, while it makes a priori sense that, 
ceteris paribus, the Indian import control regime would have tended 
to inflate inventory holdings, the available evidence does not support this 
hypothesis. 

Lack of Coordination among Different Agencies: The multiplicity 
of agencies dispensing import licenses further accentuated the difficulties 
in procuring desired imports. Unfortunately, there has been no routine 
coordination of import allocations, either in initial allocations or in 
reductions made thereafter. 

Absence of Competition: The import allocation system also 
virtually eliminated the possibility of competition, either foreign or dqmestic. 
Foreign competition was ruled out because of the principle of "indigenous 
availability": every item of indigenous production, irrespective of by how 
much its costs of production exceeded the landed c.i.f. price, was auto
matically shielded from competition through imports. 

At the same time, the possibility of domestic competition was, 
in turn, minimized by the combination of CG licensing (concomitantly 
with other industrial licensing provisions) and the method of AU licensing 
on a "fair-share" basis among rival firms in an industry. Strict CG and 
industrial licensing eliminated free entry by new firms as also efficiency
induced expansion by existing firms. And the fact that each firm was 
entitled to its "share" of AU licenses, and no more, ensured that the efficient 
firms could not even (legally) enlarge output from existing capacity by 
competing away the scarce imports from less efficient firms. 

Thus, all forms of effective competition, potential and actual, 
were virtually eliminated from the industrial system resulting in the 
elimination of incentives to reduce costs per unit of output and the 
prevention of concentration of production in the most efficient units (and 
industries). 

Bias in Favor of Industries Using Imported Inputs: The AU 
system of import allocation and the principle of "indigenous availability" 
should, ceteris paribus, make the quantum of import allocation tend to be 
inversely related to the availability of indigenous inputs. That would, 
in turn, bias the effective incentives in favor of processes that use relatively 
more imported inputs as, under AU licenses, the inputs would be at 
mport-premium-exclusive prices which would include only the explicit 
tariff duty. The use of import-substituting indigenous inputs would, 
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however, be at lImport-premium4nclusiveprices since the inputs would bepriced at c.f. prices plus the import premium. While relative subsidizationmight have been required even on purely economic grounds, the differentialincentives provided by the import-control system was incidental rather than 
intentional. 

Anticipatory and-Automatic Protection to Industries: The exclusionor restriction of imports in favor of domestic import-substitutes also meantthe extension of protection regardless of cost, efficiency or comparativeadvantage. Such automatic protection could also be anticipated by everyproducer who informed the agencies in charge of "indigenous clearance"
of the capacity available and the production possible. 

Discrimination Against Exports: Import-control policies clearlydiscrimbiated against exports. The effective exchange on exports was,rate 
on the average and by industry, continually less than the effective exchangerate on imports (Table 2). From about 1962 the schemas of export subsidydid, to some extent, redress the discrepancy. 

The application of the principle of "indigenous availability" alsocreated further difficulties for exportable items which had to be manufactured with inferior domestically produced capital equipment and inputs:this was particularly so with exportable products from the engineeringindustries. Furthermore, the restrictive nature of the import policiesallowed little flexibility to obtain additional inputs from the market whileequally stringent controls precluded the expansion of capacity. This, ofcourse, further handicapped export industries which needed the flexibilityin production which would have enabled competition for large export orders 
as they became available. 

Industrial licensing and import-control policies from the beginningof the Second Plan until late 1964 had a substantial inward-looking bias

which was clearly unfavorable to manufactured exports.
 

Loss of Revenue: An important effect of the import-controlsystem was that premia on scarce imports passed into the private sector
and not to government revenue. This 
was particularly so where 13 licenseschannelled imports through traders and the import premium would havefully reflected the scarcity value of the imports. Consequently, the scarcitypremium would have accrued to government revenue if the imports had beenchannelled through government agencies or if the imports had been auctioned 
or if suitable tariffs had been levied. 

In the case of AU imports, it is to be expected that the outputswould have been at the prices that the market could bear. Hence, the 
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Table 2. EERs, PLD EERs and PPP EERs for Exports and Imports: 1950-1971 

IMPORTS EXPORTS 
0( = 0 PC = 0.05 OC = 0.10 o( - 0.20 

Year I Ip 
EER PLDEER PPPEER EER PLDEER EER PLDEER EER PLDEER EER PWDEER PPPEER 

(1) (21 (31 (4) (5) (6) (7) (8) (9) (10) (11) (12) (13) (14) (15) 

1950 
1951 
1952 
1953 
1954 

0.823 0.7732 
0.906 0.9105 
0.793 0.9090 
0.786 0.8762 
0.752 0.8730 

5.5843 
5.4550 
5.5611 
5.6930 
5.7829 

6.7853 
6.0210 
7.0127 
7.2430 
7.6900 

8.1 756 
6.6128 
7.7147 
8.2664 
8.8087 

4.3878 
4.1736 
4.3030 
4.4187 
4.4330 

5.3315 
4.1736 
5.4262 
5.6218 
5.8949 

4.4577 
4.6066 
4.3730 
4.4906 
4.5001 

5.4164 
4.2407 
5.5145 
5.7132 
5.9842 

4.5277 
4.6807 
4.4430 
4.5625 
4.5672 

5.5015 
4.3073 
5.6028 
5.8047 
6.0734 

4.6677 
4.4411 
4.529 
4.7069 
4.7019 

5.6716 
4.9019 
5.7792 
5.9884 
6.2525 

4.40 
4.35 
5.21 
5.27 
5.45 

1955 
1956 

0.691 0.8913 
0.775 0.9232 

5.6573 
5.5559 

8.1871 
7.1689 

9.1856 
7.7653 

4.4658 
4.5382 

6.4628 
5.8557 

4.5377 
4.6158 

6.5669 
5.9559 

4.6105 
4.6938 

6.6722 
6.0565 

4.7518 6.8767 
4.8495 6.2567 

6.11 
5.76 

1957 
1958 
1959 

0.821 0.9540 
0.838 0.9603 
0.872 0.9655 

5.4221 
5.3721 
5.4331 

6.6043 
6.4106 
6.2306 

6.9227 
6.6662 
6.4532 

4.5363 
4.5929 
4.6529 

5.5253 
5.4808 
5.3359 

4.6862 
4.7500 
4.7709 

5.7079 
5.6683 
5.4712 

4.8362 
4.9071 
4.8890 

5.8906 
5.8557 
5.6067 

5.1360 6.2558 
5.2212 6.2305 
5.1251 5.8774 

5.97 
5.94 
5.62 

1960 
1961 
1962 

0.929 0.9753 
0.950 0.9866 
0.961 0.9957 

5.4059 
5.6120 
5.7596 

5.8191 
5.9074 
5.9933 

5.9665 
5.9876 
6.0192 

4.6696 
4.6757 
4.70i5 

5.0265 
4.9218 
4.8923 

4.8462 
4.8519 
4.8790 

5.2166 
5.1073 
5.0770 

5.0232 
5.0280 
5.0565 

5.4071 
5.2926 
5.2617 

5.3769 5.7878. 
5.3807 5.6639 
5.4121 5.6317 

5.60 
5.57 
5.59 

1963 1.000 1.0000 6.0609 6.0609 6.0609 4.7452 4.7452 4.9309 4.9309 5.1170 5.1170 5.4888 5.4888 5.49 
1964 
1965 
1966 

1.105 1.0095 
1.195 1.0316 
1.338 1.0598 

6.1875 
6.6302 
9.2295 

5.5995 
5.5483 
6.8980 

5.5468 
5.3783 
6.5088 

4.7500 
4.7514 
6.7912 

4.2986 
3.9761 
5.0756 

4.9366 
4.9414 
6.9540 

4.4675 
4.1351 
5.1973 

5.1227 
5.1313 
7.1175 

4.6359 
4.2940 
5.3195 

5.4954 4.9732 
5.5111 4.6118 
7.4438 5.5634 

5.05 
4.79 
5.93 

1967 
1968 

1.539 1.0630 
1.531 1.0780 

9.0248 
8.9692 

5.8641 
5.8584 

5.5166 
5.4345 

6.7808 
7.0755 

4.4060 
4.6215 

6.9525 
7.2518 

4.5175 
4.7366 

7.1242 
7.4280 

4.6291 
4.8517 

7.4671 4.8519 
7.7798 5.0815 

5.22 
5.58 

1969 
1970 
1971 

1.563 1.1212 
1.660 1.1675 
1.723 1.2215 

9.0645 
9.4530 
9.7042 

5.7994 
5.6946 
5.6322 

5.1725 
4.8776 
4.6109 

7.1498 
7.2030 
7.1752 

4.5744 
4.3392 
4.1644 

7.3425 
7.3852 
7.3755 

4.6977 
4.4489 
4.2806 

7.5352 
7.5675 
7.5742 

4.8210 
4.5587 
4.3959 

7.9200 5.0672 
7.9320 4.7783 
7.948 4.6284 

5.73 
5.64 
5.65 



NOTES: 

KER: Effective Exchange Rate. 

for export% the average annual rate of export duty was derived from total export duties as a proportion of total export receipts.As export subsidies on non-traditional products could not be quantified with any degree of accuracy (see text), three subsidyrates (m,) of 5 per cent, 10 per cent and 20 per cent were assumed to derive subsidy-inclusive EERs. In general, EERs up to 1962could be considered to involve no subsidy: EERs from 1962 to 1964 to involve 5 Per cent subsidy; EERs in 1964-65. 10 per centsubsidy and in 1965-66. 20 per cent subsidy. Since erport subsidies were revived only some time after the June 1966 devaluation.export subsidies for the period 1966 to 1971 are best conceived of as having progressed from 5 per cent to 10 per cent and to 20per cent over this period. 

for Imports. the average annual tariff rate was derived from total imports' tariff receipts as a proportion of total import payments.The premkhm on imports has been excluded for lack of reliable (and quantifiable) data (see text). It is, however, noted that theimport premia was often close to 100 per cent during most of the 1960s. 

It: Wholesale price index. 

I: Import-share weighted partner-country wholesale price index. 

PLD KER: EER deflated by It. 

PPP EER: for Imports, PLD EER multiplied by IP 
t.
 

for exports, PLD EER multiplied by ItP(partner.- ountry weight in exports).
 
Sooree International Monetary Fund. InternationalFinancialSitistics,December 1969. July 1971, 1972 Supplement, January 1973.International Monetary Fund. Directionof Trade. unual issues. United Nations. StatisticalYearbook. 1972. Department ofStatistics, India. Basic Statistics Relating to the IndianEconomy. various issues. Ministry of Finance, India ExplanatoryMemorandum of the CentralGovernment Budget. annual issues. 



effect of increasing tariffs to the level of the "implicit" premium on AU 
licenses would not generally have affected the price of the outputs but 
would have reduced the profits that accrued purely as a result of access 
to scarce imports. 

Distributional Impact: It has been suggested that the system 
of AU allocations had assisted employment by providing scarce inputs 
even to inefficient units that would otherwise have failed to compete 
successfully for such inputs on the market. The protection of inefficient 
units is, however, not the most desirable policy to provide employment. 
Rather, the diversion of scarce imported inputs to the more efficient units 
would have resulted in increased output in the short run and led to greater 
investment and more employment in the long run as well. 

It has also been claimed that AU allocations enabled greater 
equity among the various regions in the country. However, since AU 
allocations were determined by existing production capacity, the system 
only perpetuated the regional disparities when other policies such as fiscal 
transfers could have achieved greater regional equity. 

C. Export Policy and Performance: 1951 to 1966 

The main focus in the analysis of export policy and performance 
would be the sub-period 1956 to 1966 where the first six years (1956 to 
1962) was characterized by an essentially passive export policy while the 
latter years (1962 to 1966) saw an increased effort at export subsidization 
to offset an over-valued rate of exchange. 

1951 to 1962: The value of exports had reached a peak in 1951 
but collapsed after the Korean War and remained relatively stagnant 
till 1961: this implied both a falling share of total world exports and a 
falling share of exports to GNP. 

The Phase IV episode of the First Plan period had, on annual 
average performance, improved over the average export performance of the 
previous three years. That was largely due to the export price increases 
registered during the Korean War years of 1951 and 1952. There was also 
a coi~tinuous (though mild) improvement in average export volumes since 
1952. 

Export performance deteriorated significantly during the period 
of the Second Plan and the concurrent Phase I era. Both average export 
prices and export volumes stagnated and, with the exception of the Korean 
war boom years, the stagnation in prices and volume during the entire 
decade is very striking. 
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Table 3: Exports Earnings, Volume and Price Indices, 1948 to 1966 

Value of Export Value Export Price Export Volume
Exports Index Index IndexYear (Us mSlon) (1958 M100) (1958 = 100) (1958 100) 

1948 1363 
 112 90 
 124
 
1949 1309 
 107 
 90 119
 
1950 1146 
 94 98 
 97
 
1951 1611 
 132 143 
 96
 
1952 1295 
 106 117 
 89
 
1953 1116 
 91 100 92
 
1954 1182 97 
 102 94
 
1955 1276 104 
 100 105
 
1956 1300 
 106 101 
 101
 
1957 1379 
 113 101 
 110
 
1958 1221 100 100 100
 
1959 1308 
 107 100 
 107
 
1960 1331 
 109 109 
 101
 
1961 1387 
 114 111 
 105
 
1962 1403 
 115 106 
 112
 
1963 1631 
 134 106 
 126
 
1964 1749 143 
 106 134
 
1965 1686 
 138 112 
 124
 
1966 1606 
 132 111 
 119
 

Source: International Monetary Fund. InternationalFinancialStatistics,supplement to 
1964-7 Issues. March 1968. 

Of individual export commodities, only cashew kernels, iron ore 
and coffee demonstrate an upward trend during this decade. The principal
export commodities had a dismal rate of growth in earnings and a consequent
falling share in the world market. The five major export commodities 
which contributed over one-half of export earnings - jute manufactures, 
tea, cotton textiles, vegetable oilseeds and oils, and unmanufactured tobacco 
- faced discernible (and, sometimes, conside.able) reduction in their share 
In world trade.6 

Man Mohan Slngh. Indla's Export Trends, Clarendon Press. Oxford, 1084. 6 
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Table. 4: Export Earnings from Principal Commodities 
1951 to 1960 

(Rs. inn.) 

1951- 1952- 1953- 1954- 195 1956- 1957 1958- 1959. 196
52 53 54 55 56 57 58 59 60 61 

1. Total exports 7,285.9 5,723.0 5,261.6 5.884.7 6,03.5 6,310.3 5,845.2 5531.0 6,299.0Commoditie 6,320.4
Composition 

2. Jute manufactures 2,697.3 1,289.2 1,137.6 1,237.8 1,182.5 1,185.13. Tea 1,109.2 1,011.5 1,090.0 1.317.2939.4 808.6 1,021.6 1,477.4 1,091.4 1,451.4 1,136.54. Cotton fabrics 1,296.0 1.290.9 1,235.9521.5 620.6 636.4 633.1 566.3 629.6 584.75. Vegetable oils 454.8 641.5 576.5236.1 255.4 48,9 200.2 343.5 155.9 63.7 145.1 145.16. Iron 85.4ore 10.0 37.0 58.2 42.1 93.1 118.67. Manganese 62.7 96.5 1459 170.3ore 156.9 217.6 242.7 129.2. !07.2 253.1 297.05. Baca 136.4 110.0 140.6132.1 00.1 79.0 67.2 83.7 87.7 86.6 089. Unmanufactured tobacco 161.4 139.3 
100.4 101.5

110.2 117.6 206.5 124.8 146.3 146.810. Coffee 135.3 145.15.5 13.0 14.6 76.4 14.9 66.9 67.311. Cashew kernels 75.9 63.3 72.290.5 129.8 109.0 107.012. 129.2 145.3 151.6 158.5 160.5Manufactured leather 180.1250.2 201.1 249.7 205.8 225.2 209.7 209.2 185.6 304.513. Spices 245.5291.7 205.9 162.0 104.3 93.1 75.0 80.114. Coi yarn and manufactures 102.8 71.6 81.5 
80.1 144.6 166.4

84.5 89.4 96.9 96.015. Raw cotton 82.8 82.1 90.0136.7 193.3 94.0 101.9 296.9 134.6 90.8 166.2 100.616. Lac 70.0145.7 74.4 67.6 105.5 117.1 94.6 65.5 57.017. Raw wool 62.9 63.249.0 84.1 53.7 86.1 97.3 104.0 110.8 96.615. Sub 122.1 77.2Total (2.17) 5.929.8 4.422.9 4.173.5 4.776.1 4.606.9 4,915.7 4,445.9 4,210.4 4,719.1 4.750.1 

Souce: Shagwati & D1sal: india,Planning for Industrialization.Oxford University Press, 1970. 



Table 5: Exports by Major Destinations, 1956/57 to 1960/61 
and 1961/62 to 1965/66, annual averages and change 

(Rs. inn.) 

Annual Average 
Second Third 

%Change 
on Second 

% of 
Total 

Destination Plan Plan Change Plan Total Change 

Socialist countries 357.1 1,132.9 +775.8 217 49.11 
(USSR therein) (234.5) (352.4) 

W. Europe 2,323.3 2,383.2 +59.9 17 3.79 
(EEC therein) (466.2) (574.3) (+108.1) 
(EFTA therein) (1,758.7) (1,702.2) (- 56.5) 

Asia and Oceania 1,596.2 1,900.3 +304.1 19 19.25 
(Japan therein (303.3) (553.5) (+250.2) 

Africa 474.9 521.5 +46.6 9 2.95 
(UAR therein) (109.0) (159.6) (+ 50.6) 

Americas 1,285.7 1,679.1 (+393.4) 31 24.90 
(US therein) (927.6) (1,311 A) (+383.8) 

TOTAL 6,037.2 7,617.0 1,579.8 26 100.00 

Source: Bhagwati and Desai. India:Planning forIndustrialization.Oxford University Press. 1970. 



Except in the case of a few export items (such as iron ore)
the stagnation of export earnings during this decade could be largely 
attributed to domestic .olicies which frequently led to declines in traditional 
exports and to the absence of export promotion policies to encourage 
new exports. This conclusion is also supported by the aggregative regression
analysis in this Study which underlines the role of domestic production
and availability (and, hence, the price paid to producers which is a function 
of the effective exchange rate on exports) in explaining export performance
in the more important traditional commodities such as tea and jute textiles 
and, thereby, also the probable role of the 1966 devaluation in the improved 
export performance in new, non-traditional exports. 

1962 to 1966: The policy of neglect of the export sector was 
later rationalized as that of "export pessimism". The period of the 
Third Five Year Plan, however, witnessed a policy of escalating export
subsidization and by the end of the Phase 11 era of 1962 to 1966 subsidies 
(sometimes at substantial rates) were extended to a large number of exports. 

Export performance improved during this period both a resultas 
of the subsidies and because of expanded trade with the socialist countries. 

The success of the export subsidies in countervailing the effects 
of the overvalued exchange rate was particularly marked in the growing
exports of non-traditional manufactured items and served also to counter 
the pessimism about exports which had developed under the policies of the 
Second Plan period. 

But, while the export subsidies succeeded in reducing the average
overvaluation of the exchange rate, it was not an efficient policy and was 
as selective, chaotic and cost-unconscious as was the process of automatic 
protection in import substitution. 

D. Policies of Export Subsidy 

Export subsidies were provided mainly through fiscal measures 
and import entitlement schemes. In addition to these measures - which 
improved the direct ptofitability of export sales - there were government
financed export promotion schemes which indirectly increased the profitabi
lity of export sales. 

Fiscal Measures: A number of fiscal measures adopted towere 
encourage exports. Of these measures, the more important were: (i) the 
exemption of final export sales from sales taxes and the refund of indirect 
taxes, excises and customs duties. These measures applied both to Imported 
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inputs and to the exported outputs but their incidence was not always 
as intended due to dilatory procedures and administrative inefficiencies. 

Drawback of import duties for raw materials used in the manu
facture of some export items was originally introduced in 1954. Rebates 
of excise duties on raw materials used in the manufacture of a few other 
export items were introduced in 1956. The scope of both these measures 
was considerably enlarged during the 1960s. In practic,., the exemptions 
and rebates of sales taxes and excises proved particularly difficult to 
administer while, in general, inefficiencies in procedure reduced the accessi
bility of exporters to the incentives granted. 

(ii) Direct tax concessions were a more important incentive. In 1962, 
a non-discriminatory tax concession was granted whereby profits from 
export sales were to be taxed at 45 per cent (as against the standard tax 
rate of 50 per cent). In 1963 the direct tax incentive for export sales was 
made selective and applied not to profits but applied directly to the f.o.b. 
value of exports (at 2 per cent). In 1965 selective tax credits at varying 
rates were extended to a larger number of industries. While the tax credits 
ranged up to 15 per cent, the incentives were relatively small and confined 
to a narrow range of exports when compared to the import entitlement 
incentive (described later). 

(iII) Apart from the tax concessions (which were, in effect, subsidy
equivalents) cash subsidies were provided for sugar exports. A further 
disguised (cash) subsidy arose from the operations of the STC exporting 
some commodities at a loss and subsidizing such losses through profits
made on other (inainly imported) commodities. 

(iv) Reductions in rail-freight rates had been granted, from 1960, for the 
transportation of selected export commodities between specified desti
nations. These concessions applied essentially to the newer manufactured 
exports which were non-agriculture-based. 

The intention of the scheme was to offset the transport cost 
disadvantage suffered by exporters and, on this premise, progressively 
concessional rates were sometimes offered as. the distance increased. Rail 
freight concessions appeared to become an increasingly Important e:,ment 
in the export promotion strategy although even the real costs to the economy
('shadow' freight rates) continued to be higher than even the non
concessional freight rates. 

(v) Other forms of explicit or implicit subsidization of exports included 
governmental expenditures in export promotion such as Export Promotion 
Councils, research exhibitions and export market surveys. Special allocations 
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to exporters of scarce items at controlled prices and priority access to rail 
space provided further elements of subsidy. 

Import Entitlement Schemes: Under the import-entitlement 
schemes eligible exporters were granted import licenses pro rata to the 
value of exports achieved. By early 1965 the import-entitlement schemes 
had a very considerable coverage and, because of the very high premia 
on imports, the import-entitlement schemes became, in effect, the principal 
instrument in export promotion. 

The rates of import-entitlement varied widely as between different 
export products. The official criterion in determining these varied rates 
was declared as: 

"The most important feature of these schemes is that a specified 
percentage of the f.o.b. value of exports is allowed to be used for importing 
raw materials and components required in the production of the export 
products or a group of allied products. The import entitlement is generally 
determined on the basis of twice the import content subject to a maximum 
of 75 per cent of the f.o.b. value of exports." 7 

The original intention, thus, appeared to be that a uniform incentive 
should be provided whereby the import-entitlement to double the import
content of the export would have enabled additional output for the domestic 
market. However, it is noted that this scheme did not provide a uniform 
ad valorem export incentive to all the specified commodites. 

The rationale for the ceiling of 75 per cent of f.o.b. value appeared 
to have arisen from the consideration that there should be a net foreign 
exchange earning and/or that excessively large import-entitlements could 
encourage either the over-invoicing of exports or the 'dumping' of exports. 

With the intensification of the export-promotion drive from 1963 
neither the 75 per cent ceiling nor the twice-the-import-content requirement 
was strictly observed and, with the grant of furder rail-freight concessions, 
the official attitude appeared to be that the announced restrictions in the 
Incentives should not impede the export drive. 

Permissible Imports: Unlike other schemes of exchange-retention 
or import-entitlement, the import-tntitlement scheme in India did not 
permit free use of the entitlements but specified the imports that were 
permissible. 

7 Ministry of International Trade. Annual Report 1963-64, New DelhI. 196k.p. 14. 
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Generally, permissible imports were direct inputs into the industries 
included In that particular export-promotion scheme. However, since 
different industries were often grouped together into the same scheme, the 
system could not ensure that permissible imports would be channelled 
only into that particular single industry permitted the imports. Furthermore, 
in the case of multi-product manufacturers and/or of products with inter
changeable inputs, the use of imported inputs either for export products 
or for non-export products was difficult to control. Moreover, many 
imported inputs (especially chemicals) are utilized by a large range of 
industries and along with the legal transferability of entitlements, illegal 
inter-scheme transfers also resulted. Ultimately, too, the principle of 
import-entitlements for direct input into the exporting industry became 
irrelevant when ad hoc entitlements for the import ofhigh-premium yielding 
dry fruits were allocated to exporters of diverse commodities (including 
chemicals and engineering products); this scheme was essentially an indirect 
system of cash subsidy for the exports. 

There were also occasional changes in the items on the permissible 
list of Imports of materials and components. The changes were often 
occasioned not by significant changes in objective economic conditions 
but rather by the conflict, in a sheltered market, between the exporters 
who desired to import high-premia commodities and the domestic producers 
of the same commodity who favored restrictions on import. 

At the initial stages of the scheme, import entitlements were 
restricted to the import of materials, spares and components and not 
for capital goods either for replacement or for the expansion of capacity. 
The restriction was probably prompted by the desire not to disrupt the 
Capital Goods (Import) Control (CGC) scheme although that should not 
have precluded imports of capital goods with the prior approval of the 
CGC. It is, thus, probable that import-entitlement schemes had been 
regarded more as a mechanism to ease the bottleneck to more exports 
because of the lack of imported inputs to utilize existing capacity rather 
than for the subsidies thereby provided. It did not also appear that the 
possibility that the expansion of capacity in the export industries might be 
desirable for export increases had been consiolered fully. 

These restrictions on the use of import entitlements were, however, 
gradually reduced (or, in some cases, eliminated) and a considerable 
proportion of the entitlements were freed for the import of machinery 
and equipment. 

Transferability: At the initial stages, import-entitlements were 
subject to stringent requirements regarding transferability. Later, however, 
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some of these requirements were relaxed and import-entitlements became 
more readily saleable. 

Premiums: Import-entitlements which were transferable within 
a particular scheme earned the prevailing market rate of premium although, 
not Infrequently, the maximum premium which could be so earned was 
fixed. 

For the bulk of the import-entitlements, the effective subsidy 
to the exporter depended on the premium obtainable and the rate of 
entitlement offered. However, the segmentation of the market by different 
import-entitlement schemes made for variations in the premium obtainable 
depending on the commodity exported. The premium did, in addition, 
vary over time within each such market. 

Among the factors that determined the level of the premium
obtainable on import-entitlements were the restrictiveness of the permissible 
import list, the rate of entitlement, the extent of leakage into prohibited 
sales and expectations about the current and future level of availability 
of entitlements in particular markets. 

Variability of Export Incentives: The export promotion poli
cies were based essentially on the import-entitlement schemes which, 
by 1965.66, applied to nearly 60 per cent of export earnings. The element 
of subsidy provided was, however, unforeseeable and discriminatory in inci
dence among commodities and export incentives varied among the entitlement 
schemes due to (i) changes in the coverage of the schemes; (ii) changes
in the entitlement granted for individual products due to periodic changes 
in the formula for determining entitlement or to revisions in the quantum
of entitlement granted; and (iii) to changes in the premium realizable 
on the entitlements arising from changes in the rules governing transferabi
lity, or to changes in the items for whose import the entitlement could be 
used and/or the seasonal/periodic changes in the market for entitlements. 

Economic Effects: The import-entitlement schemes were, until 
the June 1966 devaluation, the most important measures of export subsidy. 
These schemes had, in contrast to the simple foreign-exchange retention 
schemes of other countries, the almost unique features of: (i) a very
large number of entitlement rates subject to occasional change; (ii) 
entitlement rates which were generally less than 100 per cent of export 
earnings; (iii) the transferable entitlements marketable only within particular
export-promotion schemes; (iv) a fluctuating premium on entitlements 
as between the segmented markets; (v) the exclusion of consumer goods 
from the list of permissible imports; (vi) of applying only to 30 per cent 
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of total exports (60 per cent if exports of tea and coffee were included); and
(vii) affecting only 5 per cent of total imports. 

While the import-entitlement schemes, in a situation of an over.valued rate of exchange, reduced the serious discrimination against exports,
these schemes were an inefficient way of simulating the workings of aflexible exchange rate system and these inefficiencies were compounded
by the differential effective subsidies that resulted. 

The subsidy element in the import-entitlement schemes also gavean incentive, ceteris paribus, to over-invoice exports even though a premia
had to be paid for foreign exchange on the "black" market. This incentive 
to over-invoice exports also led to the export of sub-standard products which were disposed of at whatever price could be obtained in the export markets.
Such practices, needless to say, jeopardized the export drive which hadto be built on a reputation for quality manufactures. Furthermore,
instability of the incentives and their differential incidence 

the 
on various export

commodities encouraged traders to seek short-term profits by switching
to the more lucratively subsidized commodities at the expense of thelong-term interests in developing and expanding export markets. It is noted
that a direct adjustment in the exchange rate would, by not requiringsuch subsidies, have eliminated the incentive to over-invoice and the other
undesirable practices that concurrently developed. 

The incentive of the subsidies offered by the import-entitlement
schemes was self-limiting. With fixed entitlement increasedrates, exports
also meant that more import-entitlements would be available on the marketand, consequently, as exports increased the incentives (i.e. the premia)
at the margin got progressively smaller. A system of ad valorem subsidy
would, on the other hand, have provided an equal incentive to export
irrespective of the level of export value. An appropriate rate of exchange
would have had effects similar to an ad valorem except that the costs

of imported (or import-competing) 
 inputs would also be affected. 

It has, however, been argued that export subsidies provided
through import-entitlements made for a self-financing system as the subsidy
was, in effect, paid by the users of the import licenses. On the other hand,
the more effective system of direct subsidies for exports could have beenadministered from the proceeds of direct taxes on imports unless the(unacceptable) contention thatis import taxes are feasible only when 
disguised. In addition, it is ioted that the revenue effect from an adjusted
exchange rate would have been more favorable than from a regime of an
over-valued exchange rate with import-entitlement schemes as imports
exceeded exports approximately by the amount of the considerable net 
inflow of foreign assistance. 
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The import-entitlement schemes in India allocated high-premla 
imports as economic reward and as incentive to exporters. No imports 
of consumer goods were, however, permitted. Import priorities, therefore, 
were not violated as would have happened if the import of luxury products 
had been prohibited but had been permitted under import-entitlement or 
export bonus schemes. However, while adequate statistical data is not 
available, it appears that there might have been some leakage of foreign 
resources into non-priority industries (e.g., art silk) where the total foreign 
allocations on AU licences and import-entitlements could have been greater 
than under an ad valorem scheme. 

A favorable effect of the import-entitlement schemes was that 
they introduced greater flexibility in leg&I access to foreign resources 
to meet unforeseen demands and to eliminate otherwise expensive bottle
necks in production. The inflexibility in access to foreign resources was 
more an indictment of the import-control regime rather than an inherent 
virtue of the import-entitlement scheme as the financial subsidy could have 
been more efficiently provided by direct fiscal subsidies and a more 
appropriate exchange rate could have removed the inflexibility consequent 
on strict import controls. 

It has been contended that most producer-exporters followed 
an export policy which would realize sufficient foreign resources for 
the full utilization of available capacity rather than to maximize profits 
by expanding exports; consequently, the replacement of entitlement schemes 
by financial incentives could affect exports. There is, however, very little 
evidence to suggest that policies of output, rather than profit, expansion 
had been followed. The fact that many exporting firms did market the 
import-entitlements itself does not lend credence to this contention. 

It is, however, quite likely that exports might not be possible 
even with attractive financial incentives if sufficient foreign resources were 
not available on the market. This, of course, assumes that AU allocations 
are insufficient and that, consequently, existing production would have to be 
diverted to exports. However, even in this case, the incremental export 
earnings available to the economy could eventually be used to augment 
production for exports. 

Other Welfare Effects: As noted, the policies of export subsidy 
worked within the overall framework of an overvalued exchange rate and 
strict import controls. The effects of this system differed significantly both 
from situations of uniform exchange rates at equilibrium levels and from 
situations where ad valorem subsidies were granted to reduce the discrimi
nation against exports. 
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In the workings of the system, too, varied exchange rates with 
unpredictably different and bizarre incentives for resource allocation resulted 
also because the effective rate on AU imports was the parity rate plus the 
relevant tariff while the effective rate on inputs purchased from the market 
contained the import premium as well. In such a situation, while a unified 
export subsidy would have reduced the discrimination against exports,
it would still have perpetuated the existence of non-unified exchange rates. 
There was also the possibility that such a subsidy could have led to "value
subtracted" at international prices. 

Many of the inefficiencies of the import-entitlement schemes were 
compounded by the selectivity with which these schemes were administered.
While, even with a unified exchange rate, the use of tariffs, subsidies and 
other departures from the unified rate can be justified on sound economic 
grounds, the export subsidy schemes of India involved a selective intervention 
devoid of any economic rationale. 

The original principle that underlay the export subsidy schemes 
was the grant of an economic incentive to export by allocating more than the 
import.content of the export itself. Consequently, the ad valorem rates 
of import-entitlement for different commodities varied and so would have 
any equivalent ad valorem subsidy. Furthermore, the effective export
subsidy varied between commodities because for administrative reasons 
and vague notions about relative priorities, the import-entitlements could be 
marketed only within segmented markets and, hence, fetched differential 
premia. 

By about 1965-66 the maximization of exports appeared to have 
become the guiding principle in the policies of export subsidy. It should, 
however, be noted that many traditional exports were not entitled to export
subsidies and, in these cases, absorption by the domestic market hindered 
expansion of exports. 

The principle of maximizing exports of the newer manufactured 
commodities was effectively pursued by ircreasing the effective subsidy.
Ad hoc entitlements were granted by tihe Ministry of Trade for chemical 
and engineering exports ostensibly to cover the difference between the 
domestic sale price and the supposed f.o.b. export price plus the subsidy
available through drawbacks, fiscal tax concessions and entitlements. The 
policy of maximization of new exports also led to freight concessions 
to compensate for the "transport cost disadvantage" of products manu. 
factured in the hinterland without regard to the fact that such transport 
involved a real cost to the economy. 
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Thus, the policies of export promotion during the Third Plan period 
could best be characterized as a system of indiscriminate export promotion 
with even a perverse bias whereby the subsidy was inversely related to the 
competitive strength of the exportable commodity. The counterpart to this 
system was the indiscriminate protection that the import policies provided 
to the domestic industries. While, therefore, the Third Plan period witnessed 
a major shift towards export subsidization, the export promotion policies 
themselves were inefficiently designed and implemented and the significant 
change toward greater efficiency came only with the devaluation of June 
1966. 

IV. THE EPISODE OF UBERALIZATION 

By the time of the devaluation in June 1966, some partial and 
hesitant moves towards liberalization had been made. The exchange rate, 
however, continued to remain over-valued, the import premia remained 
high and export subsidies had steadily increased to offset, however 
inefficiently, the adverse effects of over-valuation on exports. With the 
Indo-Pakistan war in late 1965 and the consequent suspension of foreign 
assistance, the shortage of foreign exchange and the resultant increase in the 
import premia posed serious problems. 

The major motivating factors for the devaluation were (i) that a 
devaluation seemed in accord with the government's earlier, slow attempts 
to reduce the ill-effects of the over-valued exchange rate with off-setting 
measures such as export subsidies, and (ii) more importantly, the Aid-India 
Consortium had virtually made a major devaluation a precondition for the 
resumption of aid in a situation when the government had little maneuvera
bility because of the acute shortage of foreign exchange. 

These two factors greatly influenced both the policy package that 
accompanied the devaluation and the final outcome of the policy package. 
The fact that a major impulse for the devaluation came from the growing 
realization that the export subsidies and tariffs were only an inadequate 
and inefficient substitute for the formal devaluation required indicated 
that the government desired the devaluation primarily to substitute for the 
existing measures. Hence, the degree of the devaluation was to reflect 
mainly the existing levels of export subsidization and only partially to go 
beyond that. 

The policy-package consisted of (i) the formal devaluation of the 
Indian rupee, (U)a substantial elimination of the export incentives for non

232 



traditional products and the imposition of export duties on the traditional 
exports which faced inelastic demand and oligopolistic competition on the 
world market, (IIl) a significant reduction in import tariffs, (iv) a policy
of liberalized Imports and (v) a significant increase in aid.financed Imports
after the condition that there should be a devaluation had been met. 

A. The June 1966 Devaluation 

The formal parity rate of the Indian rupee was, on June 6, 1966, 
changed from Rs. 4.76 to Rs. 7.50 per US$. The "de lure" (gross)
devaluation was, thus, 57.5 per cent. 

At the same time, too, various other measures affecting export
subsidies, Import duties and the like were implemented. The analysis that 
follows adjusts the gross devaluation for the simultaneous changes in trade 
taxes and subsidies to obtain the "de facto" (net) devaluation: the effects 
of other measures such as liberalized imports and larger aid flows are not 
included. 

The net devaluation for individual exp -t commodities is given
in Table 6 by adjusting the gross devaluation by (i) the Lmnposition of export
duties on traditional exports and the elimination of the import-entitlement
sch.emes, (i) the effects of the elimination of tax credits and (i) the effects 
of the withdrawal of the cash subsidies provided for selected engineering 
exports. 

The net devaluation on all exports was 21.6 per cent (as against
the gross devaluation of 57.5 per cent) on the weighted average of the 
individual commodity net devaluation rates on the basis of their share 
in exports during 1964 to 1966. 

The formal parity change affected invisible earnings by the 
identical amount except for inflows under the National Defence Remittance 
(NDR) scheme of October, 1965 which was abolished after the devaluation. 
The effective subsidy obtained on the NDR scheme was I10 per cent (the 
average rate on quotations during May to July 1966). Since this subsidy 
was eliminated, there was a reduction of 52.5 per cent in the incentive 
to remit - after allowing for the gross increase of 57.5 per cent. Since 
inward remittances were 30.8 per cent of invisible earnings during 1964-66 
and since other invisible earnings had not been earlier subsidized, the 
weighted net devaluation for all invisible earnings was 25.6 per cent. 

The net devaluation for Imports is estimated in Table 7 by adjusting
the gross devaluation for the changes in import tariffs. The weighted net 
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Table 6: Net Devaluation in June 1966 after Adjusting for all Changes 
in Export Subuidies and Duties 

1#6 daYSIUMMO 

FPo.b. WWI" Iood m 57 Fun met 
ONePot" in dump,tapodem saf. of demskuiemu 
19441 "m of exapl dudm ua e"e"I 2100 din 
,"'H ed eMAlbuof eSmAoUm dNehuegin,dwu5or Product Grop (t. edi.,.) milh.mmae, ee em) (amn-) 

(1) 	 (2) is) (4) (a) 

I. Jute manufactures 
a. carpet backing 	 306 26.3 -13 13.3 
b. hessian 	 1,979 14.6 -7 7.6 
c. sacking and other products 1,023 16.8 -7 9.8 
d. cotton backing 	 132 1.9 -7 -S.1 
e. jute waste 	 3 -70.3 -7 -77.3 

2. Tea 	 2.395 22.8 -5 17.8 
3. Coffee 	 266 45.8 .1 44.8 
4. 	 Back pepper 178 26.3 .1 25.3 
5. Oil cakes other than copra cakes 730 27.5 .1 26.5 
6. 	 Raw cotton 203 17.2 .1 16.2 
7. 	 Cotton waste 61 20.0 -1 19.0 
8. 	 Raw wool 141 40.4 .1 39.4 
9. Tobacco 'nunufactured 445 36.4 .1 35.4 

10. 	 Mica 210 37.9 .1 36.9 
II. lides, skins (raw) 	 186 42.0 .5 37.0 
12. 	Cob"And cole manufactures 222 36.8 -7 29.8 
13. 	 Manganese ore 242 33.5 to 49.2 .31 2.5 to 18.2 
14. 	 Irn on and concentrates 799 29.1 to 43.5 -21 8.1to 22.5 
15. 	 bignNsm ng goods 312 .17.5 .7 .27.8 
16. 	 awmulsa md alid products 153 -17.5 -7 .24.5 
17. 	 lastic and inoleunagoods 8 75 -3 4.5
 

n
18. 	Certain natural sential oi 56 27.5 -3 24.5 

19. 	 Handicrafts 201 7.5 .1 6.5 
20. 	 Finished leather and leather products 4 22.5 -7 I.5 
21. 	 Woollen carpets, nip and drugget 99 22.5 .3 19.5 

22. 	 Silk fabrics and ready.made gannemes 
made of silk fabrics 52 12.5 .7 5.5 

23. 	 Cotton textiles 1,128 7.5 -7 0.5 
24. 	 Books, journals, paper and paperboards 23 .17.5 .I -18.5 
25. 	 Fish and fish products 136 42.5 -3 39.5 
26. 	 Processed food 25 42.5 -7 35.5 
27. 	 Colt yam and coir products 
28. 	 Tanned hides and skins 554 23.0 -7 16.0 
29. 	 Cashew kernels 564 57.5 .5 $2.5 

30. 	 Pearls. precious stones. diamonds, 
imilation jewellery, etc. 279 .22.5 -7 .23.5 

31. 	 Gold jewellery and gold articles 31 7.5 .1 6.5 
32. 	 Wooden manufactures and timber 45 -17.5 .7 .24.S 
33. 	 Fabrics of synthetic fibre and spunglass 

(including art silk fabrics) 344 57.5 .7 50.5 
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(5) 	 (2) (a) (4) (I) 

.14. 	 Vanlaspali.hydrogenated oils and re.
 
fined vegetables oils. refined "bio
 
oils, groundnut oil, cotton seed
 
oil. etc. 167 -12.5 .7 .19.5 

35. 	 Agarbatts and chandan dhoop 6 32.5 .3 29.5 
36. 	 Fresh fruits and vegetables IS2 57.5 -21 36.5 
37. 	 Coal 71 57.5 .21 36.5 
38. 	 Crushed bones 54 57.5 -21 36.5 
39. 	 Tiles and earthen waresb 7 57.5 -21 36.5 
40. 	 All mineral ores other than iron and
 

manganese ores 
 40 57.5 .31 26.5 
41. 	 Ferro manganese 102 57.5 .31 26.5 
42. 	 Alcoholic beverages 0.1 57.S .31 26.5 
43. 	 Processed mica powder I 57.5 -31 26.6 
44. 	 Sugar 333 57.5 -7 50.5 
45. 	 Rubber goods4 

39 57.5 .7 50.5 
46. 	 Glass 1O 57.5 -7 50.5 
47. 	 Cement and gypsum products* 7 57.5 -7 50.5 
48. 	 Ciprettes 21 57.5 -7 50.5 
49. 	 Deoiled rice bran' 18 57.5 -5 52.S 
50. 	 Calcium magnite 16 57.5 -II 46.5
 
SI. Other producta 1910 S7.5 
 .I 56.5 
52. 	 All commodities 16,258 - . 21. 6h 

N.tes Just baeo the dydeito expoe tndustris were being accorded Incentie to the form of relefdiSe aiUMe. A number of export Industrle. 
from 

minly the UsflsloaM one. were gIvn gea credit certlficateswi va'ylat uas uublct o a maximum of 15 per cent of Use lob. value of exports. Bad the rebel inSeorm of lax emall endb o. 10 per evt of profile attributable So llpen could be deducted by exporlers
of ll Poductsa houm their taable Income. In the cea of certain apecilled ndustrles (those fuiting It theFlot schedule of the indusies (Development and Regulaton) Act. 191. a further deduction-to the extentof 2% of Lob. vale of e"porte-from taxable itcome was permtted. All there forms of tea Incentiveswere abolshed2 when use rupee wasdvajhd. The effect of lt elmlnation of tax incenives thus equate( 1ec*lfw) when t € I lb rate of tax credit certificates and Tr Is the Tte of profit as a proportion of f.o.b.lue. Tba formule masun a 50 par e s axt on profit and appls only to industries which were eligblefor all the thSee tax iecentivm. with appropriate modificeons being made for industria not eligible lowall the Ube lmeaesuva..Th. figur in column (4) assume avalue of 10 for-r. 
a Thia figur bsclude - 3.S per ent for cash subady elilmnatoa as explained in (hee011
 
b Red earthen tile.
 

e MIca powder. 

d Rubber manufactures not elewhee specified. 

0 Cement 

I Rie. bran. 

SThIs Includes refractoas, sulr splils. cerehl, Umber products. am md ammnimleoalc. surgical eotton 
and dremthn and cinemagtoraptdc films and other fune. 

h This figure isI 6.g per rent when "Other pmducta" are not included. 

devaluation for all imports is 42.3 per cent. With the inclusion of invisible 
payments (for which only the gross parity change is relevant) the net 
devaluation for all current account payments rises to 44.8 per cent. 

In total, the net devaluation on merchandise exports was 21.6 
per cent and on merchandise imports, 42.3 per cent. For the current account 
as a whole, the net devaluation was 22.3 per cent for receipts and 44.8 
per cent for payments. 
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Table 7: Effect of Changes in Import Duty as on 6th June 1966 

lfetive ad- Etffetve Shm in 
valorem dutya 

DvrAua. total 
(%) on imports 

pre. Post. (%) (196446) 
Devalue- Devaluatisa 

(1) 

1. Iron and Steel 

2. 	 Metals other than iron and steel
 

and silver 


8. Machinery 

4. Motor cars, cycles, scooters, chassis. 
omnibuses, vans, lorries and 
and parts thereof 

5. Chemicals 

6. Petroleum products 

7. Raw cotton 

8. Artificial silk yarn and thread 

9. Wood pulp, paper and stationery 

10. Cinematographic films 

11. Spirits and liquors 

12. Spices 

tion tion 

(2) (8) 

63.6 49.6 

22.7 19.3 

37.4 26.1 

78.9 68.2 

37.6 25.1 

204.7 182.2 

12.9 8.2 

217.0 176.7 

51.1 50.9 

66.4 37.0 

537.8 929.6 

68.8 

13. Tobacco 	 1.830.0 600.0 

14. All others 	 67.0 57.1 

15. Total 	 53.9 39.6 

Sources: Directorate General of Commercial Intelligence and 
of Petroleum and Chemicals, Government of India. 

(4) (5) 

44.0 9.99 

53.1 6.26 

44.6 40.67 

43.7 3.52 
43.2 6.48 

16.7 4.40 

48.9 5.14 

87.5 0.91 

67.8 1.99 

29.7 0.26 

154.3 0.04 

-7.0 0.05 

-21.3 0.03 

48.3 20.26 

42.3 	 100.00 

Statistics. and Ministry 

Explanatory Memorandum to the Central Government Budget, Government 
of India. 

e 	 The effective duty rates reported in columns (2) and (3) are obtained by 
dividing duty collection by the value of imports. Though devaluation took 
place on June 6. 1966. the effective rate for the year 1965-66 ending 
on March 31. 1966. has been identified with the pro-devaluation rate and 
that for the year 1966-67 starting from April 1. 1966, with the post
devaluation rate. To the extent the pre-devaluation rates were higher than
post-devaluation rates, this procedure will over-state the predevauation rates. 
Even though this procedure yields a weighted average rate for each group
of 	 items, the weights are not the same in the two years-each year's 
rates are weighted by that year's imports. 

b The figure in column (4) is obtained as follows: 157.5 11 + co.(3)i 
(I + col.(2)] 

If we compute it instead as: 67.5-[coi.(2)-col.(8)]. the total figure changes
only to 43.2 per cent. 
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B. Export Subsidies: 1966 to 1970 

With the June 1966 devaluation, budgetary tax credits, import
entitlement schemes and other export subisides had been removed. However, 
soon thereafter, export subsidies were revived and increased steadily. Due to 
their selective and variable nature these schemes again embodied many 
: the defects noted in the export subsidy schemes in the pre-devaluation 

period. 

Cash Subsidies: The major change in the method of subsidizing 
exports in the post-devaluation period was the heavy reliance on cash 
subsidies. Cash subsidies were introduced in August 1966 for the exports 
of most engineering goods and chemicals and progressively extended to many 
other exports. By the end of 1967, cash subsidies were provided for exports 
of most engineering goods, chemicals. processed foods, paper products, 
sports goods, woollen carpets, steel scrap, prime iron and steel, cotton 
textiles, yarn and "made-up" goods: these exports, in total, amounted to 
15 per cent of total exports in 1964-65 and 1965-66. 

Cash subsidies were provided at ad valorem rates which ranged 
from 2 per cent to 25 per cent. However, a ,ery limited number of different 
rates were applied and, hence, the selectivity of the subsidy was less than 
in tie pre-devaluation period. 

These cash subsidies were normally adjustable upwards by official 
notification. In addition, ad hoc increases in the cash subsidy were provided 
by special dispensation, if the export order was likely to be sizeable: 
additional cash subsidies of 2.5 to 5.0 per cent were granted, in several cases 
while ad hoc increases were considered where it could assist to procure export 

than $670,000.8orders of more 

Import-Replenishment: The schemes of import-entitlement had 
been abolished along with the devaluation but were replaced in August 1966 
by schemes of import-replenishment. Under these schemes, exporters were 
assigned import licenses of a pre-specified proportion of export earnings. 
The major difference between the two schemes was, supposedly, that the 
import-replenishment scheme replaced the import-content of the exports 
while the earlier import-entitlement schemes provided an "open" subsidy 
by permitting imports of twice the import-content of the export. Effectively, 
however, even the replenishment licenses afforded a subsidy to exports 
in a situation where imports commanded a scarcity premium: the implicit 

8 	 Mark Frankena, Export of Engineering Goods from India. Ph. D. Thesis, M. 

sechunetts Institute of Technology, 1971. 
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ad wilorem subsidy was that of the replenishment rate multiplied by the 
premium at which the license could be sold. 

Many of the undesirable features of the earlier import-entitlement
schemes soon emerged in the import-replenishment schemes as well: 
(i) controls on the transferability of the licenses lowered the subsidy element 
and made the operation of the scheme unnecessarily cumbersome, (ii) as 
with the import-entitlement schemes, the import-replenishments granted 
were greater than the direct import-content. This was particularly so with 
exports of machine tools, stationary diesel engines, electric fans, sewing 
machines and certain chemicals where the import-replenishments granted 
were considerably greater than the average current import-content of the 
cxpotted product (Frankena, op. cit.), (iii) there were also restrictions 
on the commodities that could be imported on the import-replenishment 
licenses but these restrictions were, as with the import-entitlement schemes,
occasionally permitted to be evaded, (iv) the import-replenishment licenses 
commanded a premium also partly because otherwise "banned" imports 
were occasionally permitted. A further reason for the premium on these 
licences was that imports were not source-tied unlike AU licences which 
often permitted imports only from the higher-cost, source-tied foreign 
assistance receipts. 

The import-replenishment scheme appears to have differed from the 
earlier import-entitlement schemes mainly in the relative stability of the 
rates of entitlement (which were a percentage of f.o.b. export value) 
and in the import-replenishment granted in free foreign-exchange licences 
for exports to the Soviet bloc as well. 

Supply of Indigenous Materials at International Prices: Prior to the 
devaluation, domestic supplies of iron, steel and tinplate had been provided 
to the engineering industry for export production. The scheme was operated
by direct subsidies and the subsidy element was positive since the domestic 
(controlled) prices of steel exceeded international steel prices till late 1969. 
In May, 1967, this scheme was expanded with all (export) manufacturers 
using primary iron and steel being made eligible. Winding wires, PVC resin 
and aluminum were later included in the scheme but these schemes worked 
less efficiently than the steel scheme which worked on direct subsidization 
of the steel price. 

The drawbacks of the scheme included the fact that the subsidy 
was restricted, without any apparent economic rationale, only to steel 
of certain kinds produced by certain major domestic producers and to 
administrative delays in operation. 
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Other Direct Subsidies: Three other major measures of direct 
subsidy of exports which had been introduced prior to the 1966 devaluation 
were continued after the devaluation as well. They were: (i) the refund 
of excise and import duties on direct inputs into exports, (ii) the effective 
export subsidy provided by the State Trading Corporation by exporting 
products such as rice, sugar, art silk fabrics and jute goods at losses which 
were offset by the profits on imports handled by the STC and, (iii) 
concessions on freight, credit and promotional activities. Rail freight con
cessions of up to 50 per cent were provided for exports of engineering goods
produced more than 200 miles from the port of exportation. In 1967 the 
Reserve Bank of India (RBI) introduced a concessional refinance rate 
of 4.5 per cent for commercial bank advances against pre-shipment and 
post-shipment of exports. In 1969, export credits of up to 10 years at 6 per 
cent were subsidized provided that certain conditions relating to low-import
content and repayment in hard currency were fulfilled: even these conditions 
were occasionally waived. Marketing and export promotion subsidies included 
facilities for participation in foreign exhibitions, overseas expenses, visits of 
foreign delegations to India and income tax concessions for expenditures 
on export marketing. 

Other Indirect Subsidies: The major indirect subsidies provided 
for exports were: (i) the preferential allocation of scarce or rationed 
materials to exporters. In addition to supplying indigenous raw materials 
at concessional international prices for export production, scarce raw 
materials such as iron and steel, aluminum, cycle tires and materials for tires 
and plastics were also allocated to exporters on a priority basis. The implicit 
subsidy element in such priority allocation cannot, however, be quantified 
also because there was no explicit policy guidelines in the allocations, (ii) AU 
and CG licences were allocated on a preferential basis to export firms. This 
facility was extended in 1968, to engineering firms exporting more than 10 
per cent of output and, during that year, licenses valued at $2.7 million 
were issued to 46 firms. In 1969, firms exporting more than 10 per cent 
of their output were permitted to import (under AU allocations) from 
preferred sources. In 1970-71, firms which exported more than 25 per cent 
of output (during 1969) were allowed free (i.e. source-untied) AU licenses; 
exporters of 10 to 25 per cent of output were allowed free imports for two
third the AU allocation and exporters of less than 10 per cent of output 
were allowed free imports up to one-half the AU allocation, (iii) a more 
lenient policy was followed both in expediting decisions on applications 
for foreign collaboration by exporting firms and in permitting foreign 
collaboration in non-priority industries and even trade provided that exports 
were made, (iv) exporters were given preference in the approval of overseas 
investments by Indian firms. This privilege was of particular value to the 
Large Industrial Houses whose domestic investment outputs had been 
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narrowed by the revised, industrial licensing policies aimed at stricter and 
more effective control of their expansion; to industries where foreign 
investments were more profitable than domestic investments and in cases 
where foreign equity investments could facilitate the illegal export of capital.
Equity in foreign enterprises abroad was normally purchased by the export 
of machinery and this facility was, consequently, more restricted in scope 
than the other export incentives. Approval was also, occasionally, granted 
for foreign investment by non-machinery.exporting firms such as hotel 
management, etc. 

The grant of permission for new investment or the expansion of 
capacity was linked to contractual obligations to export. In addition, several 
of the 59 "priority" industries were pressured to export at least 5 per cent 
of total production or face penalties in the form of reduced AU allocations, 
source-tying of import licenses and non-approval of capacity expansion. 
This policy was, prior to the 1966 devaluation, administered on an ad hoc, 
informal basis but was formalized in 1968 and 1969. 

C. Quantification of the Export Subsidies 

The manner of export subsidization remained complex even after 
the June 1966 devaluation. In view of the complexity in rates, drawbacks, 
import premia etc., quantification of the export subsidies can only be partial 
and, hence, only serve to indicate the broad orders of magnitude for the 
further analysis of the trends in export performance and growth. At the 
policy-making level, too, the important and unfortunate consequence of this 
highly complex policy-mix was that any systematic analysis of export 
policy and its results was precluded. 

Cash Subsidies: The cash subsidy scheme for exports, in the post
devaluation period, operated on a detailed classification of nearly 300 
product-types. As no comparable classification of export data was available, 
the export-share.weighted average cash subsidy rate could not be calculated. 
However, broad orders of the magnitude of cash subsidy for exports of 
engineering goods, chemicals and other groups can be estimated. Major cash 
subsidy rates (1969-70) are available for 80 per cent of engineering goods' 
exports during 1969 (Frankena, op. cit.). Weighted by the relative share 
in exports, the average cash subsidy rate for engineering exports (plus iron 
and steel) is estimated, during 1969-70, at 12.4 per cent and for engineering 
goods (excluding iron and stcel) at 17.6 per cent. 

Availability of Domestic Materials at International Prices: The 
supply of domestic steel to the engineering industry at international prices 
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was the most important component in this scheme. The average ad valorem 
subsidy on exports of engineering goods is estimated at 8 per cent of f.o.b. 
prices on the basis of the London Metal Exchange (LME) prices for different 
types of steel, the corresponding domestic Joint Plant Committee (JPE) 
prices and the corresponding input-output coefficient for the steel input 
into engineering goods in relation to the unit f.o.b. value of engineering 
goods exports. 

The subsidy provided by this scheme was also of importance 
in exports of chemicals and plastics. In the plastics industry, in particular, 
raw materials such as low and high density polyethylene, PVC and 
polysterene were made available at international prices which, in some 
instances, were 75 per cent below domestic prices. 

Duty Drawbacks and Tax Rebates: The incidence of drawbacks 
and rebates varied very greatly as between different products. In the engineer
ing industry, for instance, these indirect rebates, in 1969, were estimated 
to range from 2 to 49 per cent of f.o.b. value with an export-share.weighted 
average of 17.5 to 18.0 per cent. (Frankena, op. cit.) 

A more comprehensive sample survey during 1969-70which also 
covered exports of lamps and tubes, cables and wires, radio and auto 
accessories, tires and tubes and small tools estimated that the incidence 
of these incentives ranged from 2 to 60 per cent of f.o.b. value. Thus, while 
it is impossible to arrive at a meaningful average of the export-subsidy 
equivalent of these !ncentives by commodity groups, it would appear that 
fairly sizeable incentives were provided - despite the continuing adminis. 
trative difficulties in availing of the benefits. 

STC Losses: The announced policy of the STC was to absorb 
losses on certain exports. The export.share-weighted average subsidy on all 
STC-assisted exports was 14 per cent in 1969-70 and 20 per cent in 1970-71 
(loss: export value). The subsidy on the two major items - art silk fabrics 
and jute goods - was 23.5 per cent and 10.5 per cent respectively 
on average for 1969-70 and 1970-71. 

Overall Assessment: The incidence of the other export incentives 
cannot be quantified even in broad orders of magnitude. However, 
unpublished sample surveys and interviews suggest that, particularly in the 
engineering Industry, these other export Incentives provided an ad valorem 
subsidy of 10 to 20 per cent for specific firms. 
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The grant of "preferred-source" AU import licences appears to have 
been important in the manufacture for export of machine tools, diesel 
engines, small tools, abrasives, tires and tubes, batteries and accessorie, and 
transformers. Preferential licensing for expansion of capacity was claimed, 

in interviews, to have been of importance for firms exporting batteries, 
tires and tubes and electric lamps. Profitability was also improved, in some 
instances, by being permitted to import banned and restricted items under 
AU licences. 

The enormous complexity of the export incentives provided in the 
post-devaluation period precludes any reliable estimate of a single effective 
equivalent ad valorem subsidy rate on exports. It is clear, however, that for 
engineering goods exports, in particular, and for chemicals, plastics, sports 
goods, paper products, processed foods and some other new exports, the 
export incentives provided 45 to 85 per cent on an effective ad valorem 
basis. 

D. Devaluation, the Price Level and Economic Activity 

It has very often been contended that the inflationary aftermatch 
of devaluation would negate the price advantage that devaluation could have 
provided for exports. Prices had been increasing in India since 1962-63 
and the more rapid rise in prices in 1966-67 was attributed by some 
analysts to the 1966 devaluation on a post hoc ergo propter hoc basis. 

The endogenous impact of devaluation on the price level is worthy 
of more detailed analysis while, in particular, the effects on the price level 
of the two abnormal droughts of 1965-66 and 1966.67 must also be 
considered. 

The major economic features represented in Table 8 are: (I) the 
fall in real income originating in agriculture in the drought years of 1965.66 
and 1966-67, (ii) the contfinued rise in the wholesale price index, (iii) rise 
in the relative price of food ar,'icles as compared with the prices of 
manufactures in general and of equipment in particular, (iv) a shift in public 
sector expenditures from investment to consumption, (v) a drastic fall 
in net non-food foreign assistance disbursements after i965-66, (vi) a decline 
in exports and in imports - particularly, complete machinery, (vii) a fall 
in the ratio of tax receipts to national income and of gross domestic savings 
to gross domestic product. 

Effect of the Droughts on Prices: Prices of manufactures appear 
to be very closely related to the prices of industrial raw materials which 
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Table 8: Key Economic 

I. Index Niwmbeof Woksde 
11961 - 1003 

IPric 

All commodities 
Celeals 
Food aricles 
Raw materials 
Manufactures 
Cotton manufactures 
Equipment 

2 Public Seloe 
(Is. billion) 

Tax receipts of centre state and local 
govemment 

Subsidies 
Public consumption 
Gross public investment 
Net defense expeaditure 
Overall deficit 

. Private Sector 
IRs biliton) 

Coivsuumption 

Gross investment 

4. Foelp Tradeb 

IU.S.S million) 
Exports 
Imports 
of which: food 

maintenance 
complete machinery 
iron and steel 
non-ferrous metals 

5. Exterad Assitance 
(U.S. S million) 
Gross aid disbursements 

Of which: Food aid 
Project aid 
Non-project aid 
Non-food PL 40said 

Debt service 
Net aid other than food 

6. Natiotal Income' 

(is. billion) 

At current prices 
At 1960.61 prices 

Of which: Agriculture 
Others 

Indicators: 

19$445 

122.3 
112.0 
135.4 
115.9 
109.0 
109.6 
10. 

26.94 
1.47 

20.05 
20.30 
8.06 
1.52 

178.49 

17.55 

1714 
233 

592 
1634 
435 
219 
123 

1519 
446 
701 
352 

20 
255 
333 

200.61 
159.17 
72.24 
86.93 

1964 to 1968 

1 965 667 1974 

131.6 149.9 167.3 
135.2 146.2 173.7 
144.6 171.1 207.8 
132.8 Isa.4 156.4 
118.1 127.5 131.1 
114A 121.6 123.9 
111. 117.7 126.5 

30.48 34.26 36.3 
1.91 4.12 3.55 

22.96 24.96 27.80 
21.22 21.86 20.01 

8.35 9.09 9.68 
3.31 2.26 2.57 

180.02 213.18 256.35 
21.60 24.01 23.01 

1692 1542 1598 
2953 2771 2677 
676 868 691 

1726 1393 1503 
438 363 289 
205 131 142 
144 114 119 

1623 1494 1575 
476 533 447 
684 497 3380 
421 424 672 

42 35 76 
315 36S 444 
852 591 634 

206.21 239.03 2833.74 
150.21 152.43 166.60 
61.45 60.94 71.93 
8.76 91.49 94.67 
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Table 8 (continued) 

1964-65 196546 1966-67 196748 

7. (C sgu 1sMoey Supply with the Public 
(Rs ebiUlion) 3.35 4.43 3.80 4.53 

Of which: (a) Reserve Dank Net Credit 
to government 1.36 3.98 1.89 1.66 

(b) Commercial Bank holdings of 

(c) 
government securities 
Total net bank credit to 

1.41 1.14 0.83 0.96 

government (-(a) + (b)] 2.77 5.12 2.73 2.61 

S. son* Percentages 

I) Gross public Investment 
Gross public outlay 50.0 48.0 46.7 41.9 

II) Tax receipts 
National income 13.4 14.8 14.3 12.8 

iii) Gross domestic savings 
Gioss domestic products 14.2 15.6 13.5 12.2 

roes CeonodissiUn y. 196748 and le59. Govoemmnt of Indi. Ministry of Flelaf. Deopanment of conomicAfftales. 
Eslfms of Neon0i Pmducl, 1960.11 to Ia.70 sad Indgs Nulabm a Whol1 1, e lad, . anua 

aes from 19t2 to 1970. Government of India. 

lit total ,zpenditure eeesd tax receipte plus the overlJ deltic be sese of mom-paz aivat.sead captal mepl 
comhinns of domestie and external borrowin. 

b Maj'ema le impart. oolall of intermedatsa rw matuldb. @aoe sd eompoaeas of maselner. Therefore. 
they also include fron and St as wall as non-feormusmtels. 

in turn seem to be closely related to the prices of food articles. 9 The latter 
relationship is because a large proportion of industrial raw materials are 
agriculture-based and, consequently, are affected by the same factors that 
affect agriculture in general. 

The following regr.,aon reiltionships were observed (figures in parenthesis are 
It' values): 

Mt - 56.6215 + 0.0267ft. 1 + 0.5050Rt . S.1552Dt 
(24.29) (0.68) (10.80) (-4.57) 

R2 . 0.98; D. W-1.15: period 1951-1952 to 1960-1961 and 1962-19683 
to 1970-1971. 

Rt = 11.9817 + 0.6422ft + 0.1789ft. 1 - 9.8396Dt 
(1.22) (2.56) (0.75) (-0.97) 

R2 . 0.91; D.W. - 1.57: Period 1952.1958 to 1960-1961 and 1962-1968 
to 1970-1971. 

where: 
Mt = Index of wholesale prices of manufactures with baa. 1950.1951 

up to 19601961 and with base 1961-1962 beyond 1960-1961. 
ft. Rt Index of wholesale prices of food articles and raw materials respectively

with base periods as for Mt. 
Dt - A dummy variable (introduced to reflect the change in the base 

of the price index in 1961-1962) which takes the value zero up to 
and including 1960-1961 and the value I beyond. 
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Thus, an explanation of the behaviour of prices in the economy
has to be mainly sought in the explanation of the behaviour of the prices 
of food articles. 

With cereals having a large weight in the food price index, a simple simul
taneous equation model is used to explain the prices of cereals, 

In a poor peasant-economy like India's, the bulk of food output
is consumed on the farm. The behaviour of food prices is, however,
explained by the marketed surplus - about which there is no time series 
data. Available data on market arrivals in selected markets also could not 
be used as the number of markets have varied over time. 

1he data used is a time series of the marketed surplus of cereals, 
up to 1964-65, based on the 4ational Sample Surveys.10 This data has been 
extended to later years by assuming that the marketed surplus has changed
in the same proportion as the market arrivals of major cereals: the number 
of markets on which the market arrival data is based has remained the same 
since 1964.65. 

The behavioural model estimated is: 

yt =C60 +C1 YAt +C(2Pt + ut (I) 

Yt + Zt =p0 +,01 YNAt ,0 Pt + vt (2) 

where the endogenous variables are yt, the marketed surplus of cereals, 
and Pt the wholesale price of cereals relative to that of cotton manufactures. 
In defining the relative price Pt, the price of cotton manufactures was used 
because cotton manufactures are a major consumer item and because their 
price is highly correlated with the price index of manufactures in general.
The exogenous variables are YAt, the real income originating in agriculture; 
YNAt, the real income from the non-agricultural sector (both incomes
measured in Rs. billion) and zt, the imports of foodgrains (inmillion tonnes).
In the first (supply) equation, it is postulated that the marketed surplus
is related to real agricultural income and the relative price of cereals. In the 
second (demand) equation demand is related to the relative prices of cereals 
and real non-agricultural income. The reduced form equation for Pt was 
estimated at: 

Pt = 0.9030 + 0.0133 YNAt " 0.135 YAt - 0.0193 zt (3) 
(3.26) (4.18) (.1.9)) (-1.31) 

R2 = 0.6154 Period 1952-53 to 1969-70. 

10 P.K. ,erdhan and K. Bardhan. "Price Responses of Marketed Surplus of Food
grains", Oxford Economic Papers, New Series. Vol. 23, No. 2. July 1971. 
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The two-stage least squares estimates of the two structural equations are: 

Yt a 5.6380 +0.3707 Pt + 0.1828 YAt R2 - 0.2939 (4) 

(1.40) (0.10) (2.40) D.W. = 1.91 

Yt + zt = 16.8539. 12.4023 Pt + 0.2341 YNAt R2 =0.8383 (5) 
(7.01) (.2A9) (5.84) D.W. - 2.30 

In the supply equation, the relative price variable is not significant 
while the income variable is. In the demand equation, both the relative price 
and income variables are significant. 

The reduced form equation for Pt can be used to assess the effect 
of the drought on the prices of cereals. This has been done as follows: 
first, an estimate of the expected value of Pt is obtained on the assumption 
that real income originating in agriculture maintained the level attained 
in 1964-65 both in 1966-67 and 1967-68 (income actually fell by 14.9 and 
15.7 per cent, respectively). These expected values of Pt are then converted 
to an expected value index of cereal prices 'by multiplying by the observed 
value of the index of prices of cotton manufactures in these two years. 1 1 

(Table 9). 

Thus, the expected prices of cereals should have been lower 
by approximately 10 per cent in 1965-66 and 1966.67 had the drought 
not lowered real agricultural income (and hence the marketed surplus) 
in these years as compared with 1964.65. The above analysis suggests, 
therefore, that In the behavior of prices Immediately after devaluation the 
effect of the two consecutive droughts of unprecedented proportion was 
the dominant one. 

In evaluating the effect of drought, the relevant comparison is 
between column (3) and either of columns (4) and (5) in Table 9. Column 
(3) indicates that, given the actual values of real agricultural and non. 
agricultural incomes as well as imports of foodgrains, the results derived 
from the model imply an increase in cereal prices in 1965-66 over 1964-65 
and a more substantial increase in 1966-67 over 1965-66. Had there been no 
drought (in the sense that agricultural incomes in 1965-66 and 1966-67 
remain at the 1964-65 values), column (4) based on the model suggests very 

11 The effect of drought on the prices of cotton textile manufactures through its 
effect on raw cotton prices has not been incorporated as that would have required 
a more elaborate simultaneous equation model. In such a model, raw cotton 
prices will Influence the prices of cotton manufactures and the latter will enter 
non-lnearly in the relative price used (Pt) as it would be the denominator of Pt. 
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Table 9: Index of Cereal Prices: 1964 to 1967 

Obmved 
With Aetual 

Values of 

ith 196445 
Values of YAt 

for 1965-46 
With Trend 
Value. at 

You Value YAt nd 1667 YAt 

(1) (2) (a) (4) (5) 

1964-65 139.3 133.6 133.6 135.3 

1965-66 148.0 153.4 133.1 131.3 

1966-67 175.8 175.0 152.3 146.3 

little price change in 1965-66 and an increase in 1966-67 over 1965-66 
of the same order in percentage terms as in column (3). 

The price stability in 1965-66 and the substantial rise in 1966-67 
in column (4) are due to the fact that while the urban demand for foodgrains 
increased because of the increase in real non-agricultural income YNAt 
in both years compared to 1964-65 (more so in 1966-67 because of a larger 
increase in YNAt), the imports of foodgrains which increased by 2 million 
tonnes in 196566 as compared to the previous year, fell by 1.50 million 
tonnes in 1966-67. Column (5) also shows the impact of the drought to be 
even larger than that shown by column (4). The reason is that the trend 
values of real agricultural income YAt in 1965-66 and 1966-67 were higher 
than the actual value of YAt in 1964-65 (which was itself higher than the 
trend value for that year). 

Role of Monetary and Fiscal Policy: While a significant part of the 
post-devaluation price increase was due to the exogenous fact of the 
droughts, monetary and fiscal policies tended, during that period, to 
decelerate the trend rise in government expenditures and, thereby, in money
supply as well. Such monetary and fiscal policies seem to have been 
motivated more by concern about the drought-induced price increases 
rather than by the 1966 trade-and-exchange-rate policy package. Consequent
ly, along with the wage-goods price inflation, the contractionary fiscal and 
monetary policies contributed significantly to the industrial recession. 
The composition of government outlays also shifted away from investment 
to current expenditures and further reduced demand for the outputs of the 
capital goods sector. 
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The overall budgetary deficit of the central and state governments 
fell from Rs. 3.34 billion in the pre-devaluation year of 1965.66 to Rs. 2.26 

billion and Rs. 2.57 billion respectively in the subsequent two years 

(Table 8); the budgeted (ex-ante) deficits for 1966-67 and 1967-68 were 

even lower at Rs. .52 billion and Rs. .89 billion respectively. 

Furthermore, while money supply with the public increased by 
RIs. 3.8 billion and Rs. 4.51 billion respectively in the two post-devaluation 
years as compared with a rise of Rs. 4.44 billion in the pre-devaluation 
year of 1965.66, a major element in the expansion of money in India 
increase in net bank credit to government - fell from Rs. 5.12 billion 
in 1965.66 to Rs. 2.73 billion and Rs. 2.61 billion in the subsequent 
two years. 

The effect of the fiscal and monetary contraction was accentuated 
by an accompanying shift in the composition of government outlays. 
The pattern of outlays shifted in favor of current expenditure and among 
the significant reductions in government outlays was a cut back on railway 
expansion. This accentuated the deflationary impact of the fiscal policy 
because expenditure was shifting fiom items such as capital goods where 
output fell in consequence to items such as food where output could not 
increase owing to short-run production constraints. Thus, investment in the 
industrial sector decelerated on an accelerator-type mechanism whereas 
there was no offsetting impact through incremental outlays in agriculture. 
On balance, therefore, the effect of the shift in the composition of outlays 
was to accentuate the deflationary effect of decelerating government total 
outlays on production and investment. 

Both the deceleration in total outlays and the compositional shift 
could be traced to two causes: the principal cause was the exogenous factor 
of the agricultural drought. Official policy pronouncements were explicit 
in stating that the government was concerned that any sustenance of the 
trend expansion in outlays would accentuate the rise in food prices that 
followed from the drought; and the same concern clearly dictated that, 
while current outlays could not be reduced (e.g., wages in the bureaucracy 
could not be controlled in a situation of rising prices without serious unrest), 
capital outlays could be axed without serious difficulty. 

But the deflationary policy may, to a very small degree, have been 
inspired by the devaluation decision itself. There is some (though not 

considerable) evidence, in the writings of both the relevant Ministries 
and of outside economists, that the devaluation was thought to be necessarily 
inflationary. This belief, of course, stems from thinking in terms of the 
standard model of devaluation analysis, beginning with Alexander, Tinbergen 
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and Meade's work, that devaluation is likely to switch expenditure from 
foreign to domestic goods and that, for this policy to lead to improvement 
in the balance of payments, an offsetting deflationary policy is necessary. 
This view ignores one critical element in devaluations in a developing 
economy, namely, that the inflow of foreign assistance implies that the 
immediate effect of the devaluation is likely to be significantly deflationary
because imports often ex~eed exports by a factor of even two. Also, the 
fact that the net, as distinct from the gross, devaluation was not quite 
as great as was commonly believed (Table 6) implied that any need for such a 
compensatory deflationary policy was, ceterisparibus,correspondingly less. 

On balance, it seems that government decisions with respect to 
monetary and fiscal p:vlicy were largely motivated by the fear of inflation,
prompted almost exc04;vely by the effects of the exogenous factor of the 
drought. 

Recession and Inflation: There was, thus, the curious combination 
of a recessionary situation, with production and investment at reduced 
levels in the two years following the June 1966 change, along with an 
accelerated price increase. The latter was very much the result of the 
droughts. And the former was equally so. Indeed, if anything, the June 1966 
policy package mildly improved the level of industrial production and,
in the same fashion, may have had a favourable (even if negligible) impact 
on investment. 

Effect on Production: The short run effect of the devaluation-cum
liberalization package on overall production was swamped by the effect 
of the two successive and severe droughts of 1965-66 and 1966-67. 
Compared to the expected values estimated from an exponential time trend 
fitted to the obseivations of the period 1949-50 to 1964-65, the actual 
values in 196566 and 196667 showed substantial falls. Except for a fall 
of 1.45 per cent in the case of jute in 196667, the shortfalls in all other cases 
(foodgrains, cotton, oilseeds and jute in 1965-66) ranZ.ud between 20.5 
per cent and 26.2 per cent. 

The fall in the availability of agricultural raw materials such as raw 
cotton and jute as well as in real incomes due to'drought affected the output 
of the. major export industries of cotton and jute textiles. The regression
relating the output of these industries to raw material availability and real 
income variables indicates that, had the raw cotton output been at its 
trend value in 1965-66 and 1966-67 and had there been no fall in real 
income compared to 1964-65, the output of cotton textiles would have 
been higher by 5.7 and 5.1 per cent, respectively, in the two years. Similar 
calculations show that the output of jute textiles would have been 
higher by 6.4 and 12.3 per cent, respectively, in 1965-66 and 1966-67. 
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The effect of the liberalization package on the output of import
intensive Industries (other than capital goods industries) was somewhat 
mixed, partly because of the demand effects due to the fall n real incomes 
and of some reduction in the availability of maintenance imports (i.e., raw 
materials and spares) in 1965-66. While the output of the chemical industries 
showed an increase of 11.41 per cent in the year following devaluation, 
the output of metal-based industries (other than machinery) fell by 17.71 
per cent. This fall may have in part, been due to an unusual increase 
of 15.41 per cent in the year 1965-66 prior to devaluation and due to the 
indicated effect of the decline in output of capital goods industries. 

On balance, one may conclude that the effect of the June 1966 
policy package by itself on production was favorable. 

The effect on the output of the machinery (capital goods) industries 
was heavily swamped by decelerating real Investment, a factor virtually 
exogenous to the June 1966 policy package. Again, using a regression 
relationship between the index of output of capital goods and real 
Investment and imports of finished machinery, it was found that, had the 
real investment levels been maintained in 1966-67 and 1967-68 at the 
1965-66 level, the output of these industries would have been higher by 25 
and 18 per zent, respectively in those two years. 

Effect on Investment: While, therefore, the effect of the June 1966 
policy package appears to have been mildly favorable, though not enough 
to offset the adverse effect of the drought, the effect on investment 
behaviour is far more difficult to disentangle. The data on investment 
(tenuous as it always has been) is not available by sectors of destination. 
Aggregate investment (both total and as a percentage of national income) 
has, however, shown a decline since 1965-66 and has fallen below the 
pre.1965-66 trend growth. This suggests a secular decline unrelated to the 
June 1966 policy package. 

There are a number of explanations for the decline in real invest. 
ment: (i) the decline in public sector investment as a consequence 
of drought-induced fears of inflation and its Impact on private investment 
in general and investment in machinery industries in particular; (ii) disturbed 
political conditions in one crucial industrial state, namely, West Bengal, 
that discouraged private investment there; (iii) the liberalization of imports 
that was part of the policy package meant that the incentive to add capacity 
just to secure capacity-related allocation of imported inputs was blunted. 
In addition, the increased availability of imported raw materials reduced 
the profitability of import competing industries; and (iv) the liberalized 
industrial licensing policy of the government after June 1966 did not have 
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its full effect because of the continuation of import licensing, particularly 
in respect of capital goods. Further, the increasingly stringent controls 
of investment by the Larger Industrial Houses may have had an adverse 
Impact on investment, particularly after 1968.69. 

Overall Conclusions: It would appear, therefore, that the basic 
developments in the price level and production that dominated the economic 
scene in the two years following the June 1966 liberalization package 
(and over four years since the devaluation in the case of investment), 
were the product of factors that were substantially exogenous to the 
policy changes. In the main, the price rises were caused by the drought; 
the recession in production was also induced by the drought and was not 
the result of a concomitant "stabilization" policy aimed at an excessive 
deflation; while the decline in investment was largely the result of complex 
factors interacting on the Indian economic scene. 

E. Liberalization and Export Performance 

The effect of the June 1966 liberalization package on export 
performance reflected the interaction of the following factors: (I) the 
offsetting of the devaluation by export duties for several traditional export 
implied that there was negligible "net" devaluation for these exports; 
hence there was no reason to expect that their export performance should 
improve; (ii) the devaluation was largely neutralized on the "new" exports 
where the export subsidies were removed; while there were differential 
effects as between different industries within this group, the net devaluation 
was far less than the gross devaluation. Thus, on balance, ceteris paribus, 
only a modest (and possibly negligible) increase in exports might have been 
expected (on the assumption that price.elasticities of demand abroad were 
favorable); (iii) the June 1966 policy package provided incentives to those 
exports which had not, hitherto, benefitted from the earlier export 
promotion schemes; (iv) the devaluation implied a net increase in import 
parity that outweighted the net increase in the export parity when the 
changes in duties and subsidies were also taken into account. The net effect 
of this difference could have been to inhibit exports by industries using 
imported inputs. This effect was, however, moderated by the strong 
probability that the parity on imports of intermediates did not rise quite 
as much as indicated by the average import parity increase; (v) the abolition 
of the export subsidies should have significantly reduced the incentive 
to over-invoice exports and might, therefore, have been expected to result 
in a net decline in recorded exports; (vi) the increased availability of imports 
under the import-liberalization program, given the excess capacity in several 
of the new import-dependent industries, implied an outward shift in the 
export supply schedule, favorable to improved export performance in this 
non-primary-goods sector. On the other hand, this impact should have been 
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muted owing to delays in announcing the new import policy. There werealso delays arising from the administrative procedures of donor countries:in the United States, a contract for aid-financed imports could be negotiated
only after a six.week public notice (in the interest of small American 
suppliers). 

Thus, the net effects of the devaluation plus the attendantchanges in trade taxes and subsidies and the intended import liberalization 
(which constituted the total liberalization package) could have been expected
to have only a negligible impact on the exports of traditional primaryproducts and a mild, net improvement in the non-primary, new exports.
(vii) the suspension of the major pre-devaluation export subsidies (the
import-entitlements) was very soon replaced by cash subsidies and import.
replenishment schemes. This should have been a major additional factor,leading to improved export performance in the non-traditional export sector. 

These expectations were indeed to be fulfilled in the case ofnon-traditional exports, especially iron and steel, engineering goods
chemicals. Thus, as compared with $53.9 mil';tn in 

and 
1964.65 and $71.6

million in 1965.66, the exports in these three groups grew to $76.8 million 
in 1966.67 and $128.6 million in 1967.68. 

On the other hand, the traditional exports actually declined.In fact, the juxtaposition (in Table 10) of major traditional export
earnings (from jute and cotton textiles, tea, coir, tobacco, raw cotton,
oilcakes and vegetable oils) against the major non-traditional export earnings
(from engineering goods, iron and steel, and chemicals) shows clearly
that the major reverses on the former front were significantly offset by gains
on the latter front in the post-devaluation period. Thus, if we take the
1965-66 and the average 1966-69 export values, the increment in the earnings
from the non-traditional exports was $67.2 million. On the other hand,
the decline in earnings from (i) jute manufactures, tea and cotton 
manu
factures was $120.7 million and (ii) these plus coir, oil cakes, tobacco, 
raw cotton and vegetable oils was $136.7 million. Thus, the increase in non.
traditional export earnings was practically half of the decline in the

traditional export earnings.
 

The quantitative significance of devaluation on export performance
was analyzed throlgh regression analysis. Since it was impossible
satisfactorily quantify the plethora 

to 
of incentives or penalties mpliedby various export promotion schemes to arrive at the net realization 

per unit of export sales, the less satisfactory approach was adopted of
estimating an export prediction equation for each major commodity group
that included as explanatory variables, a proxy for domestic demand and
domestic output; time trend as a proxy for world demand shifts and a 
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Table 10. Selected Indian Exports: 1964-65 to 1971-72 
Selected Traditional Goods 

(S inn) 
Jute 
Manu-
facturs 

Tea 
Cotton Fabrics 

Millmade Handloom Total 

Coir Yarn 
& Manu-
factures 

on 
Caes 

Tobaco 
TCotton 

Raw 
Vegetable Oils 
Non-essentl 
E uenial 

-

1964-65 
1965-66 
1966-67 
1967-68 
196849 
1969-70 
1970-71 
1971-72 

353.3 
383.9 
332.6 
312.1 
290.8 
275.5 
253.9 
356.1 

261.8 
241.1 
212 . 
240.2 
208.6 
166.0 
197.7 
210.0 

100.9 
99.0 
75.0 
79.4 
87.3 
83.2 
90.0 
89.7 

20.2 
17.5 
9.9 
7.7 
6.7 
9.7 

10.4 
13.4 

121.1 
116.1 
84.9 
87.1 
94.0 
92.9 

100.4 
103.1 

23.7 
22.5 
19.9 
17.1 
18.5 
17.9 
17.3 
18.0 

83.5 
72.8 
66.7 
60.7 
66.0 
55.3 
73.9 
54.1 

51.0 
44.4 
30.0 
47.5 
45.1 
44.5 
43.5 
60.4 

22.2 
20.4 
15.7 
19.7 
14.8 
19.6 
18.7 
22.3 

21.7 
13.5 
8.8 

10.3 
21.5 
12.3 
14.4 
15.0 

Selected Non-Traditional Goods 

Enineerins Iron & Stee Chemicals TndGoods Allied Products Total Export 

1964-65 30.1 9.2 14.6 1714.21965-66 34.9 17.5 19.2 1691.81966-67 30.7 31.6 14.51967-68 1541.643.5 69.2 15.91968-69 1598.089.8 99.3 23.31969-70 119.3 1810.0102.9 29.61970-71 1884.4173.9 89.6 39.21971-72 158.9 2046.9
34.2 57.1 2160.7 

Source: Economic Survey. Annual issues since 1967-48. Government of Ind's Ministry of Finance. Department of Economic
Affars. 



dummy vanable which takes the value 0 for the years prior to the devaluation 
and the value I for the years after. The coefficient of this dummy variable, 
if significant and positive, is conr trued to mean that the devaluation-cum
subsidy schemes were effective in increasing exports. 

The main conclusions of the regression analyses were that the 
non-traditional exports that should have been expected to benefit by the 
devaluation (such as engineerin, goods, iron and steel and chemicals) 
did indeed do so, with the devaluation dummy having a positive and 
significant coefficient in at least one version (if not all) of the regression 
relationships estimated for each of these commodity groups. 

The regressions with respect to two of the major traditional exports 
(jute textiles and tea) had some explanatory power through considerably 
less so than in the case of the non-traditional exports: domestic supply or 
demand factors (as well as a secular decline in market share in the case of 
Tea) were found to be more significant in explaining export performance 
than the price or devaluation factor. In cotton textiles there were no 
regression relationships that had some explanatory power. The fact that the 
extent of net devaluation in the case of traditional exports was not 
significant explains in part our failure to obtain significant coefficients 
for the devaluation dummy. In addition, the marketing arrangements 
in respect of Tea in which, at least for part of the period of our analysis, 
some foreign firms operated both as exporters from India as well as 
buyers at London Tea Auctions complicated the picture. Also, in respect of 
jute textiles and tea, India is one of the few major suppliers and as such 
a simple explanatory relationship of the type that worked for explaining 
non-traditional exports cannot be expected to work. 

F. The Liberalization Episode: Evaluation and Lessons 

The liberalization episode was a complex of policies and an 
assessment of its effects appears to require a sharp distinction between the 
objectives of the policies and the public (and professional) opinion of the 
policies. 

Objectives: The June 1966 policy reforms appear to have had the 
following major objectives: (a) the replacement of the inefficient de facto 
devaluation by a de lure devaluation; (b) the reduction, through the net 
additional devaluation plus import liberalization, of the adverse impact 
of the QR-regime on export performance. 

The emphasis in official pronouncements seems to have been on the 
former objective. It was repeatedly stressed that the export subsidization 
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programs were inefficient and needed to be replaced by a formal devaluation. 
On the other hand, official pronouncements also promised an improved
export performance, based on the net devaluation which had been built 
into the June 1966 package; on the improved availability of aid for raw 
material imports on basis even theand the that replacement of the 
subsidies by a formal devaluation, in the longer run, give more stable 
incentives for export promotion. 

(c) It is not equally clear whether the government also intended 
to usher in import and industrial licensing policies that would have provided 
a more efficient set of incentives for the pattern of import substitution. 
In the beginning the import liberalization was apparently conceived to imply
not just the additional availability of raw material imports (on AU licenses):there are some indications that the principle of automatic protection 
afforded by the "indigenous availability" system was also expected to be 
steadily dislodged. Industrial licensing policy also moved towards the more 
extensive de-licensing of industries. 

It seemed, therefore, as if the June 1966 policy changes were 
intended in themselves and in the overall context of ongoing changes
in industrial licensing also to (i) reduce reliancethe on QRs through
improved export performance and (temporarily) increased availability of aid,
(i) reduce simultaneously the element of automatic and indiscriminate 
protection that had resulted in a chaotic pattern of import substitution; 
(iii) increase the element of competition by permitting freer domestic entry
into the de-licensed industries and with larger imports, and (iv) to improve
export performance also by making investment and production responses 
to export incentives more readily possible than under the cumbersome 
licensing procedures. 

Assessment of the Outcome: The outcome can then be judged
in terms of these three sets of objectives. Judged in this light, the liberali
zation episode was less than successful, at best, and, probably, bordered 
on failure in the final analysis. 

(a) The replacement of the de facto by the de lure devaluation 
was clearly accomplished by the very act of the June 6, 1966 devaluation. 
Import duties were reduced and export subsidies were also removed on that
date. But, the intended reform of the trade and payments regime was not 
achieved and the regime lapsed again into Phase I1 as the cumbersome 
complex of multi.sided and selective export subsidization was again revived. 
The rationalization of the export subsidy situation was extremely short-lived 
indeed! It would appear that, with the overvaluation of the exchange rate 
still continuing to obtain on the overwhelming bulk of imports; and 
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with the exchange control mechanism still occupying its central role 
in the regime, the logic in favor of export subsidization was Indeed 
strong: in principle, to offset the discrimination against exports In an 
overvalued system, export subsidization made sense. On the other hand, 
the indiscriminate administrative selectivity and other inefflc;,ncies of 
subsidization did not make sense; and these were indeed to reappear, 
implying that the government had virtually abandoned its objective of 
rationalizing the export subsidization scheme on a continuing basis. 

(b) The objective of improved export performance was indeed 
achieved if suitable adjustment is made for exogenous factors such as 
the second agricultural drought. This (post-adjustment) improvement was 
nonetheless not dramatic because the size of the net devaluation was 
significantly lower than that of the gross devaluation. At the same time, 
the revival of subsidization of the "new" exports clearly helped. Thus, 
it can be concluded that the total policy package (inclusive of export 
subsidization) as of, and since, June 1966 did improve export performance. 
However, it must be stressed again that this improved export performance 
was based, insofar as it reflected the impact of the revived export subsidi
zation, on a set of subsidy policies that were conceived purely as export
augmenting policies rather than as efficient export-augmenting policies. 
Thus, the gain in export performance was, as before June 1966, bought 
at the cost of inefficiency in export promotion. 

(c) The explicit surrender of the objective of a rationalized export 
subsidy system was also to be matched by the frustration of ,lmilar objectives 
in the fields of import and industrial policies: (i) the improvement in export 
performance did help ceteris paribus, to ease the restrictiveness of the 
QR-regime. However, the industrial recession, which was exogenous to the 
1966 package of trade and exchange rate policy changes, also contributed 
significantly to this easing by reducing the demand for imports. 

And, indeed, by 1967-68, as the industrial recession was giving way 
to a more buoyant industrial economy, the premia on several AU imports 
had already begun to reach higher levels. Thus, by 1967-68, the import 
liberalization did not quite match the original intentions of the government. 

After the devaluation and associated measures were announced, 
they were foaIowed on June 21, 1966, by a press note on import policy 
which marked the major steps toward liberalization of maintenance imports. 
A list of 59 "priority" industries was soon set up, extending to about 80 
per cent of total organized sector industrial production. Liberal licensing 
for these industries, which included several exporting industries as well, 
was announced so that the units in these industries would be able to meet 
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their full requirements by merely seeking additional import licenses from the 
DGTD. In addition, the policy was to be liberalized (in respect of IDA 
credits) In easing restrictions on the value of the license that could be 
expended on specific imports, thereby ostensibly releasing the firms from 
obligation to seek detailed specific permissions each time they wished 
to change the composition of the imports they sought. Imports in the 
nonpriority sectors were to continue being regulated as before. Toward 
the end of 1968-69, these relaxations had begun to be tightened; and 
by 1970-71, the system was substantially back where it had begun,
indicating a relapse into Phase Il-type import controls. 

(HI) Therefore, while the liberalization of maintenance imports
did not remain on a continuing basis beyond 1968-69, the extension of the 
liberalization to imports that were in competition with domestic production 
was even shorter-lived: the principle of indigenous availability and the 
consequent automatic protection of domestic production was effectively 
enshrined again during 1966-67 itself. 

(III) The increase in industrial efficiency that was expected to
result from increased competition was also to be frustrated. While 
liberalization of industrial licensing made it easier to establish new capacity, 
access to imported inputs, since it continued to be administratively
controlled rather than through the market, was the point at which licensing 
was effectively being implemented! Little of substance, in relation to 
effective entry and hence, competition, was therefore to change in the 
system. 

(iv) Hnally, the expected improvement in the ability of exporters 
to respond to enhanced export Incentives, following on the liberalized 
licensing structure was stymied because of the bureaucratic procedires
and delays in respect of approval of product designs and changes or the 
expansion of capacity. 

On balance, therefore, the basic objectives of the policies which 
peaked in the June 1966 set of measures do not appear to have been 
achieved. 

Public Evaluation: Public evaluation, including that of financial 
commentators and the political and bureaucratic elite groups, appears 
to have been dominated by quite the opposite criteria! The "rationalization" 
of the trade and payments regime was hardly focused on and was implicitly 
either disregarded or not understood. On the other hand, the success 
(or rather the failure) was judged essentially by reference to the presumed 
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effect of the policy package on export performance and on the price-level. 
In addition, the political circumstances surrounding the policy announce
ments were critical; and the policy of increasing aid flows on condition that 
the policy changes were implemented seems to have created expectations 
that were not to be fulfilled. Furthermore, some concern about the impact 
on the terms of trade was expressed. Surprisingly, while economists would 
naturally worry about the possibly immediate deflaionary impact of the 
devaluation, public evaluation of the industrial recA-ssion that followed 
June 1966 does not seem to have attributed the recessio, to the liberalization 
policies. 

The public evaluation of export performance was deeply affected 
by the fact that total earnings failed to rise (and even fell marginally) 
in the two years after the devaluation. The fact that the net devaluation 
was significantly smaller than the gross devaluation and the drought (which 
was exogenous to the devaluation) adversely affected traditional exports 
was Ignored. 

Similarly, the post hoc ergo propter hoc illogic applied to the 
phenomenon of rising prices that dominated public consciousness in the 
year following the devaluation, with the effect of exogenous factors being 
completely ignored. 

The political response to the liberalization package was extremely 
critical. The essential weakness of the package was the fact that it was 
widely considered - with much justification - to have been forced upon 
India by Western aid-donors. 

In particular, since the Soviet Union, which isalso a major aid donor 
in India, was not associated with this change of policies in June 1966, the 
charge has continued that devaluation is an "imperialist", "neo-colonial" 
policy. 

The political failure of the 1966 liberalization package can thus be 
regarded as overwhelming: not merely did the government face a political 
storm over it but the political capacity to repeat such a package was damaged. 

An interesting aspe.ct of the decision by the donor countries 
virtually to impose liberalization on the Indian goverrment by making aid 
conditional on such a change in policies was that the policies were often 
to be judged In terms of how much aid actually did come in, subsequent 
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to the devaluationl This was to work politically against the June 1966 
reforms for the simple reason that, along with the general decline in aid 
flows during this period, Indian aid receipts were to decline steadily. 

This was to lead to widespread criticism of the government by the 
Influential press and politicians on the left, including thoe within the 
ruling Congress Party, that those politicians and eronomists who had 
accepted the imposition of these "market-oriented" &qd laissez.faire.type 
policies from the Western powers, and hart hoped to b(i rewarded by large 
inflows of aid, had found that this "bribe" had not materialized and that the 
country had been unwittingly duped with their aid. 

Lessons from the Experience: What principal lessons can we draw 
from this analysis? 

(a) For the donorcountries, the clear lesson is that changes in policy
should not be forced - particularly those policies with an ideological slant 
in the public view - by using withdrawal of aid as the lever. 

(b) For the liberalizing country itself, the implication equally 
Is that the appearance (and, even more so, the reality) of surrender 
to "aid blackmail" would compromise the political success, and hence the 
repeatability, of a liberalization package. 

(c) On the timing of devaluation-cum-liberalization, it is clearly
 
important, in view of the tendency 
 to judge major policy changes in terms 
of post hoc ergo propter hoc illogic, that developing countries (which 
typically have their price level and exports geared to their agricultural 
situation) should choose a time just after a good harvest. 

(d) It is also clearly important not to delay the adoption of a 
liberalization package to a point where a large de facto devaluation has to be 
replaced by a still larger parity change. The distinction between gross and net 
devaluations is not generally appreciated and excessive expectations about 
improvements in export performance are aroused when the devaluation 
looks large. At the same time, the replacement of the ad hoc and selective 
export subsidization (which must invariably flourish under a large de facto 
devaluation) becomes both difficult and liable to contradict the assessed 
success of any net devaluation ;isofar as some exports, which were unecono
mical but were promoted u'nder indiscriminate export subsidization, are 
eliminated by the shift to & de lure devaluation. 
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(e) The impossibility of dislodging the principle of indigenous 
availability, and the consequent survival of sheltered markets, underline the 
conclusion that it is not easy to implement a "true" liberalization designed 
to improve the competitiveness and efficiency of domestic import substi
tutions when e.,change control over a long period has corrupted domestic 
industry, bureaucrats and politicians into considering any production that 
competes with imports as necessarily desirable and therefore automatically 
superior to competing imports. It does suggest, however, that the more 
feasible, and less disruptive, approa,.h to the dismantling of such automatic 
protection would be to convert the implicit tariffs into explicit tariffs and, 
then, to set a gradual time.schedule for bringing them to uniformity 
around a modest rate. 

(f) Finally, the question arises whether the Indian policy package 
could have been improved, in any fundamental regard, so as to yield better 
results. This is a somewhat difficult question to answer as the analysis has 
indicated that there were several different factors interacting on the 
situation and the outcome: some were exogenous and beyond control while 
others were not. The question has, therefore, to be examined at several levels 
of approximation. If we assume that the Aid Consortium would necessarily 
have made aid flow conditional on a devaluation, and that the composition 
of the aid flow was also to be suboptimal, then, the only meaningful 
questions are related to whether (i) the government could have done 
better by changing the policy package (e.g., choosing a different degree of 
devaluation) and by choosing also a different set of fiscal and monetary 
policies, and (ii) whether the government could have done better by not 
succumbing to the pressure for devaluation. 

Taking the latter question first: the economic situation had 
deteriorated in the aftermath of the Indo-Pakistan War of 1965 and the 
suspension of aid had led to shortages of imports that were affecting the 
economy badly. It seems, therefore, as if the effectiveness of aid diplomacy 
in forcing the devaluation was very great; and it does not seem that, unless 
the government could reasonably ucint or resumption of aid in any event, 
there was any real choice in the matter at that time. 

If, then, the devaluation had to be undertaken anyway, was it of the 
correct magnitude? It is possible, in retrospect, to argue that it was either 
too much or too little. If, however, it is assumed (as it must) that the drought 
would follow the devaluation, it might have been quite sensible perhaps 
to have had a net devaluation as low as possible and to have claimed 
unambiguously that the sole objective of the devaluation was to replace 
the existing tariffs and export subsidies (which had been levied in lieu of 
devaluation) and that the short-term improvement of exports was not an 
objective of the devaluation. This might have eased the political repercussions 
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of the devaluation. On the other hand, if the decision to devalue was goingto be unpopular anyway, then the objective should have been to devalueby as much as possible as it would not have been possible to use theinstrument again in the near future! In fact, the (net) devaluation did helppromote exports, it is arguable that a larger (net) devaluation would have ledto more exports and also to greater economic activity. However, in theinflationary situation resulting from the drought, a larger devaluation
would have led to price changes that might well have been politicallyunsettling at a difficult time. Given the external constraint of the demand 
for a devaluation by the aid donors as a precondition for the resumption
of aid, and in view of the unprecedented drought that followed, thegovernment was probably wise in having acted in a cautious manner by
keeping the net devaluation within reasonable bounds. 

The optimal course of action, in the light of later developments,would have beers for the Aid Consortium to have pressed for a substantial
unification of the tariffs and subsidies (a process which had begun) for theresumption of assistance and to have strongly urged that, at a future point(after the harvest had been reliably forecast as good) the de facto devaluation
be replaced by a de jure change of parity. Such a course of action wouldhave eased the political pressures and made the transition to a better and 
more efficient foreign exchange regime more attractive to the policymakers
and the politicians and therefore also feasible. On the other hand, giventhe strong dissatisfaction that Western donorsthe aid felt with India'seconomic policies and performance, it would have been too much to expectthem to forego the opportunity provided by the suspension of aid during
the lndo-Pakistan hostilities of October to1965 make the resumption
of aid conditional on prompt changes in Indian economic policy. 

G. Relapse into Phase I1 

In conclusion, the ultimate outcome of the attempted liberalization
in 1966, which inaugurated Phase III, was a relapse into Phase II.Differential
and significant export subsidies emerged; the QR-regime continued with ahigh premia on imports; the principle of automatic protection was continued
and industrial licensing remained in substancp. The emergence from therecession around 1969-70 appears to have combined with severely declining
aid levels to produce a "structural deficit" that increased import premia and
the consequent stringency of QRs, a phenomenon which was to beaccentuated as the economy recovered to more "normal" levels of activity
in the industrial sector. 

The hope that India would have moved into a liberal regimewith judicious use of exchange rate flexibility (either de facto or de lure, 
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and moderate tariffs to grant protection to industry, thereby, achieving 
greater economic efficiency and growth, appears to have been belied 
although the situation in 1970.71 was somewhat better In this regard than 
in 1965-66. 

The events of 1971 that culminated in the creation of Bangladesh, 
the oil price Increases and the acceleration of inflation since 1972 mainly 
because of faltering agricultural performance have made almost impossible 
any systematic analysis of the economy. 

But, the virtual disappearance of US assistance since 1971 has 
further underlined the importance of efficient production and Improved 
export performance which would be contingent on a successful transition 
to Phase III. However, it remains an ojen question whether there would be 
adequate appreciation of the situation and whether appropriate policies 
would be undertaken. There has been a tendency for official satisfaction 
over the recent substantial increase in export earnings without regard for the 
fact that this increse has arisen from increased unit values due to world 
inflation and not to any significant growth in quantities exported. On the 
other hand, it is noted that recent proposals for the floating of the rupee 
have, irrespective of their merits, not met with much opposition. 

V. GROWTH EFFECTS OF THE FOREIGN TRADE REGIME 

The growth effects of the foreign trade regime are analyzed 
in terms of (I) the inter-industry disparities in the productivity of investment 
that have emerged as a consequence of the foreign trade regime, (ii) the 
effects on export performance, (iii) the effects on investment, innovation 
and giowth and (iv) the effects on domestic savings. 

A. Inter-Industry Disparities 

The index of domestic resource cost (DRC) used in the analysis 
to indicate inter-industry disparities is subject to a number of limitations: 
in particular, wide differentials in DRCs among alternative activities do not 
necessarily indicate commensurate losses to the economy. However, large 
variance in DRCs supports the conclusion of a detailed analysis of the 
system that the allocative mechanism had ignored opportunity costs in Its 
operation. 

Tables II and 12 present estimates of DRC for 77 sectors for 
1963-65 and 1968-69 respectively - i.e. for periods before, and after, 
the 1966 policy changes. 
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Table 11. Domestic Resource Cost and Implicit Tariffs
 
In Indian Industries: 1963.6S
 

Sector Numbe as In 196441 

5ntoe-ndustr Table foe India 


(1) 


2. Rieetrlcci equipment 
2. Non-electrical equipment 
4. Transport equipment 
5. Metal produsts 
6. Iron and steel 
a. Cement 
9. Non-ferrous metals 

30. Other minerals 
11. Rubber 
12. Leather 
13. L4ather product 
14. LAethn footwear 
1. Animal hubandry 
17. 	 Sua 

.. Plantalltone 
19. Our and KSandeart 
20 Vegetable oils 
21. Vuspati 
22. Salt 
23. Sarcb 
24. MIlk products 
26. = n s ad oft dr~nk 
26. DItscue. confecUosasr 
27. Cigaettes and cSar 
29. 1141 

29. Other tobaco IrToducta 
30. Fruits and vegetbale product. 
31. Cbsewinut proceltti 
31. Food al" 
3. Coton 
34. Cotton ,urn 
31. Cotton tasUles 
26. Jute 
37. Jute teiles 
I8 Woolen yarn 
89. Woolen ugs 
40. Raw .ilk 
41. Silk texiltes 
42. Man-made fibres 
43. Artificial sil nbOh. 
44. Olher teatlee 
41. Oil seed 
46. Swan cau 
47. Tobacco 
48. Frulta and e@Loes 
49. Other mope 
10. etrullus 
5. CoraLc and bricks 
52. Gland a, S a ware 
13. Wood product. 
14. Tmber 
St. Chiewaae. pottery 
66. Wood (otbanl 
$7. Other forem products 

, Pelcoleum products 
S0. Crude oil 
61. ubba Iootwear 
62. Tyie ad tubal 
63. Oter rbbw parts 
64. Paper and Paper product.
61. PIsaUm 

66. Dye ttuff@ 
67. Palnts sod vanish" 
6 e. and patiedeslnuectcides 
ae. usa and phsmaeutcats 
70. Soap and lyeerine 
i3. Perfumea cnd comaetics 
72, MIsclulineow chemals 
75. Coal snd coke 
76. Matches 
77. Printing and publlkhla8 

Domesli Reoucoe Coet per UNi 
ForeIgni Itacbaliae brasd (o leyed) 

(2) 

14.25 
14.12 
11.35 
9.50 

11.15 
10.65 
17.36 

6.05 
3s:.02 

4.70 
38.74 


.70 

7.32 

1. 
4.66 

assallv 
13.73 
6.4 
4.66 

nlalave 
negailve 

25.01 
39.S9 
63.09 

4.15 ' 
4.70 

10.9 
negatlve 

4.75 
6.22 
4.43 

13.11 
6.35 

a2.16 
7,23 

101 

eiUvae6 

88.66 
1048.4641
 

41.43 
114.1 
6.70 
4.6 
9.96 
7.13 
4.75 
4.15 


83., 

$1.55 
6.60 
6.61 
9.41 
6.3O 
6.70 

nelaUve 
0 

6.15 

6.08 
22.28 
211.751 

13.1 
39.01 

1.181 
1.71 

19.63 
30.51 

4.66 
10.13 

8.6£ 

Iupbdls TrM RAW 
(poe ont) 

(8) 

175
 
113
 
137
 
120
 
306
 

55
 
144
 

s0
 
35
 
25
 

331
 
so
 
80
 
40
 
0
 

40
 
55
 

0
 
14
 
a7 
160
 
174
 
0a
 

168
 
1s0
 
146
 

0 
80
 
10
 
61
 
J0 
1
 
40
 
o00 

S 

$00 
386
 
40
 

0
 
100
 
so
 

0
 
0
 

50
 
0: 
40
 
40
 
58
 
80
 
30
 
0 
0
 

60
 
51.82 
40
 

to6
 
11
 

N,0 
to0 
li0s.01 

40
 
20
 

111
 
360
 

0 
100
 

9
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Table 12. Implicit Tariffs, Effective Rates of Protection and
 
Domestic Resource Cost Estimates: 1968.69
 

Setor No. and Descrption 

(I) 


2. 	 lecIcal equipment 

. N orslec lel equipment


4. 	 Transport equipment 

. Meta products 


6. Iron and steel 
8. Cement 
9. Non-eous meta 

10. Other minerals 

I1. Rubber 

12. leather 
18. Other products 
14. Lesther footwear 

Is. Animal husbandry 

17. Sugar
Is. Plantations 
19. Our and Khandsat 
20. Vegetable oils 
21. Vanuspati 
23. Stuch 
24. Milk products 
26. Brewerle endi soft drinks 
26. Biscuits and confectionary 
27. Cigarettes and cgas 
23. 31ds 
29. Other tobacco products 
30. Fruits and vegetable producta 
31. Cashewnut proc84et38. 
32. Foodgransw 
33. Cotton 
34. Cotton yun 
36. Cotton textiles 
36. Jute 
37. Jute texUlei 
33. Woolen Yarn 
39. Woolln tesulee 
40. Raw ilk 
41. sIlk tentilee 
42. Man-made fibres 
43. Artificial a" fibres 
44. Other isOWel l4.4 
45. OIl weds 
46. Sugar cane 
47. Toboceo 
4s. ruits. vegetables 
49. Other crops 
60. Fertiluzer, 
51. Ceramic, and bricks 
12. Glen and glassmarei 
53. Wood product 
14. Timber 
11. Chinaware. pottery 
16. Wood (others) 
57. Other forest products 
59. Petroleum products
61. Rubber footwear 
63. Tyre@ and tubes 
63. Other rubber puts 
64, Paper and paper products 
65. Plastics 
66. Dyestuffs 
67. Paints and varnishes 
68. Insuecticdes. pesUcldes 
69. Drup and pharmaceuticals 
70. Soap and glycerIne 
71. Perfumes and cosmetics 
72. MIseellaneoul chemicals
71. Coal and coke 
76. Match* 
7. PrIantng end pubUdlin 

Effective Rates of 
Protecion 
Owneint) 

(2) 

11.6 
7. 

41.2 
2181 

11.0 

43.8 
87.9 


.7 

350.7 
137.6 
120.0 
1I4.0 
I03.1 
281.1 

4.0 

8354.0 


139.1 
61.2 

146.7 
631.8 

81.0 
644.1 
118.$ 
-13.4 

113.0 
170. 

.1.0 
3.2 

107.8 
331.7 

14. 
417.8 

36.6 
380.2 

s10.1 
776.6 
106.3 

78.3 

4.1 

130.7 
316.7 

0.01 
601. 

63.1 
47.7 
869.1 
43.1 

116.9 
80.0 
60.0 
816.1 

144.9 
1".7 

181.6 
171.8 
10.0 
136.2 
141.0 

6.0 
68.t 


26I. 

44.8 

104.1
44.9 

114.6 
410 


Domestic Resource CoM Impliel Tartli 
per Unit Foreign Esehagie (per seant) 
Eaued or Saved 

(3) 	 (4) 

.4. 0 
14.1 0 
23.2 70
 
17.6 	 1120
 
I237 
10.3 G0 
10.8 40
 
10.4 40
 

negative 67
 
1.2 	 I20 
26.1 	 120
 
16.9 I10
 
e ave 1
 
21.2 76


7.3 0
 
U19.2 10
 

I.0 	 0 
12.4 80
 

negative 71
 
46.6 	 221
 
13.0 00 
56.3 	 200
 
16.0 	 210
 
6.6 0
 

l6.0 210
 
211.0 	 110
 
14.0 	 t10 
7.1 0 

21.1 s0 
1.6 70
 
34.3 100
 
110
 
41.8 	 120
 
9.1970
 

24.6 	 210
 
11.3 40
 
61.8 	 100
 

neative 100
 
22.7 	 66.1110
 
16.1 120
 
13.4 70
 
7.6 0 

16.6 	 110
 
11.9 	 01 
7.6 0 

42.1 	 310
 
1.2 	 60
 

11.1 so 
14.2 s0 
10.7 60
 
17.5 	 110
 
128.6 0 
13.1 00 
47.6 706
 
18.4 	 110
 
13.7 71
 
17.7 	 110
 
30.4 	 11
 

10
 
27.007: 
18.1 21
 
12.4 70
 
13.7 70
 

I 220
 
20.6 100
 
2.8 to
10.9 s0 
16.9 110
 

6.0 0 
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While the differentials in DRCs are considerable ven in the latter 
period, the enormous extremes in DRCs sen in 1963-65 are not as evident 
in 1968-69 consequent on the significant fall in the import premla after the 
1966 liberalization and the recession. 

The average DRC also declined In spite of the exchange rate 
moving from Rs. 4.75 to Rs. 7.50 per dollar. This was due to the fact that 
value-added, while Increasing In domestic prices, Increased significantly more 
at international prices. Implicit tariffs had, In general, fallen more sharply 
for outputs than for Inputs In 1968.1969 and the fal In the import premla, 
thus, exhibits a negative escalation with respect to processing. This may well 
have been due to the effects of the recession on the prices of domestic 
outputs and on continuing import controls which cased pressure on domestic 
Input prices. 

ERPs In 1968-69 also demonstrate significant differentials among 
different activities.1 2 For most activities, too, the implicit (nominal) rates 
of tariff are less than the effective tariffs. 

Table 13 presents estimates of the simple and weighted average 
ERPs and DRCs for 1968-69 by major categories. Value-added at Inter
national prices was used as the weights for the weighted averages. Within 
the major categories, sub-groups with different interactions with international 
trade have been distinguished: essentially this separates the agro-based 
industries within each major group. 

The ERPs for primary consumer goods are the smallest while those 
for the non-food consumer goods are the highest. Agro-based Intermediate 
goods (semi-finished/finished) received much higher effective protection 
than other Intermediate goods. Capital goods appear to have received 
lower effective protection than the other groups (except for primary 
consumer goods and primary intermediate goods). 

The DRCs are 8.38 for primary consumer goods, 19.93 for non-food 
finished and semi-finished consumer goods and 13.36 for capital goods. 

The rather steep protection of the non-food consumer goods and 
capital goods, which were among the major beneficiaries of the Industrial. 

13 The ERPs have been obtained from the calculations of DRCs on the basis that 
DRC - (RP + 1)r where r - number of rupees per 8. The calculations treat 
non-traded goods se part of value-added (the Corden method). The DRC calculations 
were provided by Dr. V.R. Panchamukhl of the Unlveridty of Bombay. For the 
methodology of the calculations, see Forein Trade Regimes and BEonomic 
Deuelopment: India, NBER. forthcoming. Chapter 13 (Appendix). 
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Table 13: Sectoral Average Tariff Rates. Effective Rates of Protectionand Domestic Resource Cost Estimates, 1968-69 
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A.2.1 Food andbeverages 

Non-food 

17.19.21.23242526.27.28.29303 
14.61,3539.41.44 
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ization process, and their attendant high DRC conforms to the general picture 
obtainable from other analyses. 

The estimates presented are necessarily approximtate and are 
presented in highly aggregated form but are adequate to demonstrate 
the high coefficient of variation in the returns on different activities. 

Capacity Utilization in Industry: Manufacturing industry in India 
has generally been characterized by considerable excess capacity. The official 
data on capacity utilization is, however, unsatisfactory for any systematic
analysis. The estimates on Table 14 have adjusted the official data to take 
account of the posibilities of multiple-shift operations. 

However, even in the absence of adequate statistical data, it seems 
clear that certain aspects of the QR regime had adverse effects on capacity 
utilization. 

Ihe allocation of AU licenses on the basis of installed capacity
created an incentive to build (unutilized) capacity so as to obtain more 
premla-yielding imports. Non-optimal increases in capital-intensity were 
further encouraged by the relative cheapness of capital and of CG imports,
In particular. Furthermore, the expectation generally was that the QR 
regime could only become more severe with time and since capacity licensing 
was determined by the output targets in the Plan, the creation of excess 
capacity became a precautionary strategy that also pre-empted capacity 
increase by competitors. 

Capacity utilization was also affected by the QR regime through the 
delays in the availability of imported inputs, spares and balancing machinery.
It is a150 noted that imbalanced plants were deliberately built so as to claim 
that such pnnts could expand capacity by the import only of balancing 
machinery whilt new entrants into the industry would need to import the 
entire plant. 

The presence of excess capacity did encourage some industries 
to export so as to improve capacity utilization but even these desirable 
tendencies were inhibited by the procedural bottlenecks in the QR regime 
in providing the necessary inputs. 

It would thus seem reasonable to conclude that the foreign trade 
regime led to a wasteful misallocation of nvestible resources among alter
native industries and also accentuated the under-utilization of Investments 
within these industries. 
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Table 14: Eaitmates of Underutilizadon of Capacity for Selected Groups 
of Industries (1961-64) 

Undautulszatici (Pet out) 

Avenge 
Industry group 	 1361 1062 1063 1964 (136144) 

Food products 	 9.9 9.3 24.4 16.9 15.1 
(7.5) (6.5) (21.6) (15.2) (12.7) 

Tobacco products' 10.6 4.4 5.2 12.7 8.2 
Textile products 7.0 7.9 9.1 6.3 7.6 

(6.3) (7.3) (8.2) (5.8) (6.9) 
Wood and cork productsa 35.1 27.1 16.9 16.0 23.8 
Paper and, paper productsb 11.2 10.5 7.8 11.7 10.3 
Leather and leather products 59.9 57.8 54.4 56.0 57.0 

(27.6) (24.4) (17.9) (21.5) (22.8) 
Rubber and rubber products 16.1 23.1 25.6 26.7 22.9 

(5.7) (7.1) (11.2) (10.6) (8.7) 
Chemicals and chemical products 53.5 56.8 59.3 55.3 56.2 

(29.0) (23.9) (21.2) (30.0) (26.0) 
Non.metallic-mineral products 36.2 34.7 33.0 35.3 34.8 

(22.1) (20.7) (19.0) (21.4) (20.8) 
Basic metals 21.1 11.3 8.8 11.1 13.1 

(13.3) (4.5) (5.3) (7.9) (7.8) 
Metal products 53.9 56.2 54.8 54.2 54.8 

(23.0) (22.2) (17.4) (17.3) (20.0) 
Machinery except electrical 26.1 32.1 26.6 37.2 30.5 

mkchines (12.7) (11.4) (7.3) (21.1) (13.1) 
Electrical machinery 39.7 43.6 45.4 41.8 42.6 

and appliances (8.3) (11.7) (11.7) (10.6) (8.1) 
Transport equipment 49.3 42.2 41.8 35.7 42.4 

(22.5) (18.2) (16.3) (10.7) (16.9) 

Note: 	This table is based on both present and desirable working conditions. Figures 
In parentheses are for present working conditions. 

Source: Underutilization of Industrial Capacity, National Council of Applied Eco
nomic Research, New Delhl,1966. 
a. 	 For present working conditions, these industries show overutlllzation. 
b. 	 The number of shifts working at present and the number considered 

desirable are the same for industries of this group. 
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B. Export Policy and Economic Performance 

The interaction between export and economic performance is
analyzed by assuming that the efficiency and choice of techniques, the 
available resources and knowhow are given and that the effect of improved
export performance can essentially be captured in a planning model frame. 
work by reworking the model with a revised export vector. For this purpose
the Eckaus.Parikh planning model for the Indian economy is used.1 a 

It should be emphasized at the outset that this exercise, isno more 
than illustrative for a number of reasons, the more important of which are: 

(i) The model (in the Guidepath I version used) has no constraint 
relating savings to income generation except through the mild requirement
(the so called monotonicity constraint) that aggregate consumption in each 
period lies :bove a geometrically growing floor. Because of this and the 
postulated high exponential growth rates subsequent to the planning method,
the model results in a strikingly high marginal ratio of savings to GNP. 
An additional consequence is that the GNP growth over a 15-year horizon 
in the reference and simulation runs exceeds 10 per cent per annum, 
a rate considerably exceeding the actual performance managed by the 
Indian economy in recent years. 

(i) The fact that the data of the model, particularly the input and 
capital coefficients, are not only dated (in relation to estimates which may be 
made now) but that some of the capital coefficients have turned out to be 
very optimistic compared with experience (especially in agriculture), also 
accounts for the high growth rates of GNP which resulted from the model 
and which exceed the actual performance of the Indian economy. 

(iii) The aggregation in the model, resulting in only eleven sectors 
for the economy, also makes it impossible to draw meaningful comparative
advantage implications from the model. Thus, a hypothetical, and very 
modest, increase in exports which is centered heavily on sectors other than 
agriculture, food and clothing is postulated. (However, such a policy,even 
more in keeping with the notions of the planners about the composition 
and feasibility of India's export performance, isthen shown to be productive 
of a better economic performance). 

On balance, we still consider the present exercise to be instructive 
in 	its illustration of the growth potentiality of additional exports simply 

18 	R. Eckaus and ILB. Parlkh. Planning for Growth. Musachuetts Institute of 
Technology Prus, 1968. 
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because any unhappy feature of the model will affect both the simulation 
and the reference runs; and there seems to be no clear presumption that the
difference between the two runs, attributable to the change In the export
sector, will be significantly affected. It should, however, be noted that the 
Eckaus-Parikh model is a planning model and not an econometric
(behavioral-predictive) model hence also- the discrepancies between the
model's simulation runs and actual developments in the Indian economy. 

Among the various models considered by Eckaus and Parikh,
their long.term model, called GuldepathModel I, is utilized in this analysis.
In this model, the time span is stretched to 18 years, aggregated into six
periods of three years each. Such aggregation was necessary to stay within
the bounds of computational capacity. The terminal conditions of tis model 
are determined by specifying that in the post-terminal periods, the growth
rate of various elements of final demand such as consumption, government
expenditure, exports, capital replacement requirement, and imports must 
exceed specified minimum levels. Also, a process of modernization of the 
agricultural sector was built into the model. 

The 18 years covered were from 1966 to 1984; and the six periods
were 1966-69, 1969.72, ..., 1981-84. Of the 11 sectors of the model, four 
sectors (electricity, transportation, construction and housing) produced
non-traded goods. Of the seven trading sectors, agriculture and plantations
and, to a certain extent, food and clothing produced traditional exportables.
(No additional exports were postulated from these sectors). Thus, the 
exports of the trading sectors were augmented in the simulation (compared

to the reference run) as shown in Table 15.
 

Thus, in the simulation run, total exports in the final period were
higher than in the reference run by about six per cent. Of course, the
increase in exports of non-traditional sectors was considerably higher than 
six per cent. 

The impact of this order of increase in exports on macro-economicvariables such as gross national product (GNP), consumption, investment 
and the savings/GNP ratio is shown in Table 16. The changes in shadow-price
of foreign exchange between the two runs depicted in Table 17.are 

The results reported in Tables 15 through 17 are consistent with 
a priori expectations. It turned out that, in the reference run, only the 
outputs of sectors I and 2 were limited by capacity in the first period.
As such, when higher export targets are set in the simulation run, including
In particular for 2, these met by scaling downsector are consumption.
The additional foreign exchange earned by these exports is utilized to
increase investment. However, because of the monotonicity constraint, 
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Table 15: Exports In Refmmce and Simulation Runs 
(Rs. 	 10 million at 1959.60 prices) 

IWUI-4SJ 	 sal-a 
llaaItamm ti 'uD*fegaResm.bemta. Rin~m I 	 inkultoi DMtfo.. 

I. Agriculture ard 696.13 696.13 0.00 1236.65 1236.65 0.00 
Plantations 

2. Mining and Metals 383.76 401.76 18.00 1705.20 1813.20 108.00 
3. Equipment 183.26 219.26 36.00 1065.67 1281.67 216.00 
4. Chemicals 64.66 78.16 13.50 725.13 806.13 81.00 
5. 	 Cement and non

metals 7.51 16.51 9.00 176.71 230.71 54.00 
6. Food, clothing 1337.64 1342.14 4.50 2240.25 2267.25 27.00 

and leather
 
7. Electricity .- -	 
8. Transport .. . ... 	 . . 
9. Construction . . .. . .
 

10. Housing - - . .. - -
II. Others and 414.61 414.61 .. 963.22 963.22 0.00 

Margin 
TOTAL 3087.57 3168.57 81.00 8112.83 8598.83 486.00 

Table 16: Macro Variables in Reference and Simulation Runs 
(Figures except In row 6 In Rs. 10 million at 1959.60 prices) 

Ios-41 	 19)81-64 

Rehr*" au.tlan DIxfohren Reference imu"ltio.Diffmene 

I. 	 Gros National 77590.1 77647.1 457.0 310860.5 ."2593.0 +1732.5 
Product 

2. Consumption 51061.6 51051.0 -10.6 131388.0 132446.0 +1058.0 
3. Investment 18603.6 18671.2 +67.6 156897.5 157571.9 + 674.4 
4. Exports 3087.6 3168.6 +81.0 8112.8 8598.8 +486.0 
5. Imports 4587.6 466U..6 +81.0 8112.8 8598.8 +486.0 
6. Savings/GNP 0.22044 0.22114 +.00070 0.50472 0.50408 -.00064 
7. 	 Sum of discounted 

consumption 221847.41 222623.87 776.46 
8. 	 Sum of undla. 

counted con
sumption 521529.44 524253.95 2724.51 
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Table 17: Shadow Prices in Reference and Simulation Rum 

Foreign zehaine donotofdtey of Cosumption 

Pehlod Ratmnee mulaion femee Simulation 

1966-69 6.12 9.19 0.00 3.92 
1969-72 11.85 2.73 0.03 0.78 
1972-75 1.38 1.33 0.01 0.10 
1975-78 0.73 0.72 0.00 0.00 
1978-81 0.39 0.38 0.05 0.05 
1981-84 0.54 0.54 0.15 0.15 

Note: 	 Figures represent the change in sum of discounted consumption over
six periods per unit in change foreign exchange availability or the 
lower bound on consumption in any period. 

consumption c=n be pushed down only to its lower bound. For these reasons, 
an increase of Rs. 810 million in exports during 1968-69 leads only to an 
increase of Rs. 570 million in GNP and an increase of Rs. 676 million 
in investment. Also, because the monotonicity constraint on consumption 
becomes binding, its shadow price goes up from zero in the reference run 
to 3.92 in the simulation run in the period 1966-69. The shadow price 
of foreign exchange, reflecting as it does the cost of additional exports, 
goes up compared with the reference for the reason mentioned earlier that 
the additional exports are made at the expense of consumption. 

However, the increase in investment in 1966-69 made possible 
by the availability of extra foreign exchange from additional exports, 
eases the capacity constraints in subsequent periods. Since in subsequent 
periods, exports are further increased, the question arises whether the 
extra capacity created by larger investments in earlier periods is sufficient 
to meet the additional export demands. It turns out that up to and including 
the period 1972.75 the extra capacity created is not enough and consumption 
has got to be sacrificed relative to the reference run. This is also reflected 
in the higher shadow price for monotonicity of consumption (in the 
simulation run) in these periods. 

For the last three periods, extra exports result inextra consumption 
and investment. Thus in the final period, inrease in export is Rs. 4,860 
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million while the increase in GNP is Rs. 17,325 million, of which Rs. 10,580 
million is additional conrumption and Rs. 6,744 million is additional 
investment. With production capacity increasing over time in each sector, 
it becomes less expensive to raise exports and hence the shadow price 
of foreign exchange falls below that of the reference run up to 1972-75. 
It becomes nearly equal in the two runs from 1975.78 on, for the reason 
that exports do not run into capacity constraints in the simulation run 
from this period. 

In conclusion, we can state that additional exports in earlier years, 
even if they are made by pushing domestic consumption down, more than 
pay for themselves by increasing investment and growth in the future. 
Computable planning models such a the Eckaus.Parikh model are necessarily 
cumbersome; they build in a number of parametric assumptions and 
functional relationships that are less than accurate, and work with objective 
functions and related constraint.specifications that presuppose an accurate 
reflection of what the planners have in mind. In the nature of the case, 
therefore, any "runs" with such models can only be broadly suggestive; 
and, in this case, they do underline rather strongly, given the very moderate 
nature of the export increase specified, that a policy of promoting exports 
more energetically would have produced better economic results. 

C. Investment, Innovation and Growth 

Among the significant, but relatively intractable, issues in the study 
of QR.regimes is whether such regimes have any discernible impact on the 
inducement to invest and the inducement to innovate. 

The former question is of interest as some developing countries 
are presumably in a position where the emergence of an adequate number 
of entrepreneurs to exploit economic opportunities is a prerequisite for 
industrialization. Hence, if it can be argued that QRs provide the economic 
framework needed to induce investment and that this inducement could not 
also be provided by alternative and more efficient policies, that should be 
considered a merit of the QR.regime. 

Closely linked to this is the question whether we can relate QR 
regimes to the quality of entrepreneurship and the inducement to innovate. 

Inducement to Invest: Industrialization in India began in the 
nineteenth century and developed under moderate (or even negligible) 
tariffs during the first part of the twentieth century. The leading industrial 
entrepreneurship tended to be economically rational and even "progressive". 
Thus, Jamshedji Tata, who in 1913 set up the first successful Indian steel 
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mill, came from a background and fortune in cotton trade; and he built up 
an efficient and stable industrial force which was critical to performance 
in a steel mill. In Tata's case, the entrepreneurial activity even extended 
to setting up, from the beginning, a school for training Indian technicians 
to take over from the foreign personnel at the earliest! 

Thus, in the Indian context, it is not persuasive to argue that a 
QR.regime, with its automatic protection for indigenously produced items, 
was necessary to induce industrial investment. Furthermore, in India, the 
public sector has been an important investor in industry, thus weakening 
still further the argument for a QR-regime to provide automatic and 
Indiscriminate protection to induce investment. 

Inducement to Innovate: The QR-regime, only served to influence 
and, in conjunction with the industrial licensing machinery, to determine 
a pattern of import substitution that certainly appears to have been relatively 
chaotic and unmindful of economic costs. Did it also influence adversely 
(I) attention to quality and (ii) technical progress? There isalso the related 
question: does an export orientation produce better results in both these 
directions? 

Unfortunately, no meaningful statistical index of "quality" can be 
devised. On the other !'and, it is manifest that in a regime which grossly 
reduces competition and creates a captive market for many products due 
also to the policy of "indigenous availability", it would be "rational" and 
profitable for an entrepreneur not to pay attention to the quality of 
production. Thus, it is only the "quality-mit.ded" entrepreneurs (like Tata, 
Mahindra and Mahindra, and Kirloskars, to take the most noted exceptions) 
who are known to produce products that approximate international 
standards of performance for similar products. For the rest, the effects 
of the economic regime appear to be evident, though impossible to quantify: 
products with faulty performance because of production defects. 

Closely related to the failure of producers (even in the organized 
sector) to raise their output to satisfactory levels of performance, but shading 
into the problem of innovation is the phenomenon of "design deficiencies". 
In the engineering goods industries during the 1960s, Indian designs were 
fully dominated by other designs, irrespective of the shadow or actual prices 
of the factors of production (Frankena, op. cit.). While it is conceivable 
that the cost of buying or imitating these superior designs may outweigh 
the private and social gains, the examples do strongly suggest that the 
Indian policy environment has produced incentives for a lag in adaptation 
to more efficient designs. 
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Recent studies on productivity in manufacturing in India have come 
to conflicting conclusions, depending primarily on the nature of the 
adjustments made in the available series on capital. Using the Solow method 
of estimating Hicks-neutral technical changes, but a capital series that shows 
a drastic decline in capital productivity from 100.0 in 1946 to 25.4 in 1964, 
a trend rate of decline in neutral technical change of 1.6 per cent has been14
estimated.

On the other hand, estimates have been made on adjusted capital 
series by estimating the purchase value of capital from the available written
down book-value data by more detailed and careful methods of adjusting 
for the age-structure of capital assets and rate of depreciation. These 
estimates show an increase in capital productivity over the period 1946-64 
and lead to a positive Hicks-neutral, overall productivity change at 2.8 
per cent annually. 1 5 

Apart from the adjusted capital estimates used, the latter analysis 
is, probably, closer to reality because, in spite of the hypothesis that the 
sheltered-markets led to negligible overall improvements in efficiency of 
factor use, new investments in the new industries could embody the growth 
of knowhow abroad. The estimation of (Hicks-neutral) technical progress, 
using the "disembodied" progress assumption, will thus tend to show 
positive, and even large, improvements in overall productivity even when 
there are no such improvements. Unless, therefore the estimation of 
productivity change is adjusted for "embodied" technical change, a factor 
of importance where the bulk of capital goods were imported, no firm 
econometric conclusion can be reached as to whether the framework 
of policies retarded the growth of overall productivity in the economy. 

Yet another approach to the relationship of import substitution 
and export orientation to technical change is to examine the nature and 
incidence of research and development (R & D) in Indian industries. There 
is increasing evidence that R & D expenditures are increasing in a number 
of import-competing industries; in the very large firms; and in the process of 
import substitution itself and reflects a quasi-Kennedy-Weizsacker process
of search for processes that would avoid the use of scarce, imported materials 
and develop the use of cheaper, indigenous "inputs. Of course, this R & D 
activity may be expensive in relation to results: but it is certainly there now 
and is adding to the technological maturity and expertise that the country 

14 A. Banarjee. "Productivity Growth and Factor Substitution in Indian Manu facturing". 
Indian Economic Review, XI (New Series) No.: 1. 1971. 

15 S.R. H-,him and M.M. Dadi, Capital-Output Relations in Indian Manufacturing 
(1940-1964). The Maharaja Sayatrao Univenity Economics Series No. 2. University 
of Baroda. 1973. 
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seeks as an objective in itself. Historically, one has only to recall Japan's 
transition from shoddy manufacture under bad imitation to decent manu
facture under good imitation to excellent manufacture under outstanding 
imitation to innovative manufacture in recent years. In such a historical 
perspective, it would appear logical to entertain the strong possibility that 
at least some of the inadequacies noted earlier may be due to the difficulties 
of "first-stage" manufacture in a number of modern industries and that the 
growth of R & D in recent years may represent a growing transition to 
decent manufacture. 

The bulk of private R & D expenditure isconcentrated in the larger 
companies, and level of such expenditure generally rises with the size of the 
company. A sample survey 16 was conducted primarily of the chemical and 
dye (and a few engineering) firms in the Bombay region, owing to limitations 
of finance and willingness of firms to discuss the issues raised. Of the 18 
firms interviewed, four were subsidiaries of foreign corporations, and of the 
remaining 14, six did not belong to the Large Industrial Houses. Further, 
of the 14 Indian firms, only four were joint ventures and the remaining 
were purely Indian in ownership. Thus, the sample managed to straddle all 
the important types of structure operating in Indian industry. Based on this 
survey and drawing on the available literature on R & D in India, two 
principal conclusions emerge: (i) that the import substitution strategy does 
not elininate the incentive to conduct R & D but merely imparts a bias 
toward conducting it in a different direction. The important question, then, 
is whether the kind of R & D induced by such astrategy of import substitu
tion reduces or increases welfare in relation to the R & D that would 
otherwise have been conducted; and (ii) that orientation toward export 
markets does not in itself seem to increase the incentive to conduct R & D, 
so that it is difficult to sustain the argument that an export promotion 
strategy is superior to an import substitution strategy because it will lead 
to greater (and presumably welfare increasing) R & D in the economy. 

Origins and Types of R & D inIndian Industry: There are basically 
three types of activity that seem to have provided the impetus in Indian 
Industry to establish R & D: 

(i) Quality Control: Firms that started with quality checks often 
found that processing costs could be reduced by quality checks at anumber 
of production stages instead of checking it after final manufacture. Thus, 
quality control led to process control, and process control often extended 
Into a study of processes and possibilities of improving them. 

16 	For details, see: Ashok V. Desal. Industrial Research and Development in India. 
mlmeo: New Delhi. April 1972. 
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(ii) Material Adaptation: Often the policy of blanket import 
substitution forced firms to use indigenous substitutes; and where the 
domestic and the imported materials differed in quality, processes had to be 
developed to make the indigenous product useable. Material adaptation 
should have been a technical service rendered by the supplier of the 
substitute. But, the principle of banning imports on the principle of 
"indigenous availability" relieved domestic suppliers of the need to provide 
sales service; and often the indigenous producers were too small to solve 
technical problems arising in the use of their products. Thus, many chemical 
firms had to undertake R & D to standardize properties of indigenously 
available materials and to improve yields achievable with them. Clearly, 
the process of import substitution itself led to the encouragement of R& D 
activity in Indian Industry, primarily through the creation of the need 
to adapt processes to the use of new, indigenous materials in many cases, 
thus supplementing the normal establishment of R & D activities for quality 
control and customer-service operations. In fact, this kind of impetus was 
also imparted by ,trict controls over the importation of plant and equipment; 
and, in some chemical and engineering industries, this led also the creation 
of special plant-designing skills. 

(iii) R & D and Exports: It did seem to emerge from the survey 
interviews that several of the companies engaged in exporting as a continuous 
activity did consider that quality improvement was important, whereas 
those firms that engaged in exporting only as an ad hoc activity seemed 
to think that quality problems were not important and that the better 
production could be diverted abroad whereas the inferior products could be 
disposed of on the domestic market. It does seem, therefore, that export 
orientation did suggest greater preoccupation with quality of p.-oduction. 
On the other hand, the survey also showed that this expoet orientation did 
not seem to have led to any significant acceleration in R & D expenditures 
or to a more sharply focused research effort. Some firms even claimed 
that their need to engage in R & D had been reduced by expansion into 
export markets because they had had to undertake R & D to supply a 
variety of products to maintain a large sales volume at home whereas 
concentration on a few, standard items in the export market had reduced 
their need for R & D. 

R & D and Government Policies: The net effect of government 
policies on R & D, in the Indian context, also reflected the impact of several 
other factors: (I) The strict Industrial licensing policy meant that, if R & D 
was used to develop new types of outputs or new uses of given capacity, 
new licensing would be required, with its attendant delays and new 
uncertainties as to whether R & D would lead to any economic returns. 
Thus, the inevitable "excess capacity" that would result from th- develop. 
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mient of R & D activities could not be profitably used to undertake 
product.diversification research, thus reducing, ceteris paribus, the level 
of R & D expenditure undertaken; (ii) The early industrial licensing policy 
also had laid great stress on joint ventures with foreign capital. This also 
frequently led to easy and repeated purchase of foreign technology, 
reducing, ceteris paribus, the need to undertake domestic R & D; (iii) Recent

ly, however, the government introduced liberal R & D incentives. Thus, 

by 1971, R & D expenditure within the firm earned a 33.33 per cent tax 
allowance; donations to outside institutions for such research earned a tax 

allowance of 27.5 per cent; and research contract payments to associations, 

universities, and government agencies could be written off up to 10 per cent 

of a year's corporate profit. There were also tax rebates introduced on the 

sale of know-how: domestic royalties earned a rebate of 40 per cent whereas 
royalties earned from sales of technology abroad were free from tax. 

It is somewhat early to disentangle these different forces at work 
in determining the R & D efforts in India. But, there is adequate evidence 
to be skeptical of some of the simplistic hypotheses in support of the 
export promotion strategy as being R & D-stimulating and the import
substitution strategy as being R & D-inhibiting. Nonethelcss, the general 
Incentives to reduce costs and to maintain quality cannot but have been 
reduced by the sheltered-markets provided by policies of automatic pro
tection and strict control over domestic entry. Thus, in this sense, these 
policies impaired India's progress toward industrial efficiency at the specd 
that a framework providing for more effective competition would have 
made possible. 

D. QRs and Domestic Savings 

estimates 

no attempt was made to build an elaborate simultaneous-equation model 
of the economy. Instead, single-equation regression relationships were used 
to obtain some useful insights into overall savings behavior. 

Given the inadequacies in national income in India1 7 

In the simplest relationship, 
+ 1 1 +St =&6 0 Yt ut(! 

where St stands for aggregate savings, Yt for national income and ut for a 
random dis urbance term, all variables relating to year t. 

-j17 For a discussion of the limitatlo of national Income and savings data, seat 
paper. by M. Mukheulee and A. Rudra in: C.R. Rao (ad), Data Base of Indian 
Economy, Vol. 1. The Indian Econometic Society and BtatistlaI Publishing 
Soclety 1972. 
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In estimating equation (I), there Is a choice in defining savings and 
income (a) in either gross or net terms, (b) at either nominal or real value, 
and (c) in either per capita or aggregate terms. Since the basis on which 
replacement (of capital) expenditures is estimated is extremely weak,
variables were defined in gross rather than net terms. Again, the concen
tration was on the relationship between real magnitudes, though in a more 
elaborate model the impact of monetary factors should be brought in. 
Finally, to a limited extent, both alternatives Ii (c) were experimented with. 

The analysis covered the period from 1951-52 to 1969-70. Due to 
the political and economic changes in India since 1965.66 it has been 
suggested that the period since then is radically different from the earlier 
period. However, this contention could not be adequately tested as data 
was available only till 1969-70. Relationships were estimated for the entire 
period and for the period 1951-52 to 1965.66 to determine any sharp
break in the income-savings relationship. 

Since the exchange control regime was relatively more stringent
during the 1960s, the income-savings relationship has also been examined 
as between the decade of the 1950s and that of the 1960s. 

Deflators to convert nominal investment into real terms were 
available from the Planning Commission and the Central Statistical Orgeni.
zation. Where savings are concerned, the following alternate ways were used 
to obtain real savings as savings were estimated as a residual from investment 
net of the current account deficit: (i) by deflating merchandise exports and 
imports by the respective value indices without deflating the net non
merchandise balance, and (ii) by deflating the entire current account 
balance by the unit value index of imports as, the:, the real resource 
potential of the minimal resource flow is depicted. 

T .e estimate of the marginal propensity to save was not very
sensitive to the choice of deflators or to the procedure by which the real 
external resource flow was calculated: Table 18 contains the results 
obtained by adopting the first of the two alternative deflators and procedures
described above. As is to be expected (given that population, income and 
savings were rising over time), the marginal propensity to save in each 
regression involving per capita variables is higher than in the corresponding
regression with aggregate variables. The goodness of fit of the per capita
relationship is, however, somewhat poorer. 

Inter-period comparisons of the marginal propensity to save (from
Table 18) suggest little evidence that either the post-1966 liberalization years
significantly changed the marginal propensity to save from the preceding
period or that the 1960s period of relatively tighter exchange situation was 
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Table 18: Savinp Reg lons 

1951.52 to 1965-66 	 1951-52 to 1969-70 

S .1509+ 0.24 Y R 2 - .93 .1216+ 0.21 Y R2 - 0.94 
(264) (0.02) 	 (207) (0.01) 

s 68 + 0.33 y R =0.85 . 61 + 0.3 1 y R2 -0.87 
(13) 	 (0.04) (10) (0.03) 

1951-52 to 1959-60 1960-61 to 1969-70 

S-	 .532 + 0.16Y R2 - 0.63 .834 + 0.19 Y R2 - 0.80 
(563) (0;05) (610) (0.03) 

Notei 	 FlIures In parenthesis are standard errors.
 
Per capita variables Indicated by s and y.
 

characterized by a higher marginal propensity to save than the somewhat 
less stringent period of the 1950s. 

Domestic Savings and External Resources: The preceding analysis
has been on the basis that savings are a function of income alone. However, 
it has been suggested that savings are a function of domestic expenditure, 
rather than income so that relationship would, then, be: 

Ct =,'J 0 
+ /5 1 (Yt + Ft) 	 (2) 

where Ft is the foreign capital inflow, defined as the negative of the balance 
on current account and Ct is domestic consumption. The following equation, 
then, results: 

St =' 0 +1 Yt +11 2 Ft + ut 	 (7a) 

=It is noted that when d I (0 2 + 1), this equation will correspond to 
equation (2). A positive (negative) value for O 2 would be consistent with 
the hypothesis that external resources complement (substitute) domestic 
resources. 
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The following version of (2a), with Ft lagged by one year, was also 
estimated: 

St ,,o 0 + 1I Yt +O 2 Ft.1 + ut (2b) 

The idea underlying equation (2b) is that, if indeed consumption isrelated toexpected volume of resources available, then i may be reasonable to presume that such expectations for any year are formed on the basis of the
actual resources in the previous year. This would suggest that St should be
related to Yt. and Ft., . Given that the correlation between Yt and Yt-Iis very high (while that between Ft and Ft., is not), the relation (2b)would do just as well as one with Yt., instead of Yt' 

The results for both (2a) and (2b) are shown in Table 19. Theexplanatory power of contemporaneous external resource flow, when used
in conjunction with income, in explaining s~vings is virtually nil: the
coefficients on areF statistically insignificantly different from zero. Thelaged response equations also perform uniformly badly, with one exception:
the coefficients on F.1 are also not significantly different from zero.
It must, thus, be inferred that domestic savings do not seem to be influenced 
by external resources. 

On the other hand, a mild skepticism relating to this conclusion 
may be in order. For one thing, the Introduction of F., generally seemsto lead to higher (not lower) coefficients on Y than Yt.1, for comparable
periods, in Tables 19. In contrast, a different test ansuggests opposite
inference: i.e. that domestic savings are a function of(Y + F) rather than (Y).
Thus, equation (2) is as follows: 

C =A 0 4-/3 1 (Y + F) (2) 

and 

S Y .C 

then: 

S - + ( 1)Y- A,1F 

so that the coefficient on Y is equal to one plus the coefficient onF (or F.1 , if a lagged response Is used). It can, therefore, be tested whether
the coefficients on Y are indeed significantly different from one plus thecoefficlnts on F and F.1 in Table 19. This test indicates that the hypothesis
of equat'on (2) is not rejected by the data on Table 19: thus the possibility 
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Table 19: Savings Regradulm 

= 
(I) 1951.52 to 1969.70 (a) S • .124 + 0.22 Y • 0.08 F R - 0.94 

(0.02) (0.30) 

(b) S * .1487 + 0.24 Y . 0.57 F.1 R - 0.95 
(0.02) (0.33) 

R2
(2) 1951-52 to 1965.66 (a) S * .1611 + 0.25 Y • 0.18 F - 0.93 

(0.03) (0.45) 
R2(b)e S * .1976 + 0.28 Y 0.78 F.1 I 0.95 

(0.03) (0.38) 

(3) 1951-52 to 1959-60 (a) S = .553 + 0.16 Y 0.02 F *-i 0.63 
(747) (0.06) (0.49) 

•(b) S - -1262 + 0.22 Y - 0.70 F.1 R- 0.75 
(665) (0.06) (0.42) 

R2 
(4) 1960-61 to 1969.70 (a) S a .641 + 0.19 Y - 0.29 F - 0.81 

(741) (0.04) (0.57) 
R2(b) S a .862 + 0.21 Y . 0.49 F.1 I 0.82 

(626) (0.04) (0.62) 

Notes: Fiure in parenthe are standard errons 
*The cotflcient on P-1 is significantly different from zero at 5 per cent level; 
other coefficients on F-1 are not siunlfcantly different from zero. IvJ this table. 

that external resources substitute for domestic savings cannot altogether 
be ruled out. 

On balance, therefore, it can be concluded that there is not enough 
evidence, anc at best conflicting evidence, on the issue as to whether the 
absorption of' external resources has adversely affected India's domestic 
savings effort. 

The introduction of F or F.1 into the estimating equation also 
does not significantly affect the conclusions reached (via inter-period 
analysis) regarding the impact of the severity of exchange control on the 
savings effort. 

Sectoral Impact: The possibility that, even if the overall impact 
of the external resource inflow on domestic savings was negligible, the 
impact on certain components thereof may be rather large was also 
examined. 
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From this viewpoint, it is relevant to distinguish between public
and private savings, relating the former to public revenues and the latter 
to private income alone. Since private income as also public revenues (to a 
smaller extent) were in turn correlated with Y, we used Y as the explanatory
variable in addition to the external resource flow to reestimate the equations 
separately for private and government savings. The results are set out 
in Table 20 for the period 1951-52 to 1965.66. 

As in the case of total savings, the explanatory power of contem. 
poraneous capital inflow isnil in explaining either public or private savicgs. 
The lagged capital inflow, however, has a significant negative coefficient 
in the case of private savings but the marginal propensity to save in the 
lagged relationship is higher than that in the unlagged one. These results 
are however difficult to interpret as it would normally have been expected 
that the external resource inflow would primarily work through the budget 
- in view of the larger component of foreign aid - by reducing public 
savings: the significance of the lagged foreign resource inflow in influencing 
private savings seems to be mainly spurious. 

It may, thus, be concluded that the analysis is generally adverse 
to the thesis that incoming foreign resources have seriously interfered 
with the domestic savings effort. This isprobably not asurprising conclusion 
as the planning mechanism has, by and large, served to make the domestic 
tax- and-savings effort to go up in step with the aid flow: both because 
of internal clarity on this objective and external (aid-donor-induced) 
pressure-cum-ethos in this regard. 

Retained Earnings by Specific Industries in the Corporate Sector: 
The manufacturing sector as a whole accounted for less than 14 per cent 
of national income in 1969.70. The contribution of registered factories 
was around eight per cent. The non-financial private corporate sector which 
is Included in the group of registered factories and is its predominant part, 
is estimated to have contributed about five per cent of total domestic 
savings in 1970-72. Thus, this sector isnot a major source of savings in the 
Indian economy. However, since the exchange control regime had amajor 
impact on this sector, it may, nevertheless, be of some interest to see 
whether the industries favored by the import substitution policies were 
relatively hi&her savers. 

The Reserve Bank of India publishes financial data relating to large 
public and private limited companies. The private limited companies account 
only for roughly 10 per cent of total assets of tis group. Since this Isa 
relatively small group, the analysis was confined only to the public limited 
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Table 20: Private and Governmental Savinp RegVreons 

R2Sp w .1135 + 0.19 Y • 0.28 F = 0.91 
(304) (0.03) (0.36) 

Sp n -1433 + 0.22 Y- 0.77 F. 1 R • 0.94 
(158) (0.02) (0.28) 

R2Sg a -476 + 0.06 Y. 0.10 F - 0.84 
(158) (0.01) (0.19) 

Sg a -543 + 0.06 Y 0.01 F.I R2 t 0.84 
(160) (0.01) (0.18) 

Notes: Figures in parentheses are standard uroe. 
The subscripts p and g denote private and public
savings respectively. For explanation of the re
gressions, see text. 

companies. A number of alternative relationships between retained earnings
(RE) and profits after taxes (PAT) were estimated, of which the following 
are of interest: 

RE - o + A (PAT) + u (3a) 

+u(Nisnetworth) (3b)
N N \N 

+ +/PAT)+URE = y (3c) 

The relationship (3a) is straightforward and needs no explanation.
The relationship (3b) was suggested by the fact that the Reserve Bank 
publishes only pooled data relating to the companies operating in different 
sectors of the economy and not individual company data. Since the number 
of companies in each sector has changed over time, it is possible that some 
heteroscedasticity may be present in equation (3a). Equation (3b), with 
14= 0, would, then, correspond to (3a) with correction for heteroscedasticity
if one assumed that the residual variance in (3a) was proportional to the 
square of net worth. Similarly, equation (3c), with 6 = 0, would be the 
correct estimation equation if the residual variance in (3a) was proportional 
to net worth. Similarly, equation (3c), with c = 0, would be the correct 
estimating equation if the residual variance in (3a) w,s proportional to net 
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worth. The coefficient c in the equations estimated was not specifiedto be zero so that the data could determine whether it Indeed wassignificantly different from zero. Also, the positive (negative) d(in 3b or 3c)will imply that for any given level of profits after tax, retained earnings
will be higher (lower) the larger the net worth. 

The regression results relating to 10 industries, for the years 1950.58,
and 1960.61 to 1968-69, are given in Table 21. 

The first four industries in Table 21 are, by and large, long.established and "traditional" industries; the first two are also major exporters
and none can be considered to have been "assisted" by the foreign traderegime. Industries 5 to 10 did certainly "benefit" from such coptrols. On theresults obtained by estimating equation (3a), it is found that, while twoout of four "traditional" industries had marginal propensities to save (MPS)exceeding 0.50, the corresponding figure is four out of six in the case of theremaining industries. The correction for heteroscedasticity (equations (3b)
or (3c)) improves the goodness of fit and equation (3c) seems to yield abetter fit to acertain extent in almost all cases though, in none of the cases
is the increase in R2 very large. 

Confining our attention to estimated equation (3c), in Table 21,it Is found that, keeping net worth constant, an increase of aunit in profitsafter taxes will increase retained earnings by mote than 0.75 units In all cases except jute for which the figure is 0.74. Thus our analysis suggests
that all the 10 industries considered were good savers. 

A number of statistical tests were made to examine more rigorously
whether the "non-traditional" industries are (on the average) 
 better saversthan "traditional" industries. These weretests performed as follows: acommon marginal propensity to save 7'of (3b)(i.e. 19 of (3a), and (3c))was estimated for the two groups of industries while allowing the otherparameters to vary among industries, using an appropriate (slope) dummyvariable technique. It turned out that the coefficient of this dummy variable(i.e. a variable which had the value zero for all the observations relating to 
"traditional" industries and the value of PAT (for (3a)), 

PATand r- (for (3c)) corresponding to each observation relating to 
"non-traditional" industries) was negative in each case (i.e. for (3a), (3b) and(3c)), suggesting that "non.traditional" industries theon average had alower, not higher, marginal propensity to save! However, the "t"valuesof these coefficients turned out to be insignificant so that the average MPS
of "non-traditional" industries is not significantly different (at I per cent 

285
 



level) from that of "traditional" Industries (except in the case of equation(3a)).s S 

After comparing the average MPS of the two groups of industries, 
it was further investigated whether there was any significant difference 
between the MPS of industries within each group. This was done by an 
analysis-of.variance test which compared the increase (after dividing by the 
appropriate degrees of freedom) in the residual sum of squares brought 
about by estimating a common slope for the group in relation to the sum 
of the residual sum of squares of the industries in the group when a separate 
regression was estimated for each industry. It turned out that the MPS 
of the "non-traditional" industries did not differ significantly (in a statistical 
sense) regardless of the form of the relationship (3a, 3b, or 3c) estimated; 
the "traditional" industries had, however, significantly different (at I per 
cent level) MPS except in the case of equation (3a). 9 

It must, therefore, be concluded that, on the basis of the available 
and analysed evidence, there are no systematic differences in the marginal 
propensity to save by different industries, or by "traditional" as against 
"non-traditional" industries. In fact, the only significant differences within 
any group of industries that were observed belonged to the limited group 
of "traditional" industries: something that yields no comfort to those who 
look to the efficiency of the trade regime in raising savings as an offsetting 
argument against those who convincingly demonstrate its inefficiencies 
in other respects. 

Other Links with Savings: In terms of both the average and the 
marginal propensity to save, the corporate sector was perhaps the best saver. 
Hence, if the regime led to "additional" industrialization which, in turn, 
expanded the corporate sector, this could have contributed to greater saving. 

18 The It'values were: 

Form of Equation Dorgu of Freedom 

a 168 -. 23 
3b 158 -0.84 
Sc 158 -0.19 

19 The 'F' value were: 

Form of Equation Traditional Non-Traditional 
Demos a7'F Dgarees o' 

of freedom of freedom 
8a 8,64 1.57 5.96 21s 
3b 8,60 5.92 590 2.26 
as 8,60 7.74 5,90 0.82 
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In turn, if the result was also an expansion of urban incomes,there is the additional evidence, however slight, that urban households
have a higher marginal propensity to save (MPS) than rural households.
According to the surveys20 conducted by the National Council of AppliedEconomic Research, the MPS of rural households was 0.168 when savings
in the form of currency, consumer durables and livestock were included
and 0.145 if these were excluded. The MPS of urban households washigher at 0.34 but came down to 0.24 if the top and bottom 10 per centof income groups were excluded on the assumption that their incomes 
are affected by transitory factors which excessively influence the estimated 
MPS. 

The urban sector is also a better saver, not merely because of thecorporate sector and the urban households, but also because the govern.
ment's tax coverage is more effective in the urban than in the rural sector(to a point where agricultural income has escaped with virtually no taxation so far). On the other hand, one may also argue that the inability to raiseenough savings from the urban sector could well have prompted greaterefforts in the direction of agricultural taxation; alternatively, a lapidlygrowing agricultural sector, as seemed likely in the post-Green-Revolution
period, could well have led to a better perception of the need to tax this
sector and hence perhaps to greater action in that regard. It isnoted finallythat higher savings rates may still imply lower growth rates if the investment
needed to sustain unit growth of income increases sufficiently in the process owing to inefficiencies or misallocation of resources. In particular,in relation to the urban expansion, it isnoted that such an outcome of theeconomic policies - if it leads increase in the savings rateeven to an -
may well require additional investments in high capital-output-ratio activitiessuch as housing and related infra-structure in the cities and thus slow down
economic growth on that account. 

In the Indian context, it cannot be contended that a QR-regime
encouraged inflationary policies which, combined with low nominal interestrates and by reducing real interest rates, led to falling savings as, until1962-63, there was only amoderate trend increase in prices. The post-1966situation had no less price stability, but the period is too short and 

20 The methodology, sampling design and the detailed results of these surveys arepresented In: Urban Income and Saving, 1962,Saving Survey, Vol. 1 (1964), Vol. It Vnl. 
and All India Rural Household

(196b), I1 (1966), National Councilof Applied Research, New Delhi, India. 
The All India Household Survey of Income, and
National Council of 


Saving Consumer Expenditure.Applied Economic Research. 1972, also estimates that the
MPS of househods in the rural sector was. at around 0.34-0.36. lower than the 
MPS o househnlds in the urban sector (0.39-0.43). 
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disturbed by the political and economic events of 1971 to make any 
reasonable evaluation of this hypothedi possible. Needless to say, however, 
there Is nothing about a QR regime which necessarily requires that real 
interest rates be kept excessively low. 

It has also been contended that India's developmental strategy 
erred in permitting a skewed income distribution which resulted in an 
unnecessarily import-intensive consumption pattern that increased the foreign 
exchange constraint and reduced the feasible rate of savings and growth.21 

Admittedly, there is a grain of truth in this; but it may well be contended 
that this argument is a critique of inefficient and unjust income-distribution 
policies, rather than of the QR-and-industrial-licensing regime. But there 
is a connection. It was really the QR-supported, automatic.protection. 
enjoying growth of consumer industries, often at very low economic priority, 
which enabled the government to claim that luxury imports had fallen 
while permitting and encouraging the consumption of similar domestically. 
produce] luxury items in tie name of industrialization. An economic policy 
that would not have permitted the indiscriminate growth of such consumer 
and allied industries domestically would have made much more obvious the 
the cost of permitting such luxury consumption by making it feasibla 
only through importation in many cases, and might well have resulted 
In greater political pressure to pursue income redistribution more ener
getically. 

Finally, attention must be paid to the rents which accrued to tho. 
with access to scarce, high-premia imports. An alternative regime, under 
which these premia were siphoned off into the tax net, would have neen 
productive of more savings. On an average premium of 40 per cent on 
imports, and on an average import bill of Rs. 18 bition (which is the 
approximate average import bill for the first four years of the Third Plan),
if one-half had been subject to an excess-premium tax, there would have been 
an annual tax revenue collection of Rs. 3.5 billion: representing nearly
10 per cent of the tax revenue in India during 1969-70 of Rs. 39.9 
billion. Thus, even if nothing else had been changed in the Indian economic 
regime, a shift to an exchange rate regime which eliminated this premium, 
by devaluation or by the use of adjustable tariffs or exchange auctions 
would have helped generate greater savings. 

Needless to say, all the increase in taxation would not have implied 
a corresponding increase in savings in the economy. While it is reasonable 
to assume that the increased government savings would have more than 

1 This arument is elaborated In: The Approach to the Fifth Flu.Year Man, 
Planning Commission, Government of India, 1973. 
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offset the loss in savings from those deprived of the import piemia, the 
resulting increment in total savings is likely to have been rather small. This 
is because the bulk of the imports went to the corporate manufacturing 
sector (through AU impoit licensing) and the profits of that sector were 
subject to the 50 per cent corporation tax anyway" and the corporate 
sector had a rather large propensity to save out of incremental retained 
earnings. 

In conclusion, the linkages between India's trad: regime and savings 
performance are many and diverse; they are also difficult to' evaluate and 
quantify with the degree of success that would be necessary to arrive at a 
reasonably firm conclusion regarding the sign of the net inipact. It is clear, 
enough, on balance, that one cannot really justify, on the available and 
analysed evidence, any claim that the QR.regime, while it may have led to 
several "static" inefficiencies and costs, had at least the saving grace
to improse the savings performance and thus lead to higher growth
in the long run. 

VI. CONCLUDING REMARKS 

The analysis so far presented points to the conclusion that 
India's foreign trade regime, in conjunction with domestic licensing policies 
in the industrial sector, led to economic inefficiencies and impaired her 
economic performance. This conclusion follows not merely from the static 
analysis, but also from the analysis of growth effects. The policy framework 
was detrimental, on balance, to the growth of the economy by adversely 
influencing export performance, by wasteful inter-industrial and inter-firm 
allocation of resources, by permitting and encouraging expansion of excess 
capacity and by blunting competition and hence the incentives for cost
consciousness and quality-improvement. The effects on savings and R & D 
expenditure were, at best, ambiguous and cannot plausibly be cited as having
offset these inefficiencies. 

The analysis of the June 1966 devaluation-cum-liberalizatin policy 
package, far from showing that exchange rate adjustment is unworkable, 
suggests the (.,p;)osite conclusion that such a change is necessary to stimulate 
the increased efficiency and faster growth of the Indian economy. The 
analysis has also indicated how such a policy package could be better 
designed to secure more acceptable and lasting trans'ton to a less restrictive 
foreign trade regime. 

22 Thes premia evaded taxes whenever they vire illegally transacted in the market. 
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INDIA
 

Introduction: T. N.Srinivasan 

India had undertaken 'planned' economic developmer,: since 1950. 
The real growth in net national output had been 3.7 per cent per annum 
during the First Plan (up to 1956): 4 per cent per annum in the Second 
Plan (up to 1961) and 2.6 per cent in the Third Plan. Following a 'plan 
holiday' real GNP grew by 2.9 per cent per annum during the Fourth 
Plan period. So, eAcept, possibly, in comparison to the pre-independence 
period, the annual rates of growth which had been achieved were hardly 
impressive as the rate of population growth increased from about 1.5 
per cent per annum in the early 1960s to about 2.2 per cent per annum 
now. 

There had been practically no inflation till about 1962/63. There
after, prices had been increasing and, more recently, the rate had increased 
substantially to about 25 per cent in 1973/74. 

The agriculture sector was the major source of income generation 
and employment and its share in domestic product had declined from 
one.half in the early 1950%to about 41 per cent now. 

Phase IV of the Blhagwati-Kruegei analytical framework existed 
from 1950 to 1956 and overlapped the peri )dof the First Plan which was 
largely a c:ollection of investment projects for Post-War rehabilitation and 
ongoing agricultural investments. Quantitative restrictions and exchange 
controls had been carried over from the War period but, with accumulated 
sterling balances and the surpluses from the Korean boom, were not 
implemented with the same intensity and purpose as in later periods. 

Planned industrialization for capital goods and heavy industry 
had begun with the Mahalanobis plan-frante for the Second Plan and, 
except for minor changes in emphasis, has remained basically the same 

strategy up to the draft of the Fifth Plan issued a year ago. A series of 
mechanism were developed during th i period for the implementation of 
the Plans. In the industrial sector the basic mechanism was that of investment 
licensing and control along with foreign exchange controls. 

The allocation procedure of foreign exchange began with the 
preparation of the foreign exchange budget which, having estimated 
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teceipts from foreign assistance, exports, etc., initially allocated resources fot 
priority payments such as for debt servike, food4, fertilizer, pc:ioleum and 
defence needs. Thereafter, bulk allocations were made for both public 
and private sector use and licensed through a number of government 
agencies. Private sector users were further categoriied into established 
importers; actual users (the authors preferred the term 'npparent users'), 
newcomer licenses, capital goods, export promotion licenses, etc. 

Economic criteria did not appear to determine the allocation of 
foreign exchange between groups and within groups. The basic consideration 
was that a fair share should be provided. Thus, allocations were often made 
on the basis of installed capacity irrespective of efficiency of utilitatlon 
or the usefulness of the installed capacity. 

There were three major rationale adduced for the exchange control 
system: firat, the alleged concern for the smaller entrepreturs and the 
weaker groups; second, since foreign exchange was scarce, licensing was 
required to ensure its use only for priority uses and, third, to ensure a 
proper regional aL., ;ation of the scarce commodity. 

In actual practice, the objectives sought had not been achieved. 
The system of administrative allocations effectively favored the larger 
business groups and industries who had better access toi the bureaucracy. 
Rather than protecting the smaller trader and industrialist, the system, 
if at all, assisted the larger firms as against the largest. 

The imports of luxury consumption goods had been prohibited. 
Import substitution was, however, encouraged by incentives such as develop
ment rebates being extended to such industries as well. While thfe direct 
imported inputs into such industries appeared small, the supposed In
digenous inputs frequently (.,nsisted largely of imported inputs which 
had undergone minimal processing. 

It was not clear to what extent the system of exchange allocations 
had affected the regional balance. Most often it appeared to depend 
on the comparative ability of the regional )fficialdom in negotiating 
and using foreign exchange allocations. 

Export performance in real terms had riot been very significant 
throughout the entire period iurveyed although sonc relative improvement 
was evident during the PhasL. IV period and during the brief period of 

liberalization. 

With the move into Phase It in the early 1960s the bias against 
exports was recognized and export subsidies through indirect tax exemptions, 
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direct tax concessions, cash subsidies, freht concessions and import
replenishments were initiated. The lack of adequate data on the wide 
range of subsidies offered had made quantification of the effects difficult 
but the Study had provided some estintes of whatever was possible. 

The common feature of all the incentives offered was that the 
rates were uncertain fi, that they could, and were, often changed by
administrative flat. That made future planning difficult for the exporter
and the Study had detailed the economic effects of the chaos ind.uced by 
that system. 

Die over.invoicing of exports was one of the more obvious 
results of the system. On the one i-and, the value of exports was often 
Inflated so that larger subsidy payments could be obtained while, on the 
other hand, export earnings were declared even where no exports had 
actually been made. In both cases the level of the export subsidies made 
It profitable for exporters to declare as export earnings foreign exchange
illegally purchased on the free market abroad. Some part of the fall 
In export earnings immediately after devaluation was due to the disincentive 
to such practices caused by the withdrawal of sonic export subsidies. 

Exporters had been granted import entitlements rather than
 
cash subsidies on 
 the ground that such a system effectively made the
Importer subsidize exports without the need for any financial transactions 
through the government budget. A wide range of import taxes, however, 
already existed and a direct cash subsidy from those revenues would 
have been preferable as the premia on import entitlements, otherwise,
tended 1,ifall with an increase in exports and a concurrent increase in the
supply of waiport entitlements. The import entitlement scheme was, thus,
self-limiting and effectively penalized increased exports by reducing the 
premia realizable. 

Around 1965 it was being accepted that the policies of export
sub.idy were not providing a stable environ.,lent for export growth.
That period coincided with the Indo-Pakistan %tar and the consequent
suspension of foreign assistance. The policies of iiberalization adopted in 
June 1966 were as much due to the pressure front foreign assistance 
donors as to the realization that the existing export promotion/import 
substitution regime needed rationalization. The political ramifications of the
external pressure for the adoption of more liberal policies were Important 
in that they appeared to have precluded further moves towards parity 
changes or liberalization. 

By the June 1966 reforms. the rupee was devalued by 57.5 
per cent; many export incentives were withdrawn and export duties 
Imposed on traditional exports with inelastic world market demand. 
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Although the nominal devaluation was 57.5 per cent, the removal 
of export subsidies and the imposition of import duties resulted in a 
net devaluation of 21.6 per cent on visible exports; of 25.6 per cent on 
invisible exports; of 22.3 per cent on total exports and of 44,8 per cent 
on imports. Effectively, then, the bias against expoirts continued even 
after the devaluation. 

The fact that cash subsidies to selected exports had been con. 
sidered even at the time of the devaluation indicated that the reforms of 
June 1966 had not intended full liberalization or the total elimination 
of bias and irrationality. 

Cash subsidies were reintroduced within two months of the 
devaluation and most other schemes also re-emerged within two years 
thereafter. Newer schemes included the provision of indigenous materials 
at International prices; losses on exports being borne by the State Trading 
Corporation; the preferential licensing of investment in export industry; 
the authorization of foreign collaboration and approval of foreign invest. 
ment by domesti" entrepreneurs. 

The import entitlement scheme was replaced by the import
replenishment scheme on the grounds that import entitlement provided 
an unduly large subsidy. However, the import replenishment scheme also
 
continued to provide a subsidy since imports commanded a premium and
 
such imports were now made available at non-premiunm prices.
 

It was difficult to draw any conclusions as to whether liberalization 
contributed to better economic performance as real liberalization did not
 
take place and most schemes of subsidy were reintro !uced within two
 
years thereafter.
 

Furthermore, following the devaluation of 1966 an inflationary
rise in prices resulted. T11, -simple econometric model used in the Study
suggested that, to a signi cant extent, the price increases were due to 
factors exogenous to the devaluation. Phe major contributor 'vas the un
precedented droughts of 1965/66 and 1966/67 which led to a severe 
drop in the output of foodgrains. 

The effect of the devaluation on exports had been analyzed
also in relation to the effect on domestic output of the droughts and 
the fiscal and monetary policies adopted to combat inflation. When 
those factors were also taken into account in the export regressions, the 
results indicated that the net devaluation had a significant effect on the 
non-traditional exportr while the effects on the traditional exports had been 
minimal 
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The Study included calculations of the effective rates of protection 
and domestic resource costs. While the variance in both measures was 

large, the Study had not placed much reliance on the conclusions to be 

derived therefrom. 

The effects of export performance on growth had been analyzed 
through a simulation model based on Eckaus-Parikh planning model for 

the Indian economy. The effects of liberalization on the manufacture 

of non-traditional exports had been quantified to demonstrate how that 
sector could have significantly improved the value of the objective functions 

of the planning model (i.e., the discounted consumption over the planned 
horizon). 

There was some evidence to suggest that primarily export-oriented 
industries engaged in more research activity and were more innovative. 
The evidence was, however, not conclusive as the number of firms surveyed 
was small. Two alternative estimates of the effects of export orientation 
on technical change were also inconclusive. 

The aggregate marginal propensity to save during periods of 
strict exchange control had been the same as during periods of relatively 
easier controls. At the micro level, too, there was no observable difference 
in the marginal propensity to save as between groups of industries that 
benefitted from the controls as against groups of industries that did not 
benefit. While the exchange control regime had not affected savings 
behavior cithof negatively or positively, an analysis of whether there 
had been an acceleration in the savings behavior of particular groups of 

industries could have usefully supplemented the Study's analysis based on 
the major source of income of different groups of industries. 

On external resource flows, the evidence presented in the Study 
was not conclusive as to whether those flows had been a supplement or a 
substitute for domestic savings. 
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COMMENTS 

by 

Jean Baneth 

The comments on the Study were mainly confined to the period
following the 1966 devaluation. The references to the suspension of foreign
assistance to India during that period needed further clarification as, in 
fact, there had been the largest-ever inflow of net foreign assistance. 

The period of severe import restrictions in India differed in two
major respects from the very restrictive regime that prevailed in western 
Europe after the war. The Indian system severely restricted the import of 
current production goods while the western European system discriminated 
as between import sources but had not restricted the import of current 
production goods. In the western European system, too, consumption
goods whose imports were sev "ely restricted also faced severe restraints 
in domestic production and cei,3umption as well. As pointed out by the 
Study, the Indian system, on the other hand, had encouraged the domestic 
production of consumption goods whose import was severely restricted. 

The Study had under-emphasized the phenomenon that import
controls shielded domestic manufacturers not only from foreign competition
but also from domestic competition. The allocation of scarce current 
production inputs had acted as a government-enforced cartel to enforce 
compulsory market-sharing among domestic producers. Prices of domestic 
manufactures, consequently, had remained at levels that had enabled the 
least efficient producer to continue to operate: price-fixing by the govern
ment had also made for the same result. The most efficient producer,
thus, made large piofits but could not expand production even with large 
excess capacity. 

Industries were, thereby, shielded from their inefficiency and,
particularly, from the inefficiency in using foreign exchange which was
 
the scarce resource that the 
 controls sought to utilize most efficiently.
That phenomenon was most pronounced in the pre-devaluation period and 
in the recent Phase II period. 

The self-limiting nature of the export subsidy scheme was not 
incidental but, probably, designed. The 1965 report of the Ministry of 
Commerce, for example, had stated that every industry should export,
almost as a national duty, with losses incurred thereby being compensated 
by Government. 
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The Study had correctly analyzed the impact of devaluation 
on effective exchange rates. Effective exchange rates for exports had varied 
from the strongly positive to the strongly negative while the average for 
industrial exports had been strongly negative. While this commodity-wise 
average effective exchange rates for traditional commodities improved 
slightly, the imposition of specific export duties led to the marginal 
deterioration of effective rates on the lower grades which faced most 
competition on the world market. Concurrently, also, import costs had 
increased by 40 per cent in domestic currency terms and the bias reduction, 
consequently, was effectively negative. 

That conclusion was based on the fact that when there is a 
trade deficit the increase in the rupee value of imports consequent to 
devaluation exceeds the increase in the rupee value of exports and thus 
reduces the funds available to finance aggregate domestic demand. However, 
this analysis is valid only if the trade deficit was financed by drawing 
down external reserves. In India, the trade deficit was financed by foreign 
assistance, whose rup'. value also corresponds to the budget deficit. 
Devaluation increases the rupee value of this foreign financing; areduction 
of aggregate domestic demand (and the demand-oriented deflationary 
impact) results from devaluation only if the Government concurrently 
reduces its reliance on deficit financing of the budget. 

Effective devaluation generally increased the domestic currency 
prices of export goods because of increased foreign demand. That effect 
was not very significant in India because the effective devaluation for 
exports was not particularly high. On the other hand, devaluation sig
nificantly increased the rupee cost of imports and exerted a substantial 
cost-push inflationary pressure. Despite that, the prices of manufactures 
grew at a slower rate in the two years after devaluation than in the two 
preceding years. Furthermore, despite manufacturing being more import-
Intensive than the rest of the economy, the ratio of the price index of 
manufactures to the overall price index also fell after devaluation. 

As the Study points out, the drought and the financial policies 
adopted were important factors mnexplaining tF.,se phenomena. 

However, an additional and perhaps more important factor was 
related to the fact that import controls had earlier imposed a total and 
important restraint on domestic competition. The import liberalization 
of current production goods suddenly induced fierce competition on 
the domestic market. 

If there had been reasonably free competition In the domestic 
market before devaluation, Imports would have been distributed according 
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to the relative productive efficiency of manufacturing units and a cost-push 
inflation would have followed devaluation. The cost.push inflation would 
have been even more intense if rigid import controls had prevailed both 
before and after devaluation. 

As it happened in India, devaluation and import liberalization 
were effected almost simultaneously. Competition intensified and the more 
efficient units expanded output while the less efficient units had to contract 
output. In the absence of the cost.push inflation that then prevailed the 
prices of manufactures could have even fallen. As it was, all the cost 
increases could not be absorbed by manufacturing industries. Increased 
efficiency from the redistribution of imports to more efficient users and 
lower profit margins induced by greater competition did, however, absorb 
much of the cost increases. 

Non-agricultural national product grew slightly faster in the two 
years following devaluation than in the two years preceding it. Such an 
acceleration does not correspond to the classic picture of recession. The 
feeling that there was an industrial recession was in part due to the 
compression of profit margins which affected the morale of industrialists. 

In effect, devaluation combined with import liberalization squeezed 
some industries between rising costs and increased competition which 
together pared profit margins. The drought, on the other hand, squeezed 
other industries between rising costs due to higher agricultural prices and 
reduced effective demand for their outputs. These trends were further 
accentuated by the compression of public investment. 

In total, industrial investment was compressed aid, in relation to 
GNP, has never again reached earlier levels. The relatively difficult position 
of the industrial sector eased only very gradually in subsequent years. 
Industrial production grew very slowly and industrial exports accelerated 
for a limited period after various new subsidies had offset the losses 
sustained at devaluation. Along with the drop in net foreign assistance 
receipts towards the end of the 1960s and the suspension of US assistance 
in 1971, the limited liberalization of 1966 wh3 gradually eliminated and 
there was a return to Phase II. 

The Study had suggested that the failure of the exercise in 
devaluation and liberalization was mainly due to the droughts aild that 
devaluation should have been postponed till a good harvest was realized. 
That would, no doubt, have evaded the coincidence of the drought-created 
pressure anci the devaluation-cum-import liberalization pressure. However, 
these pressures also controlled import demands; facilitated import liberaliza
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tion and created some favorable conditions for the growth in industrial 
exports even in the absence of an appropriate exchange rate. 

Although the effects of the drought on prices were well documented, 
the effects of the drought on the physical availability of commodities for 
export were less certain. In volume terms the only export commodities 
that had been substantially affected by direct drought-induced supply 
shortages were jute, cotton and, possibly, oil-cakes. Key exports, including
jute and tea, were generally at record values in 1965 and 1966. While exports
of cotton textiles fell, the abnormal level of cotton textile inventories 
at the end of 1966 did not suggest that the shortage of raw cotton 
had affected exports; raw cotton could also have been imported had 
there been an export demand for cotton textiles. 

The main reason for the failure of the experiment in devaluation 
and import liberalization was the inappropriateness of the exchange rate.
The Study had analyzed the various possible motives for the choice of the 
rate and had concluded that the objectives had been varied. Yet one should 
note that the first draft of the Fourth Plan had laid great emphasis on the 
achievement of an export growth rate of 7 per cent. The exchange rate 
arrived at was, in a sense, related to that target although the relationship 
was actually different from that anticipated by the decision-makers. 

The detailed export targets of the first draft projected ari enormous 
expansion in the export volumes of teri, jute manufactures, iron ore, 
cashews and other traditional exports. While the targets themselves were 
very ambitious, a more favorable exchange rate appeared only marginally 
relevant to the achievement of these export targets in traditional com
modities. Conversely, too, given those ambitious targets, there appeared 
not much need to spur the rapid growth of industrial exports through a 
favorable exchange rate. In addition relating the new exchangeto rate 
to such unduly low targets for the growth of industrial exports, policy 
makers had also underestimated the effect of withdrawing the pre-devaluation 
export subsidies. Furthermore, the erroneous notion persisted that most 
industrial exports enjoyed an effective rate slightly better than before 
the devaluation. 

Had the effective exchange rate for industrial exports improved
substantially, existing capacities could have been used for production
for export and a corresponding increase obtained in import capacity as 
well. Instead, what actually happened was purely a reallocation of Imported
inputs from less to more efficient firms. Increased exports would also have 
obviated the need for an inflationary fiscal stimulus to the better utilization 
of existing industrial capacity and would have enabled the continuation 
and expansion of the experiment in liberalization. However, full success 
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of the devaluation-cum-liberalization program would also have required 
a drastic modification of many other policies not directly related to trade 
regimes, such as controls over private investment and the management 
of the public sector. 

The difficulty of repeating the 1966 experiment in the future was 
not due to the widespread impression that it had been made under 
foreign pressure. 

The real opposition to further devaluation and import liberalization 
arose because the 1966 experiment had failed. The experiment had failed 
because the devaluation had been inadequate to provide a stimulus either 
to exports or to rational import-substitution. 

The greater the real or fancied political difficulties in devaluation, 
the more important it was that a substantial margin of under-valuation 
resulted after the devaluation. Where the decision to devalue was politically 
difficult, that should not be undertaken until and unless it could be 
properly implemented. 

COMMENTS 

by 

Idrak Z. Bhotty 

The Study had concluded that a policy of promoting exports 
more energet!cally would have produced better economic results. That 
conclusion, in effect, assumed that the productive capacity in appropriate 
industries was available and that the products were, in fact, exportable.
For, otherwise, there was a time element involved not only in the establish
ment of industries but also in reaching the stage of being competitive 
on the export market. In the 15-year period covered by the Study, 
additional exports of non-food, non-agricultural and non-clothing products 
would mainly have had to be generated from the engineering and chemical 
industrial sectors which formed a relatively small part of the total industrial 
sector.
 

Data on capacity utilization was inadequate and somewhat un
reliable - as the Study had indicated - and the conclusions derived there
from should be subject to reservations. Also, in a developing economy, 
technical and managerial problems in some sectors of the economy were 
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often reflected in the performance of other sectors. An example had been 
the apparent under-utilization of industrial capacity which had arisen not 
because of conditions within the industrial and trade sectors but, rather, 
from peculiar technical and managerial problems in the power sector. 

The Study had noted that, while a particular set of policies had 
been announced for the 1966 episode, those policies had ultimately not 
been implemented as such. Greater attention should have been paid in 
the Study to investigating the reasons for the hesitancy, or the inability, 
of the government to implement the entire set of policies as originally 
announced. Equally, too, while the Study had carefully documented the 
movement of the trade and payments regime from Phase I onwards, 
there had been relatively less attention paid to the processes of, and the 
reasons for, the movement from Phase IVback to Phase II. 

The study had, with reference to the regime of quantitative
restrictions, concluded that the economic performance of India during the 
Plans had been strongly influenced, if not completely determined, by the 
policies of licensing industries and imports. However, the study had also 
suggested that the basic developments in the price level, production and 
investment which followed the 1966 liberalization episode were a product 
of factors that had been substantially exogenous to the policy changes. 

If such exogenous factors had been so important in nullifying 
the effects of policy changes in exchange control, too much importance 
had, possibly, been given to that limited area of economic policy. The 
suggestion that devaluation should have been undertaken only after a good
harvest was devoid of realism for good harvests were never delivered as 
scheduled: that suggestion had recognized the importance not only of a 
good harvest but also of many related factors in the economy which had 
little to do with exchange control policies. 

The more fundamental factor which had been ignored in the analysis 
was that India had opted after Independence for directive planning of 
the economy through physical targetting. That necessarily required the 
use of controls to ensure that resources would be distributed in a manner 
which could enable plan targets to be achieved. 

But, having accepted the necessity to control, inadequate attention 
had been paid to developing an appropriate system of controls. The 
entire network of controls, therefore, had grown in an ad hoc manner. 

However, the alternative to an inefficient system of controls 
was not only to discard the principle of using controls: there were many 
possible alternatives to develop an efficient and appropriate system of 
controls. 
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The effort to make the system of controls more efficient had, 
however, not been made. If that attempt were to be made, the notion 
that controls per se were desirable could be subordinated to identifying 
appropriate control mechanisms for situations where other directive 
mechanisms were inadequate. The appropriate role of indirect controls 
and non-discretionary controls could also then be investigated further. 
However, while there were legitimate doubts about the efficiency of the 
bureaucracy in managing the control structure, the important point was 
that specific social objectives were being sought to be achieved rather than 
purely market efficiency. Consequently, it was equally questionable whether 
a free market situation could itself enable the realization of the given 
social objectives in a necessarily more efficient and less anti-social manner. 

Such issues merited greater attention in the Study while the 
impression given in the Study of the desirability of a uni-directional 
movement from Phase I to Phase V needed to be removed from the 
analysis. It should, in particular, have been specifically recognized that 
there was the legitimate possibility, under certain circumstances, of re
gressing in the opposite direction as well. 

General Discussion: 

Greater attention should have been paid to the overall philosophical 
approach to development within which the trade and exchange regimes 
had to function. The attainment of economic efficiency was not the only 
or even the principal - objective in development planning in India and 
systems of quotas and licensing were a manifestation of the basic approach. 

The framework of trade and exchange controls and the manner 
of their evolution and administration had also to be considered in the 
light of the srcio-political circumstances of India. The liberal democratic 
parliamentary form of government and the diverse political base of the 
governing party had contributed to various regional and sectional pressures 
on the governmental and political apparatus. 

The 1966 episode of devaluation and the concurrent measures 
adopted were not specifically designed only to tackle the poor export 
performance or the growing balance of payments problem. The main 
intention had been to induce a greater efficiency-oriented approach to 
the entire framework of development policies. There had been a rapid 
reversion to Phase 11policies as there was no political basis for an efficiency
oriented system and the 1966 episode had basically realized a simplification 
of procedures and systems of control. 
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The role of the Aid Consortium in the decision to devalue 
in 1966 had been over-emphasized. The Consortium had sought an 
efficiency-oriented approach in general but, even if a devaluation would 
have ultimately resulted, the implicit pressure from the Consortium for 
a devaluation as part of more efficient trade policies had resulted in 
political repercussions thereafter. 

The suspension of foreign assistance to India had been over
emphasized as the suspension had been very limited in time; had been 
restricted to a few donors and had been followed within a year by the 
largest flow of food aid ever. 

The specific circumstances of the domestic market in India 
merited further consideration. There remained large ar-ias of unsatisfied 
domestic demand and industrial outputs were readily absorbed by the 
domestic market with satisfactory returns to industry. The industrial 
sector, consequently, had no real incentives to move into the export 
market and tended to remain in the Phase I stage of import-substituting 
industrialization. With the large, unsatisfied domestic demands there were 
also political compulsions which had militated against the diversion of 
available outputs for export. It was noted that, during the 1966 devaluation, 
there appeared to have been greater concern about the impact of the 
devaluation oi. imports rather than in the incentive effect on exports. 
It was suggested that the most effective solution might lie not in the 
provision of greater incentives for export but, rather, in more direct control 
over outputs in agriculture and industry and in their allocation as between 
the domestic and export markets. 

The Study had concluded that better export performance would 
have led to a better growth performance but had not considered the 
precise policy options that were feasible in the given socio-political 
circumstances. 

In comparison with many other developing countries the export 
performance of India had been significantly poor particularly in the light 
of the potential of the economic structure and the human and material 
resource endowments of the country. It was suggested that some part 
of the shortcoming might be due to the over-confidence of the bureaucracy 
in its ability to manage the economy in the manner in which it had been 
done. It was, probably, important that considerable reform was required
of the form of management and the system of controls even if better 
results were to be expected under acontrol regime. 

The Study had analyzed the equilibrium rate of exchange and 
the exchange rate that would have been more appropriate to the expansion 
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of exports. However, from the policy-making point of view the most 
important consideration was the determination of that rate of exchange 
which could be effectively implemented through demand management
policies in the light of the political constraints and the distributive impact
of the changed exchange rate. 
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Foreign Trade Regimes and Economic Development 

EGYPT
 

Introduction: Karim A. Nashashibi 

There had been two distinct periods in the history of foreign 
exchange regimes in Egypt. During the 1950s, the government had pursued 
macw-economic and social goals such as full employment, redistribution 
of income for greater equality and price and income stability within 
essentially a private enterprise system. The foreign exchange regimes 
of that era could be appraised in terms of the Project schema since the 
macro-economic goals had been sought through the market mechanism and 
the response to prices. 

During the 1960s :he government had taken direct control over 
most of the economy both by nationalization and by central directives 
affecting both production and investments. The role of the price mechanism 
radically changed and became restricted to an income distribution function 
while the allocation of resources by direct controls reflected neither the 
domestic not the international price structure. The Phases suggested in the 
Project were, therefore, inapplicable to that period although productive 
and investment efficiency could be appraised in terms of government 
policies in agriculture, industry and the foreign trade regime. 

Immediately after the War, although the capital stock was largely 
worn out, Egypt had foreign exchange reserves which had amounted to 
about two.thirds of national income and to about four years of imports 
at the 1945 level. The reserves had been mostly blocked in London 
and released only gradually but from 1945 to 1947 the economy had sus
tained a Phase V period with minimal restrictions on trade and payments. 

From 1947 to 1950 there had been a reversion to Phase I 
consequent on payments difficulties associated with the dollar shortage 
and the unavailability of raw material and capital equipment against 
payment in sterling. Import licensing, export premiums, triangular trade 
and other policies were introduced to effectively depreciate the currency 
against tho dollar and to increase imports from the dollar area. 

The Korean boom from 1950 to 1952 increased export receipts 
by one-half and enabled widespread tariff reductions and the removal of 
many trade and exchange restrictions. Imports increased at an even faster 
rate and the trade balance had continued in deficit. The economy 
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concurrently had faced a recessionary inflation with declines in agricultural 
and industrial output and annual price increases of about 7 per cent. 
Nevertheless, real gross national income rose substantially because of the 
strong improvement in the terms of trade. 

From 1953 to 1960 the trade and payments regime moved into 
Phase II. With the post-Korean War recession and the sharp decline in 
export receipts, import licensing had been extended to all commodities; 
Import duties were increased; import entitlements were granted against 
export receipts; a 10 per cent surcharge levied on remittances and export 
premiums which varied by commodity and currency were granted. Political 
factors that had arisen out of the Suez Canal nationalization also influence,' 
economic policies and bilateral trade had been extensively resorted to. 

With the resurgence of government investments from 1957 to 
1960, aggregate demand increased substantially and resulted in the appearance 
of some shortages within the economy. 

By 1960 the import surcharges and premiums had resulted in an 
effective depreciation of 19 per cent on imports and 10 per cent on 
exports. 

The cyclical fluctuations in the world economy thathad affected 
the price of cotton exports and the downward trend in cotton prices 
essentially explained the evolution of foreign trade and exchange regimes 
In Egypt during the 1950-1960 period. Foreign exchange regimes had been 
used as the main instruments of counter-cyclical policy to stabilize and 
insilate the domestic price level, production levels and the balance 
of payments from the fluctuations in the world economy. The currency 
had been permitted to appreciate when cotton export prices rose and 
depreciate when cotton prices fell with an overall movement towards de
preciation, as in fact generally happened in a counter-cyclical and counter
trend manner. 

With export prices fluctuating more than import prices, the 
appropriate policy should have been floating exchange rates supplemented 
by tax and subsidy measures. Rather, an equivalent multiple-exchange 
system had developed. However, the counter-cyclical policies had prevented 
the cyclical allocative effect required for productive efficiency. Never
theless, this price inefficiency had been endured for domestic economic 
stability and for the achievement of domestic macro-economic goals. 

In 1961 an acute foreign exchange crisis developed with the failure 
of the rice and cotton harvests and with large payments due for capital 
works and as compensation for nationalized foreign properties. With the 
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sterling balances almost depleted, IMF credit was negotiated and the 
Egyptian pound was devalued from 35 to 43 piastres to a dollar. The 
devaluation was essentially a unification of the multiple-rate system. 
With an effective devaluation of only about 4 per cent, the impact of that 
would have been minimal even if the effects of the devaluation had been 
carried freely through the price mechanism. However, government policies 
had insulated the domestic price structure from the effects of the devaluation 
and domestic demand had increased substantially since the government 
had no intention of sustaining the appropriate demand management 
policies necessary for an effective devaluation. 

Industrial investment by the government increased substantially and, 
between 1957 and 1964, the highest contemporary growth rate of an annual 
6.5 per cent had been recorded. The deficit in external payments, which 
had hitherto been met by depleting foreign reserves, was now covered by 
foreign assistance and an increase in foreign debt. 

Another acute foreign exchange crisis developed in 1965 and, 
instead of further devaluation, the government imposed credit restrictions 
and other demand management policies which had led to recession and 
stagnant production without the reallocation of resources which would 
have resulted from a devaluation fully reflected in the price structure. 

With the 1967 War, the economy was severely set back. For 
domestic political reasons private consumption could not be curtailed 
and the large increases that resulted in public consumption made for 
sharp cutbacks in investment. Since that time, in fact, investment levels 
have barely sufficed to replace worn out capital equipment. 

The government had always actively intervened in the agricultural 
sector in administering the irrigation system; in administering the coopera
tives created for the implementation of land reform and land consolidation 
and in assuring crop rotations so as not to exhaust the soil. Governmental 
intervention increased further after 1961 with the implementation of 
procurement and sales prices for agricultural crops. 

The effective rates of protection for fourteen agricultural crops in 
1961 and 1963 and for ten crops in 1974 had varied very widely with 
negative protection for the export crops and significant protection for 
most of the food crops. The analysis of DRCs had revealed a similar 
situation and indicated that the agricultural sector would not have been 
much affected by a larger devaluation and freer trade in 1962. Indeed, 
Egyptian agriculture was on the whole competitive enough to have withstood 
the introduction of free trade in 1962. The wide dispersion in ERPs and 
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DRCs among agricultural crops was, however, particularly significant as 
the government had been concerned not only about income disparities 
between the agricultural and manufacturing sectors but also about income 
distribution within the agricultural sector and between different regions 
of the country. 

The comparison of international and domestic prices for agricultural 
products had shown that the taxation of agriculture, which effectively had 
begun in 1961, had since increased substantially. The attempt to extract 
the maximum surplus from the agricultural sector appeared to have had 
adverse repercussions on agricultural exports. 

Since there were many problems associated with the estimation and 
interpretation of DRCs for agricultural crops and since DRCs tell us little 
about the degree of suboptimability in the allocation of resources, the 
Study had also analyzed the supply response functions to price, water 
supply and labor and has attempted to quantify the suboptimability in the 
cropping pattern by predicting crop areas for major field crops on the 
alternative assumptions that farmers would follow domestic prices or 
international prices in the short run or would adjust instantaneously in 
the long run to international prices. A comparison of the predictions 
with the actual acreage and cropping patterns for the period 1962-1968 
suggested that the suboptimability had been about 8 per cent of the total 
area studied with half of the distortions due to government interventions. 
Supply elasticities in agriculture--both in short run and in the long run 
-had been, however, so low as to afford very few degrees of freedom in 
the agricultural sector and the reallocation of the cropping pattern toward 
a more optimal distribution may have required tax and subsidy measures to 
compensate for undesirable income shifts. 

There had been a very wide dispersion of ERPs and DRCs in the 
industrial sector as well. The cement industry appeared to be the most com
petitive and efficient industry but had to contend with very low government
fixed prices for its output and with tariffs and restrictions on inputs. 
Phosphate and nitrate fertilizers and tires were also competitive on the 
basis of a more realistic rate ofexchange of 61 piastres to the dollar in 1961. 

The estimation of the DRC and the long-run competitiveness 
of the sugar industry depended crucially on the assumption regarding 
International prices, While the analysis had assumed a price of 3.7 cents 
per pound, the present international price is about 10 times that level. 
The DRC in the sugar industry had also been overestimated by the wage 
rate used. The cane-crushing season corresponded with the slack agricultural 
season in under-developed areas within Egypt and the labor employed 
had in all likelihood alower opportunity cost. 
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The cotton textile industry had faced restrictions since 1916 on 

the import of short-staple cotton. While that restriction protected the 

domestic producer of long-staple cotton, the input base of the industry 

had become too expensive for the production of cheap cloth. The com

industry improved dramatically in thepetitiveness of the cotton textile 
analysis when the input base had been assumed to be short-staple imported 

severe in findingcotton. However, the industry may face problems 

for cotton which faced falling demand onalternative uses long-staple 
world markets. 

steel and the automobile industries hadOn the other hand, 

a negative value added at international prices in thatthe value of the traded 

and nuntraded imported inputs exceeded the import price of the commodity. 

with paper, it was due to low capacityWhile this was also the case 
utilization and start-up costs. 

While under the Egyptian institutional framework, protection 

did not necessarily cause resource pulls toward inefficient sectors, the 

central management of industry and restrictions on agriculture, together 

with the price and allocative distortions caused by the successive exchange 

regimes, have considerably weakened Egypt's foreign trade sectors and 

set back potential growth. Overall, the share of exports had declined from 21.2 

to 14.3 per cent in 1970 with exports increasingper cent of GNP in 1952 
3 per cent. While exports had been affectedat an annual rate of only 

prices limitedby the downward trend in cotton export and by the 

degrees of freedom in the agricultural sector, exports could have been 

optimum cropping pattern in agricultureexpanded much faster by a more 

and by exploiting the considerable potential in industry.
 

as the wars and declining cottonWhile exogenous factors such 

export prices had affected development, better management of the economy 

in general and of exports in particular could have enabled much better 
being reappraised at present,overall performance. While policies were 

exogenous factors such as the unresolved political situation in the Middle 

East would play an important role in the future as well. 
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COMMENTS 

by 

Mohamed Ariff 

Southeast Asian countries also had, like Egypt, a heavy reliance on a 
narrow range of primary export commodities which had exposed these eco
nomies to the vagaries of external fluctuations. Thus, although the economic 
system and the role of the export sector had been somewhat dissimilar 
in Egypt, the Southeast Asian countries could benefit from Egypt's
experiences and experiments with the policy instruments of import licensing,
import entitlement, export premium, bilateral trade and the nationalization 
of foreign trade and industry. 

There had been interesting contrasts in the policies used to adjust 
to balance of payments fluctuations. Till 1961 Egypt had adopted counter
cyclical trade and exchange policies to stabilize domestic prices and 
production and to adjust the disequilibrium in foreign payments. Trade 
and exchange policies in Malaya during the 1950s and the 1960s had,
however, remained neutral to fluctuations in the balance of payments 
and instability within the domestic economy was permitted as part
of the adjustive process. The commodity price boom during the Korean 
War had, consequently, resulted in an economic boom in Malaya while 
the trade and exchange policies adopted in Egypt had resulted in stag
flation within the domestic economy. 

The Study had been over-critical about the economic policies
followed by Egypt. While some relatively inferior policy-mixes had, no 
doubt, been adopted, there had been important politico-economic cir
cumstances which had to also be taken account of. Generally it had been 
truc that the international political situation had greatly constrained and 
influenced domestic economic policies. The adverse reaction from the 
traditional trade to expansion of trade with thepartners the centrally
planned economies had, for instance, necessitated even tighter trade and 
exchange controls. 

Direct governmental intervention in the economic system had 
apparently led to progressively greater intervention. Such intervention 
had not necessarily led to greater distortions as some direct controls had 
a built-in tendency towards equilibrium. The export bonus and import
entitlement schemes had, In effect, floated the exchange rates and made for 
a depreciation of currency. Effective depreciation had also resulted from 
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the bilateral trade with the centrally-planned economies. The actual 
distortions of direct controls could, thus, have been considerably less 
than what appeared at first analysis. 

Apart from the effects of exchange rate adjustments on allocative 
efficiency and savings, the mechanism of adjustment deserved greater 
attention in the Study not only in terms of the supply and demand 
elasticities for exports and imports but also in terms of the impact on 
real incomes and on income distribution. 

Given the limited role of the price mechanism in the domestic 
economy, foreign exchange policies had played only a very restricted role 
and had not been very effective in earing the external payments problem 
mainly because of thc very inelastic supply response of primary export 
commodities. The devaluation of 1962 had, consequently, only increased 
production costs, inflated import payments and worsened the balance of 
payments. It was, consequently, difficult to accept the conclusion of 
the Study that a sharper devaluation would have been more effective. 

The Study had correctly suggested that a shift in the raw material 
base of the Egyptian textile industry from domestic medium and long 
staple cotton to imported short staple cotton would have rendered the 
textile industry more competitive. (The situation was similar to that of 
Malaysia exporting the more expensive high-sulphur content petroleum and 
importing cheaper petroleum for domestic consumption.) However, the 
Study had also recommended a sharp devaluation which would have 
significantly affected the situation by greatly reducing the price differential 
between domestic cotton and imported cotton. 

The Study had not adequately analyzed the factors which had 
contributed to the upsurge in industrial activity in 1967/68 (immediately 
after the Six-day War) even though capital and raw material imports had 
remained at only one-third of the 1965/66 level. During that period, too, 
there had been no significant increase in export receipts nor even large.scale 
foreign assistance for reconstruction which could have stimulated industrial 
growth. The main factor was, probably, that the Egyptian economy 
performed best when under pressure. Domestic output, for example, 
had stagnated and impors had risen when trade and payments had been 
liberalized during the Korean boom. 

The Study had provided evidence of misallocation of resources 
in terms of deviations from optimality. While some such inefficiencies 
could be traced to governmental interventions which had not permitted 
the price mechanism to operate freely, optimality could hardly be achieved 
when prices oscillated frequently and widely. 
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The absence of perfect rank correlation between ERPs and DRCs 
had been partly attributed to the inclusion of non-traded inputs. While 
perfect correlation was not to be expected anyway, the exclusion of non
traded inputs could have increased ERPs without changing the relative 
ranking unless non-traded inputs varied widely between industries. An 
analysis excluding the non-traded inputs would have been useful in the 
Study. 

The apparent paradox of the nitrogenous fertilizer industry being 
competitive abroad while requiring protection on the domestic market was 
explainable as a price discriminating monopoly industry which was in a 
position to take advantage of differences in domestic and external demand. 
Otherwise, heavy protection on the domestic market should have introduced 
a bias against exports. 

The Study had concluded that the export tax on cotton effectively 
amounted to an appreciation of the currency and :Nad, thereby, added 
to the existing exchange distortions. However, as with the Malaysian 
export tax on rubber, an export tax could play a stabilizing role when 
prices fluctuated if the tax were levied on a sliding scale, ad valorem 
basis. Such stabilization measures did, however, obstruct supply responses 
and while earnings fluctuated less, there could be reduced income over 
time. Given the 12.7 per cent export tax on rubber from Malaysia 
in 1963, a supply elasticity of 0.4 and a demand elasticity of 2.0 would 

have led to a loss in foreign exchange of M$31 million. In the Egyptian 
experience, too, it would have been pertinent to investigate what the real 
cost of the increased stability of export earnings had been. 

The studies in the Project had produced conflicting evidence of 
the effects of liberalization. While some countries (e.g. Republic of Korea) 
had successfully liberalized and moved from Phase 11 to Phase Ill, in other 
countries (e.g. Egypt) liberalization had not produced the expected results 
and had forced a reversion to Phase II. It had, therefore, been concluded 
that the failure of liberalization in some cases had been because of inadequate 
effort or mismanagement. It could be equally well argued that the failure 
of a given control regime was not an argument against control regimes 
as such but could have been due to that particular control regime being 
ill-conceived or inefficiently managed. The- alternative would then be a 
better control regime rather than necessarily a more liberal regime. 

While there were valid arguments in favor of liberalization they 
were not, thereby, arguments in favor of laissez faire.Given the imperfections 
of the market, some control was better than no control. But, whether less 
control was better than no control or whether one particular form of 
control was better than another or whether indirct controls were better 
than direct controls remained unanswered questions. 
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COMMENTS 

By 

Michael Dakolias 

There were a number of general issues which arose from the 
analyses In the Project and the Egypt Study in particular: 

The Project had generally tended to use changes in the stock 
of money as an indicator of monetary expansion. It might, however, 
have been more appropriate to have used changes in credit as the indicator 
as holdings of money in the "open" economies (studied in the Project) 
were influenced not only by bank credit but also by the surplus/deficit 
in the balance of payments. The desired balance of payments outcome 
was a policy objective which was, in effect, sought by policy-mixes which 
included credit policies. 

In analyzing the effect of a floating exchange rate in insulating 
the domestic price level from external price fluctuations the Study had 
correctly stressed the important point that, if the prices of exports and 
of imports did not move in concert, the floating rate of exchange could 
not stabilize the domestic price level unless it was supplemented by fiscal 
measures such as taxes on exports. 

An appropriate rate of exchange had to be determined in the 
light of the overall competitiveness of the economy rather than because 
of the particular circumstances of any single sector or activity. Exchange 
reforms necessarily, therefore, had differential effects on individual sectors 
and activities in the economy and whether or not non-competitive activities 
were thereafter maintained was an issue of tax and subsidy policies rather 
than exchange rate policy. 

In many devaluation episodes - including the Egyptian experiment 
of 1962 - the reasons often adduced for the failure of the devaluation 
to produce the desired effects were that the change in the exchange 
rate had not been allowed to reflect itself fully in the domestic price 
structure or that the change in the exchange rate had been inadequate. 
It is noted that credit and demand management policies had often been 
used to partly substitute for the required adjustment in exchange rate 
policies. While such policy substitution could temporarily improve the 
balance of payments, no adequate re-allocation of resources would result 
and such policies could not be indefinitely continued because of their 
adverse effects on economic growth. Also, since it was not normally 
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politically feasible to continue with restrictive demand management policies, 
the tendency has been to revert to quantitative import restrictions and 
other control measures and, thereby, return to the pre-devaluation situation. 
Therefore, where balance of payments difficulties arose from an over
valued rate of exchange, it was all the more important that there should 
be an :dequate adjustment in the exchange rate rather than to partly 
rely on other substitute policies whose effects on the balance of payments 
were only temporary. However, even where the need for devaluation had 
been both apparent and recognized, domestic political considerations had 
often weighed against a devaluation or led to a smaller devaluation than 
was required. In some cases, too, devaluation had been postponed or 
not undertaken at all in anticipation of exogenous increases in foreign 
exchange receipts from oil exports, increased capital flows etc. The 
important point was that while such exogenous flows and policies other 
than exchange rate policies might ease the immediate balance of payments 
difficulties, the continued maintenance of an over-valued exchange rate 
would affect overall growth through, particularly, a progressive decline 
in the traditional trade sector. 

It has been contended that, in small economies dependent on 
primary exports, devaluation only affected domestic prices as international 
prices had to be taken as given. Devaluation would, then, neither affect 
the foreign demand for the country's primary export commodities nor 
affect the level and composition of imports which would already be at 
minimum levels. 

However, a devaluation would, by increasing the domestic prices 
of imports, rationalize the allocation of imports within the economy and, 
thereby, contribute to greater efficiency. On the side of exports, too, 
the decision-making process at the producer level cannot but be affected 
by the significant price change in domestic currency that would result 
from an adequate devaluation. Historical experience suggests that the 
supply of primary agricultural export commodities had been responsive 
to such price changes. In addition, realistic price changes effected by 
devaluation have also induced a greater diversification of exports. 

General Discussion: 

Egypt had followed socio-political goals which had consciously 
traded some economic efficiency to achieve a substantial re-distribution 
of income, relative stability in domestic prices, greater job security and 
less fluctuations in national income. Pricing and procurement policies 
and state ownership or direction of the major economic sectors had been 
the main instruments for the realization of the desired goals. 
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It did appear that the same socio-political goals could have been 
achieved with better growth performance, greater economic efficiency 
and larger export earnings with a more flexible management of the 
economy and with somewhat greater reliance on the price mechanism. 
While the supply response of the agric Itural sector was low, cropping 
patterns had responded to price incentives: considerable opportunities for 
increased output and greater exports from the industrial sector could also 
have been better exploited. 

it was noted that the balance of payments crises had resulted, 
as in some other developing countries, in initial reductions in investment 
rather than in consumption. With increased flows of foreign assistar.ce 
after 1967 industrial production had increased rapidly largely due to the 
greater utilization of existing capacity. Economic recovery had been, 
at that stage, also assisted by the large increase in rice and corn acreage 
that the Aswan Nigh Dam hade made possible. The industrial recovery 
had, however, encountered problems by about 1972/73 as export earnings 
had become insufficient to sustain the import requirements of continued 
expansion of industrial output and investment. 

The devaluation of 1962 had followed on the severe balance of 
payments difficulties which had been accentuated by the crop failures 
in rice and cotton. That devaluation had not been primarily intended to 
regulate demand and the balance of payments but, rather, to rationalize 
the price structure and to influence the allocation of resources through 
somewhat greater reliance on the price mechanism. The effectiveness of the 
devaluation had, however, been tempered by other concurrent measures 
which had restricted the effects of the devaluation from being felt in full. 

The Study had implicitly noted the important role of the bureau
cracy in enabling the achievement of the socio-political goals. The bureau
cratic and entrepreneurial classes in Egypt had developed from the early 
1900s and, given the firm sense of political direction and social purpose, the 
required skills and experience were available at all levels to enable the 
achievement of the socio-political goals. 
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1. INTRODUCTION 

Factors influencing international trade have undergone major 
changes during the last few years with far-reaching implications for trade 
and payments of countries which have been affected, both directly and 
indirectly, by these changes. The changes refer not only to the exchange 
rate realignments which took place in 1971 and 1973, but also to changes 
in the structures of production and demand on the one hand and terms 
of exchange on the other which have affected, or are expected to affect, 
the nature of complementarities in the world economy. The structure 
of production and terms of exchange have been influenced, inter alia, 
by both physical and monetary factors characterized by stronig inflationary 
pressures and sharp Increases in prices of primary commodities, crude 
petroleum and products thereof in the world market. These changes are 
expected not only to influence the balance of payments and terms of trade 
but also the patterns of resource allocation and the rates of economic 
development of the countries concerned. 

Some of the major developments, having relevance for the trade 
and payments of the affected countries, during the past two years have been 
the following: 

(I) 	 Inflation gathered unprecedented momentum on a global 
scale since late 1972. For 1973 and 1974, GNP deflators 
of the industrialized developed countries' have been esti
mated2 to have increased by 19.5 per cent and 14.0 per cent, 
respectively. 

Refers 	 to the OECD countries. 

2 Acordins to detailed projection of prices made by the IBRD in June 1974. 
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(ii) 	 In 1972 and 1973, imbalance in the current account balance 
of payments of some of the major industrial countries and 
the failure of the capital account flows to adequately offset 
these imbalances continued. As a result, there has been 
a recurrence of currency problems necessitating further major 
exchange rate readjustments. 

(Ill) 	 An unprecedented increase in petroleum prices8 - nearly 
threefold - from $2.70/barrel in 1973 to about $10/barrel 4 

in June 1974 occurred. The increase would seem all the 
more spectacular in the light of the fact that these prices 
were only about $1.90/barrel, or even less, till the end 
of 1972. 

(iv) 	 As a result of high rates of growth of GNP in the industrial 
countries in 1972.19735 coupled with fluctuations in major 
exchange rates, mounting inflation and some commodity 
speculation, there has been a boom in primary commodity 
prices. The prices of primary products in the international 
mark,.'t began to record marked increases from the middle 
of 1972, and continued to climb in 1973 and early 1974. 

(v) 	 The rapid growth of demand placed pressure on supplies 
of a number of commodities which was aggravated by failures 
of crops, particularly foodgrains, in many countries. On 
account of lagging investment in fertilizer capacity during 
the last few years, supplies of this strategic input were scarce, 
threatening a continuance of worldwide foodgrain shortages. 
The food situation in the Southeast Asian region is parti
cularly serious with a set-back of agricultural production 
in 1972 and consequent depletion of stock and widespread 
damage to standing crops during the current year on account 
of drought and floods in a number of major producing 
countries.6 The problem appears to have been aggravated, 
and will continue in the foreseeable future, by sharp increases 

8 	 These refer to market prices which are usually about 25 per ent lower than posted 
prices. 

There is a wide divergence both In the quality and price of crude petroleum supplied
from the various sources. For the purpose of this paper, Saudi Arabian light crude 
(340) has been taken as the representative product; prices refer to Its unit value 
per barrel f.o.b. Ras Tanura. 

5 	 ONP in the OECD countries grew at 5.8 per cent in 1972 and 6.7 per cent in 1978 
compared with an average of 4.9 per cent during 1960-1970. 

6 	 For example, Bangladesh, Burma. India and Thailand. 
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in the price of fertilizers and the inability of many of the 
countries In the region to procure and/or make use of such 
an expensive input. 

The purposes of this paper are: fist, to examine the nature, 
and assess the implications, of recent increases in petroleum prices; second, 
to 	discuss the trends and prospects of primary commodity prices in the 
International market; thrd, to review the situation pertaining to fertilizer 
supplies in the developing me nber countries (DMCs) 7 of the Bank; 
fourth, to discuss the foodgrains availability, and prospects thereof, in the 
DMCs; fifth, to assess the projected effect of price changes as well as 
of food and fertilizer requirements on the balance of payments, capital 
requirements and terms of trade of the DMCs;a and finally, to indicate, 
in general terms, the implications of these effects for trade and development 
In 	 the DMCs. 

ff. RECENT INCREASES IN PETROLEUM PRICES 
AND THEIR IMPLICATIONS 

The recent and continuing developments in the world petroleum 
market have far-reaching implications for the global energy-petroleum 
situation in general and for economic activity and growth potential of 
countries affected thereby in particular. The main development is essentially 
an unprecedented price increase in the order of about 270 per cent between 
1973 ($2.70/barrel) and June 1974 ($10.00/barrel), with wide fluctuations 
during the period. Although the price outlook still appears rather uncertain, 
it appears likely that it will continue to remain at its present high level, 
or even increase. Supply on the other hand, may not be expected to suffer 
serious shortages in the foreseeable future. 

The higher price of petroleum and its products will bring about 
significant structural changes in the world economy; and depending on 
whether the countries are petroleum-importing or petroleum-exporting, 
such changes will vary widely hetween individual countries. In the short-run, 
when equilibrating adjustments in response to increased prices of petroleum 
and derivatives are unlikely to materialize, at least in full, a redistribution 
of gains from trade will take place to the advantage of the exporting 
countries, and at the cost of the importing countries. This will take the 
form of a transfer of resources from the petroleum-importing to the 

7 	 All the DMCs. except India which i not a borrowing member of the Bank. 
8 	 In the face of major uncertainties In the world economy and the continued high 

level of Inflation, forecasting is an extremely hazardous exercise. Of necessity, 
therefore, this has to be carried out, as has been done in this paper, under simplified 
assumptions. 
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petroleum.exporting countries. The extent to which the Individual importing 
countries will be affected will depend on the relative shares of petroleum 
as a source of energy, the degrees of dependence on imported petroleum 
and the roles petroleum play in the structures of production in these 
countries. 

What the effects will be in the long-run will depend on the dynamics 
of the adjustment mechanism, the nature of which is rather premature 
at this stage to try to ascertain. The increased price of petroleum will affect 
the levels and patterns of investment, product-mix of GDP and the levels 
and composition of exports. Insofar as there will be a tendency towards 
shifting from petroleum-based to other industries and to the extent 
technologies will be developed towards substituting petroleum by other 
sources of energy, the structures of world production and trade will 
differ from that in the past. 

The energy crisis is essentially a phenomenon of increased prices 
rather than of reduced supply. Although some countries in the Organization 
of Petroleum Exporting Countries (OPEC) had earlier instituted some cut
backs in production and selective restrictioas were imposed on supply 
to certain countries, the supply in global terms was not substantially 
changed. Even in the short-run, due to the higher price of petroleum
in the international market, some of the producing countries will try 
to stretch their resources as far as possible so as to enhance levels of 
domestic production either to reduce imports and thereby save foreign
exchange (by petroleum-producing countries who are net importers of 
petroleum) or to take advantage of the international market situation 
and thereby gain additional earnings of foreign exchange (by net exporters 
of petroleum). In any case, in the absence of a drastic production cut-back 
by some of the major producing countries, the possibility of a global supply 
shortage of any significance may be reasonably ruled out for the foreseeable 
future. 

The hypothesis outlined above isbased on the fact that the elasticity
of demand for petroleum in the world market, at least in the short-run, 
isextremely low implying the following: 

(I) 	 high degree of dependence of the economies of the peu 
leum-importing countries on imported petroleum; and 

(U) 	 low elasticity of substituting petroleum by alternative sources 
of energy with given technology and the cost of producing 
such alternatives. 
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In such a situation, the recent increases in the price of petroleum by the 
exporting countries are equivalent, from an analy,' .al point of view, 
to raising the supply schedule upwards. The effect of this, in conjunction 
with low elasticity of demand, is an increase in the revenue from petroleum 
for the exporting countries. This may appear to be an expedient way for the 
exporting countries to raise the relative gains from trade, at least In the 
short-run. In contrast, the long-run gains and which countries will gain 
relatively more, are extremely difficult to determine. Selective use of 
petroleum through rationing and the possibilities of substitution inter alia 
will determine if, and by how much, a long-term shift in demand will 
take place. Such a shift in demand, if any, may not be favorable to the 
exporting countries either in terms of prices received for petroleum 
or In terms of revenues earned therefrom. 

I1. PETROLEUM SITUATION IN THE DMCS OF THE BANK 9 

A. Production 

Of the DMCs of the Bank, only five countries (viz. Burma, 
Republic of China, Indonesia, Malaysia, and Pakistan) are petroleum 
producing. As shown in Table I, the output of crude petroleum in these 
countries has been estimated at 68.5 million metric tons in 1973 which 
represents an increase of about 21 per cent from the 1971 level. Indonesia, 
accounting for about 91 per cent of output in the DMCs, is by far the 
major producing country. 

Aside from Indonesia, which is more than self-sufficient in petro
leum production, all the other DMCs depend, in varying degrees, on imported 
petroleum. For the other four petroleum-producing DMCs, the degree of 
self-sufficiency in 1972, i.e., total domestic production as percentage 
of total domestic consumption, is estimated to be rather insignificant 
for the- Republic of China (1.4 per cent), moderate for Pakistan (10.6 
per cent) and quite high for Burma and Malaysia (about 80 per cent 
or above). The rest of the DMCs depend entirely on imported petroleum. 

B. Imports 

The imports of petroleum and petroleum products of the DMCs 
depend not only on the degree of self-sufficiency, but also on other factors 
such as the stages of economic development, the availability of domestically 
located alternative energy sources, the capability of re-export based on 

9 	 The discuuon Is carried out in terms of all the DMCs of the Bank except India 
unles otherwise specified. 
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Table 1. Crude Petroleum Production In DMCs 
('000 metric tons) 

1971 1972 1973' 

Burma 876 968 1,028 
Republic of China 112 129 143 
Indonesia 51,778 62,739 62,504 
Malaysia 3,269 4,428 4,401 

466Pal:istan 	 488 466 

Total DMCs 	 56,523 65,730 68,542 

a 	 Estimated on the basis of part-of-the-year reports, and for Pakistan. It is assumed 
to be the same as in 1972. 

refining facilities, and the practice of exporting higher grade domestically 
produced petroleum and importing lower grade and refined petroleum 
and petroleum products. Consequently, even the major petroleum-producing 
countries, such as Malaysia, may have considerable imports. On the other 

hand, the non-producing countries, notably Singapore, may need to import 

more than domestic requirements for the purpose of re-export. The gross 

imports of petroleum and petroleum products of selected DMCs in 1973 
are shown in Table 2. The total payments of these countries were about 
$1.6 billion in that year, which accounted for some 5.2 per cent of their 
total merchandise imports. 

For most countries, the gross imports as shown in Table 2 
can be generally taken as their net imports despite the fact that there may 
be some re-exports in certain cases. However, there are three important 
exceptions, namely, Indonesia, Singapore and Malaysia. For Indonesia, 
exports largely in the form of crude o, vxceeded imports by about $827 
million in 1973. Singapore's exports of r.?troleum and petroleum products 
were also larger than imports because of value-added to its exports, the 
excess being about $83 million in 1973. Malaysia exported some $102 
million worth of petroleum in 1973; its net imports were then only about 
$43 million. 
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Table 2. Gross Imports of Petroleum and Petroleum 
Products of Selected DMCs in 19 7 3a 

($ million) 

Total Petroleum ImportsPetroleum 
as % of TotallIports Merchandise 

Imports Merchandise Imports 

Bangladesh 35.0 616 5.7 
British Solomon Islands 0.8 16 5.0 
Republic of China 118.1 3,797 3.1 
Fiji 14.6 218 6.7 
Hong Kong 113.6 5,637 2.0 
Indonesia 2.8 .2,256 0.1 
Republic of Korea 260.8 4,219 6.2 
Laos 13.0 60 21.7 
Malaysia 144.9 2,402 6.0 
Papua New Guinea 7.0 316 2.2 
Pakistan 85.0 981 8.7 
Philippines 150.8 1,773 8.5 
Singapore 390.2 5,063 7.7 
Thailand 178.7 2,058 8.7 
Republic of Viet.Nam 61.3 621 9.9 
Western Samoa 0.6 20 3.0 

Total 1,577.2 30,052 5.2 

a Projected on the bais of prtof-the-yeru data. 

C. Price of Petroleum in the World Market 

The trend of petroleum prices in the international market is shown 
in Appendix 1. From the relatively stable position till early 1971 
of $2.18/barrel for Iraq Gulf oil to $2.73/barrel for Venezuelan oil 
the prices had increased to $5.12/barrel (for Iraq Gulf oil) and $4.69/barrel 
(for Venezuelan oil) by November 1973 representing an increase of 135 
per cent and 72 per cent, respectively. By January 1974, it had risen 
to $11.65/barrel for Iraq Gulf oil and about $15/barrel in some cases. 
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Although petroleum prices have been steadily on the Increase 
since 1971 and are currently in a state of flux with rather uncertain 
prospects, it appears reasonable to presume that market prices In 1974, 
on the average, will be around $9.60/barrel, representing an increase of 
approximately 255 per cent over those in 1973.10 This is based on the 
posted price of $11.65/barrel effective since January 1974, the share of 
equity of foreign companies at 40 per cent under the new participation 
arrangements introduced early this year and the "buy-back" provision 
enabling the foreign companies to buy crude oil from the government 
at higher prices. On these bases, the actual f.o.b. market price for this type 
of crude oil, weighted by the relative export sales of foreign oil companies 
and the government oil company, works out to about $9.60/barrel in the 
current year; this is projected to hold through the end of 1975. 

D. 	 Effects of Oil Crisis: Some General Observations 

The sharp discontinuity in the world energy-petroleum situation 
has made predictions of future demand for petroleum in the less developed 
countries (including the DMCs of the Bank) extremely hazardous. Forecasting 
by simple extrapolation of past growth rates of their energy and petroleum 
consumption and the relationship between GNP and energy demand does 
not appear adequate, or meaningful, under the changed circumstances. 
The crisis, however, will have a far-reaching effect on the patterns of their 
economic development and consequently on their energy-petroleum needs. 
Some effects will be direct through steeply rising costs and tightening 
supplies. The indirect effects will come about through changes induced 
by the energy crisis in other commodity markets and in the industrial 
structures of the developed countries. 

From an analytical point of view, the increased petroleum prices 
in the world market, other things being equal, imply, at least in the short-run, 
the following for the petroleum-importing countries: 

(i) 	 a deterioration in terms of trade with import prices rising 
faster than export prices, and consequently, a relative loss 
of gains from trade vis-a-vis the petroleum-exporting countries; 

(11)adverse changes in the balance of payments and pressures 
on foreign exchange reserves; and 

(i) 	 depending on the magnitude of (ii) above, a possible dece
leration in rates of economic development either on account 

10 Average market price for 1978 has been estimated at 82.70/burel. 
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of reduced use of petroleum and/or reduced ability to Import 
other investment goods. 

The above effects will tend to be all the more pronounced
for the less developed petroleum-importing countries for the following 
reasons: 

(I) 	 higher price/reduced availability of petroleum, having unfavor
able implications for economic activities in the industrialized 
petroleum-importing countries may adversely affect the price
of traditional primary products exported, and the volume 
of intermediate/capital goods imported, by the less developed 
countries; 

(i) 	 the petroleum-importing industrialized countries, having diffi
culties of their own (e.g., recession, dwindling export surplus,
etc.) may be constrained to cut-back on development
assistance to the less developed countries. 

Developments which may be expected, in the longer-run, as a result 
of the energy crisis are indicated below: 

(I) 	 Sharp increases in energy-petroleum and transportation costs, 
as well as the uncertainty of future petroleum supplies,
will tend to favor location of processing and other energy
and material intensive industries as close as possible to energy 
sources and mining sites, mostly in the less developed 
countries. 

(i) 	 A shift in technology against the energy-intensive techniques
which will generally favor the more labor-intensive ones 
insofar as energy-intensive technology is usually the more 
capital-intensive. Such a shift will be more favourable to the 
less developed countries with abundant labor supply and 
well-developed infrastru.cture. 

(III) 	 Sharp price increases of various petroleum-based synthetic 
products including fertilizers ;vhich will improve the competi
tive position of industries producing natural products. 

(iv) 	 The requirement of external capital assistance will decline 
for the petroleum-exporting countries. 

(v) 	 The decline in exportable capital in petroleum-importing
industrialized countries will be roughly equivalent to the 
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increase in the volume of exportable capital in the major 
petroleum-exporting countries. Whether, in fact, there will be 
a corresponding re-direction in the sources of foreign assist. 
ancen will depend on political and institutional consi
derations, the nature of which Is beyond the scope of this 
paper to examine. 

For the DMCs of the Bank, the import of petroleum will depend 
on considerations referred to in the preceding paragraphs. In view of the 
complexities of issues involved, It is extremely difficult to attempt to make 
realistic estimates; the need for petroleum, as well as the ability to import, 
will vary from country to country at any point in time and also over time. 
Temporal variation of need and the ability to import will be determined 
by the nature of adjustments and re-allocation of resources within the 
petroleum-importing DMC' as well as by the terms and volume of external 
capital inflow to meet the underlying financing requirements. In view 
of the absence of necessary data, and considering the fact that the focus 
of this paper is essentially on the short runU the volume of petroleum 
imports for DMCs has been assumed to decline by 5 per cent in 1974 
from the level in the preceding year; I for 1975, it has been assumed 
to be at the same level as in 1973. Projected payments for petroleum 
imports by the DMCs of the Bank in 1974 and 1975 are given in Appendix 2. 

IV. PRICES OF PRIMARY PRODUCTS IN WORLD MARKET 

Since the boom in the primary products market associated with 
the Korean hostilities in early 1950's, a stable trend of primary commodity 
prices was registered during the last two decades. During the last two years, 
however, the world market prices of these commodities, in general, increased 
sharply on account of steady increase in demand consequent upon high 
level of economic activity and nsing real incomes in the industrial countries. 
It was further intensified by general inflationary tendencies, expectations 
about additional price and income increases and currency instability causing 
movements, in some cases, from liquid assets into commodities. 

The increase in prices of some of the major commodities exported
by the DMCs of the Bank is shown in Tables 3 and 4. 

11 	 Increased bilateral assistance from petroleum-exporting (net) countries, te-cycling 

of petro-dollar, etc. are some of the possibiities. 

12 The period up to December 1975. 

1s 	Such a decline is considered feasible through rationing and selective use with a view 

to minimizing consumption for non.essential purposes. 
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Table 3. Prices of Major Primary Commodities 
Exported from the DMCs of the Bank 

(in current $) 

IndicesActual PricesInie 

unit (196749 - 100)Commodity 
196749 June June 
Average 1974 1972 1973 1974 

Rice $/MT 198.1 596.3 76 177 301 

Maize $/MT 50.9 116.6 110 192 229 

Sugar (world) 4/lb 2.5 23.6 173 224 944 

Cocoa 4/lb 36.4 103.2 89 178 284 

Tea 4/lb 49.7 64.5 96 97 130 

Copra $/MT 212.7 750.0 66 166 353 

Palm Oil $/MT 191.2 603.4 114 197 316 

Cotton 4/lb 30.1 63.4 125 207 211 

Jute $/MT 282.3 341.0 106 102 121 

Rubber 4/lb 19.3 33.9 78 160 176 

Logs $/MT 39.5 79.4 103 172 201 

Copper 4/lb 58.1 110.7 84 139 191 

Tin 4/lb 149.5 409.7 114 146 274 

As shown in Table 3, most of the major export commodities 
of the DMCs have experienced substantial increases in prices since 1969; 
the prices in 1973 have more than, or nearly, doubled compared with levels 
In 1967-1969 for such items as maize, sugar, palm oil, and cotton. On the 
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Table 4. Index of Prices of Major Primary Commodities 
Exported from the DMCs of the Bank 

Indices (with preceding year bae) 
Commodity 1973 1974 (June) 

(1972 - 100) (1973 - 100) 

Rice 233 170 

Maize 175 119 

Sugar (world) 129 421 

Cocoa 200 160 

Tea 101 134
 

Copra 252 213 

Palm Oil 173 160
 

Cotton 166 102
 

Jute 96 119
 

Rubber 205 110
 

Logs 167 117
 

Copper 165 137
 

Tin 128 188 

other hand, prices actually declined for tea, remained about the same 
for jute and increased roughly by about one-half for copper and tin. 
Rice, cocoa, copra and rubber have increased by nearly two-thirds compared 
with average levels during 1967-1969. The sharp increases in price, except 
for tea and jute, have been particularly remarkable in view of the fact 
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that prices of some of the major commodities (e.g., rice, cocoa, copra, 
rubber, and copper in addition to tea) had actually been declining1 4 

till 1972. 

The increase in prices was particularly sharp during 19731" (see 
Table 4). While the upward trend continued through June 1974, there are 
already signs of considerable softening for all the commodity prices except 
sugar, tea, tin and jute. As may be seen from Table 4, the increase never
theless has been quite substantial during the first half of the current year 
for all the commodities except cotton and rubber. In tie light of past price 
trends and anticipated demand, the prices of cotton and rubber are expected 
to increase further during the second half of 1974 before levelling off 
or even declining in 1975. Similarly, during the second half of 1974, a peak 
in prices is expected to be reached for tea, logs, and copper. For all the rest 
of the commodities, the peaks have already been reached mostly in early 
1974; these prices will tend to decline during July-December 1974 and 
will continue to do so through 1975.16 

The forecast prices for 1974 ate based on actual monthly prices 
up to June and the expected prices for the second half of the year. Prices 
of some of the commodities (e.g., copra and palm oil) have already started 
to decline since the first quarter of 1974, while others (e.g., rice, cocoa, 
jute, and tin) have begun to decline during the second quarter. Forecasting 
for the second half of 1974 has essentially been done by extrapolating the 
trend on the premise that the ceilings for all the commodities specified 
here had been reached by June 1974. Prices, in general, are expected 
to decline during the rest of 1974 through 1975. Prices of the primary 
commodities have been projected for 1974 (average for the year) and 1975 
on the bases discussed in this and the preceding paragraph; the projections 
have been presented in Appendix 3. 

The indices of projected prices, with 1973 as base, for all these 
commodities are estimated to be more than 100 in 1974 with a range 
of more than 170 for tin, sugar and copra and less than 10 for jute 
and maize. On the other hand, except for maize, jute and tea, prices 
of all the other commodities are projected to decline in 1975 from their 
levels in 1974; the impact of booming activity ;n the industrial countries 
on primary commodity prices are, for all practical purposes, over. Prices 
have reached their peak and will gradually Il.vel-off or more probably, 

14 	By about one-quarter or more for rice, copra and rubber from the level of prices 
during 1967-1969. 

16 Except for Jute and tea. 

16 With depletion of stocks of feedgrains during the latter part of 1974, the price 

of maize is likely to increase in 1975. 
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settle at lower levels. For certain commodities (rice, copra, palm oil, cotton 
and rubber), prices are expected to decline to levels recorded during the 
third quarter of 1973, while for the others (sugar, cocoa and logs), the 
projected prices in 1975 are expected to correspond to levels recorded 
during the last quarter oC 1973 and/or the first quarter of 1974. Regarding 
metals and minerals (copper and tin), the projected prices in 1975 are 
expected to be roughly the same as experienced In the second quarter 
of 1974; while for jute it is to be projected the same level as in 1972 when 
it had the most favorable terms in the recent past. 

The importance of sharp increases in primary commodity prices 
in the world market for the economies of some of the DMCs may be seen 
in the light of a heavy dependence on the export of these items (see 
Appendix 4). For many of the E'MCs (e.g., Bangladesh, Burma, Fiji, Laos, 
Malaysia, Pakistan, Papua Ntw Guinea, Philippines, Sri Lanka, Thailand, 
Republic of Viet-Nam and Western Samoa), some of these commodities 
account for nearly one-half or more of total exports. I is in the light of the 
relative weight of these prima.y commodities and their forecast prices 
that the export earnings and the terms of trade of the DMCs in 1974 and 
1975 have been estimated (see Section VII). 

V. FERTILIZER SUPPLIES IN THE DMCs 

Fertilizer is crucial to most of the DMCs for increasing their food 
production and for expanding the output of cash crops. This is all the 
more crucial because the scope of increasing output through extension 
of cultivable areas is rather limited and additional output has to be secured 
through increase in yields by, inter alia, the application of fertilizers. The 

importance of fertilizer in agriculture is increasingly being recognized in 
DMCs. This is evident fiom the sharp increase in consumption of fertilizers 
in terms of nitrogen (N), phosphate (P) and potash (K) nutrients from 1,0 
million tons in 1964 to 3.15 million tons in 1973 or by about 13.5 
per cent a year. 1' Consumption of NPK nutrients in the 7)MCs has still 
remained quite low except in the Republic of China, Republic of Korea 
and Singapore; the average for the DMCs at about 20 kg/ha. is approximately 
20 per cent less than the average consumption in Asia as a whole. In 
certain countries (e.g., Afghanistan, Bangladesh, Burma, Khmer Republic, 
Laos and Thailand), consumption at less than 8 kg/ha. is far from adequate. 
Programs for increased agricultural production necessitated by recent 
shortages of foodgrain supplies will substantially increase fertilizer require
ments in these countries in the coming years. 

17 Based on data for 16 countries excluding India. Including India, the consumption 

increased from 1.61 million tons to 5.68 million tons, or by an average of 14.8 
per cent during the IL-year period. 
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While the DMCs have been expanding their domestic production18 
to meet their growing needs they continue to depend on imports from
developed countries to meet nearly half of their total consumption
requirements. This was relatively easy until 1971, when the developed
countries - more particularly U.S.A. and Japan - had enough surplus
to meet the needs of the developing countries. Since then, the prices ofdiffere.nt types of fertilizers have shown a rapid increase as may be seen
from Table 5. This increase had taken place even before the increase inpetroleum prices and was caused by the growing demand for fertilizers
both in the developed and developing countries and lack of expansion
in output in industrially advanced countries since late 1960's. The increase
in the prices of feedstock has further aggravated the problem, and in the
first quarter of 1974 the prices of urea and phosphate fertilizers increased 
to levels about 4-5 times those in 1971. These prices are projected to 
continue through the end of 1975. 

Not only are the fertilizer prices at record levels, but it is becoming
increasingly difficult, particularly for the developing countries, 'o secure
the required quantities even at these prices. Maximum attent,on needs
to be given in the short-run to ensure that adequate supplies of fertilizersbecome available to developing countries to meet the production needs
in agriculture. In the long-run, however, the solution will lie in expanding
production, e~pecially based on domestic sources of coal and gas. The
petroleum exporting countries also should be encouraged to establish
large scale nitrogenous fertilizer projects based on natural gas which
 
at present is being flared in these countries.
 

The fertilizer imports in 1973 by nutrients, products and value

(in current prices) for some of the DMCs of the Bank are 
 shown inAppendix 5. For the 16 countries, the imports in 1973 of N, P and K 
were about 0.85 million tons, 0.29 million tons millionand 0.80 tons
respectively, together costing about million.$308 Extrapolating the past
trend, imports of N, P and K in 1974 (and 1975) have been estimated at0.90 million tons (1.0 million tons), 0.31 million tons (0.34 million tons)and 0.85 million tons (0.96 million tons) respectively (see Appendix 6).
Because of increased requirements and higher prices, the costs of fertilizer
imports are estimated to increase to $734 million in 1974 and $726 million 
In 1975. 

18 Production of fertilizers In the DMCs (excluding India) Increased from about 0.3 
million tons in 1964 to about 1.6 million tons in 1973; i.e., by about 20 per centa year. Nitrogenous fertilizers account for about 80 per cent of regional production,the rest being accounted for by phosphate fertilizers. The major producing countriesare Republic of Korea, Republic of China, Pakistan and Bangladesh, althoughsmaller quantities are produced also In the Philippines, Malaysia, Indonesia, Burma
and Thailand. 
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Table S. Prices of Fertilizers and Phosphate Rock: 1971-1974 

Pereentage Increase in 1'iees 

(1971-1974)Unit 
1974 1974

1971 1972 19781971 1972 1978 
(Met.) 

Diammonlum 
phosphate 
(DAP) SIMT 62 91 119 250 (289) 100 147 192 408 (885) 

Urea $/MT 46 59 95 250 (246) 100 128 207 643 (535) 

Muriate of 
potash ,IMT 38 84 43 52 ( 58) 100 108 180 168 (161) 

Phosphate 
rock $/MT 12 12 14 43 ( 42) 100 100 117 858 (850) 

Note: Figures in parenthesis are for January-March 1974 actuals. 

Source: Based on detailed price forecasts made at the IBRD in June 1974. 

Although nine of the countries (see Appendix 5) are fertilizer 
producing, only three countries (i.e., Burma, Republic of Korea and Republic 
of China) are net exporters of nitrogenous fertilizers and only two (i.e., 
Philippines and Republic of China) are net exporters of phosphate fertilizers. 
The foreign exchange earnings of these countries from the export of urea 
and/or DAP amounted to only $16 million in 1973 which is estimated 
to increase to $43 million in 1974 and $42 million in 1975. In other 
words, for the DMCs taken together, net imports of fertilizers in terms 
of Value constituted about 95 per cent of gross imports of fertilizers 
in 1973. The ratio isprojected, in the light of existing production capacities 
of fertilizers in these count.-.s and tightening supplies in the world 
market, to decline - although marginally - in 1974 and 1975. 

It should be noted that the projection of fertilizer imports by the 
DMCs in 1974 and 1975 (see Appendix 6) is based on the assumptions 
that the required quantities will be available in the world market and that 
these countries will be able to arrange the necessary external capital 
financing for their fertilizer imports. If the projected increase in imports 
does not materialize, the foodgrain deficit in these countries is estimated 
to increase by about 2 million tons in 1974 and by a further 1.5 million 
tons in 1975. In face of serious foodgrain supply shortages in the DMCs 
and the prohibitively high prices of foodgrains in the world market, any 
shortfall in fertilizer supplies could create a critical food and/or balance 
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of payments situation for the DMCs. In the absence of accelerated 
construction of new fertilizer capacity, the medium and long-term fertilizer 
situation looks even more bleak for the DMCs. 

VI. AVAILABILITY OF FOODGRAINS IN THE DMCs 

The shortages and high prices of fertilizers have already resulted
in a set-back to agricultural production in some countries. The main 
concern is rice and, to a lesser extent aswheat, these are the principal
foodgrains in the region. The serious floods in monthsrecent in several 
countries - particularly in Bangladesh, Burma, Philippines and Thailand -
and drought conditions in some others have dimmed the earlier prospects
of good food crops in 1974/75. 

Since foodgrains constitute the principal diet in most of the DMCs,
inadequate supply of cereals could have serious social and political con. 
sequences in these countries. Recognizing these possibilities, the developing
countries in the region - excluding Thailand, Pakistan and Burma which 
produce in excess of their needs have been- and will continue to spend
valuable foreign exchange for food imports. However, the foreign exchange
burden of such imports has increased considerably due to the large increase
in world prices of foodgrains. The increases have been particularly large
in the case of rice, for which the current international price (as of June 
1974) is as high as about $600 per ton compared with $130 per ton in 
1971. 

The main foodgrains produced and consumed in the region are
rice, wheat and maize. During 1964-1973, total production of these crops
in the 23 DMCs of the Bank grew at annual average rates of 2.2 per cent
(rice), 3.4 per cent (wheat) and 0.5 per cent (maize). 19 Production of rice
(paddy) and wheat in the DMCs of the Bank amounted to 157 million 
metric ton: "and about 38 million metric tons 2 1 respectively in 1973
constituting about 54 per cent and 42 per cent of production in Asia
 
and 49 per cent and 10 per cent of total world production.
 

There was a set-back in agricultural production in the region
in 1973 due to bad weather. The food situation in many of the countries 
was serious because of a fall in supplies, inadequate stocks and poor 
19 For Maize, the figure refers to growth in 17 DMCa of the Bank. 

20 Rice Is produced in all DMCs except British SolomonAfghanistan, Islands, Fiji. 
Hong Kong, Papua New Guinea. Singapore, Tongs and Western Samoa. 

21 Produced In Afghanistan. India, Republic of Korea, Pakistan and in small quantities 
in Bangladesh and Nepal. 

333 



availability of substitutes. The region continues to remain a net imorter 
of foodgrains and such imports have been rendered quite difficult in recent 
years on account of global scarcity. Stocks of foodgran in the regicn were 
reduced to extremely low levels in 1972 and, after a slight -,ecovery 
in 1973, deteriorated further in the current year. In the face of widespread 
natural calamities in some of the major producing countries in the region, 
the over-all foodgrain supply deficiencies are expected to be aggravated 
in the current year. Imports are expected to be substantially higher in 1974 
for purposes of rebuilding depleted stocks and to re-coup production 
shortfalls. 

The output of rice declined by about 6 per cent in 1972 due 
both to a fall in yield and a reduction of area planted. The scope for 
increasing acreage under the major food crops (viz., rice, wheat and maize) 
is extremely limited; during the period 1963-1972 the acreage under these 
crops increased only marginally. Although the output of rice increased 
by about 8.8 per cent in 1973, the prospects for rice crop in the current year 
are not good for reasons discussed later. 

The quantity and value of rice import and export by the DMCs 
of the Bank in 1973 are shown in Appendix 7. Total rice import by the 
ten major importing countries 2 2  amounted to 4.3 million tons in 1973 
costing $1.51 billion. In contrast, the export of rice by the three major 
exporting countries 23  was 1.8 million tons for $0.63 billion. On the 
basis of a detailed review of crop prospects and foodgrain requirements, 2 4 

the net import of rice in the region is estimated to increase by about 
12 per cent in 1974 to 2.8 million tons and by 10.7 per cent in 1975 
to 3.1 million tons (see Appendix 8). At projected world market prices 
(see Appendix 3), the rice import bill for the ten importing countries will 
increase by more than a billion dollars during 1974/1975. For the region 
as a whole, after having made adjustments fr export by some countries, 
the net import bill on account of rice is projected at $1.54 billion In 1974 
and $1.43 billion in 1975. 

It should be noted, however, that the projected increase in Import 
needs Isestimated on the assumption that the required quantum of fertilizer 
(as shown in Appendix 6) will be forthcoming, and made use of by the 
DMCs, to enable regional output to increase by about 2 million tons in 1974 

22 Bangladesh. Indonesia, Khmer Republic. Republic of Korea, Malaysia. Philippines. 

Sri Lanka, Republic of Viet-Nam, Singapore and Hong Kong. 

23 Burma. Pakistan and Thailand. 

24 	Projected total requirement has been estimated on the basis of constant per capita 
consumption and growth of population at 2.5 per cent per annum. 
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and further by about 1.5 million tons in 1975. Given the high prices and 
tight supplies of fertilizer in the world market, it is however doubtful 
if regional output could be raised by such amounts, particularly in 1974 
when there has been substantial damage to standing crops. If the regional 
output increases at slower rates because of a fertilizer constraint, or not 
at all on account of recent damages to standing c; 3ps in some countries, the 
overall global scarcity in the supply of foodgrains, particularly rice, will make 
it extremely difficult for the countries to import substantially more than 
what has been projected in this paper. The conclusion, therefore, would 
seem inevitable that any failure in regional output would cause a corres
ponding decline in per capita consumption of rice; failure in any one 
particular country could cause a far more serious. condition and possible

2 5
famine. 

VII. 	 IMPLICATIONS FOR BALANCE OF PAYMENTS 
AND TERMS OF TRADE 

A. Short-Run Effects on Trade Development 

As noted earlier, the increased petroleum and commodity prices 
will have far-reaching effects on the world economy and trade development, 
the nature and diections of which defy prediction at present. Even in the 
short-run, during which the basic economic structure of the DMCs is 
expected to remain largely unchanged, trade development in these countries 
will be determined not only by their individual requirements in the 
importation of petroleum, fertilizers and rice as analyzed earlier, but also 
by factors affecting their other Jnports and exports. In this connection, 
the relative increases in the payments for the three specified items will by 
itself emerge as a most important factor, for other things being equal, 
the larger the increase in the payments for these items relative to a DMC's 
total imports, the less would be the country's ability to pay for other 
imports. In addition, the past trend of the country's import performance, 
its foreign exchange reserve position, and the trends and prospects of both 
short-term and long-term capital movements will be important factors. 

On the export side, an importanf factor is whether a country 
is an exporter of petroleum and/or rice. Besides, since most DMCs are 
exporters of primary commodities, price movements of these commodities, 
as analyzed earlier in Section VI, will greatly affect their export earnings. 
In addition, the general economic conditions in the developed countries, 
which are an important influence in the price movements of primary 

25 As has been reported to have occured in Bangladesh in the second half of 1974. 
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commodities, would tend to affect even more seriously the export perfor. 
mance of these DMCs where manufactured products have become an 
important, if not a major, component of exports. 

While there are great uncertainties regarding all these factors, 
an attempt has been made to estimate the rates of growth of the mer
chandise import and export (other than the three items estimated separately)
for 21 countries and territories in the region during 1974 and 1975. This is 
based partly on monthly reports of the 1974 performance wherever the 
data are available, and partly on 'he 1964-1972 trends modified by the 
various other factors mentioned earlier. The results, which reflect largely
the judgments of the writers on the effects of these factors, are given 
in Appendix 9. 

Based on these estimates, together with the estimates made of the 
requirements for petroleum, fertilizers and rice imports in the various DMCs, 
an attempt has been made to project the balance of trade of these countries 
in 1974 and 1975. Details are given in Appendixes II and 12. 

B. An Analysis of the Projected Balance of Trade 

The projected balance of trade shows that, compared with 1973
(see Appendix 10), the basic division between surplus and deficit countries 
in the region will remain unchanged. Of the 21 countries and territories 
under study, 6 countries are projected to record surpluses in their trade 
accounts while the remainder will continue to have deficits. However, 
in terms of value, the improvement in the balance of trade of the surplus
countries is estimated to be much less than the deterioration in the trade 
balance of the deficit countri-,s. The former is projected to increase 
from $2,145 million in 1973 to $3,863 million in 1974, and $4,344 million 
in 1975; and the latter is projected to increase from $4,832 million in 1973 
to $8,796 million in 1974 and $9,206 in 1975. For the region as a whole, 
the total trade deficit will increase from $2,687 million in 1973 to $4,933 
million in 1974 and $4,862 million in 1975. The factors behind these 
changes are shown in Table 6. 

The following observations can be made on the projections
given in Table 6. First, for the region as a whole, merchandise exports
other than petroleum, rice and fertilizers will continue to increase in current 
prices at about the rate of 16 per cent in 1974 and 14 per cent in 1975 
compared with the preceding year. But this is much lower than the 1964. 

26 1972 trend, which was approximately 25 per cent per year. 

26 See ADB. Key Indicators, Vol. V. No. 2. pp. 19-20. 
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Table 6. Deficit in Merchandise Account of DMCs: Actuals for 1973
 
and Projections for 1974 and 1975
 

(S million)
 

1978 1974 1975
 

surplus Coumtrle as 

1. Merchandise exports excluding rice. 
petroleum and fertilizer 9,271 10,856 12.428 

2. Merchandise imports excluding rice, 
petroleum and fertilizer 

3. Surplus (1 minus 2) 
7,896 
1.375 

9,451 
1.405 

10.678 
1.750 

4. Net import of petroleum 1.438 3.560 81610 
5. Net import of rice 
6. Net Import of fertilizer 
7. Over-all surplus in merchandise account 

(-) 
(-) 

560 
108 

2.145 

(-) 
(-) 

625 
277 

3.868 

(-) 
C-) 

736 
280 

4,344 

Deficit Countries 
b 

1. 	Merchandise exports excluding rice. 
petroleum and fertilizer 16,074 18,541 20,623 

2. 	 Merchandise imports excluding rice, 
petroleum and fertilizer 19.377 22.761 25.010 

3. Deficit (I minus 2) 	 (.) 3808 (-) 4,220 (-) 4,887
4. Net import of petroleum 	 C-) 1.050 3.) C-) 3.7838.460 
5. Net import of rice 	 C-) 815 (-) 715 (-) 690 
6. Net import of fertilizer 	 (-) 164 (-) 401 3-)896 
7. Over-all deficit 	 (-) 4.832 8,796 9,206(-) 9-) 

All Countries 

1. 	Merchandise exports excluding rice, 
petroleum and fertilizer 25.345 29.397 33.051 

2. 	 Merchandise imports excluding rice, 
petroleum and fertilizer 27,278 82,212 85,688 

8. Deficit (1 minus 2) 	 (-) 1,928 (-) 2,815 C-) 2,637 
4. Net import of petroleum 	 88 100 128 
5. Net import of rice 	 (-) 875 (.) 1,540 (-) 1,426
6. Net import of fertilizer 	 (-) 272 (.) 678 C-) 676 
7. Over-eU deficit 	 (-) 2.687 C-) 4.988 (-) 4,862 

B3urma. Republic of China, Gilbert and Ellice Islands. Indonesia, Malaysia, and 
Papua New Guinea. 

b Includes all the following counries: Afghanistan, Bangladesh. British Solomon 
Islands, Fiji, Hong Kong, Khmer Republic, Republic of Korea, Laos, Pakistan. 
Philippines, Singapore. Sri Lanka, Thailand, Republic of Viet-Nam. and Western 
Samoa. 

Note: Minus (-) means deficit. 
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Secondly, total merchandise imports excluding petroleum, rice 
and fertilizers will continue to increase in current prices at about 18 and 9 
per cent respectively in 1974 and 1975 over the preceding year. This rate 
is also, especially for 1975, lower than the trend (21 per cent) during 
1964.1972.27 

Thirdly, since there are considerable increases in both export and 
import prices, these predictions imply that there will be, in real terms, 
relatively little increase, if not a decrease in the region's exports and 
imports excluding petroleum, rice and fertilizers, and that the projected 
increases in trade values are due largely to the price increases discussed 
earlier. For the DMCs as a whole, the trade deficit on account of petroleum, 
rice and fertilizers is projected to increase from about 23 per cent of the 
total in 1973 to about 43 per cent in 1974 and 46 per cent in 1975. 
For the countries having deficits in balance of trade, the net import of 
petroleum, rice and fertilizers will increase from about 32 per cent of 
total imports in 1973 to about 50 and 52 per cent respectively in 1974 
and 1975. 

Fourthly, while the increase in petroleum prices is undoubtedly 
the most important underlying factor of the increase in trade deficits 
of the deficit countries, the increase in the prices of rice and fertilizer 
will affect the region as a whole. The total rice imports are projected to be 
$1,540 and $1,426 million, respectively, in 1974 and 1975 as shown 
in Table 6, compared with $875 million in 1973; the fertilizer requirements 
will increase from $272 million in 1973 to around $680 million in 1974 
and 1975. 

Finally, it must be noted that the foregoing analysis is based 
on the overall situation of the surplus and deficit countries as groups and also 
for the region as a whole. The situation varies greatly among individual 
countries. For instance, as shown in Appendices II and 12, more than 85 
per cent of the projected trade surplus is accounted for by Indonesia and 
Malaysia due to their petroleum exports and, in the case of Malaysia, 
also because of relatively favorable primary commodity prices. On the 
other hand, there are countries, notably Bangladesh, Sri Lanka and the 
war-torn countries in Indo-China, for which the export earnings are far less 
than the projected requirements for the import of rice and fertilizers, 
let alone other imports. The financing of trade in these countries must, 
therefore, come from other sources. 

27 8 ADS. Key Indk'ators. VoL V, No. 2, pp. 19-20. 
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C. Trade Deficits and External Capital Requirements 

For the deficit countries as a whole, the financing of the large 
increase in trade deficits will indeed be a most serious problem. However, 
since the projections are based on the assumption that not only the import 
requirements for petroleum, rice and fertilizers will be met, but also 
that the other imports will continue to increase at the expected rates, 
such deficits will have to be balanced by various means. The question, 
of course, is what would be the likely sources of funds for meeting these 
deficits. 

In theory as well as in practice, trade deficits may be financed 
by surplus in the services account, drawing from the IMF, transfer payments 
and capital movements in both short- and long-term. The possibility of 
drawing down a country's own reserves, which are precariously low, 
except in a few countries, may be ruled out as a source for financing deficits 
for most of the deficit countries in the region. 

In the light of past trends, it is assumed that the deficit countries 
included in this study will, as agroup, continue to have a surplus in invisibles. 
This amounted to, not including Hong Kong for which no data are available, 
$517.3 million in 1972 and $721.7 million in 1973 (see Appendix 13). 
Assuming that Hong Kong, which has a similar economic structure, will have 
the same amount of surplus as Singapore, and that there will be moderate 
increases in such surpluses for the group as a whole in 1974 and 1975, this 
particular source may provide some $1.2 to $1.5 billion for the financing 
of the projected trade de-ficits of the group. 

Drawing from the IMF by the deficit countries in the region 
is dependent on their Fund position. As shown in Appendix 14, out of a 
total amount of $951.4 million, available for drawing, an amount of $632.3 
million had already been drawn by these countries as of 30 September 1974. 
The balance, together with reserve draw-down in certain countries (notably 
Thailand and the Philippines) will provide not more than $500 million 
in 1974 and $1 billion in 1975 even if countries draw from the IMF 
to the limits of their respective quotas and draw reserves down, wherever 
possible, to their barest minimum. 

If these estimates are correct, the total trade deficits to be financed 
by capital flow and transfer payments in the deficit countries of the region 
would be approximately $7 billion in both 1974 and 1975. 

Judging from the fact that the developed countries are facing 
serious economic problems of their own, it is unlikely that transfers and 
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capital flows from both official and private sources into the region will be 
greatly increased. The total of transfers and long-term capital received by the 
deficit countries, excluding Hong Kong, amounted to some $2.9 billion 
in 1973 (see Appendix 13). Even allowing the amount received by Hong 
Kong to be about the same as Singapore's, and that a limited amount 
(on disbursement basis) will also be received from the members of OPEC, 
it is unlikely that the total will exceed $3.7 billion in both 1974 and 1975 
for the region as a whole. The remaining deficits amounting to approximately 
$3.3 billion, therefore, must be financed by short-term capital. 

In the past, the net short-term capital received by these countries 
had been relatively small. The total was, excluding Hong Kong, $354.6 
million in 1972 and $432.6 million in 1973. With the same assumption 
made for Hong Kong, the additional short-term capital needed to sustain 
the projected trade in the deficit countries in the region would then be 
about $2.6 billion above the 1973 level. This large increase in short-term 
capital appears to be a most striking feature in the prospects of balance 
of payments adjustments in the region. 

In this connection, it should be noted that Singapore and Hong 
Kong are traditionally deficit countries, and their combined trade deficits 
are projected to be about $2.9 billion in 1974 and $3.3 billion in 1975, 
which are, respectively, about $900 million and $1.3 billion higher than 
the 1973 total. Based on the assumptions made on invisibles, reserve 
requirements and long-term capital movements mentioned earlier, it is 
estimated that additional short-term capital needed in these two countries 
would be from between $1.5 to $1.7 billion in both 1974 and 1975. 
This reduces the additional short-term capital needed by other deficit 
countries in the region to about $1 billion in both years. 

To sum up: The projected trade deficits in the deficit countries 
under study will be financed by sufpluses in the service accounts, drawings 
from the IMF and possible reserve draw.down in only a few countries, 
transfer payments and short- and long-term capital movements. While 
there are uncertainties governing all these factors, it is expected that there 
will be no substantial increases in all these items except short-term capital, 
and that in order to finance the projected increase in trade deficits, which 
are estimated to be some $4.0 billion in 1974 and $4.4 billion in 1975, 
these countries would need additional short-term capital of about $2.6 
billion in both years. Of this amount, Singapore and Hong Kong together 
would need about $1.5 to $1.7 billion. 
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D. Terms of Trade and Capacity to Import 

The analysis of the effects of changed price structure and trade 
development on the terms of trade and capacity to import of the countries 
in the region has been carried out only with reference to a few DMCs 
of the Bank; 28 the availability of relevant and up-to-date data has been 
the criterion in selecting these countries. The indices are computed on the 
basis of base year quantities. 

Terms of trade, as estimated (see Appendix 15) for the purpose
of this analysis, highlight only the prices of those commodities which have 
been specifically considered in this paper. In the absence of detailed data 
on the remaining commodities, a 5 per cent average annual increase in prices
has been postulated. To the extent the weight of the specifically considered 
commodities is substantialy higher for the export trade 29 of the DMCs 
than for their import trade, 30 the computed export price indices may be 
taken to reflect a much more detaded consideration than the computed
import price indices. In addition, since the prices of the specific commodities 
have increased at substantially higher rates than the 5 per cent assumed 
for the other commodities not specifically considered and to the extent 
the assumed 5 per cent annual price increase for the other commodities 
may indeed turn out to be an under-estimate, the computed indices of terms 
of trade are likely to be biased on the high side. Therefore, they should be 
viewed with caution. 

With 1973 as the base, the export price index is estimated to 
incriase for all the countries; the projected increase in 1974 will range
between 5 per cent for Bangladesh and 137 per cent for Indonesia. 
The significantly lower rate of increase for Bangladesh is due to the 
preponderance of jute and jute manufactures (about 90 per cent of total 
exports) in its export trade, the prices of which are projected to be only
about 5 per cent higher than 1973 prices. For Indonesia, the significantly
higher increase in the export price index is due to the high share of 
petroleum, timber and rubber constituting about 50 per cent. 15 per cent 
and 10 per cent, respectively of total exports; prices of these commodities 

28 These are Bangladesh. Burma. Republic of China, FiJi, Indonesia, Pakistan, Papua 
New Guinea, Philippines. Sri Lanka. Thailand and Republic of Viet-Nam. 

29 Ranging between 28 per cent for the Republic of Viet-Nam (rubber) and more 
than 50 per cent for Bangladesh (Jute and jute manufactures), Sri Lanka (tea. rubber
and copra). Burma (rice and timber). Philippines (copra. sugar, copper, and timber),
Indonesia (petroleum and rubber), Pakistan (cotton and textiles) and FOJI(sugar). 

30 Ranging between less than 10 per cent for Papua New Guinea, Republic of China 
and Thailand (petroleum) and about 30 per cent or mo.e for Sri Lanka and 
Bangladesh (rice an I petroleum). 
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have been projected to increase by 256 per cent, 38 per cent and 23 per cent 
respectively since last year. The improvements in export price indices 
for the other countries, particularly Burma, Fiji and the Philippines 
have also been projected to be quite significant 3 1 in 1974. Except for 
Bangladesh, export price indices for all the other countries in 1975 are 
projected to deteriorate from their 1974 levels 32 on account of the projected 
decline in prices of primary commodities, other than jute, petroleum, maize, 
and tea, exported by these countries. The export price index of Bangladesh 
is estimated to increase by about 8 per cent in 1975 on account of 
a projected 10 per cent increase in the price of jute in the world market. 

Increases in the import price index for all the countries33 are 
predominantly determined by the sharp increase in petroleum and rice 
prices and the relative importance of these commodities in the imports 
of these countries. The increase has been estimated to be relatively small 
for Republic of China, Papua New Guinea (in both cases due to low weight 
of petroleum imports), and in,.onesia (accounted for by absence of 
petroleum impcrt and relatively smaller increase in price of rice). For all 
the other countries, the increase in the import price index is estimated 
to be about 2:5 per cent or more which, however, is projected to decline 
in 1975 by about 4 per cent or less for the rice importing countries 
(Bangladesh, !ndonesia, Philippines and Sri Lanka). 

On the basis of the indices of import and export prices, as 
computed, the commodity terms of trade in 1974 are estimated to 
deteriorate substantially a4 fol those countries which are projected to face 
the worst balance of payments difficulties in 1974 and 1975. 3 To a smaller 
extent, the terms of trade are also projected to deteriorate for Pakistan and 
Thailand. Mainly or, ,count of petroleum, Indonesia is expected to have 
almost a doubling of her terms of trade in 1974. The increased international 
price of rice will also cause a substantial improvement in the terms of trade 
of Burma; a similar improvement, only in 1974, will also be experienced 
by Fiji due to sharp increase insugar prices in 1974. The rest of the countries 

More than 30 per cent. 

32 The deterioration is projected to be nominal for Indonesia, Sri Lanka (both I 

per cent), Republic of China and Papua New Guinea (3 per cent or less), moderate 
for the Republic of Viet-Nam, Thailand, Pakistan and the Philippines (4-8 per cent) 
and quite substantial for FIji and Burma (10 per cent or more). 

33 Except Burma whose dependence on imported oil, food and fertilizer is negligible. 

34 By more than 10 per cent. 

35 These are Bangladesh. Sri Lanka and the Republic of Viet-Nam. 
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will have negligible to moderate Improvements 3 6 In terms of trade in 1974. 
The terms of trade in 1975, with 1974 as the base, are projected to increase
for Bangladesh (increased price for jute exports and reduced price for rice
imports), Indonesia and Sri Lanka (both on account of reduced price for rice
imports). For all the other countries, these are projected to decline,
particularly sharply for Fiji, Philippines and Burma due to the relatively
substantial fall in the -prices of sugar (Fiji and the Philippines), copra
(Philippines) and rice (Burma) that have been envisaged. 

Given the export projections and the computed indices of export
price and terms of trade, the capacity to import 37 in real terms (seeAppendix 16) is expected to increase for Burma, Indonesia, Papua New
Guinea, Thailand and the Republir of China. As shown earlier, with the
exception of Thailand, all these countries are also projected to have surpluses
in their balance of trade. In contrast, as a result of the changed terms of
exchange in international trade, imports in real terms would be most
adversely affected 38 for Sri Lanka, Republic of Viet-Nam, and Bangladesh,
which are also projected to suffer the most serious balance of payments
difficulties; and, to a lesser extent, for Pakistan and Philippines as well. 

VIII. IMPLICATIONS FOR TRADE STRATEGIES 
AND ECONOMIC DEVELOPMENT 

A. Trade Strategies 

Recent changes In the international economic scene have significant.
ly altered, in ways described earlier, the context for trade and development
policies. While it is still too early to predict what these longer-run impli
cations will be on a country by country basis, it is perhaps safe to say
that for the deficit countries in the region as a whole, some modifications 
in their trade strategies will be made along the following lines. 

First, in view of the shortage of food and high prices of petroleumand petroleum products, there is lik,;Iy to be a new wave of "import
substitution" for these items. The basic objective of this new import
substitution, however, is not to promote. industrial development through
protection as in the past, but rather to meet the urgent need to increase
those commodities which are in world short supply, and to develop locaLly
available energy sources as a result of the high petroleum prices. 
a6 Ranging between 4-6 per cent. 

87 This is equivaent to the Income terms of trade defined as commodity terms 
of trade multiplied by the Index of export volume. 

88 By about 16 per cent more.or 
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Secondly, as quantitative restrictions and exchange controls have 

long been used In several countries in the region, it is likely that greater 

reliance on those measures, including multiple exchange rates, will be made 

In these countries as a means to curtail imports and encourage exports 

on a selective basis. This would be particularly true in countries where the 

elasticities of supply of their major exports low, the rates of inflationare 

have been high in the recent past, and certain industries have been developed 

under protei t ive barriers. On the other hand, many other countries will 

continue to follow more liberalized trade and exchange policies. In such 

cases, the possibility of a formal or de facto devaluation cannot be ruled out. 

Finally, there is no doubt that export promotion will continue 

to be a main feature of the trade policies in practically all developing 

countries in the region. But its success will depend not only on the ability 

to cope with the changing patterns of comparative advantage brought about 

by the recent changes in the international economy, but also, perhaps 

more importantly, on the inflow of long.term capital that is needed 

to finance such long-term adjustments. 

B. Short- vs. Long-Term Capital 

As noted earlier, the projected increase in the trade gap of deficit 

countries in the region during 1974 and 1975 is expected to be filled largely 

by short-term capital. To the extent that this is true, it will help resolve 

the difficulties in the short-run, but it will contribute little to long-run 

adjustments. This is not only because the interest paid for such short-term 

capital will further aggravate the balance of payments difficulties, but also 

because the needed long-run adjustments, such as the new "import 

substitution" and the continued need for export promotion mentioned 

above, will require substantial increase in long-term investment, without 

which the countries concerned can hardly sustain the trade deficits in the 
long-run. 

In this regard, it will be noted that the developed countries have 
been traditionally the major, if not the sole, source of long-term capital, 

and they are likely to remain a major source for years to come. However, 
in view of their own needs to pay for still higher petroleum imports, 

which are expected to continue even when the current recessionary 
developments in their economies are reversed, it is unlikely that they will be 

able, at least in the foreseeable future, to increase their capital exports, 

including development assistance, in sufficient quantities to meet the 
growing needs of this region. 
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In the meantime, a great shift in the distribution of the gains
from trade, effected basically by the higher petroleum prices, has taken,
and will continue to take place. This will cable the petroleum exporting
countries, including those located in the region, to become not only a new 
market for world trade, but also an important supplier of long-term capital 
for world development. 

The channelling or recycling of the petroleum earnings into long.
term capital for the development of this region, therefore, will be a 
most crucial problem of the time. There are indications that recycling
in the form of short-term capital has been very well underway, but the real 
need of recycling, it seems, is more in long-term rather than in short-term 
capital. A modest beginning appears to have been made in this regard. 

C. Prospects for Economic Development 

In an aggregative sense, a growing merchandise account deficit 
is roughly equivalent to a growing inadequacy of domestic savings to finance 
investment requirements in countries concerned. In such a situation, inflow
of external capital, of the same order as the deficit in the current account 
balance of payments, will be required to supplement domestic savings 
so as to meet the saving-investment gap. Even if the quantum of required
external capital becomes available, it is highly unlikely for the rates
of investment to increase in the )NCs in the futureforeseeable lue to 
global economic instability and recessionary tendencies, For this reason, 
as well as because of irflationamy prcssures, do CStic C01suroption is also
likely to increase in these countries. The corichision is inevitable that the 
rates of domestic savings in these countrie will tend to fall causing a 
slow-down in economic activities. The rates of growih of GDP may,
therefore, be expected to dcclinc; fon tilesomeicountlies, possibility

of negative growth of GDP cannot be ruled 
 out. 

On the other hand, thL surplus cont rics, especially the petroleum.

exporting countries region, expected fare
in the are to better. ilowevcr,
since they are equally affected by the world-wide inflation and recessionary
tendencies, tie chances arc - with few exceptions --that the rates of growth 
of GDP will also be lower. 

For [he region as a whole, the long-run prospects would seem 
to depend greatly on the success or failure of the effoits for restructuring
the economy, especially in regard to export promotion. This, in turn,
will depend, one onon the hand, the speed of economic recovery in the 
developed countries, and, on the olher, the extent to which the surplus
of the petroleum-exporting countries may be effectively recycled to meet 
the growing need for long-term capital in the region. 
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Crude Petroleum Prices, 1969-1974 
(Posted Prices iS/barrel) 

Source of Supply Persian Gulf Iran Venezuela Nigeria North America Indonesia 
Mouth/Year (Port) (Port) (Port) (Port) (at field) 

January 1969 1.80 1.79 2.73 2.80 
March 1971 2.18 2.17 2.73 2.42 3.10 
July 1971 2.29 2.27 2.73 3.20 3.44 

February 1972 2.48 2.47 3.17 3.18 3.44 
January 1973 2.59 2.58 3.31 3.56 3.44 2.96 
April 1973 2.74 2.73 3.72 3.79 3.44 3.73 
August 1973 3.07 3.05 3.72 4.29 4.07 4.13 
November 1973 5.12 5.09 4.69 4.29 4.07 6.23 
January 1974 11.65 11.88 11.16 14.69 5.07 10.80 

Source: Petroleum Pre=. Service 



Appendix 2 

Projected Payment for Petroleum Imports
 
by the DMCs, 1974 and 1975
 

(Million $) 

DMCa 

Afghanistan 
Bangladesh 
British Solomon Islands 
Burma 
Republic of China 
Fiji 
Gilbert and Ellice Islands 
Hong Kong 
Indonesia 
Khmer Republic 
Republic of Korea 
Laos 
Malaysia 
Pakistan 
Papua New Guinea 
Philippines 
Singapore 
Sri Lanka 
Thailand 
Republic of Vietnam 
Western Samoa 

Note2 "nag." stands for neglSiIbie. 

nA." stands for not availablo. 

Projected Import
1974 1975
 

neg. neg.
 
118 125
 

3 3
 
n.a. n.a. 

399 420
 
49 52
 

neg. neg.
 
384 404
 

10 10
 
n.a. n.a. 
1,099 1,157 

44 46
 
490 516
 
288 303
 

24 25
 
896 943
 

1,320 1,389 
169 178
 
609 641
 
207 218
 

1 1
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Appendix 3 

Projected World Market Prices of Selected
 
Primary Commodities, 1974 and 1975
 

CmoyreCtedn P s Indexes (1973 - 100) 
Commodity unit (in current $) 

1974 1975 1974 1975 

Rice S/MT 550 460 140 118 

Maize $/MT 107 112 109 115 

Sugar i/lb 10 7 171 125 

Cocoa 4/lb 84 72 129 111 

Tea 4/lb 67 67 140 140 

Copra $/MT 602 536 170 152 

Palm Oil $/MT 545 465 145 123 

Cotton 4/lb 76 73 123 117 

Jute $/MT 302 329 105 115 

Rubber 4/lb 38 35 123 113 

Logs $/MT 94 93 138 137 

Copper 4/lb 119 114 147 141 

Tin 4/lb 390 343 179 157 
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Commodity Concentration of Export Trade 
in Selected DMCs, 1973 

DMCs Major Export Commodities 

Bangladesh 	 Raw Jute 

Jute Manufactures 


Burma 	 Rice 

Teak/Other Hardwood 


Republic of China Textile Products 
Plywood/Lumber/Timber Products 
Sugar

FijI Sugar
Indonesia Crude Petroleum 

Timber 
Rubber 

Pakistan Raw Cotton 
Textiles (Yarn and Thread) 
Rice 

Papua New Guinea 	 Coconut/Copra Products 
Cocoa 


Philippines Copra 

Sugar 

Copper 

Logs/Lumber


Sri Lanka Tea 

Rubber 


Thailand Rice 

Rubber 

Maize 

1LI 


Republic of Viet-Nam 	 Rubber 
Wood/Manufactures 

a 1972.
 
Source: Audan Development Bank, Key Indicators, October 1974.
 

Appendix 4 

Share In 
TotalEOr

Export 

(in%) 

37 
52 
36a 
294 
29 
14 
2 

43 
is 
18 
12 
14 
23 
13 
13a 

98 
9 

16 
16 
19 
50 
24 
11 
14 
9 
6 

21 
11 

350 



Import of Fertilizers by DMCs, 1973 

Faiiw Pradocinge 

Bangladesh 
Burma 
Indonesia 
Malaysia 
Pakistan 
Philippines 
Republic of Korea 
Republic of China 
Thailand 

Non-Fertilizer Producing 

Afghanistan 
Khmer Republic 
Laos 
Sri Lanka 
Singapore 
Republic of Viet.Nam 

Nutrients (000 tons) 

N P K 

46.. 40.2 10.8 
(3.7) 10.0 1.5 

287.5 66.8 384.3 
40.6 13.2 88.4 

120.6 43.7 .4 
59.1 (1.9) 38.8 

(45.9) 9.1 104.2 
(16.0) (5.7) 72.0 

54.3 55.9 42.0 

10.0 5.2 0.3 
1.0 1.1 0.1 
0.1 0.1 -

56.8 9.7 35.1 
1.0 1.0 1.0 

150.0 30.0 16.0 

Products (000 tons) 

Urea DAP" Mph 

101.5 89.3 18.0 
(8.4) 22.2 2.5 

625.0 148.8 640.5 
88.3 29.3 147.3 

262.2 97.1 2.3 
128.5 (4.2) 64.7 
(99.8) 20.2 173.7 
(38.8) (12.7) 120.0 
118.0 124.2 70.0 

21.7 11.6 0.5 
2.2 2.4 0.2 
0.2 0.2 -

1235 21.6 58.5 
2.2 2.2 1.7 

326.1 66.7 26.7 

Value (Mllion S) 

Urea DAP NP 

9.6 10.6 0.7 
(0.8) 2.6 P.1 
59.4 17.7 27.5 
8.4 3.5 6.3 

24.9 11.6 0.1 
t2.2 (0.5) 2.8 
(9.5) 2.4 7.5 
(3.3) (1.5) 5.2 
11.2 14.8 3.0 

2.1 1.4 0.02 
0.2 0.3 0.01 
0.02 0.02 -

11.7 2.6 2.5 
0.2 0.3 0.07 

31.0 7.9 1.1 > 

w
UI 

b Dammonium Phosphate
Muriate of PotashVgFiure in parenthesis refer to exports. 



Projected Import of Fertilizers in DMCs, 1974 

Nutzients (000 tons) Products (000 tons) Value (Million S) 

DMCs 
N P K Urea DAP Mr Urea DAP M 

Bangladesb 
Burma 
Indonesia 
Malaysia 
Pakistan 

50.0 
(4.0) 

307.6 
43.4 

129.0 

43.0 
10.7 
71.5 
14.1 
46.8 

11.6 
1.6 

411.2 
94.6 

1.5 

108.7 
(8.7) 

668.7 
94.4 

280.4 

95.6 
23.8 

158.9 
31.3 

104.0 

19.3 
2.7 

685.3 
157.7 

2.5 

27.2 
(2.2) 

167.2 
23.6 
70.1 

23.9 
6.0 

39.7 
7.8 

26.0 

1.0 
0.1 

34.3 
7.9 
0.1 

Philippines 
Republic of Korea 
Republic of China 
Thailand 

63.2 
(49.1) 
(17.1) 
58.1 

(2.0) 
9.7 

(6.1) 
59.8 

41.5 
111.5 
77.0 
44.9 

137.4 
(106.7) 

(37.2) 
126.3 

(4.4) 
21.6 

(13.6) 
132.9 

69.2 
185.8 
128.3 
74.8 

34.4 
(26.7) 

(9.3) 
31.6 

(1.1 
5.4 

(3.4) 
33.2 

.5 
9.3 
6.4 
3.7 

Non-FeztMzer Producing 

Afghanistan 
Khmer Republic 
LAoS 
Sri Lanka 
Singapore 
Republic of Viet-Nam 

10.7 
1.1 
0.1 

60.8 
1.1 

160.5 

5.6 
1.2 
0.1 

10.4 
1.1 

32.1 

0.3 
0.1 
-

37.6 
1.1 

17.1 

23.3 
2.4 
0.2 

132.2 
2.4 

348.9 

12.4 
2.7 
0.2 

23.1 
2.4 

71.3 

0.5 
0.2 
-

62.7 
1.8 

28.5 

5.8 
0.6 
0.05 

33.1 
0.6 

87.2 

3.1 
0.7 
0.05 

5.8 
0.6 

17.8 

0.03 
0.01 

-

3.1 
0.09 
1.4 

a Figures in parenthesis refer to exports. 



Projected Import of Fertilizers in DMCs, 1975 

DMCa Nutruents (000 

N P 

tons) 

K 

hoducts (000 

Urea DAP 

tons) 

MP 

Value 

Urea 

(Millio 

DAP 

S) 

MI 

Fertlizer Producinga 

Banhladesh 
Burma 
Indonesia 
Malaysia 
Pakistan 
Philippines 
Republic of Korea 
Republic of China 
Thailand 

Nona-erizer Produdng 

Afghaniastan 
Khmer Republic 
Laos 
S Lanka 

Singapore 

Republic of Viet-Nam 

56.0 
(4.4) 

345.0 
48.7 

144.7 
70.9 

(55.1) 
(19.2) 
65.2 

12.0 
1.2 
0.12 

68.2 

1.2 

180.0 

48.2 
12.0 
80.2 
15.8 
52.4 
(2.3) 
10.9 
(6.8) 
67.1 

6.2 
1.3 
0.12 

11.6 

1.2 

36.0 

13.0 
1.8 

461.2 
106.1 

1.7 
46.6 

125.0 
86.4 
50.4 

0.36 
0.12 
-

42.1 

1.2 

19.2 

121.7 
(9.6) 

750.0 
105.9 
314.6 
154.1 

(119.8) 
(41.7) 
141.7 

26.1 
2.6 
0.3 

148.3 

2.6 

391.3 

107.1 
26.7 

178.2 
35.1 

116.4 
(5.1) 
24.2 

(15.1) 
149.1 

13.8 
2.9 
0.3 

25.8 

2.7 

80.0 

21.7 
3.0 

768.7 
176.8 

2.8 
77.7 

208.3 
144.0 
84.0 

0.6 
0.2 
-

70.2 

2.0 

32.0 

26.8 
(2.1) 

165.0 
23.3 
69.2 
33.9 

(26.4) 
(9.2) 
31.2 

5.7 
0.6 
0.07 

32.6 

0.6 

86.1 

22.5 
5.6 

37.4 
7.4 

24.4 
(1.1) 
5.1 

(3.2) 
31.3 

2.9 
0.6 
0.06 
5.4 

0.6 

16.8 

1.1 
0.2 

88.4 
8.8 
0.1 
3.9 

10.4 
7.2 
4.2 

0.03 
0.01 
-
3.5 

0.1 

1.6 

Figures in parenthesis refer to exports. 
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Import and Export of Rice, DMCs, 

DMCu Quantity (million tons) 
Import Export 

Bangladesh 0.4 -

Burma - 0.1 

Hong Kong 0.4 -

Indonesia 1.4 -

Khmer Republic 0.2 -

Republic of Korea 0.4 -

Malaysia 0.3 -

Pakistan - 0.8 

Philippines 0.4 -

Singapore 0.2 -

Sri Lanka 0.3 -

Thailand - 0.9 

Republic of Viet.Nam 0.3 -

Total 4.3 1.8 
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1973 

Value (million $) 
Import Export 

140 

- 35 

140 

490 

70 

140 

105 

- 280 

140 

70 

105 

- 315 

105 

1,505 630 



Projected Import and Export of Rice, DMCs, 1974 and 197S 

DMCa 

Bangladesh 
Burma 
Hong Kong 
Indonesia 
Khmer "republic 
Republic of Korea 
Malaysia 
Pakistan 
Philippines 
Singapore 
Sri Lanka 
Thailand 
Republic of Viet-Nam 

Quantity 
Import

1974 1975 

1.0 1.2 
- -
0.4 0.4 
1.5 1.6 
0.2 0.3 
0.4 0.5 
0.2 0.2 
- -
0.5 0-5 
0.2 0.2 
0.3 0.4 
- -
0.3 0.3 

(million tons) 
Export

1974 1975 

- -
0.2 0.2 

- -
- -
- -
- -
- -
0.6 0.6 

- -
- -
- -
1.4 1.7 

- -

Value 

Import
1974 1975 

550 552 
- -

220 184 
825 736 
110 138 
220 230 
110 92 

- -
275 230 
110 92 
165 184 

- -
165 138 

(million 6) 

Export
1974 1975 

- -
110 92 
- -
- -
- -
- -
- -
330 276 
- -
- -
- -
770 782 
- -

Total 5.0 5.6 2.2 2.5 2.750 2.576 1.210 1.150 

00 



Appendix 9 

Projected Rates of Growth of Imports and Expots,
 
DMCs: 1974 and 1975
 

Projected Rates of Growth (in %) 
DMCs Imports Exports 

1974 1975 1974 1975 

Afghanistan 7 7 6 5 
Bangladesh 7 7 10 7 
British Solomon Islands 10 10 15 15 
Burma b 5 8 5 
Republic of China 28 16 20 20 
Fiji 10 10 15 6 
Gilbert and Ellice Islands 12 12 is 15 
Hong Kong 12 8 10 9 
Indonesia 15 15 16 6 
Khmer Republic 5 5 5 5 
Republic of Korea 23 12 28 20 
Laos 7 5 10 8 
Malaysia 8 6 16 9 
Pakistan 9 9 12 12 
Papua New Guinea 11 11 20 20 
Philippines 20 8 14 10 
Sinpapore 25 10 15 8 
Sri Lanka S 5 18 6 
Thailand 15 15 11 8 
Republic of Viet-Nam 5 5 6 6 
Western Samoa 6 5 9 6 

£ 	 The projected rates of rowth are for all the commodities In the merchandise trade 
account except petroleum, rice and fertilizers. 

b 	 Imports (except petroleum, rice and fertilzers) of Burma in 1974 have been taken 
at the same level as the average import of such commoditia durinS 1970-72. 
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Appendix 10 

Dlance of Tmde of DMCs, 1973
 

DMCs 

surplus Countries 

Burma 
Republic of China 
Gilbert and Elce Islands 
Indonesia 
Malaysia 
Papua New Guinea 

Sub-Tolal 

Deficit Countries 

Afghanistan 

Bangladesh 

British Solomon Islands 

FiJI 
Hong Kong 
Khmer Republic 
Republic of Korea 
Laos 
Pakistan 
Philippineb 
Singapore 
Sri Lanka 
Thailand 
Republic of Vilet-Nam 
Western Samoa 

Sub-Total 

Overall Total 

a 	 Exports minus imports. 

(S million) 

Merchandise Merchandise Balance of 
Imports Kports Trade s 

96 110 14
 
8.797 4.378 581
 

8 9 
 1
 
3,356 8.062 806
 
2.402 	 2.950 548
 

816 511 195
 

8,875 11.020 2.145 

110 90 (-) 25
 
d16 817 (-) 299
 

16 14 (-) 2
 
216 86 1-) 132
 

6,687 5,051 () 586
 
180 10 () 170
 

4.219 	 8.200 (-) 1.019
 
60 7 (-) 58
 

981 961 (-) 20
 
1,778 1.788 15
 
5.068 	 8.605 (-) 1.48
 
421 868 (-) 88
 

2.057 1.584 0-) 478
 
621 60 -) 0561
 

20 4 (-) 16
 

21,997 17.165 (-) 4.882 

80,872 28.1865 -) 2.687 

b 	 Since the surplus of Philippines Is projected to turn into deficit in 1974 and 
1975. It has been shown in the group of deficit countries. 

Source: ADB. Key Indicators 
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Appendix I 1 

Projected Balance of Trade of DMCs, 1974 
(million S) 

Merchandise Merchandise Balance of 
DMCs Imports Exports Trado s 

Surplus Countries 

Burma 167 192 25 
Republic of China 
Gilbert and Elice Islands 

6.108 
9 

5,264 
10 

156 
1 

Indonesia 
Malaysia 

8,006 
2,944 

5.718 
8,667 

2,712 
728 

Papua New Guinea 367 618 246 

Sub-Total 11.601 15.464 8.868 

Deficit Countries 

Afghanistan 
Bangladesh 
British Solomon Islands 
Fii 
Hong Kong 
Khmer Republic 
Republic of Korea 
Laos 
Pakistan 
Phlippines 
Singapore 

128 
1.169 

20 
272 

6.638 
225 

5.989 
94 

1.320 
2,883 
7.184 

95 
349 

16 
99 

5.556 
11 

4.110 
8 

1.098 
2,068 
5.286 

(-) 88 
(-) 820 
() 4 
(-) 178 
(-) 1,077 
( ) 14 
(-) 1.829 
(-) 86 
(-) 227 
(-) 765 
(-) 1.898 

Sri Lanka 
Thailand 
Republic of Viet-Nam 
Western Samoa 

687 
2,803 
914 
2i 

458 
2.179 

64 
4 

(-) 
( ) 
() 
(-) 

179 
24 

850 
17 

Sub-Total 80,192 21.896 (.) 8.700 

Overall Total 41.798 86,860 (-) 4.988 

a Exports minus imports. 
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Appendix 12 

Projected Balance of Trade of DMCs, 1975 
(S million) 

Merchandise Merchandise Balance ofImports Exports Trade' 

Surplus Countries 

Burma 175 178 6 
Republic of China 5.882 6.313 431
 
Gilbert and Elice Islands 10 12 2
 
Indonesia 3.207 5.894 
 2,687
 
Malaysia 3.091 3.982 891
 
Papua New Guinea 406 736 330 

Sub-Total 12.771 17.115 4.344 

Deficit Countries 

Afghanistan 134 100 (.) 34
 
Bangladesh 1.207 373 (-) 834
 
British Solomon Islands 22 18 0-) 4
 
Fiji 297 105 (-) 192
 
Hong Kong 7.099 6,056 (-) 1.043
 
Khmer Republic 259 12 (-) 247
 
Republic of Korea 6.561 4.926 (-) 1.635
 
Laos 99 9 (-) 90
 
Pakistan 1.417 1.131 -) 286
 
PhiLhppines 2.965 2.270 () 695
 
Singapore 7.810 5.574 (-) 2.236
 
Sri Lanka 678 485 (-) 193 
Thailand 3.152 2.304 0-) 848 
Republic of Viet-Nam 919 68 (-) 851 
Western Samoa 22 4 18s) 

Sub-Total 32.641 23.435 0-) 9.206 

Overall Total 45.412 40.550 (-) 4,862 

a Exports minus Importa. 
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wComponents 
0 of Balance of Payments, Selected DMCs, 1972 & 1973 

DMC8 
Net 

1972 

lartibles 

1973 

Short-Team 
Capital (Net)a 

1972 1973 

Long-Term 
Capital (Net) 

1972 1973 
Tnatara 
1972 

(Net) 
1973 

Afghanistan 
Bangladesh 
British Solomon Islands 
Fiji 
Hong Kong 
Khmer Republic 
Republic of Korea 

Laos 
Pakistan 
Philippines 
Singapore 
Sri Lanka 
Thailand 
Republic of Viet-Nam 
Western Samoa 

-29.8 
-60.0 

ne. 
25.7 
nU. 

-14.7 
33.5 

nje.
-191.3 
-55.0 
283.4 

-2.3 
316.4 
199.2 

2.2 

-36.0 
-9.0 
n.a. 
40.5 
n.a 

-15.9 
67.7 

U.M. 
-149.6 

-30.0 
366.3 

8.6 
335.9 
142-i 

1.1 

. 
n.a. 
n.. 
13.0 
n.e. 
8.9 

-16.3 

nje.
-7.5 

125.9 
128.4 

-3.6 
94.0 

9.8 
2.0 

na. 
n.a. 
n.a. 
-4.9 
nAL 
-0.5 
84.0 

nMI. 
14.5 
-4.2 

241.1 
-26.4 
129.0 

0 
n.e. 

n, 

-
-4.9 
25.2 
n.e. 
0.2 

493.9 

n.. 
224.7 
117.3 
262.5 
47.6 

161.8 
19.1 

7.5 

na. 

41.0 
n.A. 
64.0 
U.s 
-1.2 

694.7 

n. 
357.1 
134.9 
253.3 
85.2 
69.8 

-15.2 
7.2 

6 3.4b 

261.0 
1.2 
7.9 
n.j. 

104.0 
169.8 

nMa. 
178.7 
188.0 

-6.7 
7.7 

39.0 
541.4 

4.5 

63.6
b 

367.0 
n.a. 
5.7 

n. 
34.1 

190.1 

njm.
194.2 
231.0 

-4.1 
13.4 
680 

515.2 
8.3 

Total 517.3 721.7 354.6 432.6 1.354.9 1,690.8 1.554.9 1,682.5 

a Including nonmonetary and monetary ato. 

b Official loans and grants. 

Sources: IUF, Balance of Payments Yeabook, 1974 and country report. 



Appendix 14 

IMF Members' Fund Positions, DMCs 
(S million; as of 30 September 1974) 

Gold edt Amount D 
DM Tanebe Tranebe Available Drte

osituona lostlion for Drawing(1) (2) (8) • (11) (4) 

*Afghaniutan 0 85.9b 
85.9 19.0eB nladeh 0 24.7 b 
24.7 127.8*Britsb Solomon islands Not IMP member - -Burma 0 6 8.3b 68.8 46.8Repubic of China 0 658.0 653.0 71.0.7111 0 15.8 15.8 8.1Riong Kong Not IMP member  _

Gilbert & RElice Islands Not IMF member  _
India 0 887.0 87.0 448.0Indonesia 22.1 806.9 881.3 0*Khmer Repubic 0 15.1 15.1 22.7Republe of Korea 0 9 5 . 0 b 95.0 46.7Lsos 4.0 15.7 19.7 0Mahlysla 56.1 221.0 277.1 0
Nepal 8.7 14.7 18.4 0 

*Pakistn 0Papua New 1 8 1 .0 b 181.0 225.0Guinea Not IMF member  -ePhilippines 1.6 18 4 .0 b 185.6 79.0 
Singapore 11.2 48.9*Sri F-nk, 55.1 00 7 9 .0 b 79.0 107.0 

OThaland 40.4 159.0 199.4 0Tonga Not IMF member - -*Republic of Viet-Nam 18.7 74.0 92.7 0*Western Samoa 0.5 2.4 2.9 0 

Sub-Total (country
 
with 0 mark)  - 051.4 682.8 

T o t a 1 8,186.5 1,192.6 

a A member's quota minus the IMr's holdings of its currency, if the amount 
is positive. 

b Stand-by arrangements + other. 

e Drawings . repayment by repurchase; drawings include ordinary drawings,
compensatory drawings, oil facility drawings and buffer stock drawings. 

Source: IMF. IFS November 1974. 
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Estimated Indexes of Export/Import Prices and Terms 
Selected DMCs; 1974 and 1975 

of Trade; 

DMCs Export Prices 

1974 1975 

Estimated Indexes (1973 

Import Prices 

1974 1975 

= 100) 

Terms 

1974 

of Trade 

1975 

Bangladesh 
Buma 
Republic of China 
Fbi 
Indonesia 
Pakistan 
Papua New Guinea 
Philippines 

SriLanka 
Thailand 
Republic of Viet-Nam 

105 
147 
117 
138 
237 
124 
117 
135 
128 
123 
112 

114 (+ 9) 
133 (-10) 
114 (- 3) 
115 (-17) 
236 ( 0) 
117 (- 6) 
113 (- 3) 
124 (- 8) 
126 (-2) 
117 (- 5) 
107 (- 4) 

128 
105 
113 
123 
113 
128 
110 
130 
144 
128 
130 

123 (-4) 
105 (0) 
113 (0) 
123 (0) 
108 (-4) 
128 (0) 
110 (0) 
129 (-1) 
138 (-4) 
128 (0) 
130 (0) 

82 
140 
104 

112 
210 
97 

106 
104 

89 
96 
86 

93 (+13) 
127 ( 9) 
101 ( 3) 
93 (-17) 
219 (+ 4) 
91 ( 6) 

103 (- 3) 
96 ( 8) 
91 (+ 2) 
91 (- 5) 
82 (- 5) 

Fgue in parenthesis refer to percentage increaseldecrease during 1974-75. 

Im 
0. 

ur 



Appendix 16 

Estimated Indexes of Capacity to Import; Selected DMCs: 
1974 and 1975 

Index of Capacity to Imports 
DMCs 	 (1973 = 100) 

1974 	 1975
 

Bangladesh 86 96 (+12) 

Burma 167 155 (. 7) 
Republic of China 107 	 127 (+19) 
Fiji 	 94 99 (+ 5) 

Indonesia 166 	 180 (+ 8) 

Pakistan 89 92 (+ 3) 
Papua New Guinea 109 131 (+20) 

Philippines 89 98 (+10) 

Sri Lanka 82 90 (+10) 
Thailand 108 113 (+ 5) 
Republic of Viet-Nam 82 88 (+ 7) 

a 	 Defined as commodity terms of trade multiplied by the index of export 
volume. 

Not: Figures In parenthesis refer to percentage increaeldecrease during 1974-75. 

363
 



"Projections and Analysis ofTrade Development InSelected Developing 
Countries In the Asian Region, 1974 & 1975" 

Introduction: Perry P. Chang 

The Paper had the limited purpose of projecting the expected course 
of trade development in the region consequent on recent shifts in world trade 
and of assessing the implications of such developments. In the absence 
of adequate data and lack of knowledge of the functional relationships 
between the many variables, the estimates and the projections given in the 
Paper were essentially indicative in character. They did, however, provide 
some estimate of the probable magnitudes involved as to enable assessment, 
in a less than precise manner, of possible consequences. 

Twenty-one developing member countries were included in the 
analysis. The projections indicated that, in the past, six countries would 
continue to have trade surpluses in 1974 and 1975 while the remaining 
countries would remain as deficit countries; the magnitude of these deficits, 
however, is estimated to increase substantially during 1974-1975. 

In spite of variations in the magnitude of deficits among countries 
in light of their common characteristics pertaining to trade development, 
these countries were treated as a group in the Paper. Total trade deficit 
of fifteen deficit countries, which was $4.8 billion in 1973, was projected 
to reach $8.8 billion in 1974 and increase further to $9.2 billion in 1975. 
The 'magnitude of the problem for these countries was clearly evident 
from these projections. 

The massive increases in the trade deficit were mainly due to the 
increase in oil prices. From a level of about $1 billion In 1973, payments 
for oil are projected to increase to $3.5 billion In 1974 and further 
to $3.7 billion in 1975. 

Payments on account of rice Imports were estimated to increase 
from $300 million in 1973 to around 700 million In 1974 and 1975 
due to the increased price of rice on world markets. If the required imports 
of fertilizers necessitated for boosting regional production of foodgrains 
did not materialize for any reason, the import bill for rice would have 
to increase further. 
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A closer analysis of the balance of payments implications of the 
projected trade deficits suggested that net invisible earnings, drawings down 
available external reserves, wherever possible, and accommodation by the 
IMF could meet part of the deficit. 

3Net long-term capital inflows have averaged $3 - billion annually 
in the past. Given the international economic situation, it was unlikely 
that there would be any substantial increase and, consequently, the balance 
of the deficit would need to be financed by short-term capital. 

The group of deficit countries included Hong Kong and Singapore
which had traditionally run large trade deficits financed by substantially 
short-term capital flows; these countries would continue to attract short-term 
capital on commercial terms. For the countries projected to have deficits 
in trade balance, excluding Hong Kong and Singapore, the required inflow 
of short-term capital would amount to about $1 billion in both 1974 and 
1975. The striking feature of trade development, as highlighted in the Paper, 
was the emergence of increased need for short-term capital flow in those 
countries which, in the past, did not rely substantially on such flows. 

If trade and the balance of payments developed along the projected 
lines, there was the possibility that the terms of trade and the ability 
to import would worsen in most of the deficit countries. And, if the trade 
deficits had to be largely met out of short-term capital, that could only 
be a temporary and costly expedient at a period when constraints on import 
ability are also affecting growth. Short-term borrowings also became all 
the more difficult to negotiate where economic conditions weakened. 

The urgent need, therefore, appeared to be substantial increases 
in the inflow of long-term capital which would enable the development 
of domestic energy resources, expand export capacity and generally stimulate 
quicker socio-economic development. From that point of view, the possibi
lities of recycling petro-dollars into long-term investments rather than 
to meet only the short-term balance of payments needs merited serious 
consideration. 

While the deficit countries might be able to attract the required 
short-term capital to meet the immediate need, such inflow would not go 
very far in resolving the basic problems and laying the foundations 
of long-term growth. Given the time-lag for capital investments to fructify, 
it was vitally important that the long-term capital flow increase at the 
earliest possible time. Otherwise future development could be even more 
critically constrained by the balance of payments situation. 
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COMMENTS 

by 

Sheng-YI Lee 

The Paper had illustrated the adverse effects on growth and balances
of payments of countries in the region consequent on deteriorating terms
of trade and sharply increased payments for oil, fertilizer, rice and other
commodities. A greater reliance on short term financing was to be expected
along with more recourse for financial assistance from the oil-exporting
countries of the Middle East. With the unfavorable prospects for trade
and development, the Paper had also correctly anticipated the possibility
that many countries might impose Phase II policies of exchange control 
and quantitative restrictions. 

Prospects of assistance from the developed countries were uncertain 
on account of recessionary and balance of payments problems of their own.In regard to assistance from the oil-exporting countries in the Middle East,
while some long-term capital flow was expected into a few DMCs, the
tendency was for most of the long-term petrodollar investments to be in thedeveloped countries. The situation was similar with short-term capital flows
from the Middle Eastern countries. To the extent the increased import
demand of the oil-exporting countries consisted largely of commodities
like capital goods, foodstuffs and armaments, there was also not much 
prospect of increased exports of DMCs to these countries. 

Some DMCs have availed of the IMF oil facility to cover part
of their immediate requirements. However, the OPEC countries have been
reluctant to channel any significant part of their surplus funds through
the IMF. In addition, the developing countries have considered the interest 
rates of 6-7/8 to 7-1/8 per cent levied by the IMF to be too high while theOPEC countries consider the interest rate to be too low in the context of
generally high interest rates on world markets. 

Other possible sources of capital include the Islamic Development
Bank and the longer-term prospect that there would be a link between SDRs 
and development assistance. 

Generally, therefore, It appeared that the prospects for an increased
capital flow to the DMCs to ease the balance of payments constraints and 
to accelerate development were uncertain and precarious. 
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Consequently, the only real option for the DMCs to meet the 
balance of payments problems and to accelerate growth was to rely 
on greater self-reliance by restraining consumption and increasing savings
and investment through greater social discipline. Such an orientation of
policies could necessitate some lowering of the standard of living in terms 
of foregoing consumption of imported products and the maintenance 
of industrial peace to increase productivity. Foreign capital and technical 
know.how would, then, become a useful marginal input rather than an 
indispensable resource. 

Although export prices of primary commodities generally increased 
from 1972 through the first half of 1974 there have been marked decline
in export prices thereafter except for petroleum and other foodstuffs. That 
had further aggravated the problems caused by the rise in import prices.
In this respect the price expectations for the projections in the Paper
appeared too optim;stic. For example, the Paper had projected a trade 
surplus for Malaysia in 1974: the sharp falls in the export prices of rubber,
tin, timber and palm oil had, however, made for a deficit in the trade 
balance in 1974. 

The Paper had not analyzed possible trade developments in the 
exports of manufactured goods although export diversification in that form 
was sought by many DMCs. With the projected balance of payments deficits 
In most DMCs there was the possibility that protective tariffs and quantitative
restrictions could intensify. The increased export of manufactures could,

therefore, depend on greater regional cooperation in trade and improved
 
access 
 to the markets of the developed countries, Africa and the Middle
 
East.
 

Among the DMCs, too, there were significant differences in the 
circumstances of their trade, payments and economic development and 
generalizations could provide inadequate results. Indonesia, Malaysia, Burma 
and Singapore stood to benefit from petroleum and ancillary industries;
Singapore and Hong Kong from their unique economic situation while 
many DMCs such as India, Indonesia, Pakistan, Philippines and Thailand 
could respond to high food prices with increased output. Bangladesh,
in particular, appeared the worst affected by the projected trends. 

A problem general to all DMCs was the continued rapid increase
in population and success in slowing the rate of population growth could 
be an important factor in their economic prospects. 

The Paper had made the interesting observation that the oil crisis
could benefit the developing countries by Inducing the shift of Industries 
to proximity to domestic energy and raw material sources. Also that there 
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could be an added incentive to move from energy-intensive technologies 
to energy-economizing or labour-intensive technologies. These expectations,
of course, depended on a re-structuring of international complementarities
and the accelerated flow of foreign investment to the developing countries. 

COMMENTS 

by 

V.R. Panchamukhi 

The projections presented in the Paper were, except for the 
estimated imports of foodgralns, essentially the extrapolation of past trends 
which did not explicitly incorporate policy variables and the interaction 
between policies and economic entities. 

A more rigorous and systematic framework within which all inter
connected projections could have been worked out would have been more 
desirable. Such a disaggregated macro-model based behavioralon and 
technical relationships - would have given a better insight into the inter
relationships between the major sectors. The projected import demand 
for fertilizers in 1975, for example, appeared too low: a better estimate 
would have been possible if that had been related to the desired or feasible 
rate of growth in agricultural output. 

A quantitative estimation of the indirect effects on other sectors 
of the increase in petroleum prices could have been done through the 
input-utput tables available for some DMCs. The demand for petroleum 
imports could, then, have been made a function of the desired rate of 
growth in output in user industries or sectors. 

The use of a macro-model could also have better illustrated the 
relationships between the ex ante and ex post savings and trade gaps,
the effects on the growth rate of GDP and the probable process of 
adjustment. The inclusion of behavioral parameters such as the marginal
propensity to import could also have influenced the projections. If the 
marginal propensity to import was, for example, assumed to remain 
constant, the projected growth of imports could have implied growth of 
GDP different from the desired rate of growth. Given the rigidities 
in the import content of production in developing countries, the projections
of imports presented in the Paper Implied a growth rate of GDP which
would be smaller than that postulated in the Paper. That Implication seemed 
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to aise because the marginal propensity to Import or the import content 
of production had not been explicitly Introduced and considered as a rigid 
parameter In the projections. 

The Paper had suggested that commodity prices had reached a peak
In late 1973 and early 1974 and that there would be a falling trend in the 
immediate future. In the absence of an analysis of the seasonal and cyclical
fluctuations in prices and of demand and supply factors, seasonal or cyclical
price peaks could not be isolated from longer term trends. 

The increases noted in the export prices of many primary
commodities and petroleum had been a desirable development in reversing
the continuing improvement in the terms of trade of the developed countries. 
The Paper could have also paid attention to the feasibility and the
desirability of measures improve or, at least,to - prevent the further
deterioration in - the terms of trade of the developing countries. 

The projected foreign capital inflow had been specifically related
In the Paper to the trade gap. However, in most DMCs, the savings gap 
was the dominant factor and ex ante estimate, of foreign capital require.
ments should have been related to the savings: investment gap instead. 
The process of adjustment referred to in the Paper was derived only 
n relation to the ex ante estimates of the trade gaps considered in the 

Paper. 

However, where, as in most DMCs, the ex ante savings gap were 
the dominant gap but the capital inflow were equal to the anteex 
trade gap, then the adjustive process would have to be through an increase 
In ex ante savings or a decrease in ex ante investment (i.e., a decline in GDP 
growth given a constant capital: output ratio). If the capital inflow were 
equal to the ex ante savings gap the adjustment would be through an increase 
in ex ante imporvs and/or a decline in ex ante exports. 

The Paper had implicitly assumed that the decline in the exportable
capital from the industrialized countries would be equal to the increase 
in the exportable capital of the oil-producing developing countries. The 
Increased demand for imports by the oil-producing developing countries
could, however, reduce their exportable surplus and the total availability
of foreign capital funds could become smaller. 

The projections in the Paper had suggested that individual DMCs
would ccntinue in trade deficit/surplus during 1974 and 1975 as in 1973. 
As there seemed to be no correspondence between the type of trade regime
adopted by countries and the magnitude of trade surplus/deficit projected,
It appeared that either the effect of particular trade regimes on trade had 
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not been Incorporated in the projections or that it had been assumed that 
the adoption of particular trade regimes made no significant difference 
in the existing international context. The favorable results anticipated 
from more liberal regimes were affected not only by natural factors 
such as droughts but also by other factors in both the domestic and 
international fields. The choice, anyway, was not purely between a liberal 
trade regime or a control regime: there were many in-between policy-mixes 
which could better suit the circumstances ef partikular countries. 
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Generai Bacrround Paper: B 

"Development In Trade and Trade Policies 
in the Developing ESCAP Countries" 

by 

Shoji Nishimoto 

1. INTRODUCTION 

The developing ESCAP region consists of more than twenty 
countries with wide variations in their geographic characteristics, cultural 
backgrounds and levels of political and socio-economic development. More. 
over, member countries of the region also differ in size, resource endowments 
and economic structures. The regional countries range in size from China 
with a population of some 800 million to small island countries in the 
Pacific with populations of a few thousands. The region contains highly 
industrialized countries as well as predominantly agricultural countries. 
The region also includes a country with such an open economic policy 
as Hong Kong and with such a closed one as Burma. While the region 
includes such countries with higher per capita income as Singapore and 
Hong Kong, it also contains the poorest of the poor. It is, therefore, only 
natural to observe a wide range in growth performance among the countries 
in the region. 

Irrespective of the heterogenity of the economies and the widely
varied growth performance among the developing ESCAP countries, however, 
the role of international trade, in particular exports, in over-all development 
has been generally emphasized in their respective national development 
plans. It is also advocated in such international development efforts 
as envisaged in the International Development Strategy for the Second 
United Nations Development Decade. 1 While there is no doubt about the 
vital role of international trade and finance for development in general, 
some of the important changes in the interfiational situation and resultant 
problems have made it necessary to reconsider various aspects of the trade
oriented approach to development. 

1 	 The InternAtlonal Development Strategay for the Second United Nations Develop
ment Decade, United Nations, 1970. 
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In the foliowing chapter., major trade issues and trade polices 
of the developing ESCAP countries will be discussed in the light of recent 
changes and developments in international trade and finance.2 

i. TRADE CHARACTERISTICS 

A. Growth Trend 

Trade performance, in terms ofgrowth in exports, of the developing 
ESCAP region as a whole has been improving.8 Between 1960 and 1970, 
the region increased its exports at an annual compound rate of 5.7 per cent. 
This, however, was lower than the export growth rate of all developing 
countries as a group, not to mention that of developed countries. Therefore, 
the share of exports from the developing ESCAP region in total world 
exports recorded a declining trend. In recent years, however, this trend 
has been reversed. That is, the region improved Its export performance 
toward the end of 1960s and further upgraded it in the early 1970m, 
especially in 1973 when a record rate of more than 50 per cent per annum 
was attained. 

The export performance va.ed widely from country to country. 4 

Such countries as Hong Kong, Indonesia, and the Republic of Korea, 
expanded exports toward the latter half of the 1960s and accelerated 
their growth of exports during 1972 and 1973. Other countries including 
India, Iran, Philippines, Singapore and Thailand, joine,, the high export 
giowth countries in 1971 and 1972, and Improved their performance in 
1973. In Pakistan and Sri Lanka rapid export expansion did not occur 
untlf 1973. Others, such as Bangladesh, Burma, Fiji, did not record much 
improvement and the growth performance was slower, even in 1973, than 
that of others in the region. The war-ravaged countries in Indo-China, 
i.e. Laos, Cambodia and South Viet-Nam, have had declining export trend. 
South Viet-Nam, however, showed a moderate recovery in recent years. 

2 	 Trade poUclee discussed in the following ection are mostly of dinet eoatrd 
in nature, while those related to macro-prieo and income adjustments m refered 
to only briefly. The period discused in this paper I. from 190 to early 1974. 

3 	 Table 1. 

4 	 Table 2. 
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Table I. Growth of World Trade 

(percentages) 

in Different Regionsa 

Annual Compound
Rate 

1960-70 1970-72 1970 

Percentage Change
Previous Yeir 

1971 1972 

Over 

1973 

World Total 

Developed Countries 

Developing Countries 

Africa 

Latin America 

Developing ESCAP 

Middle East 

CenLrally Planned Economies 

Exports 
Imports 
Exports 
Imports 
Exports 
Imports 
Exports
Imports 
Exports 
Imports 
Exports 
Impor,: 
Exports 
Imports 
Exports 
Imports 

9.4 
9.3 

10.1 
10.2 
7.4 
6.6 

10.0 
5.8 
5.5 
6.1 
5.7 
6.1 
8.8 
7.7 
9.7 
9.3 

15.4 
14.4 
15.2 
14.8 
16.5 
12.6 
8.0 
11.5 
10.6 
12.6 
13.0 
9.6 

31.9 
16.5 
12.9 
14.9 

14.4 
14.6 
15.3 
15.3 
11.9 
12.4 
11.5 
16.4 
10.4 
14.3 
11.5 
9.2 

12.1 
6.5 

12.3 
14.3 

11.8 
11.4 
11.8 
11.2 
13.8 
13.4 
3.4 

14.6 
4.8 

13.5 
7.8 

10.1 
41.1 
17.6 
8.3 
8.3 

19.0 
17.5 
18.9 
18.3 
19.4 
11.7 
12.7 
8.5 

16.6 
11.7 
18.4 
9.2 

23.4 
15.5 
17,7 
21.9 

38.1 b 
37.1 b 
36.7 
37.6 
43.8 
34.6 
38.8 
29.7 
40.8 
27.0 
55.9 
42.9 
39.8 
39.8 

a 

b 

Value in current US,. 

Exebaies Centrally Planned Econorm 



Tade 2. Growth of Foreign Trade in Selected Developing ESCAP Countriesa: 1960-1974 
(percentages) 
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Table 3. Commodity Composition of International Trade in the Developing ESCAP Region3 

(percentages)b 

1960 1961 1962 1963 1964 1965 1966 1967 1968 1969 1970 1971 1972
 

Compodion of impacta

Consumption goods 36.2 35.1 32.8 34.2 34.7 34.2 36.8 35.0 32.4 32.1 30.5 29.3 30.1 

Food 18.2 17.0 16.3 18.6 19.9 19.7 20.4 19.9 17.8 16.0 14.9 14.0 14.1 
0tien 18.0 18.1 16.5 15.6 14.8 14.5 16.4 15.1 14.6 15.6 15.6 15.3 16.0 

Materials chiefly for consumption 
goods 25.4 25.0 25.9 23.7 22.6 22.9 23.8 24.7 26.8 26.2 27.7 28.1 28.4 
Materials chiefly for capital goods 10.0 9.4 9.1 9.2 8.3 8.0 7.5 7.7 7.5 7.3 8.A 7.6 7.4 
Capital goods 28.4 30.5 32.2 32.9 34.4 34.9 31.9 32.9 33.3 34.3 33.6 34.8 34.1 

Composition of Exprt. 
(by SITC Section and Selected 
Commodity Group)
Food, beverages and tobacco (0+1) 25.3 25.0 25.6 27.8 28.8 27.8 26.8 25.6 23.5 20.8 19.8 19.7 18.8 
Mineral fuels and related 
materials (3) 5.8 6.5 6.1 6.1 5.4 5.2 5.8 6.4 6.9 6.6 6.9 7.4 7.0 
Crude materials, local fuels. and 
oils and fatg (2+4) 	 41.4 37.0 35.5 33.4 31.8 31.8 31.7 27.9 26.9 26.6 24.9 21.8 22.2 
Chemicals (5) 	 1.4 1.7 1.7 1.8 1.9 2.0 1.9 2.2 2 3 2.4 2.2 2.4 2.6 
Machinery and transport

equipment (7) 1.4 2.0 2.3 2.3 2.1 2.5 3.0 3.5 4.0 4.8 5.4 6.7 
 8.4
Other manufactured goods (6+8) 24.7 27.8 28.8 28.6 30.0 30.7 30.9 34.4 36.4 38.7 40.8 42.0 41.0 

Textile yarn and fabrics (65) 10.5 11.4 
Iron and steel (67) - - 1.1 1.3 2.0 1.7 1.6 1.7 1.8 1.6 1.9 1.8 1.9 
Non-ferrous metal (68) - - 3.3 2.8 2.9 3.4 3.3 3.3 3.3 3.3 3.2 2.7 2.4 

a 	 Comprising Burma. Cambodia. Hong Kong. India. Indonesia, the Republic of Korea. Laos. Malaysia. Pakistan. the 
Philippines, Singapore. Sri Lanka. Thailand and the Republic of South Viet-Nam. 

b 	 Based on value figures in current US$. 

Source: Statistical Yearbook for Asia md t"t For Eest. 1971. 1972 and 19?3. 



aTable 4. Dkedon of Trade ofrDnloping ESCAP Comi e 
(percentages)b 

1960 1961 1962 1963 194 1965 1966 1967 1968 1969 1970 1971 1972 

Impr from
ESCAP eoantries 39.2 35.8 35.3 35.8 35.7 36.5 38.4 39.0 41.3 42.1 42.2 435 45.2DevelopinM ESCAP comes 25.8 22.6 22.2 22.2 20.7 19.9 21.1 19.1 18.3 19.2 18.8 18.4 19.2
 
Weste., Europe (including


United Kingdom) 38.9 41.3 37.6 35.3 34.9 35.8 33.2 31.5 29.5 30.7 29.4 29.7 29.0Europe occidental 28.2 28.9 25.9 24.6 24.8 25.9 24 3 23.7 21.5 23.5 22.4 22.3 22.1
United Kingdom 10.7 12.4 11.7 10.7 10.1 9.9 8.9 7.8 7.0 7.2 7.0 7.4 6.0USSR and Eastern Europe 1.6 2.3 4.3 3.2 3.6 3.5 3.5 3.2 3.5 4.0 3.2 2.7 1.6North Amenca 16.5 16.3 19.2 22.2 22.0 20.5 21.2 21.9 20.2 18.6 20.0 18.4 17.8United States 15.3 15.2 18.2 20.8 20.1 19.2 19.5 20.0 18.6 17.1 17.9 16.6 16.5South America 0.1 0.2 0.3 0.2 0.3 0.3 0.4 0.4 0.4 0.5 0.6 0.3 0.5Middle East and Africa 3.7 4.0 3.3 3.3 3.5 3.4 3.3 3.9 5.1 4.1 4.6 5.4 5.9 

Export to
.SCAP counties 36.3 35.9 34.9 35.9 36.6 36.5 38.0 38.6 39.7 40.8 40.4 40.7 40.1Developing ESCAP countries 25.3 24.6 23.3 23.0 22.3 22.0 2-.4 20.8 21.6 21.5 19.0 19.2 1-3Western Europe (including 

United Kingdom) 39.7 39.0 38.9 38.4 36.4 34.3 32.6 33.7 30.6 29.0 29.3 28.1 80.8Europe occidental 27.0 26.9 26.7 26.7 25.3 24.5 23.5 22.7 21.0 21.8 22.3 21.4 24.4
United Kingdom 12.7 12.1 12.2 11.7 11.1 9.8 9.1 11.0 9.6 7.2 7.0 6.7 6.4USSR and Eastern Europe 3.6 4.1 4.8 5.0 4.7 5.1 5.2 4.7 4.8 4.5 4.5 4.1 3.7

North America 14.6 14.9 15.1 14.8 15.6 16.8 17.5 16.5 18.7 19.8 19.4 20.9 20.4United States 12.6 13.0 13.2 12.8 13.9 14.9 15.2 14.8 16.9 17.8 17.4 18.7 18.1South America 1.0 0.9 0.9 0.7 0.8 0.8 0.8 0.6 0.6 0.7 0.7 0.6 04Middle East and AM., 4.9 5.3 5.4 5.2 5.9 6.5 5.9 5.9 5.6 5.2 5.7 5.6 4.6 

a ComPrisng Drunei. Burma. Cambodia. i Hong Kong. India, Indoneda. Iran. the Republic of Korea. LAos. Malayda. Pakistan.Papu New Guinea, the Philippines. Singapore, Sri Lanka. Thailand. the Republic of South Viet-Nam and Western Samos.
b Based on fiurea In current US$. 

30-Ce: ESCAP. Stah&isc Yearbook for Asia and the Far et. 1971. 1972 and 1973. 



Total imports by the developing ESCAP region grew at a slightly
higher rate than total exports during 1960-1970, i.e. at 6.1 per cent per 
annum. The import growth rate increased in early 1970. The rate was,
however, slightly lower than for the developing countries as a group and 
for the developed countries in 1971 and 1972. 

As observed for exports, import growth differed substantially 
among the countries in the region. Such countries as Hong Kong, the 
Republic of Korea, Malaysia, Singapore and Western Samoa recorded 
considerable increases in imports. Other countries such as India and Pakistan, 
increased their imports at moderate rates while such countries as Burma,
Cambodia, Laos and Sri Lanka, often recorded reductions in imports. 

Although situations differ among the countries in the region, it is
observed that the balance on current accounts of many developing ESCAP 
countries has shown an improving trend because of high growth in exports
and somewhat lower increase in imports. This favourable trend concurred 
with an increase in net inflow of foreign resources, through private direct 
investment and official aid in particular; these all added to a surplus
In the over-all balance of payments. As a result, the international reserves 
of many countries in the region have increased considerably after a declining 
trend in the 1950s. 

B. Commodity Composition 

Significant changes can be observed in the composition j. comrnodl. 
ties traded in the region (Table ill). In exports, two traditional groups,
I.e. crude materials, local fuels, and oils and fats; and food, beverage and 
tobacco, which togther occupied a dominant 66.7 per cent of total exports
in 1960 and remained relatively stable up to 1965 started to decrease 
in importance steadily thereafter to 41.0 per cent in 1972. On the other 
hand, total manufactured goods, i.e., machinery and transport equipment
and other manufactured goods which occupied a minor 26.1 per cent 
in 1960 grew rapidly to take over the dominant position of 49.4 per cent 
in 1972. In imports also, although the changes were somewhat slower than 
In exports, important changes occurred. The relative importance of r ,n
sumption goods in total imports decreased from 36.6 per cent in 1 ,0 
to 30.1 per cent in 1972. This ratio, like that of the two traditional groups
in exports, followed a stable trend up to 1967 and then gradually became 
smaller. The notable change is attributed to the reduction in relative 
importance of food Imports whereas other consumption goods showed 
rather stable trend. 
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C. Direction of Trade 

As shown in Taole 4, significant changes occurred in the direction 
of trade. The relative importance of the developed market economies, 
especially the United States, the EEC and Japan, as trade partners further 
intensified. On the other hand, the high level of Intraregional trade,, 
which distinguishes this reglon from others, showed a persistent declining 
trend, i.e. from 2 .5 per cent in 1950 to 18.7 per cent in 1972. The relative 
importance of the USSR and Eastern Europe, which showed an increasing
trend in early 1960s, turned into a declining trend. 

As importers from tie ,eveloping ESCAP region, the relative 
importance of Europe, which showed a declining trend through 1960s,
started to recover in 1970s. The positions of the United Kingdom and 
South America, on the other hand, deteriorated throughout the period,
while those of the USSR and Eastern Europe and the Middle East and 
Africa started to decline after having an expansional trend in the early I960s. 
Throughout the period, the relative importance of developed ESCAP 
countries, Japan in particular, and that of the United States increased 
constantly to take tip the dominant share in the total. As exporters to the 
region, again, ite relative importance of tile developed market economies 
dominates. It is, however, the position of the developed ESCAP countries 
that recorded a rapid increase, while the positions of South America, 
Middle Fast and Africa showed a moderately rising trend. On the other 
hand, the relative importance of the United States, the USSR and Eastern 
Europe, which showed increasing trends towards the end of 1960s, started 
to decrease in early 1970s. The shares of Europe occidental, United Kingdom 
and intraregional trade of the region fell steadily throughout the period. 

D. Country Groups 

There are several characteristics in regard to trade, in particular 
exports, among the developing ESCAP countries which are of relevance 
to trade policies. Some countries, including the Republic of Ko.ea, Hong
Kong and Singapore, have beeun quite successful in export expansion despite
their basic lack of natural resources. They are, however, well endowed 
with skilled and semi-skilled labour. Their rich endowment in educated 
and trained labour, therefore, isconsidered to give a comparative advantage
in labour- and skill-intensive light-manufactures and semi-manufactures. 
The limited size of domestic markets naturally led the Industries to export.
The dependence on foreign demand for their products and on foreign supply
for the raw materials is the crucial factor in determining their trade policies. 
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Another group of countries, such as Indonesia, Malaysia, Philippines,
Thailand and Iran, has been also increasingly successful in achieving export
expansion of their raw material exports, and to a certain extent has attained 
import-substitution, especially of the major consumption goods. The popu
lation pressures on natura! resources, with a possible exception of Indonesia, 
are not very acute among the countries in this group. Also, they have not 
been generally troubled with balance-of-payments difficulties because of 
recent price rise in the raw materials they specialize in and the inflow
of foreign private capital. Naturally the export promotion policies in this 
group are still at their early stage, especially for light-manufactures and 
semi-manufactures. They have become, however, increasingly aware of the
limits in their import-substitutive industries and the natural resources 
exploiting export orientation, so that major emphases in their trade policies
have shifted toward exp,.-t promotion of light-manufactures and semi
manufactures. 

In a third group, including India, Pakistan, Bangladesh and Sri 
Lanka, there is a quite different situation. Although the levels of industrial 
development differ among these countries, it is evident that acute population
pressure on natural resources (including vital foodstuffs) has had detrimental 
effects on their over-all develipment efforts. Their traditional export
commodities, with the exception of cotton exported by Pakistan, are 
unfortunate to be left behind in the price boom for general primary
commodities because their low demand elasticities and have met stiff 
competition with products from developed countries, especially synthetics.
Because of the limited convertible foreign exchange earnings from exports,

imports are heavily restricted and controlled. 5 
 The resultant administrative
 
complexity has led sometimes to inefficient utilization and misallocation
 
of limited imports which have an adverse effect on their exports of light
manufactures and semi-manufactures. 

Another group of countries, such as Afghanistan, Camhjdia, Laos,Nepal and the Republic of South Viet-Nam, and developing island countries
of the Pacific, has special problems either because of war or because 
of their very low level of development aggravated by land-locked or sea
isolated characteristics. In most of the casis, both their industrial bases
and agricultural production capability are too limited to allow a rapid 
export expansion. 

5 Pakistn which hIm leuened Import restrictions In recent yearn may be an exception. 
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il. TRADE ENVIRONMENTS 

A. International Market Situation 

It Is a current trend that the trade dependence of the developing 
ESCAP countries on developed market economies is high and increasing. 
Regarding export, high dependence makes the export performance of the 
region subject to particularly the growth fluctuation of the developed 
market economies. A good example can be found in the buoyant demand 
of the United States and Japan for the light-manufactures and semi
manufactures exported from the East Asian countries and the over-all 
increase in demand and, thus, higher prices for raw materials exported 
from the Southeast Asian countries and Iran during 1971, 1972 and 1973. 
It is, however, the sharp increase in the prices of petroleum in 1973 that 
warned the world of tie need of flexibility in trade-oriented development. 

The prices of raw materials started to move upward towards the end 
of 1971. They accelerated in 1972, and during the 18 months from the 
litter half of 1972 to the end of 1973, the Reuter's Index increased 2.5 
times. This, in terms of an average monthly increase rate of 5.1 per cent, 
is even higher than the one recorded during the Korean conflict when the 
dernan ' for stratepic commodities soared. The short-term reasons for this 
boom are: (i) an upward growth trend in developed market economies; 
(ii) a shortage of agricultural products due to natural hardships during 1972 
and 1973; (iii) an increase in speculative trading due to instability in the 
international munetary situation; (iv) an increase in demand for goods 
as an inventory investment to facilitate a hedge against worldwide inflation; 
and (v) an increase in prices of petro-chemical products due to price rises 
in petroleum (e.g., synthetic fibre and synthetic rubber). More importantly, 
the long-term reisons arc: (i) a slow-down in non-ferrous metal production 
due to environmental problems; (ii) a food shortage in developing countries 
due to population expansion; (iii) increases in nationalistic feeling for 
natural resources which led to price increases or support policies (e.g., 
for copper, tin, coffee and bauxite). However, as a large portion of price 
rises of raw materials cannot be explained reasonably by the industrial 
production rise and food production failure alone and, as the long-term 
reasons naturally have slower effects, speculative trading is considered 
to have performed an active role in the cuirent price rise. 6 It is, therefore, 
uncertain whether this trend would continue for some time. Already 
prices of some comrmodities have shown a weakening tendency. 

6 International Monetary lFund, Annual Report, 1974. 
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B. Exchange Rate Alignment 

The floating of major currencies from August 1971 was terminatedin December 1971 through a realignment which, above all, resulted in theadoption of the wider band for maximum fluctuations. The internationalmonetary uncertainty was temporarily lifted under the revised IMF system.The abolishment of the import surcharge and lessening of other protectivemeasures by the United States after the realignment showed a favourablesign of development for the expansion of international trade. This did not,however, mean that all the related problems had been solved. In particularthe long.term problems arising from inconvertibility of US dollar to gold.those related to the compensation of the dollarUS balance held beforethe devaluation thoseand related to the new role of gold and SDRunder revised IMF system, were left unsolved. Along with these monetaryproblems, the difficulties ",n international trade resulted from instability anduncertainty of the international currency situation were feared strongly 
among the countries in the region. 

The realignment of major currencies in December 1971 had threemajor effects on the external account of the developing ESCAP countries.One was the expansionary effects through the expected stabilization ofcurrencies and the recovery of economic activities in the major developedmarket economies. There was also an additional infliw of private capitalfrom many developed market economies to developing ESCAP countriesin order to take advantage of the increased competitiveness of the latter.The other is the deterioration in the ternis of trade due to the risein import prices and the third is the increase in the foreign debt balance.especially debt held in Japanese yen and some European currencies which
had a significant revaluation. 

The extent of effects for individual developing ESCAP countries
is not Oear. depending 
 on their trade and financial link with specificdeveloped market economies. It is, however, generally believed that the
benefit from 
 trade has lessened due mainly to the worsening of the ternisof trade. For those countries, which have strong trade and financial tieswith Japan, the terms of trade effect and debt balance effect may evenaggravated by the income effect from the glowing down uf the Japanese
be 

economy which is expected to continue somefor time. 

Starting in June 1972 the Smithsonian Agreement met a strongchallenge and finally collapsed in early 1973 when all major internationalcurrencies shifted to the floating rate system. The US dollar was againdevalued. The foreign exchange markets in many countries, when reopened.saw reinforced control measures against the inflow of short.term capital. 
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The exchange rates of major international currencies thereafter followed 
a wide fluctuation. The Group of Twenty of the International Monetary
Fund produced a report in March 1973 which indicated ageneral direction 
for international monetary reform, although practical implementation did 
not gain consensus among the member countries. Although a major step 
was taken recently when the SDRs were linked to a basketful of major
international currencies, the international monetary situation is still full 
of uncertainties, especially in view of the high inflation and mounting threat 
of re~ession in die major developed market economies. 

C. Foreign Financial Resources 

It has been noted that the inflow of financial resources from 
developed countries to the developing ESCAP region, both on official 
and private basis, has increased steadily during the period under review.7 
For example, the total official development assistance from the member 
countries of the Development Assistance Committee (DAC) of the OECD 
to the developing regions increased from $4,665 million in 1960 to $8,649 
million in 1972. The developing ESCAP region received 51.8 per cent of it 
in1970 and 46.2 per cent in 1972. The total inflow of private financial 
resources from the DAC countries to the developing regions on the other 
hand, increased rapidly from $3,150 million to $8,420 million during the 
same period. Of particular relevance to trade are the increases in direct 
investment and suppliers' credit. 

Increase in private direct investment isone of the most outstanding
international finarcial developments in the recent years. For example, 
the total private direct investment from the DAC countries increased from 
$1,767 million in 1960 to $4,152 million in 1972.The developing ESCAP 
region attracted 15.5 per cent of it during 1969-1970 and 30.4 per cent 
during 1971.1972. 

Whatever the motivations behind this increase, the relevant aspects 
to trade and development are generally envisaged as follows: (i) private
direct investment has generally contributed to the expansion of trade 
between the developed countries and the region; (ii) private direct investment 
has contributed to a considerable extent to the industrialization of the 
region; (ii.) private direct investment has brought forth a complication 
in the international price raechanism, especially when the investment 
originates from multinational corporations; (iv) private diiect investment 

7 	 However, the weighted average of ratios of official development asuistitce to ONP 
In DAC countries showed a steadily declining trend, i.e. 0.52 in t96O to 0.34 
in 	1972. 
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has added complexity. both in the unilateral policy measures and the 
international arrangements. and (v) increased private direct investment 
implies increased economic dependence of the region on developed countries 
on a commercial basis. This tends to aggravate the economic disparity 
between the rich and poor in the region, all the more since the investments 
are often geared to the resource-exploitation type of industries. 

Suppliers' credit has important implications for the balance of 
payments of many of the developing ESCAP countries. The DAC countries 
extended $546 million in total suppliers' credit in 1960, expanded it 
to $2,724 million in 1971 and then reduced it to $1,429 million in 1972. 
The developing ESCAP region received 24.6 per cent of the total in 1970 
and 16.9 per cent in 1972. 

The provision of suppliers' credit among sonic developing ESCAP 
countries has changed in recent years. In Thailand. for example. suppliers' 
credit grew steadily from 1968 to record $158.6 million in 1970. declined 
slightly to $131.8 million in 1971. fell to $102.5 million in 1972 and 
amounted to only $67.2 million in 1973. The major part of this decline 
is attributable to a reduction in inflow of suppliers' credit from Japan. 
which accounted for more than 50 per cent of the total in 1972 but less 
than 30 per cent in 1973. Besides Thailand. such countries as Burma. Iran. 
Pakistan and Singapore also showed declining trends in the inilow of 
suppliers' credits from Japan. There are several factors to which this decrease 
can be attributed: (i) uncertainty in the international monetary siliuation 
which deterred importers from entering into long-term debt, especially 
with Japan and the Federal Republic of Germany, (ii) general balance 
of payments constraints in developing countries, (iii) a slow-down of 
industrial investment, due to the accumulation of production capacity 
especially in import substitution industries, (iv) increase in the role of private 
foreign direct investment in financing imports of capital goods, and (v) 
Japan's policy to curb exports whose high levels had been embarrassing 
Japan's trading partners. 

IV. POLICY DEVELOPMENT 

A. Trade-Oriented Development Strategy 

Trade policies are only a part of a development strategy, although 
an Important one.a As strategy for development differs from one country 

I 	 The International Development Strategy for the Secmd United Nations Develop
meat Deeado. United Nations. 1970 
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to another in terms of their specific requirements and conditions, the trade 
policies for each country should reflect the basic characteristics of the 
economies and the vision for development. Although it is obvious, it should 
be recalled that trade policies are valid only if they serve to strengthen the 
strategy and to enhance the capability of a country both in production 
and adjustment. There have been, however, many other cGnsiderations 
introduced into development strategies which tend to make it difficult 
to assess the pros and cons of certain trade policies. Among such consi
derations are employment creation, income distribution, and social and 
political effects of two major trade policies, i.e. export expansion and import 
substitution. It is apparent that possible weighting of trade-offs among the 
above considerations rest with the individual country. Suffice here to say 
that a common concept of export-oriented growth in terms of GNP isnow 
undergoing a general reconsideration. 

In the 1960s, the historical trade orientation in the development 
strategy was criticized as not realistic for develoing countries because 
of large discrepancies between the developed and the developing countries, 
especially in production technology. Instead, the main emphasis shifted 
to "import-substitution policies". While this approach did contribute to 
industrialization and is still pursued in many of the developing ESCAP 
countries, its limits became clearer than its success in many countries. 
There are several reasons for this. First, countries tended to establish many 
import-substitution industries without paying due consideration to and 
studying the economic validity of such industries, viz. production efficiency 
and comparative advantage. A limited sized domestic market often forced 
the adoption of small sized factories which could not benefit from the 
economies of scale, resulting in misallocation of resources. Second, the 
linkage effects were neither recognized nor given due attention, resulting 
11 bottlenecks. Third, the tariff concession on imports of industrial raw 
materials and intermediate goods tended to encourage assembly operations, 
which lack not only linkage effects but also positiie external economies, 
especially to the main sector of the economy, i.e. the primary sector. Fourth, 
the import content of industries was usually very high and was not easily 
replaced due to general low level of domestic technology. In other words, 
the domestic value added remained low. This increased the import bill 
to such an extent that the foreign exchange saved by not importing final 
goods was offset by large imports of intermediate goods and capital goods. 
This is particularly so in case of intermediate goods and capital goods. 
Fifth, high protection needed for establishing such industries tended to 
cause a general loss to the national economy. Sixth, employment creadon 
effects were minimum, despite the unemployment problem in the developing 
ESCAP countries. And lastly, the often over-valued exchange rate penalized 
the export earnings of primary commodities to the benefit of Imports 
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of capital goods and raw materials. At tlhe same time. the partiality found 
in the tariff structure sometimes made agricultural inputs costly resulting in 
the lessened competitiveness in the exports of agricultural products both 
in unprocessed and processed forms. 

Most of the above-mentioned reasons are concerned with ineificiency 
in production side of inport substitution. This is natural because the policy 
orientation of import subtitution tests primarily on tis and not on 
consumption. In other words, domestic demand existed. It was only needed 
to replace foreign with domestic supply. It was, however, a critical mistake 
on the part of policy makers to treat the dem;nd as ever expanding. 
The limit of import substitution emerged when the domestic market 
on which it solely relied failed to grow due partly to poor or lack of 
promotion measures oil agricultural production and to partial incolme 
distribution which failed to increase the purchasing power of the ilass 
of the peoples in the developing .SCAP countries. 

Lately it has been increasingly recognized, through reflecting oil the 
limited performance of inport-substitution approach, that industrialization 
is costly when it depends heavily oil the domestic market, especially 
when its size is small and not expanding rapidly The alternative, however, 
means a rather classical idea, vii. to take the advantage of international 
division of labour. And this is done by )rom1otinig Such industries that have 
a potential comparative advantage in tile internailional niarket Fcw lanu
facturing industries in the developing IESCAIP countries at present have 
such a comparative advantage without prolection and proinotion. IHowever, 
the so-called "infant industry" should be protected and pronoted only 
under specific conditions, although sonic of tliv, conditions are concerned 
with the future and thus difficult to foresee. Above all, tile industry 
concerned should be able to attain international conipetitiveness oil certain 
time horizon in terms of foreign exchange. This depends, inost imuportantly, 
on the cost of production and on the exchange rate. The former is a result 
of combination of production factors and their prices, with domestic net 
value-added is the index to be examined. The latter, on the other hand, 
is difficult to manipulate independently under the IMF system. Among 
some developing ESCAP countries, however, it is used as an additional 
protective measure - and thus as a policy rather than an economic variable 
especially for "infant industry". If protective and promotive measures 
are employed to generate "infant indti.;,try" for imports, it is all the more 
necessary to evaluate the total effects of various policies on commodity 

it should be noted that the size of domestic market is misleading It measured 
by maczo-economic indices, especially in this region where income distribution 
is very uneven. 
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basis and to examine the degree of distortion caused in resource allocation 
and the effect on compelitiveneu in terms of foreign exchange. 

As was emphasized earlier, the success of export promotion also 
crucially depends on supply efficiency and market development. In this 
connection, the following are found important for market development, 
viz. sound access to foreign markets (in terms of quality, design and size 
of products), study of existing sales networks and the advertisement method 
including trade fairs. The economies of scale operate for these policy
ingredients and they can be best carried out with the help of governments 
in implementation. 

B. Unilateral Policy Measures 

Under the two major trade policies of export promotion arid 
import substitution, there are a host of promotive and restrictive measures 
adopted in the developing ESCAP countries. These can be classified in three 
categories: (I) those related to foreign exchange control on current accounts, 
(2) those related to export control and promotion and (3) those related 
to import control and restrictions. It has been noted that the complexity 
of the above-mentio ,ed measures is most apparent in the second group, 
followed by the third and the first. This tends to show the difficulties 
in promotion of exports. On the other hand, restrictions on foreign exchange 
and imports are, by and large, simpler in nature although complexity could 
be introduced for specific reasons as found in some countries. It is,however, 
a pronisi-ig trend that complex promotion and restrictive measures are 
gradually being replaced by simpler and less stern measures, while positive 
promotion measures are being adopted in many of the developing ESCAP 
countries. In the following sections, some of the typical measu-es are 
reviewed. 

Exchange Restrictions: Since most of the developing ESCAP 
countries are suffering from deficit in their current accounts, the exchange
restrictions adopted have been usually geared to the regulation of foreign 
exchange on current transactions. Through these measures, the authority 
can gain the maximum foreign exchange available and regulate payments 
to necessities only. Typical restrictions include: (i) export proceeds surrender 
obligations; (i) export registration and/or licensing (restrictions and prohi
bitions); (iii) import registration and/or licensing (restrictions and prohi
bitions); and annual foreign exchange budgeting. 

Export proceeds surrender obligation is enforced in almost all 
developing ESCAP countries. Export licensing isadopted in such countries as 
Fiji, Malaysia, Pakistan. Philippines, Republic of Korea, Thailand and Western 
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Samoa. The main commodities affected by the licensing Include thoseconsidered strategic by the specific countries: they are either short in supply
in domestic markets or subject to international arrangenients including
bilateral export quotas. Export licensing in many countries is only for the 
purpose of registration for securing proceeds and collection of registration
fees and cess which often are used directly fon production and cxport
promotion programmes. rnport licensing has qtLne a diticient meaning.
Almost all developing I.SCAP countries retlilic imporl icemes i order 
to regulate, not only tile antlnt but sonetnnes Also the %ouicesot IIpotis.
Moreover, licensing fees chargedare in such coumites as I'donesli, Iranand Pakistan. Inport licensing is often an idispelable palZ ot toreignexchange budgeting which controls almost all cornrrercal nilpolts in suclh
countries as Bangladesh, Burma, Ihdia, Nepal, Republic of Soulth Viet-Nalli,
Sri Lanka and Western Samoa. 

For a country which suffers from chronic culrcnt account deficits. 
a combination of export proceeds surrender obligation for exporters andforeign exchange budgeting for imporlers, is considered to yield the lighest
degree of control ol trade. The exchange contiol gcneally involves tile
Ministry of Finance, Central Bank, and authorited hanks and dealers. 
In most cases, personnel in the above instilutiotns ale highly t'ained andcompetent in their fields of work. shouldIt he reneinbered, however,
that regulation of actual shipping and trade takes place through cisonisoffices and oo much reliance on financial institontoo is for conlrol maybring unsatisfactory results. Thie general trend in exchange restrictions
 
is that there has been a relaxation 
 to a certain extent, reflecting favourable
trend in over-all balance of payments for many of the developing IiSUAP
 
countries.
 

Although it is not directly related to exchange restrictions, thepractice of multiple exchange rates is observed among such countries as
Afghanistan, Bangladesh, Burma, Ca.;oodia, Laos, Nepal, the Republic of
South Viet.N;,m, and Sri Lanka. 
 This is. in fact, a very important partof both export promotion and import restrictions in the sense one can
subsidize exporters and tax the importers with tile manipulation of the rates.

It also forms a vital part in trade policies in such foreign aid recipients asBangladesh, Cambodia, Laos, and the Republic of South Viet-Namn and alsoin such countries as Afghanistan, Bangladesh, Burma, Nepal and Sri Lanka
which have specific bilateral trade arrangements, especially with the centrallyplanned economies. The general trend in the ESCAP region is that reforms
in exchange system have been carried out in order to unify and simplifythe structure. This shows, above all, the preference of the policy makers 
not to rely on a complex foreign exchange system and to replace tireprotective elements in the foreign exchange system with other specific
trade and financial measures. 
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Export Promotioa Meaunm: The Fneral chaacteristics of 
export promotion measures are such that they have a close link with 
industrial development policies. Therefore, they tend to be more specific 
and detailed in nature, compared with te other two. They are often 
accompanied by restrictive import measures against the final goods and by 
preferenial treatment of imports of capital goods and raw materials. 
Typical measures include the following: (1) export bonus (subsidy), 
(2) preferential importation of raw materials and capital goods, (3) con
cesslonal export financing, (4) concessional fiscal measures, (5) concessional 
ratcs for transportation and electricity, (6) bilateral trade agreements, 
(7) institutional incentives and aids for exporters. 

In terms of variety of these measures adopted, such countries 
as Afghanistan, India and the Republic of Korea are most vigorous. In the 
Republic of Korea, for example, almost all measures mentioned above are 
pursued with duty.free importation of raw materials and concessional fiscal 
and financial arrangements at the top of the list. It is an interesting contrast 
to note that such countries that are successful in export expansion as Hong 
Kong at d Singapore have virtually no promotion nor restrictive measures. 
A recent idea of free trade area and free processing zones may have been 
stemmed front the experiences of these two countries, and such countries 
as Malaysia arid the Republic of Korea have already launched projects along 
this idea. It is, however, an open question whether the entrepot type or 
export processing type of export promotion can play an important role 
in the over.all development because their links with other sectors of an 
economy, especially the primary sector, are limited. 

The general trend in export promotion measres can be envisaged 
in the comprehensive -xport expansion programme adcpted by the Republic 
of South Viet-Nam in 1973, viz., (i) exports should not rely excessively 
on imports of raw materials, (rather the use of domestic raw materials 
should be given priority and increase in productivity in the primary sector 
should be promoted); (ii) comparative advantage should be strongly adhered 
to in order to compete efficiently in the world market without having 
excessive promotive measures and (iii) exports of labour-intensive light 
manufactures and semi-manufactures should be promoted in order to meet 
job creation objectives. In short, the merit of export promotion measures 
which tend to encourage high domestic value added is recognized and 
adopted. An operational example of this can be found in the changed 
measures in the Republic of Korea. 

Many countries among the developing ESCAP countries have a list 
of commodities which are prohibited to be exported. Except for gold and 
drugs which have their own implications, the prohibition list includes 
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mostly such vital commodities for development as iron and steel, non-terous 
metals scrap and certain foodstuffs. There are other i. mninodilies which 
are not totally banned hut require specific licenses in order to be exported. 
This reflects above all, the piesure on natural resotrces in the doinestic 
markct which needs to be met, it possible, by dometil, suppihe, In the 
vital foodstuffs, the need to retain enough supply fur donestii- illaket 
with satisfacorily low prices forced Thailand to ball exports of liice in 197.1 
and the Philippines to control their coconut product exports lhis sigll 
of self-sufficiency might bring a serious cutbick to the expansion ot 
international trade and the efficient use of natural resouices. It is, Itoweve,. 
too early to make any firm judgment on this problem 

As noted earlier, sonie export plollnotioln ileaslles ale associted 
with industri3l development piilicies. Ill this connection, various fianklal 
and fiscal incentives for foreign capital (pr zmarily private equity invesinel s), 
introduced in rany developing iES('AP 'ountries. deserve special attenillon 
Although they are more concerned with tie capltlal ;counits than the 
current accounts on which the presnt discussion is focused, they. constitllle 
an important portion i foreign conunercial policies of nilny develolling 
ESCAP countries, notably Afghanistan. Iran, Nepal, tie Philippines, tile 
Republic of Korea, the Republic of Sonb Viet-Nain , Si ki nka, iThailand 
and Western Samoa. Typical incentives include: free CAe l tat lionOl tlla 

of capital and/or profits, incorie tax exelptio, lax exepllton on dividends. 
investment guarantee against nalionaliiation anud duly-free illlorlalilol 
of capital goods and/or raw materials. Such incentives ate provided to 
industries which are approved for this pl)upose by boaids of investlnieni 
in accordance with laws and criteria concertun foieiln nvesitinenii induce. 
ment. In addition, sonic countries offer special incentives for expotling land/ 
or avoiding impo;ts by utilizing, domestic resources. Along with these 
promotion measures, a number of countries including the Philippines, the 
Republic of Korea and Thailand, have recently introduced provisions to 
place upper limits on foreign shares in joinlt ventures. These examples 
reflect a beneral shift towards more selective and restricliv- policies for 
foreign private direct investment. 

With respect to capital outflows, most of .he developinig E'SCAP 
countries impose firm restrictions on outward renittances, including those 
for investment purposes. Japan, on the other hand, abolished tie $1 Imillion 
ceiling hitherto imposed on direct i-vestnent abroad. This occurred ill July 
1971, and the liberalization of it vestment abroad by Japanese residents 
has had a significant impact on the inflow of private direct foreign investment 
to many of the developing ESCAP countries. 

Import Restrictions: It is generally observed that imports to 
developing ESCAP countries have become rigid, both in size and structure. 
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There are three relevant factors attached to this import rigidity. In such 
countries as Burma. India, Nepal, Sri Lanka, the Republic of South Viel.Nam 
and Western Samoa the deficits in the balance of current accounts are such 
that imports have to be regulated and controlled strictly to ration inter
natonal reerves. In somc countries, like Afghanistan, Bangladesh, Burma,
Cambodia, India, Pakistan andNepal, the Republic of South Viet-Nam, the 
bilateral trade arrangements and aid arrangements have introduced a dualistic 
structure in I;ade especially in their imports which are earmarked in the 
respective arrangenienis. In other countries as Republic of Korea, India and 
Singapore the inport requirements for development and export promotion 
mounted to such an extent that any cut or colange in import amount and 
structure would surely have an adverse effect on their development targets. 

Typical measures adopted to control and restrict imports among
the developing ESCAP countries include the following: (I) import licensing, 
(ii) foreign exchange budget, (iii) import prohibition. (iv) quota, (v) Import 
tax and surcharge, (vi) tariff (including preferential tariff), (vii) advance 
import deposits obligation, (viii) state importation. It could he observed 
that inport restrictions are by and large, financial in nature with the 
exception of tie total prohibition. In other words, without access to foreign
exchange, one .;ininol obtain any imports. It could also be observed that 
many developing FISCAP countries adopt import taxes, cess and surcharges 
on top of regular tariff. The dominant reason for this procedure is the 
revenue consideration. It was, however, introduced in such countries as 
the Republic of Korea and Pakistan mainly in order not to allow importers 
to make windfall gins due to exchanwe rate changes. 

Tariff rates among developing ESCAP countries are generally high.
Less uniform have been changes in tariff structuies: certain countries have 
reduced and Pb ,ac.J many tariff restrictions while the others have
strengthened them. Such variety also exists in individual .ountries. Given 
these changes, it is interesting to investigate whether consi.tency was kept
between tie tariff structure and the domestic tax structure and the domestic 
overall protection an( promotion of domestic industries. For example, in 
Thailand, the recent tariff rate change introduced in late 1973 brought forth 
a situation where one can buy a certain electric appliance cheaper from 
foreign sources than domestic one. Thai is, ex-factory price of goods X is 
higher than ex-custoin price of the same. This is clearly inconsistent with 
the policy of import substitution oriented industrialization policy adopted
in Thailand, especially when the factory was built under the promotion
scheme of the Board of Investment. Although other countries in the region
need to be investigated io draw any conclusions, it is often believed that 
tariff structure and other tax structure are strongly influenced by business 
pressure groups. It is also believed that industries with high foreign particli. 
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patlon arc sometimes put to a disadvantageous position in the gane, due 
to a lack of local political support. 

Relevant to change in tariff structure is change in licensing structure. 
Some countries increased tile number of coniinotities to be given free 
licenses whereas others decreased then and put them. in tum, in restricted 
categories. The main reason behind this reshuffle is tile change in domestic 
demand and supply conditions of the particular commodmes. Basically. 
however, raw materials arid capital goods used in export omiented industries 
are shifted to tile category with lowest restrictions. 

Such countries as Fiji. India, Singapore. and Western Samoa have 
preferential tariff for imports from tile Commonwealth ialions, although 
the incorporation of the United Kingdom in the Furopean Fcononic 
Community has caused this procedure to bc renegotiatled. "heir has .e!l 
some recent discussion of creating preferential zones in parts ol' i FS('AP 
region -- for example in the ASFAN states of Southeast Asia aid among tile 
developed and Pacific countries but there seems to be no early prospect 
of such ideas becoming operational. Al atP!inpt to create such links between 
two ESCAP countries, Iran and Pakistan, and Turkey was actually for
malized, but has never borne fruit. 

International Arrangements: While domestic policy measures toi 
trade prorntuion and control have direct and specific implications for 
respective economies, it is often the international arid colletive arrang "iients 
which give general guidelines in formulating domestic policy measures 
as well as their implementation. International arrangements for trade policies 
are particularly important for developing countries, chiefly because their 
bargaining power can be strengthened through such a collectis, approach. 
In practical terms, there are three major fora important to developing ESCAP 
countries, i.e. (I) collective negotiations both with developed market 
economies and centrally-planned economies through such international 
organizations as GATT, 'JNCTA,, arid ESCAP, (2) bilateral bade arrange
ments mainly with centrally-pla,,ed economics arid (3) colh ctive rego
tiations with importing countries through such international cammncdily 
communities as the Association of Natural Rubber Producing Countries 
(ANRPC), the Asian Coconut Community .and the Pepper Community. 
In the following sections, some of the important developments and problems 
are discussed. 

International Organizations: Under the United Nations Inter
national Development Strategy, the Generalized System of Preferences (GSP) 
for imports from developing countries was adopted by the European 
Economic Community and 10 other developed market economies in 1971 
and 1972. In addition, several socialist countries in Eastern Europe have 
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participated in this scheme either through implementation of new programs 
or reaffirmation of already existing preferential treatment. In the ESCAP 
region, Japan and New Zealand participated in the scheme while Australia 
has been applying a tariff preference system for selected manufactures, 
semi-manufactures, and handicrafts since 1966. 

It is well known that preferential treatment schemes under GSP 
are primarily geared for manufactures and semi-manufactures (BTN chapters 
25-99) and are of only marginal relevance to the primary commodities with 
the exception of selected agricultural and fishery products from developing 
countries. However, it is noted that the scope of schemes actually imple
mented has been narrowed down by exclusion of a number of items covered 
by BTN chapters 25-29. For example, EEC excludes all industrial raw 
materials and such important items as textiles are also excluded from the 
benefit list of almost all preference-giving countries. Moreover, the effects 
of the GSP were weakened because the participation of the United States 
and Canada is still pending and with the frequent inclusion of so.called 
"safeguards". While it is too early to assess the practical impacts of the 
GSP, it is believed the GSP already faces a severe challenge from far-reaching 
and important developments 10 

In the ESCAP region, the Trade Negotiation Group was set up 
for a reduction of tariff and non-tariff barriers among the participants. 
In its fourth session in 1974, the Group conducted a total of 68 bilateral 
private negotiations in which exchanges of specific request lists and 
meaningful offers of tariff reductions were made on specific commodities. 
The practical impacts of the Group are yet to be evaluated. However, 
the Group represents an important initiative for intraregional trade expansion 
and efforts should be intensified in order not only to serve initial purpose 
but ,lso to ensure adequate supply of such vital essentials as food, raw 
materials and fertilizers at reasonable prices. 

In addition, the ESCAP region observed the participation of Nepal 
in the Asian Clearing Union (ACU) in 1974 when it was finally brought 
to an operative condition. The trade expansion effects of the ACU at its 
present scale, through utilizing regional currencies, may be minimal. It is 
hoped, therefore, that the ACU will attract further participation. 

Bilateral Trade Arrangements: Although bilateral trade arrange
ments are considered negatively from the international point of view, 
the arrangemen' form an important part in trade policies of many of the 

10 	The Second United Nations Development Decade, Trade and Policies In the First 
Two Years. UNCTAD. 1974. p. 10. 
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developing ESCAP countries, especially with centrally-planned economies. 
In such developing ESCAP countries as Afghanistan, Bangladesh, Burma, 
India, Iran, Lepal, Pakistan, Singapore and Sri Lanka, bilateral trade arrange
ments affect a substantial part of their trade. Some of them have specific 
bilateral payment agreements as well. Since trade through bilateral arrange. 
ments involves specific organizations and institutions, the administrative 
efficiency both in planning and implementation is the crucial factor for 
mutual benefit. In India, for example, the State Trading Corporation with 
its reinforced agencies and subsidiaries has successfully increased its role 
in trade, especially in imports through bilateral trade and payments arrange
ments. Such countries as Afghanistan, Singapore and Sri Lanka have also 
promoted institutional framework for bilateral trade. 

It is promising to note that the socialist countries of Eastern 
Europe re-emphasized in their Declaration at the third session of the 
UNCTAD 11 that one of the major aims of their international policy 
continued to be assistance and support for the developing countries 
in building up their national economies. The member countries of the 
Council for Mutual Economic Assistance (.NMEA) adopted its "Compre. 
hensive Program" which, inter alia, empha"-Led the special importance 
the CMEA attached to extending further trade, economic, scientific and 
technical co-operation with developing countries. 12 The practical effects 
of this "Comprehensive Program" are yet to be evaluated. However, trade 
arrangements which were developed in recent years, have shown a growing 
awareness of new possibilities offered on longer time horizon, taking due 
consideration of the long-term objectives of existing development plans 
in the region. Recent trade developments of Iran with the CMEA countries 
provides a good example. 

While some favourable developments in this field have been achieved 
by the centrally-planned economies and some developing ESCAP countries, 
It Is still noticed that increased administrative complexity is causing several 
practical difficulties for many of the developing ESCAP countries parti
cipating in bilateral *rade arrangements. As such trade and payments 
arrangements grow in size, problems of settlement of trade and credit 
balances accelerate in complexity. Indeed, the administrative capacity of 
many of the developing ESCAP countries is the primary constraint on trade 
expansion. Therefore, it is most important to work out an adequate 

II 	The Second United Nations Development Decade. Trade and Policies in the 
First Two Years, UNCTAD, 1974. 

12 CMEA Secretariat, Comprehensive Programme for the Further Extension and 
Improvement of Co-operation and Development of Socialist Economic Integration 
by the CMEA Member Countries. Moscow, 1971. 
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institutional framework for an efficient administration of bilateral trade. 
In this connection, some of the developing ESCAP countries are trying 
to maximize the benefits from the bilateral trade and payments arrangements 
through cooperation with bilateral partners by integrating them more 
consistently with other projects and plans. Since the particular requirements 
of trade and payments for these developing ESCAP countries could be met 
best with the help from the centrally-planned economies, greater partici
pation of the CMEA countries in this field is desirable. 

Commodity Communities: The idea of commodity commu
nities stemmed from regional economic cooperation and plan harmonization 
endorsed by the ESCAP. Under the sponsorship of the ESCAP, the Asian 
Coconut Community and the Pepper Community were established, while 
the interested countries by themselves established the Association of Natural 
Rubber Producing Countries (ANRPC). Since this approach is primarily 
focussed on the interests of producers (and exporters), the cooperative 
efforts so far have featured the exchange of information on modernization 
of production, processing and marketing. 

Although common interest and problems were substantially iden
tified and analyzed, however, the practical impacts of the commodity 
communities are yet at the initial stages, with the exception of ANRPC 
which has extended its cooperation, especially in recent years. Two major 
problems are envisaged for commodity communities in relevance to trade 
policies. They are the problems related to the nature of the producers 
associations, and those related to the selection of commodities. The 
cooperative efforts, unfortunately, have not been well implemented due 
mainly to inadequate financial support from member countries. Even the 
formulation of projects to tackle common problems is dominantly dependent 
on external technical and financial assistances. This modest scope of 
achievement shows, inter alia, the practical difficulties in implementation 
of projects by producers associations. This is especially important considering 
the wide disparities in production size and in technological know-hows 
among participants. Although larger and more advanced members could 
benefit more by pushing forward the interests of the smaller and less 
advanced members in negotiation with importers, cooperative efforts among 
members may not be stronger than the economic and political interests 
with importers who are excluded from participation. It might be necessary 
to reconsider the orientation and to introduce flexibility and practicality 
to producers association in order to promote export expansion. 

The commodity communities, existing and proposed, are all con
cerned with primary commodities which are close substitutes to either 
other primary commodities or synthetics. This tends to limit substantially 
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the bargaining power of a particular commodity community. Coconut oil 
production, for example, is highly concentrated in Asia. Technological 
Innovation, however, has enabled almost all vegetable and animal oils and 
fats to substitute each other.13 The practical yardstick is virtually only 
price. It is, therefore, also necessary to be flexible in the selection of 
commodities for securing maximum bargaining power and trade promotion. 
In addition, if commodities concerned involve producers from other regions, 
interregional cooperation should also be sought and promoted. 

V. MAJOR TRADE ISSUES 

Problems in international trade which have devdoped in recent 
years among the developing ESCAP countries can be summarized as follows: 
(I) problems related to the increased trade dependence in developed market 
economies (as aggravated by the worldwide inflation and as highlighted
by the recent increase in prices of petroleum); (ii) problems related to import 
substitution; (iii) problems related to export promotion; and (iv) problems 
related to economic aiationalism. 

A. Trade Dependence 

In general. the degree of dependence 14 upon foreign trade of the 
developing ESCAP countries has increased greatly in recent years. For some 
developing ESCAP countries, not only the trade dependence but also the 
geographic concentration on developed market economics increased. This 
has made the growth performance of the developing ESCAP countries 
increasingly vulnerable to the fluctuations in growth in developed market 
economies. 

The increasing economic ties between some of the developing
ESCAP countries and the United States and Japan, especially through 
private direct investment, have increased the economic influence of the 
latter two to such an extent that economic nationalism has arisen against 
this trend. Many of the nationalistic arguoients are not solely valid for 
criticising common shortcomings in free market ecoiomies. Indeed, the 
increased influence of foreign investors and traders could have been 
anticipated as a result of the trade-oriented industrialization approach 
employed by these developing countries, associated with high inflationary 

13 There are 22 laurie oils which can substitute each other. 

14 In terms of trade (export + Import)/GNP or GDP. 
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pressure and mounting environmental consideration in the developed market 
economies which increased the incentives for the private sector in the 
developed market economies to seek other investment and trade markets. 

Unfortunately, the weak administrative power of host countries 
aggravates the extent of the foreign influences. One relevant point to be 
made here regarding direct foreign private investments is that they have been 
taking an active and positive role in import substitution and export 
promotion. Rather than being blindly criticised, direct foreign private 
investment should be effectively controlled and utilized so that its operations 
suit the over.all development needs of the host countries. Specific and able 
country teams consisting of financial and monetary policy, commercial 
and legal specialists could be formed to review the operation of the direct 
foreign investments (in particular, multinational corporations) and keep a 
close watch on implementation of policy. 

The increased dependence of the developing ESCAP region on 
developed market economies for economic development has also brought 
forth the so.called imported-inflation, which has been especially serious 
in recent years.1 5 Inflation in the region is also partly due to crop failure, 
enlarged public expenditures and an increase in money supply due to 
enlarged international reserves. The price rise in imports, however, has 
certainly aggravated the sharply increasing prices in the region. Foreign 
inflation tends to penalize most of the developing countries because their 
exports have low demand elasticities and their import requirements are rigid. 
On the contrary, developed countries could benefit by foreign inflation 
through increasing export performance and through reducing import. Only 
in those developing countries which are major raw material exporters, 
could export price be increased vis-a-vis the developed market economies 
which are suffering from inflation. But even this is a short.term policy 
for a possible slow-down of developed market economies cannot guarantee 
a favourable long-term price trend in the commodity market, perhaps with 
the exception of petroleum. 

The price trend in imports of developing ESCAP couniries from 
developed market economies had shown a moderate increase until 1971, 
but it soared up thereafter reflecting inflation in developed market 
economies. The deliberate price increase in petroleum in 1973 not only 
expanded the import bill but also increased the ,ilue of all impurts 
in such a drastic manner that some of the developing ESCAP countries 
have to undergo an unprecedented inflation. This affected not only the 
urban population who tend to enjoy more of the imported goods but rural 

15 International Monetary Fund. Annual Report 1974, p. 5. 
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population through increased prices of agricultural inputs. Already the 
availability of chemical fertilizers and protective chemicals has been 
drastically curtailed, which in turn would further deteriorate the situation 
through restraining agricultural production. It is feared that some mass 
starvation might be unavoidable in 1974 when food production not only 
in developing countries but on global scale is forecasted to be unsatisfactory 
and food stocks in developed market economies are at the lowest level. 
Emergency assistance from developed economies and oil producers is needed. 

B. Import Substitution 

This has already been discussed in general terms and it was pointed 
out that limit was generally due to production inefficiency, but more 
importantly to negligence of promotive nmeasures for domestic market 
development. The task now is how to overcome these constraints. The 
smallness of the domestic market can be overcome not only by general 
growth but also by fairer income distribution. In this connection, it is 
interesting to note an example in Thailand. When the price of rice is high, 
sales of such commodities as dry batteries, toilet goods, small electric 
appliances and small motorcycles expand rapidly, and when the price 
of rice is low the reverse occurs. Another example from the same country 
occurs with respect to textiles and clothing. Import st-bstitution of textiles 
was carried out on a larger scale than required by the size of domestic 
market. When general inflation was aggravated in 1973 due to price rise 
of petroleum, further decreasing the purchashig power of the poor, domestic 
demand for textiles especially of less expensive synthetics decreased. It 
happened in such a manner that not only producers but more importantly 
many wholesalers and some retailers who increased their inventory stock 
for speculative purposes came to financial difficulties especially since the 
interest rates were high and increasing. Producers suffered further from 
strikes for higher wages and some factories were forced to close down, 
at least temporarily. Producers demanded the Government should extend 
financial help on concessional basis. 

With a slow growth rate of domestic aggregate demand, it becomes 
most important to increase exports. For this purpose, import-substitution 
policy needs an overall review and examination so that only those industries 
which have competitiveness in international markets with growing demand 
should be selected for promotion. The deteriorated balance of payments, 
due to large import components and raw materials, could be improved 
through careful selection of industries which possess comparative advantage 
and higher domestic value added. As discussed earlier, the limitation of 
import-substitution policies necessarily leads to export promotion. For 
successful transformation, trade barriers on the part of developed market 
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economies need to be reduced or eliminated. More fundamentally, industrial 
adjustments are needed to open a market for industries of the developing
ESCAP countries in which they have a comparative advantage. Without 
positive help from developed economies, the efforts of the developing 
ESCAP countries in industrialization and export promotion have become 
even very difficult, especially in view of the mounting inflation and heavy 
pressure on natural resources. 

C. Export Promotion 

The considerable export expansion by the East Asian countries 
has not been free of problems. For example, the Republic of Korea employs 
various protective and promotive measures which have caused some doubt 
regarding the net gain from export promotion, especially when the total 
scheme has been heavily dependent on foreign capital and imported inputs.
Hong Kong and Singapore suffer less from adverse effects arising from 
foreign participation. On the other hand, the future market prospects for the 
light-manufactures and semi-manufactures in which they specialize are not 
very encouraging and already they are trying to shift the main emphasis 
to heavy industries. At this stage a doubt remains whether these countries 
can successfully carry out much larger projects than those they are used to, 
without further increasing the dependence on foreign capital and expertise. 

It is often argued that export promotion measures cause distortion 
both in resource allocation and income distribution. In fact, export 
prcmotion measures should be purused in such a way that whatever 
distortions they cause promote dynamic increases in productivity in the 
export industries concerned. It is, however, the role of other policies 
to complement trade policies in order to minimize their adverse effects, 
especially in those industries which are left behind in promotion schemes. 
In the Republic of Korea, for example, it has been recognized that income 
distortions between the export-oriented industrial sector and the agricultural 
sector have aggravated the urban congestion and caused performance in 
agricultural production to deteriorate. The "New-Village Movement", 
launched for mitigating this problem, is successfully introducing development 
to the rural population who were relatively neglected. As well as producing 
distortion, such promotion measures as subsidies and concessional export
financing bring an inflationary pressure. In addition, those promotion 
measures in terms of reduction in duties and taxes will reduce total 
government revenue, which thus has to be supplemented by either increasing 
tax receipts from other sectors or by borrowing, either of which tend to 
aggravate the distribution problems. 

In the raw materials exporting countries, there has been an apparent 
lack of export-promotion schemes and drive, except for some primary 
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commodities. On the contrary, the tariff structures are designed basically 
for revenue and protective purposes and need to be reorganized for consistent 
promotion purposes, especially for manufacturing industries.16 Expertise 
in building up promotion measures, including those involving institutional 
reforms is yet to be developed. 

It is necessary, on the part of importing countries, to reduce trade 
barriers. It is generally known that the developing countries depend almost 
exclusively on high-tariff walls as import barriers while the developed market 
economies employ more quantitative restrictions and other non-tariff 
barriers (NTB). In the region, however, Japan and Australia have relatively 
high tariff barriers which escalate as the stage of processing increases. 

The textile industry provides good examples of quantitative 
restrictions in developed market economies. Most developed market 
economies employ one or more forms of quantitative restrictions. The 
voluntary restrictions on textile exports from Japan and the Republic of 
Korea to the United States illustrate the difficulties in removing protection 
for domestic textile industries in the United States. Other products subject 
to strong restrictions include canned fruits and labour-intensive manu
factures such as footwear, tableware and cutlery and electric parts in some 
of the EEC countries. However, most commodity items subject to strong 
quantitative restrictions in developed market economies fall under SITC 
section 6, the resource-oriented basic manufactures in which the Southeast 
Asian countries tend to have a comparative advantage. 

In the choice of technology, it has been widely suggested to use 
labour-intensive method in developing countries. While this approach is valid 
to a certain extent, its advantages may be offset by lack of uniformity 
in labour quality as well as increased administrative difficulties caused 
by the lack of experienced middle-level managers and of general work 
discipline in the modern industrial sense. Labour management has become 
an increasingly difficult task in many parts of the developing ESCAP region, 
particularly in the wake of rapid price rise for daily necessities in large cities. 

D. Economic Nationalism 

Faced with increased external influence over the domestic economy, 
feeling of economic nationalism against foreign exploitation (real or not)
increased in some developing ESCAP countries including Indonesia and 
Thailand. The situation has been aggravated by the increase in direct 

16 However, this is not In any way meant to deny the Importance of revenue from 
tariff for these countries. 

399 

http:industries.16


involvement of foreign private sector in these countries. The operation 
of multinational corporations in particular has met immense criticism. 
In Indonesia and Thailand, for example, demonstrations by students 
protested the mal-practices of the multinational corporations and their 
home governments in 1973 and 1974. Whether the operation of multinational 
corporations and of private direct foreign investment in general have positive 
effects or not on the development of host countries needs in-depth study. 
But meanwhile, the feeling against them, include investment control laws 
and upper ceilings for foreign capital participation. 

Two major aspects could be noted in current economic nationalism, 
although they are closely linked together. One relates to the don-lnation 
of domestic market by foreign goods while the other relates to exploitation 
of major natural resources (including labour) by foreign corporations. Most 
of the nationalistic feeling generated among people relates to the first aspect 
as they feel it directly by consuming foreign goods day by day. Although 
some social movements did help curtail luxury imports, an appeal to 
emotion per se has limited efforts especially in countries where consumers 
in urban area, in particular, have been exposed to modern goods. Nationalistic 
feeling, however, could be effectively linked to development of import 
substitution oriented industries. 

The other aspect, which relates to resource nationalism, is considered 
to have more serious inpact on international trade in future. A historical 
background for this move is nationalism against colonialism. Another long
term background is the mounting pressure on natural resources from 
population expansion in developing countries which seems to continue 
despite efforts to curtail the increase. This move was also highlighted 
by recent oil crisis. 

In international fora, it has been vigorously discussed, the result 
of which is compr:hensively stated in the United Nations' "Declaration 
on the Establishment of a New International Economic Order". 17 While 
the practical impacts of the Declaration have not yet been felt, its general 
direction, together with a slight shift of national economic objectives 
towards favouring the mass of the poor do suggest the possibility of further 
intensification of this trend. 

17 A resolution adopted by the General Assembly (820/0S- VZ)1 in 1974. 
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VI. SOME SUGGESTIONS 

In the general discussion of trade policies, it was pointed out that 
supply efficiency should be promoted and markets should be developed 
both domestically and abroad. The pursuit ofsupply efficiency., indispensable 
to whatever policies are being adopted, shou!d be intensified by reviewing 
total effects of various protective and promotive measures adopted in 
developing ESCAP countries. The need for domestic market development 
efforts has been emphasized for the improvement of import substitution. 
In fact, import substitution is a misleading word. The term "Domestic Market 
Development", better captures tie substance of this approach to indus
trialization. Finally, international market development efforts are urged 
to export promotion. As identified and discussed in part V there are four 
major problems to be tackled. Although all of these are interrelated, those 
concerned with export promotion and economic nationalism have the most 
important implications for regional and sub-regional economic co-operation 
of the region. 

A. Export Promotion 

It has been observed that the countries which have expanded 
exports rapidly have achieved higher growth rates. Reflecting this experience, 
policy orientation of other developing ESCAP countries towards indus
trialization shifted back to export promotion from import substitution, 
particularly for semi- and light-manufactures. While the revised orientation 
may be well justified on the national level, new adjustments are necessary 
for successful implementation of it on the regional or sub-regional scale. 
One such adjustment requires the further reduction of trade barriers on tile 
part of developed market economies and preferential treatment of exports 
to centrally-planned economies. Trade negotiations through GATT have not 
achieved substantial success in terms of commodities in which the developing 
ESCAP countries tend to specialize. The GSP, which was weakened by
"safeguards" needs to be improved. Group negotiation between EEC and 
ASEAN are still in progress and should be expanded. Among the developing 
ESCAP countries, the Trade Negotiation Group has launched a promising 
series of practical negotiations to reduce tariff and non-tariff barriers. 
This approach should be further promoted considering the high trade barriers 
among them. Progress on the ACU, while still limited is encouraging, and 
further export expansion among developing ESCAP countries is expected 
through the use of regional currencies for intraregional transactions. 

it is important to remember that reciprocity is the key element 
for successful implementation of trade promotion among developing ESCAP 
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countries. For the policy of import substitution for goods from developed 
market economies, it is necessary to consider only the merit of domestic 
production increase and foreign exchange savings. For export promotion 
among the developing ESCAP countries, however, the merits of import 
substitution on the regional scale depend on trade transfer effects being 
distributed as evcnly as possible to justify the co-operation. As sizes and 
degrees of industrialization differ widely among the developing ESCAP 
countries, the full regional approach is less practicable for securing the vital 
reciprocity compared with the sub-regional approach. It is of particular 
importance to carry out a realistic sub-regional approach since any difficulties 
arising from "ideal" but unrealistic projects would surely jeopardize sincere 
efforts for co-operation now growing among the developing ESCAP countries. 

If negotiation on the reduction of tariff and non-tariff barriers 
bring trade creation effects to certain participating countries but not for 
others, further adjustments will be necessary in order to protect the barrier 
reducing countries from production decrease. This should not imply that 
trade liberalization in favour of trade creation effects should be discouraged. 
It may, however, take longer to achieve in view of the high priority that 
industrialization occupies in current development plans in the region. 

Another adjustment, which is more important and difficult to 
induce, is the industrial structural changes required in the developed market 
economies in order to favour the export oriented industries of the developing 
ESCAP countries. Without this positive measure for promoting imports 
from the developing ESCAP countries, the perfomiance of export promotion 
will be seriously limited. This involves difficult political issues but regional 
organizations such as ESCAP could perform apositive role through provision 
of a forum for collective negotiations. 

Industrial adjustments among the developing ESCAP countries 
themselves are also required for effective industrialization. It can be readily 
foreseen that export oriented industrialization without harmonization and 
adjustment on a regional scale will lead to excessive competition and 
misallocation of resource if pursued with protective measures. This would 
cause detrimental effects on over-all regional and sub-regional co-operation. 
To prevent this from happening, national policies should be strictly based 
on economic just;ication, particularly with respect to comparative advantage, 
while such a regional organization as ESCAP could play a positive role 
in assessing these national policies on the regional scale and making arrange
ments, where necessary, for consultations to reconcile the differences. 

Another approach would be to find and develop new markets. 
For this purpose, all developing ESCAP countries should intensify their 
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efforts to capture the growing new markets found today among the 
petroleum producing countries. Trade negotiations have been launched to a 
limited extent and they should be further promoted in order to expand
exports of practically all kinds of inputs needed in the industrialization and 
over-all development of the petroleum proucding countries.18 Also, develop.
ing ESCAP countries might formulated development projects which, inter 
alia, require high inputs of energy and petroleum products that could be 
provided by the petroleum producing countries on a concessional basis. 
At the same time, export-oriented joint ventures with investors from the 
petroleum producing countries should also be promoted. The potential
benefits from intensified trade and financial ties with he petroleum
producing countries are threefold; a reduction on trade and financial 
dependence on the developed market economies, an expansion of export.. 
and an increase in imports of capital and petroleum. 

B. Economic Nationalism 

While all developing ESCAP countries re free adopt anyto 
nationalistic policies, the pros and cons should be rationally examined 
and assessed. In this respect, it has become increasingly important to draw 
a clear over-all picture of the national priorities and reflect these as precisely 
as possible in the national development plans. The importance of non
economic factors in development is apparently being increasingly recognized 
and these should be clearly stated, not only in terms of their own merits
 
but also in terms of economic trade-offs postulated. The increasing

dependence on foreign private direct investment for promoting both
 
import-substitution 
 and export promotion has put some of the developing

ESCAP countries into a dilemma 
 which might have been avoided, had this
 
approach been adopted. Although the problems related 
 to tile private
direct foreign investments have highlighted over-all economic nationalism 
recently, the practical implications of resource nationalism in the developing
ESCAP countries are yet to be seen. Some of the restrictive measures 
on exports of certain commodities, together with efforts in increasing
domestic value-added through higher processing, however, do suggest the 
possibility of further intensification in this trend. The over-all effects 
of the nationalism on the total development efforts - with their implication
in trade with the rest of the world - shodld be directed in such a way
that not only the development effoits of tile country concerned but also 
those of the rest of the developing countries, especially in the region,
should benefit. It is indeed for this particular reason, that ESCAP is now 
seriously taking into consideration an approach to self-reliance on regional
and sub-regional scales in its policy formation. 

18 Pakistan. for example, has already a positive step intaken this direction not 
only. by exporting goods but also providing technical assistance to Arab countries. 
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"Development in Trade and Trade Policies in the Developing ESCAP 
Countries" 

Introduction: Shoji Nishimoto 

The main intention of the Paper was to review developments 
in trade and trade policies, during the past decade, within the context 
of overall economic development in the developing ESCAP countries. 
Due to limitations of data, the review had been restricted to selected 
countries while the time-frame was that of the immediate past rather than 
the entire post-war period. 

The main conclusions of the Paper were that (a) export promotion 
would remain as a major element in policies of further industrialization; 
(b) policies of import substitution would need to be critically evaluated 
in terms of the domestic market. In order for import substitution to be 
successful, the primary sector should be given more priority since a large 
proportion of the population was dependent on that sector; (c) the 
promotion of exports was constrained by both the external and the 
internal economic environment and sub-regional economic cooperation 
could be a strategy to accelerate exports. A policy of self-reliance could also 
be implemented, in a selective manner, within the overall framework 
of import-substitution policies. 

COMMENTS 

by 

Kosit Panplemrs 

While the Paper had classified the developing Asian countries 
into groups on the basis of their resource positions, a grouping of countries 
on the basis of an identification of the type of and the reasons for the 
economic policies followed would have been more appropriate. 

The Paper had identified a group of developing countries which 
had been successful in achieving expanding exports of raw materials and 
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in largely import-substituting the major products of daily consumption.
The experience of Thailand - which belonged to that group - could
illustrate many major issues under discussion and the specific policy
reactions that had emerged. 

Quantitative controls were adopted by Thailand in 1952. A program
of liberalization was initiated and completed during 1954/55. There had 
been no reversion to Phase If controls thereafter and that was mainly
attributable to two major factors: firstly, Thailand had always remained a
food-surplus country and, secondly, agricultural exports had continued 
to increase with agricultural output increasing at a rate in excess of 
population growth. 

Policies of import substitution were adopted in the early stages
of industrial development but, by the late 1960s, more selective incentives 
were granted for import substituting industrialization. About that period,
too, over-capacity in most import-substituting industries led to increased
industrial exports mainly of products with large domestica raw material 
content. Selective fiscal and monetary policies providedalso incentives 
for industrial exports. 

The policy-mix was aimed at promoting industrial exports while,at the same time, selectively encouraging import-substituting industry. It was 
recognized that the expansion of the domestic market required for more
successful import substituting industry depended in on export expanturn 

sion, increased incomes 
 and a suitable pattern of income distribution.
Such a policy-mix was difficult to maintain at optimum effectiveness. 
However, the approach to the problem on a product-by-product basis was, 
probably, more on overallfruitful than an basis. 

The success of many southeast Asian economies had, in the past,
depended heavily on agricultural exports. Expansion of agricultural exports
was important not only to enlarge the domestic market but also to provide
greater employment opportunities particularly in the rural areas. Employ
ment creation through industrialization had not been significant and more
intensive agricultural production offered the best strategy to create employ
ment opportunities; to increase rural incomes and, thereby, a more equitable
income distribution; and to accelerate overall economic growth. 

It was, therefore, striking that, while most developing countries
had policies to promote industrial exports, there was an absence of policies 
to promote agricultural exports. In addition to the attention being paid
to the promotion of industrial exports there was an important need to develop
the efficient administration of selective programs to promote and stabilize 
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agricultural exports as well. Although policies to promote agricultural exports 
could be more costly and more difficult to administer, developing countries 
could benefit greatly by diversifying agricultural output for export as well. 

While some success in agricultural diversification had been achieved 
in some developing countries, the degree of possible diversification was 
limited not only by natural factors but also by the real difficulties in assuring 
stable prices for the producer. In the absence of relatively high and stable 
prices the incentives to diversify agricultural output or to utilize more 
modern techniques of production which required costly inputs were greatly 
reduced. Export taxes and quotas had been imposed in some DMCs 
to stabilize prices. However, such policies had been effective mainly in 
containing domestic consumer price increases and difficulties had arisen 
whenever export prices had fallen. 

A major bottleneck to the expansion and diversification of 
agricultural exports from developing countries was the restrictionist trade 
policies in many developed countries. 

The exchange rate had not been used as an adjustive mechanism 
in Thailand and, in a relatively open economy, fluctuations in demand and 
output had been unavoidable. In the Thai experience some controls had 
been unavoidable. Given the very limited administrative capacity in 
most DMCs, the Thai experience of selective controls along with a high 
growth rate of agricultural output might have relevance to other DMCs 
as well. 

COMMENTS 

by 

Warnasena Rasaputram 

The Paper could have usefully analyzed trade developments in terms 
of the Project schema and could also have indicated the various institutional 
measures (such as land reform, income redistribution, social welfare 
policies etc.) which had been undertaken in the DMCs during that period. 

The trade data presented in the Paper was in current prices. It was, 
thus, difficult to interpret and analyze whether the significant changes noted 
by the Paper in the commodity composition of trade had been due to changes 
in price, increases in quantity or changes in the terms of trade. For, if the 
increased exports of manufactured goods was a real increase in spite of the 
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trade and non-trade barriers in the developed countries, the important 
conclusion was that the DMCs could have done even better in the absence 
of such restrictions. 

In noting the increasing trade dependence of the DMCs on the 
developed countries, an analysis of the particular policies and circurnstimces 
of DMCs with rapidly growing exports as against DMCs with stagnant exports 
would have been illuminating. The increasing dependence also drew attention 
to the problems of imported inflation and the participation of multinational 
companies. The suggestion that private foreign investments should be 
effectively controlled was valid. However, where strict controls existed, 
it was uncertain whether private foreign investments would be forthcoming. 
Also, where controls were imposed on existing private investments, political 
problems could be created. 

The particular circumstances of Sri Lanka well illustrated some 
major issues faced by developing countries in adopting specific policy. 
mixes. 

Various forms of controls had existed in Sri Lanka from the early 
1950s and a mild policy of liberalization was undertaken during 1967/68 
along with a modest devaluation. However, appropriate supporting policies 
were not adopted because of domestic political circumstances. Some possible 
effects of the devaluation were even immediately nullified by increased 
food subsidies and higher wages for the low-income groups. 

While strict exchange controls were continued, attempts were made 
to encourage the non-traditional export sectors by the grant of transferable 
entitlements to import. Considerable speculation ensued and industrial 
inventories were built up in spite of restrictive monetary policies which 
had made stock-building difficult and expensive. Uncertainties about the 
continuance of the schema and the anticipated parliamentary elections 
resulted in a heavy demand for imports. 

The classification of imports into categories subject to differential 
exchange rates led to problems in some cases and administrative problems 
of interpretation and implementation were compounded by political inter
ference. 

Unlike the case of the episode of liberalization in India, very 
good harvests were recorded during the Sri Lankan episode. However, 
due to the institutional framework, the increased incomes accrued largely 
to the landlords and the middlemen and a low rate of savings continued 
with more unequal income distribution. 
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With the change of government in 1970 the scheme was suspended. 

The basic conflict between the policy imperatives of increased 
output alone and the requirements of price stability and social justice
militated against the adoption of all the corrective measures required.
While a modest expansion of the economy was sought, it became difficult 
to determine the actual rate of expansion possible without generating
inflationary pressures and accentuating social tensions. 

Interest rates were kept artificially low to encourag investment 
and to assist the export industries. Since the rates did not represent the 
scarcity price of capital, excess capacity and capital-intensive investments 
resulted. Further controls resulted in order to regulate and direct the process
of investment. Import-substituting investments were generally indiscriminate 
and import dependence was often increased as a result. 

During this period, too, fiscal policies caused further distortions 
in the domestic price structure while low interest rates and rising prices
discouraged savings. The pressure brought to bear on the foreign exchanges
by the combination of these forc.'l was sought to be contained by more 
severe trade and exchange controls. 

Developing countries in general face many real problems in moving
towards exchange rate adjustment and trade liberalization. Where exchange
rates had not been determined by market forces alone, there was always
the tendency to delay parity adjustments while attempting to ease the 
problem by instituting alternate policies. Part of the reason for that tendency 
was the uncertainty whether a fundamental disequilibrium had really
resulted. The delay in parity adjustment in turn becomes more difficult 
given the alternate policies already undertaken and the uncertainty of the 
impact that any significant parity adjustment could have on the domestic 
economy. The hesitation to resort to exchange rate adjustment was, thus, 
not because of an unawareness of the usefulness of the policy instrument 
but because of the real domestic problems involved and, possibly, the 
uncertainty about the real consequences. 

The foreign exchange constraints in development had compelled 
some developing countries to adopt multiple rates as a transitional measure. 
Often, however, continued pressures on the balance of payments had 
necessitated further controls. The continued growth in controls witnessed 
in many developing economies was, thus, often the result of a continued 
process of adding to ad hoc measures designed to meet immediate problems. 

Furthermore, the composition of imports in many developing
countries is such that there was only a limited possibility of reducing imports 
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without adversely affecting already low living standards and the process of 
development itself. Food and primary commodities form the bulk of exports
from the DMCs. Given the severe fluctuations in export prices of these 
commodities, policies of liberalization had to be very cautiously considered 
except where adequate reserves were available or where adequate supporting
finance was assured. 

The content of policy had also been influenced by the desired role 
of the public sector vis-a-vis the private sector in the economy. More 
generally, too, political factors have been dominant in the timing and the 
actual implementation of exchange parity changes. The timing of exchange 
parity changes was also made more difficult since a fundamental disequi
librium was not confined to the balance of payments alone and there were 
many problems in identifying, at an early stage, basic distortions in relative 
prices and structural changes in the demand for exports. 

A. 	"Projections and Analysis of Trade Development in Selected Developing
Countries in the Asian Region, 1974 and 1975" 

B. 	 "Development In Trade and Trade Policies in the Developing ESCAP 
Countries" 

GENERAL DISCUSSION 

The conclusions of Paper A regarding the anticipated growth,
exports and capital requirements of the DMCs in the immediate future 
were almost similar to the results of IBRD analyses. The IBRD analyses
had, however, linked the growth of exports from the DMCs to the anticipated
growth rates in the OECD countries while thr Paper had treated exports 
as almost exogenous. With the substantially reduced rates of growth in the
OECD countries and the anticipated trends in production of primary export
commodities, the prices in the Paper wereexport assumed 	 somewhat 
optimistic. It was most likely that the terms of trade of most of the DMCs 
would become more adverse and that the effects on the low income, primary 
exporters would be very severe. 

The Papers should have distinguished between developing countries 
on the basis of income levels and the commodity composition of exports.
Total capital requirements and the ability to attract the required capital
flows differed greatly as among the DMCs while the capacity to service 
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increased borrowings through the potential for increased exports also varied 
greatly as between the exporters of manufactures and the exporters of 
primary commodities. The potential for increased exports of manufactures 
from most primary exporters was very limited in the short-run. Exporters 
with established comparative advantage in labor-intensive products may, 
however, continue to expand exports because of newer markets in the 
OPEC countries as well. 

The sharp increases in the cost of energy did not, however, 
necessarily indicate that there could be move towards greater labor-intensity 
in production since the share of energy cost in total output was not 
coterminous with the intensity of use of either capital or labor. The potential 
for further import-substitution could, however, be limited in most developing 
countries as the possibilities were now largely in the capital-intensive and 
energy-intensive sectors which were relatively more import-intensive as well. 

There was some concern that the economic recession and growing 
unemployment in the developed countries could lead to restrictive import 
policies inimical to the export prospects of the DMCs. It was, however, 
noted that the discussions at GATT held out the promise of freer trade 
in the future. 

The implications of capital flows of varying maturities and terms 
also required greater attention. For the low-income, primary commodity 
exporters it was not purely the availability of capital that was relevant 
but also the important consideration that the capital should be available 
on concessionary terms. Even the more developed DMCs were finding 
Euro-dollar borrowings more expensive and more difficult to obtain because 
of competition from the developed countries. In general, it was suggested 
that the use of additional foreign borrowings to meet the immediate balance 
of payments problems could create further problems in the future unless 
the foreign borrowings assisted in expanding export capacity and, thereby, 
the capacity to repay. In this respect, investment in food production was 
an important priority in the utilization of the foreign borrowings. The 
important role of institutional reforms - rather than increased capital
investment alone - in accelerating growth and increasing exports was also 
noted. 

The potential role of the OPEC countries as providers of capital 
had been underestimated. During 1974 alone these countries had provided 
over $7 billion to the developing countries and an equivalent amount 
to multilateral agencies. It was noted that a re-cycling of one-fifth of the 
OPEC surpluses to the developing countries could double the present flow 
of development assistance while even the re-cycling of the surpluses available 
in Asia could meet the bulk of the capital needs anticipated. 
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A 'triangular flow' - of capital from the OPEC countries; for 
technology and equipment from the developed countries for investment 
in the developing countries - was suggested as a desirable mechanism 
in the re-cycling of surpluses. It was, however, noted that developing 
countries were generally more consumption-worthy than credit-worthy,
Also, OPEC commitments had generally tended to be for specific projects
where disbursements were generally slow and, consequently, the effects 
on the balance of payments were not immediate. 

Apart from the immediate short-term problems, the longer-term 
problems of adjustment and growth required attention. However, such a 
longer-term analysis was precluded because of the great degree of uncertainty
and volatility of the many determining exogenous variables and, conse. 
quently, Paper A had the limited objective of highlighting some immediate 
and crucial issues rather than attempting any projections within the 
framework of rigid econometric models. 

It was noted that an assumption of stability in international trade 
conditions underlay most of traditional trade theory and the analyses
in the Project. The existing instability in international trade and economic 
relationships, however, made it more difficult to determine the optimum 
response of the developing countries. The tendency towards floating rates 
of exchange also further complicated the problems of foreign exchange 
management although it did, probably, reduce the political and psychological 
traumas hitherto encountered in adjusting the value of fixed exchange rates. 

While the immediate reaction to the balance of payments crises 
after the Korean War had been a reversion to quantitative restrictions and 
import-substituting Industrialization, it was suggested that the present crisis 
could result in more concious government direction of investment into 
export industry. 
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APPENDIX A 

Delineation of Phases 

To achieve comparability of analysis among different countries, 
each author of a country study was asked to identify the chronological 
development of his country's payments regime through the following phases. 
There was no presumption that a country would necessarily pass through 
all the phases in chronological sequence. 

Phase I: During this phase, quantitative restrictions on inter
national transactions are imposed and then intensified. They generally are 
initiated in response to an unsustainable payments deficit and then, for a 
period, are intensified. During the period when reliance upon quantitative 
restrictions as a means of controlling the balance of payments is increasing, 
the country is said to be in Phase I. 

Phase 1I: During this phase, quantitative restrictions are still 
intense, but various price measures are taken to offset some of the 
undesired results of the system. Heightened tariffs, surcharges on imports, 
rebates for exports, special tourist exchange rates, and other price inter
ventions are used in this phase. However, primary reliance continues to be 
placed on quantitative restrictions. 

Phase III: This phase is characterized by an attempt to syste
mize the changes which take place during Phase 1I. It generally starts 
with a formal exchange-rate change and may be accompanied by removal 
of some of the surcharges etc. imposed during Phase II and by reduced 
reliance upon quantitative restrictions. Phase III may be little mo.e than 
a tidying-up operation (in which case the likelihood is that the c antry 
will re-enter Phase 11), or it may signal the beginning of withdrawal 
from reliance upon quantitative restricions. 

Phase IV: If the changes in Phase Ill result in adjustments 
within the country, so that liberalization can continue, the country is said 
to enter Phase IV. The necessary adjustments generally include increased 
foreign-exchange earnings and gradual relaxation of quantitative restrictions. 
The latter relaxation may take the form of changes in the nature of 
quantitative restrictions or of increased foreign-exchange allocations, and 
thus reduced premiums, under the same administrative system. 

Phase V: This is a period during which an exchange regime 
is fully liberd.ized. There Is full convertibility on current account and 
quantitative restrictions are not employed as a means of regulating the 
ex ante balance of payments. 
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APPENDIX B
 

Definition of Concepts 

Exchange Rates: 

Nominal Exchange Rate: The official parity for a transaction. 
For countries maintaining a single exchange rate registered with the Inter. 
national Monetary Fund, the nominal exchange rate is the registered rate. 

Effective Exchange Rate (EER): The number of units of local 
currency actually paid or received for one-dollar international transaction. 
Surcharges, tariffs, the implicit interest foregone on guarantee deposits, 
and any other charges against purchases of goods and services abroad are 
included, as are rebates, the value of import replenishment rights, and other 
incentives to earn foreign exchange for sales of goods and services abroad. 

Price-Level-Deflated(PLD) Nominal Exchange Rates: The nominal 
exchange rate deflated in relation to some base period by the price level 
index of that country. 

Price-Levei.DeflatedEER (PLD-EER): The EER deflated 1y the 
price level index of the country. 

Purchasing-Power Parity Adjusted Exchange Rates: The relevant 
(nominal or effective) exchange rate multiplied by the ratio of the foreign 
price level to the domestic price level. 

Devaluation: 

Gross Devaluation: The change In the parity registered with the 
IMF (or, synonymously in most cases, de lure devaluation). 

Net Devaluation: The weighted average of changes in EERs by 
classes of transactions (or, synonymously in most cases, de facto de
valuation). 

Real Gross Devaluation: The gross devaluation adjusted for the 
increase in the domestic price level over the relevant period. 

Real Net Devaluation: The net devaluation similarly adjusted. 
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Protection Concepts: 

Explicit Tariff: The amount of tariff charged against the import 
of a good as a percentage of the import price (in local currency at the 
nominal exchange rate) of the good. 

Implicit Tariff (or, synonymously, tariff equivalent): The ratio 
of the domestic price (net of normal distribution costs) minus the c.i.f. 
import price to the c.i.f. import price in local currency. 

Premium: The windfall profit accruing to the recipient of an 
import license per dollar of imports. It is the difference between the domestic 
selling price (net of normal distribution costs) and the landed coet of the 
item (including tariffs and other charges). The premium is, thus, the 
difference between the implicit and the explicit tariff (including other 
charges) multiplied by the nominal exchange rate. 

Nominal Tariff: The tariff - either explicit or implicit as 
specified - on a commodity. 

Effective Tariff: The explicit or implicit tariff on value-added 
as distinct from the nominal tariff on a commodity. This concept is also 
expressed as the effective rate of protection (ERP) or as the effective 
protective rate (EPR). 

Domestic Resources Costs (DRC): The value of domestic resources 
(evaluated at "shadow" or opportunity cost prices) employed in earning or 
saving a dollar of foreign exchange (in the value-added sense) when producing 
domestic goods. 
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